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6
th 

ICES Conference 

 

Beyond the Economic Crisis:  

Lessons Learned and Challenges Ahead 

 

 

 

The global economic crisis has inflicted tremendous economic and social damage across 

the world. It has affected all countries regardeless of their level of development. Special 

reference to the global crisis and its impacts on economic perspectives of transition 

economies is justified on at least three grounds. First, transition economies are mostly 

small open economies, highly integrated into global and especially European economic 

system and as such are highly vulnerable to changing global demand patterns. Second, 

foreign direct investments and international collaboration in general have been considered 

the main pillars of economic dynamism and the prosperity of these countries by the 

transition literature. Third, future prospects for economic as well as political integration of 

transition economies has also been seriously affected by the global economic crisis 

considering the lack of political will and resources to encourage and speed up the process 

of the EU integration of these economies. 

   

Furthermore, the crisis has also highlighted some fundamental weaknesses in the 

economic policy framework. Our confidence in markets and institutions turned out to be 

complacency; we have learned how fragile, and interconnected we are. Although, we now 

appear to be on the path to recovery. This path seems to be uneven and the pace remains 

sluggish. It will take years for countries affected by the crisis to recover from low growth 

rates, high unemployment, and debt burden. 

 

Given that most countries continue to struggle with the severe consequences of the global 

economic downturn it seems, not only reasonable but also essentially to learn from their 

experiences. Particularly, economic researchers should speare not efforts in an attempt to 

comprehend the main and constantly changing features of globalisation related to 

interdependencies and interrelatadness of national economic systems, sources of 

economic growth and competitiveness, and especially sources of external volunerability 

on country regional and global levels.   

 

Given that we have emerged from the immediate crisis response period, it seems 

reasonable to take the advantage of the lessons learned in an attempt to comprehend the 

main (and changing) features of globalisation related to the interdependencies of national 

economic systems, sources of growth and competitiveness. In this context, the Sixth 

Conference ICES2012 aims to draw major implications for policy as well as to identify key 

challenges faced by transition economies in their attempt to (re)embark on the course of 

successful integration catching-up processes. 
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Following earlier conferences with participants from nearly all over the CEE region as well 

as from many other countries, the School of Economics and Business in Sarajevo is proud 

to host the 6th International Conference "Beyond the Economic Crisis: Lessons Learned 

and Challenges Ahead" from 12 – 13 October 2012 in Sarajevo, Bosnia and Herzegovina 

that also marks the 60th anniversary of our dynamic and forward looking school. This 

conference aims to bring together academics as well as practitioners to discuss topical 

issues and disseminate high quality research in economics and business with a focus on 

Central and Eastern Europe. Another goal is to promote scientific information interchange 

between researchers, developers, students, and practitioners working all around the 

world. 

 

A total of 137 abstract were submitted for the tracks and 76 papers were accepted. The 

selected papers are organized in 12 track sessions. Within each track, papers were 

grouped according to similarity of topics (according to the JEL classification codes) and 

hence most of the sessions have an umbrella title. We hope this approach will assist 

conference delegates to select a session also on the basis of its more specific focus 

within each track session.  

 

The Conference proceedings include papers from the fields of economic development, 

international economics, macroeconomics and monetary economics, financial economics, 

business administration, business economics, marketing and advertising, tourism, islamic 

economics and finance, information technology, law and economics, and ect. Selected 

papers will be considered for publication in a special issue of the Eastern European 

Economics, an ISI-ranked journal published by M.E. Sharpe Inc., USA and South East 

European Journal of Economics and Business published by the School of Economics and 

Business. 
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Abstract  

In this paper we explore social determinants of growth aspirations of young firms. We 

argue that diversity in the social environment affects aspirations related to employment 

growth positively. In a post-conflict region, preservation of ethnic diversity is indicative of 

tolerance and low communication barriers; this creates social capital appropriable for 

entrepreneurship. We also focus on the role of personal networks of owners and/or 

managers of young businesses, their trust in institutions and generalised trust. We posit that 

that the generalised trust amplifies beneficial effects of business networks. Our empirical 

counterpart and hypotheses testing rely on survey of young businesses in Bosnia and 

Herzegovina. 

 

Keywords:  business, networks, trust, institutions, diversity, aspirations 

JEL classification: M13, M21 

 

1. Introduction 

In this paper we focus on social factors affecting growth aspirations of young businesses in 

a post-conflict region.  Our research focuses on young businesses as we see those at the 

core of entrepreneurship (Parker, 2009), as related to launching, owning, managing and 

taking on the risk of running a business (Greve and Salaff, 2003). However, meaningful 

economic effects are only produced by new ventures run by entrepreneurs who aspire to 

growth and expand their businesses. Following that, a recent strand in the literature focuses 

on individual and contextual determinants of growth ambitions (Bowen and DeClerq, 

2008; Autio and Acs, 2010, Levie and Autio, 2011; Estrin et al., 2011a). Highlighting 

mailto:adnan.efendic@efsa.unsa.ba
mailto:t.mickiewicz@aston.ac.uk
mailto:a.rebmann@ucl.ac.uk
mailto:adnan.efendic@efsa.unsa.ba
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growth aspirations may be further justified by the proximity of this dimension to the 

theoretical constructs of risk taking, pro-activeness and competitive aggressiveness that are 

components of the entrepreneurial orientation, which proved to be the most successful 

recent conceptualization of entrepreneurship from the strategy perspective (Covin and 

Lumpkin, 2011). Moreover, empirical findings confirm the positive relationship between 

aspirations and subsequent performance (Kolvereid and Bullvag, 1996; Baum et al., 1998; 

Baum et al., 2001; Wiklund and Shepherd, 2003; Delmar and Wiklund, 2008). 

However, we see two gaps in this literature. First, social determinants of 

entrepreneurial ambitions are not yet attracting attention they deserve, as focus on formal 

institutions is more common (e.g. Autio and Acs, 2010; Levie and Autio, 2011; Estrin et 

al., 2011a). This reflects a broader gap in entrepreneurship literature, as “the influence of 

social and cultural factors on enterprise development remains understudied’ (Thornton et 

al., 2011, pp. 106)”. At the same time, the way the social environment affects performance 

is via entrepreneurial aspirations: negative social and cultural influences may eradicate 

high growth aspirations entrepreneurship, creating the ‘Upas Tree’ effect (van Stel and 

Storey, 2004). Yet our understanding of the underlying mechanism is still limited.  

The second gap in the literature relates to the fact that high aspirations 

entrepreneurship is typically either investigated in the context of developed economies or 

in the cross-nation context; in either of these two perspectives, little attention is being paid 

to the distinction between developed and developing and middle income economies (e.g. 

Autio and Acs, 2010; Levie and Autio, 2011; Estrin et al., 2011a). Moreover, we respond 

to the recent agenda-setting call coming both from entrepreneurship scholars (McMullen, 

2011) and from development scholars (Naudé, 2011) to focus more directly on the links 

between entrepreneurship and development. Our ambition is to advance this new line of 

research focusing on one specific aspect. That is, noticing that development is often 

hampered by continuing social, ethnic and political conflicts, we focus on the links 

between entrepreneurship and social and ethnic dimensions in the post-conflict context. 

We examine the case of a country that is now successfully emerging from a recent conflict 

(1992-1995), and our analysis offer positive lessons both for entrepreneurs and policy 

makers. 

Our research aims to contribute to filling these gaps by both theorising and 

examining empirically how entrepreneurs’ ambitions interact with their environment. In 

particular, we aim to consider their position within ethnically defined social structures, 

their personal networks as well as their trust in institutions and in people, and exploring 

how these affect business aspirations. 

Seen with the wider context, our research programme follows Granovetter’s (1985) 

call to avoid both “oversocialized” and  “undersocialized” theories: the former put stress 

entirely on macro-level social structures (e.g. Marxist-type social class analysis), while the 

latter model individuals as atomized, abstracting from any social features. This research 

agenda leads us to stress diversification of trust within a business community under post-

conflict reconstruction, the role of ethnic diversity, and the role of social networks and 

their interactions with trust. We briefly discuss these three aspects in turn.   

First, our stress on trust results from broader interest in relationship between social 

capital and entrepreneurship; where trust is taken as a key measure of social capital (Kwon 

and Arenius, 2010; Westlund and Adam, 2010). Emphasis on trust implies that social 

capital is seen mostly as related to cooperative norms: the latter form an aspect of social 

capital which is appropriable by entrepreneurs enhancing their range of opportunities and 

their growth aspirations. These cooperative norms were traditionally seen as located at 

macro social level and therefore as endowed (e.g., Fukuyama, 2001; Putnam, 2000; 

Stephan & Uhlaner, 2010). However, Estrin et al. (2011b) emphasise constructible social 

capital that can be created from below. That in turn implies it can be diversified and 

localised, consistent with Granovetter’s (1985) perspective.  
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Second, ethnic diversity may have both positive and negative effects on economic 

outcomes. On the one hand, seen from the macro perspective, ethnic conflicts and 

prejudices often lead to poor economic choices, policies and outcomes, which are not 

desirable and may be counterproductive for the society. Hence, ethnic diversity could be 

associated with poorer economic performance (Easterly and Levine, 2001). On the other 

hand, a diverse ethnic mix may bring various abilities, different experiences, variety of 

cultures and traditions, spectrum of religious, multidimensional ways of thinking, which 

may lead businesses towards innovation, creativity and better economic performance (Lee 

et al., 2004; Florida, 2004, 2005; Alesina and La Ferrara, 2005). Audretsch et al. (2010), 

Smallbone et al. (2010) and Marino et al. (2012) consider the link between ethnic diversity 

and entrepreneurship; we build on their arguments and develop those further, with more 

focus on entrepreneurial growth aspirations. Moreover, in the post-conflict environment, 

where preserved, we see diversity as the key indicator of a successful economic, social and 

political reconstruction, creating environment for entrepreneurial dynamism. 

Last but not least, the network analysis approach to entrepreneurship emphasises 

that entrepreneurs are embedded in a network of personal relationships which influence 

their actions (Hansen, 1995). Personal networks are considered a crucial means for 

entrepreneurs to obtain resources that either would not otherwise be available to them or 

would be more expensive to obtain via the market (Greve and Salaff, 2003; Hoang and 

Antoncic, 2003; Witt, 2004). The characteristics of an entrepreneur’s personal network are 

considered fundamental in explaining the extent to which entrepreneurs can use these 

networks to obtain resources and therefore become a key factor in explaining business 

performance as well.  Larger, more diverse networks with a mix of both strong and weak 

ties have been found in empirical research to have a considerable impact on start-up 

success, but the evidence is still inconclusive (Jenssen and Greve, 2002; Witt, 2004; Witt 

et al., 2008). We contribute to this line of research by stressing that network size and 

network composition effects need to be considered jointly, and while the network size has 

positive impact, having the more intensive ties counts as well. In addition, trust amplifies 

positive networks effects, especially in environments where trust has been seriously 

damaged by a conflict, as trust facilitates not only the construction of networks but also the 

ability to acquire resources and information through these networks. 

We consider these three social elements to be the key factors of entrepreneurial 

aspirations, in post-conflict zones in particular: trust in institutions and in people, diversity 

in ethnic structures and the characteristics of personal business networks. We develop 

arguments and test empirical hypotheses around these determinants. Accordingly, the 

paper is organized as follows. In the following introductory section, we briefly discuss the 

context: the ethnically diverse post-conflict environment and current state of 

entrepreneurship in BiH. Next, we introduce the research hypotheses. Subsequently, we 

discuss the data and model specification respectively, before reporting the key empirical 

findings. Finally, we offer brief conclusions. 

 

2. Context: Entrepreneurship in BiH 

An investigation of the role of trust, networks and ethnic minority status and its role in 

business development is particularly interesting in the context of Bosnia and Herzegovina 

(BiH), which is a European transition country that is fairly unique in its ethnic and 

institutional structure. Three major ethnic constituent groups make up the population of 

post-conflict Bosnia and Herzegovina: Bosniaks, Serbs and Croats (these ethnicities 

largely correspond to Muslim, Orthodox and Catholic religious traditions respectively). 

The country has around 3.8 million of people (4.1 before the Bosnian war 1992-1995), 

although there was no post-war census and this data remains officially unconfirmed. The 

war in the 1990s caused large population movements outside and in particular within BiH, 
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leaving the population concentrated in a few more ethnically homogenous territories. Yet, 

importantly, there remain ethnic minorities within areas dominated by Bosniak, Serb or 

Croat majority populations, and some areas survived as ethnically diverse. Ethnic 

cleavages are smaller than in other divided societies as the three groups speak virtually the 

same language, share similar traditions, way of thinking and culture, which could facilitate 

post-conflict reintegration, yet a counter factor is that ethnic divisions have been largely 

institutionalised by the constitution (Bieber, 2006).   

The Dayton Peace Accord which ended the war in 1995 created an extremely 

complex constitution based on the principal of interethnic accommodation.  Each of the 

three main ethnic groups has substantial autonomy over their own ethno-territorial units 

which predominate over the state level institutions (Bieber, 2010)
1
. Consequently and 

rather uniquely, for each ethnic group there is some part of BiH where they are an ethnic 

minority and some part of the country where they are the ethnic majority. Although there is 

no official indicators which can be used to make strong inference, there is some casual 

evidence that the ethnic diversity seems to be present more in these regions which were 

less affected by ethnic cleansing activities. All this makes BiH an excellent context for 

studying the impact of diversity in ethnic environment on entrepreneurs’ personal 

networks, trust in institutions and people, and on entrepreneurial aspirations.  

Alongside weakened social structure, BiH shares similar institutional deficiencies 

with other former Communist countries of Central and Eastern Europe and in fact is 

located close to the lower end of the spectrum in terms of dimensions such as freedom 

from corruption, government efficiency, regulation, and secure property rights (Estrin and 

Mickiewicz, 2011a). Property rights, a crucial pillar and component of efficient 

institutional environment in a free market economy (Eggertsson, 1990; Opper, 2008; Aidis 

et al., 2010), are especially weak (as measured, for example, by Heritage Foundation/Wall 

Street Journal, BiH has the lowest value out of transition countries). Parallel to this, the 

Global Competitiveness Report 2010-11 assesses BiH as “efficiency driven” economy with 

100
th

 rank of the quality of business environment out of 142 countries (Schwab, 2010).  

And finally, the Doing Business Report (2012) ranks BiH to be 125
th

 out of 183 countries 

in “easy of doing business”.  For “starting a business”, BiH is ranked as 162
nd

, hence it is 

at the bottom of the list: in BiH it is necessary to spend 40 days to establish a business; go 

through 12 procedures, where the cost of starting business in relation to income per capita 

is 17.0%, and minimum capital amounts to 29.4% of income per capita. However, more 

importantly, entrepreneurs in BiH are facing not just high direct costs of starting and 

running business, but also high indirect transactions costs as well, resulting mainly from 

lack of enforcement of the existing laws, costly and time-wasting dealing with officials, 

and other hurdles (Efendic et al., 2011).  

The number of micro, small and medium size enterprises is very small in BiH; in 

the group of transition economies, which itself is well below the world average, only 

Belarus has a lower percentage (Estrin and Mickiewicz, 2011a; referring to 2000-2005). 

We may also use the 2010 to compare BiH with other countries at the similar level of GDP 

per capita. The most general measure of entrepreneurship is the Total Early-Stage 

Entrepreneurship Activity (TEA) provided by Global Entrepreneurship Monitor (GEM), 

defined as the prevalence rate of individuals in the working-age population who are 

actively involved in business start-ups, either at time of the birth of the firm, or in the 

phase spanning 3.5 years after the birth of the firm. The TEA rate for BiH is low 8.1%. 

However, in our research we stress aspirations, and therefore forward looking, dynamic 

component of entrepreneurship. BiH shares low entrepreneurial aspirations with the rest of 

                                                 
1The linkage of ethnicity & territorial affiliation in the constitution actually excludes many citizens from the 

political process as certain as some posts are only open to candidates of a certain ethnicity from a particular 

entity (Bieber, 2010). 
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the transition region (Autio, 2011). GEM captures entrepreneurial aspirations by “Medium-

High Job Expectations Rate” (a rate of individuals who expect to create 5 or more jobs in 

five-years time). In BiH it is low, compared to other economies, at 2.3% (Bosma et al., 

2011). From another angle, only 14.3% of entrepreneurs in the early stage of 

entrepreneurial activity expect to hire more than five people within the next five years 

(Umihanic et al., 2010).  

Yet, despite all these limitations, Bosnian economy is growing (with an average of 

around 5% per year, not considering the period of global economic downturn in 2009-

2010), and the country has been able to sustain peace and achieve economic recovery. 

Accordingly, both from the policy perspective, and from the point of view of 

recommendations for successful entrepreneurial strategies, it is of particular importance to 

investigate systemic influences on growth aspirations of young businesses in BiH, 

considering the role of business networks, institutions, and trust. At the same time, some 

more general lessons, applicable in other post-conflict areas, can be learned. 

 

3. Research Questions and Hypotheses 

Networks are theorised to provide resources to entrepreneurs’; relying on them may be a 

useful strategy utilised to overcome obstacles such as in accessing finance, finding 

appropriately qualified human resources, and dealing with regulatory obstacles such as 

customs regulations or obtaining commercial licences. In addition, there might be greater 

orientation of entrepreneurs towards business networks as a substituting strategy for a lack 

of institutional support and efficiency, which might be the case in BiH. Networks are also 

theorised as providing information for entrepreneurs, such as contacts for new customers, 

or new business opportunities. Hence, larger networks might be supportive in creating 

more ambitious business plans for the future through the provision of information and 

resources. Whilst previous research investigated a relationship between network size and 

actual growth and a link has been suggested between network size and growth aspirations, 

to our knowledge, the latter has not yet been tested (Witt, 2004). This leads to the first 

hypothesis: 

 

Hypothesis 1: Business aspirations are enhanced by the size of an entrepreneurs’ 

networks. 

 

However, as the network literature emphasises, it is not only the size of networks that 

influences entrepreneurship but also the type of relational ties within the network. Greve and 

Salaff (2003) argue that for entrepreneurs, the strong ties (defined as family-based) are less 

important than weak ties, as the latter are more likely to result in new knowledge. Yet, actually 

they find the opposite to be consistent with empirical evidence. This puzzle may be resolved by 

fine-tuning the theory. We borrow from the network theory as applied in the organisational 

theory where the typical distinction is between acquaintances and friends (e.g. Krackhardt and 

Stern, 1988). We posit that this distinction matters for entrepreneurs. While more valuable 

knowledge may indeed be found when reaching out beyond the family circle, the extent to which 

it could be effectively acquired would rely on the attitudes of the outside contacts and degree of 

trust between the individuals in the network.  Obtaining valuable knowledge and resources from 

weak ties may be particularly difficult in the post-conflict environment, where social tissue has 

been damaged, the level of trust is low, and people are unwilling to share knowledge with 

strangers or just acquaintances. We expect that such environments may have characteristics akin 

to diffuse cultures (Trompenaars, 1994), that is such in which public space acquire the 

characteristics of the private space. Moreover, the public space remains limited. In such 

environment, to be able to benefit from business contacts, strong personal links needs to be built 

on top of these. Accordingly, we hypothesise:    
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Hypothesis 2: Business aspirations are enhanced by a larger proportion of ties that are 

external to family yet strong. 

 

Network studies in the entrepreneurship literature take into account the fact that 

entrepreneurs are embedded in local social structures (Granovetter, 1985) by focusing on 

the entrepreneur’s relations with network contacts.  However researchers often tend to do 

this without controlling for the wider social and institutional context within which the 

entrepreneur and these networks are situated, such as social structures defined along ethnic 

lines.  Yet, entrepreneurs are socially embedded, both in a sense of their personal network 

and in the context of interactions with broader social environment. This wider social 

context affects entrepreneurial aspirations.  In this research we address a particular gap in 

the literature by examining the relationship between environmental social diversity and 

employment aspirations. We argue that diversity in the social environment is advantageous 

to entrepreneurial ambitions, which is in line both with general argumentation (e.g. Alesina 

and La Ferrar,a 2005) that ethnic diversity is supportive in achieving better economic 

performance in a country, and with the argument about that diversity affects 

entrepreneurial entry positively (Audretsch et al., 2010; Smallbone et al., 2010; Marino et 

al. 2012). Building on this research, we extend it to consider a post-conflict zone, where 

preservation of ethnic diversity may be indicative of the relatively stronger local climate of 

tolerance. Such conditions are conducive both to larger, diversified pool ‘of underexploited 

knowledge useful for commercialisation of new ideas’ (Marino et al., 2012), but also 

indicative of low communication barriers that make access to this knowledge and its 

utilisation relatively easy. Hence, we state the following hypothesis to be tested: 

 

Hypothesis 3. Greater ethnic diversity has positive impact on entrepreneurial aspirations. 

 

We next focus on trust. In recent years an extensive literature has developed which 

identifies trust as an important factor in explaining economic outcomes.  Trust is seen as 

crucial component in the institutional structure of a market economy enabling transactions 

to take place more efficiently (Arrow, 1974). It has been put forward as important for the 

economic development of countries (Fukuyama, 1995; Knack and Keefer, 1997; Raiser, 

1999; Zak and Knack, 2001). Transition countries are frequently characterised as low trust 

societies – referring to the lack of generalised trust (in others) and institutional trust 

(systemic trust) – due to their communist legacy (Fukuyam,a 1995; Raiser, 1999; Estrin 

and Mickiewicz, 2011a).  Yet in BiH trust has been further affected because of the recent 

war.  UNDP researchers have been struck by the ‘absolute weakness of social bonds of 

trust’ in BiH (UNDP, 2007).  More generally, lack of trust is posited as a significant 

problem for the development of post-conflict areas (World Bank, 2011).  Low trust 

environments are thought to hinder entrepreneurship in particular because they restrict 

enterprise entry, firm growth, competition and encourage the pursuit of business based on 

process-based trust through personal networks which increases transaction costs (Hohmann 

and Welter, 2002).  However, there is scant empirical evidence on whether the trust an 

individual holds in relation to institutions and to the general population is actually related 

to individual aspirations and ambitious. At the same time, an important point to notice is 

that trust, both in its social dimension (generalised trust in others) and in its (formal) 

institutional dimension (trust in formal institutions) may be highly diversified across 

individuals. In particular, unlike the developed economies, in the developing and/or 

transition economies, the institutional context is not uniform, and some entrepreneurs may 

be more affected by weak institutions (like insecure property rights) than other (de Soto, 

2001). Combing the discussion above, we posit: 

 



7 

 

Hypothesis 4: An entrepreneur’s (a) generalised trust and (b) trust in institutions 

relates positively to entrepreneurial aspirations. 

 

It is suggested that informal networks are used as substitutes when there is little trust in 

institutions (Hohmann and Welter, 2002; Welter and Smallbone, 2006; Efendic et al., 

2011). In its general sense, informal institutions (informal networks and social norms) are 

used to compensate the failure of formal institutions (Helmke and Levitsky, 2004; 

Anderson, 2008). These informal networks are especially important in co-ordinating 

activities where the costs of writing and enforcing contracts are high and where formal 

institutions exist on paper but are ineffective in practice (Helmke and Levitsky, 2004), 

which is the likely in the case of BiH which as presented above scores poorly on indices 

measuring the protection of property rights.  Fukuyama (1995) argues that societies with a 

low level of generalised trust may either be familistic societies (organisation of businesses 

within families) or atomised societies with little capacity for organisation. Following from 

these arguments it would seem likely that high levels of generalised trust and institutional 

trust may substitute for positive network effects and vice versa. However, we argue, that an 

opposite effect is also likely: with higher trust the entrepreneur is likely to gain more 

benefits and resources from the networks of similar size. These conflicting lines of 

argument lead us to form two alternatives: 

 

Hypothesis 5: (a) Generalised and institutional trust act as substitute for the effect of 

network size on growth aspirations 

  (b) Generalised and institutional trust act as complements for the 

effect of network size on growth aspirations 

 

4. Data and Descriptive Statistics 

In this research we used data about young businesses obtained through a cross-sectional 

survey implemented in the period June-August 2011. The data was gathered from the 

owners or managers
2
 of 240 young firms from six different regions, each of which has one 

dominant ethnicity, covering two entities constituting the BiH federation – Republika 

Srpska and the Federation of Bosnia and Herzegovina.  The survey was administered 

directly through face-to-face meetings by a professional agency based in Sarajevo. The 

companies included in the database started their business in the period July 2005-

December 2008. We have chosen to survey firms formed between 2005 and 2008 to ensure 

a more homogenised sample because the business environment for start-ups was 

dramatically changed when the economic crisis hit BiH in 2009. By ending the sample 

period in 2008, we avoid mixing together pre-crisis young companies with those started 

during the crisis. In addition, to achieve more homogeneity, the sample does not include 

small firms coming from agriculture, forestry, fishing, or craft-workshops. The sample was 

stratified based on six economic regions, with 40 companies surveyed in each region. In 

addition, the multi-ethnic division of BiH between three nationalities is represented in this 

sample, as all three dominant nationalities (Bosniaks, Serbs and Croats) are majority in two 

out of these six regions.  

Since we operate with a survey data, the very first checking procedure was to 

investigate if the database had missing values, being aware that missing data frequently 

complicates empirical investigations (Horton and Lispitz, 2001). Empirical results with 

missing data may produce biased estimates, distort statistical assumptions, and lead 

                                                 
2Apart from managing directors and owners, other persons interviewed include deputy directors, deputy 

managers and similar key management positions in the company who were strictly delegated either by the 

owner or manager of the company.  
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towards wrong conclusions (Acock, 2005). Our sample has few missing observations; and 

no observations are missing for the dependent variable. This reflects the survey 

methodology (CAPI methodology
3
) which tends to increase response rates. The models 1 

to 4 are estimated with 227 observations, however the variables for network strength 

contain more missing values, so models 5 and 6 are estimated with 166 observations. 

Based on the questions that were taken from the business survey, we have constructed an 

initial list of variables for our econometric analysis. The list of relevant variables that we 

use in the final model with short description is presented in Table 1. 

 

Table 1. Descriptive Statistics of Variables Used in the Final Model 

 

 

Mean Median SD Min Max No. obs 

Employment aspirations 

(expected change in number of employees) 

6.53 0.5 41.41 -1 498.5 243 

Area: ethnically diverse (perception) 

(diverse = 1, otherwise = 0) 

0.14 0 0.34 0 1 243 

Area: your ethnicity majority (perception) 

(majority = 1, otherwise = 0) 

0.80 1 0.40 0 1 243 

Area: your ethnicity minority (perception) 

(minority = 1, otherwise = 0) 

0.06 0 0.24 0 1 243 

Generalised trust 

(most people can be trusted: yes = 1, no = 0) 

0.08 0 0.27 0 1 243 

Institutional trust  

(confidence in institutions: none = 1, a great deal =5) 

2.46 2.5 0.72 1 4.3 243 

Network size (continuous)  

(no. of people in discussion network) 

14.49 9 31.66 0 300 243 

Network size 0 – 3 

(network size: 0-3 people = 1, otherwise = 0) 

0.30 0 0.46 0 1 243 

Network size 4 -9  

(network size: 4-9 people = 1, otherwise =0) 

0.20 0 0.40 0 1 243 

Network size 10  

(network size: 10 people = 1, otherwise = 0) 

0.26 0 0.44 0 1 243 

Network size 11+  

(network size: 11+ = 1, otherwise = 0) 

0.23 0 0.42 0 1 243 

% of external ties in network 

(no external ties = 0, all ties external = 1) 

0.32 0.4 0.27 0 1 176 

EI index: External v. Internal ties 

(no external ties = -1, all ties external = 1) 

-0.36 -0.2 0.54 -1 1 176 

Male 

(male = 1, female = 0)  

0.77 1 0.42 0 1 243 

Age  

(Age of respondents in years) 

38.63 38 9.80 20 79 243 

Business experience 

(Business experience in years) 

9.98 7 7.66 1 40 243 

Owner-manager of firm 

(respondent owner-manager of firm=1, otherwise= 0) 

0.42 0 0.49 0 1 243 

Change in sales  

(over 1 year: decreased a lot =1, increased a lot =5) 

2.98 3 0.93 1 5 243 

No. of employees 

(current number of employees) 

11.01 4 28.99 1 400 243 

Member of business association 

(member of a business association: yes = 1, no = 0) 

0.23 0 0.42 0 1 243 

                                                 
3CAPI refers to Computer-assisted personal interviewing which is a face-to-face interviewing based on 

computer technology used to administer the questionnaire. According to (Forster and McCleery, 1999), a 

major advantage of CAPI is that it reduces respondent error, routing errors are eliminated because the script 

automatically routes to the correct questions. In addition, it ensures that data are generally more complete, 

can considerably reduce the number of ‘non-responses’ and, correspondingly, the need for corrective editing. 
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Manufacturing 

(firm’s main sector manufacturing = 1, otherwise = 0) 

0.09 0 0.29 0 1 243 

Hotels 

(firm’s main sector hotels,  

0.03 0 0.18 0 1 243 

Construction 

(firm’s main sector construction = 1, otherwise = 0) 

0.06 0 0.24 0 1 243 

Transport 

(firm’s main sector transport = 1, otherwise = 0)  

0.03 0 0.17 0 1 243 

Trade 

(firm’s main sector trade = 1, otherwise = 0) 

0.45 0 0.50 0 1 243 

Business services  

(firm’s sector business services=1, otherwise=0) 

0.33 0 0.47 0 1 243 

 

The dependent variable employement aspirations  is a continuous variable capturing 

the expected change in the number of employees in five years time in comparison to the 

firm’s current situation; this design is based on Estrin et al. (2011a). Following these 

authors we focus on change in employment instead of expected level in five years time, 

which captures the dynamic aspects of aspirations better. More specifically, the dependent 

variable is created as the difference between the current employment and employment 

aspirations in five year time all divided with the current number of employees. We verified 

that the distribution of dependent variable was left skewed with twelve observations 

identified to severe as outliers (outside the outer fence) using interquartile range. These had 

unrealistic values in the range of 4 - 498. We have followed model diagnostics and 

excluded these observations from the dependent variable (following Autio and Acs, 2010; 

Estrin et al., 2011a). 

We measure the respondent’s perception of their ethnic identity’s position in the 

neighbourhood where they work by the variable Diverse.  Diverse takes a value of 1 when 

the respondent perceives area are to contain a balance of two or three major ethnic groups 

or that the area is ethnically diverse. The value of 0 indicates that the respondent perceives 

their ethnicity to either be in the majority or minority in their work neighbourhood. To 

verify if our results are indeed related to diversity and not enforced by categorisation and 

combining the two perceived more polarised social structures, we also applied alternative 

specifications where we distinguish between majority and minority perceptions using 

separate Majority and Minority variables, see Table 1 for more details. However, we use 

Diverse in our main models as according to a Wald test, the difference between the 

coefficients for Majority and Minority is statistically insignificant.   

The measure for generalised trust is based on the World Values Survey question 

‘Generally speaking, would you say most people can be trusted or that you need to be very 

careful in dealing with people?’.  The response is dichotomous with 0 representing the 

answer ‘need to be very careful’ in dealing with people, and 1 representing the response 

‘most people can be trusted’. From our sample only 8.2% of respondents indicated that 

they possess generalised trust, reflecting both the post-conflict and post-Communist legacy 

(Estrin and Mickiewicz, 2011a).  

Institutional_trust is a scale formed from the respondents’ answers to the questions of their 

confidence in key institutions in Bosnia and Herzegovina (state governments, entity & 

cantonal governments, municipal authorities, tax administrations, the Office of the High 

Representative, courts).  This answers were measured on a scale of 1 (no confidence at all) 

5 (a great deal of confidence). Cronbach’s alpha (0.86) and factor analysis indicate that 

these items can be combined to form a scale
4
.  Accordingly, these individual scores were 

added together and divided by six to form a scale ranging from 1 to 5.  

                                                 
4 Factor analysis indicated that all items load onto a single factor: the eigenvalue for the first factor is 3.08 

and falls to 0.18 for the second factor.  All factor loadings on the first factor are above 0.7 except for 

confidence in the office of the high representative which has a factor loading of 0.59.   
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In gathering data on networks we take an ego-centric approach, obtaining data from 

our respondents’ on their personal networks. As an individual’s personal network covers 

all facets of their lives, personal as well as business, and obtaining data on a person’s 

whole network is time consuming and costly, following Greve and Salaff (2003) we only 

look at a subset of an entrepreneur’s network – their discussion network.  This is composed 

of the ‘people that entrepreneurs turn to when they discuss aspects of establishing and 

running a business’ (Greve and Salaff, 2003, pp. 3). 

To establish network size we asked our respondents the approximate number of 

people in the last 6 months who they discussed aspects of running their business from 

outside their firm to get new information, advice or check their own ideas.  Network size 

ranges from 0 to 300 but with 90% of the sample falling in the range 1 to 30. On close 

inspection, the size of the network does not have a continuous distribution above the value 

of eight. There are few high peaks in distribution, starting with ten; these were clearly 

taken by the respondents as approximations. Accordingly, we categorised the variables, 

using, alternatively, cut-off points that correspond best to three and to four percentiles of 

the empirical distribution. In the first variant we have the size of discussion networks 

categories at 0-5, 6-10, and above 10. In the second variant, we obtain 0-3, 4-9, 10, and 

above 10. 

As well as the quantity of ties (size of network), we also include a measure of 

strength of ties in the respondents network.  As it is difficult to obtain this information on 

all members of the respondents’ discussion networks due to problems of recall, respondent 

attenuation and the cost of such a detailed survey, we only ask for detail on the strength of 

the individual tie for the 5 members of the respondents’ discussion network. In examining 

the role of kin relations in entrepreneurship, Greve and Salaff (2003) argue that restricting 

the survey to 5 ties should be adequate. We consider two alternative categorisations of ties.  

First, we define the tie to be strong if the network contact is indicated to be a 

member of family or a close friend and to be weak if the contact is classified as an 

acquaintance by the respondent.
5
 We create two measures of strength of ties.  Following 

Greve and Salaff’s (2003) measure for kin in network, create the variable % of external ties 

in network.  This is formed from counting the number of acquaintances named in the 5 

most important ties in network and dividing this by 5.  Our second measure for strength of 

ties is an adaptation of the E-I index developed by Krackhardt and Stern (1988).  The E-I 

index measures the dominance of external ties over internal ties. 

 

 
 

Where EL represents the number of external links (weak ties) i.e. the number of 

acquaintances and IL represents the number of internal links (strong ties) i.e. close friends 

and family.  Possible scores range from -1.0 which indicates that all links are strong ties to 

+1.0 which indicates that all links are weak ties. 

Under second approach, consistent with our argument leading to H2, we explicitly 

distinguish between share of ties with family, with close friends, and with acquaintances. For 

each of these categories we calculate the percentage of ties. We next take the share of 

acquaintances as our benchmark omitted category. The remaining variables are controls. More 

on descriptive statistics is available in Table 1 above. We control for the respondent 

characteristics: owner-manager status, gender, age and respondent’s years of business 

experience.  We also control for firm characteristics: change in sales in the last year, current 

number of employees (a proxy for the firm’s size), business association membership, location 

(which of the 6 sample areas the firm is located in), and sector.  

                                                 
5Translated in Croatian/Bosnian/Serbian as poznanik, član porodice, bliski prijatelj. 
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5. Model Specification 

The benchmark specification which should capture the factors affecting business 

aspirations of BiH's young businesses has the following form (corresponding to model (1) 

below): 

 

 
 

The model is estimated by using the OLS methodology based on cross section 

estimation. Indices ‘i’ represent companies 1-227,  is the constant term, are coefficients 

of variables to be estimated, Xβ represents the matrix of sectoral and regional fixed effects and 

the corresponding coefficients, while the error term is denoted with ‘ ̂ ’. We expect variables 

Network_medium and Network_large to have positive influence on business aspirations, 

consistent with Hypotheses 1. To test our Hypothesis 2, we introduce two categories of ties, 

family and friends, taking acquaintances as a third omitted category. We also explore alternative 

measures based on further aggregating stronger ties into one category: here the strength of 

business ties is represented by variables ex_total_ties and EI_index. For models that include 

those variables, the number of observations drops from 227 to 166, due to missingness. In turn, 

Network_strength, Diversity, Generalised_trust and Institutional_trust are expected to come with 

positive sign, consistent with Hypotheses 3 and 4. 

In addition, we declare expected effects for our controls below. We expect that 

variable Change_in_sales is going to have a positive sign, since those companies which 

recorded a higher positive change in sale in the past should have a stronger business 

aspiration for the future. By using it, we also approximate for the effect of past 

performance. In terms of size of companies (Employees), we would expect larger size to 

have negative effect on the level of aspirations. We expect female gender (Female) to have 

negative effect on aspirations, consistent with literature (Estrin and Mickiewicz, 2011b). 

We do not have a clear prediction on the effect of age of the respondent (Age) on growth 

aspirations, as the results in the literature are mixed (Parker, 2009). In addition, we control 

for the centrality of the status of respondents in the company- if they are either managing 

directors, owners, or both (owner_manager), contrasted with other members of the 

executive team. We expect positive sign of the coefficient for this variable. 

Although a conventional view might be that more experience could be associated with 

more aspirations (Experience) indicating a positive sign, the opposite effect might be reasonable 

as well. We appraise that membership in business associations could be indication of higher 

business aspirations suggesting a positive sign (Business_associations). In addition, the applied 

model specification controls for different business sectors and geographic regions. At the same 

time we could not extract any additional robust information by controlling for education of 

respondents, including some interacting variables since all those variables are statistically 
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insignificant and/or proved to be incompatible with model diagnostics. Hence, these influences 

are not included in the final model but will be discussed in our sensitivity analysis (Section 7). 

6. Results 

The base specification is estimated by OLS cross-section methodology in Stata 12 and 

reported in Table 2, including the base model diagnostics. 

 

Table 2. The Base-line Model Results. Dependent Variable: Employment Aspirations 
Explanatory variables: (1) (2) (3) (4) (5) (6) (7) 

Owner-Manager 0.219* 0.219* 0.221* 0.258** 0.201* 0.201* 0.209* 

 

(0.089) (0.089) (0.088) (0.091) (0.099) (0.099) (0.102) 

Area ethnically diverse (perception) 0.296* 

 

0.295* 0.299* 0.287* 0.287* 0.284* 

 

(0.141) 

 

(0.141) (0.141) (0.137) (0.137) (0.136) 

Ethnic Majority 

 

-0.301* 

     

  

(0.142) 

     Ethnic Minority 

 

-0.266 

     

  

(0.198) 

     Generalised Trust 0.023 0.025 0.030 -0.314 -0.224 -0.224 -0.227 

 

(0.151) (0.152) (0.148) (0.223) (0.158) (0.158) (0.159) 

Institutional Trust 0.154* 0.154* 0.151* 0.156* 0.150+ 0.150+ 0.155+ 

 

(0.065) (0.065) (0.065) (0.066) (0.084) (0.084) (0.082) 

Network size 4-9 

  

0.090 0.015 0.082 0.082 0.095 

   

(0.118) (0.128) (0.136) (0.136) (0.134) 

Network size 10 

  

0.093 -0.005 0.027 0.027 0.025 

   

(0.134) (0.144) (0.180) (0.180) (0.180) 

Network size 5-10 0.081 0.083 

     

 

(0.121) (0.122) 

     Network size over 10 0.240+ 0.243+ 0.263+ 0.175 0.252 0.252 0.256 

 

(0.128) (0.127) (0.134) (0.147) (0.189) (0.189) (0.188) 

Gen. Trust x Network Size 4-9 

   

0.669* 

   

    

(0.312) 

   Gen. Trust x Network Size 10 

   

0.693+ 

   

    

(0.373) 

   Gen. Trust x Network Size >10 

   

0.467 

   

    

(0.356) 

   E-I Index: External v. Internal Ties 

    

-0.212+ 

  

     

(0.115) 

  External / Total Ties 

     

-0.424+ 

 

      

(0.230) 

 Family / Total Ties 

      

0.205 

       

(0.376) 

Friends / Total Ties 

      

0.507* 

       

(0.253) 

Female -0.134 -0.133 -0.142 -0.157 -0.240* -0.240* -0.269* 

 

(0.101) (0.101) (0.101) (0.103) (0.110) (0.110) (0.114) 

Age 0.000 0.000 0.000 0.001 0.003 0.003 0.002 

 

(0.005) (0.005) (0.005) (0.005) (0.006) (0.006) (0.006) 

Business Experience -0.006 -0.006 -0.006 -0.005 -0.011 -0.011 -0.010 

 

(0.006) (0.006) (0.006) (0.006) (0.008) (0.008) (0.008) 

Member of Business Association -0.034 -0.034 -0.039 -0.017 0.101 0.101 0.086 

 

(0.088) (0.088) (0.093) (0.094) (0.101) (0.101) (0.104) 

Change in Sales over Previous Year 0.075 0.073 0.072 0.075 0.097 0.097 0.100+ 

 

(0.049) (0.051) (0.049) (0.049) (0.060) (0.060) (0.060) 

Number of Employees -0.002 -0.002 -0.001 -0.001 -0.001 -0.001 -0.001 

 

(0.001) (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 

Constant -0.149 0.151 -0.147 -0.163 -0.524 -0.313 -0.760* 

 

(0.271) (0.306) (0.270) (0.273) (0.383) (0.435) (0.357) 

Observations 227 227 227 227 166 166 166 

Adjusted R-squared 0.176 0.172 0.173 0.178 0.242 0.242 0.240 

N 227 227 227 227 166 166 166 

F 4.954 4.883 4.726 5.795 6.557 6.557 6.401 

Notes: Robust standard errors in parentheses. *** p<0.001, ** p<0.01, * p<0.05, + p<0.10 

 Both regions- and industry-sectors fixed effects included but not reported. 
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Like in any econometric model, the validity of the obtained results depends on 

statistical diagnostics; these reveal that all reported models are properly specified; the 

Ramsey RESET test could not reject the null hypothesis in each case (p-values are in the 

range from  0.14 to 0.40) that these model have statistically proper functional forms. We 

report robust standard errors, hence, these should not have problem with 

heteroskedasticity. There is also no problem of multicolinearity in our specifications (the 

variance inflation factor ranges between 2.52 and 3.92). In addition, the F-test of joint 

significant suggests that the independent variables jointly are not equal to zero at the 

highest level of statistical significance (in each model the obtained p-value is equal to 

0.000). Hence, we can conclude the reported models have a proper statistical generating 

mechanism.  

Now, we move on to the results reported in Table 2. We find that a large network 

size is positively associated with higher aspirations (Models 1-3), supporting hypothesis 1. 

To investigate the relationship between the composition of networks and business growth 

aspirations in Models 5-7 we introduce the network composition variables. First we apply 

the E-I index variable and external/total ties variable which defining the strength of the 

network ties in terms of external ties proxying weak ties (acquintainces) versus internal 

representing strong ties (family and close friends).  We find a statistically significant effect 

in the model, find that the proportion of strong ties rather than weak ties is positively 

related to business growth aspirations. Next in model 7 we include network composition 

variables which distinguish between family based strong ties, friend based strong ties weak 

ties. Consistent with H2, it is the proportion of friends based strong ties that has a 

significant and positive relationship to business aspirations.   

Two of our key environmental variables of interest (Diversity and 

Institutional_trust), capturing ethnic and institutional environment respectively, are 

statistically significant and report positive influence on business aspirations in every model 

reported supporting hypotheses 3 and 4b.  Thus those individuals that perceive that they 

live in a more ethnically diverse society and have greater trust in formal institutions have 

higher business growth aspirations.  In contrast, we find no evidence for hypothesis 4a - 

the degree of generalised trust in individual indicates is not significant in any of the 

models.  This may in part be due to the lack of variability in our measure of generalised 

trust which is only a dichotomous variable. Whilst generalised trust on its own is not found 

to be significant, the interaction between generalised trust and network size is significant 

and positive for networks with 4-9 or 10 ties compared to networks with 3 or less ties.  

This suggests that generalised trust acts as a moderator for the effect of size on business 

aspirations.  

In addition, the independent variable controlling for owner or general-manager 

status is also statistically significant in all estimated models (Owner_manager). Finally, the 

variable capturing the gender of respondents (Female) appear to be statistically significant 

in some regressions (Models 5-6). The remaining independent variables are not significant 

at the conventional levels.  

The variables controlling for joint ownership and managerial status is significant 

with a positive sign (Owner_manager). Accordingly, the obtained results suggest that in 

companies where owner is the main manager the business aspirations are systematically 

stronger in comparison to all other potential combinations of these statuses – i.e., only 

owner, only manager, neither owner nor manager (persons delegated for the interview by 

owners or managers). 

The independent variable capturing the gender of respondents (Female) in all 

models have a negative sign while in models 5-6 is statistically significant. A negative sign 

of this dummy variable indicates stronger business aspirations of female respondents, 

which is a bit of surprise here. BiH’s society still might be considered as rather patriarchal 
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society in which women are less engaged in the social, political, and economic aspects of 

life compared to man (HCHR BiH, 2008). This finding strengthens the importance of 

female entrepreneurs in business development of this country and it seems that women are 

systematically more ambitious than men. However, there is a need for some caution here 

since this variable in not very robust in its statistical significance, although it is in the 

direction of influence.  

The remaining independent variables do not prove to be statistically significant at 

the conventional levels. However, in some cases it worth discussing the obtained sign 

although these results should be treated only as intuitive. For example, a positive 

association with business aspirations are linked with better results in sale 

(Change_in_sales). It is interesting that more experienced entrepreneurs (experience) do 

not have more optimistic employment aspirations as well as that companies which are 

members of business associations (Business_associations) do not have stronger aspirations. 

However, the magnitude of the last two variables is close to zero, ignoring the fact that 

they are also statistically insignificant variables. 

  

7.  Conclusions 

Starting with the ethnic diversity issue (Diversity), the results suggest that business 

aspirations of young businesses are stronger in areas which are characterized by more 

variation in ethnicity mix. Although BiH is a post-ethnic-related-war economy and remains 

fragmented, it is not uniform. There are significant heterogeneity with respect to ethnic 

relations within a country and where greater ethnic diversity was safeguarded, it is 

associated with stronger business aspirations. Overall, our results indicate that a diverse 

ethnic environment, especially in some regions of BiH, seems to be rather an advantage, 

not an obstacle for higher growth aspirations. We interpret our results as indicating that in 

the post-conflict context, where ethnic diversity was preserved, it may be thanks to 

relatively more tolerant and cooperative local environment, and this is the underlying 

culture which is conducive to entrepreneurial dynamism. 

There is a large body of literature promoting institutions and confidence in 

institutions as important determinants at micro and macro-level economic development. 

Our institutional variable (Institutional Trust) has a positive sign and it is statistically 

significant in all reported specifications. The variable is capturing the overall confidence in 

formal institutions, and our results indicate that more confidence in institutions is generally 

with stronger business aspirations. 

Moving to networks, our results suggest that these young companies which have 

bigger business networks tend to have stronger business aspirations. In addition, young 

companies which operate within bigger networks and report higher level of trust in people 

tend to have stronger business aspirations. Generalised trust is important not separately, but 

in conjunction with business networks: it enhances the effects of the latter. 

The strength of business ties in the literature is recognized as a potential 

determinant of business aspirations as well, yet the results are ambiguous (Greve and 

Salaff, 2003). We offer a suggestion where the ambiguity may be coming from. While 

networks based on family members provide young business with limited amount of new 

knowledge, network based on external weak ties may potentially offer more valuable 

resources, yet, in a weak trust environment, it will not be utilised effectively, unless these 

external ties become considerably strengthened. This is captured by the difference between 

acquaintances and friends. In the latter case, trust, resulting from transforming external ties 

into stronger ones, enables managers of young businesses to access more valuable 

knowledge. Thus, our results, closely mirrors the one we obtained on the amplifying 

influence of trust on network size.  
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Our findings highlight the importance of social dimension for policies aimed at 

supporting young business development. Our conclusions have particular resonance for 

post-conflict areas where ethnic divisions may be seen as threatening stability. In this 

context, we identify importance of trust, which amplifies positively the effects of business 

networks on aspirations of managers of young businesses. Both the entrepreneurs' trust in 

institutions, general trust in others, as well as stronger social ties beyond the family circle, 

are important determinants of business aspirations. Most importantly, ethnic diversity is an 

opportunity not a threat: in the regions ethnic diversity was preserved, business aspirations 

are stronger. 
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Abstract 

 

Despite the role women play in job creation, economic growth and society revitalization, 

especially in economies undergoing fundamental transformations, issues emerging from 

women in entrepreneurship have not received adequate attention in academic research. As 

a result, our understanding of women entrepreneurship in emerging markets is even more 

limited. This lack of research on women’s entrepreneurship is well documented (Brush, 

1992; Brush & Edelman, 2000; Gatewood et al., 2003). 

 

Entrepreneurship is a burgeoning area of research worldwide. Women are majority owners 

of 30% (6.7 million) of all privately held firms in the United States and own at least a 50% 

share of 46% (10.1 million) of such enterprises (Center for Women’s Business Research, 

2004). Women worldwide are actively launching and managing entrepreneurial ventures. 

While the Global Entrepreneurship Monitor (GEM) project shows that women in most 

countries are starting ventures at a lower rate than men, women’s entrepreneurial activity is 

greater than 30% in many countries. Other research has shown that the percent of women-

owned businesses is more than 30% in Canada, Denmark, Finland, and New Zealand 

(Brush et. al, 2006). Therefore, promoting women’s participation in economic 

development is an essential element for positive change in society.  

 

This paper is based on a research conducted on a sample of 300 women in Bosnia and 

Herzegovina in 2011. Research was conducted using a structured questionnaire developed 

by the author.  

 

Purpose of this exploratory research was to provide an insight in current and future 

business activities of women in rural and urban areas. Among others, the research shows 

that there is a relatively high interest in starting own business ventures, especially in 

cooperation with other women. The most important obstacle for development of businesses 

is related to finance. Most of women are not able to finance the businesses themselves, but 

there are prospective entrepreneurs who are able to invest their own money or use a loan. 

There is a significant difference in entrepreneurial predisposition between women in 

different age, but there is no significant difference in entrepreneurial predisposition and 

activities between women who live in urban and rural areas. 

 

Keywords: women entrepreneurship, Bosnia and Herzegovina 

JEL classification: J16 

 

1. Introduction 

 

Entrepreneurship is an original, creative process that flows from identifying the 

opportunities that change creates, and then exploiting those opportunities (Drucker, 1993). 

Entrepreneurship is regarded as a critical factor for future economic growth and job 

creation in the new competitive environment.   
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Entrepreneurship is a burgeoning area of research worldwide. There are many studies in 

literature to the effect that entrepreneurship has considerable effects on economic 

development. Moreover, in current global competition, entrepreneurship has been 

recognized as an important factor contributing to firm success. Entrepreneurship is an 

important contributor to new jobs creation and career opportunities for both men and 

women.  

 

Female entrepreneurial activity is a dynamic, social and economic phenomenon in the 

USA, Europe, and worldwide. Around the world, women make up a substantial proportion 

of those choosing to be entrepreneurs (Mitra, 2002; Snyder, 2003). According to the 

Global Entrepreneurship Monitor (GEM) relevant research, female entrepreneurial activity 

is recognized as an essential contributor to world economy, mainly in the case of low and 

middle income countries (GEM 2007; GEM, 2011).  

 

According to the Center for Women’s Business Research (2004), majority women-owned firms 

have continued to grow at around two times the rate of all firms (42% vs. 24%) during the last 

two decades. Almost as impressive as the statistics documenting the rise of women-owned 

businesses are the host of reasons why women start businesses. Women are majority owners of 

30% (6,7 million) of all privately held firms in the United States and own at least a 50% share of 

46% (10,1 million) of such enterprises. These firms boast 1,2 trillion USD in revenues and 

employ 19,1 million employees (Center for Women’s Business Research, 2004). Other research 

has shown that the percent of women-owned businesses is more than 30% in Canada, Denmark, 

Finland, and New Zealand (Brush et. al, 2006). 

 

The trends in the United States are similar to those in other countries. Women worldwide 

are actively launching and managing entrepreneurial ventures. While the Global 

Entrepreneurship Monitor (GEM) project shows that women in most countries are starting 

ventures at a lower rate than men, women’s entrepreneurial activity is greater than 30% in 

many countries (GEM 2011).  

 

In 2010, 104 million women in 59 economies – which represent more than 52% of the 

world’s population and 84% of world GDPi – started and managed new business ventures. 

These women entrepreneurs made up between 1,5% and 45,4% of the adult female 

population in their respective economies. Another 83 million women across those regions 

ran businesses they had launched at least three and a half years before. Together, these 187 

million exemplify the contribution women make to worldwide entrepreneurship and 

business ownership (GEM, 2011). 

 

Women’s participation in entrepreneurial activity varies widely around the globe, ranging 

from slightly more than 1,5% of the women in the adult working age population (between 

ages 18 and 64) to as high as 45.4%. The proportion of entrepreneurs who are women 

varies significantly across the economies, ranging from 16% in the Republic of Korea to 

55% in Ghana. Overall, more entrepreneurs fell in the 25- to 34-year-old group than in any 

other age category. Women are most often motivated by necessity in the factor-driven 

group, a trend that declines as economies develop  (GEM, 2011). 

 

The most important GEM results for Bosnia and Herzegovina in 2010 indicate the increase 

of the total early-stage entrepreneurial activity index from 4.4% in 2009 to 7.7% in 2010 

(Umihanic et al., 2010). According to the official statistics (2011), the rate of female in 

total employment in Bosnia and Herzegovina in 2010 was 23,3% which is for almost 50% 

less than male employment. The unemployment rate of female was 29,9% which is higher 

than the male unemployment rate (25,6%). 
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2. Women and entrepreneurship – literature review 

 

Despite the fact that women are one of the fastest rising populations of entrepreneurs and 

that they make a significant contribution to innovation, job, and wealth creation in 

economies across the globe, they are vastly understudied. This paucity of research on 

women’s entrepreneurship is well documented (DeBruin et al., 2006; Brush, 1992; Brush 

& Edelman, 2000; Gatewood et al., 2003; Terjesen, 2004). 

 

Gender theories share the idea that occupational segregation predetermines women’s 

position in society and economy. Men and women, at least theoretically, equal 

opportunities to start their own businesses. Stevenson notes, the entrepreneur has 

historically been assumed to be male (Mirchandani, 1999; Stevenson, 1986; Green & 

Cohen 1995; Beggs et al., 1994). Further, the entrepreneur role is often characterized as 

being more masculine than feminine. Entrepreneurs are frequently described as bold, 

aggressive, calculative, risk taking, and aggressive – traits stereotypically associated with 

males (Marlow, 2002). Women in a number of countries have listed lack of respect or not 

being taken seriously as among the barriers that they have faced in their ventures (Bliss et 

al., 2003; Henry & Kennedy, 2003; Woldie & Adersua, 2004). 

 

Many societies continue to define women primarily through roles associated with family 

and household responsibilities (Achtenhagen & Welter, 2003; Welter et al., 2003). 

Domestic obligations, including childcare and responsibility for dependent relatives fall 

disproportionately to women, even if they work equal or longer hours than their male 

spouses (Greer & Greene, 2003; Marlow, 2002). Women therefore may experience added 

complexity in making career choices as they try to balance domestic and economic roles 

(Gilbert, 1997). Given the traditional emphasis on women’s family responsibilities, many 

women may find it difficult to reconcile family demands with inflexible employment in the 

formal sector.   

 

Reinforcement of economic roles of women will create some effects in both family and 

community in economic, socio-cultural and political sense (Malhotra et al., 2002). The role 

of gender in economic development processes has been increasingly recognized as crucial, 

both in terms of the potential for success and in the nature of the impact of particular 

development strategies and programs (Beneria, 2003). Gender becomes especially 

important to consider when the grassroots, micro-enterprise approach is considered, as the 

traditional home-centered roles of women can make it far easier for women to participate 

in such programs, as opposed to the more traditional, large-scale, top-down programs. 

(Mahmud, 2003; Esim and Sims, 2000). 

 

Women have been reported to have a myriad of motives for becoming entrepreneurs, 

including both the so-called “push” motivations such as economic necessity, job security 

or job discrimination, as well as the so-called “pull” motivations such as the desire for 

balance between work and personal responsibilities, greater challenge and achievement, 

greater independence and autonomy, greater job satisfaction or personal fulfillment, better 

control, greater recognition or equality, and/or simply the desire to be financially 

successful (Wilson et al., 2009; Gatewood et al., 2003). 

 

There is a certain number of research projects which compare female business owners to 

male entrepreneurs; studies document similarities and differences in personality traits (Van 

Der Wees & Romijn, 1995), motivation towards self-employment (Scott, 1986; Cromie, 

1987; Marlow & Strange, 1994; Green & Cohen, 1995), skills and access to resources 

(Hisrich, 1989; Fabowala et al., 1995); and barriers to success (Cromie & Hayes 1988; 
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Aldrich 1989; Locsocco & Robinson 1991; Buttner & Moore, 1997). For many around the 

world, the movement into self-employment reflects the restricted structure of opportunities 

in the labour market (Dyer, 1994; MacDonald, 1996; Shapero & Sokol, 1982). Indeed, in 

countries where there are substantial economic and institutional deficiencies, self-

employment often may be a survival strategy (Woldie & Adersua, 2004). 

 

According to the Global Entrepreneurship Monitor survey (GEM, 2011) the main 

characteristics of women entrepreneurs are the following: 

 Compared to men, women are equally likely to see entrepreneurship as attractive, yet 

they lack positive attitudes about their own personal capacities or inclinations for 

starting businesses, and they have less personal contact with entrepreneurs. 

 Overall, women are less likely to venture into entrepreneurship than men; this trend is 

magnified in particular economies. 

 Women entrepreneurs in less-developed economies are more likely than men to be 

motivated by necessity, but the gap may be starting to close. 

 In developed economies, necessity-based entrepreneurship may partially fill in 

employment gaps during economic downturns. 

 A key challenge for women entrepreneurs in early development-stage economies is 

sustaining their businesses beyond the startup and early phases. 

 Networks of women entrepreneurs and business owners are generally smaller and less 

diverse than those of their male counterparts, and women tend to draw more on their 

personal relationships, particularly family, than on other sources.  

 Compared with their male peers, women entrepreneurs in wealthier economies tend to 

be older, as equally educated and as likely to create innovative products; nonetheless, 

their growth expectations are half those of men. 

 

Women entrepreneurs require confidence, leadership and managerial skills for their 

accessibility to new markets. Entering into business as a woman offers the omni-challenges 

of learning how to effectively operate the activities of such business while simultaneously 

attempting to meet all other expectations that are part of entrepreneurship (Schaefer, 2003). 

 

3. Methodology 

 

The purpose of this exploratory research was to provide an insight in current and future 

business activities of women in rural and urban area and establishing Bosnia and 

Herzegovina respondents’ orientations toward entrepreneurship.  

 

The research was conceived and conducted through individual personal interviews with 

300 respondents in September 2011. 

 

The survey questionnaire for individual interviews was developed by the author. A 

convenient and quota sample was used when selecting respondents for the sample. 

 

For purpose of this paper, basic descriptive statistics has been used in analysis of the data. 

 

4. Research findings and discussion 

 

A total of 300 respondents were surveyed, 198 (64%) in rural areas and 102 (34%) in 

urban areas, where majority of respondents fall into age group between 32 and 65 years. 

Most of respondents have lower level of education. 
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Table 1. Sample structure by areas  

Area Frequen

cy 

Percent Valid 

Percent 

Rural 198 66,0 66,0 

Urban 102 34,0 34,0 

Total 300 100,0 100,0 

Source: Primary data (2011) 

 

Table 2. Sample structure by age, in % 

Age Area 

Rural Urban 

18 – 25 years 3,0% ,7% 

26 – 31 years 5,0% 1,3% 

32 – 36 years 7,0% 2,3% 

37 – 45 years 19,7% 8,3% 

46 – 55 years 20,3% 13,7% 

56 – 65 years 9,7% 6,7% 

65+ years ,3% 1,0% 

Total 66,0% 34,0% 

Source: Primary data (2011) 

 

Table 3. Sample structure by education, in % 

Level of 

education 

Area 

Rural Urban 

No education 4,3% 1,0% 

Primary 

school 

36,0% 12,0% 

Secondary 

school 

25,6% 20,0% 

Higher 

education 

 1,0% 

University 

degree 

 0,7 

 Total 66,0% 34,0% 

Source: Primary data (2011) 

 

The overview of activities the respondents are involved in is given in the following table. 

Vegetable growing is an activity that about 59.1% respondents are involved in, with a 

significant difference between rural and urban areas. It is followed by cattle breeding, fruit 

and vegetable growing, milk production, poultry breeding, dairy product production, 

greenhouse production, again with a significant difference between rural and urban areas. 

It is obviously that respondents’ activities are less prominent in urban areas. In urban areas, 

activities that stand out (though with a low total share) also include greenhouse production, 

handiwork production, service activities – sewing, tailoring, cleaning and baby-sitting 

services.  
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Table 4. Overview of current activities pursued by respondents, in % 
Activity 

  

Area Total 

  Rural Urban 

Current 

activity 

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

Vegetable growing Table % 47,2 11,9 59,1 

Cattle raising (raising of 

cows, calves, heifers, bulls, 

goats, sheep) 

Table % 16,2 2,1 18,3 

Fruit and vegetable growing Table % 11,5 4,3 15,7 

Milk production Table % 14,0   14,0 

Poultry raising  raising of 

turkeys, chickens, hens) 

Table % 6,0 1,7 7,7 

Production of diary 

products (cheese, clotted 

cream, sour cream, ghee) 

Table % 7,2   7,2 

Greenhouse production Table % 3,0 3,4 6,4 

Handiwork production Table % 1,3 3,0 4,3 

Sewing services Table % 1,3 1,7 3,0 

Fruit and vegetable processing Table % 1,3 1,7 3,0 

Tailoring services Table % ,9 1,3 2,1 

Trade (food stores, clothing 

stores) 

Table % 1,7 ,4 2,1 

Crop growing Table % ,9 ,9 1,7 

Cleaning services Table %   1,7 1,7 

Egg production Table % 1,3 ,4 1,7 

Gathering of medicinal plants Table % 1,3   1,3 

Knitwear production Table % ,4 ,9 1,3 

Honey production Table %   1,3 1,3 

Babysitting services Table %   1,3 1,3 

Fruit growing Table % ,9   ,9 

Mushroom growing Table %   ,9 ,9 

Care giving to adults Table % ,9   ,9 

Hair-cutting services Table % ,9   ,9 

Catalogue sales Table %   ,9 ,9 

Home-made juice production Table % ,4 ,4 ,9 

Jam production Table %   ,9 ,9 

Preserves production Table %   ,4 ,4 

Flour production Table % ,4   ,4 

Flower production Table %   ,4 ,4 

Catering services restaurants, 

cooking – catering) 

Table % ,4   ,4 

Work for daily wages Table % ,4   ,4 

Meat production(chicken and 

red meat) 

Table % ,4   ,4 

Auto carrier Table %   ,4 ,4 

Total Table % 73,2 26,8 100,0 

Source: Primary data (2011) 

 

An overview of activities the respondents find interesting in the future is given in the 

following table. Vegetable growing, greenhouse production, cattle raising, milk 

production, fruit and vegetable growing, poultry raising, handiwork production, gathering 

medicinal plants and fruit growing are activities the respondents find promising, again with 

significant deviations between rural and urban areas. Greenhouse production seems to be 

equally interesting in both rural and urban areas. 
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Table 5. Overview of future activities the respondents would like to be involved in, in % 
Activity 

  

Area Total 

  Rural Urban 

Future 

activity 

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

  

Vegetable growing Table % 21,5 4,8 26,3 

Greenhouse production Table % 12,9 8,6 21,5 

Cattle raising (raising of cows, calves, 

heifers, bulls, goats and sheep) 

Table % 16,7 1,9 18,7 

Milk production Table % 12,9 0,5 13,4 

Fruit and vegetable growing Table % 7,7 1,9 9,6 

Poultry raising (raising of turkeys, 

chickens, hens) 

Table % 5,3 2,9 8,1 

Handiwork production Table % 3,8 4,3 8,1 

Gathering medicinal plants Table % 3,8 1,4 5,3 

Fruit growing Table % 3,3 1,4 4,8 

Fruit and vegetable processing  Table % 1 1,9 2,9 

Preserves production Table % 1,4 1 2,4 

Mushroom growing Table % 1,4   1,4 

Beekeeping Table %   1 1 

Diary products production (cheese, clotted 

cream, sour cream, ghee) 

Table % 1   1 

Pastry production Table % 1   1 

Knitwear production Table %   1 1 

Honey production Table %   1 1 

Meat production (chicken and red meat) Table % 1   1 

Homemade juices production Table % 0,5 0,5 1 

Jam production Table %   1 1 

Crop growing Table % 0,5   0,5 

Cake production Table % 0,5   0,5 

Flower production Table %   0,5 0,5 

Babysitting services Table % 0,5   0,5 

Trade (food stores, clothing stores) Table % 0,5   0,5 

Egg production Table % 0,5   0,5 

Helathy food production Table % 0,5   0,5 

Total Table % 73,2 26,8 100,0 

Source: Primary data (2011) 

 

The following table shows an overview of respondents’ views on their future. It is obvious 

that there is a certain degree of satisfaction with the way of life and achievement, as well as 

the expectation that the future will be more successful. It can also be seen that there is no 

way to save money, or the possibility to plan the future over the following two to three 

years. There is no finance for starting one’s own business, although it is believed that one’s 

own business is the only way to raise the quality of women’s life. Besides, there is no 

willingness to take loans to start one’s own business. The entrepreneurial initiative for 

starting one’s own business, as well as clear determination as to what one will do in the 

future can be assessed as average. There is a need for support in product sales and a great 

willingness to cooperate with other women. There is also an obvious need to improve 

knowledge about running business, which can be explained with the respondents’ 

qualification degree. 
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Table 6. Rating of respondents’ views (1 means “absolutely disagree”, 5 means “absolutely 

agree”) 
Statement N Minimum Maximum Mean Std. 

Deviation 

I am satisfied with my life and my 

achievement 

300 1 5 3,68 1,127 

I expect that the future will be better 

for me and my household 

300 1 5 3,73 1,052 

I am managing to save part of the 

overall household revenue 

300 1 5 2,26 1,243 

I can plan my future and my 

household's future over the next two 

to three years 

300 1 5 2,41 1,200 

One's own business is the only way to 

improve quality of women's life 

300 1 5 3,71 1,082 

My future orientation is starting my 

own business 

300 1 5 2,94 1,352 

I have clear ideas as to what I can do 

in the future 

300 1 5 3,06 1,361 

I have sufficient knowledge and skills 

to start my own business 

300 1 5 3,38 1,291 

I have enough finance to start my 

own business 

300 1 5 1,59 ,958 

I want to develop the business with 

other women as well 

300 1 5 3,52 1,310 

I need support for product sales 300 1 5 3,65 1,354 

I am willing to take a loan to finance 

my business 

300 1 5 2,23 1,415 

Source: Primary data (2011) 

 

The following table shows the correlation of respondents’ views with household income, 

number of household members, number of employed members of the household and 

respondents’ age. Interestingly, there is a statistically significant correlation between 

household income and respondents’ satisfaction with life and achievement. Besides, the 

correlation between estimate of the future and the overall household income and the 

number of household members is also statistically significant in the same direction, but the 

correlation between the future and the age is reverse. The older a respondent is, the less 

optimistic her expectations are. Households that have higher income and greater number of 

household members manage to save, but the possibility to save decreases with the 

respondent’s age. The higher the household income is, the higher the possibility to plan the 

future over the following years, but the possibility to plan decreases with the increase in 

degree of qualifications. Starting business is more certain where household income is 

higher and the number of household members greater. On the other hand, the idea for 

business decreases with the increase in respondents’ age, and therefore their knowledge 

and skills for starting business decrease as well. Older persons also have less finance for 

starting business and less willingness to cooperate with other women in running business. 

Respondents with higher household income and with households with more members have 

more possibilities to finance their business, but also greater willingness to take a loan. 

Households with a greater number of employed members have a lower need for support in 

product sales. It is interesting that a higher degree of respondents’ qualifications does not 

significantly affect their entrepreneurial orientation. 
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Table 7. Respondents’ views correlation 
  Total 

household 

income 

Degree of 

qualification 

Total 

number of 

household 

members 

Total number 

of employed 

household 

members 

Age 

I am satisfied with 

my life and 

achievement 

Pearson 

Correlation 
,306(**) -,107 ,081 ,070 -,020 

Sig. (2-tailed) ,000 ,065 ,161 ,393 ,734 

N 300 299 300 153 297 

I expect better 

future for me and 

my household 

Pearson 

Correlation 
,310(**) -,074 ,220(**) ,049 -,236(**) 

Sig. (2-tailed) ,000 ,200 ,000 ,547 ,000 

N 300 299 300 153 297 

I am managing to 

save part of 

overall household 

income 

Pearson 

Correlation 
,238(**) ,032 ,156(**) ,071 -,281(**) 

Sig. (2-tailed) ,000 ,577 ,007 ,383 ,000 

N 300 299 300 153 297 

I can plan my and 

household’s future 

over the next two 

to three years 

Pearson 

Correlation 
,164(**) -,174(**) ,014 ,055 -,006 

Sig. (2-tailed) ,004 ,003 ,813 ,502 ,919 

N 300 299 300 153 297 

One’s own 

business is the 

only way to 

improve women’s 

quality of life 

Pearson 

Correlation 

,020 -,011 -,021 ,103 ,022 

Sig. (2-tailed) ,736 ,855 ,720 ,207 ,704 

N 300 299 300 153 297 

My future 

orientation is 

starting my own 

business 

Pearson 

Correlation 
,187(**) -,007 ,227(**) -,019 -,190(**) 

Sig. (2-tailed) ,001 ,901 ,000 ,818 ,001 

N 300 299 300 153 297 

I have clear ideas 

as to what I can do 

in the future 

Pearson 

Correlation 

,101 ,027 ,204(**) -,022 -,159(**) 

Sig. (2-tailed) ,080 ,636 ,000 ,786 ,006 

N 300 299 300 153 297 

I have sufficient 

knowledge and 

skills to start my 

own business 

Pearson 

Correlation 

,090 ,082 ,252(**) -,027 -,180(**) 

Sig. (2-tailed) ,119 ,157 ,000 ,737 ,002 

N 300 299 300 153 297 

I have sufficient 

finance to start my 

own business 

Pearson 

Correlation 
,275(**) ,098 ,192(**) -,010 -,262(**) 

Sig. (2-tailed) ,000 ,090 ,001 ,901 ,000 

N 300 299 300 153 297 

I want to develop 

business with 

other women as 

well 

Pearson 

Correlation 

,027 -,063 ,193(**) -,221(**) -,206(**) 

Sig. (2-tailed) ,636 ,279 ,001 ,006 ,000 

N 300 299 300 153 297 

I need support for 

product sales 

Pearson 

Correlation 

,034 -,066 ,192(**) -,203(*) -,179(**) 

Sig. (2-tailed) ,553 ,252 ,001 ,012 ,002 

N 300 299 300 153 297 

I am willing to 

take a loan to 

finance my 

business 

Pearson 

Correlation 
,130(*) ,069 ,120(*) ,007 -,066 

Sig. (2-tailed) ,024 ,231 ,037 ,933 ,259 

N 300 299 300 153 297 

**  Correlation is significant at the 0.01 level (2-tailed). 

*  Correlation is significant at the 0.05 level (2-tailed). 
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About 66% respondents believes that they have experience in running their business, while 

71% believe that they have sufficient knowledge for running business, which can be seen 

from the following tables. 

 

Table 8. Experience in running business, in % 
Experience Frequency Percent Valid Percent Cumulative Percent 

Valid No response 59 19,7 19,7 19,7 

  Yes 197 65,7 65,7 85,3 

  No 44 14,7 14,7 100,0 

  Total 300 100,0 100,0   

Source: Primary data (2011) 

 

Table 9. Knowledge in running business, in % 
Knowledge Frequency Percent Valid Percent Cumulative Percent 

Valid No response 59 19,7 19,7 19,7 

  Yes 215 71,7 71,7 91,3 

  No 26 8,7 8,7 100,0 

  Total 300 100,0 100,0   

Source: Primary data (2011) 

 

The biggest problem for future female entrepreneurs is finance. Having the equipment and 

possibility for sales are problems following the finance, though with less importance. 

Problems that follow, with lesser importance, include courage, ideas, knowledge and skills, 

as well as obtaining raw materials. The entrepreneurs obviously have no problems in 

developing the range of products and cooperation with other female entrepreneurs. 

 

Table 10. Ranking of problems in starting business, by areas  
Area 
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Rural 

  

Mean 4,22 4,46 4,29 1,32 3,21 3,22 5,87 5,14 5,46 

N 82 61 63 173 112 139 47 65 65 

Urban 

  

Mean 3,59 4,38 4,48 1,38 2,82 2,64 4,77 4,04 4,29 

N 27 21 25 77 44 56 13 23 24 

Total 

  

Mean 4,06 4,44 4,34 1,34 3,10 3,05 5,63 4,85 5,15 

N 109 82 88 250 156 195 60 88 89 

Source: Primary data (2011) 

 

Conclusions 

 

Some of the interesting findings are that the age has a significant impact on entrepreneurial 

orientation, that the degree of qualification affects necessary skills, that there is a significant 

series of differences between age groups, and that different place of living has different 

possibilities, etc. There is an obvious need for help to female entrepreneurs in making it easier for 

them to access sources of finance, developing the value-chain and aid in female entrepreneurs’ 

integration and networking, selection of the range of products, organization of distribution and in 

organization of business activity on market economy principles, and help in social inclusion in 

terms of education and socialization. This research creates the possibilities for other researches in 

this field in Bosnia and Herzegovina especially in terms of development of strategies and 

policies for support of female entrepreneurs. 
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Abstract  

 

The purpose of this paper is to analyze attitudes of Sarajevo School of Economics and 

Business (SEBS) students towards study abroad programs. Analyzing this topic and 

promoting expected benefits from study abroad programs is important for Bosnia and 

Herzegovina having in mind ongoing process of Higher education reforms through 

implementation of Bologna declaration and participation of Bosnia and Herzegovina in 

different European (both EU and non-EU) educational programs.  Data for this study were 

collected from the undergraduate students at SEBS. The survey instrument contained 32 

items to measure student’s attitudes toward study abroad programs along with several 

demographic and behavioral questions. The questionnaire was distributed in class to 

students enrolled in six courses. The observed data were analyzed using several statistical 

methods and techniques (descriptive analysis, factor analysis, and multiple regression 

analysis). Results reported in this study reveal that students consider various factors in their 

decision to participate in study abroad program. The results of factor analysis revealed that 

four factors, namely expected benefits, situational factors, price and security concerns and 

personal factors  underlies the student’s attitudes toward study abroad programs. The 

strongest predictor of student’s propensity to engage in study abroad program is expected 

benefits. Results indicated that situational factors (e.g. location, living standard in host 

country) and personal factors (e.g. distance from home, family and friends) are the major 

obstacles to study abroad.  Surprisingly, the cost of study abroad programs and personal 

security issues in host country do not deter students to participate in such programs. In 

addition, research has enabled us to complete the list of countries as possible destinations 

for studying abroad. The top 5 countries of interest for study abroad programs for students 

in our sample are USA, United Kingdom, Germany Austria and Italy. The paper offers 

mailto:merima.cinjarevic@efsa.unsa.ba
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some helpful practical implications for any university seeking to develop a study abroad 

program (or market existing programs) or to maximize attendance in already existing 

programs. However, the findings of this study are to be viewed in the light of their 

limitations, which indicate future research areas. The major limitation of this study rests in 

the sampling. The sample is limited to one country, one higher educational institution and 

undergraduate program. Therefore, future research could involve a large sample of 

students to gain a deeper understanding of the factors that influence a student's decision to 

study abroad and additionally, how these factors affect the choice of host country and 

institution. 

 

Keywords: Behavior, Study abroad, Higher education, Undergraduates, Attitude 

JEL classification: M30 

 

1. Introduction  

In today's world, there is high degree of economic interdependence. A nation's economy - 

its industries, level of income and employment, standard of living – are related to the 

economies of other countries. At a time when global interdependence is becoming much 

more diverse, high quality education must prepare students to live and work in a world 

characterized by growing multiculturalism and diminishing borders. Therefore, 

internationalization of higher educational institutions, particularly business schools, is 

becoming an imperative. This can be done by teaching courses related to international 

business, creating new international partnerships, seeking to attract international students 

or emphasizing study abroad or exchange (mobility) programs among educators as well as 

students. Providing the opportunity for business students to participate in the study abroad 

programs has become increasing popular over the last several years. A number of factors 

account for this trend including greater emphasis on the global marketplace in the 

undergraduate business curriculum as well as the desire of academic institutions to make a 

university education more meaningful by engaging students in activities that transcend a 

traditional classroom setting. However, these institutional initiatives are only one side of 

equation – representing the “supply” of international learning opportunities. What about 

the “demand“?  What about student's attitudes toward study abroad programs? What attract 

students to study abroad? What are the major factors influencing student‘s decision to 

participate in study abroad programs? What factors might deter students from pursuing 

such learning opportunities?  

In some scholar’s view, although international students come from different 

countries and backgrounds, their answers to the above questions are similar. According to 

Barnick (2006), most Canadian students regarded the experience of studying abroad as a 

form of investment. They tried to become global citizens or internationally competent 

knowledge-workers by experiencing a new culture and learning a foreign language in the 

host country.  European students identified their major motivations to study abroad as the 

following: learning a foreign language and gaining a deeper understanding of the host 

country, developing self-knowledge, talents and potential, improving career prospects, and 

obtaining an academic experience in another country (Maiworm & Teichler, 1995).  Some 

scholars find that Asian students hold similar view to Western students. According to 

Hamrick (2007), Pakistani students believed that through studying abroad they could 

obtain a higher quality education. They also believed that a degree from a Western country 

would result in better career prospects. Therefore, there are two common factors that 

motivate students to participate in study abroad programs: getting high-quality education 

and enhancing future career prospects. In terms of barriers to studying abroad, previous 

research confirmed that students generally share common “fears” of an academic, social 

and psychological nature (Gromkowska-Melosik and Hadaś, 2006).  
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The process of internalization of higher education (e.g. student exchange and 

student flows across borders) have not avoided even Bosnia and Herzegovina. Despite 

many setbacks, institutions of higher education are making increased efforts to provide 

opportunities that factor in student’s main motivations for studying abroad, which include 

a desire for cross-cultural experience, to learn a foreign language, to live and make 

acquaintances in a new country, to travel, and to improve career prospects. School of 

Economics and Business Sarajevo (here after SEBS) was a “pioneer“ in fostering student 

exchange programs, which proved to be its next grand educational innovation. For SEBS, 

international cooperation and exchange is a means to (1) improve the levels of education 

and research, (2) improve its international reputation and recognition, (3) provide better 

access for its staff, students and researchers to the world’s best academic resources, (4) 

attract advanced knowledge and technologies and (5) have more access to international 

funding resources (research funds, staff training, curricula development). The institution 

has developed a variety of curricular initiatives and projects with the goal of encouraging 

students to step out of the study abroad "bubble" and become global citizens. International 

orientation of this institution is visible in different programs with partner institutions, such 

as universities from Zagreb, Ljubljana, and Turin, Ireland. In addition, SEBS is the only 

educational institution in Bosnia and Herzegovina that is a member of European 

Foundation for Management Development - EFMD and member of The Association to 

Advance Collegiate School of Business – AACSB.  Therefore, students from SEBS have 

ample opportunities to engage in study abroad programs. The main question is: Are 

students ready to become global citizens e.g. are they ready to pursue the “road” of 

studying abroad?  

The purpose of this study is to investigate student's attitudes toward study abroad 

programs at SEBS. A unique survey was utilized to identify various factors that can form 

the student's attitudes toward such programs.  Primarily, this study seeks to investigate the 

factors that are considered important by students in choosing study abroad and to examine 

their influence on student's propensity to engage in such programs. From a marketing 

perspective, it is important to understand not only student choices, but also the importance 

of various factors that influence these choices. For example, it is important to understand to 

what extent the location, and cost of the program, and perhaps even the cultural 

components of host country matter to students. Taking student preferences into account 

when designing and marketing study abroad programs is therefore highly relevant for 

universities seeking to develop study abroad programs. 

The remainder of this paper is organized as follows. Section two gives a brief and 

concise introduction to basic principles and types of mobility and its importance in 

European Union. Section three reviews the related literature. The data and results are 

presented in section four.  Finally, the concluding comments and implications of the study 

are highlighted in section five.  

 

2. Background of students mobility in European Union  

 

Bologna process is often used and understood as a synonym for higher education reforms 

in European countries were Bologna declaration from 1999 has set a creation of European 

Higher Education Area (EHEA) as a main goal. Some of reforms needed to achieve this 

goal are based on harmonization of educational systems, making students and scholars 

more competitive in the global economy. Every two years education ministers meet to 

discuss achieved goals and priorities for future. Each Ministerial conference has resulted in 

some written declaration, convention or communiqué. Those are: Lisbon Convention 

(1997), Sorbonne Declaration (1998), Bologna Declaration (1999), Salamanca  Convention 

(2001), Prague Communique  (2001), Berlin Communique (2003), Bergen Communique 

(2005), London Communique (2007), Leuven and Louvain-la-Neuve Communiqué (2009) 
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and Budapest – Vienna Declaration (2010). Basic principles of Bologna process are 

(Cardoso at al., 2007): 

 Comparability of the degree structure, based on three cycles: the bachelor degree (three 

years, according to the dominant model), the master (normally two years), and the 

doctorate. 

 Mutual recognition of degrees, other awards, and course units. Further to a comparable 

degree structure, a system of academic credits was created, whose accumulation and 

transferability across countries is guaranteed, enabling mutual recognition of degrees, 

other academic qualifications, and periods of study abroad. In the same line, a Diploma 

Supplement was introduced, which describes the degree and qualifications obtained, in 

terms of workload, level, and learning outcomes. The overall aim is to improve 

transparency of higher education degrees and to render more flexible progression into 

further studies and access to the labor market, while improving the attractiveness of the 

European higher education system. 

 Assessment and accreditation of institutions and academic programs based on shared 

quality standards and procedures. 

 Development of mobility programs by student, teaching, research and administrative 

staff, including measures such as the portability of national loans and grants. 

 External dimension of the process, through exchange and cooperation with other parts 

of the world (for example, Latin American and the Caribbean). 

 

Development of study abroad programs in function of increasing mobility, 

exchange and cooperation are one of the most important principles in all of the key 

Bologna process documents. In this paper we will focus on student mobility which has 

gained in its importance over few last decades and has become an important part of higher 

education policy in most European countries.   

European Union has formally recognized education in the Maastricht Treaty (West 

& Barham, 2009), however it was previously included in the Treaty of Rome through 

freedom of movement as one of the basic European community freedoms. Mobility, both 

student and staff, is often understood as a mean to stimulate convergence of diverse higher 

education systems (Papatsiba, 2006). This kind of mobility is usually defined as students 

(and graduates) participation in international exchange programs and migration between 

countries (Teichler & Jahr, 2001; Rivza&Teichler, 2007). 

Different criteria are used in identifying different types of mobility. Two most 

common are: firstly, horizontal and vertical mobility, where horizontal mobility represents 

a case when an individual spends one period of its study abroad (semester, academic year, 

etc) and if an individual spends whole study cycle (I, II or III cycle) abroad to complete 

degree program, then we have a vertical mobility (Dizdar, 2005). Second most common 

division of mobility is: international mobility and within-a-system mobility.
6
 (Lindberg, 

2009:341)  

Sorbonne Declaration from 1998 demanded increase in European mobility, 

including mobility for students, teachers, researchers and administrative staff aiming at 

cooperation and quality assurance and creation of European Higher Education Area. With 

the Leuven and Louvain-la-Neuve Communiqué, the Ministers established the priorities 

for the European Higher Education Area until 2020. From the mobility aspect, Leuven and 

Louvain-la-Neuve Communiqué stated: 

 

Therefore, mobility shall be the hallmark of the European Higher Education Area. We call 

upon each country to increase mobility, to ensure its high quality and to diversify its types 

                                                 
6 European Credit Tranfer System (ECTS)  in European countries stimulates within –a- system mobility.  
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and scope. In 2020, at least 20% of those graduating in the European Higher Education 

Area should have had a study or training period abroad. (Cerdeira & Patrocinio, 2009) 

 

European Union supports all aspects of mobility through different programs. Most 

important are: ERASMUS MUNDUS (academic year 1987/1988), Tempus (academic year 

1990/1991), Marie Curie Fellowship Programme (academic year 1999/2000), Alban 

(academic year 2002/2004), Leonardo da Vinci programme (academic year 2007/2008) 

and other, non-EU mobility programs such as: Nordplus (1988) and CEEPUS (1995). 

Harmonization of legislation (including ECTS) leads to recognition of qualifications and 

diplomas that will further facilitate student mobility across the continent. Some of the 

financial programs listed above are a tool created to increase mobility to levels defined in 

some of the conventions and declarations until now.  

During Berlin conference in September 2003, Bosnia and Herzegovina joined 

Bologna process by signing Bologna declaration leading to changes in organization and 

legislation of higher education in the country. School of Economics and Business (SEBS) 

was the first in Bosnia and Herzegovina to adopt and implement (academic year 

2001/2002) a curriculum based on the European Credits Transfer System – ECTS. 

Continued work and efforts were put to start the implementation of the second step in the 

ECTS-based concept of study at the School during academic year 2005/2006. This was the 

introduction of the “3+2+3” system.  

 

3. Review of related literature 

The literature on both student choices to participate in a study abroad program and the 

benefits of these programs has grown substantially in recent years as more and more 

universities have begun to offer either short-term, semester term, or international double-

degree programs. However, much of the marketing education literature on study abroad 

programs focuses on either the logistics of getting to the new country or student activities 

after arrival. And despite a lot of anecdotal evidence about the value of the study abroad 

programs there is a lack of empirical evidence about the specific factors that form student's 

attitudes toward study abroad programs.  

For example, Maringe and Carter (2007) focus on a small sample of twenty-eight 

African students pursuing higher education studies in the UK. The authors conclude that 

African students come to study in England on the promise of getting a truly international 

higher education experience. This is complemented further by the findings of Relyea 

Cocchiara and Studdard (2008) found that student’s propensity to participate on a study 

abroad programs and the perceived career value increase the likelihood of a student 

participating in such programs. Similarly, Toncar, Reid and Anderson (2006) investigate 

the differences in motivations and preferences regarding study abroad programs for 

business and non-business majors.  Overall, the authors find that the preferences between 

business and non-business students are very similar. However, the findings indicate that 

business majors appear to be more pragmatic, considering financial issues and the impact 

of study abroad choices on graduation dates on future job prospects. Doherty, Dickmann 

and Mills (2010) highlighted the important factors that influence student’s decision to 

study abroad including: 

 perceived competency and competency development – authors concluded that there is a 

strong perception of studying abroad as a means to develop skills and providing a 

professional challenge. They also showed that attitudes about possible impacts of study 

abroad programs on education, career and work are very positive. 

 personal factors - personal factors that the authors have highlighted as important in 

students’ decision to study abroad are desire to travel, adventure, escape from personal 

problems and security problems at home. 
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 relationships and family ties - authors identified this group of factors as important in 

making decisions about studying abroad and it refers to the ability of maintaining 

relationships with family, friends, and partner. 

 location - the culture of the host country, the standard of the country and distance are 

factors that the authors grouped into this category as important factors that influence 

students’ decision to study abroad. 

 finance - research shows that the attitudes of respondents about the impact of study 

abroad on personal finances are not negative, in the sense that they are not perceived 

neither as cheaper nor as more expensive. 

 and language skills – authors found ability to speak host country language as important 

factor, but even more important is potential to improve language skills 

 

Briers, Shinn, Nguyen (2010) concluded that the main factors that influence the 

today’s university student to study abroad are increasing migration/immigration, climate 

change, population growth, global economics, and the impact of technologies. He and 

Chen (2010) explored the motivations and attitudes of students toward the selection of 

study abroad programs. Authors found that touring, social contact, cost, language study, 

quality of education, course content, recommendations from others, and religion are 

important factors in choosing a study abroad destination. Authors found that touring, social 

contact and cost were the most important factors in choosing an overseas study destination 

followed by language study, quality of education, course content and recommendations 

from others. The least important factor was religion. Other influences such as safety, 

experiences, food, and fun were also mentioned. Matthews, Hameister and Hosley (1998) 

investigated the perceptions of college students with disabilities toward study abroad by 

using personal interviews to rank perceived barriers to participation and necessary 

accommodations. Subjects cited the barriers of lack of knowledge about available study 

abroad programs, lack of assistive devices and services, and financial barriers. Students 

favored inclusionary study abroad programs as opposed to programs just for students with 

disabilities 

Many of the research studies are dealing with the study abroad programs but just 

fewer of them are dealing with the student’s attitudes on a given topic. Wang, Peyvandi 

and Moghaddam (2009) examined the impact of short study abroad programs on student’s 

diversity attitude. Overall, the study found significant positive changes in student’s 

diversity attitude as result of a two-week overseas experience. The results suggest that a 

short study abroad program is an excellent vehicle by which students learn and develop 

their intercultural mindset. In addition, Johnson and Battalio (2008) found that the impact 

of the six-week study abroad program has impact on student's intercultural awareness, 

perceptions of educational practices, and awareness of global interconnectedness. Lindberg 

(2009) addresses the question of how great are higher education student’s incentives to 

change study programs or institutions to improve one’s personal employability in the 

course of the higher education-to-work transition process.  

Scholars have applied different theories to examine student’s decision-making 

processes in respect to study abroad. Until now, the Push-Pull study has been the most 

popular model in that field of research. In his book, Comparative Higher Education: 

Knowledge, the University, and Development, Philip G. Altbach (1998) conducted a study 

to examine push and pull factors, which determine whether or not students from 

developing countries choose to study in another country. In the Push-Pull study, the push 

factors refer to factors that push students to seek higher education in countries other than 

their host or native countries. The pull factors refer to incentives that attract students 

abroad. The results of Altbach‘s study are summarized in Table 1. Ottinger (2009) 

indicates that push factors include: the scholarship opportunities to study abroad, the poor 

condition of educational facilities in the home country, the lack of research institutions, the 
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failure to obtain admission to higher education, the prestige in business and industry of a 

foreign degree, the discrimination against minorities, and a politically uncongenial 

environment. On the other hand, Altbach, Kelly and Lulat (1985) point out that 

international life experiences, scholarship opportunities for international students, the 

quality of the education and research facilities at the institutions, and a congenial socio-

economic and political environment to which the student could eventually migrate are the 

factors that pull students to other countries.  

 

Table 1 Main factors affecting student's decision on studying abroad 

 
„Push“ Factors in Exporting Countries  „Pull“  Factors in Receiving Countries  

Receipt of scholarships for studies abroad  

Low quality of education  

Insufficiency of research facilities  

Lack of corresponding teaching capabilities  

Failure to pass examinations for school  

admission 

Advantages of foreign degrees  

Discrimination against ethnic minorities  

Poor political atmosphere 

Scholarships for students from abroad  

High standard of education  

Advanced educational facilities  

Presence of corresponding educational capabilities  

Financial assistance  

 

Experience of life abroad  

Suitable social, political, and economic environment  

Suitable political atmosphere 

Source: Comparative Higher Education: Knowledge, the University, and Development‖ by 

Philip G. Altbach, 1998, p. 240. 

 

To sum up, the Push-Pull Theory provides rich insights to understand international 

migration, and it reveals social factors/motivations, economic, and geographical factors 

that influence student‘s decision to study in another country. In addition to the Push-Pull 

Theory, the Theory of Planned Behavior, a social psychological theory, is also used to 

explain why students choose to study abroad. Theory of Planned Behavior was proposed 

by Ajzen (1985) as an extension of the Theory of Reasoned Action. It is a theory about the 

relationship between attitudes and behavior. It indicates that beliefs and their 

corresponding attitudes influence intentions, which drive actual behavior. According to 

Ajzen (1991), there are three categories of beliefs and attitudes: behavioral beliefs and 

attitudes, normative beliefs and perceived subjective norms, and control beliefs and 

perceived behavioral control. In the context of studying abroad, Goel, Jong and 

Schnusenberg (2003) conclude that behavioral beliefs regarding studying abroad (e.g. 

student‘s perceived career value) could be positively related to the intention to participate 

in all kinds of study opportunities. Normative beliefs and subjective norms refer to an 

individual‘s perception of a particular behavior, as influenced by the judgment of 

significant others (Ajzen, 1991). For example, Pimpa (2003) found that family 

expectations have a strong influence on the decision of undergraduate students to study 

abroad. Control beliefs and perceived behavioral control refer to the perceived difficulty in 

performing the behavior (Ajzen, 1985, 1991). In the context of studying abroad, tuition fee, 

living expenses, scholarship opportunities and so on are all control factors (Goel, Jong & 

Schnusenberg, 2001). To sum up, the Theory of Planned Behavior pays attention to 

psychological factors and can be used for identifying factors that influence student’s 

motivations to study abroad. 

Considering the literature discussed above, we can see that scholars apply different 

frameworks and theories to examine the phenomena of students continuing their higher 

education in other countries other than their native countries. Based on previous research, 

we developed a comprehensive framework that encompasses the Push-Pull Theory and the 

Theory of Planned Behavior. While the Push – Pull Theory focuses on macro – level (e.g. 

economical, political . and social reasons for studying abroad), the Theory of Planed 

behavior points out that students' propensity to engage in study abroad programs are 
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influenced by outside environment such as their parents, relatives, friends, and significant 

others. It is important to analyze both macro–level and micro– level factors when 

examining student's attitudes toward study abroad programs and their propensity to engage 

in such programs.  

 

4. Data analysis  

4.1. Context and aim of research  

 

The primary aim of this study is to evaluate student’s attitudes toward study abroad 

programs and identify the factors underlying these attitudes. The identification of the 

factors that form the structure of the students’ attitudes toward study abroad programs may 

bear important theoretical and practical implication. For example, by identifying these 

factors, school managers and administrators may include themselves in the process of 

encouraging study abroad programs from a different angle. By using these domains, they 

may facilitate students' decision making process regarding the study abroad programs, by 

enabling them to create more positive attitudes toward such programs. Starting from the 

theoretical bases, research topic, and established aims, as well as from the previous 

research results, the following research questions are formulated:  

 What are the factors underlying student’s attitudes toward study abroad programs? 

 Which factors influence the student's propensity to engage in study abroad programs?  

 

The target population selected for this study comprised all the undergraduate 

students enrolled at School of Economics and Business Sarajevo (SEBS). For the selection 

of sample, a convenient sampling method was adopted and an attempt has been made to 

include students of each class standing (freshman, sophomores, and juniors).  Data 

collection was performed during winter semester 2011. The questionnaire was 

administered by three researchers familiar with the research. All participants were given 

the same instructions for answering the questionnaire, printed on paper. The instructions 

explained the aim of research and briefly defined study abroad program. For the purpose of 

this research, study abroad program is defined as the international movement of students 

including short- term and long-term programs, exchange programs, internships, and all 

other program types in which students from the Bosnia and Herzegovina fulfill part of their 

education by traveling to a foreign country. The instructions also directed participants to 

honestly fill out the questionnaire. The questionnaire was administered in classroom 

settings during regular classes. The participants independently completed the 

questionnaire, which took approximately 10 minutes. Participation was voluntary and 

completely anonymous, and the completion rate was 100%. A total of 409 students 

answered the survey instrument and were used in the data analysis.   

The survey instrument contained 32 items scale to measure student attitudes toward 

study abroad programs along with several demographic and behavioral questions.  Student 

attitudes toward study abroad programs were measured using a modified scale developed 

by Doherty, Dickmann and Mills (2010).  Participants answered these items using Likert 

scales varying from 1 (completely disagree) to 5 (completely agree). Only the students' 

propensity to engage in study abroad programs used a different format, with anchors 

varying from 1 (very unlikely) to 5 (very likely). Three additional questions were added to 

this section to better capture students’ propensity to study abroad programs. The first 

question asked respondents whether they are interested in studying abroad. Students who 

indicated that they would consider an international experience were asked in which 

specific country or countries they would most like to study abroad. In addition, students 

were asked to indicate the preferred length of study abroad stay. Participation was 

classified as short-term, mid-length or long-term depending on the length of the program 
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abroad. Programs of four weeks or less were considered short-term and coded as 1, more 

than four weeks up to a semester was considered mid length and coded as 2, and long-term 

programs (two semesters length and more) were coded as 3. 

 

4.2. Research findings 

A statistical package for social science (SPSS) version 17.0 and STATA version 12.0 was 

used to analyze the data. Exploratory factor analysis was employed to purify the multi-item 

scale. Validity and reliability of the adapted scale were established. In order to determine if 

there is any relationship between students' attitudes toward study abroad programs and 

their propensity to engage in such programs, a multiple regression is carried out, utilizing 

the results of factor analysis executed earlier on. 

Sample is roughly equally divided in terms of gender. The breakdown of students 

by university standing is as follows: 75.1 per cent - freshman; 23.0 per cent - sophomores; 

and 1.9 per cent - juniors. In term of living arrangement, 70.42 per cent of students lived 

with parents, 18.34 per cent lived in apartment/rented unit, 5.13 per cent lived in student's 

dormitory/residence hall and 5.11 other living arrangement. The income distribution is 

shown in Table 2.  

 

Table 2 Income distribution  

Monthly Household  Income Frequency Percentage 

Below KM 700 

KM 701 to KM 1,000 

KM 1,001 to KM 1,500 

KM 1,501 to KM 2,000 

KM 2,001 to KM 3000 

Above KM 3,000 

Don’t know 

Total  

63 

65 

85 

57 

56 

31 

41 

409 

15.40 

15.90 

20.80 

16.60 

13.70 

7.60 

10.02 

100.00 

Source: Author’s research  

 

With the regard of expressed interest to engage in study abroad programs, 65.77 per 

cent of students said that they were interested in study abroad and 34.23 per cent said they 

were not. In terms of the length of stay abroad, 2.9 per cent of students indicated 

preference for studying abroad for four weeks or less; 23.7 per cent would like to stay one 

semester and 39.2 per cent indicated two semesters and more as a desirable time period. 

Finally, students were asked to indicate the country that they would be most interested for 

study abroad programs. The results shown in Figure 1 reveal that the top 5 countries of 

interest for study abroad programs for students in our sample are USA (17 per cent), 

United Kingdom (17 per cent), Germany (15 per cent), Austria (14 per cent), and Italy (9 

per cent).  
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Figure 1 List of countries as possible destinations for studying abroad 

 

 
    Source: Author’s own research  

 

To clarify the structure of student’s attitudes toward study abroad programs, the 

principle component analysis was employed as the extraction method, and Varimax as the 

rotation method with Kasier normalization. An item would be retained, if the factor 

loading of the item was larger than 0.4 in the relevant scale and smaller than 0.4 in the non-

relevant scale. Prior to performing principal component analysis, the suitability of data for 

factor analysis was assessed. The Kaiser-Meyer-Oklin value was 0.834, exceeding the 

recommended value of 0.60 while Bartlett’s Test of Sphericity reached statistical 

significance (Chi Square= 3520.299, df=406 p<0.01) (Tabachnick & Fidell, 2007). The 

principal components analysis revealed the presence of four factors (components) with 

eigenvalues that exceeded 1, explaining 21.548 per cent, 18.801 per cent, 15.785 per cent, 

and 12.028 per cent of the variance, respectively. The four factors together explained a 

cumulative 42.87 percent of the total variance. These factors were named as expected 

benefits, situational factors, price and security concerns and personal factors. Table 3 

illustrates a breakdown of which item belonged with each of the four factors and their 

factor loading values.  

 

Table 3 Results of factor analysis  

 
Factor (Component) Item   Loading 

Expected benefits 
a
, 

α = 0.867 

I have the relevant skills to benefit from work/study abroad 

Study abroad helps me develop my skills 

Study abroad provides a professional challenge 

Study abroad provides a personal challenge 

I would like to travel 

The attractiveness of the study opportunity is important to me 

The length of time away from home is important to me 

Studying abroad would help to improve language skills 

Studying abroad is highly valued by others 

Studying abroad gives me the chance for a better education 

Hearing stories of other people’s experiences has positively 

influenced my opinion of  studying abroad 

The quality of education is better in countries other than my 

home country 

It is easy to get a job at home after having studied abroad 

I am willing to move away from partner/family 

Studying abroad provides the opportunity to experience a rich 

culture 

0.491 

0.740 

0.743 

0.645 

0.512 

0.646 

 

0.474 

0.509 

0.519 

0.706 

0.682 

 

0.465 

 

0.629 

0.607 

0.489 
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Situational factors
b 

,  

α =0.723 

The host country culture is important to me 

The distance away from home when studying abroad is 

important to me 

I think it is important to be able to return home regularly when 

studying abroad 

I think it is important that the transport connections (e.g. 

train/airport location) make it easy to return home when 

studying abroad 

The host country standard of living is important to me 

0.537 

0.710 

 

0.782 

 

0.463 

 

 

0.520 

Price and security 

concerns
c
,  

α =0.402 

Studying abroad is expensive  

Studying abroad would not cause concern for my personal 

safety* 

I believe it is easy to get the relevant documents (permit/visa) 

to study abroad* 

Studying abroad is cheaper than in my home country* 

0.474 (-) 

0.405 

 

0.492 

 

0.579 

Personal factors
d
 , 

α = 0.528 

Study abroad makes it difficult to maintain relationships with 

family/friends 

The wish to get away from a personal problem would 

encourage me to study abroad 

The wish to get away from a security problem in my country 

would encourage me to study abroad 

Studying abroad is a risky thing to do 

0.436 

 

0.690 

 

0.698 

 

0.499 

Note:
a variance explained = 21.548 percent; b variance explained = 18.801 percent; c variance explained = 

15. 785 percent; d variance explained = 12.028. Extraction Method: Principal Component Analysis. 

Rotation Method: Varimax with Kaiser Normalization. Rotation converged in 7 iterations.  

* Items were reverse coded.  

Source: Author’s research and calculation  

 

After deleting all items with factor loadings less than 0.40 or items that loaded with 

more than one factor, initial 32 items scale was reduced to 28 items. Reliability of the 

whole scale with remaining 28 items was satisfactory (α = 0.808), because tests with alpha 

values greater than 0.7 are generally considered reliable (Francis, 2004; Leech et al, 2005).  

Cronbach’s alpha values for each factor separately are provided in Table 3.  With 

exception of price and security concerns and personal factors, all Cronbach’s Alpha values 

meet the 0.7 criteria for ensuring their homogeneity and internal consistency of factor 

constructs as Nunnally and Bernstein (1994) suggested. However, due to the preliminary 

nature of this study, more liberal criteria may be applied and it is appropriate to keep those 

factors for future analysis.  

The scale of student’s attitudes toward study abroad programs is clearly four-

dimensional. As such, these four factors were used independently for the subsequent 

regression analysis.  After the factor analysis was performed, a score was calculated for 

each student on each factor by obtaining the mean for all items comprising each factor. The 

mean for the expected benefits was 3.97; for the situational factors the mean was 3.78; the 

mean of price and security concern was 3.22; for the personal factors the mean score was 

2.94. Then, attitudinal factors were regressed against students' propensity to engage in 

study abroad programs. Prior to a discussion on the significance of predictors, the 

univariate normal distribution of individual variables, a skewness index and a kurtosis 

index have been calculated for every single variable. Results have shown that both indices 

are within acceptable limits (absolute values are below 3 for the skewness index and below 

10 for the kurtosis index), i.e. there is a normal distribution for all variables in the model. 

Subsequent analysis was conducted using the Jarque-Bera test (Jarque and Bera, 1987) that 

computes the skewness and kurtosis measures of the ordinary least squares (OLS) 

residuals. The results of this test reconfirmed that none of the variables differs from 

normality at the 0.05 significance level.  Given that it is possible for the high correlation 

between two variables to imply the bivariate multicollinearity, we have used a correlation 

matrix for all variables as to determine the multicollinearity among them. Results of the 
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correlation analysis have led to a conclusion that there is no unacceptable level of the 

bivariate collinearity among the variables as values of all correlation coefficients are below 

0.645. Also, we have looked into a variance inflation factor (VIF) in order to examine the 

multicollinearity for more than two variables, i.e. in case when three or more variables 

have high correlation coefficient. The findings of the VIF test (Table 4) show that all 

observed variables are within the acceptable limits.  

 

Table 4 Results of VIF test  

 

Model Variables Collinearity Statistics 

  Tolerance VIF 

Student’s 

propensity to 

study abroad  

Expected benefits 

Situational factors 

Price and security concern  

Personal factors 

0.901 

0.879 

0.953 

0.933 

1.110 

1.137 

1.049 

1.072 

Source: Author’s own research and calculation  

 

Standard ordinary least squares (OLS) regression procedure assumes that the 

residual variance of a variable is constant. If this assumption is violated (a condition called 

heteroscedasticity) inefficient results may arise. White’s test showed that problem of 

heroscedacticity is present in the model. To deal with the heteroscedasticity problem, the 

correction proposed by White has been used in the computation of standard errors and 

significance levels (White 1980). The results are summarized in Table 4.  

 

Table 5  White-Adjusted Regression 

 

Dependent variable: Student’s propensity to study abroad  

White Heteroscedasticity Adjusted 

 Coefficients Robust  st. 

error 

t-value p-value 

Expected benefits 

Situational factors 

Price and security concern  

Personal factors 

1.365 

-0.197 

0.231 

-0.159 

0.069 

0.067 

0.094 

0.067 

19.87 

-2.95 

2.45 

-2.35 

0.000 

0.003 

0.015 

0.019 

Adjusted R
2
  0.454    

Source: Author’s research and calculation  

 

The value of R
2
 is 0.454 which indicates that 45.4 per cent of the variation in student’s 

propensity to engage in study abroad programs can be explained by our regression model. 

Results revealed also that student’s propensity to engage in study abroad programs is most 

significantly affected by the following constructs: expected benefits (β = 1.365), price and 

security concerns (β = 0.231), situational factors (β = - 0.197), and personal factors (β =- 0-

159). In this order, these variables are the most important for explaining student’s 

propensity to participate in study abroad programs. It seems to show that students who 

have a higher expectation regarding the benefits of studying abroad are also likely to 

engage in such programs. However, situational and personal factors seem to deter students 

from participation in study abroad programs, although the relationship is relatively week. 

Contrary to our expectations, price and security concerns have a positive, and statistically 

significant, influence on student's propensity to engage in study abroad programs. 

Surprisingly, the cost of study abroad programs and personal security issues in host 

country do not deter students to participate in such programs. It appears that important 
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benefits connected to international education such as culture experience, access to unique 

knowledge, higher quality, improved career prospects and improved English, outweigh the 

perceived economic cost (e.g. price disadvantage of study abroad programs)  and  personal 

risk (e.g. personal safety).  Results also revealed that situational factors (e.g. location, 

living standard in host country) and personal factors (e.g. distance from home, family and 

friends) are the major obstacles to study abroad.   

 

5. Conclusion 

Last fourteen years on the European continent in terms of higher education has been 

marked by Bologna declaration and creation of European Higher Education Area. 

Stimulating student mobility through promotion of study abroad programs and different 

EU and non-EU support funds has been in focus of all countries involved, including 

Bosnia and Herzegovina. Parallel to this, SEBS is involved in its own path of 

internationalization and international recognition through accreditation and promotion of 

student and staff mobility. This has made this research relevant, well – timed and useful for 

all involved in higher education.  

The results of this study revealed that a number of benefits are important for 

students when they think about engaging in an international education. The knowledge of 

these benefits is important and has practical implications for stakeholders such as 

universities and governments. If a university has knowledge about what kind of benefits 

students are looking for when they make a decision to take part in an international 

education the university can focus on those benefits in their work to attract more 

international students. As has been highlighted in this study international education is a 

growing industry and there already today exist competition between universities and 

countries concerning who attracts the most, and the best, international students. This 

contributes to the importance of understanding what a student perceive as value and what 

kind of benefits they are looking for in international education. When stakeholders have 

this knowledge it is possible to work on delivering these benefits and to highlight these 

aspects in marketing campaigns. To be able to deliver value to students it is necessary to 

know what the students perceive as value. Based on the preliminary results of this 

exploratory study, it is recommended that:  

 universities engage in a systematic communication program designed to inform 

students about the attributes and related benefits of their study abroad programs; 

 universities effectively inform students of the advantages and availability of study 

abroad options as well as the safe track record of the particular study abroad 

opportunities;  

 universities develop the new methods to raise student awareness of study abroad 

programs and to overcome the perception as well as the reality that barriers to study 

abroad exist. 

 

If educators want to achieve the goal of greater participation in study abroad 

programs, there is much work to be done. It is not enough to sit back and encourage 

students from the perspective of the “wisdom” and perspective of “age” that they should 

take advantage of these opportunities. Administrators, program directors, and individual 

university must work together, better dovetailing study abroad program content and design 

with curricular demands, timing issues, and program cost. They have to convince students 

that studying abroad really makes a difference, creates a better job opportunity in chosen 

field and leads to a glowing future.  
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Abstract 

 

The consumer convergence is a driving force of the globalization process at a 

macroeconomic level, which generates a possibility to change the overall paradigm of 

international marketing, in terms of a possible use of the standardized, rather than 

consumer-tailored marketing, mainly at a regional level. The basic goal of the research is 

to study the existence of consumption convergence in the EU-27 countries, in the 1996-

2007 period. It is a period that witnessed major transition changes and reforms on the road 

to the „integrated“ EU. The basic research hypothesis is that in this period, the EU-27 

countries reached a high level of consumer convergence, which provides a basis for 

developing a regional concept of standardized international marketing for these countries' 

markets. The convergence research uses the σ-convergence, absolute β-convergence 

methods, and z-score. The significance of this research is twofold. First, it is reflected in 

that its results may provide an empirical contribution to claims on consumer convergence, 

or divergence in the countries included in economic integrations. Secondly, the 

significance is reflected in that the obtained results can be used to create a basis for 

defining an international marketing concept for entering the EU-27 countries’ market, in 

terms of possibilities for applying the regional marketing concept for companies focusing 

on this market. 

 

Keywords: Globalization, Convergence, European Union, International marketing  

JEL Classification: M31, F23 

 

1. Introduction 

 

There is practically no term that is so favored and frequently cited as ‘globalization’. At 

present, the word globalization and its various derivatives, such as globalize or global, are 

the most exploited words by economists, business people or politicians. It is hard to find 

serious theoretical or empirical literature in the area of science or humanities without 

discussing globalization as a separate topic, or without at least mentioning the term 

globalization for demonstration effects. Still, it is fully justified, since globalization is a 

process that has grown roots into all social, economic, political, technical, technological, 

cultural, and all the other spheres of our life, with or without our approval. Even the most 

zealous anti-globalists are forced to believe that globalization is something that is 

inevitably happening and that is entirely changing the past life paradigm. 
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One of the key areas of the globalization process that significantly, almost 

dominantly determines the choice of concepts and strategies of international market entry 

is the process of consumer needs convergence. Convergence is one of the globalization 

process drivers at the macroeconomic level, which generated the possibility of a 

comprehensive change in the international marketing paradigm, in terms of the possibility 

to use the standardized rather than customer adapted marketing. It is the fundamental 

problem that initiated this research study. 

The debate on consumer need convergence and divergence, and consumer behavior 

in the global market conditions has not stopped since as early as 1983, when Levitt 

expressed his views on consumer homogenization with their preferences for standard 

products of high quality and low prices (Levitt, 1983, pp. 92-102). In globalization 

conditions, consumer needs convergence leads to their needs homogenization across the 

world, with unified preferences in terms of quality and prices. Such a convergence allows 

mass production of quality standard products and application of highly standardized global 

marketing. Such a convergence effects are visible in benefits for consumers, through 

higher value they receive for their money. 

Consumer needs convergence within global or regional integrations provides a 

framework for creating international marketing concepts founded on similarities among 

consumers and integration of international marketing functions at a company level 

(Domazet & Alić, 2010, pp. 1). A great number of studies dealt with researching the 

convergence process, providing empirical evidence of the convergence existence, or the 

existence of the opposite process in consumer behavior, i.e. consumer divergence (let us 

list some of them: De Simone, Gaeta, Ercolano, 2010; Kerem et al., 2008; Paas, Bijmolt 

and Vermunt, 2008; Regmi and Unnevehr, 2005; Ševela, 2004; Young, Higgins and Levy, 

2004; De Mooij, 2003; Wolf 2002; Dowrick and DeLong, 2001; Pegels and Song, 2000; 

Nixon, 1999; Boyle and McCarthy, 1997). 

Due to changes in the European business environment, primarily resulting from the 

removal of barriers and new competitive framework, a need arises for the strategic re-

orientation of companies doing business within EU borders. Besides changes in political, 

social, technological and competitive environment aspects, one of major changes includes 

the change in cultural environment, in terms of increasing harmonization. It can be 

observed that theoreticians’ opinions, mostly based on empirical evidence, chronologically 

range from the view that European regional concept of international marketing is a total 

fallacy, through gradual adoption of this concept as possible, to the full respect and 

conciliation with the fact that this concept is actually becoming reality. 

The established homogeneity (similarity) in market and product characteristics within the 

European Union (27) creates pre-requisites for the use of “European marketing”, as a regional, 

standardized marketing concept. European Union is actually the best example where regional 

distinctive features could be the basis for the development of regional marketing concept 

(Domazet, 2001, pp. 102-105). 

In marketing literature dealing with the issue of consumer needs convergence there is a 

research deficit in terms of evaluating convergence within the existing economic integrations, 

continuous monitoring of the convergence process, theoretical and empirical implications of 

convergence, as well as simultaneous research into consumption within a few different product 

and service categories. Past studies were mainly based on partial research into consumption 

convergence focused on individual product and service categories, individual countries, as well 

as on resolving the eternal standardization vs. adaptation dilemma. 

The primary motive for conducting this study is an attempt to analyze, for the first time 

and in a unique and comprehensive way, convergence within all the EU-27 member-countries, 

and for all product and service categories, as well as to provide an overview of the convergence 

process characteristics and dynamics for these countries and categories. Thus the topic of the 

paper is research into consumption convergence in the European Union countries (27 countries). 
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On this basis, the basic goal of the research is primarily to provide the description, explanation 

and synthesis of theoretical bases and present relevant knowledge of the convergence process, 

and then to study the consumption convergence existence in the EU-27 countries in the 1996-

2007 period. 

 

2. THEORETICAL BASES OF THE CONSUMER CONVERGENCE  

 

The past two decades witnessed dramatic changes in marketing environment due to 

transformations occurring in the business environment transformation, which also requires 

changes in international marketing theory and practice. Development of communication 

technologies and global markets results in the change in global economy, industries and 

consumers. We have informed and active consumers, who know their needs and the way to 

satisfy them, intensified companies competition, which is certainly reflected in the change 

in marketing solutions (Kuvykaitė & Alimienė, 2008, pp. 37). 

Events in one part of the world generate dramatic consequences to other parts of the 

world so fast that almost nobody could imagine in the past. Although globalization is a 

global phenomenon, the degree to which countries are globalized is not identical. Facts 

reveal that some countries integrate into global economy faster than others, and those that 

integrate successfully make use of the positive globalization aspects, experience faster 

economy progress and growth. 

Globalization has become a very interesting phenomenon since it became clear that the 

world is becoming different through this process, in terms of increasing economic, financial, 

social, cultural, political and geographic dependence of national economies (Thoumrungroje, 

2004, pp. 2). Practically everybody is “hit” by the globalization process. Globalization prompts 

people to change their way of life, companies to change ways of doing business, and forces 

national economies to set up new national policies. Through the described changes, globalization 

actually leads to the world without borders (Eden & Lenway, 2001, pp. 387-388; Ohmae, 1989, 

pp. 152-155). 

In the research context, the most acceptable definition of globalization is provided 

by Knight, who views globalization as a growing mutual dependence between national 

economies, including consumers, producers, suppliers, and different countries’ 

governments. It allows companies to sell their products and services to consumers beyond 

their country’s borders. Globalization is literally removing borders for potential buyers at a 

global level. It reflects companies’ trend to sell and distribute products and brands in many 

countries across the world (Knight, 2000, pp. 12-13). 

When we speak of globalization drivers following evolution logic, if we view basic 

drivers that led to the globalization phenomenon, it is impossible to list them without 

marketing and marketing strategies being on the top of the list. There is no global 

enterprise that does not have huge marketing knowledge and experience. Globalization is 

therefore a deep interest and immediate marketing logic (Rakita, 2005, pp. 49). 

Certainly, with due respect to other globalization driving forces and effects, and 

having in mind the topic of the paper, a special attention will still be paid to convergence 

as a globalization driving force, its analysis and implications and possibilities it opens in 

international marketing. 

In the convergence context, Levitt (1983) was actually not the first one to discuss it. 

As early as in 1962, Marshall McLuhan introduced the notion of Global Village, which 

resulted in many authors’ starting to believe that new global media and an increased 

number of travels would lead to the convergence of values, lifestyle and consumption. 

Thus, convergence signifies the process of creating a new global consumer, 

whereby needs and consumer priorities are equal across the world, consumer preferences 

are identical and which seeks value in products and services, i.e. values their features that 

contribute to the creation of value. Naturally, consumer needs convergence is a long-term 
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process and is materialized as a tendency (Domazet, et al., 2001, pp. 59). Owing to 

progress in communication and transport, consumers world wide converge in their 

consuming patterns. It is estimated that out of six billion people on the planet, five billion 

have consumption at the level of developed countries of the West Europe, Japan or the 

USA (Lee & Carter, 2005, pp. 25). 

Needs homogenization, as a result of the convergence process, allows their 

satisfaction with standardized quality products produced in large series and at lower costs, 

which in turn results in a higher value for consumers and their money. Standardization 

does not pertain only to the product; it also encompasses marketing standardization – way 

of distribution, advertising, price standardization, development of new ways of financing 

through leasing, credit cards and other arrangements, and ways of entering global and 

regional markets (license production, franchising, strategic alliances, and foreign direct 

investment). It leads to further rationalizations and lowering costs with additional effects of 

increasing value for consumers and growth of profit for the companies in international 

business (Domazet, Alić, 2010, pp.2). 

The absolute convergence is unattainable, and even the globalization based on 

universal consumer needs actually requires acting according to the “think globally, act 

locally” principle. It means that there will always remain part of consumer needs that will 

be individualized and differentiated by culture, economic and ethnic specifics. These 

specifics will be less expressed in products, as a physical value, and far more in services 

and symbolic features of products based on consumers’ perception formed under a strong 

influence of the cultures they live in (Domazet et al., 2001, pp. 59). In this context, it is 

extremely important to understand the value of national cultures and their effect on 

consumer behavior. It is therefore important for international marketers to understand 

consumers’ personal values and adopt their norms of behavior if they want to satisfy them 

in an appropriate way. At the same time, marketers must look for segments that share the 

way of thinking, which also results in the similar way of thinking in case of marketers’ 

offer and similar consumer behavior. Such segments may also exist at a cross-national 

level (Hollensen, 2004, pp. 212). 

Despite doubts in convergence of cultures across countries, which emerges as a 

result of globalization, we believe that global trends lead to the increased heterogeneity of 

consumers’ views and behavior within countries but, at the same time, to the increased 

similarity between countries (Agarwal, Malhotra, & Bolton, 2010, pp. 21). In this respect, 

individual countries used to be the most obvious variable for segmentation; however, as 

better communication systems keep “destroying” national borders, other dimensions 

increasingly gain importance. As global markets keep homogenizing and diversifying 

simultaneously, best companies will avoid the trap of focusing on countries as the primary 

segmentation variable. Other variables are frequently far more important – e.g. climate 

conditions, language, age, income or media habits (MTV can serve as a good example) 

(Cateora, Gilly, & Graham, 2009, pp. 308-309). 

It is important to state that globalization is to a great extent triggered by regional 

integrations. In this context, one should also keep in mind the significant regionalization 

effects, which contribute to the consumer needs convergence within the European Union. 

European Union is not a perfectly homogenous market. Differences in economic, social 

and cultural aspects and consumer preferences will continue to exist. However, for 

companies to make use of benefits resulting from the association there must be some 

homogenous segments across the member countries with similar needs, preferences and 

demand patterns that companies can “target” by means of the “Pan-European” approach to 

marketing (Ganesh, 1998, pp. 35). 

“Pan-European” marketing literally means viewing Europe as a geographically 

isolated segment, which offers a possibility of dealing with in a single way in Europe, 

though differently from other global regions. Factors that support the global/regional view 
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can be reduced to two complementary arguments: consumer needs convergence (global, or 

“Euro-consumers”) and global effectiveness (global, or “Euro-product”). Still, clusters of 

country groups segments, and far more often of all the EU countries have more in common 

than the “pan-European” consumers. The crucial question is to what extent the consumers’ 

demand really converges across Europe, or whether it is more significant to persevere in 

national or in local requests. A universal answer is not possible. “Think globally, act 

locally” is a banal solution, It all depends on the product, market context, competition, and 

the point in time (Halliburton & Hünerberg, 1993, pp. 81-82). 

Although the “pan-European” marketing presently seems to be more a myth than 

reality, and national practices are maintained in many markets, trends toward greater 

integration are certain. Companies need to re-examine their European marketing strategies 

and adjust their business and internal processes accordingly, in a coherent way. 

The global vs. local marketing debate is too polarized. It all depends on specific 

products, markets and points in time. The question is no longer whether to implement the 

“pan-European” marketing model, but rather for which products, which markets at what 

point in time, with what kind of marketing activities, and to what extent. It is not either / 

or. All this requires companies to be far better informed on social and technological trends 

in Europe, new media, and new distribution channels. They must find a way to create a 

balance, simultaneously making use of the advantages of the “pan-European” economy of 

scale and responding to the increase in customers’ demands for a wider choice and 

individual attention (global individualism). 

In the context of the above-said, studies into the phenomenon of convergence, i.e. 

uniformization of consumer needs within the European Union and consumer 

homogenization, or the process of the creation of homogenous cross-national consumer 

segments have a special significance in the course of the development of integration 

processes within the EU. Actually, there is a need for the continuous collection of 

information on this phenomenon, which has both the theoretical significance and certainly 

strategic implications for the area of companies’ international-global marketing and 

business. 

 

3. RESEARCH METHODOLOGY 

 

The basic goal of the paper is to research the existence of consumption convergence in the 

European Union countries (27 countries) in the period between 1996 and 2007. It is a 

period when many member-countries were undergoing major transitions and reforms on 

their road to the European Union. In the observed period, ten countries that became full EU 

members in 2004 could feel membership effects to a greater extent, while Bulgaria and 

Romania were EU members only for a year, i.e. during 2007. 

 

The basic research hypothesis is that in the period between 1996 and 2007 the EU-27 

countries achieved a high level of consumer needs convergence, which provides a basis for 

creating a regional concept of standardized international marketing for these countries’ 

markets. 

 

The basic hypothesis is accompanied with two accessory ones: 

 

H1: The consumer convergence dynamics and level is different in individual consumer 

categories, which indicate different possibilities on creating the international marketing 

concept within individual consumer categories. 
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H2: Based on the consumer consumption convergence process and a process of intensive 

member-countries’ integration, the European Union is an appropriate foundation for using 

the standardized (pan)European marketing concept. 

 

The primary focus of the research in the analysis of data on national expenditure 

levels, using variables on household consumption in the EU member-countries expressed 

in PPS
7
 per capita, over a twelve-year period (1996-2007). 

The empirical data obtained through the research were first processed using the 

appropriate σ-convergence measure based on the application of descriptive statistics 

methods. Actually, a check is made as to whether the dispersion (CoV)
8
 of household 

expenditures on consumption in every individual EU member-country compared to 

average expenditure values reduced over the analyzed time period. In other words, 

convergence is higher if the dispersion of original consumption values compared to the 

average if lower. The lower the coefficient of variation, the higher the convergence, since 

the dispersion of original consumption data compared to the average arithmetic means for 

the country group is lower. 

In the next stage, convergence is studies using the z-score
9
 as a way to compare 

individual countries’ deviation within a given product or service category to the average 

consumption of an individual country within the given product or service category. Z-score 

is expressed as the ratio of difference between original consumption values of a country 

and the average arithmetic value for the whole set of EU-27 countries. 

In order to show the convergence dynamics, we used the average annual 

convergence rate MC/year
10

, which represents the percentage of average annual 

convergence. 

After that, we perform the analysis of the second known convergence measure, 

absolute β –convergence. Using the regression analysis, we check for the existence of 

negative correlation between growth over time in the overall consumption expenditure in 

EU member-countries for each individual product and service category and the initial 

expenditure level. 
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The left side of expression represents the average annual growth rate of 

expenditures on the consumption of a given product or service category in country i and 

over time T, which is also the dependent variable in the simple linear regression model. 

Parameter α is a constant that shows the dependent variable value in the starting year, 

parameter β shows for how many units the dependent variable changes if the independent 

                                                 
7 PPS is a technical term used by Eurostat for the common currency which expresses national accounts 

adjusted for the price difference level using PPP. 
8 Coefficient of variation as a relative measure of variability is defined as a ration between standard deviation 

and arithmetic mean, and shows data dispersion around the arithmetic mean: 100
X

CoV


 

9 Z-score shows by how many standard deviations the observation or data is above or below average. Z-score 

is the distance between raw data and mean value of the observed population, expressed in standard deviation 

units. ,



 iX

scoreZ
 

i=1,2,...,N 

10 Williamson and Fleming (1996, p. 354) expressed the average annual convergence rate, MC/year =  

[(CoVt1 – CoVt2)/CoVt1] × 100/(t2 – t1), where MC/year = the percentage of average annual convergence 

rate, CoVtl = coefficient of variation over time t1, CoVt2 = coefficient of variation over time t2, t1 = a 

previous period, and  t2 =  a later period 
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variable changes by one unit, and εi signifies accidental variation. According to testing β -

convergence, the existence of convergence requires parameter β to be lower than 0. 

Research methods of collecting data for this paper consist in using secondary data 

pertaining to the collection, aggregation and processing of the available data on the final 

household consumption for different product and service categories, within EU-27. Data 

for the convergence analysis were taken from the database of the European Union statistics 

office – EUROSTAT
11

, for twelve groups of products and services according to the 

existing COICOP
12

 classification. 

 

The expected contribution is reflected in providing empirical evidence in the 

convergence versus divergence debate, in proving the economic integrations’ effects on the 

development and consumption convergence, and in creating a framework for the use of 

regional international marketing concept for EU-27 markets. 

 

4. ANALYSIS AND DISCUSSION 

 

The analysis will be presented in three parts. The first part consists of the presentation of 

consumer σ-convergence by consumer categories within EU-27. The second part is made 

up of the presentation of absolute β -convergence of consumers by consumer categories 

within EU-27, while the third part is the presentation of consumer convergence by 

countries from the EU-27 group. 

 

4.1. Consumer convergence by consumer categories within EU-27  

 

The paper is particularly focused on the analysis of consumer convergence by different 

product and service categories. Consumer convergence by product and service types, 

analyzed using σ-convergence reveals different results (see Table 1). We can clearly 

differentiate two groups of consumer categories, depending on whether the determined 

value of variation coefficient decreases or increases within the analyzed time period. 

The first group consists of products and services that clearly demonstrate 

convergence within household consumption. These include the following product and 

service categories: clothing and footwear, housing, water, electricity, gas and other fuels, 

furnishing and routine flat maintenance, health, transport, communication, recreation and 

culture, restaurants and hotels, other goods and services. 

The second group is made up of products and services that demonstrate divergence 

within household consumption. This group includes the following product and service 

categories food and non-alcoholic beverages, alcoholic beverages, tobacco and narcotics, 

and education 

                                                 
11 http://epp.eurostat.ec.europa.eu, DATABABE:  Final consumption expenditure of households by 

consumption purpose - COICOP 3 digit - aggregates at current prices (nama_co3_c) , 24.02.2010., GDP and 

main components - Current prices (nama_gdp_c), 21.02.2010. , Population change : absolute 

numbers and crude rates (demo_gind), 21/02/2010 
12 Classification of Individual Consumption by Purpose (UN Statistics Division). 

http://epp.eurostat.ec.europa.eu/
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Table 1. EU-27 convergence in the consumption of different product and service 

categories (σ-convergence) 

Source: Analysis based on data from 

www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home, access on 

20/06/2011 

 

The provided overviews lead to the conclusion that the highest σ–convergence of 

consumer behavior in EU-27 countries, in the 1996-2007 period is registered by 

household expenditures pertaining to communications (CoV decrease by 20%), 

furnishing and routine flat maintenance (CoV decrease by 18%). A change of 

variation coefficient lower than 15% is registered by expenditures on recreation and 

culture (CoV decrease by 14%), expenditures on housing, water, electricity, gas and 

other fuels (CoV decrease by 13%), and those on clothing and footwear (CoV 

decrease by 10%). The lowest convergence is registered by expenditures on health, 

transport and those on restaurants and hotels, where the variation coefficient 

decreased by less than 10%. Household expenditures on food and non-alcoholic 

beverages register the lowest coefficient of variation, i.e. deviation of values of 

household consumption expenditures in individual countries from the average value in 

2007 (20%), although this category belongs to the group of product and service 

expenditures that diverge over time. 

Consumption 

type 

Coefficient of variation 

1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 

Food and non-

alcoholic 

beverages 0,19 0,18 0,19 0,21 0,21 0,21 0,21 0,21 0,20 0,19 0,19 0,20 

Alcoholic 

beverages, 

tobacco and 

narcotics 0,55 0,63 0,66 0,78 0,80 0,67 0,78 0,69 0,79 0,71 0,60 0,58 

Clothing and 

footwear 0,44 0,44 0,46 0,47 0,46 0,45 0,44 0,42 0,40 0,39 0,34 0,34 

Housing, water, 

electricity, gas 

and other fuels 0,49 0,47 0,48 0,47 0,46 0,45 0,44 0,43 0,43 0,41 0,39 0,36 

Furnishings, 

household 

equipment and 

routine 

maintenance of 

the house 0,58 0,57 0,58 0,58 0,57 0,55 0,53 0,49 0,47 0,45 0,41 0,40 

Health 0,49 0,49 0,50 0,50 0,49 0,46 0,46 0,44 0,42 0,42 0,42 0,42 

Transport 0,51 0,50 0,52 0,53 0,53 0,52 0,51 0,49 0,49 0,44 0,42 0,43 

Communications 0,52 0,51 0,50 0,46 0,43 0,37 0,35 0,34 0,33 0,33 0,31 0,31 

Recreation and 

culture 0,50 0,49 0,51 0,51 0,50 0,48 0,47 0,46 0,44 0,43 0,39 0,36 

Education 0,77 0,75 0,77 0,78 0,76 0,75 0,73 0,71 0,73 0,76 0,74 0,77 

Restaurants and 

hotels 0,69 0,69 0,71 0,71 0,70 0,70 0,69 0,68 0,67 0,65 0,63 0,63 

Miscellaneous 

good and 

services 0,55 0,54 0,58 0,57 0,58 0,55 0,53 0,53 0,51 0,50 0,45 0,43 

Total  0,40 0,40 0,42 0,42 0,42 0,40 0,39 0,37 0,37 0,35 0,33 0,31 

http://www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home
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4.2. Absolute β -convergence by consumer categories within EU-27 

 

As stated, the basic goal of the paper is a detailed analysis of consumer convergence 

in different product and service categories. In this context, for each of the product and 

service category that showed convergence in household consumption when measuring 

σ-convergence, the appropriate methodology of cross-section Ordinary Least Square 

(OLS) regression was further applied, in order to confirm the previously obtained 

results. 

According to the theoretical basis, the convergence existence requires 

parameter β to be lower than 0, which is shown by the results presented in the 

following table (Table 2). The negative sign of the parameter β actually means that 

the rate of change in consumption expenditures on a given product and service 

category is lower in countries that had a higher initial level of consumption 

expenditures (in 2000) in the given category and vice versa. In other words, rates of 

consumption expenditures growth in countries with higher initial expenditures are 

slowing down, while they are speeding up for countries with lower initial 

expenditures. This in turn leads to the equalization in consumption expenditures and 

obvious convergence. 

As expected, the set hypothesis on the convergence of household consumption 

of different product and service categories has also been proved using the method of 

absolute β convergence. We can state that consumer behavior convergence, expressed 

through consumption does exist since, for all the analyzed categories, values of R
2 

are 

acceptable, and β-coefficient is negative and statistically significant. In this way, 

testing of the hypothesis about the absolute β–convergence within all the categories of 

household consumption of products and services confirms the results previously 

obtained by analyzing the σ–convergence.  
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Table 2.  Absolute beta convergence (OLS regression results) 
Dependent variable*** 

 

Independent variables 

CAF HOUS FURN HEALTH TRAN COMM RAC RAH MGAS 

CONSTANT 
0,3419*** 

(0,077) 

0,3107*** 

(0,0498) 

0,4102*** 

(0,0368) 

0,4021*** 

(0,0649) 

0,4326*** 

(0,0604) 

0,3659*** 

(0,0741) 

0,3686*** 

(0,0435) 

0,2074*** 

(0,0303) 

0,388*** 

(0,0278) 

lnCAF 00 
-0,049*** 

(0,012) 

        

lnHOUS 00 
 -0,035*** 

(0,007) 

       

lnFURN 00 
  -0,058*** 

(0,006) 

      

lnHEALTH 00 
   -0,061*** 

(0,114) 

     

lnTRAN 00 
    -0,054*** 

(0,009) 

    

lnCOMM 00 
     -0,056*** 

(0,013) 

   

lnRAC 00 
      -0,047*** 

(0,006) 

  

lnRAH 00 
       -0,025*** 

(0,005) 

 

lnMGAS 00 
        -0,049*** 

(0,004) 

          

Number of 

observations 

25 25 25 25 25 25 25 25 25 

***p<0,01 
Legend: CAF = Clothing and footwear;  HOUS =  Housing, water, electricity, gas and other fuels; FURN = Furnishings, household equipment and routine maintenance of the house; HEALTH 

= Health;  TRAN = Transport; COMM = Communications; RAC = Recreation and culture; RAH = Restaurants and hotels; MGAS = Miscellaneous goods and services 

Notes: 

* Initial year used in the β convergence analysis is 2000, since in previous years consumption data for Romania and Greece are missing. 

** Besides, the analysis ultimately encompasses 25 observations since in 2007 data for Bulgaria and Portugal are missing. 

*** Dependent variable 














Y
Y
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1 is the average annual growth rate of expenditures on a given product or service category consumption in country i and time T. 
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On the other hand, convergence dynamics can also be measured by average 

annual convergence rates, MC/year. Results presented in Table 3 reveal that the 

highest average annual convergence rate is registered by expenditures on 

communications (3.67%), and expenditures on furnishings, household equipment and 

routine maintenance of the house (2.82%). Expenditures on recreation and culture, 

expenditures for housing, water, electricity, gas and other fuels, expenditures on 

miscellaneous products and services, and expenditures on clothing and footwear 

register lower average annual convergence rates (1.98%-2.55%). 

 

Table 3. Average annual convergence-divergence rate (MC/year) 

 

Consumption type 
MC/year 

(%) 

Food and non-alcoholic beverages  -0,48 

Alcoholic beverages, tobacco and narcotics  -0,50 

Clothing and footwear  2,07 

Housing, water, electricity, gas and other fuels  2,41 

Furnishings, household equipment and routine 

maintenance of the house  2,82 

Health  1,30 

Transport  1,43 

Communications 3,67 

Recreation and culture  2,55 

Education -0,02 

Restaurants and hotels  0,79 

Miscellaneous goods and services 1,98 

Total 2,05 

Source: Analysis based on data from 

www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home,, access on 

20/06/2011. 

 

The negative average annual convergence rate (MC/year) points to divergence 

in consumer behavior. Negative rates are thus registered by expenditures on food and 

non-alcoholic beverages, expenditures of alcoholic beverages, tobacco and narcotics, 

and education expenditures. Average annual divergence rates are very low (0.02 – 

0.5%), and therefore the long-term consumer behavior divergence in these product 

and service categories becomes doubtful. 

 

4.3. Consumer convergence by EU-27 countries 

 

In order to analyze the deviation of an individual country’s consumption compared to 

the average consumption of the whole group of EU-27 member-countries, we will use 

the Z-score (see Table 4). Z-score allows the understanding of the consumer 

convergence intensity according to country dimension, and according to product and 

service types within a household. 

 

http://www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home
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Table 4. Z-score for different consumption types in EU-27 member-countries, 1996-2007 

  
EU-27 countries 

 

 1 2 3 4 5 6 7 8 9 10 11 12 13 

'96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 '96 '07 

Belgium 0,8 -0,1 -0,3 -0,3 0,6 -0,1 1,0 0,5 0,5 0,0 2,0 1,8 0,2 -0,2 0,2 0,1 0,6 0,2 -0,3 -0,7 -0,3 -0,5 
-0,5 

0,8 0,6 0,2 

Bulgaria -1,3 -1,4* -1,4 -0,9* -1,4 -1,9* -0,9 -1,3* -1,4 -1,6* -1,4 -1,1* -1,3 -0,8* -1,3 -0,1* -1,7 -1,7* -1,0 -0,8* -0,9 -0,8* 
-0,8 

-1,6* -1,5 -1,6 

Czech Republic -0,6 -0,9 0,7 0,3 -0,9 -1,2 -0,5 -0,7 -0,5 -0,9 -1,2 -1,2 -0,7 -0,9 -0,6 -0,3 -0,2 -0,4 -0,7 -0,7 -0,5 -0,6 
-0,6 

-0,8 -0,6 -0,8 

Denmark 0,0 -0,8 0,3 -0,5 0,0 -0,2 1,4 1,0 0,2 0,0 0,0 -0,4 0,6 0,2 0,1 -0,9 1,0 0,9 0,1 -0,4 -0,4 -0,5 
-0,5 

0,7 0,6 0,3 

Germany  -0,1 -0,4 0,0 -0,3 0,8 0,4 1,1 0,9 1,2 0,7 1,3 1,4 0,8 0,4 0,5 0,5 0,8 0,4 -0,1 -0,2 -0,2 -0,4 
-0,4 

0,7 0,8 0,5 

Estonia -1,6 -0,7 -0,6 0,1 -1,1 -0,1 -1,1 -0,9 -1,0 -1,1 -1,3 -1,1 -1,2 -0,7 -1,1 -0,3 -1,2 -0,8 -0,7 -0,7 -1,0 -0,7 
-0,7 

-1,1 -1,5 -0,9 

Ireland -0,2 -1,0 0,8 0,6 0,4 0,2 -0,3 0,6 0,4 0,9 0,0 0,4 -0,1 0,3 0,1 1,4 -0,1 -0,2 1,0 0,5 1,1 1,5 
1,5 

0,9 0,2 0,8 

Greece 1,1* 2,5 0,0* 0,3 0,7* 1,7 0,0* 0,0 0,0* 0,4 1,4* 3,1 -0,2* -0,1 -0,6* -1,5 -0,3* 0,0 1,9* 3,1 1,6* 1,7 
1,7* 

0,2 0,5* 1,0 

Špain 0,8 0,7 -0,8 -0,6 0,3 0,6 -0,4 -0,2 0,0 0,0 0,3 0,4 -0,1 0,0 0,0 0,3 0,0 0,2 1,6 0,5 1,8 2,3 
2,3 

0,2 0,2 0,6 

France 0,5 0,4 -0,3 -0,6 0,2 -0,1 0,9 0,9 0,3 0,3 0,7 0,3 0,8 0,5 0,2 0,2 0,3 0,3 -0,2 -0,4 -0,3 -0,3 
-0,3 

0,5 0,5 0,4 

Italy 2,0 1,0 -0,6 -0,7 2,0 1,9 0,5 0,3 1,4 1,0 1,1 0,1 0,6 0,3 0,5 0,2 0,2 -0,5 0,8 -0,1 0,5 0,5 
0,5 

0,2 0,8 0,5 

Cyprus 2,1 2,4 0,5 1,3 1,4 1,5 -0,4 -0,5 0,1 0,4 1,0 1,0 1,1 1,2 0,1 -0,2 0,3 0,4 3,1 3,0 2,0 1,3 
1,3 

0,5 0,9 1,1 

Latvia -0,7 -1,0 -0,7 -0,3 -1,4 0,0 -1,2 -1,0 -1,5 -1,4 -1,0 -0,6 -1,5 -1,0 -1,3 -0,4 -1,6 -1,3 -1,1 0,1 -1,2 -1,0 
-1,0 

-1,7 -1,5 -1,2 

Lithuania 0,4 1,3 -0,4 -0,2 -1,3 0,2 -1,2 -1,5 -1,3 -0,9 -1,2 -0,4 -1,4 -0,4 -1,5 -1,3 -1,6 -1,2 -1,1 -0,5 -1,2 -1,2 
-1,2 

-1,2 -1,4 -0,9 

Luxemburg 2,0 0,8 4,3 4,3 1,7 0,6 2,4 2,9 2,8 3,1 0,4 0,0 2,7 3,7 0,8 0,5 1,7 1,8 -0,4 -0,3 1,5 0,9 
0,9 

1,9 2,5 2,9 

Hungary -1,4 -1,2 -0,1 0,4 -1,3 -1,8 -1,0 -1,2 -0,8 -1,0 -1,0 -0,9 -0,9 -0,7 -0,7 -0,5 -1,1 -1,4 -0,2 -0,5 -1,0 -1,0 
-1,0 

-1,3 -1,1 -1,2 

Malta 1,3 1,0 -0,4 -0,7 0,5 -0,6 -0,9 -1,3 0,9 0,9 0,0 -0,9 0,6 -0,1 3,5 2,2 0,8 0,6 0,7 0,0 1,6 0,8 
0,8 

-0,4 0,5 0,0 

Holland -0,5 -0,6 -0,4 -0,6 0,3 0,4 0,5 0,6 0,5 0,5 1,6 -0,5 0,0 -0,1 0,9 2,5 0,8 0,7 -0,2 -0,6 -0,4 -0,5 
-0,5 

1,6 0,4 0,4 

Austria -0,1 -0,3 -0,1 -0,4 1,5 1,1 0,9 0,6 1,2 1,0 1,1 0,5 0,8 0,3 0,6 0,5 1,7 1,4 0,1 -0,2 1,2 1,0 
1,0 

0,4 1,1 0,8 

Poland -0,5 -0,6 -0,2 -0,3 -1,2 -1,6 -1,1 -0,9 -1,1 -1,4 -1,1 -0,7 -1,4 -1,4 -0,9 -1,0 -1,0 -1,5 -0,7 -0,4 -1,2 -1,3 
-1,3 

-0,6 -1,2 -1,3 

Portugal 0,2 0,4* -0,5 -0,5* 0,5 0,5* -0,8 -0,9* 0,1 0,0* 0,9 1,2* 0,1 -0,1* -0,1 -0,4* -0,8 -0,8* 0,5 -0,1* 0,1 0,2* 
0,2 

0,1* -0,2 -0,2 

Romania -0,7* 0,1 -0,9* -1,1 -1,6* -1,9* -1,3* -1,3 -1,2* -1,4 -1,4* -1,2 -1,2* -1,0 -1,9* -2,1 -1,6* -2,1 

-

0,8* -0,4 -1,1* -1,1 

-1,1* 

-2,0 -1,5* -1,6 

Slovenia -0,4 -0,3 0,1 -0,1 -0,5 -0,3 -0,4 -0,6 -0,4 -0,3 -0,5 -0,2 0,3 0,2 -0,3 0,0 -0,2 -0,1 -0,2 0,0 -0,5 -0,4 
-0,4 

-0,4 -0,3 -0,3 

Slovakia -1,0 -0,6 -0,5 -0,5 -0,9 -1,4 -1,1 -0,5 -1,1 -0,8 -1,2 -0,7 -1,4 -1,5 -0,9 -0,4 -1,2 -0,9 -0,8 -0,2 -0,9 -0,7 
-0,7 

-0,9 -1,2 -1,0 

Finland -0,6 -0,4 0,5 0,2 -0,4 -0,1 0,6 0,7 -0,5 -0,1 0,5 0,9 0,0 -0,2 -0,2 -0,2 0,5 1,0 -0,6 -0,8 -0,3 -0,3 
-0,3 

0,0 0,1 0,2 

Sweden -0,4 -0,5 0,1 -0,4 -0,5 -0,1 1,6 0,9 -0,5 -0,2 -0,2 -0,1 0,2 0,2 0,7 0,8 0,7 0,8 -1,3 -1,0 -0,6 -0,6 
-0,6 

0,1 0,3 0,2 

United Kingdom -0,5 -1,0 0,3 -0,1 0,7 0,9 0,5 0,8 0,4 0,4 -0,6 -0,9 1,0 1,1 0,5 0,0 1,4 1,7 1,5 0,8 1,1 1,0 

 

1,0 1,6 0,9 1,0 

Legend: 1 = Food and non-alcoholic beverages, 2 = Alcoholic beverages, tobacco and narcotics, 3 = Clothing and footwear, 4 = Housing, water, electricity, gas and other fuels, 5 = 

Furnishings, household equipment and routine maintenance of the house, 6 = Health, 7 = Transport, 8 = Communications, 9 = Recreation and culture, 10 = Education, 11 = 

Restaurants and hotels, 12 = Miscellaneous goods and services, 13 = Total consumption. 

*Note: Greece 2000 (Data unavailable for period 1996-1998); Romania 1998 (Data unavailable for 1996 and 1997); Bulgaria 2005 (Data unavailable for 2006 and 2007); Portugal 

2006 (Data unavailable for 2007). Source: Analysis based on data fromwww.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home, access on 20/06/2011.

http://www.epp.eurostat.ec.europa.eu/portal/page/portal/eurostat/home
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According to Z-score indicators, Latvia shows the highest degree of convergence, having 

achieved a decrease or increase in the Z-score in as many as ten out of twelve consumption 

categories in the 1996-2007 period, in the sense that it came closer to the 0 value and thus 

decreased its deviation from the average value. Estonia, Austria and Slovenia approached the 

Z-score zero value in nine out of twelve observed consumption categories in the 1992-2007 

period. Within these values, all the four countries decreased their Z-score in four consumption 

categories, as follows: clothing and footwear, health, transport and communications. By the 

intensity of convergence within product categories measured by Z-score, they are followed by 

Lithuania, Malta and Slovakia, which registered the Z-score value approach to zero in eight 

categories, and Belgium, with a decrease in Z-score distance from zero in seven consumption 

categories. Bulgaria, Spain, Luxembourg and Sweden are countries with prominent 

convergence in six consumption categories, and Germany and Finland in five consumption 

categories. 

Consumer convergence indicators indicate that different consumption categories in 

EU-27 countries register different convergence intensities. Opportunities for creating a 

regional marketing concept are far greater in markets that register a higher degree of 

convergence and vice versa. In such markets, besides the income conversion, a wider spread 

cultural convergence can be found. On the other hand, in consumption categories where 

cultural factors have not converged, the achieved convergence of income factor results in the 

divergence of consumers and their consumption preferences. Essentially, it is easy to observe 

that food and beverages, as well as education are under strong influence of cultural factors, 

and that income convergence will have weaker effects on the convergence of consumers, their 

behavior and purchasing preferences. 

 

5. CONCLUSION 

 

Thus, the topic of the paper is research into consumption convergence in EU-27 countries. 

Convergence is viewed as a process which decreases differences between consumption levels 

in individual countries compared to the average. The research proved the main research 

hypothesis. Consumption convergence is very prominent, with the evident growth dynamics. 

From 1996 up to 2000 a decrease in consumption convergence was registered. An increase 

started in 2000, and the coefficient of variation decreases from 0.40 in 1996 and 0.42 in 2000 

to 0.39 in 2002, 0.35 in 2005 and to 0.31 in 2007. 

The research also proved the first accessory hypothesis, which has implications on 

various possibilities of creating an international marketing concept within individual 

consumption categories. Individual consumption categories register different convergence. It 

can be deduced that the highest σ-convergence in consumer behavior in the EU-27 countries 

over the 1996-2007 period were registered by household expenditures pertaining to 

communications (CoV decrease by 20%), expenditures on furnishings, household equipment 

and routine maintenance of the house (CoV decrease by 18%). 

The lowest convergence was registered by expenditures on health, transport, and 

restaurants and hotels, where the decrease in coefficient of variation was lower than 10%. 

Findings obtained using the σ-convergence method was confirmed, for each individual 

product and service category using the absolute β-convergence method, which once again 

confirms that the hypothesis has been proved. Research results lead to the conclusion that 

convergence at the consumption categories is far higher than the convergence at the country 

level. Certain types of products showed a particularly high convergence. It shows that 

individual product markets are differently exposed to convergence and therefore offer various 

possibilities for creating standardized concepts, primarily the regional concept of international 

marketing. 
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Empirical confirmation of the convergence research based on consumption 

expenditures (primarily the economic aspect), as well as the evident, intensive process of EU 

member-countries’ integration in political, legal, technological, social, even cultural sense 

makes up a promising foundation for developing and implementing the (pan)European 

marketing concept, which proves the second accessory hypothesis. In other words, consumer 

needs convergence is present and is growing over time. Naturally, this should not be 

understood as a possibility to reach the universal convergence. Consumer needs convergence 

does exist, but ways of satisfying consumer needs are diverse, since their preferences are 

different. It actually opens opportunities for regional segmentation, i.e. market classification 

into homogenous segments, though as a cross-national, regional (European) level. 

The research has empirically confirmed that convergence is an irrefutable process, and 

companies that are aware of this achieve better performance than others. This finding leads to 

two conclusions. First, companies’ marketing department should continuously study and take 

into account the convergence process when designing business strategy. Secondly, 

convergence does not have to be absolute. One can always single out certain segments at a 

cross-national level as a basis for designing a standardized international marketing concept. In 

other words, the obtained findings can serve as a basis for defining an international marketing 

concept for entering the EU-27 countries’ market, in terms of the possibility to use the 

regional marketing concept for companies oriented to this market. Actually, even when the 

EU-27 market is fairly heterogeneous, certain countries or product or service categories can 

be singled out as a fairly homogenous segment that allows the development of the 

standardized type of regional marketing. 

   The basic limitation we encountered during our research is the use of exclusively secondary 

data. The second limitation pertains to the fact that there is no single method for measuring 

convergence, and therefore the identification and evaluation had to be made by combining a 

few methods. The third limitation includes a certain lack of data within statistical bases, 

which decreased the measurement accuracy. 

   With respect to recommendations for future studies, we believe that it would be interesting 

to conduct a similar research within other regional integrations. There is also a need for 

continued research, in order to monitor the process evolution due to its nature and 

implications. 
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Abstract 

 

During the last four decades the world has witnessed a seismic shift in the economy. 

Emergence two of the most populated countries in the world – China and India – brought 

plenty of implications into economic system and turned the landscape of once one-polar-

world into a multi-polar world with growing interdependences.  

 

Economic upheaval of 1990s that occurred in Asia changed economic order that had 

prevailed, attributing to a growing influence of newly emerging countries and to a less 

dominant role of the leading economic superpower, USA. Recent study of Subramanian 

(2011) shows that the most dominant world economy in 2030 could be China, while study of 

Asian development bank (2011) indicates Asian leading role in world economy until 2050. 

Also, the global recession 2007-2009 showed that these nations were more resilient to the 

effects of economic downturn and spent less time to generate economic recovery. What 

makes economic performance of these countries so impressive is mainly their ability to 

sustain high growth rates for the last 40 years which is unprecedented in economic history. 

Narrowing economic gap between high – performing developing economies and developed 

economies, which is expected to happen in the near future, would shift these economies from 

middle income to high income countries. This, in turn, will bring as much challenges as 

benefits to ordinary people in developing countries and political structures as well. Rising of 

emerging economies, especially China implies need for a greater participation of these 

countries in the world economic institutions and more involvements in issues of global 

concerns. 

 

This paper analyses the concept of economic dominance introducing the index of economic 

dominance as indicator of economic power of nations. Paper explores past, present and future 

prospects of today`s world leading economies. We rely on qualitative comparative analysis 

supported with the data of International Monetary Fund, World Trade Organization, Asian 

Development Bank and other relevant sources. The analysis should bring out giving 

recommendations and identify challenges facing the world economy in upcoming decades.   

 

Keywords: economic dominance, index of economic dominance, Asian century 

JEL classification: F50, O5. 
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1. Introduction 

The last decades had been characterized with significant changes in the global economy. 

China, poor and underdeveloped country only a half-century ago, became the second largest 

world economy surpassing Japan which held that position for almost four decades. Several 

months later, Brazil overtook Britain and became the sixth largest world economy. However, 

the progress of Chinese (or Brazilian) economy is not accidental. For the last four decades, 

China witnessed the most comprehensive reforms in economic history which, once isolated 

and impoverished country pulled out on the top of the world, lifting millions out of poverty 

and making China an actor of dominant influence on international affairs. 

China is only a part of the puzzle of economic prosperity that occurred in the so-called 

Third World coutries. The success that developing countries achieved became subject of a 

number of analysis and speculation forging creation of some new terms that would adequately 

define these countries: “emerging countries”, “fast-growing economies”, “economic 

miracles”, “growth markets”, “high performing countries” etc. All this has triggered 

numerous assessments and predictions trying to envisage when “miraculous economies” will 

overtake developed ones and “unreachable” USA. One of the most famous papers on this 

topic was a study of Jim O `Neill (2001). In his paper the author has coined the acronym 

“BRIC” labeling those countries he believed will dominate world economy in upcoming years 

– Brazil, Russia, India and China. These countries, it is believed, because of its abundant 

human, natural and other resources, rich history and civilization, have great potentials to be 

drivers of the new world order. However, today when these countries are already taking over 

their (deserved) position on the global stage, a new group of countries ascent and follow their 

path – TIMBA
13

, N-11
14

, 3G
15

, E-7
16

 and many others. 

It is worth to point out that the growing economic power of these countries is often 

accompanied by greater political influence and interference in the process of global decision-

making. Their voices in international institutions are becoming louder and it is increasingly 

difficult to omit them in solving key problems of the world economy and politics in the 21
st
 

century. In this sense, the question is being raised about limits and growth opportunities of 

emerging economies in reaching output levels that would threaten the dominant position of 

the U.S. economy in the world. 

In his article in the Foreign Affairs, Joseph Nye (2010) argues that every century had 

the forerunner country which had a dominant influence on economic and political events in 

the world. While the 16
th

 century was dominated by Spain, the 17
th

 by Netherlands, 18
th

 by 

France, 19
th

 by Britain, 20
th

 by the United States - the issue of the 21
st
 century leader is still 

not clear. Overstretched and diluted role of the United States followed by deteriorating 

economic performance on one hand, and indifference of emerging countries for more detailed 

management of global processes on the other hand – make us think of today’s world as one in 

which no one has power over another, i.e., no country is completely dominant in a way that it 

occured in the late 19
th

 century (Britain) or at the end of World War II (United States). It 

seems that today's world is “more multi-polar but less multilateral” as Patrick (2010) argues, 

because with diluting and expanding economic power to more countries the global decision-

making process becomes harder and more complicated to manage. Nye (2010) sees a greater 

threat to the global economy in dilution/diffusion of power than in a possible transition of 

power from the advanced capitalist countries to the emerging (not so capitalist) ones. 

                                                 
13 TIMBI: Turkey, India, Mexico, Brazil, Indonesia 
14 The Next – 11: Bangladesh, Egypt, Indonesia, Iran, Mexico, Nigeria, Pakistan, Philippines, South Korea, 

Vietnam and Turkey 
15 3G: Bangladesh, PR China, India, Indonesia, Iraq,  Mongolia, Philippines, Sri Lanka and Vietnam. 
16 Emerging 7: China, India, Brazil, Russia, Mexico, Turkey, Indonesia 
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A transition of power from "anemic West" to "dynamic East" (Zakaria, 2008) was, 

according to most of scientists, an inevitable and irreversible consequence of development in 

the 21
st
 century. The return of Asia on the world scene marked this century; consequently, 

some have already called it as “Asian Century” (ADB, 2011; Nair, 2011; El – Erian, 2011). In 

1750, Asia accounted for more than half of the world population and gross domestic product, 

but after Industrial revolution its share in world product droped to only 20%, in 1970s to less 

than 15% (Maddison, 2006). Today, Asia accounts about 60% of the world population and 

around a quarter of the world production (only developing Asia accounts about 28% of global 

product in PPP), and estimates are that over the next four decades this share will double 

(ADB, 2011). Uniqueness of Asian continent is that it has two most populated countries in the 

world which potentials have not yet been exhausted. Recent research Rahbari and Buiter 

(2011) includes nine Asian countries among which eleven are considered as generators of the 

future global growth (Global Growth Generators), Goldstone (2011) in his TIMBA group 

includes two Asian countries out of 5, and O `Neill (2011) in its Next - 11 places seven Asian 

countries. All this indicates that age of Asian countries is yet to come, and that we ought 

closely to monitor development in these countries which are expecting to be creators of global 

rules in the near future. Will it be possible to realize and to what extent the optimistic 

prediction of Asian Development Bank`s realization of “Asian century”, remains to be seen. 

The outcomes will be affected by behavior of today's leaders of the world economy, U.S. and 

EU, and their willingness and determination to deal with current problems in their domestic 

markets. 

This paper is structured as follows. After short introduction, in second section we provide 

theoretical review of economic dominance and influence in international settings. In this 

sense, we expose economic aspects of dominance by explaining the index of economic 

dominance constructed by Subramanian (2011). Also, we consider political aspects of 

domination through establishment of international summits and changing structure of steering 

committees. In the third section, we analyse empirical data of global change. The fourth 

section investigates future of economic supremacy and challenges ahead while in the fifth 

section concluding remarks are given.  

 

2. Influence and dominance  – key concepts 

„Gentlemen, the foreigners are trying to screw us, but I intend to screw them first.“ 

John Connally, former US Treasury Secretary 

 

Defining influence and dominance is not an easy task. Influence is subject`s ability to affect 

outcomes of actions or decisions, whereas the dominance is a feature of the subject whose 

position is beyond others, i.e., who is supreme over others. In core essence, power and 

dominance are concepts that are intertwined, one leading to another and vice versa. The 

power to influence events in the wider environment makes one dominant, on one hand, while, 

on the other hand, the dominance enables one to enforce its will beyond its own sovereignty. 

For this reason, the concepts of influence and dominance in this paper will intertwine in a way 

that by dominance we mean a state of the subject, in this case of a specific country, while 

influence will reflect the feature of dominant country to fulfill its goals and interests outside 

of national sovereignty. 

In its wider context, dominance means the ability of country not to do what others want it 

to do and to force other countries to do what they normally would not do. Kagan (2008) 

argues that countries tend to attain power in order to achieve their own interests or to 

influence the actions of other countries or to insult their own actions from external influences. 

The concept of power is one of the most difficult and controversial issue of political science, 
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given the complexity and multidimensionality of underlying concepts. For this reason, too 

narrow and limited definition of dominance can be unhelpful and meaningless. However, we 

use Dahl`s definition of power of influence as “the ability to induce another party to do 

something it would not otherwise do” (given in Subramanian, 2011). The main factor shaping 

the status of great power is economy (Subramanian, 2011). Between the hard power and soft 

power, economics serves as dividing line. Economics is, generally, a building block of 

dominance. Subramanian (2011) identifies four aspects of economic dominance and power: 

 First, the dominant power uses economic means to achieve non-economic objectives 

 Second, the dominant power uses its influence, not against the smaller countries, but 

against ones that threaten its position of superpower 

 Third, the use of economic power is aimed mostly at fulfilling national interests, rather 

than to changing the rules of the system 

 Fourth, the dominant power often uses "carrots and sticks" to influence the outcome of the 

action 

 

One important dimension of dominant power is the fact that a country in power uses not 

only benefits but also penalties and incentives toward other countries which it wants to 

behave in accordance with its directives. Hofbauer et al (2007) states that “carrot-based” 

dominance probably has a greater legitimacy than “stick-based” dominance. In this sense, we 

can consider different positions of the two leading superpowers, USA and China. From World 

War II onward, USA alone or in concert with other countries used nearly 70% of economic 

sanctions or threats with their introduction in order to achieve its foreign policy objectives 

(Hofbauer et al, 2007). On the other hand, China, as the upcoming superpower and one 

contending dominant status of USA, is more focused on stimulating and giving incentives to 

the countries which certain actions or decisions is expecting. China is now the leading 

investor in the African and Latin American continent, and with its generous financial 

resources and investments in infrastructure of developing countries, it managed to manipulate 

closing of the Taiwanese Embassies in these countries but also to obtain the necessary raw 

materials for its ever-growing economy. 

 

Economic dominance is usually manifested in the political sphere of influence in a way 

that the country that dominates the world economy gets bigger voice to influence decisions 

made by international institutions. In this sense, the voting rights in international institutions 

are often determined by economic performance of member countries. Participation in certain 

groups is determined by the economic status of the country in global terms. In recent decades 

we have witnessed a change in the relations between leading countries reflecting an 

imperative to include the emerging economic powerhouses in the G – steering committees, so, 

instead of G7 group of (once) the most developed countries we have seen an increasing 

emphasis on G20 or G24, groups that include countries that have had remarkable economic 

performance in recent decades. Economically dominant countries also influence an 

appointment of personnel on the leading positions in international institutions, through which 

they, then, tempt to influence the decisions consistent with their own interests. Although 

today is interest similarity more determining membership of some important groups, there is a 

tendency and also increasing pressure to restructure positions in key international institutions, 

and generally giving fast-growing developing countries a greater voice and appointments of 

executives of international institutions as well. 

 

Countries with dominant status in international institutions (which is usually manifested 

through the power of veto in decision making) exploit their position in order to change the 

rules of the game. On one occasion, Lawrence Summers said that brettonwoods institutions, 
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especially the IMF, have done more to promote U.S. trade and investment agenda than a 

decade of bilateral and regional arrangements. It is this ability to influence and impose rules 

of the game that allows a dominant power to “shape the world” of its own. However, the 

emergence of new forces seemed to left less and less influence to only one specific country, 

namely, that there is diluting and dispersion of economic power to more than one country. By 

and large, this means that the modern world can no longer be characterized as one-polar, but 

multi-polar, consisting of two or three polars of power. Widening of scope of countries 

competing for dominant power status imply a need for greater international cooperation and 

mutual understanding. This, in essence, means that no individual force in the future will be 

able to exercise power arbitrarily and without consultation with other countries. Although the 

dominance, in its semantic sense, means superiority over others, in the near future it is likely 

that we will witness an emergence of some kind of “dominant blocs” that will consist of two 

or three leading economic powers, each one pretending for the status of the predominant one. 

 

2.1.  Measuring economic dominance 

Although complexity and multidimensionality of the concept of dominant power makes 

difficult to measure "dominance" of a country, in this paper we present the index of economic 

dominance, recently developed by Subramanian (2011). 

 

Index of economic dominance is, in fact, the country`s share of global economic power. 

According to Subramanian (2011) it includes six determinants: economic wealth and 

resources, fiscal strength, military strength, trade, finance and currency status. Since fiscal and 

military strength, as well as the currency status, is largely dependent on economic 

performance, so are these determinants abstracted. So, ultimately, the index of economic 

dominance is determined by: 

 First, economic wealth and resources presented as country's share in world gross 

domestic product, calculated half in current US dollars and half in purchasing power 

parity; 

 Second, trade, measured as sum of exports and imports and expressed as a share of 

world trade, 

 Third, external financial strength (net creditor status), expressed as a cumulative 

current account balance as country`s share in world's cumulative current account 

balance. 

 

The index of economic dominance is expressed in following equation (Subramanian, 

2011): 

 

 
 

Where i
IED

 stands for index of economic dominance as a share of world economic power;  

i
GDP 

as a share in world gross domestic product (average of GDP in dollar and purchasing power 

parity); i
TR 

as a country`s share in world trade, and  i
CR 

as a country`s share in net capital exports 

(creditor/debtor status). Values of α denote weights allocated to each of the determinants of 

economic power. Subramanian (2011) uses two groups of weights: IMF weights
17

 derived from 

IMF formula of voting power and “reserve currency” weights
18

. 

                                                 
17 IMF weights: 0.6 for GDP, 0.35 for trade, and .05 for creditor/debtor status 
18 “Reserve currency” weights: 0.6 for trade, 0.35 for GDP (divided equally between market-based and PPP 

exchange rate measures), and .05 for net creditor status 
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      Higher the share country has in world GDP, world trade and greater creditor status 

indicates bigger share of world economic power. On the other hand, a smaller share of world 

GDP, of world trade and debtor status of net capital flows makes a country less "powerful". 

 

           After we introduced the index of economic dominance, we will attribute index values 

for selected countries, emphasizing those that once dominated world economy and analyze 

changes that have occurred in the last few decades. 

 

3. The World Stage Restructuring 

The last decades have marked major changes on economic stage. In a rather short time, there 

has been a huge progress by some developing countries which, as a result of combination of 

good policies and stable political environment, have managed to maintain high growth rates 

over a longer period. As we noted in previous section, moving up the economic ladder has 

resulted in greater participation in global processes and decision-making, so these countries 

are also seeking their share in designing global rules. 

 

In his famous work, Kuhn (1947) pointed out that replacing of the ruling paradigm 

occurs when the current one is not able to respond to present demands and needs. Every crisis, 

argues Kuhn, is ending with emergence of a new candidate for the ruling paradigm and its 

struggle for supremacy. In this context, we can observe the changes that have taken place on 

the world scene in the last 30 or forty years. Crisis of capitalism, since the Great Depression 

onwards, and increasingly frequent financial crises have become immanent to economic 

system, making it fragile and volatile. On the other hand, in response to the failure of 

neoliberal capitalism a series of hybrid capitalist systems have developed promoting state 

control in order to subdue the “evil market forces”, while at the same time liberalization of 

global flows of goods and capital occured. It turned out that countries that used the 

"interventionist liberalization", as Subramanian (2011) coined it, had a much better economic 

performance and experienced unprecedented progress in economic history. The group of 

countries that were engines of economic growth in recent decades is led by China, followed 

by other countries in the East and Southeast Asia, Brazil, India, Russia, Mexico, Turkey, 

South Africa and others. Yet, of all countries that are listed in various groupings, in this paper 

we focus on China, since the intensity of economic progress and uniqueness of the country 

itself – its size, population, long tradition and civilization, and, of course, given its capabilities 

to emerge as a leading economic powerhouse. The reason why we focus on China for our 

analysis can be seen from the following chart. We combined output of countries which, listed 

by different authors previously discussed, could drive the world economy in the coming years, 

and what we see from the attached is that China has already moved far away from the “rest of 

the group” in the value of GDP in current dollars and is currently the only true candidate for 

the position of the dominant economic power. 
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Figure 1: GDP in selected countries (billions of current dollars) 

 

 
Source: IMF Database (2012). 

 

3.1.  Emergence of China 

China is the greatest story of our time – from poor and closed country it managed to grow into 

economic superpower, lifting hundreds of millions of people out of poverty and becoming 

indispensable actor in international affairs – all in a relatively short period. The 

transformation of China and reforms implemented under the baton of Deng Xiaoping were 

carefully structured and gradually and pragmaticly being passed on. However, in this paper, 

we do not deal with concrete policies of the Chinese government but aim to show the results 

of China's reforms and what it meant for ongoing relations. The transformation of the Chinese 

economy will be presented through changes in GDP, trade relations and capital flows – 

measures we already specified as determinants of economic dominance. 

The most obvious indicator of China's success is rapid growth of gross domestic 

product. As we can see in the following chart, Chinese GDP reached its peak just before the 

Industrial Revolution in Europe – about 32% of global GDP, however, since the industrial 

revolution, the share of GDP has steadily declined reflecting a policy of isolation and self – 

relying development that China pursued in that time. Nevertheless, since 1970s onwards, 

Chinese GDP is growing steadily and in 2010 had a share of nearly 17.4% of global GDP 

measured in PPP dollars, and 9.4% measured in current dollars (IMF, WEO 2011). 

 

Figure 2: Share of world GDP 1500 – 2010 

 
Source: Maddison (2006). Data for 2010 are used from Economy Watch website 
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After entering the World Trade Organization, a significant acceleration of GDP 

growth occurred from 2000 to 2010 when its value increased fivefold, while in the same 

period U.S. GDP increased by only 1,5 times, and the Japanese by 1,1 times. All this resulted 

in narrowing the gap between China and the leading economic powers – the United States and 

Japan, which, ultimately, led to overtaking Japan by China in mid-2010. 

 

Figure 3: GDP in selected countries (in billions of current dollars) 

 

 
Source: IMF Database (2012) 

 

Today, Chinese GDP is about 40% of the U.S. and, according to IMF projections, will 

increase to 60% of the U.S. till 2015 and eventually overtake the U.S. around 2027, assuming 

that China continues to growth at least 7.5% per year. Britain, the hegemon of the 19
th

 

century, today accounts for 38% of Chinese GDP, and till 2015 the gap will increase to about 

28% of Chinese GDP expressed in current dollars, with a tendency to deepen even futher due 

to slower expected growth in Europe. Although it is sometimes ungrateful to compare 

economies of China and, say, Britain or France, given the size of the economy and population, 

however, we must not forget that only 20 years ago UK economy was 2.5 times higher than 

China's. All mentioned points us the dynamics of changes in the global economy and 

following restructuring on the world stage. 

 

Tabel 1: Top 10 countries by GDP in current dollars – 1990, 2000 and 2010 (in billions) 

 
 1990 2000 2010 

1 United States 5.800.525 United States 9.951.475 United States 14.526.550 

2 Japan 3.058.038 Japan 4.667.448 China 5.878.257 

3 Germany 1.547.026 Germany 1.891.934 Japan 5.458.797 

4 France 1.247.982 United Kingdom 1.480.527 Germany 3.286.451 

5 Italy 1.135.543 France 1.331.868 France 2.562.742 

6 United Kingdom 1.017.792 China 1.198.478 United Kingdom 2.250.209 

7 Canada 582.735 Italy 1.100.563 Brazil 2.090.314 

8 Spain 520.709 Canada 724.914 Italy 2.055.114 

9 Brazil 507.784 Mexico 671.929 India 1.631.970 

10 China 390.278 Brazil 642.418 Canada 1.577.040 

Source: IMF Database (2012) 
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However, if we look the gross domestic product measured in purchasing power parity, 

then the picture looks much different in this respect, and Chinese GDP is already very close to 

U.S., with a tendency reaching it about 2016. Values, expressed in PPP make Chinese 

economy even bigger regarding lower living standards and the fact that one U.S. dollar can 

buy more in China than in western industrialized countries. Although the situation is now 

changing slowly and appeared to be expanding layer of rich Chinese people, whose growing 

demand made pressure on prices, however, China is still a middle-income country with 

considerable share of poor people and there is still room for improvement and growth. 

 

Figure 4: GDP based on PPP, share of world 

 
Source: IMF Database (2012) 

 

Another indicator we will analyze is trade. Shortly after the World War II, China's 

share in total world exports amounted to just over 1%, while in 2010 this share jumped to 

10.6%. However, what draws attention is the speed with which China is being involving in 

the global flows. The WTO statistics report that the percentage growth in Chinese exports and 

imports in 2010 was greater than 30%. China is currently the second world trader (9.7% 

share) with less than 1 percent point behind the leader, the United States (10.6% share). It is 

the world's largest exporter and second largest importer. However, if trends continue in this 

direction, position of the world's largest importer and trader will soon be taken over from the 

United States. 

 

Figure 5: WTO members share in world merchandise trade, 2010 

 
Source: WTO Statistics (2011) 
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It is important to emphasize that the modern Chinese trade is not primarily related to 

low-tech and labor-intensive products, as it was the case in the very beginning of its 

development. Today, China is the world's leading manufacturer and exporter of 

telecommunication equipment (ahead of the EU in 2011), there is a significant increase in 

Chinese exports of integrated circuits (57% growth), export of building construction (53%), 

exports of commercial services (32%), exports of transportation services (45%) but also it is a 

leading country by investing in green technologies. All these data indicate that China is 

rapidly moving up the technological ladder and becomes an equal competitor to developed 

countries. China`s most important trading partner is the European Union with a share of 17% 

of total trade, followed by the United States with 13.6%, while it is also the largest exporter to 

the EU and the second largest in the United States. 

 

Finally, a third indicator of economic dominance, according to Subramanian (2011), is 

net creditor status, expressed through state of current account balance. Having a debtor or 

creditor status signals country`s bargaining power in the world economy. Countries that have 

creditor status have greater autonomy in conducting its economic policy and a greater impact 

on decision-making. Creditor status also enables country to “force” debtor countries to meet 

certain conditions or making concessions that are consistent with its own interests. On the 

other hand, debtor countries are often bounded by interests and needs of its creditors. 

 

Figure 6: Current account balance in selected countries 1980 – 2015 

 

 
Source: IMF Database (2012) 

 

As a country that led export-oriented development strategy, China had a positive 

current account balance for decades, starting from 11 billion $ in 1990 and increasing to 746 

billion $ in 2011, precisely, multiplied by 68 times. Surplus in trade with foreign countries 

enabled China a greater freedom in managing development process and independence from 

foreign funds. Surpluses generated in trade, China has mainly accumulated in foreign 

reserves, which in the mid-2011 amounted more than 3 trillion U.S. dollars and it is the 

highest in the world (Japan is the second with about 1.1 trillion U.S. dollars). 
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Figure 7: China`s foreign exchange reserves minus gold 1978 – 2011(in billions of US$) 

 

 
Source: State Administration of Foreign Exchange, People's Republic of China and the 

People's Bank of China (2012) 

Exchange reserves serve also as an instrument to mitigate and overcome the crisis. 

Taught by the experience of the Asian financial crisis of late 1990's, China has built up 

reserves in order to be able to stimulate the domestic economy inspite of unfavourable 

external environment, and also to mitigate the effects of the crisis on the domestic industry. 

             Ultimately, we can conclude that China's economy has experienced great progress in 

recent decades in all determinants of the index of economic dominance becoming a true rival 

to America's economic dominance, and a serious pretender to dislodge it as world's leading 

superpower. 

 

3.2.  Calculating economic dominance 

Every century has had its forerunner. While 16
th

 century world was dominated by 

Spain, 17
th

 by Netherlands, 18
th

 by France, 19
th

 by Britain, the 20
th

 century was dominated by 

United States. However, issue of dominant power of the 21
st
 century has not yet been solved. 

Rapid growth in China has prompted many to estimate the year when China will overtake 

U.S. in GDP values and become world number one. Subramanian (2011) calculations indicate 

that China will have dominant role in global economy in 2030 with 18% share in global 

economic power, compared to 10.1% share of U.S. and 6.3% share of India. Comparing with 

status of Britain during the Industrial Revolution, the United States after World War II, 

Subramanian (2011) concludes that dominance of China will be much more comprehensive 

and immediate. Also, his estimates are that dominance in trade is likely to be followed with 

currency dominance, if China meets the necessary conditions – liberalization of its capital 

account and removal of controls in the financial sector – which would, it is believed, lead to 

strengthening renmimbi`s position in the global financial system. 

The current dominant economy, the United States, is expecting to have about 10% share in 

global economic power, which represents a significant drop from 1973 when it reached 18.6%. 

Among three leading countries in 2030, there is no Britain, the former superpower, nor any 

European country. These and similar forecasts raise fear in Western societies, between economists 

and journalists, who percieve future dominance of nondemocratic regimes as a danger to the world 

economic system. However, most of them usually forget that it is in the interests of these countries 

to preserve free global market because, by virtue of liberalization and globalization, China and India 

managed to exploit their developments potential. 
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Let's look at the index value for the current largest economy in the next three decades 

– China, U.S. and EU. We see that for 2010 the highest values of the index were for EU – 27, 

then for United States and China. However, in the next decade it is predicted that China will 

overtake both U.S. and EU. If we look carefully at the figures we notice that the index value 

for U.S. and EU are declining after 2010 and forecast is that till 2030 will be lower than 

today's index of China. Declining of US and EU`s share of economic power will only partly 

be the result of the growing economic power of China but also of growth of other countries 

like India, Brazil, Mexico, Indonesia, Russia, etc. 

 

Figure 9: Index of economic dominance for selected countries – 2010, 2020, 2030 

 

 
 

Source: Subramanian (2011) 

 

When discussing prognosis and “takeovers” one should bear in mind that certain 

conditions must be met to achieve the projected scenario. In order to achieve projected index 

for 2030, it is necessary to maintain growth rates during the period 2010 – 2030: 7.2% for 

China, 2.5% for U.S.and 10.4% for India. Also, the underlying assumption is that the share of 

trade for U.S., EU and the United Kingdom would decline, while share of China, India and 

other fast growing economies would grow
19

. 

However, the issue remains open about what will happen if the projected rate of 

growth does not materialize, what will happen with the index of economic dominance and 

whether there will be changes in relations between major powers. Subramanian (2011) 

considers two scenarios: first, when U.S. manages to achieve a higher growth rate than 

projected – 3.5%, second, when China fails to achieve the given growth rate, and third when 

China surpasses projected rates. The result of analysis is as follows. In the first scenario, 

despite the higher growth in the U.S., China regains its dominant position till 2030, only with 

the exception that now the difference between the U.S. and China is narrowed. In scenario 

when growth collapse occure in China (growth rate of 5.5%) and optimistic growth in the 

U.S. (3.5%), China is, again, overtaking U.S. becoming the dominant economy. Finally, third 

scenario, where China's growth exceeds expectations (greater than 7%), China's dominance 

becomes more pronounced than projected. However, it can be concluded that, regardless of 

the projections in the developed countries, seems that in each case China becomes leading 

world economy in upcoming decades. In other words, that means that issue of achieving 

economic dominance is more about China`s success than loss of dominance by Western 

countries (Subramanian, 2011). The only question that remained unclear is at what level will 

                                                 
19 China`s share in world trade is expected to grow from 9.7 to 15%, while US`s is expected to decline from 10.6 

to 7.3%, and EU`s from 9.3 to 7% 
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China achieve economic dominance – whether at the level of U.S. domination in the 1970s (if 

reached a lower growth rate of 7%) or at the peak of American economic power in the 1950s 

(if fulffiled projections of minimum 7% growth over the next two decades). 

In some estimates a higher growth rate of China, India and other rapidly growing 

countries is expected, which, then shorthens period of catching up and surpassing the most 

developed countries. Asian Development Bank`s projection is that by 2050 China will be the 

largest world economy, Goldman Sachs believes that this will happen till  2039, while O 

`Neill forecasts 2027
 
and the analysts in The Economist believe that this could happen even 

earlier, in 2018. When and how the restructuring of world stage will take place no one can say 

with certainty, but what current analysis are showing is that whether pessimistic or optimistic 

projections materialize, the position of leading world economy will probably be overtaken by 

China. 

 

4. Future Of Economic Supremacy 

In the mid 2011, the Pew Global Attitudes survey was conducted among thousands of people 

around the world asking their opinion about which country currently dominates the global 

economy. While more than half of Chinese said they think it is the United States, and only a 

quarter it is China – on the other side of the Pacific Ocean, more than 40% of the Americans 

said they see China, and only 38% the U.S. It sounds paradoxical, but this different 

perceptions of the current distribution of power in a world between public in two superpowers 

is showing how difficult is to determine the world leader. 

The data we presented in previous chapters suggest that the assumption of the 

impending Chinese economic domination is no exaggeration and that the American citizens 

are entitled when they see China as dominant country in contemporary world. However, it 

should be noted that contributed to this attitude largely a number of analysis of American 

scholars about so-called “China threat” and dangers brought by the Chinese development 

(Kaplan, 2010; Goldstone, 2011). While some emphasize the negative effects of China's 

ascent, like Kaplan (2010), others – such as Nye (2010), Vogel (2011), Ferguson (2010) and 

many others – see it as raison d'être for improving the world economy and further strengthing 

of the global economic system. 

The fact is that declining influence of Western powers and the rise of developing 

countries led to a dilution of power in international context. Group of seven most developed 

countries, G7, was for decades the circle within which international rules and decisions of 

strategic importance for the rest of the world were made. However, while in 2000 share of G7 

in world GDP was twice as higher than that of the seven largest emerging countries, today the 

difference is only 35%. Some analysis show that the combined GDP of E7, i.e., China, India, 

Brazil, Mexico, Turkey, Russia and Indonesia, in 2019 will exceed the combined GDP of G7 

countries (PWC, 2011). That partly explains the pressure for restructuring positions on the 

negotiating table and membership in major groups as well. For that reason the former 

American president G.W. Bush organized the first summit of G20 countries inviting the 

largest emerging economies to the negotiating table and recognizing their role in shaping 

international processes. G20 countries today make up more than 80% of the world GDP and 

generate more than 80% of world trade and about 85% of global growth and are therefore 

more than the rightful world represents for creating international norms and rules. However, 

this bulking group and diversity of interests – makes it difficult to get timely and correct 

decisions that would be in everyone's interest. In that sense, some tried to initiate the creation 

of so-called G2 meetings between the U.S. and China as two world largest economies in the 

world, or even G3 between the United States, Japan and the EU as the three most advanced 

democratic countries in order to facilitate process of decision-making process.  
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The vacuum of leadership that currently exists on the global stage Roubini and 

Bremmer (2010) refer as “G – zero” world. Developed countries are currently being 

entertained with its own domestic problems. In 2012 is maturing some eight trillion dollars of 

debt, mostly in Japan (about 3 trillion $), followed by U.S. (about 2.8 trillion $), Italy (about 

420 billion $), and so on.
20

 Problems of accumulated debt will, for a while, focus the Western 

leaders towards domestic policies. On the other hand, developing countries have been for a 

long time more focused on the development of domestic economy, avoiding involment in 

problems at the international level and weren’t willing to take “too much” responsibility. That 

is why Patrick (2010) raises the issue of the difficulties of integrating rising powers and their 

unwillingness to take on global. On the other hand, the behavior of developing countries as 

“irresponsible stakeholders” is partly justified by the fact that the voting rights in most of 

international institutions are determined by country`s performance after the Second World 

War when most of today`s developing countries were rather poor and influenceless. Just as an 

example, voting rights in the International Energy Agency are based on the oil consumption in 

1974, and, hence, in its membership there are no one of the biggest consumer – China or one 

of the largest producer – Russia. It sounds ironic. If we want to assume greater responsibilities 

of developing countries in a world which they economically dominate, it is vitally to change 

the rules of international institutions and adapt them to the realities of modern economy. 

Meanwhile, they will probably behave as silent observers and be oriented towards its national 

interests. 

In this paper we gave a special emphasis to China as it seems the most serious 

candidate for the dominant power in upcoming decades as economic indicators presented in 

previous chapters are proving. However, the most optimistic forecast, one of The Economist 

(2011), is that in 2018 Chinese GDP will overtake U.S. in dollar amount; China would still 

be, compared with the U.S., a poor country. Its GDP pc would be four times smaller than the 

U.S. Recently, debate was heating over whether the dominant country can be poor one. 

Subramanian (2011) lists several reasons why dominance can not be wielded by the poor 

countries. First, poor countries are often inwardly focused in order to achieve and preserve 

social stability and higher living standards. Also, if it is poor it can not mobilize significant 

resources to exercise its dominance at the international level. In addition, leadership that is 

accompanied by dominance is only possible if it inspires followership – that is, when the 

dominant nation stands for something that requires a universal or near universal call. We are 

witnessing China`s avoiding of more involvement in solving key problems in the Middle East, 

“Arab spring”, or taking global initiatives. Dominance, in any case, is inconsistent with being 

extremely poor (Subramanian, 2011). Nevertheless, if forecasts come true and China 

overtakes U.S. in economic values, such dominance could be seen as “premature superpower” 

or “precocious superpower” as Wolf (2010) calls it. It would not be the richest one, but would 

have a significant impact on world events. 

The U.S., the dominant world economy since World War II onwards, is declining in its 

influence in the world is obvious. Ferguson (2010) believes that it is consequence of “imperial 

overstretch”, i.e., excessive and irrational extension of American power in the world which 

resulted in negative implications for American image in many countries around the world. On 

the other hand, Nye (2010) considers not overstrech but rather “domestic underreach” one to 

blame for degradation of American influence. Domestic underreach is, he says, due to 

frequent political gridlock, reduced public confidence in government institutions (in 1964 

public confidence was 75% while in 2010 totaled 61%) and preoccupation with Gulf 

countries. Also, the failure in addressing problems in past – the Korean War, the loss of North 

Vietnam, the return of leftist regimes in Latin America, the failure to dislodge Castro regime 

                                                 
20 In China 121 billions $, India 57 billions $, Russia 13 billions $. (China Daily, 2012) 
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in Cuba, tensions in relations with Arab-Muslim countries and fiasco in solving critical 

problems of the Middle East – all this is in one way tumbled American influence in the world. 

But despite of “domestic underreach” and “imperial overstretch”, Slaughter (2010) believes 

that unique American culture of openness and innovative entrepreneurship will maintain the 

United States as a pivotal place in the world. 

As far as Europe is concerned, we don`t give it much attention in our analysis. 

Nowadays, when euro area is facing serious crisis that threatens the survival of the very idea 

of fellowhip, it becomes clear that the European bloc, with all its diversity and outstanding 

issues can not be a serious competitor to the United States and China. Europe is “too busy” 

with its own turmoil and patching problems postponed since very beginning of the Union 

creation (fiscal integration, political integration). Depending how the EU pulls itself out of 

this crisis (if and when it does), we will be able to place it on our map of dominance. If the 

eurozone crisis gets resolved in a way that the EU becomes politically and economically more 

integrated, then it could, as a single entity, compete with China and the United States. 

However, this scenario is unlikely to happen and solutions being found for the current 

problems are only a temporary buffer until probably a new crisis occurs. The debt crisis was 

followed by the crisis of very idea of unified Europe what led to degradation of the European 

image and influence in the rest of the world and on continent as well. Recently, downgrading 

of credit ratings of the European countries from Standard and Poors echoed in the world 

sending negative message to potential investors from emerging markets. They aren’t willing 

to buy more bonds from “problematic” European countries. Germany remained the only 

country with a triple A rating and positive outlook in future. In such circumstances, we can 

not count on the European Union as a capable actor who can challenge China's dominance. 

Finally, we can only note that the future of economic supremacy is still uncertain. 

What is clear is that in the near future we will not have any hegemon the world has witnessed 

in 19
th

 or 20
th

 century. The power and influence will be dispersed; the world will be more 

interdependent and interconnected. Given that the most serious candidates for the dominant 

economy in upcoming decades are faced with growing domestic challenges and threats, it is in 

interest of all parties to maintain a stable and orderly international economic system. The U.S. 

has to tackle growing problem of indebtedness and dependence on Chinese purchases of U.S. 

Treasury securities. Europe must resolve differences in understanding of integration and unity 

among its members. China must continue its economic growth to maintain social stability in 

this populous country. Achieving that requires favorable international conditions – without 

new international conflict, protectionism and sudden changes in supply of inputs. Although 

tensions are still high, given the events in Hormuz Strait and the revolt that is happening in 

the Arab world, it perceives optimistism that common sense will prevail and the need to 

maintain a stable economic system. The interests of the leading countries in the world 

“converge” as Chinese President Hu Jintao said it in his recent visit to the United States, and 

therefore all parties must do its best to keep the world stable and safe place for future 

generations. 

Changes in the global arena are inevitable. These include the need to restructure 

distribution of power of key institutions and transfering more voting power to high perfoming 

developing countries. This would give them a sense of global importance and participation in 

international processes. The United States or its citizens should not be afraid of growing 

Chinese influence. History of Chinese culture and civilization teaches us that the Chinese 

empire, unlike American and British, has never sought conflict and imperialism. The Chinese 

government repeats its commitment to policy of „peaceful rise“and tends to present China as 

a “large, successful, yet amicable country” as defined by Mao Tse-tung. Enhancing 

“convergence of interests” will produce a greater mutual understanding and cooperation 

among leading world powers. 
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5. Concluding Remarks 

In this paper we have attempted to explain the concept of economic dominance and 

introduced index that ranks countries on a global map of economic power. We presented the 

most important changes that have taken place in the world economy in recent decades – 

emergence of new countries on the economic scene accompanied by decline in economic 

power of the Western countries. Particular emphasis was given to analysis of changes in 

Chinese economy since we see China as the only serious candidate who can compete with the 

U.S. economic dominance. We have seen that the changes that have occurred in China in 

recent decades produced unprecedented economic performance which resulted in 

strengthening of China's position in the world. In our analysis we bypassed more detailed 

review of Europe regarding of its severe internal problems that hinder greater involvement of 

the European Union on the global stage and reduce its power to influence. 

Developed countries are struggling with its debt problems. Total U.S. debt exceeded 

56 trillion U.S. dollars, of which public debt in January 2012 amounted to slightly more than 

15 trillion U.S. dollars or about 102% of the U.S. gross national product. EU public debt 

amounts less than 10 trillion U.S. dollars or about 80% of national output in the EU27 and 

85% in euro area countries. Chinese public debt is estimated at 18.9% (CIA, 2012) or 33.8% 

according to IMF data. Problems in domestic markets will force U.S. and EU to focus more 

inward, which could allow China to take advantage of upcoming challenges. Of course, 

provided that there is no political instability in China itself or in countries of its strategic 

importance. 

Preoccupation of Western and Eastern countries with solving own domestic problems, 

brings process of decision-making about global issues to the “edge of chaos” (Ferguson, 

2010). Adoption of relevant and timely decisions becomes more difficult because the 

negotiating table continues to expand. As Roubini and Bremmer (2011) said, when a country 

becomes a member of G – group, it is hard to throw it out even though its economic and 

political power is eroded – like Italy, Spain and other countries. It will be a huge challenge to 

deal with all-growing international institutional architecture and manage future challenges in 

the right time and in the right way. 

“Power is not good or bad per se. Too much power has often proved to be a curse when it 

leads to overconfidence and inappropriate strategies“(Slaughter, 2009). Perhaps, in coming 

decades we will witness phenomenom of "easternization" instead of "westernization" (O 

`Neill, 2011). The world does not need to have fear of growing and more powerful East, even 

if only for the fact that to Eastern civilizations we owe a lot. Let us finish with a quotation 

from recent The Economist (2011) article: "It is better to be number two in a fast-growing 

world than top dog in a stagnant one." 
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ABSTRACT 

 

Capital markets of neighboring transitional West Balkan countries have attracted a lot of 

interest of domestic and international investors in the last decade, who view them as an 

attractive alternative to investing in more developed markets. These markets are characterized 

by higher returns, and consequently higher volatility of stock returns as compared to 

developed markets. Recently, they have been devastated by the economic and financial crises, 

showing their vulnerability and volatility. However, there is no consensus in the literature and 

praxis as to which model should be used to explain the volatility of stock returns in these 

markets. 

 

The Sharpe-Lintner Capital Asset Pricing Model (CAPM) is a single-factor model for pricing 

of financial assets, where it is assumed that the return on any given security is related only to 

a single factor (index). There are only a few researches about the CAPM and other factor 

models for national capital markets in the region. The aim of this paper is to research, whether 

the systematic risk measured by regression coefficient beta, as proposed by Sharpe-Lintner 

CAPM, can be used to assess risk in stock market of Bosnia and Herzegovina.  

 

BiH's capital market is new and underdeveloped, suffering from low liquidity and 

nonsynchronous trading like many other capital markets in transitional economies. In our 

analysis we use only stocks with sufficient activity of trading in the observed five-year period, 

from January 2005 till January 2010. We analyze if the estimated betas are significant 

variables and if they can be used in portfolio and risk management. 

 

We investigate the standard CAPM stated relation between stock returns and market portfolio 

returns using data from the capital market of Bosnia and Herzegovina. The proxy for market 

portfolio is being estimated as equally weighted portfolio of sample stocks. The risk free rate 

for this market has been estimated using returns on US government securities, US inflation 

data and Bosnian inflation data. The CAPM hypotheses are being tested with traditional two-

stage regression procedure using OLS method. Some of our recent researches have shown 

poor satisfaction of normality assumption of discrete returns, because of existence of extreme 

returns, outliers, in returns' distribution due to the extreme trends in this market. In this paper 

we use logarithmic returns, which are oftener normally distributed. Our study reveals that 

CAPM can be used to explain volatility of stock returns in this market. Despite the crisis we 

find evidence that systematic risk measured by beta coefficient is priced and beta premium is 

positive. Yet, the SML line intercepts the ordinate lower than the risk free rate of return. Other 

factors might influence stock returns in this market also. 

 

mailto:azra.zaimovic@efsa.unsa.ba
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The results of our research can be widely used and have significant implications for business 

purposes. The systematic risk measured by stock beta is a statistically significant variable and 

it may be used in a wide range of applications of the CAPM model. Our research does not 

exclude the possibility that other sources of risk could affect the dynamics of return, since the 

constant in the cross-section model remained significant and negative.  

 

1. INTRODUCTION 

In relevant literature there is no consensus as to which model should be used to explain the 

volatility of stock returns in transitional markets like Bosnian. Transitional markets in the 

region are characterized by higher returns, and consequently higher volatility of stock returns 

as compared to developed markets. Before the global economic and financial crisis they 

served as an attractive alternative to investing in more developed markets.  

 

The recent crisis devastated capital markets worldwide. The Bosnian capital market was 

experiencing its hardest times facing the withdrawal of international investors. Thou, it's 

interesting to analyze if in such turbulent circumstances one of the most widely used factor 

models for financial asset pricing, the CAPM, holds. The Sharpe-Lintner Capital Asset 

Pricing Model (CAPM) is the basis of Capital Market Theory, representing an extension of 

the single-period mean-variance model developed by Markowitz (1952) and Tobin (1958) 

using the Expected Utility Theory formulated by Von Nuemann and Morgenstern (1944). 

Sharpe (1964) and Lintner (1965a, b) have developed a single-factor CAPM model for pricing 

of financial assets, where it is assumed that the return on any given security is related only to 

a single factor (index). In this model, the number of estimated variables is much lower than in 

Markowitz model, which is its crucial advantage.  

 

The model has attracted a lot of interest of academics and practitioners in the last several 

decades. There is a large number of empirical tests of the CAPM around the globe with 

controversial results. Only a few researches about the CAPM application possibilities in BiH 

and in the region are available. 

 

In this research we test if the beta is appropriate risk measure in a new and underdeveloped 

capital market of BiH. We use representative sample of 50 stocks with sufficient activity of 

trading in the observed five-year period, from 2005 till 2010. We test the following 

hypotheses: (1) there is a positive premium on systematic risk and (2) there are no other 

factors but the systematic risk that influence stock returns. 

 

We use the traditional two-stage regression procedure in order to test the CAPM hypotheses. 

Firstly, we estimate the CAPM with OLS method using time series of log returns. Secondly, 

we estimate cross-section models with OLS method using the estimated beta from the first 

step as independent variable.  

 

This paper is organized in five section, including introduction. Section 2, brings the literature 

review and methodology used in our study, Section 3 explains sample and brings some 

preliminary estimations, Section 4 presents the results, followed by the conclusion. 
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2. PREVIOUS STUDIES AND METHODOLOGY 

Under strong assumptions, the CAPM (Sharpe, 1964; Lintner, 1965a, b) implies a linear 

equation for pricing risky securities, individually, and in portfolios. According to this model 

the relative risk measure of individual financial assets held as a part of a well-diversified 

portfolio is not a variance (nor a standard deviation) of financial assets, but its contribution to 

the portfolio variance, measured by the financial asset beta. Since investors in capital market 

are assumed to be risk averse, it is intuitively understood that a stock with a higher risk 

(higher beta) should have a higher expected return, than a stock with a lower beta. The CAPM 

predicts the expected risk premiums for an asset, using the risk free rate and the asset's beta. 

 

There is a wide international evidence of CAPM application possibilities (e. g. Lintner, 1965a, 

b; Black et al., 1972; Fama and MacBeth, 1973; Strambaugh, 1982; Ulschmid, 1994; Mateev, 

2004; Michailidis et al., 2006; Omran, 2007; Guersoy and Rejepova, 2007 etc.). The most 

prominent early tests of CAPM were proposed by Lintner (1965a, b), Black et al. (1972) and 

Fama and MacBeth (1973). In all of these studies a combination of time-series regressions 

and cross-section regression was used.  

 

Taking into account the characteristics of BiH's capital market, we allude to some newer 

wider region tests. Mateev (2004) finds that beta, size, book and market leverage are priced in 

Bulgarian market. Experiences from Croatian capital market suggest that unsystematic risk 

explains better stock returns than systematic risk (Fruk and Huljak, 2004). A test of three-

factor Fama-French model on 6 portfolios shows that this three-factor model is successful in 

explanation of stock returns variations in Croatian market (Kleut, 2008). Michailidis et al. 

(2006) show that risk return relationship is linear and residual risk does not influence portfolio 

returns on Greece capital market. On the other hand, this test does not support the intercept 

hypothesis; in addition coefficient with betas in cross-section regressions is negative implying 

inverse relationship between beta and return. The negative, but linear relationship between 

beta and return was also found in Egyptian capital market (Omran, 2007).  

 

In Turkish market, Guersoy and Rejepova (2007) use direct test (Black et al., 1972) and find 

systematic risk measured by beta being (although negative) statistically significant as well as 

intercept being significantly different from zero (except in one sub-period). The systematic 

risk was priced in this market.  

 

In addition they use Pettengill et al. (1995) methodology for CAPM tests and get expected 

results; beta was positive in up-markets and negative in down-markets. The intercept test was 

rejected in both markets (except in two cases) bringing authors to the conclusion that beta was 

not the only variable that explains realized returns. Experiences from the in Visegrad 

countries (Czech Republic, Hungary, Poland and Slovakia) are also controversial. The 

standard CAPM has been confirmed in Hungary and Slovakia, the four-factor model (besides 

the market portfolio, the factors are industrial production, inflation and term structure) has had 

some significance in Poland and Hungary (Morgese Borys, 2007). There are only a couple of 

evidences from BiH's capital market. Earlier studies (Zaimović, 2011, 2012a, 2012b) have 

shown positive beta premium, linear risk and return relationship, while the intercept 

hypothesis has been rejected. These researches find poor satisfaction of normality assumption 

of discrete return employed in regression analysis due to extreme trends on capital market in 

observed period (bull market in 2006 and the first half of 2007, followed by bear market). In 

this paper we aim to test whether log returns better satisfy normality assumption. Finally, we 

research, how this change in inputs affects CAPM test results. 
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In order to test the CAPM hypotheses with stock returns from BiH's capital market we adopt 

the most widely used two-stage regression methodology. In empirical tests ex-ante variables 

are being substituted with ex-post variables; expected returns are replaced with historical 

returns, and beta coefficient is being estimated from the regression analysis. The basic CAPM 

equation (Sharpe, 1970) with expected returns, where E(Ri) represents the expected return on 

security i, E(RM) the expected return on market portfolio, rf  the risk free rate and i  the 

security's beta 

    
ifMfi rRErRE         (1)   

or 

  ifMfi rRrR          (2)   

is being transformed into ex-post equation (Ulschmid, 1994) 

  titftMitfti rrrr ,,,,,     Ttni ...1 ; ...1      (3) 

  

where ri,t  is return on security i for the period from t-1 to t, rf,t is risk free rate in the period 

from t-1 to t, rM,r is return on market portfolio analogues ri,,t, estimated beta coefficient 

represents the expected change in ri,t conditioned with the change in rM,t, ti, is regression 

residual and T are the periods in days, weeks, months or years. 

 

In order to estimate CAPM model we employ the most common time series regression 

analysis using OLS method. We estimate the following model 

titMiiti rr ,,,
ˆˆ     Ttni ...1 ; ...1      (4)   

where variables with hat are estimated from regression; estimated beta is a measure for 

systematic risk, and estimated alfa is a regression constant. 

 

The second stage regression enables us to test the CAPM hypothesis. We use both, the direct 

(Black et al., 1972) and the indirect test (Lintner 1965 a, b). The first one is specified as 

iii ur   10
ˆˆ    ,...,1 ni       (5) 

and the second one is specified as 

iiii usr  210
ˆˆˆ    ,...,1 ni       (6) 

where  ir  is average return on security i (i = 1,...,n), ĵ  are models parameters (j = 0,1), i  

are estimated betas from the first stage regression for the security i, si is the additional 

measure of risk for the security i, the residual variance and iu  is residual. 

 

In contrast to Black et al. (1972) methodology where in equations (4) and (5) excess returns 

were used, we estimate regressions with full returns.
21

 This adoption affects the hypotheses 

testing, as we suggest. If we compare the equations (5) and (6) with the ex-ante CAPM 

equation (1) we conclude that for the CAPM validity three conditions must hold 

H0: 0>1          (7)
 

H0: 02 
         (8)

 

H0: fr0         (9)  

 

                                                 
21 Log returns without dividend yields are used as explained in next section. 
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If we cannot reject the null hypothesis of expected value for 1̂ , than the systematic risk is 

positively priced. The fact the other risk factors might influence stock's returns is being 

checked in indirect test by the expected value of 2̂ . The intercept hypothesis stats that assets 

not correlated with market portfolio should earn risk free rate.  

 

3. DATA AND PRELIMINARY ESTIMATES 

The capital market of Bosnia and Herzegovina was established in 2002, when two stock 

exchanges, Sarajevo Stock Exchange (SASE) and Banja Luka Stock Exchange (BLSE), 

started working. This market is new and underdeveloped with relatively modest market 

material. As in most new markets, Bosnian capital market faces the problem of 

nonsynchronous trading (for further evidence see Campbell, Lo and MacKinlay, 1997; 

Latković, 2001; Mateev, 2004), which was a dominant determining factor influencing the size 

of the sample used in our econometric analysis.  

 

We use a sample of 50 stocks with sufficient liquidity from both stock exchanges, 27 from the 

Sarajevo Stock Exchange (SASE) and 23 from the Banja Luka Stock Exchange (BLSE). Data 

on individual stocks were obtained from local stock exchanges' official websites. The sample 

is made of companies' stocks from 9 industries (54%) and of closed-end investment fund 

(ZIF)
22

 stocks (46%), table 1. 

 

Table 1: Companies included in the sample 

 

Sample stocks from SASE Sample stocks from BLSE 

ZIF BIG BOSNALIJEK ZIF ZEPTER FOND 
RAFINERIJA 

ULJA 

ZIF PROF-PLUS 
JP ELEKTROPRIVREDA 

BIH 
KRISTAL INVEST FOND TRŽNICA 

ZIF FORTUNA 

FOND 
ENERGOINVEST 

R I TE GACKO AD 

GACKO 

ZIF 

PRIVREDNIK 

SPARKASSE 

BANK 
RMU BANOVIĆI ZIF INVEST NOVA FOND 

BOKSIT AD 

MILIĆI 

ZIF EUROFOND IK BANKA 
EUROINVESTMENT 

FOND 

BIRAČ AD 

ZVORNIK 

ZIF NAPRIJED 
JP ELEKTROPRIVREDA 

HZHB 
POLARA INVEST FOND 

TELEKOM 

SRPSKE 

ZIF MI-GROUP ENERGOPETROL 
R I TE UGLJEVIK AD 

UGLJEVIK 

ELEKTROKRAJI

NA 

ZIF CROBIH 

FOND 
SOLANA ZIF BLB-PROFIT 

RAFINERIJA 

NAFTE 

ZIF HERBOS 

FOND 
GP ŽGP 

BALKAN INVESTMENT 

FOND 
ZIF VIB FOND 

ZIF BONUS SARAJEVO OSIGURANJE ZIF BORS INVEST FOND  

ZIF BOSFIN 
FABRIKA DUHANA 

SARAJEVO 

ZIF AKTIVA INVEST 

FOND 
 

ZIF PREVENT 

INVEST 
VRANICA 

ZIF JAHORINA KOIN AD 

PALE 
 

BH TELECOM ŠIPAD KOMERC 
HIDROELEKTRANE NA 

DRINI 
 

HIDROGRADNJA  
HIDROELEK. NA 

TREBIŠNJICI 
 

Source: Author 

                                                 
22 Zatvoreni investicioni fond 
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The average share of transactions of sample stocks in the transactions of all registered stocks 

in both stock exchanges in observed period is 87%, the average turnover share is 54%, and the 

average share of market capitalization is 65%. We calculated the monthly log returns on 

stocks for the five year period of January 2005 till January 2010 for all 50 stocks, which were 

used as a dependent variable in estimated model (4).
23

 Dividend yields are not taken into 

account due to missing data. If there were no transactions with particular stocks during a 

month, null return was notified.

 

Returns are adjusted for stock splits and reverse stock splits. 

This correction is necessary because the named changes in number of stocks outstanding 

influence the stock price significantly, sometimes without changing the actual stock returns.

 In order to test the normality assumption of log returns the Skewness - Kurtosis (SK) test is 

used. The null hypothesis of this test is that the random variable is normally distributed. SK 

test uses χ
2
 statistics and is suitable for series with 9 or more observations. The results of SK 

test for log returns of sample stocks (P values) are presented in table 2. Based on these results 

we conclude that the null hypothesis about normal distribution of returns cannot be rejected in 

21 cases at 5% significance level.  

 

Table 2: Results of SK test for returns' normal distribution
24

 

 
Stock P value Stock  P value Stock  P value Stock  P value Stock  P value 

1  
0.4495 

11 
0.0029 

21 
0.0108 

31 
0.7778 

41 
0.0323 

2  
0.0000 

12 
0.0004 

22 
0.0201 

32 
0.0406 

42 
0.6015 

3  
0.0000 

13 
0.2057 

23 
0.0344 

33 
0.0024 

43 
0.4226 

4  
0.0222 

14 
0.0014 

24 
0.0112 

34 
0.0139 

44 
0.7495 

5  
0.0474 

15 
0.0836 

25 
0.0153 

35 
0.1076 

45 
0.0356 

6  
0.5050 

16 
0.2148 

26 
0.0005 

36 
0.0136 

46 
0.0286 

7  
0.0635 

17 
0.2136 

27 
0.4473 

37 
0.3602 

47 
0.0180 

8  
0.0633 

18 
0.0029 

28 
0.9369 

38 
0.0000 

48 
0.0049 

9  
0.8928 

19 
0.0443 

29 
0.0054 

39 
0.0000 

49 
0.2921 

10  
0.0603 

20 
0.0136 

30 
0.0000 

40 
0.4203 

50 
0.3924 

Source: Author's calculations 

 

We find, in general, the normality assumption better satisfied for log then for discrete returns. 

When discrete returns were tested for normality, only in 6 cases the normal distribution was 

found (Zaimović, 2011, 2012a). In the observed period there were extreme trends in Bosnian 

capital market on-going; bull market from the beginning of the period was followed by the 

bear market that was deepened by global financial and economic crisis. This market did not 

recover yet. Most returns' distributions are positively skewed, what is understandable due to 

the global trends in the observed period. Our research is showing how the normality 

assumption is affecting the CAPM test results.  

 

                                                 
23 Some stocks were introduced to the market a few months later. Therefore number of observation varies from 

48 to 60.  
24 The results in table are generated by Stata 10. 
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The unit root test is used to test whether a time series of log returns are stationary. The ADF 

test is a test for unit root in a time series (Dickey and Fuller, 1979). Considering that the time 

series of stock prices are not stationary, we test the first difference of prices, log returns, for 

stationarity. The results of ADF test for monthly returns for all sample stocks show that time 

series of log returns are stationary. With graphical analysis the existence of time trend and 

drift was excluded. The null hypothesis about time series of discrete returns having the unit 

root is being rejected in all cases at 1% significance level. As expected, our results indicate 

that stock prices series are integrated of order 1, I (1).  

 

Some studies have shown that there is a low to moderate positive correlation between pairs of 

indices returns of four most important stock indices in BiH's market, SASX, BIFX, BIRS and 

FIRS (Zaimović and Delalić, 2010). Furthermore, at least two of these indices are not mean-

variance efficient (Arnaut-Berilo and Zaimović, 2012a). These indices are not suitable proxy 

for market portfolio, because the calculated betas would significantly differ if instead of one 

index returns another index returns would be used. Indices that are a substitute for each other 

and a good proxy for market portfolio at the same time cannot result in different betas 

estimates. We can conclude that none of these indices represents the Bosnian stock market in 

all, what is not surprising because they include a relatively small number of stocks from 

different stock exchanges.
25

  

 

Instead of using the existing stock market indices, we create an equally weighted portfolio of 

all sample stocks that serve as proxy for market portfolio for this market. This is a well-

diversified portfolio composed of stocks from 10 sectors, and stocks of ZIFs from entire 

Bosnian market. This methodology is widely used since the first CAPM tests (e. g. Fama and 

MacBeth, 1973; Winkelmann, 1981; Pasquariello 1999).  

 

Since there is no official statistical data on monitoring and calculating the risk free rate of 

return in Bosnia and Herzegovina, we have to estimate this missing economic indicator for the 

purposes of our research. Damodaran (2008) suggests that real rate of return is equal 

worldwide and that it can be extracted from the return on government securities of some 

mature market, as American. Appling this methodology we use the monthly inflation rates in 

BiH and US, and the monthly data for US government securities' yields, one month constant 

maturity. All data used in this analysis were obtained from Agency for Statistics of BiH 

Releases, Historical Consumer Price Index website and Federal Reserve Statistical Releases.
26

 

Similar methodology for risk free rate estimation was used by Guersoy and Rejepova (2007) 

for Turkish market. Average monthly inflation in BiH the observed period was 0.297%, while 

average monthly inflation in the US was 0.211%. We estimate the average risk free rate in 

BiH in the period of January 2005 till January  2010 to 0.337% monthly, or 4.12% 

annualized.
27,28 

 

 

                                                 
25 In contrast to our research, Winkelmann (1981) finds contrary when he analyses four German stock market 

indices. Based on high correlation coefficients he concludes that analyzed indices are a good substitute for each 

other. Wider indices of German capital market were analyzed, which included often the same stocks. 
26 www.bhas.ba, www.federalreserve.gov and www.inflationdata.com  
27 For detailed methodology and data see Zaimović (2010) and Zaimović and Mrkonja (2010). 
28 Average risk free rates are used in other studies also, e. g.  Omran (2007) and Učkar and Nikolić (2008).  

http://www.bhas.ba/
http://www.federalreserve.gov/
http://www.inflationdata.com/


85 

 

4. RESULTS 

We have estimated the first stage regression, model (4), using log returns on 50 sample stocks 

as dependent variable, and returns on proxy of market portfolio as independent variable, 

monthly observations for the period of January 2005 till January 2010. We perform estimation 

with full returns, not excess returns, as earlier explained. The Ramsey Regression Equation 

Specification Error Test (RESET) test (Ramsey, 1969) was used to test the classical linear 

models for correct specification. It tests whether non-linear combinations of the estimated 

values help explain the dependent variable. If non-linear combinations of the explanatory 

variables have any power in explaining the dependent variable, then we have an indication 

that model is mis-specified. Estimated time-series regressions are summarized in the table 3. 

 

Table 3: Results of estimated OLS regressions
29

 

 

Model 1 2 3 4 5 

C (constant) 

(P value) 

-0.003 

(0.851) 

-0.024 

(0.400) 

0.002 

(0.830) 

0.012 

(0.426) 

0.010 

(0.699) 

Beta coefficient 

(P value) 

0.584 

(0.002) 

0.864 

(0.002) 

0.582 

(0.000) 

0.759 

(0.000) 

1.304 

(0.000) 

R2 0.160 0.148 0.320 0.310 0.384 

Ramsey RESET test (P value) 0.164 0.984 0.902 0.144 0.219 

Model 6 7 8 9 10 

C (constant) 

(P value) 

-0.015 

(0.610) 

-0.007 

(0.683) 

-0.021 

(0.512) 

-0.014 

(0.524) 

0.001 

(0.932) 

Beta coefficient 

(P value) 

1.150 

(0.000) 

1.174 

(0.000) 

1.287 

(0.000) 

0.800 

(0.000) 

1.162 

(0.000) 

R2 0.236 0.459 0.235 0.243 0.523 

Ramsey RESET test (P value) 0.988 0.080 0.370 0.497 0.084 

Model 11 12 13 14 15 

C (constant) 

(P value) 

0.004 

(0.836) 

0.009 

(0.579) 

-0.001 

(0.928) 

-0.009 

(0.550) 

0.004 

(0.741) 

Beta coefficient 

(P value) 

1.104 

(0.000) 

1.463 

(0.000) 

1.210 

(0.000) 

0.895 

(0.000) 

1.174 

(0.000) 

R2 0.374 0.594 0.626 0.392 0.685 

Ramsey RESET test (P value) 0.824 0.052 0.765 0.147 0.137 

Model 16 17 18 19 20 

C (constant) 

(P value) 

0.002 

(0.855) 

0.008 

(0.615) 

0.007 

(0.655) 

0.002 

(0.901) 

0.001 

(0.918) 

Beta coefficient 

(P value) 

1.330 

(0.000) 

1.009 

(0.000) 

1.397 

(0.000) 

1.499 

(0.000) 

0.559 

(0.000) 

R2 0.691 0.420 0.581 0.517 0.275 

Ramsey RESET test (P value) 0.718 0.779 0.656 0.608 0.342 

Model 21 22 23 24 25 

C (constant) 

(P value) 

0.002 

(0.847) 

-0.004 

(0.780) 

0.000 

(0.990) 

0.002 

(0.890) 

0.005 

(0.653) 

Beta coefficient 

(P value) 

0.898 

(0.000) 

0.756 

(0.000) 

1.370 

(0.000) 

0.786 

(0.000) 

1.015 

(0.000) 

R2 0.487 0.343 0.692 0.446 0.608 

Ramsey RESET test (P value) 0.127 0.665 0.336 0.147 0.673 

Model 26 27 28 29 30 

                                                 
29 The results in table are generated by Stata 10 and Mfit 4.0. 
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C (constant) 

(P value) 

-0.007 

(0.593) 

0.009 

(0.660) 

-0.015 

(0.295) 

0.010 

(0.526) 

0.002 

(0.888) 

Beta coefficient 

(P value) 

1.101 

(0.000) 

1.097 

(0.000) 

0.647 

(0.000) 

0.897 

(0.000) 

1.247 

(0.000) 

R2 0.588 0.351 0.338 0.399 0.522 

Ramsey RESET test (P value) 0.017 0.616 0.647 0.355 0.450 

Model 31 32 33 34 35 

C (constant) 

(P value) 

0.011 

(0.475) 

0.015 

(0.312) 

0.002 

(0.881) 

0.033 

(0.189) 

0.012 

(0.385) 

Beta coefficient 

(P value) 

0.658 

(0.000) 

1.359 

(0.000) 

1.265 

(0.000) 

1.201 

(0.000) 

0.722 

(0.000) 

R2 0.272 0.628 0.566 0.301 0.327 

Ramsey RESET test (P value) 0.449 0.379 0.321 0.046 0.978 

Model 36 37 38 39 40 

C (constant) 

(P value) 

0.008 

(0.670) 

-0.002 

(0.896) 

0.021 

(0.325) 

0.012 

(0.669) 

-0.007 

(0.516) 

Beta coefficient 

(P value) 

0.994 

(0.000) 

1.038 

(0.000) 

0.155 

(0.000) 

1.397 

(0.000) 

1.011 

(0.000) 

R2 0.353 0.533 0.365 0.330 0.649 

Ramsey RESET test (P value) 0.646 0.246 0.001 0.180 0.967 

Model 41 42 43 44 45 

C (constant) 

(P value) 

-0.012 

(0.315) 

-0.010 

(0.457) 

-0.002 

(0.915) 

-0.019 

(0.137) 

-0.004 

(0.731) 

Beta coefficient 

(P value) 

0.656 

(0.000) 

0.795 

(0.000) 

1.167 

(0.000) 

0.499 

(0.000) 

0.743 

(0.000) 

R2 0.365 0.393 0.440 0.231 0.476 

Ramsey RESET test (P value) 0.657 0.694 0.428 0.532 0.525 

Model 46 47 48 49 50 

C (constant) 

(P value) 

-0.001 

(0.962) 

-0.011 

(0.436) 

-0.012 

(0.421) 

0.001 

(0.945) 

-0.013 

(0.280) 

Beta coefficient 

(P value) 

1.054 

(0.000) 

0.613 

(0.000) 

0.677 

(0.000) 

1.185 

(0.000) 

0.709 

(0.000) 

R2 0.598 0.278 0.272 0.589 0.406 

Ramsey RESET test (P value) 0.744 0.175 0.550 0.592 0.685 

Source: Author's calculations 

 

According to the CAPM, beta coefficients should statistically differ from zero, should be 

positive and should vary across stocks. All beta coefficients in our analysis (table 3) are 

statistically significant at 1% and positive, with variability of estimated betas present. 

Constant is insignificant in all models (table 3); we cannot reject the null hypothesis that the 

constant is equal to zero. The variability of betas ranges from 0.499 to 1.499. There are no 

negative betas, rare in other markets also. Seven stocks (10% of the sample) have a beta of 

approximately 1, ranging from 0.96 to 1.05. These stocks have systematic risks as the market 

itself. As defensive stocks we can characterize 21 stocks, or 42% of the sample. On the other 

hand, 24 stocks belong to the aggressive investments, what makes 48% of the sample. The 

average coefficient of determination in all 50 regressions is 42.6%. In our case, this measure 

has its economic interpretation, showing the relative significance of systematic risk for each 

stock. The variance of the sample stocks is on average 42.6% due to systematic risks and 

57.4% due to unsystematic risks. 
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The null hypothesis of Ramsey's RESET test about the correct specification of the model cannot be 

rejected in 47 cases at 5% significance level. In three cases or 6% of the sample (models that include 

returns on stocks 26, 34 and 38) we have indications that the relationship between variables can be 

better explained by non-linear models. In order to test CAPM hypotheses, expressions (7), (8) and 

(9), we have to estimate the second stage regressions (5) and (6). Estimated betas from the first stage 

regressions (table 3) are used as independent variables, while average log returns on sample stocks 

are used as dependent variable. Betas from mis-specified models are excluded from the sample in 

the cross-section regressions. Risk free rate is estimated to 0.339% monthly, as earlier explained. 

The models are checked for the diagnostic tests. 

 

Table 4: Results of estimated cross-section regression – direct test
30

 

Direct test  

0̂   

(P value) 

-0.018 

(0.000) 

SE  0.005 

1̂   

(P value) 

0.030 

(0.000) 

SE  0.005 

R
2
 0.464 

Ramsey RESET test (P value) (0.445) 

Lagrange multiplier test of residual serial 

correlation (P value) 
(0.757) 

Normality test (P value) (0.044) 

Heteroscedasticity test (P value) (0.978) 

Source: Author's calculations 

 

Table 5: Results of estimated cross-section regression – indirect test
31

 

Indirect test  

0̂   
(P value) 

-0.017 

(0.000) 

SE  0.005 

1̂   
(P value) 

0.026 

(0.000) 

SE  0.005 

2̂   
(P value) 

0.167 

(0.014) 

SE  0.065 

R2 0.523 

Ramsey RESET test (P value) (0.201) 

Lagrange multiplier test of residual serial 

correlation (P value) 
(0.288) 

Normality test (P value) (0.286) 

Heteroscedasticity test (P value) (0.948) 

Source: Author's calculations 

                                                 
30 The results in table are generated by Mfit 4.0. 
31 The results in table are generated by Mfit 4.0. 
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Coefficients with betas are significant at 1% and they are positive, 3% in direct test and 2.6% 

in indirect test. This means that systematic risk measured by beta is priced in this market and 

beta premium is positive; we cannot reject the hypothesis (7) in both models. The basic 

CAPM statement that stocks with higher risks bring higher returns cannot be rejected in this 

market. Indirect test provide us with the information that unsystematic risk measured by 

residual variance is also priced in Bosnian market; the hypothesis (8) is being rejected.   

 

The Ramsey's RESET test was used to test the functional form of the estimated model. The 

estimated cross-section models are well-specified, what brings us to the conclusion that the 

relationship between risk and return is linear in this market. In estimated cross-section 

models, the constant is significant and negative, i.e. lower than 0.337%, the estimated risk 

free rate of return. According to our results, assets not correlated to the market portfolio have 

a return that is lower than the risk free rate of return. In other words, this means that the SML 

line intercepts the y-axis lower than the risk free rate of return. We reject the hypothesis about 

the expected value of the SML intercept, expression (9). These results indicate that other 

factors influence the returns' dynamics in the capital market of Bosnia and Herzegovina also.  

 

5. CONCLUSIONS 

We have tested the Sharpe-Linter version of the CAPM with log monthly stock returns from 

capital market of Bosnia and Herzegovina, for the period January 2005 - January 2010. The 

normality assumption of log returns was satisfied in 21 cases at 5% significance level. The 

usage of log returns in CAPM estimations has improved satisfaction of the normality 

assumption as compared to the usage of discrete returns. Yet, due to the extreme returns, 

outliers, in return distribution it is necessary to model outliers in such analysis, what could be 

done in further researches. All beta coefficients are positive and significant at 1%. There are 

no negative betas, rare in other markets also. Due to Ramsey RESET test three of fifty models 

are mis-specified. Further research should reveal the reasons for this. Based on direct and 

indirect test using cross-section regressions, we find that systematic risk is priced and beta 

premium is positive in this market; we cannot reject the first hypothesis of our research. The 

empirical regression line has lower intercept in both cross-section models, as suggested by the 

CAPM, implying that other factors influence the stock returns in this market also. In addition, 

the indirect test suggests that the unsystematic risk measured by residual variance is also 

priced in this market, in contrast to the earlier CAPM test with discrete returns (Zaimović, 

2011). Based on that, we reject our second hypothesis. Other indirect tests could help us 

explain additional factors that are priced in this market, what can be done in further research.  

 

The results of our research can be widely used and have significant implications for business 

purposes. Despite the recent economic and financial crisis the systematic risk measured by 

stock beta is a statistically significant variable and it may be used in a wide range of 

applications of the CAPM model. We suggest the most important use of the betas in the 

context of Bosnia and Herzegovina: (1) to estimate the required rate of return on securities, 

(2) to estimate the discount rate used to discount cash flow, (3) in calculating cost of debt, 

cost of capital and weighted average cost of capital in companies, (4) in project capital 

budgeting, and (5) in measuring the performance of portfolio management.  

 

Our research does not exclude the possibility that other sources of risk could affect the 

dynamics of return, since the constant in the cross-section models remained significant and 

negative. Multi-factor models are natural extension of our work. 
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ABSTRACT 

 

The integration of global equity markets has been a well-studied topic in the last few decades, 

particularly after stock market crashes. Most studies focused on developed markets like the 

US, West Europe and Japan. The findings were that the degree of international co-movements 

among stock prices has substantially increased in the post-crash regime. In this paper we 

research the co-movements of German and Bosnian stock markets during and after the recent 

economic and financial crisis. 

 

International market integration means that assets of equal risk provide the same expected returns 

across integrated markets. This means fewer opportunities for the risk diversification if the markets 

are integrated. It is also believed that stock market indices of integrated markets move together over 

the long run with possibility of short run divergence. There is considerable academic research on the 

benefits of international diversification.Investors who buy stocks in domestic as well in foreign 

markets seek to reduce risk through international diversification. The risk reduction takes place if the 

various markets are not perfectly correlated. The increasing correlation among markets during and 

after the crises has restricted the scope for international diversification. International stock market 

linkages are the subject of extensive research due to rapid capital flowsbetween countries because of 

financial deregulation, lower transaction and information costs and finally potential benefits from 

international diversification. Most stock markets in the world tend to move together, in the same 

direction, implying positive correlation. In and after the crises they tend to move together even 

stronger. Thus, this paper aims to research if there are any diversification opportunities by spreading 

out investments on one developedand one underdeveloped capital markets. 

 

This research attempts to examine the scope of international diversificationbetween German 

and Bosnian equity markets during the last 6 years, from 2006 to 2011.We test the following 

hypothesis: There are diversification possibilities by investing in German and Bosnianequity 

markets. In order to determine the mean-variance efficiency of portfolios we use method of 

convex (quadratic and linear) programming. The hypothesis is being tested Markowitz 

portfolio optimization method using our own software. The research results will enhance 

efficiency of portfolio management on both analyzed capital markets, especially useful for 

institutional investors like investment funds. 

mailto:azra.zaimovic@efsa.unsa.ba
mailto:almira.arnaut@efsa.unsa.ba
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1. INTRODUCTION 

Investors prefer holding portfolios of securities rather than a single security due to risk-

reduction effect. Beside arbitrage opportunities, diversificationis often called "the free lunch 

in finance". 

 

International stock market linkages are the subject of extensive research due to the following 

reasons: (1) rapid flow of capital among countries due to financial deregulation, 
32

 (2) 

information availability, (3) reduction of transaction costs, and (4) potential gains from 

international diversification of investment portfolios (In, Kim and Yoon, 2002). Thou, the 

increasing correlation among the developed and emerging markets has restricted the scope for 

international diversification (Srivastava, 2007). 

 

Most stock markets in the world tend to move together, in the same direction, implying 

positive correlation. Thus, this paper aims to research if there are any diversification 

opportunities between two European stock markets; German and Bosnian.  

 

This research attempts to examine the connectivity of two differently developed stock markets 

in the last six years. It examines the scope of international diversification before, during and 

after the recent crisis. We test the following hypothesis: There are diversification possibilities 

by investing in German and Bosnian equity markets. The hypothesis is being tested by 

statistical methods and by Markowitz portfolio optimization process (Markowitz, 1952, 

1991). The research results will allow more efficient securities portfolio management on the 

European capital markets. 

 

This paper is organized in five sections, including introduction. Section 2 shows the 

theoretical background and methodology, Section 3 deals with data, Section 4 presents the 

results, and in Section 5 we conclude the study. 

 

2. THEORETICAL AND METHODOLOGICAL FRAMEWORK  

The integration of global equity markets has been a well-studied topic in the last two and a 

half decades, particularly since October 1987 stock market crash. Most studies are conducted 

for the developed markets like the US, West Europe and Japan. The findings were that the 

degree of international co-movements among stock prices has substantially increased in the 

post-crash regime (Arshanapalli and Doukas, 1993). After the Asian crisis, the literature 

started focusing on the emerging Asian markets as well. The recent financial and economic 

crisis has renewed the topic of capital markets co-movements. In this study we focus on two 

extremely different capital markets; one of the leading capital markets in the world, the 

German, and one of the new and undeveloped markets, the Bosnian. 

 

International market integration has several definitions. One states that assets of equal risk 

provide the same expected returns across integrated markets. This means fewer opportunities 

for the risk diversification if the markets are integrated. Second definition states that in 

integrated markets national stock market indices move together over the long run with 

possibility of short run divergence.  

 

                                                 
32 The global financial and economic crisis has revealed the need for new regulation of financial markets and 

banks. 
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Vizek and Dadić (2005) researched multilateral integration between the emerging markets of 

Central and Eastern Europe (CEE) and the German equity market, for the period from January 

1997 till June 2005. Authors find that equity markets of Croatia and other CEE emerging 

equity markets, namely of Poland, Czech Republic, Slovenia and Hungary,are multilaterally 

integrated. In addition, their results indicate multilateral integration between the CEE equity 

markets and the German equity market. When analyzing Croatian and German equity markets 

alone, they find no evidence of bilateral integration. 

 

Zaimović and Delalić (2010) investigated the diversification possibilities of the four West 

Balkan capital markets; Sarajevo, Banja Luka, Zagreb and Belgrade Stock Exchanges. They 

used the Markowitz method (1952). By analyzing six main stock market indices in a 34-

month period, from 2006 till 2008, they found low to medium positive statistically significant 

correlation between indices returns pairs.The equally weighted portfolio of three index fund 

stocks would have very good standard deviation – mean trade off, lying almost on efficient 

frontier. This study encourages creation of such index funds in analyzed markets. 

 

Within the theoretical context of market integration, international stock market linkages and 

interdependence form a cornerstone of the modern portfolio theory, especially in relation to 

asset diversification. This theory suggests that investors diversify their assets across national 

borders as long as stock returns in other markets are less than perfectly correlated with those 

of the domestic markets (Masih and Masih, 1997).  

 

Financial integration between equity markets can be assessed by different methodology. 

Fratzschner (2001) used uncovered interest parity, Korajczyk (1995) used multifactor 

Arbitrage Pricing Theory, Bekaert and Harvey (1995) and Dumas and Solnik (1995) used 

Capital Asset Pricing Model. Co-integration analysis is used to test stability of long run 

relationship across financial markets (Dickinson, 2000, Vizek and Tadić, 2005). 

 

Risk diversification has two basic sources; one concept developed by Markowitz (1952) and 

another developed by Sharpe (1964). Markowitz introduced the notion of a (mean-variance) 

efficient portfolio that (1) provides minimum variance for a given expected return and (2) 

provides maximum expected return for a given variance. Diversifying risk by selectingweakly 

correlated securities implies that decision is made based on information about standard 

deviation and correlation between securities' returns. This diversification is called Markowitz 

or efficient diversification, because Markowitz was the first who developed the procedure for 

calculating efficient portfolios.  

 

Sharpe finds that one can reduce risk of a portfolio just by adding randomly selected securities 

in a portfolio, in a way that all securities have the same weights. By this 

procedure,unsystematic risk is being diversified; systematic risk becomes the only risk to be 

rewarded on the capital market. This approach doesn’t explicitly assume that securities' 

returns are uncorrelated. Sharpe calls this diversification random diversification, essentially 

because an investor does not have to know information about standard deviation and 

correlation between securities' returns. 

 

In this paper we adopted Markowitz' methodology to demonstrate the diversification 

possibilities on the regional capital markets. Efficient frontier of any possible portfolio of 

stocks, regardless of the number of stocksin the portfolio, lies between the portfolio with 

minimal standard deviation (also minimum variance) and the portfolio with maximum rate of 

return (mean). The portfolio with maximum rate of return is the upper, final point of efficient 
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frontier. If the short sales are not allowed, the final portfolio (up on the right) in the efficient 

frontier will always be represented by only one share with the highest return in the portfolio. 

In case the short sales are allowed, no share is lying on the efficient frontier. No rational 

investor will invest in the portfolio which is not on the efficient frontier, because each point 

outside of the efficient frontier has the lesser efficiency than any point on the efficient 

frontier. 

 

The classical Markowitz portfolio model is used to determine the efficient return combination 
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There are two types of constraints in this model. The first constraint appears in all models, 

and it requires for the sum of all investments to be 1, with investments  nixi ,1 defined as 

ratios of a sum of money invested in each individual security that is a part of the portfolio. 

The other set of constraints requires for the investment to be non-negative, which means that 

no loans or short-selling is allowed. 

 

In determining the efficient combination of a set of securities (or in efficient portfolio 

determination), several optimization problems are detected. Firstly, the set of possible 

portfolios is limited in this model, where the minimum limit is represented by the portfolio 

with the lowest possible variance, and the maximum limit being the portfolio with the highest 

return possible. In addition, in the very definition of the efficient portfolio
33

we can see that for 

every rate of return the lowest variance portfolio must be determined, and for every variance, 

the highest return portfolio must be determined. 

 

If the investor considers investing in a portfolio, with a pre-determined value of expected 

return on investment E , and is interested in the lowest variance with which the return can be 

achieved, we get the following optimization model: 
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33 The mean-variance combination of a portfolio is efficient if there are no other combinations with the same 

return, and a lower variance, or the same variance and higher return. 
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where the constant E  must be between the lowest minR  and the highest maxR return
34

: 

maxmin RER  . 

If the following is true maxRE  the model (4) would be unsolvable, and if minRE   then the 

solution to the system (4) would not be an element of the efficient set.  

The goal function is a non-negative square form, with linear functions as constraints, which 

means that this is a problem of square programming. As the method for solving this type of 

problems, we will use a modified simplex algorithm, only after using the Kuhn Tucker 

optimality criteria. 

As a result of applying the complementary algorithm, we will get the investment vectors that 

provide the absolutely minimum portfolio return variance 2
min with the pre-set return E .  

By choosing randomly expected return of investment in the range maxmin RER  we can 

determine the efficient set of observed security. 

 

3. DATA 

 

In order to measure the diversification possibilities and assets' behavior in German and 

Bosnian equity markets, we have determined and analyzed the efficient portfolios formed of 

selected stocks from Frankfurt Stock Exchange (FSE) and Sarajevo Stock Exchange (SASE), 

apart and together. The time interval for diversification tests was determined by the global 

economic crisis and its effects on the diversification possibilities on these two markets. 

 

Input data for mean-variance analysis (MV) are the last stocksweekly prices in the observed 

period sourced from the official webpage of SASE
35

for Bosnian marketand from the Yahoo 

Finance webpage
36

 for stocks from the German market.Stocks returns were calculated on a 

weekly basis, based on capital gain/loss, not including dividend yield. We have observed 

stocks in the period from 3
rd

 of January 2006 till 1
st
 of Jun 2011. In 2006 SASE has introduces 

the Multi Fixing Trading Schedule (MFTS) for the most liquid stocks. In addition, the 2006 

yearly turnover on SASE was larger then EUR 332 million (BAM 650 million), which is why 

we have chosen the 2006 year for the beginning of our analysis. Earlier periods on SASE are 

characterized by low liquidity, irregular trading activity and small number of traded stocks.  

 

According to the research goals we have selected stocks from both equity markets that 

represent overall market movements. 43 stocks have been selectedFrom SASE. These stocks 

have been traded by the MFTS algorithm in official market and in the SASE primary free 

market. The overall proportion of these 43 stocks in allmarket turnovers in the last three years 

(2009, 2010 and 2011) is 51.8%. Moreover, the proportion in number of transactions is even 

higher, 77.85%. 

 

By analyzing the collected data we realized that some stocks had less than 20 weekly trading 

data in the observed period. These stocks have been removed from the sample. At the end 22 

stocks from SASE represent the Bosnian equity market.
37

 

 

                                                 
34

minR corresponds to the efficient portfolio with the lowest variance 
35 Sarajevo Stock Exchange: www.sase.ba (accessed in October 2011) 
36 Yahoo Finance: www.yahoofinance.com (accessed in October 2011) 
37 The missing data were supplemented by the last occurred price. The stocks with sufficient liquidity have had 

normally distributed returns, at the same time. 

http://www.sase.ba/
http://www.yahoofinance.com/
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Since the German equity market is large, we have selected 50 stocks from 9 different 

industries, which adequately represent the German market. There are many proves that risk of 

a portfolio of 40 randomly selected stocks consists only of market (diversifiable) risk, i.e. 

Sharpe, 1964. Figure 1 represents the structure of the FSE sample. 

 

According to the aim of this research, we have divided the observed period into three time 

samples: 

 

 January 2006 – January 2008, the period before the crisis, 

 January 2008 – January 2010, the period of crisis, 

 June 2009 – June 2011, the period after the crisis. 

 

There is a 6 month overlapping period in 2009, due to fact that German economy started 

recovering in the 2009. In addition, we managed to divide the 5.5 years long period in a three 

equally long sub-periods; each sample consists of 104 data.  

 

Figure 1. Structure of Frankfurt Stock Exchange sample by industry 
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Source: Authors  

 

4. RESULTS 

 

In order to test the diversification possibilities between German and Bosnian equity market in 

observed sub-periods, we form MV efficient portfolios of sample stocks from the FSE and 

test the effects of spreading out the investments to the sample stocks from the SASE, figures 

2, 3 and 4.   
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Figure 2.Efficient portfolios in pre-crisis period 
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Source: Authors from the official stock exchanges databases, using own portfolio optimization software 

 

We use Sharpe ratio (SR) in measuring efficient portfolios performances, assuming that the 

risk free rate is zero
38

, i.e. the capital market line drawn from the coordinate origin, (0.0). 

Beside the graphical interpretation, where we see the efficient lines shift, we have determined 

the structure of minimum variance portfolios and the structure of portfolios with minimum 

value of coefficient of variation
39

 (CV). The last portfolios are highlighted as the portfolios 

with the smallest dispersion from the expected value.  In addition, these portfolios show the 

change of the efficient frontier curvature. 

 

Figure 3.Efficient portfolios in crisis period 
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Source: Authors from the official stock exchanges databases, using own portfolio optimization software 

 

                                                 
38 Due to different risk free rates in observed markets. Weekly risk free rates in observed periods are very low, 

especially in and after the crisis. 
39 Portfolio with minimum value of CV has the steepest SR, if the capital market line is drawn from the 

coordinate origin.  
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Our results show that the minimum variance of created portfolios is being reduced in case of 

combining the German with the Bosnian sample stocks in all three sub-periods. In addition, 

we get more dominant efficient frontiers in pre-crisis and after-crisis period. 

 

Yet, the diversification effect during the crisis is negligible. In this sub-period Bosnian stocks 

are not included in the optimal portfolio (the portfolio with the steepest Sharpe ratio). Based 

on this, as well as based on the analysis of figure 3, we can conclude that the Bosnian market 

was more affected by the global crisis then the German. 

 

In table 1 we present in detail characteristic values of minimum variance portfolio of post-

crisis period.
40

 By comparing the results of the pre- and the post-crisis periods we find 

different diversification effects. The largest efficient frontier shift is observed in pre-crisis 

period, when both markets obtained similar efficiency. 

 

Figure 4.Efficient portfolios in post-crisis period 
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Source: Authors from the official stock exchanges databases, using own portfolio optimization software 

 

In minimum variance portfolio created of stocks from both markets in pre-crisis period,SASE 

stocks participate with 22.1%, and in the post-crisis period with 65.9%.  

 

                                                 
40 Characteristic values of minimum variance portfolios of other sub-periods are available at the authors. 
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Table 1. Min variance portfolio of post-crisis period characteristic values 

 

Min variance portfolio on FSE Min variance portfolio on FSE and SASE 

Return 0.007661 Return 0.001899 FSE portion 34.50% 

Risk 0.014398 Risk 0.007749 SASE portion 65.90% 

Sharpe Ratio 0.532099 Sharpe Ratio 0.245117  

 

FSE stocks  Weights FSE stocks Weights SASE Stocks Weights 

NSU.DE. 0.192502 NSU.DE. 0.077234 FTFRK1. 0.128178 

SLT.DE. 0.097311 AAD.DE. 0.035794 BSNFRK2. 0.117764 

AAD.DE. 0.08993 STO3.DE. 0.033097 BSNLR. 0.079644 

GWI1.DE. 0.085172 SHF.DE. 0.029699 PVNFRK3. 0.065228 

AS1.DE. 0.084765 AS1.DE. 0.029372 MIGFRK2. 0.05571 

STO3.DE. 0.083452 RPW.DE. 0.024691 TCMKR. 0.047586 

EIN3.DE. 0.082527 ACW.DE. 0.023696 BHTSR. 0.031374 

VIB3.DE. 0.067076 S92.DE. 0.021877 IKBZRK2. 0.02918 

MEO.DE. 0.066952 SLT.DE. 0.019773 CRBFRK1. 0.028334 

MOR.DE. 0.064454 MEO.DE. 0.018703 HRBFRK2. 0.027374 

RAA.DE. 0.037326 GWI1.DE. 0.01283 HTKMR. 0.015526 

PWO.DE. 0.026828 HEN.DE. 0.008104 ENPSR. 0.01405 

SHF.DE. 0.014555 PWO.DE. 0.003993 BNSFRK2. 0.009895 

MTX.DE. 0.006835 DEX.DE. 0.00214 EFNFRK1. 0.005627 

SPR.DE. 0.000315   JPEMR. 0.003527 

Source: Authors  

 

In pre-crisis period the minimum variance portfolio provided also better Sharpe ratio then the 

minimum variance portfolio of FSE stocks, in contrast to the post-crisis period when the 

minimum variance portfolio (consisting majorly of SASE stocks) has lower Sharpe ratio then 

the minimum variance portfolio of FSE stocks. Moreover, SASE stocks participate with 

29.37% in the portfolio with the steepest Sharpe ratio, created of stocks from both markets, 

table 2. 

 

Table 2. Characteristic values of portfolios with the highest Sharpe ratio in post-crisis 

period  

 
Max Sharpe ratio portfolio on 

FSE Max Sharpe ratio portfolio on FSEand SASE 

Return 0.010014 Return 0.008415 FSE portion 70.63% 

Risk 0.015924 Risk 0.01275 SASE portion 29.37% 

Sharpe Ratio 0.628819 Sharpe Ratio 0.659961  

 

FSE stocks  Weights FSE stocks Weights SASE Stocks Weights 

DEX.DE. 0.021262 STO3.DE. 0.141005 PVNFRK3. 0.052505 

RAA.DE. 0.029171 AS1.DE. 0.113892 BSNLR. 0.036902 

NSU.DE. 0.033133 GWI1.DE. 0.095792 HRBFRK2. 0.032721 

SRT3.DE. 0.033138 AAD.DE. 0.095683 JPEMR. 0.021258 

MTX.DE. 0.047135 SHF.DE. 0.053296 TCMKR. 0.019155 

PWO.DE. 0.049916 SLT.DE. 0.051997 ENPSR. 0.018513 

SHF.DE. 0.050957 EIN3.DE. 0.042827 MIGFRK2. 0.012643 



100 

 

VIB3.DE. 0.054466 MTX.DE. 0.0425   

EIN3.DE. 0.060956 PWO.DE. 0.04132   

SLT.DE. 0.066088 VIB3.DE. 0.037443   

AAD.DE. 0.120793 RAA.DE. 0.034628   

GWI1.DE. 0.123835 SRT3.DE. 0.020799   

AS1.DE. 0.131017 DEX.DE. 0.020314   

STO3.DE. 0.178132 NSU.DE. 0.014807   

Source: Authors  

 

Sharpe ratio is the steepest in the post-crisis period compared to the pre- and in crisis periods; 

in recovery most stocks tend to perform better. 

 

5. CONCLUSIONS 

 

We have researched German and Bosnian equity markets' diversification opportunities before, 

during and after the global financial and economic crisis. In general, German equity market is 

more efficient then the Bosnian. German market has lower market risk in all observed sub-

periods, i.e. efficient frontiers are situated more north-west, especially in post-crisis period.We 

used Sharpe ratio as a measure of portfolio performances. Based on this measure we find that 

market risk in German market ranges from 3.49% in pre-crisis period, 5.55% in crisis-period to 

1.59% in the post-crisis period, on a weekly basis.  

 

International diversification among analyzed markets brings additional risk reduction. By 

spreading out investments between German and Bosnian market, portfolio risk decreases in pre-

crisis and post-crisis periods. In pre-crisis period portfolio risk decreases to 2.46%if we 

haveinvested in FSE stocks 63.56% of our money and 36.44% in SASE stocks. In post-crisis 

period portfolio risk would decrease to 1.28% if we would spread out our investment between 

German (70.63%) and Bosnian market (29.37%). The best risk-return tradeoff is as expected in 

the post-crisis period; minimum variance portfolio's Sharpe ratio is 0.63, while the best portfolio 

has the Sharpe ratio of 0.66. In the recovery period expected returns increase.  

 

We find that the recent crisis has affected Bosnian market much stronger, then the German 

market. In the crisis, the diversification effects among analyzed markets are negligible, i.e. 

German market has performed much better. The lack of diversification during the crisis is in our 

opinion less due to the high integration between analyzed markets, and more due to the 

underperformance of Bosnian equity market. 

 

Our study has important implications on portfolio management. Frontier equity markets 

should be seen as an attractive supplement to the investments in mature and developed 

markets. We found evidence of benefits from international diversification among German and 

Bosnian equity markets. 
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ABSTRACT 

 

In terms of the importance of SMEs a mixed relationship prevails: on the one hand, 

most countries are aware of their key impact on employment, GDP and economic growth. On 

the other hand, policy makers are usually engaged with problems of large companies only, 

despite the fact SMEs have been more severely hit by the current financial crisis. This has 

happened not just because of their impaired access to appropriate financing – which is a 

problem for SMEs even outside the current crisis – but also because large companies bullied 

SMEs in providing them trade credit. 

 

Numerous evidence show firm’s growth is determined by a plethora of factors, most 

frequently mentioned are size, age, and availability of external finance. The latter is 

particularly important as SMEs investment demand is constrained by the availability of 

external finance. Access to financing and the level of financial development (and efficiency) 

is therefore a very important economic policy challenge. This paper analyzes how micro, 

small, medium-sized and large Slovenian companies have been able to ‘cope’ and ‘adjust’ 

their investments to worsened financial conditions (credit crunch, and related impaired access 

to finance), as well as economic conditions (pressures related to inventory, liabilities and net 

working capital) in the period between 2007 (pre-crisis) and up to 2010 (during crisis).  

 

We estimated 2008 global financial and economic crisis’ effects with robust regression 

panel data analysis. The results indicate that even before the crisis (in 2007) micro and small 

companies had a lower investment level compared to large companies. Part of the reason can 

surely be attributed to the fact that micro and small firms are virtually cut-off from bank 

loans. Consequently, micro and small companies could use trade credit only (beside internal 

sources of finance, e.g. sales) to finance investments. Since trade credit is costly source of 

finance, only few projects are lucrative enough to cover financing costs, which results in 

lower investment level in micro and small companies even if they are less financially 

distressed compared to large companies. Overall, results suggest SMEs have been more 

severely hit by the current financial crisis. SMEs access to external sources of finance and the 

level of financial development (and efficiency) is therefore a very important economic policy 

challenge. As long-term financing represents a foundation for SMEs future growth, this 

implies a greater need for long-term SME financing should be met: either by the state 

institutions and/or by commercial banking sector.  
 

Keywords: SME investment dynamic, economic crisis, Slovenia, regression analysis 

JEL classification: G21, D21, L26 
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1. INTRODUCTION 
 

Investment, both private and public, lies at the heart of traditional and modern economic 

theories of economic growth and development (Weil, 2005). Because of this, the role of 

private sector investment promotion is seen as a key policy issue in terms of economic 

development, and as a key driver of fulfilling the 2015 Millenium Development Goals, 

according to OECD (2006). Like many other Central and East-European (CEE) countries, 

Slovenia’s high level of economic growth before the 2008 global financial and economic 

crisis was driven not only by exports, but also by high levels of bank-supported investment 

activity, mainly domestic, since Slovenia has remained relatively reserved towards high 

inward foreign direct investment (FDIs) (OECD, 2011). Thus, in the first quarter of 2009 (Q1 

2009) Slovenia’s GDP fell by 6.4 % in real terms, compared to Q4 2008, and by a staggering 

8.5 % compared to Q1 2008 (UMAR, 2009a). This was not only due to decrease of Slovenia’s 

exports (- 21.1 % year-on-year), but due to an even larger decrease of its investment activity 

(-23.6 % year-on-year) (UMAR, 2009b). This fall has continued to prevail, diminishing in 

2010 (-8.3 %), but marking a further decrease in decline by 2011 (-10.5 %), according to the 

most recent report by the Slovenian Institute of Macroeconomic analysis and development 

(UMAR, 2012).  

 

 Despite the importance of private sector investment, the literature remains divided 

over the issue of independency vs. interdependency of firm financing and investment 

decisions (Fazzari et al., 1988). This divide has a history of over 50 years, and can be traced 

back to the works of Meyer & Kuhn (1957), supporting interdependency, and Modigliani & 

Miller (1958), supporting independency.
41

 In their seminal work Fazzari et al. (1988) provide 

an interesting “reconciliation” of the two perspectives, by saying that “models in which 

financial structure is irrelevant to the investment decision may well apply to mature 

companies with well-known prospects. For other firms, however, financial factors appear to 

matter in the sense that external capital is not a perfect substitute for internal funds, 

particularly in the short run” (ibid. p. 142). With regards to the latter Fazzari et al. (1988) 

point specifically to internal cash flow, access to new debt and/or equity financing, and credit 

markets as key determinants of this interdependency. 

 

 Supporting the perspective of a more “real-life” interdependency between firms’ 

financial status and their investment decision-making, the work by Fazzari et al. (1988) and 

their followers further point to the existence of a “financing hierarchy”, which is heavily 

dependent on the level of firms’ financial constraint (Cleary, 1999, p. 673). Apart from the 

discussion on the operationalization of financial constrainment and how well investment-cash 

flow sensitivity is a valid measure of financial constrainment (Kaplan & Zingales, 2000), we 

believe this perspective opens two very interesting research questions.  

 

First, how is the level of financial constrainment specifically linked to firm size, and 

not just compared across different “size” groups? While Cleary (1999, p. 673) points to the 

issue of the importance of firm size by saying: “studies categorize firms according to 

characteristics (such as dividend payout, size, age, group membership, or debt ratings) that 

are designed to measure the level of financial constraints faced by firms” most studies so far 

have focused only on the selected between-group size comparisons for large, listed, and 

dividend-paying western firms (see Hubbard, 1998 for a comprehensive overview). While the 

                                                 
41 Both groups also had their followers. For an extensive literature review please see Fazzari et al. (1988, p. 143-

146).  
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literature acknowledges the importance of small and medium enterprises (SMEs) as a 

“centerpiece of Europe’s economy” (Balling et al., 2009, p. 7), economic models tend to treat 

them at best either as a collective whole vis-à-vis large companies, or at worst exclude a large 

part of them from the analysis under the pretence of tackling sample heterogeneity within 

traditional OLS regression models. In both cases, the acknowledgement of the particular 

specifics of SMEs seems to be more on the level of rhetoric, and often fails to incorporate the 

true determinants of their impaired access to finance, or the heterogeneity of the SME 

population in terms of their financial characteristics and possible SME sub-populations 

(Rašković & Mörec, 2012). With regards to the latter, within-size-group comparisons, which 

fully incorporate SMEs, are virtually non-existent. It is here that our paper makes an important 

contribution to the literature, since it is based on complete population data of non-financial 

Slovenian firms with positive equity in the 2008 to 2010 period. Furthermore, we apply a 

robust regression modeling approach, which permits the inclusion of complete sub-samples 

of micro, small, medium-sized and large companies in our regression models. This enables us 

to make both direct between-group comparisons of the determinants of firm investment 

activity and decision making in Slovenian firms, as well as to draw conclusions on within-

size-group differences.  

 

The second question relates to the context of firms’ access to finance and the different 

“types” of financial constrainment. Here, an interesting question relates to whether bank and 

trade credit are used as substitutes or complements with regards to the use of external sources 

of finance? While the general issue of bank vs. trade credit substitution/complementarity 

(García-Teruel & Martínez-Solano, 2010; Biais & Gollier, 1997; Mateut et al., 2006) has 

recently come to the forefront of academic attention in terms of the counter-cyclicality of this 

effect (Rašković & Mörec, 2012; Huang et al., 2011; Bougheas et al., 2009; Ge & Qiu, 2009), 

our paper analyzes how this effect impacts firm investment decisions. In this context, again, 

we pay special attention to the between different size groups analysis and ask if possible 

substitution and/or complementarity between bank and trade credit financing varies between 

the selected size groups? The 2008-2010 crisis context of our research setting does not only 

complement the counter-cyclicality aspect of the bank vs. trade credit 

substitution/complementarity research in the literature, but specifically analyzes this effect in 

terms of SME specifics, like in the case of Taketa & Udell’s (2007) study of Japanese SMEs.  

 

2. THEORY AND HYPOTHESES DEVELOPMENT 
 

According to Modigliani & Miller (1958) firms’ investment decisions are irrelevant of the 

type of their financing source and their financial status. While this is believed to be the case 

either for perfect capital markets with no information asymmetry (Greenwald et al., 1984) 

and no agency costs (Gertler, 1992), or for “mature companies with well-known prospects” 

(Fazzari et al., 1988, p. 142), the discussion on what is a valid measure of financing 

constraints (Kaplan & Zingales, 2000) or how to measure it is less unified, and can be even 

“controversial” (Carbó-Valverde et al., 2008, p. 2).  

 

 With regards to the appropriate measure of financial constrainment Kaplan & Zingales 

(2000; cf. Kaplan & Zingales, 1997) disregard the investment-cash flow sensitivity as an 

appropriate measure of financial constrainment, since “these sensitivities are not necessarily 

monotonic in the degree of financing constraints” (ibid. p. 707). This perspective is also 

adopted by Carbó-Valverde et al. (2008, p. 2), who further point out that “from an 

econometric perspective the cash flow variable may be problematic because, among other 

things, it may be correlated with omitted variables” (cf. Caballero & Leahy, 1996). This has 
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also been empirically supported by Erickson & Whited (2000), as well as Alti (2003), who 

have even shown an adverse effect of higher investment-cash flow sensitivity among less 

constrained firms.  

 

 Apart from the discussion on the role of internal funds (cash flow from operations) in 

the determination of investment activity and its sensitivity, Carbó-Valverde et al. (2008, p. 5) 

recall an “alternative strand of the literature on financing constraints” which looks at the role 

of bank and trade credit as external financing determinants of investment decisions, and 

proxies for financing constraints of mainly SMEs. Unlike financial reports prepared by large 

companies, SMEs financial reporting is less extensive and not audited. Consequently, banks’ 

relationship to SMEs heavily relies on trust compared to large firms (European Commission, 

2007). Due to lower information asymmetry large companies (suppliers) have a better access 

to lower cost bank funding and consequently as intermediaries pour part of their liquidity to 

buyers in form of trade credit (Demirguç-Kunt & Maksimovic, 2001; Cuñat, 2007). 

According to Cuñat (2007), unlike banks, suppliers of trade credit have an “advantage in 

enforcing noncollateralised debts« (ibid. p. 522) since they can stop supplies in case of non-

payment. Additionally, Biais & Gollier (1997) argue information asymmetry among suppliers 

and customers is lower since suppliers “have private information that the bank does not 

have« (ibid. p. 904). 

 

The 2008 global financial and economic crisis caused the erosion of trust in all 

business relationships - not only in financial sector - between lenders and borrowers. 

Increased uncertainty and growth in information asymmetry further reduced efficiency of 

banks’ monitoring. Consequently, banks became more conservative in granting loans and 

imposed larger premiums on borrowed funds (Laux & Leuz, 2010), which furthermore 

restricted firms’ access to bank loan. Several studies confirmed firms with limited access to 

bank loans, particularly small firms (Nilsen, 2002), rely more on costlier trade credit (i.e. 

Biais & Gollier, 1997; Gertler & Gilchrist, 1993; Petersen & Rajan, 1995). However, recently 

some studies highlighted complementarity between bank and trade credit since banks 

“examine in detail whether the suppliers of the firm accept to provide trade credit and for 

what amount« (Biais & Gollier, 1997, p. 911) as banks rely on suppliers’ behavior. Namely, 

banks are aware they face larger information asymmetry compared to suppliers of trade credit; 

therefore they grant bank loan only if trade credit is granted already. Yet as also noted by 

Carbó-Valverde et al. (2008, p. 6) bank vs. trade credit substitution/complementarity is not 

inconsistent. In case of higher information asymmetry, which is often encountered with SMEs 

and/or in times of financial crisis, bank and trade credit will act as complements. In an 

environment of lower information asymmetry, trade credit will be replaced by cheaper bank 

loan. Due to increased information asymmetry caused by financial crisis, the number of 

financially constrained SMEs compared to large firms increased. Since Fazzari et al. (1998) 

and Cleary (1999) claim financial constrainment does impact financial decisions of less 

mature firms, we believe financial crisis impacted not only bank vs. trade credit relationship 

type, but consequently SMEs investments scope, also.   

 
Our three main hypotheses therefore are: 

 

Hypothesis 1: The number of financial constrained firms, as measured by the Altman Z 

score, increases with the progression of the financial crisis. This increase, however, varies 

across different firm sizes, and is much larger for SMEs vis-à-vis large firms. 
 

Hypothesis 2: During a financial and economic crisis, bank credit and trade credit act 

as substitutes for less financially constrained large firms, but as complements for more 
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financially constrained SMEs. The level of this complementarity among SMEs depends also 

on the level of their financial constrainment.  
 

Hypothesis 3: During a financial and economic crisis, the investments level declined. 

This decline, however, varies across different firm sizes, and is much larger for SMEs vis-à-

vis large firms. 

 

3. DATA AND METHODOLOGY 

 
3.1 Data 

 
The data for our analysis comes from the Agency of the Republic of Slovenia for 

Public Legal Records and Related Services (AJPES). Agency collects annual financial 

statements of all companies in Slovenia for tax and statistical purposes as required by law. 

Our analysis includes all Slovenian nonfinancial companies (micro, small, medium-sized and 

large
42

) with positive equity capital for the period between 2007 and 2010. We also have to 

stress that apart from company’s equity value being above zero, no other criteria was used to 

exclude potential “outliers” within our studied sample.  Namely, quite often large sample 

heterogeneity is not addressed through robust statistics, but rather by an a priori classification 

and exclusion of outliers (i.e. companies, which are numerically distant from other 

companies). Thus, an a priori classification and exclusion of outliers was also employed i.e. 

by Cuñat (2007) in the trade credit advantages’ analysis, in Cleary (1999) study of 

investments’ interdependency/independency of firm’s financial constrainment, by Črnigoj & 

Mramor (2009) in the analysis of the determinants of capital structure of Slovenian SMEs, as 

well as in the García-Teruel & Martínez-Solano (2010) study of the determinants of trade 

credit. 

 

3.2 Operationalization of the variables 

 

Table 1 summarizes the operationalized variables in our research, which are directly 

linked to investments, sources of finance, financial constrains and environmental indicators. 

 
Table 1: Summary of construct operationalizations for our analysis 

 
Variable Description Definition Reference 

MAIN INVESTMENT VARIABLE 

Investment cash flow 

(Capital_expenditure) 
Measure of investment 

Total capital expenditure 

relative to total tangible 

and intangible fixed assets 

at the beginning of the 

year 

Carbó Valverde et al. 

(2008) 

FIRM-LEVEL VARIABLES, RELATED TO INTERNAL AND EXTERNAL SOURCES OF FINANCE 

Receivables turnover 

(Receivables_turnover) 

Credit terms, offered to 

firm's customers 

Total sales by average 

accounts receivable 

Carbó Valverde et al. 

(2008) 

                                                 
42 Following the Slovenian Companies’ Act we adopt the following classification of company size: a) micro 

company: average number of employees does not exceed 10, revenue does not exceed 2 million EUR, and value 

of assets does not exceed 2 million EUR, b) small company: employees < 50; revenues < 8.8 million EUR; 

assets < 4.4 million EUR, c) medium-sized company: employees < 250; revenues < 35 million EUR; assets < 

17.5 million EUR, d) large company: all other companies. 
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Payables turnover 

(Payables_turnover) 

Maturity of firm's 

sources of trade credit 

Cost of material and 

services by average 

accounts payable 

Carbó Valverde et al. 

(2008) 

Growth of sales 

(Sales_growth) 

Internally generated 

current cash flow 

Sales in current year, 

compared to last year's 

sales 

Lamont et al. (2001)  

Variable Description Definition Reference 

Loan interest spread 

(Loan_interest_spread) 

Firm-specific cost of 

external financing 

Difference between firm's 

loan interest rates and 

three-month EURIBOR 
Nielsen (2002)  

Altman Z-score 

(AltmanZ) 

Firm-specific financial 

distress indicator 

Weighted average of 

different ratios, indicating 

company's liquid assets, 

earning power, operating 

efficiency and asset 

turnover (see Altman, 

2000 for details) 

Bancel & Mittoo 

(2011) 

FIRM-LEVEL VARIABLES 

Size dummies 

 
Bargaining power 

Dummies for micro, small 

and medium sized 

companies; large 

companies represent basic 

category 

Mateut et al. (2006) 

 

ENVIRONMENTAL VARIABLES 

Year dummies 
Effect of financial and 

economic crisis 

Dummies for 2008, 2009 

and 2010; year 2007 

represents basic category 

Love et al. (2007) 

 

Simultaneous analysis of the employed variables importantly ties together the work of 

Garciá-Teruel & Martínez-Solano (2010), Love et al. (2007), and Huang et al. (2011), who all 

analyzed capital structures of financially distressed firms, with Cleary (1999) and Kaplan & 

Zingales, (1997 & 2000) studies of investment decisions’ dependency on financial 

constrainments. Unlike Carbó Valverde et al. (2008) we use Altman Z-score as a proxy of 

financial constrainment in order to incorporate as many firms as possible in our analysis. 

Namely, most of micro and small companies are not required to report cash-flows statements. 

On the top of it, Slovenia is too small for the estimation of regional GDP and bank market 

power to be reasonable, as required by Carbó Valverde et al. (2008) model. 

 

3.3 Model specification 

 

Our model is motivated by the recent work of Carbó Valverde et al. (2008) on 

independency vs. interdependency of investment decisions and financial constraints, and by 

the work by Love et al. (2007) on the substitution effect between trade and bank credit in 

financial crisis. In terms of the model specification, our model is based on Carbó Valverde et 

al. (2008) model. However, it swerves in two essential aspects. 

First, instead by disequilibrium model financially constrained firms are defined by 

Altman Z score (Altman, 2000). Since micro and small companies are not required to report 

cash-flows statements, most of the micro and small companies would be excluded from the 

Carbó Valverde et al. (2008) model. To prevent the loss of large number of companies we 

applied so-called revised Z’-score model (Altman, 2000, p. 25) to assess company’s financial 

distress in all companies, regardless of whether they are public or private, to avoid differences 

arising from the use of different calculation methods. On the other hand only a few Slovenian 

companies are quoted, so this approximation impacts our results only negligibly.  
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 Second, since the impact of company’s size on investment decisions is the main focus 

of our study we added time and size dummy variables to capture investment dynamic over 

time and across different size groups (see Mateut et al., 2006). We therefore analyzed the 

following regression model (detailed variable description is given in Table 1): 

Capital_expenditurei = 0 + 1 Receivables_turnoveri + 2 Payables_turnoveri + 

+ 3 Sales_growthi + 4 Loan_interest_spread i + 5 AltmanZi + Dummies_yeari + 

Dummies_sizei + Interacion variablesi + i 

 

Unlike Carbó Valverde et al. (2008)’s sample, our sample contains all solvent companies, 

including those which have been only recently incorporated and do not report cash flows. This 

significantly increases the heterogeneity of the studied sample, which prompted us to apply a robust 

regression analysis over time using an iteratively reweighted least squares procedure (in Stata: 

RReg procedure), since traditional OLS regression is not suitable for high variability samples due to 

violation of its normality assumption (Alma, 2011). We first employ a robust cross-section 

regression model to get a general understanding of the impact of selected variables on trade credit, 

as well as to test the impact of company size and time (years) separately. Therefore, the basic 

regression model is extended by size dummy variables to determine the statistical significance of 

company’s size on investment decisions for each year respectively. In the second part of our 

research we upgrade cross-section analysis with a panel regression analysis, which enables us to 

test the significance of the interaction of company size and time (years). In order to achieve efficient 

estimation this procedure removes units with Cook’s distance higher than 1 from estimation (see 

Hamilton, 1991), and uses Huber weights and biweights to reduce or even eliminate the impact of 

extreme observations on the regression estimation, thus solving the issue of sample heterogeneity.  

 

4. THE RESULTS 
 

4.1 Descriptive statistics 

 

Table 2 gives a general overview of population of Slovenian companies in the period 

2007-2010; almost all companies (99%) in Slovenia are SMEs. In the period 2007-2010 the 

total number of companies increased by 14.2%, but only due to rapid establishment of new 

micro companies. On the other hand, and in the light of the current financial and economic 

crisis, the number of medium-sized and large companies decreased partly due to shrinking 

business volume (e.g. companies moved to lower size classes) or even bankruptcy. 

 

Table 2: Basic Slovenian company data in the period 2007-2010 
 

Size 
Number of companies Number of employees 

Total assets 

(in million EUR) 

Turnover  

(in million EUR) 

2007 2010 2007 2010 2007 2010 2007 2010 

Micro 45,232 51,805 135,059 129,706 20,265 20,199 13,417 12,427 

Small 1,973 2,434 64,595 72,272 9,912 12,713 8,300 9,359 

Medium 797 774 81,211 75,511 10,202 9,907 11,158 10,991 

Large 779 721 218,599 185,154 55,231 57,464 40,041 38,574 

Total 48,781 55,734 499,464 462,643 95,609 100,283 72,916 71,350 

 
 

Source: AJPES and authors’ own analysis. 

 

Table 3 lists the descriptive statistics of variables of interest (detailed variable 

description is given in Table 1). 
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Table 3: Descriptive statistics for investment decisions, sources of finance and financial constraints’ variables by company size in the period 2007-2010 
 

MICRO COMPANIES 

 2007 2008 2009 2010 

 median sd median sd median sd median sd 

Capital_expenditure 0.105  80.762 0.104  215.204 0.045  907.042 0.045  79.923 

Receivables_turnover 5.712  3155.833 5.698  2709.676 4.851  2847.252 4.870  1473.767 

Payables_turnover 5.851  917.558 6.104  1485.617 5.587  386.835 5.918  440.446 

Sales_growth 0.122  1542.738 0.087  113.110 -0.081  309.996 0.000  254.863 

Loan_interest_spread -0.003  21.154 0.002  14.852 0.024  14.905 0.027  698.740 

AltmanZ 1.662  21.777 1.668  53.785 1.486  50.679 1.507  60.674 

N 38568  40764  41501  42710  

SMALL COMPANIES 

 2007 2008 2009 2010 

 median sd median sd median sd median sd 

Capital_expenditure 0.148  40.077 0.168  14.646 0.078  2.734 0.083  30.458 

Receivables_turnover 5.777  12573.650 5.629  1178.187 4.851  1106.862 5.135  4893.885 

Payables_turnover 4.722  73.538 4.786  70.938 4.290  91.395 4.673  77.222 

Sales_growth 0.129  0.657 0.081  2.561 -0.129  24.248 0.021  0.984 

Loan_interest_spread 0.009  1.104 0.013  0.868 0.032  2.983 0.035  0.335 

AltmanZ 1.878  1.440 1.927  1.659 1.692  1.762 1.739  1.544 

N 1882  2277  2332  2278  

MEDIUM SIZED COMPANIES 

 2007 2008 2009 2010 

 median sd median sd median sd median sd 

Capital_expenditure 0.149  2.103 0.154  9.942 0.101  14.080 0.083  2.909 

Receivables_turnover 6.407  104.443 6.309  253.762 5.393  306.119 5.825  1033.775 

Payables_turnover 5.233  41.424 5.442  24.799 5.073  21.361 5.529  84.750 

Sales_growth 0.112  1119.531 0.079  0.317 -0.121  0.394 0.053  0.384 

Loan_interest_spread 0.008  1.932 0.012  7.827 0.031  3.595 0.034  0.107 

AltmanZ 1.900  1.311 1.863  1.546 1.599  1.296 1.714  1.408 

N 766  731  746  736  

LARGE COMPANIES 

 2007 2008 2009 2010 

 median sd median sd median sd median sd 

Capital_expenditure 0.155  1985.120 0.150  17.964 0.090  54.591 0.097  165.652 

Receivables_turnover 6.994  277.713 6.877  2548.064 6.155  1386.027 6.870  3652.210 

Payables_turnover 5.854  131.413 5.971  444.926 5.362  100.856 5.916  74.666 

Sales_growth 0.103  8.314 0.052  8.861 -0.120  32.779 0.030  4.788 

Loan_interest_spread 0.007  125.032 0.011  0.269 0.030  0.069 0.036  33.013 

AltmanZ 1.226  1.158 1.138  1.315 0.990  1.213 1.001  1.315 

N 761  750  738  689  
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Table 3 indicates all median companies, regardless of size, reduced the investments 

volume in the period 2007-2010. All companies, except large ones, reduced investment 

volume by roughly 50% (e.g. from 0.105 to 0.045 for median micro company and from 

0.148 to 0.083 for median small company). At the same time large companies reduced 

investments by “only” 37% (form 0.155 to 0.097). One of the basic causes of investment 

decline lies in fading sales growth. In this regard micro companies suffered the largest drop 

in sales growth by far: from 12.2% per year to 0%. Since sales represent the most 

important source of funding, declined growth of sales forced companies to seek external 

sources of finance. Data indicate small and large companies only were able to extend trade 

credit (decline in payables turnover). Conversely, micro and medium sized companies 

were forced to ration trade credit (increase of payables turnover from 5.851 to 5.918 for 

median micro company, and from 5.233 to 5.529 for median medium size company). 

 Regardless of the fact large companies were able to acquire trade credit, they 

remained most financially stressed size group by far (indicated by extremely low Altman Z 

score). Although global financial and economic crisis deteriorated financial soundness 

across all company sizes, large companies remained most financially unstable by far 

(significantly lower Altman Z score compared to other size groups). However, most 

interestingly they were still able to get bank loans at the same cost as other companies 

(same loan interest spread), indicating Slovenian banks are unable to differentiate among 

more and less financially distressed firms. 

 While financial crisis worsened financial position of Slovenian companies (Altman 

Z score declined over 2007-2010 period), none of the size groups stand out as 

demonstrated by factorial ANOVA variance test, too. Two-way analysis of variance by 

specifying both size (micro, small, medium sized and large companies) and years (2008, 

2009 and 2010) showed statistically significant effect of crisis (p=0.0968), only. Size of the 

company doesn’t have a statistically significant effect on financial distress; however this 

result can be attributed to fact large companies represent less than 1.5% of all companies, 

while SMEs are on average approximately equally financially distressed.     

 

4.2. Model testing 

 

The basic results of the robust regression analysis in Table 4 show investment 

decisions (Capital_expenditure variable) are statistically significant dependent on growth 

of sales (internal sources of finance) across the whole 2007 to 2010 period. However, it has 

an almost negligible effect size on trade credit, since regression coefficient is insignificant. 

If importance is judged by coefficient, investments were mostly affected by global 

economic and financial crisis: if scope of investments increased in 2008 compared to 2007 

(see large statistically significant positive regression coefficient for Dummy_2008 

variable), it profoundly dropped in 2009 in 2010 (large negative regression coefficient for 

Dummy_2009 and Dummy_2010 variables). Overall, after rapid growth in 2008 all 

companies (including large ones) reduced investments in 2009 and 2010.  Investments 

depend on the company’s size, also: micro and small companies have lower investment 

level compared to large companies across the whole 2007 to 2010 period (see statistically 

significant large negative regression coefficient for Dummy_micro and Dummy_small 

variables). However, even if the investments level in 2008 increased compared to 2007, 

micro companies suffered a drop in investments (see statistically significant and negative 

coefficient on time and size interaction variable in 2008 for micro companies 

Dummy_micro x Dummy_2008). Finally, investment level depends on firm’s financial 

distress (see statistically significant and negative coefficient for AltmanZ) and cost of bank 

loan (see statistically significant and negative coefficient for Loan_interest_spread). Given 

the facts both have worsened from 2007 to 2010 (see Table 3 median values across time), 

we can claim global financial and economic crisis on average amplified firms’ financial 
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distress (AltmanZ ) on one hand and bank’s uncertainty on the other (reflected in higher 

interest margin Loan_interest_spread), which in turn adversely affected the level of 

investments. 
 

Table 4: Robust regression analysis 
Capital_expenditurei = 0 + 1 Receivables_turnoveri + 2 Payables_turnoveri + 3 Sales_growthi + 4 Loan_interest_spread i + 5 

AltmanZi + Dummies_yeari + Dummies_sizei + Interacion variablesi + i 

 Predicted sign Coefficient t-stat. p-value  

Intercept  0.1155 20.23 0.000 ***  

Receivables_turnoveri + 0.0000 0.57 0.567   

Payables_turnoveri - - 0.0000 - 0.93 0.354   

Sales_growthi + 0.0000 9.14 0.000 ***  

Loan_interest_spread - - 0.0001 - 4.27 0.000 ***  

AltmanZi - 0.0194 40.25 0.000 ***  

Dummy_2008 ? 0.0207 2.12 0.034 **  

Dummy_2009 - - 0.0298 - 3.03 0.002 ***  

Dummy_2010 - - 0.0289 - 2.84 0.004 ***  

Dummy_micro - - 0.0367 - 6.30 0.000 ***  

Dummy_small - - 0.0125 - 1.85 0.064 *  

Dummy_medium - - 0.0002 - 0.03 0.977   

Dummy_micro x Dummy_2008  - 0.0217 - 2.17 0.030 **  

Dummy_micro x Dummy_2009  - 0.0046 - 0.45 0.652   

Dummy_micro x Dummy_2010  - 0.0056 - 0.54 0.592   

Dummy_small x Dummy_2008  - 0.0054 - 0.47 0.637   

Dummy_small x Dummy_2009  - 0.0090 - 0.79 0.431   

Dummy_small x Dummy_2010  - 0.0045 - 0.39 0.698   

Dummy_medium x Dummy_2008  0.0102 0.74 0.460   

Dummy_medium x Dummy_2009  0.0049 0.35 0.726   

Dummy_medium x Dummy_2010  - 0.0043 - 0.31 0.759   

Firm-years observations    65,053   

F-stat.   141.29 0.000 ***  

Adjusted R2    0.043   

Source: AJPES and authors’ own analysis. 
Notes: Please see Table 1 for variable description. Sample consists of 65,053 firm-years observations of all 

solvent Slovenian companies with available data on AJPES for the period 2007-2010. Star indicates 

statistical significance at 1 (***), 5 (**) and 10 (*) percent. 

 

5. CONCLUSION 
 

With regards to the testing of our three hypotheses, we find support for the 

confirmation of Hypothesis 1, since number of financially constrained firms increased by 

the profession of the financial crisis. However, most financially distressed firms are large 

companies, not SMEs. Surprisingly, banks are unable to distinguish risky from non-risky 

loans recipients, so they require same risk premium regardless of their financial distress.  

The 2008 global economic and financial crisis influenced investment level 

(Hypothesis 3). However, even before the crisis (in 2007) micro and small companies had a 

lower investment level compared to large companies. Part of the reason can surely be 

attributed to the fact that micro and small firms are virtually cut-off from bank loans 

(Mörec & Rašković, 2011). Consequently, micro and small companies can use trade credit 

only (beside internal sources of finance, e.g. sales) to finance investments. Since trade 

credit is costly source of finance, only few projects are lucrative enough to cover financing 

costs, which results in lower investment level in micro and small companies even if they 

are less financially distressed compared to large companies. Simultaneously our results 

give support to Hypothesis 2, since truly bank credit and trade credit act as substitutes for 

less financially constrained small firms and as complements for more financially 

constrained large firms. 

Overall, results suggest SMEs have been more severely hit by the current financial 

crisis. SMEs access to external sources of finance and the level of financial development 

(and efficiency) is therefore a very important economic policy challenge. As long-term 

financing represents a foundation for SMEs future growth, this implies a greater need for 

long-term SME financing should be met: either by the state institutions and/or by 

commercial banking sector.  
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Abstract: 

 

One of the fundamental assumptions of the effective internal audit is its independence and 

objectivity. The basic activities of modern internal audit, giving assurance on the 

effectiveness of risk management process, internal control and corporate governance, 

derive their value from the assumption of internal audit independence and objectivity. The 

purpose of this paper is to investigate the relevant theoretical features of the connection 

between internal audit independence and its effective functioning that is the implications of 

the impact of organizational position and internal audit relations with internal oversight 

structures (Supervisory Board and Audit Committee) on its activity. The internal audit 

independence comes down to making assumptions and conditions that will enable internal 

audit department independent and impartial activity, and thus its effective functioning. In 

this context, one of the key assumptions is appropriate organizational position of the 

internal audit department in the organizational structure. A key issue on the organizational 

role of internal audit function is related to its reporting relationship with the highest levels 

of management and Audit Committee. Previous studies indicate the importance of 

functional reporting to the Audit Committee or Supervisory Board and administrative 

reporting to the Chief Executive Officer of an organization.  

 The growing role and importance of the Audit Committee and internal audit in recent 

years have influenced on a greater research of their mutual relations. According to the results of 

previous research, relationship between internal audit function and the Audit Committee 

provides internal audit supportive environment for carrying out its activities related to risk 

assessment, reviewing control effectiveness and compliance levels. They also stress out the 

importance of mutual interaction which is extremely important both for internal audit and the 

Audit Committee. According to researches based on interviews conducted among internal 

auditors and members of Audit Committees, internal audit relationship with the Audit 

Committee can strengthen the status of internal audit in favor of maintaining the independence 

and objectivity in their work and internal audit is seen as an important source of information that 

is helpful to the Audit Committee in fulfilling its supervisory activities. That kind of relation is 

considered as reciprocal strengthening of each other's function. Previous studies have shown 

that the supervisory role of the Audit Committee contributes to the effectiveness of internal audit 

functions. Also, the monitoring role of Audit Committee and the communication of potential 

problems offer the possibility to internal audit to see its weaknesses and work towards 

correcting them which can also have a positive impact on the quality of the information that 

internal audit provides to the Audit Committee. 

Keywords: internal audit, independence, organizational position, Audit Committee 

JEL classification: M 42 
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1. Introduction 

 

Internal audit has lately been given emphasis in the context of the supervisory mechanisms 

of corporate governance, which is a direct result of requests for more effective corporate 

governance and the need for its control. In this regard, internal audit has shifted the initial 

focus from the formal and substantial examination of appropriateness, timeliness and 

reliability of accounting information and developed into a proactive role in an organization 

and activity that includes assurance services regarding the effectiveness of risk 

management, control and corporate processes and the provision of consulting services. 

 Development of internal audit activities and scope has been practiced in parallel 

with the development of its position in the company and with the change of reporting lines 

of internal auditor, which is a consequence of spread of internal audit customers and 

development of the corporate governance concept. One of the fundamental assumptions of 

the effective internal audit functioning in a business system is its independence and 

objectivity, and the matter of internal audit independence is directly related to its 

organizational status and reporting lines. In striving to achieve a higher degree of 

independence, lately, an internal auditor is appointed by the Audit Committee. The internal 

audit is an indispensable resource and a source of information for the Audit Committee 

(Tušek & Žager, 2008. pp. 434-436). Audit Committees have to meet a number of 

obligations and responsibilities which is not possible without adequate communication 

with the internal audit. On the other hand, one of the key factors for the successful internal 

auditing functioning in an organization is a support that Audit Committee provides to the 

internal audit function and its activity. 

 The remainder of this paper will present the requirements of the International 

Standards for the Professional Practice of Internal Auditing in terms of ensuring the 

internal audit independence and possible reporting lines, as well as their impact on internal 

audit activity particularly in terms of impact on the scope of internal audit work. 

Furthermore, it will present relevant theoretical features of the connection between internal 

audit independence and its effective functioning that is the implications of the impact of 

organizational position and internal audit relations with internal oversight structures 

(mainly Audit Committee) on its activity primarily through a review of existing research 

on various aspects of the utility of internal audit connection with supervisory structures in a 

company. 

  

2. Internal Audit Independence - Requirements of the International Standards for the 

Professional Practice of Internal Auditing 

 

According to the revised and generally accepted definition of Institute of Internal Auditors 

internal auditing "is an independent, objective assurance and consulting activity designed 

to add value and improve an organization's operations. It helps an organization accomplish 

its objectives by bringing a systematic, disciplined approach to evaluate and improve the 

effectiveness of risk management, control, and governance processes." (IIA,2011) The 

importance of independence and objectivity in performing internal audit activities arise 

from the definition itself. Assurance services regarding the effectiveness of risk 

management, control and corporate governance as a core activity of modern internal 

auditing, derive its value and credibility precisely from the assumption of independence of 

internal audit function and objectivity of internal auditors as the individual's (Stewert & 

Subramaniam, 2009, pp.328). 

Considerable attention is devoted to the independence and objectivity in the 

internal auditing Standards. Specifically, within the Attribute Standards (series 

1000), under Standard 1100 - Independence and objectivity "the internal audit activity 

must be independent, and internal auditors must be objective in performing their work." 
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(IIA, 2011)  It can be easily concluded from this that the requirement of independence is 

placed on internal audit department while requirement of objectivity is placed on the 

internal auditor as a person. With regard to this, emphasis is on organizational 

independence and individual objectivity. With given Standard there is an interpretation of 

the requirements for independence. The independence is" the freedom from conditions that 

threaten the ability of the internal audit activity to carry out internal audit responsibilities in 

an unbiased manner. To achieve the degree of independence necessary to effectively carry 

out the responsibilities of the internal audit activity, the Chief Audit Executive has direct 

and unrestricted access to senior management and the Board. This can be achieved through 

a dual-reporting relationship. Threats to independence must be managed at the individual 

auditor, engagement, functional, and organizational levels." (IIA, 2011)  This way the CAE 

(Chief Audit Executive) has immediate and unlimited access to senior management and the 

Supervisory Board or Audit Committee if the same is organized. These company bodies 

are competent and in a position to take certain corrective actions based on internal audit 

findings, which is also an assumption and precondition for internal audit organizational 

independence. 

It can be concluded, from previously mentioned, that the issue of internal audit 

independence cannot be reduce to the question of absolute independence, but to creation of 

the proper conditions that will enable the internal audit department independence. In this 

context, one of the key assumptions and such conditions is the appropriate organizational 

position (status) of the internal audit department in the organizational structure.  

 Looking at the current practice of internal audit positioning in the company's 

organizational structure, there are numerous and different solutions. Some of them enable 

internal audit greater independence and others to a lesser extent. Internal audit department 

can be positioned very low in the organizational structure. The consequence is positioning 

internal audit within some department (e.g. accounting- financial) or as a separate and 

independent organizational unit that has the same status as other departments in the 

company. Often, quite wrong and unfair, internal audit is assigned some tasks that fall 

within the scope of other business functions within the company, whereat independence, 

objectivity, profession and meaning of existence are becoming questionable and the 

internal audit activity as a whole. 

Lately, an internal auditor is appointed by the Supervisory Board or an Audit 

Committee in striving to achieve a higher degree of independence. These way internal 

auditors may perform their job professionally, without any limitations and restrictions, and 

can potentially prevent unfair managers in an attempt to take undesirable actions that are 

inconsistent with the company’s objectives. So if you want to organize an effective internal 

audit, then this function must be totally independent of the lower and middle management, 

and to some degree of management at the highest level. This requirement is of particular 

importance since without the appropriate degree of independence internal audit becomes 

passive, and the results of its work and existence are unsatisfactory.  

 

3. Internal Audit Independence and Reporting Lines  

 

In the earlier stages of development, internal audit activity has been considered as the 

"eyes and ears of management", considering that they reported to management, 

respectively, according to researches, to CFO or controller because the scope of internal 

audit work was mainly based on evaluating internal controls. (IIRF, 2003, pp.3.) Along 

with the development of internal audit activities, and expansion of the scope of its work, 

the number of internal audit customers has also been expanding to senior management, 

operational management and the Audit Committee and Board of directors. (IIARF, 2003, 

pp. 4.)  However, having different customers may imply different requirements, which can 

often be in conflict. Audit Committees are primarily interested in the assurance regarding 
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risk and internal control effectiveness, while operational management may require internal 

audit consulting services related to improving the efficiency of operations and the 

adequacy of internal controls. Senior management requires assurance regarding internal 

controls efficiency but also consulting services regarding risk management and 

controls. Overlap may occur if, for example operational management seeks assurance 

about the effectiveness of controls that it has implemented to control the process for which 

it is responsible or when the Audit Committee requested counseling about risk assessment 

and control process. (IIARF, 2003, pp.5.)   

 However, internal audit authority and responsibilities are defined in the Internal 

Audit Charter. The obligation of the internal audit charter existence of for each internal 

audit department is required by the Standard 1000 - Purpose, Authority, and Responsibility 

according to which "the purpose, authority, and responsibility of the internal audit activity 

must be formally defined in an internal audit charter, consistent with the Definition of 

Internal Auditing, the Code of Ethics, and the Standards. The Chief Audit Executive must 

periodically review the internal audit charter and present it to senior management and the 

Board for approval." (IIA, 2011) With this Standard there is a interpretation by which "the 

internal audit charter is a formal document that defines the internal audit activity's purpose, 

authority, and responsibility. The internal audit charter establishes the internal audit 

activity's position within the organization, including the nature of the Chief Audit 

Executive’s functional reporting relationship with the Board; authorizes access to records, 

personnel, and physical properties relevant to the performance of engagements; and defines 

the scope of internal audit activities. Final approval of the internal audit charter resides 

with the Board." (IIA, 2011)  This document provides all members of the organization, and 

also to other interested parties beyond, information on the status of internal audit in the 

company, about its mission and fundamental principles of its organization and 

management. It's sort of an agreement between the organization and internal audit, or its 

customers - senior management and Board. By clearly defining and documenting the 

internal audit purpose, authority and responsibilities, internal auditors are, on the one hand, 

aware of their role and usefulness in the organization and support that is provided by 

management at all levels, and, on the other, management and committees within the 

organization are confident that internal auditor accepts professional responsibility for the 

quality of services it provides. Since this is a public document, its importance is reflected 

in the fact that it enables all members of the organization, and those who do not have a 

basic knowledge on economics, exploring the fundamental principles and concepts of the 

internal audit function within an organization. Since they work in possible audit areas, the 

preparation and presentation of such documents is a prerequisite for successful 

communication and activity of the internal audit department and for the understanding of 

the internal auditor as a consultant and not "police" sent from the highest levels of 

management. 

Factors necessary to achieve organizational independence are defined in the 

Standards and further clarified with related Practice Advisories. According to the Standard 

1110-Organizational independence - "the Chief Audit Executive must report to a level 

within the organization that allows the internal audit activity to fulfill its responsibilities. 

The Chief Audit Executive must confirm to the Board, at least annually, the organizational 

independence of the internal audit activity. The internal audit activity must be free from 

interference in determining the scope of internal auditing, performing work, and 

communicating results (1110.A1)" (IIA, 2011). In further explanation of the Standard, give 

through the Practice Advisory 1110-1, realization of organizational independence is 

explained in detail.  

Practice Advisory 1110-1 states that "the Chief Audit Executive (CAE), reporting 

functionally to the Board and administratively to the organization's chief executive officer, 

facilitates organizational independence. At a minimum the CAE needs to report to an 
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individual in the organization with sufficient authority to promote independence and to 

ensure broad audit coverage, adequate consideration of engagement communications, and 

appropriate action on engagement recommendations." (IIA, 2011) In this Standard and the 

Practice Advisory, and in all other Standards and Practice Advisories referred to below, 

under "Board" means the Audit Committee, if established and operated in company or 

Supervisory Board, if there is no Audit Committee. 

Remaining of this Practice Advisory further clarifies internal audit functional and 

administrative reporting responsibilities. In this regard, "functional reporting to the Board 

typically involves the Board: 

 Approving the internal audit activity's overall charter, 

 Approving the internal audit risk assessment and related audit plan, 

 Receiving communications from the CAE on the results of the internal audit activities 

or other matters that the CAE determines are necessary, including private meetings 

with the CAE without management present, as well as annual confirmation of the 

internal audit activity's organizational independence, 

 Approving all decisions regarding the performance evaluation, appointment, or removal 

of the CAE, 

 Approving the annual compensation and salary adjustment of the CAE, 

 Making appropriate inquiries of management and the CAE to determine whether there 

is audit scope or budgetary limitations that impede the ability of the internal audit 

activity to execute its responsibilities. 

 

Administrative reporting is the reporting relationship within the organization's 

management structure that facilitates the day-to-day operations of the internal audit 

activity. Administrative reporting typically includes: 

 Budgeting and management accounting, 

 Human resource administration, including personnel evaluations and compensation, 

 Internal communications and information flows,  

 Administration of the internal audit activity's policies and procedures." (IIA, 2011) 

 

"Threats to independence must be managed at the individual auditor, engagement, 

functional, and organizational levels." (IIA, 2011) Chief Audit Executive (CAE - Chief 

Audit Executive) should directly report to the Audit Committee, thus ensuring 

independence in planning and execution of individual audit engagements. On the other 

hand, members of the Audit Committee must support the realization of internal auditing 

many roles and maintain its independence and encourage active co-operation between 

internal audit and management, through promoting internal audit as a function that can 

significantly add value to the organization. It is very important that members of the Audit 

Committee are persons with enough authority so that they can promote independence and 

reputation of the internal audit function within the organization (Bromilow & Berlin, 2005, 

pp.37.) 

 Although Standards suggest direct reporting to the Audit Committee or the CEO for 

achieving the highest level of independence, formation of other reporting lines, e.g. to CFO 

is not prohibited. However, other reporting lines, than those explicitly the suggested by 

Standards, must also meet the general criteria which is reporting to a level within the 

organization that enables internal audit to fulfill its responsibilities and provides sufficient 

authority to ensure broad audit coverage, adequate consideration of engagement 

communications, and appropriate action on recommendations 

 Key issues of the internal audit organizational role are related to its relationship 

with the highest levels of management and Audit Committee. Previous research indicate 

the importance of functional reporting to the Board and administrative to the organization's 

Chief Executive Officer (Goodwin & Yeo, 2001; Sarens & De Beelde, 2005, 2006) 
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According to research conducted by PricewaterhouseCoopers and the Croatian Institute of 

Internal Auditors in 2009 about internal audit practice and organization in Croatia, the 

most common reporting system in the current practice of internal auditing in Croatia is 

reporting to executive management (CEO, Executive Director, General Manager).On the 

question "to whom within your organization CAE or external service provider functionally 

reports" the majority (84%) of respondents answered "to General Director or CEO", 45% 

of them answered " to the Supervisory Board", and only 21% of respondents answered that 

they are functionally reporting to the Audit Committee. In comparison with the global PwC 

survey on internal audit, more than 90% of global respondents are functionally reporting to 

the Audit Committee." (PwC & HIIR, 2009, pp.25). According to the global research of 

internal audit profession in 2006, Common Body of Knowledge (CBOK) conducted by 

The Institute of Internal Auditors Research Foundation (IIARF), of total of 769 subjects 

(IIA) from 21 European countries, 36% of respondents believe that the internal audit 

function ensures independence by reporting directly to the Audit Committee while others 

report to target groups that fall within the scope of executive and senior management as 

well as in the previously mentioned study in Croatia (ECIIA, 2009, pp.30.). According to 

another survey (Bromilow & Berlin, 2005, pp. 37.) even 78% chairman of the Audit 

Committee who participated in the study, believes that the independence of internal audit 

function in relation to the management is sufficient and satisfactory. According to their 

opinion the best way to achieve independence of the internal audit function is reviewing 

reporting lines, on an annual basis, so that Audit Committee could gain assurance that they 

are adequate and ensure independent, impartial and objective internal audit functioning. 

 

4. Relationship between Internal Audit and the Audit Committee - the Assumption of 

an Independent Internal Audit Function 

 

4.1. Audit Committee in the Corporate Governance System- Authority and 

Responsibility 

 

Most widely used corporate governance definition is "the system by which companies are 

directed and controlled" (Cadbury Committee, 1992).The OECD Principles of Corporate 

Governance states that corporate governance involves a set of relationships between a 

company’s management, its Board, its shareholders and other stakeholders. Corporate 

governance also provides the structure through which the objectives of the company are 

set, and the means of attaining those objectives and monitoring performance are 

determined (OECD, 2004). Good corporate governance should provide proper incentives 

for the management to achieve goals that are of interest for the company and shareholders 

(IIARF, 2003b). Corporate governance is a process by which the owners and creditors of 

an organization exert control and require accountability for the resources entrusted to the 

organization (Rittenberg & Schwieger, 2000:35). According to the definition of the 

Institute of Internal Auditors (IIA) corporate governance "is the combination of processes 

and structures implemented by the Board in order to inform, direct, manage and monitor 

the activities of the organization toward the achievement of its objectives." (IIA, 

2011) Monitoring risks that the organization is facing and ensuring appropriate controls to 

mitigate these risks directly contribute to achieving the goals of the organization and 

maintain its value (IIARF, 2003a, p 27).  

 One of the key internal mechanisms of corporate governance, through which 

shareholders influence the behavior of managers in order to ensure that they manage 

business in their interest are the Boards. Boards of directors, respectively Supervisory 

Boards, are seen as a linking part between the different interest groups within a company to 

guarantee “good governance” (Kostyuk & Braendle & Apreda, 2007). There are two ways 

of organizing Boards of the modern corporation: (1) establishment of a single Board of 
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Directors or establishment of two Boards: the Supervisory Board and Management Board. 

Anglo-American model of corporate governance, one-tier model, is based on a single 

Board of Directors. The Board of Directors which includes two functions, monitoring and 

control, contains a mix of executive and non-executive directors. Non-executive directors 

are not involved in the operational functioning of the company and the executive directors 

have operational authority ... On the other hand, the continental model of corporate 

governance, also called two-tier, is based on the establishment of two types of Boards in 

the management structure of the corporation: (1) Supervisory Board, with members who 

do not have executive positions, which takes over supervision and monitoring function and 

(2) the Management Board comprised of executive managing directors, which is in charge 

of the initiation and implementation of strategic decisions" (Tipurić, 2006, pp. 77-60). 

 Supervisory Board is characteristic for the continental systems of corporate 

governance and together with the Management Board makes dual management 

structure. Leadership and management of the company have been delegated to 

Management Board, while the Supervisory Board takes over the function of monitoring the 

governing body. On the other hand, in the Anglo-American system of corporate 

governance there is one Board of Directors and executive and non-executive directors 

operate in that Board (Tipurić, 2006:119). 

 In the Anglo-American model of corporate governance, Audit Committee is a 

specialized sub-committee within the Board of Directors and is composed of independent 

members of the Board of Directors, while in the continental model of corporate governance 

with a two-tier governance structure, the Supervisory Board appoints the Audit Committee 

that performs certain monitoring tasks. Regardless of whether the Anglo-American or 

continental model, the key requirement is that there should be appropriate involvement of 

independent, non-executive director in monitoring the process of financial reporting, 

internal control and risk management. 

 Although the primary activity of the Audit Committee is to assist the Board in 

carrying out their responsibility regarding the overseeing the company's financial reporting 

requirements and interaction with internal and external audit, their responsibilities also 

extend to (Mohiuddin &Karbhari, 2010, pp.105.) several areas that include: internal 

control and risk management and monitoring of compliance with corporate legality and 

ethical Standards, including the maintenance of preventive fraud controls. According to 

Chambers (2005) the main activities of the Audit Committee include: advising Board on 

the reliability of financial information, advising Board in risk management and internal 

control, dealing with external auditors and overseeing the internal audit process. Regarding 

the responsibilities of Audit Committees for internal audit process, Wolnizer (1995) noted 

that Audit Committees are expected to (Mohiuddin & Karbhari, 2010:107.):  

 Evaluate the independence and competence of internal audit function;  

 Discuss with the chief of internal auditors about internal audit reports, effectiveness of 

internal controls and problems in performing the internal audit;  

 Review the scope of internal audits planned for the year;  

 Review management's response to internal auditors' recommendations;  

 Review and approve internal audit budget;  

 Review the relationship between internal and external auditors and coordination of their 

work and  

 Appoint and dismiss the head of internal audit. 

 

4.2. Cooperation between Internal Audit and the Audit Committee – Some Aspects of 

the Interdependence 

 

In the context of the relationship between Audit Committees and internal audit there are 

several Standards and Practice Advisories that are directly or indirectly related to this 
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issue. However, the primary is the Standard 1111- “Direct Interaction With the Board”. 

According to the requirements of this Standard Chief Audit Executive "must communicate 

and interact directly with the Board." (IIA, 2011) According to Recommendation 1111-1 

Board interaction, which further clarifies the previously mentioned requirement of the 

related Standard -1111, "direct communication occurs when the Chief Audit Executive 

(CAE) regularly attends and participates in Board meetings that relate to the Board's 

oversight responsibilities for auditing, financial reporting, organizational governance, and 

control. The CAE's attendance and participation at these meetings provide an opportunity 

to be apprised of strategic business and operational developments, and to raise high-level 

risk, systems, procedures, or control issues at an early stage. Meeting attendance also 

provides an opportunity to exchange information concerning the internal audit activity's 

plans and activities and to keep each other informed on any other matters of mutual 

interest. Such communication and interaction also occurs when the CAE meets privately 

with the Board, at least annually. " (IIA, 2011). It should be emphasized that this Standard 

and Practice Advisory are for the first time adopted in January 2009 and published as part 

of the overall International Professional Practices Framework. 

 The growing role and importance of Audit Committees and internal audit in recent 

years, have influenced on greater study of their interaction (see for example Goodwin & 

Yeo, 2001; Goodwin, 2003; Gramling, Maletta, Schneider & Church, 2004; Raghunandan, 

Read & Rama 2001.) According to some research (Bromilow & Berlin, 2005, pp.35) more 

than 80% of the Audit Committee Chairman believes that the primary role of internal audit 

is related to assurance regarding functioning of the internal controls. Monitoring the 

effectiveness of internal control, internal audit and risk management system is among the 

most important tasks of the Audit Committee. It is therefore quite justified to investigate 

the mutual relationship between Audit Committees and internal audit functions. Gramling 

et. al. points out that quality connection between the internal audit function and Audit 

Committee provides a supportive environment to internal audit to carry out its activities 

related to risk assessment, control effectiveness and compliance (Gramling, 2004., p 

198). Interaction is stressed out as very important both for internal audit and the Audit 

Committee (Bishop et. al., 2000; Goodwin, 2003).  

 Stewert and Subramaniam (2010), in their paper related to internal audit 

independence and objectivity synthesized existing body of knowledge relating inter alia the 

relationship between internal audit and the Audit Committee. According to their findings, 

most research related to organizational status of internal audit is focused on the 

relationship between internal audit and the Audit Committee. The following will illustrate 

some of them. 

According to the IIA global survey research whose results are summarized in the 

CBOK study (Burnaby et. al., 2007) only 47% of CAE reported to the Audit Committee 

level were an Audit Committee was present (in 73% organizations), however, 91% 

respondents considered to have appropriate access to the Audit Committee, in those 

companies where it exists. Based on interviews conducted by Turley and Zaman (2007) 

with variety of personnel from a large UK financial services company, the authors 

concluded that an Audit Committee is “able to set a tone that allows internal audit to have 

a certain degree of influence in the organization.” Audit Committee plays a vital role in 

supporting the internal auditor’s position and independence. 

It is pointed out previously, that the highest degree of internal audit independence is 

achieved when the internal auditor is functionally responsible to the Audit Committee. 

However, if an Audit Committee is composed of executive management or directors 

associated with the management, it significantly impairs not only the effectiveness of the 

Audit Committee, but also the independence and objectivity, and thus the effectiveness of 

the internal audit function. 
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 Although the above studies analyzed the link between internal audit and the Audit 

Committee, little is known about the importance and impact of the qualification structure 

of the Audit Committee members on the position of the internal audit 

function. Raghunandan et. al. (2001) assessed the joint effect of the Audit Committee 

independence and expertise on its interaction with internal audit and concluded that the 

independent committees with at least one member with accounting/auditing expertise had 

longer meetings and direct communication with the CAE. Regular meetings between 

committee and internal audit provide Audit Committee better information on the relevant 

auditing and accounting issues and can be interpreted as Audit Committee's support to the 

internal audit function. In their study, Goodwin & Yeo (2001) examined the factors that 

may affect the independence and objectivity of internal audit, and one of which was the 

relationship with the Audit Committee. According to a survey results, among internal 

auditors in Singapore, there is a strong link between the internal audit function and Audit 

Committee, and the level of interaction is increased when the internal auditors communicate 

with the Audit Committee comprised solely of independent members. Goodwin 

(2003) considered that the maximum benefit from the interaction between internal audit 

and the Audit Committee can be expected if members of the Audit Committee have 

technical expertise to understand the work of internal audit, together with the independence 

to enhance the status of internal audit (Sarens & De Beelde, 2006, pp.9.).  

The results of these studies suggest the following conclusion: effective Audit 

Committees, i.e. committees with independent and qualified/competent members 

positively affect the independence and objectivity of internal audit, and consequently on its 

effectiveness. 

 According to researches cited by Stewert and Subramaniam (2010), which are 

mainly based on interviews conducted among internal auditors and the members of the 

Audit Committees, internal audit relationship with the Audit Committee can strengthen the 

status of internal audit in favor of maintaining the independence and objectivity in their 

work (Mat Zain & Subramaniam, 2007; Turley & Zaman, 2007), and internal audit is 

considered a significant source of information that is of great help to the Audit Committee 

in fulfilling its responsibilities (Raghunandan et al., 2001, Goodwin & Yeo, 2001.), so it 

can be concluded that they have a very important relationship with a reciprocal 

strengthening of each other's function (Sarens & De Beldee, 2006., pp. 7). This is the 

reason why many guidelines and Standards encourage such cooperation (Blue Ribbon 

Committee - BRC, SEC, IIA). New York Stock Exchange encourages publicly traded 

companies also to accept and support the relationship between Audit Committees and 

internal audit, and recommend their meetings on a quarterly basis.  

According to research conducted by Sarens & De Beelde (2006) in the case of 

Belgian companies, by analyzing the expectations and perceptions of internal auditors and 

the Audit Committee, both groups of respondents have high expectations in terms of their 

relationship. Members of the Audit Committee expect from internal audit strong 

information support (through reports), through which they will demonstrate and 

communicate their contribution to the monitoring and functioning of the organization and 

to play both an active and proactive role in risk management and activities, and proactive 

in managing risks. Internal auditors on the other hand complained about the limited 

interaction they have with Audit Committee and opportunities to participate in Audit 

Committee meetings and also with the follow up their findings and recommendations 

receive. 

 Spira (1999) points out that one of the advantages of Audit Committee 

establishment is strengthening the position of the internal audit function especially for 

support that Audit Committee provides to Internal Audit (Sarens & De Beelde, 2006, 

pp.8.). Bishop (2000) gave an overview of the supporting roles that internal audit can have 

in relation to the Audit Committee, which correspond with the responsibilities of the Audit 
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Committee and include general assistance, financial reporting assistance, risk and control 

assistance with (Sarens & De Beelde, 2006, pp.9.). General assistance includes facilitating 

the information flow of to the Audit Committee or performing special projects or 

investigations, as requested by the Audit Committee. Financial reporting assistance relates 

to supporting the Audit Committee in its evaluation whether or not the company has 

satisfied its internal and external reporting objectives, supporting the committee in its 

assessment of the quality of financial reporting, providing information regarding the 

strength of controls through over the quarterly reports or assuring committee members that 

they are receiving reports with relevant and timely business performance measures. Risk 

and control assistance relate to supporting the Audit Committee in its evaluation of 

whether the company has satisfied its control objectives, providing information that will 

assist the Audit Committee monitor the company’s control environment, and providing 

information that may be of assistance to the Audit Committee in monitoring key financial 

and business risks company is facing (Sarens & De Beelde, 2006, pp.8.). 

 

5. Conclusion 

 

Freedom from conditions that threaten the ability of the internal audit activity to carry out 

responsibilities in an unbiased manner is one of the basic prerequisite for the effective 

functioning of the internal audit function since without the appropriate degree of 

independence results of its work are unsatisfactory. Dual-reporting relationship in which 

the Chief Audit Executive has direct and unrestricted access to senior management and the 

Board has been recognized by the Standards and the practice as a best way to achieve the 

degree of independence necessary to effectively carry out the responsibilities of the 

internal audit activity. Direct communication of the CAE with the Audit Committee, 

according to Standards, reinforces the organizational status of internal auditing, enables 

full support and unrestricted access to organizational resources and ensures that there is no 

impairment to independence.  

 Previous studies have shown that the supervisory role of the Audit Committee 

contributes to the effectiveness of the internal audit function by providing a supportive 

environment and its freedom of action and internal audit is seen as an important source of 

information that is helpful to the Audit Committee in fulfilling its supervisory activities. It 

is also noted that maximum benefit from the interaction between internal audit and the 

Audit Committee can be expected if members of the Audit Committee together with the 

independence to enhance the work of internal audit, have technical expertise in order 

understand the work of internal audit. Monitoring by the Audit Committee and the 

communication of potentially identified problems offers the possibility that internal audit 

realizes their weakness and corrects them which can also have a positive impact on the 

quality of the information that internal audit provides the Audit Committee since their 

relationship is considered a very important with a reciprocal strengthening of each other's 

function. 
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Abstract 

 

The interaction between any two of current account, stock price and exchange rate have 

been of interest for academics in recent years. However, few attentions have been paid to 

correlationship among three fundamentals. This paper utilizes data sets of ten Asian 

countries for the period of 1970~2010 to conduct cointegration test based on vector 

autoregressive (VAR) framework. This paper finds that one cointegration at least exists 

among three variables for each country. India and Thailand have two cointegrations and bi-

directional causal relation, and others have one. Specifically, this work confirms the impact 

of the 1997 Asian financial crisis on trivariate cointegration for ten countries consistently, 

improving Phylaktis and Ravazzolo (2005) and Pan et al. (2007)’s results of two variables. 

This paper further replenishes extant studies with the evidences on different influences 

across countries. There exist strengthen effect (Taiwan, Philippines) or weaken effect 

(Japan, Indonesia) of the crisis on cointegration due to liberalization policy early or late in 

each country.  

 

Keywords: Current account; stock price; foreign exchange rate; 1997 Asian financial 

crisis; cointegration 

JEL Classifications: G15; F30  

 

1. Introduction 

 

Most Asian countries have set about a series of reforms and financial liberalization policy 

(e.g., floating foreign exchange regime, relaxation of foreign capital restriction) since 

1980s. Following these developments, the rising flows of international capital induce an 

increased dynamic relationship to emerge between domestic stock market and foreign 

exchange market in Asian countries. Phylaktis and Ravazzolo (2005) postulated that this 

intermarket linkage could be associated with economic fundamentals. Open character of a 

country in terms of exports and imports provides a possible explanation for links between 

stock and foreign exchange markets. A country’s exports and imports can measure degree 

of economic integration between trade partners. Thus their proposition that financial 

integration is closely related to economic integration is also supported by Diamandis and 

Drakos (2011). Current account is justified to be suit for serving as a proxy that can 

measure a country’s exports and imports. In recent years, global current account 

imbalances generally stemming from large deficits in the U.S. and surpluses in Asian 

economies have attracted interest of academics and policy makers. Current accounts 

gradually play an important role on international finance for recent few years. As such, it is 

reasonable to expect that trivariate relation maybe exist among current accounts and two 

markets as Figure 1. The analysis related to this issue is particularly interesting and 

important for Asian markets. Moreover, Given that the portfolio balance approach 

(Copeland, 2005) prevails, we expect that under liberalization regimes in Asian, a change 

mailto:monkey5709@hotmail.com
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in one of three fundamentals will induce fluctuation in other two indicators. Therefore, 

long run relation might emerge among three fundamentals; however, extant studies for 

Asian countries test a dynamic relationship between any two of three fundamentals 

respectively; such as studies concerning stock prices and exchange rates
43

; current 

accounts and exchange rates
44

, stock prices and current accounts
45

. As limited empirical 

evidence exists for trivariate relationship among three fundamentals and none at all for 

Asian, inspired by Copeland (2005) and Cushman (2007) findings for West industrialized 

countries, we first used Asian countries as sample to examine whether long-run 

relationship exists among three fundamentals.  

After 1997 Asian financial crisis, seven Asian economies present negative growth rate 

in 1998
46

 due to crisis impulse and excessive liberalization. Currency collapse arising from 

crisis decreased in demand of domestic asset and induce capital outflow, leading to stock 

market collapse, depreciation, and current account imbalance. It is reasonable to expect a 

possible increase in the linkage among economic fundamentals. Existing studies display 

evidences on an increase in intermarkets correlations during crisis, such as Mexican 

collapse (Arshanapalli and Doukas, 1993). Extant works uncover evidence on Asian 

countries where the relation between stock and foreign exchange markets was intensified 

by 1997 Asian crisis (Phylaktis and Ravazzolo, 2005; Pan et al., 2007; Tai, 2007; Lee and 

Yoon, 2007). The findings mentioned seem to ignore the impact of this crisis on current 

account, an important variable which needs to consider due to Phylaktis and Ravazzolo 

(2005) emphasizing the importance of a country’s export and import to intermarket 

linkage
47

, which motivates our second purpose: to examine impact of 1997 Asian crisis on 

the cointegration among current accounts, stock, and foreign exchange markets. Further, 

due to country characters difference between developed and developing country
48

, impacts 

of 1997 Asian crisis maybe discriminate strengthen and weaken effect across economies, 

which are further explored in this work.  

In summary, this paper attempts to answer the following problems. Would long-run 

cointegration among three economic fundamentals exist in Asian countries? Would this 

trivariate cointegration be influenced by the 1997 Asian crisis? If we obtain positive 

answer, next question “would the cointegration either be strengthened or weakened by this 

crisis? In order to answer these puzzles, by constructing VECM, we applies cointegration 

technique to test, which can overcome past methodological weakness (i.e. omitted 

variables, nonstationary, spurious regression), and help to test long run relation among 

three fundamentals.  

This paper extends previous studies and provides contributions in several ways. First, 

upon considering previous works ignoring current account (Phylaktis and Ravazzolo, 

2005; Cushman, 2007; Diamandis and Drakos, 2011), this paper replenish existing studies 

with evidences on long-run relation among two financial markets and current account to 

ascertain that one trivariate cointegration at least exist in each country. Secondly, upon 

considering risk factor, instead of Copeland (2005) and Cushman (2007) focusing on 

riskless assets bonds, we used risky assets price, stock price, as a variable to discover two 

                                                 
43 A series of literatures are Wu (2000), Ramasamy and Yeung (2002), Chiang and Yang (2003), Phylaktis 

and Ravazzolo (2005), Pan et al., (2007), Tai (2007), Lee and Yoon (2007), Yau and Nieh (2009), Zhao,H. 

(2010), Tian and Ma (2010), Katechos (2011). 
44 Previous research include Baharumshah and Masih (2005), Miller (2005), Freund (2005), Devereux and 

Genberg (2007).  
45 The relevant studies include Caballero et al. (2006ab), Kitamura (2009). 
46 For seven countries (Hong Kong, Korea, Malaysia, Thailand, Indonesia, Philippines and Singapore), being 

influenced by the 1997 Asian financial crisis, their economic development injured heavily after the crisis.  
47 Phylaktis and Ravazzolo (2005) concluded that open character of a country in terms of exports and imports 

provide a possible explanation for links between two financial markets (p.1047).  
48 The country characters include size of economic, degree of liberalization development, rate of growth, 

maturity of financial markets.  
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cointegrations at most in four Asian countries as Cushman (2007). This reveals little 

influence of risk factor on cointegration. Thirdly, because lower-frequency data is unlikely 

to detect any links among variables, we use monthly and quarterly data to find more 

evidence on two cointegrations among three variables consistently than Copeland (2005) 

unclear results by yearly data. Fourthly, As liberalization policy for Asia countries starting 

from 1980s induce investors’ easy access to market information, which is considered to be 

important for increasing foreign investment (Phylaktis and Ravazzolo, 2005; Diamandis 

and Drakos, 2011) and intermarkets linkage, unlike previous works on industrialized 

countries in America and European
49

, this paper is the first study to conduct trivariate 

cointegration test for Asian countries, resembling previous Asian multination literatures 

(Granger et al., 2000; Phylaktis and Ravazzolo, 2005; Pan et al., 2007; Bhunia, 2012).  

Fifthly, this paper compares result differences of cointegration between developed and 

developing countries in Asian in terms of country characters
 50

, which are included in few 

studies. Our findings indicate that compared with one cointegration for each developed 

countries, every developing countries (i.e., the Philippines, Malaysia, Thailand, India) 

present two cointegrations. The evidence differs from Ajayi et al. (1998) finding that more 

linkages are found in developed markets rather than in developing ones (see Alagidede et 

al., 2011, p.71). In this paper, having a bidirectional causal relationship between any two of 

three fundamentals additionally, Thailand and India with two cointegrations have the 

strongest intermarket linkage either long-run or short-run. Our Thailand evidences improve 

both Ajayi et al. (1998)’s unidirectional causal relationship, and Gyntelberg et al. (2009) 

insignificant causal linkage between Thailand’s equity market and baht. In addition, our 

India findings give a supplement to Bhunia (2012)’s ignoring to test cointegration between 

stock indices and exchange rates in India. Our high cointegration evidences concentrate on 

developing countries, a possible explanation is that maturity of financial market in 

developing countries is inferior to developed countries. Therefore, the former’s foreign 

exchange and current account will considerably fluctuate in response to a tiny change in 

stock market; however, the latter’s markets is less sensitive than the former’s due to 

availability of financial instruments to hedge financial risks. In developing countries’ 

financial markets, due to relative more restrictions on capital flow, the volume and range of 

financial assets are limited (Alami, 2001).  

Finally, due to two gaps in past studies (Phylaktis and Ravazzolo , 2005; Pan et al., 

2007; Diamandis and Drakos, 2011), i.e., current account ignored, strengthen and weaken 

effects not discriminated, we take current account into account the impact of the crisis. Our 

evidences on the impact of 1997 crisis on trivariate cointegration improve extant studies 

results using two measures. This paper further replenish mentioned studies with evidences 

on strengthen effects (Taiwan, Philippines) or weaken effects (Japan, Indonesia) of 1997 

Asian crisis on trivariate cointegration due to liberalization process late or early for each 

country.  

This paper is organized as follows. Section 2 reviews previous literatures and theories. 

Section 3 describes data and methodology. Section 4 illustrates the empirical results. 

Finally, Section 5 presents the conclusions and implications.  

 

                                                 
49 Numerous previous works studying intermarket linkages on industrialized countries include Copeland 

(2005), Cushman (2007) Diamandis and Drakos (2011), Alagidede et al.(2011). 
50 In section 3.2, we posit that the difference between developed and developing countries relies on four 

characters, i.e., maturity of financial markets, rate of growth, degree of liberalization development, size of 

each economy.  
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2. Literature review 

 

2.1 The relationship among stock prices, exchange rates, and current accounts  

 

The dynamic relationship between any two of three fundamentals permeates both 

traditional and empirical literatures in international finance and economic. A strand of 

works tests whether long-run cointegration and short-run causal relationship exist between 

exchange rates (ER)  and stock prices (SP), arising from two early theories, the goods 

market theory (Dornbusch and Fischer, 1980)
51

 and the portfolio balance approach 

developed by Branson (1983) and Frankel (1983)
52

. There is no consensus about existing 

results, and sign of causality are mixed
53

 (Wu, 2000; Ramasamy and Yeung, 2002; Chiang 

and Yang, 2003; Pan et al., 2007; Tai, 2007; Lee and Yoon, 2007; Yau and Nieh, 2009; 

Zhao,H., 2010; Obben et al., 2010; Tian and Ma, 2010; Alagidede et al., 2011; Bhunia, 

2012).
54

 These mixed evidences could be attributed to different datasets and methods used. 

Specifically, Phylaktis & Ravazzolo (2005) and Diamandis and Drakos (2011) disclose 

existence of cointegration among domestic stock, FX market and U.S. stock market 

whereas no variables related to foreign trade are studied. 

Early empirical studies posit that exchange rates in small economies are cointegrated 

with balance of payment (MacDonald and Taylor, 1994b; Chinn, 2000; Husted and 

MacDonald, 1999). A line of recent empirical studies verify exchange rate to be the main 

determinant of current account (Bergin and Sheffrin, 2000; Iscan, 2003; Gruber, 2004; 

Obstfeld and Rogoff, 2005). Lee and Chinn (2006) empirical results interprets the 

correlation between two variables. Arghyrou and Chortareas (2008) find substantial 

negative long-run relationship exists between ER and CA balance in EMU countries. Any 

movement in exchange rate is affected by current account (Baharumshah and Masih, 

2005). Recent studies uncover consensus evidences on relationship between CA and SP 

(Caballero et al., 2006 a b; Kraay and Ventura, 2005; Fratzscher et al., 2010). Kitamura 

(2009) indicated wealth effect
55

 that a rise in stock prices leads to movement in current 

accounts
56

. In opposite direction, current accounts can predict stock market performance 

(Mercereau, 2003a, b). In sum, the mixed results mentioned might be attributed to using 

only two variables, because their regression models based on two variables maybe suffer 

from the omitted variable problems; other variables (i.e., foreign trade) might be included 

in the model. Existing few works investigate whether domestic markets have close 

correlation with foreign trade indicator, inspired by this, this paper states the portfolio 

balance approach as follows.  

                                                 
51 The flow-oriented model asserts that fluctuation in currency affects trade balance of a country, output of 

the economy, firms’ cash flow and stock price. 
52 The stock-oriented model asserts that stock prices influence exchange rate via portfolio adjustments and 

foreign capital. While an upward trend in stock prices emerges, capital inflow and appreciation occurs. In 

contrast, a drop in stock prices would reduce investor’s wealth and money demand; then in turn capital 

outflow and depreciation emerge. Movement in stock prices has negative influence on exchange rates (Tian 

& Ma, 2010). 
53 Appreciation will stimulate stock market of import-dominated country (positive effect) and depress that of 

export-dominated economy (negative effect) (Tian and Ma, 2010) 
54 Pan et al. (2007) suggested that a booming stock market attracts capital inflows from foreign investors, 

thereby causing an increase in the demand for the home currency. 
55 The relationship between SP and CA is derived from three theoretical bases such as wealth effect, 

uncertainty, and leading indicator effects. Based on permanent income hypothesis, Hall (1978) proposed the 

wealth effect in which adjustment of stock prices alters permanent income and consumption. Romer (1990) 

asserted that investor uncertainty arising from a drop in stock prices reduces the consumption of durable 

goods. The leading indicator effect indicated that stock prices might predict future income (Poterba and 

Samwick, 1995). 
56 When stock prices rise, increasing incomes and output lent to international financial markets to smooth 

consumption, leading to movement in current accounts characterized by output and world interest rate in the 

log-linear intertemporal current account model derived by Kano (2008). 
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2.2 The portfolio balance approach 

 

The portfolio balance approach was traceable back to Kouri (1976) and Branson and 

Halttunen (1979), Branson, Halttunen and Masson (1979), and Branson (1983). Further, 

this approach was tested and formalized by Frankel (1983) and Branson and Henderson 

(1985). Recent empirical results have been mixed. Alami (2001) extends the portfolio 

balance model to develop a model including demand of domestic money, bonds, foreign 

money, to assess the proper channels of monetary policy. Hau and Rey (2004) report 

results consistent with portfolio effects in a model of equity returns, equity flow, and 

exchange rates. Cushman (2007) found two conintegration vectors among the variables of 

portfolio balance model (i.e., domestic money, domestic bond, foreign bond). 

Nevertheless, Hallwood and MacDonald (2000) results are not supportive of the model. 

Cheung et al. (2005) results postulate that none of five models fare consistently well.  

Copeland (2005) elaborates the portfolio balance approach indicating long-term cor- 

relation among ER, financial asset prices, and CA. In a small open economy, domestic 

residents hold three types of asset: domestic money and bonds, and foreign bonds. Short 

run equilibrium level of ER and interest rate (i.e., IR, bond price) are determined where 

asset demand is equal to supply. Some portfolio balance theorists stress the importance to 

CA due to foreign investment income accruing to domestic economy (Copeland 2005, 

p.234). If a disturbance occurs for an increase in money supply or demand of domestic 

bond, currency depreciates and IR falls. CA surplus occurs as improved competitiveness 

shows up in increased net exports and dollar claims. As time passes, a rise in goods price 

in domestic economy erodes competitive advantage arising from devaluation. Then ER is 

back where it started, and relative competitiveness disappears. With zero net exports from 

home country, dollar assets stop growing, an inflow of investment income from foreign 

bond leads to CA surplus. Home currency will appreciate with dollar assets accumulated, 

and competitive position will be eroded and net imports replace by net exports. In the long 

run, with negative trade account to offset a rise in foreign investment income, CA zero 

balance would emerge (Copeland 2005, p.235-236). In long run, equilibrium level of ER 

and IR will be associated with CA. It is reasonable to expect triangulate correlation might 

emerge among bond price (IR), ER and CA. In Copeland (2005) empirical results for six 

industrialized countries, there is no clear and consensus long-term relationship between CA 

and ER
57

 as Frankel (1983).  

Empirical mixed results mentioned probably stem from the following reasons. First, 

recent works generally ignore current account variable as well as its long-run equilibrium 

with exchange rate as Copeland (2005). Secondly, Copeland (2005) and Cushman (2007) 

mainly focused on demand in riskless assets (bonds) for lack of risky assets (stocks). In 

reality, an element of current account, foreign investment income includes riskless and 

risky securities. Exchange rate determinate might be influenced by risk premium. Extant 

research disclose that the equity play a critical role in the effects of portfolio balance on 

exchange rates. Hau and Rey (2004, 2006) tested dynamic equilibrium of equity returns, 

exchange rate, and portfolio choices. Carbaugh (2000) postulated that asset markets 

approach
58

  considers individual wealth in combination of various domestic and foreign 

securities. Instead of riskless bonds, we use risky asset, stock, following spirit of the 

approach, short-run equilibrium level of exchange rates and stock prices would occur 

through portfolio allocation. Through negative trade balance and positive foreign dividend 

income, a zero long-term balance of current account would emerge. Long term correlation 

among stock price, exchange rate and current accounts could be expected to hold. Thirdly, 

as data generally present mean-reverting at higher-frequency, lower-frequency will reduce 

                                                 
57 He proposes that current account surplus will be associated with appreciation while deficits will be 

associated with depreciation (Copeland 2005, p.237). 
58 Carbaugh (2000) assert that asset markets approach just means the portfolio balance approach. 
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signal-to-noise in data, and is less likely to detect any links between capital flows and 

exchange rate (Gyntelberg et al., 2009). Pan et al. (2007) using daily data is due to their 

proposition that higher frequency data measure more interaction between exchange rates 

and stock prices. Thus instead of Copeland (2005) and Cushamn (2007) yearly data, this 

paper uses monthly and quarterly data to test.  

Phylaktis and Ravazzolo (2005) apply this approach to test causal relationship from 

stock price to exchange rate
59

. Cointegration of domestic stock price, exchange rate, US 

stock price is verified to exist; however, they do not further clarify a link of exchange rate 

as well as asset price and current account, as noted by Copeland (2005), which is regarded 

as a vital factor to intermarket linkage by them. Inspired by Copeland (2005), this paper 

attempts to test cointegration among stock price, exchange rate and current accounts for 

Asian countries.  

 

2.3 Impact of 1997 Asian financial crisis on the relationship among economic 

fundamentals  

 

In view of the impact of 1997 Asian crisis on financial regimes in Asian countries, existing 

studies generally discuss the effect of this crisis on relationship between Asian two 

financial markets. Fang (2002) uncover that depreciation adversely affected stock prices 

for five East Asian countries during Asian financial crisis. Pan et al. (2007) provide 

evidences showing that for seven East Asian countries, long-run relationship between stock 

market and foreign exchange market is affected by 1997 Asian financial crisis
60

. Phylaktis 

and Ravazzolo (2005) suggest an increase in links between stock price and foreign 

exchange during 1997 crisis, showing evidence on intermarket relationship intensified by 

the crisis (p.1046); however, they fail to further propose an explanation for the results. Tai 

(2007) assert that during 1997 Asian crisis, some contagion effects were found, in which 

stock return shock had a strong positive impact on exchange rates. Lee & Yoon (2007) 

disclose that after the Korean currency crisis in 1997, strong effects of stock price shock on 

won/dollar emerge. Diamandis & Drakos (2011) verify the cointegration among 

intermarkets is affected by 1997 Asian crisis
61

. Previous evidences generally present that 

1997 Asian crisis has an intensified impact on intermarkets linkage; however, these studies 

failed to take into account two issues. First, they seem to ignore the impact of crisis on 

current account; a crucial economic variable which needs to consider due to Phylaktis and 

Ravazzolo (2005) proposition that open character of a country in terms of exports and 

imports provides an explanation for intermarkets linkage. Second, the impact might 

discriminate strengthen or weaken effects across economies in terms of country characters 

(i.e., size of economic, degree of liberalization development, rate of growth, and maturity 

of financial markets). Therefore, inspired by two gaps, we aim to explore the impact of 

1997 crisis on cointegration relationship among three fundamentals; further, we proceed to 

analysis whether the cointegration is strengthened or weakened by the financial crisis.  

                                                 
59 The portfolio approach means that agents allocate their wealth among alternative assets including domestic 

currency, domestic bonds and equities, and foreign securities. Any change in the supply and demand of 

financial assets will change the equilibrium level of exchange rate and financial asset prices. For example, an 

increase in the US (foreign) stock market will cause Pacific Basin (local) countries stock market to rise, and 

in turn will increase wealth and the demand for each of the assets in the model (wealth effect). The excess 

demand for money will cause interest rates to go up and a substitution from foreign securities to domestic 

assets, resulting in an appreciation of the domestic currency (Phylaktis and Ravazzolo 2005, p.1035)  
60 Pan et al.(2007) suggest that during the 1997 Asian financial crisis, an asset dislocation may have occurred 

due to herding behavior or a loss of confidence in economic and policy conditions, which usually results in a 

portfolio shift from domestic assets to foreign assets, and a decrease in the demand for money, capital 

outflow, and depreciation in currency.  
61 They uncover evidence that around the Mexican peso crisis these inter-market linkages were stronger while 

no evidence found for 1997 Asian crisis.  
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3. Econometric methodology 

 

3.1 Cointegration 

 

By adopting the cointegration methodology and maximum likelihood ratio test presented 

by Johansen (1988) and Johansen & Juselius (1990), this paper examines trivariate 

cointegration relationships among stock price indices, real exchange rates, and current 

account. Let cointegration vector  
ttt

PECA
t

Y , where t
CA denotes current account, t

P  

means stock price index, and t
E  denotes real exchange rate for ten Asian economics. If t

Y  

is cointegrated, it can be generated using a vector error correction model (VECM) 

t

1p

1i

iti1tpt
eΔYπYπμΔY  






       (1) 

Where μ  is 3×1 drift vector, π  are 3×3 matrices of parameters, 1t1t
αβYπY


 is an 

error correction term (ECT), t
e  is 3×1 white noise vector. α is the adjustment speed 

coefficient matrix. β is the cointegration matrix. The Johansen trace test statistics of the 

null hypothesis is such that there are at most r cointegration vectors, nr0  , and thus (n-

r) the common stochastic trend is 



n

1ri

i
)λln(1Ttrace . 

 

3.2. Data and preliminary results 

 

Our data include monthly stock price indices, monthly real exchange rates as local 

currency per dollar, and quarterly current account
62

, which were selected from the 

AREMOS database. Table 1 displays our utilized data for ten Asian countries. Because 

evidences in prior studies mainly rely on developed industrialized countries, few 

concentrate on Asian developing countries (emerging markets); moreover, developed and 

developing countries are different in terms of four characters (i.e., maturity of financial 

markets, rate of growth, degree of liberalization development, size of each economy). To 

compare the differences between developed and developing countries, we choose data 

from three developed countries and seven developing countries in Asian. Two data subsets: 

one is developing countries including Taiwan, Malaysia, Thailand, Philippines, Korea, 

Indian, and Indonesia. Other is developed countries, i.e., Hong Kong, Japan, Singapore.  

Sample periods of variable series vary for each country depending on data 

availability. The 4625 monthly observations of stock price indices, real exchange rate, 

generally span over the sample period from January1970 to July 2010 while observed from 

the longest periods. Except for 398 monthly data for Japan, Korea, the Philippines, 1517 

quarterly observations of current accounts span over the sample period from 1970 Q1 to 

2010 Q2 while the longest periods are observed. To compare impact of 1997 Asian 

financial crisis on cointegration of three fundamentals, data were separated into two, pre-

1997 and post-1997, sample periods.  

                                                 
62 The use of lower frequency data will reduce the signal-to-noise in data, and thus it is less likely to detect data 

fluctuation and any links between capital flows and exchange rate (Gyntelberg et al., 2009). This induces us to use higher 

frequency, monthly or quarterly data, in this empirical analysis instead of Copeland (2005) lower frequency year data. In 

addition, considering current accounts in monthly or daily data are not available from AREMOUS database, this study 

adopts quarterly data.  

 



133 

Figure 1 displays the data series of current account, stock price indices, and exchange 

rates for ten Asian economies. While observed from the longest periods, sample period 

runs from 1970 to 2010 which can capture the impact of the 1997 Asian financial crisis and 

2007 subprime mortgage financial storm on the three fundamentals. Since 1997, the three 

variables in most countries have exhibited a dramatic up-and-down pattern. A drop in stock 

price indices accompanies depreciation in currency, and causes fluctuations in current 

account with the rise-and-fall tendency. This reconciles with theoretical expectation of the 

portfolio balance approach implying that there exists the correlation among exchange rates, 

stock prices, and current account. 

 

3.3 Unit root test 

 

The Johansen-Juselius cointegration test requires all data series to be stationary; 

otherwise the inferences from statistic results might be spurious because the test statistics 

will have nonstandard distributions. As a result, this work conducts the Augmented 

Dickey-Fuller (ADF) and Phillips-Perron (PP) unit root tests to examine stationarity for 

current account, exchange rates, and stock price indices. The results of unit root tests, 

shown in Table 3, indicate that all the level series have a unit root, but not in first-

difference series. Therefore, all data series can be described as an I(1) process, and the 

cointegration test should be employed on the first-difference data. The optimal lag length 

in the ADF regressions was determined based on the Akaike Information Criterion and the 

Schwartz Bayesian Criterion. 

 

4. Empirical results and analysis 

 

4.1 Cointegration analysis 

 

Table 3 shows the results of Johansen-Juselius cointegration test. Ten counties presented 

no fewer than one cointegration relationship. During either pre-1997 or post-1997 period, 

compared with three developed countries which had one cointegration, four developing 

countries (the Philippines, Malaysia, Thailand, India) have two cointegrations unlike 

Taiwan, Korea, Indonesia with one. Our evidences support the portfolio balance approach 

showing long-run trivariate correlation among three variables. For pre-1997 sub-period, 

except for the Philippines and Taiwan without cointegration, trace test results show at least 

one cointegration for all countries. For post-1997 sub-period, except for Japan and 

Indonesia without coitegration, the hypothesis with at least one cointegration was not 

rejected at 10 % significance level.  

 

Table 4 shows the tests results of exclusion restrictions and weak exogeneity. The 

results suggest exclusion from the cointegrating vector β  tests null hypothesis that the 

each coefficient of β is equal to zero). If the hypothesis is rejected, it means that the 

variable appears in cointegration relationship. In both sub-periods, three countries, Korea, 

India, Thailand, their exclusion restrictions hypotheses in which cointegration coefficients 

ca
 =0, 

E
 =0, 

P
 =0 were generally rejected at 1, 5, 10 % significance level, which implies 

that in three countries, each presents a long run cointegration relationship among three 

variables, in support of the portfolio balance approach indicating the correlation among 

stock prices, exchange rates, and current accounts. The weak exogeneity of variable series 

tests null hypothesis that each element of  vector is equal to zero. If the hypothesis is 

rejected, it implies that the variable series is not weak exogeneity in cointegrating vector 

and requires error correcting. If maximum likehood ratio test (LR) statistics is larger 

than 2
)1(

 statistics with one degree of freedom, it implies that null hypothesis is rejected. For 
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Korea, India, Thailand, three weak exogeneity hypotheses of 
ca

 =0 
E

 =0 
P

 =0 were all 

rejected, suggesting that long-run bi- directional causal relationships occurs between any 

two of three variables. Our findings support theoretical predictions mentioned where bi-

directional causal relationships between any two of stock prices, exchange rates, and 

current accounts in section 2.1. 

In Table 4, during either pre-1997 or post-1997 subperiod, for Taiwan, Korea, India, 

Indonesia, Thailand, Japan, Malaysia, two hypotheses of 
ca

 =0, 
E

 =0 were all rejected at 

1, 5, 10 % significance level, implying a cointegraiton relationship between current 

accounts and exchange rates. Two weak exogeneity hypotheses 
ca

 =0 and 
E

 =0 were all 

rejected, revealing that for seven countries, current accounts and exchange rates had a bi-

directional causal relationship with adjustment toward long run equilibrium level. Our 

finding supports monetary model augmented current accounts and augmented present 

value model of current accounts, supporting Baharumshah and Masih (2005) ‘s empirical 

finding where exchange rates are cointegrated with current accounts in Malaysia and 

Singapore; however, the latter has not been found in our evidence. It is also interesting to 

find no evidence of significant bi-directional causal relationship in developed countries 

except for Japan. Table 5 shows that the largest cointegration coefficient of exchange rates, 

-116384, occurs in Indonesia at 1 % significance level, implying that a 1 % change in 

exchange rate resulted in -1163 multiplier changes in current accounts.  

Further evidence was found on a linkage current accounts and stock prices. In table 4, 

during either pre-1997 or post-1997 sub-period, except for Japan and Indonesia, eight 

countries showed that the hypotheses of 
ca

 =0 and
P

 =0 were rejected at 1, 5, 10 % 

significance level, implying that current accounts and stock prices had a long run 

cointegration relationship. Two weak exogeneity hypotheses 
ca

 =0 and 
P

 =0 were 

rejected, revealing that current accounts and stock prices had a bi-directional causal 

relationship, adjusting toward long run equilibrium. This evidence is consistent with the 

predictions of theoretical models (i.e., wealth effect, uncertainty, leading indicator effect) 

in favor of previous empirical results regarding a linkage between current accounts and 

stock prices. In Table 5, the largest cointegration coefficient of stock prices, -327809 at 1 

% significance level was found in Hong Kong.  

Finally, a relationship between stock prices and exchange rates was also found. In 

Table 4, in either pre-1997 or post-1997 sub-period, Taiwan, Hong Kong, Singapore, 

Korea, India, Thailand showed that the hypotheses of 
E =0 and

P
 =0 were rejected at 1, 5, 

10 % significance level, implying that exchange rates and stock prices have a long run 

cointegration relationship. For these six countries, two weak exogeneity hypotheses 
E =0 

and
P

 =0 were rejected, which reveals that exchange rates and stock prices have a bi-

directional causal relationship, and adjust toward long-run equilibrium level by error 

correction. This finding might be consistent with theoretical expectation (i.e., goods market 

theory, portfolio balance approach), reconciling with previous empirical results concerning 

a dynamic relationship between exchange rates and stock prices. Table 5 shows that Hong 

Kong had the largest cointegration coefficient 330613 for stock prices at a 1 % significance 

level. 

 

4.2 Impact of 1997 Asian financial crisis on the cointegration  

 

Our current study found that the 1997 financial crisis had impact on the cointegration 

relationship among current accounts and the two financial markets. Tables 3~5 present 

relevant evidences. In Table 3, Taiwan and the Philippines show no cointegration 

relationship during the pre-1997 period, whereas they have one or two cointegrations for 

the post-1997 period respectively. Thus the 1997 Asian financial crisis appears to 
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strengthen the cointegration among their stock markets, foreign exchange markets and 

current accounts. In contrast, Japan and Indonesia exhibited one cointegration pre-1997 in 

spite of no cointegration during the period from 1998 to 2010. This result suggests that 

Asian financial crisis might weaken their cointegration relationship. 

In Table 4 test of exclusion restrictions, in Taiwan, null hypotheses (
ca

 =0,
E

 =0, 

and
P

 =0 ) in which three variables were excluded from cointegrating vector were not 

rejected during the pre-1997 period while three null hypotheses were rejected (LR statistics 

are 10.92, 15.17, and 15.96) during the period of 1998-2010. This implies that Taiwan did 

not have long-term cointegration until 1998. Similar evidence appeared in the Philippines. 

Unlike one cointegration of three variables in Taiwan, the Philippines had two 

cointegrations among three variables over the period of 1998-2010. According to these, it 

is reasonable to infer that the cointegration relationships among the variables in Taiwan 

and Philippines were strengthened by the 1997 Asian financial crisis. 

Table 4 shows the results of weak exogeneity. For Taiwan, null hypotheses (
ca

 =0, 

E
 =0, and 

P
 =0) of weak exogenity were not rejected during the pre-1997 period, 

implying no bi-directional causal relationship among any two of three variables, because of 

the zero adjustment coefficients (
ca


E


P

 ). However, null hypotheses (
ca

 =0 and
P

 =0, 

E
 =0) were rejected during the post-1997 period (LR statistics 6.48, 6.93, 2.022), 

implying a bi-directional causal relationship among three variables resulting from the 

adjustment coefficients toward long-run equilibrium. The findings in the Philippines were 

the same as those of Taiwan. The evidences related to these two countries revealed that 

their data during the pre-1997 period exhibited no bi-causal relationship until 1998. As a 

result, it is reasonable to assume that the 1997 Asian financial crisis might have 

strengthened a bi-directional causal relationship between any two of current accounts, 

stock prices, and exchange rates. 

In contrast, two null hypotheses (
ca

 =0,
E

 =0,
P

 =0 ) in Japan were rejected during 

the pre-1997 period (LR statistic were 6.56, 6.44,2.05) while three null hypotheses were 

not rejected during the post-1997 period (LR statistic were 0.93, 0.006, 1.516). This 

implies that Japan had one cointegration among three markets prior to 1997; however, after 

1997, the cointegration phenomenon died out. The results of Indonesia were the same as 

those of Japan. Two hypotheses of exclusion restrictions (
ca

 =0,
E

 =0,
P

 =0) in Indonesia 

were rejected during the pre-1997 period (LR statistic were 11.41, 11.25, 11.19), yet three 

null hypotheses were not rejected during the post-1997 period (LR statistic were 0.76, 

1.14, 0.98). This implies one cointegration among three in Indonesia prior to 1997, 

whereas such a cointegration vanished after 1997. The findings appear that the 

cointegration relationship among three economic variables in these two countries was 

weakened by the 1997 Asian financial crisis. 

Contradictory findings were found, wherein some samples of the pre-1997 sub-period 

had a bi-directional relationship, but those of the post-1997 sub-period showed none. For 

example, in Japan and Indonesia, null hypotheses of weak exogenity (
ca

 =0, 
E

 =0,
P

 =0) 

were rejected during the pre-1997 period, implying that there exists a bi-directional causal 

relationship among variables. Nevertheless, the null hypotheses (
ca

 =0, 
E

 =0, and 
P

 =0) 

of weak exogenity were not rejected during the post-1997 period, implying no bi-

directional causal relationship between any two of three variables, because of zero 

adjustment coefficients. These findings suggest that these two countries had a bi-

directional causal relationship before 1997; however, since 1997, this causal relationship 

has disappeared. These findings make the same presumption as Taiwan and Philippines in 

which bi-directional causal relationship between any two of three variables may have been 

weakened by the 1997 Asian financial crisis. 
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Table 5 shows the results of trivariate long-run cointegrating vector. For Taiwan, 

cointegrating coefficients 2.87 (P→CA), 1025.3 (E→CA), 56454 (P→E) of the post-1997 

period were greater than the zero coefficients of the pre-1997 period where no 

cointegration and bi-directional causal relationships were observed. Similar to this, 

cointegration coefficients 0.35 (P→CA), 12.35 (E→CA) of the Philippines, were greater 

than the zero coefficients of the pre-1997 period. The results from both countries suggest 

no cointegration or causal relationships between any two of three variables until 1998. It 

can be inferred that the causal relationship may have been strengthened by the 1997 Asian 

financial crisis. For Japan and Indonesia, the cointegrating coefficients (E→CA) -220.3, -

116384.6 of the pre-1997 period were greater than zero coefficients of the post-1997 

period, in which no cointegration or bi-directional causal relationships existed. Japan and 

Indonesia had a cointegration and bi-directional causal relationships prior to 1997; 

however, since 1997 this phenomenon has died out. It can be inferred that their causal 

relationship may have been weakened by the 1997 Asian financial crisis. 

The above evidences suggest that 1997 Asian financial crisis may have strengthened 

or weakened long-run cointegration relationship among current accounts, foreign 

exchange, and stock markets, supporting Phylaktis and Ravazzolo (2005) and Pan et al. 

(2007). 

 

4.3 Further discussions 

 

Our empirical findings in section 4.2 show that for Taiwan and the Philippines, their 

cointegration among three indicators appears to be strengthened by the 1997 Asian 

financial crisis, being similar to evidence in Pan et al. (2007) where Taiwan had linkage 

between foreign exchange and stock prices during Asian crisis. Phylaktis and Ravazzolo 

(2005) concluded that open character of Pacific Basin economies and substantial trade with 

US provide a possible explanation for the linkage of domestic stock and foreign exchange 

markets. As such, both countries’ financial liberalization and Asian crisis maybe two 

driving power of cointegration among economic fundamentals in Taiwan. In real economy, 

during 1980s periods, Taiwan gradually open foreign exchange restrictions and enabled 

foreign capital to enter and withdrawal domestic markets freely. However, the effect of 

liberalization policy on the correlation of the economic fundamentals has not been obvious 

initially. Thus Taiwan has no cointegration among three variables during pre-1997 period. 

Since 1990s, this effect has exerted gradually, influenced by 1997 Asian crisis, the 

volatility of domestic stock and foreign currency markets increased due to free hot money 

and increasing risk exposure access to world financial markets. After 1997, the shock from 

the Asian financial crisis cause fluctuation in Taiwan financial markets, and thereby move 

its balance of trade dramatically, proceeding to reinforce the correlation among three 

fundamentals more closely compared to pre-1997 period, which is similar to those in Tai 

(2007) where foreign ownership had significant impact on the volatility of Taiwan stock 

markets. However, our finding does not resemble Tai (2007)’s result where Asian crisis 

has not significant impact on stock return and volatility of Taiwan markets.  

Being similar to Taiwan, the Philippines case shows no cointegration before 1997 

while one cointegration occurs for post-1997 period. Although few evidence present the 

correlation among three variables, our finding is similar to pervious literatures regarding 

the relationship between stock and foreign exchange market. Phylaktis and Ravazzolo 

(2005) found that the Philippines had one cointegration between stock price and exchange 

rate for post- liberalization periods. Tai (2007) proposed evidence that the Philippines’s 

long run dynamic relationship between local stock and foreign exchange market during 

1997-1998 Asian crisis can be best explained by both stock- and flow-oriented exchange 

rate models.  
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Empirical results of Japan and Indonesia are contrary to those of Taiwan and the 

Philippines. Both countries have a cointegration and bi-directional causal relationships prior to 

1997 being similar to those in Yau and Nieh (2009) where there is a long-run equilibrium 

relationship between NTD/JPY and stock prices of Japan. However, the cointegration has 

disappeared after 1997, being similar to those in Pan et al. (2007)
 63

. Regarding our results of 

cointegration weakened by the 1997 Asian financial crisis, we propose a possible explanation, 

which might not be included in Pan et al. (2007)
64

. Considering that for a country that does not 

employ a freely floating exchange system, exchange rate might not fully response to stock price 

movements. Capital controls might weaken dynamic linkage between foreign exchange and 

equity markets (Pan et al., 2007). As such, financial liberalization (i.e., open capital control 

restriction and freely floating exchange rates) might be an important driving power for 

correlation among three variables. In reality, Japan’s financial liberalization carried out earlier 

than Taiwan. In the early 1990s, the liberalization of Japan’s financial markets enables huge 

foreign capital flow into Asian countries at accelerating rate, which reinforces the closer 

relationship among foreign exchange, stock markets and current account than before. Until 1997, 

Japan’s liberalization has nearly completed. Evidences can be found in figure 2. Under steady 

liberalization environment, Japan’s firms can use a variety of financial instruments easily 

available to hedge foreign exchange risk arising from 1997 Asian crisis, and can easily 

denominate their sales in their currency, thereby exchange rate will not fully response to stock 

price variation, and vice versa. Consequently, the effects of liberalization on the linkage become 

vanishing gradually after 1997. Another driving power, 1997 Asian crisis, might induce short-

run response on correlation among three variables; however, the lack of its impact on the long-

run cointegration might be due to the reasons that while stock markets were influenced by 1997 

crisis, substantial foreign capital outflows induce fluctuation in foreign exchange rates. Then 

firms could use financial instruments to hedge foreign exchange risk, thus fluctuation in foreign 

exchange market and current account would die out in response to stock price variation 

gradually. In opposite direction, influenced by 1997 financial crisis, foreign exchange shocks will 

produce stock price risk, which can be diversified by firm’s using hedge financial commodities, 

thereby stock price would not response to foreign exchange rate variation. Therefore, 1997 Asian 

crisis induce no influence on the linkage among three fundamentals, which is similar to 

Copeland (2005) evidences on no correlation between exchange rate and current accounts after 

1997.  

Indonesia, referred as a newly developing country, developed liberalization policy 

later than well-developed one, Japan. Owning to oil crisis during 1982~1985, since 1986, 

instead of limited international activities, Indonesia start to open foreign exchange 

restriction and exported-orientation policy that mainly exports oil and gas. A series of 

financial liberalization has resulted in high economic development and exchange rate 

exposures in Indonesia until 1995. During this period, long run correlation among stock 

markets, foreign exchange and current account in Indonesia might have been intensified by 

open policy. Indonesia economy size is significantly smaller than Japan, and other 

characters (degree of economic development, rate of economic growth) are also lower than 

Japan. Influenced by the 1997 Asian crisis, after 1997, Indonesia’s core economic support, 

export-oriented industries diminish due to substantial firm bankruptcy and foreign 

ownership withdrawal. As a result, unlike Japan’s mature financial markets which can 

overcome the crisis, under business depressed background, Indonesia fails to present long-

run cointegration relation among unsound financial markets (stock market, foreign 

exchange market) and current account.  

                                                 
63 Pan et al. (2007) found a significant casual relation from exchange rate to stock prices in Japan before the 

1997 Asian financial crisis whereas lack of an opposite causal relation during the Asian crisis. 
64 Pan et al. (2007) conclude, “The plunging currency and tumbling down stock price during the crisis 

reinforce conventional impression that exchange rates and stock prices tend to move in a tandem, though it is 

not clear……..……”  (p.506). 



138 

5. Conclusions 

 

Unlike extant research studying relationship between any two of stock prices, exchange 

rates, current accounts respectively, we apply the portfolio balance approach to test 

whether long-term correlation emerges among three fundamentals, and further examine 

whether the cointegration is affected by 1997 Asian crisis. Our findings indicate that fist, 

for ten Asian countries, each has no fewer than one cointegration relationship in 

accordance with the portfolio balance approach where long-run interaction among three 

fundamnetals. Except for four developing countries (the Philippines, Malaysia, Thailand, 

India) having two cointegrations, each of other six countries has a cointegration. Korea, 

India, Thailand have bi-directional causal relationships between any two of three 

fundamentals, which reconciles with predication of theoretical models in section 2.1
65

. 

Therefore, among ten Asian countries, India and Thailand have the strongest cointegration 

relationship.  

Secondly, we confirm impact of 1997 Asian financial crisis on the cointegration 

mentioned. Our evidences further suggest that 1997 Asian financial crisis have 

strengthened (e.g., Taiwan and Philippines) or weakened (e.g., Japan and Indonesia) 

cointegration relationship, thereby being similar to the findings of Phylaktis and Ravazzolo 

(2005) and Pan et al. (2007) where 1997 financial crisis has an effect on long-run 

relationship between stock prices and foreign exchange; however, the problems regarding 

which country is referred to strengthen effect, and which country generates weaken effect 

are not mentioned in their studies. In retrospect of financial development in real economy, 

we further posit that strengthen and weaken effects might be associated with liberalization 

background. Strengthen effect of 1997 Asian crisis is observed when liberalization policy 

of a country carried out relatively late (i.e., Taiwan, the Philippine), whereas the 

cointegration is found to be weakened by 1997 Asian crisis during early-time liberalization 

relatively (i.e., Japan).  

The policy implications of this paper are presented in following ways. First, our 

findings provide evidences of cointegrations among three economic fundamentals for ten 

Asian countries. This implies that when the mobility of foreign portfolio investment occurs 

through stock markets, then by cointegration relationship, exchange rate and current 

accounts proceed to be influenced. Therefore, the governments need to establish financial 

institution to induce long-term foreign capital into domestic stock markets. Secondly, the 

finding about strengthen effect of 1997 Asian crisis in Taiwan and the Philippine is due to 

their liberalization conducted thoroughly after crisis; consequently, their cointegration 

emerged considerably after 1997 instead of no cointegration before 1997. Financial 

markets of both countries are not so mature to have enough hedge instruments to confront 

speculative attacks. As such, in order to absorb future foreign shocks, their governments 

need to take managed floating foreign exchange policy that controls short-term fluctuation 

in exchange rate and that allows exchange rate to be determined by markets in long-run. 

Thirdly, Japan’s weaken effect of 1997 crisis is due to using hedge instruments to absorb 

foreign exchange risk, inducing foreign exchange and current account not in response to 

stock market variation arising from external shocks, leading to no cointegration after 1997 

compared with one cointegration before1997. Therefore, foreign exchange market acts as a 

bridge between current account and stock market. In order to effectively absorb future 

shocks and stabilize foreign exchange rate, under liberalization policy, Japan government 

need to elaborate financial markets such as developing various foreign exchange hedge 

instruments, transparency in government policy of stock market, which is necessary to 

                                                 
65 In section 2.1, several theories mentioned such as the goods market theory, portfolio balance approach, the 

monetary model augmented current accounts, augmented present value model of current accounts, theoretical 

models (i.e., wealth effect, uncertainty, leading indicator effect).  
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eliminate uncertainties or mistrust of market participants. As such, the fluctuation in 

exchange rates, stock prices, and current account imbalance adjustment might be stabilized 

easily in response to external shocks (e.g., speculative attacks during 1997 Asian financial 

crisis).  

Owing to the limitation of data availability, we use Asian countries as sample to 

conduct the current research; however, industrialized countries in Europe and America 

may be different from Asian in terms of economy size, rate of growth, degree of 

development, and maturity of financial market. Therefore, next question, “What about 

developed or industrialized countries in Europe and America?” can be examined for future 

research. Moreover, considering the recent global financial crisis such as 2007 American 

sub-prime loan crisis, and European sovereign debt crisis, future study can use enough 

observations with longer period starting from 2007 to examine the impact of these crises 

on cointegration for Europe and American, being not included in Tian and Ma (2010) and 

recent literatures.  
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Fig.1 data series of current account (CA), stock price indices (P), foreign exchange rate (E) 

for developed and developing countries in Asia (continue

-2000

0

2000

4000

6000

8000

10000

12000

14000

1985 1990 1995 2000 2005 2010

CA

0

2000

4000

6000

8000

10000

12000

14000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

24

28

32

36

40

44

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

Taiwan 

-6000

-4000

-2000

0

2000

4000

6000

8000

1980 1985 1990 1995 2000 2005 2010

CA

0

400

800

1200

1600

2000

2400

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

0

400

800

1200

1600

2000

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

0

40000

80000

120000

160000

200000

240000

88 90 92 94 96 98 00 02 04 06 08 10

CA  

0

200

400

600

800

1000

1200

1400

1600

1975 1980 1985 1990 1995 2000 2005 2010

P  

2.0

2.5

3.0

3.5

4.0

4.5

1975 1980 1985 1990 1995 2000 2005 2010

E  

Korea  
Malaysia 

-80000

-60000

-40000

-20000

0

20000

40000

1970 1975 1980 1985 1990 1995 2000 2005 2010

CA  

0

4000

8000

12000

16000

20000

24000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

0

10

20

30

40

50

60

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

-3.20E+09

-2.80E+09

-2.40E+09

-2.00E+09

-1.60E+09

-1.20E+09

-8.00E+08

-4.00E+08

0.00E+00

4.00E+08

1985 1990 1995 2000 2005 2010

CA  

0

400

800

1200

1600

2000

2400

2800

1980 1985 1990 1995 2000 2005 2010

P  

0

2000

4000

6000

8000

10000

12000

14000

16000

1980 1985 1990 1995 2000 2005 2010

E  

India Indonesia Philippines Thailand 

-2.00E+09

-1.50E+09

-1.00E+09

-5.00E+08

0.00E+00

5.00E+08

1.00E+09

1980 1985 1990 1995 2000 2005

CA  

0

1000

2000

3000

4000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

0

10

20

30

40

50

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

-300000

-200000

-100000

0

100000

200000

300000

400000

90 92 94 96 98 00 02 04 06 08

CA  

0

400

800

1200

1600

2000

1980 1985 1990 1995 2000 2005 2010

P  

15

20

25

30

35

40

45

50

55

1980 1985 1990 1995 2000 2005 2010

E  

-4.0E+09

-2.0E+09

0.0E+00

2.0E+09

4.0E+09

6.0E+09

8.0E+09

1.0E+10

1970 1975 1980 1985 1990 1995 2000 2005 2010

CA  

0

4000

8000

12000

16000

20000

24000

28000

32000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

4

5

6

7

8

9

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

Hong Kong 

-5000

0

5000

10000

15000

20000

25000

30000

35000

86 88 90 92 94 96 98 00 02 04 06 08

CA  

0

500

1000

1500

2000

2500

3000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

50

100

150

200

250

300

350

400

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

Japan 

-10000

0

10000

20000

30000

40000

50000

60000

1980 1985 1990 1995 2000 2005 2010

CA  

0

200

400

600

800

1000

1970 1975 1980 1985 1990 1995 2000 2005 2010

P  

1.2

1.6

2.0

2.4

2.8

3.2

1970 1975 1980 1985 1990 1995 2000 2005 2010

E  

Singapore 



143 

Table 1 Observations of stock price, exchange rate, current account 

 

Country Sample period 

 

Frequency 

 Observations 

  stock 

price 

indices 

foreign 

exchange 

rate 

current 

account 

Developed Countries 
 

 
 

   

Honk Kong 
1970M01~2010M07  monthly  487 487  

1970Q1~2010Q2  quarterly    162 

Japan 1970M01~2010M07  monthly  487 487  

 1985M01~2010M01  monthly    301 

Singapore 1970M01~2010M02  monthly  482 482  

 1980Q1~2010Q1  quarterly    121 

Total     1456 1456 584 

Developing Countries (Emerging Market) 
 

   

Taiwan 1970M01~2010M02  monthly  482 482  

 1981Q1~2010Q1  quarterly    119 

Korea 1970M01~2010M02  monthly  482 482  

 1980M01~2010M01  monthly    361 

Malaysia 1973M12~2010M02  monthly  435 435  

 1987Q1~2010Q1  quarterly    93 

India 1970M01~2010M02  monthly  482 482  

 1970Q1~2010Q2  quarterly    162 

Indonesia 1977M12~2010M02  monthly  387 387  

 1981Q1~2010Q1  quarterly    117 

Philippines 1970M01~2010M02  monthly  482 482  

 1977M01~2010M02  monthly    398 

Thailand 1975M04~2010M02  monthly  419 419  

 1990Q1~2010Q1  quarterly    81 

Total     3169 3169 1331 

 

Note: Table 1 shows our utilized data for ten Asian countries. We divided the dataset 

into two subsets: one is developing countries including Taiwan, Malaysia, Thailand, 

Philippines, Korea, Indian, and Indonesia. Other is developed countries, consisting 

of Hong Kong, Japan, Singapore. The 4625 monthly observations of stock price 

indices, real exchange rate as local currency per dollar, generally span over the 

sample period from Jan.1970 to July 2010. Except for 398 monthly data for Japan, 

Korea, the Philippines, 1517 quarterly observations of current accounts span over the 

sample period from 1970 Q1 to 2010 Q2 while observed for the longest periods. All 

data were selected from AREMOS database. To compare the impact of 1997 Asian 

financial crisis on cointegration of three fundamentals, all data were divided into two 

subsample periods, pre-1997 and post-1997 to observe.  

Table 2 Unit root tests of stock price indices, exchange rate, and current account 
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country variable 
ADF test 

 
Phillips-Perron test 

testing 

result 

level difference  level difference  

        

Developed Countries       

Hong  CA -2.135 -6.485**  -2.415 -6.158** I(1) 

Kong E -3.371 -5.649**  -3.314 -5.684** I(1) 

 P -3.236 -6.759**  -1.882 -7.948** I(1) 

Japan CA -2.544 -7.576***  -1.659 -8.615*** I(1) 

 E -2.544 -12.702***  -1.659 -12.679*** I(1) 

 P -1.719 -9.676***  -1.631 -9.944*** I(1) 

Singapore CA -2.575 -3.336***  -2.278 -2.414*** I(1) 

 E -2.711 -7.261***  -2.661 -9.111*** I(1) 

 P -1.975 -5.209***  -2.424 -5.289*** I(1) 

        

Developing Countries (Emerging Market)     

Taiwan CA -4.667 -4.649*  -4.933 -4.857* I(1) 

 E -1.493 -5.345**  -1.583 -5.172** I(1) 

 P -3.161 -4.758***  -3.239 -4.945*** I(1) 

Korea CA -2.131 -5.255***  -2.045 -5.255*** I(1) 

 E -3.158 -6.255**  -3.326 -7.845* I(1) 

 P -2.200 -10.996***  -2.665 -11.088*** I(1) 

Malaysia CA -3.597 -5.425*  -2.732 -5.425* I(1) 

 E -2.620 -7.619***  -2.718 -7.562*** I(1) 

 P -3.522 -6.587*  -3.307 -6.587* I(1) 

India CA -1.145 -5.515***  -1.583 -5.436*** I(1) 

 E -1.923 -5.255***  -2.385 -5.327*** I(1) 

 P -2.126 -5.329***  -2.126 -5.191*** I(1) 

Indonesia CA -1.532 -3.777***  -1.969 -3.835** I(1) 

 E -3.754 -5.787**  -3.229 -5.817** I(1) 

 P -3.398 -5.572***  -2.435 -5.472*** I(1) 

Philippines CA -2.506 -8.439***  -2.104 -8.381*** I(1) 

 E -1.601 -7.608***  -1.663 -7.508*** I(1) 

 P -1.704 -10.319***  -2.007 -10.468*** I(1) 

Thailand CA -2.406 -4.472***  -2.104 -4.458*** I(1) 

 E -1.785 -6.043***  -1.957 -6.096*** I(1) 

 P -2.621 -6.283***  -2.803 -6.331*** I(1) 

 

Note: * ,**,*** denote the null hypothesis that unit-root exists is rejected at 10%,5%,1% 

statistical significance level respectively. CA, E, P denote current account, exchange rate, 

and stock price indices respectively. The Augmented Dickey-Fuller (ADF) and Phillips-

Perron (PP) unit root tests are under the null hypothesis of unit root (H0: data series has a 

unit root) that its critical value is decided on the critical value table of MacKinnon (1991). 
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Table 3 Johansen-Juselius cointegration test 

Country Period H0 
Trace 

statistics 
p-value lags 

Developed Countries 
    

Hong 1970Q1~1997Q4 r =0 31.551** 0.0311 5 

Kong  r 1 13.463 0.0989 5 

 1998Q1~2010Q2 r =0 41.556*** 0.0090 4 

  r 1 9.512 0.6875 4 

Japan 1985M01~1997M12 r =0 50.665*** 0.0005 6 

  r 1 15.818 0.1830 6 

 1998M01~2010M01 r =0 15.764 0.7287 6 

  r 1 4.415 0.8673 6 

Singapore 1980Q1~1997Q4 r =0 44.362*** 0.0006 2 

  r 1 12.346 0.1411 2 

 1998Q1~2010Q1 r =0 39.512*** 0.0161 4 

  r 1 19.234 0.0688 4 

Developing Countries (Emerging Market)   
  

Taiwan 1981Q1~1997Q4 r =0 18.363 0.8222 2 

  r 1 7.233 0.8811 2 

 1998Q1~2010Q1 r =0 30.414** 0.0424 1 

  r 1 6.926 0.5863 1 

Korea 1980M01~1997M12 r =0 32.289** 0.0105 3 

  r 1 12.357 0.1406 3 

 1998M01~2010M01 r =0 46.086*** 0.0003 2 

  r 1 10.481 0.2456 2 

Malaysia 1987Q1~1997Q4 r =0 42.679*** 0.0010 1 

  r 1 9.312 0.3373 1 

 1998Q1~2010Q1 r =0 79.237*** 0.0000 2 

  r 1 24.648*** 0.0016 2 

  r 2  1.486 0.2228 2 

India 1970Q1~1997Q4 r =0 64.077*** 0.0000 4 

  r 1 15.744** 0.0459 4 

  r 2  3.020 0.0822 4 

 1998Q1~2010Q2 r =0 34.942*** 0.0117 4 

  r 1 10.951 0.2145 4 

Indonesia 1981Q1~1997Q4 r =0 31.262** 0.0337 8 

  r 1 9.856 0.2920 8 

 1998Q1~2010Q1 r =0 25.131 0.1568 2 

  r 1 9.999 0.2808 2 

Philippines 1977Q1~1997Q4 r =0 19.169 0.481 5 

 1998M1~2010M2 r =0 79.182*** 0.0000 2 

  r =1 41.935*** 0.0000 2 

  r 2  8.664 0.7054 2 

Thailand 1990Q1~1997Q1 r =0 34.253*** 0.0144 4 

  r 1 12.038 0.1551 4 

 1998Q1~2010Q1 r =0 48.634*** 0.0010 2 

  r 1 21.027** 0.0392 2 

  r 2 4.646 0.3244 2 

Note:  

1. The optimal length of lags reported are chosen by Schwartz information, Akaike information, LR 

statistics criterion. The trivariate vector autoregression (TVAR) is estimated through residual auto- 

correlation test (Q-test), residual normality test (Jarque-Bera test). 

2. Trace statistics indicates that before 1997, ten countries at least have one cointegrating vectors at 5% 

significance level except for Philippines and Malaysia. During the period 1998~2010, ten sample countries 

at least have one cointegrating vectors at 5% significance level except for Japan and Indonesia. 
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Table 4  

Panel A Test results of exclusion restrictions and weak exogeneity  

 

Country Period 

exclusion restrictions weak exogeneity 

H0 
LR 

statistics 
H0 

LR 

statistics 

Developed Countries     

Hong 

Kong 

1970Q1~1997Q4 

ca
 =0 9.685*** ca

 =0 10.156*** 

E
 =0 1.721 

E
 =0 0.204 

P
 =0 15.635*** 

P
 =0 3.211* 

1998Q1~2010Q2 

ca
 =0 1.626 ca

 =0 0.712 

E
 =0 8.545*** 

E
 =0 2.940* 

P
 =0 3.968** 

P
 =0 9.001*** 

Japan 

1985M01~1997M12 

ca
 =0 6.566** 

ca
 =0 5.079** 

E
 =0 6.442*** 

E
 =0 6.639*** 

P
 =0 2.051* 

P
 =0 2.053* 

1998M01~2010M01 

ca
 =0 0.929 

ca
 =0 0.637 

E
 =0 0.006 

E
 =0 1.994 

P
 =0 1.516 

P
 =0 0.001 

Singapore 

1980Q1~1997Q4 

ca
 =0 2.006 

ca
 =0 0.295 

E
 =0 8.974*** 

E
 =0 0.162 

P
 =0 11.581*** 

P
 =0 1.494 

1998Q1~2010Q1 

ca
 =0 3.526* 

ca
 =0 3.132* 

E
 =0 0.002 

E
 =0 0.147 

P
 =0 7.185*** 

P
 =0 9.278*** 

Developing Countries (Emerging Market)    

Taiwan 

1981Q1~1997Q4 

ca
 =0 1.354 ca

 =0 - 

E
 =0 0.457 

E
 =0 - 

P
 =0 1.546 

P
 =0 - 

1998Q1~2010Q1 

ca
 =0 10.921*** ca

 =0 6.481** 

E
 =0 15.172*** 

E
 =0 2.022* 

P
 =0 15.958*** 

P
 =0 6.933** 

Korea 

1980M01~1997M12 

ca
 =0 19.168*** 

ca
 =0 8.175* 

E
 =0 3.445* 

E
 =0 17.501*** 

P
 =0 3.685** 

P
 =0 3.281* 

1998M01~2010M01 

ca
 =0 27.389*** 

ca
 =0 21.683*** 

E
 =0 5.119** 

E
 =0 9.987*** 

P
 =0 1.021* 

P
 =0 3.518* 

Malaysia 

1987Q1~1997Q4 

ca
 =0 5.024** 

ca
 =0 4.103* 

E
 =0 0.226 

E
 =0 1.730 

P
 =0 4.484* 

P
 =0 4.233** 

1998Q1~2010Q1 

ca
 =0 9.783*** 

ca
 =0 19.232*** 

E
 =0 3.247* 

E
 =0 6.616*** 

P
 =0 1.638 

P
 =0 0.877 

India 1970Q1~1997Q4 ca
 =0 13.692*** ca

 =0 5.982*** 
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E
 =0 35.652*** 

E
 =0 3.162* 

P
 =0 35.827*** 

P
 =0 7.271*** 

1998Q1~2010Q2 

ca
 =0 5.886*** 

ca
 =0 12.412*** 

E
 =0 7.848*** 

E
 =0 4.248** 

P
 =0 13.235*** 

P
 =0 9.302*** 

Indonesia 

1981Q1~1997Q4 

ca
 =0 11.405*** 

ca
 =0 11.573*** 

E
 =0 11.253*** 

E
 =0 2.979* 

P
 =0 11.189* 

P
 =0 1.335* 

1998Q1~2010Q1 

ca
 =0 0.762 

ca
 =0 0.307 

E
 =0 1.138 

E
 =0 1.527 

P
 =0 0.981 

P
 =0 1.851 

Philippines 

1977Q1~1997Q4 

ca
 =0 1.074 ca

 =0 0.796 

E
 =0 1.244 

E
 =0 1.173 

P
 =0 1.687 

P
 =0 1.905 

1998M1~2010M2 

ca
 =0 13.039*** ca

 =0 8.406*** 

E
 =0 10.552* 

E
 =0 1.354* 

P
 =0 4.577** 

P
 =0 8.115*** 

Thailand 

1990Q1~1997Q4 

ca
 =0 10.471*** 

ca
 =0 9.313*** 

E
 =0 10.567*** 

E
 =0 3.689** 

P
 =0 10.025* 

P
 =0 2.306* 

1998Q1~2010Q1 

ca
 =0 18.621*** 

ca
 =0 10.539*** 

E
 =0 20.603*** 

E
 =0 12.104*** 

P
 =0 19.694*** 

P
 =0 2.718* 

Note: the table suggests exclusion from the cointegrating vector β tests null hypothesis that the individual 

elements ofβ is equal to zero). If the hypothesis is rejected, it means that the variable data present in 

cointegration space. The weak exogeneity of data series tests null hypothesis that each element of 

the vector is zero. If the hypothesis is rejected, it implies that the data series adjusts in short run toward 

long run equilibrium. If maximum likehood ratio test (LR) statistics is larger than 2
)1(

 statistics with one 

degree of freedom, it implies that the hypothesis (H0) is rejected. ***,**,* denote significance at 1%,5%, 

10% level, respectively.  
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Panel B  Summary for test results of exclusion restrictions and weak exogeneity 

 
Country Period Null hypothesis of exclusion restrictions and weak exogeneity 

  

ca
 =0, 

E
 =0, 

P
 =0 

ca
 =0 

E
 =0 

P
 =0 

ca
 =0,

E
 =0, 

ca
 =0 

E
 =0  

ca
 =0, 

P
 =0 

ca
 =0  

P
 =0 

E
 =0

P
 =0 

E
 =0 

P
 =0 

Developed country         

Hong 

Kong 

1970Q1~1997Q4 

        

    reject reject   
        

1998Q1~2010Q2 
        

      reject reject 
        

Japan 

1985M01~1997M12 

        

reject reject reject reject     
        

1998M01~2010M01 

        

        

        

Singapore 

1980Q1~1997Q4 

        

      reject  

        

1998Q1~2010Q1 

        

    reject reject   

        

Developing country  (Emerging market)       

Taiwan 

1981Q1~1997Q4 

        

        

        

1998Q1~2010Q1 

        

reject reject reject reject reject reject reject  

        

Korea 

1980M01~1997M12 

        

reject reject reject reject reject reject reject reject 

        

1998M01~2010M01 

        

  reject reject reject reject   

        

Malaysia 

1987Q1~1997Q4 

        

    reject reject   

        

1998Q1~2010Q1 

        

  reject reject     

        

India 

1970Q1~1997Q4 

        

reject reject reject reject reject reject reject reject 

        

1998Q1~2010Q2 

        

reject reject reject reject reject reject reject reject 

        

Indonesia 
1981Q1~1997Q4 

        

reject reject reject reject     

        

1998Q1~2010Q1 
        

        

        

Philippines 

1977Q1~1997Q4 
        

        

        

1998M1~2010M2 

        

reject reject   reject reject   

        

Thailand 

1990Q1~1997Q4 

        

reject reject reject reject reject reject reject reject 
        

1998Q1~2010Q1 

        

reject reject reject reject reject reject reject reject 
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Table 5  Trivariate cointegrating vector of Johansen estimation 

 

Country Period 
tttt

PaEaaCA 
210

 
tttt

PaCAaaE 
210

 

a0 a1 a2 a0 a1 a2 

Developed Countries       

Hong 

Kong 

1970Q1~1997Q4 -2.11 
5.45 

(2.969) 

-327809*** 

(4.375) 
- - - 

1998Q1~2010Q2 1.06 
1.36 

(2.966) 

41108.64 

(2.328) 
2586151 

2.43 

(1.36) 

330613**

* 

(3.015) 

Japan 1985M1~1997M12 -28142.98 
-220.33*** 

(-4.391) 

6.195 

(1.615) 
- - - 

 1998M1~2010M1 - - - - - - 

Singapore 1980Q1~1997Q4 -100055.7 
-34474.85 

(-1.499) 

-80.237 

(-1.075) 
-2.716 

1.46 

(2.34) 

0.002** 

(3.644) 

 1998Q1~2010Q1 286.51 
3704.95 

(0.059) 

84.134** 

(3.631) 
- - - 

Developing Countries (Emerging Market)     

Taiwan 1981Q1~1997Q4 - - - - - - 

 1998Q1~2010Q1 -64242.08 
1025.3*** 

(5.189) 

2.877*** 

(5.759) 
-153.54 

3.45 

(0.324) 

56454*** 

(6.755) 

Korea 1980M1~1997M12 -4528.12 
-5.64*** 

(-3.635) 

-2.67* 

(-2.867) 
375 

7.854 

(0.956) 

432** 

(3.525) 

 1998M1~2010M1 -5073.89 
5.02* 

(2.742) 

0.622 

(1.033) 
- - - 

Malaysia 1987Q1~1997Q4 -25725.68 489415.41 2083.892* - - - 

 1998Q1~2010Q1 307209.7 
87535.16*** 

(5.531) 

-33.092 

(-2.598) 
- - - 

India 1970Q1~1997Q4 72563.83 
8337.29*** 

(4.313) 

-60.012*** 

(-4.325) 
-7.775 

-0.001*** 

(6.654) 

0.006*** 

(34.092) 

 1998Q1~2010Q2 58775.62 

-

1508.31*** 

(3.317) 

1.982*** 

(24.665) 
-413.094 

0.033*** 

(5.113) 

 

0.091*** 

(4.389) 

Indonesia 1981Q1~1997Q4 -1.07 

-

116384.6*** 

(-3.119) 

1690820 

(2.368) 
- - - 

 1998Q1~2010Q1 - - - - - - 

Philippin

es 
1977Q1~1997Q4 - - - - - - 

 1998M1~2010M2 1131.055 
12.351 

(1.128) 

0.349*** 

(4.193) 
- - - 

Thailand 1990Q1~1997Q4 -2659956 
93305.2*** 

(4.271) 

148.767 

(1.311) 
- - - 

  141667.41 
23832.9*** 

(10.782) 

449.529*** 

(9.693) 
51.617 

4.17*** 

(8.552) 

0.019*** 

(11.297) 

 

Note: the coefficients of cointegrating equations are normalized on current account (CA) for Eqs. 

tttt
PaEaaCA 

210
. When a country has the cointegration between exchange rate and current account, the 

coefficients a1 of exchange rate in 
tttt

PaEaaCA 
210

 present statistic significance at 1,5,10% level. 

If there exists the cointegration between stock price and current account, then the coefficients a2 of stock 

price in 
tttt

PaEaaCA 
210

 show statistic significance at 1,5,10% level. When a country has the 

cointegration between stock price and exchange rate, the coefficients a2 of stock price in 
tttt

PaCAaaE 
210

 

exhibit statistic significance at 1,5,10% level. Robust t-statistics are given in parentheses.  
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Abstract 

The current crisis has stressed how firms in order to survive and prosper in 

turbulent times need to efficiently and systematically prepare for, anticipate, and evaluate 

the changes in their business environment. This paper aims to assess on several levels the 

present stand of strategic early warning practices within Croatian firms. Such systems 

provide the necessary approach to better business environment understanding, and 

conversely to more efficient business planning. Since it is nearly impossible for the firms 

to efficiently foresee, and register numerous signals and trend changes without the use of 

information technologies, this work will along the lines of exploring the environmental 

scanning practice, also touch on several information technologies concepts which improve 

the environmental scanning: business intelligence, organizational learning and knowledge 

management.  

This paper in its primary empirical research explores the current use and level of 

development of early warning practices in Croatian firms. The objectives are to provide answers 

to following environmental scanning questions: the level of environmental scanning 

implementation, identification of the most used sources for gathering external environment 

information, explore the information exchange in corporate culture, and the existence of standard 

reporting, asses the level of management support for environmental scanning practices, and the 

analysis and dissemination of gathered environmental information, evaluate knowledge 

management practices, identify business intelligence tools used, as well as rate the perception of 

usefulness of early warning practices. The statistical analysis proceeded to give the answer to 

main objective of this paper: is there a statistically significant difference present between the 

firm’s success (as measured by criteria of revenue and profit) and the differences in level of 

systematic and continuous environmental scanning? It is hypothesized that the more successful 

firms which have a higher profit also have more developed environmental scanning practices. 

Empirical data was collected through e-mail survey questionnaire sent to firms Chief Financial 

Officers, Controlling and Information Technology officers, from a random sample (N=150). In 

total, 47 fully answered questionnaires were collected (rate of response 31%).  

The results of analysis stress the importance of management support in 

establishment of early warning systems, and the significance of information technologies 

role in environmental scanning and early warning systems. The findings also confirm the 

presence of direct, statistically significant positive relationship between the business 

success and efficient environmental scanning practice. Subsequently, these results can 

serve as a stimulus for managers to further implement and improve their strategic early 

warning scanning practices. 

 

Keywords: knowledge management, organizational learning, business intelligence, early 

warning systems, Croatia 

JEL classification: M21 - Business Economics, M15 - IT Management, D81 - Criteria for 

Decision-Making under Risk and Uncertainty 

1. Introduction 

mailto:dlabas@efzg.hr
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Firms in times of global economic crisis are facing unprecedented challenges regarding 

their survival and success. Success, besides understanding of firm’s internal processes, 

strengths and weaknesses, requires thorough management understanding of external 

influences in order for proper responses which will ensure firm’s continuity. This 

statement refers alike to large and small, profitable, and non-profitable organizations. 

For simpler understanding of concepts it is preferable to establish an analogy 

between biological world and organizational system. Growth of both is based on efficient 

functioning of internal and external “ecosystems”. Survival of animals and organizations, 

and even species and industries depends upon their capability to adapt to dramatic changes 

in environment. The adjustment capabilities depend upon possibility of sensing and 

interpreting environmental changes. If firms do not manage to adapt to a new conditions, 

like animals they will “die out”. In digital age, the notion of information as a resource is as 

important as energy, raw materials, and employees. For that reason, methods and systems 

of environmental scanning represent a vital path to “survival”. Basic assumption of 

strategic early warning system is that discontinuities do not occur without a warning. 

Furthermore, information gathered from environment are divided in categories of 

”possible” and “speculative” and serve as a means of assessment of timely likelihood of 

potential event. After initial categorization, the process of information filtering is ready to 

commence. Analytical experts within the firm follow new themes and ideas which they 

have identified through scanning of environment; they further check and test ideas and 

themes for validity, reliability and potential impact on the organization (Patton, 2005). 

Information technologies role is to store and process large quantities of data, and in that 

way help in trend development prediction. When information are available relatively cheap 

and fast, efficiently analyzed, and are very detailed and timely, we can say that within the 

firm there is a present satisfactory system of scanning, analysis, and reporting. Those are 

the means which enable understanding of environment and allow firms to timely and 

effectively adjust to changes. Only through the use of information technologies, strategic 

early warning systems and human knowledge is it possible to entirely encompass and 

interpret the firm’s environment. Therefore, the objective of the paper is to assess on 

several levels the present stand of early warning practices within the Croatian firms. This 

work, along the lines of empirically exploring the environmental scanning and strategic 

early warning practice, also touches on several information technologies concepts which 

improve the environmental scanning: business intelligence, organizational learning and 

knowledge management. The statistical analysis of the obtained results proceeded to give 

the answer to a main objective of this paper: is there a statistically significant difference 

present between the successfulness of the firms (as measured by criteria of revenue and 

profit) and the differences in level of systematic and continuous environmental scanning? 

It is hypothesized that the more successful firms which have a higher profit also have more 

developed environmental scanning practices. 

 

2. Theoretical framework 

 

2.1. Strategic early warning systems 

 

In order to explain what early warning systems are, and state its importance for the firm, it 

is necessary to start with the early warning indicators. They are parts of and function 

within early warning systems, and are considered as diagnostic signs of future 

environmental conditions (Rothwell, 2010). Early warning indicators represent quantitative 

and qualitative auxiliary values, through which opportunities and threats in the 

environment are identified in the early stages, before they became apparent. If such 

changes are correctly recognized, they could develop into a source of new strategic 
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advantages (Brown, 2004). Structured set of early warning indicators represents the early 

warning system, where early warning systems are integral part of environmental scanning 

process. Important premise of strategic early warning systems is in implementation of 

efficient information gathering process and electronic analysis of the obtained data, since 

gathering of information, and information analysis from the environment are key functions 

of strategic decision making process (Weick & Daft, 1983). For better prediction of 

changes, visualization techniques of complex samples should be used in order to enhance 

and present the gathered early signals (Bonabeau, 2002).  

Furthermore, advantages of formally implemented early warning systems are the 

following (Diffenbach, 1983): 

 1. Better general awareness and response capabilities to changes in environment. 

 2. Better strategic planning and decision making. 

 3. Higher efficiency in relations with state institutions. 

 4. Improved analysis of markets and industry. 

 5. Better inflow of foreign investments and international marketing. 

 6. Enhanced allocation and resource diversification. 

 7. Efficient energy needs planning. 

Based on the list above it can be concluded that early warning systems provide a host of 

strategically important benefits.  

 

2.2. Organizational learning 

 

Focus of environmental scanning and strategic early warning systems is based on strategic 

goals, planning, control and reporting. As part of the stated approach, environmental 

scanning enables the founding of strategic positions, from which external forces and trends 

can be identified. Through constant monitoring and analysis of the external influences, 

firms form their own internal processes which contain necessary organizational responses. 

Process of linking external environment influences and internal responses enables 

adjustment of organizational structure and strategic plans in finding the most efficient and 

flexible ways to anticipate and react to market changes. Accordingly, successful 

organizations divert their resources and effort on learning, as well as improving flexibility 

and adjusting response time. 

Once employees obtain and process the gathered external information, such 

information needs to be distributed along the firm, to various departments and levels. In 

many firms, there is a present resentment towards such notion, as some employees 

consider obtained knowledge in terms of their own influence and power, and by sharing it; 

they believe they could lose their own comparative advantage within the organization. 

Employees primarily need to be encouraged to scan and analyze the environment, and to 

share the information within the firm. Such organizations are seen as learning 

organizations (Choo, 2001). Organizational learning is considered a process of learning 

through interaction of a firm with its environment. In learning process, signals from 

environment are interpreted by employees, which learn and accordingly adjust their 

personal stands and opinions, because exactly through employee’s knowledge, firms learn 

and advance (Grant, 1996). Employees learn from environment about forces and events 

which have impact on business and firm’s future.  

Environmental scanning and strategic early warning systems represent basic ways 

of organizational learning. Such approach includes viewing and searching for information. 

Organizational learning advances the use of information gathered from strategic early 

warning systems. Types of information gathered can vary from: conversation during lunch, 

analysis of angry customer claims, all the way to a formal market research and possible 

scenario analysis. Any information which are considered valuable and potentially useful 

for users needs to be recognized, coded and stored in according data bases, in order for the 
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stated information to stand available to managers and employees for discussion and 

analysis.  

Environmental scanning and adequate adjustment of strategic early warning systems 

should not be a static process; rather it should be a continuous one, and serve as a firm’s 

precondition to increase its influence on nearer external environment, and improve reaction time 

for changes. In accordance with the stated, strategic early warning systems and organizational 

learning provide firms with new sources of information and knowledge (by combining present 

and new knowledge) which can be used to overcome the challenges (Thaddeus, 2008). 

Continuous environmental scanning allows management to commence and implement timely 

and needed organizational changes, as well as provide answers to challenges which could have a 

crucial role for survival of the firm. Hence, organizational learning and knowledge management 

hand in hand advance and improve the stated process.  

 

2.3. Knowledge management 

 

In Croatian firms it is a common situation that no formal knowledge (databases) exists in 

electronic form. In order to efficiently implement and realize the full potential of strategic 

early warning systems it is necessary to use knowledge management. Knowledge 

management is an organizational process of identification, gathering, selection, 

assessment, organizing, visualization and dissemination of knowledge with purpose of 

obtaining organizational goals, where information are available within organization as a 

part of organizational knowledge in unstructured form (Turban, Aronson & Liang, 2005). 

Knowledge management is often characterize by the use of advanced information 

technologies with aim of improving dynamics of organizational learning, improvement of 

business results and firm’s effectiveness (Cortada & Woods, 1999).  

 

Graph 1. Knowledge management approach 

 
Source: Cortada and Woods, The Knowledge Management Yearbook 1999-2000., pg. 407. 

 

Knowledge management is considered as active and systematic management of 

information, ideas, and knowledge which employees posses. Information technology is 

only one dimension of knowledge management, where technology itself cannot transform 

information into knowledge. Knowledge management requires interaction among 

employees, processes and technology. Key concepts of knowledge management are 

transformation of data, organizational knowledge and employee competencies into useful 

Analysis 
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knowledge which can be distributed and shared with employees in need for certain specific 

knowledge. Data is viewed as a set of facts and measurements, while information is an 

organized set of data which has interpretive meaning. It brings news, and information 

about certain concept. Proper information is precise, complete, relevant and timely (Varga, 

et al., 2007). The definition of knowledge describes it as contextual and relevant, operable 

(useful) information (Maier, 2005). In knowledge management it is vital to connect the 

employee which seeks knowledge directly with the source of knowledge. Importance of 

knowledge management is in the fact that knowledge in general is vital for successful 

decision making. Firms possess 3 kinds of knowledge (Nonaka & Takuchi, 1995): 

1. Tacit knowledge: based on experience and intuition of completing certain activities, 

which is hard to explain, transfers through conversation and originates from 

subjective domain, also known as experiential learning.  

2. Explicit knowledge: easily available, can be precisely and accurately articulated, 

easily coded, documented, transferred, shared and formally communicated through 

the use of system of symbols, i.e. documents. Knowledge is transformed into rules 

which satisfy certain forms. Examples of explicit knowledge include manuals, 

managerial directives, etc.  

3. Cultural knowledge: consists of number of principles which firms adhere to, and are 

considered to be truthful, based on experience, observations, self assessment of 

employees, organization and environment. Over the time, organization develops 

generally accepted understanding of its own capabilities, priorities, main 

competitors, etc. Such understanding than creates a number of criteria for 

information assessment and paying attention to specific information.  

 

2.4. Knowledge management systems 

 

Simple data and information gathering in strategic early warning systems by itself is not 

sufficient, as without efficient analysis, management, and knowledge dissemination it does 

not fulfill its primary purpose. Three types of existing knowledge, as afore discussed; need 

to be included in environmental data and information analysis in order to correctly predict 

trend developments and anticipate the future. Considering the vast amount of implicit 

knowledge which employees gather on changes in environment, it is necessary to formally 

transfer the acquired knowledge for purpose of use and its application in decision making 

process. Therefore, it is necessary to integrate such knowledge into knowledge 

management system. Knowledge management system is integrated information 

technologies platforms which enables knowledge management in organization and 

contains various data bases which are comprised form various numerical and qualitative 

data. One of the main tasks of information technologies in knowledge management 

systems is to support knowledge management and increases the speed of knowledge 

transfer (Davenport & Prusak, 1998).  

Furthermore, such systems allow and enable discussions by means of discussion groups 

which form according to certain concerning interest or problem within the firm. The 

purpose of knowledge management systems is to enable the employee’s participation in 

creation, evaluation, dissemination and knowledge assessment (Schultze, 2000). Culture of 

knowledge management and knowledge dissemination within the firm is especially needed 

for accepting flexible and creative, information oriented organizational culture, which in 

that way significantly contributes to the establishment and formation of proper signal 

interpretation within the strategic early warning systems. Along with technology, 

management has the crucial role in reaching the mentioned goal, where it needs to put 

efforts on communicating and cooperating among employees with purpose of improving 

culture of acceptance and knowledge sharing within the firm.  
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In order for knowledge management systems within the firm to be as efficient, it is 

necessary to establish organizational and information technologies infrastructure with aim 

of efficient searching, exchange and knowledge creation. Pre conditions for establishments 

of knowledge management system are that such system needs to serve to all the parties 

involved in the process of information gathering, evaluation and business reorganization. 

Employees involved in the process primarily need to thoroughly know the firm in which 

they work and their own tasks so that through the knowledge management system, the new 

and relevant knowledge becomes available to every employee in need for specific 

information. Such system needs to provide answers to questions of strategic and 

organizational importance (Ulrich, 2001). One of the key tasks of knowledge management 

systems is to increase the rate of knowledge transfer and creation (Davenport & Prusak, 

1998). In category of knowledge management tools there are (Scarborough, Swan & 

Preston, 1999): 

 Software tools for work in groups; 

 Intranet; 

 Data bases; 

 Managing knowledge management systems which provide dissemination of 

organizational knowledge. 

 

Such systems are the appropriate means for managing knowledge when commencing 

discussions on specialized forums (Meraly, 1999). Corporate Intranet plays an important 

role when searching, forming, analyzing, exchanging and managing knowledge within the 

organization with purpose of presenting information for reaching informed decisions. In 

essence, Intranet serves as a decision support portal (Choo, Detlor & Turnbull, 2000). 

Furthermore, the overview of information technologies used in knowledge management 

systems includes (Turban, 2005): 

 Intelligent agents- they work on principle of learning based on the users tasks. They are 

software agents which are used in searching the Internet, and with purpose of 

improving work tasks and gathering new knowledge.  

 Artificial intelligence- is found in various knowledge management systems. The role of 

artificial intelligence is to gather, store and search for knowledge. Artificial intelligence 

serves as a learning tool and for implementation of new knowledge, for searching 

databases, e-mails, documents and reaching decisions. Categories of artificial 

intelligence include: expert systems, neural networks and fuzzy logic.  

 Data mining- is a method through which in the present data bases new knowledge is 

searched for. Data mining is done through the process of performing questions on 

reports and data from large data bases, where finding the new relations between the 

information is the goal. Financial, statistical, and mathematical data analysis are used 

for performing correlation analysis, trend analysis, and predicting future events and 

processes.  

 Extendable Markup Language (XML)- through structural display of data in XML 

format it is possible to standardize the knowledge mapping, because along the 

description of structural data, this kind of technology enables the exchange of data/ 

information/ knowledge among various incompatible systems. 

 

Implementation of knowledge management software presents a complex process. Such 

software for knowledge management is necessary to incorporate into the existing IT 

systems, adjust to fit current organizational culture, procedures and human potentials. To 

set the right balance between managerial and technical aspects presents one of the greatest 

challenges of such tools. Reasons for implementing knowledge management systems 

include (Panian, 2009): 

 Possibilities of multiple use or knowledge application; 
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 Faster finding of answers to certain questions or solutions to certain problems; 

 Acquire the information from users about the quality of available knowledge and 

uncover the possible shortcomings. 

 

Knowledge management focuses on the existing knowledge within the organization, 

and means of gathering knowledge in the collaborative environment. The following table 

states the advantages and some important characteristics and goals of knowledge 

management systems. 

 

Table 1. Positive effects of knowledge management  

Knowledge transparency Cost reduction 

Support in process of external 

knowledge gathering Increased productivity 

Improving communication and 

cooperation Reduction of business risks 

Retaining knowledge in organization 

Increasing employees satisfaction and 

motivation 

Improving knowledge exchange 

Improving clients satisfaction and quality of 

service 
Source: Maier R. (2005) Knowledge management systems, Springer – Verlag Berlin, 2. Edition. 

 

The importance of bringing external knowledge into the firm, where external 

information can be as important as managing of information flows within the firm, so can 

today’s firm competitive advantage depend upon knowledge, i.e. what constitutes the 

employees thinking, means in which they share knowledge, and how fast are they capable 

of learning new knowledge (Leonard Barton, 2005). End challenge of knowledge 

management is to increase the chances for efficient firms business through the process of 

knowledge creation. The role of information technologies is to increase: 

 Speed; 

 Memory capacities; 

 Communications. 

 

In knowledge creation, and in attaining of the competitive advantage, environmental 

scanning has an important role, reaching from the consistent scanning of environment, 

improvements in organizational learning and better business results (Choo, 1998). Firms 

which are capable of documenting, transferring, and applying new gathered knowledge 

from the environment are ahead of their competitors. Establishment of learning culture and 

advancements enables new possibilities for the firms. Such use of decentralized internal 

networks, and e-learning are means of gathering and developing new knowledge and its 

efficient distribution within the firm. Final challenge and goal of knowledge management 

is in increasing the firm’s possibilities for knowledge creation. The role of information 

technologies is to enlarge the limits of human capacities in creating knowledge through 

improving the pace of work, storage possibilities and communication among the 

employees.  

 

 

 

2. 5. Business intelligence 

 

Firms have for many years implemented the technological platforms for supporting the 

business processes and strengthening of operational structure efficiency. Most firms have 

come to a point where use of such tools for strategic decision making becomes crucial 
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business aspect. In that manner, business intelligence (BI) is an important field, which is 

considered as an answer to current information needs by allowing access to important 

information sources through the use of information technologies (Petrini & Pozzebon, 

2008).  

Business intelligence is a way of gathering business information. Business 

intelligence includes: processing of information and dissemination of the information 

gathered (Herring, 1988). Business intelligence differs from data and information 

inasmuch as it requires a certain level of analysis. Key premise of business intelligence is 

that intelligence has to be workable, and that based on its value, according business actions 

and appropriate measures can be taken. Furthermore, business intelligence represents 

previously created, concealed knowledge which is found in operative, routinely gathered 

business data through means of adequate information technologies (Panian, 2007). 

The benefit of business intelligence is that it provides competitive advantage and 

better firm performance by means of efficient business and strategy planning (Gordon, 

1989). Business intelligence embraces data gathering, data storage and knowledge 

management along with analysis of large number of data on firm and environment in 

which decisions are brought. Basis for sophisticated analysis are large data bases, usually 

stored as data warehouses. Analysis can relate to business performance management, 

business activity management, and uses of similar reporting tools such as dashboards, 

which utilize business intelligence technologies and which results are used in business 

process. Business intelligence can be divided into two categories: market and firm’s 

internal intelligence. Market intelligence is mainly focused on data and information from 

the environment (which this article concerns with), while firm’s internal intelligence 

mainly deals with linking and improving data, information and knowledge. 

Within the category of internal intelligence, there are 3 main sources of data, and those 

are: clients, competitors and firms business partners within the supply chain. Therefore, we 

can classify market intelligence into 3 subcategories (Panian, 2007): 

 Client intelligence; 

 Competitive intelligence and 

 Supply chain intelligence. 

 

On the other hand, sub category internal intelligence can also be divided into two 

components (Panian, 2007): 

 Business process intelligence, and 

 Management intelligence. 
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Graph 2. Categories of business intelligence 

 
Source: Panian Ž. et al. (2007). 

 

In 1990’s, three technological achievements led to revolutionary analytical 

applications and accordingly to current business intelligence (BI) systems as universally 

accepted term for analytic and strategic information. Such systems include various 

applications: data warehouses, extraction, transformation and loading (ETL) tools and 

analytical software with online analytical processing (OLAP) capabilities (Body et al., 

2002). The same category includes data mining, monitoring (dashboards, scorecards and 

early warning systems) and reporting. Further overview of business intelligence indicates 

the split between technical and managerial approach (Petrini & Pozzebon, 2009). Business 

intelligence presumes a pro active approach, where business intelligence notes, and 

statistically anticipates future events. BI tools allow qualification and confirmation of 

validity of gathered sources, as well as building of information frameworks adjusted for 

processes and firm needs. Specially prepared information on environment, such as 

competition and market analysis can be monitored by BI tools. BI tools enable the real and 

valuable information to reach the right employees, timely and in a preferred way.         

Basis of business intelligence is in knowing the difference between information and 

intelligence. Information is factual, consists of numbers, statistics, and dispersed data on 

people and firms, products and strategies. Based on such information, it is not possible to 

reach a correct decision, no matter how concise or accurate they are. The term intelligence 

itself on the other hand represents the set of information which are filtered, and analyzed. 

Such data and intelligence are converted into needed knowledge for the managers. In 

essence, the BI process comes down to the following: firms which know how to convert 

the information into knowledge will succeed on the market, while firms which are not 

capable of doing so, could face problems.  

Second name for intelligence is usable knowledge. One of the main questions 

regarding the use of business intelligence is if everyone has approximately similar 

knowledge, who has the competitive advantage? Information by itself does not constitute 

an advantage. What provides valuable advantage to obtained information is the factor 

analysis and according anticipation of changes. In BI, information is analyzed to the point 

at which decision making can take part. Business intelligence is a link which connects 

external information, business strategies and decision making. Usable information is 

utilized as a warning signal to management in informing about the risks and opportunities. 

BI is therefore a process of transforming large quantities of information into business 

activities. Business intelligence constitutes a tool for reaching decisions. In order to 
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efficiently and effectively reach the decisions, complexity needs to be transformed into 

simplicity. Business intelligence is a constant firm’s assignment. Information needs to 

constantly be updated. BI systems have capability of maximizing the use of gathered 

information (Davenport & Harris, 2006). Timely and accurate information on competitors 

and buyers increases the firm’s efficiency. Overall, business intelligence means thinking a 

couple of steps ahead.  

 

2.6. Market and competitive intelligence 

 

Market intelligence, as a BI subcategory, is used in order to compare the firm with its 

environment (competitive benchmarking), to identify the potential threats and 

opportunities and to test plans to market responses (war gaming). The most preferable form 

of market intelligence should deal with all determinants which endanger the firm’s 

competitiveness, and in identification of profit making chances, increasing the market 

share and strengthening of firm’s brand position. Market intelligence is one of a ways of 

ensuring preferred strategic position of a firm and a subcategory of business intelligence, 

where one of the aims of market intelligence is in thorough understanding of respective 

firm’s industry.  

According to a definition of Society of Competitive Intelligence Professionals, 

Competitive  Intelligence (CI) is a process of ethical gathering, analysis and dissemination 

of accurate, relevant, specific, timely, far reaching and workable information regarding 

business environment, competitors, as well as the organization itself (SCIP, 2011). 

Competitive intelligence is an important element of business intelligence as a competitive 

strategy, and represents the essence of business analysis of the environment. CI’s purpose 

is to encourage management to a revision of conventional thinking. CI helps in strategy 

formation through understanding of industry, the firm, and competitors. The goal is not just 

in performing the right way, but in doing things right. It can be achieved by presenting 

information from environment which has been analyzed to a point where decision making 

can take place (Gilad & Gilad, 1988).  

Furthermore, competitive intelligence as a part of both market and business 

intelligence is a logical approach towards solving critical business problems, and 

consensual, legal, directed, planned, future oriented information gathering (Murphy, 2006). 

CI deals with a broad range of knowledge: from data and information on competitors, 

identification of their aims, weak and strong points, as well as information on their 

employees, business strategies and all the way to development plans. CI has to particularly 

follow the competitors and learn about the main threats which lure (Weiss, 2002): 

 Organizations which offer the same or similar products and services today; 

 Organizations which offer alternative products and services today; 

 Organizations which can offer the same, similar or alternative products or services in 

the future; 

 Organizations which can diminish the current need for products or services; 

 Atypical competitors; 

 Changes in technology; 

 Changes in buyers preferences, wants and needs; 

 Following of new alliances (cooperative intelligence). 

 

Competitive intelligence is hence, in its narrower sense, a process of realizing 

everything what the competition does, while the purpose is to stay one step ahead of its 

competitors (Ettore, 1995). CI plays a part in strategic information management process, 

which is in line with the rest of the organizational strategy (Moon, 2000). 

Traditionally, CI depended on published sources and other printed information. With 

emergence of the Internet, it quickly became a very important source of knowledge on 
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firm’s competitive environment. Through Internet, firms can (manually or through the use 

of intelligent agents) scan for information regarding presence, behavior, products and 

prices of other competitors. Even though Internet brought many useful improvements to a 

CI process, it also brought a number of technical, cognitive, and organizational challenges. 

One of the main challenges is how to cope with information overload, which sometimes 

hinders the focus on the necessary and important research.  

According to a study from Lackman, Saban and Lanasa (2000), 94% of CI managers 

within the firms consider information technology as a key function of competitive, and 

accordingly of business intelligence in general. Competitive intelligence tools can help in 

process of environmental scanning and strategic early warning systems within the 

organizations by means of triggering the early warning indicators to which the 

management has to react. It is important to note that tools and presumptions of CI are not a 

replacement for analysis, but serve to direct more time towards the information analysis, as 

opposed to information gathering. Synergy of information technology and human capital 

can dramatically increase the capabilities of competitive intelligence.  

This review provides insight on several levels into elements which efficient and 

systematic strategic early warning intended for evaluating the changes in environment 

requires. Elements reach from organizational learning culture, and knowledge management 

within the firm, all the way to information technologies use, more specifically the business 

and competitive intelligence. In the next section, the empirical stand, current use and level 

of development of early warning practices within the Croatian firms is assessed.  

 

3. Empirical research 

 

3.1. Data and methodology 

 

The empirical research explored the use of environmental scanning, early warning 

systems, competitive and business intelligence tools used to further environmental 

scanning and strategic early warning practices. The main aim of the research questionnaire 

was to assess and identify the stand and development of Croatian firms in the mentioned 

fields, and to provide insight into environmental scanning practices, as well as to serve as a 

benchmark reference for competitors within the industry and future similar research. This 

research intends to broaden the perspectives, raise awareness and contribute to a better 

understanding of environmental scanning needs. It is hypothesized that Croatian firms 

recognize the importance and benefits of environmental scanning, with significant 

differences present between the levels in success of the firms (as measured by the 

criteria of revenue and profit) and the existing differences in the level of systematic 

and continuous environmental scanning. 

The data were collected, from September-December 2010. The population from 

whom the data were collected comprised of firms from the database of the postgraduate 

students of Faculty of Economics and Business Zagreb. A total of 150 e-mail surveys were 

sent, which represents a random sample. Survey participants were assured of anonymity 

and confidentiality of their responses. The questionnaire consisted of 30 questions, some 

eliciting factual information, and others asking about behavior and attitudes. The 

questionnaire was divided into 3 parts: 1. General information, 2. Importance of 

determinants of closer and further environment, and 3. Firms stands towards environmental 

scanning and strategic early warning systems. The questions asked were primarily of 

closed type, using a 5 point Likert rating scales. The scale reliabilities (Cronbach alpha) 

were above 0,7 levels, which according to George & Mallery (2003) scale are considered 

acceptable. The target respondent group was upper management, CFO’s, Controlling and 

IT officers, which possess enough knowledge and insights about firm’s information 

gathering and dissemination practices. The response rate of 31% was fairly high, which 
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brings a total of 47 fully completed questionnaires for analysis. The statistical analysis of 

descriptive statistics and ANOVA analysis was made in a statistical software package, 

PASW 18.0. 

 

3. 2. Results and discussion 

  

The demographic data of surveyed employees, as well as organizational 

characteristics are presented in the following table. 

 

Table 2. Empirical survey statistics 

Attribute Values 

Percentage 

% 

Mean 

value 

Standard 

deviation 

Firm size 1=Small 21%     

  2=Medium 17% 2,36   0,82 

  3=Large 62%     

Firm’s ownership 

structure 1=State owned 17%     

  2=Private domestic ownership 40%  2,26 0,74  

  3=Private foreign ownership 43%     

Firm’s  primary activity 1=Manufacturing industry 2%     

  2=Construction 4%     

  3=Information technologies 23%     

  4=Retail and wholesale 2%     

  5=Financial business 13%  -  - 

  6=Transportation 2%   

   7=Telecommunications 28%     

  8=Other 26%     

Firm’s exporting 

capacity 1=Only in domestic markets 57%     

  2=Export up to 25% of sales 21%  1,81 1,14  

  3=Export up to 50% of sales 4%     

  4. Export over 50% of sales 18%     

Respondent’s position 1=IT manager 45%     

  2=Controlling manager 9%     

  3=Board of directors 15%  - -  

  4=Other 31%     

Source: Author’s empirical research 

 

In constructing a questionnaire, and in analysis of collected data, a general 

guideline was to assess the complete environmental scanning strategic approach. 

 Such approach includes the following elements (Aldrige & Swamidass, 1996): 

 1. Sophistication of the system (development level of early warning systems). 

 2. Scope (approach and level of details to which the information are gathered). 

 3. Intensity of company’s intrusion into environment (exertion of influence). 

 

The results of the empirical research are the following:  

 

 

Graph 3. The existing level of implemented environmental scanning 
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Source: Author’s empirical research 

 

Only 13% of the firms had entirely implemented the early warning system, with all 

the necessary procedures and aims. Furthermore, in 38% of the firms there is no kind of 

systematic scanning system present, which is an indicator that in surveyed firms, a 

significant room for improvement exists.  

 

Graph 4. Most important sources of gathered information about the environment  

 
Source: Author’s empirical research 

 

The three most important sources used in gathering information about the environment are 

web sites (79%), followed by the meetings and employees personal contacts (74%). 

Frequency of the Internet use for purpose of environmental scanning is linked to general 

firm’s interest for external information. Internet serves as an important source of 

information, news, ideas and means for information exchange. Even though the Internet is 

a main source of information, traditional means of information gathering are still 

represented in Croatian firms (fairs, report analysis, etc.). Employees in information 

gathering rely on informal sources such as personal contacts and meetings, which is a 

reflection of a large number of non established formal strategic early warning systems in 

certain firms.  

Graph 5. Existence of the employee within the firm in charge of coordination and analysis 

of the external information 
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Source: Author’s empirical research 

 

The existence of an employee designated with the tasks of coordination, and analysis of 

externally gathered information is especially necessary and needed in larger firms, where 

information needs to be analyzed from various sources and considered in a broader 

context. Hence, formal gathering and analysis contribute to better information awareness. 

In 45% of the cases, there is an employee in charge with ascribed tasks, while in 55% of 

the firms such employee does not exist.  

 

Graph 6. Business Intelligence tools use in surveyed Croatian firms 

 
Source: Author’s empirical research 

 

From the BI tools used in Croatian firms with respect to early warning systems, data 

warehousing is the most used tool (67%), followed by the reporting tools (65%), and to a 

somewhat lesser degree OLAP (38%), data mining (36%), and Company Performance 

Management (CPM) tools (32%), while only 18% of the surveyed respondents stated that 

their firms do not use any kind of BI tools. Results of the survey on the use of the BI tools 

range through a set of various activities, with an accent on information gathering (data 

warehousing and reporting tools), while to a lesser degree they use tools for data and 

information analysis (OLAP, data mining, and CPM tools). 

 

Table 3. Mean response values for questions and statements regarding strategic early 

warning 
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Question/Statement 

Mean level of 

agreement or 

disagreement 

Standard 

deviation 

Within the firm we understand the importance of early 

warning systems and scan the environment as a necessary 

business activity 4,13 0,98 

Corporate culture encourages the information exchange 3,72 1,12 

Within the firm, there is a developed standard reporting 

system present 3,85 1,02 

Results from the gathered and analyzed information on the 

environment are available to employees which could use the 

information 3,38 1,13 

Information gathering from the environment and business 

intelligence tools are used for achieving business 

competitive advantages 3,64 0,96 

Source: Author’s empirical research 

 

The importance of the environmental influence and its perception as a necessary business 

activity is rated fairly high in the survey, i.e. respondents mainly or entirely agree with the 

notion that scanning the environment is considered a crucial business activity. Regarding 

corporate culture which supports the information sharing, average grade was 3,72 meaning 

that there is a predominately present support for information sharing within the firm. In 

order for effective strategic early warning system to be fully operable, a democratic 

organizational structure is preferred with an accent on learning and knowledge sharing. 

Next question regarded the use of reporting and informing within the firm. Such systems 

contribute to improvements in transparency and establishment of opened, learning 

organization. The reporting system adds to information gathering and analysis, and 

together constitutes the early warning system. If reporting within the firm is insufficiently 

developed, it reduces the motivation and incentives for employees to share information and 

knowledge, and through it effectively reduces the capacity of a firm to respond to 

environmental changes. In the presented sample, an average grade of 3,85 indicates the 

existence of standardized reporting, which reflects the favorable motivational employee 

factor, and orientation towards internal cooperation. Following question dealt with the 

dissemination of gathered and analyzed data. The results of environment analysis indicate 

that the information is not necessarily shared with the employees due to the secrecy of 

certain findings, and also due to strategic relevance of the analyzed data. Such approach is 

reflected in research with the average grade of 3,38, which indicates the unwillingness of 

the management to further share the findings. With an average grade of 3,64, it is credible 

to state that majority of firms have recognized the role and advantages of information 

technologies use in external information gathering, analysis and reporting.  

Finally, in order to test whether the respondents who consider their firms to be 

more successful than their competitors (as measured by the criteria of revenue and profit) 

have higher rated level of systematic and continuous environmental scanning. In order to 

test whether the statistically significant differences exist between the various levels of 

business success and levels of systematic and continuous environmental scanning, the non-

parametric Kruskall-Wallis rank test of variance is used (H-test). Kruskall- Wallis test is 

used in situations when there is one independent variable, and three or more dependent 

variables (in this particular case an ordinal variable). It is the appropriate non-parametric 

alternative for ANOVA analysis with one changeable factor, and another form of Mann-

Whitney test, since it allows the use of three or more groups. It is used as a rank analysis, 

with unevenly spread samples and represents the extended sum of ranks test. The purpose 

of the test is to find the group value which distinguishes the average values of the groups. 

Test hypothesis are the following:  
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H0: There is no statistically significant difference present among groups in respondent’s 

stands towards the level of business success of a firm, and the graded level of the present 

environmental scanning practice. 

H1: There is a statistically significant difference present among groups regarding the 

respondent’s stands on the level of firm’s business success and the graded level of the 

present environmental scanning practice. 

 

Table 4. Kruskall-Wallis test 

 Firm, in a relation towards the 

competitors, is seen through criteria 

of revenue and profit positioned as 

following: 
N 

Rank arithmetic 

mean 

Environmental 

scanning is conducted 

in systematic and 

continuous way 

 

Better than competitors 24 29,73 

Average  19 20,34 

Worse than competitors 4 7,00 

Total 47  

Source: Author’s empirical research 

 

By insight into the table, it is visible that the respondents which have rated better than 

average their firm’s results, have also rated with high marks the presence of systematic and 

continuous environmental scanning, which is displayed by the highest arithmetic mean 

rank of (29,73), while the respondents which consider that their firm is doing worse than 

its competitors have also given the lowest marks for systematic and continuous 

environmental scanning (7,00). 
 

Table 5. Significance of Kruskall- Wallis testb 

 
Environmental scanning is conducted in systematic and 

continuous way 

Chi square 12,637 

Degrees of freedom  2 

Asymptotic significance ,002 

b. Grouping variable: Firm, in a relation towards the competitors as seen through criteria of 

income and profit is positioned: better, average or worse than its competitors.  

Source: Author’s empirical research 

 

Results of the test indicate the Chi-square value (Kruskall-Wallis H), degrees of freedom 

and the level of asymptotic significance. With the significance level of 5%, it can be 

concluded that there is a significant difference present among the groups of respondents on 

the level of firm’s success and the grade regarding the environment and the scanning in 

systematic and continuous way (H(2)= 12,637, P= 0,002), therefore, the hypothesis H0 can 

be rejected in favor of H1, which states that there is a statistically significant difference 

present among the respondents perception of firm's relative success, with an average rank 

29,73 for firms which are perceived to conduct their business better than average, 20,34 for 

the firms which are average regarding their competitors, and 7,00 for the firms which 

conduct their business worse than average as rated according to the criteria of income and 

profit. The respondents which rated better than average their firms business have better 

rated the presence of continuous and systematic environmental scanning, meaning that the 

more successful firms more often and in systematic way scan the environment.  

4. Conclusion 

The purpose of this paper was to gain insight into the use of strategic early warning 

systems and environmental scanning practices by assessing several criteria such as: the 

level of environmental scanning implementation, where only 13% of the firms have 

completely implemented the environmental scanning, while 38% of firms have not done 
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so. Research indicated that the most used Business intelligence tools for gathering external 

environmental information are data warehousing and reporting tools, which constitute the 

information gathering tools, and they are more present in Croatian firms, as opposed to BI 

tools which are used for data and information analysis. 45% of the firms have an employee 

responsible for the coordination and analysis of the external information. The dominant 

external environment information are mainly obtained through web sites, meeting, and 

employee’s personal contacts, meaning that firms are using the capabilities which the 

Internet provides, as well as traditional means of information gathering. By asking and 

analyzing the questions regarding the strategic early warning systems, the current situation 

is as following: firms largely view strategic early warning systems as a useful business 

activity, where corporate culture mainly encourages the information exchange within the 

firm, and there are developed standard reporting systems present. Information obtained by 

use of business intelligence is used for attaining competitive advantage, while the same 

information and knowledge is not shared with all the interested employees within the firm, 

meaning that the learning culture is not present in all Croatian firms, and knowledge 

management practices should play a more considerable role in the future. The statistical 

analysis gave the statistically significant answer to main objective of this paper, whether 

there is a statistically significant difference present between the firm’s success (as 

measured by the criteria of revenue and profit) and the differences in level of systematic 

and continuous environmental scanning? A positive linear link was found between more 

successful firms and the use of strategic early warning systems, i.e. environmental 

scanning practices.   

These findings should raise the scientific and empirical knowledge, encourage the 

firm owners and managers to improve the existing, or implement the strategic early 

warning system and promote environmental scanning practices within the firm, especially 

through knowledge management and promotion of organizational culture which supports 

the information sharing and enhanced communication within the firm. Hence, such results 

are of interest to managers by allowing them to assess their firm’s position with respect to 

the competitors regarding the strategic early warning systems.  
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Abstract 

 

The issue of determination, or even the mere existence, of optimal capital structure is for a 

long time the subject of interest for the scientists and financial managers. Significance of 

appropriate capital structure combination is reflected on capital costs decrease and lower 

costs of financing which is a consequence of lowered company’s risk perception. The fact 

that there are several different theories about capital structure formation speaks clearly 

about their importance for financial management of every company. Each of those theories 

tries to come to the conclusion about possibility of optimal capital structure reach, and all 

of them have the goal of shares value maximization. 

 On the other hand, behavioral finance questions the validity of traditional 

assumptions of rational participants in the capital market and the efficiency of capital 

market. Through the foundations of behavioral finance, ie. cognitive psychology (how 

people think) and the limits to arbitrage (when capital markets are inefficient), this paper 

seeks to identify the elements that influence the determination of capital structure in 

contemporary conditions. By presenting a number of previous studies, there are 

particularly examined the elements of behavioral finance with the influence on shares 

mispricing, consequently the formation of capital structure, and the irrational elements in 

the process of capital budgeting. 

 

Keywords: behavioral elements, capital structure, capital budgeting. 

JEL classification: G31, G32 

 

1. Introduction 

 

The importance of capital structure in determining the value of the company has long been 

the focus of interest for many scientists and economists. The reason for this lies in the fact 

that different levels of indebtedness have multiple implications. The consequences of 

increasing the level of indebtedness include increased financial risk, reduction of credit 

rating and increased costs of financing. Also, different capital structures are the result of a 

variety of business decisions inside each company. The causes of this are in everyday 

decisions taken by management on the sources of settling their financial obligations, as 

well as in decisions on the financing of capital projects. Behavioral elements represent 

news in financial relationships and as such raise doubts in so far known financial relations. 

Behavioral elements have their origin in psychological factors affecting the participants in 

financial relations. Such impacts, which mostly deviate from well-known assumptions 

about investors’ rationality and market efficiency, are detected in this paper, specifically in 

the area of capital structure management. Through research conducted there were 

determined influences that behavioral elements have in the process of capital structure 

formation. Furthermore, capital budgeting problems were analyzed in which behavioral 

elements have influence in the process of investment decision-making. As the result of 

mailto:duckar@unipu.hr
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conducted research, certain recommendations can be drawn in order to avoid mistakes 

during investment project valuation, and accordingly during capital structure formation. 

 The paper is organized as follows. After this introductory section in which the 

reader is referred to the research problem, follows the chapter which gives an overview of 

existing theories on the formation and management of capital structure. That chapter brings 

the main characteristics of the six existing theories, and identifies elements that have 

influence on the formation of capital structure. Such capital structure aims to achieve the 

optimum combination that will, over the cost of financing, result in maximizing corporate 

value, ie. maximizing the wealth of shareholders. The next chapter deals with the 

psychological elements of behavioral finance, and within in deals with seven forms of 

irrational behavior of capital market participants. Through the presentation of each of 

them, there were determined elements that influence the decision making process. The last 

chapter focuses on the elements of behavioral finance which have a specific influence on 

capital structure. The paper ends with concluding remarks and a list of bibliography. 

 

2. The development of the capital structure theories 

 

Until the publication of Modigliani-Miller theory of capital structure, there were 

traditionally prevailed view that there is a direct interdependence between capital structure 

and corporate value. Such interdependence stemmed from the perceived financial risk 

exposure causing that for companies with higher debt levels there were required higher 

rates of return on debentures as a compensation for risk. On the other hand, there is the 

cost of equity financing which is higher than a cost of debt financing. As the total cost of 

financing is obtained as a sum of cost of equity financing and debt financing, where they 

are weighted accordingly to their proportion, it follows that there exist an optimal capital 

structure in which the total cost will be minimal. Of course, such conclusion is the result of 

varying intensity of movement of the weighted average cost of capital (WACC) 

components. 

 Modigliani and Miller placed first formal theory (hereafter MM) in terms of 

“modern” finance which proves that, under the conditions of perfect market, capital 

structure becomes irrelevant (Modigliani and Miller, 1958). The original MM model was 

fully attended by the assumptions of perfect market, ie. market where all investors behave 

rationally, where they are in the possession of all information, and debt and equity 

securities are perfect substitutes since there are no transaction costs or taxes. In such an 

idealized setting, the value of the company will depend only on realized profit and the level 

of risk exposure, while the level of indebtedness within the same risk class has no 

influence on the total cost of financing which is constant – the benefits of using a more 

favorable debt are offset by higher costs of using its own capital. 

 Criticism addressed to the assumption of perfect market have resulted in correction 

of the original MM model by including taxes in it (Modigliani and Miller, 1963). Modified 

model determined that the company which in its capital structure uses debt as a source of 

financing, will benefit from the tax shelter and therefore its value will be greater than the 

value of the company that are fully financed by equity. The reason for that is in the tax 

deduction which company can use on interest paid for borrowed capital. It can be 

concluded that more intensive use of debt in the capital structure will result in corporate 

value increase, while the weighted average cost of capital decreases. 

 Although closer to the real environment on financial markets, the model still does 

not includes shareholders’ personal taxes, information asymmetry, as well as management 

preferences for certain types of financing. The development of the agency costs theory in 

the 1980s, in conjunction with the research on bankruptcy and financial distress costs, have 

led to the development of trade-off theory of capital structure defined by the relationship 

between tax shelter resulting from the use of debt financing and the present value of 
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bankruptcy costs and agency costs (see, for example, Kraus and Litzenberger, 1973; Jensen 

and Meckling, 1976; Brennan and Schwartz, 1978). This theory builds on modified MM 

model confirming that the company value increases with increasing level of debt due to tax 

shelter. However, after a certain level of indebtedness, which is also called optimal capital 

structure, any further increase in indebtedness will lead to a reduction of company value 

due to the increasing influence of present value of agency costs, settlement expenses and 

costs of financial crises as a deductible items. The movement of the weighted average cost 

of capital shows, of course, the opposite tendency. 

 Modern theories put information asymmetry in the context of capital structure 

determination. Signaling theory (Ross, 1977) seeks to explain the capital structure in terms 

of the issue of equity and debt securities as “signals” that management uses to suggest to 

other investors theirs expectations about future financial results. In this regard, the 

emission of debt securities is interpreted as a positive signal that the company is operating 

well and has positive expectations about future profit. In contrast, emission of equity is a 

negative signal about the current overvaluation of stocks and questionable future profits. 

Uncertainty of future profits is hereby wished to disperse into an increased number of 

shareholders. The pecking order theory is also set on the problem of information 

asymmetry and it is based on observation about preferences in the selection of sources of 

corporate financing (Myers, 1984; Myers and Majluf, 1984). Empirical research has shown 

that the preferences in the selection of financing sources are as follows: retained earnings, 

credit sources, bonds emission and stocks emission. Both in the signaling theory and in the 

pecking order theory, capital structure is merely a consequence of company’s investment 

opportunities, and not a variable of active management. Thus, the determination of optimal 

capital structure is irrelevant. 

 

3. The development of behavioral finance 

 

Traditional finance, processed through review of previous theories, they all use models 

which as one of the assumptions have a rationality of investors and market efficiency. 

Investor rationality implies that such an investor will choose between two options the one 

that offers him a higher yield with the same risk, or between two investment options with 

the same returns, the one with the lower risk level. On the other hand, the assumption of 

market efficiency implies that the market will take advantage of all opportunities for 

arbitration, which will ultimately result that all securities in the capital market are properly 

valued. 

 Behavioral finance has completely different starting point. They arise from 

empirical studies of behavior of investors and participants in financial market. In doing so, 

through the establishment of certain psychological patterns, they seek to detect behavior 

that is inconsistent with the assumptions of investor rationality and market efficiency. This 

is the best witnessed through the words of Barberis and Thaler (2003: 1055): 

“…unfortunately, after years of effort, it has become clear that basic facts about the 

aggregate stock market, the cross-section of average returns, and individual trading 

behavior are not easily understood in this framework”. Examples of such irrational 

behavior could be summarized as follows: 

 overconfidence and overoptimism; 

 representativeness; 

 conservatism; 

 availability bias; 

 frame dependence and anchoring; 

 mental accounting; 

 regret aversion. 
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About the influence of overconfidence it is possible to talk in those cases when investors 

overestimate the value of information they possess. In such cases, investors enter into some 

investment expecting to achieve the desired yield, however, such an expectation is just the 

product of their excessive optimism. If the impact of behavioral finance could be stopped here, 

there would be only short-term imperfections in the capital market expressed by wrongly valued 

securities. Namely, the investor who is overoptimistic it is willing to pay a higher price for the 

security than its real value. On efficient market, such mispriced security would be soon 

recognized and through a process of arbitration its price would be adjusted. 

 There have been many examples in which the prices of the incorrectly valued 

securities were not quickly corrected. This suggests that there are certain obstacles to 

effective enforcement of arbitrage process. Barberis and Thaler (2003) stated that when the 

mispriced asset lacks a fairly priced close substitute, arbitrageurs are faced with 

fundamental risk in that they are unable to effectively hedge their position in the mispriced 

asset from adverse changes in fundamentals. Even if a close substitute is available, 

arbitrageurs face noise trader risk. Because trading by uninformed investors may cause the 

mispricing to increase before it corrects, the arbitrageurs may be unable to maintain the 

position in the face of margin calls, especially when trading with other people's capital, as 

in institutional investment management. Finally, other issues include high implementation 

costs for any arbitrage trade. 

 The following example of investors’ irrationality is presented as the problem of 

representativeness. This problem involves a situation in which investment decisions are 

based on incomplete and superficial information. Irrationality of investors in this case is 

reflected in assumption that a company’s positive financial results in the past will continue 

in the future as well. In other words, the opinion about “positive future operations” is based 

on newspaper articles in publications which among investment population have certain 

reputation. By its significance, such publications influence the decisions of investors. 

 In the context of the formation of capital structure, risk is expressed bilaterally. On 

the one hand, it is possible that will result in overstated value of the share. This will 

consequently result in lower perceived financial risk of a company. In such circumstances, 

the management will have the intention of further increasing the level of indebtedness as a 

commonly perceived more cost-effective form of financing. On the other hand, increasing 

the level of indebtedness through the issuance of bonds will signal to the market a positive 

expectation about future profitability in accordance with the signaling theory. In both 

cases, as a result of incorrect valuation of company based on representativeness, there will 

be a real overindebtedness and a real increase of financial risk. 

 Examples of studies of this type of investors’ irrationality can be found in the 

following papers. Shefrin and Statman (1995) show that survey respondents believe that 

the shares of companies that do well in the annual Fortune magazine survey of corporate 

reputation will prove to be good investments. To the same result have come Statman, 

Fisher and Anginer (2008) also. In both cases, their findings indicate that these companies 

tend to be large companies (past winners) with low book-to-market ratios, which are 

empirically linked to poor subsequent returns. 

 The investors’ conservatism will result in similar implications on capital structure. 

Conservatism means that individuals are slow to change their beliefs in the face of new 

evidence and can explain why investors would fail to take full account of the implications 

of an earnings surprise. Related empirical work includes Dreman and Berry's (1995) study 

that finds an asymmetry of response to earnings surprise between low and high P/E stocks. 

Low P/E (ie. value) stocks respond most favorably to a positive earnings surprise, while 

the reaction to negative earnings surprise was much smaller. These results may suggest that 

low P/E status may be the result of prior overreaction to negative news. In further research 

Taffler, Lu and Kausar (2004) documented market underreaction to the bad news contained in 

going-concern-modified audit reports. Even though the underreaction may be the result of the 
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limits to arbitrage in the sample companies, predominantly small loser stocks, the authors cannot 

rule out the behavioral explanation of investors being in denial of the implications of the going-

concern opinion. 

 Availability bias is a reflection of the investors’ irrationality which is reflected in 

decision making based on the events in the immediate past. When confronted with a 

decision, humans' thinking is influenced by what is personally relevant, salient, recent or 

dramatic. In other words, investors overstate the probability of an outcome based on 

recently observed or experienced events. 

 In financial terms, availability bias can result that investors pay more attention to 

stocks covered heavily by the media. Another example of availability bias is that the 

availability of information on a stock would influence investors’ tendency to invest in a 

stock rather than in some other securities. In his analysis of 95 dot.com companies Cooper, 

Dimitrov and Rau (2001) during the dot.com boom of 1999/2000 finds that these 

companies earned statistically significant and sizably positive abnormal returns. The 

reason for that was not in the enhancement of company's operations or larger profit, but 

merely the media pressure. The availability of information and media coverage of Internet 

stocks was such that people were more inclined to invest in them than they would have 

otherwise been. 

 Frame dependence and anchoring are two concepts from psychology which explain 

the decision making process. Of course, when we talk about them in the concept of capital 

structure, the emphasis will be on behavioral finance. The psychology behind this relates to 

the fact that investors treat losses of a given amount far more seriously than gains of an 

equivalent amount. Such behavior can lead to a situation where an investor, desiring not to 

realize a loss, misses the opportunity to sell his shares. The reluctance of investor to the 

loss led to a situation that he has left in his portfolio only “shares-losers”. At the same 

time, he trade only with “shares-winners” whose prices rise. The rational behavior of 

investors would be rather opposite as Benartzi and Thaler (1995) research showed. 

 In conjunction with this notion is the concept of anchoring. That is a decision-

making error where some base value – anchor, is used for making decisions about the 

viability of investment in any securities. All further decisions on the sale of such securities 

are made in relation to the baseline value. Error in selecting the baseline for comparison 

leads to irrational decisions because they are not made in relation to the real value of 

securities (Shefrin, 2000). 

 One of the frequent errors in investments is a division of investment assets (stocks) 

on the parts without taking into account their mutual correlation. Correlation is a well-

known term in a portfolio finance that allows portfolio diversification and reduces its risk. 

In behavioral finance, such rational behavior of investors who diversify the portfolio and 

reduce the relative risk is impaired, and it is explained through the concept of mental 

accounting. Mental accounting is a concept that was introduced in the behavioral finance 

by Thaler (1980) explaining the behavior of investors who divide their current and future 

assets into separate, non-transferable portions. The consequences of this pattern of 

behavior will be reflected in preferences for consumption of certain parts of the property, 

and an example of such behavior has already been described under the terms of frame 

dependence and anchoring. 

 The last element of behavioral finance, which could have an impact on decision-

making process in the context of capital structure formation, is regret aversion. This 

concept refers to “…a negative, cognitively based emotion that we experience when 

realizing or imagining that our present situation would have been better, had we decided 

differently.” (Zeelenberg, 1999: 94). 

 One way an aversion to anticipated regret may influence behavior is by prompting 

the decision-maker to make a choice that insulates him from information about the results 

of the options he chose not to take. The idea is that if you do not know what you would 
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have got by doing something else then you can not regret the choice that you make. 

Consequently if the information on the results of foregone alternatives is made conditional 

on the individual's choice we may observe a bias toward choices that limit this information. 

 The concept of regret aversion can be confirmed by researches of Josephs, Larrick, 

Steele and Nisbett (1992), Larrick and Boles (1995), Ritov (1996), Zeelenberg and Pieters 

(2004) and others. They all find evidence to support the hypothesis that choice of behavior 

is sensitive to the availability of feedback on the options. That is, an individual may behave 

either more or less risk averse, depending on which course of action protects him from the 

unwanted information about what he could have got by doing something else. 

 

4. Impact of behavioral finance on capital structure 

 

The next step in this research about the influence of psychological elements on investors’ 

rationality in decision-making will be to determine their impact in the field of corporate 

finance. Given the title of this paper, the primary focus will be on capital structure 

management. In many previously published papers about the extension of behavioral ideas 

to corporate finance, it can be observed that it has taken two distinct paths. 

 The first path of research relates to the ones in which it is assumed a rational 

behavior of managers and irrational behavior of investors. These are the studies that 

analyze corporate financing decisions made by the rational managers in response to the 

mispricing of securities by behaviorally biased investors. Investor irrationality has been 

used to explain stock price bubbles (Blanchard and Watson, 1982), and market over- and 

under-reaction (Barberis, Schleifer and Vishny, 1998; Daniel, Hirschleifer and 

Subramanyam 1998). 

 From those relatively old references can be concluded that rational managers and 

irrational investors school of thought has its main implication in terms of corporate capital 

structure and the timing of securities issues. For example, it has been proved that in the 

periods before periods of low equity market returns, share of equity issues relative to total 

equity and debt issues is relatively high. This suggests that companies time their equity 

issues to take advantage of positive investor sentiment and market mispricing. These 

results also suggest that corporate capital structure often reflects the cumulative outcome of 

past attempts to time the equity market rather than some target capital structure (Baker and 

Wurgler, 2002). 

 Impact of behavioral elements in the formation of capital structure can be observed 

during merger and acquisition procedures as well. In their model, Shleifer and Vishny 

(2003) argue that mergers and acquisition decisions and decisions about methods of 

financing deals are driven by misvaluations of the participating companies. Since the 

stocks are mispriced as a result of irrational investors, rational managers recognize this 

opportunity to arbitration and respond to the mispricing. Their model suggests that 

acquisitions for stock are made by overvalued companies and target companies tend to be 

less overvalued. In such condition when valuations are high, acquisitions will involve 

payment in stocks rather than in money. 

 The last area where it is possible to isolate the impact of behavioral elements on the 

formation of capital structure lies in the primary issues of securities. On market for IPO’s it 

is the common occurrence of high first-day return. That imply that the issues are 

underpriced at the offering price or that managers and pre-IPO shareholders are irrational 

since they are satisfied with a smaller inflow of new capital than would be possible. 

Loughran and Ritter (2002) seek to overcome this phenomenon through a model based on 

prospect theory in which issuers are likely to net the amount of money “left on the table” 

by an underpriced offering together with the “gain” in their wealth that comes from the rise 

in the price of the shares that they retain in the company. 
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 The net amount will often be a positive sum with the increase in value of the 

retained holdings exceeding the difference between the offer price and the market price for 

the shares sold in the IPO. Therefore, the original pre-IPO shareholders can offset the loss 

of the underpricing with the good news that their total wealth is higher than was previously 

expected. In this way, the previous hypothesis that the managers and pre-IPO shareholders 

are irrational was disproved. Some support for this conclusion can be found in the research 

of Ljungqvist and Wilhelm (2005) stating that issuers of underpriced offerings often use 

the same IPO underwriter for following equity issues, suggesting they are not unhappy 

with the service received. In the case of discontent and awareness of missed earnings 

through a larger inflow of capital, they would not choose the same underwriter. 

 As at the beginning of this chapter have been told, the second path of research 

about the impact of behavioral elements in the domain of corporate finance is one that 

assumes that corporate managers can be subject to behavioral biases and that some of the 

corporate finance transactions they undertake are the result of those biases. This second 

line of research that assumes “irrational managers” is a somewhat less presented in 

researches (Baker, Ruback and Wurgler, 2007), but in any case worth studying. 

 Despite the understanding that the irrational managers school of behavioral 

corporate finance is currently underdeveloped, the theory can be regarded as having a 

relatively long history. It is primarily based on management overconfidence which leads 

them to overestimate the gains from some financial activity. For example, Roll (1986) in 

his paper explores the overconfidence among managers on examples of takeovers. Doukas 

and Petmezas (2007) calculate a measure of management overconfidence and find 

overconfident managers' companies earn lower merger announcement returns and have 

poorer long-term share price performance. On the decrease of returns influence have self-

attribution bias as well since the yields are lower for serial acquirers (five or more deals in 

three years) than for first-time deals. 

 Considering irrational managers school of behavioral corporate finance on capital 

structure formation it is possible to extract works of Shefrin (2001), Heaton (2002) and 

Hackbarth (2008). In his survey of behavioral finance, Shefrin (2001) states that 

overconfidence may induce a manager to adopt an overindebted and sub-optimal capital 

structure. In similar research Heaton (2002) analyzed the effect of overconfidence on 

financing decisions in the absence of asymmetric information or moral hazard problems. 

Since the manager is overconfident, he “believes” that the market undervalues his shares 

which open the mispricing problem. In such circumstances where the cost of capital is not 

properly defined, errors are possible in decisions about the viability of investment projects. 

That is, due to managerial overconfidence, the manager may take project with negative net 

present value that he mistakenly believes to be positive. Also, because of the belief that 

stocks are underpriced, the manager will select the issue of debt securities as a source of 

financing for such investment projects. As a result of managerial overconfidence it comes 

to the excessive use of debt, high debt ratio, and thus a high probability of financial 

distress. 

 In Hackbarth's (2008) capital structure model, higher debt levels, and hence 

managerial optimism and overconfidence, are beneficial for shareholders. Since manager 

attempts to act in the interest of shareholders, ie. to maximize the perceived value of the 

company, he will try to optimize the capital structure in such a way as to achieve greater 

tax savings in relation to agency and distress costs (according to trade-off theory of capital 

structure). Usually, an overconfident manager perceives debt as more undervalued than 

equity, so he issues higher level of debt than a rational manager. This also serves to 

mitigate the free cash flow problem, according to agency theory, hence aligning managers' 

and shareholders' objectives. 

 

5. Conclusion 
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Although this paper in its structure does not represent an empirical research in the narrow 

sense, its scientific contribution is reflected in the review of available literature on 

behavioral finance. Particular emphasis in the study of such literature has been placed on 

defining the elements that influence the formation of capital structure. In this sense, it is 

possible to separate two building blocks of behavioral finance, ie. cognitive psychology 

(how people think) and the limits to arbitrage (capital market inefficiency). On this basis, 

the paper deals with two paths of behavioral finance analysis. 

 The first school of though starts from the assumption of rational behavior of 

managers and irrational behavior of investors. In such circumstances, irrational investors 

often incorrectly value company’s stock which managers use to achieve additional value 

for its shareholder through the process of arbitration. Such arbitration opportunities 

managers realize through the timing of securities issues. This indirectly affects the 

formation of capital structure whose optimal determination is no longer primary. Namely, 

under these assumptions, capital structure only reflects the cumulative outcome of past 

attempts to time the equity market rather than some target capital structure. 

 Second school of thoughts is based on the assumption of irrational managers which 

can be subject to behavioral biases. Such irrational behavior of manager is often reflected 

in his overconfidence. In such circumstances, irrational manager tends to overestimate the 

cash receipts and underestimate the cash expenditures of a certain investment project. This 

will lead to making wrong decisions about the viability of such projects, and consequently 

the selection of financing sources for such investment project. Since the overconfident 

manager believes that the prices of his shares are undervalued, he will use debt to finance 

investment, which ultimately leads to excessive indebtedness. Once more, this article 

indicates on the phenomenon of new relations in financial markets. This is particularly 

important in the current conditions of global financial and economic crisis in which 

believes about infallibility of financial market and financial institutions, so as the 

robustness of the market itself, is seriously disrupted. 
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Abstract 

 

The present is characterized by various financial products with the main goal to improve 

business position within the modern market conditions. Due to its simplicity and 

flexibility, leasing provides efficient utilization of company’s resources by adapting to new 

market demands with simpler changing of equipment and operation funds, avoiding 

technological obsolescence of equipment, as well as the corresponding tax savings.  

 The purpose of this paper is to investigate if there are statistically significant 

differences in specific financial ratios between companies who use operational leasing 

versus companies who use financial leasing. The research will try to determine if the 

chosen financial ratios of the companies who use operating leasing are superior to those of 

the companies who use financial leasing. Research will be conducted on companies listed 

on Zagreb Stock Exchange using discriminant analysis. 

 Accounting treatment of operating leasing does not diminish the creditworthiness, 

since the operating leasing does not increase debt, unlike financial leasing or loans. 

Operating leasing allows off-balance sheet financing and overall liabilities throughout the 

operating leasing agreement are not recorded in the financial statement of leasing user. 

This accounting treatment of operating leasing has resulted in non-transparent financial 

statements; therefore, it is considered as hidden debt.  

 All the above indicates a need to change the accounting treatment of operating 

leasing with a goal to obtain an understandable picture of company assets and liabilities, 

resulting with transparent financial statements. Higher transparency of financial statements 

will contribute to better decision-making for not well educated investors since financial 

statements are the only source of information for them. 

 

Keywords: operating leasing, financial leasing, financial statements, hidden debt, financial 

ratios 

JEL classification: G32, M41 
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1. Introduction 

 

Deciding on optimal way of financing requires a detailed study and analysis of possible 

options and their impacts on company's business activities. When a company makes a 

decision on acquiring new assets, it has to decide on ways in which to finance the 

acquisition, ie., will the necessary asset be bought or rented. During the decision making 

process,  the company needs to count in the costs of maintaining longterm assets, insurance 

costs, amortization, tax treatment, possible losses due to technological obsolescences and 

the price reduction. Financial reporting in modern market economy, based on capital 

markets, has a very important informing role. Namely, in the conditions of the divided 

functions of ownership and managing companies, the only sources of financial data are the 

financial statements. Accounting not only describes, measures and interprets the 

economical activities of a business enterprise, it also affects the economical decisions of  

those information users.  

During the last ten years or so, leasing as the source of financing demonstates an 

exponential growth partly due to the characteristics and benefits of leasing as the source of 

financing, and partly due to the existing accounting treatment of leasing. With the 

suspension of the value-added tax for financial leasing, it has been increasingly interesting, 

although previous experiences demonstrated that the largest advantage of financing by 

leasing is the simplified procedure for granting as opposed to the one for bank loans. The 

existing accounting treatment of leasing requires classification of each leasing as operating 

or financial leasing, and by doing so, transactions of operating leasing are not included in 

the Statement of financial position as at the end of the period (before: Balance sheet) of the 

lessee, which results in non-transparent financial statements of the lessee. Assets and 

liabilities that come from operating leasing are not reported in Statement of financial 

position as at the end of the period of the lessee, which consequently decreases the quality 

of financial information of the lessee and it affects his financial ratios. For that reason, the 

investors and other users of financial statements have to evaluate effects of operating 

leasing on the debt and profitability financial ratios of the enterprise.  

Based on the above mentioned facts, in this paper we will examine if there is a 

difference in selected debt and profitability financial ratios between joint-stock companies 

that are using the operating leasing and those that use financial leasing. If the obtained 

results show the difference between the selected ratios, the investors, when analysing the 

joint-stock company and before making any conlusions, have to consider the way of 

financing the company's assets, that is, if the asset is financed by operating or financial 

leasing. 

This paper is organized as follows. Section 2 describes concept and role of leasing. 

Section 3 regards leasing market in Croatia. Section 4 describes sample selection 

procedure. Section 5 presents our empirical findings. The conclusion is given in section 6. 

 

2. Concept and role of leasing   

 

The term "leasing" comes from the English phrase "to lease", which means to rent or hire. 

During the 1930's, due to difficulties in product sales, specific ways of renting and hiring 

of the assets for a specified period in USA were developed, first with realties, and 

somewhat later with mobile equipment for investments. In Europe, those businesses were  

first developed in the United Kingdom during the 1950's, and during the 1960's also in 

other countries of the European Union. In 1998 it appears in Croatia, and since then there 

has been an expansion on the market of leasing products and leasing companies, and the 

reason for that is the non-existing precise legislation and systematic supervision for that 

kind of activity. Croatian Parliament passed the Leasing Act, which is being enforced as of 

21 December 2006. 
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2.1. Leasing regulation in Republic of Croatia  

 

Leasing activities in Republic of Croatia are regulated by following regulations:  

 

 Act on Croatian Financial Services Supervisory Agency (Official Gazette 140/2005), 

 Leasing Act (Official Gazette 135/2006), 

 Law on Obligatory Relations (Official Gazette 35/2005, 41/2008), 

 Audit Act (Official Gazette 146/2005, 139/2008), 

 Accounting Act (Official Gazette 109/2007), 

 Companies Act (Official Gazette 111/1993, 34/1999, 52/2000, 118/2003, 107/2007, 

146/2008, 137/2009), 

 Subordinate acts that were passed based on the mentioned laws.  

 

Leases are also regulated by International Financial Reporting Standards (further: 

IFRS) and Croatian Financial Reporting Standards (further: CFRS). Leasing Act defines 

leasing activities, who can run them and also the rights and the obligations that come from 

the leasing contract. Law on Obligatory Relations (article 550-578) regulates the contract 

on leasing in a general manner, and also the relations between the lessor and lessee. 

 

2.1.1. Leasing from the aspect of the Leasing Act 

 

The Leasing Act (article 5, paragraph 1) defines a leasing as a legal transaction in which 

the lessor on the basis of the purchasing agreement with the vendor of the leasing object 

acquires the right to ownership of the leased asset and assigns a right to the lessee to 

temporarily use the leased asset, for a specified fee. Leasing Act defines that parties 

involved in leasing activities are a lessor, a lessee and a vendor. 

A lessor is every person who, according to the Leasing Act, has the right to  

conduct leasing activities. According to the Leasing Act, leasing activities in Republic of 

Croatia may be conducted by leasing companies which are inscribed in the court registry 

on the basis of the approval of the Agency for conducting leasing activities and banks that 

satisfy certain conditions and rules can only conduct activities of financial leasing. On the 

day when Republic of Croatia becomes a member of the European Union, regulatory 

possibilities for conducting leasing activities outside Republic of Croatia will be opened, 

that is, in the member state, and conducting leasing activities in Republic of Croatia by 

leasing companies from other member states.
66

  

A lessee determines the leasing object and the vendor of that leasing object. The 

lessee can be an individual person and the legal entity that, on the basis of the leasing 

agreement gains the right to use the leasing object with the obligation to pay the agreed 

upon fee. The term "leasing object" stands for mobile object or realty in accordance with 

the legislation which regulates the property and the other kind of actual rights (Horvat 

Jurjec, 2007).  

A vendor stands for, according to the Leasing Act (article 4, paragraph 4), a legal 

entity or an individual that conducts business in accordance with the regulations on 

companies and/or regulations on business transactions, and enters into agreement with the 

lessor based on which the lessor acquires ownership of the leased asset, unless the vendor 

and the lessor are the same entity. Depending on its features, the leasing may be:  

 Financial leasing (in the literature it can be find under the name ‟Finance Lease″). 

 Operating leasing.  

  

                                                 
66 Leasing manual  (2010) ,  http://www.ripe.hanfa.hr/hr/vijesti/hrvatska-agencija-za-nadzor-financijskih-

usluga-objavila-informativni-prirucnik-o-leasingu  [June 30th 2011.] 
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2.1.2.  Leasing from the aspect of the Law on Obligatory Relations 

 

The Law on Obligatory Relations (article 550) defines the leasing contract in the following 

way: " By the leasing contract, the lessor is obliged to transfer a certain thing, for usage, 

and the lessee is obliged to pay a certain fee". According to this definition we can conclude 

that there are only two subjects in the leasing contract, and those are the lessor and the 

lessee. According to this Law, a vendor of the leasing object is not important for the 

agreement, because it deals with the relations between the lessor and the lessee.  

Given the fact that the financial leasing and the operating leasing that has the 

characteristic of lessees' financing is regulated by the Leasing Act, it may be concluded 

that operating leases that do not have the characteristic of financing, but only a regular 

asset renting, should be treated according to the regulations from The Law on Obligatory 

Relations. That is in compliant to the practice of the developed countries (Belak, 2009). 

Contracts for operating leases should be divided into the following categories (Belak, 

2009):  

 Operating leasing. 

 Rental contracts. 

 

Rental contracts differ from leases contracts by the following characteristics:  

 They do not have regulated calculation methods. 

 There is no obligation for citing the objects' value because, this is not financing. 

 Contracts' period is not regulated by any act. 

 Contracts may be short-termed. 

 Contracts may last for an unspecified period of time. 

 There is no division of the total amount of loan in principal and interest.  

 There is no obligation to determine the rest of the value of the rental subject. 

 

2.1.3. Defining leasing and leases types according to IFRS and CFRS 

 

The lease is an agreement on the basis of which the lessor entitles the lessee, as a 

substitution for payments or a number of payments, with the right to use a certain asset for 

an agreed amount of time (CFRS 6 – Fixed Assets and IAS 17 - Leases ). The objective of 

IAS 17 is to prescribe, for lessees and lessors, the appropriate accounting policies and 

disclosures to apply in relation to finance and operating leases.  

IAS 17 regulates the classification of leases which is based on the fact to which 

degree the risks and benefits are connected to the ownership of the asset that is being given 

to lease belong to the lessor and the lessee. The term "risks" implies the possibility of loses 

due to underutilization of capacity or technological obsolescence, and also to the varying 

income due to changes in the economical conditions, while the expectations of profitable 

businesses during the economical lifetime of assets and gains from the value increases or 

realization of the rest of the value present benefits (Horvat Jurjec, 2007) . On the basis of 

above mentioned facts we distinguish:  

 Financial leasing – leasing by which almost all of the risks and benefits related to the 

ownership fall from the lessor to the lessee. 

 Operating leasing is every kind of leasing except the financial leasing.  

 

If an entrepreneur sells any kind of asset and after that takes it back through the 

financial or operating leasing, that kind of transaction is called sale and leaseback. We can 

conclude that the leasing business is a wider term than the leasing contract, because, except 

for the existence of the leasing contract between the lessor and leasee it includes the 

existence of the purchasing contract with the third persons (Poljičak, 2010). 
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2.2. Financial leasing 

 

Financial leasing is a legal business in which the lesee, during the period of the object 

usage pays to the lessor a certain fee which takes into account the entire leasing object 

value, pays for the amortization costs for the leasing object and with the buying option may 

gain right of ownership on that leasing object at a certain price which is, in the moment of 

executing that option, smaller than the actual value of the leasing object.
67

 

Exactly with the financial leasing there have been discrepancies of economical and 

legal ownership form. The lessor is the legal owner of the leasing object, while the 

economical owner is the lesee. This financing model has been also called the full 

amortization leasing because the leseee after receiving the invoice for the leasing object, 

will register it in the long-termed asset registry, and amortize it during the leasing period.  

The legal ownership of the leased object, after the expiry of the contract and after the 

settling all the obligations, may be, but it does not have to be transferred to the lessee. 

Apart from the purchasing option, lessee may have the option of continuing to use the 

leased object or returning it to the leasing company.   

Almost all of the risks and benefits related to the ownership of the leased object are 

being transferred from the lessor to the lessee. That way, the lessee is responsible for 

maintainance of the leased object, and also for the possible destruction. Although the 

financial leasing has almost all of the purchasing characteristics, that is, buying on credit, 

these two transactions cannot be completely identified as the same. While with the 

purchase, the ownership of the purchased object is being transferred from the seller to the 

buyer in the moment of delivery, with the financial leasing legal ownership is being 

transferred to the leasing user only in the end of the leasing period.  

  Financial leasing has an impact on the lessee`s Statement of financial position as at 

the end of the period in terms of increasing his assets and liabilities, and the lessee has a 

cost of depreciation and interest expense that are being reported in his Statement of 

comprehencive income for the period (before: Income statement).  

The lessor deletes from his accounting evidence the subject of the lease, and he 

reports the long-term claims from the leasing in the amount that is equal to the net 

investment in the leasing. Financial incomes that the lessor is making, based on the asset 

that has been given into financial leasing, are being recognized sistematically during the 

lease period. 

 

2.3. Operating leasing  

 

Operating leasing is a legal business in which the lessee during the period of usage of the 

leased object pays the lessor a certain fee which does not have to consider the entire value 

of the leased object, and the lessor bears the costs of amortization of the leased object and 

the lessee does not have a defined purchasing option, and the usage can be discontinued 

within certain conditions.
68

 In principal, it is being agreed upon for the period shorter than 

the economical lifetime of the leased object with the rest of the value at the end of the 

leasing period. Lessor is the legal and economical owner of the leased object. Risks and 

benefits related to the ownership of the leased object remain, on larger part, on the lessor.  

Operating leasing has the characteristic of the rent because its basic point is the 

usage of the leased object without gaining ownership. The lessor shows assets under 

operating leasing in his Statement of financial position as at the end of the period. These 

leased asset is treated as all other fixed assets of the lessor. The lessor, in his accounts, 

registers the rental fee as the income gained by rent. Income gained by rent is being 

registered systematically during the renting period. Costs, including the amortization costs, 

                                                 
67 Article 5. paragraph 3. Leasing Act  (Official Gazette 135/2006) 
68 Article 5. paragraph 4. Leasing Act (Official Gazette 135/2006) 
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are being registered in his Statement of comprehencive income for the period as the 

expenses.  

The lessee, in his own accounts recognizes only the rental fee which he is paying 

during the current accounting period. This accounting treatment of operating leasing is 

being criticized by financial statements' users, because the entire liability for the rent 

during the entire period of the leasing contract is not being registered in the financial 

statements of the lessee. This accounting treatment of operating leasing results in non-

transparent financial statements of the lessee.  

 It is important to emphasize that with the operating leasing, the lessee may purchase 

the leasing object, but only for the price that is the market price of the object in the 

moment of purchase, because otherwise it would present a financial leasing that includes 

the option of favorable purchase (Crikveni, 2008). If leasing object may be used by the 

third persons, the leasing contract is then considered the operational leasing contract. 

 

2.4.  Advantages and disadvantages of financing by leasing   

 

Leasing as a way of financing has a certain advantages, but also some disadvantages. 

Exactly those advantages and disadvantages have to be kept in mind by each business 

entity that considers that form of financing. Choice between the two alternatives - purchase 

or leasing of a certain asset - is more in favor of leasing, which is seen in the Figure 1.  

 

Figure 1. Structure of active contracts according to the type of financing                                                          

 

 
Source: www.hanfa.hr, CFSSA – Croatian financial services supervisory agency 

 

While in our country leasing is usually being used due to lack of the financial 

resources, in the developed countries the reasons are different. Namely, the companies that 

have enough financial resources to buy the required asset can decide for leasing, however 

their assesment is that those financial resources can be used in some other place, more 

sucessfully. Aristotle said a long time ago: "Wealth does not come from the ownership, but 

from the usage". That is exactly what leasing provides, usage of someone else's assets 

during the required period. 

 

2.4.1. Advantages of financing through leasing 

 

Financing by leasing provides the user with:  

 

 Savings of capital- he is being free from the high cash payments from his own sources 

or credits. Available capital can be used for financing the current business conduct of 

the company. Almost 100% od purchasing value of the asset can be financed through 

leasing. 

2005

Loans; 

25,00%

Operating 

leasing; 

37,40%

Financial 

leasing; 

37,60%

2010

Loans

11%

Financial 

leasing

53%
Operating 

leasing

36%
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 A possibility for the faster exchange of assets, which enables him to use the most 

modern equipment and other working resources. 

 His credit capability is not being decreased- operating leasing is not increasing the 

indebtedness of the lessee, as oppossed to the credit, because it enables him with off-

balance financing.  

 Paying the rent fee from the incomes made through the usage of the rented asset by 

principal "earn and then pay".  

 The first right of purchase of the used leasing object. 

 After the contract expires, the value of the leasing object is often been amortized, so the 

lessee is being offered to buy it for a favorable price. 

 Avoiding the risk of paying tehnologically obsolete equipment- so called "golden rule 

of leasing" (Urukalović et al., 2003) says that the leasing contract has to be shorter than 

the period of technological obsolescence of the equipment. 

 A process of the approval and the evaluation of solvency of the lesee is being 

shortened, as opposed to the credit due to maintaining the ownership of the lessor on 

the leasing object. Due to this fact exactly, interest rate as the price of capital is often 

much favorable with the leasing, which leads to bigger cost effectiveness for the 

lessees. 

 Very frequently the possibility for prolonging the financing deadlines.  

 A flexible way of financing which is more available to the business entities.  

 The lessor provides the rest of the non-financial services which other creditors do not, 

such as the organized service net, maintaining equipment which is being leased, and 

co-ordinated co-operation with the insurance companies if the leased asset is damaged. 

 A calculated interest costs, costs of insurance, maintaining and amortization are 

creating a tax shield (they are decreasing the tax base for the income tax). 

 A greater leasing value than the real value of the leased asset forces the user to use the 

asset in a better way.   

 

2.4.2. Disadvantages of financing by leasing 

 

The disadvantages of financing by leasing are the following:  

 

 Price- it is a more expensive source of financing if 100% value of the asset is being 

financed by leasing, because it means a greater costs for interests which are included in 

the lease.  

 It is unfavorable if there are some difficulties in product or service sales which are 

related to the leasing object because the leasing installments are coming regardless of 

the successfulness of the company.  

 If it is a financial leasing, the installments have to be payed for, regardless of the 

financial difficulties, and the asset cannot be returned, and because of that, the 

company can declare bankrupcy.  

 Compulsory supplementary insurance as the instrument of paying for the insurance.  

 

Here we have to particulary emphasize a more significant importance of leasing for 

continued capital investments (investments in fixed capital) which is proved by the 

research conducted in the Great Britain on the sample of 3000 companies of different sizes, 

during the period from 1982 to 1995 (Ameziane Lasfer & Levis, 1998). Leasing 

significantly contributes to the increase of the capital investments of a large number of 

companies in Great Britain. The results of the research are the following: 

 

 Without leasing a numerous investments and projects would have not been initiated. 
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 Reasons for financing by leasing vary depending on the size of the company.  

 Small enterprises use leasing for development possibilities (business expansion). 

 Leasing helps small companies to survive and that is one of the reasons why small 

companies with low profitability turn to leasing.  

 Big companies use leasing as the financial instrument with the goal of minimizing of 

capital expanses after the taxation. 

 In the big companies leasing, profitability, leverage and taxation are positively 

corelated.   

  

3. Analyse of condition and perspective of leasing market in Croatia 

 

Leasing activity in Republic of Croatia on the day of 31 December 2010 has been 

conducted by 26 leasing companies, which is the same number of leasing companies at the 

end of 2009 and 2008. The number of companies registered for conducting leasing 

activities during the period of 2003-2006 has been continually growing, and in the year of 

2006. there were 57 of them. During the 2007 as a consequence of obligation of 

harmonizing companies that conducted leasing activities with the regulations of the 

Leasing Act, the number of leasing companies significantly decreased and it numbered 25. 

  

Table 1. Changes in the number of leasing companies at the end of years 

 

 
Source: www.hanfa.hr, CFSSA – Croatian financial services supervisory agency 

 

Unfavorable trends in the economy had an negative impact on the leasing activities, 

which has been, during the 2010 marked by continued slowdown in the business scope 

which is conditioned with the decrease of investment and personal expenses and the 

problems in offsetting of claims. During the 2010 the continued fall in the value of asset 

can be noticed,  and also the values of active contracts compared to the same period during 

the 2009 with the concurrent decrease in number and value of the new contracts. The 

number of new contracts in the year 2010 is 28.474 which is, 3,107 contracts or 9,2% less 

than the number of new contracts in the year 2009. Total value of new contracts is 5,7 

billion HRK, which is a decrease for 2,5 billion HRK or 30,4% in comparison with the 

previous year.  

 

Figure 2. Number of newly concluded contracts in period 2005 – 2010 

 
Source: www.hanfa.hr, CFSSA – Croatian financial services supervisory agency 

Figure 3. Value of newly concluded contracts in billion HRK 
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Source: www.hanfa.hr, CFSSA – Croatian financial services supervisory agency 

 

According to the Croatian financial services supervisory agency`s data, share of 

financial leasing in the structure of the number of new contracts in 2010 sums up to 54,9%, 

while the share of operating leasing sums up to 45,1%. The mentioned structure differs 

from the one in 2009, when the financial leasing summed up to 51,3%  and operating 

leasing summed up to 48,7% of the total number of the new contracts. There has been a 

change in the structure of the value of the new contracts, which can be seen in Table 2. The 

share of financial leasing in the total value of the new contracts decreased from 61,9%  

during 2009 to 57,6% in 2010, while at the same time the share of the operating leasing 

increased from 38, 1% to 42,4%.    

 

Table 2. Structure of newly conducted contracts according to the type of leasing  

 

Type of leasing 
2007. 

% share 

2008. 

% share 

2009. 

% share 

2010. 

% share 

Financial leasing 54,5 56,9 61,9 57,6 

Operating leasing 45,5 43,1 38,1 42,4 

Toatal 100,00 100,00 100,00 100,00 
 Source: Author’s research according to Croatian financial services supervisory agency data 

 

The number of active contracts on the 31 December 2010 sums up to 151,366 and 

in comparison to the same day of the previous year it has decreased for 15,048 contracts or 

for 9,0%. At the same time, value of the active contracts sums up to 45,7 billion HRK, 

which is a decrease for 1,8 billion HRK or 3,7%. In the structure of the number of active 

contracts, the share of the financial leasing has been increased from 44,1% on the 31 

December 2009 to 46,5%  on the same day in 2010. At the same time, the share of the 

operating leasing in the total number of active contracts on the day 31 December 2010 

sums up to 48,3% (49,2% on the same day in 2009). In the structure of the value of the 

active contracts, the share of financial leasing records the increase from 51,5% at the end 

of 2009, to 53,9 % on the same day in 2010. The share of the operating leasing in the total 

value of the active contract sums up to 35,5% , which is an insignificant decrease in 

comparison to the 31 December 2009 when it was 35,8%.  
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4. Sample selection and data description  

 

The sample included companies whose stocks are included in CROBEX. CROBEX is the 

official Zagreb Stock Exchange share index and it includes 25 stocks. Companies from 

financial sector were excluded from the sample, as well as companies with financial 

problems and companies which in the observed year made or were in process of a large 

acquisition which could have a large impact on the way of asset financing. In the end the 

sample constituted 18 companies, whose stocks were included in CROBEX.  

The main goal of this paper is not to explain influence of certain amounts of 

financial or operating leasing in financial reports, but only investigate if there are 

statistically significant differences in defined debt and profitability financial ratios between 

companies that use operating leasing versus companies that use financial leasing. The 

research will try to determine if the chosen debt and profitability financial ratios of the 

companies that use operating leasing are superior to those of the companies that use 

financial leasing. The year taken in observation is 2010, and financial ratios are calculated 

from financial statements of companies that are obligated to make it public thought the 

ZSE
69

. Twelve companies in the sample used operating leasing and six of them used 

financial leasing in the observed year. 

 

Financial ratios used in the research are: 

 

 Return on asset (ROA) 

 Debt to equity ratio (D/E) 

 Earning before interest, taxes, amortization and deprecation margin (EBITDA margin) 

 Interest cover ratio 

 Debt to asset ratio (D/A) 

 Deprecation to asset ratio (Depr/A) 

 

Research was made in statistical software SPSS in which we used discriminant 

analysis. Discriminant analysis builds a predictive model for group membership (one group 

consists of companies that use operating leasing as dominated leasing- group marked with 

0, and the other of companies that use financial lesing as dominated leasing – group 

marked with 1). The model is composed of a discriminant based on linear combinations of 

the predictor variables that provide the best discrimination between the groups. If 

discriminant analysis defines variables (in our case chosen debt and profitability financial 

ratios) which are statistically significant to distinguish companies between these groups 

(group of companies which use operating or financial leasing) will contribute to better 

decision-making in context are observed financial ratios influenced with chosen leasing 

financing. 

 

5. Empirical results 

 

To serve the needs of discriminant analysis companies were divided in two groups. Group 

0 was consisted of the companies that used operating leasing as dominated leasing, and 

group 1 was consisted of the companies that used financial leasing as dominated leasing. 

The predictor variables that provide the discrimination between the groups are ROA, D/E, 

EBITDA margin, Interest cover ratio, D/A, Depr/A. 

Table 3 presents descriptive statistics. Return on asset is greater for companies that 

used operating leasing. Debt to equity ratio is larger for companies that used financial 

leasing as dominated leasing, due to accounting treatment of financial leasing versus 

                                                 
69 www.zse.hr 
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operating leasing. Financial leasing has impact on boosting debt while operating leasing 

has no impact on debt. Companies with financial leasing as dominated leasing had average 

debt to equity ratio of 147,42% in accordance with 67,28% average debt to equity ratio of 

companies with operating leasing as dominated leasing. Operating leasing has no influence 

on Interest cover ratio, while financial leasing has this influence. That’s why companies 

with operating leasing as dominated leasing have greater Interest cover ratio. Interest cover 

ratio is calculated dividing earnings before interest (EBIT) and taxes with interest expenses 

which is shown with equation 1. 

 

Interest cover ratio = EBIT / interests    (1) 

 

The reason why companies with operating leasing as dominated leasing have 

greater Interest cover ratio than companies with financial leasing as dominated leasing can 

be found in the fact that the company has interest cost when financing with financial 

leasing whereas company doesn’t have interest cost when financing with operating leasing 

(company has cost but it is not classified as interest cost). 

 

Table 3. Descriptive statistics 

 
0 - operating leasing is dominated leasing  Mean 

(%) 

Standard 

Deviation 1 - financial leasing is dominated leasing 

0 

ROA 1,98 5,79 

D/E 67,28 42,67 

EBITDA margin 24,99 16,08 

Interest cover ratio 9,66 15,78 

D/A 0,33 0,19 

Depr/A 0,05 0,02 

1 

ROA 0,02 4,15 

D/E 147,42 84,67 

EBITDA margin 6,72 7,71 

Interest cover ratio 0,88 0,52 

D/A 0,47 0,21 

Depr/A 0,03 0,01 

Total 

ROA 1,33 5,26 

D/E 93,99 69,27 

EBITDA margin 18,90 16,23 

Interest cover ratio 6,74 13,39 

D/A 0,38 0,20 

Depr/A 0,04 0,02 

Source: Author’s research 

 

 Table 4 present the test of equality of group means. Wilks' lambda is a statistical 

test used in multivariate analysis of variance to test whether there are differences between 

the arithmetic means of identified groups (group 0 – companies with operating leasing as 

dominated leasing and group 1 – companies with financial leasing as dominated leasing) of 

subjects on a combination of dependent variables (in this case financial ratios). If the group 

means are equal than Wilks' lambda value is 1. If the Wilks' lambda is less than 1 it means 

that most variation can be attributed to differences between the groups. Results in Table 4 

shows that arithmetic means of variables D/E, EBITDA margin and Depr/A are 

statistically significant at 5 percent level. It means there are differences between companies 

with operating leasing as dominated leasing and companies with financial leasing as 

dominated leasing in those financial ratios. Arithmetic means for variable ROA, Interest 

cover ratio, D/A are not statistically significant and these groups of companies are not 

different when examining this ratio. 
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Table 4. Tests of equality of group means 

 

Financial ratio 
Wilks' 

Lambda 
F df1 df2 Sig. 

ROA 0,9672 0,5429 1 16 0,4719 

D/E 0,6850 7,3566 1 16 0,0154 

EBITDA margin 0,7017 6,8014 1 16 0,0190 

Interest cover 

ratio 
0,8988 1,8010 1 16 0,1983 

D/A 0,8734 2,3183 1 16 0,1474 

Depr/A 0,7234 6,1191 1 16 0,0250 

 

Source: Author’s research 

 

Results shown in Table 3 and Table 4 show that when analyzing companies and 

their financial ratios investors need to have in mind the dominate leasing that companies 

use. For example, if investors are analyzing debt to equity ratio (D/E) of two companies, 

one from group 0 and one from group 1 and they don’t know from which group is each 

company, they could think that company with smaller debt to equity ratio has better 

financial ratio. But this could be the result of operating leasing as dominated leasing in 

financing asset which doesn’t have an impact on accounting treatment in increasing debt. 

Also statistically significant ratio is deprecation to asset ratio (Depr/A). Companies with 

operating leasing as dominated have grater deprecation to asset ratio; the reason for that is 

in the fact when using operating leasing, companies don’t have large impact on asset as 

denominator as they could have when using financial leasing. 

Table 5 shows the analyzed discriminant power. If Wilks' lambda is statistically 

significant this means that model well discriminates companies with operating leasing as 

dominated leasing and companies with financial leasing as dominated leasing. If Wilks' lambda 

is not statistically significant further analysis should be stopped. 

  

Table 5. Wilks' lambda 

 

Test of 

Function(s) 

Wilks' 

Lambda 

Chi-

square 
df Sig. 

1 0,3261 14,5685 6 0,0239 

 

Source: Author’s research 

 

Wilks' lambda in Table 5 is statistically significant at the 5 percent level. Statistical 

signification of Wilks' lambda is 2,39%. This means that arithmetic means of analyzed 

groups are different and this model classifies well chosen financial ratios.  

 

Table 6. Classification results 

 
0 - operating leasing is dominated leasing 

1 - financial leasing is dominated leasing 

Predicted Group Membership 

0 1 Total 

Original 

Count 
0 10 2 12 

1 1 5 6 

% 
0 83,33 16,67 100,00 

1 16,67 83,33 100,00 

83,33% of original grouped cases correctly classified. 

Source: Author’s research 
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Classification results are shown in Table 6. Discriminant analysis accuracy is 83,33%. It 

means that 83,33% (or 15 of 18) cases were well classified in appropriate group. From 

total number of companies with operating leasing as dominated leasing, (12 cases) this 

model classified 10 cases in matching groups and in this case the accuracy is 83,33%. In 

companies with financial leasing as dominated leasing group (group 1) the model classified 

with accuracy of 83,33% too, or 5 of 6 cases in appropriate group.   

 

6. Conclusion 

 

Operating and financial leasings for companies present alternative ways of financing due to 

the classical borrowing from banks. For companies and investors, one of the main 

differences when using operating or financial leasing occurs in the accounting treatment of 

certain types of leasing. Therefore, it is important that leasing accounting should provide 

users of financial statements with a complete and understandable picture of an entity’s 

leasing activities.  

With operating leasing there is no depreciation and interest expense, but the lessee 

has a cost of rents that is recorded differently than interest. Also operational leasing has no 

impact on the Statement of financial position as at the end of the period because the leasing 

is not recorded in the lessee`s asset and it doesn’t increase debt. Unlike operating leasing, 

financial leasing has an impact on the lessee`s Statement of financial position as at the end 

of the period in terms of increasing the assets and liabilities and the leasing has a cost of 

depreciation and interest expense. These items represent an accounting category. However 

the financial ratios are based on the relationship of individual items of the basic financial 

statements. Therefore, selected types of leasing, financial or operating may have a 

significant impact on certain financial ratios.  

 Our research showed that companies with operating leasing have statistically 

significant larger Earning before interest, taxes, amortization and deprecation margin and 

Deprecation to asset ratio, while same companies have statistically significant smaller Debt 

to equity ratio. Other observed financial ratios are not statistically significant between 

companies with operating leasing as dominated leasing and companies with financial 

leasing as dominated leasing. 

 The explanation why there are differences between the aforementioned financial 

ratios is in accounting treatment of chosen type of leasing. When company uses operating 

leasing there is no impact on the asset, deprecation and interest cost, there is only cost of 

rent. When using financial leasing company`s assets and liabilities are increasing as well as 

deprecation and interest cost. Taking into consideration the aforementioned when 

analyzing financial ratios investors need to respect the dominate leasing if company is 

using leasing at all.  

International Accounting Standards Board (further: IASB) and the US Financial 

Accounting Standards Board (further: FASB) initiated a joint project to develop a new 

approach to leasing accounting that would ensure that assets and liabilities arising under 

leases are recognised in the Statement of financial position. To meet that objective, the 

IASB and the FASB have jointly developed a draft standard on leases and, hence, are 

proposing an IFRS that would prescribe the use of a single accounting model for all types 

of leasing. Leasing is often considered to be a more accessible means of finance than 

traditional debt. However, it is necessary to invest much more effort into promoting the 

development of leasing in order to increase its role in economic development, which 

should primarily be a function of leasing. This is particularly important for those 

companies with low current returns but with high growth opportunities, such as SMEs. 
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Abstract 

 

In the last couple of years under the effects of economic crises, all tourist destinations have 

experienced some kinds of changes. These changes have sometimes influenced tourist 

behaviour. Rural tourism has become a very important and fast growing industry. Hence, 

there is increased competition for tourists among international destinations. In such 

conditions, in order to be successful, destination marketing should be guided by a thorough 

analysis of tourist motivation, their satisfaction and loyalty. Therefore, the following 

hypothesis has been formed: Rural destinations with similar characteristics, but in different 

developmental stages, are achieving different levels of tourist satisfaction which is 

reflected in the realized tourist consumption. This research has been designed in a way that 

a survey questionnaire was distributed to tourists who visited two different types of 

Croatian rural destinations; one is Istria where rural tourism is in a developmental phase, 

and the other is continental Croatia, where the development of rural tourism has just begun 

to develop. Therefore, a comparison regarding tourist characteristics has been made 

between tourists visiting the mentioned rural destinations. The first goal of this research 

was to determine the features that characterize Croatian rural tourists, and their satisfaction 

with tourism attributes of those destinations. The next goal was to identify the tourist 

satisfaction gaps between these different destinations. The results verified our hypothesis 

that, though those groups are both visiting rural destinations and both can be considered as 

rural tourists, there are differences between them. Differences have been noted regarding 

age distribution, motives, consumption, and the level of satisfaction with different 

destination attributes. This research brings valuable information to the tourism sector 

concerning tourist preferences through its use of importance-satisfaction analysis. 

Furthermore, destination managers could use these results to establish a higher tourist-

satisfaction level in order to improve and sustain destination competitiveness with the 

ultimate aim of improving the economic effects of tourism development in rural areas, as 

well as strengthening the direct and indirect positive economic impact of tourism. 
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1. Introduction 

 

It is well known that tourism in Croatia has been, and still is, most developed along the Adriatic 

coast and that rural areas have been unjustifiably economically and tourism-wise neglected, 

especially in continental Croatia where there is a huge potential for sustainable rural tourism 

development. The objective of this paper is to determine the features that characterize Croatian 

rural tourists and their level of satisfaction with different tourism attributes of rural destinations 

that they visited. This research has focused on two different types of Croatian rural destinations 

that differ regarding their stage of rural tourism development. One destination is rural Istria 

where rural tourism is in a developmental phase, and other is continental Croatia, where the 

development of rural tourism has just begun.The first part of this paper consists of theoretical 

background on rural tourism development, and it stresses the need for its sustainable 

development. The second part of the paper reports the findings of a study carried out to identify 

tourist motivations for visiting Istrian and continental Croatian rural destinations and determine 

the satisfaction of tourists with different destination attributes. The method used consisted of a 

questionnaire distributed in rural Istria and in five Croatian continental counties.  

 

2. Rural tourism 

 

Until the mid-20
th

 century, rural tourism remained a relatively small-scale, passive activity. 

Since then, however, both the nature and scale of rural tourism and the socioeconomic 

structure of the countryside that plays host to tourists have undergone a fundamental 

transformation (Sharpley, 2007). Because the majority of tourism traffic in Croatia occurs 

along the Adriatic coast, minor importance was given to rural tourism. While rural areas 

account for 91% of Croatia’s surface, only 5% of overall Croatian tourism traffic refers to 

rural tourism (Demonja & Ružić, 2010). Nevertheless, in the past few years, progress has 

been made because people have become aware that tourism in rural areas, according to 

Oliver & Jenkins (2005), can encompass many activities focused upon different types of 

resources, often with cultural and natural components. Given that Croatian rural areas 

abound in a variety of natural attractions, rich cultural and historical heritage, original 

architecture and ecological preserved nature, there is huge potential for developing rural 

tourism in these areas. On the other hand, rural areas in most developed countries faced, or 

still are facing, problems regarding population decline, economic change and community 

regeneration. The situation in Croatian rural areas is not very different, these rural area being 

characterised by high unemployment rates and high depopulation. Among diverse types of 

tourism, rural development through tourism has been regarded as one of the most effective 

strategies to revitalize the countryside and overcome the rural economic crises derived from the 

decrease of farm revenues, decline in job opportunities, and demographic imbalance from out-

migration (Wilson, Fesenmaier, Fesenmaier & van Es, 2001). Traditional income sources in rural 

areas in most cases are the activities of the primary sector - agriculture, forestry, etc., but today 

the local community in rural areas is faced with the need to diversify the local economy, and one 

of the possibilities for the local community that arises and to which they turn is tourism (Horwath 

& Horwath Consulting Zagreb, 2009). Being involved in rural tourism, local residents can 

benefit from the sale of accommodation units, operation of experience programs or activities, the 

sale of agricultural products and food and so on (Lee B. C. & Kim D., 2009). Consequently, rural 

tourism and demand for labour-intensive products such as crafts, agricultural products will lead 

to increased employment. Rural tourism goes beyond simply complementing traditional 

activities such as agriculture, and can act as a catalyst for a whole range of new entrepreneurial 

activities, partnerships and networks (Oliver & Jenkins, 2005). 

Since the rural tourism sector is becoming a growing business in all developed 

countries (Chuang, 2010; Koster, 2009; Laurerio, 2008; Lee, 2009; Yagüe, 2002), new 

challenges are arising in presenting new services and products which are available to fulfill 
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increasing rural tourism demand. For rural areas, which were or still are economically and 

socially depressed, increased tourism activity is playing a key role in their development 

because rural tourism implicates a series of economic and non-economic activities in rural 

areas, for example (Demonja & Ružić, 2010): 

 growing natural and organic food for which demand is increasing, especially in 

highly developed countries, 

 the revival of agricultural production on small areas, taking into account the known 

market and consumers, 

 tourists’ active relationship with nature and agricultural production on family farms 

which are involved in rural tourism, 

 through rural tourism all the values arising from rural communities are valorised, 

allowing people to return to natural resources, agricultural atmosphere and relieving 

pressure and stress of urban environment that greatly impede the value of freedom, and 

 the development of rural tourism includes the entire rural area with the overall 

ambience of rural life: housing, architecture, flora and fauna, traditional culture, and 

others. 

 

On the other hand, however, according to Mitchell & Hall (2005), there has been a 

tendency for businesses in rural destination to develop in an ad hoc manner, with little or 

no meaningful strategy addressing the issue of sustainability, either from an environmental 

or marketing perspective. This has resulted in the emergence of rural tourism products that 

have not taken due consideration of environmental impact, demand conditions, 

competition, or supply side considerations (Mitchell & Hall, 2005). 

The number of rural holiday accommodation units (Croatian Chamber of Economy) 

and rural tourists has continuously been growing in Croatia in recent years (Figure 1). This 

can be explained by the changes in behaviour of consumers of tourism and the search for 

new products which allow them more independence and flexibility and which meet their 

immediate needs and wishes (Aguiló & Juaneda, 2000; Yagüe, 2002). 

 

Table 1. Tourist arrivals and overnight stays in Croatian rural households (selected years) 

 

  Arrivals Nights 

Year Total Domestic Foreign Total Domestic Foreign 

2008. 4091 2047 2044 14268 6126 8142 

2009. 4340 2664 1676 12654 6670 5984 

2010. 3703 2206 1497 9298 5087 4211 

2011. 5438 3446 1992 15051 8886 6165 

Source: Croatian Bureau of Statistics 

 

As seen in Table 1, the number of arrivals and overnight stays in Croatian rural households 

has been increasing since 2008, with the exception of 2010 when, compared with the year 

before, the number of tourist arrivals and overnights in rural households dropped by 5% 

26%, respectively. Nevertheless, in 2011, the number of tourist arrivals and overnights in 

rural households exceeded the figures reached back in 2009. In addition, the share that 

rural households have in the total number of arrivals in Croatia is a modest 0.05%, while 

their share in overnights is a mere 0.02%. It has to be mentioned that, due to the 

methodology of collecting tourism data of the Croatian Bureau of Statistics, these numbers 

cover only rural households and, therefore, do not represent the real total number of rural 

tourists in Croatia. Consequently, the number of rural tourists is expected to be far higher. 

Neighbouring countries like Austria and Switzerland are well known for their rural 

tourism. In Austria, just over 8% of all farmers offer beds to rural tourists, where rural 
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tourists spend between 7-8 days (Travel and Tourism Analyst, 2007). Some 30% of their 

guests are domestic tourists and 60% from Germany (Travel and Tourism Analyst, 2007). 

In Switzerland, tourist arrivals in mountain areas are actually higher in summer than during 

the ski season. According to Travel and Tourism Analyst (2007), agritourism in 

Switzerland dates back more than 25 years, when farmers first started taking in guests, but 

at present, there is not enough rural lodging to meet the growing demand. 

 

3. Sustainable rural tourism development 

 

The development of rural tourism has increased the complexity of managing the 

countryside in general. Not only access to and within the countryside must be provided for 

tourists with an increasing variety of demands, but also such demands must be catered for 

in a manner which is environmentally appropriate, which does not preclude other 

legitimate demands on rural resource, which optimises tourist experiences and which 

contributes positively to the socioeconomic regeneration of the destination area (Sharpley, 

2007). In order to ensure benefits from rural tourism development, it is essential that it is 

carefully planned with long-term strategies; otherwise, unplanned development could lead 

to unexpected negative influences on rural communities and tourism benefits themselves 

(e.g. influx of strangers, commercialization of local cultures, outflows of benefits, 

environmental degradation, etc.). The sustainable harnessing of resources and activities 

tends to lead to economic viability, resource and socio-cultural conservation, while the 

unsustainable harnessing of resources and activities tends to lead to high rates of business 

failure and a deterioration of the rural destination (Oliver & Jenkins, 2005). Therefore, 

rural tourism development should, ideally, be in accordance with sustainability (Hall, 

2000). Sustainable tourism aims to (Sagustín Fons, Moseñe Fierro & Gómez y Patiño, 

2011): 

 Provide optimum use of environmental resources that are a basic element for 

developing tourism, preserving essential ecological processes as a contribution to the 

care and conservation of natural resources and biological diversity. 

 Be respectful of the social-cultural authenticity of host communities, preserving 

their cultural, architectural, life assets and traditional values, in order to facilitate better 

understanding and inter-cultural tolerance. 

 Ensure long term, viable economic activities, providing all agents with widely 

distributed socio-economic benefits, where new opportunities for stable employment 

should arise. Social services could bring a benefit for the host communities, as a means 

to reduce poverty or provide better quality of life. 

 

The benefits of rural tourism are generally summed up as a three-way yield for the 

host community (the economic and social dimension of rural tourism), for the land itself 

(environmental maintenance), and for the tourist (leisure and tourism in countryside), 

which implies a sequence of inter-related benefits (Cánoves, Villarino, Priestley & Blanco, 

2004). Economic benefits of rural tourism are numerous: rural tourism can stimulate new 

employment and house reconstruction, it can be a source of capital, it can encourage 

entrepreneurship, and it can help to increase the competitiveness of the area. Besides 

economic benefits, rural tourism induces social benefits as well. They can be outlined as 

improving public services, social contacts, meeting new people and cultures, revitalisation 

of local traditions (tourism can encourage local communities to maintain their traditions 

and identity) and improving quality of life. However, in the same way that tourism can 

contribute to the sustainability of the traditions, culture and heritage, if it is not managed 

well it can also play a role in its demise. Ecological benefits of rural tourism have to be 

considered as well, because through rural tourism development greater knowledge about 

the environment can be gained, careful planning of rural tourism will lead to greater and 

http://academic.mintel.com/sinatra/oxygen_academic/search_results/show&/display/id=288855/rps/view=12&sub_id=4014
http://academic.mintel.com/sinatra/oxygen_academic/search_results/show&/display/id=288855/rps/view=12&sub_id=4014
http://academic.mintel.com/sinatra/oxygen_academic/search_results/show&/display/id=288855/rps/view=12&sub_id=4014
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more efficient use of natural, cultural and historical resources, and will improve stability 

and biological diversity. Tourism can encourage support for the conservation of the local 

environment and natural resources and that might enhance the reputation of a destination. 

Besides all these positive impacts, if poorly planned, tourism can potentially have a 

negative impact on the ecosystem as well. Since seasonality is a major problem in Croatian 

tourism, it should be noted that seasonality affects the potential sustainability of tourism in 

economic, environmental and cultural terms. Oliver & Jenkins (2005) point out that in 

destinations where tourism is highly seasonal, tourism tends to be concentrated during 

specific periods of the year, while infrastructure remains underused during the rest of the 

year. Thus natural and cultural resources can suffer negative impacts during a high season, 

while the economic viability of small tourism businesses and the stability of the local 

labour market can be threatened during the ‘low’ tourism season (Oliver & Jenkins, 2005). 

The tourism system, involving the interplay of tourists, business, agencies, and the 

environment in which tourism occurs, is so complex that no one can comprehend its 

totality. As a result managers, planners and analysts use selected pieces of information – 

indicators – to monitor the system. Developing effective indicators for sustainable tourism 

has been particularly challenging. Indicators by WTO consisted of three main categories 

and 22 sub-categories: (1) environmental indicators, (2) social indicators and (3) economic 

indicators (WTO, 2003). Considering the demand side, Miller (2001) developed 

sustainable indicators with five categories: customer satisfaction, environmental indicators, 

employment indicators, financial leakages, and environmental impact assessment. 

Unfortunately, there are still no specific indicators that monitor the development of rural 

tourism in Croatia. 

 Sharpley (2007) highlights that, as tourism has become increasingly viewed as an 

effective means of addressing the socioeconomic challenges facing the countryside, 

sustainability – both optimising the development benefits of tourism and satisfying the 

needs of tourist within strict environmental parameters – has become a dominant principle 

and objective. 

 

4. Methodology 

 

Since customer satisfaction is crucial for any kind of future development of any tourism 

products and services, it is necessary to continuously research tourist satisfaction. Hence, 

the first objective of this research was to analyse tourist satisfaction regarding different 

elements of the tourism offer in Croatian rural destinations. Therefore, data collected in a 

survey designed for tourists who visited rural destinations in Istria and northern Croatian 

continental rural destinations have been used. The survey instrument was a self-

administered questionnaire. The first part of the questionnaire was related to the 

demographic socioeconomic details, tourists’ behaviour regarding tourist activities, their 

motives for coming, length of stay, intention to return, consumption, etc. The second part 

included importance- and satisfaction-rating scales, in which a Likert rating scale relating 

to designative attributes of the areas was included. Respondents were asked to rate all 

questions in the second part of the questionnaire using a 5-point Likert-type scale ranging 

from 1= extremely dissatisfied/not important at all, 2= very dissatisfied/not important, 3= 

satisfied/important, 4= very satisfied/very important, to 5=extremely satisfied/extremely 

important. Research was carried out in a range of places in rural Istria and in rural 

destinations in five continental Croatian counties at different periods between March and 

May 2011. A total of 275 questionnaires were completed, with a response rate of 91.6%. 

Respondents consisted of individuals who spent at least one night at a rural 

accommodation. 
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5. Research findings and data analysis 

 

Statistical package SPSS for Windows 19.0 was used to analyse collected data where data 

analysis included descriptive statistics. Figure 1 shows county distribution of filled 

questionnaires. It can be seen that almost 35% of questionnaires were filled in Istria. This 

is reasonable because, according to the information of the Croatian Chamber of Economy, 

there were 379 rural-tourism households with 933 beds registered in the Republic of 

Croatia in 2007. Although the largest number of registered rural-tourism households – 

almost 70 (18%) – can be found in the County of Dubrovnik-Neretva, the County of Istria, 

which is in second place, has a  significantly larger number of beds registered in rural-

tourism households – 253 beds or 27%of the total number of beds in the Croatian rural 

tourism industry. 

 

Figure 1. County distribution of filled questionnaires 

 

 

 
 

Source: Authors  

 

Table 2 shows the demographic characteristics of the respondents, and it can be 

noted that the survey of Istrian tourists has highlighted significant differences regarding 

tourists’ place of origin. The majority of the respondents in Istria were foreign tourists 

(93%), while in continental counties, 54% of the respondents were domestic tourists, and 

46% were foreign. Generally, in overall demand for the rural Croatian tourism product, 

according to Demonja & Ružić (2010), domestic tourists account for 42% and foreign 

tourists account for 58%while, at the end, this research included 38% domestic and 62% 

foreign respondents altogether. According to the Croatian Bureau of Statistics, among 

foreign tourists, greatest interest for Croatian rural destinations is shown by tourists from 

Germany, followed by tourists from Italy, France, Austria, Poland, the Netherlands, and so 

on. This is in accordance with the respondents’ structure in this research, in which, among 

the foreign respondents who were included in this study, tourists from Germany accounted 

for 17%, tourists from Austria 9%, tourists from Italy and UK each accounted for 8%, and 

tourists from the Netherlands and Slovenia each accounted for 7% as seen below in Figure 

2. 
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Figure 2. Structure of surveyed foreign tourists 

 

 
 

Source: Authors 

 

 

In terms of age distribution, the majority of the respondents in Istria (36.5%) were 

between 16 and 35 years old, while in continental counties, most (45.8%) were between 36 

and 55 years old. The smallest proportion of respondents were respondents older than 56; 

in Istria, they accounted for 30.2%, while in continental counties they accounted for only 

13.4% (Table 2). 

 

Table 2. Demographic characteristics of respondents 

 

Characteristic  
Istria  

% 

Continental 

counties 

% 

Gender  
Male  49 51 

Female  51 49 

 

Country of origin  
Domestic  7 54 

Foreign 93 46 

 

Age  

16-25 11.5 22.3 

26-35 25.0 18.4 

36-45 20.8 26.3 

46-55 12.5 19.6 

56-65 20.8 9.5 

 66 or older 9.4 3.9 

 

Education level  

Less than high school 5.2 2.8 

High school 32.2 38.5 

College 54.1 44.7 

Master's or doctoral degree 8.3 14.0 

 

Length of stay 

1-3 nights 42.7 43.0 

4-7 nights 39.6 43.0 

More than 7 nights 17.7 14.0 

 

Visit frequency  

First time 75.0 40.4 

2-5 times 14.6 42.1 

More than 5 times 10.4 17.5 

 

Source: Authors  

 

Country  % 

Germany 17,0% 

Austria 9,4% 

Italy 8,8% 

UK 8,2% 

Netherlands 7,6% 

Slovenia 7,0% 

USA 5,3% 

BIH 4,7% 

France 4,1% 

Czech republic 4,1% 

Slovakia 3,5% 

Hungary 2,9% 

Poland 2,3% 

Other 15,2% 



198 

As can be seen in Table 2, in both areas, the majority of respondents spent more 

than four nights in the rural destination. Nevertheless respondents in Istria who spent more 

than seven nights accounted for 17.7%, while in continental counties, 14.0% of 

respondents spent more than 7 nights in rural accommodation.  

 It can be noted that again there is rather big difference between respondents in Istria 

and those in continental Croatian counties regarding their visit frequency. From the study 

data it is seen that tourists who stayed in rural destinations in Istria were mainly first 

timers, 75%, while 25% were repeat visitors. On the other hand, in continental counties the 

majority of the respondents were repeat visitors (59.6%), and 40.4% of the visitors were 

visiting that continental rural destination for the first time (Table 2). An important finding 

is that 72.9% of the respondents in Istria stated that they plan to come again, only 1% 

stated that they do not plan to come again, while 26% of them stated that they do not know 

if they are coming back again to the same place that they visited. In continental counties, 

58.7% of respondents intend to return, 8.9% of them are not coming again, and 32.4% do 

not know if they are coming back or not. Therefore, it can be concluded that the vast 

majority of respondents are more likely to come back to rural Istria, while in continental 

rural destinations the percentage of respondents planning to come again is smaller. 

 

Figure 3. Information sources 

 

  Istria          Continental counties 

 
 

Source: Authors  

 

As seen in Figure 3, findings indicate that for the majority of respondents, friends 

and relatives’ recommendation is the most cited channel of information about visited rural 

destinations (Istria, 41%; continental counties, 64%). Significant differences were found as 

well regarding the Internet and travel agencies as information sources. In Istria, 20% of the 

respondents gained information through the Internet and 23% through travel agencies, 

while in continental counties, only 8% of them used the Internet as an information source 

and a mere 1% used travel agencies. Hence, it can be concluded that in addition to good 

word-of-mouth marketing, rural tourism in Istria is altogether better organised and has 

stronger Internet marketing than rural tourism in continental counties. 
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Figure 4. Motivations 

 
Source: Authors  

 

It was found that the main motivations for travelling to Istrian rural destinations 

were rest and relaxation (23.3%), fun and new experiences (12.6%), family vacation 

(12.1%), the beauty of nature and landscapes (12.1%), and good food and drink (12.1%). 

The main motivations of respondents who visited continental rural destinations were rest 

and relaxation, as well (26.6%), hobbies (19.2%), fun and new experiences (18.6%), 

visiting relatives/friends (18.6%), and family vacation (16.4%) (Figure 4). In comparison 

with Istrian rural destinations, it can also be seen that more respondents travelled to 

continental counties for business reasons, hobbies and visiting friends or relatives, while 

more respondents travelled to Istria for rest and relaxation, scenery and landscapes, and 

good food and drink. 

 

Figure 5. Evaluation of the level of nature conservation 

 
 

Source: Authors  

 

Since preserved nature is one of the most important resources for rural tourism 

development, it has to be carefully used and protected. The findings seen in Figure 4 

indicate that, according to respondents, nature conservation in Istria seems to be at a higher 

level than that in continental counties. The majority of respondents in Istria evaluated the 

level of nature conservation as being excellent, while the majority of respondents who 

visited continental rural destinations evaluated nature conservation as being good (58%) 

(Figure 5).  
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Figure 6. Daily consumption per person 

 
Source: Authors  

 

Findings illustrated in Figure 6 confirm our hypothesis that there is a significant 

difference between tourists staying in rural Istria and those staying in continental rural 

destinations regarding daily consumption. The majority of respondents in Istria are those whose 

daily consumption per person is higher than 50 euro (48%), while in continental counties only 

20% of respondents spent more than 50 euro per day. In Istria, 13% of respondents spent less 

than 30 euro per day, and in continental counties, 31%. In both rural destinations, the largest 

proportion of respondents spent between 30-50 euro per day. Therefore these findings indicate 

that tourists in rural Istria are spending more that those visiting rural destinations in continental 

counties. In the second part of the distributed questionnaire, tourists were asked to provide 

ratings on a 5-point Likert Scale regarding their satisfaction with 25 different destination 

attributes, as well as importance ratings regarding these same attributes. After examining the 

level of satisfaction with overall experience, a performance-importance analysis regarding 25 

different attributes was conducted (Table 3). Regarding the satisfaction scale, Devesa, Laguna & 

Palacios (2010) recommend a concept of multidimensionality since the evaluation made by 

individuals of their own experience is the result of a complex process involving a high number of 

elements. 

 

Table 3. Importance - performance analysis of rural tourism attributes in Istrian rural 

destinations 

 

 ISTRIA CONTINENTAL COUNTIES 

 

ATTRIBUTE 

Satisfaction Importance 
Gap 

scores 
Satisfaction Importance 

Gap 

scores 

Mean Mean 
Mean 

difference 
Mean Mean 

Mean 

difference 

Friendly and hospitable residents 4,74 4,81 -0,07 4,40 4,56 -0,16 

Foreign language skills of tourism 

employees 
4,26 4,24 0,02 3,92 4,13 -0,21 

Transportation links 3,94 4,04 -0,1 3,89 4,13 -0,24 

Available parking space 3,97 3,97 0 4,11 4,26 -0,15 

Tourist information prior to arrival 4,15 4,00 0,15 3,88 4,08 -0,20 

Clearly signposted tourist 

directions in the destination area 
3,92 4,01 -0,09 4,10 4,33 -0,23 

Souvenirs and handcrafts 4,38 3,95 0,43 3,94 3,73 0,21 

Cleanliness of the destination 4,73 4,69 0,04 4,13 4,28 -0,15 

Walking lanes 4,23 4,21 0,02 4,31 4,21 0,10 

Cultural and historic heritage 4,63 4,28 0,35 4,17 4,05 0,12 

Attractive landscapes 4,6 4,47 0,13 4,31 4,33 -0,02 

Preserved environment 4,69 4,68 0,01 4,23 4,23 0 

Facilities and events for children 3,74 3,75 -0,01 3,63 3,59 0,04 

Personal safety and security 4,71 4,76 -0,05 4,34 4,50 -0,16 
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Quality of accommodation 

facilities 
4,48 4,59 -0,11 4,02 4,28 -0,26 

Cultural events 4,09 4,20 -0,11 3,89 4,01 -0,12 

Quality of the catering facilities 4,26 4,35 -0,09 3,92 3,96 -0,04 

Entertainment opportunities 3,88 4,00 -0,12 3,74 4,00 -0,26 

Shopping opportunities 3,52 3,63 -0,11 3,52 3,72 -0,2 

Sports facilities 3,70 3,72 -0,02 3,54 3,47 0,07 

Excursion offer 3,90 3,88 0,02 3,42 3,55 -0,13 

Local atmosphere 4,75 4,74 0,01 4,35 4,47 -0,12 

Local gastronomy 4,79 4,81 -0,02 4,28 4,35 -0,07 

Typical and true rural experience 4,63 4,65 -0,02 4,15 4,19 -0,04 

Value for money 4,53 4,78 -0,25 4,20 4,48 -0,28 

Average 4,29   4,02   

Minimum 3,52  -0,25 3,42  -0,28 

Maximum 4,79  0,43 4,40  0,21 

Note: Satisfaction (1-extremely low satisfaction; 5-extremely high satisfaction); Importance (1–not 

important; 5-extremely important); Gap scores (satisfaction mean scores–importance mean scores) 

Source: Authors  

 

According to the mean scores obtained (Table 3), respondents in Istria are most 

satisfied with local gastronomy (mean 4.79), local atmosphere (mean 4.75), friendly and 

hospitable residents (mean 4.74), while sports facilities and shopping opportunities 

obtained the lowest satisfaction mean scores, 3.7 and 3.52 respectively. These two 

attributes obtained the lowest importance ratings as well. At the same time, respondents in 

continental counties are most satisfied with friendly and hospitable residents, local 

atmosphere, personal safety and security with mean scores of 4.40, 4.35 and 4.34, 

respectively, while satisfaction with sports facilities, shopping opportunities and the 

excursion offering had low mean scores as follows: 3.54, 3.52 and 3.42. Therefore, it can 

be concluded that in Istria and in continental rural destinations, respondents are most and 

least satisfied pretty much with the same elements, despite the fact that Istrian rural 

tourism destinations are more developed than those in continental Croatia. 

However, understanding how important each attribute is to the customers is of the 

upmost importance (Naidoo, Munhurrun & Seegoolam, 2011). Respondents in Istria 

considered friendly and hospitable residents, local gastronomy (each with an importance 

mean scores of 4.81), value for money (4.78), personal safety and security (4.76) and local 

atmosphere (4.74) as being the most important (Table 4). At the same time, respondents in 

continental counties assigned the highest importance to friendly and hospitable residents 

(4.56), personal safety and security (4.50), value for money (4.48), local atmosphere (4.47) 

and local gastronomy (4.35). It should be pointed out that the most important attributes for 

tourists were, at the same time, evaluated with high satisfaction rates. 

 

Table 4. Top ten attributes which respondents consider to be most important  

ISTRIA Rank CONTINENTAL COUNTIES 

Friendly and hospitable residents 1. Friendly and hospitable residents 

Local gastronomy 2. Personal safety and security 

Value for money 3. Value for money 

Personal safety and security 4. Local atmosphere 

Local atmosphere 5. Local gastronomy 

Cleanliness of the destination 6. Attractive landscapes 

Preserved environment 7. 
Clearly signposted tourist directions in the 

destination area 

Typical and true rural experience 8. Cleanliness of the destination 

Quality of accommodation facilities 9. Quality of accommodation facilities 

Attractive landscapes 10. Available parking space 

Source: Authors  

 

In further analysis (Table 3), gap scores for each of the 25 destination attributes 

were calculated for Istria and for continental counties by subtracting the importance mean 
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scores from the satisfaction mean scores. This was included in the analysis to reflect the 

fact that satisfaction/dissatisfaction with an item that is of high importance to a respondent 

is likely to have greater influence on overall satisfaction than is satisfaction/dissatisfaction 

with an item that is not as important to the respondent (Murphy, Moscardo, Benckendorff  

& Pearce, 2011). Altogether, as seen in Table 3, there are less attributes that obtained 

positive gap scores, which means that the satisfaction ratings tourists gave to those 

attributes are higher than the importance ratings given. In Istria, there were 10 attributes 

with a positive gap score, while in continental counties only five obtained a positive gap 

scores. On the other hand, 14 and 19 attributes obtained negative gap scores in Istria and in 

continental counties, respectively. Negative gape scores show that satisfaction with these 

features is below the importance rating which might indicate a level of dissatisfaction but, 

in this case, dissatisfaction cannot be considered since all the ratings (satisfaction and 

importance) in both cases are rather high. Moreover, it has to be pointed out that these 

negative scores are not disturbingly high since they vary from -0.01 to -0.25 in the case of 

respondents staying in Istrian rural destinations and from -0.02 to 0.28 in the case of 

respondents staying in continental counties. Special attention should be paid to the 

attributes with high importance ratings which obtained lower satisfaction ratings; those 

attributes need additional investment in order to improve their performance and their 

quality.  

 

Table 5. Relation between satisfaction with friendly and hospitable residents and intention 

to return 

 

 ISTRIA 

Satisfaction with friendly and 

hospitable residents 

Total Satisfied 

Very 

satisfied 

Extremely 

satisfied 

In
te

n
ti

o

n
 t

o
 

re
tu

rn
 Yes 0 13 57 70 

No 1 0 0 1 

I do not know 0 10 15 25 

Total 1 23 72 96 

 Asymp. Sig. (2-sided) 

Pearson Chi-Square ,000 

CONTINENTAL 

COUNTIES 

Satisfaction with friendly and 

hospitable residents 

Total Dissatisfied Satisfied 

Very 

satisfie

d 

Extremel

y 

satisfied 

In
te

n
ti

o
n

 t
o

 

re
tu

rn
 Yes 2 8 33 62 105 

No 1 6 5 4 16 

I do not 

know 

1 4 22 31 58 

Total 4 18 60 97 179 

 Asymp. Sig. (2-sided) 

Pearson Chi-Square ,006 

Source: Authors  

 

In general, satisfaction with a holiday is thought to lead to an intention to re-visit 

the destination (Marcussen, 2011). Given that in both cases respondents considered 

friendly and hospitable residents to be the most important attribute among 25 offered 

attributes, further analysis was focused on the relation between satisfaction with attributes 

that are perceived to be most important by the respondents, and the intention of 

respondents to return. It was observed that in the Istrian case, the Pearson Chi-Square test 

indicates that there is a highly significant relationship between these two variables (since 

the 2-sided significance level is below the 0.05). Accordingly, satisfaction with friendly 
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and hospitable residents influences intention to return (Table 5), which means that the 

majority of respondents who are extremely satisfied and the majority of those that are very 

satisfied with friendly and hospitable residents are planning to come back to the same 

destination and vice versa. In continental counties, the situation is not very much different. 

It was also found that in Istria, satisfaction with value for money influences on the decision 

to return, while in continental counties, no relation was found between satisfaction with 

value for money and intention to return. Nevertheless, even if tourists are not planning to 

come back (this could be for different reasons, i.e. wanting to visit different and new 

destinations) their satisfaction is still very important. Even more so when it is known that, 

for the majority of respondents, word-of-mouth from friends and relatives, who have 

already been in the mentioned rural destinations, was an important source of information. 

Therefore, it is important for all tourists to be satisfied regardless of whether they intend to 

return or not. 

Generally, the findings indicate that respondents who stayed in rural Istria and 

those who stayed in rural continental destinations are very satisfied with rural destination 

attributes given that the average satisfaction rate in Istria is 4.29, with the minimum 

satisfaction mean score being 3.52 and the maximum, 4.79. For continental counties, 

satisfaction rates are slightly lower, as findings indicate that the average satisfaction rate is 

4.02, with the minimum and maximum satisfaction mean scores being 3.42 and 4.40, 

respectively. 

According to Naidoo, Munhurrun, & Ladsanut (2010), tourist satisfaction is one of 

the most important concerns of competitive destinations as it impacts considerably on a 

tourist’s choice of a holiday destination, and on the decision to visit the destination in the 

future. It is recommended to measure tourist satisfaction using individual destination 

attributes because an assessment of attributes will help detect areas of strengths or 

shortfalls within the destination. In our cases, both types of destinations have more 

strengths (Istrian rural destinations somewhat more than continental ones) than 

weaknesses, but improvements are always necessary and most welcome.  

 

6. Conclusion 

 

The expansion of rural tourism is a trend that is affecting most countries in Europe; hence, 

there is great competition among them. Understanding tourists’ attitudes towards different 

elements of a destination’s rural tourism offering is essential for improving destination 

competitiveness since in that way it is possible to understand which attributes contribute to 

a higher degree of tourist satisfaction. Furthermore, a satisfied tourist is important in 

developing a loyal visitor as well. Therefore, the purpose of the research was to assess 

tourist satisfaction with different tourism attributes in two different types of rural tourism 

destinations and, accordingly, to find out if there are differences relating to tourist features 

and attitudes between tourists visiting Istria where rural tourism is highly developed and 

tourists visiting continental counties which are keen to further develop rural tourism which 

is still in its initial stage. The paper revealed certain differences between the two types of 

rural destinations, one of the most important differences being related to daily 

consumption. As expected, findings indicate that respondents in Istria are spending more 

per day per person than those respondents visiting rural destinations in continental 

counties. In the paper, a detailed analysis was conducted on the perception of tourists on 

the 25 selected elements of the tourism offering. Through the Importance-Performance 

Analysis, the survey and analysis results conclude that the most important attributes 

according to the respondents in both types of rural destinations, are friendly and hospitable 

residents, value for money, personal safety and security, and local atmosphere. These 

elements are rated with high satisfaction ratings, regardless of the fact that they obtained 

negative gap scores. It was found that satisfaction with friendly and hospitable residents as 
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the most important attribute influences the respondents’ decision to return. In summary, 

tourists are very satisfied with their stay in Croatian rural destinations and on average, on a 

scale from one to five, the satisfaction mean in Istrian rural destinations is 4.29 and in 

continental rural destinations, 4.02. 

These findings could help to improve service quality and could serve as a basis for 

rural tourism stakeholders to improve their service strategies in response to customer needs 

in Istrian rural destinations and those in continental counties. Istrian rural tourism is proved 

to be very well organised and respondents are very satisfied with its tourism offering but 

improvements are always welcome. Croatian continental counties have predispositions and 

perfect opportunities to enhance their rural tourism offering. The Croatian government is 

aware of the positive aspects that rural tourism can bring and, therefore, it encourages this 

kind of development through all types of measures, programs, subventions, special interest 

rates and so on. Having drawn these conclusions, it is important to consider some of the 

limitations of the research. Since the findings of this research are based on the responses of 

tourists who stayed in rural destinations in Istria and in five continental counties, it is not 

possible to draw conclusions from the results beyond these regions. Therefore, it is 

suggested to make other researches in different rural destinations, i.e. other Croatian 

continental counties or other counties along the Adriatic Sea, which would serve to 

confirm, modify and compare the findings obtained in this paper. In order to plan further 

rural tourism development on a sustainable basis, it is also necessary to conduct another 

researches which would result in the attitudes of local communities on tourism and their 

opinions regarding its future development.  
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Purpose: This study is designed to provide a contextual understanding of the role of 

accounting education and legal structure in using these new accounting standards and to 

help companies improve their competence to carry out the implementation or 

harmonization process of the International Financial Reporting Standards. This study 

examines the impact of the educational and legal structure of companies on the use of 

IFRS with the case study in Bosnia and Herzegovina.  

 

Methodology: The impact of accounting education and the legal structure of companies on 

the use of the IFRS was analyzed by using the logistic regression method. 

 

Data:  Three hundred thirty-six questionnaires were analyzed for this survey. The survey 

includes detailed information about the companies which took part in the survey. 

 

Results: The initial survey was conducted on one thousand companies but in the end only 

three hundred thirty-six were evaluated. Additionally, factors that have an impact on 

companies’ decisions regarding the use of the IFRS are revealed in this study. 

 

Conclusion: The companies have a positive perception of the IFRS; lack of knowledge 

about the IFRS causes problems in the implementation process; lack of information about 

the global usage and importance of the IFRS; companies need more training and experts to 

help them in the application process of the IFRS; educated accounting staff and the legal 

structure of the companies are the most important factors that impact the use of this 

financial reporting system. 

 

Implications: This study has important implications regarding the application of the IFRS 

in BiH and provides beneficial information for the policy makers who are responsible for 

the implementation process.  

 

Keywords: Legal structure, accounting education, logistic regression. 

 

Jel classification: M40 

 

Introduction 

 

This research investigates the implementation of the International Financial Reporting 

Standards (IFRS) by companies that operate in Bosnia and Herzegovina according to their 

mailto:eozturk@ibu.edu.ba
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legal structure. As it is known, the International Financial Reporting Standards (IFRS) 

emerged from the need for financial credibility and accountability of companies’ financial 

statements. Therefore the new financial reporting system has importance for companies 

which have different levels of structure in different industries. By examining the degree of 

the implementation process of the IFRS and their application in companies from each 

structural level in Sarajevo, Bosnia and Herzegovina, the role of new financial reporting 

standards for companies that operate in different kinds of structural levels will be clear. At 

the same time, the results provide us with the opportunity to compare the firms for each 

structure according to their level of usage.  

 

In summary, it can be said that the aim of this study is to reveal factors that impact a 

company’s decision to use or not use the IFRS and to measure the effect of structure on 

this new financial reporting system so it can be adopted easily. 

 

 Literature Review 

 

The International Financial Reporting Language was created by people who found 

themselves needing or interested in having only one financial reporting language for the 

entire world in order to overcome difficulties that arose from different situations. The 

growing communication needs of companies reveal the necessity of common financial 

reporting standards for business life in a global world. Otherwise firms would face the 

difficulties which are the consequences of different reporting languages used by firms in 

financial reporting. Also, some unexpected situations may appear during the communica-

tion process between companies because of a language problem. 

 

The purpose of this study is to reveal the usage level of the implementation of the 

International Financial Reporting Standards in Bosnia and Herzegovina according to their 

legal structure. Also, one of the purposes is to highlight the comparison among businesses 

that have different structural levels to provide information for policy makers who are 

responsible for the implementation and application of the IFRS and who need to see the 

real situation of the IFRS in order to adopt these new financial reporting standards. 

 

The IFRS make up a structure that was used first by firms that operate in European 

countries, though now it is also the financial reporting system for a number of other 

countries which are in the process of adapting to the IFRS. The pre-existing national 

systems in developed countries tend to lose popularity against the new financial reporting 

standards in countries where the new standards have been generally approved. So, these 

countries try to find a solution to the problems which arise from differences between 

financial reporting systems and start harmonization studies. For instance, Canada 

announced that the Canadian GAAP (which was modeled on and very similar to the US 

GAAP) was to be eliminated and replaced by the IFRS in 2011.China required that listed 

companies employ the IFRS beginning with their 2007 financial reporting year. Many 

others plan to follow this same path (Epstein and Jermakowicz, 2010, p.2). 

 

Furthermore, there are also studies in the previous literature about the advantages of using 

this IFRS that help to make a company‘s auditing activities easier (Akgul and Akay, 2004), 

because they can be carried out according to a single procedure throughout the world, 

which means a more valid and reliable financial control mechanism which also proves the 

idea that was mentioned earlier in this study about the credibility and accountability of 

financial reporting. So it can be said that companies which use this financial reporting are 

satisfied with their reports with regard to credibility, reliability and validity. This situation 
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not only increases the quality of financial reporting but also provides reliable financial 

information, which is what makes the (IFRS) so important.  

Additionally, it can be seen from previous studies that harmonization to the IFRS is very 

important for a company’s financial reports because it is the only common financial 

reporting language among companies in all over the world. Doupnik and Perera (2007) 

support this idea, too. According to the authors, harmonization is the process of reducing 

differences in financial reporting practices across countries as well as aiming to increase 

the comparability of companies’ financial statements, because differences in financial 

reporting tend to have a negative impact on the global economy. The authors also study the 

comparability of financial reports, something which is as important as credibility for 

companies in order to clearly see their financial position and the changes in that position 

over a specific reporting period. Epstein and Jermakovic (2010) stated that information is 

relevant if it can be used to confirm expectations from the past. It can be stated here that 

clearly presented financial statements also have a big impact for companies in order to 

compare, and also to benchmark, financial information with the proper competitors. What 

is more, with the results of this study, analyzing the companies from different structural 

levels and comparing them according to their structure provides companies with a 

benchmark for comparing themselves with others companies operating on the same level in 

order to heighten their performance. 

 

Most of Balkan countries have harmonized their legal financial reporting system with the 

IFRS in order to join the European Union. Companies that are registered on the European 

Union stock market harmonized their financial reporting systems with the IFRS 

mandatorily in 2005. Since the collapse of the former Yugoslavia, Bosnia and Herzegovina 

and Serbia have been undergoing a difficult transformation and other countries in the 

region have also had their share of economic difficulties. Bosnia and Herzegovina is now 

an independent federation and has begun adapting its financial reporting system to the 

IFRS with the hope of someday joining the EU. Based on the situation in the Balkans 

described above, it could be said that the region has gone through a time of devastation and 

has now entered the recovery process, economically as well as in other areas. The situation 

of Bosnia is different from that of other countries in the region in that it was at the center 

of the wars and over a hundred thousand Bosnian people were killed. The scale of the 

killing had an impact in all Balkan countries but in Bosnia the effect was especially 

devastating and destructive. The war ended with the signing of the Dayton Peace 

Agreement and then the negative impact of the war started to be reversed, especially 

regarding the region’s economy. The Dayton agreement divided Bosnia into two entities; 

the Federation of Bosnia and Herzegovina (FBIH) and the Republic of Srbska (RS). The 

EU requires companies that are listed on its stock market to prepare their financial 

statements according to the IFRS. This was the first step in the adaptation and 

harmonization process in Bosnia and Herzegovina. Afterwards, all companies began to 

transfer their system to the international principal based system in order to be well adapted 

to these financial reporting standards in a very short period of time. After all that, the 

implementation of new institutional frameworks for accounting in BiH started on January 

1, 2005, though the application of the new Law on Accounting for the entire territory of 

BiH didn’t go into effect until January 1, 2006 (Basic, 2009). 

 

Financial statements should be prepared according to these standards by companies that 

operate in Bosnia and Herzegovina with detailed information. However, the standards are 

really structured for companies that aim to profit so that companies which do not aim to 

profit –like the government and other public institutions- should regulate their financial 

statements to include explanations of the items that are placed on their financial statements.  
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Aside from all the information found so far regarding the harmonization of the IFRS and 

the adaption process of companies as well as the evaluation of the real situation of 

companies, the real aim of this study is to investigate the actual situation and level of 

implementation of the IFRS by Bosnian companies and to evaluate the views of companies 

on the new reporting system and to reveal the problems that arise from the factors that 

impact whether or not companies use the IFRS and whether they report according to the 

IFRS or not. This information will allow policy makers and managers of companies to see 

how to proceed. It can be stated at this point that the benefit of this study is analyzing the 

firm’s legal structure which will also provide researchers with reliable information about 

the problems of using or reason for not using this financial reporting system at different 

levels. 

 

 Also this study provides policy makers with valuable information by showing them the 

real situation regarding companies’ perceptions of the impact of these factors on using the 

IFRS and it can help policy makers also by revealing the factors that are affected by the 

problems of implementing this financial reporting system according to the different 

structure of businesses in Bosnia and Herzegovina. 

 

To conclude, it is seen from the earlier literature there are not enough studies about the 

level of usage and also determining the perception of companies regarding the use of this 

recent financial reporting system. It is expected that this study will support the literature 

with its findings by specifying the topic as the usage level of the International Financial 

Reporting Standards according to the structure of the companies and also determining the 

other effective factors of using or not using this financial reporting system in Bosnia and 

Herzegovina. In summary, the aim of this is firstly to reveal the factors companies are 

likely to face when implementing this system and secondly proposing some implications 

for the factors which seems like obstacles. As it is mentioned, the important question for 

this study is what are the factors that have an impact on implementing these recent 

financial reporting standards for companies in Sarajevo? 

 

Methodology 

 

The objective of this study is to measure the affect two factors, namely training and the 

legal structure of companies, with regards to determining the level of implementation of 

the IFRS in BiH and to demonstrate the set of principles that have arisen from the need for 

reliability in financial reporting in an increasingly globalized world. This is done through 

analyzing the results of a survey carried out in Sarajevo in the Federation of Bosnia and 

Herzegovina. Even though researchers have addressed the subject from different 

perspectives in the preceding literature, the common view states that the recent reporting 

system increases the quality and reliability of financial reporting. The study refers to 

nothing more than a simple set of methods or procedures, and to the rationale and the 

philosophical assumptions that underlie a particular study about the IFRS in Bosnia and 

Herzegovina. The framework of this study was developed to provide information about the 

real situation related to financial reporting as regards both companies which are 

implementing the system and those companies which are not implementing the system in 

order to attract the attention of institutions who have authority and of the policy makers in 

the Federation of Bosnia and Herzegovina. In the study, the five point Likert Scale -with 

answers ranging from strongly agree to strongly disagree- was used. There were two 

questionnaire modules employed for the survey. The first, module A, was directed at 

companies who have already implemented the IFRS and the second, module B, was 

directed at companies who have not yet implemented the IFRS. The current data was 

obtained by using regression analysis in this survey study. The survey method used is the 
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most common research method for providing information in a practical way for users from 

both the academic realm as well as the business arena. 

 

Data and Participants 

 

Three hundred thirty-six questionnaires were analyzed for this survey. In the survey there 

is information about the financial reporting systems of companies according to their 

industries. Additionally, there is information about the age of the participating companies. 

The survey includes descriptions of the companies according to their size. Moreover, there 

is detailed information about the structure of the companies and the number of employees 

that they have. The following tables include all the numbered information about the 

participants of the survey. 

 

The first table is about the industries to which the surveyed companies belong. The 

companies are observed under two industries: the manufacturing and the service industries. 

Table 1 illustrates the number of companies for both. 

 

Table 1 Number of Companies
 

 

Industries 

 

Part A 

Manufacturing Service 

44 108 

Part B 48 136 

 

The table above shows that forty-four of the companies surveyed in part A operate in 

the manufacturing industry and a hundred and eight of the companies operate in the 

service industry. Also, forty-eight of the companies from part B of the survey operate in 

the manufacturing industry and one hundred thirty-six of the companies operate in the 

service industry in Bosnia and Herzegovina. The following table shows the ages of the 

companies in Bosnia and Herzegovina. 

 

Table 2 Ages of Companies
 

 

Ages Part A Part B 

1-50 years 136 149 

50-100 years 8 31 

100-150 years 5 7 

 

According to the table above, part A includes one hundred and thirty-six companies 

which have been in operation for fifty years or less, eight companies which have 

been in operation for fifty to one hundred years and five companies which have been 

operation for one hundred to one hundred and fifty years. The second part of the table 

shows the ages of the companies in part B. One hundred and forty-nine companies are 

between one and fifty years old and thirty-one companies are between fifty and one 

hundred years old and seven companies are between one hundred and one hundred and 

fifty years old. The following table shows the size of the companies in this survey study. 

 

Table 3 Size of Companies
 

Sizes 

 

Part A 

Small Medium Bigger 

60 49 43 

Part B 80 67 37 
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According the table above, part A of this survey study includes sixty small sized 

companies, forty-seven medium sized companies and forty-three large companies. The 

table also includes the information of the companies analyzed in part B. Eighty of the 

companies in part B of this survey are small sized, sixty-four are medium sized and thirty-

seven are large. The following table includes the number of employees of each surveyed 

company.     

 

Table 4 Number of Employees
 

 

Number of 

Employees 

Part A Part B 

1-1000 143 183 

1000-5000 7 1 

5000> 2 0 

 

In part A, one hundred and forty-three of the companies have between one and one 

thousand employees, seven companies have between one and five thousand employees 

and two of the participating companies have more than five thousand employees. In part 

B of this survey study, one hundred and eighty-three companies have between one and 

one thousand employees and only one surveyed company has between one and five 

thousand employees. 

 

In conclusion, three hundred thirty-six participants were selected from each type of 

company in Sarajevo to take part in this study with the hope that the survey would 

provide an opportunity to see the effectiveness of training and the legal structure of 

companies in using the IFRS in Sarajevo, Bosnia and Herzegovina.  

 

Empirical Results 

 

The Logistic Regression Model (Logit Model) is employed in order to investigate the 

factors which impact or define the usage of the IFRS. It is a form of regression which is 

used when the dependent is a dummy variable (dichotomy) which takes only two values 

and the independents are any type. 
 

Table 5 Logit Maximum Likelihood Estimation result                      

 Dependent variable is IFRS USER                                                       

 257 observations used for estimation from    1 to  257                         

 Regressor                                               Coefficient           Standard Error               T- Ratio[Prob]  

 

Legal  Structure                                      -.64734                       .22799                     -2.8394[.005]  

Cost                                                           -.20265                       .12602                    -1.6081[.109]  

Education 

 level of Accountant                                  .33536                       .17057                     1.9662[.050]  

Complexity of Conversion                        -.17081                      .17740                     -.96286[.337]  

Dissonance of Internal 

 and External Reporting                          -.0076559                     .15477                  -.049465[.961]  

Lack of Consistent 

 ifrs Application                                       -.014411                      .14833                  -.097155[.923]  

 Existing Regulations 

 about tax system                                        .18165                      .15386                      1.1806[.239]  

 The role 

 of Tax rates                                               .049611                    .13996                       .35445[.723]  

 Lack of Knowledge 

 about ifrs                                                  .055314                    .13938                        .39685[.692]  
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 Lack of Educated Staff                             -.052641                 .14689                        -.35836[.720]  

 Changing of Accounting 

Law System by Governemnt                      -.20653                   .14803                       -1.3952[.164]  

 Language Problem                                     .16897                  .14015                          1.2056[.229]  

 Lack of Enough  

Expert in the country                                  .044424                  .14846                        .29923[.765]  

 Standards that are approved 

 by government are not 

 translated on time                                    -.0085888                  .15103                    -.056869[.955]  

 Lack of awareness 

 about the importance of ifrs  

for foreign investments                              .043139                    .14516                       .29718[.767]  
 

 Factor for the calculation of marginal effects =   .23970                      

 Maximized value of the log-likelihood function =-165.3938                      

 Goodness of fit =   .63813                                                     

 Pesaran-Timmermann test statistic =   3.3865[.001]                             

 Pseudo-R-Squared =  .071545                                                    

 

The result we obtained from the logistic regression in Table 5 implies that the educational 

level of accounting staff and legal structure are important factors in using the IFRS. The 

companies with well educated staff and stronger legal entities adapt the implementation 

process of the IFRS more easily. 

 

Conclusion  

 

This study investigates the effect of accounting education and the legal structure of 

companies on the implementation of the IFRS in Sarajevo, Bosnia and Herzegovina. The 

data was obtained through a face to face survey study of three hundred and thirty-six 

companies operating in Sarajevo. Regression analyses were performed using the Microfit 

package. The analysis results indicate that companies don’t have enough information about 

the IFRS. Also, uneducated staff and the legal structure of the companies are the most 

important factors that have an impact the use of this financial reporting system. 

Additionally, it can be stated that at this point companies need more training and experts to 

help them in the application process of the IFRS. 

 

It is easy for policy makers to recognize the real problem, that is, the lack of training 

concerning the IFRS. This gap needs to be filled by policy makers. According to the 

present study, firms which operate in Bosnia and Herzegovina are in the first step of the 

adaption process to the International Financial Reporting Standards but there exists a lack 

of educated staff who know how to proceed. 

 

Moreover, this study helps researchers by providing literature about the IFRS in Bosnia 

and Herzegovina, an area with inadequate studies, perhaps due to its short accounting 

history and because the country is still in the development process. This study is useful for 

researchers who plan to do further research about the IFRS in Bosnia & Herzegovina. 

 

This study has important implications regarding the application of the IFRS in BiH and 

provides beneficial information for the policy makers who are responsible for the 

implementation process. Also, this study sheds light on the real situation of the 

International Financial Reporting Standards and the impact of training and of the legal 

structure of companies on using th eIFRS in Bosnia & Herzegovina. 
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Abstract 

 

This paper aims to indicate the major challenges of CRM strategy implementation and 

adress the most prominent literature gaps. To develop a comprehensive conceptual 

framework that should be adressed by further research, we divided this research into two 

steps to: conduct 10 semi-structured interviews with managers responsible for CRM within 

the financial sector, and content analysis of collected interviews. Given that this is a study 

of successful CRM implementation factors and the role of information technology with 

particular emphasis on innovative electronic communication channels, the most suitable is 

that sample should be comprised of the companies within the banking sector. Namely, it is 

one of the most developed industries on the Bosnian market. In addition, this sector, due to 

its ownership structure, has introduced many novelties (such as electronic communication 

channels: e.g. e-mail) particularly in relation to customers. Resulting research agenda 

based on CRM as business orientation, CRM technologies, interaction with clients, 

measuring of CRM success and Customer Privacy Policy as main categories provides the 

instructions for a new discourse on CRM strategy and its implementation.  

 

Keywords: CRM, implementation, content analysis, interview, banking sector 

JEL classification: M 15, M10 

 

1. Introduction  

Majority of CRM implementations failed (Raman, P. & Pashupati, K. 2004.; Sharma, A., 

& Iyer R., G. 2007.). The most important factors of such widespread failures are those of 

structural nature. Namely, CRM implementation involves the participation of a numerous 

functions and individuals, but also misunderstanding of the implementation process, 

especially by top management, and lack of knowledge about the implementation costs, as 

well as the length of the process.
70

 In addition, it could be argued that the most common 

reason for the poor CRM implementation is conception that CRM software drives 

customer relationships, instead of understanding that is key enabler of business strategy 

which aims to improve relationships with customers in order to create long term value for 

the company (Bohling, T., Bowman, D., LaValle, S., Mittal, V., Das Narayandas,  Ramani, 

G., & Varadarajan, R. 2006.; Foss, B., Stone, M., & Ekinci, Y. 2008.).  

This paper aims to indicate the major challenges of successful CRM 

implementation, especially when it comes to the role of IT, and address the most prominent 

obstacles to the implementation that should be overcome. To develop a comprehensive 

                                                 
70 http://www.businesslink.gov.uk/bdotg/action/detail?itemId=1075422956&type=RESOURCES  Accessed: 08/23/2011. 

http://jsr.sagepub.com/search?author1=Timothy+Bohling&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Douglas+Bowman&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Steve+LaValle&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Vikas+Mittal&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Das+Narayandas&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Girish+Ramani&sortspec=date&submit=Submit
http://jsr.sagepub.com/search?author1=Rajan+Varadarajan&sortspec=date&submit=Submit
http://www.businesslink.gov.uk/bdotg/action/detail?itemId=1075422956&type=RESOURCES
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conceptual framework that should be addressed by further research, we divided this study 

into two steps to: conduct 10 semi-structured interviews with managers responsible for 

CRM within the financial sector, and content analysis of collected interviews. 

 In the process of sample selection, we have followed the guidelines of similar 

nature studies that have already been carried out and which indicate that interviewed 

should be individuals familiar enough with the subject of analysis (Muller & Srića, 2005). 

Given that this is a study of successful CRM implementation factors and the role of 

information technology with particular emphasis on innovative electronic communication 

channels, the most suitable is that they should be companies of the banking sector. 

Namely, it is one of the most developed industries on the Bosnian market. In addition, this 

sector, due to its ownership structure, has introduced many novelties (such as electronic 

communication channels: e.g. e-mail) in relation to customers that were transferred from 

the parent companies from foreign markets.  

However, regardless of the company's activities, customers are those who bring a 

profit, but also generate loss, so the survey covers ten major banks in B & H, according to 

their market share. Interviewed individuals are managers responsible for customer 

relationship management. They have recognized that the biggest competitive advantages 

can be achieved by differentiation according to the customers offering the best and adapted 

solution for them. Hence, they are aware that is not possible without the appropriate 

technological solutions and the dispersion of communication channels. The interviews 

were designed according to the most important factors which influence CRM 

implementation in line with the existing literature. The obtained text was unitized and 

coded using Nvivo software. The research agenda based on these main categories provides 

the instructions for a new discourse on CRM implementation.  

Therefore, these research results, specify structure of this paper. The paper is 

organized as follows. First, the existing theoretical background is discussed and main 

critical factors of successful CRM implementation are addressed. Thereafter, we describe 

the process of sampling and data collection, and the methodology used in the study. Within 

fifth section, we present research results. Next, we analyze and discuss the findings of the 

research. Finally, we lay out our concluding remarks. 

 

2. Theory background 

CRM implementation is challenging and complex initiative that entails full commitment 

and support of all participants. The essence is in initial and clear defining of business 

strategies, goals and priorities, selection of appropriate technologies that can meet goals, 

and in adapting organizational culture changes that CRM brings. It is necessary to take into 

consideration differences that CRM brings in organization and its culture and to prepare 

employees for new circumstances.  

Recent research shows that 8% -16% of employees leave companies where CRM is 

implemented within two years. This is because they cannot adapt to new conditions and 

organizational climate that is totally oriented to customers.
71

 Key people in implementation 

team are business sponsor and manager for project implementation. Business sponsor who 

provides adequate budget is main lever of CRM projects, while manager for project 

implementation is responsible for success of project implementation and coordination of 

all activities related to such implementation. Each CRM implementation is specific and 

unique in its own way, considering that each company has its business strategy to clients, 

its business priorities and its IT infrastructure. CRM implementation is usually seen as a 

process that consists of six steps, ranging from collecting customer information, up to their 

use for improving access. 

                                                 
71 Greenberg P, „CRM At the Speed of Light“, Osborne, McGraw Hill, Berkeley, California, 2001., p. 285-88. 
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Step No. 1. Priority should be collecting information to identify customers and categorize 

their needs. Companies have advantage by having their own websites and online services, 

so clients can provide detailed information about themselves. 

Step No. 2. Storing information. The most effective way of storing and managing 

information about clients is to organize relational databases which allow usage of "up-to-

date" information from one source, for all users within system. 

Step No. 3. Access to information. When information is collected and centrally stored, the 

next step is to make them available to employees in a most beneficial format.  

Step No. 4. Customer behavior analysis. Using appropriate tools for analyzing data, allows 

identification of customers' different profiles and sales strategies development. 

Step No. 5. More effective marketing. A significant number of companies realized that a 

small percentage of their customers generate large percentage of their profits. Therefore, 

implementation and use of CRM solutions can be achieved by better understanding 

customer needs and desires, so it can be directed to most valuable customers. 

Step No.6. Customer experience. Just small number of customers are most profitable ones, 

and also small number of customer complaints can take significant time for employees. If 

their problems can not be identified and resolved quickly, then employees will have more 

time for other clients. 

Implementation process includes business planning, determining architecture and 

design of future solutions, technology selection, technological solutions development, 

delivering CRM systems in operation, and measuring achieved results and functionality of 

implemented solutions. 

 

The most common causes of failure for implementing CRM solutions are (Raman, 

P. & Pashupati, K. 2004.; Sharma, A., & Iyer R., G. 2007.):
72

 

• Lack of employees' trust in CRM implementation. Adjusting to customer-oriented 

approach causes cultural change. There is a risk that there will be an interruption of 

relations with clients, unless everyone in organization does not see business operations 

from perspective of clients. The result is customer dissatisfaction and possible loss of 

profits. 

• Communication. Every employee in company must know what information are needed 

and how to use them. 

• Weak leadership can cause problems in implementation. Management should direct and 

emphasize importance of customers in every project. It could happen that proposed plans 

are not good for customer, so managers should react and ask their teams for new solutions. 

• Attempt to deploy CRM as a complex solution is wrong. It is necessary to break CRM 

project into pieces that can be controlled, but they should be large enough to incorporate 

various departments and groups. 

• Too many implementations are driven by technology rather than process itself, or 

strategy. Companies are buying solutions that consider cutting edge and latest, but also 

expect that their business operations will be more effective just because of particular 

technology solution. And when companies introduce this technology, they require from 

employees to adapt to that. This mistake can be anticipate with good organization of 

business processes within sales and customer relationships, so company should purchase 

adequate CRM technology that will be more compatible with these processes. Namely, if 

employees need to make just minor changes in their usual behaviour, it is more likely they 

will adopt implemented CRM solution. Given that changes that CRM brings are more 

cultural and behavioural nature, it is important to involve employees in this process in 

timely manner. 

                                                 
72 See www.businesslink.gov.uk 

http://www.businesslink.gov.uk/
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• With inadequate support of sponsor in project implementation, who can assist in all 

potential problems during implementation, CRM initiatives have not chance for success. 

• Developing relationships with customer who does not want to. If company identifies 

highly valuable customers, and they do not want to be constantly called and contacted, 

company must respect that, otherwise effect will be counterproductive. The goal of CRM 

should be in building close relationships with valuable customers who want it. 

If CRM implementation does not give any results after a certain time, the following 

possibilities remain:
73

 

Repeat CRM initiatives - best solution is to reduce CRM to its essentials in order to fulfil 

the most important goals and engage resources in that direction. 

Subsequent organizational integration - if a problem for implementation of CRM lies in 

organizational adaptation to changes that CRM should bring, it is necessary to do it 

subsequently by establishing a plan for education and rewarding employees, and also 

explaining benefits that CRM brings. 

Reconstruction of CRM strategy - if certain IT systems prove to be too expensive and/or 

non-functional, other solutions should be found. 

 

3. Sampling and Data Collection 

In the process of sample selection, we have followed the guidelines of similar nature 

studies that have already been carried out and which indicate that interviewees should be 

individuals familiar enough with the subject of analysis. In line with this, interviewees are 

managers responsible for customer relationship management. These in-depth interviews, 

we found quite useful in the analysis of their opinions, perceptions and beliefs regarding 

CRM implementation issues and the greatest impediments to successful implementation. 

Given that this is a study of successful CRM implementation factors and the role of 

information technology with particular emphasis on innovative electronic communication 

channels, the most suitable is that they should be companies of the banking sector. 

Namely, it is one of the most developed industries on the Bosnian market. In addition, this 

sector, due to its ownership structure, has introduced many novelties (such as electronic 

communication channels: e-mail, e.g.) in relation to customers that were transferred from 

the parent companies from foreign markets.  

However, regardless of the company's activities, customers are those who bring a 

profit, but also generate loss, so the survey covers ten major banks in B & H, according to 

their market share.  

 

Table 1. Ten major banks in B&H, according to their market share (31/12/2010) 

 

The table contains information on ten largest commercial banks in Bosnia and Herzegovina 

which are ranked by market share based on their assets. With market share of 17.85% of 

total banking assets in B&H, Raiffeisen Bank Sarajevo is still the largest commercial bank 

                                                 
73 Ebner M., Hu A., Levitt D., Mccrory J., „How to rescue CRM“, The Mckinsey Quarterly, 2002., p. 5. 

Bank / Market share according to… Assets Loans 

Raiffeisen bank Sarajevo 17,85% 16,82% 

UniCredit bank Mostar 17,20% 15,61% 

Hypo Alpe Adria bank Mostar 8,87% 11,71% 

Hypo Alpe Adria bank Banja Luka 8,05% 9,84% 

Intesa Sanpaolo bankSarajevo 6,14% 6,33% 

NLB Razvojna bank Banja Luka 5,40% 4,52% 

NLB Tuzlanska banka Tuzla 4,46% 4,31% 

Nova bank Banja Luka 4,15% 4,08% 

Volksbank Sarajevo 3,84% 3,78% 

Sparkasse Sarajevo 3,72% 3,75% 
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in our country. On second place within this list is the UniCredit Bank Mostar with a market 

share of 17.20%, followed by Hypo Alpe Adria Bank Mostar (8.87%), Hypo Alpe Adria 

Bank Banja Luka (8.05%) and Intesa Sanpaolo bank Sarajevo (6.14%). The table also 

contains data for ten largest banks about share of their loan portfolio in total loans of the 

banking sector of Bosnia and Herzegovina. 

 

4. Methodology 

Considering that the most papers related to CRM implementation are conceptual nature, 

content analysis arised as the most aplicable method of data analysis. As qualitative 

research method, content analysis is commonly defined as “the intellectual process of 

categorizing qualitative textual data into clusters of similar entities, or conceptual 

categories, to identify consistent patterns and relationships between variables or themes” 

(Julien, 2008). Content analysis is appropriate considering that provides reducing data and 

making sense of them—of deriving meaning. This research method seeks to analyze 

published information systematically, objectively and reliably (Guthrie and Parker, 1990). 

This is the most frequent applied method of analyzing a wide range of textual data, 

including interview transcripts, recorded observations, narratives, responses to open-ended 

questionnaire items, speeches, and media such as drawings, photographs, and video. 

Content analysis has been commonly used in the literature to evaluate the extent of 

disclosure of various items (Hackston and Milne, 1996). A qualitative approach to content 

analysis, however, is typically inductive, beginning with deep close reading of text and 

attempting touncover the less obvious contextual or latent content therein (Julien, 2008).  

Content analysis include gathering data and codifying qualitative and quantitative 

information into previously defined categories in order to derive units as specific patterns 

for analyzing and reporting of results. 

To develop a comprehensive conceptual framework that should be adressed by further 

CRM implementation research, we divided this research into two steps to: 

 conduct 10 semi-structured interviews with managers responsible for CRM within the 

financial sector,  

 and content analysis of collected interviews. 

In this way, major challenges of the succesful CRM implementation will be 

detected. The interviews were designed according to the most important factors which 

influence CRM implementation in line with the existing literature. The obtained text was 

unitized and coded using Nvivo software. Therefore, the next phase was the selection of a 

unit of anlaysis - unitization of literature in smaller parts based on “thoughts units”. 

Regarding basis of the coding, in the literature a debate has arisen whether use words, 

sentences, papers' abstracts or some parts of pages. The most content analysis use 

sentences as the basis for coding and we prefer this approach. The obtained data were 

codified into various groups or categories based on selected criteria. Then, texts were 

imported into Nvivo software, produced the coding scheme and conducted the coding 

process based on the gathered literature. This type of category development assume that 

frequency determines the importance of the subject matter. 

The result of this content analysis is recommended conceptual framework. 

Research findings indicate that: CRM as business orientation, CRM technologies, 

interaction with clients, measuring of CRM success and Customer Privacy Policy represent 

the most significant categories of the proposed framework for successful CRM 

implementation.  Moreover, these categories refer to the major challenges of the CRM 

implementation process.  
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5. Research results 

Research results show that most banks from sample understand importance of their 

commitment to customers and customer relationship management as necessary business 

orientation. However, specific implementation of CRM business strategy in terms of 

existence of appropriate departments that should deal exclusively with customer 

relationship management, also support of appropriate technology solutions and information 

systems, is still missing. Research results indicate that: CRM as business orientation, CRM 

technologies, interaction with clients, measuring of CRM success and Customer Privacy 

Policy represent the most significant categories of the conceptual framework for successful 

CRM implementation. Moreover, these categories refer to the major challenges of the 

CRM implementation process. Analysis of the categories is shown in Table 2. 

 

Table 2. Conceptual framework 

 

These research findings determine structure and content of this paper. Details on each 

category follow. 

 

6. Analysis and Discussion 

6.1. CRM as business orientation 

Although they are in various stages of development and implementation of CRM solutions, 

all respondents emphasized the importance of CRM and accept it as their business strategy. 

CRM as business 

orientation 

Acceptance of customer 

relationship management, as 

business orientation 

CRM acceptance by all 

employees 

Focus on customer 

Organization of CRM 

department or marketing 

department is exclusively 

engaged in CRM concept 

CRM technologies 

 

Collecting, storing, 

processing and analyzing 

customer data 

E-mail, Web pages, Web 

log analysis, search 

engines, bulletin boards, 

contact center, etc. 

Role of information systems 

Software solutions and 

evaluations of their 

success 

Interaction with 

customers 

 

Knowing customers (requests 

in terms of quality, 

reasonable price, speed of 

delivery, pricing, etc.) and 

personalization of relations 

Channels of 

communication (e-mail, 

contact center, Web 

browsers, printed media, 

etc.); 

CRM Success Measuring 

 

Frequency of visits to 

companies Web site  

Percentage of repeated 

purchases; 

Incidence of complaints and 

reclamation 

Responsiveness to 

customers requests 

Loyalty programs 

Customer Privacy Policy 

 

Privacy policy (defined rules 

to protect privacy); 

Knowing privacy policy by  

customers; 

Customer confidence in online shopping. 
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Banking sector, unlike sectors such as telecommunications (which has similarities in 

intensive application of information technologies), is regulatory arranged, and there is 

absolute competition, so bank management believes that besides pricing strategies - which 

are unwilling approach, the significant competitive advantage can be achieved just by 

differencing toward customers and their needs, in a way that they should find best solution 

for them. CRM provides to a company an opportunity for better understanding customers 

and establishes a sort of cooperation among them. The goal of CRM is not just building 

good relationships with clients, but their integration and building a win-win approach 

where everyone wins. Clients receive desired products or value-added services, and 

companies get loyal customers who bring profit, stronger competitive advantage and long-

term survival on market. Nowadays, when competition is very pronounced where products 

and services can be easily copied, source of companies differentiation becomes a quality 

customer relationship management. 

Unexpected fact is that 40% of companies investigated by this study have CRM 

department responsible for implementing CRM strategies, and daily communication with 

clients. However, this surprising fact should be considered in context that banks and 

banking sector compared to other companies in our market, are far above the average. 

Marketing department exclusively deals with the relationships with clients in 53% of banks 

participating in this survey. These are usually activities of creating marketing campaigns 

and measuring performance indices, using data mining tools, in cooperation with technical 

department. On the other hand in 7% of banks, there is no department that deals with 

CRM. However, these banks are planning in near future to establish a CRM departments 

and implement appropriate CRM software solution. 

 

Graph 1. 

 
 

Depending on organization of bank, most of CRM department are located in a sector 

related to residents (known as Retail), or as case in one of banks, where CRM department 

is in sector for alternative channels of communication with clients. All CRM initiatives are 

related to work with population, which is understandable at this stage of their development. 

Business clients are organized on principle key-account managers, based on one-to-one 

relationship. Most often CRM initiatives of banks include: 

• Segmentation of clients based on some criteria 

• Cross-selling initiatives 

• Customer Profitability Analysis 

• Analysis of business performance in branch offices and employees (KPI) 

• Customer support system 

• Examining customer satisfaction. 
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6.2. CRM technologies 

CRM strategy is a set of strategies and business processes oriented to customers, supported 

by relevant technology and software solutions in order to gain customer loyalty and 

ultimately to increase profitability. Therefore, CRM is a business strategy, while CRM 

technology implies tools for strategy realization, and without them this kind of approach 

would not be possible. The use of modern information technology improves customer 

relations by increasing speed and flexibility of response to their requests, as well as 

personalization and quality interaction. Continuous collection and interpretation of data, 

technology infused into active information. Whether banks in B&H, at least those included 

in this study, understand technology role and its importance in customer relationship 

management, indicate following results: 78% of them believe that technology role in 

achieving customer satisfaction is indispensable, 18% considered technology as 

insufficient, and 4% of them assigned different values such as defining technology role as 

a very important element which improves CRM concept in a certain degree. 

As already mentioned, the technology represents tool that facilitates CRM strategy 

implementation. Technology solutions selection affects success of CRM implementation, 

therefore, special attention should be focused on characteristics of software solution. 

Research results show that, 27% of companies use Microsoft CRM software solution, SAP 

solution is implemented at 23% of investigated companies and 50% do not use any kind of 

CRM software solution. Information systems vary from simple CRM solutions that cover 

only one business function, till comprehensive and complex solutions intended for large 

corporations. Which solution company will take, depends on its strategy and specific 

needs. 

 

Graph 2.  

 
Although majority of examined banks recognize importance of CRM, the degree of use 

and tools sophistication vary from one to other. Common thing to them is that - none of 

them have  completed and implemented system integrated with other CRM software, and 

also all of them plan to allocate significant financial and other resources to implement it. 

 

6.3.  Interaction with customers 

The form of communication that companies have with customers determines quality and 

reliability of information about them, which is from crucial importance for research and 

analysis of customer value. Companies that do not know their clients do not have complete 

information about their expectations, and they won’t be able to offer appropriate value. 

Most banks believe that quality of products and services represent the greatest value for 

clients. In this context, 80% of banks use the Internet as a source of customer information. 
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In fact, most banks have a Web page. However, Web pages are mainly informative 

and provide basic information about offer and its conditions, and small number of them is 

used in transactions and "real" business purposes. Thus, 57% of investigated banks update 

their page weekly, 32% monthly, and 11% of them update their Web sites for periods 

longer than 6 months. 

Furthermore, dispersion of communication channels is desirable because it facilitates 

establishment of sophisticated and two-way relationships with customers, but also makes it 

difficult to integrate data and create a unique image of clients. To be successful in electronic 

environment (e-environment), companies must continuously improve their offerings and 

enhance value provided to customers, which is difficult without a reliable and complete picture 

of their clients. Therefore, building a comprehensive and complete image of client is not possible 

without integration of internal business and web applications of company, which assume 

customer data management and their integration. For actual customer perceptions and their 

expectations companies need to integrate customer data obtained from different sources. 

Respondents mostly do not have integrated information from all communication channels with 

customers (call-centers, web, e-mail, offices) and it is impossible to create a consistent image of 

client. Although they do not have integrated data about communication with clients, all banks 

have consistent data across all business functions with clients and it is very easy to get 

information about client characteristics such as: payment transactions, total debt, amount of 

income, purchasing habits, total exposure, etc. Most respondents considered that improvement of 

relations with clients, in addition to introduction or improvement of existing applications, it is 

necessary to integrate all channels of communication with clients, which will allow them a more 

complete access and consistent picture of clients. This kind of integration is planned through 

connecting call center applications with other applications, as well as through integration of web 

and email contacts of clients, with bank.  

 

6.4.  CRM Success Measuring  

 

The main purpose of customer relationship management is to achieve their satisfaction and 

to initiate repeat purchase. Only satisfied client will decide to purchase same product from 

same company again. Are customers satisfied and whether they achieved value with 

purchasing and using products and/or services, can be found on basis of how often they 

return to company, or what is proportion in total repeated purchases of certain companies. 

This study shows that percentage of repeated purchases is 20% of total purchases in 19% 

of examined banks, 50% of total purchases in 32% of banks, and 80% of total purchases in 

49% of banks from observed sample. Loyalty and satisfaction in most banks covered by 

this study is measured using the CATI method (Computer assisted telephone interviewing). 

Most respondents believe that their banks need to upgrade existing information systems, 

particularly in terms of monitoring trends in customer behavior that would result in a 

proactive approach and early warning in case of certain deviations, changes on the market, 

etc. 

 

6.5.  Customer Privacy Policy 

 

One of the biggest disadvantages of electronic commerce is compromise of security and 

privacy. That causes highest damage to doing business with end consumers (B2C). 

Therefore, privacy of data becomes an important component of customer relationship 

management. There is expressed importance of collecting data about clients, their behavior 

and habits, desires and needs, their preferences and expectations, so that company can 

successfully meet their requirements. In this sense, many companies introduce loyalty 

programs that provide different benefits to clients in doing business with company, but 
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they are required for prior permission for collection of personal data. If company 

jeopardize or harm privacy of its clients, it will have adverse impact on their relationships. 

Clients who lost confidence in company are forever lost. Building mutual trust is especially 

important in electronic commerce, where physical meetings are reduced to a minimum. 

Therefore, companies should provide protection for personal data of clients from: loss, 

damage, destruction, unauthorized access, unauthorized or unwanted impairment loss, 

unauthorized use, etc. 

Certainly, data privacy is a common problem for company and its customers, 

because in case of its compromising, both sides are losing. Privacy of data is certainly a 

common issue for both, company and its customers, because in case of compromising 

privacy, both sides lose. Clients lose privacy and trust in company, and companies lose 

customers as its greatest value. Therefore, companies and customers need to solve that 

problem through cooperation and mutual communication. This deepens their relationships, 

and companies by communicating with customers about privacy issues become more 

familiar with its client profile which will enhance their business intelligence. Company 

have opportunity to establish better relationships, attract more customers and generate 

more revenue. "Privacy can be source of major problems, but even bigger source of 

business opportunities." 
74

 

By providing security measures and privacy policy, company can eliminate fears of 

potential clients. Several plausible words can be a powerful motivation factor that will turn 

concerned individuals into loyal customers. The task is to ensure customers to buy with 

confidence and reliability in a secure and private environment. Only this kind of approach 

and genuine concern about clients and protection of their privacy, will result in a highly 

desired customer loyalty. Investing in clients privacy will certainly provide a competitive 

advantage and improved market position of company.  

As previously indicated, one of main problems in electronic business is data privacy. 

Privacy in context of customer relationship management, means control over personal 

information of clients and their protection from any form of abuse. For this reason, companies 

should define programs and policies to protect customer privacy. With their publishing, company 

will strengthen confidence of clients, and give an impression that company cares about its 

customers. In this way privacy of data can be used as an opportunity to deepen relationships with 

clients and gain their loyalty. Furthermore, 35% of banks, which are object of research, for any 

use of data requires prior permission from clients. As means of protecting privacy, 18% of banks  

avoid Spam (sending unwanted e-mail messages),  as a means of protecting privacy use 18% of 

banks, 42% of banks continuously improve and emphasize security and privacy policies. 

Unfortunately, 5% of banks in struggle against abuse of personal data of their clients do not use 

any form of protection. 

 

Graph 3.  

 

 

                                                 
74 Rendleman J., „Security vs. Privacy“, preuzeto sa  www.informationweek.om/story/IWK20020111S0048 
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7. Conclusion 

This paper investigates the most prominent factors that determine success of CRM strategy 

implementation. The intention was to develop the most prominent categories from the current 

literature, obtained research papers and collected interviews. In this way, major challenges of 

CRM implementation are detected. CRM as business orientation, CRM technologies, interaction 

with clients, measuring of CRM success and Customer Privacy Policy are recognized as the 

main categories. Therefore, this study indicates the most prominent literature gaps, but also the 

most perspective and still insufficiently used possibilities. Namely, the research results indicate 

that most banks in the sample understand the importance of their commitment to customers, and 

customer relationship management as a necessary business orientation. However, actual 

implementation of the CRM business strategy, in terms of the existence of appropriate 

departments that deal exclusively with customer relationship management, support of 

appropriate technology solutions and information systems, is still missing. 
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Abstract 

 

This paper aims is to address the existing gap between the companies' knowledge about 

their own customers, and customers' experiences, especially when it comes to domestic 

firms. In this way, we will get a more objective image of companies' real success in CRM 

implementation. As a method of data collection, Computer Assisted Telephone 

Interviewing (CATI) has been used for interviews with customers. Therefore, sample is 

comprised of 500 customers in B & H from both entities. They were contacted at random, 

but targeting mostly urban locations, considering data collection method. Research 

findings indicate and confirm our proper definition of adequate research criteria and initial 

distribution of questions within questionnaire with focus on quality of interactions between 

clients and company. Specifically, establishment of better and intimate relations between 

company and its clients, faster and better dealing with their problems certainly lead to their 

loyalty to company. In addition, the type and diversity of available communication 

channels significantly determines buying decisions and selection of supplier to whom 

clients will show their confidence. It is desirable to combine different communication 

channels in order to acquire complete image of client and its expectations, and to offer a 

possibility to choose form of communication, according to customer's preferences. In line 

with this, 88% of respondents use the company's Web presentation as a substantial source 

of information for the product finding and selection. Specifically, it is extremely 

undesirable result that even 61.1% of respondents were not sufficiently informed, and we 

have already indicated how interactions are important in establishing a trust between 

customers and companies, also attracting and retaining customers. On the other hand, these 

data are best reflection of inconsistent CRM strategy implementation in domestic firms. 

Keywords: interaction, e-communication channels, customer satisfaction, CATI  

JEL classification: M 15, M10 

 

1. Introduction 

 

The most successful companies, today, are those that create business processes from 

perspective of customers and fully adjust it to them. The development of new technologies 

has enabled customers to collect information about the supply of various products and 

services, making it easier to find the best and highest quality providers. The client is in a 

position to choose and decide upon those who offer better value. Thus bargaining power in 

the value chain moves towards client whose preferences determine the success of 

company. 
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On other hand, use of new technological developments reduces operating costs and 

prices of products and services, which further intensify competitive market relations. It 

affects on unfavorable position of providers in relation to clients. Therefore we can say that 

customer relationship management and achieving its satisfaction has never been more 

important and necessary as in terms of overall digitalization. However, it does not mean 

that achievement of customer satisfaction means online communication and sale of 

products and services to customers. Moreover, it does not imply that a company which has 

a better and updated Web site will win the trust of customers, but it will continue to be 

based on that which company will recognize the needs of customers and satisfy them more 

effectively in relation to its competitors. 

Today, customers have high expectations. They expect continuous interaction with 

the company through various channels: Web, call center, retail stores, e-mail, etc. They 

want companies to understand their needs, interests, preferences and buying habits. Direct 

and targeted contact with consumers, which Internet provides has resulted in more personal 

relations between companies and customers creating a database of consumers and 

monitoring their activities. Digital economy provided a more effective targeting and 

personalization, and "one-on-one" relations, adjusted to targeted segments and individual 

customers. Consequently, it is possible to build stronger relationships with relevant 

segments (digital consumer communities), individual consumers and business partners. 

Thus digital economy brings a new dimension to consumers and puts companies in front of 

big challenge. Companies that do business on Internet must adapt and be ready to respond 

to increasing challenges placed in front of them by sophisticated consumers. Those who 

seek to strengthen its competitive position and to differentiate in relation to others, develop 

customer-based strategies based on developed relationships with clients to meet their long-

term satisfaction. Achieving customer satisfaction and trust does not mean offering the 

right product or service that will meet its expectations, but to deliver "positive experience" 

that will result in its enthusiasm. If the customer is dissatisfied with provided service and 

experience with a particular company, it will be easy switch to a competitor's Web site. 

The key to success of company is consistent communications across all channels of 

customer interactions, i.e. unified communication of brand and image of company through 

Internet, e-mail, electronic and print media, physical contact centers, etc. In accordance 

with that, the relationship between companies and customers are becoming more 

personalized and majority of marketing communications consisted in form of 

manufacturer’s and/or seller's monologue transforms into a dialogue partnership of buyers 

and sellers. The greatest challenge of modern customer relationship management is to 

provide right information, in the right scope and shape, in way that matches specific needs 

of clients. This aims to achieve synergistic effects of virtual and physical channels of 

communication. 

In line with this, the paper aims to contribute to the research area of customer 

relationship management, primarily in terms of establishing effective and long-term 

communication with customers. The purpose of this study is to explore the greatest 

challenges of interaction between customers and companies from the perspective of clients. 

The aim is to address communication as a basis and a critical factor in establishing long-

term partnership between companies and customers.   

The paper is organized as follows. First, the existing literature is discussed in order 

to develop the theoretical background and the conceptual framework for the study. 

Thereafter, we describe the methodology used in the study, including the sample, measures 

and scales generated. We also present research results in this section. Next, we analyze and 

discuss the findings of the research. Finally, we lay out our concluding remarks. 
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2. Theory background 

 

A strong connection with customers is the key to their satisfaction, especially if this 

connection is established by recognizing customers’ needs and it may therefore become 

one of the crucial competitive advantages. The main objective of CRM is to get to know 

the customer as well as possible so as to help a company deliver better, more appropriate 

and higher added value to the customer (Chen, I.J., & Popovich, K. 2003.). It's a strategy 

used to learn more about customers' needs and behaviors in order to develop stronger 

relationships with them. After all, good customer relationships are at the heart of business 

success. 

In fact, if you do not know your clients, and for that quality interaction is crucial, 

then you cannot even satisfy them. In terms of improving relationships with customers, 

development of information technology and particularly Internet has radically changed 

nature of these relationships (Feinberg, R., & Kadam, R. 2002.). The use of information 

technology allowed "one-to-one" relationships with customers, creation of personalized 

product or service, facilitating purchasing process, ongoing communication that leads to 

long-lasting relationships with clients (Pan, S. L., & Lee, J. N. 2003.). The aim of company 

is not just to attract customers but to keep them and to offer them added value in terms of 

long-term cooperation where everyone wins. Only this approach will result in the ultimate 

goal and that is customer loyalty. 

Modern information technology allows connection with each individual customer. 

Every customer is treated on individual basis, as a separate market segment (Peltier, J.W., 

Schibrowsky, J.A., & Schultz, D.E. 2003.). This approach enables companies to 

individually adjust their products and/or services, advertising, methods of payment, etc. 

Thus direct marketing in various ways produces positive impact for customers. For 

example, the possibility of home shopping via Internet or interactive television for 

individual customers can be fun and satisfying, while others may prefer to learn about 

product features and services, without contact with the company's sales staff. 

On the other hand, quality of mutual interaction between company and clients was 

particularly improved with ability to combine communication channels. In order to 

establish interactive communications, we have to encourage usage of new communication 

channels such as e-mail, "chat" or "video conversations". It is desirable to combine 

different communication channels in order to acquire complete picture of client and its 

expectations, and to offer customer to choose form of communication according to its own 

preferences (Kelley. L.L., Gilbert D., & Mannicom, R. 2003.). 

Precisely, this kind of CRM philosophy that is based on the multi-channel 

communication between company and its customers, reaches its culmination during 

exponential growth of Internet. Internet technology provides multimedia and hypertext 

presentation of information and interactive communication (Peltier, J.W., Schibrowsky, 

J.A., & Schultz, D.E. 2003.; Bradshaw, D., & Brash, C. 2001.). However, the higher value 

of Internet lies in creating "one-to-one" relationships with clients. Companies have ability 

of separate approach to each customer and clients themselves define which information 

they need, when and how they want to have them. In this way it is possible to create and 

distribute the information that each customer needs. Constant availability of Internet 

services allows customers to choose when to access Web sites, unlike other forms of media 

and communications, that have very limited broadcast time and advertising (television, 

magazines, etc.). The process of searching and finding information is much faster, and 

price is relatively low in terms of content size and market size (globally) to whom is 

offered. Therefore we can say that communication via Internet is fast, cheap and massive. 

Successful companies supported by information technology are ready to learn and 

to adapt unusual and individual customer requirements, according to their financial 

http://dl.acm.org/author_page.cfm?id=81452596921&coll=DL&dl=ACM&trk=0&cfid=80456970&cftoken=44229375
http://dl.acm.org/author_page.cfm?id=81452600343&coll=DL&dl=ACM&trk=0&cfid=80456970&cftoken=44229375
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strength, and also to allow them to use different ways for purchasing goods and services, in 

accordance with demands of their life style (Kotorov, R. P. 2002.). Therefore, we can 

surely say that times when sellers could require 6-8 weeks for delivery are forever gone. 

Today, online shoppers want to be able to monitor fulfillment of their orders, from moment 

when they click the button to purchase, until the receipt of consignment at threshold of 

their own home. In addition, they require the possibility to determine ways of packaging, 

delivery costs, mode of transportation, delivery time, the distribution of orders in several 

different places, etc. 

 

3. Research method 

3.1. Sampling and Data collection 

 

The data for this study were collected using a survey research method. The sample is comprised 

of 500 households in Bosnia and Herzegovina. In selecting the sample, we followed guidelines 

of similar studies, which indicate that respondents should be individuals familiar enough with 

subject of analysis. Given that it is about application of CRM concepts and role of information 

technology in establishing direct and two-way communication with clients in obtaining their 

loyalty, the most logical is that sample should be consumers on the Bosnian market. Specifically, 

clients are those who make a profit with their preferences, but also generate losses. In this 

context, it seemed especially intriguing and useful to explore their attitudes and perceptions of 

companies and their products and/or services. They were asked to respond to a telephone 

questionnaire based on their perception and experience of the customer relationship, especially 

when it comes to domestic firms. CATI – Computer assisted telephone interviewing represents 

the oldest form of computer assisted interviewing (Nicholls & Groves, 1986).  This an interview 

method is used mainly in lifestyle analyses in social sciences (Derr et al., 1992; Galuska et al., 

1996). Furthermore, CATI interviews are an excellent for exploration and understanding the 

opinions and perceptions. It has been applied in for interviews with experts but also general 

population. It is a highly standardized method, in which the interviewers read off the questions 

from a computer screen and type the answers directly into the computer as they proceed with the 

questioning. For many years now, telephone interviews have played a greater role in market 

research than face-to-face interviews. Their most prominent advantages such as are quickly and 

easy performing, but also covering a wide area of the population were the decisive criterion for 

the selecting this data collection approach in our research.   

Given that CATI method was applied in order to provide as much responsiveness as 

possible, research was conducted within urban areas. In line with this, we took into 

consideration the equitable distribution of respondents by individual urban areas, as well as 

by entity. Thus from total number of respondents, the 300 of them have residence in the 

Federation of B&H. Sample characteristics according to geographical criteria and 

percentage of participation for individual areas are as follows: 

 

Table 1. Sample characteristics 

 

City 

Estimated size of 

municipalities 

Total percentage in 

relation to the sample 

(%) 

Citizens of 

RS 

Prijedor 99679 17,5 35 

Banja Luka 227046 39,9 80 

Doboj 81426 14,3 29 

Bijeljina 110298 19,4 38 

Višegrad 19659 3,5 7 

Trebinje 31620 5,6 11 

Total: 569728 100,00 200 
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City 

Estimated size of 

municipalities 

Total percentage in 

relation to the sample 

(%) 

Citizens of  

FB&H 

Bihać 61191 6,9 21 

Mostar 111116 12,6 38 

Zenica 127113 14,4 43 

Sarajevo 421289 47,6 143 

Tuzla 131464 14,9 44 

Livno 32161 3,6 11 

Total: 884334 100,00 300 

 

3.2. Survey instrument  
 

As already indicated, the research was conducted via telephone questionnaire. The 

questionnaire comprised three main sections: part I, part II and part III. In the first section 

respondents were asked to answer some demographic questions such as: age, gender, 

education degree, employment status, place of residence. In addition, there is a question 

related to customer's perception of the most valuable product's and/or service's features. As 

the most prominent attributes are indicated: quality, price, confidence and reliability in a 

particular provider, recognition and presence of products on the market, service, 

innovation, design and image of company or product/service and good publicity. This 

question requires respondents to rank three most significant attributes by their importance. 

In this section questions dealt with the scope and quality of interaction, the preferable 

communication channel, use of personal customer's data and providing feedback that can 

be useful for company in order to enhance its offer, as well as customer's satisfaction on 

sufficient information about certain products and services. Considering our intention to 

investigate domestic companies and their products and services, but also to identify the 

major challenges in customers' relationship, the third section is related to domestic 

companies. In this section called Part III customers were asked to evaluate relationship 

between domestic companies and customers, and their perception about successful CRM 

implementation. Also, there are questions related to customers' awareness about domestic 

products and their preferences.  
 

4. Research findings  

The research findings provided satisfactory support for our intention to emphasize 

communication between customers and companies as the heart of modern customer 

relationship management. Direct and two-way communication provides an opportunity for 

company to improve its knowledge of clients establishing a sort of cooperation among 

them. In fact, the goal of CRM is not just to build a good relationship with clients, but also 

their integration and building a "win-win" approach in which everyone wins. Customers 

receive desired products or value-added services, and companies get loyal customers who 

bring profit, stronger competitive position and long-term survival in the market. 

Comprehensive customer relationship management is achieved by integrating all channels 

of communication and digital technologies - telephone, Internet and information systems 

(databases) in order to obtain full insight into characteristics of consumers and an 

expansive view of the history of their relationship with the company. This type of 

integration would mean that companies can use all types of information about all products 

and services that consumers use and to make them available within all delivery channels 

and points of contact with consumers. 
75

 

                                                 
75 Kalakota R., Robinson M., „E-Poslovanje 2.0“, Mate, Zagreb, 2002., p. 211. 
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This study shows that level of customers' awareness about products and/or services 

affects their satisfaction and commitment to purchase product or service. So, majority of  

respondents, in fact 51.3% said they were mostly informed about purchased products 

and/or services. In addition, a type and variety of available communication channels 

significantly determines decision to purchase and to select provider to whom clients will 

show their trust. In accordance with this, even 88% of respondents assessed that websites 

of providers are major source of information for them. Most customers use company's Web 

presentation as vital resource for finding information and selection of products, while 

ordering is performed with some of traditional methods. More detailed explanation of these 

and other relevant research results are given in the next section (Analysis and Discussion). 

However, the results indicate and confirm our proper definition of adequate 

research criteria and initial distribution of questions within questionnaire with focus on 

quality of interactions between clients and company. Specifically, establishment of better 

and intimate relations between company and its clients, faster and better dealing with their 

problems certainly lead to their loyalty to company. In order to establish interactive 

communication we should encourage usage of communication channels such as e-mail, 

"chat" or "video conversations". It is desirable to combine different communication 

channels in order to acquire complete image of client and its expectations, and to offer a 

possibility to choose form of communication, according to customer's preferences. Hence, 

we can conclude that direct, interactive and good communication is the essence of the 

successful customer relationship management. This is particularly evident in conditions of 

intensive use of ICT. Customers' experiences and their assessment of CRM 

implementation success by domestic Bosnian companies are particularly indicated. In fact, 

the aim is to establish clear distinction between domestic and foreign companies in terms 

of ensuring quality communication with customers. In this way, it is possible to detect 

deficiencies that should be improved and to address major challenges that should be 

explored by further research and expertise.  

 

5. Analysis and Discussion  

In order to achieve customer satisfaction, companies need to investigate what represents a value 

for customers, and to transform it into specific features of their offers, in terms of appropriate 

quality of products and/or services, reasonable prices, etc. The quality of products and services is 

the highest ranked value for customers, and it is the attitude of 76.1% of respondents. Quality 

will attract, satisfy and keep customers. The next most important feature that should be taken into 

consideration when buying a product is low price, pointed out by 64.2% of consumers. Services 

in terms of providing appropriate information, kindness of staff, etc represent the third most 

important value in consumers’ decision to purchase a particular product, pointed out by 78.2% of 

respondents. Preview of product characteristics that affect purchasing decisions of respondents is 

given in following table. 

 

Table 2. The most prominent product characteristics that affect buying decisions   

 

 

Product characteristics 1st response 2nd 

response 

3rd response 

Quality 76,1% 19,3% 4,7% 

Price 20,9% 64,2% 14,9% 

Trust and confidence in particular provider 5,4% 25,9% 68,6% 

Recognition and representation of products on market 10,8% 29,7% 59,5% 

Service (friendly staff, information about using ...) 4,7% 17,1% 78,2% 

Innovation, design and image of company or product / service 7,7% 19,2% 73,1% 

Good publicity 7,3% 9,8% 82,9% 
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Furthermore, completely unexpected data is that 88% of respondents assessed 

company's Web site as a major source of information about product when making 

purchasing decisions. However, this surprising fact should be considered in context that 

residents of large, urban centers of Bosnia participated in research, thus, the result is not 

representative and cannot be applied to entire population of Bosnia and Herzegovina, but it 

is significant in the sense that in such urban areas companies should focus on improving 

the quality of Web site and its information content. Multimedia features of Web sites 

allows companies to display information in form of text, sound and video, while hypertext 

allows users to quickly and easily review and find necessary information. However, the 

highest value of Internet is in making "one-to-one" relationships with clients. Companies 

have possibility of individual approach to each customer separately, but also the customers 

determine what information they need and when and how they want to have that 

information. Unfortunately, most customers use companies’ Web presentations as a vital 

resource for finding information and for selection of products, while ordering is performed 

with some of traditional methods. Customers will prefer online orders for already known 

products and repeated purchases, due to which they need ability to order products in a way 

that suits them best (e-mail, Web form, phone, fax, etc.). Web pages are used mainly for 

informational purposes, providing basic information about company and its offer, but less 

for transactions and "real" business purposes. The next most valuable source of 

information is Call Center, pointed out by 85.4% of respondents, followed by direct 

information on the point of sale with 63.3% of respondents. 

 

        Table 3. The Sources of information 

 

Sources of information: Important NOT important 

Advertising on TV, radio, newspapers 41,1 % 58,9 % 

Flyers 28,9 % 71,1 % 
Billboards 26,5 % 73,5 % 

Web sites of provider 88,0 % 12,0 % 

Free phone (call center) 85,4 % 14,6 % 
Direct information in outlet 63,3 % 36,7 % 

 

Today, in conditions of expressed global competition, it is particularly significant to  

collect data about customers, their behavior and habits, desires and needs, their preferences 

and expectations, so that companies can successfully respond to their requests. In this way, 

numerous companies introduce loyalty programs that provide clients with variety of 

benefits while doing business with company, but clients are asked for previous permission 

for collecting personal data. Usually, there are some benefits that client can experience 

when purchasing products such as discounts and similar. However, it sometimes leads to 

misuse of personal data of clients and distortion of their privacy. Exactly that violation of 

privacy is one of the biggest problems in modern customer relationship management that is 

mostly based on intensive use of ICT and electronic business where physical contacts are 

reduced to minimum. This concern for privacy is becoming important component of 

customer relationship management. If company jeopardize or harm privacy of its clients, it 

will have adverse impact on their relationships. Clients who lost confidence in company 

are forever lost. Privacy of data is certainly a common issue for both, company and its 

customers, because in case of compromising privacy, both sides lose. Clients lose privacy 

and trust in company, and companies lose customers as their greatest value. Therefore, 

companies and customers need to solve this issue through cooperation and mutual 

communication. This deepens their relationships, and companies by communicating with 

customers about privacy issues becoming more familiar with their clients' profiles and, 

additionally, have opportunity to establish better relationships, to attract more customers 
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and to generate more revenue. Therefore we can say that: "Privacy can be source of major 

problems, but even bigger source of business opportunities." 
76

 

Those opportunities should be recognized by companies on our market. In fact, 

most of respondents are willing to give their personal data for matter of regular informing 

about products or services, but especially in exchange for discounts on products. 

 

          Table 4. The main reasons why customers are willing  

       to give their personal data 

 

 

However, nearly a third of respondents who participated in this study are not 

willing to give their personal data for purpose of receiving advertisements, even with 

offered discount on purchase, etc. In fact, there is still high degree of distrust in companies 

in terms of violation of privacy, even security especially when it comes to information of 

financial matters. 

Therefore it is very important to build mutual trust and to offer customers a choice 

in methods of communication and informing. Customers will choose communication 

channel in accordance with their preferences that have the highest confidence for them, and 

that contributes to their satisfaction. Thus, the results of our study show that most 

consumers, 73.9% of them prefer to be notified by e-mail about products and/or services. 

In contrast to Web site that represents passive approach to clients. Namely, e-mail is 

proactive way of establishing communication, in which providers seek their own 

consumers. In addition, the significant advantage of e-mail over the Web page is in bigger 

spread of its users. Most respondents point they want to receive information about products 

or services via e-mail, probably assuming that is the most convenient way for them, 

because they are not disturbed directly, and there is always option for interruption of 

communication, or blocking incoming e-mails, meaning exclusion of  addresses from 

mailing lists (opt-in or opt-out). 

As the next major aspect of informing, 58.5% of respondents prefer SMS. In fact, 

SMS messages are more personal than e-mail, and they will be received even mobile 

phone is turned off. For this reason, most companies emphasize this kind of informing due 

to greater efficiency and distribution. In addition, important characteristic of this type of 

message is that it is almost always read as opposed to letters, e-mail messages, flayer, etc. 

 

  Table 5.  The most useful ways of information receiving  

   according to customers' preferences 

 

                                                 
76 Rendleman J., „Security vs. Privacy“, www.informationweek.om/story/IWK20020111S0048  

 Yes 

For free 10,4% 
With discount on products (2%) 23,8% 

With discount on products (over 10%) 34,7% 

I would not give personal details 29,7% 

I do not know / No response 1,4% 

 Yes No Do not 

know 
Via SMS 58,5% 37,7% 3,8% 
Via E mail 73,9% 23,4% 2,8% 
Via landline telephone 23,4% 75% 1,6% 
Via letter (mailbox) 30,1% 67,5% 2,4% 

Via Info point at outlet 44,3% 53,9% 1,8% 
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Finally there are info centers, i.e. information about product or service at 

companies’ retail stores, and 44.3% of respondents decided for this form of 

communication. In fact, first and usually a final impression of company and its products, 

customers acquire at info centers. Therefore, it is essential that these info points are 

pleasant, comfortable, decorated in accordance with company's image, also to represent a 

best of company and to have reliable and updated information about important matters 

related to the company. It is very important that information should be representative and 

authentic.  

Taking into account that most respondents prefer e-mail as information source, 

unexpected fact is that in case of feedback from customers, majority of respondents 

(66.1%) choose direct contact at info points. Thus, info points show their importance. 

Direct contact with clients is of paramount importance, and therefore we can conclude that 

sale of products and services largely depend on awareness of staff working at information 

points. Customers are interested in saying their opinion in direct contact because it 

certainly gives them a sense of importance in way that companies whose products or 

services are used respect their opinions. Besides, we can assume that most consumers are  

comfortable with this form of communication also for practical reasons because it does not 

require additional "effort" such as writing e-mail messages, etc. In this way companies 

establish direct and "one to one" contact. 

Furthermore, 45.1% of respondents prefer call center, and 33.7% of respondents are 

willing to communicate via internet form or e-mail. 

 

  Table 6.  The most significant ways of customers' feedback  

   according to their preferences 

 

 

Call Centers provide services to customers based on their calls (inbound calls), 

perform a variety of transactions based on these calls, also calling clients (outgoing calls) 

to provide certain information or services. However, development of multimedia ways of 

communication "call centers" evolve into "contact centers" in order to increase quality of 

client service and achieve their satisfaction. The role of contact center in customer 

relationship management is in establishing lasting and quality relations with customers. 

Besides processing input data and providing information to customers,  this also include 

deeper relationships with customers, creation a better image of the company, technical 

support, sales and after-sales service, maintenance and order tracking. 

The largest number of respondents (51.3%) considers that they are mostly informed 

about products they buy, and almost one third (30.9%) that they are sufficiently informed, 

in accordance with their requirements.  

 Yes No Do not 

know Via direct contact  66,1% 30,5% 3,4% 
Via post office 16,6% 80,2% 3,2% 

Via free phone 45,1% 51,5% 3,4% 

Via web form or E-mail 33,7% 62,9% 3,4% 
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Graph 1. Are customers sufficiently informed? 

 

 
But it is evident, especially when it comes to food products, that most respondents 

do not have any habit of reading label on products such as content, nutritional value, even 

the country of origin, etc. This last point is particularly important in stimulating domestic 

production and consumer habits to favor domestic products. The duty of B&H producers 

before entering into the EU is to clearly point out all characteristics on package of 

products, so that every customer can be sufficiently informed about products. Recent 

research conducted in the EU confirmed that consumers recognize marks of certain brands 

and on that basis make their purchasing decisions, especially when it comes to food 

products. Thus, Germans, Hungarians, Poles and Swedes usually check table of nutritional 

values, while consumers in France and the UK, check composition of recommended daily 

amounts of certain ingredients in food products (RDA).  

Unfortunately, this study demonstrates that consumers in B&H are not fully aware 

of the origin of products they buy, so demand for local products is relatively low. 

Specifically devastating fact is that even 43.7% of respondents does not consider relevant 

or even irrelevant in making purchasing decisions that product should be made in B&H. It 

is assumed that these respondents in making purchasing decisions are guided by already 

mentioned features of products such as: quality, price, etc. 

 

Graph 2. Is origin of product important in making buying decisions? 

 

 
As one of potential causes for consumers' indifference towards domestic products, we 

could point out lack of information about these products. Specifically, it is extremely undesirable 

result that even 61.1% of respondents were not sufficiently informed, and we have already 

indicated how interactions are important in establishing a trust between customers and 

companies, also attracting and retaining customers. On the other hand, these data are best 

reflection of inconsistent implementation of CRM strategy in domestic firms. Most companies 

do not conduct adequate care for customers, without trying to establish good and long-term 

cooperation with them. Thus, for improving loyalty of their customers, even more than one third 

(34%) of companies do not undertake anything. Some companies emphasized that their 

monopolistic position is the main reason for their customers' loyalty.  
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Graph 3. Are customers sufficiently informed about domestic products? 

 

 
However, encouraging fact is willingness of consumers to be more informed about 

domestic products. Specifically, 87.6% of respondents showed an extraordinary interest in 

gaining a fuller image of domestic products. This detects gap which exists between 

customer expectations for more information and domestic companies which obviously do 

not provide enough information about their products. And this is precisely foundation for 

building high-quality two-way communication and partnership with clients and it will 

influence retaining of existing, but also attracting new customers. 

 

Graph 4. Do customers want to be more informed about domestic products? 

 

 
In accordance with this issue, the following question is set, which relates to 

evaluation of the three offered claims as follows: 

 

Table 7.  Customers' perceptions about domestic companies' CRM implementation 

 

 

From this table, it is evident that respondents were divided according to their views 

about how local companies care about them (respondents) as clients- However, slightly 

more of them (50.1%) opted for the view that local businesses take care for domestic 

clients and their products and services are adapted to meet customers’ needs. The 

Customers' perceptions Yes No 

Do not 

know 

1. I feel that domestic companies care about me as 

a client, and with their products and services make 

great efforts to meet my needs. 

50,1% 48,1% 1,8% 

2. Domestic companies partially appreciate me and 

my needs. 
67,7% 29,9% 2,4% 

3.  Domestic companies do not appreciate me as a 

customer, and do not try to satisfy my needs. 
17,2% 79,6% 3,2% 
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following statement, which is contently similar to previous one, but with different scales in 

the claim, shows that majority of respondents (67.7%) think that domestic companies 

partially appreciate them as clients. And the last option, which negates concern of domestic 

firms about domestic customers, is almost completely rejected by respondents. 

In order to identify perceptions and experiences of clients when it comes to 

domestic and foreign companies and their efforts to meet customer expectations, especially 

when it comes to their information, an appropriate comparison was made. Specifically, 

44.8% of respondents state that foreign companies invest more in informing customers 

about their products, than domestic firms. 

 

Graph 5. Providing information about products (the comparison between domestic and 

foreign companies)  

 
 

6. Conclusion 

Nowadays, one of the biggest challenges in customer relationship management (CRM) is 

the establishment of adequate communication in terms of direct and two-way interaction. 

The possibility of direct and targeted relations with clients has resulted in their 

personalization. In line with this, multichannel communication provides very sophisticated 

and two-way relationships, but also makes more difficult to integrate data and create a 

unique image of the customer. Companies that do not have integrated customer data do not 

really know their customers and cannot offer products and services adapted to them. 

Precisely, the customers' satisfaction and loyalty are based on their experience acquired 

through purchase and use of products and services, as well as contacts made with a 

particular company.  

Research findings demonstrate that the establishment of immediate and quality 

communication in accordance with customers' preferences contributes to increased 

customers satisfaction and achieving their loyalty. Specifically, the level of customers' 

awareness about products and/or services affects their satisfaction and commitment to 

purchase a specific product or a service. Thus most of the respondents (51.3%) said that 

they are mainly informed about the purchased products and / or services. In addition, the 

type and diversity of available communication channels significantly determines buying 

decisions and selection of supplier to whom clients will show their confidence. In line with 

this, even 88% of respondents assessed the company's website as a major source of 

information. Most customers use the company's Web presentation as a substantial source 

of information for the product finding and selection, but make orders by some of the 

traditional methods. Unfortunately, this research indicates that consumers in B&H are not 

fully aware of product origin that they purchase, so the demand for domestic products is 

relatively low. Specifically, disastrous fact is that even 43.7% of respondents in making 

purchasing decisions do not consider relevant or even irrelevant that product is made in 

B&H. In addition, it is undesirable result that even 61.1% of respondents are not 
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sufficiently informed about these products and / or services, and we have already indicated 

how important interactions are in the confidence construction between customers and 

companies, as well as in customers' attraction and retention. 
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Abstract 

 

The main objective of the research conducted in this paper focuses on the perception of the 

importance of human resources in building competitive strategies of construction 

companies in Bosnia and Herzegovina. Three key areas are elaborated in this paper, in 

theoretical terms, in a concise and systematic manner. These key areas are construction, 

competitiveness and human resources. The intention is to direct them to the new strategic 

vision for the BH construction. In addition to the theoretical framework, the study is based 

on the results of studies carried out on a model of 64 companies from construction 

activities, and on that occasion over 70% of the territory of Bosnia and Herzegovina was 

covered. The objective of this research was to determine the competitiveness of the 

Bosnian civil engineering, with special emphasis on the need for the development of 

construction knowledge, through the managers' perception about the competitiveness of 

their employees, i.e., investment in human resources. Two measuring instruments are used 

for the needs of the study, tests which assessed the importance of the presence of certain 

knowledge, skills and characteristics of employees. This survey found that managers 

perceived the company competitiveness through the importance of investing in human 

resources, and that there are significant differences between the estimates of some 

important knowledge, skills and characteristics of staff and assessment of the presence of 

employees in their companies. 

 

Keywords: construction, competitiveness, human resources, vision, B&H 

 

JEL Classification: M500 - Personnel Economics: General 

 

1. Introduction 

Construction is the vital sectors of the economy of each country which, with its specific 

characteristics, has a large share of total GDP in the country, a large share of total 

employment, investment, foreign exchange inflows into the country on the basis of exports 

of construction services, etc. (Ivkovic & Popovic, 1995). However, a  four year period of in 

Bosnia and Herzegovina prevented the monitoring of progress in the development of 

science and technology in this area which made this line of business to result in an inferior 

position. Globalization, open competition, information technology pose challenges and 

advantages for today's construction operations (Marthila, 2001). However, if such benefits 

are not used adequately, they become constraints to business. These benefits require 

mailto:emir.kurtovic@efsa.unsa.ba
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parallel progress of human resources, their motivation for continuing education and 

monitoring of dynamic changes occurring in the external environment. 

Image and identity of Bosnian civil engineering has always been based on the 

quality of employees, who through their work, expertise and knowledge ensured the 

successful realization of most projects around the world. The main problem builders are 

facing today, in Bosnia and Herzegovina, is the lack of skilled labor. Life and work 

expectancy of employees in the construction industry is short compared to other 

populations. On the other hand, interest in these occupations is significantly decreased. 

 Given the high competitiveness, (today in the FB&H there are 1.900 

registered construction companies, with 10,470 employees), both domestic and foreign, 

and the fact that the importance of human factors in this industry is particularly 

pronounced and unmistakable, a priority and a basic vision-guidance should be investing in 

the improvement of human resources if we want to keep hard-earned image and 

competitiveness of the B&H construction industry. In the prewar period, Bosnia and 

Herzegovina had a specially developed capacity in the construction industry, which has 

contributed to the creation of 7% of GDP and constituted one of the most important factors 

of development and economy of the Republic. According to the number of employees, 

civil engineering participated with 10% of total employment in the economy of Bosnia and 

Herzegovina, with approximately 100,000 employees in this sector of the economy. Before 

the war, Bosnia and Herzegovina, based on exports of construction services abroad, 

exercised profits 150-200 million U.S. $, and employed, approximately 10,000 workers in 

these jobs, which was a significant inflow of foreign currency for the country and inflow of  

improving  employment standards in the construction industry. By unique analytical way, 

one reaches the conclusion that the level of country' economic development is positively 

correlated with employment in the construction industry. However, construction has lost 

the significance in the postwar period, as illustrated by data on participation in the GDP, 

which ranged from 0.3% to 0.6%. Because of the war in Bosnia and Herzegovina, the need 

for renovation and construction was very pronounced. Investments were mostly of foreign 

origin, through various forms of assistance. At this stage, the domestic construction 

industry had a dominant share in total investments. 

 In contrast, in the period after the war, constructors were quite unprepared to 

respond to the demands of the market. Big giants, known for their credentials on the 

presented works worldwide (Hidrogradnja, Building Invest, GP PUT, GP Bosna, ŽGP, 

Vranica ...), suffered a crash during the war. Contacts, which were formed for a very long 

period of time with investors around the world, were terminated. Forced shutdown was 

created in business development; the existing equipment and machinery were devastated. 

There was presence of shutdown for advanced technology and skilled personnel dispersed 

throughout the world. Faced with all the problems that accompanied it in the postwar 

period, the B&H construction industry has undergone a major transformation, in quite 

another direction. Since the concept of building of big giants, we have moved towards a 

new concept for the survival of existing capacity's construction and utilization. It was the 

concept of diverting to small and medium companies. Looking at the construction industry 

today, it could be concluded that it was not appropriate and high quality solution. Probably 

it would be more effective to revitalize a large domestic construction companies, and thus 

secure a competitive position in domestic and foreign markets. However, the question 

arises – how it was possible to implement that in the period after the war. In addition, 

present problems in the segment of the legislation, where the Law on Building in Bosnia 

and Herzegovina for several years was not effective, so that today it exists only for 

Building Regulation on the construction of the Federation, which applies only to objects of 

importance to the Federation. Furthermore, in Bosnia and Herzegovina there is no law on 

preferential treatment of domestic firms, as it is the case in other countries (eg. Croatia), 

where under the same tender conditions domestic firms have an advantage, even if they 
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have a higher price up to 15%. The problem that additionally influence to the engineers' 

position of in Bosnia and Herzegovina is the banking sector, owned by foreign capital, 

which puts construction during the present recession at the “black list”. Thereby, it 

prevents the placement of money in the market and lead constructors in a hopeless 

situation. Thus, the hard-earned image of Bosnian constructors that has been created for 

years, giving thanks primarily to educated labor force, significantly loses its strength. 

Today, very little attention is paid to the planning staff - professional orientation. There is 

very little interest in the building trades (masons, carpenters, bar benders, etc.). An 

organized system of motivation for these occupations and retraining does not exist. There 

is a very small number of engineers who graduate annually from the construction studies in 

Sarajevo. Realistically, it is assessed that the age structure of personnel is in its old age, 

that is, before retirement. 

A very common error in practice enterprises of all industries, including 

construction, is the perception that investment in human resources “cost”, while the 

investment in financial resources, monitoring and improving the companies spend great 

energy. Competitiveness at the firm level is in interdependent relation to national 

competitiveness, so the main issue of this study is concentrated on the importance of 

investment in human resources and their management, with emphasis on the strategic 

approach, in order to increase the competitiveness of construction at the micro and macro 

level. Research problem stems from the need to pay more attention and importance to 

manage human resources in order to strengthen the sector of construction competitiveness 

in Bosnia and Herzegovina. Accordingly, the objective of study is a segment of human 

resources in the Bosnian construction competitive strategy of civil engineering in Bosnia 

and Herzegovina. 

The intention is, through the results of research, to demonstrate the importance of 

human resources in building competitive strategies of construction companies, and to get 

an idea about the current situation in the construction industry, with special emphasis on 

human resources in order to contribute to the improvement and enhancement of 

competitiveness in this segment. The main goal of this study is on the basis of standardized 

methodological procedures of multivariate analysis, to determine the basic characteristics 

of the Bosnian civil engineering business, in terms of subject matter of investment in 

human resources, thus empirically illuminating this issue in BiH. 

  

2. Company competitiveness based on investment in human resources  

The eessence of business of each company, which aspires to success, is to build such a 

competitive strategy that will ensure long term prosperity of businesses and a better 

competitive position (Marthilla, 2001). The competitive advantage of companies exists if 

three conditions are met: “Customers perceive a constant difference in the important 

features of a product or service of the company and product competition, this difference is 

a direct consequence of the gap between the ability of the company and competitors. This 

occurs even if difference and capabilities gap in important features may be expected in the 

future”.
77 

Management must align the choice of competitive advantages with available 

resources in the enterprise. During the 1990s, the impact of “resource view of the firm” 

became more pronounced. “Competitive advantage is primarily the result of heterogeneity 

and immobility of resources, and their asymmetric distribution in different industries.”
78

 

According to this approach, the competitive advantage of companies is based on their own 

resources and power, and not on "using the opportunities" to position themselves on the 

market. 

                                                 
77 D Aveni, R. (1994), „Hypercompetition: Managing the Dynamics of Strategic Maneuvering“, New York: 

The Free Press, pp. 158. 
78 Grupa autora, Darko Tipurić ur. (1999), „Konkurentska sposobnost preduzeća”, Sinergija, Zagreb, pp. 6. 
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Analyzing the known competitive strategies (cost leadership, differentiation, focus, 

Porter, 1990), we can conclude that each of these has one thing in common, which is the 

basis for operationalization. It is about human resources. If we neglect the continuous 

investment in human resources by enterprises, these strategies will remain only a 

theoretical concept, without the possibility of practical application. Differentiation involves 

creativity and inventiveness of the human factor in the company, which is impossible to 

replace. To be competitive on the basis of cost leadership implies the ability to turn human 

resources which are supposed to ensure the possibility of company cost savings, by rational 

use of other factors that are important for successful implementation of the work. For each 

focused segment of business, special emphasis is being put on the highest quality staff 

which can provide leadership position of the company in a focused segment of business 

(Bahtijarevic-Šiber, 1999.) 

Talking about the capabilities of human resources Einsiedler and others (2004) 

reported Atlas of competencies (Der Kompetenz-Atlas), which consists of four groups of 

skills of employees in the company, which affect the company competitiveness: 

 

1. Personal competencies: 

- Loyalty 

- Responsibility 

- Reliability 

- Moral and Ethics 

1. Operational competencies: 

- Inovational skills 

- Initiative 

- Practical orijentation 

- Orijentation towards goal 

3. Social and communicative competencies: 

- Ability to solve conflicts  

- Communication 

- Cooperative skills  

- Ability to Integration   

4. Professional competencies: 

- Analytical skills 

- Organizational skills  

- Specific expertise  

- The ability of continuous improvement and learning  

 

Human resources play a key role in shaping and implementing the business strategy 

(Badawy, 1993). Therefore, the term investment in human resources involves the 

integration of the concepts of company intellectual capital and strategic human resource 

management. These two concepts are closely related, and their basis is clarifying the role 

of human factors in the company (Cascio, 1992). In addition to highlighting the importance 

of human resource, all the other functions of strategic human resource management are 

considered by the investment in human resources: screening and selection of personnel, 

training, development, career planning, creativity, inventiveness, developing team-work, 

pay and reward system, etc. 

Today, in the turbulent world of globalization and change, things which a company knows, 

e.i., what is known to its personnel, the way in which this knowledge is used and the speed 

with which it can acquire new knowledge is the only permanent, and what is most 

important, competitive advantage that cannot be copied. It is necessary to identify the 

human resources of the company, and then to know how to manage them in order to have 

effective use of this factor for the company competitiveness (Sikavica, 1999). Physical 
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factors (factories, land, machinery, equipment, etc.) are noticeable, and they determine the 

book value of the company. However, the question is what about the companies that build 

their competitiveness exclusively on human resources and intellectual capital. For 

example, Microsoft, whose balance sheet and financial reports show a much lower value of 

the company than its actual market value. The reason is based on the fact that physical 

capital contributes much less to gains of the company and its competitive ability of its 

employees, its management efficiency, and, of course, the relationship with clients. 

Microsoft does not own the factories, this company has the ability to create new standards 

for the PC software, has a distinctive image and name and patented protection against other 

competitors. For people who give their own money to companies (investors), for the 

people who give the money within the company (managers), and for the people who 

granted their lives to these businesses (staff), intellectual capital has become so important 

that it can be said that companies which do not manage their knowledge, e.i., their human 

resources adequately, actually do not really pay attention to their business. 

The impact of human resources in the construction industry has been particularly 

emphasized and visible (Novaković, 1999). However, many companies in this industry will 

decide on building their competitive strategies by investing in new technology and 

equipment, thereby saving on investment in human resources. In this context, the human 

factor can replace other types of capital (equipment, money, inventory...), thereby 

increasing the capacity and profitability of the company, while, in the opposite case, it is 

not possible. Traditionally, the B&H construction industry based its competitive advantage 

on the basis of human resources. However, today, on the basis of human resources 

monitoring in the construction, very little attention is paid to human resources, personnel 

planning, motivation for training of personnel in this industry, building connections 

between company and its employees, which is of particular importance in the construction 

industry. The speed of change in manufacturing processes and rapid development of 

technology impose continuing need for investment in human recourse. Measuring of 

intellectual capital and human resources management become a tool to display the value of 

continuous improvement within the company. Some of the indicators that are commonly 

used to monitor the human intellectual capital are as follows (Weihrich&Koontz, 1994): 

 

- The share of training and education costs of employees in total costs; 

- In the experience of employees; 

- Share of new employees, employees with less than two years experience; 

- Satisfaction of employees 

- Reputation of employees to other potential employers; 

- Value added per employee; 

- Value added per unit cost of employees; 

- Value added per unit of cost management, etc. 

 

Investing in human resources is essential for companies that want to be successful 

globally. It is necessary to find a way to effectively manage human resources, continuing 

to invest in staff personnel, their education and loyalty, and on that basis to build their 

competitive advantage. Taken in the context of the construction industry, the investor is an 

entity who makes investment decisions and finances the construction, i.e., reconstruction 

of the building. The main objectives of the investor to the contractor are: quality, period of 

the works and the price of the completed facility. Relying on the demands of investors, it is 

important to emphasize that these are also the factors on which a performer's companies 

are competing and which are in the market more competitive than others. Making it 

possible to improve the competitiveness of these factors, it is necessary to promote all 

those factors that are involved in building of these three competing factors, such as human 

resources, technology, company organization, etc. 
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The strategy the company has a role to connect the internal organization of 

companies with the external environment, with a view to achieve corporate objectives, 

aligned with the changing environment. The strategy also includes the daily decisions that 

are consistent with long-term plans and ongoing reviews and analysis, which should be the 

guidelines for the continued company operations. In doing this it is necessary to apply the 

marketing concept in the business of construction firms (Fisher, 1989), where the proposed 

use of marketing planning system in 10 stages is suggested. However, the best plans are 

worthless without effective implementation. Therefore, special attention should be paid to 

the details of implementation, identify the persons responsible for each phase of the action 

and specify deadlines by which to perform certain tasks, and resources that will be used 

and that are available. When implementing a marketing strategy, team-work and mutual 

cooperation take the special role. 

Competitive advantage arises as a result of the ability of companies to diagnose 

their position in the market, create a strategic plan and include the entire company's system 

in its implementation. The key skills of success (KSF) of construction companies that 

particularly stand out are: the current strategy and corporate objectives, financial situation, 

obtained jobs, marketing activities, organizations, human resources and administration, 

labor productivity, training, education and research. The strategic plan involves all 

segments of business enterprises, with emphasis on knowledge, inventiveness and 

creativity of human resources. Of course, the results of each plan, as written documents, 

are seen only in the implementation process (Drucker, 1973). Problems that may decrease 

or threaten the competitiveness of construction companies in Bosnia and Herzegovina can 

be divided into problems of internal and external character. Problems arising from the 

internal character come from the company, its organization, efficiency, effectiveness in 

managing human resources, etc. Problems and difficulties arising from the external 

character come from the environment in which companies operate, so it is necessary to 

make a detailed analysis of the markets in which the company operates. This analysis 

should include the following steps: competition analysis, analysis of economic, social and 

political factors, the analysis of geographic factors and analysis of market demand. 

When a strategic plan and strategy are made, it is necessary to have “good people” 

who can “take out” this strategy. With joint action, it is possible to achieve corporate 

objectives. Human resources are the foundation on which company strategies are bulit, and 

all other resources (machines, raw materials, capital, etc.), and the production process, 

quality and customers/investors' satisfaction come from people and their work.  

Miller points out that “strategic human resource management decisions include 

those relating to human resources management at all business levels, which are aimed at 

creating and maintaining competitive advantage.”
79

 The concept of strategic human 

resource management combines the two dimensions necessary to achieve competitive 

advantages such as: linking human resource management practices with the strategic 

management of the company, and the second dimension, which emphasizes the need for 

high coordination and coherence between the various sub-functions of human resource 

management. 

“The nature of construction has long remained unchanged; the tradition has played 

a big role. Changes are now underway. A daring strategy is needed that is willing to 

change the existing traditional rules of the game. By nature of things the wearer of changes  

must be the firm, because it is the only party in the process of phased implementation of 

facilities, which can separate the process into component parts and assemble it again, 

rewrite them again, thus creating new types of markets that enable customers with better 

and more lasting value. This will bring a business strategy that the company can 

successfully control. In the long term, this is in the interest of society that will benefit from 

                                                 
79 Miller P., according to Harrison, R., Roles (1993), „Relationships and Skills in Developing a Strategic Approach to 

Human Resource Management“, Issue and Strategies, Wokkingham, England, Addison Wesley, pp. 18. 
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wider and more open competition of markets.”
80

 In order that present-day Bosnian 

company can successfully transform the business in a competitive market, it is necessary to 

further its development to the needs of clients, developing partnerships, the use of modern 

technology and the like (Ruddock, 2006). However, changes within the company are 

needed and implementation and introducing new ways of doing business, which can be 

supported by capable and motivated employees. Only in this case it would all be possible. 

The results of empirical research conducted on a model of 10 companies have developed 

seven principles, and its adoption should be encouraged to facilitate the strategic 

management of human resources in which: 

- There is a complete organizational purpose with evident and distinctive dimension of 

human resources; 

- The company has understood process of developing a strategy which explicitly 

considers the dimensions of human resources; 

- There is a constant and successful integration that ensures the integration of review 

and consideration of human resources with the decision-making processes of the 

company; 

- Director of the company and his team create a climate for integrating considerations 

of human resources in function to please business needs; 

- The company establishes the responsibility for human resources management at all 

levels of the company; 

- Initiatives in human resource management are relevant to business needs; 

- Human resource management includes the responsibility to identify and interact in 

social, political, technological and economic environment in which the enterprise 

carries on and will execute its business in the future.
81

 

 

When it comes to applying these principles in the construction sector of Bosnia and 

Herzegovina, there is no awareness of the importance of human resource and its proper 

management and conversion into a competitive advantage. Many companies, including 

construction, looked for output and strengthening of their positions in the layout of the 

employees, which is completely wrong. Dealing with themselves and their own positions, 

rather than business, has contributed to ignore this step. 

It is possible to observe the realignment of building businesses with the aim of 

strengthening competitiveness through the various modern theories of management and 

organization of the company (Šehić and Rahimić, 2006). Although its use in construction 

is more complex, because of all the specifics of this industry from other industries, re-

engineering, as a model for changes in the construction company, seems useful and 

beneficial in our conditions.  Reengineering involves analyzing and changing the basic 

elements of the company, namely: strategy, business processes, technology, organization 

and culture. For all the changes in the models of the relationships within and outside of the 

company, team work occupies a central place, with well-trained individuals. Competitors, 

customers and vendors become partners. Work is organized based on key business 

processes, not by organizational structure. Reengineering carries behind a number of 

changes and how they can be implemented depends on the ability of management and its 

relation to strategic human resource management. 

The present situation requires a strategic change in the construction industry and its 

organization, which will be adapted to the requirements of the business environment. 

Reengineering in the construction company should connect all the participants of the 

construction project in the unique business processes in order that the time and costs for 

                                                 
80 Novaković, V. (1999), „Menadžment savremene građevinske firme“, Centar za organizaciju, razvoj i 

menadžment, Beograd, pp. 52. 
81 Lunday, O. i Cowling, (1996), „Strategic Human Resource Management” (Paperback), Cengage Learning 

Business Press, London, pp. 203. 
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the construction project can be reduced to the minimum needs. Throughout this process it 

is necessary to provide the opportunity for constant and timely communication, and access 

to all information and documents according to their needs. Based on available literature 

and re-engineering examples from other industries, the construction company could 

include the following steops in this model: diagnosis of the current situation of the 

company, setting the mode of transformation of companies, determining of the key factors, 

making the key elements of company organization and implementation of reengineering 

projects. 

This approach of building a new vision of the company requires a gradual plan, 

modifying and customizing the key factors of the company.  

Model reengineering should certainly be adapted to the needs and capabilities of 

companies. In advance, there is no defined way for successful re-orientation, but it can 

safely be said that this success depends on human factors in the company. However, 

employees present the most important and most difficult changes in company re-

engineering. Their change, through changes in the organizational culture of the company, 

is the foundation on which to build business realignment, or create a new vision of 

business strategy. This approach to human factors in the company attaches full importance 

and stresses the importance of proper management of human resources in the company, 

and its crucial role in the creation of all other values for the company. Frequently asked 

questions that are used to determine whether the human resources play a strategic role in 

business are: 

 

- What are human resources doing to provide services which bring additional value to 

internal clients? 

- How does Department of Human Resources can increase company profits? 

- How is the efficiency of human resources measured? 

- How can we re-invest in employees? 

- Which strategy of human resources will we use so that a business from point A to point 

B can be lead? 

- Why would employees want to stay in our company? 

- How do we invest in human resources that we have a better HR department than our 

competitors? 

- From the perspective of human resources, what should we do to improve our position 

in the market? 

- What is the best change you can do to prepare for the future?
82 

 

The most important role of managers in the reengineering process is to explain the 

significance of the changes and present a new business strategy to the employees, and to 

indicate the results that they will immediately have from the future work, that is, what a 

new business strategy brings. 

“Linking business strategy and the strategy of human resource management 

becomes the most important art and skills of contemporary successful managers and their 

companies. This is the main difference between successful and unsuccessful companies. 

Awareness of the importance of human resources, assuming that the successful 

management forms a major competitive advantage and an inexhaustible source of 

increased competitiveness and profits, is best expressed by a statement of the American 

experts that the overall success of American companies in the future will depend on their 

ability to successfully link strategic business management and human resource 

management.”
83

 

                                                 
82 Halcrow, A. (1998), „Survey Shows HR in Transition“, Workforce, pp. 73. 
83 Bahtijarević-Šiber, F., (1999), „Menadžment ljudskih potencijala“, Golden Marketing, Zagreb, pp. 204. 
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3. Research methodology 

According to the above research objectives, the following hypotheses which are placed in 

this study, are the subject of the research: 

 

H1: Managers perceive the competitiveness of business through the importance of 

investing in human resources;  

H2: There are significant differences between the assessment of the importance of 

individual knowledge and skills; 

H3: The presence of the qualitative elements of human resources, managers estimated as a 

factor of competitiveness of companies in relation to human resources. 

 

3.1.  Research instruments 

 

The model is selected from a population of managers, authorized officers of the companies 

in the territory of Bosnia and Herzegovina, which specializes in construction, including the 

activities associated with construction of the building. Based on the defined population, a 

representative model of n = 64 subjects was selected, from the territory of Bosnia and 

Herzegovina, which is relevant for the respective measurement. 

This is a pioneering research in the area of Bosnia and Herzegovina, the results can 

be compared with similar studies of this kind carried out in other markets, primarily those 

in the region. For the needs of the study two measuring instruments are used, which belong 

to a separate measurement areas in the variables. Test is constructed for assessment of 

importance of individual knowledge, skills and characteristics of staff for the employee's 

competitiveness, as a measuring instrument that consists of 16 variables of reference for 

examining the companies' competitiveness, by the variables applied in the literature until 

today. The managers were asked to estimate the importance of individual knowledge, skills 

and personality for competitive employment in their companies, according to 

qualifications. It is the following variables: literacy, basic knowledge of profession, 

expertise, knowledge, computer skills, foreign language skills, motivation for acquiring 

new knowledge, communication skills, successfully overcoming the problems and the 

"crisis" situation, inventiveness and creativity, flexibility, analytics, mobility , openness, 

honesty, loyalty to the company and team-work. Each variable is evaluated through 6 

levels of education: PK (help worker), KV (qualified master), skilled (highly qualified 

master), SSS (secondary qualifications), VS (higher education) and university (university 

degree). In addition, each of the evaluated variables in order of importance of individual 

knowledge, skills and characteristics of staff for the competitiveness of employees were 

measured by Likert scale, which consisted of qualitative statements: 1. totally irrelevant; 2. 

irrelevant; 3. desirable but not necessary; 4. important and 5. extremely important. 

The second measuring instrument, which was applied on the same model, consisted 

of a test assessing the presence of certain knowledge, skills and characteristics of staff for 

the competitiveness of the employee. This second instrument belonged to the space of the 

variables, defined claims, which examine the current situation in the companies that are 

engaged in the construction industry. Presence of certain knowledge, skills and 

characteristics of staff for the competitiveness of employees in firms of applied model 

were measured, too, by Likert scale, which consisted of qualitative statements: 1. not 

present; 2. insufficiently present, 3. present satisfactory; 4. significantly present and 5. very 

present. 

Metric characteristics of measuring instruments are determined using the KMO 

procedure. Thus, the standardized instruments were obtained which value exceeded the 
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value of KMO coefficient of 0.80, by which the representativeness of the variables is 

satisfied. Measuring instruments have been subjected to psychometric characteristics and 

reliability of measurement by calculating Cronbach's alpha, which coefficient of reliability 

of the test to assess the importance of individual knowledge, skills and characteristics of 

staff for the competitiveness of employees amounted to 0.98. The statistical reliability of 

differences of inter-group and variability within the group P = 0, 00, which was tested by 

Fisher's test of significance of F = 24.34. Hotelling's T-Squared Test is also calculated, 

which along with F = 14.16 has statistically significant confidence level P = 0.00. The 

same procedure was applied during the test for assessing the presence of the required 

knowledge, skills and characteristics of staff for competitive employment. 

In accordance with the hypothesis H0, H1, applied variables are divided into two 

areas of study, and together form the basis of the relevant measure of competitiveness of 

the BiH civil engineering, with special emphasis on investment in human resources. Tests 

for evaluation of the importance and presence of certain knowledge, skills and 

characteristics of staff for the competitiveness of the employees were made of the 16 

aforementioned variables. 

A way of carrying out the tests was done so that people who fill up the 

questionnaire, with each answer chose an acceptable response for the answer. Respondents, 

who claim that questionnaire was not understandable, were given the special instructions 

(Nathan, Mohrman & Millman, 1991). Research data were analyzed using parametric and 

nonparametric statistics. For statistical data processing a computer statistical computer 

program was used SPSS for WINDOWS 13.0. A descriptive analysis is made, central 

tendency measures were calculated, measures of dispersion and tabular and graphical 

representations of data was made, thus providing insights into the global results. For 

descriptive analysis all 16 variables were used, to see the analysis of modular 

characteristics of the sample of respondents and the qualitative elements according to 

specific competencies of employees in the construction industry. For further qualitative 

and quantitative analysis, and final reaching of a goal, and to verify hypotheses H1, H2 i H3 

with a descriptive analysis, data analysis was performed using multivariate discriminatory 

analysis. To determine the differentiation competence of employees intercorrelation 

multivariate analysis of latent structures was used, extracting the most important variables 

that determine the efficiency and knowledge of workers, in order to assess their 

competitiveness in relation to human resources. 

The paper thus attempts to find appropriate arguments and offer answers related to 

the development of competitive positioning strategies in companies in Bosnia and 

Herzegovina, as well as to detect the effect of factors under observation (market coverage, 

quality, price and advertising cost) on market positioning, i.e. elements that affect a 

company’s competitive advantage. According to these variables, the paper identified and 

classified competitive positioning strategies, and tested the effect of three identified 

competitive positioning strategies on performance. 

 

3.2.  Findings 

3.2.1. Results of descriptive analysis 

The responses of managers of the company were analyzed in relation to the statements 

from the questionnaire, using descriptive analysis (frequencies and percentages of 

respondents for each set argument). The results clearly show that the respondents show the 

importance and the exceptional importance of these characteristics of their workers applied 

for all variables in the measurement space. Responses of the respondents on the variables 

14 and 15 are especially remarkable, which relate to the “Honesty of workers” and 

“Loyalty to the company”, where managers, in about 60%, declared exceptional 

importance of these characteristics in workers. The frequency on variable 16 (43.8% very 
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important) is highlighted, which refers to “Teamwork” and the two variables (42.2%), 

which refer to the knowledge of “Basic knowledge of the profession”. The following 

summary provides an overview of the frequent response of managers of the company, 

expressed in percentages, according to the questions asked about the importance of the 

characteristics defined by a system of 16 variables, using the workers of all kinds of 

qualifications. 

 

Figure 1. Sum frequency responses of the respondents in the measuring space of the used 

variables about the importance of individual characteristics of workers 

 

 
 

Having examined the chart we can see that the managers are divided in a way that 

in 31% of cases, in the estimates, managers declared that the characteristics are important; 

in 31% that they are extremely important, as in 22% managers stand for the assessment of 

desirable, but not essential characteristics, and 14% declared to be completely irrelevant 

and not important characteristics to be evaluated. Only 2% of respondents had no answers. 

Furthermore, these results indicate that the respondents for all applied variables in 

the measurement areas, reported a satisfactory presence, and a significant presence of 

evaluated characteristics in their employees. Among these, the frequency responses of the 

respondents on the variables 14 and 15 are standing out, which relate to the “Honesty of 

workers” and “Loyalty to the company”.  Managers estimated that in 37.5 % of 

characteristic variable 14 was present in workers, in 43.8% of variable 15 was present as a 

characteristic. The frequencies in the variable 1 (42.2%) are also highlighted, which relate 

to literacy of workers, which is assessed as significantly present, and the variables under 

number 2 (39.1%), which refer to the knowledge of the basic knowledge of the profession, 

which is being assessed as satisfactory. In Figure 2 the sum frequency of responses of 

company managers is shown, expressed in percentages, according to the questions asked 

about the presence of the characteristics defined by a system of 16 variables, with the 

workers of all kinds of qualifications.  
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Figure 2. Sum frequency of responses of the respondents in the measuring space in the 

variables of presence of the evaluated characteristics with workers 

 
 

The results of the analysis show that the managers are divided in a way that in 28% 

of cases they declared the evaluation of significant characteristics present in assessing 

workers, in 21% of cases the characteristics were significantlly present, in 27% they were 

satisfactory, while in 18% the characteristics were not present or were insuficientlly 

present. Only 5% of respondents did not answer. Results of descriptive analysis, which are 

determined by variables that completely define this area of research, show that managers 

emphasize the importance of investing in human resources, as observed in earlier survey 

results and respondents' claims on the set, and on this basis, the first hypothesis can safely 

be confirmed. 

Descriptions of basic statistical parameters of the respondents in assessing the 

importance and the presence of certain features and characteristics of workers in 

construction, has also been done using arithmetic mean, standard deviation and variance. 

Thus, in analyzing the significance of the observed 16 variables, manifestation of the 

tendency of variation of subjects divided into two groups of variables was noticed, namely: 

the first group consisted of 12 variables, numbered 1, 3, 4, 5, 6, 7, 8, 9, 10, 11, 12 and 13, 

whose standard deviations range from 1.02 for variable “Knowledge of expert knowledge” 

to 1.23 for the variable “Languages” and the other group consists of variables: 2, 14, 15 

and 16, (Knowledge of basic knowledge of the profession; Honesty; Loyalty to the 

company and Team-work), whose standard deviations are ranging from 1.08 to 1.13. In 

assessing the presence of certain features and characteristics of workers in construction, it 

may be noted that the central tendencies of variation of the respondents, are also divided 

into two groups of variables, which is shown by the basic statistical parameters. However, 

by examining the variance of arithmetic means, some differences can be seen compared to 

the average measure of the sample in two different measurement spaces, which leads to the 

difference analysis of assessment of the importance of certain characteristics of the 

workers in the construction and evaluation of the presence of these characteristics in the 

examined companies. The existence of statistical significance of these differences was 

tested by discriminatory analysis. 

 

3.2.2. Results of discriminatory analysis 

Discriminatory analysis was performed to verify the second hypothesis of the existence of 

differences between the estimates of the importance and the presence of characteristic of 

the workers in construction companies. As it is recognized, the main goal of the application 

of discriminatory analysis is to determine the existence of statistically significant 

differences in arithmetic between the two estimates given by interviewees, and then to 

determine which of the variables contribute to the established discrimination (Cooper / 

Emory, 1995). The aim of the analysis was to obtain quantitative data on the values of 

certain variables, and also their relationships, and consideration of the hierarchy of 

variables that contribute to the differentiation of these relationships. 
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For this purpose, the canonical discriminatory analysis was applied, which is being 

applied when defining the characteristics of a group of subjects in the manifest space, 

which then are transformed into a system of independent canonical variables, and they 

separate in maximum groups of subjects with the help of the centroids. The statistical 

significance of discrimination (group centroids) was determined using the F test. The 

discriminatory power of the applied system of variables is determined by Willksovom 

lambda, which in our case was 0.76. Discriminatory power, according to the logic of this 

method of testing, is being tested using the Bartlett's test of H2 (H2 = 31.95 for df = 16 and 

P = 0.01). Discriminatory analysis enables gaining discriminatory function which number 

is equal to the number of samples or the number of variables - 1, depending on which of 

these numbers are less. Number of respondents, in this paper, is smaller from the number 

of variables, one discriminatory function was isolated. 

Isolated discriminatory function indicates that the sample is different in each 

measured variable on the statistical level of 0.01. Given that the respondents' model in the 

assessed variables in the measurement space is statistically different, there is scientific 

justification to inspect the hierarchical analysis of variance and determine which variables 

and with how much strength is discriminating model of respondents in isolated function.  

Inspecting the table of hierarchical analysis of the significance of variables in 

isolated function, it may be noted that the respondents were statistically significantly 

different on 14 variables which can be seen in the following table, which shows the 

properties ofisolated function that is obtained by applying the method of principal 

components: 

 

 Table 1. Hierarchical analysis of variance with F test for statistical significance 

 

Variables 
Wilks' 

Lambda 
F df1 Df2 P 

1. 0,997 0,38 1 126 0,54 

2. 0,986 1,80 1 126 0,18 

3. 0,990 1,31 1 126 0,25 

4. 1,000 0,06 1 126 0,94 

5. 1,000 0,09 1 126 0,89 

6. 0,984 2,10 1 126 0,16 

7. 0,987 1,63 1 126 0,20 

8. 0,993 0,92 1 126 0,34 

9. 0,992 1,04 1 126 0,40 

10. 0,985 1,86 1 126 0,17 

11. 1,000 0,02 1 126 0,89 

12. 0,991 1,11 1 126 0,29 

13. 1,000 0,05 1 126 0,82 

14. 0,949 6,81 1 126 0,01 

15. 0,995 0,65 1 126 0,42 

16. 0,994 0,74 1 126 0,39 

 

Results of hierarchical analysis of the significance of variables in an isolated 

function, indicate that the respondents were statistically significantly different at the 14th 

variables (Honesty). By the power of discrimination, respondents differ in the variable 

"Honesty" with intensity discrimination of P = 0.01. This result is obtained based on 

analysis of inter-group variability and respondents with the settled inherent structure of the 

matrix in which the isolated characteristic roots of (lambda) and its vectors, and 

maximizing Lambda consists of maximizing the relationship between inter-group and 
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inner-group variability, where the characteristic roots and their corresponding eigenvectors 

contain discriminatory weighting functions. This means that an adequate combination of 

weights in the eigenvector, which gave the maximum characteristic root was found. This 

ratio shows the discriminatory power of features with a characteristic root, variance of 

discriminatory functions. 

When the discriminatory function is standardized it becomes the discriminatory 

factor. In this case there is a group of subjects in the two measurement spaces, and thus one 

discriminatory function is gained, that is, the discriminatory factor. Wilks' lambda indicates 

the necessity of interpretation of discriminatory functions, and in this study the 

discriminatory function is statistically significant. The interpretation is made on the basis 

of discriminatory coefficients, which are presented below: 

 

Table 2. Structure of matrix of isolated discriminatory factors 

 

Redni broj varijabli 

  

Funkcija 

1 

14. Honesty 0,417 

6.  Motivation for adopting new knowledge  0,226 

10. Flexibility 0,218 

2. Knowledge of basic knowledge of profession 0,214 

7. Communication 0,204 

3. Knowledge of professional expertise 0,183 

12. Mobility 0,168 

9. Inventiveness and creativity 0,163 

8. Successfully overcoming the problems and crisis 0,153 

16. Team-work 0,138 

15. Loyalty to the company 0,129 

1. Literacy 0,099 

13.Openness 0,036 

11. Analytics 0,023 

5. Knowledge of foreign languages -0,021 

4. Computer literacy 0,012 

 

The table matrix structure can isolate discriminatory factor that shows the 

hierarchical power of discrimination for each individual variable. After examining the 

contents of these variables it can be concluded that the responses are mostly directed 

towards the evaluation of formal structures that are essential for the organization of the 

company.  

The differences highlight the importance of individual characteristics of employees 

and their presence in the answers for the test model, they are already visible on the basis of 

frequency distributions and percent of responses to individual variables. However, 

discriminatory analysis enabled the determination of differences significance, the two 

measurements, which showed that there were statistically significant differences between 

the two groups of respondents on the level of significance of P = 0.01, based on which the 

second hypothesis is confirmed. 

 

3.2.3. The results component analysis 
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Component analysis was applied in order to determine the hierarchical importance of 

evaluating the investment in human resources, based on the applied measuring instrument, 

the importance of the presence of certain characteristics of employees of all qualifications 

in construction companies, whereby the components are calculated successively by the 

importance of joint variability in the measurement area on the basis of SMC (sum of 

multiple correlation). 

 

Table 3. Component hierarchy of variables in relation to human resources, both being 

evaluated through the characteristics of workers 

 
Hierachy of varijables according to assessment importance  of human resources Components 

  1 

8. Successfully overcoming the problems and crisis 0,926 

7. Communication 0,917 

9. Inventiveness and creativity 0,905 

12. Mobility 0,900 

2. Knowledge of basic knowledge of profession 0,896 

14. Honesty 0,888 

6. Motivation for adopting new knowledge 0,886 

13. Openness 0,883 

10. Flexibility 0,878 

16. Team-work 0,878 

3. Knowledge of professional expertise 0,875 

15. Loyalty to the company 0,863 

11. Analytics 0,856 

4. Computer literacy 0,839 

1. Literacy 0,830 

5. Knowledge of foreign languages 0,704 

 

Variable 8 has gained the most coefficients (successfully overcoming the problems 

and crises, 0.93), and variable 5 the least (Knowledge of foreign languages 0.70). All 

variables have a high saturation ratios, and only by their hierarchical structure, they can be 

seen through the direction of the significance of human resources in construction, 

compared to the general characteristics of workers at all levels of education. The 

component results of analysis indicate a problem that was diagnosed in this study, response 

sequence of the human qualities was defined and it confirms the hypothesis H3 that the 

presence of qualitative elements of human resources was estimated by the managers are as 

a factor in the company competitiveness in relation to human resources. 

 

4. Conclusions and recomentations  

The essence of business of each company, which aspires to success, is building a 

competitive strategy that will ensure long term prosperity of businesses and a better 

competitive position. The objective was to determine the competitiveness of the Bosnian 

civil engineering, with special emphasis on the need for the development of construction 

knowledge, through the perceptions of managers about the competitiveness of their 

employees, and investment in human resources, which are prominent in this work as a 

subject of research. This survey found that managers perceived the company 

competitiveness through the importance of investing in human resources, and that there are 

significant differences between the estimates of some important knowledge, skills and 

characteristics of staff and assessment of the presence of employees in their companies. In 

this context, based on the hierarchical importance of individual characteristics, it has been 

established that, in the assessment of investment in human resources, it is important to 

assess, monitor and invest in properties that have successfully overcome the problems and 

crises in the company and work on developing positive and effective communication, 
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inventiveness and creativity. Also, it is important to create adequate conditions for 

unhindered mobility of employees. Bearing in mind that there is adequate quality and 

national strategies for development and competitiveness of the BiH construction industry 

in the country itself, this study should be at least one step in its creating and development. 

General recommendations are aimed at creating a new vision of the construction industry 

competitiveness in Bosnia and Herzegovina, which would directly influence the dynamics 

of rapid development and application of the economy principles in Bosnia and 

Herzegovina, decisive and professional organizational and management measures are 

required. 
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Abstract  

 

Estimation procedures deal simultaneously with three types of error: sampling error, non-

response error and coverage error. In this paper we discuss what happens when the 

sampling frame suffers from coverage errors, frequently referred to as frame imperfections. 

This issue is of particular importance for statistical estimation in transitioning countries 

where data collection procedures may at best be problematic. When frame imperfections 

are non-negligible, they can significantly bias the estimates. The first type of frame 

imperfection is undercoverage: when some units are not represented in the sampling frame 

but should have been part of the frame, there is a zero probability of selection for those 

units omitted from the frame. The second type of frame imperfection is overcoverage: 

when some units are duplicated, they are more likely to be selected. It is often difficult to 

obtain a frame that corresponds exactly to the population of interest. The focus of the paper 

is on the introduction of methodology to analyze the standard estimation setup and to deal 

with frame imperfection.   
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1.  Introduction 

 

Estimation procedures deal simultaneously with three types of error: sampling error, non-

response error and coverage error. In this paper we discuss what happens when the 

sampling frame suffers from coverage errors, frequently referred to as frame imperfections. 

This issue is of particular importance for statistical estimation in transitioning countries 

where data collection procedures may at best be problematic. This paper provides a brief 

overview of some theoretical work that has been published in this area of statistical 

estimation. The goal of the paper is to encourage discussion of frame imperfection as 

institutions in Bosnia and Herzegovina prepare for a census that is long overdue.  

When frame imperfections are non-negligible, they can significantly bias the 

estimates. The first type of frame imperfection is undercoverage: when some units are not 

represented in the sampling frame but should have been part of the frame, there is a zero 

probability of selection for those units omitted from the frame. The second type of frame 

imperfection is overcoverage: when some units are duplicated, they are more likely to be 

selected. It is often difficult to obtain a frame that corresponds exactly to the population of 

interest. Frames routinely collected for some purpose are usually found to be incomplete, 

mailto:ensar.sehic@efsa.unsa.ba
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partially illegible, or to contain an unknown amount of duplication (Cochran, 1977). Since 

frames are typically incomplete, estimates that are based solely on frames may 

underestimate the population size. Supplementing available information with an area frame 

sample may provide efficient estimates of the population size and totals (Haines at al, 

2000.).  

We will first provide some literature overview regarding frame imperfection. 

Omissions, duplications, and erroneous recordings are to be expected in any large data 

collection operation (Hansen et al., 1953). One way of dealing with frame imperfection is 

proposed by Hartley (1962, 1974). This approach combines an incomplete list frame with 

an area frame. Cochran (1965), Lund (1968), Fuller and Burmeister (1972), and Bosecker 

and Ford (1976) provide further work on the subject of frame imperfection. Haines and 

Pollock (1998a) apply the dual frame method to a bald eagle population. Also, Haines and 

Pollock (1998b) present a more general, theoretical approach to combining multiple 

frames. Unfortunately, these two papers do not consider the case where the inclusion 

probabilities are heterogeneous.  

Further work on the subject, specifically related to the census undercount problem, 

is provided by Fienberg (1992), Wolter (1986, 1990), and Cowan and Malec (1986). Fecso 

et al. (1986) provide a review of sampling frames for the agricultural sector of the United 

States. Similarly, Nealon (1984) explains the multiple and area frame estimators used by 

the U.S. Department of Agriculture. Moreover, Pollock et al. (1994) offer a model based 

solution for estimating frame size based on information from two incomplete list frames.  

 

2.  Theoretical Background 

 

In order to talk about frame imperfection in a meaningful way, we first need to clearly 

define the concepts of target population (Pt) and frame population (Pf). The target 

population is the set of all elements about which information is wanted and for which 

parameter estimates are required (Sarndal et al., 1992).  

The survey designer in collaboration with analysts defines the target population 

while the survey is still in the planning stages. For example, the user might want to know 

about the entire United States population, which is narrowly defined as those who spent 90 

of the last 120 days living in the United States. Geographic considerations are frequently 

used for defining the target populations. Sometimes other criteria are used as well: criteria 

based on subject matter or time. For example, in Canada, the target population for 

household surveys is usually defined as all persons living in Canada in a given period of 

time and not living in institutions.  

The frame population is the set of all elements that can either be identified through 

a more complex frame concept (such as a frame for selection in several stages) or are listed 

directly as units in the frame (Hogan and Seiber, 2001). A sample is selected from the 

frame population. Unfortunately, due to practical reasons, the target population usually 

differs from the frame population. Thus, we encounter frame imperfections (coverage 

errors).  

For example, frame imperfection occurs when the target population is the resident 

population that is not institutionalized in Canada, but the frame population is all 

individuals in the country who have landline telephones. Frame imperfection is the 

difference between the target population and the frame population (Hogan and Seiber, 

2001). That is, the difference is all individuals living in households that do not have a 

landline telephone. 

Next, we define the sampling frame. In a sample survey, the units of the frame are 

the units to which the sampling scheme is applied (Wright and Tsao, 1983): The frame also 

includes any supplementary information (measures of size, demographic information) used 

for special sampling techniques (i.e. stratification and probability proportional to size 
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selections, and for special estimation techniques (i.e. ratio or regression estimation). The 

frame identifies (explicitly or implicitly) the units from which an actual sample can be 

selected as well procedures that account for all units in the survey population.  

We have already established that frame imperfection refers to the difference 

between the target population and the frame population. More specifically, frame 

imperfection occurs due to omissions, erroneous inclusions, and duplicates in the sampling 

frame. Omissions occur when some units in the target population have been omitted from 

the frame. Therefore, these units would certainly not be included in the survey. Erroneous 

inclusions occur when some units not belonging to the target population have been 

included in the frame. Duplicates reflect the fact that some target population units appear 

in the sampling frame more than once. Undercoverage arises from omissions while 

overcoverage arises from erroneous inclusions and duplicates; undercoverage denotes 

failure to include some units of the defined survey population in the actual operational 

sampling frame (Hogan and Seiber, 2001).   

Although unplanned and often unknown, there is a zero probability of selection of 

these units. Therefore, they are excluded from the survey results. Having said that, we do 

not refer here to deliberate and explicit exclusion of sections of a large population from the 

survey population (Hogan and Seiber, 2001). 

Generally, when we are concerned with frame imperfection, we are concerned with 

net coverage, the sum of the undercoverage and overcoverage. The reason for our concern 

is the following: those units that are omitted or falsely included may in fact be different 

from those units that are included in the survey (Hogan and Seiber, 2001). If that indeed is 

true, then we are almost certain to make false decisions based on biased statistics.  

 

3.  Estimation Setup 

 

The standard estimation setup in the presence of imperfect frames is discussed in the 

following section of this paper. First, we explain the structural relationship between a 

target population and an imperfect frame from which a sample is drawn. We provide a 

simple graphic representation of this relationship (see the following figure). Then, we 

introduce methodology to analyze the standard estimation setup and to deal with frame 

imperfection.   

 

Figure 1. Standard estimation setup 

 

 

 

 

 

 

 

 

    

 

 

 

The target population (Pt) is positioned in such a way that the undercoverage set and the 

intersection set are not known. The figure above shows that undercoverage and 

overcoverage are present. We can also infer that there are two basic subsets of the selected 

sample sf : (1) sample elements that belong to the target population: si = sf  ∩ Pi  (where Pi  

refers to the intersection between Pf and Pt) and b) and (2) sample elements that belong to 

Frame population: Pf 

Size: nf 
Selected sample: sf 

Size:
fsn   

Target population: Pt 

Size: nt 
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the overcoverage population: soc = sf  ∩ Poc . Elements in si are represented by 
isn ; 

elements in soc  are represented by 
ocsn .  

As per Ängsved (2004), the population total of w ( 



t

t

Pk

kwP wt ) is the focus of 

applied research. Because Pi and Puc are mutually exhaustive on the target population (Pt), 

it is acceptable to define  

ucit wPwPwP ttt  . 

 

If it is reasonable to assume that the undercoverage is insignificant, then it would be 

acceptable to use 
iwPt̂  as an estimator for 

twPt . However, if this is not true, then we need to 

guesstimate 
ucwPt .  

 

4.  Dealing with Frame Imperfection 

 

When coverage error occurs, when target population (Pt) does not equal frame 

population (Pf), a sample is collected from the frame according to a sampling design p(sf). 

Since each element of the population may have a different probability of being included in 

the sample, we define first-order inclusion probability by fk , as well as the probability of 

including a pair of elements, the second-order inclusion probability, by fkl .  

We assume that there are R supplementary variables in the frame. Let us assume 

that xfk represents he value of the supplementary variable xf that is related with a frame 

population element k Pf . In other words, xf is a column vector with R components. 

Furthermore, for each element k Pt there is a fixed but unknown value wk for the w 

variable. As per Ängsved (2006), there is  
 

  .,...,,...,1 ffRkfrkkffk Pkxxx 


x  

 

Also, frame information total is identified as 

 

 
fRfrff xxxx ttt ,...,,...,

1
t   where  

f

fr

P

frkx xt . 

 

According to the above we will at most have information on target population 

membership/non-membership for every k sf  at the estimation stage of the survey 

(Ängsved, 2006). However, the extent of the undercoverage will be unknown. 

Accordingly, we indicate what happens when information on target population 

membership/non-membership is unknown for every k sf. In other words, we are 

interested to know what happens when it is not possible to identify the two subsets of sf  – 

the subsets are si and soc.   

We assume that there exists a w-value for every k Pf . That is, we assume that there 

exists a w-value for every k Pi  and for every k Poc . If indeed that is true, then there will 

exist a w-value for k sf . However, since information on target population membership/non-

membership is missing for every k sf , we ought to use 
fwPt̂  as an estimator for 

fwPt (Ängsved, 2004). 



262 

If it is true that E(
fwPt̂ ) =

fwPt , then the unknown bias of 
fwPt̂ with respect to 

fwPt is 

given by 

 

           B(
fwPt̂ ) =

fwPt -
twPt
 

= (
iwPt +

ocwPt ) - (
iwPt +

ucwPt )  

       = 
ocwPt - 

ucwPt  

         = ococwN - ucucwN  . 

 

If the difference between the mean values of w in Poc and Puc is small, then the size of bias 

depends on the difference of the number of elements in the overcoverage set and 

undercoverage set, and the magnitude of mean values ucoc ww  .  

We could have information on target population membership/non-membership for 

each k sf if the sample data provide information on target population membership for 

each sample element. We could therefore assume that information on wk is available at 

least for each k si (see figure 1). Also, there could be wk-values obtainable for some but 

not for all k soc as some of these elements simply do not exist anymore. Since we are 

now able to define si and soc, we also know
is

n
 
and 

ocsn , and sample totals (Ängsved, 2006). 

With all the information provided above we could potentially estimate 
iwPt . If we 

use unbiased estimator 
iwPt̂  of 

iwPt  during estimation of 
twPt , we will create negative bias as 

wk > 0. We define the bias by  

 

 
oci wPwP ttbias ˆ ,  

 

and the relative bias by 

 

 
ucit

uc

i

wPwPwP

wP

wP
ttt

t
tasrelativebi

/1

1
ˆ


 . 

 

It is obvious from the above equations that there will considerable bias in the estimation 

unless 
ucwPt is very small compared to 

iwPt  (Ängsved, 2004). Since no information on wk is 

available for all elements k Puc, some method needs to be implemented in order to 

compensate for undercoverage. Perhaps, this is something that our future research efforts 

need to be focused on. Specifically, if we assume that we have information on target 

population membership/non-membership for each k sf  as well as information for each 

k si, then we may be able to develop approaches for estimating of 
iwPt .  

 

5.  Conclusion 

 

In this brief paper we discussed what happens when the sampling frame suffers from frame 

imperfections. When frame imperfections are non-negligible, they can significantly bias the 

estimates. After we defined the concepts of target population (Pt) and frame population (Pf), we 

explained the structural relationship between a target population and an imperfect frame from 

which a sample is drawn. The first type of frame imperfection is undercoverage: when some 

units are not represented in the sampling frame but should have been part of the frame, there is a 

zero probability of selection for those units omitted from the frame. The second type of frame 

imperfection is overcoverage: when some units are duplicated, they are more likely to be 



263 

selected. It is often difficult to obtain a frame that corresponds exactly to the population of 

interest. We introduced the methodology to analyze the standard estimation setup. We also 

explained how researches should deal with frame imperfection.   
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Abstract 

 
Under the impact of a wide range of forces and factors, the prices of the globally traded 

commodities often experience sudden and significant fluctuations, putting under uncertainty and 

risk the economic status of producers, consumers and traders, from private to national level. Even 

though the commodities markets are notorious for their price volatility, the events that the world 

economy experienced in the years 2000s deepened and offered new connotations to this 

phenomenon. 

In the first decade of the new millennium, the commodity markets have experienced 

profound turbulences and high volatility, with prices reaching historical peaks just to crash 

dramatically some months later and very soon to restart their rise. Following a steady increase since 

2002, increase induced by the relatively strong performance of the world economy, fast growth and 

structural changes in several emerging countries, and growing attention to the challenges of global 

warming and shrinking oil reserves, the international markets for primary commodities reached 

their peaks in 2008. During this boom, volatility has been amplified by the increasing linkages 

between the commodities and the financial markets (phenomenon called in the economic literature 

the ‘financialization’ of the commodity markets). But the commodity price volatility was 

manifested in a particularly severe way since the installation of the economic and financial crisis at 

global level. Although the reasons of this instability were numerous, the global economic and 

financial crisis, through a series of mechanisms, has been identified as having manifested a major 

impact on price volatility of commodity markets during 2007-2010, as it brought both factors 

determining sudden pushes downward for the prices (through financial restrains) and others 

determining sudden impulses upwards (through the stimulus packages). All these movements 

reverberated across the internal markets all over the world, affecting their statuses. The Central and 

Eastern European countries, due to the processes they are traversing in the recent decades, manifest 

an increased responsiveness to external shocks. Consequently, Romania experienced the 

international commodity markets turmoil in a severe manner. This paper aims to calculate and 

present, by comparison, the volatility experienced at the international level and the situation 

registered on the Romanian market during the years of the crisis and with a glimpse at the 

immediately following state. 
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GARCH models. 
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1. Introduction 

 

Under the impact of a wide range of forces and factors, the prices of the globally traded 

commodities often experience sudden and significant fluctuations, putting under 

uncertainty and risk the economic status of producers, consumers and traders, from private 

to national level.  

Undoubtedly, the determinants of commodity price volatility differ by country and 

commodity, but in general, sudden price movements are the consequence of low elasticities 

of demand and supply in the short term (UNCTAD, 2008, pp. 39). Moreover, price 

changes tend to have sources that go beyond market fundamentals, adding to supply and 

demand shocks a large variety of factors, such as: impacts of changing weather patterns, 

cycles in key markets, currency fluctuations, agreements or conflicts, trade policies and 

their transmission, investments, changes in purchasing power, and so on, an almost 

inexhaustive list if all the linkages were to be considered. The volatility of prices increased 

over time, and particularly since the 1970s, as just between 1972 and 1999 were 

experienced as many major price fluctuations as there were experienced between 1899 and 

1971 (Cashin & McDermott, 2002, pp. 15). 

However, even though the commodities markets were already notorious for their 

price volatility, the events that the world economy experienced in the years 2000s 

deepened and offered new connotations to this phenomenon. In the first decade of the new 

millennium, the commodity markets have experienced profound turbulences and high 

volatility, with prices reaching historical peaks just to crash dramatically some months 

later and very soon to restart their rise. Following a steady increase since 2002, increase 

induced by the relatively strong performance of the world economy, fast growth and 

structural changes in several emerging countries, and growing attention to the challenges 

of global warming and shrinking oil reserves (UNCTAD, 2008, pp. 19), the international 

markets for primary commodities reached their peaks in 2008. During this boom, volatility 

has been amplified by the increasing linkages between the commodities and the financial 

markets (phenomenon called in the economic literature the ‘financialization’ of the 

commodity markets) (UNCTAD, 2009). But the commodity price volatility was 

manifested in a particularly severe way since the installation of the economic and financial 

crisis at global level. In about a year, the mid-2007 subprime mortgage crisis from the 

United States has developed into a global financial crisis and started to push the World 

economy into a state of recession, creating ‘the most severe turbulence since the Great 

Depression’ (United Nations, 2009, pp. 1). In September 2008, the global outlook has been 

already dramatically deteriorated. Accordingly, the boom experienced in the previous years 

on the commodity markets got to an end, being followed by a sudden and intensive 

collapse, which very soon after made place to other consequent raises and falls of prices.  

Although the reasons of this instability were numerous, the global economic and 

financial crisis, through a series of mechanisms, has been identified as having manifested a 

major impact on price volatility of commodity markets during 2007-2010, as it brought 

both factors determining sudden pushes downward for the prices (through financial 

restrains) and others determining sudden impulses upwards (through the stimulus 

packages) (Pop, 2011). 

All these movements on the international markets reverberated across the internal 

markets all over the world, affecting their statuses. The Central and Eastern European 

countries, due to the processes they are traversing in the recent decades, manifest an 

increased responsiveness to external shocks. Consequently, Romania experienced the 

international commodity markets turmoil in a severe manner. The purpose of this paper is 

to model and present, by comparison, the volatility experienced at the international level 

and the situation registered on the Romanian market during the years of the crisis and with 

a glimpse at the immediately following state. 
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The remainder of the paper is structured as follows. The second section depicts the 

new perspectives offered by the global crisis regarding the commodity price volatility, 

presenting a literature review supported by some empirical evidences meant to emphasize 

the mechanisms through which the crisis affected prices and intensified the commodity 

markets’ turmoil. Further, the third section aims to illustrate and compare the volatility 

experienced at the international level and the situation registered on the Romanian market, 

using the GARCH models to express the conditional variance on the two markets. 

Consequently, this section offers a methodology description with an accent on the GARCH 

models and then an empirical illustration in which the econometric models are applied for 

the analysis of two price series: the price series of food on the Romanian market and the 

one at international level. Further, in accordance with the obtained results, it is offered a 

comparison between the conditional volatility on the Romanian and international markets, 

as estimated from the models. Some conclusions finalize the paper in the fourth section. 

 

2. New Perspectives Offered By the Global Crisis Regarding Commodity Price Volatility 

 

2.1. Literature Review and Empirical Evidences 

 

In the first decade of the new millennium, the commodity markets have experienced 

profound turbulences and high volatility, with prices reaching historical peaks just to crash 

dramatically some months later and very soon to restart their rise. Starting from 2002, the 

international prices of all major commodity groups rose gradually. The burst of the housing 

bubble augmented the speed of increase from early 2007 to mid-2008, leading the IMF to 

diagnose the ‘broadest and most buoyant commodity price boom since the early 1970s’ 

(2008: 5). Consequently, headline inflation
84

 increased considerably above common 

definitions or perceptions of price stability (Gnan, 2009, pp. 21). The boom reached its 

peak at the middle of 2008, as the financial crisis that has just started to spread caused 

sharp commodity price declines. These movements are illustrated by the following graphs 

(Figure 1), which present the general trend of prices on a monthly basis for some major 

commodity groups. They emphasize all the stages of the turmoil: the blooming period 

experienced during the price boom which peaked in the midst of 2008, the following 

collapse at the installation of the global crisis, and also the turning point and the restart of 

the increase despite the still going global recession. 

 

Figure 1. Commodity Price Indices (US Dollar Terms)  

Monthly Data from January 2000 – January 2012 (2005=100) 
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 Headline inflation represents the measure of total inflation within an economy, including areas of the 

market which may experience sudden inflationary spikes such as food or energy. 
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The price volatility has been significant: fuel prices experienced drops by about 

70%, metals prices by 50%, even food and beverages prices, that are generally known to 

oscillate less under the global cyclical conditions, also fell by about 30% (IMF Primary 

Commodity Prices Database, 2012). Although the world economy was still severely 

troubled by the crisis, the commodity prices stopped their major fall by the beginning of 

2009 and restarted their rise. The rebound in commodity prices that started at the beginning 

of 2009 continued into 2010 as the global economy started to recover. Increased demand 

from China, significant production cuts for metals and oil, and some weather-related 

factors in agriculture markets also contributed to higher prices. As a result, in comparison 

with a year earlier, energy prices increased by 60% in the first quarter of the year, metals 

by 62% and agricultural prices by 19% (IMF Primary Commodity Prices Database, 2012). 

Provoked by the Euro debt crisis, commodities experienced a sharp decrease during May 

2010, due to concerns about economic growth and weakening commodity demand. 

However, despite the recovery, the 2009, 2010 and 2011 prices continue to fluctuate 

significantly as the world economies continue to struggle with other forms of turbulences, 

like for example the sovereign debt crises. 

As emphasized by the graphs in Figure 1, since the moment that the economic and 

financial crisis started to spread worldwide the fluctuations on the commodity markets 

became more acute. An investigation of the recent literature regarding the commodity price 

shock of 2002-onward and the global economic and financial crisis that troubled the world 

since 2008 led to the conclusion that there is a relation of interdetermination between the 

two, being regarded as both cause and effect one for the other. Consequently, the subject 

can be approached in both directions: the commodity price turmoil as a cause and 

aggravating factor of the crisis, and the global crisis, through its mechanisms, as a major 

determinant of commodity price instability of the recent years. 

Regarding the first direction of approach, Gnan (2009), for example, offers support 

through explanations based on terms of trade deterioration in commodity-importing 

countries (that affected production and diminished private purchasing power and demand, 

altering the economic state) and tighten monetary policies designed to avoid inflationary 

spreading, that contributed to the bursting of various asset price bubbles which had been 

accumulating since the beginning of 2000s, fact that determined the global recession. 

Furthermore, the price collapse of the second half of 2008 deteriorated the exporting 

countries’ terms of trade, adding another adverse shock to the already decreased demand 

caused by the world economic recession, while, in the context of the negative global 

background, the gain in terms of trade for the importing countries did not provide much 

stimulus for investment and consumption, primarily contributing to an increase in private 

savings. As a result, high commodity price volatility may not only have caused the global 

crisis but may also have intensified its subsequent development (Gnan, 2009, pp. 22-23). 

On the other side, the global crisis represented a major determinant for commodity 

price volatility of the recent years. The mechanisms through which the crisis induced price 

instability are pointed out as follows:  

 shortages in credit availability and trade financing that influenced market 

fundamentals; 

 the deterioration of the global economic outlook and the lack of quick recovery 

perspectives that determined the decrease of consumption and investments and the 

increase of household savings rates, that further influenced the demand; 

 the invested capital on exchange markets, which directly influenced volatility; 

 the depreciation of the US currency, in which most of the commodity prices are 

denominated; 

 the stimulus packages introduced in some OECD countries and in some emerging 

economies, as response to the crisis, that created supplementary pressure on the market 

fundamental. 
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The first three mechanisms listed above (shortages in credit availability and trade 

financing, consumption and investments decreases) can be regarded as typical reactions to 

the economic and financial recession due to the installation of the crisis. However, we 

consider that the other two mechanisms (U.S. dollar depreciation and stimulus packages) 

are the ones that offered new perspectives of analysis for price instability in the context of 

the discussed crisis. Several theoretical and empirical analyses support this conclusion. For 

example, Lipsky (2008: 7) has shown that the depreciation of U.S. dollar contributed with 

approximately 20% to the increase of the food prices. Moreover, if the U.S. dollar had 

maintained in recent years the level of 2002, oil prices would have been lower by 25 

dollars per barrel and the price increase in other categories of goods would have been 

lower by 12%. Furthermore, Pop (2011: 106-108) brings arguments to the fact that the 

4000 billion Yuan (equivalent of 586 billion USD) economic stimulus plan launched by 

China in November 2008 has been the major determinant in the ending of the commodity 

price collapse and consequent increase, despite the fact that the world was still in the midst 

of the global recession. 

 

3. The Price Volatility in the Midst and Beyond the Crisis – International and 

Romanian Market 

 

The significant turbulences on the international markets reverberated across the internal 

markets all over the world, affecting their statuses. The Central and Eastern European 

countries, due to the processes they are traversing in the recent decades – the post-

communist transformations, market externalizations, globalization and European Union 

integration – manifest an increased responsiveness to external shocks. With the outbreak of 

the global crisis, the vulnerability of these markets has come once again to the front, as 

almost all these states have accumulated major economic imbalances and have been 

experiencing sharp depressions.  

Consequently, Romania experienced the global crisis and the international 

commodity markets turmoil in a severe manner. In order to illustrate how the price 

instability on the world market reverberated across the Romanian one, we chose to model 

the volatility of the food prices on the two markets from January 2006 onwards in order to 

emphasize the moment of the crisis and its consequent effects. 

 

3.1. Methodology 

 

A wide range of methods for estimating price volatility can be encountered in the 

economic literature, from rather simple ones (like unconditional standard deviation or the 

coefficient of variation) to more complex ones (such as ARCH model and its extensions).  

A series of limitations may be identified in the mentioned simple approaches, 

causing an exaggeration of uncertainty and related price risk while computing the 

volatility. These aspects are due to the fact that the unconditional standard deviation and 

the coefficient of variation do not distinguish between the predictable and unpredictable 

components of price series, intrinsically assuming that market participants behave in a 

naive way, not having the ability to detect regular features of the price process. A certain 

approach is not founded on realistic considerations as it appears unrealistic to suppose that 

market participants do not have the experience of predicting seasonal behaviors, long-time 

tendency or cyclical components in the prices of the commodities with which they operate 

(Figiel & Hamulczuk, 2010). 

A common approach is represented by the Generalized Autoregressive Conditional 

Heteroscedasticity (GARCH) model (Bollerslev, 1986), which has the merit of accounting 

for both the predictable and unpredictable components in the price process, while 

considering time varying conditional variances, and consequently, only the stochastic or 
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unpredictable component when modeling volatility (Jordaan, Grové, Jooste & Alemu, 

2007). According to Engle (2001), applications of the GARCH approaches are widespread 

in situations where the volatility of prices is a central issue, as the relatively high volatility 

implies to problems: the autocorrelation of the residuals and the heteroscedasticity. The 

latter refers to a situation in which the variances )( 2
t do not have a constant evolution in 

time, being conditioned, on one hand, by its own lagged values )( 2
it   and revealed by the 

GARCH-terms and, on the other hand on the lagged values of standardized errors with the 

aid of so-called ARCH-term 


















it

it




 (Pop & Ban, 2011, pp. 515). 

Studies using ARCH model and its extensions are commonly encountered in 

modeling stock market prices. With regard to commodity prices, it can be mentioned the 

early ones of Aradhyula and Holt (1988) which applied the GARCH method to modeling 

meat production. Also, Moledina, Roe and Shane (2003) used GARCH to determine the 

volatility of commodity prices in international markets. More recently, Jordaan, Grové, 

Jooste and Alemu (2007) measured and compared the conditional volatilities for the prices 

of some crops traded on the South African Futures Exchange using the ARCH or GARCH 

approach, depending on which of the two approaches was relevant statistically, while 

Figiel and Hamulczuk (2010) tested for conditional volatility analyzing monthly wheat 

procurement prices in Poland. Regarding the Romanian market, this kind of approach in 

commodity price modeling is limited, to our knowledge, only Pop and Ban (2011) used 

EGARCH for modeling the price of wheat, in order to estimate the volatility and the price 

risk, both on Romanian and on international market. 

In its general form, a GARCH(p,q) model includes two equations: one for the 

conditional mean (1) and the other for the conditional variance (2).  
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The coefficients of ARCH-terms  i  reveal the volatility of previous periods of 

time and this volatility is measured with the aid of squared residuals from the equation of 

mean. The coefficients of GARCH-terms  j  show the persistence of passed shocks on 

the volatility. In order to have a stationary system, the sum of the two coefficient must be 

smaller than the unit: 1
11
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In our empirical analysis, we started from the model described above, but during 

our research we concluded that, for the analyzed price series, the asymmetrical GARCH 

models perform better compared to the symmetrical ones. This conclusion is also 

consistent with the findings of Pop and Ban (2011). The symmetrical models assume that 

both the positive and negative innovations have a similar impact on volatility. In reality, it 

was demonstrated that for certain financial series, their volatility is significantly higher 

after negative shocks  0t compared to its level after positive ones  0t (the leverage 

effect). This effect is included in the extended model called EGARCH with the aid of an 

asymmetric coefficient, i . In this case, there are no more restrictions concerning the 

coefficients from the conditional variance equation. Consequently, the AR(k)-

EGARCH(p,q) model, elaborated by Nelson (1991), has the following structure: 
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where the residuals from (3), t , follow a GED or a normal distribution and the  2log t  is 

the logarithm of conditional variances. 

 

3.2. Empirical Results 

 

In our empirical investigation, we analyzed the evolution of price indices for Romanian 

food market, offered by the National Institute of Statistics and the corresponding ones at 

the international level, from the International Monetary Fund, Primary Commodity Prices 

database. We used monthly data between January 2006 and November 2011, in order to 

emphasize and analyze exactly the moment of the global crisis and is consequent effects, 

and we performed the analysis using the programs Eviews 7.1 and Microsoft Excel. 

A series of steps required by the statistical analysis of the time series were initially 

implemented. We eliminated the seasonal component of the two series using the 

multiplicative moving average method. The graphs in Figure 2 show the food price 

evolution on the Romanian and international market, seasonally adjusted. 

 

Figure 2. Food Price Indices Monthly Data from January 2006 – November 2011 

(2005=100) 
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Source: Authors’ illustration in Eviews 7.1 based on data released by The Romanian 

National Institute of Statistics (RNIS) and IMF, 2012. 

 

Further, we operated with the logarithmic price ratios of the two series ( )ln(
1t

t

P

P
), 

also called price returns (Figiel and Hamulczuk, 2010), due to their better statistical 

properties (Sironi and Marsella, 1997, pp. 159). The descriptive analysis of the food price 

return series, both on Romanian and international market, revealed that its volatility is not 

constant in time, indicating the presence of heteroscedasticity, aspect that makes our data 

appropriate for a GARCH modeling. In order to detect the serial autocorrelation, we 

analyzed the autocorrelation (ACF) and partial autocorrelation function (PACF) estimated 

for a number of lags varying from 12, 24 to 36 and the calculated Q-statistics indicated the 

presence of this phenomenon.  
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Table 1 presents other descriptive statistics, which show especially that the log 

returns of food prices do not follow a Gaussian distribution, since the skewness is different 

from zero and the kurtosis has a value larger than 3, as they should be for a Gaussian 

distribution. This aspect is also supported by the Jarque-Bera test. 

 

Table 1. Descriptive Statistics of Food Price Indices – Romanian and International Market, 

January 2006 – November, 2011. 

 

Measure LN_FOOD_RO_SA LN_FOOD_INT_SA 

Mean -0.000584  0.007426 

Median -0.000475  0.010280 

Maximum  0.024999  0.070874 

Minimum -0.045279 -0.145514 

Std. Dev.  0.010959  0.037388 

Skewness -0.774862 -0.865464 

Kurtosis  6.109919  5.460199 

   

Jarque-Bera  35.21361  26.39203 

Probability 0.000000 0.008292 

 

Source: Authors’ calculations in Eviews 7.1. 

 

Further, we tested the non-stationarity of the time series, as they need to be stationary in 

order to not obtain spurious regressions. 

 

Table 2. Testing the Non-Stationarity of Food Price Indices – Romanian and International 

Market, January 2006 – November, 2011. 

 

Null Hypothesis: the series has a unit root 
  

t-Statistic 

 

Prob.* 

 

 

 

t-Statistic 

 

Prob.* 

LN_FOOD_RO_SA -0.963848 0.7662 DLN_FOOD_RO_SA -11.66081 0.0000 

LN_FOOD_INT_SA -0.215600 0.9332 DLN_FOOD_INT_SA -10.25621 0.0000 

*MacKinnon (1996) one-sided p-values. 

Source: Authors’ calculations in Eviews 7.1. 

 

In Table 2 we showed the results of ADF test, at the national and international level. For 

the logarithmic series, the calculated value of the t-Statistic shows that this series is not 

stationary. Consequently, we constructed the first order differences which proved to be 

stationary.  

Further, we estimated the models for each of the two variables both for the 

conditional mean and conditional variance. Equations (3) and (4) were estimated using the 

maximum likelihood. Based on the information criterion minimization (especially that of 

Schwarz) and on the residual test, we chose the appropriate number of lags. When 

comparing the in-sample forecast with the real values, we noticed that combined models 

ARIMA-EGARCH with a GED distribution perform better and produce more accurate 

estimates.  

For the Romanian market, we considered the most appropriate model to be of the 

form (the z-Statistics and the probabilities are given in parentheses): 
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For the international market, the appropriate model is:  
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In our case, the most important equations are the equations 6 and 8, which estimate 

the conditional variances as indicators for price volatility. Because the coefficients are 

based on EGARCH model, there are no restrictions related to their values. Based on the 

estimated equations, we generated the series of conditional volatility, in order to compare 

for the period January, 2006 – November, 2011 which of the two markets was more 

volatile. The results are given in Figure 3, both for the conditional volatility at the 

international and national level. 

 

Figure 3. Food Price Volatility Monthly Data from January 2006 – November 2011 

(2005=100) 

 

(a) Romanian Market 
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(b) International Market 
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(c) Merged Graphs – Romanian and International Market 
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Source: Authors’ calculations and illustrations in Eviews 7.1 based on data released by 

RNIS and IMF, 2012. 

 

As shown in Figure 3, the estimated values of conditional variances show an increase of 

volatility between 2008 and 2011 on the both food markets. 

After 2007–2008, the Romanian market appears to be more influenced by the 

situation on the international one, following the “peaks” generated by different world 

events, always on step behind. The main reason for this higher synchronization is most 

probably the fact that, joining the European Union in 2007 and opening its markets, 

Romania became more receptive at the international shocks. 

Comparing the evolutions of volatility for the two food markets, we can affirm that 

in the midst of the crisis the food prices volatility was more accentuated on the 

international market than on the Romanian one. However, in the following period, in 2010 

and especially in 2011, the volatility on the Romanian market become more acute than the 

international one, as a sign of the fact that Romania is currently experiencing more 

severely the consequences of the crisis, it is highly affected by the turbulences in the euro 

aria and the sovereign debt crisis, while it is also facing a period of turbulences and 

internal problems that deepen the volatility context in comparison with the international 

market.  

Analyzing the equations resulted for the Romanian market, we observed that the 

current volatility depends more on passed shocks (innovations) in the system than on the 

passed volatility. Consequently, the current volatility context has its origins on the shocks 

and transformations Romanian market in general, and the food sector in particular, 

experienced in the recent period. 

Five years after joining the European Union, the Romanian food sector is 

confronted with many difficulties whose effects are reflected on the performance and 

competitiveness of the sector. Compared to other EU Member States, Romania has a 

significant agricultural potential. However, the organization, the excessive fragmentation 

of parcels, which reduces productivity and discourages investments, cumulated with 

inadequate funding, are obstructing the achievement of an adequate level of performance 
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that is necessary to cope with the increasingly competitive pressures (RCC, 2010, pp. 31). 

Over the past two decades, this sector has experienced fluctuations in its development, 

owed to structural changes like privatization, restitution of land after the communist 

period, and other external influences and transformations due to the processes of market 

liberalization and the need of alignment to the requirements of the European Community. 

All these transformations had a major effect on the efficiency of the sector and its 

international competitiveness. Moreover, a significant part of the food products in 

Romania comes from import, from meat to oils, vegetables, fruits, and also cereals in poor 

agricultural years. This shortcoming is due to the seasonality of the agricultural production 

that reaches its peak during summer, and also to the lack of storage capacity and adequate 

means for conservation of products. Indeed, the increase of imports of cheaper food 

products and the need of alignment with the European Union requirements, cumulated with 

the process of price convergence, are the main reasons why the world and European 

market evolutions in the sector are directly felt on the Romanian market. 

The Romanian producers are adapting with high difficulty to a market environment 

characterized by a high volatility of demand and prices, especially in the context of the 

recent economic and financial turmoil. Before the accession to the euro zone, it will 

probably be mandatory to have an agricultural system that would reduce as much as 

possible such volatilities. Investments in this sector – through the absorption of EU funds, 

state funds schemes, banking products and other alternatives that the market economy 

offers – could contribute to increased productivity, better internal results and, in time, 

lower import levels. 

Nevertheless, volatility of prices remains a complex phenomenon we have to live 

with and which we can moderate only up to some extent. By adjusting market structures 

and specifying regulatory and fiscal policies we can try to limit it, but we will not remove 

it on the whole. Consequently, an alternative approach should consist in developing means 

to deal with the price risk and uncertainty that this volatile context is creating. By 

implementing viable price risk management strategies – contractual, market-based, 

insurance schemes, etc. – the Romanian producers and consumers could attenuate the 

negative effects of price volatility, while concentrating on reducing the level of the 

imported volatility by strengthening the internal capacities of production. 

 

4. Conclusions 

 

The global economic and financial crisis, through a series of mechanisms, has been 

identified as having manifested a major impact on price volatility of commodity markets 

during 2006-2011, as it brought both factors manifesting sudden pushes downward for the 

prices (through financial restrains) followed by sudden impulses upwards (through the 

stimulus packages).  

Initially increased partly due to ‘financialization’ and reallocation of investments 

from the housing market, the collapse in commodity prices was intensified by the sharp 

contraction in demand in the developed and many emerging economies, which caused 

significant falls in the volume of international trade. The global crisis, started as a financial 

crisis, also negatively affected the banking system which stopped providing credit, leaving 

both producers and consumers without access to finance. The lack of credit at the height of 

the crisis caused a further contraction in commodity trade, and thus amplified the price 

collapse. Moreover, the instability of the U.S. dollar manifested additional pressure. 

However, the collapse, although major and sudden, did not persist for long, as the 

commodity prices suddenly restarted their increase at the beginning of 2009. Credited with 

stimulating price recovery in most commodity groups have been the stimulus packages, 

mainly the Chinese one, introduced to stimulate economic growth and rebuild confidence 
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in the financial markets. Although the commodity prices recovered temporarily after the 

crisis, the years 2010 and 2011 brought turbulences increasing again the volatility context. 

With regards to the Romanian situation from the food market price volatility 

perspective, after 2007 Romania become more receptive at the price signals from the 

international food market. Consequently, during the global crisis, its economy followed 

one step behind the international trend. However, in the recent years, 2010 and especially 

2011, the volatility on the Romanian market became more acute than the international one. 

This aspect comes as a proof of the fact that Romania is currently experiencing more 

severely the consequences and reminiscences of the crisis being also highly affected by the 

turbulences in the euro aria and the sovereign debt crisis; moreover, it is also facing a 

period of turbulences and internal problems that deepen the volatility context in 

comparison with the international market. The current volatility context has its origins on 

the shocks and transformations Romanian market in general, and the food sector in 

particular, experienced in the recent period, transformations that had a major effect on the 

efficiency of the sector and its international competitiveness. Despite Romania’s 

significant agricultural potential, the low productivity levels and inadequate funding are 

obstructing the achievement of an adequate level of performance that is necessary to cope 

with the increasingly competitive pressures. The increase of imports of cheaper food 

products and the need of alignment with the European Union requirements, cumulated with 

the process of price convergence, are the main reasons why the world and European 

market evolutions in the sector are directly felt on the Romanian market. Consequently, 

Romania’s current volatility context is a mixture between imported volatility and internal 

instability and lack of maturity of the market structures. As price volatility represents a 

very complex phenomenon that can be moderated only up to some extent by adjusting 

market structures and specifying regulatory and fiscal policies, Romania should 

concentrate on strengthening its internal potential of production in order to reduce the level 

of imported volatility, while also dealing with the problem through price risk management 

strategies. 
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Abstract 

 
The purpose of this paper is to explore mutual trade and economic convergence in South-east 

European (SEE) countries beyond the global recession. The research methodology of mutual 

trade is based on applying the following indicators: Entropy Index (EI), Revealed Comparative 

Advantages Indicator (RCA), Lafay Index (LFI), Grubel-Loyd Index (GL) and Trade Intensity 

Index (TII). In the analysis of economic convergence the Theil Index is used. The main sources 

of the data are: WIIW Handbook of Statistics (2010), Eurostat database COMEXT, and IMF. 

The macroeconomic characteristics of the observed SEE countries before the appearance of the 

global recession, during and after the global recession, have not significantly changed. All 

countries are characterized by: a macroeconomic imbalance, external imbalance, budget 

deficit, large foreign indebtedness and low level of employment. The obtained results indicate 

the presence of macroeconomic convergence among the analyzed SEE countries. The obtained 

results for the period 2000-2010 confirm the process of macroeconomic convergence among 

the analyzed SEE countries. The intensity of the process is different for individual analyzed 

variables. Macroeconomic convergence is most evident in the equalization of the price level 

(CPI index) and the indebtedness of the state sectors in SEE countries. The analysis of GDP 

per capita indicates a slight decrease in the gap which appeared in 2003, and continued to 

develop intensively during the recession. Convergence is also present in reducing the 

difference in the level of wages, as well as in levels of unemployment. 

The analysis of mutual trade shows that most SEE economies liberated their international trade 

rather quickly, and developed intense trade relations with other countries. Trade specialization 

and comparative advantages are still expressed in low value added products. In all countries 

during the recession a decrease of imports was higher than decrease of export which resulted in 

the improvement of the trade balance. Economic recovery of international markets especially 

in the EU in 2010 and 2011 had a positive influence on export growth. However, export 

recovery has been very slow. On the other hand, a strong decline in domestic demand, as a 

consequence of recession had impacts on the reduction of imports. The implications of this 

research are first of all oriented towards policy makers. New knowledge about economic 

growth, economic convergence and mutual trade in SEE countries should be a good framework 

for creating a new economic model which enables economic growth and prosperity. The new 

economic circumstances imply a need to bring down government expenditure and a reduction 

of the budget deficit. A reduction in personal consumption and the need to stop the growth of 

government spending indicate that in the forthcoming period the only and major sources of 

economic growth are an increase of investments and exports. Tax reduction is one of the 

preconditions for competitive repositioning and for the increase of investment activities, which 

could result in higher rates of economic growth. Without them it is impossible to solve serious 

structural issues and the high rate of unemployment. The obtained results confirm the 

possibilities of the strengthening of mutual economic cooperation and joint efforts on the 

international markets especially in the circumstances of the global economic crisis and post-

recession period. 

 

Keywords: global recession, economic convergence, mutual trade, SEE countries 
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1. Introduction 

 

This paper examines mutual trade, trade performance and economic convergence in SEE
85

 

countries from 2000 to 2010. The observed period includes the changes made before the 

global economic crisis (until 2008), during the crisis (2008-2009), and the post-recession 

period (2010). 

The preliminary event to the latest economic processes in the countries of Southeast 

Europe was a period of transition. It was characterized by processes of restructuring, 

privatization, liberalization and economic integration in the international flows of goods 

and capital (Bartlett, 2009). Certainly, in the last years, SEE economies have experienced 

significant structural adjustments and changes. These processes have been additionally 

initiated by the opening of the EU accession process and the emergence of the global 

economic crisis. The latest trends on the international markets are characterized by a fall in 

demand and a strengthening of competitive pressures (Havlik, P et al., 2011). In this 

context the ability of adjusting to new market circumstances and the development of 

economic cooperation are especially important for the achievement of continued growth in 

production and in exports. The precondition of these processes is the strengthening of 

mutual trade (Buturac, Lobanov, 2011). Therefore the analysis of trade performance and 

mutual trade of SEE economies is central in this research. 

In spite of numerous common features of economic structures of the observed 

countries, approaches to these processes and the adaptation to new economic and market 

circumstances differ significantly. This is partly a consequence of existing inequalities in 

the level of economic development where dynamics, ability and capacity of the 

implementation of structural and institutional reforms differ between the Croatian economy 

and the economies of Southeast Europe. Therefore, in this paper it is especially interesting 

to examine the process of economic convergence which is mainly conditioned by 

globalization and integration processes (El ouardighi, Somun-Kapetanovic, 2009; Ancona, 

Patimo, 2010). 

The research methodology is based on applying the following indicators: Entropy 

Index (EI), Revealed Comparative Advantages Indicator (RCA), Lafay Index (LFI), 

Grubel-Loyd Index (GL), Trade Intensity Index (TII). In the analysis of economic 

convergence the Theil Index is used. The main sources of the data are: WIIW Handbook of 

Statistics (2010), Eurostat database COMEXT, and IMF. 

The introductory section is followed by an analysis of the macroeconomic impact 

of the global economic crisis in SEE countries. In the third part of the paper there is an 

analysis of macroeconomic convergence. The fourth part of the paper is devoted to the 

analysis of mutual trade which includes: an analysis of indicators of export and import 

trends, the analysis of trade flows among the observed countries, the analysis of 

competitiveness in international trade, and the analysis of trade intensity. The paper ends 

with a conclusion. 

 

2. Impacts of the Global Economic Crisis  

 

The global economic recession began in the second half of the year 2008. Earlier warnings 

of a possible change in the direction of the trend gave way to optimism and hidden 

statements of numerous companies and banks. With easy financing, bad loans were 

rescheduled, housing markets were booming, consumption was high and so were 

investments. Thus when the financial crisis came most governments were taken by surprise 

as were the leading international institutions. In a globalized world with strong 

interdependencies the spread of the crisis from the central point outwards was just a matter 

                                                 
85 SEE is the abbreviation for Southeast European countries. SEE countries in the analysis comprise the 

following countries: Albania, Bosnia and Herzegovina, Croatia, Macedonia, Montenegro and Serbia. 
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of time. As could have been noticed, the crisis appeared differently across the globe and in 

different global regions with differentiated outcomes. 

The first sign of economic recession in the SEE countries was a significant 

reduction of exports which was the consequence of a strong decline in foreign demand. 

The stagnation and reduction of activities in other sectors, especially in trade, construction 

and industry, soon followed. By analyzing the growth rate of real GDP, it is noted that in 

the year 2008 there was a significant decline in economic activity, while in the year 2009 

annual changes of real GDP in all SEE countries were negative (Table 1). Albania is the 

only SEE country with positive economic growth during the global crisis. On the other 

hand, the highest negative growth rates were recorded in Croatia and Montenegro. The 

world economy has improved in the course of 2010 and the recovery has gained strength in 

the EU as well. Annual changes of real GDP in SEE countries in 2010 were positive, 

except in Croatia. 

Due to lower tax base and non-elastic government expenditures, a group of SEE 

countries recorded deteriorating stability in public finances. On the other hand, the current 

account deficit was reduced because of adjustments of domestic absorption. Despite lower 

current account deficits, the share of foreign debt in GDP in most countries significantly 

rose in 2009. In spite of slow economic recovery in 2010 foreign indebtedness continued to 

increase in 2010. Due to persistent external imbalances, extremely high level of foreign 

debt and risk aversion of global investors, the SEE countries were not able to implement 

expansionary fiscal policies which could induce economic growth. 

A decline in economic activity in 2009 has contributed to unfavorable labor market 

trends. In that year, all SEE countries except Macedonia recorded an increase in 

unemployment. Despite the slight growth in real GDP in 2010, unemployment has 

continued to grow in all countries except Macedonia and Albania, where it was held at 

approximately the same level. Along with rising unemployment, the employment rate 

decreased. The common characteristic of all SEE countries is a very low rate of active 

working population and low employment rate. Average level of employment for the SEE 

countries in 2010 stood at 40.8 percent. 
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Table 1. Key macroeconomic indicators – impacts of the global crisis 
 GDP growth 

 

Public deficit %GDP Current account deficit 

%GDP 

Foreign debt %GDP Unemployment rate 

 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 2008 2009 2010 

Albania 6.1 4.2 3.6 -5.4 -7.0 -3.1 -8.4 -15.2 -11.8 27.9 38.7 42.3 13.0 13.8 13.7 

B&H 5.0 -3.0 0.7 -0.3 -4.5 -2.5 -13.6 -6.3 -6.1 26.1 21.8 25.7 23.4 24.1 27.2 

Croatia 4.3 -5.8 -1.2 -3.6 -3.2 -4.3 -5.6 -5.2 -1.1 66.9 95.8 101.2 8.4 9.1 11.8 

Macedonia 3.2 -2.0 1.8 -1.2 -2.7 -2.5 -6.1 -6.8 -2.2 45.1 56.4 59.5 33.8 32.2 32.0 

Montenegro 4.5 -5.0 2.5 0.5 -3.5 -3.0 -18.5 -30.1 -25.1 30.0 23.5 29.4 17.2 19.3 19.6 

Serbia 5.0 -2.9 1.0 -1.1 -4.5 -4.4 -9.2 -7.2 -7.2 59.5 77.9 82.0 13.6 16.1 19.2 

Average 4.7 -2.4 1.4 -1.9 -4.2 -3.3 -10.2 -11.8 -8.9 42.6 52.4 56.7 18.2 19.1 20.6 
 

 Employment rate Industrial production – 

annual changes 

Agricultural production – 

annual changes 

Export of goods %GDP Import of goods %GDP 

 2008 2009 2010 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 Average 

2000-08 

2009 2010 

Albania 53.8 53.4 54.7 7.6 7.2 20.0 3.8 2.0 9.0 8.4 8.6 13.2 32.7 35.0 36.8 

B&H 33.6 33.1 32.5 8.3 -3.3 1.6 3.0 0.7 - 22.3 23.8 29.8 66.7 51.6 55.7 

Croatia 44.4 43.3 41.1 3.7 -9.2 -1.4 0.2 -0.8 -8.2 20.3 16.9 19.8 40.7 33.0 32.8 

Macedonia 37.3 38.4 38.7 5.0 -8.7 -4.8 1.1 -2.3 8.0 34.6 28.8 35.9 54.4 52.1 57.0 

Montenegro 42.3 41.2 40.0 1.9 -32.2 17.5 1.4 3.0 2.0 19.3 9.9 11.5 54.3 56.0 53.9 

Serbia 44.4 41.2 37.9 2.0 -12.6 2.5 1.9 5.0 0.0 17.6 20.7 25.5 38.6 38.4 42.0 

Average 42.6 41.8 40.8 4.8 -9.8 5.9 1.9 1.3 1.8 20.4 18.1 22.6 47.9 44.4 46.4 

Source: wiiw Handbook of Statistics, 2011. 
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The common feature of the recession is a significant decline in industrial production as 

well. The industrial activity in 2009 in the SEE countries decreased on average by 9.8%. 

Meanwhile, in the group of observed countries there is Albania, which should be pointed 

out because of the industrial production growth of 7.2%. In 2010 Albania and Montenegro 

recorded strong industrial growth, in Serbia and Bosnia and Herzegovina industrial growth 

was very slight, while Croatia and Macedonia recorded a decline in production. 

Agricultural production handled recession conditions much more easily. This can 

be primarily attributed to the inelasticity of demand for agricultural products. Also, 

agriculture is more oriented to the domestic market and, therefore, is less exposed to 

external impacts. Agricultural production in 2009 in the selected group of SEE countries 

increased on average by 1.3% and in 2010 by 1.8%. Croatia is the only one in the group of 

SEE countries that suffered a decline in agricultural production both in 2009 and 2010. 

Global recession and decline in demand in foreign markets resulted in a decreasing 

share of exports in GDP in 2009. The economic recovery of international markets, 

primarily of the EU, has contributed to the improvement in exports in 2010 and an 

increasing share in GDP. However, the share of exports in GDP is relatively small due to 

the fact that the SEE countries are small economies, which by their nature must be more 

focused on international trade. 

The share of imports in GDP for all SEE countries is significantly higher than the 

share of exports in GDP. The share of imports in GDP in 2009 decreased because of falling 

domestic demand. A slight recovery in the SEE countries has contributed to the increase of 

this indicator in 2010. In the period from 2009 to 2010, the share of imports in GDP for the 

SEE countries increased on average from 44.4% to 46.4%. 

The macroeconomic characteristics of the observed SEE countries before the 

appearance of the global recession, during and after the global recession, have not 

significantly changed (Gligorov et al., 2010). All countries are characterized by a 

macroeconomic imbalance which is reflected in higher domestic demand (C + I + G) with 

respect to the real value of production (Y). Macroeconomic imbalance is followed by an 

external imbalance where imports greatly exceed exports. Foreign trade deficit and budget 

deficit lead to large foreign debt. Apart from Albania, none of the analyzed countries 

registered significant industrial growth. The basic characteristic of the labor market is the 

low level of employment. 

 

3. Macroeconomic Convergence: Is It A Reality? 

 

Despite common features of the crisis in the SEE countries, approaches to economic 

development, as well as selecting and implementing appropriate measures and instruments, 

differ between countries. This is partly due to different levels of economic development 

where the dynamics, ability and capacity of implementing structural and institutional 

reforms vary. On the other hand, processes of globalization, integration and liberalization 

ensure the possibilities of mutual economic cooperation which could have, in the end, an 

impact on reducing economic differences between the observed countries. In this part of 

the analysis the key question is: does the integration process lead to macroeconomic 

convergence in SEE countries? Also, it is interesting to analyze the influence of the global 

economic crisis on the convergence process.  

The economic convergence
86

 process can be defined as the reduction of the 

development gap between less developed countries in comparison to developed economies. 

                                                 
86 The economic convergence is a concept that has gained popularity among economists, not only because of 

the importance of the issue about poor countries catching up with rich ones, but also because this analysis can 

serve as a way to verify the validity of different growth models (Varblane, Vahter, 2005). Convergence is a 
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The process is broadly explored in the economic literature, especially in the context of EU 

expansion (Angeloni, Flad, Mongelli, 2005). Based on economic theory and empirical 

research, factors determining the speed of convergence are: initial conditions, success of 

structural reforms, and macroeconomic stability (Fischer, Sahay, 2000). In the later phases 

of transition, determinants of economic growth of less developed countries are more or less 

the same as in the most developed economies and are related to the quality of human and 

fixed capital in the broadest sense. Concerning the process of EU accession it is interesting 

at the beginning of the analysis to explore the developing gap between SEE countries and 

EU 27 measured by GDP per capita (Figure 1). 

 

Figure 1. GDP per capita, EU27=100 
 in %

0

10

20

30

40

50

60

70

Albania Bosnia and

Herzegovina 

Croatia Macedonia Montenegro Serbia 

2000 2005 2010

 
Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 

 

SEE countries reduced the development gap in relation to EU 27 average in terms 

of GDP measured by purchasing power parity in the period 2000-2010. At the same time, 

the average annual reduction of development gap in average for SEE countries was 1.1%. 

Montenegro showed the highest reduction where the average annual rate of reduction was 

1.4%. 

Macroeconomic convergence among observed SEE countries is analyzed applying 

the Theil index as a measure of inequality. The Theil index is defined as: 
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where ix  is the value of variable x  for the country i, x  is arithmetical mean of 

variable x , n  is the number of countries. Higher values of this index reveal to higher 

inequalities. 

The aim of every economy is to achieve maximal value of production, full 

employment and price stability. Therefore, the Theil index was calculated for the following 

variables: GDP per capita, Unemployment rate, Wages, Consumer Price Index – CPI and 

Gross Government Debt. The empirical results are shown in Figure 2. 

 

                                                                                                                                                    
process that may be analyzed from various aspects. Real convergence describes the convergence of income 

levels, nominal convergence reflects the convergence of price levels, and institutional convergence implies 

harmonization of legislation. In addition one can also speak about the convergence of business cycles, 

consumer behavior, social stratification, and so on. 
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Figure 2. The Theil Index 
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Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 

 

These results indicate the presence of macroeconomic convergence among the 

analyzed SEE countries. The intensity of the convergence process is different for each 

variable. Also, there are obvious effects of the global economic crisis on the convergence. 

Macroeconomic convergence is most evident in the equalization of the price level (CPI 

index) and the indebtedness of the state sectors in SEE countries. The analysis of GDP per 

capita indicates a slight decrease in the gap which appeared in 2003, and continued to 

develop intensively during the recession. Convergence is also present in reducing the 

difference in the level of wages, as well as in the levels of unemployment. 

 

4. Trade Performance 

 

All observed countries face the challenge of more active inclusion in the international 

integration process, and one of the key factors in this path is the improvement in trade 

patterns and export competitiveness (Buturac, 2009). The changes of export structure 

towards higher value added products are a precondition of a growth in export 

competitiveness. The latest trends on the international markets are characterized by a 

significant fall in demand and a strengthening of competitive pressures. These processes 

are additionally stressed by the appearance of the global economic crisis. In this context 

the ability of adjusting to new market circumstances and the development of economic 

cooperation are especially important for the achievement of continued growth in 

production and in exports. The precondition of these processes is the strengthening of trade 

performance and mutual trade which are analyzed below. 

 

4.1. Methodology 

 

An empirical analysis of trade performance and mutual trade of observed SEE countries 

was undertaken using the following indicators: 

 Trade Entropy Index (TEI) for the analysis of the dispersion and concentration; 

 Revealed Comparative Advantages (RCA) for the analysis of comparative advantages; 

 Grubel-Loyd Index (GL) for the analysis of intra-industry trade;  

 Lafay Index (LFI) for the analysis of trade specialization; 

 Trade Intensity Index. 
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The dispersion and concentration of export and import structure are analyzed 

applying empirical calculations TEI indicator („Trade Entropy Index“) which is calculated 

according to the following expression:  
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where ijb  is the share of the export of individual product i in total export of 

manufacturing j. The same is valid for imports. The higher value of the indicator reveals a 

higher level of export dispersion, i.e. a lower level of export concentration. Conversely, the 

lower value of the entropy index means lower dispersion, i.e. higher concentration. A high 

concentration or low dispersion implies a high share of product or several products in the 

total export structure. Otherwise, a low concentration or high dispersion reveals the fact 

that none of the products has a significantly higher share in the export structure relative to 

other products. 

The RCA indicator is used for the analysis of comparative advantages. The 

methodology for calculating the RCA indicator was originally developed by Bela Balassa 

(1965). Later, numerous derivations originated from this indicator. The RCA indicator is 

useful for the purpose of comparing comparative advantages for individual product 

groups
87

. The RCA indicator is calculated by the formula: 
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X is defined as the value of exports, while M is the value of imports. Index i is the 

product group classified according to SITC. A positive value indicates that the country has 

comparative advantages in the corresponding product group. Conversely, a negative sign 

for the RCA indicator implies that there are no comparative advantages. 

The GL index shows the level of intra-industry trade specialization. The 

methodologies and calculations of the GL index were developed and applied by Grubel 

and Lloyd (1975).
88

. For individual product groups the GL index is calculated using the 

formula: 
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iGL  is the value of the Grubel-Lloyd index for product group i. X  is defined as the 

value of exports, and M is the value of imports. The coefficient can vary from 0 to 1. The 

closer it is to 1, the higher the degree of specialization in intra-industry trade. A lower 

value of the coefficient shows that the country has a higher level of specialization in inter-

industry trade. 

                                                 
87 See more details about the use of RCA indicator in Balassa (1965), Lafay (1992), and for transition 

economies Kaminski and Ng (2001), Yilmaz (2005). 
88 See more details about the use of the index of intra-industry trade specialization in transition economies in 

Kaminski and Ng (2001). 
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For the analysis of trade specialization the Lafay index is used. The Lafay index 

(LFI) takes into account intra-industry trade flows. In this respect it is superior to both the 

traditional Revealed Comparative Advantages index of Balassa (1965) and the Beneficial 

Structural Change index of Bender (2001). For a given country, i, and for any given 

product, j, the Lafay index is defined as: 
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where j
ix and j

im  are exports and imports of product j of country i, to and from the 

rest of the world, respectively, and N is the number of traded items. According to the 

index, the comparative advantage of country i in the production of item j is measured by 

the deviation of product j normalized trade balance from the overall normalized trade 

balance. The normalization of each sector is obtained by weighting each product’s 

contribution according to the respective importance in trade, that is, the share of trade of 

product j (imports plus exports) on total trade. Given that the index measures each group’s 

contribution to the overall normalized trade balance, the following relation holds: 
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0 . Positive values of the Lafay index indicate the existence of a comparative 

advantage; the larger the value the higher the degree of specialization. Similarly, negative 

values point to de-specialization. 

The trade intensity index (T) is used to determine whether the value of trade 

between two countries is greater or smaller than would be expected on the basis of their 

importance in world trade. It is calculated according to the following expression: 
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where xij and xwj are the values of country is exports and of world exports to 

country j and where Xit and Xwt are country is total exports and total world exports, 

respectively. An index of more (less) than unity indicates a bilateral trade flow that is 

larger (smaller) than expected, given the partner countrys importance in world trade.  

 

4.2. Export and import trends 

 

Common characteristics of economic processes in SEE countries are accelerated opening 

and integration into the international market. Therefore, in this introductory part of the 

analysis of mutual trade, basic indicators and trends in international trade and rising trade 

openness are presented.  

The growth of openness and liberalization of domestic markets had strong impacts 

on import growth. Conversely, the global economic crisis had a strong impact on the 

shrinking of domestic demand which had negative consequences on import growth. 

Observing the period 2000-2010 it is noted that some countries have higher export than 



286 

import growth (Table 2). These are Albania, Bosnia and Herzegovina and Serbia. On the 

other hand Croatia, Macedonia and Montenegro had higher import growth. 

Among SEE countries, Macedonia is the most open economy in 2010, and Albania 

and Croatia are the least open. In all countries the share of imports in GDP is 

considerable higher than the share of exports in GDP. 

It is clear that movements in exports and imports of goods determined 

corresponding movements in the balance of trade. All SEE economies face a trade deficit. 

In most of the analyzed countries the trade deficit was reduced in the period from 2000 to 

2010. Relative trade deficit for all SEE countries in 2000 was 34.7% and in 2010 was 

29.5%. Among SEE countries Macedonia recorded in 2010 the lowest relative deficit. At 

the same time, Montenegro had the highest relative deficit. 

 

Table 2. Basic indicators of exports and imports 
Country Average 

annual 

export 

growth 

rate89 

Average 

annual 

import 

growth 

rate 

Relative deficit90 

 

(Export + Import)/GDP 

 

 2000-

2010 

2000-

2010 

2000 2010 2000 2010 

Albania 13.9 11.3 -61.8 -49.5 37.1 52.5 

B&H 11.3 7.3 -51.2 -31.5 75.8 84.6 

Croatia 5.7 5.8 -28.1 -25.9 57.5 52.3 

Macedonia 5.2 6.1 -22.6 -24.6 95.0 95.1 

Montenegro 4.5 10.8 -48.9 -66.7 74.8 64.0 

Serbia 14.4 13.5 -36.0 -26.1 20.5 69.1 

SEE 

countries 

8.7 8.4 -34.7 -29.5 60.1 69.6 

 

Country Export/GDP 

 

Share of 

top 3 

export 

markets % 

Share of 

top 3 

exported 

products% 

Exports as 

a share of 

world 

exports % 

Exports as 

a share of 

world 

imports % 

 2000 2010 2009 2009 2009 2009 

Albania 7.1 13.2 75.7 19.9 0.01 0.04 

B&H 18.5 29.0 17.2 45.0 0.03 0.06 

Croatia 20.6 19.4 15.0 42.8 0.08 0.16 

Macedonia 36.8 35.9 32.4 51.7 0.02 0.04 

Montenegro 19.1 10.6 55.7 61.3 0.00 0.02 

Serbia 6.6 25.6 8.0 32.6 0.07 0.12 

SEE 

countries 

14.9 22.5 42.2 24.7 0.21 0.44 

Source: Authors calculations based on data from the Eurostat COMEXT database. 

The characteristic for all SEE countries is a relatively high level of export concentration 

which is not favorable in the circumstances of a global economic crisis. Trends in the 

                                                 
89 Average annual export growth rate is calculated using the formula: 
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, where x is the value of merchandize export, and m the value of 

merchandize import. 
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concentration of merchandize exports in SEE countries were determined by the process of 

transition, existing trade relationships, and the proximity of a strong economy – the EU. 

However, dynamics in the change of economic structure, the level of integration and trade 

specialization can have a significant influence on the higher or lower level of export 

concentration (Buturac, 2009). Export concentration of SEE countries measured by the 

share of top three export markets in 2009 was 42.2 percent. Observing the impacts of the 

global economic crisis, the first signs of economic crisis in SEE countries were a 

significant reduction of exports which was the consequence of a strong decline in foreign 

demand. Following a sharp decrease of exports in the second half of 2008 and the first half 

of 2009, the third quarter of 2009 brought a stabilization of exports at a lower level (Figure 

3). Export trends in most SEE countries were slightly positive in 2010. The same trends 

continued in the first three quarters of 2011. 

 

Figure 3. Export trends in SEE countries from Q1 2008 to Q3 2011 
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Source: Authors calculations based on data from the Eurostat COMEXT database. 

 

A strong decline in domestic demand had impacts on a significant reduction of imports. 

The decrease in imports was higher than exports which resulted in the improvement of the 

trade balance (Figure 4). 

 

Figure 4. Trade balance in SEE countries from Q1 2008 to Q3 2011 
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4.3. Mutual Trade 

 

The trade relations of the SEE countries in the last ten years reflect the progress of their 

economies and the success of their adaptation to the new economic environment. To a 

large degree these relations are the result of the free-market policies that were implemented 

after 1989, but they also reflect the competitiveness or comparative advantages of these 

economies (Buturac, Lobanov, 2011). Most SEE economies liberated their international 

trade rather quickly, and developed intense trade relations with other countries. In the 

following analysis, the evolution of mutual trade between SEE countries is examined. 

 

The analysis of export trends confirms extremely strong export growth to SEE 

markets of Albania and Montenegro. Beside Croatia, these countries realized stronger 

export growth to SEE countries than to the EU 27 (Table 3). On the import side Albania, 

Bosnia and Herzegovina and Croatia had higher import growth from SEE countries than 

from the EU 27.  

 

Table 3. Average annual growth rates of export and import (2000-2010) 
EXPORT GROWTH RATE 

 Albania B&H Croatia Macedonia Montenegro Serbia 

Total 13.9 10.7 5.7 5.2 4.5 14.5 

EU 27 10.9 10.7 4.5 7.3 16.7 15.1 

EU 15 10.3 10.4 3.9 6.0 19.8 13.1 

Albania - 25.6 16.7 13.2 13.2 67.8 

B&H 69.5 - 6.1 8.9 11.2 11.4 

Croatia 19.1 8.7 - 5.5 12.3 19.7 

Macedonia 20.3 11.4 2.6 - 3.4 4.4 

Montenegro 9.1 14.3 3.3 9.4 - 10.4 

Serbia 17.1 9.3 15.7 3.4 - - 

SEE 18.8 9.7 7.3 5.6 23.1 10.4 

 

IMPORT GROWTH RATE 

 Albania B&H Croatia Macedonia Montenegro Serbia 

Total 10.3 6.4 5.3 5.6 10.8 12.2 

EU 27 8.0 2.9 3.8 5.4 8.8 11.2 

EU15 7.4 4.2 3.3 5.7 10.7 10.6 

Albania - 106.6 19.1 20.3 20.2 - 

B&H 64.1 - 16.1 18.6 13.0 9.9 

Croatia 15.3 3.8 - 2.9 3.5 14.9 

Macedonia 7.1 14.2 5.4 - 11.7 3.5 

Montenegro 13.2 15.1 12.3 3.4 - - 

Serbia 67.8 14.3 19.6 3.2 7.7 - 

SEE 17.8 7.4 14.5 4.1 8.0 10.4 

Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 

 

Also, in many cases, trade growth between some individual SEE countries is 

significantly higher than trade growth between SEE and the EU 27. The best examples are 

Albania and Bosnia and Herzegovina; Croatia and Serbia; Macedonia and Montenegro. In 

spite of the growth in trade volume, trade among SEE countries still does not constitute the 

greatest portion of their trade structures (Table 4). The EU 15 is still the most important 

export destination for all SEE countries. 
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Table 4. Structures of mutual trade - SEE countries 
CHANGES OF EXPORT STRUCTURES 

 Albania B&H Croatia Macedonia Montenegro Serbia 

 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 

Total 100.0 - 100.0 - 100.0 - 100.0 - 100.0 - 100.0 - 

EU 27 70.0 -24.3 54.5 0.2 61.1 -8.4 61.3 12.3 55.9 39.4 57.3 3.3- 

EU 15 66.1 -28.0 40.0 -1.0 44.6 -9.7 46.8 4.0 37.9 29.5 35.9 -5.3 

Albania - - 0.6 0.5 0.68 0.5 2.2 1.2 2.4 1.4 1.3 1.3 

B&H 0.8 0.8 - - 11.6 0.4 2.6 0.8 7.3 3.6 11.1 -3.8 

Croatia 1.9 0.7 15.1 -3.3 - - 3.7 0.1 1.2 0.7 3.1 1.2 

Macedonia 1.6 0.7 1.0 0.1 0.9 -0.4 - - 0.3 0.0 4.9 -8.5 

Montenegro 0.3 -0.2 4.4 1.3 0.9 -0.3 0.8 0.3 - - 8.2 -4.1 

Serbia 3.6 0.9 12.6 -1.8 3.9 2.5 8.2 -1.7 22.7 - - - 

SEE 8.2 3.0 33.7 -3.3 18.1 2.7 17.6 0.8 33.9 28.4 26.7 -13.9 

CHANGES OF IMPORT STRUCTURES 

 Albania B&H Croatia Macedonia Montenegro Serbia 

 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 2010 2010-2000 

Total 100.0 - 100.0 - 100.0 - 100.0 - 100.0 - 100.0 - 

EU 27 64.6 -16.8 45.9 -13.7 60.2 -10.2 53.1 -0.9 37.7 -7.6 56.0 -5.8 

EU 15 56.4 -18.6 30.9 -5.4 45.1 -10.3 38.6 0.4 29.7 -0.3 34.2 -5.8 

Albania - - 0.1 0.1 0.2 0.1 0.4 0.3 0.5 0.3 - 0.0 

B&H 0.8 0.8 - - 3.1 2.0 0.9 0.7 7.5 1.3 3.8 -1.0 

Croatia 1.9 0.7 15.1 -3.2 - - 2.1 -0.7 4.8 -4.7 2.6 0.6 

Macedonia 1.6 -0.6 1.0 0.4 0.7 0.0 - - 1.4 0.1 1.6 -2.4 

Montenegro 0.2 0.1 0.3 0.2 0.1 0.0 0.0 0.0 - - 1.0 - 

Serbia 2.8 2.8 10.5 4.6 1.5 1.1 7.7 -2.2 26.1 -8.7 - - 

SEE 7.4 3.8 27.1 2.1 5.5 3.3 11.1 -1.9 40.3 -11.6 - 0.0 

Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 
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4.4. Trade specialization 

 

The results above show that the period 2002-2010 was characterized by an increase in the 

volume of international trade. Increasing market openness and liberalization favored 

dynamic import growth. However, the appearance of the global economic crisis in the 

middle of 2008 had negative impacts on import growth because of the reduction of 

domestic demand. At the same time, falling foreign demand in 2008 and in 2009 had 

negative consequence on export trends. Economic recovery of international markets 

especially of the EU in 2010 and 2011 had positive influence on export growth. 

Openness of the SEE economies increased primarily due to increasing imports as a 

share in GDP. The key question is: does an increase in trade volume and openness 

correspond to positive changes in trade structure? A positive change in the trade structure 

implies a change of comparative advantages towards higher value added sectors and 

products as well as a higher level of trade specialization. The comparison of trade 

performance for selected SEE countries is analysed applying the RCA, LFI, and GL 

indicators. The empirical results are displayed in Table 5. 

The trade structures of all analyzed countries are characterized by the presence of 

comparative advantages in low value added products. Also, there is no correlation between 

the values of the RCA indicator and the share of individual products in the total export 

structure. In some countries some leading export products do not have comparative 

advantages. It is especially noted in Serbia, but can be found in some other countries as 

Croatia and Bosnia and Herzegovina.  

Observing intra-industry trade specialization (GL), the results show that all 

countries have a higher level of intra-industry trade specialization in labour-intensive 

sectors: textiles, base metals, wood, footwear, and leather (Table 5). At the same time, 

inter-industry trade prevails for capital intensive sectors and high technology sectors: 

vehicles, chemicals, and precision instruments. 

The global economic crisis resulted in decreasing comparative advantages and 

export competitiveness in most export products (Buturac, Teodorović, 2010). During the 

crisis Croatia shows a strong drop in exports of oil derivates, chemical products and 

machinery and Bosnia and Herzegovina in aluminum
91

. The most important Macedonian 

export products with comparative advantages (iron, steel, and articles thereof) are hardest 

hit by the crisis. Other Macedonian export goods, such as textiles, are also having a hard 

time on the European and regional markets. Total export competitiveness for Montenegro 

is strongly dependent on the aluminum sector which recorded a decrease of comparative 

advantages and export competitiveness during the crisis. 

 

Table 5. Trade performance for the first five products concerning the share of exports in 

total export structure in 2009 
Albania RCA LFI GL % EXP. 

27 Footwear, gaiters 0.28 5.58 0.48 19.36 

62 Clothing, accessories 0.16 4.04 0.67 14.76 

61 Articles of apparel, knit or crochet 0.07 3.03 0.86 11.85 

27 Mineral fuels, oils -0.34 -0.02 0.38 11.72 

26 Ores, slag and ash 1.26 1.86 0.01 5.98 
     

Bosnia and Herzegovina RCA LFI GL % EXP. 

27 Mineral fuels, oils -0.42 -0.91 0.58 13.20 

94 Furniture 0.50 3.46 0.52 9.50 

84 Boilers, machinery -0.41 -0.45 0.59 8.09 

44 Wood and articles of wood 0.47 2.46 0.54 6.83 

76 Aluminum 0.37 2.32 0.63 6.82 

                                                 
91 For example, exports of the aluminum producer Aluminij dropped by 60% year on year (Q 1 2009) (wiiw 

Country reports) 
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Croatia RCA LFI GL % EXP. 

27 Mineral fuels, oils -0.48 -1.73 0.55 13.02 

85 Electrical, electronic equipment -0.18 1.37 0.82 10.89 

84 Boilers, machinery -0.51 -1.54 0.53 8.95 

89 Ships, boats 0.41 2.58 0.60 7.43 

44 Wood and articles of wood 0.27 1.41 0.73 4.44 
     

Macedonia RCA LFI GL % EXP. 

62 Clothing, accessories 1.34 7.86 0.15 18.11 

72 Iron and steel -0.43 -0.43 0.62 4.71 

73 Articles of iron and steel 0.18 1.29 0.83 4.59 

24 Tobacco  0.96 1.71 0.28 4.12 

61 Articles of apparel, knit or crochet 0.64 1.29 0.46 3.38 
     

Montenegro RCA LFI GL % EXP. 

76 Aluminum 0.28 8.96 0.48 19.36 

27 Mineral fuels, oils 0.16 1.50 0.67 14.76 

89 Ships, boats 0.07 2.24 0.86 11.85 

72 Iron and steel -0.34 2.21 0.38 11.72 

84 Boilers, machinery 1.26 -0.55 0.01 5.98 
     

Serbia RCA LFI GL % EXP. 

72 Iron and steel 0.25 2.48 0.76 8.09 

85 Electrical, electronic equipment -0.24 0.61 0.78 7.58 

84 Boilers, machinery -0.50 -1.03 0.55 6.38 

27 Mineral fuels, oils -0.94 -4.57 0.28 4.70 

39 Plastics and articles thereof -0.29 0.17 0.72 4.54 

Source: Authors calculations based on data from the Eurostat COMEXT database. 

 

4.5. Trade Intensity 

 

Finally, after the analysis of trade performance and mutual trade of SEE countries, trade 

intensity is analyzed. The analysis was provided applying the Trade Intensity Index which 

is an alternative method of measuring and analyzing bilateral trade flows and resistances. It 

was pioneered by Brown (1947) and developed and popularized by Kojima (Kojima, 1964; 

Drysdale and Garnaut, 1982). Unlike the gravity model, the index abstracts from the 

effects of the size of the exporting and importing countries, and focuses on variations in 

bilateral trade levels that result from differential resistances. 

The analysis of basic trends in trade of the SEE countries shows that the trade 

intensity level among countries is relatively high (Figure 5). The highest level of trade 

intensity in 2000 was in Serbia and Bosnia and Herzegovina. However, the global 

economic crisis had a negative impact on trade intensity. The main characteristic of the 

process is the reduction of trade intensity in most countries. The exceptions are Albania 

and Montenegro. 

 

Figure 5. The Trade Intensity Index for SEE countries in 2000 and 2010 
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Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 
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The comparison trade intensity among SEE countries as well as between SEE 

countries and EU 27 shows that the higher level of trade intensity among SEE countries in 

2010 (Figure 6). 

 

Figure 6. The Trade Intensity Index: SEE countries – EU 27 in 2010 
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Source: Authors calculations based on data from wiiw Handbook of Statistics, 2011. 

 

5. Conclusions 

 

The process of adjustment to global conditions brought hardships, costs and benefits. One 

of the benefits was an increased integration to international markets and increasing 

interdependencies. In crises those relations became an obstacle revealing at the same time 

the internal deficiencies of those economies. The global economic recession has ignited 

discussions on the sustainability of the current global economic system. 

The first symptoms of the recession in SEE countries were a significant reduction 

of exports. The stagnation and reduction of activities in all economic sectors soon 

followed. Concerning the effects of the global economic crisis on SEE countries, the 

Albanian economy is an exception. The fall in external demand had limited impact on the 

Albanian economy because of its low level of openness. Due to domestic absorption 

growth (personal consumption and gross fixed capital formation) and export of services, 

the Albanian economy was growing even in 2009, a period when most European countries 

recorded significant drops in economic activity. 

The obtained results for the period 2000-2010 confirm the process of 

macroeconomic convergence among the analyzed SEE countries. The intensity of the 

process is different for individual analyzed variables. Macroeconomic convergence is most 

evident in the equalization of the price level (CPI index) and the indebtedness of the state 

sectors in SEE countries. The analysis of GDP per capita indicates a slight decrease in the 

gap which appeared in 2003, and continued to develop intensively during the recession. 

Convergence is also present in reducing the difference in the level of wages, as well as in 

levels of unemployment. 

The global economic crisis had impacts on decreasing comparative advantages and 

export competitiveness in most export products of SEE countries. However, the economic 

recovery of international markets especially of the EU in 2010 and 2011 had a positive 

influence on export growth. On the other hand, a strong decline in domestic demand, as a 

consequence of recession, impacted on the reduction of imports. These trends in most 

analyzed countries resulted in an improvement in the trade balance. 

Although the EU-27 is the main trading partner for SEE countries, the newest 

trends confirm considerable trade growth between SEE countries. The trade intensity level 

among countries is relatively high. This kind of situation offers a strengthening of mutual 

economic cooperation and joint efforts on the international markets especially in the 

circumstances of the global economic crisis and post-recession period. Even though there 

is a constant growth in international trade between SEE countries, efforts towards 

enhancing all levels of economic cooperation are still on the agenda 
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Abstract 

 
Global financial crisis has triggered economic downturns on the global level. Its negative 

macroeconomic effects have worsened already undesirable economic environment in B&H 

Economic conditions in both entities had been so poor that there was no choice but to turn to 

the International Monetary Fund for assistance. Level of public expenditures had by outlarge, started 

to exceed revenue side. In 2009, Bosnia and Herzegovina entered its 3rd „stand by“arrangement 

(SBA) with the IMF. The intention of this SBA was to provide both entities with financial funds for 

budget deficit support, infrastructural investments, as well as the Central bank liquidity. On its path to 

fiscal sustainability B&H has to overcome subjective and objective political and constitutional 

barriers. Non-existence of autonomous monetary policy had left fiscal policy as only tool for business 

cycle stimulus. Monetary policy evolves around the rigid fixed exchange regime – EURO is anchor 

to BAM (Bosnian convertible mark). Central Bank of B&H has done its work of keeping the 

currency as well as the inflation stable. But, knowing the definition of operating under the rigid fixed 

exchange rate regime, we realize that we were forced to use fiscal policy as the primary 

macroeconomic instrument to eliminate negative effects of the recession.  

Stabilization package agreed upon with the IMF, under the 3rd SBA, in its Letter of Intent, 

spells out all the necessary reforms that need to take place in order for B&Hs economy to improve. 

The research will outline the effects of not implementing all the necessary reforms and measures 

leading to decrease of the expense side and getting it back in line with the revenue side.  

This paper will explain implications of fiscal stability in reference to macroeconomic 

stability. This analysis will include the measures’ effects undertaken to achieve the above objective 

including the IMF package along with all of its implications on the fiscal sustainability leading to 

macroeconomic stability.   

In order to eliminate pre-recession generators of the economic downturns, improve the 

sustainability of financial stability, and achieve long-term economic growth, two things need to be 

secured upon the completion of the IMF’s ”stand by” arrangement: political stability and a functional 

and unified market. Considering all of this, it can be concluded that the focus for economic policy in 

the period to come should be on: macroeconomic stability, creation of favorable and more attractive 

business environment, and improvement of domestic production and business position. 

 

Keywords: fiscal sustainability, macroeconomic stability, „stand by“ arrangement, 

stabilization package 
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1. Introduction 

The complexity of the economic and political structures has greatly contributed to 

many unique, nowhere to be found, economic conditions within the Bosnia and 

Herzegovina. Balkan countries in general have experienced the negative effects of the 

current global recession, but even before this, B&H has long suffered internal economic 

struggles due to its own unique political and economic structural limitations. These unique 

political limitations date back to, awkward Constitutional establishment and Dayton Peace 

agreement that has established two entities (Federation of Bosnia and Herzegovina and 

Republic of Srpska). To make political limitations even more complex, bigger entity, 

Federation of Bosnia and Herzegovina is additionally made out of ten cantons where each 

canton has its own government with his own Constitution. (Mirascic, 2011) 

It is due to this political establishment and the fact that in the past two decades, 

Bosnia and Herzegovina has endured severe economic instability while undergoing the 

process of economic transition. Those structural economic limitations have imposed great 

barriers that are pretty hard to overcome. One of those structural economic barriers is high 

rate of structural unemployment, meaning that high unemployment rate is caused by 

structural difficulties that have caused underdeveloped economic system but these issues 

will be addressed later on in this text. In order to overcome this, B&H solicited financial 

and consulting support from the International Monetary Fund (IMF) and entered its third 

„stand by arrangement“with that institution in 2009. This article will provide specific data 

that will aid in explaining the 3rd SBA, the current economic environment in B&H and 

will outline future economic prospects for Bosnia and Herzegovina. 

 

2. Accumulation of problems for Bosnia and Herzegovina 

Global financial crisis has triggered economic downturns on the global level. Its 

negative macroeconomic effects have worsened already poor economic environment in 

Bosnia and Herzegovina. Even before the recession struck, B&H had pronounced 

structural distortions as well as slower progress of structural reforms, which, in effect, 

made cyclical recovery of B&H significantly more difficult. Beginning in the third and 

fourth quarters of 2008, the macroeconomic conditions of B&H began precipitating 

negative economic trends and contributed to an overall decline in economic activity. As a 

direct result of this economic slow-down, the unemployment rate kept on progressively 

rising, which in turn lowered the growth of the GDP. These combined problems 

manifested themselves in an very unequal redistribution of income among the citizens of 

B&H, which led to numerous strikes and demonstrations. This was the backdrop against 

which the global financial crisis hit Bosnia and Herzegovina. For the past six years, the 

model for the economic growth and recovery of B&H has been based on an attempt to 

catch up with the rest of the Southeastern European region and other member-nations of 

the European Union. Of course, this has required a high degree of liberalization in both 

external and internal economic relations. Toward this end, trade was liberalized after the 

signing of the CEFTA agreement in 2006 and the Stabilization and Association Agreement 

(SAA) with the EU in 2008. Unfortunately, any economic growth resulting from the 

liberalization of trade was based on the significant expansion of B&H government's lines 

of credit because at that time it was primarily credit that supported domestic consumption. 

(Mirascic, 2011) This reliance on credit triggered few very serious consequences. National 

deficit is very high, somewhere between 12% and 15% of the GDP. External debt is close 

to 60% of GDP, which is close to critical point to many analytics.
92

 Because of this, 

external financing became the focus of macro-economic stability.   

                                                 
92 It is usually considered that high macroeconomic vulnerability is present if the external debt exceeds 60% 

of GDP 
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The following table will offer different macroeconomic parameters including 

nominal and real GDP, unemployment rate, and inflation rate based on Consumer Price 

Index. The data from this table will aid in better understanding of the poor economic 

performance of Bosnia and Herzegovina at that period. 

 

Table 1. Main macroeconomic parameters
93

  

 

B&H 2005 2006 2007 2008 2009 2010 

Nominal GDP,          

(in billions KM) 
16.928 19.121 21.647 24.552 26.541 24.584 

Real growth rate (%) 3.9 6.2 6.8 5.5 -3.0 0.8 

Unemployment rate  

(% of total labor force) 
N/A 31.10 29.00 23.40 24.10 

27.20 

(42.60) 

Inflation, CPI 3.6 6.1 1.5 7.4 2.0 1.2 

Source: CBBH (2010) 

 

The main macroeconomic indicators in 2009, 2010 and some for 2011 are as 

follows: in 2009, GDP fell by 3%, in 2010 the sight growth of 0.8% was present, and for 

2011 the IMF projections from October 2011 are +2.2%. IMF also projects that GDP 

growth will have increasing trend in 2012 and on. Industrial production fell by 3.3% in 

2009, raised by 1.6 in 2010 and 5.6% in 2011. The share of exports of goods and services 

in GDP was -22.77 in 2009 and -20.83 in 2010. The share of imports of goods and services 

in GDP in 2009 was 54.5% and in 2010 increased to 56.75%. Simultaneously, the current 

country's deficit improved from -13.3% of the GDP in 2008 to -6.6% in 2009 (which is 

similar to result in 2010). The budget deficit reached 5.3% of the GDP in 2009. Budget 

deficit that is defined in Letter of intent should be 4.5% of GDP in 2010 and 3% of GDP in 

2011. Foreign direct investments decreased by 50% from its 2008 levels and they are at 

their lowest level since 2002. FDI share as percent of GDP is not decreasing, but the 

growth is extremely small (in 2009 it was 1.4 and in 2010 0.4). 

Since the war in Bosnia and Herzegovina (1992-1995), the fiscal sector has been 

permanently out of the desired stabilizing flows. Public spending has increased annually 

due both to the complex structure of government of B&H and the lack of a unified 

economic policy or clear development plan. As a result, public budgets were unsustainable 

even before the recession began. Fiscal deficit as a percentage of BDP is close to 5%. 

Considering the neighboring countries, similar situation is in Montenegro and Serbia. It is 

usually considered that fiscal deficit up to 3% of GDP is acceptable value, and fiscal deficit 

above the 5% is totally unacceptable.  

The current global economic crisis caused an already high unemployment rate in 

B&H to rise further. The upward trend has started in 2008. The current imbalance in the 

labor market may in fact have been caused by the most severe consequence of the global 

crisis in B&H: the creation of structural and cyclical unemployment. The characteristics of 

both structural (long-term) unemployment and cyclical (short-term) unemployment imply a 

substantial cost to the unemployed individuals themselves as well as a significant loss of 

potential output to the country on the macroeconomic level. Over 80% of unemployment is 

the long term one. It significantly impacts the unemployed persons’ skills and working 

abilities.  

                                                 
93 Central Bank of Bosnia and Herzegovina, Bulletin 
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An imbalance in the labor market often naturally arises from changes within the 

business cycle and can be temporary (cyclical) in nature, correcting itself within a 

relatively short span of time. However, during the current extended period of global 

economic crisis, what might have been cyclical unemployment in B&H has become 

persistent; the drastic increase in the number of unemployed persons (close to 435,000 

people) and decrease of available job openings as a result of the current global economic 

crisis has had the effect of rendering cyclical unemployment virtually permanent. 

Problematically, in turn, periods of sustained high unemployment, such as this one, can 

have the effect of further increasing the rate of unemployment below which inflation 

begins to accelerate, a phenomenon known as hysteresis. As such, if the demand for labor 

does not increase, there is little hope that unemployment in B&H will return even to the 

rates at which it stalled after the time of the country's creation in 1995. Potential economic 

recovery could be the positive impulse. Otherwise, unemployment will likely remain at its 

current recession levels. High rates of ongoing unemployment will in turn place pressure 

on the country's budget, which may cause further conflict due to a highly uneven 

distribution of income. Economic inequality between employed and unemployed persons 

(and even among employed persons) is further deepening and undermining social cohesion 

in B&H. 

The unemployment rate in Bosnia and Herzegovina in 2010 of 27.20%, according 

to preliminary data, increased to 27.60% in 2011. It is usually expected that unemployment 

rate rise with production contraction, proportionally. In B&H, the unemployment in 2009, 

as a consequence of the global crisis, was increasing faster, than the production was 

contracting. Regional picture is not significantly different. All neighboring countries, 

except FYR Macedonia, had the same trend. The FYR Macedonia was the only country 

that decreased its unemployment rate (but extremely high one) to 31.30% in 2011. 

Dangerous unemployment characteristics in Bosnia and Herzegovina are related to young 

persons’ unemployment (unemployment of individuals younger than 24 is extremely high 

and long term – close to 25% of unemployed persons are young individuals between 15 

and 24 years). Also, the unemployment of persons with lower skills is pretty close to one 

of the more skilled individuals. The relative share of active persons in B&H was 44% in 

2010 which underlines the high unemployment rate even more. That share is the lowest in 

the region. In 2011 it has not changed much – the relative share decreased for 0.6%.              

 

Table 2. Main (un)employment indicators  

 

 2008 2009 2010 2011 

Labor force 1.162.000 1.132.000 1.158.000 n/a 

Unemployment rate  (% of total 

labor force) 

23.40 24.10 27.20 27.60 

M F M F M F M F 

21.4 26.8 23.1 25.6 25.6 29.9 n/a n/a 

Employment rate  (% of total 

labor force) 

33.60 33.10 32.50 n/a 

M F M F M F M F 

44.9 23.1 43.2 23.7 42.2 23.3 n/a n/a 

Activity rate 43.90 43.60 44.60 44.0 

Source: Agency for Statistics in Bosnia and Herzegovina 

 

It should be mentioned that labor taxes are high and as such decrease the level of 

competitiveness. Especially, social contribution rates are very high. The country’s complex 

structure, with special emphasis to division on two entities, results with two different 
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policies in one country. Social contribution rate in Republic of Srpska is 33% (as % of 

gross wage) and in Federation of B&H is 41.5% (as % of gross wage). The highest share 

goes to pensions, 18 and 23% respectively.  

 

Table 3. Social contributions  

 

 

Pensions 
Health 

insurance 

Unemploymen

t 
Other Total 

FB&H 23.0 16.5 2.0 0.0 41.5 

RS 18.0 12.5 1.0 1.5 33.0 

 

Source: WB (2011) 

 

Graph 1. Social contributions rates   

 

 
 

3. Causes of budget imbalances 

Recession often leads to deficit due to the fact that along with the decline of 

economic activity, tax revenues, employment, and income also decline. However, the 

current budget problems in B&H cannot be exclusively traced back to the global recession. 

To claim that B&H's budget troubles can be blamed primarily (or entirely) on the current 

global economic crisis is an oversimplication. Not only does this explanation not provide a 

complete illustration of the crisis' effects on B&H, but this explanation also overlooks 

factors internal to B&H that must be acknowledged and addressed in order for the country 

to thrive both economically and politically once the economic crisis passes (for the rest of 

the world).   

The budget crisis in B&H must be understood as a function of B&H's own poorly 

and insufficiently considered fiscal choices and its unique political landscape. First, B&H 

set the stage for budgetary crisis when it opted to finance imports externally, which 

ultimately increased the country's debt. This choice was significant because now that credit 

is less available (as a result of the slowdown in world financial markets), B&H finds itself 

with no way to finance the import of goods. At the same time, B&H's own exporting have 

gone down substantially, which further decreasing national revenues. B&H has relied on 

the relative budgetary stability achieved with the aid of the IMF (within its SBA). 

Certainly, the negative effects of a global recession are unquestionable, but the economic 

crisis in Bosnia and Herzegovina is not entirely imported, nor does current unemployment 

in B&H reflect typical, cyclical unemployment rates compatible with average ebbs and 

flows of economic strength.  

The problems in B&H are both structural and political. Bosnia and Herzegovina, 

like its neighbors, has undergone a long and painful economic and political transition 
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process. Although the transition was aided and guided by the IMF and the World Bank 

(institutions that mainly use a neo-liberal approach) the country's economic system itself 

has kept some of its socialist characteristics. For example, the way pension and retirement 

funds and health plans are set up strongly resembles the old system of solidarity: social 

expenditures amount to anywhere from 60 – 65% of the entire budget (including the 

budgets of all levels of government). Because of this, there are no substantial funds left for 

the investment in infrastructure or the economy in general. There is no production of new 

value, and the economy continues to slow down, which further increases the rate of 

unemployment. This way of allocating budgetary funds has led to a liquidity problem. This 

means that public spending has had to be the primary engine of growth, which has worked 

fairly well until 2007 – 2008. Even during those two years, the main macroeconomic 

parameters were solid (GDP growth rates were 6.2 and 5.5%), but fiscal limitations were 

more acutely felt than they had been prior to that time.  

The results of those structural problems can be seen through constantly high 

unemployment rate. These structural problems have made labor markets were inflexible 

and all of that resulted with very low GDP growth. The cyclical problems started with the 

fund transfer increase in 2006 when certain legislation was adopted without having the 

financial means to back it up. Couples of laws in regards to the benefits of war veteran 

population were adopted and the same have placed extra burden on already stretched 

budgets. Of course, these problems continued with the effects of the global recession in 

2008. Starting with 2007, budget expenditures started exceeding budget revenues. On 

Graph 1, values are expressed as a absolute numbers of total budget regarding the social 

sector. 

 

Table 3. Budget indicators (actual and projected values) 

 

B&H 2010 2011 2012 2013 2014 

Revenues 3,881.20 3,891.50 4,030.90 4,161.80 4,418.10 

Expenditures 4,860.00 4,745.90 4,940.10 5,061.50 5,283.60 

Balance -978.80 -854.40 -909.20 -899.70 -865.50 

Source: Authors’ illustration 

 

Graph 2: Revenues and Expenditures (2010-2014) 

 

 
 

Analytically, it is interesting to consider the structure of revenues and expenditures of the 

government. 
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Table 4. Structure of government revenues in 2010 (as % of total revenues and as % of 

GDP) 

 

Revenues 
as % of total 

revenues 
as % of GDP 

Direct taxes 6.6 2.9 

Indirect taxes 44.4 19.7 

Contributions 35.1 15.6 

Other revenues 13.8 6.1 

Total revenues 100 44.4 

Source: Authors’ illustration 

 

Table 5. Structure of government expenditures in 2010 (as % of total expenditures and as 

% of GDP) 

 

Expenditures 
as % of total 

revenues 
as % of GDP 

Wages and salaries 26.5 12.9 

Social transfers 31.5 15.4 

Other current spending 32.6 15.9 

Capital spending 9.4 4.6 

Total spending 100 48.9 

Source: Authors’ illustration 

 

Beside the indirect taxes, social insurance contributions seem to be the biggest 

factor contributing to total percentage. It should be concluded that high share, 

unfortunately, does not mean the high level of conscious of the employers, but the high 

level of social contributions rate. As a result of that fact, grey economy is widely present, 

what is mentioned earlier.  As a consequence, accounts for social transfers in the second 

highest percentage in total expenditures. 

Second highest share belongs to indirect taxation. Direct taxes are relatively small 

due to high unemployment and poor law regulations. In near future, projections for two 

mentioned items are as follow: 

 

Table 6. Structure of government expenditures in 2010 (as % of total expenditures and as 

% of GDP) 

 

Revenue 2010 2011 2012 2013 2014 2011 2012 2013 2014 

Indirect 

taxes 
2,996.2 3,190.0 3,391.5 3,602.2 3,839.3 6.5% 6.3% 6.2% 6.6% 

Contribu

tions 
3,875.1 3,891.5 4,030.9 4,161.8 4,418.1 36.2% 35.3% 34.6% 34.4% 

Source: Authors’ illustration 

 

Under pressure from the IMF and the WB, the elimination of political sources of 

imbalance had to be the first approach within the solution order. Political sources of 

imbalance referred to the legislation adopted in 2006 that placed extra burden on already 

stretched budgets. In its structural package the IMF has explicitly stated that the country, 

specifically both entities—The Federation of Bosnia and Herzegovina and Republic of 

Srpska, must cut down on social expenditures by a certain percentage spelled out in the 

http://en.wikipedia.org/wiki/Federation_of_Bosnia_and_Herzegovina
http://en.wikipedia.org/wiki/Republika_Srpska
http://en.wikipedia.org/wiki/Republika_Srpska


302 

Letter of Intent. In the case of B&H, the public expenditures category has to be decreased 

by 10% across the board. In reality, we are talking about austerity measures on all levels. 

 

Long-term problems 

B&H faces very serious problems that include but are not limited to: 

 Dominant formation of the GDP is accompanied by the sectors with very low new 

value; 

 Registered unemployment rate in the beginning of 2012 was near 44% including “gray 

economy“ (roughly 40 % of employed persons are employed in some form of 

government sector and as such are not producing new value), according to the ILO data 

this figure exceeds 27%; 

 Highly unfavorable correlation between current account balance and GDP; 

 Constant high unemployment rate forms a very powerful informal sector of the 

economy which absorbs a significant number of employees that as a result places 

additional burned for pension fund as well as primary health coverage fund; 

 Employers have tendency not to report all of their employees because of the excessive 

budget contributions for each employee (in FB&H this figure is 41.6 % on the gross 

pay and in the RS about 36 % on the gross pay), and 

 Even though, in recent times, trade has significantly improved its penetration on the EU 

market, it did not significantly improve economic growth due to unfavorable trade 

balance.    

 

4. Required measures and policies 

The approach considered needs to include a complementary strategy of the 

implementation of anti-cyclical policy along with short- and medium-term policies of 

business environment improvement, the long-term strategy of opening a new approach to 

wholeness, and the concept of integration of economic and social development in the 

medium and long-term periods. In reality, anti-cyclical policy is reduced to  

1) reduction of public spending, and  

2) increase of public revenues which is made possible through monetary and fiscal 

policy measures. (Mirascic, 2011)   

The crisis has made current imbalances within the economy even worse, which in 

effect made macroeconomic stabilization and economic prosperity next to unattainable. 

Because of the negative effects of the economic crisis, as well its own economic turbulence 

and problems from within (deficits and in-liquidity), B&H had no choice but to turn to the 

IMF for assistance. Even though the IMF is guided by the Washington and Post-

Washington Consensus and its credit loans are based on the “Conditionality“ principle and 

Structural reform package, B&H had no choice but to negotiate another “stand by“ 

arrangement. Governments of B&H put together the “Letter of Intent“, specifying all of the 

proposed measures regarding the stabilization package, which was later accepted by the 

IMF representatives. 

As far as “stand by“arrangements with the IMF are concerned, B&H has had two of 

those in the past, in the period from 1998-2004. Through those, it has pulled 162 million in 

special drawing rights (SDRs); 1 SDR = 1.183 Euros. The effects of those arrangements 

can be seen through macroeconomic parameters.  
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Table 7. Main macroeconomic parameters (2000-2004)  

 

B&H 2000 2001 2002 2003 2004 

Nominal GDP,          

(in millions KM) 
10,054 10,959 11,267 12,173 12,911 

Real GDP                  

(in percentage) 
5.5 4.4 5.5 3.5 5.1 

Source: WB (2010) 

 

When analyzing this data, it can be said that the nominal GDP had progressively 

risen every year during the “stand by” arrangement.  

 

Graph 3. Nominal GDP in millions KM (2000-2004) 

 

 
 

The real GDP had risen every year except in 2001 and 2003. Although this cannot 

be fully credited to the effects of the arrangement with the IMF, to some degree the 

structural programs outlined in the Letter of Intent and the IMF conditionality contributed 

to this effect. 

 

Graph 4. Real GDP in percentage (2000-2004) 

 

 
 

Even though B&Hs monetary system seems to be very efficient (and it is to a 

certain extent), problems start in time of crisis. Of course, the reason is non-existence of 

real monetary instruments that prevent Central Bank to implement active monetary policy 

measures such as a discount rate, open-market operations and lending operations. The 

Central Bank of B&H, because of the Currency Board, does not have those operations at 

its disposal. Basically, there are only two instruments of monetary policy that B&H’s 

Central Bank can undertake, and those are prescribed levels of reserves for commercial 

banks and very low degrees of open-market operations. However, Central Bank and the 

Currency Board have played and still do very positive role in the B&H’s economy.  
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5. IMF as necessity 

Due to lack of these monetary instruments for the stimulation of the economy, 

Bosnia and Herzegovina was forced to turn to the IMF for the third time in its short 

history. Due to the absence of an adequate monetary policy intended to stimulate the 

economic activity and without sufficient financial investments, the effects of the recession 

could only have been mitigated through rigid austerity and fiscal policy measures. 

Austerity measures have only slowed down the already slow business cycle. Basically, 

during the recession times, countries are supposed to increase the spending in order to 

stimulate the economy. Some fiscal policy measures were undertaken but those did not 

result with the intended and desired outcome. Instead, the government opted for various 

credit lines. It is important to state that B&H has very limited economic space in the 

implementation of anti-cyclical policies, and considering the existence of the Currency 

Board, the fiscal policy has become the most powerful instrument that the  country has at 

its disposal to influence business activities and public budgets in the recession times. 

Basically, the Central Bank only prescribes the minimum level of the commercial bank’s 

reserves and coordinates the work of entity banking agencies.  

Along with measures already undertaken (minimum level of reserves that the CB 

prescribes, “stand by” arrangements with the IMF, austerity measures, etc.), the following 

measures have been proposed: 

1. Fast fiscal policy adjustment in times of recession (direct taxation and Value Added Tax – 

taking into consideration EU directives of low rate ≥ 5%, a high rate ≤ 22>%); (Bosnia and 

Herzegovina operates on single VAT rate of 17% across the board. There are suggestions 

to implement differentiated VAT policy where the basic foodstuffs, therapeutic products 

and certain drugs would have lower VAT rate, for example of 5% and other luxury goods 

would have increase VAT rate of up to 22%. But the majority of decision makers believe 

that a VAT rate of 17% will do the job as long as sufficient and effective social assistance 

programs get implemented); 

2. Emission of the public debt with the objective to implement measures of financing capital 

expenditures (domestic and credit loans keep increasing public debt but more efficient 

measures of financing capital expenditures must be implemented; up to this point, credit 

loans are only “putting the budget fires out”); 

3. Implementation of the progressive taxation system so that redistribution of wealth can be 

implemented more equally (both Federation of Bosnia and Herzegovina and Republic of 

Srpska have implemented a unified income tax of 10%) and; 

4. Possibility of taxing policy in the direction of elimination of the non-taxing portion of the 

income (All employees that receive their income from the budget, at any level of the 

government, have non-taxing portion of the income. This portion consists of: expenditures 

for meals and transportation to work. This problem does not exist in other entity of Bosnia 

and Herzegovina - the Republic of Srpska. Federation of Bosnia and Herzegovina is 

currently working on a policy proposal to eliminate this non-taxing portion of income in 

such manner as to increase the taxation base and directly increase budget contributions.). 

 

The current “stand by” arrangement with the IMF was signed in 2009. The Letter of 

Intent created by the B&H government outlines the entire structural adjustment package 

and includes all the reforms that need to be undertaken in order to receive different 

trenches of credit funds. The IMF has approved an arrangement allowing B&H to pull 

1.014.600.000 SDR (or 1.200.000.000 Euros) over a period of three years (shared in the 

following ratios: FB&H 2/3 and RS 1/3 of funds). The “stand by” arrangement is worth 

600% of B&H quota within the IMF amounting to 169.100.000 SDR. It has been approved 

under the following conditions:  

 five years repayment period,  
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 three years grace period included into repayment period starting from each tranche 

allocation,  

 each tranche is being repaid in eight equal quarterly payments upon expiration of 

the grace period, and  

 the interest rate is changeable, determined by IMF's SDR, currently at 1.45% 

annually. 

(Letter of Intent – B&H, www.imf.org) 

 

So far, B&H has pulled about 380 million Euros out of 1.2 billion Euros but 

because of the incapability of fulfilling its obligations spelled-out in the Letter of Intent, 

B&H has not received any funds from the IMF ever since. 3
rd

 SBA is about to expire and 

unfortunately, due to everlasting poor economic conditions, it is inevitable that Fiscal 

Council of B&H will attempt negotiation new, 4
th

, SBA with the IMF during 2012, 

because, it is pretty safe to say that without the IMF, or some other radical increase in 

some other source of financing, entities will not be able to close fiscal year of 2013, when 

major portion of the IMF credit needs to be serviced.  

 

6. Measures for “possible” recovery 

In order to eliminate pre-recession generators of the economic downturns, improve 

the sustainability of financial stability, and achieve long-term economic growth, two things 

need to be secured upon the completion of the IMF’s ”stand by” arrangement: political 

stability and a functional and unified market.  

 

Structural reforms and measures for improving competitiveness:  

1. Increase in the liquidity of the business sector through bank guarantees (sector of commercial 

banking must take more proactive role in order to increase the liquidity of the business sector and 

to stimulate the business cycle); 

2. Credit loans from the Investment Bank (export - oriented companies, SME, farmers) – 

(Investment banks of FB&H and RS have so far been operating like commercial banks where all 

credit loans were approved by Credit Boards that did not take into consideration specificities of 

the development of small and medium enterprises, export-oriented companies, and the 

agricultural sector. It is imperative for both entity governments to rethink and revise the role of 

these banks in order to stimulate economic growth in the sectors mentioned above); 

3. Attraction of FDIs, green field investment and investments in general (government at all levels 

must undertake additional measures to create a more attractive environment for different kinds of 

investments); 

4. Competitiveness of the export (CEFTA, EU) – (it is imperative to re-negotiate CEFTA and 

implement certain protective measures in order to preserve the domestic production); 

5. Decrease of import of agricultural products (the government must increase the level of subsidies 

and other means of assistance provided for the agricultural sector in which there is a lot of 

potential for development); 

6. Energy sector (Bosnia and Herzegovina is a resource rich country (hydropower, coal mines, etc.) 

and it is very attractive for investments in the energy sector, but due to current political and 

economic instability, investors still tend not to engage in these investments. Governments at all 

levels are tasked with creating a favorable and attractive environment for the development of this 

highly profitable sector), and 

7. Partnership between the public and private sector (The progressive privatization was not as 

successful as expected and this new type of partnership between the public and private sector is 

expected to provide a higher level of investments as well as productiveness). 

If we consider all of the above, the focus of economic policy in period to should be on: 

I. Fiscal stability (balancing expenditures with revenues); 

http://www.imf.org/
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II. Macroeconomic stability (reduction of public expenditures – IMF, and stabilization 

of the fiscal sector); 

III. Making the business environment more attractive (making procedures easier, 

reconstruction of the Investment banks, protective measures, anti-dumping and 

compensatory measures) and creating business climate for FDI inflow, and 

IV. Improvements of the position of domestic production and businesses (increase the 

liquidity of the business sector; provide favorable credit lines via investment 

bank to SMEs, farmers, exporters, etc.). 
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Abstract:  

 

The problem of current account imbalances is especially present in Central and Eastern 

European and Baltic transition countries. The main goal of this paper is to assess 

sustainability of non-interest current accounts in these countries in the last decade and give  

projection simulations in the medium-term (five-year period) using the approach of Milesi-

Ferretti (1996). Subsequently, the aim of the paper is to determine the sustainable levels of 

the non-interest current account in transition countries and compare it with actual levels. 

Research results indicates unsustainability of non-interest current account in most of CEE 

and Baltic countries in the medium term, while the situation is somewhat better with 

included net inflows of foreign direct investments.  

 

Key words: current account sustainability, non-interest current account, MFR approach, 

transition countries 

JEL Classification: F32, F41, P20 

 

1. Introduction 

A transition economy or transitional economy is an economy which is changing from a 

centrally planned economy to a free market economy. Virtually all transition countries 

have been involved in the process of financing the productive investments in order to adapt 

the structure of their market systems. Process of transition in Central-Eastern European and 

Baltic countries has started in the early 1990-ies. Main characteristics of the process of 

transition in these countries envolved liberalization of economic systems, macroeconomic 

stabilization, restructuring, privatization and legal and institutional reforms. The levels of 

domestic savings in these countries were lower than required investment, the difference 

was compensated throughout external borrowing which led to a rapid increase in the 

deficits on current account of these countries. The increase of deficits on the current 

account of Central-Eastern European and Baltic transition countries during the 90s of last 

century has led to concern regarding the sustainability of  deficits and the impact on the 

macroeconomic position of these countries.  

 

Current account balance is one of the major factors when assessing country’s external 

position. It records the inflow and outflow of goods and services, net factor income and net 

transfer payments. The net factor income includes  stocks and investment in the form of 

mailto:hjosic@efzg.hr
mailto:mjosic@efzg.hr
http://en.wikipedia.org/wiki/Planned_economy
http://en.wikipedia.org/wiki/Free_market
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interest or dividend. If country’s current account is in suficit, it indicates higher production 

than consumption and vice versa if country’s current account is in deficit it indicates that 

production is lower than consumption. Country with a surplus on current account usually 

have positive merchandise trade balance. Current account deficits over 5% of GDP should 

be closely monitored and can be unsustainable for economy in the long run, especially if 

the deficits are financed with short-term debt or foreign exchange reserves. Some analysts 

define sustainable levels of current account for CEEC countries with hard pegs or currency 

board arrangements in the magnitude of 5-9%. It can be said that what really matters is not 

just the size but rather the source of the current account deficit. The main goal of this paper 

is to assess sustainability of non-interest
94

 current accounts in Central and Eastern 

European and Baltic countries in the last decade by giving projection simulations for the 

medium-term (five-year period) using the approach of Milesi-Ferretti (1996). The paper is 

structured in a way that gives an overview of empirical researches on the sustainability of 

current account in the second chapter, lays out the research methodology and key 

assumptions in the third chapter and assesses medium-term sustainability of non-interest 

current account of the transition countries in the fourth chapter. In the final part of the 

paper concluding observations were presented. 

 

2. Empirical Literature on the Sustainability of the Current Account Deficits  

Economic theory has not yet reached agreement on the uniform definition of the current 

account sustainability. Various economists have proposed various definitions for the 

sustainability of current account deficits. Sustainability can be defined as a state that can be 

maintained at a certain level in the long-run. So current account sustainability can be 

defined as a state of current account that can be maintained in the long run without the 

need for drastic policy changes or without leading to a crisis. Studies for evaluation of the 

current account sustainability in the economic literature were mostly based on one of the 

approaches for adjustment of the balance of payment
95

. There are no simple rule that can 

determine whether the current account is sustainable or not. The sustainability of current 

account balance presents a valuable indicator for investors and holders of economic policy 

about an economic development and macroeconomic position of the country. Short-term 

current account deficits, which are causing the relocation of capital to areas with higher 

productivity of capital, are not inherently negative. Long-term current account deficits act 

to increase the foreign indebtedness of the country which is one of the main causes of 

financial crises in the world
96

. A large number of Central European and Eastern European 

transition countries have experienced significant fast-growing current account deficits at 

the end of the 90ies. The cause of that were under-developed financial systems, managing 

foreign exchange regimes with the aim of controlling inflation which led to a significant 

real currencies appreciation of these countries (Roubini and Wachtel (1998)). These 

authors identified three major factors that cause an imbalance in the current accounts of the 

transition countries. These are the gap between savings and investment, significant real 

domestic currency appreciation and underdevelopment of country’s banking and financial 

systems.    

 

The most important approach of the sustainability of current account deficit in the 

literature is the intertemporal solvency approach developed in the 1980s (Sachs (1981), 

Obsfeld and Rogoff (1995), Ghosh and Ostry (1995), Milesi-Ferretti and Razin (1996)). 

                                                 
94 The term NICA  (eng. Non-Interest Current Account) is a relatively new concept in economic literature 

and is rarely used in reference to the term of current account balance. 
95 Elasticity approach, monetary approach, portfolio approach and intertemporal approach 
96 This is particularly evident during the economic crisis of the 90s of the last century when such   deficits are 

usually financed with short-term capital inflows (Dulger and Ozdemir (2005)). 
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The concept of intertemporal solvency requires that the present discounted value of future 

trade surpluses must be at least equal to or greater than the present value of external debt, 

which indicates a country's ability to repay its external liabilities. Intertemporal approach 

to the analysis of sustainability of current account deficit is based on the concept in which 

the current account is seen as a result of a dynamic relationship between domestic savings 

and investment, government spending, interest rates and other factors. Solvency condition 

also stipulates that foreign debt can increase until the rate of economic growth is greater 

than the increase in real interest on foreign borrowings. 

 

Milesi-Ferretti and Razin (1996, 1997, 1998, 1999) follow on the initial work of Sachs and 

examine various indicators of sustainability for the group of developed industrial countries 

and emerging markets such as exchange rate policy, trade openness, development and 

stability of the financial system and levels of savings and investment in the country. They 

define current account sustainability as the condition where the budget constraint is met 

without a drastic change in private sector behavior or policy shift. On the other side current 

account is unstable if there is no need to drastically change current government policy. 

They conclude that it is not easy to empirically determine the exact threshold of viability 

after which the current account is showing signs of recovery.  

 

Roubini and Wachtel (1998) indicate that the most important factors when assessing the 

sustainability of current account are the structure of the current account, the difference 

between savings and investment in the country, correlation between government budget 

balance and balance of current account (and their impact on country’s economic growth), 

real exchange rate appreciation, international reserves, foreign debt and other factors.  

 

Calderon et al (2000) examine the empirical links between current account deficits and a 

broad set of economic variables proposed in the literature. Key findings of their analysis 

state that current account deficits in developing countries are moderately  persistent, a rise 

in domestic output  growth generates a larger current account deficit, increases in savings 

rates have a positive effect on the  current  account, shocks  that  increase the  terms of 

trade  or cause the real exchange rate to appreciate are  linked with higher current  account  

deficits. 

 

Zanghieri (2004) formulates a simple theoretical framework for the sustainability of 

current account under budgetary constraints using the results for constructing a medium-

term growth projections of external debt. He points out that a deficit created by a reduction 

of savings is much more worrying than a deficit caused by an increase of investments. 

Another valuable statement is that the foreign direct investments are the most appropriate 

instrument of external financing in comparison with, for example, short-term debt 

instruments. 

 

Aristovnik (2005, 2006, 2006a) examines the current account determinants on the sample 

of 17 transition countries. Using the approach of Milesi-Ferretti and Reisen investigates 

whether the problem of high current account deficits of selected transition countries is a 

source of macroeconomic destabilization The results of the analysis showed that almost all 

transition countries can maintain higher levels of current account deficit except Hungary, 

Macedonia, Moldova, Romania and the Baltic countries. He concludes that if deficit of 

current account exceeds the limit of 5% as a share of gross domestic product, then the 

problem of sustainable external deficit can appear. 

 

Didik, N., Gligorov, V. (2007) analyses current account deficit sustainability in Bosnia and 

Herzegovina. The results of the analysis has shown that if the exports and the external debt 
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dynamics continued their current trends the economy should have no problem with 

sustaining its external imbalance. The main vulnerabilities of the economy on the other 

hand comes from export weaknesses and fiscal sustainability.    

 

Hlivnjak, S. (2007) explores what sustainability of current account deficits means for 

Bosnia and Herzegovina in the context of its economic development and accession to the 

EU. Empirical analysis of the sustainability of the persistent trade deficits in BIH was 

conducted using an equilibrium exchange rate approach. The main finding is that BIH 

current account sustainability is not threatened by exchange rate misalignment, thus there 

is no need to adjust the peg.   

 

Simeonov, K (2007) argue if current account sustainability depends largely on the choice 

of exchange rate regime or not. According to Simeonov some analysts claim that countries 

with hard peg and currency board arrangements are much more vulnerable to external 

shocks. Their fixed exchange rates against the euro prevents them from using policy 

instruments e.g. monetary policy and exchange rate policy instruments. Other analysts 

claim that the exchange rate regime is not the important factor when assessing current 

account sustainability and highlight other factors like the level of capital inflows or 

stability of financial institutions. 

 

Galinec (2008) investigates current account sustainability in the case of Croatia. The main 

goals of the paper was to analyze Croatian external indebtness and balance of payments 

developments, to identify determinants with the most significant impact on current account 

developments in Croatia during the 1995-2005 period and to estimate levels of current 

account sustainability within short and long term using the Milessi-Feretti and the Reisen 

approach. Short-term and long-term levels of current account sustainability were estimated 

as well as "transition" levels of current account balances required to reach desired levels of 

external debt and international reserves.  

 

Dumitru, I, Dumitru, I. (2009) assesses the sustainability of current account in Romania by 

estimating its structural component, based on an inter-temporal perspective. The most 

important result of the paper is that the main drivers of the current account deficit in 

Romania, as well for other transition countries of Europe, are the economic convergence 

factors. 

 

3. Methodology 

 

The theoretical framework of sustainable current account balance used in evaluating the 

sustainability of current account balance CEEC and Baltic countries is based on the 

approach of Milesi-Ferretti and Razin (1996). This approach has roots in the intertemporal 

approach satisfying the budget constraints under which the sustainability of current 

account balance depends on the solvency of the state
97

, ability to service debt and the 

willingness of foreign creditors to loan capital. Milesi-Ferretti and Razin use this 

framework in identifying the  important factors that affect the solvency of the country and 

the sustainability of current account balance. The model starts with the relation (1) 

according to which the current account balance is equal to the difference between savings 

and investment in the country: 

 

tgtpttttttttt ISSGICrFYFFCA   11                     (1) 

                                                 
97 The economy is solvent if it is able to generate future trade surpluses required to repay existing debt. 
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where CA = current account balance, F = foreign debt
98

, Y = gross domestic product, r = 

world interest rate (assumed for simplicity to be constant), C = private consumption, G = 

government current expenditure, ptS = private savings , gtS = government savings and I = 

total investment (private and public). 

 

        The definition of solvency which states that the value of external debt must be less 

than the present discounted value of future trade surpluses is of limited practical value 

because it depends on future trends of variables. However, one can perform a simple 

solvency condition under the assumption that all the macroeconomic variables, as s share 

in gross domestic product, are constant. This assumes that the interest rate and the rate of 

change of real effective exchange rate are constant. If we take into account these 

assumptions, the relation (1) can be rearranged to: 

 

1

*

1

*

1

*

11

* )(   ttttttttttttttt FpsiIGCYpFpsFpsCA                 (2) 

 

where s = nominal exchange rate, p = domestic GDP deflator, 
*p = foreign BDP deflator 

and     i = world nominal interest rate.   

 

After dividing the relation (2) with the nominal gross domestic product we get the relation 

(3): 

 

11
)1)(1(

)1)(1()1(





 t

tt

tt

ttt f
r

tbff



               (3) 

 

where f = foreign debt as a share of GDP, tb = trade balance as a share of GDP,  = rate 

of real appreciation of the domestic currency and  = real GDP growth rate.  

 

Suppose that the economy is in steady state in which the private and government 

consumption, investment and external debt are constant as a share of GDP presented by the 

relation (4): 
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                (4) 

 

In our model in the process of evaluation of medium-term current account sustainability of 

the transition countries will be used the modified approach of Milesi-Ferreti and Razin 

presented by the relation (5). It shows non-interest current account balance relative to GDP  

1nica  depending on the total gross external debt ted , world real interest rate on foreign 

debt *r , rate of real economic growth   and rate of real appreciation of domestic currency 

 . Modification to the MFR approach is using the variable of non-interest current account 

nica displayed as a share of gross domestic product instead of the variable tb  which 

presents current account of balance of payment in the original model
99

. 

                                                 
98 Variable used in the original model was net foreign assets, however, for the simplicity of the analysis and 

availability of data in our model we use variable an external debt in accordance with the sustainability of the 

external debt presented by the International Monetary Fund (IMF (2002)). 
99 According to Aristovnik (2006), who is refering to Doisy and Hervé (2003) and Zanghieri (2004), when 

calculating a sustainable current account balance we should take into account only the non-interest 

component of current account. 
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)(*1 *

1   rtedgcinica              (5) 

 

where 
1nica  = non interest current account as a share of GDP , i = investment as a share of 

GDP, c = private consumption as a share of GDP, g = government expenditure as a share 

of GDP,  ted = gross foreign debt as a share of GDP, *r = real interest rate on foreign debt, 

 = real GDP growth rate and   = rate of real appreciation of the domestic currency.  

 

Greater domestic consumption relative to national income is only possible when a country 

is a net debtor to abroad. Since most of the countries in transition are net borrowers on 

international capital markets, to maintain a stable share of gross external debt to gross 

domestic product is possible only with the existence of the surplus on current account, 

assuming default probabilities based on interest on foreign debt. Maintaining a higher ratio 

of gross external debt to gross domestic product is possible with the help of higher rates of 

economic growth, borrowing at a lower world real interest rates and increasing real 

appreciation of domestic currency.  

 

Taking into account net foreign direct investment (FDI) relation (6) is obtained: 

 

fdirtedgcinica  )(*1 *

2               (6) 

 

where 
2nica = non interest current account as a share of GDP with calculated net foreign 

direct investment
100

 and fdi= net foreign direct investment as a share of GDP.  

 

4. Sustainability Assessment of non-interest Current Account in CEEC and Baltic 

Countries  

 

Sustainability assessment of non-interest current account in CEEC and Baltic countries can 

be divided into two separable analysis. First analysis includes sustainability assessment of 

non-interest current account in CEEC and Baltic countries in the period between 2001 to 

2005 and 2006 to 2010 and uses methodology of research described in the previous 

chapter, respectively relations (5) and (6). More precisely, the aim of the first analysis is to 

determine the sustainable levels of the non-interest current account balance in regard to the 

existing value of the gross external debt, real interest rates on foreign debt, real GDP 

growth and real appreciation of domestic currency. Next step in the analysis is to 

determine and explain differences between the sustainable and actual levels of non-interest 

current account. For this purpose time-series data for variables of interest are constructed 

for the period between 2001 and 2010, which are converted and displayed in the form of 

five-year averages of variables for the period between 2001 to 2005 and 2006 to 2010. 

Second analysis includes projections of non-interest current account indicators in the 

period between years 2011 and 2015. Countries included in the analysis are Bulgaria, 

Croatia, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania Slovakia 

and Slovenia
101

.                     

 

                                                                           

                                                 
100 Doisy and Herve (2003) argue that the significant share of the balance of payments imbalances in the 

transition countries were financed by the net flows do not increase the foreign debt of the country (foreign 

direct investment) and when calculating sustainable level of current account we should include this type of 

financing. 
101 The analysis includes new EU member countries during the fifth enlargement in 2004 and 2007. The 

Republic of Croatia is still not a member of the European Union, but is expected to join during 2013. 
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The variables used in the analysis are:                                                                                                                              

 Gross external debt as a share of gross domestic product )(ted  

 World real interest rates on external debt )( *r - obtained by adjusting the nominal interest 

rate on foreign debt )( *i  and the difference between the rate of inflation in each transition 

country )(infDOM and the euro area )(infEUR  

 Real economic growth rate )(  

 Interannual change in the real effective exchange rate, increase in the index indicates real 

appreciation of domestic currency    

 Net foreign direct investment as a share of gross domestic product  fdi  

 Current (actual) level of non-interest current account as a share of GDP )( actnica obtained 

by adjusting the current account balance for interest payments on foreign debt.  

 

Data on variables are aggregated and available from the EUROSTAT website and reports 

of the International Monetary Fund. In tables 1, 2 and 3 (in Appendix) are presented input 

variables for the medium-term sustainability assessment of non-interest current account in 

CEEC and Baltic countries (averages 2001 to 2005 and 2005 to 2010 and projection 

averages up to year 2015). All variables are expressed as an average relative shares of 

growth percentages in five-year period. Negative values represents negative growth rates 

or negative trends in variables. Results of medium-term sustainability assessment and 

projection of non-interest current account for CEEC and Baltic countries are presented in 

the table 4 (in Appendix). Two indicators of non-interest current account sustainability 

)( 1nica  and )( 2nica
 

were calculated and presented as averages of five-year periods. 

Comparison between sustainable and actual levels of non-interest current account for 

CEEC and Baltic countries (averages 2001 to 2005 and 2006 to 2010 in percentage of 

GDP) are presented in figures 1 and 2.  

 

From Figure 1 we can see that the average sustainable levels of  indicator )( 1nica  in the 

period between 2001 to 2005 were higher than the actual levels )( actnica  except in the 

Polish case, where they were equal and amounted at -1.2%. It can be concluded that 

average non-interest current account in the period between 2001 and 2005 is not 

sustainable in CEEC and Baltic countries except Poland. Real currency appreciation was 

present in all countries except Latvia (-0,5 %) and Poland (-2,3 %). The highest average 

annual real appreciation of the currency had Hungarian forint (7,5 %) and the Czech 

koruna (7,3 %)
102

. When looking at the real rate of economic growth it can be seen that all 

countries have experienced positive average economic growth rates. The highest rates of 

real economic growth were recorded in the Baltic countries; Latvia (8,1 %), Lithuania (7,6 

%) and Estonia (7,5 %). Lowest rates of economic growth were recorded in the Czech 

Republic (3,7 %), Slovenia (3,5 %) and Poland (3,0 %). The increase in external debt 

during the period between 2001 and 2005 was present in all countries due to constant 

deficits on current accounts of these countries. All countries have had a positive average 

real interest rate on foreign borrowing except Romania
103

. The actual level of non-interest 

current account )( actnica was negative in all countries except Slovenia which has 

maintained an average growth rate of 0.8%. 

                                                 
102 Real appreciation of domestic currency impact on reducing the burden of the gross external debt because 

for the same amount of liabilities in foreign currency we need to allocate less funds in local currency. 
103 Romania had a very high average inflation rate of about  18.7% on annual basis which is significantly 

higher than the average euroarea rate of inflation which amounted at 2.2%. 
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Figure 1: Comparison between sustainable and actual levels of non-interest current 

account   for CEEC and Baltic countries (averages 2001 to 2005, in percentage of GDP) 

 

 
     Source: Author’s calculations 

 

If in the analysis were included net foreign direct investments, situation is somewhat 

better. In that case sustainable medium-term levels of indicator )( 2nica  were present in 

three transition countries: Czech Republic, Poland and Slovenia. Poland and Slovenia had 

a lower average level of net foreign direct investment (2,7 % and 1,6 %) than the Czech 

Republic (7,1 %)  which stalls alongside Bulgaria and Estonia with 8,2 % and 7,8 %. 

From Figure 2 it can be seen that the average levels of indicator )( 1nica  in the period 

between 2006 and 2010 were higher than the actual levels )( actnica  except in the 

Hungarian case, where the sustainable level of non-interest current account (-0.5 %) was 

lower than actual level which amounted to (0,6 %). Real currency appreciation was present 

in all transition countries. The highest average annual real appreciation of the currency had 

Romanian leu (7,5 %), Bulgarian lev (8,1 %) and Slovakian koruna (7,6 %). On the other 

hand, the smallest real appreciation of the currency can be seen in the case of the Polish 

zloty (0,5 %), Hungarian forint (0,9 %), Lithuanian litas (1,1 %) and Croatian kuna (1,2 

%). All countries except Latvia with 0,1 % had a positive average annual real economic 

growth rate. 

 

Figure 2: Comparison between sustainable and actual levels of non-interest  current 

account for CEEC and Baltic countries (averages 2006 to 2010, in percentage of GDP) 

 
    Source: Author’s calculations 
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The highest rate of real economic growth was recorded in Slovakia (4,8 %) and Poland 

(4,7 %). Due to the global economic crisis that began in 2008, average rates of real 

economic growth in CEEC and Baltic countries countries in the period between 2006 and 

2010 were lower compared to those in the period between 2001 and 2005. The increase in 

external debt during the period between 2006 and 2010 was present in all countries due to 

constant deficits on current accounts which have increased the average level of external 

debt in comparison to the previous five-year period. The increase in external debt has also 

contributed to the unsustainability of non-interest current account. If we consider the cost 

of foreign capital, most transition countries has had a positive average real interest rate on 

foreign borrowing except Bulgaria (-2,0 %), Lithuania (-2,0 %), Latvia (-1,9 %) and 

Romania (-0,8 %). All CEEC and Baltic countries have had high average inflation rates 

ranging from 5,2 % to 6,8 % which is significantly higher than the average of euroarea 

inflation rates which amounted at 1,9 %. The actual average level of non-interest current 

account )( actnica was negative except in the case of Hungary which has maintained an 

average growth rate of 0,6 %. If in the analysis are included net foreign direct investment, 

sustainable medium-term levels of indicator )( 2nica  were present only in Croatia and 

Hungary.  

 

Input variables for the second analysis are given in table 3.  Results of the second analysis 

are presented in the figure 3 and table 4. Second analysis compares sustainable and 

projected levels of average non-interest current account for CEEC and Baltic countries in 

the period between years 2011 and 2015. First step in the analysis is to evaluate each 

country’s macroeconomic position, second step is to present five-year projection trends 

and third step is to assess sustainability of non-interest current account in projected  period.  

 

Figure 3: Comparison between sustainable and projected levels of non-interest  current 

account indicators for CEEC and Baltic countries (projection averages 2011 to 2015, in 

percentage of GDP)  

 

 
    Source: Author’s calculations 

 

Bulgaria has been hardly hit by the global economic crisis but a modest turnaround took 

place in 2010. Growth has returned to the economy, combined with improved fiscal 

discipline which should be maintained. The outlook for the next five years is positive 

giving average growth rate of 3,7%. Government has made important spending cuts in the 

public sector to limit spending and deficit levels in the future. Projected average value of 
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non-interest current account in five- year period is 0,3% and is not sustainable. On the 

other side, with included FDI inflows projected levels are sustainable in the medium term.  

EU accession negotiations for Croatia have successfully been completed and Croatia is 

most likely to join the European Union in July 2013.  But macroeconomic performance of 

the country remains weak with negative growth rate in 2010 and expected growth rate of 

2,2% in projected period. The economy is projected to recover very slowly and is facing 

serious competitiveness problems which require implementation of deep structural 

reforms. Projected average levels of indicators are sustainable in the medium term with and 

without included foreign direct investments. 

 

The post-crisis recovery in Czech Republic has stalled in 2011. The reasons are 

deteriorating external conditions, low exports and weak domestic demand which has been 

affected by fiscal consolidation. Government policies should maintain macroeconomic and 

financial stability enhancing economic growth.  Implementation of structural reforms is 

critical to boost potential growth. Non-interest current account indicators are not 

sustainable in the five-year period.  

 

Estonia was severely impacted by the economic crisis but has been on a solid recovery 

path with projected growth of 7,5% in 2011. Strong growth was primarily driven by 

exports, inventory cycle and euro adoption in January 2011 which has also boosted 

investor and consumer confidence in Estonia. Strong fiscal discipline is provided through 

fiscal consolidation programme. Following good economic perspective, current account 

indicators are also sustainable in the medium term. 

 

Hungary’s recovery remains weak in comparison with others countries in region. Economy 

grew by 1,1 percent in 2010, while expected average five-years growth amounts at 1,9%.  

But economy has benefited from stronger demand for its exports in the eurozone which led 

to optimistic projection for growth of projected non-interest current account indicator 

(6,8%). Hungary needs to maintain fiscal consolidation plan in order to preserve investor 

confidence and stimulate higher foreign direct investments in economy. 

 

Latvian economy suffered one of the sharpest economic downturns in the region but the 

economy has emerged from recession. In year 2010 country showed steady growth 

especially in exports to Germany and Sweden which was offset by weaknesses in 

government consumption and investment.  The recovery still remains fragile. Government 

priority is to maintain fiscal consolidation policy and improve competitiveness. Projected 

average non-interest current account is not sustainable in the medium term but foreign 

direct investment show significance in that case.  

 

Lithuania has experienced steady recovery in 2010. Government adopted a consolidation 

package designed to improve fiscal performance based on improved tax compliance and 

administration. Unemployment is still a major problem which restrains private demand. 

Lithuania is on the path to euro adoption and must comply to Maastricht criteria. A 

national reform programme has been developed to target technology intensive production 

through stimulating research and development. Projected average economic growth in five 

year period is 4,2% and for foreign direct investment 3,3%.  

 

Poland is on an impressive growth path, GDP grew by 3,8 percent in 2010 which is also 

projection for average growth in the next five years. Poland remains attractive to foreign 

direct and portfolio investors. Implementation of the announced fiscal consolidation 

strategy is vital for sustaining investor confidence amid broader concerns over sovereign 

exposures. Infrastructure is being upgraded through the rapid absorption of EU structural 
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funds. On the other side loose fiscal policies has led to widening in the current account 

deficit. Accordingly, projected value of indicator nica  is not sustainable in the five-year 

period. 

 

Economy of Romania struggle to recover in 2010 following the deep recession in 2009. 

Real gross domestic product (GDP) decreased  by 1,3 in 2010 percent despite a strong 

performance in exports which increased by more than 20 percent. The economy is 

expected to remain stable but grow slowly. Economic outlook in the projected period looks 

optimistic with average growth rate of 2,9%. Fiscal reforms are needed in the field of 

social security, pension and health care system. Following negative trends on current 

account, projected indicators of non-interest current are not sustainable. 

 

Economic growth in Slovakia in 2010 was 4 percent and was primarily driven by explosion 

of net exports. Projected average growth is 4,2% up to 2015. Little concerns are giving 

recent drop in foreign direct investment inflows but Slovakia remains an attractive 

destination for FDI. Government has made rapid progress in lowering the fiscal deficit, 

there is also a need to keep administrative costs low and labour market flexible. Projected 

levels of non-interest current account indicators  are lower than the sustainable levels.  

 

Slovenia was hardly hit by the recession in 2009 when GDP experienced one of the 

sharpest contractions (8 percent) within the European Union. In 2010 growth reached just 

1,3 percent and economic recovery remains slow by regional standards. Domestic demand 

remains very weak with potential risks to external shocks. Projected economic growth is 

slow with 2,3% in five-year period. Consequently, projected non-interest current account 

indicators are not sustainable. 

 

Results of the second analysis indicate unsustainability of indicator )( 1nica  in most CEEC 

and Baltic countries except Croatia, Estonia and Hungary. Inflows of foreign direct 

investments facilitate the current account deficit burden. In that case sustainable levels of 

indicator )( 2nica are also present in Bulgaria, Latvia and Lithuania.   

 

5. Conclusion 

Theoretical framework of sustainable non-interest current account which was used in 

evaluating the medium-term sustainability for CEEC and Baltic countries was based on the 

approach of Milesi-Ferretti and Razin (1996). The aim of the paper was to determine the 

sustainable levels of the non-interest current account in these countries in contrast to the 

existing value of the gross external debt, real interest rates on foreign debt, real GDP 

growth and real appreciation of domestic currency. Next step in the analysis was to explain 

differences between the sustainable and actual levels of non-interest current account. Two 

sets of analysis were presented and explained.  

 

Results of the first analysis indicate unsustainability of the average non-interest current 

account in CEEC and Baltic countries in the period between 2001 and 2005 except in the 

case of Poland. If in the analysis were included net foreign direct investments, situation is 

somewhat better. In that case sustainable medium-term levels of indicator )( 2nica  were 

present in three transition countries: Czech Republic, Poland and Slovenia. Average levels 

of indicator )( 1nica  in the period between 2006 and 2010 were higher than the actual 

levels )( actnica except in the Hungarian case. Once again, if are in the analysis are included 

net foreign direct investments, sustainable medium-term levels of indicator )( 2nica  were 

present only in Croatia and Hungary. Results of the second analysis indicate 
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unsustainability of indicator )( 1nica  in most CEEC and Baltic countries except Croatia, 

Estonia and Hungary. Inflows of foreign direct investments facilitate the current account 

deficit burden. In that case sustainable levels of indicator )( 2nica were  also present in 

Bulgaria, Latvia and Lithuania.   
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APPENDIX  

Table 1: Input variables for the medium-term sustainability assessment of non-interest 

current account for CEEC and Baltic countries (averages 2001 to 2005)  

 

  ted    *r  fdi  *i  dominf  EURinf  actnica  

Bulgaria 0,025 0,679 0,053 0,003 0,082 0,036 0,055 0,022 -0,060 

Croatia 0,019 0,628 0,045 0,043 0,043 0,046 0,025 0,022 -0,032 

Czech Republic 0,073 0,380 0,037 0,043 0,071 0,040 0,020 0,022 -0,034 

Estonia 0,032 0,704 0,075 0,013 0,078 0,026 0,035 0,022 -0,087 

Hungary 0,075 0,662 0,041 0,013 0,023 0,049 0,059 0,022 -0,046 

Latvia -0,005 0,836 0,081 0,010 0,029 0,028 0,041 0,022 -0,081 

Lithuania 0,027 0,462 0,076 0,047 0,029 0,034 0,009 0,022 -0,051 

Poland -0,023 0,450 0,030 0,027 0,028 0,032 0,027 0,022 -0,012 

Romania 0,036 0,345 0,057 -0,127 0,038 0,037 0,187 0,022 -0,054 

Slovakia 0,053 0,530 0,047 0,008 0,061 0,044 0,059 0,022 -0,057 

Slovenia 0,004 0,558 0,035 0,001 0,016 0,035 0,056 0,022 0,008 

     Source: Author’s calculations 

    

Table 2: Input variables for the medium-term sustainability assessment of non-interest 

account for CEEC and Baltic countries (averages 2006 to 2010)  

 

  ted    *r  fdi  *i  dominf  EURinf  actnica  

Bulgaria 0,081 0,994 0,027 -0,020 0,167 0,026 0,065 0,019 -0,141 

Croatia 0,012 0,875 0,010 0,026 0,052 0,039 0,031 0,019 -0,033 

Czech Republic 0,061 0,430 0,027 0,030 0,024 0,037 0,026 0,019 -0,008 

Estonia 0,057 1,122 0,002 0,003 0,031 0,033 0,049 0,019 -0,037 

Hungary 0,009 1,159 0,001 0,010 0,014 0,044 0,053 0,019 0,006 

Latvia 0,068 1,384 -0,001 -0,019 0,039 0,031 0,068 0,019 -0,064 

Lithuania 0,011 0,759 0,014 -0,020 0,030 0,013 0,052 0,019 -0,055 

Poland 0,005 0,565 0,047 0,013 0,025 0,024 0,030 0,019 -0,025 

Romania 0,112 0,570 0,026 -0,008 0,054 0,035 0,062 0,019 -0,071 

Slovakia 0,076 0,612 0,048 0,035 0,027 0,040 0,023 0,019 -0,043 

Slovenia 0,014 1,036 0,019 0,014 -0,001 0,024 0,030 0,019 -0,013 

    Source: Author’s calculations 

     



321 

Table 3: Input variables for the medium-term sustainability assessment of non-interest 

current account for CEEC and Baltic countries (projection averages for 2011 to 2015)  

 

 * ted    *r  fdi  *i  dominf  EURinf  actnica  

Bulgaria n/a 0,836 0,037 0,015 0,043 0,024 0,029 0,020 0,003 

Croatia n/a 0,957 0,022 0,037 0,020 0,047 0,030 0,020 0,008 

Czech Republic n/a 0,478 0,032 0,039 0,005 0,035 0,016 0,020 -0,010 

Estonia n/a 0,847 0,043 0,025 0,053 0,038 0,033 0,020 0,035 

Hungary n/a 1,293 0,019 0,037 0,001 0,050 0,033 0,020 0,068 

Latvia n/a 1,302 0,039 0,022 0,025 0,018 0,016 0,020 0,019 

Lithuania n/a 0,682 0,042 0,019 0,033 0,035 0,036 0,020 -0,002 

Poland n/a 0,660 0,038 0,026 0,020 0,032 0,026 0,020 -0,021 

Romania n/a 0,700 0,029 0,005 0,027 0,025 0,040 0,020 -0,031 

Slovakia n/a 0,654 0,042 0,030 0,026 0,040 0,030 0,020 -0,027 

Slovenia n/a 1,170 0,023 0,014 0,011 0,015 0,021 0,020 -0,006 

    Source: Author’s calculations 

* Data for   are not applicable because CEEC and Baltic countries are in the euro 

adoption process 

 

Table 4: Medium-term sustainability assessment of non-interest current account for CEEC 

and Baltic countries 

         Source: Author’s calculations 

 
Averages 2001-2005 Averages 2006-2010 

Projection averages 

2011-2015 

 1nica  2nica  1nica  2nica  1nica  2nica  

Bulgaria 5,2 -2,9 12,7 -4,0 1,8 -2,5 

Croatia 1,3 -3,0 -0,9 -6,1 -1,4 -3,4 

Czech Republic 2,5 -4,6 2,2 -0,2 -0,3 -0,8 

Estonia 6,8 -1,0 5,4 2,3 1,5 -3,8 

Hungary 6,7 4,4 -0,5 -1,9 -2,3 -2,4 

Latvia 6,4 3,5 7,3 3,4 2,2 -0,3 

Lithuania 2,7 -0,2 2,1 -0,9 1,6 -1,7 

Poland -1,2 -4,1 1,6 -0,9 0,8 -1,2 

Romania 7,8 4,0 6,7 1,4 1,7 -1,0 

Slovakia 4,9 -1,2 4,7 2,0 0,8 -1,8 

Slovenia 1,9 0,4 1,8 1,9 1,0 -0,1 
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Abstract 

 

Taking into consideration the importance of events and the fact that demand for this form 

of tourism is continuously growing and is subject to change, the purpose of this paper is to 

underline the need for enriching the tourism offering with events, as well as the necessity 

of enhancing the quality of this element of the tourism offering. 

The paper’s primary aim is to prove that an association exists between guest 

satisfaction with events in a destination and guest satisfaction with the overall tourism 

offering, and to measure guest satisfaction with events, relative to guest expectations.  

A study of guest satisfaction with events offered in a tourist destination was 

conducted in July and August 2010 in the Municipality of Neum in Bosnia-Herzegovina. A 

previously prepared structured questionnaire was used in the study. For the purpose of this 

paper, separately analysed are data relating to general guest data, data based on which 

guest satisfaction with the entire stay is assessed, as well as data that provide a comparison 

between guest expectations (pre-arrival) and guest satisfaction with events, using a 5-point 

Likert scale. 

A total of 100 questionnaires were found usable for the study. The collected data 

were analysed using the statistical package SPSS for Windows 19.0.  

Results of the study show that pre-arrival guest-expectation concerning events was 

higher than guest satisfaction with events at the end of the stay, indicating that this element 

of the tourism offering failed to measure up to the expectations of guests. Results also 

show that an association exists between the level of guest satisfaction with events and the 

level of guest satisfaction with the destination’s overall tourism offering (Pearson’s R 

0,389, sig<0,05).  The discrepancy between guest expectation and guest satisfaction 

with events provided suggests the need for introducing new types of events and enhancing 

the quality of existing programmes. Event Management plays an indispensable role in 

augmenting the quality of a destination to make it distinctive by the experiences it offers 

and the extent to which it is capable of meeting the needs of modern guests. Hence, the 

paper emphasizes the importance of continuously measuring and assessing guest 

satisfaction with events offered to ensure that an event offering is designed in accordance 

with the expectations of modern guests.  
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The study conducted has demonstrated that results obtained are useful to all tourism 

supply providers and, in particular, to Event Management, and that results must be 

continuously monitored.  

 

Keywords:  event management, guest satisfaction, quality  

JEL classification:  L82, L83 

 

1. Introduction 

Events are one of the sectors that record the fastest growth and development within the 

tourism industry. Many tourism organizations have made the organization of events a part 

of destination marketing and strategic development since the events have the potential to 

attract visitors to the destination, be exposed to media attention, build a destination image 

and increase economic benefit.  

Although the events are very important segment of tourism and the factor of local 

and regional development (O'Sullivan, Pickernell & Senyard, 2009), they have only 

recently been recognized as an interesting phenomenon in the scientific and practical 

terms. This is supported by the fact that tourism practice of Bosnia and Herzegovina 

devotes adequate attention to events as evidenced by the fact that the events are listed in 

the 'supporting' strategies and programs in the basic document for tourism development 

"Development strategy of the Federation of Bosnia and Herzegovina until 2018” 

(http://www.fmoit.gov.ba/downloads/strategija). 

Previous research in the field of event management on a larger sample included 

analysis of the attitudes and consumption of cultural visitor attractions and events (Čorak, 

2009) and evaluation of tourist offer of Kvarner through the customer satisfaction survey 

with events (Blažević, 2007). Insufficient number of these and similar studies in the coastal 

tourist destination point to the need for systematic reflection on the issue of management 

events in the tourist destination i.e. is at all levels of destination management to reduce the 

gap in the event industry research between academia and industry (Getz, 2008) and to 

point out to the managers the importance of tourism potential of events. 

Considering the importance of events and the fact that demand for this form of 

tourism is in continuous growth and susceptible to changes, this paper points to the need 

for ongoing monitoring of visitor behaviour  and satisfaction with events, in accordance 

with current trends in the market with the aim of creating and maintaining competitive 

advantage of a tourist destination.  

Therefore, the paper aims to investigate the relationship between guests' 

expectations in terms of tourist events offer of Neum and the perception of what they got 

i.e. to determine the level of guest satisfaction with this element of tourist offer. Since the 

quality of a tourist destination is a complex concept that consisting of more elements and 

one of them is the offer of tourist events, this paper aims to determine whether the level of 

satisfaction with this element affects the level of their overall satisfaction with tourist 

destinations. 

In this way, the paper provides a framework for better understanding of the modern 

customer demands, and in this context creating a better offer of events in terms of tourist 

destinations according to their wishes. The obtained results will be of importance for the 

management of events and management of tourist destinations. Topics related to tourism 

events and events management were not the immediate area of scientific interest of a larger 

number of domestic researchers, therefore research challenge is even greater. 

 

2. MANAGEMENT OF TOURIST EVENTS 

 

In the last two decades, tourism is characterized by the need to adapt the supply to demand, 

so it is important to emphasize that although the primary motive for the selection of coastal 
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destinations is still holiday-by-the-sea, the main changes relate to increasing the number of 

motives that are usually associated with fun, new experiences and events (Čorak, 2009). 

Consequence of the spread of motivation is tied to the European tourist market as a result 

of changes in the socio-demographic characteristics and lifestyle of the European 

population (www.etc-corporate.org/resources/uploads/ETC_Tourism_Trends_for_Europe).  

Trends in European tourist demand have lately been focusing on the increasingly 

popular active holiday, as a consequence of such a lifestyle of most European populations 

(http://www.miun.se). Trend clearly emphasizes multiple increases of activities the guests 

deal with during their stay in the destination as a reflection of the expansion and increase 

the offer of tourist services of the destinations. Events take up a special place in the 

professional and scientific public, and in the field of tourism especially in the creation of 

tourism supply, demand and tourist expenditures. Creation of a tourism offer which 

promotes customer satisfaction is characterized by a wide range of tourist attractions as a 

part of tourism events. Events in tourism, as part of tourism offer, are also an important 

element in satisfying customer needs. 

A satisfied customer will likely be spending more, revisit the place, and its 

recommendations will influence the arrival of other guests in tourism destination. This is 

the reason for the continuous monitoring system of advantages and disadvantages of 

tourism offer, i.e. destination events as an important element of that offer. 

Getz defined events from the perspective of the client and the organizer (Van Der 

Wagner & Carlos, 2008, pp. 4). From the perspective of guests, special event is an opportunity 

for relaxation, and an extraordinary and unusual social or cultural experience, while from the 

perspective of the organizers, the event is held only once or rarely, and is not part of regular 

programs and activities of the sponsors or organizers. J. Goldbatt gives a definition of the event 

as a unique moment to be marked by special ceremonies and rituals to meet the specific needs 

(Goldbatt, 2000, pp. 73). In any case, all events are designed for a specific purpose, and 

depending on it, there are different types and sizes of events (Getz, 2008). 

 

Table 1. TYPES OF EVENTS 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Getz (2005, pp. 2)    

CULTURAL CELEBRATIONS 

festivals 

carnivals 

commemorations 

religious events 

POLITICAL AND STATE 

summits 

royal occasions 

political events 

vip visits 

ARTS AND ENTERTAINMENT 
concerts 

award ceremonies 

BUSINES AND TRADE 

meetings 

conventions 

consumer and trade shows 

fairs, markets 

EDUCATIONAL AND SCIENTIFIC 

conferences 

seminars 

clinics 

SPORT COMPETITION 
amateur/professional 

spector/participant 

RECREATIONAL sport or games for fun 

PRIVATE EVENTS 

weddings 

parties 

socials 
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The significance of events as a tourist destination element is reflected through 

tourism, social and cultural function (Getz, 2008). In the offer of tourist destination, there 

are more and more special events, and their design and implementation is greatly 

conditioned by the strategic reasons, primarily economic in nature (Getz, 2007). It is 

through tourism function of the events that many tourist destinations expand their tourist 

market (Priporas, 2005), attracting tourists to the destination and extending their stay in the 

destination (Sherwood, Jago & Deery, 2005), build a destination image (Jago, Chalip, 

Brown, Mules & Ali, 2002; Kaplanidou & Vogt, 2007), provide better promotion of 

destinations (McDonnell & Gebhardt, 2002), attract investment to a destination 

(Schulenkorf, 2010) and are used as an element of entertainment and attractions in the 

destination (Derret, 2002). Events valorise local cultures, traditions, customs (Hong, 2010), 

complete offer of entertainment and recreation and ensure social cohesion, cultural and 

social progress (Fredline & Faulkner, 2000) in terms of social and cultural functions of events in 

the tourist destination. As an important motivator of tourism, events are present in the destination 

development plans and strategies for tourism development (Hede, Jago & Deery, 2002). 

Although this is a very important sector of tourism and the factor of local and regional 

development (Whitford, 2009; O'Sullivan, Pickernell & Senyard, 2009), events have only 

recently been recognized in the scientific and practical terms. However, the events represent an 

opportunity for the development of local areas and smaller tourist destinations. Pasanen, 

Taskinen & Mikkonen concluded that „events are becoming more and more important, 

especially in regional areas where possible sources of income are more limited than in cities 

(2009: 112).  The significance of events is underlined in a series of projects, initiatives and 

programs of the EC (http://www.ec.europa.eu/...culture/evalreports/culture/). Events management 

plays a significant role in achieving the quality of a tourist destination. It is also linked to the 

enrichment of tourist destinations in terms of defining new content and increase the quality and 

competitiveness of destinations. A tourist destination becomes recognizable according to its offer 

that leads to satisfying the needs and motives for travel. Event management deals with various 

aspects of the organization and management that are increasingly becoming an integral part of 

the supply of tourist destinations. Looking at the event management process leads to the 

conclusion that it is a combination of several activities for whose conduct and monitoring a high 

level of expertise and skills of managers of events is required, together with the teamwork. The 

entire process consists of a series of steps that are shown in Table 2, along with a description of 

the activities needed to be implemented in each step. 

 

Table 2. STEPS IN THE PROCESS OF EVENT PREPARATION 

 
Steps in the process of event 

preparation 

1. STEP EVENT DESCRIPTION 

2. STEP EVENT ORGANISATION 

3. STEP PERMITS AND AGREEMENTS 

4. STEP MARKETING 

5. STEP FINANCIAL CONTROL 

6. STEP RISK MANAGEMENT 

7. STEP EVENT STAGING 

8. STEP STAFF 

9. STEP SECURITY AND INSURANCE 

10. STEP OPERATIONAL PLANS 

11. STEP EVALUATION 

Source: Van Der Wagner & Carlos (2008, pp. 287-290) 

 

Modern management leadership of events in tourism is contained in the orientation 

towards:  guests, employees and the constant innovation and change. It is clear that during 

their competition for every participant and visitor of events, only the best will survive - 

those who can offer quality programs, and superior entertainment experiences beyond the 

http://www.ec.europa.eu/...culture/evalreports/culture/
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everyday in terms of achieving and maintaining competitiveness. Accordingly, the 

following part of the paper outlines the methods of monitoring the behaviour of events 

visitors of events in terms of  the decision making process on attending an event with a 

special emphasis on the evaluation of customer experience as an integral part of the event 

management. 

 

3. MONITORING THE BEHAVIOR AND SATISFACTION OF EVENTS VISITORS  

 

In order to influence the decision of potential visitors to attend the events and satisfy the 

organizers, it is necessary to understand the needs, motives and expectations of potential 

visitors. Research results of Crompton and Mayfrield in 1995 indicate that a larger number 

of organizers of events have not conducted a thorough, visitor-oriented research, believing 

in their ability to anticipate the desires of potential visitors or due to lack of funding for 

research (Getz, 2005, pp. 330). 

Since the elements of an event program must be designed in order to satisfy 

different needs, emphasis is given to identifying the needs of visitors to create customized 

events that will meet the needs of all visitors. Identification of their needs is a prerequisite 

for effective development of elements of the event. There are three reasons for investing 

effort in better understanding the motives of event visitors:  

 designing offers targeted at visitors, and insurance of benefits that meet their needs,  

 understanding the relationship between visitors and the ultimate motive of visitors’ 

satisfaction, and 

 facilitate the effectiveness of other marketing activities (Crompton & McKay, 1997, pp. 

426). 

 

Understanding the decision making process for the events is expressed using acronym 

PIECE: 

 

Table 3. DECISION MAKING PROCESS (MANIFESTATION VISITORS) – PIECE  

  

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Bowdin, Allen, O'Toole, Harris & McDonnell (2006, pp. 193) 

 

After attending the event, visitors begin to compare what they expected from events 

with what they experienced - evaluation after attending the event (Bowdin et al., 2006, pp. 

197). Visitor expectations derive from a combination of marketing communication, 

recommendations from friends and family, previous experience with this or similar events, 

and the image of the event. The expectations of visitors affect their satisfaction with the 

quality of services in the industry of tourism event. Getz argues that "events do contain 

tangible elements, such as food, beverages, and other products sold or given away, but they 

P PROBLEM RECOGNATION 
Difference between someone's existing state and 

their desired state relative to leisure consumption 

I INFORMATION SEARCH 

Internal or external search; limited or extensive 

search processes of leisure (including event) 

solutions 

E 
EVALUATION AND 

SELECTION 
Evaluation and selection of leisure alternatives 

C CHOOSING 
Choosing whether to attend an event and which 

optional purchases to make at the event of festival 

E 
EVALUATION 

EXPERIENCE 
Evaluation of the post-event experience 
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are essentially a service which consists of intangible experiences of finite duration within a 

temporary, managed atmosphere. As with all services, this experiential product is produced 

and consumed simultaneously, is highly heterogeneous, and is very difficult to store and / 

or control" (2001: 380). Quality of services is complex and consists of several dimensions. 

The following explains the five basic dimensions that affect the quality of services with 

special emphasis on the quality of tourist services at the event. 

 

Table 4. DIMENSIONS OF SERVICES' QUALITY FROM THE ASPECT OF EVENTS  

 
Reliability – ability to perform service dependably 

and accurately 

Reliability – has the event started on time, and 

whether it was consistent with what was promised to 

guests 

Tangibles – appearance of physical facilities, 

equipment, personnel and communication materials 

Tangibles – refers to the scene, the appropriateness 

of theming, the setting of the venue, waiting time, 

equipment 

Responsiveness – willingness to help customers and 

provide prompt service 

Responsiveness – refers to the timeliness and 

accessibility in the process of providing services 

Assurance – knowledge and courtesy of employees 

and their ability to inspire trust and confidence 

Assurance – refers to the kindness, the ability of 

communication and security aspects 

Empathy – caring, individualized attention the firm 

provides to customers 

Empathy – implies considerate, caring and 

personalized relationship of staff to guests 

Source: Parasuraman, Zeithaml & Berry (1988, pp. 23);  Berry & Parasuraman  (1991, pp. 

16); Tum , Norton & Nevan Wright (2006, pp. 270) 

 

Visitor satisfaction is influenced by his expectations, so if those expectations are 

not met the visitor is dissatisfied. It is therefore in the interest of each service provider to 

remove the gaps between what the customer expected and what really got to ensure guest 

satisfaction (Figure 1). The relevance of tourist satisfaction derives from the fact that it 

influences the choice of destination, the consumption of products and services (Kozak & 

Rimmington, 2000, pp. 260)  and is the primary source of future revenue (Wang, Zhang, 

Gu, Zhen, 2009, pp. 397). 

 

Figure 1. SERVICE QUALITY: THE FIT BETWEEN CUSTOMER EXPECTATIONS 

AND PERCEPTIONS 

 
Source: Kandampully, Mok, Sparks (2001, pp. 161) 
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The relevance of tourist satisfaction derives from the fact that it influences the 

choice of destination, the consumption of products and services (Kozak & Rimmington, 

2000, pp. 260) and is the primary source of future revenue (Wang, Zhang, Gu, 2009, pp. 

397). 

Guest perception of the event is based on two aspects of quality: technical and 

functional quality (Figure 2). Technical quality refers to the result, i.e. what was ensured in 

the process of service provision (WHAT?), whereas functional quality refers to how to 

ensure that (HOW?). Both of these dimensions affect the reputation of the organizers of the 

event. According to Grönross, technical quality is necessary but not sufficient to achieve a 

higher quality service levels. He believes that the functional quality plays an important role 

provided the fact that all standards related to the technical quality have been met 

(Kandampully et al., 2001). 

 

Figure 2. SERVICE QUALITY MODEL 

 
Source: Kandampully et al. (2001, pp. 161) 

 

However, guest perception is also influenced by other factors such as external 

factors (eg. bad weather) or personal factors. Since it is difficult to assess the technical 

quality (eg. the results of a sporting event), greater emphasis is put on the measurement of 

perceived service quality, i.e. on the functional aspect and the way the service is provided, 

whereby one of the most frequently used instruments is SERVQUAL (Parasuraman et al., 

1988). The application of this instrument has been confirmed in event-related studies 

(Getz, O'Neill & Carlsen, 2001; Jung, 2006; O'Neill, Getz & Carlsen, 1999; Robinson & 

Callan, 2001, 2002a, 2002 b, 2005; Thrane, 2002;). 

To close the gap between customer expectations and customer perceptions, Gaps 

Model of Service Quality suggest that four other gaps – the provider gaps need to be closed 

(Zeithaml & Bitner, 2003, pp. 31) The provider gaps are: 

 

 Gap 1 – not knowing what customers expects 

 Gap 2 – not selecting the right service designs and standards 

 Gap 3 – not delivering to service standards 

 Gap 4 – not matching performance to promises 
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Gap 1 occurs in situations where, for example, the organizer does not fully 

understand what guests want from the event, which may be the result of poor 

communication, misunderstanding, or guests have not clearly expressed their wishes 

regarding specific events. The second gap occurs when the needs of guests fail to be 

translated into clear specifications and standards. The third gap can occur if the planned 

activities are not implemented, and this may be the result of inadequate supply, inadequate 

training or negligence. The fourth gap arises in cases where, for example, the event is not 

adequately promoted, and as a result, guests are expecting something different compared to 

what has been promised. Each of these gaps will affect the fact that guests did not get what 

they expected, which will consequently negatively affect their satisfaction. 

 

4. METHODOLOGY 

 

For purposes of this study, a survey on expectations and satisfaction of guests with the 

events offered in a tourist destination was conducted during July and August 2010 in the 

municipality of Neum, Bosnia and Herzegovina. 

The used research method was a survey, conducted on a random sample, with a 

specially structured questionnaire used as a research instrument which consisted of two 

parts. The first part relates to socio-demographic characteristics of respondents such as age, 

gender, consumption, the amount of income. In the second section, respondents were asked 

to indicate their level of expectations and satisfaction with the overall tourism destination, 

events and other 35 elements of tourism offer, where the 5-point Likert-type scale was 

used, ranging from 1 to 5. A total of 100 questioners were found usable for the study. 

Data were collected through a self-administered questionnaire. Potential 

respondents were randomly approached and asked if they were willing to participate in the 

study. Once they agreed, questionnaires were distributed. In order to obtain high return rate 

and usable responses, questionnaires were collected on site and checked for completeness 

and accuracy. 

The statistical analysis of data includes descriptive statistics, t-test, Pearson 

correlation coefficient and chi-square test (the level of statistical significance was set at 5 

percent). The collected data were analyzed using statistical package SPSS for Windows 

19.0. 

 

5. RESEARCH RESULTS 

 

5.1. Profile of guests 

 

The most frequent guests in the survey were Polish (38%) and from Bosnia and 

Herzegovina (33%), followed by Slovenians (14%), Czechs (13%) and Croats (2%). 

Among the participants, majority of guests are the younger age groups, from 16-25 years 

(29%) and 26-35 years (29%). Slightly smaller percentage of other age groups represented 

guests from 46-55 years (20%) and guests from 36-45 years (18%). Only 4% of 

respondents belong to older age population (56-65 years). Among the respondents, women 

are slightly more represented (55%). With regard to the total family income, the highest 

number of respondents fall into the group from 1000-1999 € (35%) and from 2000-2999 € 

(34%). Only 5% of respondents have incomes in the range of € 3000-4999, and only 1% 

belong to the highest category - exceeding € 5,000 per month. The following table presents 

the socio-demographic characteristics of respondents. 
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Table 5. SOCIO-DEMOGRAPHIC PROFILE OF GUESTS 

 
Socio-demographic variables Percent (%) 

Country  

Poland 38,0 

Bosnia and Herzegovina 33,0 

Slovenia 14,0 

Czech Republic 13,0 

Croatia 2,0 

Age  

16-25 29,0 

26-35 29,0 

36-45 18,0 

46-55 20,0 

56-65 4,0 

Gender  

Male 45,0 

Female 55,0 

Income (EUR €)  

Less than 500 11,0 

500-999 14,0 

1000-1999 35,0 

2000-2999 34,0 

3000-4999 5,0 

5000 and more 1,0 

 

5.2. Correlation between the satisfaction with the events in the tourist destination and the 

satisfaction with the tourist offer (chi-square test and Pearson's correlation coefficient) 

 

In order to determine the probability of correlation between satisfaction with events and 

the overall satisfaction with the tourism offer hi-square test was conducted. The obtained 

results have shown that there is a probability of significant correlation between satisfaction 

with events and with overall tourism offer, at a significance level of 5% (sig. <0.05, 0.011 

<0.05). 

 

Table 6. Analysis of the probability of correlation between satisfaction with events and the 

overall satisfaction with the tourism offer 

 

 

 

 

 

 

 

 

 

 

 

 

 

Hi-square test showed that there is a probability of correlation between satisfaction 

with events and the satisfaction with the overall tourist services. To determine the degree 

of correlation between the two variables, Pearson's correlation coefficient has been 

calculated. 

Chi-Square Tests 

 
Value df 

Asymp. Sig. 

(2-sided) 

Pearson Chi-Square 25,889
a
 12 ,011 

Likelihood Ratio 27,319 12 ,007 

Linear-by-Linear 

Association 

14,983 1 ,000 

N of Valid Cases 100   

a. 12 cells (60,0%) have expected count less than 5. The 

minimum expected count is 1,69. 
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Table 7. Analysis of the correlation between satisfaction with events and the overall 

satisfaction with the tourism offer 

 
Symmetric Measures 

 
Value 

Asymp. 

Std. Errora 

Approx. 

Tb 

Approx. 

Sig. 

Interval by Interval Pearson's R ,389 ,079 4,180 ,000c 

Ordinal by Ordinal Spearman 

Correlation 

,383 ,083 4,111 ,000c 

N of Valid Cases 100    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

The correlation between the observed variables is statistically significant at the 5% level. 

The calculated correlation coefficient of 0.389 indicates that there is a weak correlation 

between satisfaction with events and the overall satisfaction with the tourism offer 

 

5.3. Expectations and satisfaction with the events in the tourist destination (t-test) 

 

Following part of the paper shows the comparison of  mean values for expectations and 

satisfaction of tourists with events using a 5-point Likert scale. Grades used vary from 1 

(very low) to 5 (very high). When grading satisfaction, the following grades were used – 

from 1 (very dissatisfied) to 5 (very satisfied). The results are given in table 8. 

 

Table 8. Evaluation of expectations and satisfaction of guests with tourist events 

 
Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

EXPECTATIONS 100 1 5 3,66 ,844 

Valid N (listwise) 100     
 

Descriptive Statistics 

 N Minimum Maximum Mean Std. Deviation 

SATISFACTION 100 1 5 2,93 1,249 

Valid N (listwise) 100     
 

 

           The study showed that the expectations prior to arrival of the surveyed guests in the 

tourist destination of Neum municipality have not been fulfilled. Unfulfilled expectations 

are reflected in a lower level of guest satisfaction offered by the events - the average 

expectation score was 3.66, satisfaction 2.93. To determine the statistical significance of 

differences between mean values of two variables observed, the t-test was conducted. 

Given the nature of research and the observed variables, a dependent t-test was carried out, 

and the results are shown in the following table. 

 

Table 9. THE DEPENDENT T-TEST 
Paired Samples Test 

 

Paired Differences 

t df 

Sig. (2-

tailed) Mean 

Std. 

Deviation 

Std. 

Error 

Mean 

95% Confidence Interval 

of the Difference 

Lower Upper 

Pair 1 EXPECTATI

ONSSATISFA

CTION 

,730 1,188 ,119 ,494 ,966 6,145 99 ,000 



332 

A statistically significant difference between the mean values for expectations and 

satisfaction with tourist events, at a significance level of 5% (sig <0,05; 0.000 <0.05) has 

been confirmed. 

Discrepancy between expectations and satisfaction with events, determined on the 

basis of statistically significant differences between the mean values, indicates the need to 

improve this element of tourist offer. Raising the quality level is necessary since in the 

previous section of this study it has been concluded that tourists' satisfaction with events 

affects the level of satisfaction with the overall tourism offer. 

 

6. CONCLUSION 

 

Management of tourism events is aimed at overcoming the changes in modern conditions 

of market economy. The quality of the events program and other programs related to 

leisure time with their contents must meet the needs of tourists, but also allow offer holders 

to achieve their goals. In this sense, management should take into consideration all aspects 

and the possible effects of the events of tourist destinations to allow planning of future 

events from the perspective of improving quality. In this sense, it is necessary to make a 

turn towards a new quality, to ensure higher standards, maintain ecological balance and to 

monitor market trends and customer needs and motives to ensure the competitiveness of 

tourist destinations.  

The need to improve the quality of tourist offer, with special emphasis on the 

tourist offer of the events, has been suggested through the following results: a) the 

expectations the guests had before the arrival have not been fulfilled (t value of 6145, sig. 

<0.05) and b) there is a statistically significant correlation between the satisfaction level of 

tourist with events offer and the satisfaction with the overall tourism offer (Pearson's R 

0389, sig. <0.05). 

Importance of the role of events in the tourist destination in terms of contribution to 

the tourism offer and increase quality is significant, with the aim of increasing the 

competitiveness of destination. Therefore, it is necessary to continuously conduct 

researches and test customer attitudes on the one hand and management for the fulfilment 

of guests’ expectations on the other side. It is important to expand target group to all parts 

of destination management (tourism operators, hotel enterprises, restaurants, travel 

agencies, etc.). In this way, the implementation of continuous improvement in accordance 

with the requirements of the guests in connection with events in the destination would be 

ensured. Therefore, it is necessary to propose conducting further research on the 

management of events and their significance taking into account all the partners in the 

tourist destination. 

Limitations of the study can be found in the sample size as well as the fact that the 

research has not found out which dimensions of quality of events the tourists are not 

satisfied with.  It is necessary to investigate this segment in future research. The theoretical 

conclusions derived from the literature review indicate the need for further development of 

scientific ideas in the field of event management.  

Applicative conclusion which arises from literature review and the conducted 

research indicates the need for convergence of these results and results of similar studies 

on all levels of destination management. The greatest benefits of the research results are 

linked to managers / creators of the future tourism events to ensure guest satisfaction and 

their repeat visit to a tourist destination. 

Since the studies in the field of event management and customer satisfaction are in 

developmental phase in the coastal tourist destinations, there is enough space for the 

theoretical and applicative progress. 
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Abstract 

 

At the beginning of 21st century, companies all over the globe change their focus 

from customers to the employees, realizing that only good internal relations and 

communications can keep customers with the company in the long run. Modern companies 

are enhancing their efforts in developing and maintaining good relations with their 

employees as their key stakeholders. Companies use the power of good employee relations, 

building through the efficient internal communication. 

In Croatian economy, which has been strongly hit with recession and presently is 

still seriously affected with global economic crisis, one of the strongest companies’ 

competitive advantages can be gained through building good relations with their 

employees and other stakeholders. Communications with companies’ employees become 

very important aspect of corporate communications generally, regarding employees as a 

key resource and valuable asset in the turbulent times. 

Introduction and utilization of ISO standards could enhance company’s formal 

communication structures and make them more transparent to all interested parties. ISO 

standards describe and prescribe communication channels and processes, creating a 

consistent system of internal communications. That should, together with other 

contributions from ISO standards introduction, lead to higher performances at all levels, 

including overall enterprise (business) results. 

The main intent of this paper was to investigate how and to what extent ISO 

certification influences on internal communication, corporate communication function, and 

organizational performance. 

This research has been based on the assumption that there is a positive link between 

having ISO certification and achieving higher level of development of internal 

communications (and employee relations in general), specifically if the companies use 

dominant standards, ISO 9001 and ISO 14001. Empiric part of the research is based on a 

survey that has been conducted in 2011, on a sample from the list of ‘the best 500 Value 

Added’ Croatian companies for the year 2009. 

Although some previous researches have come to the conclusion that ISO certified 

companies achieve higher results in added value, this research did not succeed to discover 

and confirm any significant relationship between ISO certification and quality of internal 

mailto:ibilic@efst.hr
mailto:goic@efst.hr
mailto:gaiavidovic@gmail.com
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communications as a part of corporate communication function, as well as different 

indicators of organizational performances. We came to conclusion that the introduction of 

ISO standards very often, at least in Croatian companies, was not motivated by achieving 

real and fundamental improvements, so significant correlation with the quality of internal 

communications could not be expected nor detected. 

 

Keywords: corporate communication, quality management, ISO, internal communications, 

employee relations 

JEL classification: M20 

 

1. Introduction 

 

As a start point in this research we try to find out companies attitude toward internal 

communication in modern business environment. Regarding employees as a very valuable 

resource we supposed that Croatian companies recognized the importance of developing 

and maintaining good employees’ relations, as a one of the key competitive advantages.  

In second phase of the research we examine possession of ISO certificate in 

observed companies. Implementations of ISO standards can help companies to have more 

developed formal and transparent communication structures on internal and external level. 

Main objective of this paper is to investigate interdependence between 

implementation of ISO standards and communication efforts. We start this research with 

the assumption that communication is vital function in modern companies. Furthermore, 

under the pressure of rapid development in information and communication technologies, 

nowadays, communication takes more important, even strategic role in modern business 

than ever before. Last step in this research will be focused on interdependencies between 

having better employee relations and companies’ financial performances such as value 

added, revenue and profit. 

This research has been conducted and motivated by the researchers’ assumption 

that there was no study on the relationship between employee communication and effects 

of ISO standard certification. When company invest their money in ISO certification and 

change the way how they do its business we expect that improvement gained through 

certification can have a positive influence on corporate performance as well. 

 

2. Internal communications 

 

Many authors agree that internal communications (employee relations) represent an 

important part of modern corporate communications (Argenti, 2009; Argenti & Froman, 

2002; Cornelissen, 2008; Goodman, 1998; Gronstedt, 1996; Grunig & Hunt, 1984 etc.). 

According to the fact that employee relations find it roots in communication function 

generally, Cornelissen (2008) defined corporate communication ‘as a management 

function that offers a framework for the effective coordination of all internal and external 

communication with the overall purpose to establishing and maintaining favorable 

reputations with stakeholder groups upon which the organization is dependent.’  

In literature we can find many terms which can be used to describe communication 

within the company, so it is possible to talk about ‘staff communication’, ‘labor relations’, 

‘employee relations’ (Grunig & Hunt, 1984), and ‘internal communication’ (Corenlissen, 

2008; van Riel & Fombrun, J, 2007). Cornelissen (2008) used the term ‘internal 

communication’ and defined it as "communication with employees internally within the 

organization". Fombrun & van Riel (2007) write about employee relations and defined it as 

the function with dedicated staff for managing the numerous media trough which 

management communicated among them and with the rest of organization. Furthermore, 

they explain the role of this function as: structure (formal and informal channels for 
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conveying the message), flow (the process which move message in all directions), content 

(of communication), and climate (emotional environment of organization). 

The environment for business has changed dramatically over the last half-century. Today’s 

employees have values and needs that are different from those of their counterparts in earlier 

decades. "Majority of employees in today’s service-based economy are well-educated and have 

higher expectations (Argenti & Forman, 2004) ". Employees need to know information about 

their company, especially bad news, and they need to get information as soon as possible, from 

company (Holtz, 2004). Dramatic development of information – communication technologies 

indicated the strong impact on employees’ role in corporate communications. Using new 

technologies, employees can distribute confidential information about companies to external 

stakeholders, without knowledge and control of corporate communications professionals 

(Cornelissen, 2008), especially if the company uses Intranet or e-mail as the medium of 

communication. 

Employees obtain information about company trough internal and external sources, 

and nowadays it is very important to emphasis the role of Internet as dominant source of 

information. Lamza-Maronic & Glavas (2008) recognize three systems of communication: 

personal communication (dialogues, meetings, workshops), written and printed media of 

communication (internal newspapers, bulletin boards), and electronic communication (e-

mail, phone, business television, internet, and intranet). 

Goodman (2006; 2007) pointed out the importance of research in the field of 

corporate communication as a strategic management function and their effects on corporate 

performances. Bütschi & Steyn (2006) emphasis the need for evaluation of effect of 

corporate communication function activities on organizational performances. One earlier 

research, Bilic (2010) proved strong correlation between development of corporate 

communication function trough the official corporate web site and Value added as 

organizational performances. 

Introduction and utilization of ISO standards could enhance company’s formal 

communication structures and make them more transparent to all interested parties. ISO 

standards describe and prescribe communication channels and processes, creating a 

consistent system of internal communications. That should, together with other 

contributions from ISO standards introduction, lead to higher performances at all levels, 

including overall enterprise (business) results. 

 

2.2. ISO standards 

 

Certificating by ISO standards means that overall company’s communication is much more 

formal and defined across the company. Any process or activity undertaken by employees 

need to be accompanied by paper, date and signature. Under assumption that anybody, 

anytime can follow activities and process, and find evidence about it in companies’ 

documents, there is a positive assumption about improvement of company’s 

communication after implementation of ISO standards. So, from theoretical point of view, 

we can assume that ISO standards could enhance company’s formal communication 

structures and make them more transparent to all interested parties.  

Also, ISO standards implementation is often undertaken with the purpose to 

describe and prescribe communication channels and processes, creating a consistent 

system of formal internal communications. That should, together with other contributions 

from ISO standards lead companies to higher performances at all levels, including overall 

enterprise (business) results. 

In this research we investigate the companies who possess ISO standards 9000, 

family of standards which represents an international consensus on good quality 

management practices, and ISO standard 14001, The ISO 14000 family addresses 

various aspects of environmental management. One previous research (Rogosic, Grubisic 
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& Bilic, 2010) showed that companies which were more quality oriented and certified by 

ISO 9001:2000 have had greater tendency to present their accounting information 

(included in the fundamental financial statements) on the Internet. That evidence of 

connection between introduction and use of ISO standards and one aspect of corporate 

communication, supported the idea that ISO certification could have general influence on 

the quality of corporate communication and positive impact on organizational (business) 

performances. 

 

3. Research methodology and results 

 

Our research has been focused on 500 Croatian companies with the highest value added in 

2009 (according to the Institute for Business Intelligence; LIDER press, 2010). First part of 

this research was undertaken trough a large survey about corporate communications on the 

population of these 500 companies, with the response of 70 companies that gave respond 

rate of 14%.  

 

Table 1. Average level of employee relations activities 

 

Activities / Question N Missing Mean Mode 

E-mail is used as a medium for communication with 

employees 

66 4 4,14 5 

Information received by employees are clear, simple and 

easy to understand* 

69 1 4,00 4 

Open and honest exchange of information with 

employees* 

69 1 3,81 4 

Permanent improvements in communication with 

employees* 

69 1 3,74 4 

Employees have accurate and timely distributed 

information* 

68 2 3,68 4 

The company has established cannels of formal 

communication 

69 1 3,62 4 

How much corporate communication professionals 

consult company management in issues of employee 

communication 

66 4 3,62 5 

Is two – way feedback system set up in your company* 68 2 3,54 4 

Management communicate with employees 69 1 3,52 3 

The strategic guidelines of company incorporate 

employee satisfaction 

69 1 3,51 4 

Intranet is used as a medium for communication with 

employees 

69 1 3,48 4 

Corporate communication activities are linked and 

coordinated with HRM 

68 2 3,41 4 

Your company examined employee communication 

satisfaction 

69 1 3,03 3 

Note: Questions marked with * were taken from Towers Perrin survey (Argenti, 2009:186)  

 

Employee relations, as an important component of total corporate communications, 

were treated trough 13 questions. Respondents in this survey were persons in charge for 

corporate communications (highest ranked person) in particular company, giving their 

opinions (among other) on questions about practices related to employee relations through 

a five-grade Likert scale (1- not at all; 2 – very little; 3 – some, 4 – much, 5 – completely). 

Questions about employee relations and statistics of responses in observed companies are 
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presented in the Table 1. As it can be seen from the Table 1, Croatian companies scored 

best (mean) in e-mail usage in employee communications. 

Reliability analysis of questionnaire which we used is presented it the Table 2 and 

Table 3. According to the presented results, it is clear that questionnaire was consistent and 

reliable instrument for employee relations analysis, with the Cronbach’s Alpha score 

higher than 0,7.  

 

Table 2. Cronbach's Alpha reliability statistics 

 

Case Processing Summary 

  N % 

Cases Valid 61 87,1 

Excluded
a
 9 12,9 

Total 70 100,0 

a. Listwise deletion based on all variables in the procedure. 

 

Table 3. Cronbach's Alpha reliability statistics 

 

Reliability Statistics 

Cronbach's 

Alpha N of Items 

,938 13 

 

In the next step, on the sample of 70 companies, we examined existence of ISO 

standards, particularly ISO standards 9000, family of standards that represents an 

international consensus on good quality management practices and ISO 14000 family 

which addresses various aspects of environmental management. 

 

Table 4. Presence of ISO standard family 9000 

 

ISO 9000 family 

  Frequenc

y Percent Valid Percent 

Cumulative 

Percent 

Valid Without certification 47 67,1 67,1 67,1 

ISO 9000 family 23 32,9 32,9 100,0 

Total 70 100,0 100,0  

Note: Based on data available at http://www.akreditacija.hr/ - Croatian Accreditation 

Agency 

 

From the results presented in the Table 4, we can see that 67.1% (47 companies) of 

the companies from the sample were not certificated with ISO standard 9000, while only 

32,9% of observed companies were certificate with ISO 9000 standard.  

Presence of ISO standard 14000, dealing with environmental issues is presented in 

the Table 5. Regarding the presence of ISO standard 14000, we can see that very small 

number of observed companies used that certificate of quality management, precisely, only 

2 companies (2,9%) owned that certificate. 

 

 

http://www.akreditacija.hr/
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Table 5. Presence of ISO standard 14000 

 

iso 14000 

  

Frequency Percent Valid Percent 

Cumulative 

Percent 

Valid Without 

certification 

68 97,1 97,1 97,1 

ISO 14000 2 2,9 2,9 100,0 

Total 70 100,0 100,0  

Note: Based on data available on http://www.akreditacija.hr/ - Croatian Accreditation 

Agency 

 

As the last step in ISO certification research, we identified companies which used 

both standards, and we found out that 11 companies (15,7%) of companies from the 

sample were certificated with the both standards (Table 6.). 

 

Table 6. Presence of ISO standard family 9000 and ISO standard 14000 

 

iso 9000 i iso 14000 

  

Frequency Percent Valid Percent 

Cumulative 

Percent 

Valid Without 

certification 

59 84,3 84,3 84,3 

ISO 14000 i ISO 

9000 

11 15,7 15,7 100,0 

Total 70 100,0 100,0  

Note: Based on data available on http://www.akreditacija.hr/ - Croatian Accreditation 

Agency 

 

Analyzing relationship between employee communication and ISO standard 

certification in observed companies, we used Pearson Correlation and tested all 13 

questions in correlation with presence of ISO standard 9000 family, and results lead as to 

the conclusion that correlation there was no significant correlation with any question.  

In the next step we tested correlation between implementation of ISO standard 

14000 and characteristics of employee communication. Here the results were the same - no 

correlation with any aspect of employee relations. And finally, in the last attempt to 

identify effects of implementation of ISO standard certification on employee relations, we 

put tested correlation between simultaneous presence of both standards, ISO standard from 

family 9000 and ISO standard 14000 and the level of employee relations. 

Results presented in the Table 7 reveal light but statistically significant (significant 

at the level of 5%) correlation between simultaneous use of both standards and three 

elements (questions) of employee relations. High and significant correlation among those 

three questions should also be noted.  

 

 

 

 

 

 

 

http://www.akreditacija.hr/
http://www.akreditacija.hr/
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Table 7. Correlation between simultaneous presence of ISO standard family 9000 and ISO 

standard 14000 and three employee relations elements 

 

Correlations 

  

Employees have 

accurate and 

timely 

distributed 

information* 

Two – way 

feedback 

system is 

established 

in your 

company* 

Continual 

improvements 

in 

communicatio

n with 

employees* 

ISO 9000 & 

ISO 14000 

Employees have 

accurate and timely 

distributed 

information* 

Pearson Correlation 1 ,809** ,784** ,309* 

Sig. (2-tailed)  ,000 ,000 ,010 

N 68 67 68 68 

Two – way 

feedback system is 

established in your 

company* 

Pearson Correlation ,809** 1 ,839** ,305* 

Sig. (2-tailed) ,000  ,000 ,011 

N 67 68 68 68 

Continual 

improvements in 

communication 

with employees* 

Pearson Correlation ,784** ,839** 1 ,257* 

Sig. (2-tailed) ,000 ,000  ,033 

N 68 68 69 69 

ISO 9000 & 

ISO14000 

Pearson Correlation ,309* ,305* ,257* 1 

Sig. (2-tailed) ,010 ,011 ,033  

N 68 68 69 70 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 

 

We also tried to research connection between quality of internal communication and 

profit as an indicator of organizational performance. A composite indicator of quality of internal 

communications was constructed (from above mentioned 13 questions) and its correlation with 

companies' profits from the years 2007, 2008, and 2009 was calculated (Table 8). 

 

Table 8. Correlation between internal communication level and companies' profit (2007 – 2009) 
Correlations 

   Profit 

2009 

Profit 

 2008 

Profit 

 2007 

Internal communication 

level 

Spearman's rho Profit 

2009 

Correlation 

Coefficient 

1,000 ,786** ,849** ,191 

Sig. (2-tailed) . ,000 ,000 ,113 

N 70 65 61 70 

Profit 

2008 

Correlation 

Coefficient 

,786** 1,000 ,809** ,246* 

Sig. (2-tailed) ,000 . ,000 ,048 

N 65 65 59 65 

Profit 

2007 

Correlation 

Coefficient 

,849** ,809** 1,000 ,304* 

Sig. (2-tailed) ,000 ,000 . ,017 

N 61 59 61 61 

Internal 

communication 

level relations 

Correlation 

Coefficient 

,191 ,246* ,304* 1,000 

Sig. (2-tailed) ,113 ,048 ,017 . 

N 70 65 61 70 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 
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As this research was performed in quite turbulent and difficult times, the idea was 

that observing three consecutive years could show some differences, and that the positive 

influence of (the quality of) employee relations on profits (if it existed) could be to some 

extent distorted in the recession years. Results presented in the Table 8 showed quite weak 

but significant correlation (coefficient 0,304) for the year 2007, and even weaker but still 

significant correlation for the year 2008 (0,246).The analysis did not find significant 

correlations between the level of employee relations and firms' profits in 2009. This 

confirmed the presumption that influence of internal communication on companies' results, 

if existed, was stronger or clearer in prerecession period. 

Trying to investigate connection between ISO standards and organizational 

performances, we first took in the research Value Added (VA) as the indicator of 

organizational performance. For this indicator we tested separately correlation with 

presence of ISO standard 9000, ISO 14000, and simultaneous presence of both types of 

standards – again for three consecutive years. 

 

Table 9. Correlation between ISO certification and VA (2007 – 2009) 

 

Correlations 

   ISO 

9000 

ISO 

14000 

ISO 9000 & 

ISO 14000 

VA 

2009 

VA 

2008 

VA 

2007 

Spearman's 

rho 

ISO 9000 Correlation 

Coefficient 

1,000 -,120 -,302* -,151 -,099 -,116 

Sig. (2-tailed) . ,323 ,011 ,211 ,434 ,375 

N 70 70 70 70 65 61 

ISO 

14000 

Correlation 

Coefficient 

-,120 1,000 -,074 -,221 -,249* -,280* 

Sig. (2-tailed) ,323 . ,542 ,066 ,045 ,029 

N 70 70 70 70 65 61 

ISO 9000 

& ISO 

14000 

Correlation 

Coefficient 

-,302* -,074 1,000 -,051 -,082 -,047 

Sig. (2-tailed) ,011 ,542 . ,672 ,517 ,718 

N 70 70 70 70 65 61 

VA 2009 Correlation 

Coefficient 

-,151 -,221 -,051 1,000 ,889** ,887** 

Sig. (2-tailed) ,211 ,066 ,672 . ,000 ,000 

N 70 70 70 70 65 61 

VA 2008 Correlation 

Coefficient 

-,099 -,249* -,082 ,889** 1,000 ,945** 

Sig. (2-tailed) ,434 ,045 ,517 ,000 . ,000 

N 65 65 65 65 65 59 

VA 2007 Correlation 

Coefficient 

-,116 -,280* -,047 ,887** ,945** 1,000 

Sig. (2-tailed) ,375 ,029 ,718 ,000 ,000 . 

N 61 61 61 61 59 61 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

 

Results given in the Table 9 reveal that there was no noteworthy correlation 

between observed phenomena. Actually we found out that companies with ISO 14000 

certification showed light negative and statistically significant correlation with the level of 

Added Value. One of possible explanation for that finding could be that process of 
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certification and stronger efforts in environmental care pushed companies to higher costs, 

which resulted with decrease in VA (at least temporarily) those companies . 

 

Table 10. Correlation between ISO certification and revenue (2007 – 2009) 

 

Correlations 

   

ISO 

9000 

ISO 

14000 

ISO 9000 

& ISO 

14000 

Revenue 

2009 

Revenue 

2008 

Revenue 

2007 

Spearman's 

rho 

ISO 9000 

Correlation 

Coefficient 

1,000 -,120 -,302* ,019 ,038 ,076 

Sig. (2-tailed) . ,323 ,011 ,877 ,763 ,558 

N 70 70 70 70 65 61 

ISO 

14000 

Correlation 

Coefficient 

-,120 1,000 -,074 -,098 -,005 -,099 

Sig. (2-tailed) ,323 . ,542 ,421 ,970 ,446 

N 70 70 70 70 65 61 

ISO 9000 

& ISO 

14000 

Correlation 

Coefficient 

-,302* -,074 1,000 -,121 -,091 -,105 

Sig. (2-tailed) ,011 ,542 . ,317 ,471 ,421 

N 70 70 70 70 65 61 

Revenue 

2009 

Correlation 

Coefficient 

,019 -,098 -,121 1,000 ,939** ,924** 

Sig. (2-tailed) ,877 ,421 ,317 . ,000 ,000 

N 70 70 70 70 65 61 

Revenue 

2008 

Correlation 

Coefficient 

,038 -,005 -,091 ,939** 1,000 ,971** 

Sig. (2-tailed) ,763 ,970 ,471 ,000 . ,000 

N 65 65 65 65 65 59 

Revenue 

2007 

Correlation 

Coefficient 

,076 -,099 -,105 ,924** ,971** 1,000 

Sig. (2-tailed) ,558 ,446 ,421 ,000 ,000 . 

N 61 61 61 61 59 61 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

 

Second indicator of organizational (financial) performance which we tried to 

connect with ISO standards was revenues. Looking again through the period of three years, 

Spearman’s rho did not show any significant correlations in observed companies (Table 

10). Finally, we tested the same question with profit as the indicator of organizational 

(financial) performance. Again, we did not find any noteworthy correlation between profit 

as the indicator of organizational performances and companies’ use of ISO standards in 

three observed years (Table 11.). That is supporting our presumption that positive effects 

of ISO standards on companies' profits, if they existed in Croatian companies, were 

mediated through so many different variables and processes, that they were very difficult 

to detect. 
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Table 11. Correlation between ISO certification and profit (2007 – 2009) 

 

Correlations 

   

ISO 

9000 

ISO 

14000 

ISO 9000 

& ISO 

14000 

Profit 

2009 

Profit 

2008 

Profit 

2007 

Spearman's 

rho 

ISO 9000 

Correlation 

Coefficient 

1,000 -,120 -,302* -,100 -,103 -,031 

Sig. (2-tailed) . ,323 ,011 ,410 ,414 ,810 

N 70 70 70 70 65 61 

ISO 

14000 

Correlation 

Coefficient 

-,120 1,000 -,074 -,085 -,095 -,188 

Sig. (2-tailed) ,323 . ,542 ,485 ,452 ,146 

N 70 70 70 70 65 61 

ISO 9000 

& ISO 

14000 

Correlation 

Coefficient 

-,302* -,074 1,000 -,082 -,144 -,205 

Sig. (2-tailed) ,011 ,542 . ,502 ,251 ,113 

N 70 70 70 70 65 61 

Profit 

2009 

Correlation 

Coefficient 

-,100 -,085 -,082 1,000 ,786** ,849** 

Sig. (2-tailed) ,410 ,485 ,502 . ,000 ,000 

N 70 70 70 70 65 61 

Profit 

2008 

Correlation 

Coefficient 

-,103 -,095 -,144 ,786** 1,000 ,809** 

Sig. (2-tailed) ,414 ,452 ,251 ,000 . ,000 

N 65 65 65 65 65 59 

Profit 

2007 

Correlation 

Coefficient 

-,031 -,188 -,205 ,849** ,809** 1,000 

Sig. (2-tailed) ,810 ,146 ,113 ,000 ,000 . 

N 61 61 61 61 59 61 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 

 

4. Discussion 

 

Despite the fact that the sample of this study was relatively limited, so we should be 

cautious in interpretation of its results, principal results that the research has produced 

deserve some final comments, interpretations and explanations. 

A prior study, (Bilic, 2011) found a clear link between the quality of corporate 

(organizational) communication and organizational performance (business results). 

However, it is interesting that this study found that, among Croatian companies (the same 

that were included in the above mentioned earlier research - and those were companies that 

achieved best business results), ISO certification was not significantly associated with the 

quality of internal communication. We were able to confirm only very weak correlation 

between simultaneous presence of ISO standard family 9000 and ISO standard 14000 and 

three specific elements of internal communication (see Table 7), which can hardly be taken 

as confirmation of the existence of expected relationship. Reasons and explanations for this 

can be found in various aspects of Croatian business and business environment.  

 

 One of the possibilities is that this relationship is simply too complex, depending on many 

factors and mediated through different and complex processes. Because of that, the impact 
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of the introduction of ISO standards could simply be 'dispersed' in the process and under 

the influence of other factors to the extent that it cannot be clearly identified and measured; 

 A part of the explanation may be in the fact that ISO standards are not actually focused on 

fundamental changes in internal communication; ISO standards are primarily oriented on 

regulating and improving core business and business processes. In accordance with that, it 

might be that in some way ISO standards even 'bypass' internal communications, and 

achieve improvements without interfering with internal communications;  

 Finally, an explanation of the results (quite plausible based on practical experience and 

knowledge of the situation) can be found in the fact that the introduction of ISO standards 

for most Croatian companies was more a matter of fashion or the result of external 

pressures, rather than a sincere desire to really improve internal processes (including 

internal communications). The fact that among companies from the lists of the most 

successful companies included in this study, only about 50% have introduced some of the 

ISO standards, has already been indicative. According to that, it can be easily observed in 

practice that among companies that had introduced ISO standards, a good part were 

companies that operate in international markets (eg, companies that produce parts for the 

car industry), and ISO certification for them was simply a precondition to make business 

with demanding foreign customers. On the other hand, in some companies introduction of 

the ISO can be clearly seen as the 'fashion thing' or imitating competitors, and sometimes 

even primarily a marketing move to improve the public image of companies. 

All this observation led us to the conclusion that the introduction of ISO standards 

very often, at least in Croatian companies, is not motivated by achieving real and 

fundamental improvements, so significant correlation with the quality of internal 

communications could not be expected nor detected. 

In accordance with this track of reasoning we find another major result of the 

analysis conducted in this paper – the finding that the existence (using) of the ISO 

standards and organizational performance (measured by standard indicators of business 

performance), were only very weakly correlated. This was at first quite unexpected and 

surprising finding. However, when taking into consideration the above explained reasons, 

this can only reinforce the conclusion that in Croatian companies ISO standards are often 

not introduced and implemented with the primary aim of improve individual and 

organizational performance. That is bad, not only because significant efforts and resources 

are wasted (the introduction of ISO standards, even if it is only formal, requires significant 

resources and work efforts), but even more because the potentials inherent to such 

techniques (ISO norms / standards) to improve the quality of work and business results are 

not fully exploited. 

 

5. Conclusions 

 

Motivated by earlier researches (Bilić, 2011; Rogosic et al., 2010), in this paper we tried to 

prove evidence of relationship (correlation) between quality of corporate communications, 

precisely aspects of internal, employee communication, and ISO standard certification. Our 

second goal, motivated by positive economic logic, was to investigate the relation, extent 

and direction of influence that ISO certification has on companies' business performances. 

Although we have used various and reliable research instruments, research results 

regarding correlation between quality of internal communication and ISO certification 

showed to be very weak. Only three aspects of internal communication: distribution of 

accurate and timely information to the employees, two – way communication and 

continual improvements in communication with employees can be explained (in a quite 

feeble and distant way) as a benefit of ISO standard certification in Croatian companies. It 

seems that the main failure lays in the motivation and ways ISO standards are introduced 

and used in Croatian companies. A good part of them are using those standards only in 
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very formal way, and not as a tool for real and profound improvement of business 

processes and business results.  

Such an approach might be even counterproductive: ISO certificated companies 

spend more money for certification than they receive back through improved 

organizational performances; to enhance communications inside and outside the company, 

ISO certification may produce even more complicated informational flows within company 

and hamper instead to improve its functioning. 

If we take these results as reliable and representative answers about correlation 

between investment and benefits of ISO certification in Croatian companies, that opens 

new and important questions: is this only a peculiarity of Croatian companies, or such 

influence can be attributed generally to ISO standards. That remains the question for 

further research and other researchers. 
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Abstract: 

 

Research on Internet financial reporting was conducted on the sample of 91 companies 

whose securities are listed on the following capital markets: Zagreb Stock Exchange, 

Ljubljana Stock Exchange, Belgrade Stock Exchange, Sarajevo Stock Exchange and Banja 

Luka Stock Exchange. Conducted research has two basic aspects: comparative and 

explanatory. In the first part of the study it is concluded that there are differences in the 

level of the Internet financial reporting between the observed countries. The highest level 

of Internet financial reporting measured through IFR score was reported in Slovenia and it 

amounted 23.25, than it is followed by Croatia with an average IFR grade of 21.27. Quite 

lower values of IFR score were noticed on the last three capital markets. For example, IFR 

score equals 9.75 on the Serbian capital market, on the Sarajevo Stock Exchange the 

average IFR score was 6.74 and the lowest level of transparency is noticed on Banja Luka 

Stock Exchange where the IFR score was only 3.61. The differences of the arithmetical 

means of the IFR scores for the observed countries were tested using Kruskal-Wallis test, 

and conducted analysis indicates that among the five countries there is a statistically 

significant difference in the level of Internet financial reporting measured through IFR 

score.  

The second aspect of the research was explanatory meaning that at the level of each 

country from the sample authors analyzed the variables that affect IFR scores significantly. 

With respect to the Croatian sample it was shown that variables official listing and 

construction sector are significantly correlated with IFR score. For the Slovene sample 

significant correlation with IFR score was detected only for variable turnover that refers to 

stock activity of listed securities. Furthermore, on the sample of companies whose shares 

are traded on Belgrade stock exchange significant correlation with IFR score was 

confirmed only for trade sector while the other variables were not significantly correlated 

with IFR score. On the Sarajevo Stock exchange the size hypothesis was confirmed since 

the assets variable was significantly correlated with IFR score. Also, statistically 

significant and positive relation was detected among the IFR score and variables official 

listing and construction sector. Other analyzed variables were not statistically correlated 

with IFR score.  For the sample of companies whose shares are listed on Banja Luka Stock 

Exchange statistically significant and positive relation with IFR score was confirmed only 

for the variable official listing meaning that companies quoted on official market, 

averagely observed, have higher IFR score.  

 

Keywords: internet financial reporting, comparative analysis, trends 

JEL classification: M41 
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1. Introduction 

 

Financial statements are the primary source of publicly available information on 

company’s performance and its business activities. Therefore, transparent financial 

reporting is crucial for efficient functioning of capital markets. According to modern 

accounting frameworks the aim of financial reporting and disclosure is to provide useful 

information about company’s financial position and profitability. Today, in modern 

business environment internet and its applications are unavoidable tools for disseminating 

financial information to investors and other users. Since internet is widely used for 

informing investors and other users about business activities and financial performance of 

listed companies there is a large number of scientific papers which analyzed Internet 

financial reporting practices of listed companies in USA and EU. 

However, it is important to notice that there are still a small number of papers 

dealing with Internet financial reporting on the emerging capital markets of Central end 

Eastern Europe.  A basic characteristic of these markets is that they are growing rapidly 

and attracting a large number of domestic and foreign investors so it is interesting to 

analyze the achieved level of Internet financial reporting on these markets. Comparative 

Internet financial reporting analysis is conducted on a sample of listed companies that 

quote their securities on the following markets: Ljubljana Stock Exchange, Zagreb Stock 

Exchange, Banja Luka Stock Exchange, Sarajevo Stock Exchange and Belgrade Stock 

Exchange.  

Conducted research has two aspects: comparative and explanatory. In the first, 

comparative part of research authors define achieved level of Internet financial reporting 

measured through IFR-Score and compare it among five selected markets. According to 

different levels of development and characteristics of the selected and analyzed markets 

(macroeconomic environment, demand for financial information, corporate governance 

system), significant differences in IFR score are expected and Kruskall-Wallis test is used 

in order to test these differences. In the second, explanatory part of the study authors try to 

define factors that are positively related to IFR-Score for each of the analyzed capital 

markets.  Regression analysis is used in order to test how factors such as company size, 

profitability, industry, official listing, market capitalization and stock turnover influence 

Internet financial reporting. 

 

2. Previous research concerning financial reporting on the Internet  

 

The development of Internet technology and the expansion of its use for voluntary 

financial reporting have stimulated a large number of academic researches in this area. 

Research related to Internet financial reporting can be classified in the following three 

categories: research related to practical application of Internet financial reporting in 

individual countries, research related to comparison of Internet financial reporting 

practices between different countries and research into the factors that affect financial 

reporting on the Internet in individual countries.  

 The first type of research, so called descriptive research is focused on examining 

general characteristics of the use of Web for financial reporting in individual countries. 

Within the research results the authors provide data about the percentage of corporations 

that use Internet financial reporting, the types of financial reports issued (balance sheet, 

profit and loss account,...), the frequency of publishing the reports (annually, half-

yearly,...) and the format of published reports (pdf, Excel,...). An example of an early study 

related to this topic is the research conducted by Brennan & Hourigan (1998, 18-21) on a 

sample of Irish corporations. According to the research results only 37% of listed Irish 

companies published their financial reports on the Internet. Hedlin (1999) founded out that 

the majority of Swedish firms listed on Stockholm stock exchange did use financial 
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reporting on the internet. Similar results have been reported by Hurtt et al. (2001, 67-75). 

Namely, at the sample of 100 biggest corporations in the USA (Fortune 100) authors came 

to the result that 93 companies had their own Web site. Furthermore, 74% of companies 

publishes balance sheet on their Web pages and 70% of companies announces profit and 

loss account as well as cash flow statement. As examples of descriptive research conducted 

in the world studies that were conducted by Gowthorpe & Amat (1999), and Ettridge et al. 

(2001) can also be pointed out. In 2005 Pervan conducted a research on a sample of 38 

Croatian listed companies, and according to the research results only 39,4% of the 

observed companies voluntary published a set of five financial reports on their web pages. 

Research on Internet financial reporting practices for Romanian companies whose shares 

are quoted on a stock exchange in Bukurest was  conducted by Bogdan et al. (2008) and as 

the most important research results authors provide the data that 76,66% of the observed 

companies has their own Web site while only 48,33% of them use these pages for financial 

reporting.  

 In another type of studies, so called comparative research, authors analyze and compare 

Internet financial reporting practices for two or more countries. Use of Internet for investor 

relations was, among others, analyzed in studies conducted by Deller et al. (1999) and Geerings 

et al. (2003). Deller et al. (1999) analyzed the role of Internet in investor relations and research 

was performed on a sample of  largest US, UK and German corporations. According to the 

research results 91% of US corporations used the Internet for investor relations, and this practice 

is little less common for UK and German corporations where  72 or 71% of the companies has 

Investor relation via the Internet. Comparative research for companies from five countries (USA, 

Canada, UK, Australia and Hong Kong) for the years 2001 and 2002 was carried out by Allam 

and Lymer (2005). This study showed that most of the companies (96-100%) published their 

balance sheet, profit and loss account and cash flow report. Furthermore, the authors provided 

data that PDF was the most frequent format for the presentation of reports while formats suitable 

for calculations (such as Excel) were found only in 12% of the observations. Geerings et al. 

conducted research at a sample of 50 largest companies from France, Holland and Belgium 

quoted on Euronext. According to the research results companies from France and Holland use 

the Internet for investor relations purposes more than Belgian companies. Furthermore, 

companies from all three countries presented their basic financial reports on the Net very 

frequently while some of the advantages of Internet reporting (such as formats suitable for 

calculations, mailing lists and multimedia) were less frequently used by Belgium companies. 

 Third type of studies dealing with Internet financial reporting is focused on factors 

affecting corporate decisions concerning their level of Internet financial reporting. As 

example for this type of research, study conducted by Pirchegger and Wagenhofer (1999) 

for Austrian and German quoted companies can be pointed out. Firstly, authors evaluated 

the quality of website based on financial and non-financial criteria and than achieved 

grades for each company were used in regression  analysis as the dependent variable. As 

independent variables the size of the company and the percentage of shares traded on stock 

exchange were used. The research results showed that for the sample of Austrian 

companies Internet financial reporting quality was positively and significantly correlated 

with both independent variables while for the German sample positive and significant 

correlation  was confirmed between Internet site quality and size of the company. Bonson 

& Escobar (2002) analyzed voluntary disclosure on the Internet using a sample of 300 EU 

companies. The sample was formed out of the 20 largest companies by market 

capitalization from each EU country. Based on 23 criteria authors formed a transparency 

index (TI). Research results showed that TI  was statistically related to country of origin, 

since companies from the North and Central Europe have higher TI in comparison with 

companies from South Europe. Also, variables industry sector and company size were 

positively correlated with TI.  
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 Marston (2003) analyzed the Internet reporting practice of the 100 largest Japanese 

companies. Using the Kruskal-Wallis test it was concluded that size was significantly 

related with the Japanese Web site status, while this relation was less clear for the level of 

disclosure. The analysis of internet financial reporting for German listed companies was 

conducted by Marston & Polei (2004). For German sample the level of the Internet 

financial reporting was positively related with foreign listing status in 2000 and 2003. The 

free float variable was significant only in  2000. Bonson & Escobar (2006) analyzed the 

differences in Internet financial reporting for 13 countries from Eastern Europe based on 

44 criteria which formed the Distance Index (DI). Research was conducted on a sample of 

1,543 companies and according to the research results  DI was positively correlated with 

the Big Four Auditor, financial sector and company size. Pervan (2006) analyzed voluntary 

reporting on the Internet in Croatia and Slovenia and research results showed that the 

Slovenian companies are more transparent in comparison with Croatian companies.. 

Namely, the measure of Internet financial reporting (IFR score) was 6.85 for Croatian 

sample and 17.63 for the Slovenian sample. Research on Internet financial reporting on the 

Athens Stock exchange was performed by Despina & Demetrios (2009). Research was 

conducted on a sample of 302 companies listed on the Athens Stock and the authors 

considered 57 factors which reflect the level of Internet financial reporting. First two 

factors are related to industry sectors and market capitalization while the other 55 factors 

are grouped in five categories. All factors together constitute an Internet Reporting Index. 

The average Index value for the companies quoted on Athens Stock Exchange was 30.30, 

and weighted average score was 49.71. Also, among other, research results have shown 

that market capitalization is positively related to IFR score. 

  

3. The structure of the research 

 

3.1. Sample description 

 

Comparative analysis of Internet financial reporting was conducted on the selected capital 

markets from Central and Eastern Europe countries. Sample includes capital markets from 

the following countries: Croatia, Slovenia, Bosnia and Herzegovina and Serbia. The 

sample includes countries that are characterized by a similar development path of transition 

countries and the challenges of establishing an efficient capital market. It is important to 

point out that the markets included in analysis are characterized by weak market activity 

and there is no active trading for a large number of listed shares. Therefore, it was useful to 

make a selection and include in this research only those companies whose shares were 

actively traded in 2010. For the selection a simple criterion was used – share turnover in 

2010.  

By subjective decision of the research authors only those companies whose share in 

total turnover of shares in 2010 was al least 0,5% were included in the sample. Different 

criteria for the formation of the sample might have resulted in different sample and 

different conclusions so the way of forming the sample should be taken into account when 

interpreting research results.  However, it should be noted that this way of forming the 

sample  resulted in the coverage of the largest and most liquid companies on the observed 

capital markets.   

Therefore, the sample includes listed companies that realized the above mentioned 

criteria for the year 2010 and in order to increase the sample homogeneity and 

comparability of results among countries financial institutions were eliminated from to 

sample since these institutions are characterized by certain specificities related to 

preparation and presentation of financial statements. Some of the characteristics for the 

selected capital markets and forming a sample for each of the markets are shown below.  
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Table 1. Selected indicators for the analyzed capital markets for the year 2010  

 

Stock Exchange 
Turnover 

(000 Eur) 

Market 

capitalization  

(000 Eur) 

Number of 

shares 

Market 

cap/GDP 

Zagreb Stock 

Exchange 

782,256.15 19,072,051.53 258 40.9 

Ljubljana Stock 

Exchange 

360,792.00 7,027,892.14 73 19.7 

Belgrade Stock 

Exchange 

177,014.00 7,282,139.45 1,332 24.8 

Sarajevo Stock 

Exchange 

44,587.41 3,686,722.70 144 na 

Banja Luka Stock 

Exchange 

18,723.93 1,908,296.70 566 na 

 

Source: Stock Exchanges web sites, World bank 

 

By complying research criteria a sample for each of the selected capital markets 

was formed and finally it consists of 91 companies. Number of companies for each of the 

observed markets is shown in table 2.   

 

Table 2. Sample overview for the selected capital markets  

 

Capital market 
Number of 

observations 

Zagreb Stock Exchange 26 

Ljubljana Stock Exchange 12 

Belgrade Stock Exchange 16 

Sarajevo Stock Exchange 19 

Banja Luka Stock Exchange 18 

Total number of observations 91 

 

As previously mentioned research was performed on a sample of 91 company, and 

the highest number of observations is from Zagreb Stock Exchange (29% of the observed 

companies), followed by Sarajevo Stock Exchange with 21% share in total study sample, 

Banja Luka Stock Exchange is involved with 18 companies which makes 20% of the 

research sample, Belgrade Stock Exchange has 17% share in the sample structure and 

finally Ljubljana Stock Exchange has 13% share in total research sample.  

 

3.2. Research hypotheses 

 

The level of financial reporting on observed capital markets will be determined on 

the basis of IFR score with 30 elements developed by Pervan (2006). Criteria for the 

formation of the overall Internet financial reporting score (IFR score) are divided into four 

groups: information from the financial reports, other useful information, transparency of 

management and supervisory board and user support. Detailed content of each group is 

shown in table 3.   

In forming the overall Internet financial reporting score each group of criteria and 

each individual criterion has an equal weighting. It is important to notice that there are 

different approaches in the literature (for example Pirchegger & Wagenhofer 1999, 
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Marston & Polei, 2004) but in order to avoid subjectivity in criteria authors have chosen 

equal weights for all criteria. Total Internet financial reporting score (IFR) score is 

calculated by simple summing grades for each criterion. Grade for certain criterion can be 

1 (criterion is met) or 0 (criterion not met) and the maximum possible IFR score can be 30.  

 

Table 3. Criteria for the formation of Internet financial reporting score 
A) Information from the financial reports 

1. Balance sheet 

2. Profit and loss account 

3. Cash flow statement 

4. Changes in shareholder equity statement 

5. Audit report 

6. Notes to the financial statements 

7. Accounting policies 

8. Segment reports 

9. Quarterly reports  

10. Half-yearly reports 

11. Reports from previous years  

B) Other useful information 

12. Last share market price  

13. Press and public releases 

14. Management analyses of operations 

15. Analyses of main business risks 

16. Supervisory board report 

C) Transparency of management and supervisory board 

17. Data about the management 

18. Information about management remuneration 

19. Supervisory board data 

20. Information concerning supervisory board remuneration 

21. Statement of managements responsibility for the financial reports 

22. Code of corporate governance 

D) User support 

23. Special part of the Web for investors 

24. Internal Web page search 

25. E-mail address 

26. Mailing lists 

27. Ability to download reports 

28. Format of reports suitable for calculations  

29. Web page in English 

30. English version of financial reports 

Source: Pervan, 2006, pp. 15. 

 

Analyses of Internet financial reporting practices for the companies whose shares 

are listed on the capital markets included in this research has two levels. At the first, 

comparative level, the aim of this research is to determine IFR score or the achieved level 

of Internet financial reporting for each of the observed markets and than compare the 

differences in the levels of Internet financial reporting for all the markets included in 

research. More precisely, in order to compare the levels of Internet financial reporting it is 

necessary to test out the statistical significance of the differences between the average 

values of IFR scores for all the markets included in this study. Differences in the level of 

Internet financial reporting are expected because of the differences in corporate 

governance practices and reporting, in the role of institutional investors and different level 

of capital market development and finally because of the macroeconomic differences 

among observed countries. Based on the above mentioned first working hypothesis is 

formed as follows:  
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H1: There are differences in the level of Internet financial reporting among observed 

countries from the Central and Eastern Europe.  

 

Namely, it is possible to hypothesis that a higher level of GDP per capita and a 

stronger role of institutional investors creates greater demand for shares and indirectly, a 

greater demand for financial and other kind of information on company's operations. At the 

same time, a higher level of corporate governance and an equal treatment of all 

shareholders should result in better transparency and a higher level of financial reporting.  

Taking into account all the above mentioned it can be assumed that companies listed on 

Slovenian capital market should have the highest level of Internet financial reporting, 

while the lowest level, because of the general business and macroeconomic characteristics, 

can be expected at the capital markets in Bosnia and Herzegovina, i.e., on Banja Luka and 

Sarajevo Stock Exchanges.  

In the second, explanatory part of the study, authors try, at the level of each country 

and at the level of each capital market, to determine factors that significantly influence the 

level of Internet financial reporting.  So, in this part of research, or in the evaluation of 

regression models IFR score IFR score presents a dependent variable which is assumed to 

depend on more independent variables. In defining factors that influence the level of 

Internet financial reporting, based on previous research in this area, authors take into 

consideration following variables: the company size, profitability, market activity and 

industrial sectors. Description of independent variables is shown in table 4.  

 

Table 4. Description of independent variables 

 

 Symbol Description 

Size (company assets) ASTS From balance sheet at 

31.12.2010. 

Profitability (return on equity) ROE Net income/equity (2010.) 

Official market OFMAR Dummy (1-yes, 0-no) 

Market capitalization MCAP Market capitalization at the 

end of 2010. 

Share turnover TURN Share turnover in 2010. 

Industrial sectors 

Tourism 

Pharmaceuticals 

Food industry 

Transport 

Trade 

Energetic 

Construction 

 

TOUR 

PHAR 

FOOD 

TRANS 

TRADE 

ENER 

CONS 

 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

Dummy (1-yes, 0-no) 

 

So, in the second, explanatory part of the study the following hypotheses was formed:  

 

H2: Factors such as size, profitability and market activity of shares influence significantly 

the level of Internet financial reporting.  

 

In this research authors assume, in accordance to studies that are based on the 

assumption that larger companies have greater agency costs and that more vigorous 

financial reporting can reduce agency costs (Marston & Polei, 2004), that company size, 

presented through the size of company's assets, is positively related to IFR score.  

Furthermore, since according to the signaling theory more profitable companies tend to 

separate from less profitable companies by enhanced financial reporting, positive 
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relationship between the profitability variable (measure through return on equity-ROE) and 

IFR score is expected. Market activity of shares can also significantly influence the level of 

transparency and Internet reporting. Namely, since all the markets included in analysis can 

be characterized as markets in development and a large number of shares are not liquid it 

can be assumed that market activity will influence IFR score significantly. If shares are 

actively traded it could be expected that  there will be larger demand for financial and non-

financial information and that will finally result in higher level of voluntary financial 

reporting.  Finally, for all the variables that represent market activity of a share (official 

listing, market capitalization and turnover) significant and positive relation with IFR score 

is expected. In order to control the sector effects dummy variables for sectors represented 

in the sample will be included in analyses.  

 

4. Research results 

 

4.1. Comparison of the IFR scores for the observed capital markets  

 

Research on the Internet financial reporting practices was conducted at the end of 2011 at a 

sample of 91 companies whose shares were listed on one of the following capital markets: 

Zagreb Stock Exchange, Ljubljana Stock Exchange, Belgrade Stock Exchange, Sarajevo 

Stock Exchange and Banja Luka Stock Exchange. IFR scores and characteristics of the 

level of Internet financial reporting are shown in table 5.   

 

Table 5. Basic statistical characteristics of the IFR scores 

 
 Zagreb 

 Stock 

 Exchange 

Ljubljana 

Stock 

Exchange 

Belgrade 

Stock 

Exchange 

Sarajevo 

 Stock 

 Exchange 

Banja Luka 

Stock 

Exchange 

Number of observations  26 12 16 19 18 

Arithmetical mean of 

IFR scores 
21.27 23.25 9.75 6.74 3.61 

Standard deviation 4.95 6.76 7.23 6.62 2.61 

Lowest value 3.00 3.00 0.00 0.00 0.00 

Median 22.00 25.50 11.50 3.00 3.00 

Highest value 28.00 28.00 21.00 25.00 9.00 

 

The research results indicate that the level of Internet financial reporting is the 

highest in Slovenia since IFR score for the sample of companies whose shares are listed   

on Ljubljana stock exchange equals 23.25. Slovenia is followed by Croatia, which has 

slightly lower IFR grade and it equals 21.27. In three other observed countries IFR score is 

rather low and it amounts 9.75 for Serbia,  while according to expectations the lowest IFR 

score was measured at capital markets in Bosnia and Herzegovina. So the IFR score for the 

sample of companies listed on Sarajevo Stock Exchange equals  6.76, and for the 

companies listed on Banja Luka Stock Exchange IFR score equals only 3.61.  

The first results of the analyses of Internet financial reporting indicate that there are 

obvious differences in the IFR scores among observed countries.  In order to test the 

statistical significance of the noticed differences Kruskal-Wallis test was applied. Here it is 

important to point out that the normality of the variable IFR score was tested using 

Komolgorov-Smirnov test, which comes with the statistical program SPSS. According to 

this test, the IFR variable did not follow a normal distribution which is why the testing of 

the differences  of the arithmetical means of IFR scores was conducted using Kruskal-

Wallis test. The results of testing distribution normality are shown in table 6. Since the 

results show that empirical significance is less than 5%, or more precisely it equals 0,014 

assumption that test distribution is normal is rejected.  
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Table 6. Testing the normality of distribution  

 

One-Sample Kolmogorov-Smirnov Test 

  IFR score 

N 91 

Normal Parameters
a
 

Mean 12.9780 

Std. Deviation 9.63325 

Most Extreme 

Differences 

Absolute .165 

Positive .165 

Negative -.111 

Kolmogorov-Smirnov Z 1.574 

Asymp. Sig. (2-tailed) .014 

a. Test distribution is Normal.  

 

 After testing distribution normality differences in arithmetical means among 

observed countries were tested. The results show that there are significant differences 

between arithmetical means of IFR scores among observed countries since empirical 

significance equals 0,0001 and hypotheses that there are significant differences between 

arithmetical means of IFR scores among different countries is accepted.  

 

Table 7. Testing the difference between the arithmetical means of IFR score using 

Kruskal-Wallis Test 

 

Test Statistics
a,b

 

 IFR score 

Chi-Square 55.719 

df 4 

Asymp. Sig. .0001 

a. Kruskal Wallis Test 

b. Grouping Variable: Country 

 

So based on achieved research results the first research hypotheses which states 

"There are differences in the level of Internet financial reporting among observed 

countries from the Central and Eastern Europe" can be accepted. A detailed view of the 

differences among IFR scores is shown in table 8. From this table it can be seen that 

Croatian and Slovenian companies have much greater transparency than the companies 

from three remaining countries. When information published within financial reports is 

analyzed it can be concluded that in this area the most transparent are Croatian companies 

because they publish most of the financial reports on their web pages (over 90% of the 

observed countries publishes on their Web pages set of five basic financial reports and 

audit report) while the Internet financial reporting has the worst results in this segment in 

the Republika Srpska. In fact, in the Republika Srpska only 5.56% of the companies 

publishes balance sheet, profit and loss account and audit report while the other reports are 

not available. Quarterly, semi-annual and reports from previous years can be found in 

slightly larger number of observations.  

In the context of other useful information the highest level of Internet financial is 

noted for the Slovenian sample since over 90% of the observed companies publishes share 

price, releases for press and public,  analysis of business operations by the management, 
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analysis of main operating risks and report of supervisory board. For Croatian sample it 

can be noticed that in the context of other useful information very low number of 

companies (19.23%) publishes reports of the supervisory board which indicates small 

importance of Croatian supervisory boards. Companies for remaining three countries for 

this group of criteria in most of the cases (percentages range from 55.56% to 78.95%) have 

public releases while other useful information are not available in most of the cases.  

 

Table 8. Comparison of elements of IFR score for observed countries  

 

 

 
Croatia Slovenia Serbia 

Bosnia and Herzegovina 

FB&H 
Republika 

Srpska 

  

Percent. 

of firms 

Percent. 

of firms 

Percent. 

of firms 

Percent. 

of firms 

Percent. 

 of firms 

A) Information from the financial reports 

Balance sheet 96.15% 83.33% 56.25% 26.32% 5.56% 

Profit and loss account 96.15% 83.33% 56.25% 31.58% 5.56% 

Cash flow statement 96.15% 83.33% 56.25% 10.53% 0.00% 

Changes in shareholder equity 

statement 92.31% 83.33% 56.25% 5.26% 0.00% 

Audit report 92.31% 91.67% 37.50% 31.58% 5.56% 

Notes to the financial statements 92.31% 91.67% 31.25% 10.53% 0.00% 

Accounting policies 92.31% 91.67% 18.75% 5.26% 0.00% 

Segment reports 46.15% 91.67% 0.00% 5.26% 0.00% 

Quarterly reports  88.46% 58.33% 6.25% 15.79% 11.11% 

Half-yearly reports 88.46% 58.33% 25.00% 26.32% 16.67% 

Reports from previous years  92.31% 91.67% 56.25% 36.84% 27.78% 

B) Other useful information 

Last share market price  50.00% 91.67% 37.50% 5.26% 27.78% 

Press and public releases 92.31% 100.00% 62.50% 78.95% 55.56% 

Management analyses of operations 76.92% 91.67% 6.25% 21.05% 0.00% 

Analyses of main business risks 80.77% 91.67% 0.00% 5.26% 0.00% 

Supervisory board report 19.23% 91.67% 0.00% 5.26% 0.00% 

C) Transparency of the management and supervisory board 

Data about the management 96.15% 91.67% 50.00% 47.37% 27.78% 

Information about management 

remuneration 11.54% 25.00% 6.25% 0.00% 0.00% 

Supervisory board data 92.31% 91.67% 31.25% 47.37% 22.22% 

Information concerning supervisory 

board remuneration 11.54% 33.33% 6.25% 0.00% 0.00% 

Statement of managements 

responsibility for the financial reports 96.15% 91.67% 0.00% 10.53% 0.00% 

Code of corporate governance 50.00% 58.33% 25.00% 5.26% 0.00% 

D) User support  

Special part of the Web for investors 61.54% 91.67% 43.75% 15.79% 16.67% 

Internal Web page search 53.85% 91.67% 43.75% 31.58% 27.78% 

E-mail address 96.15% 100.00% 81.25% 63.16% 66.67% 

Mailing lists 11.54% 0.00% 0.00% 0.00% 5.56% 

Ability to download reports 96.15% 91.67% 62.50% 47.37% 5.56% 

Format of reports suitable for 

calculations  26.92% 0.00% 18.75% 0.00% 0.00% 

Web page in English 88.46% 91.67% 68.75% 57.89% 50.00% 

English version of financial reports 42.31% 91.67% 25.00% 21.05% 0.00% 
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In the segment of transparency of the management and supervisory board most of the 

companies publishes data about management and supervisory board while data about 

remunerations are published only in 11.54% of cases in Croatia and in 25% of the 

companies in Slovenia. The Slovenian and Croatian companies in over 90% of cases  

publish statement of management’s responsibility for the financial reports while the 

corporate governance codes are quite rare and are published on company's own web sites 

in 50% of Croatian and 58% of Slovenian companies. The lowest level of Internet financial 

reporting in the segment of transparency of the management and supervisory board is 

noticed for the companies whose securities are listed on Banja Luka Stock Exchange.  In 

fact, only 27.78% or 22.22% of the companies publishes information about members of 

management and supervisory board while information about compensations, statements of 

management’s responsibility for the financial reports and codes are not available in none of 

the analyzed companies. In the segment of user support Slovenian companies achieve 

highest levels of transparency in six out of eight analyzed criteria. Croatian companies 

have better grades than Slovenian in the elements of IFR score which are mailing lists and 

formats suitable for calculations.  Also in this segment of transparency the lowest level is 

reported for the companies whose securities are listed on Banja Luka Stock Exchange 

since for example only in 5.56% of cases users can download reports and none of the 

analyzed companies publish the reports in English language.  

 

4.2. Analysis of variables influencing the IFR score  

 

The aim of this research was besides determining the level of Internet financial reporting and 

differences in IFR scores among observed countries, to examine which factors significantly 

influence the level of voluntary Internet financial reporting.  More precisely, the objective of this 

research is to define which variables influent significantly on IFR score using multiple linear 

regression. In the following part of the paper separately for each of the countries included in the 

research variables that significantly influence IFR score are shown.  

 

4.2.1. Analysis of variables influencing the IFR score in the case of Croatian companies  

 

In order to determine which factors significantly influence the level of Internet financial 

reporting on the Croatian capital market IFR score was included in multiple regression 

model as dependent variable while all potentially important variables from table 4 are 

included in model as independent variables. After that, using the backward method of 

elimination of variables (Rozga, 1994) the optimum regression model covering two 

variables which are OFMAR and CONS was formed.  Table 9 shows the results of the 

regression analysis. The evaluated regression model is significant as a whole since the 

calculated F-ratio equals 9.444, with resulting significance of 0.001. The degree of 

explanation of the model amounts 41.3%. In order to test multicollinearity problems the 

statistical package SPSS uses so-called VIFs. Since none of the VIFs is greater than 5 it 

can be concluded that there is no multicollinearity problem.  

The evaluated parameter with the variable Official market (OFMAR) suggests that 

the level of Internet financial reporting (IFR score) is significantly and positively related 

with listing on the official market. So it can be concluded that companies whose shares are 

listed on the official market, averagely observed have higher IFR score. Of the included 

sector dummy variables only the construction sector has significant but negative 

relationship with IFR score. On the sample of Croatian listed companies size hypotheses 

was not confirmed since the variable assets is not statistically significant meaning that 

Croatian companies have similar levels of Internet financial reporting regardless of size. 

The profitability variable (ROE) is also not statistically significant meaning that companies 

irrespective of the profitability level have the same level of Internet financial reporting.  
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Table 9. Evaluated regression model for Croatian companies 

 
Independent 

variables 

Unstandardized 

coefficients 

Standard 

errors 
t-ratios Significance VIF 

Constant 20.384 0.965 21.126 0.0001 - 

OFMAR 5.649 1.634 3.456 0.002 1.00 

CONS -6.267 2.346 -2.671 0,.014 1.00 

Dependent variable: IFR score 

Explanation of the model:                                               Significance of the model: 

Coefficient of determination: 0.462 F ratio: 

9.444 

  

Adjusted coefficient of determination: 0.413 Significance: 0.001 

Durbin-Watson test = 2.041 

 

As previously stated, relation between market activity and IFR score was confirmed 

only for the variable Official market while other two variables representing market activity 

(Turnover and Market capitalization) were not statistically correlated with IFR score.  

 

4.2.2. Analysis of variables influencing the IFR score in the case of Slovenian companies 

 

The selected set of potentially significant independent variables from table 4 was included 

in the initial regression model for Slovenian companies. It should be noted that prior to 

testing significant variables multicollinearity problem among independent variables was 

tested. In the analyzed regression model where the variable Turnover was dependent while 

all the other were independent a multicollinearity problem was noticed. In order to resolve 

this problem variables Official market, Transport, Trade, Size, Market capitalization and 

ROE were excluded from further analysis.  So, only variables Turnover and three industrial 

sectors (Food, Energetic and Pharmaceutics) were included in final model and results of 

the evaluated regression model are shown below.  

 

Table 10. Evaluated regression model for Slovenian joint stock companies 

 
Independent 

variables 

Unstandardized 

coefficients 

Standard 

errors 
t-ratios Significance VIF 

Constant 27.079 1.165 23.254 0.0001 - 

TURN -5.105E-6 0.000 -5.898 0.0001 1.00 

Dependent variable: IFR score 

Explanation of the model:                                               Significance of the model: 

Coefficient of determination: 0.777 F ratio: 34.786  

Adjusted coefficient of determination: 0.754 Significance: 0.0001  

Durbin-Watson test = 1.990 

 

The evaluated regression model is statistically significant with a resulting 

significance of 0.0001. The explanatory power for the model is quite higher compared to 

the Croatian sample and equals 75.4%. In the final version of the model there is no 

multicollinearity problem which is logic since all the variables that caused this problem 

were previously eliminated from the model. When variables indicating share market 

activity are observed than a significant but negative correlation is noted between variable 

Turnover and IFR score which suggests how companies that are traded more have a lower 

level of IFR score. At the analyzed sample differences in IFR scores among industrial 

sectors were not noted meaning that there are no differences in the level of Internet 

financial reporting among different industries. Finally, it should be noted that the analyses 

of influencing variables on the Slovenian capital market was conducted on a rather small 

sample since only 12 companies met the research criteria so this limitation should be taken 

into consideration when interpreting research results.  
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4.2.3. Analysis of variables influencing the IFR score in the case of Serbian companies 

 

The analysis of the variables influencing IFR score on the Serbian capital market is 

conducted on a sample of 16 companies whose shares are listed on the Belgrade Stock 

Exchange. In the first step multicollinearity between independent variables was tested and 

the initial regression model showed that there was no multicollinearity problem since none 

of the VIFs was greater than 5. After that the regression model with IFR score as 

dependent variable and variables from table 4 as independents was analyzed. Achieved 

results are shown below. 

 

Table 11. Evaluated regression model for Serbian joint stock companies 

 
Independent 

variables 

Unstandardized 

coefficients 

Standard 

errors 
t-ratios Significance VIF 

Constant 12.333 1.778 6.937 0.0001 - 

TRADE -11.833 4.704 -2.516 0.027 1.286 

Dependent variable: IFR score 

Explanation of the model:                                              Significance of the model: 

Coefficient of determination: 0.345 F ratio: 

6.328 

  

Adjusted coefficient of determination: 0.291 Significance: 0.027   

Durbin-Watson test = 2.142 

 

Regression model is statistical as a whole with a resulting significance of 0.027. 

The explanatory power for the model is quite low and it can be concluded that influencing 

variables included in the model explain only 29.1% of the IFR score. There was no 

multicollinearity problem. Using the backward method of elimination of the variables the 

optimum regression model was modified and only one influencing variable, TRADE 

sector, was included in the model. Based on achieved results it can be concluded that 

influencing variables related to size, profitability and market activity are not statistically 

significant related to IFR score. These results suggest that companies listed on Belgrade 

Stock Exchange regardless of size, profitability and market activity have the same IFR 

scores.  

 The analyzed regression model separated only the sector variable Trade as 

statistically significant variable for sample of companies whose shares are listed on the 

Belgrade Stock Exchange. The sign with this variable is negative so it can be concluded 

that companies from the Trade sector have lower IFR score in comparison to other 

industrial sectors.  

 

4.2.4. Analysis of variables influencing the IFR score for the companies listed on Sarajevo 

Stock Exchange  

 

All potentially important independent variables from table 4 were included in initial 

regression model with data for 19 companies whose shares are listed on the Sarajevo Stock 

Exchange. It is important to note that in the first step multicollinearity among independent 

variables was tested and in order to resolve noticed problems the variable Turnover was 

eliminated from the further analysis. After that regression model were IFR score was 

dependent and all the other variables were independents was analyzed and results obtained 

using backward method are shown below. The evaluated regression model is significant as 

a whole since the calculated F-ratio amounts 10.547 with 0.0001 significance. The 

explanatory power for the model, i.e. adjusted coefficient of determination equals 65.6%. 

In the final version of the model there was mo multicollinearity problem since all the VIFs 

are less than 5.  
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Table 12. Evaluated regression model for companies listed on the Sarajevo Stock Exchange  

 
Independent 

variables 

Unstandardized 

coefficients 

Standard 

errors 
t-ratios Significance VIF 

Constant 4.246 1.237 3.431 0.005 - 

ASTS 3.349E-9 0.000 2.786 0.016 1.020 

OFMAR 9.236 4.150 2.226 0.046 1.897 

PHAR 10.926 5.637 1.938 0.076 1.875 

Dependent variable: IFR score 

Explanation of the model:                                              Significance of the model: 

Coefficient of determination: 0.725 F ratio: 10.547 

Adjusted coefficient of determination: 0.656 Significance: 0.001  

Durbin-Watson test = 1.542 

 

 At the sample of companies listed on the Sarajevo Stock Exchange the size 

hypothesis was confirmed since the variable assets is significantly related to IFR score. So, 

it can be concluded that larger companies have higher level of Internet financial reporting. 

The variable profitability is not statistically significant meaning that companies, regardless 

of profitability, have the same level of Internet financial reporting. In the sample of 

companies listed on Sarajevo Stock Exchange out of three variables indicating the stock 

market activity only the variable Official market is statistically significant. Namely, 

dummy variable for Official market has positive sign and it is statistically significant, 

meaning that companies listed on the official market of the Sarajevo Stock Exchange, 

averagely observed, have higher IFR score.  Variables Turnover and Market capitalization 

are not statistically significant.  Out of the sector dummy variables only pharmaceutical 

sector is statistically significantly and positively correlated to IFR score indicating that 

companies from this industrial sector have higher IFR score in comparison to companies 

from other industrial sectors.  

 

4.2.5. Analysis of variables influencing the IFR score for the companies listed on the Banja 

Luka Stock Exchange  

 

In order to determine which variables significantly influences  the level of Internet 

financial reporting for the companies listed on Banja Luka Stock Exchange IFR score was 

entered in multiple regression model as dependent variable while all the potentially 

important variables from table 4 were included in the model as independent variables. 

After that, using backward method of elimination of variables optimum regression model 

which includes only the variable OFMAR was modified.   Results of the regression 

analyses are shown in table 13. The evaluated regression model is significant as a whole 

since the calculated F-ratio equals 5.199 with significance of 0.039.  

 

Table 13. Evaluated regression model for companies listed on the Banja Luka Stock Exchange 

 
Independent 

variables 

Unstandardized 

coefficients 

Standard 

errors 
t-ratios Significance VIF 

Constant 0.667 1.257 0.530 0.604 - 

OFMAR 3.179 1.394 2.280 0.039 1.11 

Dependent variable: IFR score 

Explanation of the model:                                             Significance of the model: 

Coefficient of determination: 0.271 F ratio: 5.199   

Adjusted coefficient of determination: 0.219 Significance: 0.039  

Durbin-Watson test = 2.369 

 

The explanatory power for the model is quite low and amounts just 21.9% but these results 

are consistent with quite low level of Internet financial reporting on the Banja Luka Stock 
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Exchange. In final regression model the calculated VIFs are less than 5 which indicates 

that there is no multicollinearity problem in the model. In the case of companies listed on 

Banja Luka Stock Exchange size hypotheses was not confirmed since the variable assets 

was not statistically significant. The profitability variable (ROE) also was not significant 

meaning that companies listed on Banja Luka Stock Exchange, regardless of size and 

profitability, have the same IFR scores. Variable Official market is statistically significant 

while the other two variables which indicate stock market activity (turnover and 

capitalization) were not statistically significant. So, it can be concluded that companies 

listed on official market of Banja Luka Stock Exchange have higher IFR score than other 

companies. Out of sector dummy variables none of the observed variables is statistically 

significant and this suggests that there are no differences in IFR scores among different 

industries.  

 

5. Conclusion 

 

The results of conducted research indicate that there are significant differences in the level 

of Internet financial reporting between five observed countries. The highest level of 

Internet financial reporting is noted for Slovenian companies and IFR score amounts 23.25 

for the Slovenian sample. A little lower level of transparency is evidenced for Croatian 

sample since measured IFR score equals 21.27. Quite lower level of Internet financial 

reporting was measured for Serbian sample and IFR score amounts 9.75. Companies listed 

on Sarajevo and Banja Luka Stock Exchanges have IFR scores at level of 6.74 or 3.61 

meaning that transparency of companies listed on these two Stock Exchanges is quite 

lower in comparison to companies listed on the other Stock Exchanges in the region. The 

reasons for the observed differences and lagging behind other Stock Exchanges can be 

found in the general economic environment, particulate in the demand for financial 

information and the level of corporate governance. Differences in the level of Internet 

financial reporting are statistically confirmed using Kruskal-Wallis test for more than two 

independent samples.   

 The analysis of influencing variables has showed that in the Croatian sample 

companies listed on official market has higher level of Internet financial reporting. Also, is 

noted that companies from construction sector have lower level of Internet financial 

reporting in comparison to companies from other industrial sectors. For Slovenian sample 

statistically significant was only the variable indicating stock market activity but it is 

important to note that the variable sign was negative. So these research results indicate that 

companies with higher stock market activity have lower level of Internet financial 

reporting. These results are not consistent to expectations and can be attributed to rather 

small number of companies included in the research. The analyzed regression model for 

the sample of companies listed on Belgrade Stock Exchange as statistically significant 

variable pointed out only the sector variable TRADE. Sign with this variable is negative so 

it can be pointed out that companies from the TRADE sector have lower IFR score in 

comparison to other industrial sectors.  

At the sample of companies listed on Sarajevo Stock Exchange statistically 

significant are variables assets, official market and pharmaceutics. These results indicate 

that larger companies and companies listed on official market have higher IFR score. Also, 

companies from the pharmaceutical sector have higher IFR score in comparison to 

companies from other industrial sectors. In the case of companies listed on Banja Luka 

Stock Exchange only the variable official market was statistically significant while other 

variables were not significant. So, it can be concluded that companies listed on the Official 

market of Banja Luka Stock Exchange have higher IFR score in comparison to other 

companies.  
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 Averagely observed, it can be concluded that the variables indicating stock market 

activity are in most of the cases significantly related to IFR score meaning that companies 

listed on official markets and companies which are traded more have averagely higher 

level of Internet financial reporting than other companies. Furthermore, on all the markets, 

and especially on Belgrade, Sarajevo and Banja Luka Stock Exchange it is necessary to 

increase the level of company's transparency, meaning it is necessary to improve the 

quality and scope of the reporting which would result in much higher grades of Internet 

financial reporting.  

 As possible limitation of the research it is definitely important to emphasize 

relatively small samples since the criteria for sample formation was formed by author's 

subjective decision and applying different criteria may have changed the sample and 

results of the research.  
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Abstract 

European Union (EU) countries, when accessing European Monetary Union (EMU) should meet 

the Maastricht criteria considering the price stability, stability of long-term interest rates, 

government deficit, public debt and exchange rate stability. The Maastricht Treaty was signed on 

07
th
 December 1992, in the first stage of EMU creation, and it was set as a precondition for any 

EU country who decided to become a member of the European Monetary Union and adopt the 

euro as its national currency. Criteria were set to ensure a greater degree of optimality of 

monetary union, in order to implement the common monetary policy that will suit all members 

of the EMU. The third phase of European Monetary Union started on 1
st
 January 1999, with 

initial eleven members. Meanwhile the number of members grew to 17. This paper reviews the 

main characteristics of optimum currency area (OCA) theory, which was created by Robert 

Mundell in 1961. Furthermore, it points out the advantages, but also disadvantages of entering 

the currency area. The paper also endeavours to review researches considering the level 

optimality of euro area. In addition, it has intention to examine the credibility of the established 

Maastricht criteria and to determine whether individual members violated certain criteria i.e. 

whether the nominal convergence changed to nominal divergence. Finally, using logistic 

regression, paper establishes whether the Maastricht criteria can be used as features by which one 

can distinguish EMU member states from non-EMU states i.e. to determine whether the 

likelihood that the country belongs to EMU is increased, if it meets the Maastricht criteria. 

Required data are generated from World Bank databases, International Monetary Fund database 

and from EUROSTAT. The paper concludes that EMU is not an OCA, although the rate of real 

convergence partially has increased. Moreover, it is shown that Maastricht criteria have lost their 

credibility and that EMU members, while they were nominally converging before entering euro 

area, have diverged once they have joined it. This conclusion has intention to question the 

meaning of Maastricht criteria, to emphasize the need for reconsidering them and to show that 

some countries outside EMU would be more consistent members than existing ones. 

 

Keywords: Optimum currency area, Maastricht criteria, credibility, EMU 

JEL classification: F30, F33 

 

1. Introduction 

 

Optimal currency area is defined as an optimal geographic domain of a single currency or 

of more currencies whose exchange rates are irrevocably fixed and can only fluctuate 

against the rest of the world. To be optimal area must complete comprehensive list of 

properties, otherwise common area politics might have distortive consequences to 

individual members. European monetary union at its beginnings consisted of 12 countries, 

while today there are 17 EMU members with potential of further expansion to current EU 

members. Nevertheless EMU is now going through a difficult period and it is important to 

determine the causes of such situation. Analyzing the researches on optimality of euro 

area, the aim is to define the accomplished level of EMU convergence, having in mind the 

real side of economy. Furthermore, considering Maastricht criteria paper will try to 

examine the nominal convergence of EMU members and in parallel to establish the 

mailto:jviskovi@efst.hr
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credibility of Maastricht criteria. The rest of the paper is organized as follows. Section 2 

provides a theoretical background of optimal currency area, its properties, advantages and 

disadvantages. Section 3 reviews researches considering the optimality of euro area, while 

section 4 presents research design and results considering the credibility of Maastricht 

criteria. Paper ends with concluding remarks. 

 

2. THEORY OF OPTIMAL CURRENCY AREA 

 

The idea of optimal currency area has its origins in 1961 when Robert Mundell discussed 

whether a system of flexible exchange rates can work effectively and efficiently in the 

modern world economy and how the world should be divided into currency areas. Mundell 

argued that „the stabilization argument for flexible exchange rates is valid only if it is 

based on regional currency areas. If the world can be divided into regions within each of 

which there is factor mobility and between which there is factor immobility, then each of 

these regions should have a separate currency which fluctuates relative to all other 

currencies. This carries the argument for flexible exchange rates to its logical conclusion. 

But a region is an economic unit while a currency domain is partly an expression of 

national sovereignty.“ (Mundell, 1961, pp. 663-664) Mundell actually points out two very 

important facts: (i) that optimal currency area should be observed as a region, and not as a 

country; and (ii) that one of assumptions of successful OCA is factor mobility including 

both interregional and inter-industrial mobility. Moreover, Mundell pointed out some 

arguments for common currency: (i) any given money fulfills function of unit of account 

less adequately if the prices of foreign goods are expressed in terms of foreign currency 

and must then be translated into domestic currency prices i.e. money in its role of medium 

of exchange is less useful if there are many currencies; (ii) markets for foreign exchange 

must not be so thin that any single speculator can affect the market price i.e. the more 

currencies there are, this possibility is higher; (iii) the smaller currency area is, proportion 

of imports in total consumption grows. Finally, it is important to point out that the concept 

of areas defined by Mundell refers to an area dominated by currencies where monetary 

policy can affect output and employment, at least in the short term. Mundell's work was 

followed by work of Mckinnon in 1963 and Kennen in 1969.  

Optimal currency area, defined by McKinnon (1963), is one that can 

simultaneously achieve full employment, low inflation and balance of payments 

equilibrium. If a country is not able to achieve these three objectives, then the state is not 

an optimal currency area. Furthermore, in small and open economies, that have more 

tradable goods, exchange rate and monetary policy have smaller role, while the movement 

of capital across borders becomes more important. Therefore, it is McKinnon's idea that 

small and open economics should have more benefits accepting some currency of wider 

area than using their own currency (Bilas, 2005, pp. 44). 

Kenen (1969) was the first to point out the fact that the optimal currency area is not 

region in the geographical or political sense, but it is artificial „regions“ - input-output 

model in which factors are assumed to be mobile. Moreover, Kenen has noticed that many 

false recommendations about the way in which monetary policy in small and open 

countries should be guided, arises from wrong interpretation of Mundell’s region perceived 

as a real political or geographical term. Actually, the Mundell's optimum currency area is 

there where is mobility of work (Bellulo et al., 2000, pp. 4-5). What is more, Kenen stated 

that mitigating assumption of homogeneous technologies in the region opens the 

possibility of existence of two regions with two different production technologies which 

manifests in different labour intensities of production processes. According to Kenen, in 

this case neither freedom in monetary policy nor exchange rate policy can balance demand 

for labour in the two regions. Besides, additional assumption for optimal currency area is 

adequate combination of fiscal and monetary policies. Such currency area includes a 



366 

variety of production regions, so interregional demand for labour adjustments can be 

achieved through fiscal redistribution. Fiscal policy of wider area substitutes the autarkic 

monetary policy in narrower areas. Additionally, Kenen has revealed the great importance 

of the diversity and structure of production by region as a significant factor in making 

optimal currency areas. Hence, Kenen concludes that fixed exchange rate is more 

appropriate for a diversified national economy, if there is a willingness to use fiscal policy 

for solving „regional pockets of unemployment“ problem (Bellulo et al., 2000, pp. 6). 

 

2.1. Properties of optimal currency area 

 

Mundell, Mckinnon and Kenen have laid the foundations of the optimal currency area 

theory pointing out the main features that area should have. However, mainly during 60s 

and 70s, but also onwards, main properties i.e. criteria for common currency adoption were 

extended and defined. According to Falianty (2006) and Mongelli (2008) these include: 

 shocks and business cycles synchronization: asymmetric shocks and business 

cycles raise the need for country-specific adjustment policies. However in a common 

currency area, the use of monetary policy is not possible (Mundell, 1961); 

 high degree of factor mobility, especially of labour: it enables adjustment to the 

adverse effects of asymmetric shocks and thus reduces the pressure for exchange rate 

adjustments (Mundell, 1961); 

 prices and wages flexibilities: it does not mean that prices and wages will be fully 

flexible, but prices and wages will adapt in order to avoid increase in unemployment. 

Moreover, labour politics becomes one of crucial economic policies, especially in the 

sense of adjusting and preventing shocks leading to unemployment (Friedman, 1963); 

 high degree of economic openness: a country, where trading with the OCA 

represents a high proportion in domestic output, can profit from joining the currency 

area (McKinnon, 1963); 

 production and consumption diversification: a country that exports highly 

diversified products is less vulnerable to sector-specific shocks. Therefore, countries 

with a higher degree of product diversification have less need to use the exchange rate 

as an adjustment tool (Kenen, 1969); 

 similarity of inflation rates: when inflation rates between countries are low and 

similar over time, terms of trade will also remain fairly stable. This will foster more 

equilibrated current account transactions and trade, reducing the need for nominal 

exchange rate adjustments (Fleming, 1971); 

 financial market integration (Ingram, 1962; Mongelli, 2008): financial integration 

can reduce the need for exchange rate adjustments i.e. it may cushion temporary 

adverse disturbances through capital inflows, e.g. by borrowing from surplus to deficit 

areas, which would reduce differences in long-term interest rates, easing the financing 

of external imbalances but also fostering an efficient allocation of resources
104

; 

 fiscal integration: fiscal transfers would act as a counteract to asymmetric shocks in 

a currency area (Kenen, 1969; De Bandt and Mongelli, 2000); 

 political integration: political integration fosters compliance with joint 

commitments, promotes cooperation on economic policies, and encourages institutional 

linkages (Cohen, 1993; Mintz and Harbeler, 1970). Furthermore, similarity of policy 

attitudes among member countries is relevant in turning a group of countries into a 

successful currency area. 

 

It can be summarized that OCA criteria have become very complex and 

interdependent meaning that OCA is a challenging and demanding project to achieve. 

                                                 
104 Although some authors warn that financial integration might lead to destabilizing capital movements. 
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Moreover, Yuceol (2006) pointed out that early OCA theory had some important 

weaknesses and that there are still some doubts about the properties of OCA theory, 

especially in terms of net benefits of direct control over monetary policy and the exchange 

rates, fundamental role of credibility, different effects of shocks, optimal number of 

currencies to be used in one region and differences in labour market institutions. Therefore, 

OCA criteria and properties are an elusive concept. However, two criteria can be 

considered as necessary, but not sufficient in achieving net benefits from currency union: 

the mutual trade of member countries and the correlation between their incomes (Bilas, 

2005). Before analyzing these criteria, benefits and costs of currency area will be analyzed.  

 

2. 2. Advantages and disadvantages of the currency (euro) area 

 

The major question of entering currency area or not concerns its benefits and costs. 

Therefore, it is important for a potential member country to analyze all advantages and 

disadvantages of entering the area. Before analyzing them it is convenient to draw attention 

to one comparison interpreted by Madhur (2002) and originally given by Barro. Barro says 

that a currency is like a language and “As a common language facilitates effective 

communication among people, a common currency could promote trade and investment 

among countries.” (Madhur, 2002, pp. 2). Let us now consider pros and cons of currency 

union. 

One of the major reasons for joining currency area (also in context of EMU) is 

improvement of micro economics efficiency i.e. reduction of economic uncertainty and 

risk in business i.e. reduction or elimination of transaction costs of currency conversion, 

elimination of hedging costs, more transparency in relative prices, lower rates of inflation, 

reduction of accounting costs and higher predictability of relative prices for companies 

operating in the states of a single currency area. Moreover, entering the currency area 

allows businesses to enter foreign markets, which results in increased competition and 

more efficient production and distribution as nations are much more connected. Additional 

benefit is isolation from monetary shocks and speculative bubbles that would otherwise 

lead to short and unnecessary fluctuations in the real exchange rate. Furthermore, adoption 

of a common currency enhances macroeconomic stability, promotes foreign direct 

investments, functioning of financial markets, enables rapid integration in international 

capital markets, increases access to foreign lending and increases the liquidity of financial 

assets. Finally, there is reduction of political pressures for protectionism, due to large 

change in the real exchange rate. 

However, there are also costs after the introduction of a single currency. As the 

most important cost, the loss of monetary policy, which could be used in response to 

specific macroeconomic shocks, is considered. Besides, country theoretically loses 

possibility of using increased inflation (or exchange rate depreciation) for reduction of the 

real burden of public debt. Third possible cost is potential speculative attack on currency in 

the phase of transition to common currency. Furthermore, process of integration results in 

relatively higher inflation rates. Namely, in areas where productivity is growing relatively 

faster, because of the large foreign investments, prices of local goods can also grow faster. 

Additionally, cost is manifested by wider cyclical fluctuations, and is much higher when 

shocks are asymmetric to those in other countries in area. Even countries that are facing the 

same shock may require different policies in response to differences in initial economic 

positions, degree of flexibility in wages and prices, etc. Finally, there are costs of change 

and introduction of new currencies, legal costs, psychological costs in using new numeraire 

and increased administrative costs due to the creation of supranational institutions. It is 

also worthwhile to mention loss from negative externalities. If one or more members are 

experiencing budget deficit and have problems with debt repayment, then the whole Union 
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suffers for negative externalities, because credibility of Union and currency declines. Even 

more, other countries may carry the costs of helping problematic members. 

It is not easy to put these benefits and costs on the scale and check whether it is 

better to form currency area or not, because weights of individual factors are different. 

However, usefulness of independent monetary policies mentioned as main loss, for 

counter-cyclical stabilization purposes, is being seen as lesser and lesser loss especially for 

small and open developing economies. Moreover, theory also states that the cost of 

relinquishing the exchange rate instrument declines with the degree of openness of the 

country. Therefore, benefits are seen as higher than losses. 

 

3. OPTIMALITY OF EURO AREA 

 

The level of area optimality might be achieved ex ante and ex post. Many theorists believe 

that it is not necessary to achieve the ex ante optimality of area, because additional level of 

integration will be achieved ex post. However, there are two opposing hypothesis 

considering the ex post integration, namely the hypothesis of specialization and the 

hypothesis of the endogeneity. 

 

3.1. Hypothesis of ex post integration 

 

There are two distinctive and opposing views considering the process ex post integration of 

monetary area: hypothesis of specialization advocated by Paul Krugman and the 

hypothesis of endogeneity of optimum currency areas whose arguments are accepted by 

European Commission (Ichim, 2009., pp. 109). 

The hypothesis of specialization (Krugman's point of view) claims that the country 

becomes more integrated, its reciprocal openness rises, as well as specialization in the 

production of those goods and services in which a country has a comparative advantage. 

These factors result in less diversified production and more vulnerability to supply shocks. 

Therefore, a closer integration results in a greater regional specialization and an increase of 

the asymmetrical shocks (since the output is less diversified), which brings extra costs to 

monetary union. In his research, Krugman concluded, that that the economy integration 

does not guarantee the economic structure convergence because it leads to geographical 

focus of an industry and formation of regional clusters (Ichim, 2009., pp. 109). 

The hypothesis of the endogeneity of optimum currency areas (European 

Commission view) argues that there is a positive link between income correlation and trade 

integration. Endogeneity of the OCA indicators can arise due to a variety of reasons, but 

two are distinctive (Ichim, 2009., pp. 109). First, to the extent that a common currency 

promotes greater trade among countries, openness and the volume of intra-union trade will 

be greater under a common currency than under a regime of floating exchange rates. 

Second, the degree of flexibility of wages in the labour markets and the prices in the 

product markets are likely to be larger under a credible currency union than under a 

floating exchange rate regime. Therefore the main argument is that monetary integration 

reduces trade costs due to elimination exchange rate volatility costs. As the integration 

degree increases (particularly high levels of intra-industry trade), the asymmetrical shocks 

frequency decreases and the business cycles are becoming increasingly similar across 

countries i.e. more synchronized. Similar business cycles create good preconditions for 

policy integration and the creation of a currency area. Moreover, the introduction of a 

common currency eliminates the possibility of future competitive devaluation, encouraging 

foreign direct investment and building long term relationships. The endogeneity theory was 

established by Frankel and Rose (1997) who declared that a greater integration of the trade 

leads to a closer correlation of the business cycles among the states. Therefore, OCA 

criteria are endogenous and a monetary union will, in time, ensure the optimality of the 
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monetary area because the common currency accelerates the process of economic 

integration. Therefore, there are four areas in which endogeneities are likely to occur for 

the new member states: (i) the endogeneity of trade integration; (ii) the endogeneity of 

financial integration or equivalently of insurance schemes provided by capital markets; (iii) 

the endogeneity of symmetry of shocks; and (iv) the endogeneity of product and labour 

market flexibility. To conclude which of these two hypotheses holds, paper reviews 

researches done in this area. 

 

3.2. Research review 

 

There are numerous researches considering the optimality level of euro area based on the 

OCA properties. Likewise, there also researches on ex post and ex ante integration of 

EMU. Comparing the opposing research results, the aim of this section is to conclude 

which of two abovementioned hypotheses holds. According to Yuceol (2006) the empirical 

studies show that in terms of properties of OCA and the criteria of a monetary union, the 

12 participants in the EMU do not constitute an OCA to the extent that regimes of the 

United States do. Yuceol (2006, pp. 61) sums it up: 

 high degree of factor mobility especially of labour: labour mobility within the EU 

is one-third the level found in the USA; 

 prices and wages flexibilities: significant wage-price rigidity persists across 

Europe, so that market flexibility is unlikely to prevent high and persistent 

unemployment. There is also a significantly slower speed of adjustment of real wages 

to economic shocks in continental Europe; 

 shocks and business cycles synchronization: in terms of real indicators, there is still 

a gap between member countries, with relatively high level of disparities; 

 high degree of economic openness: most small or medium sized industrialized 

nations fulfill this condition; 

 similarity of inflation rates: ERM membership has caused member states to adapt 

their economic strategies to achieve similar inflation rates even at the cost of 

persistently high unemployment; 

 production and consumption diversification: all industrialized member countries 

will fulfill this particular criterion; 

 financial markets are still modestly integrated; 

 fiscal integration: the current size of the budget, at only 1.24 % of total EU GDP, 

precludes the development of any significant interregional fiscal transfer system for the 

foreseeable future; 

 political integration: economic union is so far in front of political union, but EU is 

becoming more integrated in political sense too. 

 

Ichim (2009) and Yuceol (2006) claim that Europe, formed either from 6 or 15 

states, does not represent an optimal monetary union because abovementioned criteria are 

only partially fulfilled. Firstly, optimal monetary areas will never fit in the borders of a 

state or of a state union. Secondly, the labour markets in the main EU members suffer from 

profound rigidity, and the labour factor is not mobile in some states. It has been estimated 

that in EU, in 1995, the migration represented less than 1% from total population amount 

while in USA 3% of the population change their residency annually.
105

Additionally, Ichim 

(2009) considers that optimality of EU will not be increasing, since the labour force 

                                                 
105 It is important to point out that data have probably changed due to openness and further integration of 

EMU countries. It is also worthwhile to mention that USA has better labour mobility due to lack of linguistic 

and cultural borders, unitary system of study degree recognition, budgetary federalism, good functioning of 

the social and insurance protection systems (Ichim, 2009) 
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migrates only in one direction, from poor states to developed ones, leading to appearance 

of deficits of labour force in certain areas of poorer economies. Therefore, the gap between 

developed and developing members increases as developed members have enhanced their 

productivity, financial power and have consolidated their position on the market, while 

developing have not. Possible expansion of EMU towards East will further decrease 

optimality as a result of greater development gaps between old and new members, different 

economic structures and weak correlation between business cycles. Correspondingly, 

concerning the similarity in financial structures, Mongelli (2008) points out that early 

studies of the monetary transmission mechanism across euro area countries show that 

European countries display significant differences in terms of, amongst others, interest 

sensitivity of spending, maturity structure of debt, net-worth of firms and household 

sectors, the legal structure, contract enforcement costs, the bank lending channel and the 

alternatives to bank financing. 

Moreover, there are researches considering future expansion of EMU towards 

Eastern Europe, which are mostly sceptical about the level of convergence of eastern EU 

members and their readiness for EMU considering OCA criteria. Specifically, De Grauwe 

and Aksoy (1999) try to determine the extent to which output growth (measured by GDP 

and industrial production) and employment in the central and east European countries have 

differed from the European Union. Their goal was to separate the international and the 

country specific (asymmetric) sources of shocks in output and employment. Their research, 

done by static panel model, showed that the contribution of common shocks to total 

variability was generally higher than country specific shocks i.e. common shocks influence 

changes in output and employment more than country specific shocks. However, the 

dynamic model showed significantly different cycles for industrial production in all central 

and east European countries (CEEC), except Slovenia. Therefore, they concluded that 

CEEC, except Slovenia are not part of a European OCA. 

Horvath (2002) in his empirical study argues that shocks between EU and transition 

countries are mainly still idiosyncratic (correlation of demand or supply shocks of 

transition economies and four biggest European countries is rather exceptional). Therefore, 

the adoption of the common currency can be relatively costly. 

Furthermore, Maastricht criteria were established, considering just nominal side of 

optimality, neglecting the real one. Data for initial 12 EMU members show that EMU 

neither has completed nominal nor real convergence. However, nominal convergence is 

being partially achieved. In other words, the inflation rates and long-term interest rates 

have been decreased. Namely, since 1980 the inflation gap has not been eliminated 

especially for Portugal, Spain and Greece, but from late 1990s the inflation rates have been 

converging for all the countries. Considering long term interest rates, defined as 

government bond yields, the rates declined after the 1980s for the community as a whole. 

On the other hand, general government gross debts as percent of GDP has not been in 

accordance with established criteria, except for few countries such as Luxemburg. 

Moreover, Italy, Greece and Belgium rates are excessive i.e. more than 100 % and today’s 

there is almost no country that is in line with defined 60% of GDP. Budget deficits in 2001 

were mostly under -3% except for Greece, Italy and Portugal, while during next ten years 

deficits progressively rose. When real convergence is observed, GDP per capita and 

unemployment rate are considered. Since 1960s GDP per capita is being increasing for the 

EU as a whole. However, despite these trends, the levels are different. Current GDP per 

capita is much bigger in developed countries. In 2001 and 2007 for example, GDP per 

capita in Germany or France was around $22.000 and $40.000 respectively, while in 

Portugal or Greece was around $12.000 in 2001 and $27.000 and $21.000 in 2007 

respectively. Considering levels of unemployment, divergence is also visible as today in 

Spain the unemployment rate is very high i.e. 18% in 2009, in France and in Italy it is 
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around 10% while in some others like Netherlands is less than 10% i.e. 3.7% in 2009. The 

abovementioned researches are more prone to hypothesis of specialization 

However, there are also studies that support the hypothesis of the endogeneity. 

Namely, Fidrmuc (2001) tested the endogeneity hypothesis of OCA criteria in a cross 

section of 13 EU member states and five CEEC. He concluded that intra industry trade 

causes convergence of business cycles and increases intensity of bilateral trade. 

Furthermore, as intra industry trade is positively correlated with total trade, his results 

supported the OCA endogeneity hypothesis i.e. that degree of business cycle 

harmonization of CEEC with EU countries increases over the medium term. 

Mahlberg and Kronberger (2002) did not find clear results concerning the 

optimality of EMU membership for CEEC countries. However, they found little evidence 

for the preparedness of the 10 new EU members (then candidate countries) to join EMU. 

Their analysis of industrial production revealed that business cycles in these countries 

(except Romania and Lithuania) are related to the German cycle, with some correlation to 

other EMU members. Therefore large group of countries (except Romania and Lithuania), 

might belong to a European OCA and could therefore benefit from joining EMU. 

Horváth and Komárek (2002) draw attention to the problem with Krugman’s view 

i.e. that he implicitly assumes that regional concentration of industry will not cross the 

borders of the countries that formed the Union. On the other hand Horvath abd Komarek 

believe that borders will be less relevant in influencing the shape of concentration effects. 

Therefore, asymmetric shock will not be country specific and floating exchange rate 

variation could not be used to deal with asymmetric shocks anyway. Moreover, lower costs 

of production factors outside the industrial centers can be expected to form, too. Finally, 

Horvath and Komarek (2002) believe if monetary union is successfully implemented and 

considered as credible, then a further boost of convergence among countries can be 

expected. 

Woźniak and Paczyński (2007) concluded that new member states have already 

achieved substantial convergence with the euro area in the sphere which is most important 

from the perspective of effects of a common monetary policy on economies of the (future 

enlarged) euro area. Namely, in their research they have established the maximum strength 

of the relationship between economic cycles lasting between 4 and 7 quarters. 

Mongelli (2008) in his comprehensive research concludes that the benefits of EMU 

outweigh the costs, because there is greater resilience of the euro area as a whole than it 

would be in its individual member states, there are no ever-rising inflation differentials and 

inflationary expectations are well anchored (both short-term and long-term expectations), 

long-term nominal interest rate differential are quite low and stable, greater 

macroeconomic stability is achieved as well as deeper financial integration
106

 and the 

working of the real interest channel is not generating asymmetric transmissions. 

Additionally, there are also some measurable effects of the euro and EMU in the area of 

trade deepening and financial integration. Namely, closer trade increases the benefits from 

a common currency (it is also evidence of reduction of transaction costs), and synchronized 

cycles reduce the costs of giving up independent currency. Furthermore, Mongelli regards 

as a benefits declining dispersion, less asymmetries, more smoothing and better shock 

absorption, increase in direct and portfolio investment flows and overall deeper integration 

which reduces the costs and enhances the benefits from EMU. He also points out that the 

risk of pro-cyclicality of fiscal policies is under control. However, Mongelli (2008) 

considers that some benefits have not yet emerged, for example enhanced cross-country 

competition in several services and greater price transparency that reduces price 

discrimination and decreases market segmentation fostering competition across the euro 

                                                 
106 Financial integration is advancing i.e. money markets integrated almost immediately after the introduction 

of the euro, the repo segment is less well integrated, in bond and equity markets a process of increasing 

integration is unfolding, while the integration of the European banking system is still incipient. 
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area
107

. Additionally, some structural reforms are still needed i.e. in product and labour 

markets. It can be summarized that EMU is not an OCA, although the degree of 

convergence has increased, especially considering the mutual trade, which implies 

exactness of the endogeneity hypothesis. However, the correlation between incomes has 

still not been reached, diversity in the level of economic development across area is still 

wide, some structural reforms are still needed, especially in labour markets where Unions 

are still relatively strong, most countries do not have widely diversified production and 

finally fiscal transfer system is not adequate if it really exists
108

. These facts indicate that 

endogeneity hypothesis might be wrong. 

 

4. THE CREDIBILITY OF MAASTRICHT CRITERIA 

 

As it has already been mentioned Maastricht criteria were established to control the 

nominal convergence of countries in order to impede the potential negative consequences 

for divergent countries. Namely, a serious problem in forming the monetary union is 

insufficient convergence, which makes the transition to monetary union riskier. The higher 

degree of convergence country reaches, the more benefits it can realize from integration, 

the more will common monetary policy suit her and will be less susceptible to the adverse 

effects of a common policy, as well as possible external shocks. In order to improve the 

convergence between potential Euro area countries Maastricht criteria were introduced. 

The Maastricht Treaty was signed on 07
th

 December 1992 and was set as a precondition for 

any EU country who decided to become a member of the monetary union and adopt the 

euro as its national currency. Criteria were set to ensure a greater degree of monetary union 

optimality, in order to implement the common monetary policy that will suit all members 

of the EMU. Maastricht criteria include following convergence criteria: 

 price stability: the rate of inflation may not exceed the average rates of inflation of 

the three member states with the lowest inflation by more than 1.5 %;  

 long-term interest rates: long-term interest rates may not vary by more than 2 % in 

relation to the average interest rates of the three member states with the lowest 

inflation;  

 deficits: national budget deficits must be below 3 % of GDP;  

 public debt: this may not exceed 60 % of GDP;  

 exchange rate stability: exchange rates must have remained within the authorized 

margin of fluctuation for the previous two years.  

 

4.1. Research design 

 

Maastricht criteria consider only nominal convergence, but neglect the real one. As 

Yuceol (2006) pointed out these criteria are more concerned with examining transitory 

cyclical movements in financial indicators, rather than concentrating upon fundamental 

convergence in real economy. However, some OCA properties, related to real 

convergence, are achieved through some other aspects. Economic openness is achieved 

through free trade area, labour is allowed to freely move across countries
109

, European 

Union and euro area have their own political bodies and therefore political integration is 

achieved, while financial markets of euro area members are becoming more integrated. 

Maastricht criteria are related to nominal properties of OCA, for example price stability 

                                                 
107 This effect is still missing in several markets for goods and services, for example convergence of car 

prices have not been accomplished. 
108 Still, the greater mobility of factors of production should reduce the need for large fiscal transfers over the 

medium to long term.  
109 Even though, countries have possibility to derogate this freedom for new EU members for a maximally 

seven years period 
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criteria matches similarity of inflation rates, long-term interest rates could be indicator of 

financial market integration, whereas deficits and public debt criteria correspond to fiscal 

integration property. This paper will focus on first four Maastricht criteria, because 

exchange rate criterion us not comparable, as the country after joining the EMU 

automatically loses its national currency and, which means that further currency 

fluctuations are no longer possible. 

 

Analysis will be done on 45 European countries. Data for the criteria were taken 

from multiple internet sources: 

 World Development Indicators and Global Development Finance, World Bank on-

line databases, 

 International Financial Statistics, IMF on-line database, 

 EUROSTAT – Statistical Office of the European Union. 

 

It should be noted that for the criterion of long-term interest rate, yields on 

government bonds were used, where such data were available, and long-term market 

interest rates were used instead. Based on collected data, dichotomous variables were 

formed, where 0 indicated compliance with specific criteria and 1 not. For example, for the 

criterion that public debt must not exceed 60% of GDP, the country is marked with 0 if the 

debt was less than or equal to 60% of GDP and 1 if the above limit was exceeded. The 

dependent variable is also dichotomous where 0 indicates that the country is an EMU 

member state, while 1 means it is not a member. Therefore, since the dependent variable 

has two possible outcomes binomial logistic regression is being used. All data refer to year 

2008 which should hinder the global financial crisis effect.  

 

4.2. Research results 

 

The analysis was done using „Backward stepwise conditional“ method on 45 

countries, of which 16
110

 were EMU member countries and 29 non-EMU members. In 

Table 1 the results of Omnibus test are presented. Omnibus test shows the significance of 

all models, while Table 2, using the Nagelkerke R-squared indicator shows that the 

percentage of variation that is explained by the model, in the final step, is 69.3%. 

 

Table 1. Omnibus test 

Omnibus Tests of Model Coefficients 

  Chi-square df Sig. 

Step 1 Step 32,344 4 ,000 

Block 32,344 4 ,000 

Model 32,344 4 ,000 

Step 

2
a
 

Step -,053 1 ,818 

Block 32,291 3 ,000 

Model 32,291 3 ,000 

Step 

3
a
 

Step -,724 1 ,395 

Block 31,567 2 ,000 

Model 31,567 2 ,000 

                                                 
110 Slovak Republic was considered as EMU country as it approached EMU on 1st Janury 2009, while Estonia 

was considered as non-EMU member as it approached on 1st January 2011 
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Omnibus Tests of Model Coefficients 

  Chi-square df Sig. 

Step 1 Step 32,344 4 ,000 

Block 32,344 4 ,000 

Model 32,344 4 ,000 

Step 

2
a
 

Step -,053 1 ,818 

Block 32,291 3 ,000 

Model 32,291 3 ,000 

Step 

3
a
 

Step -,724 1 ,395 

Block 31,567 2 ,000 

Model 31,567 2 ,000 

a. A negative Chi-squares value indicates that 

the Chi-squares value has decreased from the 

previous step. 

Source: authors’ calculations 

 

Table 2. Model summary data 

Model Summary 

Step 

-2 Log 

likelihood 

Cox & Snell 

R Square 

Nagelkerke R 

Square 

1 26,229
a
 ,513 ,704 

2 26,282
a
 ,512 ,703 

3 27,007
a
 ,504 ,693 

a. Estimation terminated at iteration number 20 

because maximum iterations has been reached. 

Final solution cannot be found. 

Source: authors’ calculations 

 

Table 3 shows the Hosmer-Lemeshow test, which explains how well the model 

adjusted data. Since the significance is greater than 0.05 it can be concluded that the model 

is good. 

Classification table, which presents the “hit rate” of the model, is shown in Table 4. 

Model in the final step correctly classifies 82.2% of observations, while the model in the 

final step captures the incredible rate of 100% specificity and a very good rate of 

sensitivity, 72.4%. 

 

Table 3. Hosmer-Lemeshow test 

Hosmer and Lemeshow Test 

Step Chi-square df Sig. 

1 1,161 5 ,949 

2 ,000 3 1,000 

3 ,000 2 1,000 

Source: authors’ calculations 
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Table 4. Classification table 

Classification Table
a 

 

Observed 

Predicted 

 EMU affiliation 

Percentage 

Correct 

 EMU 

member 

Non-EMU 

member 

Step 1 EMU affiliation EMU member 12 4 75,0 

Non-EMU member 3 26 89,7 

Overall Percentage   84,4 

Step 2 EMU affiliation EMU member 12 4 75,0 

Non-EMU member 3 26 89,7 

Overall Percentage   84,4 

Step 3 EMU affiliation EMU member 16 0 100,0 

Non-EMU member 8 21 72,4 

Overall Percentage   82,2 

a. The cut value is ,500 

Source: authors’ calculations 

 

Table 5 and Table 6 show the variables in the model and their significance i.e. how 

the variables with respect to their insignificance, were gradually excluded from the model. 

None of the variables was significant at the 5% significance level, while only public debt at 

the level of 10% could be accepted as statistically significant. However, interpretation of 

this result leads to interesting and paradoxical observations. If a country has a public debt 

of more than 60% of GDP, 6.99 (1/0,143) times it is more likely that a country is a member 

of EMU, and the fact that the country has a debt of less than 60% of GDP, reduces its 

EMU membership probability. This means that most countries got ahead this criterion i.e. 

that countries outside EMU were more prone to have sustainable public debt than EMU 

members. 

As it can be observed from Table 6 government budget and inflation were removed 

from model, which implies that these two variables do not differentiate between EMU 

members and non-EMU members i.e. EMU members do not have higher rate of 

convergence comparing to non-EMU members. The only criterion that differentiates 

between these two groups of countries is long term interest rates (Government Bond 

Yields). It means that all EMU members have taken the credibility of EMU what reflected 

in cheaper financing for them. Unfortunately, this “blessing” resulted in increased external 

borrowing of all sectors which was used to stimulate domestic growth, namely through 

domestic demand. This economic policy resulted in deterioration of debt indicators 

including public ones and these weaknesses were finally revealed in the beginning of the 

current crisis. As a result in 2008 onwards euro area countries are separated and the interest 

on their government debt returned to a level where they were before the introduction of the 

euro. This actually shows that in the last ten years little has changed in economic 

fundamentals. 
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Table 5. Variables in the model 

Variables in the Equation 

  B S.E. Wald df Sig. Exp(B) 

Step 1a Public debt -2,255 1,269 3,158 1 ,076 ,105 

Government 

budget 

,985 1,139 ,748 1 ,387 2,677 

Inflation -,238 1,037 ,053 1 ,818 ,788 

GBY* 21,638 8517,

876 

,000 1 ,998 2,497E9 

Constant -,655 ,881 ,552 1 ,458 ,520 

Step 2a Public debt -2,303 1,255 3,366 1 ,067 ,100 

Government 

budget 

,916 1,095 ,700 1 ,403 2,500 

GBY 21,502 8523,

457 

,000 1 ,998 2,179E9 

Constant -,693 ,866 ,641 1 ,423 ,500 

Step 3a Public debt -1,946 1,180 2,719 1 ,099 ,143 

GBY 21,553 8618,

853 

,000 1 ,998 2,292E9 

Constant -,134 ,518 ,067 1 ,796 ,875 

a. Variable(s) entered on step 1: Public debt, government budget, Inflation, 

GBY. 

Note: *GBY – Government Bond Yield 

Source: authors’ calculations 

 

Table 6. Model during Backward stepwise conditional method 

Model if Term Removed
a 

Variable 

Model Log 

Likelihood 

Change in -2 

Log Likelihood df 

Sig. of the 

Change 

Step 1 Public debt -15,206 4,183 1 ,041 

Government 

budget 

-13,504 ,778 1 ,378 

Inflation -13,141 ,053 1 ,818 

GBY -31,190 36,150 1 ,000 

Step 2 Public debt -15,413 4,544 1 ,033 

Government 

budget 

-13,504 ,725 1 ,395 

GBY -29,648 33,014 1 ,000 

Step 3 Public debt -15,370 3,733 1 ,053 

GBY -30,943 34,880 1 ,000 

a. Based on conditional parameter estimates 

Source: authors’ calculations 

 

Thus, EMU members gave no importance to two public criteria – public debt and 

government budget i.e. the EMU surveillance system failed
111

. Namely, in June 1997, 

Stability and Growth Pact was adopted by the European Council which intention was to 

enable permanent commitment to budgetary stability. Moreover, Pact even made it 

                                                 
111 However, discretionary fiscal policies were used to respond to asymmetric shocks across countries within 

the Union, because in the short run labour mobility cannot be relied upon to take care of asymmetric shocks 

across countries in a currency union. Therefore, countries were waived considering ceilings on fiscal 

imbalances set under the Stability and Growth Pact. 
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possible for penalties to be imposed on any country in the euro area whose budget deficit 

exceeded 3 %. Unfortunately the Pact was subsequently judged to be too strict and was 

reformed in March 2005, but neither country felt the strictness of it. However, the 

ignorance has to pay the bill today, when several countries, for example Greece, Italy and 

Spain, are losing their fiscal policy independence i.e. their fiscal policy is being conducted 

under the control of supranational and international institutions. 

Finally, Table 7 represents how the sampling units were divided into corresponding 

groups. It can be noticed that eight EMU countries failed to satisfy the public debt 

criterion, twelve failed to satisfy the government budget deficit criterion and eight do not 

comply with the inflation criterion. On the other hand, there are countries which according 

to these criteria may well be members of EMU. 

 

Table 7. Custom table 

  EMU affiliation 

  EMU member Non-EMU member 

  Count Count 

Public debt Public debt is less than 60% of GDP 8 27 

Public debt is more than 60% of 

GDP 

8 2 

Government 

budget 

Government budget deficit is less 

than 3% of GDP 

4 7 

Government budget is more than 3% 

of GDP 

12 22 

Inflation Inflation is less than 1,5% + average 8 6 

Inflation is more than 1,5% + 

average 

8 23 

Government 

bond yield 

GBY is less than 2% + average 16 8 

GBY is more than 2% + average 0 21 

Source: authors’ calculations 

 

It can be summarized that Maastricht criteria provided nominal convergence of 

countries before joining the Union, but also provided divergence after the membership was 

achieved. 

 

5. CONCLUSION 

 

Optimal currency area is defined as an optimal geographic domain of a single 

currency or of more currencies whose exchange rates are irrevocably fixed and can only 

fluctuate against the rest of the world. It is based on several properties, of which two can 

be considered as necessary, but not sufficient - mutual trade of member countries and the 

correlation between their incomes. Some properties do not need to be fulfilled ex ante, but 

members, according to endogeneity hypothesis, might develop into an OCA ex post. 

However, the weaker is the link between currency union and bilateral trade, the smaller is 

the possibility of self-fulfilling OCA criteria ex post. Yet, the EMU members have 

improved their mutual trade, but the correlation between incomes has still not reached the 

needed level. Besides, as OCA theory suggests that a single currency is more appropriate 

in an area with high factor mobility. Moreover, the researches have shown that diversity in 

the level of economic development across area is still wide, that most countries do not have 

widely diversified production and that fiscal transfer system is inadequate. Therefore, it 

can be concluded that endogeneity hypothesis might be wrong and that EMU is not an 

OCA. 
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EMU can have devastating repercussions for its members, if these have not 

sufficiently converged. Therefore, Maastricht criteria were introduced, but they considered 

only nominal, but not real convergence, which proved to be insufficient. Having in mind 

that convergence is the process of accomplishing macroeconomic results, which are: (i) 

similar across member states, (ii) satisfactory in terms of basic economic objectives, and 

(iii) sustainable over time (Crockett, 1994), broader convergence between member states, 

not just meeting the Maastricht criteria, is needed. 

  Unfortunately, even nominal convergence proved to be inefficient, because many 

members were breaking the rules without any consequences. Using binomial logistic 

regression on 45 European countries, interesting results considering the credibility of 

Maastricht criteria were reached. Price stability criteria and government budget criteria 

were proved to be statistically insignificant, while criterion on the public debt proved to be 

significant at 10% level. Though, its significance was paradoxical, because it was shown 

that countries with higher public debt are 6.99 times more likely to belong to EMU rather 

than not and vice versa. Furthermore, eight countries have not fulfilled public debt criteria, 

whereas twelve countries have not complied with the budget deficit criteria. The only 

criteria that proved to be significant was long-term interest rate criteria. This means that all 

EMU members have taken the credibility of EMU, what reflected in cheaper financing for 

them. Unfortunately, this “blessing” resulted in increased external borrowing and 

irresponsible policy that resulted in deterioration of debt indicators including public ones. 

These weaknesses were finally revealed in the beginning of the current financial crisis. 

These facts indicate the problem of credibility Maastricht criteria. 

Hopefully, EMU will learn from its own mistakes and will give more importance to 

all OCA properties, taking into account stricter implementation of nominal criteria, 

especially considering public debt and government budget criteria, but also introducing 

some real convergence criteria considering the level of development. Stricter 

implementation of Maastricht criteria is the only way to restore the compromised 

credibility and to stop the process of divergence in EMU. 
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Abstract 
Universities with their educational, research and social performance directly influence the 

quality of life in communities. However, many Croatian universities focus more on educational 

and research component, thereby neglecting the responsibility they have toward their 

community. By supporting entrepreneurship education universities foster the development of 

entrepreneurial behavior of students and show that they know and can respond to actual social 

issues, not only through projects referred to community development, but also through 

programs and courses that educate young people how to become active participants in the 

process of making positive social changes. Such educational programs, also known as 

“academic service learning programs“, allow students to transfer knowledge and skills gained 

in the classroom into practical projects within their communities. The purpose of this paper is 

to highlight the importance of developing academic service learning programs since such 

programs reinforce the connection between universities and local communities and encourage 

the development of a culture in which university education is recognized as a key element in 

creating an active and social responsible citizenship and sustainable social development.  

 

This paper describes the case of the academic service learning course at Faculty of Economics 

in Osijek which encourages students to stop being passive observers of social phenomena, but 

instead, through active participation in the community, to have direct impact on solving current 

social issues and develop skills with which they will ensure successful employment. The 

project “Contribution to the Community” within the course is an important activity that helps 

students retain and improve their skills, provides opportunity to explore new options, gives 

pleasure because of participating in solving community's problems, and contributes to building 

problem solving capacity. 

 

Through benchmark analysis this paper puts an important emphasis on The Oslo Agenda for 

Entrepreneurship Education in Europe whose aim is to foster entrepreneurial mindset in 

society through education and learning. Fostering and developing entrepreneurial mindset of 

students affects both their personal development and the economic and social development of 

the community they live in. This paper has identified activities that are being implemented and 

proposed within this Agenda, which can be applicable to Croatian universities as well.  

 

The methodology used to identify models used for development of entrepreneurial behaviors 

of college students is based on a review of literature (entrepreneurship education, knowledge 

society, academic service learning programs, higher education and economic development) and 

qualitative studies and recommendations related to supporting students’ active engagement in 

the community and collaboration between local communities, universities and students. 

 

Key words: entrepreneurial behavior, entrepreneurial education, academic service 

learning program 

JEL classification: I21, I23 
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1. Introduction 

Socially conscious students represent an important part of society mostly because they 

possess the energy, enthusiasm and a broad range of ideas that can improve quality of life 

in their community. However, students need guidance in order for those characteristic to be 

concretely, correctly and specifically focused on important issues communities are facing. 

The responsibility for guiding them lies, to a great extent, on universities. Universities are 

an important part of the society and as such they need to build up their performance on a 

tripartite mission: teaching, scholarly endeavours and service (Marston, 2002). However, 

not all of them are successful in pursuing their tripartite mission, concentrating mostly on 

the first and second, but neglecting the third element. Most of Croatian universities belong 

to that group that focuses more on educational and research components, thereby 

neglecting the responsibility they have toward their community. By neglecting their 

important role in community development, universities are neglecting development of 

entrepreneurial behavior of students and fail to show that they know and can respond to 

actual social issues. Today's modern society puts more and more emphasis on the 

importance of inclusion and tries to encourage all individuals, especially young people, not 

to be passive observers but to become active participants in the process of community 

development. There is a desperate need in community organisations to have reliable people 

who can assist in their outreach programs, which results in the growth of university 

academic service learning in which students provide organisations with assistance, 

bringing high level skills to their placement, whilst they also generate good will, 

understanding, and empathy, along with important relevant knowledge of their 

communities (Whitton, 2011). Universities must be able to respond to those needs, not 

only through projects referred to community development, but also through programs and 

courses that educate young people how to become active participants in the process of 

making positive social changes. Such educational programs, also known as “academic 

service learning programs“, allow students to transfer knowledge and skills gained in the 

classroom into practical projects within their communities.   

European Union has also recognized the importance of building links and opening 

education to the outside world, focusing on introducing innovative pedagogies into courses 

and thus incorporating community work into the curriculum, giving students real-world 

learning experiences that contribute to their own personal development and provide a 

tangible benefit for their community as well.
112

 

Westheimer (2008) argues that although education system can have an influence in 

building the "good citizen", many universities in different countries do not coincide fully 

with the democratic goals and ideals and may restrict skills, attitudes and behavior 

necessary for the development of a democratic community. Young people are more 

pressured, both from parents and the community, for preparing for professional careers, 

individual success and economic gain, than for creating an active and engaged civil 

society. Westheimer points out that there are teachers and excellent programs that 

implement educational activities which are transforming students into active and effective 

citizens; but education is still far more connected with the smooth conduct, obedience to 

authority and volunteering in a public kitchen than with the social responsibility and social 

decisions which every individual in society should understand.  

By encouraging and conducting academic service learning programs, educational 

institutions emphasize the practical side of learning universities' focus on creating an 

entrepreneurial and stimulating environment in which both students as individuals and 

universities as institution play an important role as agents that improve the quality of life in 

their communities.  

                                                 
112

 http://ec.europa.eu/enterprise/policies/sme/files/support_measures/training_education/doc/oslo_agenda_final_en.pdf, 

January 20, 2012 

http://ec.europa.eu/enterprise/policies/sme/files/support_measures/training_education/doc/oslo_agenda_final_en.pdf
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2. Academic Service Learning Programs – a Socially Responsible Activity of Universities 

Universities are becoming an increasingly important component in creating a sustainable 

society by following market trends, developing programs that meet the demands of the 

environment and by participating in creation of an entrepreneurial environment that will 

encourage cross-sectoral collaboration and joint problem solving. As an important part of 

the society, universities must show they know, can and are willing to respond to actual 

social issues. According to Etzkowitz (2002), interaction with the community represents 

the third mission of the university, because if the university's primary mission is viewed as 

a reproductive process that takes place through learning, linking the learning process with 

economic activities can affect the dynamics of economic and social development of the 

community in which the university operates.  

Inzelt et al. (2006) consider the relationship of university with industry, public 

administration bodies and community as the third mission, which implies various 

activities, such as commercialization of academic knowledge through collaboration with 

industry, patenting / licensing, launching spin-off companies, participation in passing the 

laws and participation in social and cultural life of the community. According to authors, 

although the third mission is strongly associated with the first (education) and second 

(research) mission, it still possesses its own dimension – it focuses on the university's to 

integrate its characteristics and activities into the economy and society.   

In achievement of the third mission, interests of the community and social 

awareness are becoming the key factors based on which universities are becoming a role 

model for students in proactive action, making more responsible decisions and social 

responsibility. A socially responsible student stems from a socially responsible university. 

Young people need guidance in order to recognize the contribution that they can have 

through active participation in the community. Ledić (2007, cited by Ledić, Ćulum, 

Nuždić, Jančec, 2008) states that the civic mission of university is observed through the 

efforts of the academic community carried out through research, teaching and active 

involvement of its members in the community, and is geared towards improving the quality 

of life in the community and education of active and socially responsible citizens. 

The time we live in today is characterized as a time of change, uncertainty and 

complexity. The demands for investment in one's own development, developing social 

awareness and skills for adapting to increasingly difficult life situations are greater than 

ever before. Thus marked twenty-first century represents a significant challenge for 

universities to meet the demands of individuals (satisfying the need for a good career and 

standard of living), society (developing awareness on the importance of social engagement 

of each individual) and the economy (need for quality people who have the ability to adapt 

to changes, manage them and act proactively).  Hersh and Geary Schneider state that many 

people believe that preparation of individuals to actively participate in the community and 

contribute to its activities is an essential obligation of each and every university.  

Pressures placed before universities clearly signal that a purely academic education 

by itself is not sufficient. Universities must develop programs that will assist students in 

developing skills necessary to actively contribute to community development.  Hersh and 

Geary Schneider (2005) suggest that universities are the key factors that lead to real change 

and as such have to integrate responsibility in their programs and courses.  

According to Codes and March (2000, cited by Atkinson and Gilleland, 2006), 

universities should be an integral part of the community, think outside the context of the 

rational and the bureaucratic model, devote more time to complex problems and be more 

persistent in seeking better solutions. Parliamentary Council of Europe also sees 

universities as an integral part of the community. Universities should take into account the 

short-term needs and demands of the community, but while doing so they should not forget 

their third mission which is manifested in creation of a long-term partnership and finding 

solutions to society's fundamental problems.  
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Mconachie and Simpson (2003) emphasize that challenges that universities are 

facing are not manifested in creation of new theoretical value, but in their ability to provide 

an educational program that will encourage all people to continuously contribute to 

economic and social value of their regional and global environments. Universities must 

communicate with their environment and show that they are socially conscious and that 

take care of all of their stakeholders both within and outside the institution. In that way, 

universities are becoming role models for young people, because education and 

encouraging active participation in creating better quality of life in the community is a 

prerequisite for development of awareness of the importance of social responsibility that 

young people will carry throughout their lives.  

Being aware of the importance of connecting students to real life issues, many 

universities are starting to focus on service learning programs, a specific pedagogical 

method that enables young people to use the knowledge and skills acquired in classroom in 

solving real life problems. Professional knowledge and skills that students gain during their 

university education is certainly important, both for them personally, and for the 

development of society, but most of the students are missing the particular set of values, 

motivation and commitment to the community in order to be involved in the process of 

improving the quality of living in their communities (Jacoby, 2009, in Ćulum and Ledić, 

2010). The term “service learning” was developed in 1967 by Robert Sigmon and William 

Ramsey, members of Southern Regional Education Board (Ćulum and Ledić, 2010). In 

1979 Robert Sigmon defined service learning as an experiential education approach that is 

premised on “reciprocal learning” which means that both those who provide service and 

those who received it “learn from experience” (Sigmon, 1979 in Furco, 1996). In 1989 

Honnet and Poulsen, as consultants of the National Society for Experiential Education, 

developed the service learning model and the set of Principles of Good Practice in 

Combining Service and Learning (Honnet and Poulsen, 1989). According to the authors, it 

is important that service toward common good is combined with reflective learning in 

order to assure that service programs of high quality can be created and sustained over 

time, and to help individuals appreciate how service can be a significant and ongoing part 

of life.  

 

In 1990, National and Community Service Act defined service learning program as a 

method
113

: 

1. under which students learn and develop through active participation in thoughtfully 

organized service experiences that meet actual community needs and that are coordinated 

in collaboration with the school and community; 

2. that is integrated into the student's academic curriculum or provides structured time for a 

student to think, talk, or write about what the student did and saw during the actual 

activity; 

3. that provides students with opportunities to use newly acquired skills and knowledge in 

real-life situations in their own communities; and 

4. that enhances what is taught in school by extending student learning beyond the classroom 

and into the community and helps to foster the development of a sense of caring for others. 

According to Ćulum and Ledić, this Act represented a significant push to various 

debates about civil social responsibility of youth and educational institution towards their 

community, as well as significant support towards creating a model that will evaluate and 

give credit to those students involved in activities aimed at solving community’s problems.  

                                                 
113 http://learningtogive.org/papers/paper1.html, January 15, 2012 

http://learningtogive.org/papers/paper1.html
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Howard (1993) views academic service learning program as primarily a teaching 

methodology, but also a counter normative pedagogy. Howard (1998, in Stacey, Dale and 

Langer, 2006) argues that academic service learning programs offer students a different 

experience than the traditional learning methods (Figure 1):  

 

FIGURE 1:Difference between traditional teaching methods and service learning  program 

 
Traditional teaching method Academic service learning program 

Theory Theory and experience 

Other people's knowledge Personal knowledge 

Observer  Participant  

Individual learning Mutual learning 

Difference between teachers and 

students 

Relieves the difference between teachers and 

students 

Answers Questions and answers 

Complete predictability of outcome Unpredictability of outcomes 

homogeneous outcomes Heterogeneous outcomes 

Avoiding ignorance Ignorance is a resource 

 
Objectivist epistemology Connectionist/feminist epistemology 

Source: Stacey, K., Rice, D., Langer, G. (1997): Academic Sevice Learning, Faculty Development Manual. 

Ypsilanti, Eastern Michigan University, Office of Academic Service Learning 

 

The difference is significant because the outcomes of academic service learning 

programs influence not only students but the whole community (educational institution, 

organization and community).  Also, academic service learning programs give students the 

opportunity not to be only passive observers of changes and problems their communities 

are faced with, but rather encourage them to use acquired knowledge and actively 

participate in them with their energy, optimism and creative ideas. One of the most 

frequent complaints regarding the traditional way of teaching is the support of the ex-

cathedra teaching method, which does not leave enough space for students to ask questions 

or give comments, and even discourages them to dare to think beyond their already 

developed knowledge and skills. Academic service learning programs enable students to 

question the limits they believe hinder their development thus accepting ignorance as 

a resource which will let them go beyond given solutions and ideas. Unlike the traditional 

method of teaching, which advocates objectivism and rationality, academic service 

learning program beside objectivism allows inclusion of emotions and advocates 

maintaining connections with other individuals and communities as a precondition for 

possible new learning.  

  Sigmon (1994, in Stacey, Dale and Langer, 2006) defines service learning by 

establishing criteria for distinguishing it from other types of programs that combine service 

and learning. According to Sigmon, service learning occurs when there is a balance 

between learning goals and service outcomes (Figure 2). 
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FIGURE 2: A service and learning typology 
service – LEARNING Learning goals primary, service outcomes secondary 

SERVICE – learning Service outcomes primary, learning goals secondary 

service – learning Service and learning goals completely separated 

SERVICE  LEARNING Service and learning goals of equal weight and each enhances 

the other for all participants 

Source: Furco, A., Service-learning: A balanced Approach to Experiential Education, 1996, pg. 3 

 

Although there are many different definitions of (academic) service learning 

programs, they all have the same essential components: (a) Pedagogy embracing 

experiential and reflective education, (b) Intentionally integrate academic learning and 

relevant community service, (c) Reciprocal collaboration between campus and community 

partners, (d) Purpose is to enhance learning and never to compromise academic rigor, (e) 

include structured time for critical reflection.
114

  

The National Youth Leadership Council (NYLC) introduced the service learning cycle, 

which illustrates that the process of learning and being involved in the community doesn’t end 

with the completion of the service activity. Rather, it is a transformational process, where young 

people, practitioners, and communities continue to grow.
115

 (Figure 3) 

In order to develop a good service learning program every institution should be aware of 

three steps where each step in the process leads to another. For each step to be correctly 

implemented students must experience a learning and growth opportunity in each of them, which 

can be accomplished by answering three simple questions: a) get students' initial observation of 

what has happened - WHAT has happened?; b) students must show the importance of a 

program, learning experience, problem, etc. - SO WHAT; c) how to channel students' new 

understanding into continued action and transformation - NOW WHAT?  

 

FIGURE 3 The Service Learning Cycle 

 

Pre-service 

Students get the 

most out of the 

service experience 

when they carefully 

examine their prior 

knowledge of and 

opinions on issues 

raised by project 

Student and Community Ownership 

The project belongs to the participants. Young people and community members 

should work together to identify community needs, plan service activities and 

evaluate the impact of the project. 

Identify a Genuine Need 

A “genuine need” is one that's important to the young people and the community. 

To identify the need, young people must recognize relevant issues, assess resources 

and seek out the thoughts and concerns of those being served. Establish Learning Objectives 

Clear learning objectives distinguish service-learning from community service. 

When students make the connections between their service activities and studies, it 

deepens their understanding of the curricular material, how it’s used, and why it’s 

important. 

Planning & Preparation 

No project succeeds without careful planning and preparation, and service-learning 

projects are no exception. Be sure to assess needs, collect all relevant information, 

engage in the necessary training, build vital partnerships, and develop an action 

plan. 

                                                 
114 Course Instructor Guide, Service-Learning Pedagogy Resource, Assisting People in Planning 

Learning Experiences in Service, www.unc.edu/apples, February 1, 2012 
115 http://www.gcsu.edu/engagement/docs/60SLCycle.pdf, February 1, 2012 

http://www.unc.edu/apples
http://www.gcsu.edu/engagement/docs/60SLCycle.pdf
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During Service 

This is a chance to 

discover where 

young 

people are in the 

learning process, and 

give them a chance 

to voice concerns 

and 

share feelings. 

Meaningful Service Experience 

By investing themselves fully in service activities that address genuine community 

needs, young people find meaning in the project and grow to 

understand its value. 

Observation 

To truly understand the impact of the service, young people should take time to 

observe the impact of the project on different participants. This process may 

involve exchanging ideas with peers and community partners, looking at the 

implications of cultural and diversity issues, or viewing the project in civic or 

political terms. 

Analysis 

As young people use their observations to recognize the significance of the service 

experience, they assess their own learning and the impact of the project on the 

community being served 

Post-Service 

Young people take 

time to assess the 

meaning of 

the service 

experience; 

integrate their new 

understanding; and 

propose 

further action, 

projects, or 

enhancements to 

the current project. 

Evaluation & New Understanding 

Evaluating their learning and the results of the project allows young people to 

discover new and different perceptions of themselves and the world around them. 

Celebration 

All involved should enjoy the fruits of their labor and respect the accomplishments 

of other participants. This reinforces the positive achievements, sense of 

accomplishment, and personal growth attained through the service-learning 

experience. 

New Applications 

The project may be completed, but participants continue to use their new 

knowledge and skills to make decisions, solve problems, and grow as caring, 

contributing members of their communities 

Source: National Youth Leadership Council, NYLC Resource Center, 2005 

 

Academic service learning programs therefore have the inner ability to enable 

students to use what they learn in classroom and develop solutions that can meet actual 

community needs. It is a social responsibility of universities to assure development of such 

programs, initiate active participation of students and enable communities to recognize the 

efforts of universities and students to respond to their most serious social problems.  

 

3. What to be Aware of When Preparing an Academic Service Learning Program? 

Socially responsible universities directly affect the development of civil society by creating 

service learning programs and encouraging young people to actively participate in creating 

a democratic society. However, Eby (1998) argues that the limitations of service learning 

are often overlooked and possible harm done by short-term volunteering is ignored. First of 

all, Eby believes that within service learning “a service” can become a “means to an end” 

rather than the end itself. This happens mostly because such programs might be organized 

to respond to the needs of an academic institution (using service learning as a public 

relation device to enhance their reputation), needs of students (using service learning to 

make them feel good or to avoid other course requirements) or the needs of the course 

whereby the needs of agency or community often come last. Second, service learning can 

be based on a simplistic understanding of service. This means that if service learning is 

done without proper selection of students and without appropriate training, orientation and 

reflection, it can support ineffective service that trivializes service and demeans service 

professions. Third, service learning can teach a false understanding of need because by 
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defining needs as deficiencies, students are able to separate themselves from the problems 

they encounter and fail to grasp the fundamental fact that their individual features are 

intrinsically linked to the future of society. Fourth, service learning might teach a false 

understanding of response to a need by reflecting the skills, schedules, interests and 

learning agenda of students in service learning rather than to meet the real community 

needs (needs are defined in terms of what students have to offer).  However, according to 

the Handson Network, when done well, service learning has the potential to benefit 

everyone involved
116

: 

 Agency: 

o Agencies gain new partners in their effort to fulfill their mission 

o Young people bring sense of vitality and excitement to organizations 

o The agency gains positive visibility and exposure in the community and the 

school 

o Service learning can open up new opportunities for funding and other resources 

o By involving young people in an agency's work service learning helps nurture 

the next generation of committed volunteers 

 Students: 

o Service learning can enhance personal development in areas such as self-

esteem, moral reasoning, social skills, communication skills, problem-solving 

abilities and concern for others and society 

o Involvement in service learning makes the subject matter in school real and 

relevant for students as they try out their knowledge and skills 

o When young people serve others, they can see that they are valued and can 

make a real difference 

o As young people discover their own abilities to address issues, they are 

empowered to become active citizens and communities begin to see them in a 

different light 

o Young people learn leadership skills as they take responsibility for designing 

and implementing service experiences 

 Communities: 

o Unmet needs are addressed and problems solved 

o Creative ideas and solutions are offered for perplexing problems 

o New energy and commitment emerge for the community and the common good 

o Communities see students as valuable resources 

 Schools: 

o Students are more engaged in their education and their community 

o Students learn more readily because they are learning by doing 

o Community members become partners with schools in educating students 

o Schools are seen as resources to the community, helping to build support for the schools 

 

In order to be efficient, academic service learning programs must have a clear objective and must 

equally benefit the provider and the user and they must be focused on both the service and the 

learning process. An efficient service learning program includes training, supervision, 

monitoring, support and evaluation, elements which should be done by the Agency (Eby, 1998) 

and as such it gives young people equal opportunity to become active, tolerant, socially 

responsible and socially conscious members of their community.  

 

                                                 
116 http://handsonblog.org/2011/08/23/18-benefits-of-service-learning/, January 15, 2012 

http://handsonblog.org/2011/08/23/18-benefits-of-service-learning/
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4. Case of J.J. Strossmayer University in Osijek, Faculty of Economics in Osijek 

In Croatia, only a few universities encourage active involvement of students in solving the 

problems of the community, most often through various volunteer activities, and rarely 

through courses or programs that have markings of learning programs. Currently, the 

University of Rijeka is the most active in promoting volunteering and encouraging students 

to volunteer. Through its activities, University of Rijeka advocates stronger inclusion of 

civic engagement and social responsibility in missions of Croatian universities and more 

successful integration thereof in its traditionally accepted roles, which manifest primarily 

through scientific research and teaching.
117

 Within the University of Zagreb, Faculty of 

Education and Rehabilitation Sciences has organized the “Volunteer Work” course within 

which students must complete a minimum of 20 volunteer hours in programs of some of 

civic sector associations and organizations and institutions with which the Department of 

Behavioural Disorders of the Faculty of Education and Rehabilitation Sciences 

collaborates.
118

 At the undergraduate study Psychology at the Faculty of Philosophy 

Zagreb, students have the possibility to choose the course “Work in Community”. The 

objective of this course is for the students, by participating in work for the common good 

in the community, to develop a sense of social responsibility, meet people with different 

needs and potentials for change, collaborate with students of other helping professions, 

become acquainted with institutions that provide care to people and gain insight into how 

volunteer work is organized.
119

  

At the study of preschool education at the University of Split, students can choose 

the course “Methods of working with children with special needs”, within which 

volunteering in the civil society organizations is recognized as a part of practical training.  

J.J. Strossmayer University in Osijek, like many others in Croatia, doesn't have a 

developed strategy for collaboration with the community, and only rare faculties have a 

developed relationship with their stakeholders, enabling students to participate in real 

projects of exchange of theoretical and practical knowledge. Faculty of Economics in 

Osijek is the first faculty in Croatia that has developed a Voluntary Program with an aim to 

raise student’s awareness about the meaning and importance of volunteering and active 

community involvement. One of the major activities of this program is the project 

"Contribution to the Community" which indicates the elements of service learning. The 

"Contribution to the Community" project was designed as a mandatory part of the 

Entrepreneurial Skills I course, at undergraduate study Entrepreneurship, without which 

students cannot receive their final grade. The aim of this project is to enable students to 

identify needs and opportunities for personal involvement in resolving problems of the 

environment, and to make them aware that in allocation of personal time they can always 

find room for socially responsible activities. Within this project, around 60 undergraduate 

students each year have the opportunity to experience real-life problems and be a part of 

their solutions. As in an academic service learning program, the Entrepreneurial Skills I 

course teaches students about important components of entrepreneurial behavior and 

necessary competence every entrepreneur
120

 has – development of self-awareness, learning 

how to learn, managing stress, analytical and creative problem solving and development of 

stimulating communication. Having learned about developing those competences in the 

classroom, students have to spend a minimum of 20 hours in the community (mostly 

within civil society organizations) and apply the acquired knowledge in their practical 

                                                 
117 http://www.rijeka.hr/VolontiranjeJeCool, November 29, 2009 
118http://www.erf.hr/Studiji/StudijiPreddiplomskiSocijalnaPedagogijaKolegiji.html, November 29, 2009 
119 http://psihologija.ffzg.hr/raduzajednici, December 12, 2011 
120 Term “entrepreneur” does not necessarily mean “one who starts his/her own business” but every 

individual that acts and behaves entrepreneurially no matter what position they hold (student, unemployed, 

employee, manager, owner, etc). 
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work. The difference from a real service learning program is that this course has the pre-

service and during service components, but is lacking the post-service component – having 

students return to classroom and present the results of their practical work and the meaning 

of their service experience. However, they do need to write a report “Strategy for 

strengthening entrepreneurial skills through the Contribution to the Community project”, 

with which they show how they have applied what they have learned in a real-life situation 

and what they have learn about themselves, what needs to be improved, and could they and 

how did they impact the organization that they have worked for, and even their 

community. Although this course strives to help students obtain experience in solving real-

life problems and teach them how to recognize opportunities and be proactive, there is a 

thin line between the program becoming a “means to an end” and not the end itself.   

 

5. Concluding Remarks 

 

In order to encourage all universities to think proactively, act entrepreneurially and be 

socially responsible towards their communities, European Union has created a detailed 

catalogue of initiatives, the so-called “Oslo Agenda for Entrepreneurship Education“, 

which could be adopted by all the stakeholders concerned. The aim of the Agenda is to 

step up progress in promoting entrepreneurial mindsets in the society, systematically and 

with effective actions. The Agenda is a rich menu of proposals, from which stakeholders 

can pick actions at the appropriate level, and adapt them to the local situation.
121

 Fostering 

and developing entrepreneurial mindset of students affects both their personal development 

and the economic and social development of the community they live in. Items in the menu 

are grouped under five headings, and although all five of them are equally significant, 

heading D represents the appropriate level that can be adapted to the Croatian situation. 

Heading D describes Entrepreneurship activities in school and in Higher Education and 

puts a specific emphasis on creating innovative pedagogies as a necessary basis for 

building the entrepreneurial spirit. Although it does not directly points to development of a 

service learning program, it supports every pedagogical method that develops 

entrepreneurial mindset, ensures a close relationship with the community, recognizes and 

rewards the time students dedicate to these activities, integrates entrepreneurship across 

different subjects, supports social integration, uses active learning methods involving 

students' feeling and emotions in the learning process and embeds evaluation 

systematically (at the beginning of the program and after its conclusion).  

The complexity of modern society and a profound crisis of morals and values, 

which especially affects young people, highlight the great need for creating a new 

generation of people who will direct their knowledge and skills not only to their personal 

growth and development, but also to satisfy community's demands, recognizing and using 

opportunities to solve serious social problems. The answer to the question of how 

important it is to promote social awareness and development of social responsibility is 

given by a large number of universities (such as Duke University, Harvard Medical 

School, Michigan University, University of Barcelona, etc.), which are continuously 

introducing service learning programs to their programs.  

The aforesaid European Union's guidelines, as well as activities of world and 

European universities, enable universities to acquire the image of socially conscious and 

enterprising organizations, which understand their role in sustainable development both of 

the local community and the national economy as a whole. Therefore, it is important that 

universities base their socially responsible actions on encouraging the development of 

academic service learning programs and social activism among young people. Individual 

initiatives which aim to develop models to encourage critical thinking, proactivity and 

                                                 
121 http://www.gvpartners.com/web/pdf/EC_Oslo_Agenda.pdf,  November, 29, 2011 

http://www.gvpartners.com/web/pdf/EC_Oslo_Agenda.pdf
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innovativeness in the process of solving real social problems are appearing in Croatia, but 

still lacking is structured support of university that will embody the importance of 

encouraging the development of academic service learning programs. Academic service 

learning programs can strengthen relationships between universities and local 

communities, and develop a sense in young people that with their active participation they 

can make a positive change and influence the lives of others in the community.  
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Abstract  

Counterfeiting is an expanding and increasingly relevant phenomenon in contemporary 

markets that has a particular impact on luxury branded goods. Despite the seriousness of 

the counterfeiting problem, there is a limited research on the subject, particularly in the 

area of understanding factors underlying the purchase behavior of counterfeited luxury 

fashion brands. The purpose of this paper is to explore the influence of consumers’ 

attitudes toward counterfeit luxury fashion brands on their purchase intentions in the 

context of non-deceptive counterfeiting. Additionally, this study aims to explore how 

consumers’ attitudes toward counterfeit luxury brands are affected by personality traits 

such as fashion consciousness, value consciousness, public self-consciousness, and ethical 

judgments regarding purchasing counterfeited luxury fashion brands. A self-administered 

questionnaire was designed using established scales. Empirical research was conducted on 

the sample of 347 undergraduate students of School of Economics and Business, 

University of Sarajevo.  The observed data were analyzed using several statistical methods 

and techniques (descriptive analysis, multiple regression analysis, and independent t-test).  

Results reported in this study suggest that consumers' purchase intentions of counterfeited 

luxury fashion brands are dependent on their attitudes toward counterfeits, which in turn 

are influenced by personal factors, including fashion consciousness and public-self 

consciousness. Contrary to our expectations, results of regression analysis revealed that 

value consciousness and ethical judgment are not significant predictors of consumers’ 

attitudes toward counterfeited luxury fashion brands and subsequently their purchase 

intentions. Research results also revealed that compared to non-buyers, buyers of 

counterfeited luxury fashion brands hold more favorable attitudes toward counterfeits and 

have higher intention to purchase counterfeits.  The research results presented in this paper 

can help managers of genuine luxury brands to gain useful insight how the demand for 

counterfeits could be decreased. There are some of limitations (sampling, limited range of 

counterfeits i.e. luxury fashion brands, purchase intention as a proxy variable for actual 

purchase) in this study worthy of improvement and leads for future studies. 

 

Keywords:  Counterfeiting, Consumers, Fashion, Luxury brands, B&H 

JEL: M30 

 

1. Introduction   

Counterfeiting is a worldwide problem, rapidly increasing in every country, developing or 

developed. Counterfeiting activity is estimated to account for 5% to7% of world trade, 

depriving genuine manufacturers of about $600 billion a year, with the growth rate of 

mailto:kasim.tatic@efsa.unsa.ba
mailto:merima.cinjarevic@efsa.unsa.ba
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1700% over the past 10 years (Yoo and Lee, 2011). As for luxury brand counterfeiting, in 

the U.K., more than 64% of the U.K. Custom seizure Cases were luxury brands (The 

Financial Times, 2005). Counterfeit luxury brands are so prevalent that the U.S. Congress 

advocates the Innovative Design Protection and Piracy Prevention Act, which extends 

copyright protection to fashion brands and works for the Anti-Counterfeiting Trade 

Agreement with eleven countries that represent the major counterfeiting victims and 

offenders (The U.S. Congress, 2010). The dimensions of this phenomenon, as its 

characteristics, have not avoided even Bosnia and Herzegovina.  For instance, in 2007, the 

officers of the Customs and Law Enforcement Sectors of the Indirect Taxation Authority 

seized 13,368 pairs of the Puma and Nike sport shoes with the market value estimated to 

be 500,000 BAM (Indirect Taxation Authority of B&H).  However, in progress report on 

Bosnia and Herzegovina, issued by European Commission in 2011, is stated that although 

some progress has been made in the adoption of intellectual property laws, the enforcement 

of intellectual property rights still needs to be improved (European Commission, 2011). 

Counterfeit is called by many different names such as knock-off, imitation, fake, 

bogus, copy, copycat, and overrun, which are a little bit different in exact meaning but not 

different in creating similar problems to businesses (Wilke and Zaichkowsky, 1999). 

Counterfeiting exists in almost all product categories including clothing, accessories, 

pharmaceuticals, cosmetics, automobile parts, electronics such as television sets and 

mobile phones, software, media, and currencies (Green and Smith, 2002). Regardless of 

the potential consequences associated with counterfeits, the survey commissioned by Anti-

Counterfeiting Group demonstrates that in 2003 about one-third of consumers disregard 

the negative effects of counterfeit products. The survey revealed that about one-third of 

consumers would knowingly purchase counterfeits if the price and quality of the products 

were right, and 29 percent of subjects see no harm in product counterfeiting as long as the 

products do not put the purchaser at risk (Bian and Veloutsou, 2007). Unlike counterfeit 

drugs, pharmaceutical products or automobile parts, counterfeit luxury fashion brands 

(hereafter called CLFBs) do not cause any physical harm to consumers. Therefore, many 

consumers consider purchasing CLFBs perfectly acceptable and think their contribution to 

this shadow economy will not make any difference. However, CLFBs tarnish companies’ 

valuable and intangible assets such as “intellectual property” and “brand” by diminishing 

the equity, reputation, and position in the market (Green and Smith, 2002). To fight against 

the counterfeiting industry, companies selling genuine luxury fashion brands, such as 

Louis Vuitton, Gucci, and Cartier, spend approximately 2 % of their revenues to protect 

their trademarks (Ha and Lennon, 2006). They have hired private investigators to protect 

their brands from counterfeiters and have attempted to educate the public about 

counterfeiting through campaign, advertisements, and special events. National and 

international organizations and individual governments also enforce intellectual property 

law and apply pressure on countries that have slack laws to decrease counterfeiting (Ha 

and Lennon, 2006). For example, French anti-counterfeiting law is considered the most 

stringent in Europe, and perhaps the world. In France, counterfeiting is a criminal offence 

punishable by imprisonment of three years or a fine up to 300,000 Euros.  In addition, any 

individual in possession of a counterfeit product is liable to a fine equivalent to twice the 

value of the genuine item (Silverman, 2009). Despite such efforts, counterfeiting continues 

to thrive around the world because of worldwide growing demand for well-known brands, 

lack of consumer and counterfeiter morality, technological advances enabling 

counterfeiting, production and distribution capabilities in less developed countries, and 

inadequate penalties for counterfeiters (Wee, Tan and Cheok, 1995, Yoo and Lee, 2011).  

The majority of research in counterfeiting has focused attention on the supply-side 

issues such as production, distribution, and market operations of illegal products and ways 

to fight against the growth of illicit producers. Researchers have also investigated the 

demand side of counterfeiting. This research stream includes investigations into 
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consumers’ attitudes that result in favorable or unfavorable behavior toward counterfeit 

products. From the demand side of research stream under counterfeiting, consumers are 

considered to contribute to the crime of counterfeiting by creating favorable attitudes and 

demands for such products. Although the demand-based research has enriched the 

understanding of determinants that govern purchase decisions, it is still in a state of 

evolution and requires further research to understand several other aspects of counterfeit 

demand and consumer misbehavior (Staake, Thiesse and Fleisch, 2009).  

The present study attempts to fill the gap in the counterfeit literature that views the 

problem from the demand side. After all, it is basic economic reasoning that if no demand 

for counterfeit products exists, supply will erode automatically. Thus, as consumers play a 

leading and growing role in the existence of counterfeit trade (Yoo and Lee, 2009; Bian 

and Moutinho, 2008), it is important to gain a deeper insight in potential determinants of 

consumers’ intention to knowingly purchase CLFBs.  Therefore, the aims of this study are 

fourfold. First, it examines the relationship between personality factors (fashion 

consciousness, value consciousness, public self-consciousness, ethical judgment) and 

attitudes toward CLFBs. Second, it investigates the relationship between consumers’ 

attitudes and purchase intentions of CFLBs. Third, it investigates the relationship between 

personality factors and purchase intentions of CFLBs. Lastly, and it evaluates the 

differences between the profiles of buyers and non-buyers of CLFBs.  

This paper is organized into four sections beginning with a discussion of extant 

literature and development of the research hypotheses. This is followed by a description of 

the research methodology. The research results and discussion of the findings are then 

presented. Finally, the concluding comments and managerial implications of the study are 

highlighted. 

 

2. Relevant literature and hypotheses development 

2.1.  Definition of counterfeits  

During the last couple of decades, the phenomenon of the counterfeiting has increasingly 

become an area of interest by academicians. Review of the academic literature on 

counterfeiting reveals a several definitions of counterfeits or counterfeited products. 

Cordell et al. (1996, pp. 41) defined counterfeiting as “any unauthorized manufacturing of 

goods whose special characteristics are protected as intellectual property rights 

(trademarks, patents, and copyrights)”. Similarly, Lai and Zaichkowsky defined 

counterfeits as “illegally made products that resemble the genuine goods but are typically 

of lower quality in terms of performance, reliability or durability” (1999: 180).  These 

brands are primarily sold in non-authorized dealers’ shops at extremely lower prices than 

the genuine ones and are almost indistinguishable from the original designs in many 

aspects such as color schemes, design, raw material, and stitches.  

According to the consumers’ perspective, counterfeiting can be either deceptive or 

non-deceptive. Deceptive counterfeiting involves purchases where consumers are not 

aware that the product they are buying is a counterfeit, as is often the case in categories 

such as automotive parts, electronics and pharmaceuticals (Grossman and Shapiro, 1988). 

In other categories, however, consumers are typically aware that they are purchasing 

counterfeits, which is non-deceptive form of counterfeiting. It is particularly prevalent in 

luxury market where consumers are often able to distinguish counterfeits from genuine 

brands based on differences in price, the distribution channels, and the inferior quality of 

the product itself (Nia and Zaichkowsky, 2000). Since these consumers knowingly 

purchase the products that are not legitimate, the manufacturers and retailers cannot be 

blamed for deceiving the consumers (Ang, Cheng, Lim and Tambyah, 2001). This non-

deceptive purchase of counterfeits gives birth to the discussion of consumer misbehavior in 

the marketplace, indicating the need to understand reasons for their misbehavior.  
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Although a wide range of products can be counterfeited, consumers knowingly 

engage in purchasing counterfeits particularly in some product categories such as luxury 

fashion brands and computer software (Vida, 2007).  The label “luxury brands” is 

commonly reserved for products for which the mere use or display of a particular branded 

product brings prestige on the owner, apart from any functional utility (Grossman and 

Shapiro, 1988; Nia and Zaichkowsky, 2000, Phau, Sequeira and Dix, 2009). These goods 

are often expensive and exclusive; some examples include Cartier, Rolex, Hermes, Louis 

Vuitton, Tiffany, and Chanel.  As there are many definitions of fashion luxury brands, this 

research focuses on Moore’s definition. According to Moore, Fernie and Burt international 

fashion design retailers are firms with following characteristics (Moore et al, 2000, as cited 

by Han, Suk and Chung, 2008):  

 They have an international profile in the fashion industry as evidenced in their having a 

bi-annual fashion show in one of the international fashion capitals (i.e. Paris, Milan, 

London or New York);  

 They have been established in the fashion design business for at least two years;  

 They retail merchandise either through outlets bearing the designer's name, (or an 

associated name), and/or within other outlets within two or more countries;  

 They market their own label merchandise.  

 

2.2.  Determinants of purchase intention for counterfeit luxury fashion products: 

theories and hypothesis development 

Prior research has identified several factors that explain the demand of counterfeit 

products. Based on literate review, Eisend and Schuchert-Guler (2006) classified these 

factors into four groups. The first group includes demographic and psychological 

characteristics (Bloch et al., 1993); self-image (Bloch, Bush and Campbell, 1993; Yoo and 

Lee, 2009); social expressions (Wilcox, Kim and Sen, 2009); attitudes toward 

counterfeiting (Cordell, Wongtada and Kieschnick, 1996; Penz and Stöttinger, 2005; Phau 

and Teah, 2009); readiness to take risk, fashion involvement, ethical predisposition, self 

identity and price consciousness (Penz and Stöttinger, 2005); and materialism and expected 

social status (Yoo and Lee, 2009). The second group consists of product-related features 

such as product importance, retailer image, durability, style, fashionableness and price 

(Bloch et al., 1993); and price of genuine luxury products (Harvey and Walls, 2003). The 

third group has social and cultural context such as expected penalty associated with 

purchase of counterfeit and culture (Harvey and Walls, 2003); and social norm (Penz and 

Stöttinger, 2005). The fourth group includes purchase situation and mood of consumer 

such as access to counterfeits (Penz and Stöttinger, 2005).  

Chaudry and Zimmerman (2009) proposed that consumers’ complicity to buy 

counterfeit products is a function of both intrinsic (demographics, attitude toward 

counterfeits, cultural values and ethical perspective) and extrinsic (social marketing 

communications, shopping experience, and product attributes) determinants.  Variables 

included into the conceptual framework that influence consumers' complicity to buy 

counterfeit products are listed in Table 1. 
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Table 1 Variables that induce consumers’ complicity to purchase counterfeit products 

 
Intrinsic determinants  Extrinsic Determinants  

Demographics of Consumer 

Age, income, level of education, gender 

Attitudes towards Counterfeits 

Anti-big business sentiment 

Social benefit of dissemination 

Attitudes of counterfeits in a product category 

(movies vs. pharmaceuticals) 

Cultural values 

Individualism vs. Collectivism  

Ethical perspective 

Attitudes towards morality and law fullness 

Idealism vs. Relativism  

Product Attributes 

Image / perceived fashion content 

Price, quality, performance 

Investment-at-risk 

Purpose (personal use vs. gift) 

Shopping Experience 

Location (e.g. Internet, flea market) 

Situation (e.g. holiday trip) 

Ease of accessing counterfeits  

Social marketing communications 

Effectiveness of anti-piracy ads 

Source: Chaudry, P. and Zimmerman, A. (2009), The Economics of Counterfeit Trade: Governments, 

Consumers, Pirate and Intellectual Property Rights, Springer, pp. 68.  

 

In accordance with its aims this study will highlight the impact of personality 

factors. Among many other personal factors, we examined the influence of fashion 

consciousness, value consciousness, public self-consciousness, ethical judgment, and 

attitudes toward CLFBs on intention to purchase CLFBs.  

 

2.2.1. Personality factors  

Fashion consciousness refers to a persons’ degree of involvement with the styles or fashion 

in clothing. An individual does not have to be a fashion opinion leader or a fashion 

innovator to be considered fashion conscious. Rather, fashion conscious consumer is 

characterized by an interest in clothing and fashion, and in appearance. As we are 

investigating consumers’ purchase intention for luxury fashion-related counterfeits, the 

results of Wee al. (1995) are of major importance to our research. They reveal that for 

fashion related counterfeit products purchase intention is determined by the similarities in 

appearance, quality and image projected by the counterfeit version compared to the 

originals. Gentry, Putrevu and Shultz (2006) also found that consumers consider 

counterfeits as a relatively cheap way to keep up with the latest fashion trends. Taking into 

account the above results of previous research, we hypothesize: 

 

H1a:  Consumers who are more (less) fashion conscious will have favorable (unfavorable) 

attitude toward counterfeited luxury fashion brands.  

H1b:  Consumers who are more (less) fashion conscious will have higher (lower) intention 

to purchase counterfeited luxury fashion brands.  

 

Value consciousness is defined as a „concern for paying lower prices, subject to 

some quality constraint“(Lichtenstein Netemeyer and Burton, 1990: 56). Most buyers of 

genuine luxury fashion brands pursue prestige and image benefits, but maybe unwilling to 

pay a high price for it (Phau and Teah, 2009). For a lower price and a slightly substandard 

quality, counterfeits are still considered “value for money” (Bloch et al., 1993; 

Lichtenstein et al., 1990; Ang et al., 2001; Wang Zhang and Ouyang, 2005).  Bloch et al. 

(1993: 31) argue that “people buy counterfeits, because they are getting prestige without 

paying for it”. The value consciousness works in two ways. Consumers may think of 

themselves as smart shoppers, as CLFBs usually provide the same functional benefits as 

the original but at a fraction of the price of the genuine brands. Alternatively, consumers 

may view CLFBs as inferior to the original in term of their quality, but think that the price 

advantage compensates any shortfalls. Thus, a positive relationship is predicted between 
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value consciousness and attitude toward CLFBs and subsequently intention to purchase 

CLFBs. Based on the above discussion, the following hypotheses are formulated:  

 

H2a: Consumers who are more (less) value conscious will have favorable 

(unfavorable) attitude toward counterfeited luxury fashion brands.  

H2b: Consumers who are more (less) value conscious will have higher (lower) 

intention to purchase counterfeited luxury fashion brands.  

 

All individuals develop a public self, an image of themselves they present to others 

(Tunnell, 1984).  Fengstein, Scheir and Buss (as cited by Burnkrant and Page, 1985: 629) 

define public self-consciousness as the “individual’s awareness of self as a social object”. 

Individuals who are high in public self-consciousness have been portrayed as being 

especially concerned about their social identities and oriented toward gaining approval and 

avoiding disapproval (Doherty and Schlenker, 1991). Burnkrant and Page (1985) argued 

that it is reasonable to expect that people who score highly on public self-consciousness 

would also be more inclined than low scorers to use consumer goods to create favorable 

impressions. Tunnell (1984) revealed that people high in public self-consciousness showed 

very high levels of needs that can be satisfied only by social interaction (needs for 

affiliation, social recognition and exhibition). Additionally, these individual tend to possess 

low self-esteem (Xu, 2008). This makes them less certain that they will be able to meet 

what they believe are others' standards for worthiness and more susceptible to social and 

other environmental stimuli (Campbell, Chew and Scratchley, 1991). Consequently, they 

may tend to acquire prestigious luxury brands to signal a more elite social position, helping 

them to construct and preserve their individual identities and self-images. De Matos, 

Ituassu and Rossi (2007) found that a sense of accomplishment had a positive, but non-

significant effect, on attitudes toward counterfeits. Penz and Stöttinger (2005) also 

supported that self-identity displayed very little to no effect on the intentions to purchase 

counterfeits. Generally, people who buy luxury fashion brands may be described as self-

conscious, especially concerned about the impressions they make to others. When making 

a good impression and looking good are important values, consumers who buy CLFBs run 

an inherent risk:  being “detected” as the user of counterfeit rather than the original. Their 

friends and peers might make fun of them for acquiring the counterfeits. Therefore, we 

expect that consumers who are concerned about public self-image will hold less favorable 

attitude toward CLFBs and will have lower purchase intention of CLFBs Based on the 

above discussion, we hypothesize:  

 

H3a: Consumers who are less (more) public self-conscious will have favorable 

(unfavorable) attitude toward counterfeited luxury fashion brands.  

H3b: Consumers who are less (more) public self-conscious will have greater 

(lower) intention to purchase counterfeited luxury fashion brands.  

 

Ethical judgment is defined as a cognitive process in which an individual is to judge 

which course of action is morally right (Trevino, 1992: as cited by Nguyen and Biderman, 

2008: 628). The linkage between judgment and behavioral intentions, defined as an 

individuals’ intent to act in a certain way, has been postulated in ethical decision making 

model.  In other words, if an action is judged as ethical, one is more likely to form an 

intention to perform it. Conversely, if an action is judged as unethical, one is less likely to 

form an intention to engage in the action (Nguyen and Biderman, 2008). Consumers’ 

ethical attitudes have been widely expounded in the literature as a key factor influencing 

the purchase of counterfeits. Penz and Stöttinger (2005) suggested that ethical 

considerations of what is “importantly right and wrong” play an important role in the 

consumption behaviors, as they may have a self-binding effect on the individual. Also they 
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found that the individuals’ ethical disposition influences embarrassment potential and the 

subjective norm. In other words, consumers who have a higher ethical disposition would 

be more embarrassed if they were discovered wearing counterfeits. Therefore, we 

hypothesize:  

 

H4a: Consumers with lower (higher) ethical judgment will have favorable 

(unfavorable) attitude toward counterfeited luxury fashion brands.  

H4b: Consumers with lower (higher) ethical judgment will have higher (lower) 

intention to purchase counterfeited luxury fashion brands.  

 

Past research has shown that buyers and non-buyers of counterfeited luxury brands 

hold different attitudes toward counterfeits (Ang et al., 2001; Wang et al., 2005, Phau and 

Teah, 2009). Tom, Garibaldi, Zeng and Pilcher (1998) found that consumers who indicated 

that they have previously purchased counterfeit goods hold attitudes more supportive of 

counterfeiting and are sufficiently satisfied with counterfeits to purchase them again in the 

future. A similar result was suggested by De Matos et al. (2007). They found that 

consumers who have bought a counterfeit have more favorable attitudes when compared to 

those who have not. Yo and Lee (2009) found that past purchase behavior is the strongest 

antecedent of purchase intention of counterfeits. Therefore, it can be postulated:  

 

H5a: Buyers of counterfeited luxury fashion brands will have more favorable 

attitudes toward counterfeited luxury fashion brands than non-buyers.  

H5b: Buyers of counterfeited luxury fashion brands will have higher intention to 

purchase counterfeited luxury fashion brands than non-buyers.  

 

2.2.2. Attitudes toward counterfeits  

 

A common tenet is the consumer behavior literature, supported by numerous findings, is 

that attitude influences consumer choice. According to the theory of planned behavior 

(hereafter TPB), purchase behavior is determined by the purchase intention, which is in 

turn determined by attitudes.  Attitude can be defined as “a learned predisposition to 

behave in a consistently favorable or unfavorable manner with respect to a given object” 

(Schiffman and Kanuk, 1997, p. 167). However, the TPB also stated that the opportunities 

and resources, such as the accessibility of counterfeits, must be present before purchase 

behavior can be performed. Without such circumstances, regardless of how favorable 

attitudes are, it would be difficult to perform a purchase. Unethical decision making such 

as the purchase of counterfeits is explained largely by attitudes, regardless of product 

category (Wee et al., 1995; Phau and Teach, 2009; Ang et al., 2001, Koklic, 2011; Vida, 

2007). This means that if a consumers’ attitude toward counterfeits is more favorable, then 

it is more likely that the consumer would consider purchasing a counterfeit product. 

Similarly, the more unfavorable attitudes toward counterfeiting are, the less likely are the 

chances of purchasing a counterfeit product (Wee et al., 1995).  

Two major reasons that make consumers develop positive attitudes toward buying 

counterfeits are economic benefits and hedonic benefits (Yoo and Lee, 2009; Ergin, 2010). 

Because counterfeits’ prices are a mere fraction of genuine products’ prices, consumers 

enjoy economic benefits and feel values (Albers-Miller 1999). A counterfeit is a lower-

quality, lower-price choice whereas a genuine product is a higher-quality, higher-price 

choice (Gentry et al. 2006). However, consumers do not mind low quality and poor 

materials because they do not see counterfeits as inferior choices when they experience 

budget constraints and appreciate economic benefits of counterfeits (Nia and Zaichkowsky 

2000). The hedonic benefits of counterfeit purchases are also strong. Consumers buy 
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counterfeits, especially luxury products, because they want to demonstrate that they can 

afford those goods, to show that they belong to a particular social group, or to use the 

product for symbolic self-extension (Ergin, 2010). They view that the brand, the label, 

various design characteristics such as logo, color, accessories are themselves valuable. 

CLFBs, in particular, satisfy a desire for symbolic meanings such as social and financial 

status, recognition and superiority. The desire to own the branded product often outweighs 

any disadvantages associated with the product being a counterfeit or of lower quality than 

the genuine item (Phau and Teah, 2009). Therefore, when consumers pursue hedonic rather 

than utilitarian needs, they will easily accept counterfeits.  Thus, we hypothesize:  

H6: Consumers with more favorable (unfavorable) attitudes toward counterfeited luxury fashion 

brands will have higher (lower) intention to purchase counterfeited luxury fashion brands.  

 

3. Research methodology  

3.1.  Sampling and data collection  

A convenience sample was chosen among business students at a Sarajevo School of Economics 

and Business. Respondents were asked to complete a self-administered survey form. Surveys 

were administered during class time, and it took 10 to 15 minutes for the students to finish the 

survey. The survey was carried out during summer semester 2011. Student samples are 

justifiable for this study, given the nature of the research design. First, the vast majority of 

university students fall into the 18-25 years age group. This age group has consistently been 

found to contain individuals who are most likely to purchase counterfeits (Bian and Veloutsou, 

2007, Gentry et al., 2001). Furthermore, students do not have the income required to purchase 

genuine luxury fashion brands. Thus, they resort to counterfeits to gain the benefits associated 

with use of luxury fashion brands (e.g. status consumption).  

 

3.2.  Measurement instrument  

Based on the literature, the survey instrument was built, using scales that were already 

validated in previous research.  The description of scale items and their reliabilities are 

shown in Table 2. Section A measured personality factors and section B examined the 

attitudes toward CLFPs. Section C comprised items regarding intention to purchase 

CLFBs. All items were measured on a five -point Likert scale with 1 representing 

“strongly disagree” and 5 representing “strongly agree”. Four additional questions were 

added to this section to better capture purchasing habits of CLFBs. The first question asked 

respondents whether they had purchased CLFBs in the past year. The other three questions 

in this section assessed how many times a respondent had purchased CLFBs, the product 

category and brand they had purchased. Since previous research on counterfeiting 

indicated that consumers’ perception about counterfeiting might differ by product category 

(Phau et al., 2009), this study selected six product categories and eight luxury brands for 

the context of counterfeiting. For the product categories, handbags, shoes, clothing, 

wallets, sunglasses and watches were selected for three main reasons. First, these products 

are not gender-biased as they are used across both males and females (e.g., handbags 

mainly for females and wallets for both females and males). Second, these products are 

very commonly used and serve a social purpose as they are consumed in public. Third, 

these products are amongst most frequently counterfeited or copied products in the 

marketplace. The luxury brands used in this study were taken from the list of the most 

frequently counterfeited brands reported by Thomas (2007). The list of brands included: 

Armani, Burberry, Chanel, Christian Dior, Dolce & Gabbana, Gucci, Louis Vuitton and 

Prada. The respondents were asked to select a product category and luxury brand from the 

given list that they had bought in the past. Section D comprised demographic information 

of respondents. 

Table 2 Source and α coefficient of measurement scale items 
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Scale measure  Source  Number of 

itemsa 

α 

coeffici

ent  

Fashion consciousness  

Value consciousness 

Public self-consciousness  

Ethical judgment 

Attitude toward counterfeited 

luxury fashion products  

Purchase intention  

Shim and Gehrt (1996) 

Lichtenstein et al. (1990)  

Burnkrant et al. (1985) 

Tan (2002) 

Adopted by Huang et al (2004) 

 

Ang et al. (2001) 

4 

4 

7 

4 

5 

 

4 

0.780 

0.961 

0.948 

0.641 

0.922 

 

0.968 

Note: a All scales rated on the five-point Likert scale.  

Source: Author's own research and calculation  

 

4. Research findings and discussion  

4.1.  Profile of sample  

In total, 365 questionnaires were collected, and of these 18 responses were discarded due 

to being incomplete. The remaining 347 usable responses were analyzed using SPSS 

Version 17. The mean age of the respondents was 19.71 years. A total of 66 percent of the 

respondents were female and 34 percent male. Over forty percent (45.5%) of the sample 

came from households with parental monthly income ranging from €500-€1,000. More 

than twenty percent (26%) of the sample had household monthly incomes of €1,000 and 

more. The remaining students came from households where parents earned less than €500 

per month. The percentage of buyers of CLFBs (67.7 percent) was higher than non-buyers 

(32.3 percent), which represents high counterfeiting rate in Bosnia and Herzegovina. 

Counterfeited designer clothing is the most popular category of counterfeits, following by 

handbags and sunglasses (Table 3).  In terms of counterfeit luxury fashion brands, the most 

popular of such brands were D&G, Chanel and Gucci (Table 3).  

 

Table 3 Purchases of counterfeits  
Variable  Frequency  Percentage 

Purchased  CLFBs 

Yes 

No 

Total  

 

235 

112 

347 

 

67.7 

32.3 

100.00 

Purchased counterfeited product category  

Handbags 

Shoes 

Clothing 

Wallets 

Sunglasses 

Watches 

Total  

 

48 

26 

89 

18 

36 

18 

235 

 

20.43 

11.06 

37.87 

7.66 

15.32 

7.66 

100.00 

Purchased counterfeited luxury brand 

Armani  

Burberry  

Chanel 

Christian Dior 

D&G  

Gucci  

Louis Vuitton 

Prada 

Total  

 

23 

21 

44 

31 

46 

40 

16 

14 

235 

 

9.79 

8.94 

18.72 

13.19 

19.54 

17.02 

6.81 

5.96 

100.00 

Source: Author’s own research and calculation 

4.2.  Hypotheses testing  
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In order to test the hypotheses (H1a – H4a), multiple regressions were used to analyze the 

effects of independent factors on attitude toward CLFBs. Results generated are shown in 

Table 4. Only two variables, namely fashion consciousness and public self-consciousness, 

are found to be significant predictors of attitude toward CLFBs (F = 49.488, p<0.01). 

These predictors  can  explain about 36.7% of the variance in attitude toward CLFBs. 

Contrary to our expectations, results of regression analysis revealed that value 

consciousness and ethical judgment are not significant predictors of attitude toward 

CLFBs.  In summary, there is a sufficient statistical evidence to support H1a (fashion 

consciousness) and H3a (public self-consciousness).  

 

Table 4  Factors predicting attitudes toward CLFBs  

 
Independent variables  B values Stan. Error Standardized β t -value p-value 

Fashion consciousness 

Value consciousness 

Public self-consciousness 

Ethical  judgment 

0.230 

0.102 

-0.755 

0.034 

0.062 

0.053 

0.066 

0.058 

0.174 

0.086 

-0.521 

0.025 

3.709 

1.935 

-11.383 

0.585 

    0.000** 

0.054 

    0.000** 

0.559 

Notes: R2  = 0.367; F =49.488  (significant at p<0.01);  ** significant at p<0.01 

Source: Author's own research and calculation  

 

Standard regression was used to predict the influence of four personality factors 

(fashion consciousness, value consciousness, public self-consciousness and ethical 

judgment) on consumer intention to purchase CFLBs. The results (Table 5) revealed that 

intention to purchase CLFBs is the most affected by public self-consciousness (β = -0.370; 

p<0.01) and fashion consciousness (β = 0.255; p<0.01). These results fully support H1b 

(fashion consciousness) and H3b (public self-consciousness). Results revealed that value 

consciousness and ethical judgment are not significant predictors of purchase intention of 

CLFBs, with all significance ratings above the critical level (p>0.05). Therefore, H2b and 

H4b are rejected.  

 

Table 5  Factors predicting purchase intentions of CLFBs 

 
Independent variables  B values Standard 

Error 

Standardized 

β 

t -value p-value 

Fashion consciousness 

Value consciousness 

Public self-consciousness 

Ethical  judgment 

0.389 

0.004 

-0.618 

0.108 

0.077 

0.065 

0.082 

0.072 

0.255 

0.003 

-0.370 

0.070 

5.065 

0.058 

-7.516 

1.496 

    

0.000** 

0.954 

    

0.000** 

0.136 

Notes: R2  = 0.265; F =30.783  (significant at p<0.01);   ** significant at p <0.01 

Source: Author's own research and calculation  

 

An independent t-test was conducted for attitude and purchase intention respectively 

between the buyers and non-buyers of CLFBs. Results (see Table 6) showed that 

significant differences existed between the two groups in their attitudes and purchasing 

intentions. That is, people who had previous purchase experiences of CLFBs had 

significantly higher scores in their attitudes and intentions than those who did not have 

previous experiences. Thus, hypothesis 5a and hypothesis H5b were accepted.  However, 

an overview of the mean and standard deviation indicates that both types of consumers 

(buyers and non-buyers) hold a somewhat unfavorable attitude toward CLFBs. In addition, 

their purchase intentions are low.  

Table 6 Buyers' and non-buyers' attitudes purchase intentions of CFLBs  
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Variables  Buyers  

(N = 235) 

Non-buyers  

(N = 112)  

t-value 

 M SD M SD  

Attitude 

Purchase intention  

2.73 

2.51 

1.088 

1.320 

2.43 

1.94 

1.202 

1.186 

-2.252* 

-3.813** 

Notes:  * significant at p<0.05;  ** significant at p<0.01 

Source: Author's own research and calculation  

 

In order to estimate the influence of attitudes toward CLFBs on purchase intentions of 

CLFBs standard regression analysis was performed. Table 7 shows that the R
2
 = 0.279, 

indicating that attitude toward CLFBs can explain about 27.9% of the variance in the 

dependent variable, i.e., intention to purchase CLFBs. This implies that attitude can lead to 

purchase intention.  Hence hypothesis H6 is strongly supported.  

 

Table 7  Regression of attitude on intention to purchase  

 
Independent variable  B values Standard 

Error 

Standardized 

β 

t -value p-value 

Attitude  0.607 0.053 0.528 11.544     

0.000** 

Notes: R2  = 0.279; F =113.274 (significant at p<0.01);  ** significant at p<0.01 

Source: Author's own research and calculation  

 

4.3. Discussion  

 

There are some very interesting results from this study. First, and foremost, attitudes 

toward CLFBs were found to have a positive, and significant, influence on intention to 

purchase CLFBs. This relationship was supported by previous study that used TPB in the 

context of purchasing illegal products such as pirated music CDs, software and 

counterfeited fashion products (for example Ang et al., 2001; De Matos et al., 2007; Phau 

and Teach, 2009). As illuminated by Yoo and Lee (2009), consumers with favorable 

attitudes toward CLFPs may not realize that purchasing these products can be a social 

concern and hence develop strong intention to buy them.  Another issue to point out is the 

wide degree of CLFBs availability in Bosnia and Herzegovina. Consumers have ample 

opportunities to purchase CLFBs since these products can be easily found in local markets 

and high street shops scattered across most urban cities in the country. Since CLFBs are 

more prominent and more widely available than genuine items in this country, the ease of 

access to counterfeits strengthens the link between attitude toward CLFBs and purchase 

intention of CLFBs.  

The findings have also shown that fashion conscious consumers have more 

favorable attitudes toward CLFBs and are more likely to purchase CLFBs. This could be 

contributed to the fact that luxury fashion products will go out of fashion by next season 

putting substantial financial burden on the consumers, if they want to stay up to date.  

Thus, consumers may choose to invest in a cheaper fake version of a high-fashion brand, 

which will last long enough to be replaced by the new counterfeited high-fashion brand 

from next season.  In such case, counterfeited high-fashion brands may permit consumers 

to imitate the latest fashion styles, as well as to be linked to those belonging to a higher 

social background.  One way to reduce this type of consumption is offering a branded 

product range at lower price that specifically targets young consumers. For instance, Vera 

Wang has a brand extension called Simply Vera Vera Wang that targets young middle to 

upper middle population who cannot afford the luxury line of Vera Wang. Simply Vera 

Vera Wang shares a similar concept with the parent brand, but it still maintains an 
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affordable option for young consumers who have a taste for style and status but have lower 

income. However, luxury fashion companies need to be aware that this may carry the risk 

of eroding prestige and exclusivity for consumers who pursue the brand value that 

premium luxury brands exude (Wee et al. 1995; Phau et al., 2009). 

Public- self consciousness is found to be significant factor in influencing consumer 

attitude toward CLFBs and their intention to purchase them. The findings have shown that 

public self-conscious consumers are less willing to purchase CLFBs.  Since, public self-

conscious consumers are concerned about their impression on others and are sensitive to 

interpersonal rejections (Nia and Zaichkowsky, 2000) it seem that potential social risk (e.g. 

embarrassment) associated with being detected for wearing CLFBs outweighs the 

economic benefits (e.g. price advantage of counterfeits). Therefore, genuine luxury fashion 

brand managers should increase consumers’ perceived social risks of buying and wearing 

CLFBs. As consumers buy these counterfeits to satisfy a desire for symbolic meanings 

such as social and financial status, recognition, respect and superiority, they would stay 

away from counterfeits when convinced they cannot impress others with „fake luxury“. 

It is interesting to note that in contrast to previous studies (Bloch et al., 1993; Ang et al., 

2001; Phau and Teach, 2009; Phau and Ng, 2010), value consciousness did not play a significant 

role in influencing consumers’ attitude toward CLFBs and purchase intention of CLFBs. 

However, this is consistent with past research that showed price is not the only determinant in 

consumers’ decision on purchasing counterfeited products (Wee et al., 1995). However, 

completely surprising is that construct ethical judgment has a positive, although non-significant, 

influence on attitude toward CLFPs and purchase intention of CLFPs.  

 

5. Conclusion  

Counterfeiting of luxury fashion products has become a severe global economical problem 

that cannot be alleviated overnight. The government and the public institutions that are 

related parties to fight counterfeit activities must adopt aggressive legal measures. Other 

efforts should be simultaneously added to discourage consumers from buying counterfeits. 

It is crucial for managers of genuine luxury fashion brands to understand the fundamentals 

of consumer attitudes and purchase behaviors of counterfeits to be able to counter the 

epidemic of „fake luxury“.  

The present study contributes to the existing body of literature in the field of 

counterfeiting. In summary, it is evident that consumers’ attitudes toward CLFBs play an 

important role in influencing consumers’ purchase intentions. Additionally, fashion 

consciousness and public self-consciousness were found to have a significance influence 

on consumers’ attitudes toward CLFBs and their intention to purchase CLFBs. Contrary to 

our expectation, research findings revealed that value consciousness and ethical judgment 

are not useful predictors of consumers’ attitudes toward CLFBs and their purchase 

intentions. Also, it is noted that buyers hold more favorable attitudes toward CLFBs and 

are more willing to purchase CLFBs than non-buyers.  

There are some of limitations in this study worthy of improvement and leads for 

future studies. First, the homogenous sample of students and convenience sampling 

method adopted in this research may impede the generalization of overall consumers’ 

attitudes and purchase intention toward CLFBs. Therefore, sampling from a more 

heterogeneous population and applying the research to other countries for a cross-cultural 

examination will be helpful for the external validity. Second, the research focused on a 

limited range of counterfeits, luxury fashion brands. Third, in this research purchase 

intention was used as a proxy variable for actual purhase, it should be noticed that there is 

a gap between the individuals’ intention to perform an act and his or her actual behavior. 

As suggestions for future research, it would be wise to replicate this study among 

different product categories (e.g. CDs, DVDs, toys, etc) and check for possible differences. 
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It is also recommended that new important variables be included as predictors of purchase 

intentions of counterfeits (e.g. product involvement, risk aversion and perceived risk, 

personal gratification). Further exploration using qualitative approaches to examine 

consumer purchase behavior of counterfeit products may provide deeper insights.  
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Abstract 

  

Any national economy and its long-term development depend on the quality of their 

human resources, whereas the using of this resources and investing in their quality are the 

primary factors for development. In this context, lifelong learning is conditio sine qua non 

of human resources development, and the development of lifelong educational system is 

the basic infrastructural precondition of growth and development. According to the 

definition, the lifelong learning represents the learning activity undertaken throughout life, 

with the aim of improving of knowledge, skills and abilities within a personal, civil, social 

and business perspective, or concerning employment.  

 

In the European Union the importance of lifelong learning is manifested in established goals of 

the Lisbon Strategy of 2000 and the revised version of 2005, which emphasizes the ambition of 

European Union to become the most competitive and dynamic knowledge-driven economy in 

the world, capable of sustainable economic growth with more and better jobs, greater social 

cohesion, as well as reaching full employment. Taking into consideration that the Republic of 

Croatia is on its way to full EU membership, the aims of Lisbon strategy will become important 

element of Croatian development strategy. The importance of lifelong education in the Republic 

of Croatia has been recognized, however, the participation in the lifelong education process is 

very low and way behind the European average. 

 

The aim of this paper is to analyze the importance of lifelong learning in terms of reducing 

unemployment as one of the serious macroeconomic problems, especially emphasized by 

the global crisis. The theoretical part of the paper discusses the aspect and importance of 

lifelong learning in the contemporary economy with the special emphasis on the role of 

lifelong education in increasing employability and active labour market participation. The 

attention of this research is focused on the opinions and attitudes of the citizens of Osijek-

Baranja County concerning perception of the need for lifelong education and their 

involvement in one of the possible programs for lifelong education. Regarding the fact that 

Osijek-Baranja County is the region legging behind, with a burden of high rate of 

unemployment, among others, it is of high importance to identify citizens’ consciousness 

regarding the importance of lifelong education, and thereby improving their labour market 

participation. The results of the research may serve to local/regional decision-makers as a 

guideline for establishing regional development strategy. 

 

Keywords: lifelong learning, human capital, Lisbon strategy, unemployment, EU 

JEL classification: E24, I25 
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1. Introduction 

The unemployment finds its place within various economic policies that are trying to 

reduce it by using different methods. The efforts to reduce it have been particularly 

intensified in the era of global financial crises (Scarpetta, Sonnet & Manfredi, 2010; 

Guichard & Rusticelli, 2010; Marelli, Patuelli & Signorelli, 2011). One of the possible 

ways to fight unemployment is increasing the employability of population in order to better 

adapt to the changes on labor market. The employability refers to skills, understandings 

and personal attributes that makes people more likely to gain employment and be 

successful in their chosen occupations, which benefits themselves, the workforce, the 

community and the economy (Yorke, 2006: 8).  The lifelong learning represents one of the 

ways to increase employability particularly when it comes to combining different types of 

education (Fahr, 2003; Jónasson, 2007; Kenny, Kilmartin & English, 2007). In addition to 

this, lifelong learning has numerous positive effects on society and economy as a whole, 

which inter alia include, more educated labor force and bigger productivity (Sloep, Boon, 

Cornu, Klebl, Lefrere, Naeve, Scott, & Tinoca, 2011).  

There is notable difference between terms education and learning. Learning 

presents an informal process of knowledge, values and skills adaptation and is a basic 

instinct which all individuals posses and involves knowledge gained through teaching, 

while education presents formal process, process of impartation of knowledge, values, 

skills and attitudes, acquired by individuals and something that one gets at some point in 

their life. For education we can also say that it is knowledge gained through experience.
122

 

Lifelong education means education which is a result of comprehensive interferences and 

integration of formal, non-formal, and informal education in creation of ability to 

continuous lifelong development, presenting a continuous lifelong process with its 

beginning by learning from our families, communities and schools (OECD, 1996, 2005). 

The importance of the lifelong learning - defined as all learning activities 

undertaken through life to improve knowledge, skills and competences, within a personal, 

civic, social and/or employment-related perspective - has been recognized by the European 

Union (Master in Lifelong Learning). Namely, the conclusion of the European Council 

held in Lisbon in March 2000 (Lisbon European Council, 2000) which marked the 

direction of policy and action in the European Union have emphasized the importance of 

lifelong learning for the future of European Union, calling upon all member states to 

develop strategies for implementing lifelong learning at individual and institutional levels, 

and in all spheres of public and private life. In the Lisbon European Council, the strategic 

goal is set, to become by 2010 the most competitive and dynamic knowledge-based 

economy in the world capable of sustainable economic growth with more and better jobs 

and greater social cohesion
 
(Lisbon European Council, 2000).  

Croatia, as a country which will soon become a fully-fledged member of the 

European Union, has been investing efforts to implement lifelong learning in all spheres of 

public and private life. This is particularly important for Croatia since unemployment rates 

have been having an adverse effect on the national economy.  

The purpose of this paper is to discuss the role of lifelong learning in raising 

employability and combating unemployment which represent one of major macroeconomic 

and social problems of contemporary society. The paper focuses on the unemployed 

persons and evaluates their opinions, attitudes and interests about lifelong learning. It is 

based on a survey among 173 unemployed persons registered in the Osijek-Baranya county 

(Croatia) conducted in November 2011. In particular, this research tries to identifie some 

barriers and motives of unemployed persons for lifelong learning. The obtained results can 

                                                 
122Difference between education and learning, http://www.differencebetween.net/miscellaneous/difference-between-

education-and-learning/. Accesed 17 January 2012 

http://www.differencebetween.net/miscellaneous/difference-between-education-and-learning/
http://www.differencebetween.net/miscellaneous/difference-between-education-and-learning/
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be used for policy suggestions how to promote lifelong learning and lifelong education as 

an integral part of any development strategy.  

After introductory remarks, the section two briefly discusses the importance of 

lifelong learning and countinous of its impacts on unemployment rate, with overview of 

European experience. The section three describes the research design, methodology used. 

The section four discusses the results of the research, referring to conducted survey of 

unemployed persons in Osijek-Baranya county. The paper concludes with section five.  

                                                                                                                                                                                                                                                                      

2. CONCEPT OF LIFELONG LEARNING AND ITS RELATION TO THE 

UNEMPOYMENT: CROATIAN AND EUROPEAN UNION EXPERIENCE 

 

2.1. RELATION OF LIFELONG LEARNING AND EMPLOYMENT IN GENERAL 

 

Lifelong learning plays a key role in enhancing the economic performance and prospects 

of individuals and, indeed, of whole economies (Jenkins, 2004). From education 

investment one can benefit in many ways, but also a society through well educated labour 

force and to become a key for economic growth accomplishment. A person who is a longer 

period member of lifelong learning programe can contribute to more advanced and 

competitive economy (Aspin & Chapman, 2001). When considering individual 

competences from the solely economic point of view, these competences contribute to the 

economy in terms of boosting production, increasing market competitiveness, as well as 

developing qualified labor force and creating environment for innovation (Rychen & Hersh 

Salganik, 2000).  

Lifelong learning assures better competencies which make a contribution to 

economic development and lead to greater employability (Simmons-McDonald, 2009). 

Lisbon Strategy together with other European Union higher education institutions have 

pointed out importance of employability and lifelong learning, contributing to more 

flexible and adaptable labour market (EURASHE). Competences are defined as a 

combination of knowledge, skills and attitudes appropriate to the context and the key 

competences are those which all individuals need for personal fulfillment and 

development, active citizenship, social inclusion and employment. According to the 

European Union Lifelong Learning Programme (2007) eight competences are particularly 

necessary in contemporary economy and society: i) communication in the mother tongue; 

ii) communication in foreign languages; iii) mathematical competence and basic 

competences in science and technology; iv) digital competences; v) learning to learn; vi) 

social and civic competences; vii) sense of initiative and entrepreneurship; viii) cultural 

awareness and expression (European Reference Framework, 2007). York (2006) stated 

definion about employability refers to labour market and converting employability into 

employment (Yorke, 2006). Desirable reduction of unemployment rates should be 

achieved through efforts implemented in Bologna process. It should also enable students to 

choose the university that best suited them. Crucial question worked off, and regarded 

translation of university knowledge into job creation, to intercept and achieve high 

sustainable employability (DVV, 2011).  

Lifelong learning strategy and concepts in European Union can activate individuals 

in becoming an self-organized learners and change the field of learning from enclosed 

environments to an learning events and generate development in European Union and its 

population. Different macroeconomic policies were proposed to enhance economic growth, 

and all these objectives should be maintained by lifelong learning policies to make human 

capital one of European Union greatest grounds towards knowledge based-economy 

(Aceto, Dondi, Kugemann, 2004; Jones, 2005; Tuschling & Engemann, 2006).   

 



409 

2.2. LIFELONG LEARNING AND EMPLOYABILITY IN EUROPEAN UNION 

 

European Union through the Lisbon Strategy of 2000 and its revised version of 2005, 

emphasizes the ambitious of European union to become knowledge-based economy. 

Acquirement of this aim ensures better economy achievements and refers to: i) Preparing 

the transition to a knowledge-based economy and society…; ii) Modernizing the European 

social model…; iii) Sustaining the healthy economic outlook and favorable growth 

prospects... (Lisbon European Council, 2000). Contemporary social and economic changes 

are interrelated because of active citizenship promotion and employability promotion. 

These two aims contribute in economic and social life. In achieving better employability 

statistics education plays significant role. Governments and other policy makers can also 

have certain impact of employability improvement. Besides them, both employers and 

employees have to take into consideration that lifelong learning is becoming crucial in 

their job maintenance. Employability is comprised as well in keeping older people longer 

in employment (Commission of the European Communities, 2000).  

From countries mentioned in the Table 1 referring to percentage of population that 

participated in education and training in 2010 in EU, the highest percentage of population 

that participated in education and training is registered in Slovenia with percentage of 16.2 

and Austria 13.7. Bulgaria (1.2%) and Romania (1.3%) are registered as EU countries with 

the minimum percentage of participation in education and training. Croatian participation 

as registered in the Table 1 was 2.0 %, what presents very low percentage of population 

participating in education and training, but is still somewhat higher than the percentage of 

the named EU countries. 

 

Table 1. Lifelong learning, 2005 and 2010 (1), (% of the population aged 25 to 64 

participating in education and training) 

2005 2010 2005 2010 2005 2010

EU-27 9,8 9,1 9 8,3 10,5 10

Euro area 8,1 7,9 7,9 7,5 8,4 8,3

Austria 12,9 13,7 12,3 12,7 13,5 14,7

Belgium 8,3 7,2 8,2 7 8,5 7,4

Bulgaria 1,3 1,2 1,3 1,1 1,2 1,3

Croatia (4) 2,1 2 2 2,2 2,1 1,8

Czech Republic 5,6 7,5 5,2 7,3 5,9 7,7

Estonia (2) 5,9 10,9 4,3 8,6 7,3 13

France 7,1 5 7 4,6 7,2 5,4

FYR of Macedonia - 3,2 - 3,1 - 3,4

Germany 7,7 7,7 8 7,7 7,4 7,6

Hungary 3,9 2,8 3,2 2,6 4,6 2,9

Italy 5,8 6,2 5,4 5,9 6,2 6,5

Poland 4,9 5,3 4,3 4,8 5,4 5,9

Romania 1,6 1,3 1,5 1,2 1,6 1,4

Slovenia 15,3 16,2 13,6 14,1 17,2 18,3

Spain (3) 10,5 10,8 9,7 10 11,4 11,6

Total Male Female

 
Note: (1) Refer to the Internet metadata file 

(http://epp.eurostat.ec.europa.eu/cache/ITY_SDSS/en/efsi_edu_esms.htm). 

(2) 2005 male rate, unreliable or uncertain data. 

(3) Break in series. 

(4) 2010 male and female rates, unreliable or uncertain data. 

Source: Eurostat (online data codes: tsiem080 and trng_Ifs_01), Lifelong learning statistics, 

http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics. Accesed January 

24 2012 

http://epp.eurostat.ec.europa.eu/cache/ITY_SDSS/en/efsi_edu_esms.htm
http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics.%20Accesed%20January%2024%202012
http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics.%20Accesed%20January%2024%202012
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In Table 2 in selected EU and non-EU countries are shown percentages of different 

reasons for participation in non-formal education and training in 2007. In getting 

knowledge/skills related to interested subject was highest in Spain with 66%, and least in 

Poland with 7.6%. The highest percentage interested in getting knowledge/skills useful for 

everyday life was in Austria with 57.2%, and least in Poland with 7.2%, while the highest 

percentage interested in non-formal education and training because of increasing 

possibility to get a job/changing job was in Hungary (33.3%) and least in Slovenia (1.7%). 

Opinion that participating in non-formal education and training is obligation, according to 

data from Table 2, was highest in Hungary (51.4%) and least in Poland (5.2%) and opinion 

that non-formal education and training decreases possibility to lose job was highest in 

Hungary (38.3%), and the least in Slovenia (1.0%). Opinion that non-formal education and 

training improves career prospect was as the highest represented rate in Estonia (80.2 %) 

and the least in Italy (47.6%). In Austria was the highest rate of non-formal education and 

training as a reason of meeting new people and of fun (20.9%) and least in Poland (0.5%) 

Accede that participating in non-formal education and training is because of obtain 

qualification, was highest in Hungary (35.2%) and least in Slovenia (2.3%). Hungary had 

the highest percentage of population that choose starting own business as a reason for 

participation in non-formal education and training (7.5%) and Slovenia the least (0.3%). 

Some other opinions also exist and in the Table 2 are pointed as other/no response.   

 

Table 2. Reasons for participation in non-formal education and training in selected EU and 

non-EU countries, (1) 2007 (%) 

 

Item/Country Austria Belgium Bulgaria Croatia

Czech 

Republic Estonia

To get knowledge/ skills relating to interesting subjects 57,4 38,7 38,5 45,4 46,2 21,1

To get knowledge/ skills useful for everyday life 57,2 29,8 40 35,9 33,7 17,6

To increase possibility of getting a job/changing job 16,2 9,2 20,8 17,3 16,8 5,8

Obliged to participate 23,7 24,1 22,1 31,7 7,4 24,9

To be less likely to lose job 10,5 3,3 22 17,6 13,3 15,1

Do job better/improve career prospects 67,1 64,4 77,3 78,1 54,6 80,2

Meet new people, for fun 20,9 11,8 9,2 8,3 10,4 2,4

Obtain qualification 10,7 8,1 34,3 15,3 20,8 8,8

Start own business 4,6 2,6 1,8 4,9 4,5 1,6

Other/no resp. 5,1 1,9 1,2 1,4 0,5 5,5

Item/Country Germany Hungary Italy Poland Slovenia Spain

To get knowledge/ skills relating to interesting subjects 45,9 56 43,9 7,6 12,5 66,6

To get knowledge/ skills useful for everyday life 14,3 52 20,9 7,2 21,2 50,8

To increase possibility of getting a job/changing job 15,6 33,3 10,9 7,2 1,7 28,4

Obliged to participate 25 51,4 13,8 5,2 13,1 11,8

To be less likely to lose job 19,9 38,3 2,5 6,6 1 12,7

Do job better/improve career prospects 68 67,8 47,6 67,1 54,4 68,4

Meet new people, for fun 10,5 12,2 13,3 0,5 1,8 11,8

Obtain qualification 11,6 35,2 13,5 7,2 2,3 25

Start own business 3,8 7,5 2,6 1,4 0,3 4,8

Other/no resp. 5,4 1,3 3,9 2,8 2,5 5  
Note: (1) Multiple answers allowed; Bulgaria; the Czech Republic; Spain and some other countries not 

mentioned in this table did not interview participants taking part in guided on the job training; refer to the 

Internet metadata file (http://epp.eurostat.ec.europa.en/cache/ITY_SDSS/en/trng_aes_esms.htm). 

Source: Eurostat (online data code: trng_aes_142), Lifelong learning statistics, 

http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics. Accesed January 

24 2012 

 

http://epp.eurostat.ec.europa.en/cache/ITY_SDSS/en/trng_aes_esms.htm
http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics.%20Accesed%20January%2024%202012
http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics.%20Accesed%20January%2024%202012
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Importance of obstacles in participation in education and training is relevant for 

named subject. Table 3 displays some of obstacles in selected EU and non-EU countries 

for 2007. The biggest obstacle according to this Eurostat survey, conducted in 2007, was 

for the EU deficiency of time due to family with 36.6%. The highest obstacles for most of 

the selected countries in the Table 3 are insufficiency of time due to family time.  

 

Table 3. Obstacles to participation in education and training in selected EU and non-EU 

countries, 2007 (1) (%) 

 

EU Austria Belgium Bulgaria Croatia

Czech 

Republic Estonia

Health or age 13,4 6,2 12,8 11,5 13,4 11,8 17,1

None within reachable distance 18,6 22,2 7,7 29,7 32,1 16,1 32,5

No time due to family 36,6 41,4 22,5 28,8 55,5 38,4 36,6

Did not have the prerequisites 13,3 7,1 5,6 16,3 18,4 7,8 2,7

Too expensive, could not afford 28,3 34,2 10,5 56,6 60,6 19,7 50,1

Did not like idea of going back to school 13,5 2,8 2,8 6,2 5,2 2 8

Lack of employer support 16,3 16 8,6 11,6 21 22,5 8,4

Conflict with work schedule 35 39,3 19,4 24,1 35 36,8 30,8

Other/ no resp. 24,4 16,8 6,2 7,7 25,3 3,6 40,2

Germany Hungary Italy Poland Slovenia Spain

Health or age 10,4 12,5 19,7 9,1 14,6 5,8

None within reachable distance 21,3 32,4 16,8 31 28,5 8,5

No time due to family 29,1 37,4 49,5 29,2 35,6 41,2

Did not have the prerequisites 20,6 13,9 19,2 9,2 7,2 7,5

Too expensive, could not afford 37,4 42,3 26,2 61,3 45,9 13,4

Did not like idea of going back to school 9,5 18,9 16,5 17,5 6,9 2,7

Lack of employer support 28,1 39,9 15,2 20,4 21,1 4,7

Conflict with work schedule 31,6 53,2 44,1 31,4 52,4 32,6

Other/ no resp. 11,4 15 12,4 11,5 8,3 28  
Note: Multiple answers allowed; France, Romania and some other unmentioned countries in this table are not 

included in the EU average; refer to the Internet metadata file 

(http://epp.eurostat.ec.europa.eu.cache/ITY_SDSS/en/trng_aes_esms.htm).  

Source: Eurostat, Lifelong learning statistics, 

http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics. Accesed January 

24 2012 

 

2.3. LIFELONG LEARNING AND EMPLOYABILITY IN CROATIA  

 

Taking into consideration that Croatia is on its way to full EU membership, the aims of 

Lisbon strategy will become important element of Croatian development strategy. The 

participation in the lifelong education process is in Croatia much beyond the average of 

European Union statistics.  

Croatian attempts of following EU educational policy is visible through documents 

such as Declaration of Knowledge (2002) and Croatia Based on Knowledge and its 

Application (2004). Main strategy in creating the knowledge society is lifelong learning 

concept. Its importance ensue employability improvements and providence in education 

and acquirement of professional knowledge in a way that suits both, individual and labour 

market needs. Since then Croatia has registered some positive movement by raising its 

http://epp.eurostat.ec.europa.eu/statistics_explained/index.php/Lifelong_learning_statistics
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education quality, modernizing content in high school education and in higher education. 

Also, the framework of non-formal education supply has been also widened. 

Unfortunately, such changes have not solved the problem of Croatian labour market and 

unemployment. In addition, unexpected economic crises appeared in 2008 only aggravated 

Croatian labour market situation (Žiljak, 2005).  

 

3. RESEARCH METHODOLOGY 

 

This paper focuses on the concept of lifelong learning as one of the way to fight 

unemployment, as well as to improve conditions for economic growth and development. 

Main objective is to point the unemployment problem, to analyze the awareness level of 

unemployment persons and their positions about the lifelong learning concept, possibilities 

in improving own knowledge, as well as barriers and motives for continuous learning. 

In order to measure necessity of rise of lifelong learning awareness and new 

policies implementation as possible employment status improvements, survey was 

conducted among unemployed population about opinions and attitudes of lifelong learning, 

as well as their interest in it. Survey design consisted of several steps, where first one was a 

sampling plan - plan how to select the right sample from the population. Since sample 

selection depends on the population size, its homogeneity, the sample media and its cost of 

use, and the degree of precision required (Salant & Dillman, 1994, pp. 54), sample plan 

started with analyzing total population of Osijek-Barany County, where, as already argued, 

in time of survey, November 2011, there were 32.063 unemployed persons. Also, 

determination of sample size depends on desired degree of precision, statistical power, 

required ability of the researcher to gain access to the study subjects, degree to which the 

population can be stratified and selection of the relevant units of analysis. Having that in 

mind, sample of 0.5% (n=160) of total population was targeted. Since sample size is 

related to, but not the same as representative sample, it was decided that 0.5% is big 

enough sample since, at confidence level of 90% margin error for 150 sample size is +/-

6.7%. Furthermore, sample structure was taking care of regarding two main demographic 

variables: gender and age (see Table 4). 

 

Table 4. Sample and population demographic structure 

 

 
Source: Author’s illustration 

 

After detecting sample units, data collection method was considered. In the end it 

was consisted of two methods: 75% (n=129) of sample units were contacted on central 

location (Croatian Employment Service, branch office Osijek) where they were given 

printed version of questionnaire, which means that “Paper and Pen” data collection method 

was primarily used. Other 25% of sample units (n=44) were contacted online chosen 

through social network due to the main criteria (area of living, unemployment). 

Next important step was creating measurement instrument – questionnaire. 

Questionnaire was consisted of 9 questions out of which 3 were related to socio-

demography. Other questions were consisted of nominal scales, ordinal scales, as well as 

Sample  

n=173 

Population  

N=32.063 
% Diff  

(Sample vs Pop) 

Male 45% 44% 1% 

Female 55% 56% -1% 

18-34 57% 54% 3% 

35-54 43% 47% -4% 

Gender 

Age 
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of set of items evaluated using “Likert Scale” 1 to 5. Time needed for completing the 

questionnaire was 4 minutes on average. Final step was related to analyzing and 

interpreting survey results. For that purpose, Statistical Package for the Social Sciences 

17,0 (SPSS 17,0) was used in order to obtain univariate and bivariate statistical analysis in 

form of descriptive statistics (measures of central tendencies, Chi Squere etc.) as basis for 

result interpretation, which is shown in next chapter. 

 

4. SURVEY RESULTS: ANALYZES OF LIFELONG LEARNING IMPACTS ON 

UNEMPLOYMENT REDUCTION IN OSIJEK-BARANYA COUNTY 

 

As unemployment problem is one of the major macroeconomic problems, we wanted to 

perceive the abilities in its reduction through lifelong learning concept in Osijek-Baranya 

county as a region qualified in Croatian economy as a region lagging behind. Because of 

Osijek-Baranya county backwards compared to other Croatian regions it is necessary to 

take effect on various methods. For that goal and aim a survey is conducted on a 173 

unemployed persons. According to educational structure, which within this survey is basis for 

result discussion. In survey participated: i) 10.98% respondents with primary school, ii) 58.38% 

respondents with high school, iii) 28.9% respondents with college degree, iv) 1.74% respondents 

with masters degree while the respondents structure according to age, was following: i) within 

age group 18-24 participated 20.23% ii) within age group 25-34 participated 37.57%, iii) within 

age group 35-44 participated 21.97% , and iv) age group 45 or more in percentage of 20.23% . 

On grounds of pursuit survey and total respondents, we set out levels of different 

perception about readiness for labour market fluctuation, comprising subjectivity 

standpoint. Regardless of subjectivity, it is certain indicator of persons that should get 

included on labour market and the structure labour market demands. Within this situation 

we carry data that in the highest number refers to persons which express their attitude 

about completely readiness for labour market in percentage of 34.6%, persons that for the 

labour market are prepared only theoretically, without any practical knowledge that would 

make them easier to participate on the labour market (33.6%), while 24.9% respondents is 

partially prepared for labour market changes. Only 6.9% from total respondents in Osijek-

Baranya county, considered that they are fully prepared for changes and events within 

labour market (Figure 1). 

 

Figure 1.  Respondents opinion about labour market readiness 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 

Furthermore, achieved respondents educational scale betray and generates 

impecunious implementation of additional educational contents, from the side of local or 

national authorities to implement easier entire lifelong learning concept also to those 

structures which formal education is in a final stage or is significantly beyond that stage 

(Figure 2). 
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Figure 2. Scale of acquired education and labour market readiness 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 

According to scale of acquired education persons efficiency in Osijek-Baranya 

county steamed after following data: i) respondents with primary school and high school 

consider that they do not have adequately labour market qualifications, ii) persons with 

college degree consider that are sufficient theoretical prepared, but without adequately 

practical knowledge, and iii) masters which have divided opinions in their expressions, 

within there is almost equal division of three level opinions, including following: complete 

readiness, readiness without practical but only theoretical knowledge, and insufficient 

readiness for labour market. In Table 5 and Table 6 basic statistical indicators are shown 

which are calculated on basis of grade that respondents evaluated their knowledge of 

computing literacy and foreign language knowledge on ordinal scale. Respondents 

evaluate their knowledge on a scale by using grades from 1-5 therewith grade 1 indicated 

insufficient knowledge level, 2 sufficient knowledge level, 3 good knowledge level, 4 very 

good knowledge level, and 5 as excellent mastered of questioned knowledgment of 

computing literacy and foreign language knowledge. Kruskal-Walis test on 173 sample 

respondents detected statistical significant difference between knowledge among different 

age groups in field of computer working (X
2
=33,897, p=0,000), MS Office knowing 

(X
2
=36,174, p=0,000), Internet (X

2
=21,758, p=0,000), programming (X

2
=31,437, 

p=0,000), other informatical packages (X
2
=16,786, p=0,001), knowledge of English 

language (X
2
=28,294, p=0,000). Within all mentioned cases the biggest mean is calculated 

for the youngest age group (18-24 years), and the smallest for the oldest age group (45 or 

more years). 

 

Table 5. Respondents self-estimation about acquired knowledge per Kruskal Wallis test  

 

 Comput. 

working MS Office Internet Programming Multimedia 

Other inf. 

packages 

         

English      

Chi-Square 33,897 36,174 21,758 31,437 12,373 16,786 28,294 

Df 3 3 3 3 3 3 3 

Asymp. Sig. ,000 ,000 ,000 ,000 ,006 ,001 ,000 

Source: Authors’ illustration, Data analysis harvested by survey in Statistical Package for the Social Sciences 

17.0 (SPSS 17.0) 
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Table 6. Report of respondents self-estimation acquired knowledge according to age 

groups 
 

Group  Age 

Comput. 

working 

MS 

Office Internet 

Progra-   

mming 

Multi-         

media 

Other inf. 

packages English 

1        18-24 Mean 4,14 3,71 4,40 2,34 3,57 3,11 3,43 

N 35 35 35 35 35 35 35 

Std. 

Deviation 
,974 1,296 ,881 1,162 1,092 1,231 1,267 

Median 4,00 4,00 5,00 2,00 4,00 3,00 4,00 

2       25-34 Mean 3,80 3,46 3,97 1,89 2,82 2,52 3,34 

N 65 65 65 65 65 65 65 

Std. 

Deviation 
1,107 1,404 1,212 1,002 1,298 1,091 1,338 

Median 4,00 4,00 4,00 2,00 3,00 2,00 4,00 

3       35-44 Mean 3,39 3,08 3,58 1,53 2,16 2,24 2,87 

N 38 38 38 38 38 38 38 

Std. 

Deviation 
1,175 1,323 1,388 ,979 1,197 1,195 1,436 

Median 4,00 3,00 4,00 1,00 2,00 2,00 3,00 

4        45+ Mean 2,66 2,51 2,86 1,63 1,86 1,80 2,17 

N 35 35 35 35 35 35 35 

Std. 

Deviation 
1,259 1,463 1,498 1,114 ,944 1,023 1,272 

Median 3,00 3,00 3,00 1,00 2,00 1,00 2,00 

Total Mean 3,55 3,24 3,75 1,85 2,63 2,43 3,02 

N 173 173 173 173 173 173 173 

Std. 

Deviation 
1,231 1,429 1,353 1,084 1,308 1,202 1,404 

Median 4,00 4,00 4,00 1,00 3,00 2,00 3,00 

Source: Authors’ illustration, Data analysis harvested by survey in Statistical Package for 

the Social Sciences 17.0 (SPSS 17.0) 

 

In the Figure 3, Figure 4 and Figure 5 concerning the knowledge investment 

possibilities and improvement of self knowledge and education, data are presenting total 

respondents according to educational- and age- structure. These displayed data show 

significant discrepancy. From total respondents, when having possibility for advanced and 

improvement of their knowledge in certain types of education, at most 29.58 % would 

decide for attendance to some foreign language and 20.88 % for any other form of 

prequalification; after these mentioned, 17.06 % would sign in to some informatical 

course, and 19.14 % would decide themselves for practical knowledge acquire. When 

concerned education level (Figure 3) different results are harvested in all groups according 

to educational affinity; whereat respondents with primary school would choose 

professional retraining, high school respondents equally foreign language (26%), 

additional retraining (23%), informatics classes (20%), while respondents with faculty 

have something different arranged priorities. For them, most important is attendance of 

foreign language classes (46%), while masters priority is practical work (66%) (Figure 4). 

According to age (Figure 5), there is inherent difference in possibility choice for 

knowledge improvement in age groups. In this respect, the oldest respondents group (45 or 

more years) as their first election put informatics classes, and the younger age ones would 

decide themselves for professional retraining perhaps college subscription. 
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Figure 3. Possibilities of investments in future education according to total respondents 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 

Figure 4. Possibilities of investment in education according to education structure   

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 

Figure 5. Possibilities of investment in education according to age group 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 
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Figure 6. Obstacles in future education 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 

By testing unemployment persons about their opinion in the reason which prevents 

them in future education and investment in their own knowledge, even 60.32% agrees that 

finances are the largest obstacle, for 13.34% of respondents accents insufficiency of free 

time, 12.76% accents insufficiency of motivation, while others in smaller percentage  

instigate overage as their main obstacle, bad previous education experiences, and that there 

is a lack of courses/educational institutions in Croatia they are interested in (Figure 6). 

Regardless to educational scale and age group there are not significant differences in 

results (Figure 7 and Figure 8), as all of them cite finances as the main obstacle in future 

education. This is not anything to marvel, as survey was conducted on unemployed 

persons. 

 

Figure 7.  Obstacles in education according to educational scale 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Authors’ illustration 

 



418 

Figure 8. Obstacles in education according to age group 

 

 
Source: Authors’ illustration 

 

On the basis of total respondetns results about motivation for further education 

individual attitudes from respondents are collected. Obtained results indicated on narrow 

connection between respondents attitudes concerning obstacles in future education. As the 

greatest motiv, put on the first place of motives, are finances (35.96%), whereas as a motiv 

for future bigger employment chance (29.58%). Other respondents as a motives in minor 

percentage cite environment support, surplus of free time, and courses with approved 

certificate (Figure 9).  

 

Figure 9. Basic motives for future education according to total examinees 

 

 
Source: Authors’ illustration 

 

Following tables (Table 7 and Table 8) contain basic statistic indicators and the 

results Kruskal-Wallis test calculated on the basis of lifelong learning conclusions by 

which respondent’s evaluated answers according to their age. Within taking out their 

opinions, respondents answered on questions that refer to approval/disapproval of lifelong 

learning conclusions. Conclusions referred to following variables: i) Better chances for job 

finding (on the Figure 4 marked as job); ii) Faster adaptation to social changes (on the 

Figure 4 marked as adaptation), iii) Satisfied and fulfilled life (marked on the Figure 4 as 

satisfaction), iv) Opinion about lifelong learning as intended manly to people of older age 

group (marked in the figure 4 as old people), and v) That further education is cost effective 

only if you are young (marked in the Figure 4 as people). They rank their answers 
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according to five scale on ordinary scale therewith grade 1 marked that respondents did not 

agreed at all, with grade 2 that they mostly do not agree, with grade 3 that they nor agree 

nor disagree, with grade 4 that they mostly agree, and with grade 5 that they fully agree. 

According to signification level there is significant discrepancy in one age group. But, 

respondents the biggest level of accord expressed by conclusion that lifelong learning 

provides faster adaptation to social changes, which evaluated with average grade 3,67, and 

with the minimal average grade 2,08 they evaluated that lifelong learning is mainly for 

elderly persons. 

Table 7. Respondents attitudes about lifelong learning per Kruskal Wallis test, 

according to age group 

 
job adaptation satisfaction old peple y. people 

Chi-Square 4,158 10,724 1,418 6,218 4,023 

Df 3 3 3 3 3 

Asymp. Sig. ,245 ,013 ,701 ,101 ,259 

 

Source: Authors’ illustration, Data analysis harvested by survey in Statistical Package for 

the Social Sciences 17.0 (SPSS 17.0) 

 

Table 8. Report of respondents attitudes according to offered conclusions 

about lifelong learning according to age group 

Age           job 

     

adaptation satisfaction  o. peple 

               y. 

people 

1 18-24 Mean 3,37 3,60 3,34 2,11 3,11 

N 35 35 35 35 35 

Std. Deviation 1,497 1,355 1,454 1,157 1,491 

Median 4,00 4,00 4,00 2,00 4,00 

2 25-34 Mean 3,28 4,02 3,54 1,86 2,58 

N 65 65 65 65 65 

Std. Deviation 1,586 1,293 1,542 1,197 1,540 

Median 4,00 5,00 4,00 1,00 3,00 

3 35-44 Mean 3,47 3,61 3,63 2,05 2,95 

N 38 38 38 38 38 

Std. Deviation 1,370 1,366 1,403 1,374 1,627 

Median 4,00 4,00 4,00 1,00 3,00 

4 45+ Mean 2,80 3,17 3,46 2,46 3,11 

N 35 35 35 35 35 

Std. Deviation 1,530 1,403 1,358 1,314 1,623 

Median 3,00 4,00 4,00 3,00 3,00 

Total Mean 3,24 3,67 3,50 2,08 2,88 

N 173 173 173 173 173 

      

Std. Deviation 1,517 1,369 1,449 1,262 1,571 

Median 4,00 4,00 4,00 2,00 3,00 

 
Source: Authors’ illustration, Data analysis harvested by survey in Statistical Package for the Social Sciences 

17.0 (SPSS 17.0) 
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5. CONCLUSIONS AND POLICY SUGGESTIONS 

Economy tendency, as well as tendencies of Osijek-Barany citizens is reduction of 

multitude unemployment. Just therefore economy policy holders are concerned regarding 

this macroeconomic problem and attempt to bring employment in full employment and 

accordingly generate economic stability and growth. According to analized data conducted 

by survey, some of possible solutions and suggestions in employment encouragement coud 

be carried out. On governmental level many programs are already comprised, but some of 

them require an supplementation to obtain even better succes. Some of the programs that 

could be helpful are following: 

 

 An employment program that would be comprised of active measure suitable per 

education scale, as well as per age groups of unemployed persons. 

  

 Special programs for, so called, risk age groups in a way of different possibilities of 

temporarily employment by firms whose job is similar to unemployments degree and 

would be financed partially from the government and partially from the firm a person is 

working at.  

 

 To organize for those with high educational possibility level to attend some courses 

which demand active knowledge and practical skills that can be bettered through aimed 

program. 

 

 To make courses of foreign languages a contemporary implementation of everyday life, 

according to unemployment person demands and possibilities. 

 

 Ensure elementary computing knowledge as a regular practice for every person which 

comes across computing problem.  

 

 Ensuring to young age group educated individuals to easily activate company and to 

have a certain information center trained to inform and advise 'new' entrepreneurs in their 

business. For these groups it is important to easily ensure initial capital through low 

interest rate. 

 

 To finance to elderly group age with primary and high school education qualification 

for deficiency occupations as well as acquire basic informaticaly courses. 

 

All mentioned and every new measure impacts labour market and ensures better 

adjustments of unemployed persons to labour fluctuations. Through lifelong learning 

concept of unemployed persons it is possible to ensure reduction of unemployment 

problem and generate high level of employability as an aim of every society. 
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Abstract 

 

In these turbulent times, knowledge, innovation and creativity have become highly 

important, if not essential ingredients of successful entrepreneurship. They entail 

motivation and ability of individuals and organizations alike to spot opportunities and 

exploit them, creating new value in a different way. Knowledge management and 

innovation are crucial for successful business operations of micro, small and medium 

enterprises, as well as an imperative for the survival of any other entrepreneurial activity.  

The paper primarily aims to research the potential for and capabilities of Bosnian-

Herzegovinian organizations to use knowledge management and innovation as the driving 

forces behind entrepreneurship and, inter alia, competitive advantages arising from them. It 

is organized as follows: First, the authors will reflect on theoretical and practical aspects of 

knowledge management. In the second part, the main focus will be on explanation of 

cause-effect relationship between knowledge management, creativity and innovation as 

catalyst of entrepreneurial activities. The third part will present the results of a research on 

the state and prospects of knowledge management application. Finally, in the concluding 

remarks, the authors will offer some recommendations for application of knowledge 

management and innovation in Bosnia and Herzegovina, highlighting the importance of 

strategic entrepreneurship as paradigm of the future.  

 

Key Words: Knowledge Management, Innovation, Strategic Entrepreneurship 

JEL Classification: D89, L19, L26, O31, O57,  

 

1. Introduction 

In modern era of technological, economic and social development, the business 

environment in which various companies, entire economies and societies operate has 

become increasingly complex and dynamic. Global political, economic, social, 

technological, legislative and cultural changes, constituting the environment in the broadest 

sense, have impact on both strategic and operational aspects of the planning, management 

and organization of business activities of the companies, but even on the activities relative 
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to economic development of the countries. These characteristics of the business 

environment of modern companies can be linked to the phenomenon of postindustrial 

society, which, in turn, in the knowledge economy, recognizes creativity, innovation and 

entrepreneurship as key determinants of the modern value systems.         

Business success in contemporary dynamic environment depends on the intensity of 

creation, sharing, distribution and storing of knowledge, striving from the employees' 

creativity and leading to organizational innovation. Knowledge management comprises a 

scope of business practices used by companies to identify, create, represent, share and 

distribute knowledge within organizations and their partners, in order to deliver more 

benefits for end customers. Thus, the main goal of knowledge management should be to 

achieve specific outcomes, such as shared intelligence, improved performance and 

competitive advantage, or generating higher level of innovation and entrepreneurial 

activities. Ultimately, the ability of a modern company to meet not only its current goals 

and objectives, but also to create and grasp future opportunities, will depend on its ability 

to create value from intangible assets. It is only by identifying, managing and developing 

the full spectrum of intangible assets that an organization will be able to unlock its full 

entrepreneurial and economic potential. 

 

2. Concept of Knowledge Management 

 

The phenomenon of knowledge management implies an innovative and entrepreneurial 

process of improving company operations by exploiting its structural capital and individual 

knowledge of its employees.
123

 Nowadays, transfer of knowledge is also done through 

technology, including primarily databases, expert systems and knowledge treasuries, which 

are used for systematic storing of knowledge to be reused when and as needed. The 

broadest approach to the concept of knowledge management refers to it as the unity of 

three components – people, processes and technology. The system functions by going 

through the following phases
124

: knowledge creation, knowledge capture, knowledge 

storing, knowledge sharing and knowledge application, forming a perpetual lifecycle of 

knowledge management. 

Therefore, the concept of knowledge management implies the capacity to capture 

information relatively quickly, enabling everyone in the company to make informed 

decisions, whether they relate to market conditions, products, services, processes, 

competitor plans or any other information pertinent to the company’s success.
125

 Simply 

put, knowledge management is a process in which a company generates value from its 

intellectual property based on knowledge. In a modern business environment, company 

success in the context of knowledge management depends on its intrinsic ability to:
126

 

 

 Understand economic and technological changes, in order to constantly adapt its 

business operations and build competitive advantages accordingly; 

 Create, build and strengthen the link between company’s strategy and its 

environment, in the way that strategy anticipates changes in the environment; 

                                                 
123 Structural capital implies clients as capital (quality of clients, satisfaction, loyalty, and sensitivity to 

changes in prices) and overall capital of the organization, such as its reputation, organizational culture and 

the entire value system promoted within the organization. See: Kaliski, S. B. 2007. Encyclopedia of Business 

and Finance, Second Edition, Macmillan Reference USA, p. 397. 
124 Macintosh, A. 1995. Position Paper on Knowledge Asset Management. Artificial Intelligence Institute, 

University of Edinburg, p. 139. 
125 Shockley, W. 2000. Planning for Knowledge Management. Quality Progress, USA, p. 57. 
126 Sattar, B. 2000. Managing in the Knowledge-Based Economy: Creating and Sustaining the Organization’s 

Competitive Advantage through Knowledge Management. Hay Management Consultant PTE Ltd, p. 3.     
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 Create an adequate business model that integrates organizational structure and 

information systems with strategic goals of the company; 

 Timely implement its business strategy and carry out the operational plans; 

 Continuously learn and develop human resources, by monitoring performance and 

changes in the environment. 

 

Based on the above, one can say that modern approach to knowledge management 

is a closed process, with four components working on the principle of causality. The 

system actually works by having a link between knowledge processing (company learning 

and creating new knowledge), knowledge storing and shaping, knowledge and business 

performance sharing, i.e. using knowledge in an innovative and creative way to improve all 

business processes through entrepreneurial culture in the company. Knowledge 

management activities add value to the company by fostering innovations and creativity. 

Innovations are too often blocked by risk aversion or even resistance to novelty. The task 

of the management is to carefully combine the activities that enable and enhance creation 

and development of ideas, support their dissemination and create value for the company. 

No matter how many knowledge management practices are effectively in place, a company 

must nurture a culture of creativity in order to truly start idea generation, which leads to 

innovation. 

 

2.1. Correlation Between Knowledge Management, Creativity and Innovation 

Knowledge management must also be feasible, so that through training activities, 

interpersonal relations, education and overall human resources development one should 

increase the potential and value in the company. This means that creativity boosted through 

knowledge management is a highly important, if not essential ingredient of successful 

entrepreneurial activity. It entails motivation and ability of an individual or organization to 

spot an opportunity and seize it, creating new value, whether in form of a new business or 

product, service, idea and activity within an existing company. Creativity is the capacity 

for logical reasoning and deducting, which must be intrinsic to entrepreneurs as creators of 

brand new entrepreneurial endeavours or entrepreneurial activities within an existing 

company through internal entrepreneurship. They should strive to develop creative 

organizations, in which managers have confidence in their people and do not control them 

strictly, where communication among the staff is liberal, were interaction with and 

openness to the environment is rather pronounced, with a vast diversity of personality 

types, etc. Models of innovation and creativity constitute excellent tools that tend to 

become the very foundation of sustainable existence and the key to business operations of 

micro, small and medium enterprises. The creativity process gives birth to practical 

solutions and successful use of scientific, market, technical, human, information and other 

potential. Creativity depends on two types of factors: micro-factors, within the company, 

and macro-factors, arising from its economic and social environment. The best way to 

jump-start creativity and innovation is to allow and even promote differences of opinion. 

Therefore, one should say that creativity comes not only from intrinsic and spontaneous 

sources within an individual, but also from interaction, multiple social relations, 

communication, social atmosphere, end other sources beyond an individual. For these 

reasons, a creative process could be defined as continuing, consistent and repeated act of 

novel and effective development of conditions and capacities of both the individuals and 

the social environment. Creative ideas and innovations go through a creative process 

characterized by the following stages: preparation, incubation, illumination (idea creation) 

and verification.   

Figure 1. Stages of Creative Process  
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Source: Dobre, R. Poduzetništvo, Zadar, Sveučilište u Zadru, 2006, p. 67. 

 

A selection is made from a multitude of ideas; some ideas are nourished, others get 

rejected. Once an idea is successfully developed, it can be applied in the market. An idea is 

thus transformed into innovation. Innovative process can be internal, such as improved 

operations, efficiency, quality, profitability, or external, such as market penetration, sales, 

etc. This is followed by dissemination of knowledge and innovation, which is done in both 

formal and informal manner, through meetings, conferences, seminars, trainings, etc. 

Finally, there is feedback, as an inseparable ingredient of the entire process. However, the 

sequence of these stages is not standardized, as nothing about creative process can be 

standardized. These stages are not always distinct, sometimes they overlap, other times the 

thinking process is cut short and stages are skipped, with some of them being more 

pronounced, and others being less present, if not omitted entirely.
127

 

In the heart of the innovative process there is environment in which new ideas are 

created. Managers strive to create conditions that will not impede creativity. They can 

influence certain factors, such as capital resources, physical environment or staff skills, but 

cannot control the idea generation. New ideas are acquired by creation of knowledge or by 

new combination of already existing knowledge. Knowledge consists of the organizational 

knowledge, personal knowledge and experience, capital resources – tools and equipment, 

but the key to the entire process of creation of new concepts and innovations are the 

people. They are the driving force behind the creativity process. It is their absorptive 

capacity that determines the ability of the team to apply knowledge and resources to a 

problem at hand. 

Learning is a process of absorbing these resources. Innovation is primarily led by 

learning and knowledge. The innovation process is a series of learning cycles. Innovation 

is also about abandoning traditional mental concepts, as they inhibit new ways of thinking. 

Peter Drucker (1985) said that innovation can be made by asking the right thought-

provoking questions in relation to a problem at hand. Given that such questions often lie 

outside of standard mental processes, they are hard to detect. Knowledge management 

activities deepen the understanding of relevant issues, which can encourage thinking 

outside of the box, giving rise to innovative creativity (see Figure 2).   

 

Figure 2. How Knowledge Management Supports Innovation 

 
Source: http://www.slideshare.net/chrisdn/knowledge-innovation-management 

Room for discovery of new ideas opens when one has sufficient knowledge about 

the subject to research it, but the knowledge itself does not become a constraint, being a 

                                                 
127 Dobre, R. 2006. Poduzetništvo. Sveučilište u Zadru, Zadar, pgs. 67-68. 

Preparation Incubation Illumination Verification 

    Input Transformation   Output  Feedback 
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hostage of conventional thought. This balance is hard to achieve, and Sutton and Pfeffer 

(2006) call this balance wisdom (to act in accordance with knowledge, while doubting 

what you know and knowing what you don’t know). Sometimes it is exactly a lack of 

knowledge that spurs innovation. 

 

2.2. Knowledge Management and Smart Companies  

The main reason why companies embrace knowledge management is that knowledge and 

creativity are the building stones of a company of the future. Key to knowledge 

management is the shift to competition of ideas (instead of costs). Commercial success is 

based on products that are adjusted to the requests and wishes of customers rather than on 

delivery of cheap products. However, companies must not be passive and merely react to 

the wishes of the clients, but must seek to attract clients by new ideas and formulas. 

Creativity is one of the key ingredients of the new manufacturing system. It requires the 

ability to create new ideas. Knowledge of both past experiences and prospective new paths 

is central to the company. Another reason for alteration is the change in the very nature of 

technology, in particular information and communication technology, now operating in a 

social environment.   

Hence, the entire economy revolves around knowledge, and it is based on what is 

often referred to as smart companies. There is no single definition or formula for a smart 

company. It is conditioned by changes in the market conditions in a digital era, to which it 

responds through four basic spheres of strategic action (Goldman et. al 1995): 

 Customer focus 

 Commitment to intra- and inter-organizational collaboration 

 Organizing to master change and uncertainty 

 Leveraging the impact of people (entrepreneurial culture) and knowledge (intellectual 

capital). 

 

The knowledge of employees, together with smart use of technology, constitutes 

the most valuable asset of a company. So, the key issue for the company is to keep 

improving its innovative capacity. One can call this problem solving and renewal process, 

consisting in continuous creation of new ideas, capability to transform new ideas into 

products or services, and ensuring that knowledge is transferred to all employees. 

Companies increasingly rely on knowledge and creativity. However, the issue 

arises as to how to manage this process of knowledge, creativity and innovation arising 

therefrom. Oftentimes, in the process of change, knowledge and innovation are confused 

with information. Knowledge management is then viewed as a centralized database, whose 

mail goal is to collect information in a company. Nothing becomes obsolete as fast as 

information. Thus, the accent should be on innovative capacity. Knowledge management 

should enhance these capacities – help the employees create new ideas and solutions, 

transform the ideas into functional products and services and ensure that the capabilities 

are extended to as many employees as possible. 

Innovation is not easily measured. There are more and more initiatives and projects 

in the world for measuring of various factors that affect innovative capacity not only of 

individual companies, but also of the societies as a whole. One such model is elaborated in 

detail on the pages below. 

 

 

  

3. Potential for Knowledge Management in Companies in Bosnia and Herzegovina 
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Each company should create its business strategy incorporating the basic principles of 

knowledge management, in terms of identifying, selecting and storing information that are 

crucial for its business activities, so that their correct application increases efficiency and 

effectiveness of the employees and competitiveness of the company as a whole. Storage 

and adequate distribution of knowledge is particularly relevant in modern companies, 

given that ever greater percentage of labour in service-providing companies are scientists 

with specific knowledge, skills and competences, which they continuously upgrade. 

 

3.1. Conceptual Framework and Research Questions 

In order to successfully compete in modern conditions of post-industrial society and 

sophisticated, globally-oriented market economy, companies need knowledge, which 

contributes to their key competitive advantages, in terms of generating and implementing 

innovative entrepreneurial activities. For these reasons, special attention shall be paid to 

these specific research questions: 

1. To which extent can training and educational programs in an organization 

contribute to improving competencies and skills of its employees; 

2. To which extent can using information technologies contribute to creativity and 

entrepreneurship of the employees in the organization; 

3. To which extent can training and educational programs in an organization 

contribute to introducing new practices and innovation in the organization; 

4. To which extent can support provided by top management contribute to increasing 

effectiveness and efficiency of knowledge management in the organization? 

 

Through analysis and practical research of these questions, a link will be made 

between the intensity of knowledge management in an organization and the capacity of the 

organization to create and implement entrepreneurial ideas and improve business 

operations. In this regard, the research should be understood through an assumption of a 

cause and effect, suggesting that the application of knowledge management principles has 

positive impact on the creativity of employees, leading to more entrepreneurial initiatives 

and innovations.  

 

3.2. Practical Aspects of Research Conducted 

The subject of the research is determining the impact of key factors on efficiency of 

knowledge management as one of novel paradigms in modern theory and practice of 

management and entrepreneurship. A variety of preliminary studies have demonstrated a 

very low level of affirmation and application of knowledge management in organizations 

in Bosnia and Herzegovina, diminishing their overall potential for entrepreneurship. This 

has led to devising a specific survey questionnaire as a research instrument, which was 

used in researching and identifying the factors that are fundamental to successful 

implementation of knowledge management in national organizations. 

The purpose of the research is, based on modern theory contributions by leading 

authors in the field, on the one hand, and the results of the application of knowledge 

management, on the other, to analyze both positive and negative impacts of the key factors 

on the efficiency of the concept, and, accordingly, to identify the prospects of knowledge 

management in the process of creating and retaining organization’s competitive advantages 

arising from innovation and entrepreneurship. The research was carried out on the sample 

of 33 respondents from top, middle and operational management in 33 companies from the 

territory of Bosnia and Herzegovina.  

In the company selection process, the basic determining factor was the degree of 

development and use of modern information technology in them. For this reason, business 

activity of most of the companies subject to this research is providing services in the field 
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of telecommunications, banking, IT and software creation, as activities with intensive use 

of modern technologies. Of the 70 survey questionnaires distributed to companies, 33 

questionnaires were returned properly filled, making the response rate of 47.14%. Posted 

below are the results of the research, based on the principles of descriptive statistics.  

Following the same logic, the survey process encompassed 27 organizations in the 

service sector, and 6 organizations in the manufacturing sector. The survey encompassed 

46% of organizations with the number of employees in the range of 1-50, 15% in the range 

of 50-100, 12% in the range of 100-200, 6% of organizations with the number of 

employees in the range of 200-500, and, finally, 21% with over 500 employees. What 

follows is a detailed overview of the research results relative to individual questions put in 

the survey questionnaire. Research results pertaining to the question whether employees 

acquire sufficient new knowledge from external sources can be seen on Figure 6.  

 

Figure 3. Employees Acquire Sufficient New Knowledge from External Sources 

 

Employees  acquire 

sufficient new knowledge 

from external sources 

No. 

61%

36%

3%

Yes

No

I don’t

know

 

Yes 20 

No 12 

I don’t know 1 

Total 33 

Source: Practical research conducted 

 

When it comes to acquiring new knowledge from external sources in organizations 

in Bosnia and Herzegovina (seminars, conferences, education, publications, journals, 

external experts networks, etc.), 61% of respondents believe that their employees acquire 

sufficient new knowledge from external sources, 36% of respondents believe this was not 

the case, while merely 3% do not know whether their employees get sufficient knew 

knowledge from external sources. If one analyzes knowledge sharing through contacts with 

business partners, 82% of respondents believe that their employees acquire new knowledge 

through contacts with business partners, 12% believe this is not the case, while only 6% do 

not know whether their employees acquire new knowledge. Below is a graph showing 

these results. Research results pertaining to the questions whether employees acquire new 

knowledge through contacts with business partners (suppliers, customers) can be seen on 

Figure 7. 

 

Figure 4. Employees Acquire New Knowledge through Contact with Business Partners 

 

Employees acquire new 

knowledge through contacts 

with business partners  

No. 

82%

12%
6%

Yes

No

I don’t

know
 

Yes 27 

No 4 

I don’t know 2 

Total 33 

Source: Practical research conducted 

As for the level of knowledge sharing in organizations in Bosnia and Herzegovina, 

61% of respondents believe that the level of knowledge sharing in their organization is 

high, 36% believe that knowledge sharing is present to a small extent, while only 3% of 
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respondents believe that knowledge sharing among the employees in their organization is 

not present, as can be seen on Figure 8. 

 

Figure 5. Knowledge Sharing Among the Company Employees 

 

Employees in our company 

share their knowledge  
No. 

61%

36%

3%
High level

Small extent

Not present

 

At a high level 20 

Present to a small extent 12 

Not present 1 

Total 33 

Source: Practical research conducted 

 

The research has revealed further information, indicating that the majority of 

respondents believe that in their work, the employees rely on the combination of 

knowledge, skills, competencies and experience, while only a small number of them 

believe that the employees rely solely on one of these categories. Moreover, one can 

observe that the majority of respondents rely on written sources of knowledge, such as 

documents and projects, while only a small number of respondents believe that the 

employees rely on practice and experience.  

The majority of respondents believe that in a company knowledge is transferred 

verbally, through formal lectures and training, but also informally, through informal 

communication and contacts. There is a fine balance between formal and informal transfer 

of knowledge among the employees. A large number of employees believe that extensive 

knowledge of an individual is a source of power for the organization, while a small number 

believe that knowledge is one’s own source of power. Most of the respondents believe that 

in their organizations knowledge is perceived as strategic advantage and that 

implementation of knowledge programs in a company can help it seize business 

opportunities in the environment. 

For the question which type of knowledge employees acquire from external 

contacts or which improvements should a knowledge management program entail, the 

respondents were offered a possibility to select as many answers as they deemed 

appropriate. The results of the survey show that 17% of respondents believe that the 

principal benefit they get from external contacts is an increased negotiating power, 16% of 

respondents believe it is improved knowledge and skills of the employees, 13% of 

respondents believe it to be increased satisfaction for service recipients, 33% of 

respondents believe it is increased effectiveness and efficiency, discovering new ways to 

do business and easier and faster decision-making (11% each), 9% believes it is better use 

of work skills, 5% believes it is increased activities and innovation, 4% of respondents 

believes it is better use of human resources, while 3% believes it is improved management 

of human resources.  

As for the question what are the main factors that influence effectiveness and 

efficiency of the implementation of the knowledge management program in an 

organization, the largest part of respondents, 40%, believe that the key factor influencing 

the effectiveness of knowledge management is exactly organizational culture and 

information technologies, which is one of the starting premises of our research. For human 

resources management opted 18% of respondents, business processes control 16%, top 

management 15% and leadership 11% of respondents.  

In response to the question what one should pay special attention to in order to 

improve knowledge management, 30% of respondents opted for education and training of 

employees on using knowledge management, 22% respondents believe that one should 

insist on knowledge sharing among the employees, 14% of respondents believe that 
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support by top management is the most important in this regard, 10% of respondents 

believe that the solution is incorporating knowledge management into daily activities of all 

employees, 10% believe it is defining the needs for knowledge, 10% believe it is the 

application of accumulated knowledge, while only 4% of respondents believe that the 

solution is in explaining what knowledge management can bring to a company as a whole, 

as can be seen on Figure 9. 

 

Figure 6. Improving Knowledge Management 
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3.3. Correlation Analysis 

In order to further analyze the research questions, it is necessary to establish a causal link 

between individual activities conducted under knowledge management in companies, by 

taking the original activity (cause) as independent variable and marking it as X, taking the 

dependent activity (effect) as dependent variable and marking it as Y. If we take employee 

training and education as variable X, and improvement of knowledge and skills of 

employees as variable Y, based on the research conducted, we can formulate the following 

table. 

 

Table 1. Analysis of Correlation between Training and Improved Skills of Employees 

 
N X Y XY X² Y² 
1 2 2 4 4 4 
2 4 4 16 16 16 

3 6 3 18 36 9 
4 4 8 32 16 64 
5 5 10 50 25 100 
6 12 6 72 144 36 
7 14 14 196 196 196 
8 16 8 128 256 64 

9 18 18 324 324 324 
10 20 10 200 400 100 
11 22 22 484 484 484 
12 12 24 288 144 576 
13 26 26 676 676 676 
14 28 14 392 784 196 

15 15 15 225 225 225 
16 16 32 512 256 1024 
17 34 17 578 1156 289 
18 36 18 648 1296 324 
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19 38 19 722 1444 361 
20 20 20 400 400 400 
21 21 21 441 441 441 

22 44 44 1936 1936 1936 
23 46 23 1058 2116 529 
24 48 48 2304 2304 2304 
25 50 50 2500 2500 2500 
26 52 26 1352 2704 676 
27 27 27 729 729 729 

28 28 28 784 784 784 
29 29 29 841 841 841 
30 60 30 1800 3600 900 
31 31 31 961 961 961 
32 64 64 4096 4096 4096 
33 33 66 2178 1089 4356 

Total: 881 777 26945 32383 26521 

Source: Practical research conducted 

 

Modality 1.                    73,0
77726521*3388132383*33

777*88126945*33
22





r  

 

The analysis reveals there is a positive correlation between the implementation of 

formal training and education programs and improvement of employee skills, thus 

justifying systematic implementation of the above activities in order to improve overall 

performance of the company. Coefficient of determination in this case is quite high, 

meaning that 73% of improved employee knowledge, skills and performance are generated 

by adequate training and education of the company employees. This correlation can be 

seen on the figure below. 

 

Figure 7. Correlation between Employee Training and Improvement of Their Knowledge 

and Skills 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Practical research conducted 

Based on the analyzed data, one can establish a functional relation between the 

defined variables, with the previously given correlation intensity, which additionally 

explains the existence of the above correlation. 

 

Modality 2.                                        8655,46997,0  XY  

 

Knowledge and Skills 

Education and Training 
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Within second research question analyze, it is necessary to establish a causal link between 

information technology harnessing by the management and employees in companies, by 

taking the original activity (cause) as independent variable and marking it as X, taking the 

dependent activity (effect) as dependent variable and marking it as Y. If we take 

information technology harnessing as variable X, and upgrading of entrepreneurial 

activities and innovation as variable Y, based on the research conducted, we can formulate 

the following table. 

 

Table 2. Analysis of Correlation between Information Technology Harnessing and 

Entrepreneurial Activities and Innovation Upgrading 

 
N X Y XY X² Y² 

1 2 1 2 4 1 

2 2 2 4 4 4 

3 6 6 36 36 36 

4 4 8 32 16 64 

5 5 5 25 25 25 

6 12 6 72 144 36 

7 7 7 49 49 49 

8 8 8 64 64 64 

9 18 9 162 324 81 

10 20 10 200 400 100 

11 11 11 121 121 121 

12 24 12 288 576 144 

13 26 13 338 676 169 

14 14 28 392 196 784 

15 15 30 450 225 900 

16 16 16 256 256 256 

17 34 17 578 1156 289 

18 18 18 324 324 324 

19 19 19 361 361 361 

20 40 20 800 1600 400 

21 42 21 882 1764 441 

22 22 22 484 484 484 

23 23 23 529 529 529 

24 48 24 1152 2304 576 

25 25 25 625 625 625 

26 26 26 676 676 676 

27 27 27 729 729 729 

28 28 28 784 784 784 

29 29 29 841 841 841 

30 30 30 900 900 900 

31 31 31 961 961 961 

32 32 64 2048 1024 4096 

33 33 33 1089 1089 1089 

Total: 697 629 16254 19267 16939 

Source: Practical research conducted 

 

Modality 3.                    63,0
62916939*3369719267*33

629*69716254*33
22





r  

 

In this case, also, analysis reveals there is a positive correlation between the information 

technology harnessing and organisational entrepreneurial activities and innovation 

upgrading, thus justifying that systematic harnessing of different software packages has a 

positive impact to overall performance of the company. Coefficient of determination in this 
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case is average high, meaning that 63% of improved entrepreneurial activities and 

innovation in organisation are generated by adequate introducing and harnessing of the 

information technologies. It means that using of information technology generate 

efficiency of doing operational task by the employees, but management and employees can 

operate their activities in a qualitatively different way if they use information technology in 

appropriate way. It means that information technology harnessing generate entrepreneurial 

behavior and ensure better business results within any kind of organizations. The 

correlation, mentioned above, can be seen on the figure that follows.  

 

Figure 8. Correlation between Information Technology Harnessing and Entrepreneurial 

Activities and Innovation Upgrading 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Practical research conducted 

 

Based on the analyzed data, one can establish a functional relation between the 

defined variables, with the previously given correlation intensity, which additionally 

explains the existence of the above correlation. 

 

Modality 4.                                        496,4977,0  XY  

 

Following the logic of the above analysis, correlations can also be established 

between other activities (variables) in order to prove causal links and correlations defined 

within the research questions. Correlation between the training and educational programs 

implementation and finding of new, more effective and more efficient work methods can 

be established using the same analogy, where the coefficient of correlation is r=0.68. If we 

observe a correlation between support by top management in the implementation of 

knowledge management programs in a company and effectiveness and efficacy of the 

company, the coefficient of correlation is r=0.67. 

Based on the research conducted, one can make a general remark that knowledge 

management, although insufficiently developed and applied, is subject of interest and 

attention of the managers in Bosnia and Herzegovina. The research has shown that most 

companies do not have a knowledge management program adopted and affirmed, which 

has confirmed the presumption that knowledge management programs have not been 

sufficiently affirmed in business operations and development of the companies in Bosnia 

and Herzegovina. However, it is encouraging that as much as 76% of respondents 

 

Information Technology 

Activities and Innovation 
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recognize knowledge as strategic advantage in terms of creation of innovative 

entrepreneurial ideas. Although the main forms of knowledge dissemination are knowledge 

sharing within a company between workers and experts in the relevant field, there are 

elements suggesting that it can be realistically expected that knowledge sharing in the time 

to come can be improved and new forms and modalities developed. The results of the 

research indicate that 49% of respondents believe that their company misses on 

entrepreneurial business opportunities due to inadequate use of the existing knowledge. 

One can conclude that managers in companies recognize knowledge as important 

competitive advantage in a modern economy, and knowledge management program as the 

way to achieve this competitive advantage.  

 

4. Conclusions and Recommendations 

In times and environment characterized by uncertainty, knowledge management activities 

add value to the company and overall society from intellectual property based on 

knowledge, by fostering innovations and creativity, which are very often blocked by risk 

aversion or even resistance to novelty. Those activities are of highest importance, if not 

essential for the business success, since they entail motivation and ability of an individual 

or institution to spot an opportunity and seize it, creating new value, whether in form of a 

new business or product, service, idea and activity and foster entrepreneurial culture. It is a 

shift to competition of ideas, instead of competition of costs that represents a key of the 

knowledge management, which in turn generates higher level of innovation enabling 

achievement of specific outcomes, improved performance and creating of competitive 

advantage in general. 

Organizations in Bosnia and Herzegovina should aim to develop organizational 

culture that promotes the principles of knowledge management, innovation and 

entrepreneurship. Staff training and education therefore needs to become an irreplaceable 

instrument in development of each company, be it in a profit, non-profit, private, public, 

governmental or non-governmental sector. Knowledge management can radically change 

the way employees do their job, with each individual participating in the creation, sharing, 

application and evaluation of knowledge, leading to continued generation and 

implementation of innovative entrepreneurial ideas.  

Recent studies have undoubtedly shown there is a strong correlation between 

innovation and entrepreneurship as the key generators of economic development of any 

national economy. Bosnia and Herzegovina, as a small country with a complex political 

environment, finds itself in a highly unfavorable economic situation. The results of the 

practical research conducted on knowledge management show that half of the respondents 

believe that their company is missing on the business opportunities due to insufficient use 

of the existing knowledge, while three quarters of the respondents recognize knowledge as 

a strategic advantage in terms of creation of innovative entrepreneurial ideas. It is 

encouraging that the managers in Bosnia and Herzegovina recognize knowledge and 

entrepreneurial behavior as an important competitive advantage in modern economy, and 

knowledge management as the way to actually achieve this advantage.  

Knowledge management and innovation are phenomena that require, above all, 

strategic approach at all levels. At a company level, managers should make a strategic 

decision to nurture the culture of lifelong learning and create a climate in which 

innovations and entrepreneurial spirit are rewarded. The decision should be incorporated 

into organizational culture and implemented adequately. At the state level, all government 

institutions should systematically and strategically raise awareness of knowledge 

management, while increasing investment in education, research and development. In 

doing so, they should rely on proven good practices of other countries, and, above all, they 
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should strategically work to create the environment that supports and stimulates knowledge 

and innovation. 

It is for these reasons that strategic entrepreneurship is a phenomenon that becomes 

an imperative, a new conceptual paradigm of the future, for companies of all sizes, and 

special for the countries such as Bosnia and Herzegovina. 

 

References 

 

Avital, M. & Carlo, L. J. 2004. What Knowledge Management Systems Designers Can Learn 

from Appreciative Inquiry. Emerald Group Publishing Limited. 

Barringer, R. B. 2008. The Entrepreneurial Process-Where a Great Idea Meets a Great Process. 

Pearson Prentice Hall. 

Birley, S. & Muzyka, D. 2000. Financial Times: Mastering Entrepreneurship. Pearson 

Education Limited. 

Breen, B. 2004. The 6 Myths of Creativity. FastCompany Magazine 89. 

Certo, S. C. & Certo, S. T. 2008. Moderni menadžment. Mate d.o.o. 

Collison, C. & Parcell, G. 2004. Learning to Fly. Capstone Publishing. 

Cropley, J. A. 1997. More Ways than One: Fostering Creativity. Ablex Publishing 

Corporation. 

Davenport, H. T. & Probst, G. J. 2002. Knowledge Management Case Book: Siemens Best 

Practices. 2
nd

 Ed., John Wiley & Sons. 

Davenport, H. T. & Prusak, L. 2007. Working Knowledge: How Organizations Manage What 

They Know. Harvard Business Press Books. 

Drucker, P. 1985. The Discipline of Innovation. Harvard Business Review, Issue 5. 

Elias, N. & Wright, A. 2006. Using Knowledge Management Systems to Manage Knowledge 

Resource Risks. Emerald Group Publishing Limited. 

Čizmić, E. & Crnkić, K. 2012. Strateško preduzetništvo. Ekonomski fakultet Sarajevo. 

Čizmić, E. & Trgo, A. 2010. Savremeni menadžerski koncepti. Ekonomski fakultet 

Sarajevo. 

Godfrey, L., Funke, N., Mbizvo, C. 2010. Bridging the Science-Policy Interface: A New Era 

for South-African Research and the Role of Knowledge Brokering. South African 

Journal of Science, 106(5/6). 

Goldman, S. L., Nagel, R. N., Preiss, K. 1995. Agile Competitors and Virtual Organizations: 

Strategies for Enriching the Customer. New York, Van Nostrand Reinhold. 

Gumbus, A. & Lussier, N. R. 2006. Entrepreneurs Use Balanced Scorecard to Translate 

Strategy into Performance Measures. Journal of Small Business Management. 

INSEAD, 2011. The Global Innovation Index 2011: Accelerating Growth and Development. 

Fontainebleau: INSEAD. 

INSEAD, 2012. The Global Innovation Index 2012: Stronger Innovation Linkages for Global 

Growth. Fontainebleau: INSEAD. 

Karimi, B. & Saeedikia, M. 2009. Building a Knowledge Map Based on Process Mapping for 

R&D Centers. Australian Journal of Basic & Applied Sciences, 3(3). 

Lončarević, R., Mašić, B., Đorđević-Boljanović, J. 2007. Menadžment: Principi, koncepti i 

procesi. Univerzitet Sangidunum, Beograd. 

Macharzina, K. 2008. The Development of International-Management Knowledge in the 

German-Speaking Countries. Emerald Group Publishing Limited. 

Malhotra, Y. 2000. Knowledge Management and Virtual Organizations. Ipea Group 

Publishing. 

Maručić, S. 2002. Upravljanje i razvoj ljudskih potencijala. Zagreb: Ekonomski institut. 

Müller-Prothman T. & Dörr, N. 2009. Innovations-Management, Strategien, Methoden und 

Werkzeuge für systematische Innovationsprozesse. Parzhuber & Partner GmbH, 

München 

http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPfUeac8nnls79mpNfsVbOotkyurbFJpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109
http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPfUeac8nnls79mpNfsVbOotkyurbFJpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109
http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPfUeac8nnls79mpNfsVbKrtEmxqrVRpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109
http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPfUeac8nnls79mpNfsVbKrtEmxqrVRpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109


437 

Parrish, J. R., James, L., Courtney, J. R., James, F. 2009. Churchman's Inquirers as Design 

Templates for Knowledge Management Systems. Communications of the ACM, 52(7). 

Pfeffer, J. & Sutton, I. R. 2006. Hard Facts, Dangerous Half-Truths, and Total Nonsense: 

Profiting from Evidence-Based Management. Harvard Business School Press. 

Pfeffer, J. & Sutton, I. R. 2000. The Knowledge-Doing Gap: How Smart Companies Turn 

Ideas into Action. Harvard Business School Press. 

Price, A. 2007. Human Resource Management in a Business Context. Cengage Learning 

EMEA. 

Prusak, L. 1997. Knowledge in Organizations. Butterworth-Heinemann, Boston, MA.  

Rae, D. 2007. Entrepreneurship - From Opportunity to Action. PALGRAVE MACMILLAN, 

Hampshire. 

Rangachari, P. 2010. Overcoming the Unintended Adverse Consequences of Implementing 

Health IT through Human Resource and Knowledge Management. Emerald Group 

Publishing Limited. 

Senge, P. M., Ross, R., Smith, B., Roberts, C., Kleiner, A. 2002. Peta disciplina u praksi. 

Mozaik knjiga, Zagreb 

Steiner, G. A. 1996. The Creative Organization. University of Chicago, 

Sveiby, K. E. 1997. Wissenskapital, das unentdeckte Vermögen: immaterielle 

Unternehmenswerte aufspüren, messen und steigern. Verlag moderner Industrie, 

Landsberg/Lech. 

Steward, A. T. 2007. The Wealth of Knowledge: Intellectual Capital and the Twenty-first 

Century Organization. Crown Business. 

Timmons A. J., Mazyka, D. F., Stevenson, H. H., Bygrave, W. D. 1997. Opportunity 

Recognition: The Core of Entrepreneurship. Babson Park MA, Babson College. 

Timmons A. J. & Spinelli, S. 2007. New Venture Creation: Entrepreneurship for the 21
st
 

Century. 7
th

 Edition, McGraw Hill  

Tisesen, R., Andriessen, D., Lakanne Deprez, F. 1998. Creating the 21 Century Company: 

Knowledge Intensive, People Rich. Value–Based Knowledge Management, Longman. 

Wheatley, M. J. 2004. The Real Work of Knowledge Management, Leading Organizational 

Learning. Lossey-Bass, A Wiley Imprint, Leader to Leader Institute, San Francisco. 

Whitford D. 2010. Can you Learn to Be an Entrepreneur? Fortune, New York. 

Wickham, A. P. 2006. Strategic Entrepreneurship. Prentice Hall-Financial Times, New 

York. 

 

Databases and Networks 

[1] Slide Share - http://www.slideshare.net/chrisdn/knowledge-innovation-management 

[2] Global Innovation Index - http://www.globalinnovationindex.org 

[3] EIM Business & Policy Research – http://www.eim.nl 

[4] Global Entrepreneurship Monitor (GEM) - http://www.gemconsortium.org 

[5] INSEAD The Business School for the World - http://www.insead.edu/home/ 

[6] European Council for Small Business and Entrepreneurship - http://www.ecsb.org/ 

http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPgjOac8nnls79mpNfsVbKprkm3p7RKpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109
http://web.ebscohost.com/ehost/viewarticle?data=dGJyMPPp44rp2%2fdV0%2bnjisfk5Ie46bJNtqmvSrGk63nn5Kx95uXxjL6vrU%2btqK5JrpaxUrOmuEixlr9lpOrweezp33vy3%2b2G59q7RbCnrkywr7dMsKykhN%2fk5VXj5KR84LPgjOac8nnls79mpNfsVbKprkm3p7RKpNztiuvX8lXk6%2bqE8tv2jAAA&hid=109


438 

  

CONTRIBUTION OF KNOWLEDGE MANAGEMENT TO THE DEVELOPMENT 

OF THE HOTEL ENTERPRISE’S COMPETITIVENESS 

 

Kristina Črnjar 

University of Rijeka - Faculty of Tourism and Hospitality Management  

Primorska 42, p.p. 97, 51410 Opatija, Croatia 

Phone: ++ 385-51-294-715; Fax: ++385-51-292-945 

E-mail: kcrnjar@fthm.hr 

 

Abstract 

 

Knowledge represents a strategic resource of economic and social development 

today. It is the basis on which businesses can build sustainable operations and gain 

competitive advantages. Knowledge management (KM) has been embraced by businesses, 

particularly in the production and service sector. However, the hotel industry has still not 

implemented Knowledge Management-focused activities to their extent. The introduction 

of Knowledge management strategy in the Croatian hotel industry is taking place at a very 

slow pace. Never the less, there is a growing awareness within the hotel industry of the 

need to undertake Knowledge management activities and develop a Knowledge 

management strategy.  In an industry in which the importance of human resources and 

knowledge, that is, intangible assets, is immense, Knowledge Management has yet to 

become fully functional.  

Among researchers and managers, there is constant debate concerning the way 

Knowledge Management activities and Knowledge Management strategies contribute to 

achieving an enterprise’s goals and competitiveness. The implementation of such ideas in 

an enterprise takes time and the exact contribution of such activities is usually difficult to 

measure.  Sometimes indirect added value can be of  greater importance then direct added 

value.   

The study was conducted within the hotel industry of Croatia to provide empirical 

evidence that Knowledge Management strategies and activities contribute to the 

development of a hotel enterprise’s competitiveness. A questionnaire survey was 

administered to a sample of large and mid-sized hotel enterprises in Croatia to determine 

their level of Knowledge Management and the extent to which Knowledge Management 

activities and strategies contribute to the development of a hotel enterprise’s competitive 

ability.  

The empirical research shows that the hotel industry agrees with the fact that a 

developed Knowledge Management strategy and the implementation of Knowledge 

Management-focused activities significantly contribute to the achievement of enterprise 

objectives and goals such as increasing productivity, developing employees, improving 

business efficiency and customer relation, improving human resource management and 

creating the environment that encourage innovations  and consequently to the successful 

business performance. Successful business performance of hotel enterprises will help in 

gaining competitive advantages on the local, regional and global market. 

 

Keywords: knowledge management, competitiveness, hotel industry, knowledge, Croatia 

JEL classification: J24 
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1. Introduction 

 

Market development and globalization have affected the hotel industry and the 

strategies through which each individual business gains its competitive advantage. Some of 

the most significant factors that will affect competitiveness in the hotel industry are 

(Ioncica et al., 2008): 

 the ability to interact, which means having special abilities in managing resources 

shared by several enterprises 

 the transformation of the hotel into a learning organization that represents a new global 

strategy  

 human resources that represent the centre of activity in the hotel industry, from the 

creation to the provision of products and services 

 technology and information that have become an important link in achieving 

competitiveness. 

 

            The competitiveness of the hotel industry is thus based on innovation, human 

resources, services and costs that will affect hotel operations. An important source of 

competitive advantages can be seen in the quality of human resources, in their knowledge 

and competencies. A characteristic of the hotel industry is the very high level of personal 

contact between the employee and the guest, which brings into focus employee knowledge 

and skills, and the ability of employees to empathize with their clients. The defined 

elements on which competitiveness will be based should be included in all work processes 

to ensure the enterprise can achieve its goals.      

  Knowledge is becoming the key source of survival and success for an organization 

in the global economy. There is no doubt that today’s successful organizations are those 

that continuously innovate, take advantage of new technologies, and utilize the skills and 

knowledge of their employees, which is not the case with organizations that manage only 

tangible assets.  It seems that the new approach that organizations have towards intangible 

assets is what creates value. On the other hand, it appears that tangible assets can no longer 

ensure a long-term competitive advantage or competitive ability (Bourne, 2004, pp. 372). 

 

2.  Knowledge management 

 

           When defining knowledge management (Knowledge Management) authors 

emphasize the various aspects of managing knowledge, such as sharing knowledge among 

individuals, the construction of an educational system, the use of information technology, 

e-business, etc. This has resulted in a large number of definitions. Managing strategic 

knowledge in an organization presents itself as a key factor that will assist business 

systems in achieving sustainable competitive advantages in a turbulent environment. 

Knowledge has always been managed, implicitly at the least. However, effective 

knowledge management requires a new perspective and techniques, involving almost all 

factors within a complex organization.  The challenge will be to develop a new discipline 

and to prepare professionals that will possess several fields of expertise as yet not seen.  

Seen from the perspective of an enterprise’s business operations, Knowledge 

Management is a business activity that takes into account the components of knowledge 

within business activities, and then builds them into the strategy, policy and practice across 

all levels of the organization. In this way, a direct link is created between the intellectual 

assets of an organization (explicit and implicit knowledge) and positive business results. 

This represents an integral approach towards creating, collecting, organizing, approaching 

and utilizing an enterprise’s intellectual assets. Knowledge management is the strategy of 

connecting implicit and explicit knowledge into activities and learning that enable people 

to find and use the collective knowledge of an organization. From the viewpoint of the 
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enterprise, Knowledge Management is the intentional, systematic, business strategy of 

optimization in which intellectual capital is integrated into the enterprise’s business 

operations, making it a basis for future operations. (Bergeron, 2003, pp.8). This is about an 

interdisciplinary business model that involves all the aspects of knowledge within an 

enterprise, and which encourages learning and innovation through knowledge-focused 

activities and processes. In the beginning, Knowledge Management was often defined as a 

process in which knowledge was collected, organized, managed, and finally distributed 

throughout the organization, to expedite work. Knowledge management is the intentional 

and systematic coordination of employees, technology, processes and organizational 

structures for the purpose of creating added value through re-use and innovation. This 

coordination is achieved by creating, sharing and using knowledge, as well as by 

incorporating the best practices and lessons learned into the organizational memory to 

ensure continuous organizational learning (Dalkir, 2005, pp.3). 

In addition to the above-mentioned definitions, many other definitions exist which 

emphasize and focus on different components of Knowledge Management such as human 

capital, organizational culture, human capital etc. For the purpose of this paper, Knowledge 

Management will be defined as: the systematic management of knowledge necessary for 

achieving business goals and sustainable development, as well as related processes, for the 

purpose of achieving competitiveness and business excellence on the global market 

(Črnjar, 2010, pp. 20). The basic aim of Knowledge Management is to create business 

excellence and achieve competitive advantages on the market. In other words, this means 

that key knowledge will be ensured within the organization, at the right time and in the 

right place. Other Knowledge Management aims include (Črnjar, 2006, pp. 23):  

 the efficient development of new and existing knowledge, keeping in mind the 

organization’s strategy and the individual aims of employees 

 the targeted distribution of new knowledge and the transfer of knowledge to new 

employees 

 an efficient distribution of knowledge and information to everyone within the 

organization 

 the optimal use of knowledge.  

 

             Knowledge Management is a continuous process that strives for the promotion of 

key knowledge within the organization. In practice, Knowledge Management most often 

includes the identification and mapping of intellectual assets within the organization, as 

well as gathering and using new knowledge to gain a competitive advantage.  Competitive 

advantage will be gained at the moment when the key knowledge is put to use and is 

helping and contributing to the achievement of enterprise objectives and goals such as 

increasing productivity, developing employees, improving business efficiency and 

customer relation, improving human resource management and creating the environment 

that encourage innovations etc. 

 

3. The effect of knowledge management on the competitiveness of a hotel enterprise 

 

            Today, companies are increasingly thinking about the value of intangible assets and 

how it can be measured. This has resulted in a range of tools, frameworks and approaches 

by which intangible assets or some of its forms can be measured. Frameworks and 

approaches that are focusing on the intangible assets at the level of the country include: 

Knowledge Assessment methodology and Scorecards by World Bank, European KM 

Forum Assessment model, The Australian Knowledge Framework, Science and 

Technology scorecard by OECD, methodology used in Global Competitiveness Report by 

World Economic Forum etc. (Črnjar, 2010, pp. 91-99). Approaches focusing more on the 

intellectual capital as a type of intangible assets have four categories: market Capitalization 
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Approach, Return on Assets Approach, Direct Intellectual capital Approach and Scorecard 

Approach (Sveiby, 2008).  In the attempt to use this approaches a certain number of 

problems developed, such as, how to precisely define intangible assets and their 

component parts; which method, tool and technique is best suited for precisely measuring 

the value and contribution of intangible assets towards achieving an enterprise’s goals 

within a specific business system. Problem is partly caused by the intangible characteristic 

of this assets or a capital. There is a difficulty in measuring the exact value and magnitude 

of the contribution that intangible asset bring to the achievement of objectives, goals and 

consequently to competitiveness of country, 

 Knowledge represents a form of intangible assets, and its value depends upon how 

it is put to use. Therefore, knowledge can be of great value in one situation, but of no value 

in another. This leads to the conclusion that measuring and managing knowledge is not an 

exact science, such as accounting, for instance. Therefore, many different methods exist by 

which intangible assets or Knowledge Management are assessed and evaluated. 

  Although Knowledge Management can fit into all processes and places within an 

organization, two basic areas exist that are linked to Knowledge Management. They involve 

improving an organization’s performance, and managing of organizational changes (Davidson & 

Voss, 2002). By using Knowledge Management, an organization seeks to gain competitive 

advantages by realizing the value of intellectual capital that can be found within the organization. 

Using Knowledge management, an enterprise can achieve a range of benefits: it can accelerate its 

R&D process; improve the management of its intellectual capital; expand its expertise; increase 

the number of special skills; safeguard its existing intellectual capital; enable employees to 

develop their skills; improve the services provided to clients; offer a larger number of products 

and services of improved quality; ensure greater control over costs; enhance its reputation and 

value of the organization; manage ideas and risks in a better way, increase employee and 

customer loyalty, etc. Knowledge Management may also serve as a process that enables an 

enterprise to identify its most valuable intellectual assets. Therefore, Knowledge management 

also serves as a mechanism that will help to develop a new organizational culture (Davidson & 

Voss, 2002; Despres & Chauvel, 2000). Some benefits that arise from Knowledge Management 

are shown in Table 1. 

 

Table 1: Benefits and effects from applying Knowledge Management in business systems  
POINT OF FOCUS  BENEFITS 

Directly connected KM 

effects 

 greater and simpler access to knowledge  

 improved understanding of relevant expertise  

 enhanced creation and sharing of knowledge  

 more efficient renewal of knowledge  

Internal benefits and 

effects: focus on 

operations 

 employees possessing knowledge are motivated to use it  

 improved re-use of technologies  and lessons learned  

 lower operating costs – fewer operational errors  

 faster decision making  

 less time needed from design to production  

Improvements linked to 

products and services 

 customers have a better understanding of products and services  

 products and services match the needs of customers more readily  

 increased  product/service quality  

 quicker delivery of products and services  

External benefits and 

reactions: focus on 

customers and markets 

 greater customer satisfaction  

 greater demand for  products and services; larger orders  

 improved company-customer relations  

ULTIMIATE 

BENEFITS  

 improved image on the market  

 greater profitability of the business system  

 enhanced employee satisfaction and loyalty  

 constant change management  

 “sustainable business systems”  

 community of employees and social relations  

 gaining sustainable  competitive advantages  
Source: Adapted by the author after Desires, C. – Chauvin, D. 2000. Knowledge Horizons, The Present and the promise of KM, 

Boston:BH, pp. 24; EFQM - Benefits of using the EFQM Excellence Model 2010, 

http://www.efqm.org/en/PdfResources/EFQM%20Model%20Benefits.pdf (20.10.2010) 

http://www.efqm.org/en/PdfResources/EFQM%20Model%20Benefits.pdf
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Through Knowledge Management application, a business system can improve its 

market image, augment its profitability, create a harmonious community between 

employees and systems and, ultimately, ensure its sustainability and competitiveness.  

The five ways in which Knowledge Management can help to create added value 

include the financial dimension, innovation, processes, clients and employees (European 

Committee for Standardization, 2010). Knowledge Management initiatives can create 

added value for an organization based on the fact that the use of key knowledge helps to 

bring about direct savings and increased income (financial dimension); that by efficiently 

developing, sharing and using key knowledge, business systems can develop faster and 

introduce new products and services (innovation); and that if knowledge and Knowledge 

Management are a constituent part of processes, these processes will be more efficient and 

more effective (focus on processes). A better understanding of clients and their needs 

makes it possible to design the right offering, ultimately creating client capital (focus on 

clients). Efficient Knowledge Management will help to create an environment for 

employees in whom they will be able to develop, learn and share their knowledge. Their 

job satisfaction should grow considerably, an indication of efficient human capital 

management (focus on people).  

 

Knowledge Management should become an integral part of all strategic initiatives 

of an enterprise as well as an integral part of its overall business strategy. In this way, 

Knowledge Management will have a much greater effect on improving business 

performance.  

Many companies have lunched Knowledge management project and activities 

focusing on: external structure such as collecting information and knowledge from 

customers (Benetton, Ritz Carlton, general Electrics etc.); internal structure such as 

creation of the organizational culture that encourages shearing of knowledge (Ford motors, 

Boing 777, 3M etc.) and distribution and colleting of implicate knowledge of workers ( 

McKinsey, Skandia etc.) and competences of the employees (national Technological 

University, Honda etc.) (Sveiby, 2004).  Not many of mentioned companies are from the 

hotel industry. In most hotel enterprises more often than not Knowledge Management-

related activities remain isolated and are seen as being outside the strategic concept. While 

the application of Knowledge Management initiatives in a department will clearly help to 

improve the Knowledge Management process within that department, the question remains 

as to whether it will ultimately have any effect on the enterprise’s overall performance. 

Exceptions are those companies in which knowledge is of vital strategic importance, such 

as consultancy firms, institutes, research organizations, etc.  

 

4. Empirical research  

 

4.1. Research Methodology and Sample  

 

The survey in the Croatian hotel industry was conducted in 2009. It focused on 

Knowledge Management strategy and its importance in achieving competitive advantages 

in large and medium-sized hotel companies (Črnjar, 2010).   

For the purposes of this empirical research, a questionnaire was created and posted 

online. The questionnaire consisted of three parts and was based on previous research in 

this area by OECD (2001), APQC (2009),  Davenport and Prusak (1998), Hansel et al. ( 

1999), Zack (2000), Amidon and Skyrme (1999), McKinsey (1998) etc. (Halawi, L.A., 

McCarty, R. V., Arenson, J.E. 2006). The first part of the questionnaire was entitled 

“Competitiveness and human resource management in the hospitality industry”. Data was 

collected on the organization of human resource management in the hotel business, the 

impact of different aspects in gaining competitive advantages of hotel companies, the HR 
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managers’ expectations in terms of the efficiency of human resource management, etc. The 

second part was entitled „Knowledge management in the hospitality industry” and 

provided insight into the existence and development of a Knowledge Management strategy 

in the hotel company. Questions focused on the assessment of existing instruments and 

activities relevant to Knowledge Management, the reasons that would motivate a hotel 

enterprise to introduce Knowledge Management programs, Knowledge Management’s 

contribution to achieving company goals, and the obstacles that hinder the implementation 

of Knowledge Management initiatives in the hotel company. “Knowledge as a strategic 

resource of hotel companies” is the third part that gave insight into the new knowledge in 

the hotel company, the activities aimed at collecting knowledge and experience of 

employees, the obstacles to the implementation of new ideas, the new categories of 

knowledge, skills and competencies important for the hotel industry, and the degree of 

cooperation with an enterprise’s environment in terms of sharing and gathering 

information and knowledge. 

Target respondents were human resource managers or, if the hotel enterprise did 

not have such a manager, other managers considered as being the most knowledgeable of 

the existing state of knowledge and human resource management in their respective 

enterprises. Eighty per cent of the total number of hotel enterprises filled out and returned 

the questionnaire.  

The study sample was selected and its size corresponded to the total number of 

large and medium-sized hotel enterprises in Primorsko-Goranska County and Istria County 

(according to FINA - Financial Agency in Croatia). The study included 47% of large-sized 

hotel enterprises (of the 26 companies in Croatia, five are located in Primorsko-Goranska 

County, and seven in Istria County) and 25% of medium-sized hotel enterprises (of the 74 

companies at the national level, 12 are located in Primorsko-Goranska County, and six in 

Istria County) in Croatia.  

Looking at revenue in the Croatian hotel industry, we see that 45.61% of all 

revenue is generated in these two counties. The total number of employees in hotels and 

similar accommodations at the national level is 32,463 employees, of which 39.27% are in 

Primorsko-Goranska County (5,056) and Istria County (7,692). 

 

4.2. Contribution of knowledge management to the achievement of the hotel 

enterprise’s goals 

 

Earmarking financial resources, mobilizing employees and launching Knowledge 

Management projects and initiatives are efforts that are justified by their contributions to 

achieving a hotel enterprise’s goals. In the empirical research carried out, we assessed 

which of the goals of a hotel enterprise were affected by Knowledge Management 

initiatives. By accomplishing its selected goals, a hotel enterprise can also increase its 

competitive advantage on the market.  

The contribution of Knowledge Management to achieving the selected goals of a 

hotel enterprise were rated using a scale of 1 to 5, with 1 being “not at all important”, and 5 

“exceptionally important”. 
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Table 2: Contribution of Knowledge Management in achieving selected objectives of a hotel 

enterprise  

 

 

Statements (variables) Arithmetical 

mean 

Stand. 

deviation 

Rank 

Increasing productivity  4.50 0.618 1 

Employee development 4.44 0.511 2 

Improving business efficiency  4.39 0.502 3 

Avoiding the duplication of procedures and 

processes  

4.33 0.686 4* 

Increasing sales  4.33 0.594 4* 

Better customer relations  4.33 0.485 4* 

Creating new business opportunities  4.33 0.485 4* 

Greater flexibility of the enterprise  4.33 0.594 4* 

Reducing operating costs  4.28 0.669 9* 

Gathering information more quickly  4.28 0.669 9* 

Increasing revenue 4.28 0.669 9* 

Attracting/retaining employees  4.28 0.461 9* 

Improving HRM  4.22 0.647 13 

Ensuring faster access to markets  4.11 0.471 14* 

Increasing market share 4.11 0.758 14* 

Product/service innovation  4.11 0.583 14* 

Developing employee competencies  4.06 0.539 17 

Improving decision making  4.00 0.594 18 

Improving response times  3.94 0.802 19 

Improving innovations 3.83 0.707 20 

Note: * Variables with identical average scores have same rank. 

Source: Results of author’s research questionnaire. 

 

 According to the scores of respondents, Knowledge Management makes a vital 

contribution to accomplishing the objectives of a hotel enterprise. Average scores range 

from 3.83 to 4.50. Knowledge Management is seen as making the greatest contributions in 

increasing productivity, ensuring employee development and improving business 

efficiency. On the other hand, an average score of less than 4 was given to the variables 

“Improving response times” (a score of 3.94) and “Improving innovations” (a score of 

3.83). According to the opinion of respondents, Knowledge Management has a slightly 

smaller effect on these variables.  

 

 In Tables 3 and 4, the t-test for independent samples was used to analyze the 

difference between average scores for Knowledge Management contributions to 

accomplishing selected objectives, according to the size of hotel enterprises and the 

location of their registered offices. 
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Table 3: T-test for independent samples (difference in average scores for Knowledge 

Management contribution to selected objectives, by enterprise size)  

 
No. Statement (variable) Large 

(A. S.) 

Mid-

sized 

(A. S.) 

T-test Sig. 

1. Improving business efficiency  4.44 4.33 0.459 0.653 

2. Improving decision making  4.00 4.00 0.000 1.000 

3. Improving response times 3.78 4.11 -0.875 0.394 

4. Improving innovations 3.89 3.78 0.324 0.750 

5. Reducing operating costs  4.22 4.33 -0.343 0.736 

6. Gathering information more quickly  4.11 4.11 0.000 1.000 

7. Avoiding the duplication of procedures and processes  4.11 4.33 -0.718 0.483 

8. Increasing sales  4.33 4.22 0.343 0.736 

9. Faster access to markets  4.22 4.44 -0.676 0.509 

10. Improved HRM 4.44 4.22 0.784 0.444 

11. Developing employee competencies 4.11 4.00 0.426 0.681 

12. Better customer relations 4.44 4.22 0.970 0.346 

13. Increasing revenue  4.33 4.22 0.343 0.736 

14. Increasing market share 4.11 4.11 0.000 1.000 

15. Increasing productivity  4.67 4.33 1.155 0.265 

16. Creating new business opportunities  4.44 4.22 0.970 0.346 

17. Greater flexibility of the enterprise  4.33 4.33 0.000 1.000 

18. Employee development  4.67 4.22 2.000 0.063 

19. Attracting/retaining employees  4.33 4.22 0.500 0.624 

20. Product/service innovation 4.11 4.11 0.000 1.000 

Note: T-test for independent samples A. S. – Average value; Sig. – Reliability  

Source: Author’s research  

 

The results obtained express the average score given to the contribution of Knowledge 

Management in achieving the selected goals of a hotel enterprise. They confirm that Knowledge 

Management contributes to improving decision making, gathering information more quickly, 

increasing market shares, enhancing flexibility of enterprises and facilitating product/service 

innovation in both large and mid-sized hotel enterprises. The remaining statements show that 

average scores for the contribution of Knowledge Management to achieving goals are higher in 

large enterprises than in mid-sized ones.  However, the differences are incidental, that is, they are 

not statistically significant (p>0.05), leading to the conclusion that Knowledge Management 

contributes equally to attaining goals in both large and mid-sized enterprises.  

 

Table 4: T-test for independent samples (difference in average scores for Knowledge 

Management contribution to selected objectives, by location of an enterprises 

registered offices) 

 
Statements (variables) Istria 

County 

(A. S.) 

PGC 

(A. S.) 

T-test Sig. 

Improving business efficiency  4,43 4,36 0,260 0,798 

Improving decision making  4,14 4,91 0,805 0,432 

Improving response times 3,86 4,00 -0,359 0,725 

Improving innovations 4.00 3.73 1.000 0.341 

Reducing operating costs  4.14 4.36 -0.671 0.512 

Gathering information more quickly  4.14 4.09 0.221 0.828 

Avoiding the duplication of procedures and processes  4.43 4.09 1.085 0.294 

Increasing sales  4.29 4.27 0.039 0.969 

Faster access to markets  4.14 4.45 -0.936 0.363 

Improved HRM 4.29 4.36 -0.264 0.795 

Developing employee competencies 4.14 4.00 0.536 0.599 
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Statements (variables) Istria 

County 

(A. S.) 

PGC 

(A. S.) 

T-test Sig. 

Better customer relations 4.43 4.27 0.653 0.523 

Increasing revenue  4.29 4.27 0.039 0.969 

Increasing market share 4.29 4.00 0.770 0.453 

Increasing productivity  4.43 4.55 -0.381 0.701 

Creating new business opportunities  4.43 4.27 0.653 0.523 

Greater flexibility of the enterprise  4.14 4.45 -1.091 0.291 

Employee development  4.43 4.45 -0.102 0.920 

Attracting/retaining employees  4.14 4.36 -1.058 0.306 

Product/service innovation 4.00 4.18 -0.634 0.535 

Note: T-test for independent samples A. S. – Average value; Sig. – Reliability  

Source: Author’s research  

 

In the majority of statements, the contribution of Knowledge Management to 

accomplishing selected goals was given a higher score by hotel enterprises located in Istria 

County than by hotel enterprises in Primorsko-Goranska County (PGC). The results of the 

t-test for independent samples indicate that the differences observed are not statistically 

significant (p>0.05), leading to the conclusion that Knowledge Management contributes 

equally to achieving goals in enterprises in both the Istria and Primorsko-Goranska 

County. 

Based on the data obtained, it is evident that Knowledge Management provides an 

important contribution to accomplishing the goals of hotel enterprises in Croatia. Its 

greatest contribution is seen in increasing productivity, facilitating employee development 

and improving business efficiency. Knowledge Management contributes equally to 

achieving goals in large and mid-sized hotel enterprises, as well as in hotel enterprises in 

both of the counties involved in the study.  

Knowledge management strategy in hotel enterprises is still rare. In practice, we 

see the implementation of individual projects that are generally aimed at resolving a single 

current problem. Never the less the research has shown that Knowledge management 

strategy is perceived as having a high degree of influence on gaining competitive 

advantages in hotel enterprises (Črnjar, 2010). 

 

5. Conclusion 

 

 Knowledge is the new battlefield for countries, corporations and individuals 

(Nordstrom & Ridderstrale, 2002, pp.30). Accordingly, managing knowledge at the level 

of countries, organizations and even individuals is increasingly becoming a precondition to 

success in the new, global knowledge economy. Business systems need to develop 

strategies, mechanisms and tools to help them manage key strategic knowledge and, in this 

way, to accomplish their goals and become more competitive in the marketplace. This 

paper seeks to provide an overview of some of the goals of hotel enterprises which 

Knowledge Management can influence.  

 The study has shown that Knowledge management makes a vital contribution in 

accomplishing objectives of the hotel industry. It contributs strongly to improving decision 

making, gathering information more quickly, increasing market share, enhancing flexibility 

of enterprises and facilitating produce and service innovation etc. By achieving this 

objectives hotel enterprise increases its competitiveness. Knowledge management equally 

contributes to attaining goals in both larg and mid-size hotel enterprises of both Istra and 

Primorsko-goranska County in Croatia.    

 Hotel industry agrees with the fact that various Knowledge Management initiatives 

can have a powerful influence on accomplishing an enterprise’s goals that are, ultimately, 

the basis for gaining competitive advantages. Despite this, however, only a fairly small 
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number of hotel enterprises have developed a comprehensive Knowledge Management 

strategy. Implementation is based on the introduction of specific programmes and projects. 

The reason for this comes from a number of facts: 

 Investment in Knowledge Management is a long-term project. 

 Investment requires considerable resources and usually involves making wide-

reaching changes in an enterprise.  

 Benefits from investment in Knowledge Management and the contribution of 

Knowledge Management to achieving a hotel enterprise’s goals are often difficult 

or almost impossible to quantify. Benefits are most often of an intangible nature.  

 Most benefits cannot be seen in the short period (one year), and need more time. 

 Strategies, initiatives and evaluation and monitoring methods are adapted to each 

individual enterprise, meaning there are no ready-made solutions, etc.  

 

 All the above are deterrents to implementing Knowledge Management not only in 

Croatia’s hotel industry but other industries as well. Despite this, however, it is 

encouraging that managers are aware of the important contribution that Knowledge 

Management can make to enhance the competitive ability of hotel enterprises. This should 

encourage manager to start at least activities in there enterprises that focuse on intangible 

asset and it proper development and valorization. 

The research limitations can be expressed through the limited sample size. Further 

research, should be oriented towards identifying methods that would assess  more precise 

which Knowledge Management initiatives contribute to accomplishing the goals of hotel 

enterprises, as well as identifying which intangible benefits have an indirect effect on 

gaining competitive advantages.  

 

References 

 
Bergeron, B. 2003. Essentials of Knowledge management. New Jersy:Wiley,  

Bourne, M. 2004.  Handbook of Performance Measurement. London:GEE Publishing Ltd 

Črnjar, K. 2006. Upravljanje znanjem u funkciji održivog razvoja turizma Primorsko-goranske županije. 

Master thesis. Opatija: Univeristy of Rijeka , Faculty of Tourism and Hospitality mgmt, Croatia  

Črnjar, K. 2010. Strategija upravljanja znanjem u funkciji konkurentnosti hotelske industrije. Doctoral 

dissertation. Opatija: Univeristy of Rijeka , Faculty of Tourism and Hospitality mgmgt, Croatia  

Dalkir, K. 2005. Knowledge management in the theory and practice. Oxford: Elsevier 

 Davidson, C, Voss, P. 2002. Knowledge management. Auckland: Tandem Press 

Despres, C., Chauvel, D. 2000. Knowledge Horizons, The Present and the promise of KM. Boston:BH. 

EFQM - Benefits of using the EFQM Excellence Model 2010. 2010. 
http://www.efqm.org/en/PdfResources/EFQM%20Model%20Benefits.pdf. Accessed 20 October  2010 

European Committee for Standardization, European guide to good Practice in KM, 

http://www.cen.eu/cen/Sectors/Sectors/ISSS/CEN%20Workshop%20Agreements/Pages/Knowledge

%20Management.aspx (10.01.2010) 

Halawi, L.A., McCarty, R. V., Arenson, J.E. 2006.  KM and the competitive strategy of the firm, The 

Learning Organization, 13 (4): 384-397. 

Ioncica, I. et al. 2008. The Factors of Competiveness in the Hospitality Industry and the Competitiveness 

Strategy of Firms, http://steconomice.uoradea.ro/anale/volume/2008/v2-economy-and-business-

administration/036.pdf. Accessed  20 January 2012) 

Nordstrom, K. A., Ridderstrale J. 2008. Funky business – Kapital pleše samo s nadarenima. Zagreb: 

DIFFERO 

Sveiby, K. 2004. What is Knowledge management?. 

http://www.sveiby.com/articles/KnowledgeManagement.html. Accessed 10 May 2012. 

Vujić, V. (Ed.). 2010. Knowledge management and Human development in Tourism. Opatija: Univeristy of 

Rijeka , Faculty of Tourism and Hospitality management, Croatia. 

http://www.efqm.org/en/PdfResources/EFQM%20Model%20Benefits.pdf
http://steconomice.uoradea.ro/anale/volume/2008/v2-economy-and-business-administration/036.pdf
http://steconomice.uoradea.ro/anale/volume/2008/v2-economy-and-business-administration/036.pdf
http://www.sveiby.com/articles/KnowledgeManagement.html.%20Accessed%2010%20May%202012


448 

BEING PREPARED FOR DISASTER? 

IMPLEMENTATION OF BUSINESS CONTINUITY PLANNING CONCEPT IN 

B&H ORGANISATIONS 

 

Lejla Turulja 

School of Economics and Business 

Trg oslobođenja Alija Izetbegović 1 

Phone: ++38733253769; Fax: ++38733251881 

E-mail: lejla.turulja@efsa.unsa.ba 

 

Nijaz Bajgorić 

School of Economics and Business 

Trg oslobođenja Alija Izetbegović 1 

Phone: ++38733275900; Fax: ++38733251881 

E-mail: nijaz.bajgoric@efsa.unsa.ba 

 

Abstract 

 

Organisations are increasingly concerned about the risks that threaten the continuity of 

their business. Also, there is increased pressure that forces organisations to take measures 

to ensure business continuity. In addition, the need for business continuity has increased 

because of increasing threats, ranging from weather conditions that are common 

throughout the world, the increasing dependence on complex business information 

systems. Business Continuity Management focuses on the issue of ensuring continuity of 

operations with a focus on critical business processes. However, although new, BCM is a 

very complex process that must be integrated throughout the entire organisation. Today's 

business is simply bound to its information system (IS) and dependent on information 

technology (IT). In addition to standard business risks, the dependence on IT platforms 

produces the IT-based business risks as well. Identifying the IT-related threats has become 

an important part of managing information resources in an organisation. Moreover, it has 

to be considered as a threat that may cause problems to a business just like any other threat 

(physical, natural, commercial, competition).  

The present study aims to analyze the state of affairs related to business environment in 

Bosnia and Herzegovina in terms of planning and maintaining of the business continuity 

and analysis of the level of application of the business continuity management concept in 

the various sectors in B&H. Data for this study were collected from the organisations in 

B&H. The questionnaire was distributed to organisations as an online survey using 

Limesurvey software and online survey delivered to mailing lists.  The questionnaire was 

an adaptation of that used in Ojha Divish and Rahul A. Gokhale survey from 2009. The 

observed data were analyzed using the SPSS 17 statistical analysis software package with 

appropriate descriptive analysis. Results reported in this study reveal that the concept of 

business continuity management in B&H is in a growth stage of development as it is in the 

world. Also, there are certain differences in the application of the concept depending on the 

sector in which the organisation operates. Also, the paper advocates the need of BCP in 

institutions. The paper offers some helpful practical implications for managers and CIO 

wanting to engage more in process of planning business continuity. The fundamental 

limitation of this study is limitation of study sample on just B&H considering lack of law 

regulations in B&H regarding business continuity. 

 

Keywords: IT, Business Continuity Management, Business Continuity Planning, 

Managing Crisis, IS 

JEL classification: M15 
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1. Introduction 

 

The business environment has always been dynamic, but the rapid development of 

technology makes it even more dynamic. Organisations nowadays are competing on a 

global scale and require high availability levels of IT resources and services (Glorioso and 

Desautels, 2000). Information and knowledge are the main competitive advantages today. 

Quirchmayr (2004) believes that, bearing in mind a 24x7 service expectation from the 

customer, the complete shutdown of an attacked system is not an option anymore. Botha 

and von Solms (2004) agree that information possessed by organisations is no longer only 

used by employees, but by customers and partners as well and that they expect continuous 

availability of and instantaneous access to organisational information. Even a small 

disaster or business interruption can cause irreparable damage to the organisation and its 

image. To ensure that the organisation retains its competitive advantage, information must 

be confidential, but accurate and always available. Although ensuring the confidentiality 

and integrity of information is a very important component, accessing to information has 

more importance with regard to the BCP.  

 

The main objective of business continuity management is to enable organisations to 

provide acceptable level of services to all stakeholders, including customers and other 

business partners in the case of certain unforeseen circumstances that may occur. The 

process includes developing, maintaining, deploying and managing business continuity 

plans. 

 

Business Continuity Management encourages flexibility in the operations in terms of 

responses to operational challenges and threats, ensuring maximum operational efficiency 

of critical business processes. The organisational culture must encourage employees to be 

aware of everyday hazards and ensure that every employee is responsible for minimizing 

risk.  

 

Business Continuity Management is defined as a holistic management process that 

identifies potential threats to an organisation and the impacts to business operations that 

those threats, if realized, might cause, and which provides a framework for building 

organisational resilience with the capability for an effective response that safeguards the 

interests of its key stakeholders, reputation, brand and value-creating activities (British 

Standards Institution, 2006, p. 1). Business continuity management involves managing the 

process, resources and systems during disaster. In addition, it is about connecting, planning 

and controlling the various elements of business practice and the unique way in the face of 

crisis or disaster. This concept provides organisations with strategic direction and assumed 

operational framework for the planning, inspection, testing and improvement of business 

when faced with the incident. 

 

Quirchmayr (2004) states that it is therefore very astonishing that business continuity 

management was largely ignored until the Y2K problem which demonstrated the possible 

impact of failing IT infrastructures. September 11, 2001 made the management of larger 

corporations realize the size of potential exposure to unmanaged risk. 

 

Having in mind the above explanations, Business Continuity Planning can be defined as 

the complete process of developing measures and procedures to ensure the organisation 

preparedness in case of disaster. This includes ensuring that the organisation will be able to 

effectively respond to disaster and that its critical business functions can continue to 

proceed as usual. To properly understand the concept of continuity planning, it is necessary 

to consider the following items: 
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1. "Disaster/crisis": Barton (1993) consider crisis as "a major, unpredictable event that 

has potentially negative results. The event and its aftermath may significantly damage 

an organisation and its employees, products, services, financial condition, and 

reputation".  

2. Business Continuity Planning is seen in two aspects: (i) it is necessary to ensure 

that organisation continues business as usual, or at least to a certain acceptable level in 

the event of unforeseen circumstances; (ii) information technology and business should 

be returned in similar condition that preceded the disaster. 

 

Nowadays, business continuity planning becomes an integral part of strategic planning of 

organisation. In this regard, it is interesting to analyze the business environment in Bosnia 

and Herzegovina.  

 

2. Review of related literature 

 

After Y2K, especially after September 11, 2001, many researchers have dealt with the 

topic of business continuity. Also, they addressed different aspects of business continuity 

planning, but most of the articles deal with the need of business continuity planning and 

the different methods of plans writing.  

Earlier publications ere mainly engaged to information systems protection. Hiles 

(2007) argues that the traditional Business Continuity Management emerged from 

information technology concerns regarding failures in computer and information 

management systems. Also, Elliot, Swartz and Herbane (2002) described BCM as a 

discipline whose roots lie in the protection of information systems. They extended this 

theory by giving an explanation to the development of BCM started from the initial 

emphasis on technology to broader strategic requirements. As an explanation of this point 

of view, they described the evolution of BCM through the evolution of organisational 

mindset in four phases. 

 

Table 1 Evolutionary path of BCM 

 
Emerged 

during this 

decade 

Mindset Scope Triggers Process 

1970 

Technology Limited to technology 

Focus upon on large 

corporate systems, e.g. 

mainframes 

External physical 

triggers, flood, fire, 

bomb 

Contingency 

measures focused on 

hard systems 

1980 

Auditing All facilities 

All systems – both 

corporate and department 

office 

As above and legal or 

regulatory pressures 

Contingency 

measures outsourced; 

compliance driven 

1990 

Value-

based 

Maintain  competitive 

advantage 

Includes customers and 

suppliers 

Entire organisation, 

including human, social 

issues 

Organisational 

stakeholders in value 

system 

BCM developed as 

business process 

focused on business 

managers 

2000 

Capability-

based 

Integrates CSR, risk 

management and digital 

resilience 

The desire to further 

embed well 

developed BCM 

practices 

BCM is ongoing and 

continuous 

organisation-wide 

responsibility 

Source: Business Continuity Management: A Crisis Management Approach by Dominic 

Elliot, Ethné Swartz, Brahim Herbane, 2010, p. 15 
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A certain number of studies supported the notion that organisations could protect 

their value and image through the implementation of business continuity planning. Wong 

(2009) discussed about the role of BCM in strategic management and the strategic skills of 

business continuity managers. These issues are crucial as they represent the role of BCM in 

high-level corporate management. Copenhaver and Lindstedt (2010) offered a selection 

few topics to help provide a framework of central focal points for research, thought and 

growth of BCP. Momani (2010) discussed about the major risk factors that could cause 

business disruption and the main strategies to prevent business’ losses in order to find 

effective organisation’s business continuity plans. This study isolated human and 

technology factors, natural and man-made disasters as main contributors to business’ 

losses. Pitt and Goyal (2004) observed BCM as a tool for facilities management. Wann, 

Chwan, Ya, and Hui (2004) identify continuity as a most important behavioral factor on 

business process integration in SCM. 

Also, scholars had different approaches to the BCM/BCP concept either from 

managerial or organisational perspective. Tammineedi (2010) offered a standards-based 

approach intending to provide a conceptual understanding of BCM right from BCM Policy 

to BCM maturity by describing the steps involved in the implementation of BCM Standard 

– BS 25999. Botha and Von Solms (2004) proposed a cyclic approach to business 

continuity planning explaining four cycles of BCP: (i) the backup cycle, (ii) the disaster 

recovery cycle, (iii) the contingency planning cycle and (iv) the continuity planning cycle. 

Implementation of BCP techniques and procedures depends on the type of business. 

As the risk for business is quite high in a sector that deals with financial transactions, it is 

expected that the protection in this industry is on higher level than in other sectors. Abu 

Hassan and Abdul Aziz (2008) wrote: “In managing operational risks, the Bank has to 

comply with BNM requirements. BNM policies and guidelines on operational risks are 

adapted from the Basel Committee papers in relation to the capital measurement and 

standards framework for banking institutions.” Basel defined specific requirements with 

regard to the formulation of business continuity plan (BCP) and maintaining of business 

continuity. In accordance with this, banks are obliged to have defined and organised 

business continuity management. Williamson (2007) found that that 83 percent of financial 

organisations have a business continuity plan in place. 

 

3. Data analysis 

 

3.1. Context and aim of research 

 

The aim of the paper will be to analyze precisely the state of implementation of business 

continuity planning in B&H organisations. Leaded by the fact that the financial sector in 

Bosnia and Herzegovina is the most developed sector, and in accordance with theoretical 

framework, we set the research question: 

 Is implementation of the business continuity planning concept on the higher 

development level in financial than in other sectors in Bosnia and Herzegovina? 

In order to create the questionnaire we began with a review of previous researches 

which dealt with this topic. Final version of the questionnaire contained a majority of the 

claims from the article that dealt with the measurement of business continuity planning for 

logistics operations (Logistical Business Continuity Planning - LBCP). According to the 

authors of this paper construct of business continuity consists of nine other constructs. The 

questions are mostly taken in original form, and small adjustments were made where it 

deem to be necessary. 

The questionnaire was distributed to the organisations by online survey software 

LimeSurvey. Data were collected in 2011. The sample was made on the principle that the 
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list of potential subjects was made including a certain number of organisations by 

registered activity in proportion to the total organisations in some industry. With regard to 

earlier researches claiming that business continuity planning involves financial expenses, 

the sample favored larger organisations with respect to total revenue. The questionnaire 

was sent to 250 organisations which are defined in sample and 101 organisations 

responded. The structure of the organisations responded by industry is similar to the actual 

B&H structure of the organisation. The exception is that there were a greater number of 

responses from financial institutions in the total number of responses. However, the reason 

for this lies in the fact that these responses are potentiated because of the research question 

of this paper which is related to the financial industry. The sample was selected randomly 

and checked for “goodness of fit” at the 95% confidence level ensuring adequate 

representation. Chi-square tests were performed on variable “Industry” and  it was 

calculated for a response rate compared to the expected rate of 40% and p value is 0.07319 

which is greater than 0.05 and we can confirm that the sample is representative. Basic 

characteristics of the surveyed organisations are shown in Table 2. 

 

Table 2 Basic characteristics of the surveyed organisations 

 

Factor Category Percentage 

Number of employees 

Up to 10 

11-50 

51-250 

over 250 

6.9 

26.7 

28.7 

37.6 

Annual income (000) 

Up to 100 

101-500 

501-1000 

1001-5000 

over 5000 

6.6 

3.3 

9.9 

19.8 

60.4 

Ownership structure 

Domestic private 

Domestic public 

Foreign 

Combined 

domestic/foreign 

25.0 

41.7 

16.7 

16.7 

Industry 

Production 

Trade 

Services 

Finance 

Education 

Public administration 

Telecommunication 

Banks 

Other 

4.0 

11.2 

12.0 

6.4 

5.6 

24.0 

13.6 

5.6 

17.6 

 Source: Authors' own research 

 

Analysis of sample structure shows that 80% of organisations participated in the survey 

have over one million KM of annual income and over 75% of organisations have over 100 

employees. Most organisations are from public administration, 24% of them, and just 4% 

are from production. When we talk about ownership structure, 41.7% of organisations are 

public owned, 25% private, and 33.4% have foreign capital. 
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The collected data will be analyzed using appropriate descriptive analysis, while the 

research question will be tested using ANOVA method, in order to determine if there was a 

statistically significant difference in responses concerning business continuity between the 

financial and other sectors in Bosnia and Herzegovina. 

 

3.2. Research findings 

 

In order to give an answer on research question: Is implementation of the business 

continuity planning concept on the higher development level in financial than in other 

sectors in Bosnia and Herzegovina, organisations in the sample have been divided into two 

groups: group 1 - banks and organisations that provide financial services and group 2 - all 

other organisations. Table 3 presents the averages of responses between these two groups 

according to variables FCS, along with t-test statistics. 

 

Table 3 t-test results 

 

Variable N Mean SD t Df 
Sig. (2-

tailed) 

Scale     2.002 99 0.048 

Financial sector 15 3.97 0.74827    

Other sectors 86 3.51 0.82579    

Source: Authors' own research 

 

We see that organisations in group 1 had a higher average score (3.97) compared to 

organisations in group 2 (3.51). This study found that survey organisations from financial 

sector have statistically significant higher level of BCP concept implementation vs. 

organisations from other sectors (P=0.04). 

 

Figure 1 Responses of organisations from financial sector to the question “Regardless of 

the possible contingency/disaster, it is necessary to continue the organisation’s main 

business operations." 

 

 
Source: Authors' own research 

 

In Figure 1 we see that 80% of respondents agreed with the statement, i.e. continuity of 

operations deemed necessary. From these results we can conclude that the awareness of the 

necessity of maintaining business continuity in the event of a disaster is at a high 

development level in the financial sector in Bosnia and Herzegovina. 
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Figure 2 Comparative analysis of responses to the question “Your organisation regularly 

performs data backup." 

 

 
Source: Authors' own research 

 

Figure 2 shows that the state of regular data backup differs in the financial sector compared 

to the other, because we see that almost all respondents from the financial sector perform 

regular backup, while other sectors have a situation that more than 10% of respondents do 

not. The results are very interesting keeping in mind the fact about importance of data 

backup. Previously we mentioned the concept of a cyclic model of implementing business 

continuity management where the backup cycle is the first of four cycles that lead to 

business continuity, and these results show that there are organisations in Bosnia and 

Herzegovina that are not even in the cycle 1. Figure 3 also shows that the state of data 

security in the financial sector is on a higher level defer to other sectors, where all 

respondents claim to have separate location for storing backup data, while nearly 20% of 

organisations in other sectors doesn’t have it. 

 

Figure 3 Comparative analysis of responses to the question “Your organisation has a 

separate location for storing backup data." 

 

 
Source: Authors' own research 
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Figure 4 Comparative analysis of responses to the question “Your organisation has a well-

defined organisational structure for the business continuity planning teams." 

 

 
Source: Authors' own research 

 

In Figure 4 we see a comparative analysis of responses received in the financial and other 

sectors. While 80% of respondents from the financial sector claims to have defined teams 

for business continuity planning, and just 55% of respondents in other sectors claims the 

same. The result is especially interesting knowing the fact that more respondents are in 

second group. 

 

Figure 5 Comparative analysis of responses to the question “Your organisation is aware of 

the magnitude of risk its business operations are exposed to." 

 

 
Source: Authors' own research 

 

Again, the figure 5 show that organisations engaged in financial transactions have higher 

degree of application of business continuity management concept, because even 93.3% of 

respondents said that they are aware of the magnitude of risk its business operations are 

exposed to. In contrast to these results, in other sectors, 10.5% of respondents are not 

aware of the magnitude of risk its business operations are exposed to, and even 19.8% of 

respondents neither agree nor disagree. Knowing that to organisations have to plan/predict 

possible risks in order to plan a response, we can say that even 42.6% of respondents from 

other sectors do not even plan scenarios for possible risks. 
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Figure 6 Comparative analysis of responses to the question “Your organisation is aware of 

the types of risk its business operations are exposed to." 

 

 
Source: Authors' own research 

 

When it comes to defining the time required for business recovery, 80% of respondents 

from the financial sector claim that they have it defined, while almost 50% of respondents 

in other sectors don’t agree with the claim. 

 

Figure 7 Comparative analysis of responses to the question “Your organisation knows how 

much time is acceptable for recovering from disruptions in your business operations." 

 

 
Source: Authors' own research 
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Figure 8 Comparative analysis of responses to the question “Your organisation has 

formulated acceptance criteria for the business continuity plan for its business operations." 

 

 
Source: Authors' own research 

 

When asked " Your organisation has formulated acceptance criteria for the business 

continuity plan for its business operations" again it is apparent differences in responses 

between the financial and other sectors in Bosnia and Herzegovina, where the financial 

sector have more answers on the agreement side, while the respondents from other sectors 

are mainly on the negative responses side.  

 

Table 4 Comparative analysis of responses to the question “Your organisation has 

formulated the testing requirements for the business continuity plan." 

 

 Percent 

 Finance Other 

Strongly disagree 0 2,3 

Disagree 13,3 26,7 

Neither agree nor disagree 20,0 27,9 

Agree 46,7 27,9 

Strongly agree 20,0 15,1 

Total 100,0 100,0 

Source: Authors' own research 

 

Table 4 Comparative analysis of responses to the question “Your organisation has 

provided adequate training for staff involved in preparing business continuity plans." 

 

 Percent 

 Finance Other 

Strongly disagree 0 5,8 

Disagree 13,3 26,7 

Neither agree nor 

disagree 

13,3 19,8 

Agree 53,3 33,7 

Strongly agree 20,0 14,0 

Total 100,0 100,0 

Source: Authors' own research 
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In table 4 we see a comparison of responses to the question "Your organisation has 

provided adequate training for staff involved in preparing business continuity plans." We 

note that there are many more organisations in other sectors than in financial that do not 

conduct adequate staff training. Bearing in mind the importance of training and result that 

more than 50% of organisations have negative attitude on the issue of training staff on 

business continuity, it certainly does not give a positive picture of the situation in Bosnia 

and Herzegovina regarding the implementation of the business continuity management 

concept. 

 

From all the above, starting with the answer to the research question "Is implementation of 

the business continuity planning concept on the higher development level in financial than 

in other sectors in Bosnia and Herzegovina?", and then further analyzed through a 

comparative analysis of the obtained responses in financial and other sectors, we can 

conclude that the implementation of the business continuity management concept in the 

financial sector in Bosnia and Herzegovina is at a much higher level than in other sectors. 

The reason for this maybe lies in the fact that the issue of business continuity management 

for financial institutions is regulated by the law. 

 

3. Conclusion 

 

In the organisational context, business continuity management has developed into a 

process that identifies the organisation's exposure to external and internal threats and 

provides guidelines for effective prevention and recovery. Understanding of a wide 

spectrum of threats is an essential for the success of the business continuity management in 

organisation. Organisations have to recover quickly after the crisis and maintain a 

competitive position and image. If organisation is not able to recover within a reasonable 

time, crisis impacts on the organisation’s image can last a lot longer than the crisis. 

 

Although the strategic planners focuses on how organisations can improve organisational 

effectiveness by the clear understanding of their competitive, political and organisational 

environment, planning possible responses to the events that could jeopardize the business 

is increasingly becoming a part of strategic planning. Furthermore, BCM still has a high 

potential for development. Especially considering increasing number of unforeseen events 

worldwide, ranging from earthquakes and fires to the various mass protests and terrorist 

threats and attacks. 

 

In order to analyze state of the business continuity management in Bosnia and 

Herzegovina, especially among organisations that are engaged in financial activities/banks, 

we conducted research on the business environment. Research question was if 

implementation of the business continuity planning concept is on the higher development 

level in financial than in other sectors in Bosnia and Herzegovina. In order to test get an 

answer on research question, we developed a questionnaire and distributed it to the BH 

organisations’ managers by the online survey and by personal communication. The study 

was conducted on a sample of 101 organisations. Primary data collected were processed 

using the following statistical software: Excel 2007 and SPSS 20.0.  

 

Based on this we found  that there is a statistically significant difference in the responses of 

respondents depending on the industry/sector, i.e. there is a higher development level of 

organisation and implementation of the concept of business continuity management 

concept in the financial sector than other sectors. Through a comparative analysis of 

responses received in the financial sector vs. other sectors', we conclude that financial 

sector is more developed than others in all aspects of business continuity management. The 
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reason for this state probably lies in the fact that the issue of business continuity is 

regulated by the Basel II for the banks, as well as legally defined in many countries, and 

partly in Bosnia and Herzegovina. While the countries of Western Europe have this issue 

regulated in details with exact guidelines for planning and implementation of the plan, 

Bosnia and Herzegovina only prescribed obligation of the plan existence in bank, without 

specifying details. 
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Abstract 

 

Literature on conventional banking system suggests that globalization and foreign bank 

entry enhances domestic banking performance and increases credit availability to the 

private sector. In this paper we examine the impact of financial liberalization and foreign 

Islamic bank entry on the performance of domestic Islamic banks, and credit availability to 

private sector. For this we follow the methodology suggested by Lee (2002), Demirgüc-

Kunt and Huizinga (1999), Claessens et al. (2001) and Claessens and Lee (2003). Our 

results indicate that foreign Islamic banks, on average, follow aggressive financing in host 

countries and enjoy higher net profit margin. Banking sector returns play an important role 

in the entry decision and presence of foreign banks. Moreover, favorable macro-economic 

conditions play a supportive role while higher tax policies play a hostile role for the entry 

and presence of foreign Islamic banks. The recent crisis does not seem to affect the entry 

decision significantly. But the profitability of domestic Islamic banks has been seriously 

affected by the recent crisis. Also domestic tax policy and macro-economic environment 

play important roles in determining the domestic bank performance. Results also indicate 

that private sector credit availability seems to suffer because of higher tax and reserve rate. 

Our findings suggest that host countries should strive for an efficient capital market with 

supportive macro-economic environment, which in turn helps the local banking sector to 

develop and be benefitted from the foreign bank entry. 

 

Keywords: financial liberalization, domestic credit, Islamic banks, performance 

JEL Classification code: E44, G21 

 

1. Introduction 

 

Long term economic growth requires a well-functioning financial system backed by 

sturdy financial institutions. Internationalization and liberalization of banking sector not 

only open up domestic markets for foreign banks but also precipitate rapid growth of 
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global trade in financial commodities and services, thus integrating global financial 

markets. The pace of such opening up of domestic markets to global competition has been 

different across countries and over time. Proponents of domestic market liberalization 

suggest that foreign bank participation benefits domestic market through increased 

competition and efficiency through reduction in overhead costs, privatization of state-

owned banks to make them profitable, financial deepening and augmentation of financial 

services, reduced chances of systemic financial crisis, and most importantly, promotion of 

long term economic growth. 

However, liberalization is not without its cons. There is deep-seated reservation and 

trepidation that cut throat competition may trigger instability in domestic financial system 

by pegging and linking domestic market to the cyclical fluctuations of foreign and global 

financial systems. Foreign banks also tend to erode the profitability and market share of 

domestic banks. Most multinational banks have also been accused of influencing host 

government financial policies and operating purely on commercial basis while ignoring 

socio-economic needs of local people. 

In this paper, we evaluate the banking sector performance of 24 countries with 

Islamic banks in local market using data of 149 Islamic banks for the period 1996 to 2010. 

We analyze the impact of foreign Islamic bank entry in the domestic markets, the 

determinants of bank profitability and the determinants of credit availability to the private 

sector of these Islamic economies. The results indicate that foreign banks enjoy higher net 

profit margin in 7 of 24 sample countries, while they earn significantly lower net profit 

margin in 5 sample countries. Also results indicate that foreign Islamic banks, on average, 

follow aggressive financing in host countries. The regression results show that returns of 

foreign banks (measured by ROE and ROA) play an important role in the entry decision 

and presence of foreign banks. Moreover, favorable macro-economic conditions play a 

supportive role while tax policies play a hostile role in the entry and presence of foreign 

Islamic banks. We do not find evidence suggesting that the recent financial crisis affects 

the foreign bank entry decision significantly. But the analysis of domestic Islamic banks 

suggests that, the profitability of domestic Islamic banks has been seriously affected by this 

recent crisis. Also domestic tax policy and macro-economic variables play important roles 

in determining the domestic bank performance. We also find evidence suggesting that 

private sector credit availability suffers because of higher tax and reserve rate. 

This paper contributes to the existing literature by analyzing foreign Islamic bank 

entry and presence in countries with local Islamic banking sector. A number of papers 

analyze the entry and presence of foreign banks in various local markets, for example, Lee 

(2002) in Middle Eastern and North American (MENA) countries; Berger et al. (2009) in 

Chinese market. On the other hand, Islamic banking literature mainly focuses on the 

strength of Islamic banking and finance (Čihák and Hesse, 2010). This is the first paper to 

analyze the entry of foreign Islamic banks in the host countries with Islamic banking 

sector. Moreover, this paper analyzes the determinants of local Islamic bank performances 

and credit availability to private sector. 

The rest of the paper is organized as follows. Section II provides a review of 

relevant literature. Section III discusses the data sources and compares the performance of 

the domestic and foreign Islamic banks in the sample countries.  Section IV presents 

detailed econometric models and discusses the results. Section V concludes the paper. 

 

2. Literature Review 

 

The advent of structural adjustment programs (SAPs) in the 1990s led to 

privatization, divestiture, and restructuring of state-owned and domestic firms. This 

resulted in the opening up of financial markets in low income economies, in particular, 

Latin and Central America, Africa, Asia and Middle East. Such opening up of domestic 
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markets allowed entry of foreign firms and banks in these economies, which became 

transition economies due to the implementation of such reforms (Fischer et al., 1996). A 

large number of papers investigate the impact of such financial liberalization on financial 

and economic development of these countries. One important area is the impact of foreign 

bank entry on domestic banks. Mathieson and Roldos (2001) discuss the sharp growth in 

the foreign bank participation level in many emerging markets. They state that authorities 

in these countries recognize foreign bank entry to have a positive effect on the local 

banking system. Xu (2011) also provides empirical evidence of competitive and efficient 

banking industry in China due to foreign bank entry. 

Berger et al. (2009) analyze the efficiency of Chinese banks over 1994-2003 and 

show that minority foreign ownership increase the efficiency of ‘Big-Four’ Chinese banks 

significantly. Havrylchyk and Jurzyk (2011) suggest that higher profitability of foreign 

banks is the result of cost minimization and better risk management. Denizer (1999) and 

Reddy (2009) suggest that foreign banks entry helps to develop domestic financial sector 

through reduced overhead expenses, improved management, increased competition, better 

financial and operational planning, efficient credit analysis and marketing, human capital 

development, and so on. Goldberg (2007) adds more factors to the list, such as, changes in 

allocative efficiency, technology transfer and diffusion, wage spillovers, institution 

building, altered macroeconomic cycles, and overall economic stability. 

However, a significant part of literature finds contradictory results. Detragiache et 

al. (2008) develop a theoretical model based on bank monitoring of soft information 

customers. Their model suggests that when domestic banks can better monitor soft 

information customers, foreign bank entry may hurt such customers and worsen welfare. 

They also find empirical support for the model in low income countries. Lensink et al. 

(2008) use stochastic frontier analysis over 105 countries for 1998-2003 and find that 

foreign ownership negatively affects bank efficiency, although in countries with good 

governance and higher institutional qualities such negative affect is less pronounced. Kim 

and Lee (2004) finds no evidence that foreign bank entry has improved local banks’ profits 

in Korea, since the cost efficiency resulting from foreign bank entry through the opening of 

branches is  overshadowed by the accompanying profit reduction. Barajas et al. (2000, 

1999) also suggest that higher operational efficiency resulting from foreign bank entry is 

achieved at the cost of declining loan quality of domestic banks because of increased 

individual market share, and the overall market concentration. 

The effects of foreign bank entry on the efficacy and local banking systems 

stability have been an issue of debate in many countries. The evidence on the stability 

effects of foreign bank presence is mixed, but an increasing body of evidence by 

Demirgüc-Kunt et al. (1999), Peek and Rosengren (2000), Dages et al. (2000) and Palmer 

(2000) points to the fact that the entry of foreign banks with a long-term commitment to 

emerging markets tend to provide a stable influence. Jeon et al. (2006) examine the foreign 

bank behavior in stabilizing Korean market for 1994-2001. They find that although foreign 

banks held more equity in liquid assets, they reduced lending during the crisis period while 

Korean banks did not do so. Also foreign banks did nothing more than domestic banks in 

contributing toward the stabilization of Korean economy. 

On the other hand, Vogel and Winkler (2012) find that higher foreign bank 

presence in Eastern Europe and Sub-Saharan Africa is associated with more stable cross-

border bank flows, which is not the case for domestic bank lending. Festić (2012) shows 

that the credit supply by foreign banks in the Baltic States, Romania and Bulgaria has 

remained relatively stable during the latest crisis. Dinger (2009) also attributes the 

stabilizing role of foreign banks to their access to more diversified sources of liquidity, 

which significantly reduces the risk of aggregate liquidity shortages in emerging 

economies, especially during crises periods. Dages et al. (2000) investigate the lending 

patterns of domestic and foreign banks in Argentina and Mexico during the 1990s. They 
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conclude that foreign banks typically have stronger and less volatile loan growth than the 

domestic banks. Demirgüc-Kunt et al. (1999) document that foreign banks presence lowers 

the probability that a country will experience a banking crisis and also accelerates overall 

economic growth by boosting domestic banking efficiency. 

The success of foreign bank entry and its impact on the domestic economy depends 

heavily on the openness of the host country. Blas and Russ (2012) use a model of 

heterogeneous, imperfectly competitive lenders to compare the competitive effects 

between cross-border bank takeovers and cross-border foreign bank lending. They show 

that opening toward cross-border lending increases competitive pressures in the domestic 

credit market, while takeovers fail to do so. Bayraktar and Wang (2004) find that the 

degree of openness to foreign banks entry significantly varies across countries and is not 

correlated with either average income levels or GDP growth. They also show that foreign 

bank entry improve domestic bank competitiveness for countries that liberalize their stock 

markets first. But these countries benefit less as profit and cost indicators are negatively 

related to the share of foreign banks.  Barth et al. (2006) analyze degree of market 

openness to determine the extent to which countries discriminate against foreign banks by 

regulating them less favorably than their domestic counterparts. They find substantial 

divergences between WTO commitments made by countries (in 1997) to open up their 

borders to foreign banks and the actual regulatory practices. 

Another important issue of concern in literature is the effect of foreign bank entry 

on young and small firms in domestic market. Ongena and Şendeniz-Yüncüb (2011) 

analyze firm-bank connections in Turkey. They find that small firms engage large banks 

rather than the small ones and young, large, multiple-bank, and industry-diversified firms 

team up with foreign banks. They also show that Islamic banks mainly deal with young, 

multiple-bank, industry-focused and transparent firms. Giannetti and Ongena (2009) and 

Naaborg et al. (2004) discuss the impact of foreign banks entry on small entrepreneurial 

firms in Eastern Europe and find that foreign bank lending stimulates growth in firm and 

bank sales, assets, and leverage, but the effect is lower for small firms. Also credit to the 

private sector remains
 
relatively low. But a number of papers find contradictory results. 

Havrylchyk (2012) analyzes the impact of foreign bank penetration on firm entry in 

Central and Eastern Europe and find that the economic significance of foreign bank entry 

is larger for opaque industries than that of in industries with small firms. Lee (2002) finds 

that credit to private sector of MENA countries increased because of financial 

liberalization. Connected businesses benefit least from foreign banks entry. Thus financial 

liberalization and integration can help mitigate connected lending problems and improve 

capital allocation. 

Sengupta (2007) models foreign bank entry and bank competition as the interaction 

between asymmetrically informed principals. In this model, the entrant (foreign bank) uses 

collateral as a screening device to contest the incumbent’s (domestic bank) informational 

advantage in the credit market. The entrant’s success, in gaining high quality borrowers by 

offering cheaper loans, increases with its efficiency (cost) advantage. This suggests that 

foreign banks tend to lend more to large firms while neglecting small and medium 

entrepreneurial firms. This “bias” seems to be stronger in emerging markets. Lin (2011) 

analyzes the impact of foreign bank entry on the domestic firms’ access to bank credit in 

China and concludes that collateral play a limited role in mitigating information 

asymmetry problem when creditors’ rights are not well protected in a host country. 

Cottarelli et al. (2005) estimate an “equilibrium” level of the bank-credit-to-GDP ratio and 

investigate whether increased lending to private sector, following financial sector reforms, 

is consistent with a process of convergence and structural financial deepening. They find 

no clear evidence that increase in bank credit ratios is inconsistent with financial 

deepening. 



464 

Foreign bank entry in developing country is also a prevalent research area. Cull and 

Peria (2010) suggest a number of factors, such as, domestic profit opportunities, lack of 

entry barriers, and the mechanisms to mitigate information problems have been driving 

foreign bank entry across developing countries. Demirgüc-Kunt and Huizinga (2000) 

provide evidence that increased competition due to the presence of foreign banks ensure 

that corporate
 
tax burden is fully passed onto bank customers while higher

 
regulatory 

burden is not, especially in developing countries. Claessens et al. (1998) and Demirgüc-

Kunt et al. (1999) using bank data of a broad cross section of  countries conclude that the 

functioning of foreign banks relative to domestic banks is very different in developing and 

developed countries. Foreign banks achieve higher (lower) profits than domestic banks in 

developing (developed) countries. Their findings further suggest that an increase in the 

share of foreign banks leads to lower profits and overhead costs of domestic banks. This is 

due to a larger ratio
 
of bank assets to gross domestic product (GDP) and a lower market

 

concentration ratio as noted by Demirgüc-Kunt and Huizinga (2000). 

Hermes and Lensink (2004) and Lensink and Hermes (2004) analyze the short term and 

long term effects of foreign bank presence on performance and behavior of the domestic banking 

sector. They find that foreign bank presence is associated with higher costs and margins
 
of 

domestic banks at low levels of financial
 
and economic development. But at higher levels

 
of 

financial development such presence of foreign banks is associated with falling costs and 

margins of domestic banks. This is consistent with Naaborg et al. (2004) who conclude that the 

performances of both foreign and domestic banks tend to converge over time for transitioning 

economies, even though at higher levels of economic development the effects of foreign bank 

entry appear to be less clear. Lee (2002) finds that financial sector development is positively 

related to foreign bank presence. Financial depth of local economy is driven mainly by the 

expansion of domestic credit to private sector. He also concludes that financial liberalization, 

when augmented by foreign bank entry and privatization of domestic state-owned banks, 

contributes to profitability, better capitalization of domestic banks, and also to overall banking 

efficiency because of economies of scale. 

Foreign banks follow a number of entry modes to enter into the host country, for 

example, Greenfields investments, mergers with local banks and acquisition of local banks. 

Jeon et al. (2011) analyze the entry mode of foreign banks in emerging Asian and Latin 

American banking sector and concludes that foreign banks entering through the “de novo 

penetration” mode (starting fresh) have stronger effect on domestic banking sector 

competitiveness than do banks entering through merger and acquisition mode. Poghosyan 

and Poghosyan (2010) find that, in the Central and Eastern European countries, foreign 

Greenfield banks have superior cost efficiency than domestic and foreign-acquired banks. 

They also show that the efficiency of foreign-acquired banks deteriorates in the initial year 

of acquisition, although improves thereafter. Also foreign-acquired banks have less market 

power than domestic and foreign Greenfield banks. Haas and Lelyveld (2006) show that 

business cycles and banking crises influence the behavior of both foreign and domestic 

banks. They find that during crisis periods, domestic banks contract their credit base, 

whereas Greenfield foreign banks do not do so. Moreover, there is a significant negative 

relationship between home country economic growth and host country credit by 

Greenfields foreign banks. Thi (2009) analyzes the effect of foreign banks entry modes on 

bank performance in the Czech Republic, Hungary, and Poland. He finds a very limited 

effect of Greenfield banks entry on domestic markets in the early transition period, but the 

foreign bank entry by mergers and acquisitions of domestic banks leads to significant 

decline in banks’ profits and net interest margins, and significant increase in operating 

costs. While a large body of literature examines financial liberalization and foreign bank 

entry on domestic banking performance, there is no study on the analysis of domestic 

Islamic banking sector. In this paper, we make the first attempt to analyze such impact on 

the performance of domestic Islamic banks. 
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3. Data Sources and Descriptive Statistics 

 

3.1 Data 

To analyze the financial performance of Islamic banks in 24 countries, we use bank 

financial statements data. Data on the income statement, balance sheet and ownership 

structure of commercial banks in each of the 24 countries are collected from BvD’s 

BankScope Database. Table 1 presents the 24 sample countries and the number of bank-

years in each country. Data on micro-banking variables is collected from non-consolidated 

financial statements. To control for country’s unique financial structure and institutions, 

we use macro-finance variables. Data on these variables is collected from the World 

Development Indicator (2011) database of the World Bank, Global Development Finance 

(2011), and the IMF’s International Financial Statistics. 

 

Table 1: Total number of Islamic banks 

Row Labels 1
9
9
6
 

1
9
9
7
 

1
9
9
8
 

1
9
9
9
 

2
0
0
0
 

2
0
0
1
 

2
0
0
2
 

2
0
0
3
 

2
0
0
4
 

2
0
0
5
 

2
0
0
6
 

2
0
0
7
 

2
0
0
8
 

2
0
0
9
 

2
0
1
0
 

BAHRAIN 3 4 4 5 6 5 6 8 9 14 17 18 19 20 19 

BANGLADESH 1 1 
 

1 1 1 1 1 1 1 2 2 3 3 3 

BRUNEI  

DARUSSALAM  
2 2 2 2 2 2 2 2 2 1 1 1 1 1 

EGYPT 3 3 3 2 2 2 2 2 2 2 2 2 2 2 2 

GAMBIA 
 

1 1 1 1 
    

1 1 
    

INDONESIA 
       

1 1 1 1 1 1 
  

IRAN 3 7 8 8 8 11 12 12 12 12 12 13 11 11 7 

IRAQ 
         

1 1 2 2 4 4 

JORDAN 1 2 3 3 3 3 3 3 3 3 3 3 3 3 3 

KUWAIT 2 2 2 2 2 2 2 3 3 6 8 9 9 8 5 

LEBANON 
      

1 1 1 
 

1 3 2 1 1 

MALAYSIA 
 

1 
       

5 11 13 17 17 17 

MAURITANIA 
  

1 1 1 1 1 1 1 1 1 1 1 1 
 

PAKISTAN 
       

2 3 7 9 9 8 9 8 

PALESTINIAN 

TERRITORY        
1 1 1 1 1 1 1 

 

QATAR 2 2 2 2 2 2 2 2 2 3 3 5 5 4 4 

SAUDI ARABIA 
   

1 1 1 1 1 2 3 3 3 4 4 4 

SINGAPORE 
           

1 1 1 1 

SUDAN 1 3 3 3 5 6 6 5 4 5 9 11 11 11 8 

SYRIA 
           

2 1 2 2 

TUNISIA 1 1 1 1 1 1 1 1 1 1 1 1 1 1 1 

TURKEY 
  

1 1 
     

2 4 4 4 4 4 

UNITED ARAB 

EMIRATES 
1 1 2 2 2 2 3 4 5 6 6 7 10 10 9 

YEMEN 1 1 2 2 2 2 3 3 3 4 3 2 4 4 2 

Grand Total 19 31 35 37 39 41 46 53 56 81 100 114 121 122 105 

Note: The sample period is 1996-2010. The table below shows the number of bank with at least 2 years of 

data from BankScope. The final sample for the whole period was 149 Islamic banks. 

 

3.2 Performance of Domestic and Foreign Banks  

 
In this section, we compare the financial performance of foreign and domestic banks in 

each country by using income statement and accounting data. Table 2 presents cross country 

statistics on banking performance from 1996 to 2010. Table 2 shows that out of the 24 

countries, only 14 countries (Bahrain, Bangladesh, Brunei Darussalam, Egypt, Gambia, Jordan, 

Lebanon, Malaysia, Pakistan, Saudi Arabia, Sudan, Turkey, United Arab Emirates (UAE), and 

Yemen) have both domestic and foreign bank data available in BankScope database. Eight 

countries have data on only domestic banks and 2 countries (Syria and Tunisia) data on only 

foreign banks.128 

                                                 
128 Although we use only banks that have data available in BankScope database, these banks represent 

statistically significant sample to derive conclusions.  
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Table 2: Bank Performance: Domestic vs. Foreign Islamic Banks by Countries (avg. 

1996-2010) 

 

Country 

Net 

Margin 

/TA 

Non-

interest 

Income 

/TA 

Over-

heads 

/TA 

Loan Loss 

Provision 

/TA 

Profit 

Before 

Tax 

/TA 

Tax 

/TA 

Net 

Income 

/Equity 

(ROE) 

Net 

Income 

/TA 

(ROA) 

        

BAHRAIN        

D 5.59 2.53 5.75 0.58 1.71 0.08 8.04 1.63 

F 4.21 2.93 3.69 0.76 2.65 0.20 8.11 2.45 

BANGLADESH       

D 1.32 0.76 1.47 0.17 0.42 0.34 -9.30 0.08 

F 1.20 0.79 5.69 4.94 -9.17 -0.11 28.49 -9.06 

BRUNEI DARUSSALAM      

D 2.75 0.52 1.11 0.65 1.51 0.54 5.37 0.97 

F 5.36 0.00 2.70 1.36 1.29 0.49 9.63 0.80 

EGYPT         

D 1.21 1.31 2.18 0.28 0.06 0.05 6.49 0.01 

F 1.75 0.90 1.12 1.00 0.60 0.04 7.48 0.56 

GAMBIA         

D 3.52 6.30 9.36 0.43 0.05 0.30 -25.35 -0.26 

F 0.00 7.80 7.67 0.00 0.13 0.30 0.77 -0.17 

INDONESIA       

D 3.83 1.13 2.95 1.02 1.00 0.37 8.88 0.63 

IRAN                 

D 1.45 2.87 2.46 0.43 1.43 0.20 13.00 1.23 

IRAQ                 

D 2.47 1.86 1.88 1.06 1.37 0.15 5.38 1.23 

JORDAN                 

D 2.43 1.16 1.36 0.18 2.03 0.26 12.84 1.77 

F 1.91 1.08 1.57 0.39 1.03 0.32 9.73 0.71 

KUWAIT         

D 2.73 2.55 2.62 0.43 2.17 0.13 11.75 2.04 

LEBANON       

D 2.65 0.30 1.54 1.21 0.20 0.23 -2.42 -0.04 

F 3.15 5.52 8.38 0.33 -2.17 0.10 -7.03 -2.26 

Note: This table shows average income statement item ratios. For each year, size weighted 

average ratio is calculated and then averaged over time.  
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Table 2: Bank Performance: Domestic vs. Foreign Islamic Banks by Countries 

(average 1996-2010) (continued) 

 

Country 

Net 

Margin 

/TA 

Non-

interest 

Income 

/TA 

Over-

heads 

/TA 

Loan Loss 

Provision 

/TA 

Profit 

Before 

Tax 

/TA 

Tax 

/TA 

Net 

Income 

/Equity 

(ROE) 

Net 

Income 

/TA 

(ROA) 

MALAYSIA       

D 3.42 3.15 4.89 0.10 1.58 0.31 6.85 1.27 

F 1.62 1.15 2.45 0.70 -0.45 -0.02 -2.02 -0.43 

MAURITANIA       

D 4.35 1.47 4.69 0.22 0.89 0.06 4.70 0.83 

PAKISTAN       

D 3.00 1.28 2.40 0.39 1.50 0.20 14.76 1.30 

F 3.51 1.55 3.25 0.48 1.30 0.28 8.16 1.02 

PALESTINIAN TERRITORY     

D 4.36 1.46 1.65 0.49 3.99 0.00 24.38 4.08 

QATAR                 

D 4.44 1.26 2.16 1.82 1.72 0.07 12.39 1.64 

SAUDI ARABIA       

D 4.11 3.46 4.78 0.34 2.52 0.36 16.87 2.17 

F 2.79 0.48 1.33 0.08 1.94 0.00 2.36 1.94 

SINGAPORE       

D 4.57 2.13 3.57 0.76 2.33 0.44 13.89 1.89 

SUDAN                 

D 2.40 0.91 2.76 0.31 0.21 0.01 15.94 0.20 

F 2.43 4.88 6.64 0.21 0.42 0.32 0.82 0.10 

SYRIA                 

F 1.76 -0.59 1.40 0.09 -0.45 0.05 -0.45 -0.50 

TUNISIA                 

F 2.34 0.93 1.31 0.36 1.61 0.03 7.19 1.58 

TURKE

Y                 

D 1.74 1.89 1.78 0.33 1.51 0.14 12.97 1.38 

F 3.98 1.40 3.11 0.67 2.26 0.37 21.31 1.89 

UNITED ARAB EMIRATES     

D 1.94 1.27 1.53 0.40 1.23 0.04 8.92 1.19 

F 3.09 3.20 5.94 0.18 0.16 0.00 0.27 0.16 

YEMEN                 

D 1.68 1.77 1.85 0.41 1.18 0.13 10.04 1.06 

F 2.08 2.37 3.25 1.14 0.03 0.15 0.20 -0.12 

 

From table 2, we see that the net interest (profit) margin to total asset (NIM/NPM) 

ratio is significantly higher for foreign banks in Brunei, Lebanon, Pakistan, Turkey, UAE, 

and Yemen, implying higher foreign bank profitability in these countries. NIM/NPM is 

significantly lower in Bahrain, Gambia, Jordan, Malaysia, and Saudi Arabia, where local 

banks are more profitable than their foreign counterparts. We did not find significantly 

different NIM in other countries. 

Foreign banks register higher non-interest income to total asset ratio (NON_INT) in 

Bangladesh, Gambia, Lebanon, Pakistan, Sudan and UAE, and Yemen. This implies the 

diverse non-financial operation by foreign banks in these countries. However, foreign 

banks in Egypt, Gambia, Malaysia, and Pakistan carry higher overhead cost. Again most of 

the countries except Gambia, Lebanon, and UAE have higher loan loss provision that 

offset the higher non-interest income gains, reducing their pre-tax profits to the same or 

lower amount relative to domestic competitors. 

Although foreign banks have low relative return on assets (ROA)
129

 in majority of 

the countries, we find comparatively and significantly higher return on equity (ROE) in 

                                                 
129 In some cases it is actually lower. 
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Bahrain, Egypt, Gambia, Turkey, UAE, and Yemen. In general, we have no strong 

evidence to conclude that foreign banks have outperformed domestic banks, except in 

Bangladesh, Brunei, Gambia, Pakistan, and UAE, which have higher ROE. In only 9 

countries (Bahrain, Bangladesh, Jordan, Lebanon, Malaysia, Saudi Arabia, Turkey, UAE, 

and Yemen), we find significant difference in profit before taxes (PBT) between domestic 

and foreign banks. Tax to total assets ratio is higher for foreign banks in Bahrain, Pakistan, 

Sudan and Turkey, implying a tax disadvantage for foreign banks over domestic banks. 

However, foreign banks in Bangladesh, Lebanon, Malaysia, Saudi Arabia, and Turkey 

have paid lower taxes, which imply a conducive and welcoming policy for foreign banks in 

these host countries. 

Table 3 provides a synopsis of banks’ asset and liability mix for both domestic and 

foreign banks in the 24 sample countries. Foreign banks have relatively higher loan to total 

assets ratio and lower other earning assets (OEASSE) in only 4 countries (Bangladesh, 

Brunei, Saudi Arabia, and Turkey). These imply higher foreign bank operation in these 

countries. Domestic Islamic banks have higher non-earning assets to total assets (NPATA) 

in Bahrain, Bangladesh, Brunei, Saudi Arabia, Turkey and UAE, indicating lower 

competitive power of Islamic banks in these countries. 

Foreign banks seem to adopt more aggressive financing as shown by the ratio of 

customer deposits and short term funding to total liability (CSTF). Only in 6 countries 

(Gambia, Lebanon, Saudi Arabia, Sudan, UAE, and Yemen) the domestic Islamic banks 

have higher CSTF ratio than the foreign banks. Foreign banks have higher capitalization 

shown by equity/total assets ratio (EQUITY) in Egypt, Gambia, Lebanon, Pakistan, Saudi 

Arabia, UAE, and Yemen. This ratio is extremely large in Lebanon, Saudi Arabia, and 

UAE suggesting poor managerial practice in these countries. 

 

Table 3: Comparison of Asset and Liability Composition. Domestic vs. Foreign 

Islamic Banks by Countries (average 1996-2010) 

 
 

Assets  Liabilities and Equity 

 Loans Other 

Earning 

Assets 

Fixed 

Assets 

Non-

Earning 

Assets 

 Deposits & 

Short term 

funding 

Other 

Liabilities 

Equity 

         

BAHRAIN 

    

 

   D 50.91 33.45 1.87 12.62  48.49 8.57 42.93 

F 41.90 45.31 1.69 11.10  53.71 14.09 32.20 

BANGLADESH 

   

 

   D 71.42 12.60 1.29 14.69  92.34 4.09 3.57 

F 77.55 9.13 4.80 8.52  117.35 16.88 -34.23 

BRUNEI DARUSSALAM 

  

 

   D 52.19 29.60 0.76 17.46  74.56 3.81 21.62 

F 80.32 2.59 1.81 15.28  82.74 8.53 8.74 

EGYPT 

    

 

   D 70.43 21.03 2.36 6.18  88.78 6.26 4.96 

F 27.94 63.89 1.55 6.62  89.74 3.44 6.82 

GAMBIA 

    

 

   D 63.21 14.44 3.90 18.46  80.16 11.71 8.14 

F 28.71 36.14 4.28 30.86  40.45 48.24 11.31 

INDONESIA 

   

 

   D 62.81 22.30 2.55 12.34  78.95 15.44 5.61 
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IRAN                 

D 42.71 21.12 4.28 31.89  66.98 16.38 16.64 

IRAQ                 

D 36.24 34.59 5.19 23.98  48.58 26.88 24.54 

JORDAN                 

D 50.90 39.43 1.24 8.43  60.63 23.13 16.23 

F 49.73 23.84 1.67 24.76  88.06 5.00 6.95 

KUWAIT                 

D 43.47 43.12 3.73 9.69  63.68 10.28 26.03 

LEBANON 

   

 

   D 47.48 30.94 0.25 21.34  88.54 4.17 7.29 

F 7.59 39.19 13.79 39.44  36.69 29.90 33.41 

MALAYSIA 

   

 

   D 58.54 19.70 5.11 16.65  63.02 14.42 22.56 

F 42.02 13.64 1.28 41.92  69.32 3.34 27.34 

Note: This table shows average Balance Sheet item ratios. For each year, size weighted 

average ratio is calculated and then averaged over time.  

 

Table 3: Comparison of Asset and Liability Composition. Domestic vs. Foreign 

Islamic Banks by Countries (average 1996-2010) (continued) 

 
 

Assets  Liabilities and Equity 

 Loans Other 

Earning 

Assets 

Fixed 

Assets 

Non-

Earning 

Assets 

 Deposits & 

Short term 

funding 

Other 

Liabilities 

Equity 

    
 

   

MAURITANIA 

   

 

   
D 42.09 34.68 7.62 15.60  70.88 11.48 17.65 

PAKISTAN 

   

 

   
D 63.25 27.02 1.51 8.22  65.88 23.65 10.47 

F 50.59 31.13 2.13 16.15  81.07 5.53 13.39 

PALESTINIAN TERRITORY 

  

 

   
D 57.79 35.86 0.93 4.39  74.12 9.38 16.50 

QATAR                 

D 64.40 22.85 1.85 9.91  57.71 8.71 33.58 

SAUDI ARABIA 

   

 

   
D 32.37 30.39 4.26 30.99  49.96 37.11 12.93 

F 56.92 15.44 1.14 26.50  0.62 15.75 83.63 

SINGAPORE 

   

 

   
D 76.72 10.31 1.60 11.36  80.59 6.38 13.03 

SUDAN 

    

 

   
D 67.88 24.32 1.26 6.54  75.73 8.12 16.15 

F 29.93 20.42 7.36 42.29  63.27 21.36 15.37 

SYRIA                 

F 11.61 33.53 2.93 51.93  46.08 33.57 20.35 

TUNISIA                 

F 50.29 43.73 2.03 3.95  69.46 4.03 26.51 
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TURKEY 

D 53.26 25.32 1.83 19.58  84.68 4.10 11.22 

F 56.18 34.31 1.55 7.96  87.37 2.86 9.78 

UNITED ARAB EMIRATES 

  

 

   
D 56.03 33.17 1.07 9.73  78.67 8.00 13.34 

F 60.08 33.15 3.11 3.67  37.37 2.11 60.52 

YEMEN                 

D 45.51 33.17 2.07 19.25  78.97 6.29 14.75 

F 32.83 38.99 1.75 26.43  75.42 5.32 19.26 

 

4. Econometric Model and Analysis of Results 

 

In this paper, we follow the framework suggested by Lee (2002). A number of 

other papers, for example, Abuzayed et al. (2012), Demirgüc-Kunt and Huizinga (1999), 

Claessens et al. (2001), and Claessens and Lee (2003) also follow a similar method. The 

specific model we use in this paper is specified in equation (1). 

 

 
 

In equation (1), FSj,t is a foreign bank share in country j and time t. Here, FS = 

{FORG_A, FORG_B}, where FORG_A is the number of foreign Islamic bank divided by 

the number of total Islamic banks in a country, and FORG_B is number of foreign Islamic 

bank divided by the total number of banks (Islamic and commercial) in the country. Ij,t-1 

represents the domestic bank specific variables or ratios (profit income, non-interest 

income, overheads, taxes, loan-loss expenses, and net profits, each divided by total assets) 

averaged for country j at time t-1. Data for Ij,t-1 are calculated from accounting identity 

equation. Bj,t-1 represents bank control variables, averaged for country j at time t-1. Xj,t-1 

represents country specific variables (GDP growth rate, inflation, and the real interest rate 

among others) at time t-1. These variables are used as control variables for each country in 

the regression. To assess the impact of the taxation variables, we include reserve (RES), 

which is the bank liquid reserve to total assets ratio, its interaction term with GDP per 

capita (RESGDP), tax (TAX) and the interaction term of tax with GDP per capita 

(TAXGDP). Rj,t-1 represents proxy variables for regulation in country j; α0 is a constant, δ 

are coefficients for each variable and εj,t is a random error term. 

Financial structure variables are included in the model by using the following 

variables; deposit money bank assets to total GDP (BANK), state-owned banks’ share 

(STATE), and concentration ratio (CONCEN). BANK is the claim on domestic real 

nonfinancial sector by deposit money banks as a share of GDP. This ratio reflects the 

overall level of development in the banking sector (Demirgüc-Kunt and Huizinga, 2000). 

STATE is the number of state owned banks (including both Islamic and Commercial banks) 

divided by the total number of Islamic and Commercial banks. 

We use weighted average least squares method to estimate equation (1). The 

inverse of the number of domestic Islamic banks in each period is used to weight the 

observations in the regressions to correct for varying number of bank observations in each 

country. Estimates of equation (1) are presented in Table 4. Panel A shows results for the 

dependent variable FORG_A, while Panel B presents results for the dependent variable 

FORG_B. Different model specifications are presented in different columns. The results 

show that return on assets (ROA) and return on equity (ROE) are both positively associated 

with foreign bank entry, while the effect of ROE is significant at 1% level and the same for 

ROA is significant at 5% level. The coefficient of profit before taxes (PBT) is also 
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significant at 10% level. The coefficient of Foreign Islamic banks tend to enter in countries 

where domestic Islamic banks have a track of higher returns, perhaps with the goal of 

sharing a part of these profits. The loan loss provision (LLPROV) variable is not 

statistically significant although it has a positive effect. The overhead cost and other 

operating income is also not significant. This implies that, the entry decision of Islamic 

banks in foreign countries is not influenced much by bad managerial practices (reflected in 

higher LLPROV) or existing cost structure in the host countries. One possible reason may 

be the opportunity for the Islamic banks to offer sound management practices to their 

clientele in the host countries and to take advantage of the existing bad domestic practices. 

 

Table 4: Determinants of Foreign Bank Presence 

 

Panel A. Dependent variable: ratio foreign Islamic banks to total number of Islamic 

banks 
 1 2 3 4 5 6 7 

Bank Characteristics      

NIM(-1) 
-0.510  

(0.63)       

ROA(-1) 
 

1.403**  

(0.55)      

ROE(-1) 
  

0.101***  

(0.04)     

PBT(-1) 
   

1.115*  

(0.59)    

OTHER_OP(-

1)     

0.780  

(1.17)   

OVERH(-1) 
     

-0.592  

(0.38)  

LLPROV(-1) 
      

0.611  

(2.85) 

EQUITY(-1) 
0.585**  

(0.25) 

0.499**  

(0.23) 

0.532**  

(0.23) 

0.505**  

(0.23) 

0.517**  

(0.22) 

0.583**  

(0.23) 

0.516**  

(0.24) 

OEASSE(-1) 
0.415**  

(0.17) 

0.412**  

(0.16) 

0.405**  

(0.16) 

0.415**  

(0.16) 

0.436***  

(0.16) 

0.402**  

(0.17) 

0.429***  

(0.16) 

CSTF(-1) 
-0.182  

(0.15) 

-0.200  

(0.15) 

-0.183  

(0.16) 

-0.198  

(0.15) 

-0.195  

(0.15) 

-0.184  

(0.15) 

-0.191  

(0.16) 

NIFUNDING(-

1) 

-

0.577***  

(0.12) 

-0.635***  

(0.13) 

-0.615***  

(0.13) 

-

0.628***  

(0.13) 

-

0.642***  

(0.12) 

-0.554***  

(0.12) 

-

0.594***  

(0.12) 

Macro Variables 
     

GDPCAP(-1) 
0.141  

(0.09) 

0.136  

(0.09) 

0.130  

(0.09) 

0.136  

(0.09) 

0.155  

(0.09) 

0.127  

(0.09) 

0.142  

(0.10) 

GROWTH(-1) 
-0.974  

(0.65) 

-0.859  

(0.67) 

-0.940  

(0.66) 

-0.857  

(0.66) 

-0.961  

(0.65) 

-0.933  

(0.67) 

-0.973  

(0.68) 

INFLATION(-

1) 

0.188*  

(0.10) 

0.255**  

(0.11) 

0.125  

(0.13) 

0.245**  

(0.11) 

0.217*  

(0.12) 

0.198*  

(0.11) 

0.203*  

(0.11) 

Note: Regressions are estimated using weighted least squares across 22 countries for the period 1996-2010. 

Only domestic Islamic bank observations were used and averages were calculated over all domestic Islamic 

banks. The inverse of number of domestic Islamic banks in each period is used to weight the observations in 

the regressions to correct for varying number of bank observations in each country. In Panel A, the dependent 

variable is the ratio foreign Islamic banks to total number of Islamic banks (FORG_A) whereas in Panel B 

the dependent variable is the ration of Foreign Islamic Banks to total number of banks in the country 

(Commercial and Islamic banks, FORG_B). Detailed variable definitions and data sources are given in the 

Appendix 1. Heteroskedasticity-corrected standard errors are given in parentheses. *, **, and *** denote 

significant level at 10, 5 and 1 percent respectively. 
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Table 4: Determinants of Foreign Bank Presence (continued) 

Year 2007 
-0.005  

(0.09) 

-0.010  

(0.09) 

-0.005  

(0.09) 

-0.013  

(0.09) 

-0.005  

(0.09) 

-0.010  

(0.09) 

-0.006  

(0.09) 

Year 2008 
0.012  

(0.05) 

0.010  

(0.04) 

0.005  

(0.04) 

0.010  

(0.04) 

0.017  

(0.04) 

0.008  

(0.05) 

0.014  

(0.05) 

Year 2009 
0.011  

(0.05) 

0.011  

(0.05) 

0.009  

(0.05) 

0.010  

(0.05) 

0.014  

(0.04) 

0.006  

(0.05) 

0.008  

(0.05) 

Taxes 
       

RES(-1) 
-0.151*  

(0.08) 

-0.161*  

(0.09) 

-0.143  

(0.09) 

-0.156*  

(0.09) 

-0.142  

(0.09) 

-0.161**  

(0.08) 

-0.144  

(0.09) 

RESGDP(-

1) 

-0.163  

(0.29) 

-0.139  

(0.27) 

-0.137  

(0.27) 

-0.142  

(0.28) 

-0.199  

(0.29) 

-0.127  

(0.28) 

-0.169  

(0.29) 

TAX(-1) 
-0.065  

(0.08) 

-0.083  

(0.08) 

-0.086  

(0.08) 

-0.085  

(0.08) 

-0.069  

(0.08) 

-0.075  

(0.08) 

-0.072  

(0.08) 

TAXGDP(-

1) 

0.135  

(0.10) 

0.161  

(0.10) 

0.150  

(0.10) 

0.158  

(0.10) 

0.146  

(0.10) 

0.138  

(0.10) 

0.140  

(0.10) 

Financial Structure 
      

BANK(-1) 
0.637***  

(0.23) 

0.634***  

(0.22) 

0.611***  

(0.22) 

0.632***  

(0.23) 

0.640***  

(0.23) 

0.624***  

(0.22) 

0.616**  

(0.25) 

BANKGDP(-

1) 

-

0.456***  

(0.15) 

-

0.463***  

(0.15) 

-

0.448***  

(0.14) 

-

0.458***  

(0.15) 

-

0.473***  

(0.15) 

-

0.444***  

(0.14) 

-

0.456***  

(0.15) 

CREDIT(-1) 
-0.517**  

(0.21) 

-0.510**  

(0.21) 

-0.501**  

(0.21) 

-0.509**  

(0.21) 

-0.505**  

(0.21) 

-0.513**  

(0.21) 

-0.491**  

(0.22) 

CONCEN(-

1) 

-0.329**  

(0.14) 

-0.339**  

(0.14) 

-0.327**  

(0.14) 

-0.337**  

(0.14) 

-0.349**  

(0.14) 

-0.319**  

(0.14) 

-0.329**  

(0.14) 

STATE(-1) 
-0.243*  

(0.14) 

-0.264*  

(0.15) 

-0.256*  

(0.15) 

-0.259*  

(0.15) 

-0.251*  

(0.15) 

-0.247*  

(0.15) 

-0.248*  

(0.14) 

C 
0.518***  

(0.19) 

0.528***  

(0.19) 

0.528***  

(0.19) 

0.523***  

(0.19) 

0.515***  

(0.19) 

0.525***  

(0.19) 

0.517**  

(0.20) 

Adj-R2 0.412 0.416 0.422 0.414 0.411 0.414 0.409 

N 197 197 197 197 197 197 197 
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Table 4: Determinants of Foreign Bank Presence (continued) 

 

Panel B. Dependent variable: ratio foreign Islamic banks to total number of banks 
 1 2 3 4 5 6 7 

Bank Characteristics 
     

NIM(-1) 
0.131  

(0.19)       

ROA(-1) 
 

0.359  

(0.25)      

ROE(-1) 
  

0.021*  

(0.01)     

PBT(-1) 
   

0.231  

(0.25)    

OTHER_OP(-1) 
    

0.131  

(0.45)   

OVERH(-1) 
     

0.025  

(0.16)  

LLPROV(-1) 
      

0.804  

(1.01) 

EQUITY(-1) 
0.317***  

(0.10) 

0.327***  

(0.10) 

0.335***  

(0.10) 

0.330***  

(0.10) 

0.332***  

(0.10) 

0.331***  

(0.09) 

0.324***  

(0.10) 

OEASSE(-1) 
0.218***  

(0.08) 

0.211**  

(0.08) 

0.210**  

(0.08) 

0.212**  

(0.08) 

0.216**  

(0.08) 

0.216**  

(0.08) 

0.217***  

(0.08) 

CSTF(-1) 
-0.017  

(0.06) 

-0.018  

(0.06) 

-0.014  

(0.06) 

-0.017  

(0.06) 

-0.016  

(0.06) 

-0.016  

(0.06) 

-0.019  

(0.06) 

NIFUNDING(-1) 
-0.118**  

(0.05) 

-0.124**  

(0.05) 

-0.118**  

(0.05) 

-0.120**  

(0.05) 

-0.121**  

(0.06) 

-0.115**  

(0.05) 

-0.112**  

(0.05) 

Macro Variables 
     

GDPCAP(-1) 
-0.003 

(0.02) 

-0.005 

(0.02) 

-0.006 

(0.02) 

-0.005 

(0.02) 

-0.001 

(0.02) 

-0.003 

(0.02) 

-0.003 

(0.02) 

GROWTH(-1) 
-0.371 

(0.26) 

-0.348 

(0.25) 

-0.370 

(0.26) 

-0.353 

(0.25) 

-0.375 

(0.26) 

-0.375 

(0.26) 

-0.392 

(0.26) 

INFLATION(-1) 
0.087* 

(0.05) 

0.097* 

(0.05) 

0.068 

(0.06) 

0.093* 

(0.05) 

0.086 

(0.06) 

0.084 

(0.05) 

0.085 

(0.05) 

Year 2007 
-0.023 

(0.03) 

-0.025 

(0.03) 

-0.023 

(0.03) 

-0.025 

(0.03) 

-0.023 

(0.03) 

-0.023 

(0.03) 

-0.025 

(0.03) 

Year 2008 
-0.018 

(0.02) 

-0.019 

(0.02) 

-0.020 

(0.02) 

-0.019 

(0.02) 

-0.017 

(0.02) 

-0.018 

(0.02) 

-0.017 

(0.02) 

Year 2009 
-0.029 

(0.02) 

-0.029 

(0.02) 

-0.030 

(0.02) 

-0.029 

(0.02) 

-0.029 

(0.02) 

-0.029 

(0.02) 

-0.032* 

(0.02) 
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Table 4: Determinants of Foreign Bank Presence (continued) 

Taxes 
       

RES(-1) 
-0.092***  

(0.03) 

-0.098***  

(0.03) 

-0.094***  

(0.03) 

-0.097***  

(0.03) 

-0.094***  

(0.03) 

-0.093***  

(0.03) 

-0.095***  

(0.03) 

RESGDP(-1) 
-0.011  

(0.08) 

-0.004  

(0.08) 

-0.005  

(0.08) 

-0.006  

(0.08) 

-0.016  

(0.09) 

-0.012  

(0.08) 

-0.015  

(0.09) 

TAX(-1) 
-0.014  

(0.03) 

-0.016  

(0.03) 

-0.016  

(0.03) 

-0.016  

(0.03) 

-0.013  

(0.03) 

-0.013  

(0.03) 

-0.015  

(0.03) 

TAXGDP(-1) 
0.094  

(0.07) 

0.098  

(0.07) 

0.094  

(0.07) 

0.096  

(0.07) 

0.093  

(0.07) 

0.092  

(0.07) 

0.092  

(0.07) 

Financial Structure 
      

BANK(-1) 
-0.015  

(0.06) 

-0.009  

(0.06) 

-0.014  

(0.06) 

-0.010  

(0.06) 

-0.009  

(0.06) 

-0.011  

(0.06) 

-0.021  

(0.06) 

BANKGDP(-1) 
-0.060**  

(0.03) 

-0.062**  

(0.03) 

-0.058**  

(0.03) 

-0.060**  

(0.03) 

-0.063**  

(0.03) 

-0.060**  

(0.03) 

-0.060**  

(0.03) 

CREDIT(-1) 
0.004  

(0.06) 

-0.003  

(0.06) 

-0.001  

(0.06) 

-0.003  

(0.06) 

-0.002  

(0.06) 

0.000  

(0.06) 

0.011  

(0.06) 

CONCEN(-1) 
-0.053  

(0.06) 

-0.056  

(0.06) 

-0.053  

(0.06) 

-0.055  

(0.06) 

-0.056  

(0.06) 

-0.053  

(0.06) 

-0.053  

(0.06) 

STATE(-1) 
-0.093**  

(0.04) 

-0.097**  

(0.04) 

-0.094**  

(0.04) 

-0.095**  

(0.04) 

-0.093**  

(0.04) 

-0.092**  

(0.04) 

-0.095**  

(0.04) 

C 
0.096  

(0.07) 

0.101  

(0.07) 

0.100  

(0.07) 

0.099  

(0.07) 

0.097  

(0.07) 

0.097  

(0.07) 

0.101  

(0.07) 

        

Adj-R2 0.492 0.493 0.494 0.492 0.491 0.491 0.493 

N 197 197 197 197 197 197 197 
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For all specifications in column 1 to 7, book value of equity (EQUITY) and other 

earning asset to total asset variable (OEASSE) has positive and statistically significant 

effects whereas customer short-term funding (CSTF) coefficients are not significant at all. 

Non-interest funding (NIFUNDING) is also significant but has a negative impact. This 

implies that foreign banks presence increase where there are more opportunities to generate 

funds and get revenues from OEASSE. 

In relation to the macro control variables, inflation (INFLATION) is positive with 

low significance in six specifications. GDP per capita (GDPCAP) and GDP growth 

(GROWTH) are not significant. This indicates that entry of Islamic banks in foreign 

countries is not much influenced by the domestic macro-economic environment. Only bank 

liquid reserve (RES) has small significance of all proxy variables for taxes. This implies 

that foreign Islamic banks enter into an Islamic country without regard to the country's 

taxes structure. The regression results of financial structure variables show that the total 

assets of deposit money bank divided by GDP (BANK) has positive and statistically 

significant coefficient in all the specifications. All other proxies for financial structure have 

negative and significant impact. The negative significant impact of the interaction variable 

(BANKGDP) indicates that foreign Islamic banks tend not to participate in countries with 

well-developed banking system. This is probably because their headquarters are located in 

those Islamic countries that have well developed banking system and higher income. The 

crisis period dummy (Year 2007, Year 2008, Year 2009) variables are not significant, 

implying that the entry of foreign Islamic banks has not at all been influenced by the recent 

global crisis. This is indicative of Islamic banks’ financial strength because in the recent 

crisis, most of the commercial banks shrunk their foreign ventures. Panel B provides 

results when FORG_B (foreign Islamic banks over total number of commercial and Islamic 

banks) is used as the dependent variable. The results in panel B indicate that none of the 

profitability measures are significant except for ROE. Other bank characteristics are also 

not significant. The estimates of other variables are qualitatively similar to the ones 

presented in panel A
130

. 

The next analysis of the paper uses two other models to assess the effects of foreign 

banks on the operation of domestic banks based on each of the five variables in the 

accounting equation. From this perspective, the model is specified in either difference 

(equation 2) or level variable (equation 3) form. 

 

 

 
 

In equation (2) and (3), Δ is the difference operator; Ii,j,t is the dependent variable for domestic 

bank i  in country j at time t; FSj,t is the percent of  foreign banks in country j at time t; Bi,j,t 

represents the financial variables for domestic bank i in country j at time t; Xj,t represents the 

country variables for country j at time t; Rj,t  represents regulation related proxy variables for 

country j at time t; α0 is a constant;  β represents coefficients terms, and εi,j,t is the error term. The 

difference model (equation 2) enables us to assess the effects of changes in foreign bank 

presence or entry on the changes in individual domestic bank performance. The regression 

results of equation (2) and equation (3) are presented in Table 5 and table 6 respectively. It is 

important to note that the explanatory power of the level model (equation 3) may be higher than 

that of the difference model (equation 2) due to loss of information from data differencing and 

incompleteness of time-varying qualitative variables. 

                                                 
130 The results in the subsequent regressions are similar without regard to the proxy used for foreign Islamic 

presence. Therefore, we present only the results when FORG_A (ratio Foreign Islamic Banks to total Islamic 

bank in the country) is used as a proxy for foreign presence. 
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Table 5: Changes in Foreign Bank Presence and Changes in Domestic Bank 

Performance 

 
 

    
 

_OP 
 

 

PROV 

 

Bank Characteristics 

     

FORG_A 
0.023  

(0.241) 

0.005  

(0.683) 

-0.031  

(0.760) 

0.008  

(0.576) 

-0.011**  

(0.021) 

0.003  

(0.868) 

0.001  

(0.777) 

EQUITY 
0.033*  

(0.057) 

0.135  

(0.111) 

-2.002**  

(0.046) 

0.178  

(0.114) 

0.014  

(0.463) 

-0.116  

(0.349) 

0.006  

(0.137) 

OEASSE 
-0.017  

(0.468) 

-0.009  

(0.710) 

-0.141  

(0.283) 

-0.008  

(0.772) 

-0.026  

(0.237) 

-0.036  

(0.191) 

-0.002  

(0.415) 

CSTF 
0.005  

(0.739) 

-0.010  

(0.811) 

-0.522  

(0.196) 

0.009  

(0.856) 

-0.018  

(0.160) 

-0.027  

(0.588) 

0.005  

(0.146) 

NIFUNDING 
0.004  

(0.780) 

-0.039  

(0.208) 

0.244  

(0.496) 

-0.047  

(0.241) 

0.003  

(0.846) 

0.054  

(0.219) 

0.002  

(0.544) 

 

Macro Variables      

GDPCAP 
0.003  

(0.719) 

0.052**  

(0.041) 

0.633**  

(0.022) 

0.050*  

(0.054) 

0.029**  

(0.045) 

0.011  

(0.505) 

-0.011**  

(0.030) 

GROWTH 
0.000  

(0.235) 

0.000  

(0.834) 

0.000  

(0.948) 

0.000  

(0.801) 

0.000**  

(0.024) 

0.000  

(0.558) 

0.000  

(0.155) 

INFLATION 
0.000  

(0.311) 

0.000  

(0.112) 

-0.002  

(0.491) 

0.000  

(0.185) 

0.000**  

(0.019) 

0.000  

(0.783) 

0.000  

(0.330) 

Year 2007  
0.033  

(0.134) 

0.118**  

(0.044) 

-1.099*  

(0.090) 

0.130*  

(0.054) 

0.075***  

(0.001) 

0.003  

(0.961) 

-0.006  

(0.583) 

Year 2008 
-0.023**  

(0.020) 

-0.062**  

(0.032) 

0.351  

(0.240) 

-0.070**  

(0.023) 

-0.015  

(0.142) 

0.003  

(0.888) 

-0.002  

(0.698) 

Year 2009 
0.010  

(0.342) 

0.029  

(0.310) 

0.389  

(0.470) 

0.044  

(0.128) 

-0.012  

(0.104) 

-0.047*  

(0.092) 

0.003  

(0.525) 

 
Note: Regressions are estimated using weighted least squares pooling Islamic bank level data across 22 

domestic Islamic banks in each period is used to weight the observations in the regressions to correct for 

varying number of bank observations in each country. The dependent variable in each column is as follow: 

one period change in net margin over total assets (NIM); one period change in Return on Asset (ROA); one 

period change in Return on Equity (ROE); one period change in before tax profits over total assets (PBT); 

one period in other operating income change (Other_OP); one period change in Overhead divided by total 

assets (OVERH); one period change in loan loss provisions divided by total assets (LLPROV). Islamic 

Foreign bank share (FORG_A) is the ratio of foreign Islamic banks to total number Islamic banks.  Detailed 

variable definitions and data sources are given in the Appendix 1. Heteroskedasticity-corrected standard 

errors are given in parentheses. *, **, and *** denote significant level at 10, 5 and 1 percent respectively.  
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Table 5: Changes in Foreign Bank Presence and Changes in Domestic Bank 

Performance (Continued) 

 

Taxes 
       

RES_B 
-0.020**  

(0.013) 

-0.008  

(0.747) 

-0.469  

(0.191) 

-0.016  

(0.524) 

0.017*  

(0.069) 

0.018  

(0.320) 

-0.006*  

(0.095) 

RES_BGDP 
-0.001  

(0.802) 

-0.004  

(0.343) 

-0.026  

(0.656) 

-0.003  

(0.442) 

0.000  

(0.861) 

0.002  

(0.718) 

0.000  

(0.746) 

TAX 
-0.006  

(0.145) 

-0.018***  

(0.001) 

-0.063  

(0.176) 

-0.019***  

(0.002) 

0.000  

(0.915) 

0.005  

(0.309) 

0.003**  

(0.038) 

TAXGDP 
-0.011*  

(0.055) 

-0.032**  

(0.012) 

-0.065  

(0.561) 

-0.035**  

(0.016) 

-0.009*  

(0.072) 

0.011  

(0.392) 

0.004  

(0.119) 

 

Financial Structure       

BANK 
0.023  

(0.394) 

0.016  

(0.752) 

1.618*  

(0.054) 

0.010  

(0.857) 

0.018  

(0.530) 

0.042  

(0.585) 

-0.004  

(0.379) 

BANKGDP 
-0.011  

(0.556) 

-0.040  

(0.162) 

-1.083***  

(0.009) 

-0.036  

(0.250) 

-0.009  

(0.441) 

-0.003  

(0.921) 

0.008  

(0.193) 

CREDIT 
-0.068  

(0.171) 

0.003  

(0.970) 

0.171  

(0.628) 

0.007  

(0.931) 

-0.030  

(0.473) 

-0.074  

(0.260) 

-0.019  

(0.346) 

CONCEN 
-0.011  

(0.439) 

0.015  

(0.470) 

-0.265  

(0.360) 

0.016  

(0.469) 

-0.006  

(0.567) 

-0.012  

(0.670) 

-0.010  

(0.141) 

STATE 
0.004  

(0.242) 

0.007  

(0.221) 

-0.038  

(0.595) 

0.006  

(0.318) 

0.000  

(0.998) 

0.000  

(0.975) 

0.001  

(0.401) 

C 
0.001  

(0.755) 

0.006**  

(0.044) 

-0.025  

(0.482) 

0.007**  

(0.045) 

0.002  

(0.162) 

-0.005  

(0.271) 

0.000  

(0.285) 

 

       

Adj-R2 0.007 0.137 0.128 0.160 0.032 0.105 0.006 

N 474 474 474 474 474 474 474 

 

In Table 5 we see that the change in foreign Islamic presence (ΔFORG_A) is not 

significant at all except for other operating income (ΔOther_OP). This indicates that 

foreign Islamic bank presence reduces other operating income of domestic Islamic banks. 

The change in equity (ΔEQUITY) is positive with low significance for change in net 

interest margin, but is also negatively related to change in ROE. This implies that the 

increase in equity may bring higher profit margin, but the overall return of the domestic 

Islamic banks have no incentive to raise equity. 

Among the macro-economic variables, change in real GDP per capita (ΔGDPCAP) 

has positive and significant effect on return and profitability variables, and negative 

significant effect in change in loan loss provision, implying higher GDP per capita 

contributes to lower loan loss provision (ΔLLPROV). For the recent crisis period, the year 

2007 and 2008 are significant and negative for return and profitability variables. This 

indicates that the recent crisis caused loss in domestic Islamic banking sector in the year 

2007 and 2008. But these banks could recover from such loss fast, as indicated by the non-

significance of Year 2009. 
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Among the proxies for taxation, total paid tax (ΔTAX) and the interaction between 

tax paid and GDP per capita (ΔTAXGDP) are negatively significant for profitability 

variables but positively significant for loan loss provision (ΔLLPROV). This implies that 

higher taxation policies reduce profitability and returns of Islamic banks, and also cause 

bad management in the banking sector. Majority of the financial structure variables do not 

seem to be significant at all. 

Table 6 presents the estimates of the level model (equation 3). The results in Table 

6 indicate that the ratio of the number of foreign banks to total banks (FORG_A) variable 

has statistically significant positive relationship with ROE but negative relation with other 

operating income (Other_OP). Equity to total assets variable (EQUITY) has the exact 

opposite impact. This implies that even though foreign banks reduces the sources of other 

income for domestic banks, but inflict sufficient competition to increase domestic bank 

returns, which is not possible just by raising equity. The other earning assets (OEASSE) 

also have a positive effect on other operating income (Other_OP) and negative effect on 

loan loss provision (LLPROV). Customer and short term fund to total assets (CSTF) and 

non-interest funding to total assets (NIFUNDING) seem to have no significance on 

majority of the dependent variables except for other operating income. In brief, the results 

suggest that bank characteristics variables and performance indicators play a focal role in 

determining the performance of Islamic banks. 

The macro-economic variables show that per capita GDP (GDPCAP) and 

INFLATION are negative and statistically significant with respect to other operating 

income (Other_OP), overhead to total assets (OVERH), and loan loss provision (LLPROV). 

GROWTH is also positive and significant for return and profitability variables. This 

indicates that, overall macro-economic environment is important for Islamic banks 

although it is not at all important for the changes in these variables (as presented in Table 

5). Unlike the findings in Table 5, none of the taxation variables are significant. The 

reserve variables are mostly negative and significant for return and profitability variables. 

The crisis variables indicate that the Islamic bank profits increased in 2007. This is also 

indicative of the financial strength of Islamic banks because most of the traditional 

commercial banks faced a downfall in this year. 

The total assets of deposit money bank divided by GDP (BANK) is negative and 

significantly related with loan loss provision (LLPROV), while the interaction of total 

assets of deposit money bank divided by per capita GDP (BANKGDP) has positive and 

statistically significant relationship with LLPROV. This implies that domestic Islamic 

banks perform better in those countries with a well-developed banking system and higher 

income among Islamic countries. 
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Table 6: Foreign Bank Presence and Domestic Bank Performance 
 

NIM ROA ROE PBT Other_OP OVERH LLPORV 

 

Bank Characteristics 

     

FORG_A 
0.014  

(0.485) 

-0.011  

(0.231) 

0.138*  

(0.064) 

-0.013  

(0.202) 

-0.035**  

(0.024) 

-0.013  

(0.548) 

0.003  

(0.228) 

EQUITY 
-0.018  

(0.798) 

0.034*  

(0.058) 

-0.338**  

(0.035) 

0.042*  

(0.052) 

0.048**  

(0.033) 

-0.010  

(0.871) 

-0.003  

(0.538) 

OEASSE 
-0.029  

(0.117) 

0.008  

(0.371) 

0.106  

(0.114) 

0.006  

(0.582) 

0.025**  

(0.023) 

-0.005  

(0.813) 

-0.007***  

(0.001) 

CSTF 
-0.091  

(0.254) 

-0.015  

(0.327) 

-0.201  

(0.132) 

-0.009  

(0.629) 

-0.008  

(0.598) 

-0.090  

(0.212) 

-0.003  

(0.530) 

NIFUNDING 
-0.065  

(0.378) 

-0.051  

(0.461) 

0.812  

(0.215) 

-0.072  

(0.432) 

0.046**  

(0.036) 

0.060  

(0.572) 

-0.005  

(0.211) 

 

Macro Variables      

GDPCAP 
-0.004  

(0.635) 

0.003  

(0.667) 

0.134**  

(0.022) 

0.002  

(0.766) 

-0.024**  

(0.019) 

-0.023**  

(0.010) 

-0.002**  

(0.050) 

GROWTH 
0.001  

(0.109) 

0.001**  

(0.037) 

-0.003  

(0.455) 

0.001**  

(0.047) 

0.000  

(0.909) 

0.000  

(0.778) 

0.000*  

(0.088) 

INFLATION 
-0.001  

(0.117) 

0.000  

(0.633) 

-0.001  

(0.580) 

0.000  

(0.719) 

-0.001***  

(0.001) 

-0.001***  

(0.003) 

0.000*  

(0.095) 

Year 2007 
0.003  

(0.574) 

0.016***  

(0.000) 

0.030  

(0.442) 

0.018***  

(0.001) 

0.003  

(0.389) 

-0.009  

(0.178) 

-0.001  

(0.433) 

Year 2008 
0.001  

(0.823) 

0.003  

(0.601) 

-0.014  

(0.726) 

0.005  

(0.399) 

0.011***  

(0.002) 

0.004  

(0.604) 

0.002  

(0.293) 

Year 2009 
-0.009  

(0.373) 

-0.011  

(0.109) 

-0.030  

(0.398) 

-0.011  

(0.113) 

-0.009  

(0.362) 

-0.007  

(0.559) 

0.001  

(0.520) 

 
Note: Regressions are estimated using weighted least squares pooling Islamic bank level data across 22 

domestic Islamic banks in each period is used to weight the observations in the regressions to correct for 

varying number of bank observations in each country. The dependent variable in each column is as follows: 

net margin (NIM); Return on Asset (ROA); Return on Equity (ROE); before tax profits over total assets 

(PBT); other operating income (Other_OP); Overhead over total assets (OVERH); loan loss provisions 

divided by total assets (LLPROV). Islamic Foreign bank share (FORG_A) is the ratio of foreign Islamic 

banks to total number Islamic banks. Detailed variable definitions and data sources are given in the Appendix 

1. Heteroskedasticity-corrected standard errors are given in parentheses. *, **, and *** denote significant 

level at 10, 5 and 1 percent respectively.  
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Table 6: Foreign Bank Presence and Domestic Bank Performance (continued) 

 

Taxes 
       

RES_B 
-0.043***  

(0.002) 

0.021*  

(0.094) 

0.222*  

(0.094) 

0.016  

(0.242) 

0.033*  

(0.096) 

-0.030  

(0.209) 

0.005  

(0.493) 

RES_BGDP 
0.017  

(0.273) 

-0.062***  

(0.002) 

-0.226  

(0.114) 

-0.063***  

(0.003) 

-0.047  

(0.232) 

0.025  

(0.447) 

-0.005  

(0.192) 

TAX 
0.010  

(0.652) 

0.004  

(0.765) 

0.085  

(0.607) 

0.016  

(0.210) 

-0.008  

(0.447) 

-0.018  

(0.479) 

0.004  

(0.253) 

TAXGDP 
-0.005  

(0.834) 

-0.016  

(0.121) 

-0.051  

(0.641) 

-0.020  

(0.104) 

-0.006  

(0.537) 

0.011  

(0.650) 

-0.001  

(0.653) 

 

Financial Structure       

BANK 
-0.012  

(0.507) 

-0.011  

(0.625) 

0.014  

(0.871) 

-0.011  

(0.628) 

-0.014  

(0.666) 

-0.007  

(0.717) 

-0.007**  

(0.034) 

BANKGDP 
0.008  

(0.473) 

0.015  

(0.228) 

-0.099  

(0.188) 

0.016  

(0.234) 

0.048*  

(0.058) 

0.030*  

(0.075) 

0.006***  

(0.001) 

CREDIT 
-0.028  

(0.231) 

0.002  

(0.938) 

0.002  

(0.988) 

0.004  

(0.909) 

-0.034  

(0.414) 

-0.071**  

(0.027) 

0.006*  

(0.094) 

CONCEN 
-0.029  

(0.399) 

-0.002  

(0.930) 

-0.273  

(0.121) 

0.006  

(0.823) 

-0.015  

(0.443) 

-0.056  

(0.171) 

0.003  

(0.301) 

STATE 
0.008  

(0.387) 

0.003  

(0.632) 

0.062  

(0.372) 

0.004  

(0.637) 

-0.006  

(0.343) 

-0.004  

(0.684) 

0.003  

(0.144) 

C 
0.145  

(0.186) 

0.013  

(0.585) 

0.288  

(0.132) 

0.005  

(0.879) 

0.048**  

(0.039) 

0.186*  

(0.059) 

0.007  

(0.174) 

        

Adj-R2 0.185 0.141 0.082 0.116 0.314 0.229 0.068 

N 580 580 580 580 580 580 580 

 

In order to evaluate how financial liberalization (bank privatization and financial 

sector deepening) affects availability of domestic banks’ credit to private sector, we 

estimate the model presented in equation (4).  

 

 
 

In equation (4), CRj,t is a ratio of private sector credit to total asset of commercial banks in 

country j at time t; FSj,t is the ratio of foreign bank relative to total banks in the domestic 

markets; PRVj,t is privatization rate of domestic  bank, which is calculated as [1 – (state-

owned banks/total domestic banks)]; Ij,t represents domestic bank-specific variables 

averaged for country j at time t; Bj,t represents average bank specific control variables in 

country j at time t; Xj,t represents country-specific macro-economic variables in country j at 

time t; FDj,t represents financial sector development variables in country j; α0 is a constant; 

φ and γ are coefficients of each variable and εj,t is a random error term. 
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Table 7: Financial Sector Liberalization and Development and Credit Availability to 

Private Sector 
 1 2 3 4 5 6 7 

Bank Characteristics      

NIM 
-0.632*  

(-1.75)       

ROA 
 

0.430  

(0.81)      

ROE 
  

0.016  

(0.70)     

PBT 
   

0.332  

(0.74)    

OTHER_OP 
    

0.404  

(0.71)   

OVERH 
     

-0.391  

(-1.59)  

LLPROV 
      

-3.433  

(-1.54) 

EQUITY 
0.075  

(0.67) 

-0.005  

(-0.04) 

0.005  

(0.04) 

-0.002  

(-0.02) 

0.000  

(0.00) 

0.038  

(0.34) 

0.049  

(0.45) 

OEASSE 
-0.024  

(-0.36) 

-0.013  

(-0.20) 

-0.013  

(-0.20) 

-0.013  

(-0.20) 

-0.007  

(-0.11) 

-0.023  

(-0.36) 

-0.018  

(-0.31) 

CSTF 
-0.248**  

(-2.46) 

-0.259**  

(-2.31) 

-0.256**  

(-2.33) 

-0.257**  

(-2.31) 

-0.256**  

(-2.32) 

-0.258**  

(-2.39) 

-0.222**  

(-2.39) 

NIFUNDING 
-0.233**  

(-2.59) 

-0.274***  

(-2.64) 

-0.264***  

(-2.65) 

-0.271***  

(-2.62) 

-0.284***  

(-2.84) 

-0.234**  

(-2.43) 

-0.253***  

(-2.68) 

Macro Variables 
     

CAP 
0.099  

(1.58) 

0.099  

(1.62) 

0.099  

(1.60) 

0.099  

(1.61) 

0.106  

(1.65) 

0.092  

(1.54) 

0.099  

(1.63) 

GROWTH 
-0.052  

(-0.23) 

-0.010  

(-0.04) 

-0.027  

(-0.12) 

-0.010  

(-0.04) 

-0.032  

(-0.15) 

-0.022  

(-0.10) 

0.011  

(0.06) 

INFLATION 
0.031  

(0.50) 

0.058  

(0.86) 

0.028  

(0.44) 

0.054  

(0.82) 

0.048  

(0.80) 

0.045  

(0.71) 

0.035  

(0.59) 

Year 2007 
0.000  

(-0.02) 

-0.001  

(-0.04) 

-0.001  

(-0.05) 

-0.001  

(-0.05) 

0.002  

(0.09) 

-0.002  

(-0.10) 

-0.009  

(-0.37) 

Year 2008 
0.022  

(1.16) 

0.022  

(1.08) 

0.021  

(1.06) 

0.022  

(1.07) 

0.024  

(1.20) 

0.019  

(0.95) 

0.029  

(1.45) 

Year 2009 
-0.045  

(-0.69) 

-0.054  

(-0.80) 

-0.052  

(-0.77) 

-0.053  

(-0.78) 

-0.050  

(-0.75) 

-0.051  

(-0.76) 

-0.041  

(-0.61) 

Note: Regressions are estimated using weighted least squares pooling Islamic bank level data across 22 

countries for the period 

domestic Islamic banks in each period is used to weight the observations in the regressions to correct for 

varying number of bank observations in each country. The dependent variable is the ratio of claims on private 

sector (loans and discounts, investments, etc) to total assets by both Islamic and Commercial banks. Detailed 

variable definitions are given in the Appendix. 
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Table 7: Financial Sector Liberalization and Development and Credit Availability to 

Private Sector (continued) 

 

Taxes 
       

RES 
-0.099*  

(-1.93) 

-0.096*  

(-1.79) 

-0.090*  

(-1.71) 

-0.095*  

(-1.77) 

-0.090*  

(-1.73) 

-0.103*  

(-1.97) 

-0.080  

(-1.49) 

RES_BGDP 
-0.105  

(-0.47) 

-0.113  

(-0.49) 

-0.117  

(-0.50) 

-0.114  

(-0.50) 

-0.134  

(-0.57) 

-0.090  

(-0.40) 

-0.111  

(-0.52) 

TAX 
-0.007  

(-0.21) 

-0.019  

(-0.55) 

-0.018  

(-0.53) 

-0.020  

(-0.56) 

-0.014  

(-0.37) 

-0.019  

(-0.52) 

-0.002  

(-0.06) 

TAXGDP 
0.096**  

(2.28) 

0.113**  

(2.36) 

0.108**  

(2.35) 

0.111**  

(2.37) 

0.108**  

(2.33) 

0.104**  

(2.34) 

0.101**  

(2.32) 

 

Financial Structure       

BANK 
0.930***  

(4.13) 

0.922***  

(4.02) 

0.921***  

(4.04) 

0.922***  

(4.02) 

0.924***  

(4.07) 

0.928***  

(4.03) 

0.913***  

(4.16) 

BANKGDP 
-0.228***  

(-2.74) 

-0.232***  

(-2.79) 

-0.230***  

(-2.80) 

-0.231***  

(-2.80) 

-0.238***  

(-2.80) 

-0.223***  

(-2.78) 

-0.222***  

(-2.78) 

CONCEN 
0.026  

(0.32) 

0.020  

(0.24) 

0.023  

(0.27) 

0.021  

(0.25) 

0.014  

(0.17) 

0.033  

(0.41) 

0.019  

(0.25) 

FSS 
-0.041  

(-0.40) 

-0.035  

(-0.34) 

-0.037  

(-0.35) 

-0.036  

(-0.34) 

-0.034  

(-0.32) 

-0.043  

(-0.40) 

-0.031  

(-0.31) 

FORG_A 
-0.090  

(-1.12) 

-0.092  

(-1.14) 

-0.091  

(-1.13) 

-0.091  

(-1.13) 

-0.091  

(-1.12) 

-0.090  

(-1.11) 

-0.089  

(-1.13) 

PRV 
-0.120  

(-1.50) 

-0.117  

(-1.42) 

-0.120  

(-1.44) 

-0.118  

(-1.43) 

-0.121  

(-1.44) 

-0.117  

(-1.41) 

-0.124  

(-1.56) 

C 
0.292**  

(2.26) 

0.291**  

(2.11) 

0.293**  

(2.11) 

0.290**  

(2.11) 

0.289**  

(2.09) 

0.296**  

(2.19) 

0.272**  

(2.19) 

        

Adj-R2 0.862 0.859 0.859 0.859 0.859 0.860 0.864 

N 207 207 207 207 207 207 207 

 

The regression estimates of equation (4) are presented in Table 7. FSS is a financial 

sector development proxy defined as the relative size of financial system, which is 

calculated as the total of domestic credit, demand deposit, foreign assets and foreign 

liabilities taken as a ratio to real GDP. The estimates in Table 7 indicate that, none of the 

coefficients for credit availability to private sector variables is statistically significant for 

each of the profitability and cost measures. The total assets of deposit money bank divided 

by GDP (BANK) is positive and significant, while the interaction of total assets of deposit 

money bank divided by per capita GDP (BANKGDP) is negative and significant in all 

specifications. This implies higher credit availability to private sector when deposit is high, 

even though the real GDP does act favorably for such credit availability. Among the 

profitability variables, only the net interest margin has negative effect on private sector 

credit availability because an increase in interest rate may reduce the demand for credit. 

Non-interest funding (NIFUNDING) and customer and short-term fund (CSTF) also have 

negative effect on private sector credit availability. 

In relation to taxation, reserve (RES) is negatively associated with private sector 

credit availability whereas the interaction between tax and GDP per capita (TAXGDP) has 
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significant positive association with credit availability. Put together, these two results 

imply that countries with higher reserve and higher tax rate have lower credit availability 

to domestic private sector. The macro-economic variables seem to be insignificant factors 

to influence credit availability to private sector in countries with Islamic banks. 

The fundamental policy implication for these evidences suggest that the sample 

countries should focus on designing and developing alternative financial markets for 

allocating financial resources necessary to spur and buttress their economic growth. This 

calls for an efficient capital market in host countries. 

 

5. Conclusions 

 

Using econometric modeling suggested by Lee (2002), we examine the 

comparative performance of foreign and domestic banks, and analyze the critical 

determinants of foreign bank entry in 24 selected Islamic countries during the sample 

period of 1996-2010. We also assess the critical determinants of commercial bank 

performance and carry out a detailed assessment of the determinants of credit availability 

to the private sector, and also analyze how financial sector development impact on such 

credit availability.  

 Fourteen out of 24 sample countries have both foreign and domestic banks in their 

financial system. Foreign banks in some of these countries register good performance in 

terms of net profit margin and non-interest income, although they seem to enjoy lower tax 

advantage in majority of the countries. Nevertheless, they also have higher cost, and 

therefore their profit before taxes is comparable to that of domestic banks. Interestingly, 

domestic banks seem to have cost advantage and higher net profits. The financial structure 

variables, analyzing the equity and liability financing with respect to total assets, yield 

mixed results.  Foreign Islamic banks seem to have aggressive financing strategy mainly 

because customer and short term funding is higher relative to that of domestic Islamic 

banks. 

In determining foreign Islamic bank entry and presence, bank characteristics 

variables seem to play a narrow role. However, return to equity seems to play a positive 

role while overhead costs seem to have a negative effect. Regression results provide 

evidence that macro variables play important role while tax variables typically have hostile 

roles. This indicates the importance of sound macro-economic environment and supportive 

tax policy for the entry and presence of foreign banks. Bank development plays a positive 

role in determining foreign bank presence. We find evidence suggesting that countries with 

lower level of income will experience higher entry and presence of foreign banks. We do 

not find evidence suggesting that the recent financial crisis had much effect on the entry 

decision by the Islamic banks. 

In analyzing the performance of domestic Islamic banks, regression results suggest 

that other earning assets, overhead cost, domestic credit to private sector, and inflation play 

cardinal roles in domestic Islamic bank performance. Also domestic tax policy and macro-

economic variables play important roles in determining the domestic bank performance. 

The profitability of domestic Islamic banks has been affected by the recent crisis. 

The determination of credit availability to the private sector has impact on non-

interest funding, reserve of the banking sector and real GDP per capita. Bank 

characteristics variables do not seem to play important roles for this purpose. Moreover, 

private sector credit availability suffers because of higher tax and reserve rate. One major 

finding with import policy implications is that, the growth and expansion of capital market 

shows an increase in credit availability to the private sector. This suggest that commercial 

banks provide short term financing to  private sector  which then turns to the growing 

capital market for long term financing. 
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Appendix 1: Variables definitions and Average for Islamic banks during the 

period 

  Averag

e 

Median 

Bank Characteristics   

PBT Profit before taxes over total assets 0.016 0.017 

NIM Net Interest Margin: Net Interest Revenue to total assets 0.030 0.027 

ROA Return on assets 0.018 0.016 

ROE Return on equity 0.082 0.106 

OVERH Overhead over total assets 0.029 0.020 

LLPROV Loan Loss Provision over total asset  0.004 0.003 

OTHER_

OP 

Other operating income 
0.020 0.014 

EQUITY Book value of equity over total assets 0.459 0.185 

OEASSE Other earning assets over total assets 0.286 0.276 

NON_INT Non-interest earning assets over total assets  0.144 0.105 

CSTF Customer &Short Term Fund over total assets 0.703 0.748 

NIFUNDI

NG 

Non-interest funding over total assets  
0.094 0.056 

  
  

Taxes  
  

TAX Total tax paid over profit before taxes 0.143 0.046 

TAXGDP Interaction variable = TAX* GDPCAP 0.883 0.122 

RES Bank liquid reserve over total assets  0.193 0.161 

RES_B Bank Level Reserve: Reserve * CSTF 0.108 0.099 

    

Macro variables 
  

GDPCAP Real GDP per capita (in constant Thousand US $, 2000) 8.326 2.315 

GROWTH Real GDP Growth 0.051 0.049 

INFLATI

ON 

Inflation from GDP deflator  
0.076 0.049 

  
  

Financial Structure 
  

BANK Total assets of the deposit money bank divided by GDP 

(%) 
0.537 0.466 

BANKGD

P 

Interaction variable = BANK*GDPCAP 
5.076 1.672 

CONCEN Ratio of total assets of the three biggest banks to the 

total assets of the system 
0.705 0.688 

CREDIT Domestic credit to private sector over total assets of the 

banking system 
0.416 0.349 

FSS Relative size of financial system (domestic credit + 

Demand deposit + Foreign Assets+ Foreign 

Liabilities)/GDP 

0.998 0.887 

FORG_A Number of foreign bank to total number of banks in a 

given country 
0.198 0.000 

STATE State-owned bank share: number of state banks to total 

number of banks 
0.219 0.125 

PRV Private bank share: number of private banks to total 

number of banks 
0.781 0.875 
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Abstract 

 

This paper studies whether Islamic investors lose portfolio efficiency due to a limited asset 

universe. It contributes to prior literature by using non-parametrical measurements of 

efficiency instead of regular (parametrical) methods. Overall, the results are congruent 

with prior findings. That is, there is strong evidence suggesting that Islamic funds are 

highly efficient and that they outperform their international counterparts. Also, results are 

robust to different estimation of Data Envelop Analysis, the specification of the asset 

universe, and the inclusion of financial crisis period in analysis.  

 

1. Introduction 

As of April 2010, Muslims represented almost 21.01 percent of the world's 

population with an estimated of more than USD 800 billion to invest, which is growing at 

15 percent annually (Girard & Hassan, 2008). Because of this, many financial institutions 

have expanded their services to accommodate for Muslims’ religious preferences, resulting 

in an increasing universe of Shariah compliant assets.  

Shariah, which is the moral code and religious law of Islam, rules out the 

consumption of alcohol and pork and activities related to gambling. As a result, Muslims 

should not invest in financial assets that derive their income from such activities
131

. This 

results in the omission of stocks from firms such as hotels, casinos, clubs, bars, restaurants, 

food producers, alcohol producers, etc. Moreover, Shariah compliant assets are types of 

                                                 
131 For a deep explanation on Shariah complaint assets refer to Derigs and Marzban (2009) 
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ethical investment which drive investors towards firms which have a sound social 

responsibility. Thus, it can be expected that mutual fund managers who follow Shariah 

law, and thus ethical codes, will tend to avoid extreme risk taking behavior, especially 

compared to unconstraint investments. 

By limiting the type of investment assets, the power of diversification is reduced.  

Though this could be overcome by investing in well diversified assets such as mutual 

funds, even such universe is further limited because Muslims can only invest in Sharia 

compliant mutual funds.  In this paper, therefore, we focus of on the question of whether or 

not Islamic investors lose efficiency due to this self-imposed limitation on the asset 

universe resulting from investing solely in Shariah compliant assets.  

This question is investigated by employing a non-parametric performance 

measurement to compare international and Islamic mutual funds. That is, we employ the 

Data Envelop Analysis (DEA) to assess the performance of different investment 

alternatives and examine if adhering to the Shariah law results in a loss in efficiency.  

One of the major advantages of using DEA is that it allows for multiple inputs and 

outputs to be included into a production framework while still offering a single 

performance index. This in turn, allows easy comparison between funds and thereby 

groups. Furthermore, the specification of the models under DEA allows for endogenous 

derived inputs and outputs weights which make this type of models appealing 

(Glawischnig and Sommersguter-Reichmann, 2010). This paper will apply two types of 

DEA methods to the obtained sample: a radially driven input oriented measure, or the 

BCC’s model, as well as a non-radially driven input oriented measure, or the Russell’s 

model.  

  Overall, the results are consistent with prior literature. Islamic funds do not seem to 

lose efficiency despite their smaller asset universe. Furthermore, results are also robust to 

different specifications of (1) the asset universe, and (2) DEA model. 

The remaining of this paper is structured as follows. Section 2 discusses the previous 

literature. Section 3 briefly explains further rationales to use DEA as well as stating the 

relevant models.
132

 Section 4 discusses the data. Section 5 shows the empirical results of 

two DEA models. Section 6 checks the robustness of results to different subsamples that 

accommodate the latest financial crisis. Finally, Section 7 shows the summary and 

conclusions. 

 

2. Previous literature 

There are several studies which focus on Islamic finance especially after the 

introduction of several Islamic indices such as: the Dow Jones Islamic market index 

(DJIMI) which was launched in 1999; FTSE Global Islamic Index Series (GIIS) which was 

launched at the end of 1998; MSCI global Islamic indices; and the Global Gulf 

Cooperation Council (GCC) Islamic index which was launched in 2006. The main theme 

of these studies is to investigate whether there is a cost in adhering to the Shariah law. 

Some studies find Islamic investing affects performance, while others find otherwise. 

Elfakhani, Hassan, and Sidani, (2007) findings suggest that there is no statistical 

evidence of any performance differences between Islamic funds and the employed market 

benchmarks. However, their findings suggest that Islamic mutual funds do offer a good 

hedging opportunity against market downturns. 

Hoepner, Rammal, and Rezec (2009) find mixed evidence on the performance of 

Islamic mutual funds. They find that Islamic funds from eight nations (mostly from the 

western regions) significantly underperform their respective equity market benchmarks and 

Islamic funds from only three nations outperform their respective market benchmarks. 

                                                 
132 For a deeper lit review on the evolution of DEA models refer to Glawischnig and Sommersguter-

Reichmann (2010).  Or for a in depth analysis of DEA methods refer to Cooper, Seiford, and Tone. 2000. 
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Furthermore, they find that Islamic funds from the Gulf Cooperation Council (GCC) and 

Malaysia do not significantly underperform their respective market benchmarks. Finally, 

they argue that Islamic equity funds can offer hedging opportunities because their 

investment universe is limited to low debt-to-equity ratio stocks. 

Donia and Marzban (2010) conclude that Shariah-compliant investments outperform 

conventional investments using the mean-variance frontier because the former benefits 

from the lower leverage feature. Also, Majid and Maulana (2010) apply a non-parametric 

performance measure to assess performance and find significant efficiency of Islamic 

funds, but they limit their study only to Indonesia. 

Hassan, Khan, and Ngow (2010) provide a case study on Malaysian Islamic unit trust 

funds. Their findings show that there are no convincing performance differences between 

Islamic and non-Islamic Malaysian unit trust funds.  

Girard and Hassan (2008 and 2012) study the performance of several Islamic indexes 

and compare them with non-Islamic equivalents. They use parametrical methods such as 

Sharpe ratio, Jensen and Fama’s selectivity, net selectivity, diversification, and Carhart’s 

(1997) four factor pricing model and find that there is no significant difference between the 

Islamic and non-Islamic indexes. 

BinMahfouz and Hassan (2012) conclude that the assumption that Shariah 

investment constrains lead to inferior performance and riskier investment portfolios 

because of limited investment universe seems to be rejected. This implies that Muslim 

investors can choose Islamic investments that are consistent with their beliefs without 

being forced to either sacrifice performance or become exposed to higher risk. 

 

3. Non-Parametric Estimations 

Since alternative investments or financial assets have different statistical properties, 

estimating a good performance index is a difficult task due to the different characteristics 

of assets returns, such as skewed return distributions with fat tails. Because of this, it is 

expected that parametrical performance measurements fail when accounting distributions 

that present non-normal characteristics.  We expect that use of non-parametric econometric 

method, such as DEA, will add value to prior literature.   

We expected that DEA will contribute a sound estimation of performance indexes as 

well as a better explanation of the risk-return relationship. In this context, DEA offers a 

good perspective as it accounts for multiple inputs and outputs simultaneously while still 

offering a single real number as a performance index. DEA assumes a production 

framework on which one uses inputs to produce outputs where inputs are defined as 

bearers of risk while outputs are bearers of wealth. 

Prior literature reveals that input candidates should reflect investment risk, which is 

proxied by the return momentums. Under normality, only the mean return and its standard 

deviation will suffice. However, if distributions are non-normal, then higher momentums 

should be required. Thus, the next section focuses on testing normality of returns. 

 

3.1. Normality testing 

In order to measure normality, this paper employs the Jarque Bera (JB) test statistic, 

defined in Equation 1. Normality is rejected when  is larger than 5.99 for the 5% 

significance level and 9.21 for the 1% significance level.  
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where: 

, the skewness of monthly returns of fund  

, the excess kurtosis of monthly returns of fund  

, monthly return 

, average returns 

, standard deviation 

 

 

3.2. Inputs and Outputs Description  

The specification of the input-output model is given by the risk-return relationship. 

In this case, all risk measures are considered as inputs while all return measurements will 

be considered outputs. The input candidates are given by the fund’s standard deviation, the 

lower partial momentums (LPM), and maximum drawdown period. The output candidates 

are expected returns, the upper partial momentums (UPM), and the maximum period of 

consecutive gain. 

The partial momentums, both upper and lower, are estimated as the  root of the 

LPMs and UPMs given by equation 2, in percentages. The paper uses  as the mean 

return to differentiate between the downside and the upside of the investment strategy. 

While the LPMs capture the downside or risk of holding a specific investment asset, the 

UPMs will capture the upside or benefit of the investment. Finally, UPM0 is disregarded 

while LPM0 is further used; LPM0 is the percentage return of funds below the target 

rate.
133

 

 

 
where 

, target rate 

, monthly return of fund  below target rate 

, number of returns of fund  below target rate 

, monthly return of fund  above target rate 

, number of returns of fund  above target rate 

 

 

The maximum drawdown period (MDP) is estimated as the maximum number of months 

that fund j has been below historically high net asset value (NAV). On the other hand, the 

remainder outputs are the funds expected return, , and the maximum number of 

months fund j has been above the minimum target rate, or MCG.  

 

                                                 
133 , which makes the use of both simultaneously redundant. 
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3.3. The input-output DEA model 

Prior literature has shown that the input-oriented BCC
134

 with radial
135

 inputs is the 

dominating method to estimate fund performance. According to Glawischnig and 

Sommersguter-Reichmann (2010), the use of the BCC model can be justified because (1) 

as the CCR
136

 model and the output-oriented BCC model are not translation invariant
137

 

towards outputs, the input-oriented BCC model is often the metric of choice; (2) the 

assumption of variable returns to scale is justified by the fact that alternative investment 

funds might operate in regions of increasing or decreasing return to scale due to, for 

example, minimum investment requirements or fixed cost digression; and (3) the use of the 

BCC model is advisable whenever ratios are used as inputs or outputs. 

Having identified the input-output specifications, we estimate a frontier (the 

production possibility frontier, PPF) to the production possibility set (PPS) that envelops 

the PPS as tightly as possible. When comparing the DEA frontier with standard portfolio 

theory (the Markowitz portfolio theory) the DEA frontier is essentially the same but with a 

different approach. The DEA frontier is resulting from the convex combination of the best 

practices
138

 followed by the industry given the multiple hyperplanes resulting from the use 

of multiple inputs and outputs; thereby making it is possible to construct a performance 

index based upon the distance between specific funds and the constructed frontier.  

Formally, it is assumed that there are  funds where each uses 

 inputs to produce  outputs. Then the performance for 

the  fund, , is estimated by the linear program (LP) given by equation 3:  

 

 

 

 

 

The LP given in equation three represents the percentage of efficiency of each particular 

fund k. Equation 3 minimizes the equiproportionate (radial) contraction  of the inputs 

produced by unit k. The performance index, , satisfies  where  

represents a fund which is 100% efficient. That is, given the input-output combination 

which characterizes the best practice frontier,  represents the  fund which is 

on the actual frontier and thus the fund is efficient. Any deviation from the PPF, given by 

, will result in inefficiencies. Furthermore, the linear program uses exogenous 

weights, , to fit the best linear combination of all funds given a specific input-output 

combination;  represents the best practice units that delimit the frontier.   

                                                 
134 Banker, Charnes, and Cooper (1984). 
135 Given the inputs , they are consider radial if they increase proportionally given an , 

such that the inputs increase as  (Cooper, Seiford, Tone, 2000) 
136 Charnes, Cooper, and Rhodes, 1978. 
137

 Translation invariance is meant by the fact that dealing with alternative investments is likely that some of 

the outputs, such as average and minimum return, are negative.  Translation invariance of the respective 

DEA model towards outputs therefore becomes an issue because DEA cannot handle negative data. 
138 Best practices, in this context, refer to those funds with the highest level of outputs given the prevailing 

level of inputs. 
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As with every liner program, equation 4 shows a dual to the primal in 3. The dual is helpful 

as it also estimates the number of inputs and outputs used in the production framework. In 

this case, the weights  and  represent which particular inputs/outputs are incorporated 

into the fund performance index estimation. The dual  is estimated using the 

endogenously derived weighs on the  inputs and  outputs instead 

of applying the weights onto the funds as in equation 3. From the economic stand point, the 

efficient funds should have all inputs and outputs incorporated when estimating the fund 

performance index to include the investor’s gain given the risk exposure. Finally, the 

variable  in the dual LP (4) is free and guaranties variable returns to scale (VRS).
139

   

 

 

 

 

 

A limitation of the BCC model is that it assumes all inputs to be radial. But the possibility 

of non-radial inputs exists. Thus, the results are checked using an input-oriented non-radial 

model, . This model incorporates non-proportional input reductions using data 

driven lower bounds regarding input weights under variable returns to scale. In other 

words, the model does not assume a constant  common for all inputs. Instead, it weights 

each input independently and then estimates the overall performance of the index as the 

sum of the individual weights. Again, efficiency is achieved when . Formally: 

 

 

 

 

 

 

4. Data Description 

In this section, the DEA models described in section 3 are estimated based on a 

comprehensive data set of mutual funds. Two datasets are employed to form the fund 

universe. The fund universe is defined as the merger between Saudi Arabia funds (which 

proxy for Islamic investments), International funds, and American funds. Initially, the fund 

universe consists of 45096, from which 42340 are regarded as American, 2614 are 

international, and only 142 are Islamic. 

                                                 
139 Glawischnig and Sommersguter-Reichmann (2010) footnote 12. 
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For the Islamic funds, a sample data consisting of daily net asset values (NAVs) of 

143 out of 234 mutual funds available in Saudi Arabia during the period from January 

2003 to December 2010 is selected. Information on these funds is obtained from three 

main sources: the official site of the Saudi Stock Exchange (Tadawul)
140

, the official site of 

HSBC Saudi Arabia Limited
141

, and Zawya database.
142

 Because the data on Islamic funds 

is not continuous, a one month holding period return estimated at the end of the month is 

computed.  

Additionally, we take data from CRSP to account for the remaining funds. 

International funds are defined as those funds listed in CRSP with objective code 

“International Fund,” “International,” or “IF.” Finally, everything else is defined as 

American funds. Only monthly returns as well as monthly NAV’s from CRSP for the 

period of January 1999 to September 2011 are considered. For robustness check, CRSP 

sample data is restricted to match Islamic funds data sample. 

Furthermore, funds employed in the sample are only those which have continuous 

returns data with at least two years’ worth of observations. That is, those funds which have 

complete years (no missing monthly returns or NAV), and no missing years in between the 

series. After controlling for this, the sample reduces to 20946 American funds, 1504 

International funds, and only 95 Islamic ones.  

The effective asset universe then results in 56% of the original Islamic funds, 51% of 

American funds, and 57% of International funds. Despite the high reduction of the data 

universe, we still expect to get more robust results as most of surviving funds will be 

accounted for.  

 

5. Empirical Results 

5.1. Normality Testing 

Based on the information provided in section 3.1, in this section, equation 1 is tested to 

check whether or not the returns show normality. Two types of testing groups are defined: 

the whole universe and independent individual subgroups. Table 1 summarizes the results. 

When the whole fund universe is considered, only about 34% of returns can be considered 

as normally distributed with a 95% confidence level.  

 

Table 1 

 Total Number of Funds 5% Significance 1% Significance 

Fund Universe 22545 
7829 

(34.72%) 

9090 

(40.31%) 

American Funds 20946 
7127 

(34.02 %) 

8302 

(39.63 %) 

International Funds 1504 
654 

(43.45 %) 

716 

(47.57%) 

Islamic Funds 95 
48 

(50.52 %) 

72 

(75.78%) 

Notes: Table 1 shows the JB test statistic for normality of time series. The table shows 

how many funds are normally distributed with the corresponding percentage of the 

group. 

 

                                                 
140   http://www.tadawul.com.sa. 
141   http://www.hsbcsaudi.com. 
142 Zawya is one of leading Middle Eastern business information firms. Their main website 
is: http://www.zawya.com. we would like to express my deep appreciation to Mr. James Randall, the 
international business manager, for providing me a trial excess to the database. 

https://cas.uno.edu/owa/redir.aspx?C=f63b423ee27c4e52bad56219059cfe6d&URL=http%3a%2f%2fwww.tadawul.com.sa%2f
https://cas.uno.edu/owa/redir.aspx?C=f63b423ee27c4e52bad56219059cfe6d&URL=http%3a%2f%2fwww.hsbcsaudi.com%2f
https://cas.uno.edu/owa/redir.aspx?C=f63b423ee27c4e52bad56219059cfe6d&URL=http%3a%2f%2fwww.zawya.com%2f
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Moreover, when analyzing individual subgroups, each group is analyzed independently; it 

is observable that Islamic returns show the highest normality results, with around 50% of 

funds following normality. This is quite a puzzle, since it is expected that American returns 

to be closer to normality, per the Central Limit Theorem, as there are more observations 

for American funds than there are for International and Islamic funds. However, these 

results pave the way for future measurements of DEA based performance indexes that 

include higher momentums, especially when the fund universe is considered. 

 

5.2. Inputs and Outputs Specifications 

Based on Section 3.2., the different input and output candidates are estimated. 

Following the literature, the correlation of the different inputs and outputs to define a 

suitable production framework for the BCC model is investigated. This paper uses such 

production framework on which risk and return are positively correlated, thus requiring 

inputs and outputs to be positively correlated. Therefore the inputs MCG and LPM0-LPM4, 

as well as the outputs MDP and UPM1-UPM4 are initially considered.  

The forth momentums, LPM4 and UPM4, are disregarded due to the extreme high 

correlations; LPM3 and LPM4 as well as UPM3 and UPM4 show a correlation greater than 

0.999.
143

 Still, using the third momentum is enough to apply an extra penalty (bonus) to 

funds with extremely low (high) returns. Table 2 summarizes the descriptive statistics of 

the input-output specifications considered for the production framework used in further 

tests. 

It is worthwhile mentioning that it is striking that there are funds among the fund 

universe that achieve 100% on LPM0. That means that there are funds that have had only 

returns below average ( ) during the time window of the study. Further analysis 

between the subgroups, when each group is analyzed independently, shows that these 

funds come from the American and Islamic subsamples. In addition, it comes as no 

surprise that the American subsample is quite similar to the fund universe, as the American 

subsample accounts for almost 93% of the data.  

Further analysis of table 2 gives additional information about the performance of 

each of the subsamples. It is observable that the International subgroup has the best 

performance, followed by the Islamic funds and finally the American funds. As 

International funds show the smallest average input values with the highest average output 

values as well as the smallest maximum drawback period.  

The only estimate on which the Islamic funds show superiority comes from the 

maximum consecutive gain. Not only is the mean MCG remarkably higher for Islamic 

funds (63 months compared to 1.5 months for American funds and 1 month for the 

International subgroup), the minimum and maximum values are quite impressive as well. 

That is, while the minimum MCG for the Islamic funds (24 months) is well above the 

minimum MCG for both American and International funds (0 months for both 

respectively), the maximum MCG for the Islamic funds (84 months) is astonishing higher 

than the maximum MCG for both the American and International subgroups (10 and 4 

months respectively). 

 

5.3. The Fund Universe Performance 

In this section, the performance of the overall fund universe is estimated and then it 

is compared to each individual subgroup. In other words, the DEA efficiency frontier 

                                                 
143 Just like Glawischnig and Sommersguter-Reichmann (2010), the results show high correlation among 

LPM2 and LPM3 (UPM2 and UPM3), as well as LPM2 and LPM4 (UPM2 and UPM4). Despite that high 

correlation, they are still incorporated into the model to apply an extra penalty/ benefit for higher 

momentums due to non-normality of returns. 
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based on the fund universe is estimated and then each subgroup is compared to the 

estimated frontier. Table 3 summarizes the findings. The overall efficiency of the fund 

universe is estimate based on equation 3 (panel A) and equation 5 (panel B). That is, the 

fund performance index is estimated based on radial inputs, , and non-radial inputs, 

.  

At first glance, it is found that efficiency is highly penalized under the assumption of 

non-radial inputs. This might be driven by the non-proportional input reduction condition 

on the Russell’s model which applies higher penalties to different inputs. The question of 

whether a radial or non-radial production framework should be assumed remains 

unanswered because it is beyond the scope of this paper. The main focus of this paper is to 

investigate which specific subset is more efficient than the other. Thus, the difference 

amongst groups, rather than the difference amongst methods is analyzed.  
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Table 2 

Panel A: The Fund Universe 

 

MDP 

(Months) 

LPM0 

(%) 

LPM1 

(%) 

LPM2 

(%) 

LPM3 

(%) 

MCG 

(Months) 

UPM1 

(%) 

UPM2 

(%) 

UPM3 

(%) 

Minimum 1 0.125 0.0012 0.0028 0.0035 0.0000 0.0000 0.0000 0.0000 

Maximum 96 1 0.1166 0.1834 0.2386 10.0000 0.1274 0.1799 0.2160 

Mean 33.1261 0.4718 0.0175 0.0347 0.0486 1.4912 0.0185 0.0306 0.0393 

Std. Dev. 25.0836 0.1095 0.0091 0.0169 0.0233 1.4573 0.0115 0.0175 0.0220 
 

Panel B: American Funds 

 

MDP 

(Months) 

LPM0 

(%) 

LPM1 

(%) 

LPM2 

(%) 

LPM3 

(%) 

MCG 

(Months) 

UPM1 

(%) 

UPM2 

(%) 

UPM3 

(%) 

Minimum 1 0.125 0.0012 0.0028 0.0034 0.0000 0.0000 0.0000 0.0000 

Maximum 96 1 0.1165 0.1833 0.2385 10.0000 0.1275 0.1800 0.2160 

Mean 33.4684 0.4697 0.0170 0.0338 0.0474 1.5342 0.0180 0.0298 0.0383 

Std. Dev. 25.5837 0.1094 0.0091 0.0169 0.0233 1.5026 0.0115 0.0175 0.0221 
 

Panel C: International Funds 

 

MDP 

(Months) 

LPM0 

(%) 

LPM1 

(%) 

LPM2 

(%) 

LPM3 

(%) 

MCG 

(Months) 

UPM1 

(%) 

UPM2 

(%) 

UPM3 

(%) 

Minimum 1 0.2917 0.0087 0.0145 0.0215 0.0000 0.0043 0.0140 0.0220 

Maximum 64 0.8333 0.0645 0.1152 0.1542 4.0000 0.0507 0.0890 0.1171 

Mean 29.0705 0.4721 0.0243 0.0468 0.0651 1.0007 0.0250 0.0416 0.0528 

Std. Dev. 16.2616 0.0470 0.0060 0.0090 0.0116 0.2861 0.0064 0.0091 0.0104 
 

Panel D: Islamic Funds 

 

MDP 

(Months) 

LPM0 

(%) 

LPM1 

(%) 

LPM2 

(%) 

LPM3 

(%) 

MCG 

(Months) 

UPM1 

(%) 

UPM2 

(%) 

UPM3 

(%) 

Minimum 4 0.3452 0.0020 0.0024 0.0026 24.0000 0.0000 0.0000 0.0000 

Maximum 83 1 0.0595 0.1137 0.1534 84.0000 0.0506 0.0873 0.1244 

Mean 33.6526 0.6781 0.0208 0.0412 0.0569 63.9474 0.0194 0.0343 0.0452 

Std. Dev. 17.1121 0.2498 0.0176 0.0351 0.0483 21.7556 0.0186 0.0319 0.0421 
 

Note: Table 2 summarizes the descriptive statistics of the proposed input-output specification used to estimate the DEA performance index.
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Table 3 

 

  Panel A:   Panel B:  

# 

Funds 
 

Efficient 

Funds 
Average 

Funds 

Above 

Average 

 
Efficient 

Funds 
Average 

Funds 

Above 

Average 

Fund 

Universe 
22545 

 
3944 

(17.49%) 
52.00% 

8574 

(38.03%) 

 
6 

(0.03%) 
27.52% 

8431 

(37.39%) 

American 

Funds 
20946 

 
3587 

(17.12%) 
52.47% 

8149 

(38.90%) 

 
4 

(0.02%) 
27.85% 

8007 

(38.23%) 

International 

Funds 
1504 

 

320 

(21.28%) 
44.84% 

339 

(22.54%) 

 

0 

(0.00%) 
21.55% 

362 

(24.07%) 

Islamic Funds 95 
 

37 

(38.95%) 
60.89% 

38 

(40.00%) 

 
2 

(2.11%) 
47.16% 

38 

(40.00%) 

Note: Table 3 shows the estimation of Equation 3, Panel A, and Equation 5, Panel B, based on the whole fund 

universe. The American, International, and Islamic subsets are compared to the PPF based on the whole fund 

universe. The percentages in parenthesis correspond to the fraction of efficient funds or funds above average 

with respect to its subgroup. 

 

Focusing on panel A, results indicate that 3944 funds out of the whole fund universe 

can be considered as efficient, which accounts for 17.49% of all funds. Granted, the 

majority of them are American, 3587 funds accounting for 90% of all efficient funds. Yet 

when comparing them to their own subsample, they only account for 17.12%. That is, 

about 17% of American funds can be considered efficient with respect to the production 

possibility frontier which envelops the whole fund universe. In fact, American funds seem 

to be the least efficient of all three subsamples. 

International founds account for 320 efficient funds, or 21.28% of their subgroup 

while Islamic funds account for 37 efficient funds, or 39% of all Islamic funds. Thus, it is 

observable that there are more efficient funds within the Islamic subsample than either the 

American or International subsamples. These results are consistent even to different 

comparisons. 

Because BCC provides an actual performance index, it is possible to estimate the 

average performance of each subgroup and then compare each fund to the proposed 

performance index. It is worthwhile mentioning that the Islamic subgroup shows the 

highest average performance, 60.89%, followed by the American and International funds 

with 52.47% and 44.84% average performance respectively. Finally, Islamic funds also 

show the highest efficiency levels when measuring the number of funds above average. 

Islamic funds lead with 38 efficient funds above average, or 40.0% of their subgroup, 

followed by the American and International funds with 8149 funds, or 38.9% of the 

subsample, and 339 funds, or 22.54% of the subsample, respectively.  

Likewise, the non-radial model on panel B confirms observed results, despite a 

penalty imposed on the estimation. Though the number of actual efficient funds drops 

considerably, we find the same dominance by Islamic funds. Around 2% of Islamic funds 

are efficient, while only 0.02% of American funds are efficient and no International funds 

are efficient. As for the average performance and number of funds above average, the 

results are consistent with the estimation under the BCC model; the average performance is 

quite smaller but the number of funds above average remains similar to the results in panel 

A. 

Despite the limitation on Islamic funds due to investing only in Shariah compliant 

assets, the results suggest that such assets do not loose efficiency when comparing them to 
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more “free investment” opportunities. In fact, Shariah investments seem to be even better 

than those traditional investment strategies. Overall, our results indicate that when 

comparing individual subgroups to the whole envelop of the DEA performance index, 

Islamic funds seem to dominate the efficiency measures. Taken together with the results on 

table 2, one can consider Islamic funds to be a solid investment alternative, if not the best.  

Still, a question remains on whether Islamic mutual funds together with other 

investment assets should be analyzed. This is because those who invest in Islamic assets 

are not going to invest in non-Shariah compliant assets in any case. In other words, when 

analyzing Islamic investments, the fund universe should be limited to only Islamic assets, 

since Islamic investors will not even consider investing in assets that are not Shariah 

compliant. The following section analyzes individual subgroups independently of one 

another.  

 

5.4. Independent Subgroups 

Because Islamic investors are constraint for non-Shariah investment, it is logical to 

study Islamic mutual funds independently. In this section, the efficiency of the individual 

subgroups is investigated. However, results for the American subgroup are not included 

due to their similarities with those for the fund universe. Both DEA methods are applied, 

the radial and non-radial inputs, to the individual subgroups: International funds and 

Islamic funds. Moreover, results of equation 4 are included to analyze the input-output 

composition of the radial input BCC. Table 4 summarizes the results of the BCC model for 

the fund universe and both International and Islamic subgroups. The results suggest that 

when limiting the universe to their own subgroup thus reshaping the production possibility 

frontier, the International and American funds gain little efficiency while the Islamic 

subgroup remains the same; the number of efficient International and American funds 

increases from 320 to 338 and 3587 to 3590 respectively, but the number of efficient 

Islamic funds stays on 37.  

Table 4 
 

Total Number of 

Funds 

Number of Efficient 

Funds 

 

Expected 

Efficiency 

Number of Funds Above 

Average 

Fund Universe 22545 
3944 

(17.49%) 
52.00% 

8574 

(38.03%) 

American Funds 20946 
3590 

(17.14%) 
51.74% 

7658 

(36.56%) 

International 

Funds 
1504 

338 

(22.47%) 
80.01% 

664 

(44.15%) 

Islamic Funds 95 
37 

(38.95%) 
92.60% 

58 

(61.05%) 

Note: Table 4 reports the results from Equation 3, the radially driven input oriented model, based on the fund 

universe and the independent subgroups (each subgroup has its own production possibility frontier). The 

percentages in parenthesis correspond to the fraction of efficient funds or funds above average with respect to 

its subgroup. 

 

However, the most significant result comes from the increase on the average performance 

of Islamic funds when their PPS is limited to account only for their own subgroup: while 

American funds decreased from 52.47% to 51.74% and International funds increased from 

44.84% to 80.01%, Islamic funds increased from 60.89% to 92.60% which is 

magnificently high.   Moreover, even the number of funds above average increases for the 

Islamic subgroup from 40% to 61%. Overall, it can be concluded that despite the 

limitations of the asset universe faced by Islamic funds, they are most efficient than their 

counterparts. 
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As a comparison benchmark for efficiency, Table 5 shows similar results under the non-

radial production framework. The trend is quite similar to those of the input-oriented BCC 

model. Results show a higher number of efficient Islamic funds (8 or 8.42% of their 

subgroup), compared to the number of efficient International funds (9 or 0.6% of their 

subgroup), and efficient American funds (11 or 0.05% of their subgroup). The average 

performance is also consistent with the prior results giving the highest average 

performance to the Islamic funds with an average efficiency of 68.05% followed by the 

International and American counterparts with an average of 50.93% and 27.74% 

respectively. 

 

Table 5 
 

Total Number of 

Funds 

Number of Efficient 

Funds 

 

Expected 

Efficiency 

Number of Funds 

Above Average 

Fund Universe 22545 
6 

(0.03%) 
27.52% 

8431 

(37.40%) 

American Funds 20946 
11 

(0.05%) 
27.74% 

8028 

(38.33%) 

International 

Funds 
1504 

9 

(0.6%) 
50.93% 

504 

(33.51%) 

Islamic Funds 95 
8 

(8.42%) 
68.05% 

47 

(49.47%) 

Note: Table 5 reports the results from Equation 5, the non-radially driven input oriented model, based on the 

fund universe and the independent subgroups (each subgroup has its own production possibility frontier). The 

percentages in parenthesis correspond to the fraction of efficient funds or funds above average with respect to 

its subgroup. 

 

It is noteworthy to mention that the use of individual subgroups shows a remarkable 

increase on efficiency under equation 5, the non-radial production framework. While the 

results of the radial model under either the full universe PPF or the self-group-limited-

universe PPF are quite close. For instance both show 37 efficient Islamic funds, assuming 

the latter changes the results considerably when assessing a non-radial production 

framework. All the studying parameters (number of efficient funds, average performance, 

and number of funds above average performance) seem considerably higher when limiting 

the universe to the specific subgroups. Still, despite the increase in all subgroups, Islamic 

funds are still the most efficient. 

 

5.5. Specifics of the Inputs and Outputs 

By using a dual programming to equation 3, it is possible to compare the number of 

inputs and outputs being used to analyze the production framework. This subsection 

focuses on the BCC model since it is the model of choice in prior literature.
144

 It is 

expected that efficient funds would incorporate as few inputs as possible in order to 

produce as much outputs as possible. Yet, it is found that a significant number of efficient 

funds are unable to generate any output whatsoever. Table 6 summarizes the results. 

Panel A shows the input-output mix for the fund universe. Results indicate that there 

are 3886 efficient funds, which accounts for 17% of all funds. Further analysis shows that 

neither efficient nor inefficient funds could incorporate all inputs together. In fact, the 

majority of funds could only use a maximum of 3 inputs at the same time (of a maximum 

of 5), and only a few could even achieve 4 inputs simultaneously.  

 

                                                 
144 See the introduction of Glawischnig and Sommersguter-Reichmann (2010). 
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Table 6 

 

Panel A: Fund Universe 

 
Number of Funds 

Inputs 

 

Outputs 

 

1 2 3 4 5 

 

0 1 2 3 4 

Inefficient 18659 817 15062 2756 24 -  5886 9410 3362 1 - 

Efficient 3886 1486 725 1649 26 -  1450 828 1411 194 3 
 

Panel B: American Funds 

 
Number of Funds 

Inputs 

 

Outputs 

 

1 2 3 4 5 

 

0 1 2 3 4 

Inefficient 17417 3133 12121 2153 10 -  10476 4901 2040 - - 

Efficient 3529 1096 964 1465 4 -  1058 1883 473 104 11 
 

Panel C: International Funds 

 
Number of Funds 

Inputs 

 

Outputs 

 

1 2 3 4 5 

 

0 1 2 3 4 

Inefficient 1177 249 927 1 - -  43 1076 58 - - 

Efficient 327 107 9 188 23 -  54 94 178 1 - 
 

Panel D: Islamic Funds 

 
Number of Funds 

Inputs 

 

Outputs 

 

1 2 3 4 5 

 

0 1 2 3 4 

Inefficient 66 1 22 39 4 -  12 39 12 3 - 

Efficient 29 5 11 12 1   3 10 10 6 - 
  

 

Note: Table 6 reports Equation 4, the dual to the radially driven input oriented model, based on the fund universe and the independent subgroups. Table 6 shows the input-output 

combination used in the production process. It also shows production inefficiencies given by the number of funds with zero outputs. 
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Examining the outputs, on the other hand, show that efficient funds can achieve more 

outputs than inefficient funds. For instance, almost 5% of efficient funds, that is 194 funds, 

can achieve 3 outputs (of a maximum of 4) simultaneously compared to only 1 fund 

achieving the same number of outputs for the inefficient funds. In addition, only efficient 

funds can achieve the maximum number of outputs, although they account for less than 

0.1% of efficient funds. Despite the highest performance of efficient funds, there is still 

some inefficiency within them. That is, 37.3% of efficient funds cannot achieve any output 

at all. What is more puzzling, however, is that there are less funds with zero outputs, 

31.5%, coming from the inefficient subsample. 

Though panel A shows important results, other panels show further means to 

comparing efficiency between Islamic, International, and American funds. At first 

inspection, there seems no significant difference in the input mix between the subgroups, 

but results do indicate that only American efficient funds can achieve the maximum 

number of outputs. Note that the same pattern presented in panel A is confirmed: (1) most 

funds, regardless if they are efficient or inefficient, use a maximum of 3 inputs, and (2) 

even efficient funds present some level of inefficiency due to the presence of funds that 

produce zero outputs.  

Deeper examination of table 6 shows that Islamic funds can still be considered better 

performing than their counterparts. Results show that 30.5% of Islamic funds can be 

regarded as efficient with inefficiencies accounting for only 10.3%, whereas 21.7% of 

International funds are efficient with inefficiencies of 16.5%, and only 5.2% of American 

funds are efficient with inefficiencies accounting for almost 30%. In this context, 

inefficiencies are regarded as the percentage of efficient funds which produced zero-

outputs.  

Overall, results suggest that Islamic mutual funds do not lose efficiency even though 

they are limited to a smaller universe of assets. Perhaps a possible explanation for such 

efficiency gain is that despite limitations, Islamic investors are ethically driven and thus 

they prefer to avoid investing onto the most risky assets. Therefore, these results might be 

biases in favor of Islamic funds due to the fact that the latest 2007-2008 crisis was mainly 

driven by excessive investment onto risky assets (Gorton, 2010). Such results are also 

consistent with findings of Merdad, Hassan and Al-Henawi (2010) who compared Islamic 

and conventional mutual funds managed by HSBC, the fourth largest fund manager in 

Saudi Arabia, from January 2003 to January 2010. They show that Islamic funds 

underperform conventional funds during both the full sample period and the bullish period, 

but outperform conventional funds during bearish and financial crisis periods. The next 

section covers this issue by splitting the dataset in order to account for the 2007-2008 

financial crises. 

 

6. Robustness Check 

The 2007-2008 financial crisis swept through globally, and thus it is expected to 

have affected worldwide assets. However, due to the constraints on Shariah law, it is 

believed that Islamic funds have been somehow immunized to the effects of the crisis, 

which would explain their higher efficiency compared to their counterparts. Therefore, in 

this section, equation 3 is estimated based on the re-estimation of the inputs and outputs to 

account for the financial crisis.  

As before, results are presented based on the full universe PPF and individual groups 

PPF for the BCC model. The same input/output combinations proposed in the prior section 

are still used, but they are now estimated based on two subsamples: January 2003 – 

December 2006 and January 2007 – December 2010. This generates two subsamples with 

different number of funds. The pre-crisis subsample accounts for 14509 funds in the fund 

universe from which 13589 are American, 843 are International, and 77 are Islamic, while 
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the post-crisis subsample, which is fairly similar in number of funds in the whole sample, 

has 22531 assets in the fund universe from which 20932 are American, 1504 are 

International, and 95 are Islamic.  

 

6.1. The fund universe performance 

As before, a production possibility frontier is defined as that which envelops all 

assets in the universe and then each subgroup is compared to the proposed PPF. Table 7 

summarizes the results. As expected, there is a decrease on efficiency as the crisis starts. 

Although all subgroups are affected, American funds remain quite the same. In fact, only a 

decrease of 0.53% on the percentage of efficient American funds is observed, while 

International and Islamic both have a decrease of 18.7% and 9.1% respectively. 

Furthermore, results show a significant decrease on the average performance as well as 

number of funds above average performance consistent for all funds. 

Table 7 

 

Panel A: 2003 - 2006  Panel B: 2007 - 2010 

# 

Funds 

Efficient 

Funds 
Average 

Funds 

Above 

Average 

 
# 

Funds 

Efficient 

Funds 
Average 

Funds 

Above 

Average 

Fund 

Universe 
14509 

2792 

(19.24%) 
73.10% 

5934 

(40.90%) 
 22531 

3969 

(17.62%) 
46.32% 

7176 

(31.85%) 

American 

Funds 
13589 

2418 

(17.79%) 
73.00% 

5596 

(41.18%) 
 20932 

3612 

(17.26%) 
46.66% 

6778 

(32.38%) 

International 

Funds 
843 

337 

(39.98%) 
74.40% 

340 

(40.33%) 
 1504 

320 

(21.28%) 
40.93% 

320 

(21.28%) 

Islamic 

Funds 
77 

37 

(48.05%) 
76.93% 

42 

(54.55%) 
 95 

37 

(38.95%) 
58.07% 

38 

(40.00%) 

Note: Table 7 shows the estimation of Equation 3 for the two subsamples: 2003-2006 on Panel A and 2007-

2010 on Panel B. This estimation is based on the whole fund universe. The American, International, and 

Islamic subsets are compared to the PPF based on the whole fund universe. The percentages in parenthesis 

correspond to the fraction of efficient funds or funds above average with respect to its subgroup.  

 

Still, when comparing the funds with one another, the same results are found; Islamic 

funds outperform their counterparts regardless of the subsample period. In fact, sorted by 

efficiency, the order remains the same regardless of the time period: Islamic funds 

followed by International funds and American funds at last. Although the order changes 

when comparing average performance and the number of funds above average, it can be 

safely concluded that Islamic funds are still more efficient despite the financial crisis. It is 

worthwhile noting that though the number of efficient Islamic funds is the same regardless 

of the time period (37 funds), they are not all the same funds. In fact, results indicate that 5 

funds differ; that is, five funds stopped being efficient and 5 started being efficient after the 

crisis. 

 

6.2. Subgroups performance 

We estimate production possibility frontier for each group and then compare their 

performances. This is done with the rational that Islamic investment is self-constraint to a 

limited asset universe and thus it makes sense to limit the production possibility frontier 

which will only envelop such assets. Table 8 summarizes the results. 
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Once again, prior results are confirmed at the first glance; Islamic funds are always the 

most efficient regardless of the time period followed by International and American funds. 

However, focusing on panel A, it is noticeable that International and Islamic funds have 

more efficient funds when the PPF is limited to their own subgroup. This result shows that 

the post-crisis decrease is even more significant.  

 

Table 8 

 

Panel A: 2003 – 2006  Panel B: 2007 - 2010 

# 

Funds 

Efficient 

Funds 
Average 

Funds 

Above 

Average 

 
# 

Funds 

Efficient 

Funds 
Average 

Funds 

Above 

Average 

Fund 

Universe 
14509 

2792 

(19.24%) 
73.10% 

5934 

(40.90%) 
 22531 

3969 

(17.62%) 
46.32% 

7176 

(31.85%) 

American 

Funds 
13589 

2382 

(17.53%) 
71.77% 

57100 

(42.02%) 
 20932 

3600 

(17.20%) 
46.39% 

6582 

(31.44%) 

International 

Funds 
843 

354 

(41.99%) 
91.48% 

404 

(47.92%) 
 1504 

330 

(21.94%) 
69.32% 

380 

(25.27%) 

Islamic 

Funds 
77 

41 

(53.25%) 
93.69% 

52 

(67.53%) 
 95 

37 

(38.95%) 
62.88% 

37 

(38.95%) 

Note: Table 8 shows the estimation of Equation 3 for the two subsamples: 2003-2006 on Panel A and 2007-

2010 on Panel B. This estimation is based on independent universes. The American, International, and 

Islamic subsets are compared to the PPF based on their own universe. The percentages in parenthesis 

correspond to the fraction of efficient funds or funds above average with respect to its subgroup. 

 

Further analysis shows that Islamic funds lost average performance lead to 

International funds after the crisis. While panel A shows an Average performance of 

93.69% for Islamic funds and 91.48% for International funds, panel B gives the lead to 

International funds with 69.32% followed by Islamic funds with 62.88%. Yet the number 

of above average performance funds is still higher for Islamic funds. 

Deeper examination reveals that all Islamic efficient funds are the same regardless of 

the PPF specification for the post-crisis subsample. This is an extra robustness check as 

this incorporates both specification of the PPF or time period. This also suggests that even 

if Islamic investors where to open themselves towards the whole asset universe, they will 

not achieve any extra efficiency. In fact, Islamic funds appear as efficient as if they were 

part of the whole asset universe. 

 

7. Conclusions 

The main purpose of this paper is to investigate whether or not Islamic funds loose 

efficiency due to investment limitations towards Shariah compliant assets. With this 

purpose, an extensive dataset with three different types of investment assets is created: 

Islamic mutual funds, International mutual funds, and American mutual funds. A DEA 

performance index is employed to measure efficiency in order to account for the fact that 

different investment alternatives present different data characteristics and DEA can 

account for such characteristics as it can handle multiple inputs and outputs.  

Initially, a Production Possibility Set (PPS) that accounted for all the assets in the 

obtained sample is considered. Then a Production Possibility Frontier (PPF) that envelops 

the whole universe of assets is created. However, Islamic investors would not even 

consider non-Shariah compliant assets as investment opportunities and thus they should 
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not be part of their fund universe. For this reason, PPS is limited to include only individual 

subgroup’s assets thereby reshaping the overall PPF. Regardless of the frontier definition, 

efficiency is always defined as the percentage number of funds that are on the frontier. 

Finally, to extend comparison between subgroups, identifying which subgroup had the 

highest percentage number of funds closer to the PPF is considered, which is measured by 

the percentage number of funds above average performance. 

In summary, obtained results suggest that though Islamic funds are limited to a 

smaller asset universe, they do not lose efficiency regardless of the specification of the 

PPF. Islamic funds are the most efficient followed by International and then American 

funds. Overall, these results are persistent for the percentage number of efficient funds, the 

average performance index, and the percentage number of funds above average 

performance. Also, these results are robust to different specifications of the DEA model. In 

this regard, two different models are analyzed: (1) an input oriented DEA model with a 

proportional input framework, and (2) a DEA model with a non-proportional input oriented 

framework. But we focus more on the BCC model, as it is the method of choice in prior 

literature.  

Even though results indicate that there is some level of inefficiencies remaining 

within the efficient funds, it can be safely concluded that Islamic funds remain highly 

efficient despite their investment limitations, and they show the smallest number of 

inefficiencies amongst the subgroups. 

Finally, since Islamic investors are limited to Shariah and Ethical investment, thus 

preferring less risky assets, it is believed that the obtained results would be biased in favor 

of Islamic investment. That is, given that the 2007-2008 financial crisis originated due to 

high investment on toxic assets and Islamic investor would rather avoid them, it is 

expected that Islamic funds be somehow immunized to the effects of the crisis. Results 

show evidence suggesting that even though all assets lost efficiency and average 

performance, Islamic funds remain the most efficient. 

Nonetheless, caution must be taken before generalizing the results due to the 

limitations of the data. First, the dataset on Islamic mutual funds accounts for roughly 60% 

of all available Islamic mutual funds, thus putting an initial limitation onto the Islamic 

universe sample. Second, the obtained Islamic fund universe is by far the smallest; it only 

accounts for 0.4% of the overall fund universe, hence making it almost irrelevant to the 

estimation of the fund universe’s production possibility frontier. However, the latter 

concern is mitigated by studying each subgroup individually.  
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Abstract 

 

Today the international business communication behaviour itself is called ethos, and the 

science of behaviour is called ethics. In the general moral crisis, business ethics issues have 

become omnipresent. Business aims place the ethical profile of the company and the values 

an organization should not possess in order to reach its goals at the opposite sides, and the 

mentioned contradiction is often hidden. People are unaware of it, although it is the cause 

of a company’s business and ethical failure. The human mind takes control over the society 

and how can one then comprehend that such a noble and, above all, humane creature that is 

man, nature’s greatest accomplishment, can as well conceal an “animal” within that grows 

wild with rage and hatred and that often does not choose the means to reach its own goals 

at any cost, causing pain and harm to other human beings and society in general? We ask 

ourselves: how can we then comprehend and interpret the immoral value systems of 

individuals or unethical behaviour and socially irresponsible business making of numerous 

business systems whose accomplishment is entirely based upon the “pseudo freedom” 

achieved through material goods and profit? Money has become the master of human lives, 

paving the way for egoism and individualism.   

 

For many businessmen the term ethics is merely an “embellishment” used to adorn the 

dehumanisation of human relationships and they do not consider it as something practical 

that can help them to improve their businesses, placing it in the last rows of the intangible 

business factors and business efficiency tools, as many do. “Moral guidelines” should be 

provided to the business leaders of today so that they may be able to make ethical business 

decisions, noble, humane and selfless, in terms of organizational or personal aims exposed 

to constant pressures of the business environment that requires quick responses to the 

constant changes in market demands. The context of the mentioned issues raises the 

following research issue: ethical principles are difficult to apply in one company because 

they need to reconcile and unite value systems of different individuals into a single ethical 

system. Therefore, companies that fail to yield their own moral systems with business 

ethics particularities are not able to create the basic framework for permissible and 

impermissible behaviour. The aim of this paper is to provide managers with a practical 

framework for the introduction of “the ethical guide” in their companies. The purpose of 

this paper is to point out that modern ethical business requires the manager to be an ethical 

leader who will serve as an example to others, who will make morally correct decisions 

and implement ethical business policies that will affect the lives of the people in the 

company, the company's success and society as a whole. In this paper the author expresses 

their own opinion which arises from a fundamental thesis that states the following: as a 

member of the society, the company must perform its core business by making ethical 

decisions, influencing the moral of all people, the community and society. 

 

Key words: business ethics, ethical behaviour and decision-making, management, company  

JEL classification: M140 – Corporate Culture; Social responsibility 
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1. INTRODUCTION 

 

Numerous standards and rules of behavior, different civilization achievements and managerial 

ethical codes of business, are full of diversity and problems. The first problem is the more 

common financial scandals and frauds in the economy and society in general, showing  the 

necessity to examine and promote ethical and moral principles of business and a new way to 

think about business ethics.  

 

Another problem is the realization that the current, traditional, ethical teachings did not have to 

study the situation of the global ethics business relations and multicultural differences that affect 

the behavior of people in the business environment. The third problem is reflected in the 

globalization of society rapid scientific and technological development on one side and restricted 

material resources on the other hand, imposing a new moral, ethical and cultural standards of 

individual-employer-society-environment. Scientific and practical problems determined the basic 

hypothesis which states: Modern science and economic practice need the  implementation of 

business ethics and culture in all structures and levels of society and creation of multicultural 

social responsibility.  

 

To do business in accordance with nature means to do business ethically. It means to do 

business rationally and economically, with minimal entropy and environmental cost. 

Business ethics exists in order to avoid damages that are result of the lack of ethics and to 

enable  business to take place in a particular space and time with the end purpose and 

objective in exchange for something, to take place in accordance with nature, doing 

business with others and through others in a genuinely ethical manner, gaining benefits for 

both oneself and the others. Problem lies in the fact that individuals and organizations 

often don’t recognize "their business interest" in it, making such behaviour unethical. The 

truth is that it is difficult to implement ethical principles in a company because they need to 

reconcile value systems of different individuals and unite them in a unique ethical system. 

However, only companies that manage to yield their own moral systems with business 

ethics specificities will create a basic framework for the authorized and unauthorized 

operation.   

 

In the context of the above mentioned problem, the following research issue is raised: it is 

difficult to implement ethical principles in a company because they need to reconcile value 

systems of different individuals and unite them in a unique ethical system. Therefore,  

companies that fail to yield their own moral systems with business ethics specificities are 

not able to create a basic framework for the authorized and unauthorized conduct. The 

object of this paper is to offer managers a practical framework for the introduction of 

"ethics guide" in their companies. The purpose of this paper is to emphasize that doing 

business in a modern and ethical manner demands manager to be ethical leader that will 

serve as an example to others, who will bring morally correct decisions and conduct ethical 

business policy that will influence lives of the company’s people, the company’s success 

and society in its entirety. The author expresses own opinion, arising from the following 

basic thesis: as a member of society, a company must perform its core activity by making 

ethical decisions, morally influencing all the people, community and society. 

 

2. ETHICAL BEHAVIOUR AND DECISION-MAKING IN MODERN 

MANAGEMENT 

 

Issues of business ethics are of crucial importance, especially in today’s globalization, and 

doing business ethically is the sole answer to the worldwide social crisis, the crisis of 

global labour system and the environmental crisis. In that context, we can today discuss 
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"global ethics" that covers all aspects of human lives, not bypassing business systems 

whose responsibility towards society must be embedded in the core values of their 

operations.  

 

It should be stated that ethical behaviour is a result of internalized values arising from the 

subjects of ethics. It divides ethics in four basic kinds:   

1. personal ethics,  

2. organizational or business ethics (value system of the company), and  

3. legal ethics (value system of the state) 

4. social ethics (culture) 

 

By its nature, personal ethics is unbinding; nevertheless, it may have significant influence 

on the execution of ethical legally established norms. It is the result of individual beliefs, 

world views embedded in home upbringing and culture, and it determines personal 

attitudes. Legal ethics, with its norms and standards, presents frame for personal ethics. In 

an ideally regulated state, what is legally allowed should be legally ethical, but laws are 

often prescribed by working groups formed specially to develop norm or standard. They 

consist of individuals, which raises animosity with regard to general, individual and special 

interests. Cultural world views in a specific area determine social ethics most part of 

which is shaped by the dominant social-economical groups of individuals. Business ethics 

creates value system of a company that consists of different individual’s value systems. It 

stems from personal ethics, and it is determined by legal and social ethics. In addition to 

personal from which it stems, business ethics also includes work and professional ethics. 

Work ethics is a set of attitudes and behaviours based on the values of work. Person with 

developed work ethics has a responsible relation to work, good working habits, as well as 

the attitude that work in itself is good and useful for development of individuals and 

community. In addition, work ethics is one of the basic skills of the individual, comprising 

one’s responsibility towards work and self-initiative. Professional ethics is a set of rules 

on behaviour of individuals in a specific profession. It includes rules on behaviour towards 

client; rules on behaviour towards colleagues and rules on compliance with regulations in 

profession. Rules on behaviour towards clients include: emotional impartiality; non-

discriminatory approach; work for the client’s wellbeing; rejection of bribe and protection; 

altruism. Rules on behaviour towards colleagues include: need to share knowledge with 

colleagues; equality; mutual support Rules on compliance with regulations in profession 

include: necessity of an individual to respect professional norms; prevention of situations 

in which laymen are allowed to perform professional services. 

 

Guidelines to ethical behaviour - conducting business are: 

1. Independence 

2. Loyalty 

3. Professionalism 

4. Objectivity 

 

Ethical values harmonization in the context of business objectives thus demands (Bebek 

and Kolumbić, 2000. pp. 168):  

1. Elimination or decrease of ethical values contradictory to the organization that can 

achieve set objective, which is our objective as well; 

2. Development and organization of the values we lack, and that the organization that can 

produce desired objective necessarily has 

 

We would like to emphasize that business leaders have to face a huge challenge. How can 

we, as individuals, act ethically in this complex society? The answer is simple, each should 

http://sr.wikipedia.org/w/index.php?title=%D0%92%D1%80%D0%B5%D0%B4%D0%BD%D0%BE%D1%81%D1%82_%D1%80%D0%B0%D0%B4%D0%B0&action=edit&redlink=1
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use own „active consciousness“. Consciousness is the most useful and the most reliable 

tool available.  

 

Business ethics must inevitably become practical framework for all decision making in the 

company. Larry Colero, organizational development advisor, with a special emphasis on 

business ethics, currently executive director of the Business Ethics Forum in Vancouver, 

Canada, former president of the Pacific Forum on Ethics in Business, believes that each 

company should create simple moral guidelines as a kind of a guide that could be 

implemented in different business situations. He calls that guide „Sliding scale“.  

 

According to Colero, „Sliding scale“ represents an efficient and very practical method that 

helps company to discover different forms of ethical/unethical behaviour. There are four 

categories that form basis on which company can evaluate its business decisions in order to 

take adequate measures in subordinary business situation( Colero, 2002.):  

 Scrupulosity; altruism, service and goodwill 

 Ethical compromise: cautious, well-founded selection among the most desirable 

alternatives 

 Unintentional infliction of damage: unintentional infliction of damage as a 

consequence of ignorance, pressures or denial  

 Intentional infliction of damage: intentionally causing damage to other people 

 

Scrupulosity: altruism, service and goodwill 

 Each ethical consideration must recognize both the vital character of egocentrism and the 

fundamental ability to develop altruism. As individuals, which also refers to business 

entities, we all carry inside us double “software”: one managing sphere “for itself” and the 

other managing sphere “for us” or “for the other”, or, to put it differently: one managing 

egoism (making us a stranger) and the other managing altruism (making us a brother). 

Thus, altruism of a company refers to a purpose of its existence that is much more than a 

simple profit-making motive. Long-term values and ideals are much higher than short-term 

objectives, and making „good“ in society is a fundamental characteristic of altruistic 

business model. Organization SECEL is one of the examples of such business systems in 

Croatia.  

 

Ethical compromise: cautious, well-founded selection among the most advisable 

alternatives. It refers to a simple choice between two or more most desirable alternatives in 

doing business. A factory for recycling of plastic bottles that emits unpleasant and 

dangerous waste in the environment can be set as an example. The question is: shall we 

close the factory and stop recycling plastic bottles due to this fact or should we gather as 

many ideas and information as possible that would enable us to consider alternative ways 

of recycling that would possibly have less negative consequences. Therefore, both 

alternatives are undesirable for society. However, a compromise must be reached and 

decision-makers should be impartial, without posing, narrow-minded thoughts, or conflict 

of interest.  

 

Unintentional infliction of damage unintentional infliction of damage as a consequence of 

ignorance, pressures or denial. In business world such behaviour is usually found in large 

business systems with a high number of organizational units and business functions in 

which individual moral responsibility is easily transferred to another individual in 

organizational scheme. “I am only doing my work“ is commonly heard phrase. In such 

situations it is said that ethics in company is becoming „collective blind spot“ because 

individuals withdraw or completely abandon personal value systems, washing all 
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responsibility off them instead of opting within group opinions for an individual 

responsibility that would help company to reach correct and ethical decision.  

 

Unintentional infliction of damage stems from three fundamental reasons:  

 ignorance,  

 pressure,  

 denial. 

 

Ignorance usually stems from a naive, often honest, belief of something unethical being 

correct, but often also from lack of knowledge on business effects of a decision, its 

outcomes, as well as lack of knowledge on ethical alternatives. Pressures are those 

psychological, for example employees being afraid of losing their job; but also economic 

and pressures of an individual unable to do the correct thing in a certain circumstances. 

Denial refers to a situation when an individual does something wrong, and the mere 

thought of it causes him to feel uneasy to think about it or reluctant to consider possibilities 

that would change situation and make it right, as well as to statutes imposed by pressures 

of different business colleagues.  

 

Illustration of the unintentional infliction of damage is an example of a hotel where guests 

have infected with salmonella due to a meal served. It cannot be claimed that somebody 

had intentionally infected guests, but infliction of damage to the guests is a result of chef’s 

lack of information about rotten eggs. Here is another interesting practical example: 

organization NASA emphasized its message „Success at any price“ all the time. When 

space shuttle Challenger accident occurred, NASA’s intention was not to kill astronauts, 

but there was either no wish to postpone the project in any manner. Such culture was 

successful in denying disagreement by creating "negative information hide" which, in the 

end, endangered the project itself and caused tragedy.  

 

Intentional infliction of damage: Intentional infliction of damage to others. Deliberate 

(intentional) infliction of damage will be illustrated immediately by an example that 

occurred in Croatia two years ago. The Court has proven that Karlovac Brewery knew 

about the carbon dioxide emission in its immediate environment. Regardless, it didn’t take 

any action to repair the situation. Production continued although it was known that poison 

as a by-product emitted in nature can be life-threatening for local population. Unethical 

behaviour led to intentional infliction of damage. Consequentially, a citizen that walked his 

dog near the plant died. Thus, intentional infliction of pain is a conscious violation of 

ethical principles that, above all, stems from dysfunctional fundamental consciousness of 

an individual. (individual has no consciousness). However, it should be said that in many 

cases it is not the result of some malice, but rather greed and individual’s wish for power 

and personal benefits when personal gain overpowers care for other people and society.  

 

In light of the observed slide scale categories, there is a need to define the following in 

society:  

 vision, mission and objectives in order to achieve „scrupulosity“. 

 information, researches and analysis in order to achieve "ethical compromise" 

 knowledge and high level of culture in order to minimise "unintentional 

infliction of damage"  

 application of the existing and implementation of the new legal regulations in 

order to prevent "intentional infliction of damage" and sanction those who 

broke the law 
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Why is the introduction of own ethical principles and norms so important for companies? 

Because legally determined standards and norms are very often not sufficient and don’t 

regulate and harmonize relations among their individuals. In 1990 president of the IBM 

John F. Akers said: Companies cannot be competitive neither on domestic nor 

international market if they don’t operate ethically; being ethical is a wise business move 

(F. Akers, 1990.) According to Certo and Certo, ethics in doing business is an ability to 

reflect about the value during the process of making decisions in companies in order to 

determine how such values and decisions affect groups of people participating in the 

company’s operations (Certo, 2008.)  

 

Normatively, different business management decisions are brought in such context, 

and they should be observed through eight different categories (Buble, 2006, pp. 62.): 

 

 Legal, ethical, compliant with management’s personal attitude - the best for the most 

participants of a business process  

 

 Legal, ethical, compliant with management’s personal attitude (i.e. the case of 

surveillance and interception of employees with an aim of more efficient employees’ 

control and protection of eventual "higher interest") 

 

 Illegal, ethical, compliant with management’s personal attitude (i.e. tax evasion in 

favour of employees may be ethical, but it is illegal) 

 

 Illegal, unethical, compliant with management’s personal attitude (i.e.: management 

allowed emission of poisonous substances in the environment which harm general 

population) 

 

 Legal, ethical, non-compliant with management’s personal attitude (i.e. state and 

social community can ask for an equal treatment of male and female employees, which 

is unacceptable for management so it will find ways to evade such demands which 

will, in the end, result in such factual situation) 

 

 Legal, unethical, non-compliant with management’s personal attitude (i.e. part of 

the management opts for legal but unethical, and the other part for illegal but ethical 

decision, which can lead to a case like this one)  

 

 Illegal, ethical, non-compliant with management’s personal attitude (case opposite 

to the one above) 

 

 Illegal, unethical, non-compliant with management’s personal attitude (points to bad 

organization and managerial chaos) 

 

How, then, can we reach an ethically correct decision? Context of eight categories of 

managerial decisions offers the following approaches of the management to the 

problem of ethics (Daft, 2006., pp.159): 

1. Individual approach as ethical business principle 

2. Utilitarian approach as ethical business principle 

3. Human rights approach as ethical business principle  

4. Justice approach as ethical business principle 
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Individual approach as ethical business principle 

It advocates ethical business that is ethical only if it improves own interests in the long 

term because an individual that becomes successful in the long run is awarded by the 

community he contributed to by creating well-being. All decisions in a company that offer 

long-term advantages and bring benefits for the most people are considered to be ethical 

since they stem from kindness, honesty and all the virtues that make an individual and his 

job ethical. However, often ignored fact is that personal success and advantage are in the 

function of the exploit of business colleagues and that some people do not achieve their 

success solely by independent hard work, but by mere coincidence, luck or taking 

advantage of certain situations.  

 

Utilitarian approach as ethical business principle 

This approach was created by Jeremy Bentham and John Stuart Mill. They considered 

that moral is what creates useful effect to the largest number of people, that is that each 

person always strives to achieve pleasure and avoid pain by providing the maximum of 

pleasure and the minimum of pain for the largest possible number of people. According to 

Aristotle , happiness is the final purpose of all human acts, it is something perfect and 

completely self-sufficient. Aristotle's man is a "happy man". For example, if we take a 

hotel as an example, then it means the maximum use of hotel capacitites and therefore 

maximizing profits. However, this approach neglects distribution issues. Will all hotel 

staff, from doorman, cleaning lady and maid to hotel management, have equal use out of 

it? What will be one’s share of pie, perhaps bigger salary, or will the hotel owner be the 

only one to benefit from it? These are just simple examples of ideas that are based upon the 

right, i.e. justice. According to this approach, business decisions are made solely on the 

basis of their outcomes or consequences. Efforts are put to increase everything that has 

been done well, at the same time decreasing everything that has been done badly. 

 

Human rights approach as ethical business principle  

This approach advocates viewpoint that all human beings have fundamental rights that no 

one can or has the power to take from them by any decision. In such context, we talk about 

fundamental human rights while everything that suppresses them, either intentionally or 

out of lack of understanding, is deemed unethical. Human rights are based upon 

acknowledgement of innate dignity and equal and inalienable right of each member of the 

human family as a foundation of freedom, justice and peace in the world, and they are 

defined in the Universal Declaration of Human Rights.  

 

The Universal Declaration of Human Rights is a declaration adopted by the United 

Nations General Assembly on 10 December 1948 at Palais de Chaillot in 

Paris.(www.un.org.) Following this historic act the Assembly called upon all member 

countries to publicize the text of the Declaration and to cause it to be disseminated, 

displayed, read and expounded principally in schools and other educational institutions, 

without distinction based on the political status of countries or territories. The Declaration 

has been translated into at least 375 languages and dialects. Its articles have been 

elaborated in subsequent international treaties, regional human rights instruments, national 

constitutions and laws. The International Bill of Human Rights consists of the Universal 

Declaration of Human Rights, the International Covenant on Economic, Social and 

Cultural Rights, and the International Covenant on Civil and Political Rights. The 

Declaration arose directly from the experience of the Second World War and represents the 

first global expression of rights to which all human beings are inherently entitled. The 

Universal Declaration of Human Rights consists of 30 articles, and is fully shown in 

the special appendix at the end of this chapter (The Universal Declaration of Human 

Rights, 2010.)   

http://en.wikipedia.org/wiki/International_Bill_of_Human_Rights
http://en.wikipedia.org/wiki/International_Covenant_on_Economic,_Social_and_Cultural_Rights
http://en.wikipedia.org/wiki/International_Covenant_on_Economic,_Social_and_Cultural_Rights
http://en.wikipedia.org/wiki/International_Covenant_on_Civil_and_Political_Rights
http://en.wikipedia.org/wiki/World_War_II
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Respect for the fundamental rights in the European Union is regulated by the documents 

binding on all member states. The Charter of Fundamental Rights of the European 

Union protects certain political, social, and economic rights of European Union citizens. It 

was drafted by the European Convention on 2 October 2010 and solemnly proclaimed on 

7 December 2000 by the European Parliament, the Council of Ministers and the European 

Commission. The European Convention on Human Rights (commonly known as The 

Convention for the Protection of Human Rights and Fundamental Freedoms) is an 

international treaty to protect human rights and fundamental freedoms in Europe. Drafted 

in 1950 by the then newly formed Council of Europe the convention entered into force on 

3 September 1953. The Convention established the European Court of Human Rights. Any 

person who feels his or her rights have been violated under the Convention by a state party 

can take a case to the Court. The European Convention is still the only international human 

rights agreement providing such a high degree of individual protection. The Charter of 

Fundamental Rights of the European Union did not have full legal effect until the entry 

into force of the Treaty of Lisbon on 1 December 2009 and is legally binding only on the 

EU member states. 

 

Therefore, when making ethical decisions, managers should avoid interference with the 

others’ fundamental rights. The above said makes, for example, decision on interception of 

employees, violence against the right of privacy, sexual harassment... "unethical" - because 

that is violence against the right on the freedom of scrupulousness.  

 

Along fundamental, the other group of rights consists of political and economic and social 

rights of an individual. As a member of a certain community, man has political right to go 

to elections and elect (voter’s right) and be elected, right to asylum, freedom of media and 

the like. Economic and social rights refer to market and social equality, for example, right 

to change employment, right to change work place and work conditions, right to pay 

check, right to pension and health insurance and so on. Third group of rights consists of 

culture or human rights that assure approach to cultural and spiritual achievements of 

mankind, adoption and use of the same, as well as participation in improvement of such 

achievements. 

 

All these rights must be respected in making business decisions in a business system. That 

is the only ethical manner to do it, but problems nevertheless arise from this approach 

because of the frequent different conflicts between listed rights. The winning argument is 

often the one of one’s power (strength) and not the argument of the right itself, which 

presents defectiveness in the approach itself. However, it can be corrected by the approach 

of justice. It should be emphasized that each participant in society must obey rules and 

values set by the legal order. Courts rule against illegal behaviour and sanction it. Still, 

laws cannot regulate all actions of individuals and business subjects. There are areas in 

which one has possibility of free choice in decision-making process. Decision of an 

individual to buy or produce a product or service is not regulated by the law. Outside the 

borders of these two areas, there is a third one in which individuals and business systems 

must subject to norms of state and society they act in. That is called ethical area. Its 

standards of behaviour are based on ordinary principles and values of society in general.  

 

Justice approach as ethical business principle 

Justice implies equality and support of the natural rightness in conducting business, 

including mutual (relations between people), distributive (relation of community towards 

individuals) and legal (relations of individuals towards the general good) justice. At the 

same time, it is an individual virtue, personal quality of act and general principle of 

regulation of relations in a social community. Virtue represents regularly arranged groups 

http://en.wikipedia.org/wiki/European_Convention_%281999-2000%29
http://en.wikipedia.org/wiki/European_Parliament
http://en.wikipedia.org/wiki/Council_of_the_European_Union
http://en.wikipedia.org/wiki/European_Commission
http://en.wikipedia.org/wiki/European_Commission
http://en.wikipedia.org/wiki/Human_rights
http://en.wikipedia.org/wiki/Freedom_%28political%29
http://en.wikipedia.org/wiki/Europe
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of emotive and spiritual states and inclinations, as well as manner how mind and thoughts 

react to certain life and business situations. According to Plato, justice is the highest virtue 

of man, and it originates from moderation, courage and wisdom. Wisdom: ability to 

recognize the actual state of a business situation and how it should be (recognizes risk 

element - ignorance). Bravery: ability to bring decisions in states of simultaneous certainty 

and uncertainty which precedes wisdom (it includes conscious ignorance). Moderation: to 

recognize a measure when in, certain situations, one says enough, to know how to achieve 

optimum and to restrain own wishes and urges. His student Aristotle also calls justice the 

„perfect virtue“ because it denotes good towards one self and good towards the others. A 

righteous man ensures beautiful and happy life to himself and to the entire social 

community as well.  

 

Theory of justice nowadays must fulfil three tasks: 

1. Define what we, as humans, can (should) expect from each other - rules 

2. Explain why precisely those rules are just, why we must obey them and adhere to them, 

and finally 

3. How can we convince individuals to adhere to precisely those rules instead of some 

other rules. 

 

With the aim to check ethics of managers’ business decisions, the above stated ethical 

approach can serve to form a type of „manager protocol“ within a company that should 

answer the following:  

1. Have we made a decision that is in accordance with the legal regulations or is it illegal? 

2. Does a decision respect code of ethics or some other rules that regulate ethical issues in 

company? 

3. Has making a decision in any manner put a limit on and endangered fundamental 

human rights of an individual in company and in business environment? 

4. Is decision made in accordance with the concept of socially responsible business 

conduct and which effects, benefits or damages it has for an individual in and outside 

the company, as well as for society in general? 

5. Has this decision been viewed in the context of the possible positive and negative 

consequences of individual and utilitaristic ethical approach, approach to human rights 

and justice?  

 

In the process of making a decision, its maker must be aware of all the possible positive 

and negative sides of previously explained universal ethical approaches. Ethically 

acceptable decision is as acceptable by legal and moral standards of society as a whole. It 

is easy to make a decision when there is a law or regulation. Nevertheless, difficult 

situations occur once individuals and business systems face ethical problem. Since laws do 

not regulate ethical standards, individuals and organizations are often faced with decisions 

that are not easy to make. Both individuals and organizations have to face ethical dilemma 

in which it is difficult to distinguish right from wrong because all alternative choices and 

behaviours are considered undesirable due to negative ethical consequences. In that case, 

individuals and business systems need instructions in order to tackle such ethical 

dilemmas. It is therefore natural for each individual and business system to adopt common 

ethical criteria that would help in solving business problems from the domain of ethical 

consideration. That is how ethical criteria grows to become behavioural standards of 

individuals and business systems. 
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The process of making an ethical business decision has six steps, i.e. stages: 

1. Identification of problem- recognizing and defining ethical problem 

2. Gathering information and facts as a help in determining possible solutions - gathering of 

all information and facts referring to the problem that may, but don’t have to influence it 

and its solution, and that refer to all inner and outer factors, directly or indirectly included 

people or groups of people  

3. Analyzing and evaluating at least two alternative solutions - analysing potential solutions 

of the problem through the prism of ethical criteria and evaluating potential implications 

of such solutions to the business system itself, employees, business environment and 

social community. 

4. Making ethically correct decision - follows after the most desirable alternative has been 

chosen 

5. Practical implementation of the solution - implementation of an ethical decision in an 

actual situation 

6. Control of solution implementation – conducted due to possible deviation from ethical 

principles 

For business leaders, it is definitely not easy or at all simply to make ethical decision. 

However, if each business decision is considered through the framework of universal 

ethics criteria, individual, utilitarian, criteria of justice and justice, there is a higher chance 

of making correct and ethically right decision whose business outcomes and consequences 

will bring most benefits to most people.  

 

When making decisions, managers must take into account different values and norms that 

are sometimes contrary to one another. There are two fundamental groups of values and 

norms: 

1. Traditional values and norms 

 Freedom of an individual - preserve and protect freedom of all individuals 

through democratic system, liberal economy and open market 

 Individual responsibility - fostering personal responsibility and encouraging and 

favouring all institutions that encourage personal initiative and individual 

responsibility. 

 Growth (production) - strengthen institutions that encourage production of 

goods and services, economic health and market flexibility 

 

2. Social values and norms 

 Man’s dignity – do not degrade man’s dignity, but act scrupulously and fairly 

towards everyone, enabling them to realize fundamental human rights and 

needs of life in order to realize worthy and quality life. 

 Unity - cherish solidarity and strive towards general good, encourage people to 

care for each other and to help each other 

 Justice (equality) - aspiration towards just distribution of goods, responsibilities 

and power 
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In addition, there are moral rights that must be respected when making a decision: 

1. Right of free consent - individuals can be treated only if they provide free consent. 

2. Right to privacy - individuals can choose to work what they like to do and to have control 

over information about their private life. 

3. Right to freedom of conscience - individuals have right to decline to perform order that is 

against their moral or religious norms. 

4. Right to freedom of speech - individuals can criticize ethical veracity or legality of others’ 

actions. 

5. Right to proper process - individuals have right to impartial hearing and just treatment.  

6. Right to life and safety - individuals have right to live without threats or invasion on their 

health and safety. 

 

According to types of ethical/unethical business decisions, three basic categories of 

managers can be distinguished: moral, immoral and amoral managers.  

 

Moral managers are persons with prominently high moral principles (standards) of their 

own value system which they apply in both private and business life. Those are the people 

whose own example of ethical behaviour and operation serves as an inspiration for others 

to follow ethical principles in their work. They do business in accordance with the law. 

 

Immoral managers perceive legal ordinances that regulate issues of ethical/unethical 

business conduct as obstacles on the way to reach targeted business objectives and 

personal interests. They resist any form of ethical behaviour and they ignore ethical 

principles when making business decisions.  

 

Amoral managers are distinguished by the immoral by the fact that they think that law 

must be obeyed, but they don’t perceive any significant advantage in it. Such managers can 

be divided in two subcategories. Those from the first category are willingly amoral because 

they simply think, i.e. believe that work and ethics do not fit together (work has one set of 

rules, and ethics has the other). The second category are those unwillingly amoral since 

they don’t pay special attention to ethics due to own negligence, carelessness and the like.  

Immoral and amoral managers that resort to unethical management are, in the long-term, 

harming their company’s image. Unethical strategies of the company will have a bad 

influence on the employees’ characters and they won’t be in the interest of good business 

conduct or their owners. Everyday practice shows numerous examples of such companies, 

some of which we will tackle in special part of the book.  

 

It should be emphasized that ethics is nowadays one of the biggest problems of big and 

developed countries. It can be stated with certainty and without any doubt that both 

Croatian and global crisis was enticed precisely by unethical, immoral and moral managers 

who willingly or unwillingly avoid formulating their development strategies in line with 

ethical principles. Aiming at as much profit as possible and conquering the market, many 

managers are nowadays led by short-term interests, without paying attention to long-term 

cost-effectiveness that ensures the only truly ethical business conduct. They avoid 

formation and implementation of codes of ethics. The most significant reason for that lies 

in the fact that a large number of individuals is driven by often too ambitious efforts to 

satisfy their own (often egoistic and narcissistic) business interests. Furthermore, they 

often use short-term measures to increase profit as quickly as possible, at the same time 

decreasing costs wherever they can in order to save. Led by desire to achieve the best 

possible financial solutions as soon as possible and under pressure to achieve short-term 

success of the company, they bypass rules and disregard ethical principles. Andrew Fastov, 

financial director at Enron, can serve as such example (Ćorić and associates, 2009, pp. 
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393-404.) That is to say, he appointed himself as the manager in one and the owner of the 

share in the other Enron’s partnership, but off the records. His two functions earned him 30 

million dollars. Of course, described case is an example of conflict of interest.  

 

3. MANAGING ETHICS IN COMPANY 

 

In light of the observed issues that lead to unethical behaviour and making management’s 

decisions, it should be emphasized that conducting modern ethical business seeks from the 

manager to be ethical leader that will serve as an example to others, who will bring morally 

correct decisions and implement ethical business policy that will influence lives of 

company’s people, company’s success and society in its entirety.  

 

In order to successfully implement business ethics, company should raise all employees’ 

consciousness about the importance of business ethics. In addition, the following is also 

necessary: owner’s support, establishing company’s value system, education of employees 

on business ethics, developing code of ethics, appointing team of people responsible for 

implementation of the code, daily monitoring of ethical behaviour, dealing with the cases 

where ethical principles are broken and continuous improvement of ethical business 

conduct.  

 

Hence, ethical manager is required to develop ethical business climate in which code of 

ethics serves as a rule for everyone. Therefore, the introduction of the business code of 

ethics is the first step in the implementation of business ethics in any company. If 

implemented, it is most certainly an effective instrument of the only acceptable "ethical" 

behaviour of both company’s managers and all other employees upon who have ethical 

standards of work, business activities and making business decisions been imposed to in 

such manner.  

 

Code of ethics represents the basis for creation of conditions for ethical behaviour and 

decision making. Code of ethics represents company’s official written document that 

tackles different issues about ethical business, such as: conflict of interest, competition, 

keeping business secrets confidential, moral decision making process, relation to the 

environment and the like. It is a kind of „guiding star“ for all employees, offering 

guidelines for ethical behaviour and ethical decision-making process. Japan should be 

singled out as the best example of the implementation of codes of ethics, and companies in 

Japan are very strict in obeying codes of ethics. For example, Nissan has prohibited his 

employees to receive any gifts or anything amusing from business partners. The Japanese 

highly appreciate personal contacts, but are careful in regard to gifts in business world 

because they hold that gifts should be given to business partner only after you get to know 

each other better. 

 

Hence, successful implementation of business ethics in a company depends on four 

important factors: 

1. setting clear rules of business code of ethics,  

2. systematic implementation of the set code,  

3. regular monitoring of the implementation of set rules, and  

4. defining sanctions in case of undesirable behaviour. 
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Therefore, code of ethics is the most applicable tool of the company when it comes to the 

issue of the ethical business conduct. Recognizing difference between right and wrong, an 

invitation to treat all employees rightfully is a frame for implementation of owners and 

managers’ just policy. Having in mind that it is difficult to formulate different 

interpersonal relations that call for forming a judgement and decisions beforehand, it can 

be considered delicate.  

 

The biggest drawback of the code of ethics is considered to be the fact that it does not 

cover, that is to say, it cannot cover all forms of ethical and unethical behaviours. The 

biggest responsibility for the implementation of the code of ethics in the company lies on 

the managers whose ethical behaviour must be such to offer an example to their employees 

and to create such environment that would generate ethical business culture.  

 

In addition to code of ethics, numerous companies nowadays apply other tools or measures 

as well, such as:  

1. Leadership by example 

2. Ethical structures 

3. Ethics workshops and ethics hotlines, and  

4. Whistle-Blowers  

Leadership by example is considered to be the most adequate manner of spreading ethical 

climate in a company, if it is kept in mind that manager is "ethical manager" and that his 

example influences behaviour of other employees. Ethical manager is the best inspiration 

for others to follow his example, behave and do business in accordance with ethical 

principles. There are several measures to help managers to develop positive ethical climate 

in organization in the best possible manner: 

 Developing horizontal and vertical communication between employees on all 

organizational levels and enticing freedom of speech without hesitation with respect to 

different and controversial attitudes and opinions 

 Reacting to received complaints in the fastest and most effective manner. Listening to 

every employee’s problems, taking into account all aspects and reacting with adequate 

measures without prolonging discussions. 

 Continuously checking what employees think and know about ethical business conduct, 

developing ethical consciousness and organizing adequate educational programmes for 

employees. 

 Being manager that will let his employees know he respects and awards their ethics. 

 Being an example by acting and working ethically, keeping in mind that any unethical 

move would lead to negative public opinion which would in the short-run harm 

company’s image and in the long-run decrease positive financial results. 

Ethical structures concern specific bodies of the company formed with the aim to 

implement codes of ethics, but also to monitor ethical behaviour of the employees. In that 

sense, the most widespread are "ethics committees or boards" whose main task is to 

monitor implementation of the company’s ethical practice and "ethics representative", i.e. 

"ethics specialist" who works as an independent member of the management board and 



520 

who reacts according to his conscience, monitors ethical behaviour and applies sanctions 

for those who act unethically. He monitors and reassesses ethics of the top management’s 

decisions, taking an independent and critical attitude towards it, in which process he can 

use different questionnaires.  

 

Ethics workshops and ethics hotlines. Continuous education of employees is most 

certainly one of the best ways to develop ethical behaviour of all employees. Ethical 

themes might be "studied" independently, as well as a part of different programmes 

through informal and life-long education. Ethics hotlines are special telephone lines where 

individuals can report ethical dilemmas, problems they have met in the process of bringing 

and implementing decisions from the ethical aspect or unethical conduct they have noticed 

in other people. 

 

Whistle-Blowers is the name given to the employees that disclose unethical, illegal or 

immoral practice of their employer as a "naked truth". 

 

In 1986 Ivan Boesky, „big Wall Street shark“, who was in 1985 believed to have earned 

200 million dollars, held an opening speech at the Faculty of Economy of Berkley 

University. He was applauded for saying: "I want you to know that greed is all right. I 

want you to know that. I think greed is healthy. You can be greedy and still feel good about 

yourself“(www.dugrat.com, 2010.). Many disagree with the above statement, authors of 

this work included. Ethical management of the company is crucial and it is becoming the 

pillar of modern business conduct. 

 

4. BUSINESS ETHICS IN CROATIA 

 

Although ethical business conduct has been widely promoted in the past years, as indicated 

by the Croatian Chamber of Economy’s efforts to develop consciousness about the 

necessity of implementation of codes of ethics in as many companies as possible, in 

Croatia there are still very few companies that have strong business culture based on 

ethical principles. That leads back to the basic question, which is: what employed 

individuals find to be ethical and what is their attitude towards work and their company, as 

well as how they think company should act towards its’ employees and interest groups 

(manner of business negotiation, making business deals, attitude towards customers and 

contractors, responsibility towards environment and society in general).  

 

With regard to the member states of the European Union and other western countries, it 

should be stated business ethics has appeared and developed much later in Croatia, which 

can be attributed to the fact that capitalism was introduced in Croatia only after 1990 and it 

took a lot of time for ethical business conduct to take hold. Acceptance of business ethics 

in Croatian practice is under the scrutiny of the European Union whose equal member we 

wish to become. Notwithstanding highly developed "industry" of ethics in world business 

practice, strong emphasis on the necessity of establishing ethical management of 

organization and emphasis on the organization that promotes social values and that is 

socially responsible, business practice in Croatia is in certain aspects still behind the world 

practice. 

 

National Competitiveness Committee’s Recommendations for Improving Competitiveness 

listed bad work and business ethics among the most questionable factors for business 

conduct in Croatia. The mentioned backlog is seen in small and medium companies that 

have developed a system of business ethics management to a small extent, unlike big 

companies in Croatia that have accepted world trends and realized that their level of 

http://www.dugrat.co/
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success also depends on integration of business ethics in daily business process. It is most 

noticeable in codes of ethics developed in leading Croatian companies and their 

involvement in social actions. However, code of ethics presents only the first degree of 

business ethics implementation in operation. It represents the first step in introduction of 

business ethics in everyday business conduct. However, in order to be efficient, it is 

necessary to control its implementation in order to ascribe it power and importance and to 

represent a part of company’s business culture as one of its biggest values. Furthermore, 

code of ethics is an instrument of better professional behaviour of all employees that also 

assigns responsibilities for specific work tasks, as well as standards that all interested 

parties (stakeholders and shareholders) can expect from the company, and which primarily 

regard respect of others and responsible presentation of their work to consumers, 

contractors, business partners and the public.  

 

However, indications of further development with regard to ethical business can be seen. 

Progress can most definitely be seen in the area of development and implementation of 

business ethics in leading Croatian companies, which suggests its further development 

since small and medium companies will soon observe business ethics as a key for gaining 

competitive advantage. On the other hand, negative trend with regard to some other aspects 

of business ethics is also noticeable, such as corruption, bribe, various types of 

discrimination when hiring, violation of consumers’ rights, non-compliance with statutory 

obligations and violation of codes of ethics.  

 

From the business world perspective, corruption in Croatian system is definitely the 

biggest "thorn in its flesh". In 2006 Transparency International Croatia has released 

devastating fact, stating Corruption Perception Index (CPI) of 3.4 for Croatia, placing it in 

69
th

 place on the list of 163 countries and naming Croatia’s legal system as its most 

corrupted element. The reason behind this might be insufficient education on business 

ethics in general, which is taught as a course only on few faculties in Croatia. Unlike 

elsewhere in the world, here we do not have a large number of specialized institutions for 

business ethics that would represent a pillar in view of ethical business conduct in 

economy of a country. 

 

The question of legal framework is also being raised - to which extent it can really 

influence on implementation of business ethics and socially responsible behaviour? By 

observing Croatian business practice, it can be seen that law in Croatia still hasn’t reached 

its boundaries with regard to the laws on business ethics and social responsibility. It is 

proven by numerous examples, the biggest issue among which is probably unclear 

privatization and government administration which is to a great extent corrupted and 

bureaucratized. Companies and employees must have high moral standards and monitor 

own behaviour because there are limits for which law can guarantee that business 

behaviour is socially and morally acceptable. 

 

Croatian Chamber of Economy has made a breakthrough in an attempt to emphasize  

importance of business ethics in everyday business conduct by trying to establish a system 

of ethical norms for companies. It resulted in codes of ethics being generated in 400 

Croatian companies, which also means that they have accepted socially responsible 

business conduct. 
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5. ETHICAL DILEMMAS AND DOUBTS- WORKSHOPS  

For  those who want to know more and who want to  progress in ethical behavior, 

it will be presented a few cases - a workshops to understand better the complexity of 

ethical ethical dilemmas and doubts (V. Vujić, M. Ivaniš, B. Bojić, 2012., p.p. 84-89).  The 

cases that follow will give  the opportunityto make a variety of issues related to the 

principles of proper behaviour and ethical decision making.  

Various scenarios cover a number of ethical procedures. Each workshop begins 

set of facts and the definition of ethical dilemmas. In each of the workshop 

person is  asked to play the role of moral actor who will diagnose the problem and 

find solution. 

 

Workshop 1: What is correct? 

 

Here is described eight examples (A through H) to classify the moral / legal scale (1 - 4). 

Connect the appropriate number on each example and write it on the dash to the left of the 

examples (each number can repeat at most two times). 

1. ethically and legally 

3. ethical and illegal 

4. unethical and illegal 

 

.......... A. To provide a minister in a foreign country gift worth € 50,000.00, with 

the expectation that they will provide your company contact in this country; zhis gift will 

appear as an expense on the company account. 

.......... B. To patent and produce a supplement that reduces fuel consumption 

for 10 percent. 

.......... C. To promise one representative of the city council 10000.00 

euros, if he votes in support of your application for a local television concession . 

.......... D.To earn two million euros for purchasing shares gaining internal 

information about the company. 

.......... E. To distribute cure for the bone cancer, which was approved by the government. 

.......... F. To develop and sell a drug that reduces heart attacks before the end of 

required legal procedures. 

 

Workshop 2: How to proceed? 

 

Colleague at the office told you (in trust) that  he leaves the company  for three months 

because he had the chance for a better job in another company. In the meantime, employer 

has informed you that you will not promote you for a better workplace  because he decided 

to promote just that colleague of yours.  How to behave towards colleague, and how 

the employer? 

 

Workshop 3.: Accepting the offer 

 

Inspector gives you specific documentation to sign and suggests that, if 

you disagree with his findings, you make your own corrections and then sign the 

documents. Will you accept the offer? 
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Workshop 4.:  How I behaved today / What are my accomplishments  

 

-Have I expressed honesty, sincerity 

-Did I do  more good than harm? 

-Did I  respect others? 

-Was I fair? 

-Is my community better because I'm in it? 

-Am I better because of  the society in which I find myself? 

 

Workshop 5.: What is the correct decision? 

 

Mr. Damir Rajkovic is an Architect  working in the international construction Company in 

the Far East. Its management team has a great opportunity to get a contract for the 

construction of public buildings in Malaysia, in one condition: if they provide to retired 

Minister of Construction of Malaysia 300,000.00 $ for "consultations". "Malaysia has 

pretty strict laws against bribery and corruption. Bribery is considered a serious offense, 

duties. Damir's colleague Francis is trying to convince Damir to pay that money so they 

could sign the contract but Damir  has a very negative attitude about the myth and 

corruption. On the other hand this could be his first big job for this company.  What is the 

correct decision? 

 

It is desirable that the indicated cases - workshops  are resolved in a few steps (V. Vujić, 

M. Ivaniš, B. Bojić, 2012., p.p. 84-89). : 

 The first step is to prepare for the discussion. 

 The second step is to analyze the situation and select possible solutions. 

 The third step is to collect the opinions of other people. 

 The fourth step is to think like an actual participant in case 

 The fifth step is the preparation of an written analysis and presentation of the case. 

 The sixth step is to download the ethical responsibility to present solutions. 

 

In reviewing the analysis of each case and the steps outlined,  following principles and tips 

can help for proposing alternative solutions for individual cases and ethical dilemmas (V. 

Vujić, M. Ivaniš, B. Bojić, 2012., p.p. 84-89): 

 Do I see myself as an healthy ethical person.  

 Can I always be able to stand infront of mirror, look myself in the eyes having good 

opinion about myself. 

 Should I hold on to  ethical principles, especially when it seems that I should not! 

 Try to  live honestly and ethically.  

 Feel free to think and discuss the ethical dilemmas. 

 Promote which solution  you believe is right. 

 Analyze the case from the perspective of personal attitudes and beliefs. 

 Be aware of the choices and consequences of the proposed solutions. 

 Introduce clear  arguments and explanations. 

 Rely on personal empirical experience. 

 Focus on the most important problems. 

 Do not move from one topic to another. 

 Be imaginative and creative. 

 

CONCLUSION 

 

In its practice, "business ethics" doesn’t end only on analysis about what is morally right 

and what good sides of one business system must be implemented in all activities related to 
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what is referred to as "work" or "business conduct" in business world. Business ethics 

represents much more than that: company’s commitment to society itself and the 

environment, thus outgrowing to moral commitment in modern business conduct. Business 

ethics has become an important production trump because it contributes to the growth of 

company’s value. It tackles implementation of moral values (standards) in business 

systems that produce different products and services in modern society, and it also 

influences people working in such systems. Therefore, it is necessary to highlight 

contradictions between set vision, mission and objectives and embedded moral values in 

every company. When one company defines objectives it strives to achieve, it is necessary 

to also define ethical value, as well as all other necessary values necessary for the company 

to achieve those objectives. In that, we also consider all those ethical values of an 

individual (personal ethical values) in order to eliminate everything harmful. Those values 

include honesty, sincerity, kindness, moderation, love, understanding, efficiency, loyalty, 

safety, justice, dedication, diligence. It is, therefore, important to reconcile personal 

objectives of the employees and their value systems with the company’s objectives and 

value system.  

 

Business leaders of today should have "moral guidelines" in order to be able to make 

ethical business decisions that are noble, humane and unselfish in conditions in which 

organizational or personal objectives are being exposed to constant pressures of business 

environment that seeks fast answers to ever present changes of market demands. In order 

to successfully implement business ethics, company should develop all employees’ 

consciousness on the importance of business ethics. In addition, the following is also 

necessary: owner’s support, establishing company’s value system, education of employees 

on business ethics, developing code of ethics, appointing team of people responsible for 

implementation of the code, daily monitoring of ethical behaviour, dealing with the cases 

of breaking ethical principles and continuous improvement of ethical business conduct. 
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Abstract 

 

The value and growing significance of what we term health-, spa- or thermal-tourism need 

no further debate, but a study of the map of Hungary showing the spread of thermal waters 

across the country is revealing. Although a spa tradition arose in Budapest in Roman times, 

accessible thermal waters lie below 80% of the landmass of the country. Optimal 

development potential (in this grossly over-centralised country) lies almost exclusively in 

peripheral and more remote areas, meeting the pressing need for economic activity to 

combat regional disparities.  

The authors’ home region of South Transdanubia is an excellent example. The 

Region prioritised the sector due to its significant natural resources, although investment 

has been uncoordinated, fragmented and lacking in innovation. Cooperation is not a 

Hungarian virtue. The attractiveness of a few resourceful spas contrasts with relics of the 

socialist era - with old-fashioned facilities unchanged for years. The visible result is a 

modest overall improvement. 

Both before and during the current 2007–2013 planning period, national and EU 

funding for the development of accommodation and baths supported numerous Hungarian 

projects. Accommodation-related projects benefited most, and a relatively wide range of 

businesses were considered to merit aid. As a result, the accommodation field should be 

the first to show results in the local economy, based on an increase in visitor-nights, tourist 

tax revenue, a natural improvement in employment statistics and in general income 

through the demand for labour for construction work and for operating activity. Briefly, the 

results to date are encouraging and much of the investment well directed - from the 

standpoint of a well-balanced development of the Region. 

However, simple economic results are no longer the sole target of development 

investment. No longer is it possible for obsessive central governments to establish eco-

unfriendly plants (such as chemicals or lignite) in beauty spots. Economic activity is 

needed – but not at any price. Terms such as the Quality of Life (QoL) are now appearing 

in government policy statements and development strategy documentation. This applies 

not only to traditional industrial areas but also to more favoured regions whose residents 

are anxious to improve their environment and QoL – or at least to preserve it. 

To examine this issue, the author devised a limited but focused survey for residents 

of Harkány, an established spa 25 km from Pécs with a reputation in treating rheumatic 

disorders. The on-line and paper-based multiple-choice survey posed questions on the 

effect of the renovation of the bath in 2003 on residents. The responses showed clearly that 

the QoL was not thought to have benefited.  

There is little in this study to restrict our conclusions to this one Region: many must 

apply elsewhere in SE Europe and the Balkans, and the obvious advantage that 

sustainability and this form of tourism are so closely linked must encourage local research 

elsewhere. 

Keywords: spa-tourism development, regional disparities, quality of life. 

JEL classification: R10 
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Introduction 

 

The growing significance of what we broadly term health-, spa- or thermal-tourism, 

is clearly evident even on a global scale and this is fully recognised by the European 

Union. A generally accepted definition of health tourism is still to be made, but, in East 

Central Europe, health tourism and wellness tourism are usually considered as one single 

comprehensive concept. This relates to a field of tourism where the primary motivation of 

tourists is to improve and/or preserve their health, and in which, for the sake of their cure 

or for prophylactic purposes, they also use health tourism services during their stay at the 

destination. 

Health tourism is not only one of most visibly and rapidly developing sub-branches 

of domestic tourism in Hungary; it is currently one of the world’s most innovative business 

sectors. Within the tourism sector the development of health tourism can significantly 

enhance the number of guest-nights and the actual spending of guests. Major reasons for 

this include the fact that demand shows much lower seasonal fluctuation than is evident in 

general tourism and also the fact that tourism for most health-related purposes requires 

more time to be spent at the destination. Consequently, the development of health tourism 

could contribute usefully in countering the normal imbalances in domestic tourism shown 

in terms of time as well as generating revenue over a broader range of locally provided, on-

site services. 

Hungary is one of the prime health and wellness tourism destinations in Europe 

(Smith and Puczkó, 2008), and for a number of years, medicinal bath development has 

been given high priority in Hungary’s tourism policy. In 2007, the year of the creation of 

the Hungarian National Health Tourism Strategy, Hungary had no less than 1,372 thermal 

water wells, of which 197 provided recognised medicinal waters. A large number of 

settlements, 385 villages and towns, operated baths with thermal or medicinal water, of 

which 65 were officially recognised as medicinal spas (Figure 1). At the same time, several 

settlements have closed down medicinal spas in need of and development in order to meet 

current EU standards. The magnitude of this problem is indicated by the fact that Hungary 

in 2005 had 546 thermal water wells belonging to spas (VITUKI 2005
145

). Further, there 

are also settlements now trying to become spa destinations (successful applicants for 

funding, licence-holders, bodies who have taken over spa development projects etc.). In 

addition, several health tourism destinations in Hungary are not directly related to spas 

(medicinal mud, therapeutic or curative climates and mofettes
146

). 

The National Tourism Development Strategy (2005–2013) and Hungary’s most 

important strategic plan on economic and social renewal, the New Széchenyi Plan (2011-

2020) – specifically the programme ‘Healing Hungary – Health Industry’ – both place 

great emphasis on tourism’s impact on a better quality of life. These strategies also 

demonstrate that, besides its presence in related social science publications (Hankiss and 

Manchin, 1976; Andorka, 1997; Kopp and Kovács, 2006; Utasi, 2006), the recognition of 

the non-material elements of life can also be detected in current Hungarian political 

thinking. Tourism is undoubtedly a factor which can markedly increase the quality of life 

in a community, and so its support is a matter of serious political interest (Kopp and 

Skrabski, 2008). Both national and local government can boost the quality of life not only 

by encouraging travel in different ways, but also by broadening and improving tourism 

supply in individual settlements (Sirgy, 2010; Sampson and Gifford, 2010).. 

There is, however, a clear need to rationalise our examination of the sector in 

Hungary in view of the enormously wide distribution of spa and thermal water sources in 

                                                 
145

 „VITUKI”: Environmental Protection and Water Management Research Institute Nonprofit Ltd 

(Budapest). 
146

 1. An opening in the earth from which carbon dioxide and other gases escape, usually marking the last 

stage of volcanic activity. 2. The gases escaping from such an opening. 
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the country, and so we selected one Region for our purpose – South Transdanubia. Here 

the majority of Hungary’s recognised (certificated) spas are situated (Figure 1). It is also 

the area where most recent major developments have been realised and also where the 

widest spectrum of future possibilities can be seen (both in respect of the spatial dimension 

and forms of utilisation).  

 

Figure 1 Thermal and medicinal baths in Hungary 

 

 
Source:  Authors’ own construction, 2012. 

Note: 1. Medicinal baths of national importance 

 2. Medicinal and thermal baths of local and regional importance 

 

Figure 2 Thermal and Medicinal Baths in South Transdanubia 

 

 
Source: Dél-Dunántúli Regionális Fejlesztési Ügynökség „Gyógy és termálturisztikai 

stratégia fejlesztési irányainak meghatározása”,-Xellum, 2008.
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1. The situation of the spas and thermal baths in South Transdanubia 

When initial project planning was commenced - in September 2011 - we planned to 

examine all of the 15 registered spas in the South Transdanubian Region. During the early 

stages of our work, we acquired data concerning 10 of these, although it must be said that 

the general data (including basic turnover) were not always complete. In fact, the data 

provided by the Government’s Central Statistical Office (CSO - or KSH in its Hungarian 

abbreviation) were available only on a county-by-county basis, and no data for individual 

establishments could be accessed through this channel. Individual spas simply could not be 

identified. Some general data were available from the homepages of the individual spas or 

from other internet sources, although there was no uniform method of presentation. 

The relative lack of progress compelled us to prioritise our plans for personal visits 

and these were accompanied by requests for interviews with the management of the 

individual establishments. Our experiences in this connection were – at all stages –

curiously uneven, and this factor has played a role in our final thinking and, in 

consequence, in our conclusions. 

 

Table 1 South Transdanubian Spas 

 

 Surveyed 
Personal 

interview 

Year 

opened 

Latest 

development 

(year) 

Harkány X X 1824 2003 

Magyarhertelend X X n. a. 2011 

Sellye   n. a. n. a. 

Siklós X X 2010  

Sikonda X X   

Szigetvár X X 2007  

Barcs X X 2006  

Csokonyavisonta X X 1950s 2006 

Igal X  1962 2010 

Kaposvár X  1968 2011 

Marcali X  2003 2010 

Nagyatád X X 1907 2006 

Siófok   2006  

Dombóvár   1973 2006 

Tamási   1973 2011 

 

Source: Authors’ own construction 

 

The spas of South Transdanubia are classified according to type, to the 

independence of the operation, and also by category, area and services available (Tables 1 

& 2). 
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Table 2 

Category of 

Spas  

The Category of the Spa 

Medicinal Thermal 
Leisure 

Pool 

Swimming 

Pool 

Children’s 

Swimming 

Pool 

Strand Other 

Harkány X     X  

Csokonya-

visonta 
X       

Igal X       

Nagyatád X       

Kaposvár X  X X  X  

Sikonda        

Szigetvár X       

Barcs X       

Marcali  X   X   

Siklós  X X   X  

Magyar-

hertelend 
 X      

Source: Survey 1054 (Spas) by the Hungarian Central Statistical Office (HCSO), edited by the authors 

 

Table 3 The Physical Area of the Spas 

 

  

The Area of the Spas 

Water surface 

(1,000 m
2
) 

Green area 

(1,000 m
2
) 

Harkány 136.3 92.4 

Csokonyavisonta 9 7 

Igal 55 27 

Nagyatád 8.3 7.2 

Kaposvár 50 33 

Sikonda   

Szigetvár 24.7 21.6 

Barcs 3 2 

Marcali 65 45 

Siklós 9.9 5.1 

Magyarhertelend 3.048 2.1 

 

Source: Survey 1054 (Spas) of the HCSO, edited by the authors. 

 

The services which are available in the individual establishments do vary and this is 

bound to have its influence on the volume of traffic. The various services are listed here, 

followed by the names of the spas which offer them continuously: 

 Sauna: Harkány, Csokonyavisonta, Igal, Nagyatád, Kaposvár, Szigetvár, Barcs, 

Marcali, Siklós and Magyarhertelend, 

 Medical screening: Harkány, Csokonyavisonta, Igal, Nagyatád, Kaposvár, 

Szigetvár and Barcs, 

 Medical treatments, balneo-therapy, hydrotherapy: Nagyatád, Kaposvár, Szigetvár 

and Barcs, 

 Mechano-therapy: Nagyatád és Barcs, 

 Electrotherapy: Harkány, Nagyatád, Kaposvár, Szigetvár and Barcs 

 Reflexology: Harkány, 

 Wellness-treatment: Harkány, Kaposvár, Szigetvár, Siklós, Marcali and Barcs. 
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It is clear, therefore, that, in general, the spas do have offer some variety of 

services, but it must also be acknowledged that the services are, in fact, quite similar to 

each other. There is no regional strategic overview of services and so the individual spas 

are often in direct competition with each other. There are clear advantages in individual 

spas specialising as far as possible – that is, to offer some form of unique profile, novel or 

specialised services – simply to increase the number of visitors.  

 

Table 4  Data for Visitors to South Transdanubian Spas 

 

  Visitors per year 
Number of 

treatments 
Ticket Sales 

Spa Total 

Visitors 

supported 

by OEP
147

 

Total 

Treatments 

supported 

by OEP 

Tickets 
Season 

Tickets 

Barcs 162,223 1,855 na na 83,795 892 

Csokonyavisonta 66,158 11,496 na 23,115 49,779 Na 

Harkány 596,653 7,742   116,429 431,082 23,653 

Igal 110,000 8,000 80,000 62,000 105,000 1,978 

Kaposvár 200,000 28,000 110,000 110,000 138,000 9,800 

Magyarhertelend 55,766 0 0 0  52,704 100 

Marcali 63,389 0 0 0  52,404  899 

Nagyatád 87,312 11,115 69,727 65,184 30,110 745 

Siklós 120,000 0 0 0 120,000 0 

Sikonda           

Szigetvár 143,559 11,642 63,638 60,429 143,559 35 

 

Source: Survey 1054 (Spas) of the HCSO, edited by Alexandra Flink 

 

The greatest number of visitors (Table 3) target the Medicinal spa in Harkány, 

which has the highest international reputation among the spas of the region. The Harkány 

spa has 600,000 visitors per year, whilst the numbers of visitors annually to the spas in 

Csokonyavisonta, Marcali, Nagyatád and Magyarhertelend are each below 100,000. This is 

due to a smaller area and capacity in the case of Magyarhertelend and Nagyatád, but the 

major problem for Csokonyavisonta is the lack of modernisation, which itself is due to a 

basic lack of resources. This spa has one of the most highly evaluated thermal waters in 

Hungary, but the spa as a whole seems obsolete when compared to those of Barcs and 

Nagyatád. This was very evident at the time of our personal visit and interview. The spa in 

Marcali has a larger area than the average among those examined, but the number of 

visitors remains well below that of visitors to the Kaposvár establishment (ca 200,000). 

The spas in Barcs, Igal, Kaposvár, Siklós and Szigetvár are visited by between 

100,000 and 200,000 per year. Numbers at Barcs are quite surprising, since it is very little 

larger than the smallest in the region (Magyarhertelend), but Barcs does have over 100,000 

more visitors per year. One reason for the advantage might be that the spa in Barcs was 

opened earlier (and so is better known), but the likeliest explanation is the location of the 

spa which encourages a relatively large number of foreign visitors. Barcs is situated close 

to the Hungarian-Croatian border and so there are many Croatian visitors. Further, the spa 

in Barcs is one which offers medical screening and treatment. 

                                                 
147 OEP = National Health Insurance Fund 



532 

Health services in the spas are provided by medical specialists which makes the 

local treatment of medical cases possible. Treatments are carried out in their own Medical 

Centre or with additional input from other Medical Institutes. The government Health 

Insurance Fund (HIF) has in the past contracted with spas to support Medical treatments, 

but only if the spa had a pool, operated in a closed field and if the supplier had a licence for 

at least four medical spa treatments of the supported services.
148

 Those spas are supported 

by the HIF which have a contract with them. The spas supported, according to our survey, 

are: Harkány, Csokonyavisonta, Igal, Nagyatád, Kaposvár, Szigetvár and Barcs. The next 

table shows the proportion of HIF-supported visitors and that of the supported treatments 

in the supported spas. 

 

Table 5 Proportion of supported visitors and treatments (%) 

 

Spa 
Supported 

visitors (%) 

Supported 

treatments 

(%) 

Barcs 1.14  

Csokonyavisonta 17.38  

Harkány 1.30  

Igal 7.27 77.50 

Kaposvár 14.00 100.00 

Nagyatád 12.73 93.48 

Szigetvár 8.11 94.96 

Source: Survey 1054 (spas) of the HCSO, edited by Alexandra Flink 

 

The data show clearly (Table 4) that the proportion of supported treatments is high. 

For example, all treatments are supported by the HIF in the Kaposvár spa. The lowest 

proportion is found at Igal, but it is remarkable to note that most of the medical treatments 

are supported in the contracted spas. The level of support given for simple bathing falls 

below that for the treatments supported. 

The water temperature in those spas using medicinal and thermal water is important 

from the point of view of medicinal treatment. The temperature of both (mineral and 

thermal water) is termed ‘excellent’ in Csokonyavisonta and ‘remarkable’ in Igal. 

All the spas examined extract their own medicinal and thermal waters, and none use 

‘imported’ water. Some spas use delivered water, but only for drinking or other purposes. 

The quantity of water used or required depends on the number of pools, on the total 

water surface area, on the operating depths of water in individual pools and on the 

performance of the water rotating system. The Harkány spa leads in this respect also. The 

total of 16 pools have a gross water surface area of 8,250 m
2
, which means that the spa as a 

whole needs 16,000 (sixteen thousand) m
3
 of water to fill the pools. 

 

                                                 
148 According to the webpage of the National Health Insurance Fund 
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Table 6 The number of pools in the individual spas 

 

  

  

Number of pools 

Medicinal Children Swimming Strand Leisure Relaxation149 Other Total 

Barcs 4 2 2 0 1 1 1 11 

Csokonyavisonta 4 2 1 0 1 0 1 9 

Harkány 3 1 1 6 4 0 1 16 

Igal 1 1 1 1 2 3 1 10 

Kaposvár 3 1 2 3 2 4 6 21 

Magyarhertelend 0 2 0 2 0 2 0 6 

Marcali 3 1 2 1 2 0 2 11 

Nagyatád 1. 6 0 0 0 0 0 0 6 

Siklós 0 2 1 0 6 2 2 13 

Szigetvár 2 1 1 1 1 1 0 7 

Source: Survey 1054 (Spas) of the HCSO Edited by the authors. 

 

It is clear that the more types of pool found means that the spa’s ‘supply’ sector is 

more complex. There are four spas in the South Transdanubian Region with, as can be seen 

in Table 5) a complete variety of pools: Harkány, Igal, Kaposvár and Szigetvár
150

. The 

spas in Barcs, Csokonyavisonta, Magyarhertelend, Marcali and Siklós are “quasi-complex” 

since they are almost complete in respect of pool services. The spas in Kaposvár and 

Harkány have significantly more pools than the other spas. The Kaposvár spa has 21 pools, 

and there are 16 in Harkány. 

A spa’s overall size can, perhaps, be best characterised by its “simultaneous 

capacity”, and the merits of the spas are more easily differentiated if we analyse values by 

this particular variable. When analysing other variables, it was relatively easy to group 

spas, but ‘simultaneous capacity’ cannot be used as a grouping variable due to the 

significantly different values of the spas. We can rank the spas according to the analysed 

data, and we can see in this way how the South Transdanubian spas relate to each other in 

terms of size, number and category of pools and so on – as in Table 6. The first three 

ranking values are obtained by ranking three types of data, the fourth value shown being 

the sum – the aggregated value – of these (the figures having been rounded off). 

 

Table 7 The ranking order of spas 

 

 
Number 

of pools 

Water 

surface 
Capacity Sum 

Barcs 4 6 4 4 

Csokonyavisonta 7 8 5 7 

Harkány 1 1 1 1 

Igal 6 5 3 4 

Kaposvár 2 2 2 2 

Magyarhertelend 9 9 9 10 

Marcali 4 4 8 6 

Nagyatád 1. 9 10 6 8 

Siklós 3 3 7 3 

Szigetvár 8 7 10 8 

Source: Survey 1054 (Spas) of the HCSO, edited by the authors. 

                                                 
149 Water temperature: over 34°C 
150 The ’other’ category is lacking, but there is a complete range of pools. 



534 

When we rank the spas according to their size, one interesting issue arises: is there 

a significant relationship between the size and the number of visitors? To examine this we 

used MS Excel’s Correlation method, and this produced the following values: 

 

Table 8 Correlation analysis 

 

  

Number 

of pools 

Water 

surface 

Simultaneous 

capacity 
Visitors 

Number of pools 1    

Size of the water surface 0.88 1   

Simultaneous capacity 0.55 0.87 1  

Visitors 0.58 0.89 0.99 1 

Source: Survey 1054 (Spas) of the HCSO, edited by the authors. 

 

From this we can see that there is an almost deterministic relationship between 

simultaneous capacity and visitor numbers, and so we can conclude that the number of 

visitors is high in those spas with a greater capacity. Further, there is a strong relationship 

between visitor numbers and the size of the water surface area: hence, bigger pools - more 

visitors. The one variable which has a relatively weak relationship with the others is that of 

the actual number of pools in any spa. 

 

2. Supply and demand in tourist accommodation in South Transdanubia 

It is our firm belief that the availability of good quality accommodation is a particularly 

important factor for a thriving health and thermal tourism industry. Other forms of tourism 

may find basic accommodation acceptable – even appropriate – but the very nature of Spas 

and Spa Tourism means that visitors will not be attracted on a long-term basis without a 

degree of comfort at least as high as their own home standards. To prove this, we analysed 

the number of beds in commercial accommodation in the Region, with an emphasis on the 

number of beds in hotels, the visitor turnover of hotels and their capacity utilisation over 

the last five years. The statistical data over the last two decades (that is, since the change of 

regime) show that the touristic position of the Region is continuously deteriorating. The 

Region is falling behind its competitors, and Regions with a more disadvantaged situation 

(such as The Great Hungarian Plain) could become stronger than the South Transdanubian 

Region. The reasons for this slippage are that there were no developments envisaged for 

the Region which could attract FDI and there was also a near-total lack of investment in 

hotels. More specifically, there is almost no high-quality accommodation (four- and five-

star hotels) in the Region. The decline was aggravated by the fact that the traditional, 

popular destinations - the bath resorts or spas such as Harkány – have lost much of their 

reputation, whilst new touristic products have not yet been able to develop turnover. In 

short, we can say, with much regret, that there are no touristic products in the Region able 

to attract serious visitor numbers. Paralleling this is the sombre fact that the Southern shore 

of Lake Balaton (by Hungarian standards, a traditionally busy destination) is continuously 

losing its popularity with foreign visitors. 

Although some regional products have gained a degree of prestige (the country's 

first Wine Road, Wine Culture in general, the EcoC programme in Pécs and new baths), 

they cannot have a significant effect on turnover. The reasons must include a poor 

infrastructure, its peripheral location close to the border and the lingering effects of the 

Yugoslav Wars. The table below (Table 9) shows the number of beds in commercial 

accommodation in some of the Region's spas, compared to national and regional data. 
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Table 9 Number of beds in commercial accommodation 

 

  
Year 

2007 

Year 

2008 

Year 

2009 

Year 

2010 

Year* 

2011 

Hungary 314,742 302,889 301,873 311,490 183,623 

South Transdanubia 56,626 53,527 50,398 56,141 16,374 

Harkány 4,147 4,228 2,932 1,657 2,389 

Magyarhertelend 428 216 370 220 20 

Sellye 125 150 275 104 282 

Siklós 56 56 122     

Szigetvár 451 451 451 451 420 

Barcs 12 12 12 6   

Csokonyavisonta 532 282 548 376 699 

Igal 443 475 437 428 22 

Kaposvár 875 792 953 731 414 

Marcali 60 60 60 60 60 

Nagyatád 586 586 586 509 140 

Siófok 14,041 13,467 12,633 12,400 3,113 

Dombóvár 691 686 379 373 344 

Tamási 334 334 331 295 125 

Note: Data till end of November 2011  

Source: HCSO - edited by Alexandra Flink 

 

The dominance of Siófok as a strong touristic region on the Southern coast of Lake 

Balaton is clear. Second in ranking is Harkány, whilst the values of the other settlements 

fail to reach 1,000. 

Analysing the trends in the spa sector individually, we see a significant (40%) 

growth over the last five years in the Region’s most important spa, Harkány, for which the 

reason is a huge accommodation-, bath- and hospital development project. However, in 

percentage terms, the largest change was in Csokonyavisonta where the 2010 figure was 

almost five times that of 2007. 

Table 10 below shows the absolute numbers behind the percentages. The 

dominance of Harkány and Siófok shows once more (with, respectively, 1,410 and 2,998 

hotel beds in 2011). 

 

Table 10 Number of beds in hotels 

 

 
Year 

2007 

Year 

2008 

Year 

2009 

Year 

2010 

Year 

2011* 

Hungary 114,227 115,669 118,420 123,518 115,060 

South Transdanubia 18,436 17,490 17,307 16,528 9,858 

Harkány 1,010 1,111 1,286 1,348 1,410 

Siklós 56 56 56     

Szigetvár 124 124 124 124 124 

Csokonyavisonta 32 32 30 158 158 

Igal 35 65 28 20   

Kaposvár 269 269 290 260 210 

Marcali 60 60 60 60 60 

Nagyatád 175 175 175 164 120 

Siófok 7,224 6,613 6,691 6,608 2,988 

Dombóvár 96 96 94 103 330 

 

Note: Data to end of November 2011 

Source: HCSO, edited by Alexandra Flink 
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At national level, visitor turnover in commercial accommodation rose until 2008. 

There followed a slight decrease before it again reached the 2007 level - mainly due to an 

expansion in domestic tourism. However, foreign visitors were fewer. Not only is the 

overall number of visitors to the Region in decline, but the Region’s actual share of the 

national turnover is behaving similarly. 

Although there were some interruptions, the registered number of foreign visitors 

staying in Hungarian commercial accommodation had grown since the turn of the 

millennium, but since 2007 the national figures are fluctuating. A decade ago the number 

of foreign visitors exceeded the number of domestic visitors, but since 2002 domestic 

tourism has been dominant and has continued to grow. The territorial distribution of 

foreign visitors is highly concentrated, and during the last ten years this characteristic has 

further developed. The Central Hungary Region (especially Budapest) is the most 

attractive destination among the Hungarian statistical regions for foreigners. South 

Transdanubia has suffered the greatest loss, with the number of foreign visitors decreasing 

continuously since 2007. 

At regional level, Harkány has suffered most. Here, the decline in foreign visitors 

started at the time of the dissolution of the Eastern Bloc and has simply continued. The 

realignment of visitors by ‘sending country’ is especially remarkable. For a number of 

years pre-1990, German families separated by Wall or Curtain had been able to meet on 

holiday in Hungary very conveniently and economically, a process which culminated in 

the dramatic events of the late summer of 1989. Post-1990, however, the considerable 

number of German visitors (from both East and West Germany) declined and the leading 

position was assumed by Czech visitors, although, of course, in much smaller numbers. 

Current hopes are that groups of so-called “nuclear pensioners” (survivors from 

Chernobyl) are expected to arrive from 2012 onwards - which may improve the figures, if, 

that is, the contracts negotiated survive the current financial crisis. 

The number of overnights shows similar trends in the shape of the number of beds 

in hotels, specifically, stagnation at national level and a significant plummeting (23%) in 

the South Transdanubian Region. In respect of Harkány, tourist arrivals did not follow the 

major investments in accommodation, and, in fact, the number actually declined by 9% 

between 2007 and 2011. The number of overnights increased in Dombóvár-Gunaras (28%) 

and, slightly, in Marcali (3%) thanks to high-quality hotel services. The most radical 

slippage in hotel-based overnights can be seen in Siklós (where the numbers for 2011 were 

only 17% of those for 2007). This problem is likely to be remedied in the very near future 

by the completion of a hotel building project. A dramatic downturn was experienced in 

connection with overnights in Igal (64%), in Kaposvár (31%) and also in Nagyatád and 

Siófok. Their values in 2011 were respectively 52% and 81% of the values of 2007 (HCSO 

2011). 

Further, 2011 data from the HCSO lead us to conclude that the rate of decline in 

overnights was lower at national level than at regional. The decrease was more intense than 

that of visitors to the Region, and so the average length of stay was clearly shortened. 

Again this can probably be explained by the upsurge in domestic tourism. The growth in 

commercial overnights can be seen in those places where the number of visitors rose – for 

example, in Szigetvár and Dombóvár. The number of overnights decreased remarkably in 

Barcs and Siklós. This would seem to be due to the lack of quality accommodation, which 

would have deterred visitors to the new, very modern baths from staying. A new four-star 

hotel, with direct access into the bath, will open in March 2012. Interestingly, the financing 

and management of the 45-room Thermál Spa Hotel, Siklós, is Aquaplus Kft., who are also 

the long-term, contractual operator of the bath (which itself is owned by the local 

authority). Building operations of the hotel in Barcs were suspended due to the 

impossibility of obtaining a bank loan for hotel development; it is only possible by self-

financing. The same problem occurred in Marcali, in Somogy County. Even though Igal 
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and Csokonyavisonta have medicinal water of outstanding quality, they are struggling with 

a similar lack of quality accommodation, whilst a meaningful rise in tourist arrivals and 

overnights can only be achieved by quality hotel development. Day visitors to a spa’s 

facilities are, of course, hugely important, but one of the basic principles and advantages of 

Spa-Tourism is surely its tendency to attract the ‘longer-stay’ visitor. 

The number of domestic visitors has become more important over the past few 

years. In respect of overnights, the figures for domestic and international tourists were very 

similar, as is also the case at national level. However, the number of international 

overnights decreased more in the Region than in the country as a whole, which is, 

unfortunately, unique in relation to Hungarian regions. This can be explained by the 

declining popularity of Lake Balaton among foreigners and the deteriorating performance 

of the Baranya County centre, Pécs. 

Whilst the national hotel room-occupancy rate was 44.6% in 2010, the figure for 

the Region showed only 34.9% (see Table 11). Among the reasons lies the Region’s 

deteriorating socio-economic situation, which can also have a negative influence on 

touristic appeal. This weakening appeal is also due to a lack of harmonisation in 

developments and the increasing attraction and accessibility of the Adriatic coast. At the 

same time, the positive effects of the new M6/M60 motorway which opened in March 

2010 have, as yet, been unable to counter these negative factors. The occupancy rate 

decreased slightly between 2007 and 2010 both over the whole country and in the South 

Transdanubian Region, although a moderate improvement could be seen in South 

Transdanubia from 2009 to 2010 - explained by the European Capital of Culture 

programme in Pécs in the latter year. 

The reason for the blank spaces in the table is the new statistical law. Under the 

terms of the new regulation the HCSO cannot provide turnover data on any settlements 

which have fewer than three establishments in the same accommodation category. 

 

Table 11 Occupancy rate, 2007-2010 

 

  

Room occupancy rate (%) Bed occupancy rate (%) 

Hotels Hotels 

  2008 2009 2010 2008 2009 2010 

Hungary 48.5 43.1 44.6 37.3 33.6 35.1 

South Transdanubia 37.8 34.3 34.9 29.7 27.2 27.7 

Magyarhertelend             

Sellye             

Harkány 44.5 37.8 36 37.5 30.7 28.9 

Siklós             

Szigetvár             

Barcs             

Csokonyavisonta             

Igal             

Kaposvár 22.5 19.9 22.3 14 12.2 12.5 

Marcali             

Nagyatád             

Siófok 43.9 42.6 41.5 33.5 34.3 33.1 

Dombóvár             

Tamási             

Source: HCSO data edited by Alexandra Flink 

 

The wide distribution of thermal and medicinal waters throughout Hungary has led 

to the term ‘Thermal Hotel’ being widely used to describe hotels which are attached to, or 

incorporate, spa facilities. They are, on the one hand, orthodox hotels, but they also offer 

associated in-house medical treatments of varying levels of sophistication under qualified 



538 

medical supervision. Their formal categorisation is conditional on a government inspection 

and certification process.  

The number of such ‘Thermal Hotels’ grew from 55 to 62 between 2007 and 2010 

over the whole of Hungary (HCSO 2011). The 12% growth, however, is slightly illusory 

since most of the increase was the result of a reclassification of hotels (mainly from the 

“other hotels” category). 

South Transdanubia was the home to only four of the national 62 Thermal Hotels in 

2010, and of the four, three are found in the Region’s most important spa, Harkány. 

Moreover, by 2012 it is expected that all such establishments in South Transdanubia will 

be located in Harkány only – and will be merely three in number. This follows the 

withdrawal of formal recognition from the fourth. This number is disappointingly low 

when compared to both national and regional statistics, and can still not be called 

competitive. 

The number of beds in Thermal Hotels in the Region did, in fact, rise, with more 

than 14,000 guests spending more than 41,000 nights in these establishments. Based on 

this, the average length of stay is not quite 3 days - a little below the length expected, as 

tourists in this sector generally spend more time on treatments). On the other hand, the 

total numbers of visitors, of foreign visitors, of overnights and of international overnights 

all declined in the Region (HCSO 2011). In 2010, 91.5% of South Transdanubia’s Thermal 

Hotel guests lodged in Harkány, and 92% of the overnights were also spent there. This 

shows the lack of quality accommodation in the Region as a whole.  

It scarcely needs to be said that there should be early, concrete developments if the 

Region wishes to position itself more advantageously in the national and international 

Thermal and Wellness Tourism market. 

 

3. Harkány and the Quality of Life Issue 

 

Harkány has no future outside the Spa/Medicinal Bath sector. The appropriate assets are 

almost all in place for success in the field, but otherwise there is nothing and, in view of 

the town’s peripheral location no serious potential in any alternative field. The town - 

which essentially means its residents – needs to accept this and adapt itself totally to it. The 

National Development Strategy embraces a Medicinal Bath Development Programme, and 

this is planned to lead to a significant expansion of capacity, even in settlements where the 

demand of the local and regional population is unable to ensure the economic operation of 

the Bath, should tourism in the region does not reach the required level. Harkány does, of 

course, in theory meet all of the requirements for concentrated development as a true 

centre of national or even transnational (cross-border) significance. However, the extent to 

which a town believes in itself and the level of satisfaction with its achievements and its 

potential are most important issues which need to be addressed and, if needed, nurtured. 

Local recognition that ‘life is good’ and that this is because of the town’s character as a spa 

town is a highly desirable base for a long-term development philosophy, concept and 

programme. 

This is why we considered it useful to show the Bath-visiting habits of Harkány’s 

residents. Considering the strong correlation between Health and the Quality of Life 

(Michalkó & Rátz, 2011) the intensive use of the Medicinal Bath should contribute to the 

general well-being of the local population and symbolise their commitment to the future of 

their community. 

89.6% of respondents claimed to have visited the Medicinal Bath at least once since 

it was opened in 2003. Residents of Harkány who had never paid a visit (10.4%) blamed 

high prices for deterring them. Residents who do visit the Bath usually go at a frequency 

depending on the season (see Table 12). The proportion of non-users is higher in the 
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season between October and April (17.0%) than in the season between May and September 

(5.6%). The usage of the Bath is more intense in the summer season; the proportion of 

local residents who use the Bath monthly or even more frequently is higher between May 

and September than between October and April. The biggest difference can be seen in the 

group of weekly visitors; 22.5% of these respondents visited the Bath in the summer 

season but only 9.1% went regularly in the winter season. From the higher proportion of 

monthly (or more frequent) visitors in the summer season, we can conclude that the 

residents of Harkány also prefer to go to the Bath when the weather conditions are good. 

 

Table 12 The frequency of visiting the Bath among local respondents (%) 

 

Frequency 

In season 

(May-September) 

Out of season 

(October-April) 

Total Total 

Never 5.6 17.0 

Once every 6 months 9.0 19.3 

Once every 2/3 

months 
19.1 28.5 

Monthly 28.1 15.9 

Weekly 22.5 9.1 

Once every 2/3 days 10.1 7.9 

Daily 5.6 2.3 

Source: own research (n=297) 

 

As most of the Baths built or modernised from resources provided by the Széchenyi 

Plan, the Harkány Bath also became a multifunctional establishment offering services to all 

generations. The Medicinal Bath has both indoor and outdoor pools, one part of which also 

operates during the winter season although the outdoor pools only operate during the 

summer. The Bath complex offers a wide range of year-round services and, according to 

the establishment’s policy, every age group can find a part of the Bath to satisfy their 

specific needs, and those parts can also be used separately. 

The outdoor Bath (77.9%), the Medicinal Bath (66.3%) and the swimming pool 

(57.7%) are the most popular of the establishment’s facilities. These are used by at least 

half of the residents who are visitors to the Bath. The hospitality units adjacent to the 

Bathing facilities are used by 45.3% of the locals. The pools with relaxation or play 

facilities are also in high demand, as are the saunas (each with 31.4%). Beauty care 

services (solarium, hairdressing salon and beautician) and therapeutic services (e.g. 

massage), the so-called complementary services, are of limited interest to locals, 31.6% of 

whom received financial assistance from the social security system when using the 

Medicinal Bath. The respondents evaluated the services of the Bath as 3.1 on a 1-5 scale – 

in other words, a mediocre grading. 

 

4. Conclusions 

In order to show the connection between Hungarian Health and Wellness tourism 

and the Quality of Life, we first examined the national picture from a tourist point of view 

prior to undertaking varied research in a Bath settlement. The research conducted in 

Harkány mainly targeted the nature of the connection between the locals and tourism, its 

effect on the subjective quality of life and the opinions and attitudes concerning the Bath 

development. 

The modernisation of the Bath in 2003 did not have much effect on touristic 

demand, although there was a positive impact on the qualitative features of the hospitality 
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units. The increase in traffic has also slowed due to the economic crisis of 2008. The 

Health Tourism investments focusing on the Bath have had little impact on the residents’ 

quality of life, which can be explained by the investments inability to boost the local 

economy, to create jobs and also by the modest usage of the Bath by local residents. Their 

subjective judgment of their own health shows that usage of the Bath cannot in itself create 

a Quality of Life higher than the county average. 

The residents of Harkány are aware of the important role of the traffic generated by 

visitors to the Bath; the demand in itself improves the general feeling, but the real 

beneficiaries of tourism who enjoy a higher Quality of Life are in a minority. On the one 

hand, these outcomes support the national results, whilst, on the other hand, they show 

that, although Harkány is regarded as a famous Bath in the minds of the locals, this fact is 

not enough to improve their everyday Quality of Life. They consider the QoL of Budapest 

or Pécs to be higher than their own, but they know that the Bath gives them a higher 

Quality of Life than that of the neighbouring micro-region. 

The Bath is used by locals as well as by tourists mainly in the summer season; they 

do not take advantage of the quieter winter season. Apart from their use of the pools, the 

therapeutic treatments and the beauty-care services are in low demand (which can be 

explained by their high prices). This may be the reason for the perceived lower Quality of 

Life. Harkány is a Bath settlement where the Bath complex in itself cannot improve the 

Quality of Life in the settlement. 

 As a result – even as an ‘indicative-only’ product – this is a somewhat 

disappointing conclusion to offer. Nevertheless, the authors contend that universally 

growing interest in health matters will almost certainly mean that the health tourism sector 

will suffer somewhat less in any recession than the more general, traditional form of 

tourism. As the fundamental aim of the Regional Development Operative Programme is to 

facilitate the balanced development of the Regions and to reduce disparities, the issues of 

regional distribution and the local effects of successful tourism development applications 

related to the Measures merit further research. The basic conclusion of this review of 

tourism as a factor in improving the economic potential of South Transdanubia is that a 

much higher level of competitiveness could be achieved, given the current potential of spa 

tourism, although support from funds allocated to tourism infrastructural development 

remains necessary. 

In this current paper analyzing the tourism opportunities in South Transdanubia we 

have essentially tried to prove that, based on the recognised potential of thermal tourism, 

the general economic performance capacity of regions can be improved and their 

competitiveness increased with the help of appropriate tourism policy and funds spent on 

the development of tourism infrastructure. 

As a result of our research analysing the capacity of the South Transdanubian 

medicinal Spas and related accommodation selection we came to the following conclusion: 

 

 In Hungary, problems related to the availability and accessibility of complete data 

cause difficulties in exploring the condition of the medical baths, and, consequently, in 

creating development concepts. Not only are the management of some individual baths 

unwilling to allow an insight into their performance data, but even the database of the 

Hungarian Central Statistical Office provided obstacles to our extracting data on 

individual baths. There is an official form of the HCSO directed at the collection of 

data in this field, but it gives a far-from-complete picture. It is, in fact, impossible to 

detect which spas provided data and which are not included in the aggregated results at 

county level. This makes it extremely difficult to comprehend, analyse and compare 

data at local and regional level. Collecting and sharing commercial data among the 

stakeholders would provide new opportunities for developmental co-operation within 

the sector. Networking and clusterization would co-ordinate and support marketing 
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activity among the spas as a whole, would help to organise further training, find market 

niches and facilitate unique, specific development opportunities for all spas of the 

region For this process, the continuous provision of data would be in the common 

interest of all parties involved. Unfortunately, however, even though excellent and 

positive examples such as the TourMIS
151

 scheme. Developed and pioneered in Austria 

and propagated by European Cities Marketing, the concept has proved and is proving 

outstandingly successful. However, as we mentioned earlier, genuine cooperation 

(especially if openness and data are involved) is not easy to find in the cultural climate 

of Hungarian business. 

 To provide higher profit in the South Transdanubian medicinal spa segment it is essential 

to establish quality accommodation facilities preferably directly attached to the baths 

themselves – since separately operating and maintaining and progressively developing 

medicinal baths is rarely profitable. High quality, four-star (even five-star) hotels 

physically connected to the spas with differentiated supplementary services would attract 

the type of visitor needed – demanding, sophisticated, with above-average PDI (Personal 

Disposable Income) and, perhaps, with not too much pressure from time, to the region. 

 The so far exclusive involvement of local authorities (as ‘owners’ of the waters) in 

running and operating the spas is considered to be a major problem as, in most cases, this 

results in the lack of an innovative and profit-centred management approach. The reasons 

for this can be seen very clearly in inadequate business experience and expertise and in 

inefficient operational practice. The lack of funds is also a general problem which blocks 

the development of the spas even in providing the self-financing part of EU development 

projects. The local authority-related management has, in most cases, had a negative 

influence on planning development. The risk of fundamental change to the economic 

direction due to the four-year election cycle is a further problem as is the failure to 

understand (as mentioned earlier) the need for co-operation by the individual local 

authorities. All of these factors hamper any movement towards regionally harmonized 

decision-making in respect of development. The new modified Local Authority Law will 

obviously bring about some changes in the field of medicinal spas as operated by local 

authorities, but what these changes may involve is, as yet, unpredictable. 
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This review article analyzes the nexus of competition and stability in banking with a focus 
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control. We discuss how competition policy should be amended in crisis times when it is 
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regulation, supervision, and resolution could mitigate the need to change competition 
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“Competition is a sin.”
152

 

 

Introduction 

 

Historically, banking was exempted from strict application of competition policy. 

Competition was undesirable, as it was considered responsible for instabilities in the 

banking system. However, this perception has been upturned in the last decades. 

According to Alan Greenspan, competitive forces in banking are so strong that it is futile 

and counterproductive to resist them, “[t]oday’s competitive markets, whether we seek to 

recognise it or not, are driven by an international version of Adam Smith’s “invisible 

hand” that is unredeemably opaque.” That said, the 2007-2009 financial crisis has proven 

that the “invisible hand” may go too far. 

 

This review article analyzes the nexus of competition and stability in banking. The key 

issue relates to the inference of competition policy with banking during bad economic 

periods when bank failures may create repercussions for the economy at large. Stability in 

banking then becomes a paramount concern and needs to be accounted for by the 

competition authority. In particular, intrusive government/regulatory interventions become 

indispensible in resolving bank failures even though they distort competition at least in the 

short term. We argue that competition policy should allow for a decline in competition in 

the short term to safeguard financial stability with the objective of restoring competition in 

the long term. 

                                                 
152 The saying is often attributed to John D. Rockefeller, although evidence is inconclusive. 

http://www.barrypopik.com/index.php/new_york_city/entry/competition_is_a_sin_rockefeller/ 

mailto:matej.marinc@ef.uni-lj.si
mailto:m.marinc@uva.nl
http://www.barrypopik.com/index.php/new_york_city/entry/competition_is_a_sin_rockefeller/
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To evaluate competition policy in normal times and in times of financial distress, we 

review the three pillars of competition policy in European banking: anti-cartel policy, 

merger policy, and state aid control. We also discuss several cases. For example, whereas 

the European Commission rejected a merger between Abbey and Lloyds TSB in 2001 due 

to anticompetitive effects, the same Lloyds was allowed to merge with HBOS in 2008 

despite objections by the UK competition authority. Another example is Fortis, a member 

of a consortium of three European banks, was allowed to acquire ABN AMRO in 2007 

only to be split up and rescued/nationalized by the Benelux governments in 2008. 

 

The European Commission played a positive role during the 2007-2009 financial crisis. It 

engaged in bank restructuring processes at the European level to limit fragmentation of 

European banking amid heavy state aid of national governments. The European 

Commission applied a lenient framework of state aid control. We argue that lenient merger 

control or even crisis cartels are less suitable due to their long-term competitive distortions 

that may deepen fragmentation of the European banking systems. 

 

However, several improvements are imminent. First, enhanced framework for bank 

regulation, supervision, and resolution could mitigate the need to alter competition policy 

in crisis times. In crisis times, the role of the competition authority may move surprisingly 

close to the role of prudential regulator/supervisor as the objective of safeguarding stability 

may overcome competition concerns. We argue that the bank regulator has more 

knowledge and information than the competition authority to safeguard stability of the 

banking system. This calls for an enhanced role of the European bank regulators (e.g., the 

ESFS, ESRB, and ECB), and for increased communication with the competition authority 

(the European Commission). 

 

Second, the roles and objectives of the European Commission as a competition authority 

need to be further streamlined. Currently, multiple objectives of competition policy allow 

for discretion by the European Commission. Whereas discretion may be warranted in 

unprecedented events (e.g., a severe financial crisis), it may spur lobbying for the benefit 

of strong players – whether these are countries or banks in the market. 

 

This paper is organized as follows. Section 2 briefly reviews theoretical and empirical 

literature to analyze what makes competition special in banking. Section 3 analyzes 

competition policy in European banking in times of financial stability, including the legal 

environment for cartel prevention, merger control, and state aid control. Section 4 focuses 

on the role of competition policy in a banking crisis and discusses several EU competition 

cases. Section 5 assesses European competition policy. Section 6 concludes. 

 

Competition in Banking: Theoretical and Empirical Evidence 

 

The following brief literature review will argue that competition increases efficiency, but 

may sometimes trigger instabilities in banking. 

 

Competition and Efficiency 

An efficient financial system should minimize transaction costs that occur in the process of 

allocating resources. This generally necessitates a certain degree of competitiveness. 

Competition is generally found to be of critical importance for cost efficiency (including 

productive efficiency) and for the optimal allocation of resources (allocative efficiency). 

Stiroh and Strahan (2003) analyze the link between the growth and performance of the 

banking industry after deregulation in the U.S. in the 1980s. They show that deregulation 

shifted the market share from less efficient banks to more efficient banks. Similarly, 
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Carlson and Mitchener (2006) present evidence of the positive effect of competition on 

stability. They argue that the expansion of bank branching in the U.S. in the 1920s 

increased competition, which weeded out inefficient banks and effectively made the 

banking system stronger (see also Berger and Hannan, 1998).
153

 Evanoff and Ors (2002) 

evaluate the level of cost efficiency after competition increases. They find that incumbent 

banks respond to the entry of a new bank by increasing their level of cost efficiency. 

 

Jayaratne and Strahan (1998) analyze increased competition in the U.S. due to the 

relaxation of bank branching restrictions. They show that per capita growth in income and 

output increases significantly following deregulation of the financial industry. Hence, 

higher competition in the banking industry has a positive effect not only on the efficiency 

of the banking industry, but also on the productivity of the real economy. 

 

Several studies predict that competition enhances bank monitoring ability and, 

consequently, credit allocation. Boot and Thakor (2000) suggest that competition drives 

banks to focus on activities that are less prone to price competition, such as relationship 

banking. Similarly, Dell’Ariccia and Marquez (2004) suggest that competition induces 

more sector specialization. Sector specialization helps banks to escape price competition 

by investing in activities allowing them to get to know their borrowers better and offer 

them tailor-made services. The positive effects of competition are twofold. First, 

competition assures lower interest rates for borrowers and, second, informationally opaque 

borrowers obtain financing more easily.
154

 Degryse and Ongena (2007) provide empirical 

evidence for the positive connection between competition and relationships. They show 

that bank branches strengthen relationship ties with their borrowers when they stronger 

competition.
155

 
 

We now turn to the potential repercussions of competition on stability in banking. 

 

Competition and Stability 

Several theoretical contributions show that competition may expose banks to risk. Vives 

(2010) shows that higher competition increases the probability of a bank run. If 

competition between banks is fierce, bank rents evaporate and banks are left without the 

cushion to mitigate potentially excessive early withdrawals of depositors. He suggests that 

the regulator should respond to higher competition by strengthening capital requirements. 

Competition could also increase bank risk-taking. Keeley (1990) argues that competition 

erodes the franchise value of a bank. A bank with little to lose is encouraged to take high 

bets and search for profits through pronounced risk-taking.
156

 Several empirical studies 

support Keeley’s argument. Using data for the Spanish banking system, Jiménez, Lopez, 

and Saurina Salas (2010) find that higher market power (measured by Lerner index) 

                                                 
153 Mester (1987) finds that greater multimarket contact among competing banks (an outcome of relaxed 

interstate branching) would increase competition and benefit consumers. 
154 In an opposing view, Petersen and Rajan (1995) show that competition might hamper the intrinsic role of 

banks as monitors of borrowers. In particular, banks may invest less in relationship building if they expect 

lower future relationship rents due to a more competitive environment. 
155 This effect is stronger if the financial system is inhabited by local non-hierarchical banks (Presbitero and 

Zazzaro, 2010). In this case, higher competition forces banks to enhance their lending technology, which 

resides in relationship lending. However, higher competition between large and hierarchical banks forces 

them to improve their main lending technology (i.e., transaction lending), which may derail relationship 

lending. 
156 Dell’Ariccia and Marquez (2006) argue that deregulation and consequent higher competition might 

encourage banks to loosen their credit standards and fight for additional market share. This might result in a 

lending boom and (potentially) banking crisis. Rice and Strahan (2010) empirically mitigate the concerns that 

competition may spur a lending boom in banking. They find that relaxed intrastate branching in the U.S. 

increased competition; however, total lending to SMEs remained unchanged. 
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decreases bank risk-taking (measured by banks’ commercial non-performing loan ratios). 

Beck, Jonghe, and Schepens (2010) find that this effect is the strongest in countries with 

unconcentrated banking markets, stricter activity restrictions, and pronounced herding in 

revenue structure. 

 

However, competition is not solely responsible for bank instability. Panic-based bank runs 

can occur in a monopolistic model of banking (Chang and Velasco, 2001; Diamond and 

Dybvig, 1983; Boyd, De Nicolo, and Smith, 2004). Recent theoretical studies even 

anticipate positive relationship between competition and stability. Boyd and De Nicolo 

(2005) argue that inter-bank competition lowers interest rates for bank loans. This 

mitigates moral hazard behavior of bank borrowers and makes borrowers safer.
157

 Another 

argument is that competition helps strong banks gain market share (see Boot and Marinč, 

2009). The very survival of strong banks could lead to a more stable banking system. 

 

The positive relation between competition and stability is also supported by empirical 

evidence. In a cross-country study, Berger, Klapper and Turk-Ariss (2009) find that lower 

market power of banks (measured by Lerner index and HHI) is associated with lower 

banks’ risk exposure. Controlling for risk-taking, Schaeck and Čihák (2010) show that 

banks also hold higher levels of capital if competition (measured by Panzar and Rosse H-

statistics) is strong. They show that restrictions on bank activities that limit competition 

hamper financial stability. Schaeck, Čihák, and Wolfe (2009) show that less competitive 

conduct (measured by Panzar and Rosse H-statistics) increases the crisis probability. Beck, 

Demirgüç-Kunt, and Levine (2006) find that crises are less likely in more concentrated 

banking systems with fewer restrictions on bank competition (e.g., lower barriers to entry) 

and activities. Stronger national institutional arrangements that encourage competition 

lower the probability of a bank failure. 

 

Overall, the relationship between competition and stability is inconclusive. Three main 

explanations can be provided. First, divergent evidence may be the consequence of 

different proxies for competition. Concentration indexes (e.g., HHI index) may not 

measure the competitive conduct of banks (see Carbó-Valverde, Rodríguez-Fernández, and 

Udell, 2009). Competition between a few large banks may be fierce, whereas competition 

between many geographically separated small banks may be limited. Lerner index and 

Panzar and Rosse H-statistics may be better proxies to measure bank competitive conduct. 

Second, competition may strengthen the banking system more in the long run than in the 

short run. In the short run, changes in the competitive environment might cause 

instabilities because banks need to adjust to a new environment, and the path towards a 

new equilibrium entails risks (see also Vives, 2001 and Boot and Marinč, 2007). 

Demirgüç-Kunt and Detragiache (2001) show that liberalization is negatively related to the 

stability of the banking system. They provide an important insight. The negative effect of 

liberalization on stability is weaker in countries with strong institutional environments. 

Countries with low respect for the rule of law, high corruption, and weak contract 

enforcement should carefully introduce financial liberalization. 

 

Third, as identified by Beck (2010), the majority of empirical studies were performed over 

a period of relative financial stability with a pronounced consolidation trend. This 

questions the validity of the main findings in times of a global recession. That is, positive 

effects of competition may prevail in normal times, but not necessarily in times of a 

financial crisis. 

                                                 
157 Wagner (2010) shows that Boyd and De Nicolo’s (2005) effect fails to realize if banks can adjust their 

loan portfolio towards more risky borrowers. 
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Briefly, competition increases efficiency in banking and is not solely responsible for 

triggering bank instability (see also Marinč, 2007 for further review). Hence, competition 

policy should be relentlessly applied to banking in times of financial stability. 

Simultaneously, the regulatory and legal environment should be strengthened to prevent 

fragility that stems from evolutionary dynamics in banking. 

 

Competition Policy in Banking: The EU Approach 

This section will review competition policy in banking in times of financial stability, 

focusing on the EU approach. Structural measures to strengthen competition should be 

complemented by cartel prevention, merger policy, and state aid control. 

 

Structural Measures to Enhance Competition 

 

Competition policy should focus on structural measures to enhance competition and move 

beyond the blind implementation of rigid rules. Knowing that concentration indexes are 

not a perfect proxy for competitive conduct, competition policy cannot solely rely on cut 

offs in concentration indexes. Normal tools used in competition policy become imprecise 

also because banks have difficult-to-define production functions, sell bundles of services, 

and are riddled with network externalities (Claessens, 2009). 

 

Structural configurations crucially define the level of competitive conduct in banking. In 

the EU, competition policy focuses on leveling playing field issues, assuring free entry and 

exit, and establishing a contestable institutional environment with equal access to common 

services for incumbent banks as well as for de novo entrants. A common European market 

for financial services is not accomplished. Regulatory practices and legal frameworks 

across the EU countries need to be further harmonized. The biggest challenges lie in the 

harmonization of interventions of national supervisory bodies and governments, bank 

closure mechanisms, deposit insurance schemes,
158

 tax systems (EC, 2010a), and extensive 

government guarantees. 

 

The European Commission made an inquiry into the retail banking sector to evaluate 

competitive concerns in the markets for payment systems, payment cards, and retail 

banking products (EC, 2007a). Markets for payment systems and payment cards in several 

EU countries were found to be highly concentrated. There existed large variations in 

merchant fees and interchange fees, and high and sustained profitability in card issuing. 

Several practices that create barriers to entry were identified also in retail banking product 

markets. New banks entering the market were excluded from existing credit registries and 

from cooperation among banks. Banks engaged in product tying and deterred customer 

mobility (e.g., through fixed costs due to switching the current account). 

 

The banking regulator and competition authority should work hand in hand to establish 

free entry in the banking system, for example, by promoting the switching of retail banking 

customers. One way may be through account number portability (Independent Commission 

on Banking, 2011). Whereas in the past the implementation of account number portability 

was prohibitively expensive, the costs may have declined substantially due to IT and 

payment system developments. The barriers to entry should be lowered particularly for 

                                                 
158 There exist almost 40 deposit insurance schemes across the EU27 with several differences in financing 

and payout characteristics. Substantial harmonization occurred through Directive 2009/14/EC, which defines 

the uniform coverage levels for deposit schemes of €100,000. 
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small banks.
159

 For example, large and small banks could be induced to cooperate and 

share information through information exchanges. Innovative solutions should constantly 

be explored. Banks could share risk management systems, cash handling, and payment 

system products (Independent Commission on Banking, 2011). Structural measures, 

however, need to be complemented by strict antitrust rules. 

 

Anti-Cartel Policy 

 

Banks compete and cooperate in multiple markets and business segments. Cooperation is 

needed to establish common services (e.g., payment and processing infrastructure, public 

confidence in the financial system)
160

 that are crucial for the quality of bank operations and 

for smooth operation of the entire economy. However, banks may abuse common forums 

or associations to collude and engage in practices with the sole purpose of limiting 

competition. Frequent cooperation across several activities may facilitate anti-competitive 

behavior of banks due to the enhanced threat of retaliation in multiple markets (Bernheim 

and Whinston, 1990) and better detection of a defecting firm (Matsushima, 2001; Greve, 

2008). 

 

The EU legal framework for cartel prevention is the following. Article 101 of the TFEU 

(previous article 81 of the EC Treaty) prohibits agreements and concerted practices that 

prevent, restrict, or distort competition. Hard-core cartels include price fixing, output 

restriction, and market sharing. Article 102 of the TFEU prevents the abuse of market 

dominance. 

 

Several cases of collusive practices among banks were discovered in the EU. Arguably, the 

biggest case was the cartel among eight Austrian banks, called the “Lombard Club,” that 

started before 1994 and lasted until June 1998. The cartel covered the entire area of 

Austria. Banks engaged in fixing lending, deposit, and other rates through several 

committees, and included several layers of bank management. In a surprise inspection, the 

European Commission gathered vast evidence on collusive practices to prove an 

infringement of Article 81 of the EU Treaty. Banks were aware of the illegal nature of their 

actions, but cooperated in the investigation. The sum of all fines amounted to €124.26 

million (EC, IP/02/844). In another cartel case, which occurred in 1997 among German 

and Dutch banks, the European Commission imposed a total of €100.8 million in fines. 

Colluding banks engaged in price fixing for currency exchange (i.e., they reached an 

agreement on a 3% commission on buying and selling euro-zone currencies; see EC, 

IP/01/1796). 

 

Recent cases include violations of Article 81 of the EU Treaty by Visa International and 

MasterCard by setting multilaterally agreed interchange fees. Pressured by the 

investigation of the European Commission, Visa proposed reforms that lowered the costs 

of an average debit card transaction by more than 50%. The European Commission granted 

an exemption under Article 81(3). On April 3, 2009, however, the European Commission 

concluded that Visa Europe’s multilateral interchange fees infringed Article 101 of the 

TFEU. In negotiations with the European Commission, Visa Europe agreed to cap its 

yearly cross-border multilateral interchange fees (see OJ 2011/C 79/05). In the case of 

MasterCard, the European Commission issued a decision on December 19, 2007 

                                                 
159 If banks are heterogeneous in size, large banks may be induced into collusive behavior. Bos and 

Harrington (2010) show that if firms are heterogeneous in their capacities, large firms may form a stable 

cartel. 
160 The case of the SEPA shows how cooperation between banks can be used to increase competition by 

introducing common standard into payment and  processing business. 
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stipulating that MasterCard repeal any multilateral interchange fees (MIF; e.g. intra-EEA 

fallback interchange fee and SEPA/intra-Eurozone fallback interchange fees).
161

 The 

European Commission stated that such fees act as a floor to the price merchants must pay 

to their acquiring bank for accepting payment cards, and that in the absence of MIF, the 

price would be lower. 

 

Another recent antitrust intervention by the European Commission occurred in October 

2007. The European Commission pursued an investigation against Groupment des Cartes 

Bancaires under Article 81 of the EC Treaty. The European Commission found that 

Groupment increased the cost of cards issued by new banks entering the market. This in 

effect helped large French banks that controlled Groupment. As the measures of 

Groupment were reported to the European Commission, the European Commission did not 

impose any fines but ordered annulment of the measures concerned (see OJ 2009/C 

183/07). 

 

The cases of abuse of dominant position were relatively rare. On November 16, 2009, the 

European Commission sent a Statement of Objections to S&P regarding its potential abuse 

of dominant position. S&P as the sole-appointed National Numbering Agency for U.S. 

securities, financial institutions, and information service providers charges a licensing fee 

for the use of International Securities Identification Numbers, and this may, according to 

the view of the European Commission, constitute an infringement of Article 82 of the EC 

Treaty.
162

 The European Commission has also opened an investigation against Thomson 

Reuters to determine whether the company has abused a dominant market position 

(infringement of Article 82 of the EC Treaty) in the area of real-time market data feeds.
163

 

The European Commission has vigorously combated collusive practices in banking. In this 

respect, banks are little different from other firms. Cartels impede economic progress, 

innovations, and efficiency improvements. 

 

Merger Policy 

 

The European Commission evaluates mergers with the EU dimension. Other mergers are 

evaluated by national competition authorities. According to Article 2(3) of EC Merger 

Regulation (ECRM),
164

 “[a] concentration which would significantly impede effective 

competition, in the common market or in a substantial part of it, in particular as a result of 

the creation or strengthening of a dominant position, shall be declared incompatible with 

the common market.” According to Article 2(5) of ECRM the European Commission in its 

appraisal of concentration particularly considers i) “whether two or more parent companies 

retain, to a significant extent, activities in the same market as the joint venture […]” and ii) 

“whether the coordination […] affords the undertakings concerned the possibility of 

eliminating competition in respect of a substantial part of the products or services in 

question.” 

                                                 
161 The European Commission also rejected the application of exemption through Article 81(3) because of the 

missing empirically proven link between the MIF and system output and related efficiencies (see OJ 2009/C 

264/04). However, MasterCard applied under Article 230 of the EC Treaty for the annulment of the European 

Commission's Decision before the European Court of First Instance (see OJ 2008/C 116/47). 
162 European Commission, Antitrust: Commission confirms sending a Statement of Objections to Standard & 

Poor’s, November 19, 2009, MEMO/09/508. 
163 European Commission, Antitrust: Commission opens formal proceedings against Thomson Reuters 

concerning use of Reuters Instrument Codes, November 10, 2009, IP/09/1692. 
164 Council Regulation (EC) No 139/2004 of January 20, 2004 on the control of concentrations between 

undertakings (OJ L 24, 29.1.2004, p.1). 
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A consolidation wave in European banking initially occurred in domestic markets and then 

spread across national borders. Figure 2 shows that the average concentration of banks in 

the EU27 and MU16 countries increased in the 2001-2008 period, but then stagnated in the 

crisis period 2008-2010. The predominant domestic nature of mergers may point to 

economic nationalism among national governments. Dinç and Erel (2010) provide 

empirical evidence that EU governments may have supported domestic mergers and 

opposed foreign acquirers. 

 

Figure 2: The Average Share of Total Assets of the Five Largest Credit Institutions 

across the MU and EU 
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Source: ECB (2006), ECB (2008), ECB (2010). For 2003 and 2004, data is for the MU13. 

For 2001 and 2002, data is for the MU12 and EU25. 

 

Figure 3: Cross-Border Positions of Euro Area Monetary Financial Institutions and Non-

Monetary Financial Institutions 
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Source: ECB (2011). 

 

In a few cases, the European Commission took a tough stance. For example, the European 

Commission rejected the takeover attempt of Abbey National by Lloyds TSB Group due to 

the severe anticompetitive effects of such a merger. The merged bank would hold 27% of 

the market share of personal current accounts and 17% of the SME banking market. The 

European Commission argued that even merger remedies could not restore the level of 

competition and blocked the merger. Carletti and Vives (2009) argue that this decision 

indicated the end of domestic consolidation in the UK, and this effectively opened up the 

market for cross-border consolidation (in 2004 Abbey National was taken over by 



551 

Santander). Figure 3 shows the development of cross-border deposits. Cross-border deposit 

positions of the euro area monetary financial institutions grew substantially in the period 

2001-2008, but then declined, and in 2010 reached their 2006 levels. The decline was 

confined to monetary financial institutions and did not occur in the case of non-monetary 

financial institutions. This indicates that fragmentation reoccurred especially in banking, 

possibly due to the heavy use of state aid by the national governments. With this in mind, 

we turn to the application of European state aid control. 

 

State Aid Control 

 

State aid in the EU is generally prohibited. Articles 107-109 of the TFEU provide the basis 

for state aid control. More specifically, Article 107(1) of the TFEU states “[…] any aid 

granted by a Member State or through State resources in any form whatsoever which 

distorts or threatens to distort competition by favouring certain undertakings or the 

production of certain goods shall, in so far as it affects trade between Member States, be 

incompatible with the internal market.” This definition provides the European Commission 

a basis to identify whether a measure can be classified as state aid. 

 

Multiple arguments point to the drawbacks of state aid and the need for state aid control. 

According to Spector (2009), state aid control may act as a commitment device for 

governments to resist lobbying that pressure for firm rescues.
165

 Lobbing for bank rescues 

may be particularly strong due to adverse political consequences of bank failure (Brown 

and Dinç, 2005). This calls for strong state aid control, shielded from political pressure. 

 

State aid may also enhance banks’ risk-taking. If banks anticipate government bailouts, 

they may undertake excessive risk (Cheng and Van Cayseele, 2009). In this view, the 

beneficiary bank should be closely monitored and prevented from excessive risk-taking. 

However, Gropp, Hakenes, and Schnabel (2010) show that this is not enough. They find 

that state aid through government guarantees increases risk-taking of competing banks. 

Beneficiary banks can compete more aggressively and, to sustain the pressure, competing 

banks need to become riskier. Distortionary-designed state aid may therefore increase risk-

taking in the entire banking system. 

 

Direct or indirect state aid (such as implicit government guarantees for too-big-to-fail 

banks) may push banks to undertake otherwise unprofitable activities. As Ben Bernanke 

stated, “[h]aving institutions that are too big to fail also creates competitive inequities that 

may prevent our most productive and innovative firms from prospering. In an environment 

of fair competition, smaller firms should have a chance to outperform larger companies. 

By the same token, firms that do not make the grade should exit, freeing up resources for 

other uses.”
166

 In this view, state aid control allows for a Schumpeterian creative 

destruction process in banking. State aid control should preserve a level playing field 

between the EU countries (Kroes, 2010).
167

 State aid control serves to increase cross-

border competition and enhance common markets for financial services across the EU. 

Without state aid control, fragmentation along national borders may increase because state 

aid artificially strengthens (inefficient) domestic banks. 

 

                                                 
165 Another argument may be that a supranational government may sometimes allocate state aid better than 

national governments. 
166 Ben S. Bernanke, 2010, Preserving a Central Role for Community Banking, The speech at the 

Independent Community Bankers of America National Convention, Orlando, Florida, March 20, 2010. 
167 State aid control also prevents inefficient subsidy races between national governments. Subsidy races 

increase the need for tax revenues, which creates inefficiencies through substantial tax distortions. 
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Competition Policy in Times of a Financial Crisis 

 

This section analyzes whether competition policy in banking needs to be more lenient in a 

financial crisis than in times of financial stability. 

 

Arguments for Lax Competition Policy in Times of a Financial Crisis 

 

Banking crises are costly events with repercussions for the economy at large. Hoggart, 

Reis, and Saporta (2002) assess the cumulative cost of a banking crisis at 15-20% of 

annual GDP. Several intervention mechanisms have been employed to mitigate negative 

externalities of bank distress. Central banks may act as a lender of last resort and provide 

liquidity support to illiquid banks. Governments may grant substantial state aid to weak 

banks. Regulators may unwind failed banks thorough liquidation, purchase and assumption 

agreements, or nationalization (see Marinč and Razvan, 2011). In the quest towards 

financial stability, however, several structural inefficiencies may be created that may 

damage competition and, therefore, may be in conflict with competition policy. Liquidity 

support and state aid, for example, may be in conflict with state aid control. Purchase and 

assumption agreements may be in conflict with merger control. A nationalized bank may 

extract implicit government guarantees. General subsidy schemes can limit entry into the 

banking system or even create crisis cartels. 

 

The role of competition policy is to support interventions, but to propose such a 

design that minimizes long-term distortions of competition. In this aspect, the competition 

authority should closely cooperate with the prudential regulator/supervisor. The 

competition authority also needs to consider positive externality that bank stability brings 

(Fingleton, 2009). For example, state aid to a weak bank may positively affect competing 

banks through increased public confidence and a strengthened banking system. Hence, 

positive externalities of state aid may mitigate its anticompetitive effects. This provides an 

intuition why competition policy in banking may sometimes be relaxed. 

 

A note of caution is in place. Positive spillovers of relaxed competition policy 

diminish in times of economic booms, whereas the structural problems created by relaxed 

competition policy persist.
168

 For these reasons, lax competition policy, if allowed, should 

only be temporary and should contain phase-out conditions. In addition, competition policy 

should distinguish between single bank failure and system-wide financial instability. Only 

if systemic stability is endangered may competition policy be relaxed and short-term 

stability concerns overcome long-term competition concerns.
169

 

 

Public confidence is crucial to safeguard stability in banking. Illiquidity (e.g., due 

to bank run) may create severe strains on the short-term survival of banks and may result in 

their insolvency. Hence, interventions may be needed to supply liquidity to solvent but 

illiquid banks. An example would be the central bank’s intervention through lender-of-last-

resort facilities. In this view, short-term, liquidity-based interventions would not hurt long-

term competition. However, the argument builds on the presumption that it is easy to 

separate illiquid banks from insolvent banks. In reality, such a distinction is difficult to 

make. The competition authority should closely cooperate with the prudential regulator (or 

                                                 
168 Cordella and Yeyati (2003) support conditioning bailout policies on the economic downturn. Such 

conditioning decreases bank risk-taking by increasing the franchise value of banks. 
169 In the long term, restricting competition in banking in times of crisis is damaging not only to consumers, 

but also to the real economy. Peek and Rosengren (2005) and Caballero, Hoshi, and Kashyap (2008) show 

that forbearance of weak Japanese banks in the 1990s restricted inter-bank and inter-firm competition and 

postponed economic recovery. 
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lender of last resort), which has more information/knowledge to determine whether the 

problem is illiquidity or insolvency. Now we will analyze whether competition policy in 

banking could exceptionally allow for crisis cartels during severe financial distress. 

 

Crisis Cartels 

 

In the EU, agreements between corporations that restrict competition are explicitly 

prohibited by Article 101(1) of the TFEU. However, the European Commission allows for 

certain exemptions.
170

 In particular, the European Commission has exceptionally allowed 

crisis cartels in which firms reduce overcapacity in a coordinated way over a limited time 

interval (see OECD, 2011, p. 109). The rationale for allowing crisis cartels hinges on the 

presumption that in severe crisis times, overcapacities may force firms to engage in costly 

price wars that may lead to massive exit from the industry. If the economy recovers, then 

only a few firms are left and the market is less competitive than before. The overall effect 

may be such that a temporary cartel yields a higher social surplus, as it prevents the social 

problems associated with industry collapse and yields a more competitive market after the 

crisis. Unfortunately, this argument can easily be abused to save inefficient firms and hurt 

consumers (which is the prime reason why crisis cartels are prohibited in the U.S.). Hence, 

crisis cartels should be closely monitored. 

 

Several arguments raise doubt that crisis cartels may be used to contain banking crises. The 

rationale for crisis cartels that builds on reduction of overcapacity does not hold in 

banking. In particular, in a crisis, banks do not engage in price wars with the objective to 

employ their lending overcapacities and force competitors to exit the market. In contrast, 

banks curtail lending and competition for borrowers generally weakens because of 

enhanced information asymmetries on the market. Bank lending (especially to 

informationally opaque borrowers such as SMEs) may even need to be supported by state 

subsidies. 

 

It is also hard to argue that banks engage in price wars for investors (e.g. depositors) and in 

this way drive competitors out of the market. A war of attrition type of behavior is 

common in stable, transparent, and symmetric market structures – something very distant 

from the banking system in a crisis. In crisis times, a bank will avoid forcing competitors 

into bankruptcy because this may well lead to its own demise. Due to the contagious nature 

of banking, depositors can run on the entire banking system and even fly out of the 

country. Then it is doubtful that a crisis cartel will contain widespread panic in the banking 

system. 

 

During the 2007-2009 financial crisis, the European Commission took a clear stance 

against crisis cartels, arguing that crisis cartels bring severe short-term damage to 

consumers and are a long-term benefit to neither consumers nor corporations involved 

(Kroes, 2010). Banks involved in a crisis cartel may coordinate to increase entry barriers 

and create structural distortions on a long-term basis. 

 

Even though crisis cartels were explicitly prohibited, implicit crisis cartels may have 

occurred. For example, banks that obtained state aid were prevented from increasing 

market share and engaging in price wars or price leadership. The aim was to prevent unfair 

competition based on government support. However, conduct constraints such as price 

caps and market share restrictions may work in the opposite direction and could impede 

competition. In particular, the competing banks anticipate price constraints and can 

                                                 
170 The most common exemption is defined by Article 101(3) and pertains to R&D concerted activities. 
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respond by increasing prices themselves. Such dynamic bank behavior may form an 

implicit crisis cartel. For example, in the Dutch mortgage market, Mulder and Lengton 

(2011) find a positive relationship between the mortgage interest rate and the degree to 

which state-supported banks pursue price leadership. The restriction on price leadership by 

the European Commission may therefore have led to higher mortgage interest rates. This 

shows that the dynamic behavior of banks needs to be considered instead of relying on a 

static picture. 

 

Country schemes for state aid create another danger. State subsidies to banks in many 

countries may effectively prevent a foreign expansion because the expansion may be seen 

as riding on the subsidy scheme. The unintentional consequence is that banks anticipate no 

threat of entry, and competitive behavior is limited. 

 

Relaxed Merger Control 

 

Several countries have special “failing firm defense” clauses in their jurisdictions that 

allow an otherwise anticompetitive merger to be positively evaluated under the 

competition laws if one of the merging companies is inevitably heading towards 

insolvency and an exit from the market (OECD, 2009). In the EU, the Merger Regulation 

does not explicitly allow for exceptions from merger rules. However, in Paragraph 89 of 

the Horizontal Merger Guidelines (OJ C 31,05.02.2004, p.5-18), the European 

Commission endorses the failing firm defense if three criteria are cumulatively satisfied.
171

 

First, the firm would be forced out of the market if not being taken over. Second, the 

merger is the least anti-competitive option. Third, the assets of the failing firm would exit 

the market (see OECD, 2009, p. 183).
172

 

 

In the 2007-2009 financial crisis, stability considerations forced the merger between 

Lloyds TSB and the HBOS even though the UK competition authority, the OFT, expressed 

clear anti-competitive concerns: “[…] the OFT does not believe that there are possible 

remedies that would be sufficient to address the competition concerns identified. […] The 

OFT believes that […] the creation of that merger situation may be expected to result in a 

substantial lessening of competition within a market or markets in the United Kingdom for 

goods or services, including personal current accounts, banking services to small and 

medium enterprises, and mortgages…” (OFT, 2008, p. 96). In particular, the merged entity 

would hold 33% of the market share of personal current account and the [20-30]% 

(increment of [0-10]) market share of the SME banking market. Despite these concerns, 

the Secretary of State for Business and Enterprise allowed the merger to go through by 

amending the competition law. In particular, a new public interest consideration of 

ensuring the stability of the UK financial system was added to the competition law (Smith, 

2008). 

 

Despite the merger, the newly created Lloyds Banking Group (LBG) needed additional 

government recapitalization of £17 billion and the UK government obtained 43.5% of 

LBG’s shares. The European Commission confirmed the recapitalization under the 

framework for state aid control, but under several conditions: £181 billion asset reduction 

by December  31, 2014, divestment of 600 branches in England and Wales (that cover 

                                                 
171 Under the U.S. antitrust law, a failing company may use the “failing firm” defense to facilitate a merger 

by showing that Section 7 of the Clayton Act is not violated. It should also be proven that there exists no 

alternative merger possibility with a less anti-competitive impact (OECD, 2009, p. 175). 
172 Failing firm criteria is also less likely to be applied by the European Commission because a merger 

without EU dimensions is under the control of the national competition authority (e.g., Lloyds/HBOS merger 

and Commerzbank/Dresdner). 
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4.6% of personal current accounts), divestment of TSB brand and acquisition, and a 

dividend ban (EC, 2009e). Vickers (2008) argues that these developments provide 

evidence that the crisis in the case of Lloyds and HBOS was not a liquidity crisis, but 

rather a solvency crisis, and that overriding competitive concerns by allowing the merger 

was probably a policy mistake. Instead, government recapitalization measures should be 

extended to each individual banking group separately. The Independent Commission on 

Banking (2011) argues that the agreed divestiture will not restore the level of competition 

and proposes additional divestitures. 

 

Another example is the case of Fortis. Fortis, as a member of a consortium formed together 

with Royal Bank of Scotland and Santander, won a hostile bidding war against the top 

management of the Dutch bank ABN AMRO (supported by Barclays Bank) in October 

2007 and took over the Dutch bank. ABN AMRO was supposed to be split among the 

three members of the consortium. The European Commission imposed several conditions, 

the so-called EU Remedy, on Fortis to maintain competition in the Dutch banking system. 

In particular, Fortis agreed to divest a corporate banking business, consisting of 

Hollandsche Bank-Unie, ABN AMRO’s Dutch factoring business IFN Finance, and two 

corporate client departments and 13 district offices to a large international bank (EC, 

2007b). In 2008 the financial crisis loomed and forced Fortis into nationalization by the 

Benelux governments. The Dutch government bought the Fortis stake in ABN AMRO, the 

Dutch business of Fortis Bank, and the Fortis insurance business with an aim to integrate 

them into the new ABN AMRO Group. However, the EU Remedy was still in place and 

the divested business was sold to Deutsche Bank on April 1, 2010. To finance the merger 

remedy and the creation of the new ABN AMRO Group, the Dutch government needed to 

further recapitalize ABN AMRO Group. The European Commission has approved 

restructuring, subject to conditions that include a ban on acquisitions and a minimum level 

of margin profit. The aim was to ensure that state aid is not used to finance an aggressive 

business strategy to the detriment of competitors without state aid.
173

 

 

Examples show that the antitrust aspect of a merger may be weighed against stability 

considerations. Article 21(4) of the European merger regulation stipulates: “Member States 

may take appropriate measures to protect legitimate interests other than those taken into 

consideration by this Regulation ... Public security, plurality of the media and prudential 

rules shall be regarded as legitimate interests.” Referring to ‘prudential rules’ could 

indicate the need to incorporate stability considerations into merger policy. 

 

Carletti and Vives (2009) review the co-evolution of competition policy and prudential 

regulation in banking at the European level. They note that competition policy has entered 

into banking more vigorously in the last two decades and has gained ground in relation to 

prudential regulation. For example, in the Netherlands, the Competition Act of 1998 has 

been used in banking since 2000. In Italy, the responsibility for competition policy in 

banking moved from the central bank to the general competition authority since December 

2005. However, if financial stability is at risk, competition policy has to wait (e.g., Lloyds 

TSB and HBOS merger). In the Netherlands and Switzerland a merger decision by the 

competition authority may be overturned in the name of financial system stability as well 

(see also Carletti, 2009). 

 

                                                 
173 European Commission (2011), State Aid: Commission approves restructuring of ABN AMRO Group, 

subject to conditions, IP/11/406, Brussels, 5.4.2011. 

http://europa.eu/rapid/pressReleasesAction.do?reference=IP/11/406 

http://europa.eu/rapid/pressReleasesAction.do?reference=IP/11/406
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Relaxed State Aid Control 

 

In the period from October 1, 2008 to October 1, 2010, the total volume of granted state 

aid measures (e.g., schemes and ad hoc support) was huge and amounted to 39% of the 

EU27 2009 GDP (EC, 2010b). The EU countries predominantly used guarantees to 

strengthen the resilience of the financial sector. To a lesser extent, they also used more 

interventionist recapitalization measures, but only scarcely employed asset relief 

interventions. The maximum approved volumes were higher than the actual use of aid 

measures (see Figure 3). 

 

Figure 4: The Maximum Approved Volumes, Actual Use, and Aid Element of Aid Measures 
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Source: EC (2010b). 

 

Even though state aid is generally prohibited by Article 107 of the TFEU, exceptions in the 

second and third paragraph of Article 107 of the TFEU may allow its use. In particular, 

Article 107(3)(c) of the Treaty and the community guidelines on state aid for rescuing and 

restructuring firms in difficulty (OJ C 244, 1.19.2004, p.2) are normally used to assess the 

viability of state aid to firms in difficulty. In addition, Article 107(3)(b) can be used to 

allow state aid in order “to remedy a serious disturbances in the economy of a Member 

State.” The provision in Article 107(3)(b) can be used if the potential failure of a bank 

derails stability and has negative repercussions for the real economy. This is more likely in 

a financial crisis, when negative externalities of bank failure are exacerbated. 

 

The European Commission took an active approach towards state aid control during 

financial turmoil. Until January 31, 2011, the European Commission adopted 109 decisions 

not to raise objections on state aid. Only in seven cases (i.e., those that involve KBC, 

Dexia, Sachsen LB, IKB, WestLB, Landesbank Baden Württemberg, and Northern Rock) 

did the European Commission issue final conditional decisions after formal investigation 

procedures. In two cases (Parex Banka and ING) the European Commission issued a final 

positive decision, and in one case (Banco Privado Português) a negative decision with 

recovery. In nine other state aid cases the formal investigation procedure was at the time 

still undergoing. 

 

The European Commission did not fall into the trap of following “the rules for the sake of 

the rules” (Beck et al., 2010). To mitigate the repercussions of the 2007-2009 financial 

crisis and to assure higher legal certainty, the European Commission has provided further 

guidance regarding the rules of state aid. The EC (2008) permits ad hoc state aid 

interventions or general schemes for state aid. It acknowledges that ad hoc state aid to 
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individual institutions is likely to raise greater concerns and should therefore be 

accompanied with greater restrictions than the aid being accessible to every bank in the 

banking system. State aid should have a restructuring/liquidation plan in place to ensure 1) 

the resolution of the underlying problem; that is, long-term viability of the bank in 

question, 2) a minimum level of aid and private participation to the restructuring, 3) a 

minimal level of distortion of competition, especially across borders (EC, 2008). 

 

The EC (2008) also imposes more restrictive state aid control over an insolvent bank than 

over an illiquid bank.
174

 State aid should be proportionate to the problems of distressed 

banks and should come at a penalty to prevent a subsidy race between the EU member 

states, and to mitigate competitive distortions of state aid. 

 

The EC (2008) defines behavioral constraints to restrain competitive distortions of state aid 

and to prevent state-aid-driven expansion. First, market share ceilings could mitigate 

advertising the guarantee status, pricing, or business expansion. Second, balance-sheet 

limitations, including divestment packages, could be imposed. Third, certain business 

conduct could be prohibited (e.g., share repurchases, acquisitions, new stock options for 

management). In the case of non-compliance, the Member State should be able to invoke 

guarantees and impose sanctions. 

 

The question is, however, where do we go after the financial crisis? The problem may be 

that competition is distorted on a long-term basis due to high concentrations in retail 

banking markets, substantial government ownership, or implicit bailout guarantees. 

Phasing out state aid needs to be carefully structured to diminish excessive government 

involvement in banking. See also Box 1 for further communications. 

 

Box 1: Further Communications of the European Commission on State Aid 

   
 

                                                 
174 The EC (2008) also allows for the lender of last resort lending if 1) the beneficiary financial institution is 

solvent, 2) lending at a penal interest rate is secured by collateral, and 3) lending is an initiative of the central 

bank. 

EC (2009a, 2009c) allow for recapitalization of a solvent bank with an aim to 

promote lending to the real economy. The price of capital should reflect the risk of a 

bank and be aligned with market prices. Recapitalization should be reviewed every 

six months. It should direct state aid to lending to the real economy and not to bank 

expansion. 

EC (2009b) aligns several resolution methods of a failed bank (e.g., guarantees, bad 

bank / good bank schemes, nationalization) with the rules of state aid control. First, 

the pricing of assets should be based on the common methodology of the state aid 

control framework. Second, the basket of eligible assets should be identified. Third, 

the private sector must carry a part of the burden. Fourth, the restructuring should be 

transparent and limited in time. Fifth, behavioral constraints could be included. 

In addition, the EU commission has accepted guidance with respect to gradual 

phasing out of temporary state aid rules due to weakening of the financial crisis 

through two documents: EC (2009d) and EC (2010a). To induce timely exit, EC 

(2009a) calls for step-up repayment clauses that would make state aid more 

expensive over time. However, the European Commission gives a relatively long 

five year time period over which restructuring and divestitures need to be executed 

(EC, 2010a). This points to the dichotomy between short-term stability and long-

term competition concerns. 



558 

Relaxed State Aid Control vs. Relaxed Merger Control: What is Best for the EU? 

 

Several reasons exist why state aid may be seen as superior to relaxed merger control in the 

EU. First, a merger may deliver limited efficiency gains. Recent research suggests that 

mergers with both a geographic and activity focus are the most value enhancing. In the 

fragmented EU banking system, the efficiency gains may then be more limited. A merger 

is also an (almost) irreversible process and may distort competition in the long term. This 

is particularly worrisome in the EU, where only mergers within national markets may be 

viable in a crisis. This may lead to the creation of national champions and may further 

aggravate fragmentation in European banking. 

 

In contrast, state aid can and should be designed with an exit option in mind (Maes and 

Kiljanski, 2009). State aid should also be coupled with financial and corporate 

restructuring. Financial restructuring assures that shareholders, junior bondholders, and 

managers are involved in loss sharing. This should work to prevent excessive losses to 

public finances. Corporate restructuring may assure that other banking employees are also 

involved in loss sharing. Lax merger control, however, allows for a merger with limited 

control on ex-post behavior of the management. Subsequent extraction of monopoly rents 

may even lead to increased moral hazard problems (Maes and Kiljanski, 2009). 

 

One argument for lax merger policy, predominantly used in the U.S., is that competition in 

banking is not associated with size, but rather with competitive conduct. White (2009) 

argues that too-big-to-fail (TBTF) is an issue for prudential regulation. Whereas this 

thinking may be valid for the U.S. with its established common market for financial 

services, size still plays a role in fragmented European banking. De Jonghe and Vennet’s 

(2008) provide some evidence that only large EU banks are able to extract market-power 

rents.
175

 Results indicate that the too-big-to-fail issue cannot be completely disentangled 

from antitrust or competition policy. Large banks that are TBTF benefit the most from 

higher concentration. When two banks merge and create a new TBTF bank, distortion to 

competition arises for two reasons. First, a TBTF bank implicitly obtains state subsidy 

because of its better borrowing rate. Second, a TBTF bank is now a larger bank that can 

better exploit market-power rents. 

 

Assessment of Competition Policy in EU Banking 

 

In this section we argue that the key to successful crisis resolution may not reside in 

relaxed competition policy, but rather in a strengthened regulatory and supervisory 

framework. With this point in mind, we assess EU competition policy. 

 

In the 2007-2009 financial crisis, bank supervisors lacked the tools to successfully 

restructure failing banks (Marinč and Razvan, 2011). The fragmented supervisory structure 

aggravated the timely restructuring of failing banks and the pressure on financial stability 

mounted. The absence of an EU-wide supervisory framework triggered intervention by 

national governments. They supported failing banks through state aid and/or assisted 

mergers. Competition policy in European banking was lenient, although not absent. 

 

The European Commission undertook mitigatory actions to reinvigorate competition. 

However, remedies to restore competition may not always be efficient. Forced divestures 

may not be big enough to operate on their own. Carving out integrated assets may dissipate 

                                                 
175 Jonghe and Vennet (2008) show that the long-run performance of EU banks is negatively associated with 

the level of concentration. However, the effect is not uniform. In particular, the values of small banks 

decrease, but the values of large banks increase if concentration is higher. 
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value due to transfer to a less suitable purchaser (Lyons, 2009). Divestments may restore 

the market structure but not the level of competition (Davies and Lyons, 2007). In 

particular, the acquirer of the divested business may not be willing to invest in marketing 

and developing products in divested business.
176

 In this case, the competition authority 

should use behavioral rules such as price or market share restrictions, or even restrictions 

on bankers’ salaries and bonuses. However, this may bring further inefficiencies. 

Restrictions on salaries may limit the ability of a weak bank to attract the best employees 

(Beck et al., 2010). 

 

Optimally, the competition authority would also consider why a failing bank has become 

troubled and shape the optimal remedies and restrictions accordingly. For example, state 

aid to a state-owned bank does not resolve the underlying problem within the bank.
177

 If 

the state-owned bank has governance problems, competition policy may mitigate them by 

demanding (partial) privatization. If the state-owned bank excessively expanded, 

demanding divestitures may be optimal. Measures that would resolve the underlying 

problem would make the weak bank viable in the long run and, in this way, restore 

competition in the banking system. 

 

European rules for state aid control acknowledge several aims of competition policy. 

Competition policy should preserve competition, prevent moral hazard, preserve financial 

stability, and aim for successful restructuring of weak banks. Having such a broad scope 

gives substantial powers to the competition authority. For example, the size and scope of 

divestitures and behavioral constraints can be defined with the aim to preserve 

competition, financial stability, or to prevent moral hazard sometimes yielding different 

outcomes. The European Commission can decide for various measures and use the 

underlying rationale for justification. This gives substantial discretion to the European 

Commission. 

 

Certain levels of discretion may be seen as positive. In the unprecedented 2007-2009 

financial crisis, large-scale governmental interventions were allowed to preserve financial 

stability. However, discretion may also lead to lobbying and political pressure on the 

competition authority. For example, Lannoo, Napoli, and Sutton (2010) argue that some 

countries (e.g., large ones such as France) and banks were better aware of the rules of the 

EU state aid control and were able to obtain better treatment comparatively to other 

countries and banks.
178

 

 

Another problem for the competition authority looms. The competition authority may lack 

sufficient knowledge to achieve all the objectives in place, and cooperation with the 

prudential regulator becomes necessary. Lannoo, Napoli, and Sutton (2010) are concerned 

that competition control of the European Commission went in the direction of industrial 

policy. For example, the European Commission agreed on large state aid to ING despite a 

strong position of ING in the Dutch retail banking market. The rationale was that 

divestments in non-core business of ING were sufficient to compensate for rather small 

divestments in core operations. Such a decision reverts conglomeration and goes to the 

                                                 
176 Sometimes forced divestment may preclude a merger from occurring. In a large cross-country merger, the 

parties could divest despite a low purchase price, but such divestment would not guarantee competition. 

Small divestments may not be attractive to foreign banks and this may increase regional/national 

fragmentation. 
177 Another problem may occur if state aid is sufficiently high such that the government obtains control over 

several banks in the banking system. Agreements between state-owned banks that could hamper competition 

could then be administered through corporate governance in state-controlled banks. 
178 On the other hand, inequality may have been enlarged by differential abilities of EU countries in 

responding fast to the financial crisis through comprehensive state aid schemes. 
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heart of the question, which business model is correct in banking? In this view, the 

European Commission has made decisions that partially belong to industrial policy and 

might have better been made by the prudential regulator/supervisor with more specialized 

knowledge about banking. In particular, the prudential regulator could better design 

remedies that increase the long-term efficiency of the banking industry. The prudential 

regulator also has better knowledge and timely information about systemic risk. This 

indicates that the management of the financial crisis in the EU could be improved by 

stipulating more communications among the competition authority and bank regulators. 

 

The EU law gives decision-making powers in the case of state aid control solely to the 

European Commission. This does not mean that decision making and cooperation could 

not be expanded to other EU bodies (e.g., the ECB, ECOFIN Council and Parliament). 

However, consultations between the European Commission and other EU bodies about 

state aid control were scarce (Lannoo, Napoli and Sutton, 2010).
179

 Neither is it clear that 

other commissioners (e.g., the commissioners for economic and financial affairs and the 

internal market) were involved in decision making. 

 

Unification of the actions under the umbrella of the European Commission may have been 

justifiable in the absence of the EU-wide regulatory body in the 2007-2009 financial crisis. 

However, there is no time for complacency. It may be wise to limit the objective of 

competition policy to preserving the level of competition, whereas other objectives (e.g., 

moral hazard control, stability of the financial system) should be moved to the EU banking 

regulators such as the ESRB and ESFS. Also, the EU resolution framework for failing 

banks needs to be put in place. In this aspect the EU is lagging significantly behind the 

U.S. (see Bliss and Kaufman, 2011 for the U.S. approach towards resolving insolvent 

large, complex financial institutions). 

 

The prudential regulator and competition policy should also closely cooperate during non-

crisis times. Without the prudential regulator, banks can ride on implicit and explicit 

guarantees (e.g., deposit insurance, bailout policies) and engage in unfair competition by 

undertaking excessively high risks.
180

 Prudential regulation should remove fly-by-night 

operators from the banking system and, by doing so, restore a level playing field and 

harness fair competition. Strengthened regulatory framework may then foster competition 

among banks. 

 

This is not to say that the banking regulator should be responsible for competition policy. 

The competition authority has several advantages over the regulator in ensuring 

competitive conduct (see Hellwig, 2009). The competition authority can make inter-

industry comparisons, invoke equal treatment arguments, and better establish a level 

playing field. The competition authority can better resist political and industry pressures 

than the prudential regulator, which regulates core banking business and is consequently 

under heavy lobbying pressure. National prudential regulators can even abuse regulatory 

powers and limit competition by preventing foreign entry. Examples include the takeover 

of two Italian banks, Banco Nazionale del Lavoro and Banca Antonveneta, by the Spanish 

bank BBVA and the Dutch bank ABN-AMRO, respectively. In these cases, pressure from 

                                                 
179 In the views of the European Commission (OECD, 2010, p. 215), a constructive agreement between the 

European Commission and EFC, CEBS, and ECB was sought. E.g., the European Commission incorporated 

into EC (2009a) the ECB recommendation on the pricing of hybrid tier 1 recapitalizations; see  

http://www.ecb.int/pub/pdf/other/recommendations_on_pricing_for_recapitalisationsen.pdf (20/11/2008). 
180 For example, the Icelandic bank Landsbanki raised €1.7b in approximately 130,000 accounts in five 

months of presence in the Netherlands (de Moor, du Perron, and Krop, 2009, pp. 54, 56). The UK bank 

Northern Rock grew more than six-fold in consolidated assets from 1997 to 2006. See Northern Rock Annual 

Report 1998 and 2006. 
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the European Commission helped overcome the intrusion of the domestic regulator. Both 

domestic banks were ultimately taken over and competition policy was separated from the 

Bank of Italy, Italy’s central bank. Such concerns show that competition policy needs to be 

separated from the prudential regulator.
181

 

 

Conclusions 

 

We argue that competition policy in banking should be more lenient during times of severe 

financial crisis than during periods of financial stability. The competition authority should 

support interventions aimed to safeguard stability of the frail banking system, even though 

this may temporarily worsen competition. The main responsibility for bank stability, 

however, should lie in the hands of the bank regulator/supervisor. In this light, we argue 

that the framework for bank regulation, supervision, and resolution needs to be enhanced 

and harmonized across the EU countries. Banking regulators (e.g., the ESRB, ESFS, and 

ECB) and the European Commission should closely cooperate to safeguard stability and 

simultaneously prevent protectionism in European banking. 

 

Despite financial crisis, competition policy needs to mitigate long-term competitive 

distortions. With this respect crisis cartels should be avoided, but state aid control may be 

more leniently applied in a widespread banking crisis. We argue that in the EU, state aid 

may be less damaging for long-term competition than relaxed merger control. In particular, 

relaxed merger control could lead to national champions, which would further divide an 

already fragmented European banking market. 

 

In the 2007-2009 financial crisis, the European Commission preserved anti-cartel policy 

and applied merger policy, but it pursued lenient state aid control. This permitted the EU 

countries to intervene and safeguard stability of their banking systems. State aid control 

was still applied to a large number of state aid cases. A competitive level playing field 

between banks and banking systems was only partially preserved. How costly relaxed state 

aid control will be for public funds also remains to be seen. 
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Abstract 

 

At the time of economic crisis a company's market orientation is emphasised as well as its 

ability to adapt to new market needs. Such conditions grossly affect the companies in the 

service sector, among which are tourism companies and hotels which are primarily 

oriented to the consumers and their satisfaction. It is the hotel which is in focus of this 

paper and the problems are analysed on the basis of the research conducted. 

 

As the Croatian tourism is characterised by dynamic changes, increasing competition and 

seasonal character, hotel Turist  in Varaždin is forced to do market research and reposition 

its services. Market repositioning can be perceived as the way the hotel tries to adapt to 

business environment faced with crisis. 

 

This paper analyses what factors affect the consumers' attitudes, namely hotel guests,  and 

on the basis of the results obtained determines the possibility of efficient repositioning. 

Turist hotel in Varaždin has a monopoly in its county as a diverse range of extra services 

(seminars, wedding receptions, celebrations, catering) are offered. However, business 

performance indicators show that its repositioning is necessary. 

 

Field work has been based on a survey, in which both domestic and foreign guests have 

been included as well as hotel employees. The aim of this survey is to determine emloyees' 

(dis)satisfaction with their working conditions, ways of communication with their 

superiors and most common causes of guest's complaints. The guests surveyed should 

express their (dis)satisfaction with accommodation, food and beverage offer and other 

services provided. Another aim of this survey is to give answers which are important for 

further operations and repositioning of the hotel, and those are: what trends, innovations 

and dynamics change the market. The analysis is focused on all important factors which 

influence consumers' behaviour. The influence of consumers' perception and attitudes has 

been analysed, as well as external factors (most important is the influence of mass media 

and word-of-mouth as an increasing way of shaping consumer's attitudes). Employees, 
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being internal factor that influences consumers' attitudes, are referred to as a key to 

company's success in the service sector, as well as the environment and atmosphere which 

are considered of great importance to consumers' attitudes. 

 

The emphasis is placed on market repositioning process and the factors affecting that 

process, such as quality, price and market trends. The importance of image is also stressed 

in the process of repositioning the hotel and its facilities. During this process it is 

extremely important that the company differentiates itself by its identity (either visual or 

tactile elements). The analysis of influences on consumers' attitudes in the process of the 

hotel repositioning is directed to the activities in which the hotel invests in order to change 

the guests' attitudes all aiming at the extension of tourist season and the increase of 

occupancy rate. Finally, certain activities created on the basis of the research findings and 

in accordance with hotel's development strategy  have been suggested. 

 

Key words: repositioning, attitudes, consumers, hotel 

 

1. Introduction 

 

Nowadays the businesses operate in turbulent and highly competitive market conditions    

especially tourism market, so it is important to follow the changes in the environment as 

well as initiate them. It is as important that companies adapt to consumer needs and try to 

meet those needs in order to pursue a successful mutual relationship. Hotel companies, 

being a part of a service industry, have to adapt constantly and at the same time try to keep 

and improve their market position on a local as well as on a larger tourist area. Thus, hotel 

Turist in Varaždin is trying to improve the attitudes of the existing and potential clients in 

order to reposition itself successfully. 

 In the market positioning and repositioning process, the process of position 

identification  is important for emphasising competitive advantages, and the process of 

consumer analysis by which business entities get an insight into consumers' wishes and 

needs all with the purpose of adapting to them during promotional activities. Price, quality 

and trends are most important elements in the process of market (re)positioning., and by 

choosing the most adequate strategy the company ensures a firm position on the market. 

When repositioning its services it is important that the company differentiates itself by its 

image (either visual or  tactile elements). Thus, hotel guests expect to feel comfortable in 

all hotel facilities: in  the lobby, recreation facilities and especially in accommodation units 

( hotel rooms and apartments) where the level of comfort should meet requirements of each 

guest. Hotel staff,architecture and technical equipment, various services, kitchen and room 

ambiance all play their role in meeting expectations of hotel guests 

(Galić&Ivanović&Lupić,2005). However, one should be aware of a wide range of services 

that the hotel offers ( hence, a wide range of expectations that the guests have!) as the hotel 

is „basic, classical and representative catering unit which integrates all specific features of 

catering industry and its processes which provide services and products in order to satisfy 

customer needs: accommodation, food, beverages, entertainment and other needs“.(Avelini 

Holjevac, 1998). 

 The activities in which the hotel invests in are researched in order to change the 

guests' attitudes. The analysis of the influences on consumer attitudes in the process of 

repositioning of hotel Turist has been made based on the survey conducted, all aiming at 

the extension of tourist season and increase of occupancy rate.  
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2. Business operations of hotel Turist  

 

Hotel Turist in Varaždin was built in 1978 and was graded as a three star hotel. It is located 

in the vicinity of the city centre, bus station and railway station. The hotel belongs to Turist 

Ltd., Varaždin company, which is wholly owned by HTP Varaždin company.  

 Hotel Turist is best characterized by its long tradition and basically the 

monopolistic position because of the size of its capacities, location and additional facilities 

offered in the hotel and its surroundings. A part of the hotel guests come to Varaždin on 

sightseeing tours, and the other part are regular guests and business partners with whom a 

long-lasting cooperation has been made. As the changes are very dynamic in tourism sector 

and new competitors with ever better offer are entering the market, the hotel should carry 

out a consumer satisfaction survey to obtain a realistic insight into users' needs, wishes and 

expectations. The bottom line is that certain profit should be made, the quality of service 

increased and the hotel brand strengthened.  

In this respect, some authors emphasize that hotel activities should focus not only on the 

quality of  service , but also on consumer loyalty in order to maintain long-lasting assets 

and increase their profit margins (Emir & Kozak,2011).  Guest satisfaction management 

wants to specify all the moves, steps and activities by which workers in catering and 

hospitality industry  may influence guests’ behaviour in order to make them loyal to the 

specific product or service they created. Successful employees in catering and hospitality 

industry are becoming more aware of the importance of guests’ loyalty, so that they 

become their regular guests (Galičić & Ivanović, 2008).  

 In its business operations so far the hotel Turist was facing several difficulties
182

: 

 Inability to identify financial results of a particular business unit because of joint   

income and expenditure account, which resulted in wrong business decisions due to  a 

lack of information; 

 Not clearly defined goals, lack of vision and not enough attention paid to business 

analysis, planning, research and development; 

 Inadequate distribution of work and responsibilities which resulted in hotel 

management having a heavy workload including routine, operational decisions and 

neglecting strategic operations; 

 Predominant one-way communication, which consequently led to ineffective task-

solving. 

 Therefore, the hotel decided to make a deep analysis of guests' satisfaction with its 

services and to start the process of market repositioning.  

 

3. Factors affecting consumer attitudes 

 

In order to understand the relation between perception and attitudes better it is necessary to 

define both terms. Perception is defined as “a process going on in the person's mind where 

he receives, selects and interprets information which depend on the person's previous 

experience, his mood and expectations” (Kotler, 2008). On the other side, attitudes “have 

certain features such as acquired affinity which directs the consumer or distracts him from 

certain behaviour, or consistency which reflects consumer's behaviour” (Schiffman & 

Kanuk, 2004).In the same way, “attitudes are permanent and they rarely or almost never 

change.  We acquire them and develop them in accordance with our experience.” (Trojak, 

2011). As consumers receive information through their senses (sight, hearing, smell, taste 

and touch), every individual person in his or her own way experiences sensory 

information.  

                                                 
182data obtained during the interview with the hotel  director  Mrs. Stanka Beg   
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 On the other side, one should be aware of the fact that consumers are  in a 

continuous contact with the family, friends or relatives who directly shape their attitudes, 

being their social channels (consisting of neighbours, friends, family members and 

colleagues) who talk to targeted buyers and whose influence in decision making is the 

strongest (Kotler, 2008). Therefore, word-of-mouth, is the most powerful way of 

communication as it influences the shaping or changing of consumer attitudes.  

 In this context, certain research prove that the main benefit of consumer satisfaction 

is their intention to repeat purchase as well as making reccommendations to their friends 

and family; or to obtain a positive relation between consumer loyalty and satisfaction using 

“word-of-mouth” communication in the service sector (Campo & Yague, 2008).  

 Thus, it is no wonder that today's marketing strategies are focused on encouraging 

word-of-mouth communication and informal conversations among consumers, as they are 

aware that not a single advertisement can replace the influence an opinion-maker has on 

consumers' perception and attitudes. Apart from the above mentioned, it is interesting to 

study the factors of organisation, such as well-equipped space, a cosy atmosphere and kind, 

well-educated and unobtrusive personnel. Colours and music in a certain place, as well as 

employees' dress-code can contribute to consumers' positive attitude when making 

purchase decisions. 

 

As for employees, having a direct contact with a consumer or hotel guest,  they must (Fox, 

2006): 

 Know the company's strategy and priorities, especially those elements which refer to 

their job scope. 

 Know how to access necessary information. 

 Be able to react positively in unexpected situation. 

 Have the management support. 

 Possess communication skills and self-confidence to propose changes and 

enhancement in business. 

 Know that their quality products will be accepted. 

 Be qualified to do all the tasks from their job scope. 

 

The importance of personnel is evident in their politeness and ability to provoke 

consumers' negative or positive comment/opinion, important in developing and 

strengthening a market position.  

Furthermore, services need a certain ambiance, special scene with a setting for the 

participants. There is no doubt that ambiance and atmosphere influence the perception of 

consumers as well as employees. They make the first impression, send either positive or 

negative message about the service in a particular company. Ambiance represents the place 

where the service is provided, and it includes interior design, the use of audio and lighting 

equipment and the like. On the other hand, the atmosphere strongly influences the guest as 

it stimulates him to use the service. Hotel company should offer certain amenities which 

create a pleasant environment, such as: pleasant and relaxing colours, music to fit the 

ambiance, adequate furniture, and welcoming personnel. 

All these elements shape consumers' impressions which determine their attitudes 

about a certain service company as well as a level of (dis)satisfaction because the guest 

may perceive the service as the message being transferred. 

 



570 

5. The analysis of influences on consumer attitudes in the repositioning process of 

hotel Turist in Varaždin 

 

The purpose of measuring the guest's perception, attitudes and satisfaction with the hotel 

offer is also manifested in identifying strong attributes that can be used to help decision makers 

in the positioning process (Ibrahim & Gill, 2005). Positioning is generally defined as “a process 

which by means of marketing mix influences the consumer's perception about the brand in 

relation to other brands and alternatives” (Kesić, 2003). And, the activity which is intended to 

change the image, perception or comparison in the consumer's mind is called repositioning 

(Pavlek, 2002). Regarding service sector, service providers use image as the main tool of 

differentiating their service from the competition in the positioning process. In case of a hotel 

company the image depends primarily on personnel hospitality, atmosphere and ambiance 

created. Thus providers should not neglect creating a pleasant environment in which a service is 

provided, and that refers to estetic standards which include pieces of art, selection of colours and 

interior design. It also refers to some background elements, such as noise, music, insulation and 

temperature. Each element mentioned can become crucial in perception development, namely in 

the creation and change of guest's attitudes about a certain hotel. As far as repositioning is 

concerned, that process is not only focused on the consumer but on the competition as well as it 

often forces the company to reposition, no matter how good the market position of its brand is. 

The importance of repositioning is manifested in consumers' tendency to accept changes and 

trends dominant on the market. Therefore, at any time the company must be ready for changes 

required by the competition and consumers influenced by the current environmental trends.  

For the purpose of this paper a field study has been conducted involving a 

questionnaire in order to examine employee (dis)satisfaction with working conditions, 

communication with their superiors and most common complaints made by the guests. On 

the other hand, hotel guests should express their (dis)satisfaction with the accommodation, 

restaurants and the range of additional facilities. Likewise, the aim of the conducted survey 

was to identify the guidelines for further business activities of hotel Turist, that is its 

repositioning process which will focus primarily on business clients. 

 The survey was conducted in the period from 15 August to 30 September 2011 on a 

total sample of 152 respondents, out of whom 22 are employees (receptionists, waiters, 

cleaning staff), and 130 respondents are domestic and foreign guests. Employee 

questionnaire consisted of  seven  closed-ended and four open-ended questions, whereas 

guest questionnaire consisted of sixteen closed-ended and two open-ended questions. 

 

5.1. Research results 

 

The research partly examined employee satisfaction with certain elements. When asked 

about the communication and relationship with the superiors 82% of respondents described 

it as a very positive, namely they answered that a superior is almost always willing to listen 

to them. That is the acknowledgment to the superiors to maintain the existing friendly and 

professional relationship with the employees, but at the same time to find a common 

language with those employees who think that their superior often avoids eye-contact with 

them (18% of them). When asked about the causes of guests' complaints, the smallest 

number of employees, 23% of them, respond that hotel guests are dissatisfied with the 

quality and offer of food, 27% of respondents point out the quality of other hotel services 

(a lack of additional facilities, some technical deficiencies) as the cause of guests' 

dissatisfaction. Majority of them, that is a half, stated that guests' complaints refer to the 

room equipment. The employees were asked if the superiors accept their suggestions and 

remarks which should lead to higher quality of hotel services. The answers were mainly 

positive which is shown in Graph 1. 
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Graph 1. Attitudes of the superiors to suggestions and remarks of the hotel Turist 

employees 
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Source: Authors' research 

 

According to Graph 1, 77% of respondents said that their superior always or often 

accepted readily suggestions and remarks in order to enhance the service, whereas a 

smaller number of surveyed employees, 23% of them, said that their superior accepted 

suggestions and remarks, but unwillingly. It might be assumed that some employees at a 

managerial level accept suggestions unwillingly as they consider relevant only the 

suggestions made by those who are at the same or higher level of hierarchy. Another 

assumption is that they are generally averse to teamwork. 

On the other hand, the guest questionnaire was primarily focused on foreign guests as 

they are most represented in the guest structure of hotel Turist. First, they were asked how 

they learned about hotel Turist. The largest number of hotel guests, 42% of them, answered 

that their friends recommended it ( word-of-mouth channel), whereas 42% found the 

information on the hotel webpage (http://www.hotel-turist.hr/). 

 

Graph 2. Information sources used by the hotel guests 
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Domestic guests mostly made a booking through a travel agent (12%), and the rest of 

them answered that they had a stopover in Varaždin, either on business or vacation, so they 

chose hotel Varaždin because of its location and vicinity of the city centre. 

As for the guests' impressions (mainly domestic guests), even 50% of those surveyed 

awarded their satisfaction with the personnel's hospitality and kindness with the average 

grade (3) on the scale from 1 to 5. 27% of respondents awarded it with a very good grade 

(4), evenly awarded by domestic and foreign guests, whereas 23 % of them awarded it with 

an excellent grade (5). These findings can indicate that hotel Turist should allocate extra 

resources and make efforts to improve the work of the employees, who are the key to 

success of every service company. 

Regarding additional hotel facilities, such as babysitting, dry-cleaning, wellness offer 

and room service, not many answers were given, which means that the guests are either not 

familiar with the additional facilities or they do not use them because of the main purpose 

of their stay. Some reply that they are not interested in all the facilities the hotel offers or 

they are simply not important to them, whereas a minority of respondents who answered 

this question mention wellness offer or rent-a-car services. 

An interesting question referred to what extent their expectations were met, and the 

answers indicate what improvements  the hotel should  introduce.  

 

Graph 3. The extent of expectation fulfilment of the hotel guests 
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Most guests surveyed gave a positive answer to this question, with some minor 

remarks (46% ), whereas 27 % of them think that the hotel fully met their expectations, and 

the same number of guests say that it met their expectations to a small extent. 

Furthermore, the purpose of the survey was to find out if the guests, who are satisfied 

with the hotel service, would recommend hotel Turist to their friends, business partners 

and family. 85% of them were satisfied with the hotel service and they would definitely 

recommend it to their friends, business partners and the family. The reasons for this would 

be a very good service and kind personnel as well as tidiness and cleanliness of the hotel. 

A lower percentage of them (15%) mention poor room equipment and a lack of additional 

facilities as the main  reasons for their dissatisfaction.   
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5.2. Activities suggested for the repositioning of hotel Turist 

 

According to the research results and the development vision of  the hotel company it may 

be concluded that the hotel should be upgraded to the 4 star level. The relationship between 

the employees and their superiors should be improved, and service offer enriched with new 

and innovative facilities. By following the trends imposed by different tourist groups, in 

fact business clients the company will ensure better quality, efficiency and profitability. 

The hotel wants to contribute to the development of Varaždin as a tourist destination by 

incorporating its new programmes in the town offer, which corresponds to the intentions 

expressed in the town's development strategy and guests' wishes who require new facilities. 

Furthermore, it is necessary to invest into the quality of accommodation units and food and 

beverages department in order to satisfy both domestic and foreign guests. 

      Services of wellness centre might be offered as an additional facility to all the 

potential clients who want a rest from a stressful living and who want to get relaxed over 

the weekend or a few working days for groups of business people. In this way it becomes 

possible to offer certain services throughout the year. All this can be combined with 

gastronomic and cultural offer of the hotel, the town and the area. That would attract 

weekend guests who come to Varaždin for various reasons such as hunting, visiting Marija 

Bistrica, a religious centre or a short sightseeing tour if they are guests in transit. There is 

also a possibility for the tourists who visit the castles of north-western Croatia to stay in the 

hotel. 

A positive hotel image should be enhanced by a new, modern logo with its elegant 

and sophisticated design. Promotion activities should focus on the experience of quality 

that would satisfy the guests, no matter if that experience is related to restaurant 

atmosphere or communication with the reception personnel. Likewise, the hotel's 

entertainment facilities should offer quality service to the guests. 

Further suggestions regarding new services in the process of hotel repositioning 

include catering service in the hotel and outside of it. Having that on mind, further 

education should be provided so that all the employees are trained to perform all tasks in 

crisis situation, such as organising several receptions at the same time, as well as  

retirement parties and birthday parties. Positive experiences and attitudes of the guests 

would help in managing the  repositioning process efficiently. 

 

6. Conclusion 

 

As any other hotel company, hotel Turist also must follow market changes, analyse its 

current position and predict its future position and continuously research the perception 

and attitudes of its existing, but also potential guests. Consequently, hotel Turist should 

keep a close eye on competitive hotels and their strategic moves, as it cannot rely on its 

long tradition, monopolistic position it has because of the size of its accommodation 

capacities or convenient location. Besides that, it is essential to enhance both vertical and 

horizontal communication in the hotel, as well as communication with the guests who are 

the most important link in hospitality sector. 

Consumers of hotel services are becoming more demanding with regard to quality 

and range of services offered. Therefore, the hotel company must set high goals. The goals 

of hotel Turist related to the repositioning include necessary investments in renovation, 

employee training and business reorganisation, as well as a higher quality, which will 

result in developing and strengthening positive attitudes of consumers, namely targeted 

hotel guests. 
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Abstract 

 

The recent financial crises have proven that the major social impact of the activities of the 

most major commercial and investment banks is through improper management of 

transaction, portfolio and reputational risks. Although they and their key stakeholders 

agree that financiers bear significant responsibility for the environmental and social 

impacts of the operations they finance, they do not go beyond the recognition of 

environmental and social responsibilities driven to a large degree by outside pressures of 

environmental organizations such as Friends of the Earth (FoE) and the Rainforest Action 

Network (RAN). They challenged the industry with high-profile campaigns that 

highlighted cases in which commercial banks were “bankrolling disasters”. In 2002, a 

global coalition of non-governmental organizations (NGOs) including FoE, RAN, WWF-

UK and the Berne Declaration came together to promote sustainable finance in the 

commercial sector. This informal network subsequently evolved into BankTrack, whose 

vision for a sustainable finance sector was expressed in the Collevecchio Declaration of 

January 2003.  

         In this paper we will put forward the main agent in improper management of 

transaction, portfolio and reputational risks of commercial banks, the interest rate. No 

economic system can sustain its health and vigor or contribute positively to the 

achievement of its socio-economic goals without the support of sane and equitable money 

and banking system. The money and banking system should hence be reformed to eschew 

the excesses and imbalances which promote inequalities, conspicuous consumption, and 

unhealthy monetary expansion to the ultimate detriment of all.  

 

Keywords: Islamic finance, income smoothing, prospective utility, interest free finance 

JEL classification: G17, G21, G35 

 

1. Introduction 

The rapid growth of Islamic finance and its ethical foundations make it an increasingly 

serious alternative to conventional finance. Both New York and London have launched 

indices affiliated to their main Dow Jones and FTSE indices, to provide a benchmark for 

equity prices for investments in Islamic financial institutions. The UK Government has 

also played a major role in trying to make the City of London the global centre of Islamic 

finance by extending support wherever possible, including the abolition of double stamp 

duty on Islamic mortgages, and the recently announced plans to test the feasibility of 

issuing Shari’ah-compliant sukuk bonds. The 2007 Budget introduced new measures for 

sukuk bonds to be issued, held and traded on the UK financial market (Tayyebi, 2008). 

         Islamic finance claims to be compliant with the principles of Islamic law 

(Shari’ah). In terms of finance, indeed Shari’ah explains in detail the ethical concepts of 

money and capital, the relationship between risk and profit and the social responsibilities 

of financial institutions. 
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         The most well-known aspect of an Islamic financial system is the prohibition of 

paying or receiving interest on capital. Essentially, any positive, fixed, predetermined rate 

tied to the maturity and the amount of principal, which is guaranteed irrespective of the 

performance of the investment, is considered riba and is so prohibited.  

         Contractual risk is also forbidden. In general, this prohibits the selling of goods or 

services that the seller is not in a position to deliver or the making of a contract which is 

conditional on an unknown event.  

         Although the prohibition of interest can indeed is viewed as the nucleus of Islamic 

doctrine relating to finance, there are a number of other supporting principles which 

provide guidance for an Islamic financial system (Tayyebi, 2008): 

• Advocating risk sharing 

• Promotion of entrepreneurship 

• Discouraging speculative behavior 

• Preservation of property rights. 

        Given the restrictions outlined above, modern-day scholars have developed 

principle modes of financing which can be applied to contemporary financial scenarios 

while adhering to Islamic principles. Some common financial instruments currently being 

utilized in Islamic finance in various forms are as follows. 

        Murabaha: this is effectively cost-plus financing, as used for trade and asset 

finance, allowing deferred payment by customers.  

         Istisna’a: aimed at long-term construction projects 

         For asset finance Ijara: this is a quasi-debt instrument, essentially equivalent to 

leasing.  

         Equity-like instruments Musharakah: this is akin to a joint venture arrangement, 

through an equity participation contract.  

         Mudarabah: this is essentially an investment fund where one party provides the 

entire capital, and the other party provides the management. Profit sharing is agreed up-

front, although the loss is borne by the provider of the funds alone. 

         Fixed income investment Sukuk: this is an investment certificate (bond) that 

represents a proportionate interest in a well-defined pool of assets that yield income and 

capital returns.  

         Differences of opinion from Shari’ah scholars on whether certain practices or 

products are Shari’ah compliant continue. A common set of standards and closer links 

between regulators and standard setters such as AAOIFI, the IFSB and the FSA are crucial. 

         The nuances of Islamic jurisprudence and its assimilation with conventional 

banking require a great deal of expertise. Investment in training and formal qualifications 

will be vital to attract and maintain the right level of professionals to allow the industry to 

develop.  

         As would be expected with a relatively recent phenomenon, there remain legitimate 

concerns over the mechanics and regulation of Islamic finance. Although, a Congressional 

Research Service report on Islamic finance in July 2008 notes: ‘Some also view the 

integration of ethics and values into finance as a positive development, with many 

investors reportedly considering SCF (Shari’ah compliant finance) to be more reliable than 

conventional financing, given the recent global credit crisis and fears of economic 

recession’, many religious Muslims still are not confident about the Shari’ah compliance of 

Islamic finance. 

         The most serious questions around the Shari’ah compliancy of Islamic finance are 

related to the income smoothing. 

Islamic banks are more inclined to set up an allowance for loan loss provision 

(LLPs) to absorb any future losses (Taktak, et.al. 2010; Ahmed et. al. 1999; Anandarajan 

et. al. 2003, 2005; Hasan et.al 2004; Ismail et. al. 2002, 2005; Zoubi 2007). To avoid bank 

runs, Islamic financial institutions are also encouraged by Islamic Financial Services Board 
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(IFSB), and their Shari’ah Boards to use profit equalization (PERs) and investment risk 

reserves (IRRs) (Sundararajan 2007) to keep stable returns to reward investment account 

holders (IFSB 2010). They also use devices like deposit insurance (DIs).  

Income smoothing devices cause an almost constant return rate seemingly bench 

marked to the London Interbank Offered Rate, LIBOR. In this research, possible outcomes 

of the removal of one the most important devices of the income smoothing, profit 

equalization reserves (PERs) is discussed. 

 The methodology of the work is analytical discussion on adopted hypothetical 

scenarios. Although hypothetical, scenarios represent the most probable situations in 

reality. The utility chart in Fig.2 can be adjusted to local realities by appropriate field 

works. 

 

2. Income Smoothing by Profit Equalization Reserves (PERs) 

PER is a mechanism act to mitigate the fluctuation of Rates of Return arising from the flux 

of income, provisioning and total deposits (Child, 2009). 

         The creation of PER is to ensure that Islamic Banking Institutions (IBIs) Rates of 

Return remained competitive and stable. During times of low returns to depositors and 

investors, IBIs can choose to utilize the PER to improve and stabilize the Rate of Return to 

its depositors and investors. The main purpose is to protect depositors and investors 

interest as far as possible. 

         Currently, PER can be allocated up to a maximum 15% of the total gross income 

every month. The formula for how much PER can be allocated is as follows: 

PER (maximum monthly provision) = (15% x gross income) + net trading income + other 

income + irregular income such as recovery of non-performing financing (NPF) and write 

back of provisions. 

          In Malaysia, as per BNM Guidelines, IBIs are only allowed to maintain a maximum 

accumulated PER of 30% of Islamic Banking Shareholders’ Fund. 

         The IBIs may write back the PER into the total gross income, at their discretion, in 

the event that the prevailing rates have become less competitive. PER is recognized as a 

liability in the Balance Sheet and as an expense in the Income Statement. 

         Misconception by IBIs on PER 

         Although IBIs are given the right to allocate some of its income into PER, it is not 

right for IBIs to treat PER as another source of income as most bankers assume. PER is a 

way on how an IBI can manage or control its Rates of Returns. By right, any income 

generated from the utilization of funds i.e. depositors funds, must be returned back in full 

to customers accordingly. But this may be a partly solution since the depositors due to 

change by the time, a profit realized by one’s investment will be paid to an irrelevant 

investor. 

          The best is the abolishment of all income smoothing devices. 

 

3. What Happens if Profit Equalization Reserves (PERs) are Removed? 

Islamic banks afraid of the bank run, if they reflect the real profits and losses of 

investments in their periodic profit and loss share dividend distribution reports.  It is not 

possible to have an excess to the exact data of the profit and loss reports of Islamic 

financial institutions just like others. Since their long term profit dividends are around 

LIBOR, we may create hypothetical scenarios about the history of the return rates of a 

certain Islamic Bank, which distributes normally with a mean of LIBOR and with several 

variances. Let as assume that LIBOR is around 3% in the 120 months of the period of our 

study: 
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Figure 1. Return rates of investors in four scenarios with expected value around LIBOR, and with several 

STDVs; a) 1, b) 0.5, and c) .1 

 

Although expected monetary values (EMVs) are almost the same, around LIBOR of these 

nightmare scenarios for Islamic Bank managers, they are different in the risk they 

undertake.  

 

3.1 Risk Profile of Investors 

 

To predict the investor response to these scenarios, EMVs are not sufficient, and we must 

run a field work with the questions derived from the underlying probability distributions of 

these scenarios which also take the risk averseness of the investors (Khan et. al. 2001; 

Sundararajan 2005, 2007). 
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Which business you invest? 

 

Table 1. Investments 1, 2, and 3 correspond to the worst, medium and best scenarios. 

 

 Investments 

Probability 1 2 3 LIBOR 

30% 0.50% 0.75% 0.95% 1% 

70% 1.50% 1.25% 1.05% 1% 

Choice     

 

Investments 1, 2, and 3 correspond to the worst, medium and best scenarios. The fear of 

bank run is baseless if at least ¼ of objects of the field search choose investment 1.    

         The distribution of choices between alternatives gives the risk profile of potential 

investors in the society of the Islamic Bank which it operates in. If this research reveals 

that many investors are still eager to invest under higher risks of Investment 2, and 3, the 

Bank managers should not hesitate to abolish profit equalization reserves (PERs). 

 

3.2 Utility of Profit-Loss Shares for Muslim Investors 

 

Another field work may be devised to elicit the utility profiles. Islamic Bank managers 

must run this field work with the questions relevant for eliciting utility profiles of potential 

investors in the country if not globally. 

 

 
Figure 2. Utility profile of a Muslim investor. To this hypothetic investor, the highest possible return rate 7% 

has the utility 1. The lowest acceptable return rate -2% (2% loss) has the utility 0, and the midpoint of 0.5 

utility is given to 1.5% return rate. 

 

3.3 Decision Trees for Muslim Investors 

 

Because of the prospective utility understanding of human beings, and interest rate 

averseness of Muslim investors, for the Muslim investors, do not have any incentive in 

deviating from investing at an “interest rate free” business, to an “interest rate paying” one. 

A risky worst case Islamic Bank’s Profit Loss Sharing accounts’ profit-loss reward history 

reveals that the next time bucket may give annual 1.5% profit share with probability 0.7, 

and annual 0.5% profit share with probability 0.3, while a traditional commercial bank 

gives the LIBOR of 1% for sure. The expected monetary value (EMV) of Profit Loss 

Sharing Account is 1.065%, while investing the capital in a traditional commercial bank 

gives LIBOR for sure. Although Islamic Banks EMV is higher, EMV is not so effective on 

the decisions since it does not take the risk factor into account. If the risk factor is counted, 

any risk adverse investor without Islamic values may be indifferent between the two 

options. Risk profiles of decision makers are represented in their utility profiles. We can 

demonstrate it better on a decision tree: 
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Figure 3. Decision tree for a Muslim investor. 

 

Considering the utility profile of the hypothetic Muslim investor in Figure 2,  the utility of 

profit share rate of 1.5% has the utility 0.5, while the utility of profit share rate of 0.5% has 

the utility 0.35. Therefore the expected utility of Islamic Bank’s Profit Loss Sharing 

account is 0.45, while the utility of a traditional commercial bank investment is zero. 

         The other most important factor related to the bank runs is the prospective utility 

perception of investors.  

 

3.4 Prospective Utility Perception of Investors 

 

Prospective utility is widely used by investors. They tolerate temporal loses, if there is a 

potential higher profit possibility. To understand how prospective utility understanding 

works, we may use exponential smoothing (Brandimarte, 2011).  

         Let us consider the above four rate of return data, as time series. Along the time, 

investors use these data to formulate their prospective expectations for the next time 

bucket. The graphs in Figure 2 reveals that temporal losses do not discourage investors, 

taking the past data into consideration, they are ready to give time to the Islamic Bank 

managers to compensate these losses.  
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Figure 4. Prospective utilities of investors (squares) in the view of realizations of the variable return rates in 

Figure 1. a) Worst scenario, b) Medium scenario, c) Best scenario 

 

4. Conclusion 

When they smooth their accounts, Islamic bank Managers and their Sharia Boards think 

that, if they reflect the real profits and losses of investments in their periodic profit and loss 

share dividend distribution reports, they will confront with the bank run. In this article it 

has been shown through hypothetic scenarios that, Bank managers should not hesitate to 

abolish profit equalization reserves (PERs) and other account smoothing devices to save 

the image of Islamic Banking as an interest rate free alternative to the traditional banking. 

Of course prior confirmations of these hypothetic scenarios are necessary through serious 

field researches. 
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Abstract 

 

The main objective of this paper is to research the extents of financial crises impact on 

company’s financial performance in Bosnia and Herzegovina. The ongoing global 

financial crisis put a number of countries into recession and deeply impacted company’s 

financial performance. Many companies in Bosnia and Herzegovina entered into liquidity 

and solvency problems which put stock indexes into a downward spiral. In order to 

quantify the extent of financial crisis impact, we examined financial statements of the 

largest national companies listed on Sarajevo Stock Exchange. 

 

Company’s financial performance have been observed before and during the ongoing 

financial crises, selecting year 2007 which anticipated financial crisis and year 2010 when 

the financial crises reached its full extent. The working hypothesis of the paper is that 

financial crises has significant effects on company’s financial performance. Different 

parametric and non-parametric statistical tests for a paired sample were applied to test the 

stated hypothesis, using SPSS 17 software. Results indicate that financial crisis has 

significant effects on companies’ performance. Qualitative examination also indicated the 

lack of disclosures and notes within financial statements of observed companies. 

 

Key words: Financial Crisis, Financial Performance, Zeta score, Bosnia and Herzegovina 

JEL classification: M41 

 

1. Introduction 

 

The world’s economy experienced several financial crises from the beginning of the 21
st
 

century. The ongoing global financial crisis came to the focus of the business and media 

world in September 2008, accompanied with a failure of a number of American financial 

institutions. Several recent studies (Hinton, 2008; Taylor, 2009) support the thesis. A 

number of countries went into recession which deeply impacted company’s financial 

performance. Many companies all around the world entered into liquidity and solvency 

problems which put stock indexes into a downward spiral.  

The main objective of this paper is to research the extents of financial crises impact 

on company’s financial performance in Bosnia and Herzegovina, focusing on the listed 

companies with a largest stock turnover. We examined how the company’s financial 



584 

performance differs during financial crises and before it, trying to identify the changes 

affected companies doing business in undeveloped capital markets. 

Financial performance is measured by BEX index, which is predictive statistical 

ratio model for determining company’s excellence. Belak and Aljinovic Barac constructed 

this model based upon Altman’s Z-score, taking into consideration characteristics of 

financial reporting and specifics of Croatian capital in Croatian capital market. Considering 

the fact that Bosnia and Herzegovina has similar business environment as Croatia, we 

decided that BEX index is more appropriate than Z-score, which is originally made for 

USA market. 

In order to find out if accountants and managers, who are responsible for preparing 

financial statements, pay enough attention to disclosing about chosen accounting policies, 

we conducted detail qualitative examination of financial statements of sample companies.  

According to the obtained results we derived some recommendations from the 

accounting point of view. Standard setters and jurisdiction should aim to define a set of 

principles and actions that could prevent negative effects of the crisis on BH economy. The 

information produced by the accounting system of an enterprise should enable external 

parties to know about the financial performance of that enterprise. Only transparent 

financial statements could regain investors and lenders trust and help our companies to 

improve their financial performance in the future. 

The paper is organized as follows. In section 2 we review literature and discuss 

theoretical background for the research. In section 3 we describe sample selection criteria 

and applied methodology. Section 4 presents verification of empirical evidence through the 

sample of BH listed companies. The paper ends with concluding remarks. 

 

2. Theoretical background 

 

There are a large number of studies which explored effects of financial crises on 

companies’ performance. They can be generally divided into two categories. First one 

includes researches of the impact of crisis on accounting performance (i.e. different 

financial ratios). Second one deals with the influence of financial crises on stock prices.  

Joan and Miller (2002) explored performance of Korean domestic banks during 

Asian financial crises. They used return on assets and return on equity as performance 

measures and applied correlation tests with items from profit and loss account and 

macroeconomic indicators. For the sample period from 1991 to 1998 they found a great 

amount of significant correlations. They expanded research and included also the foreign 

banks operating in Korea. The research results indicated that foreign banks did not 

experience the same negative effects of crises on their performance as domestic ones, 

which suffered more severally from the Asian crises. Park et al (2009) studied how export 

demand shocks, associated with the Asian financial crises, affected Chinese exporters. 

They found that companies whose export destination experience greater currency 

depreciation have slower export growth, which leads to decrease of their productivity and 

other performance measures. Li and Zhu (2010) studied the impact of crises on 

performance of Chinas’ listed logistics companies and concluded that crises affected their 

performance. Wang et al. (2010) researched the impact of financial crises on performance 

measures of listed companies in Chinese military industry. The research results showed 

that operating performance of more than half sample companies were deeply negatively 

affected during the crises which was not the case in the rebound period of crises followed 

by market stability.  

A wide number of studies explored impact of financial crises on stock market 

performance. Gonenc and Aybar (2006) examined the impact of concentrated ownership 

and business group affiliation on the Turkish company’s performance during the financial 

crises. They tracked balance sheet currency exposure, international involvement and 
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company’s size. They concluded that balance sheet currency exposure is the key 

determinant of the company performance in the crises conditions. After analysing stock 

market performance they found that lower stock market performance accompanies higher 

concentrated ownership. Flouris and Walker (2009) examined performance measures of 

three major airlines in the United States during the crises, one low-cost airline and two full-

service airlines. The research results showed that low-cost airline had better performance 

due to lower operating costs. They expanded research and examined the crises effects on 

company’s stock performance and proved that a number of factors like consumer trust, 

product offering, corporate structure, workforce and working practice contributed to 

company’s relative success during the global crises. Belak and Aljinovic-Barac (2011) 

researched the impact of the crises on performance of Croatian listed companies whose 

stocks are included in official stock exchange index. Results indicate that financial crises 

had no significant effects on company’s performance. 

Most of above mentioned studies are performed in developed market-oriented 

countries and only few concentrate on the effects of financial crises on company’s 

performance within emerging economies like Bosnian. “Emerging markets are 

fundamentally different from the developed ones, as they are characterized by lower 

liquidity and frequent internal and external shocks, like inflation, depreciation of local 

currency, credit rating changes, etc.” (Zivkovic and Aktan, 2009:150) Thus, effects of 

financial crises on company’s performance in emerging economies differ from effects 

recorded in developed economies and should be explored separately. 

Previous studies mainly focused on companies in one industry, e.g. public service, 

financial institutions, utilities etc. Our research differ form above mentioned and offers a 

significant contribution in few areas: first, sample selection criterion was a company’s 

active share trading and we selected listed companies with a large stock turnover from all 

industry sectors; second, synthetic score as liner combination of four financial ratios was 

used as company’s performance measure; third, the fact that financial crises existed in a 

certain period of time is taken as an axiomatic truth and not tested in the model; and fourth, 

qualitative analysis of company’s financial statements has been conducted in order to draw 

attention on accountants role during financial crises. 

 

3. Research design 

 

In order to quantify the extent of financial crisis impact, we examined financial statements 

of the national companies listed on Sarajevo Stock Exchange with a largest stock turnover. 

We examined company’s financial performance before and during the ongoing financial 

crises, selecting year 2007 which anticipated financial crisis and year 2010 when the 

financial crises reached its full extent. The working hypothesis of the paper is that financial 

crises has significant effects on company’s financial performance. Different parametric and 

non-parametric statistical tests for a paired sample were applied to test the stated 

hypothesis, using SPSS 17 software. Results indicate that financial crisis has significant 

effects on companies’ performance. 

 

3.1. Sample selection 

 

The information produced by financial statements for the year 2010 (published on 

www.sase.ba )  of 42 listed companies are reviewed and 24
183

 companies, whose stocks 

                                                 
183 We reduced sample from 34 originally selected companies to 24, due to large negative BEX indexes 

(below -1) already existing in the year 2007. It means that 10 companies, despite immanent stock turnover, 

achieved extremely bad performance measures in 2007. According to the literature (Belak and Aljinovic-

Barac, 2007) authors concluded that these facts could deteriorate research findings and therefore these 

companies have been left out from the sample. 

http://www.sase.ba/
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have been traded in Sarajevo Stock Exchange since 2007, were selected in the sample 

(around 4 % of total listed companies). Financial institutions are excluded from sample due 

to difference in assets and liabilities structure. To prove that selected sample is 

representative a detail research of total population is conducted. Percentage of total 

turnover covered by selected companies is shown in the table below. 

 

Table 1. Sample description  

Company Turnover 
% of total 

turnover 

Number of 

transactions 

% of total 

transactions 

  BH Telecom d.d. 

Sarajevo 
6.084.024 KM 14,33% 2.216 24,97% 

Bosnalijek Sarajevo 6.822.830 KM 16,07% 2.293 25,84% 

  JP Elektroprivreda BiH 

dd Sarajevo 
4.281.362 KM 10,08% 828 9,33% 

  Fabrika duhana Sarajevo 

dd Sarajevo 
3.255.323 KM 7,67% 1.328 14,96% 

  GP Bosnaputevi d.d. 

Sarajevo 
2.093.889 KM 4,93% 4 0,00% 

  Sarajevska Pivara dd 

Sarajevo 
1.066.808 KM 2,51% 32 0,00% 

Vispak Visoko 3.797.517 KM 8,94% 96 1,08% 

Others from the sample 2.197.975 KM 5,18% 816 9,20% 

Subtotal 29.599.728 KM 69,69% 7.613 85,79% 

Others 12.867.931 KM 30,29% 1.261 14,21% 

Total for the free market 

segment 
42.467.659 KM 100,00% 8.874 100,00% 

Source: 2010 Summary Annual Report of the Securities Commission of the Federation of 

Bosnia and Herzegovina and  www.sase.ba (13.12.2011.) 

 

The main reason why we decided to select companies in the sample with regard to 

stocks turnover is an interesting fact that the vast majority of companies listing on Sarajevo 

Stock Exchange do not have active share trading. The value of turnover in 2010 in the 

primary free market was 27.047.097,22 KM or 31,02% of the total turnover. The value of 

turnover in 2010 in the secondary free market was 15.420.561,45 KM or 17,68% of total 

turnover. Looking at the previous table we can see that only 7 companies from our sample 

cover almost 40% of total free market turnover and almost 77% of total free market 

transactions. In that way, all 24 companies from our sample make almost 70% of total free 

market turnover and 86% of total free market transactions which makes it representative.  

 

3.2. Variable description 

 

Company’s financial performance is measured by BEX index, which is predictive 

statistical ratio model for determining company’s excellence. Belak and Aljinovic Barac 

(2007) constructed this model based upon Altman’s Z-score, taking into consideration 

characteristics of financial reporting and specifics of Croatian capital in Croatian capital 

market. Considering the fact that Bosnia and Herzegovina has similar business 

environment as Croatia, we decided that BEX index is more appropriate than Z-score, 

which is originally made for USA market. The score is calculated as follows: 

 

BEX = 0.388*ex1 + 0.579*ex2  + 0.153*ex3  + 0.316*ex4, where: 

 

EX1 =  EBIT/Total assets. This ratio measures company’s excellence as EBIT in 

relation to total capital. EBIT is version of return on assets, indicating company’s ability to 

extract profit from its assets, before interest and tax deductions. As some companies shrink 

their equity base in order to show high rates of return on shareholder’s equity, review of 

http://www.sase.ba/
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this ratio can be instructive. EX1 also serves as a model tether, precluding extreme values 

of the score. The higher ratio indicates higher excellence of the company. Acceptable level 

in our case is 17%. 

 EX2 = Net operative income/(subscribed capital x 0.04). Ratio EX2 measures a 

company’s economic profit as the surplus between revenue that investor has from 

investment and all costs associated with investment. The subscribed capital multiplied by 

value 0.04 is the opportunity cost, the return that investor can obtain by putting his money 

into a relatively risk-free investment. A standard value of economic profit in a healthy 

company is 1. The higher the ratio, the better is the position of the company. 

 EX3 = Working capital/Total assets, where working capital is calculated as the 

difference between current assets and current liabilities. The ratio measures company’s 

liquidity as net current assets expressed as a percentage of its total assets. Low ratio 

indicates insufficient liquidity. Furthermore, a company with negative value will probably 

experience problems meeting its short-term obligations. The acceptable level in our case is 

25%. 

EX4 = (5 x (Net income + depreciation + amortization) )/Total liabilities measures 

the company’s financial strength as cash earnings in relation to total liabilities. The ratio 

indicates the time necessary to cover all liabilities with free cash – cash revenues less cash 

expenses, excluding the costs of depreciation and amortization. The shorter the cash 

coverage time, the higher the company’s excellence. The standard value in a healthy 

company is 20%, and the maximum value of the ratio in BEX model is 10 because impact 

of ex4 to business excellence is nonlinear. However, cash coverage time shorter than six 

months does not have significant impact on company’s business excellence. 

 Generally speaking, the greater the BEX index, the better the total excellence of the 

company. To be more precise, BEX distinguishes between first class companies, those 

showing signs of excellent growth, very good ones, and borderline investment 

opportunities. Detail description is shown in the following table. 

 

Table 2. Business excellence index (BEX) 

 

BUSINESS EXCELLENCE INDEX 

(BEX) 

BUSINESS EXCELLENCE RANK 

Greater than 6.01 for 4 years in a row  World class 

Greater than 6.01 World class 

4.01 – 6.00 Excellent 

2.01 – 4.00 Very good 

1.01 – 2.0 Good 

0.00 – 1.00 Borderline 

Negative Company’s existence threatened  

 Source: Belak, Aljinović-Barać (2007) 

 

4. Results 

 

In the firs part of the empirical study we observed performance measures of selected 

company’s before (in year 2007) and during the ongoing financial crises (in year 2010). 

Calculated values of BEX index and belonging BEX ranks are presented in the table 

below. 
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Table 3. Business excellence index (BEX) of the listed BH companies included in the 

sample 

 
Company 2007 2010 

BEX INDEX BEX RANK BEX INDEX BEX RANK 

Alpina FOGS 

Sarajevo 

0,177 Borderline 2,111 Very good 

BH Telecom 3,081 Very good 2,119 Very good 

Borac Travnik 0,953 Borderline -0,089 Company’s 

existence 

threatened 

Bosnalijek 

Sarajevo 

3,360 Very good 2,112 Very good 

Bregava Čapljina 0,284 Borderline 0,783 Borderline 

Energoinvest -0,081 Company’s 

existence 

threatened 

-0,202 Company’s 

existence 

threatened 

Fabrika Duhana 

Sarajevo 

3,841 Very good 2,036 Very good 

GP Bosna -0,638 Company’s 

existence 

threatened 

-5,218 Company’s 

existence 

threatened 

JP 

Elektroprivreda 

Sarajevo 

-0,415 Company’s 

existence 

threatened 

0,309 Borderline 

Krajinaputevi 

Bihać 

0,382 Borderline -4,494 Company’s 

existence 

threatened 

Magros Metal 0,209 Borderline 1,550 Good 

Metalno Zenica 1,431 Good 0,279 Borderline 

Natron Maglaj -0,354 Company’s 

existence 

threatened 

-0,443 Company’s 

existence 

threatened 

Pivara Sarajevo 5,581 Excellent 6,414 World class 

candidate 

Pivara Tuzla 0,922 Borderline -1,291 Company’s 

existence 

threatened 

RMK promet 

Zenica 

0,279 Borderline -0.073 Company’s 

existence 

threatened 

Sarajevotekstil 0,026 Borderline -0,016 Company’s 

existence 

threatened 

Siporex Tuzla -0,332 Company’s 

existence 

threatened 

-0,365 Company’s 

existence 

threatened 

Solana Tuzla 0,815 Borderline 1,697 Good 

Tvornica alata 

Goražde 

0,017 Borderline -8,979 Company’s 

existence 

threatened 

Tvornica cementa 

Kakanj 

14,430 World class 10,196 World class 

Unis Ginex 

Goražde 

1,883 Good 2,871 Very good 

Vispak Visoko 0,515 Borderline 0,510 Borderline 

ŽGP Sarajevo 1,178 Good -0,599 Company’s 

existence 

threatened 

Note: Estimated aaccording to data from authors’ database. 
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We conducted unvaried statistic analysis. Observations are paired because they are 

performed on the same sample in different conditions. We used parametric two sample 

paired t-test and nonparametric Wilcoxon signed rank test to calculate the significance of 

mean differences of BEX index before and during financial crises. We also calculated 

correlations between samples. Results are shown in the tables below. 

 

Table 4. Descriptive statistics 

 

 N Minimum Maximum Mean 
Std. 

Deviation 

BEX 2007 24 -0,638 14,430 1,56433 3,141913 

BEX 2010 24 -8,979 10,196 0,46742 3,626193 

Valid N 

(listwise) 

24 
    

Note: Calculated according to data from authors’ database. 

 

Table 5. Paired Sample Correlations 

 

    N Correlation Sig. 

 

Pair 1 

 

BEX 2007 & BEX 2010 

 

24 

 

0,743 

 

0,000 

Note: Calculated according to data from authors’ database. 

 

Table 6. Paired Sample Test 

 

    t df 
Sig. (2-

tailed) 

 

Pair 1 

 

BEX 2007 & BEX 2010 
2,179 23 0,040 

Note: Calculated according to data from authors’ database. 

 

As it can be seen from the presented data, values of company’s performance index 

before and during the financial crises are found statistically significant correlated (r = 

0,743 and p = 0,000). Furthermore, paired two-sample t – test is also found statistically 

significant (t = 2,179 and p = 0,040). These results suggest that a financial crisis has 

significant effect on company’s performance in Bosnia and Herzegovina. 

 Since the paired differences come from a population whose distribution is not a 

priori normal, the parametric test may not be the most powerful one and sometimes may 

provide misleading results. Thus, we also conducted nonparametric Wilcoxon paired 

signed rank test as the most common alternative to two sample paired t –test. Research 

outcomes are presented in the table below. 
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Table 7. Wilcoxon Signed Ranks Test 

 

 

Note: Calculated according to data from authors’ database. 

 

According to results of Wilconxon Signed Ranks Test, given in the table above, 17 

of 24 companies (71%) achieved worse financial performance during the crises then before 

it. Eight of them went into lower BEX rank and the other seven remain in the same BEX 

rank. At the same time, 7 of 24 observed companies (29%) achieved better performance 

(larger BEX index) during the crises then before it. Most of them (6) achieved better BEX 

rank and the rest of them (1) kept the same BEX rank. It is important to stress that during 

the ongoing financial crises 7 companies entered a category “existence threatened”, which 

contributed that almost half of sample companies during the crises ended in that category. 

This can be assigned as an obvious effect of financial crises. Wilcoxon nonparametric 

paired sample test showed that mentioned differences in company’s performance measures 

before and during the financial crises are statistically significant (Z = -1,971 and p = 

0,049). 

We also conducted detail qualitative examination of financial statements of sample 

companies. Results indicated that accountants and managers, who are responsible for 

preparing financial statements, do not pay enough attention to disclosing about chosen 

accounting policies. Research findings indicated the lack of disclosures and notes within 

financial statements of all 24 observed companies in both observed periods. 

 

5. Conclusion 

 

The ongoing financial crisis is one of several crises that hit world’s economy. Many 

empirical studies concerning these issues have been conducted, but only few have focused 

on emerging economies with undeveloped capital market like Bosnia and Herzegovina. 

This study examines weather a company’s financial performance is negatively affected by 

financial crises. Verification of empirical evidence is provided through the sample of 24 

Bosnian listed companies with the highest stock turnover on Sarajevo Stock Exchange. 

Research findings showed that financial crises had significant effects on observed 

company’s performance. 

According to the obtained results we derived some recommendations from the 

accounting point of view. Standard setters and jurisdiction should aim to define a set of 

principles and actions that could prevent negative effects of the crisis on BH economy. The 

information produced by the accounting system of an enterprise should enable external 

parties to know about the financial performance of that enterprise. Only transparent 

financial statements could regain investors and lenders trust and help our companies to 

improve their financial performance in the future. 

  

  N 

Mean 

Rank 

Sum of 

Ranks 

Negative Ranks 

(BEX 2010 < BEX  2007) 
17 12,88 219,00 

Positive Ranks 

(BEX  2010 > BEX Rank 2007) 
7 11,57 81,00 

Ties 

(BEX Rank 2010 = BEX Rank 2007) 
0   

Total 24   

Z -1.971 

Asymp. Sig. (2-tailed) 0,049 
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  It is an accepted fact that an enterprise’s transparency to outsiders is determined by 

the information it discloses in its financial statements. Investors, creditors and other 

stakeholders use accounting information as an input into their decision-making. If a policy 

of complete and objective disclosure is not followed while preparing the financial 

statements, the users of accounting information are likely to be misled and therefore they 

may not be able to take the appropriate decisions in a timely fashion. 

It seems that, as a result of the lack of proper disclosure in the accounting reports of 

domestic enterprises, the users of accounting information can not receive the early warning 

signals about deteriorating financial conditions and are therefore not able to make 

adjustments accordingly. It is difficult, if not impossible, to say to what extent disclosure 

deficiencies and non-transparency of financial statements were responsible for triggering 

the financial crisis, but there is general agreement that they played a crucial role. 
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Abstract  

 

The idea that you are what you buy – that possessions confer status – has long existed and 

guided some purchasing behavior. Although the players and what is consumed have 

changed over the years, the game of buying goods to signal status has remained essentially 

the same.  The main purpose of this paper is to examine the effects of general consumer 

traits (i.e. materialism and susceptibility to reference group influence) on status 

consumption, using the industry context of mobile phones. Furthermore, the research was 

conducted with the purpose to analyze the perceptions of young consumers toward mobile 

phones as status symbols and to provide some insights about the relative importance of 

attributes or cues in mobile phone purchasing decision making among young consumers. 

The research instrument was made up of five sections comprising established scales that 

were already validated in previous research. The survey instrument was administered 

online to a convenience sample of university students.  A total of 201 completed surveys 

were obtained. The observed data were analyzed using several statistical methods and 

techniques (descriptive analysis, correlation analysis and multiple regression analysis). The 

results of multiple regression analysis indicate that important factors contributing to the 

prevalence of status consumption are materialism (i.e. the “centrality” and “success“) and 

value-expressive reference group influence. Additionally, findings of this study suggest 

that young consumer do not perceive mobile phone as a product that can bring perceived 

social status to the owners. Further, in their mobile phone purchase decision making, 

young consumers consider “functionality” as the most important decision-making criterion, 

followed by “technological compatibility and connectivity“, “guarantee and warranty“, 

“price“, “design”, and “image and trendiness“. Opinion of family and friends is the least 

important cue.  The significance of this study is two-fold i.e. it is important to both 

marketing and management experts because it provides an additional explanation of status 

consumption, especially in terms of personal and social traits and their impact on such 

consumption. Also, results of the present study provide meaningful managerial guidelines 

for mobile phone manufacturers.  

 

Key words: Consumer, Materialism, Reference group influence, Status, Mobile phone 

JEL classification: M30 
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1. Introduction  

"So your cell phone has a brushed-metal shell, can flip and slide four ways and has more 

buttons than an airplane cockpit. Big deal. The new status symbol is what your phone can 

do — count calories, teach Spanish, simulate a flute, or fling a monkey from a tree." 

Play Flute, Name a Tune (or Make a Call) 

The New York Times, January, 2009 

 

The mobile phone, or cell phone, has become part of our lives and part of our identity. The 

device itself, the ring tone, the screen images and the assortment of accessories can be used 

to define who we are to the outside world. Mobile phones nowadays are not luxury items 

anymore but necessities because of the various benefits and advantages the mobile phones 

offer, they became a very important part of society. The role of mobile phones as a symbol 

of status is perhaps the most evident. Elements such as the brand, size, model, features, 

screen or color can contribute to an increase or decrease in the perceived social status of 

the owner.   

Although the mobile phone has impacted people of all ages, studies have shown 

that Generation Y (consumers born between 1980 and 1994) have been the most avid user 

groups (Haddon, 2002; Haste, 2005). For instance, it is not a rare sight to find young 

people in all parts of the world “thumbing“ their mobile phones in public spaces, 

experiencing the new way to express identity and social status. Young people use mobile 

phones to prove that they are good enough to be part of a certain group or to express their 

desire to belong to a particular community, demonstrating that they share the same taste for 

technology. They are very concerned about how their phones are regarded by other people: 

owning the right brand or the coolest handset is perceived as form to gain credit and to be 

respected by their peers, standing out of others with “inferior” phones (Taylor and Harper, 

2003). “Mobiles are status, the more expensive, the cooler you are“, asserts one of the 

Norwegian youngster interviewed by Ling (2004: 85).  

Regarding the consumer purchasing behavior of a mobile phone, in addition to 

traditional marketing claim that a consumer's purchasing motivation will be influenced 

directly by the phone and service related factors such as new technology, phone design and 

appearance, the relative price, and the associated calling plan, consumer behavior research 

on consumer’s social and interpersonal environment has indicated that the mobile phone 

consumer’s final purchasing decision will also be influenced by reference groups 

(Moschis, 1976). According to Yang, He and Lee (2007) some companies are competing 

by promoting their high tech features while others compete by using the so-called “star 

power” of celebrity endorsement (i.e., movie stars) of their products. For example, LG 

Mobile Phones teamed up with fashionable stars Victoria Beckham and Eva Longoria 

Parker to promote touch screen mobile phones - LG Lotus Elite and LG Rumor Touch in 

USA during 2010. The integrated campaign, called LG Fashion Touch, promotes personal 

style and the idea that mobile phones have become the latest in fashion communication 

(http://www.digitaltechnews.com/). This shows that the reference group concept has been 

acknowledged its advantages among professional marketers as a tool to win over their 

competitors. Marketers have used different stars (reference group) to attract different 

targeted consumers as well as communicated their messages not directly to their consumers 

but via people who have influences toward them (Yang et al., 2007). This can be implied 

that the more marketers know about reference group knowledge, the more effective 

marketing strategy they can design.  

Previous studies have attempted to examine several factors influencing status 

consumption, including psychological antecedents (Marcoux, Filiatrault and Cheron, 

1997); brand associated factors (O’Cass and Frost, 2002; Shukla, 2008); high-perceived 

quality, luxury and prestige (Duesenberry, 1949); wealth association (Trigg, 2001); self-

http://www.digitaltechnews.com/
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concept (Belk, 1988; Solomon, 1983); and situational factors (Shukla, 2010).  However, 

little research has taken into account the relationship between personality traits, social 

factors and status consumption. Furthermore, a review of literature indicates that studies 

related to status consumption have been mainly conducted in US and developed European 

countries. This appears to be particularly the case within the Western Balkan countries. 

Therefore, it is desirable to conduct the study on status consumption among consumers of 

Bosnia and Herzegovina 

This study attempts to enhance the current understanding of status consumption by 

examining how young consumers in Bosnia and Herzegovina are motivated to engage in 

status consumption. Specifically, this study aims to evaluate the effect of the personality 

traits and social factors on status consumption, using the industry context of mobile 

phones. Personality traits and social factors relate to how society's members decide which 

of the status signaling products they buy make good impressions on reference group 

members. For this purpose, both personality traits and social factors are included as a 

guiding force to status consumption. The socially linked personality traits and social 

factors are namely materialism and susceptibility to reference group influence. 

Furthermore, the research was conducted with the purpose to analyze the perceptions of 

young consumers toward mobile phones as status symbols and to provide some insights 

about the relative importance of attributes or cues in mobile phone purchasing decision 

making among young consumers in Bosnia and Herzegovina. The significance of this 

study is two-fold i.e. it is important to both marketing and management experts because it 

provides an additional explanation of status consumption, especially in terms of personal 

and social traits and their impact on such consumption. Also, we expect that the result of 

this research will provide meaningful managerial guidelines for mobile phone 

manufacturers.  

The remainder of the paper is organized into the five sections. Section two gives a 

brief literature review regarding status consumption, materialism and susceptibility to 

reference group influence. In section three, the data collection procedure along with 

measures applied are described. Research findings are presented in section four. 

Conclusion and managerial implications are noted and limitations and future directions are 

discussed in section five. 

 

2. Theoretical background  

2.1.  Status consumption  

It is generally accepted by marketing and consumer researchers that one reason consumers 

buy products and services is to satisfy social needs. For example, products can serve as 

signaling devices to members of the opposite gender, they can represent owner's self-

concept to others, they can identify owners with valued reference groups, and they can 

symbolize accomplishment. Related to this last need, products can serve as status symbols, 

that is, they can signal both the social status of their owners and facilitate entry into valued 

social strata (Frank 1985; Lawrence and Nohria 2002).  

Status display was first examined by Veblen (1899) in his Theory of the Leisure 

Class, which formulated the theory of conspicuous consumption. The theory proposed that 

the major role of products was for the invidious distinction that is to inspire envy in others 

through the display of wealth. In later years, Mason (1982) took Veblen’s work and 

applied it to modern society and established the concept of status consumption, where 

people often consume products to demonstrate status to self and others. Status 

consumption can be defined as “the motivational process by which individuals strive to 

improve their social standing through conspicuous consumption of consumer products that 

confer or symbolize status for both individuals and surrounding others” (Eastman, 

Goldsmith and Flynn, 1999: 42). It is an individual difference variable that addresses a 
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person's motivation to consume for status.  It is inaccurate to assume that only the wealthy 

are prone to status consumption. Belk states that “even third world consumers are often 

attracted to and indulge in aspects of conspicuous consumption before they have secured 

adequate food, clothing and shelter” (1988: 104-105). Husić and Čičić assert that "by using 

status goods as symbols, individuals communicate meaning about themselves to their 

reference groups" (2009: 234). Therefore, status consumption is for consumers who are 

seeking self-satisfaction as well as to display their prestige and status to surrounding others 

usually through visible evidence (Eastman et al., 1997).  

More recently in the literature, the definition of status consumption has expanded 

beyond the idea of conspicuous consumption (Truong, McColl and Kitchen, 2008). O'Cass 

and McEwen (2004) describe status consumption as the personal nature of owning status 

products either for internal reasons (self-reward, with no public display of the products) 

and/or external reasons (to signal wealth through public display). While some in the 

literature offer that status and conspicuousness is one and the same (Eastman et al., 1999; 

Vigneron and Johnson, 2004), others describe status and conspicuousness as two separate 

but related constructs (O'Cass and McEwen, 2004; Truong et al., 2008). For instance, 

O’Cass and McEwen assert that status consumption is “the behavioral tendency to value 

status and acquire products that provide status to the individual” whereas they define 

conspicuous consumption as “the tendency for individuals to enhance their image, through 

overt consumption of possessions, which communicates status to others” (2004: 34). These 

very similar definitions indicate that reference groups or significant others are important 

influences in both status consumption and conspicuous consumption. The difference, 

however, should be found in the way that status consumers and conspicuous consumers 

make use of products. O’Cass and McEwen (2004) explain that status consumers might use 

products to fit into different situations, which requires the user to display prestige, success 

and status. Conspicuous consumers, on the other hand, use products to ostentatiously 

portray the products chosen, amplify their own ego or improve their social standing. While 

status consumption and conspicuous consumption might not be completely identical 

constructs it is still clear that the quest for status is an important component of both the 

practice of conspicuous consumption and status consumption. 

 

2.2.  Materialism  

The terms “materialism” and “materialistic” are used freely in ordinary conversation and 

by writers, frequently without definition. Materialism originally referred to the 

philosophical notion that only thing that exists is matter; that all things are the results of 

material interactions. In popular usage materialism more often refers to a “devotion to 

material needs and desires, to the neglect of spiritual matters; a way of life opinion, or 

tendency based entirely upon material interests,” as defined in the Oxford English 

Dictionary. The concept of materialism suggests the possessions and money are to personal 

happiness and social progress (Moshis and Churchill, 1978). Researchers have developed 

two perspectives on conceptualizing this phenomenon: materialism as a personality trait 

and materialism as a value. In his study on the meaning of material possessions, Belk 

(1984) suggested that our possessions are major contributors to and reflections of our 

identities. Based on his conceptualization of possessions as “extended self“, Belk (1985) 

combines three traits that he suggests fairly cover the domain of materialism-  

possessiveness, non-generosity and envy. These subscales capture the degree to which an 

individual holds onto his or her possessions, dislikes sharing his or her possessions with 

others, and feels negatively when others have more that he or she. In contrast, Richins and 

Dawson (1992) anchored materialism as a value system of the consumer and refocused 

materialism as a need for physical possessions both for happiness and for perceived 

lifestyle reasons. They conceptualize materialism as a personal value such that people who 
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are more materialistic have “acquisition at the center of their lives“, “view these 

possessions as an essential to their satisfaction and well-being in their life“, and “tend to 

judge their own and other's success by the number and quality of possessions accumulated“ 

(Richins and Dawson, 1992: 304). These three domains are referred as acquisition 

centrality, acquisition as the pursuit of happiness, and possession-defined success.  

Some studies (Fournier and Richins, 1991; Richins; 1994; Wong, 1997) have 

shown materialism has a direct positive effect on conspicuous consumption or status - or 

success-oriented consumption. Fournier and Richins (1991) reported that two important 

motivations for materialism are status display and self-affirmation through ownership of 

status-oriented possessions. Richins (1994) found that highly materialistic people are more 

likely to value expensive and publicly displayed possession items, which signal success 

and social status. In addition, researchers have found that, when evaluating products and/or 

brands, materialists place a greater importance on their social utility, appearance, and 

ability to convey status than do non-materialists (O’Cass and McEwen 2002). In a cross-

cultural study of students in United States, Mexico and China, Eastman, Fredenberger, 

Campbell and Calvert (1997) found that individual's propensity to engage in status 

consumption was highly correlated to his or her level of materialism. In other word, people 

who seek status through the consumption of products are likely to place greater importance 

on the material goods they acquire than are individuals who do not consume status goods.  

 

2.3.  Susceptibility to Reference Group Influence  

Crutchfield (1955, as cited in Currie, Wesly and Surherland, 2008) argues that, there are 

two types of people within a given group: there are those who lead and there are those who 

follow. Those who follow have “less self insight, less spontaneity and productive 

originality” (Currie et al., 2008: 13). While, this black-and-white perspective fails to 

consider the complexities of group dynamics and social interactions, the principle 

illustrates the force exerted on individual’s choices by proximal relationships. Those 

persons or groups, whether real or imaginary, that serves as a point of reference and is 

influential in individual’s attitudes, choices and beliefs is a reference group (Moutinho, 

1987). Bearden and Etzel defined reference group as “a person or group of people that 

significantly influences an individual's behavior“(1982: 184). Broadly defined reference 

groups are “groups, persons and institutions whom one looks to for guidance for one's own 

behavior and values, and whose opinion about oneself is valued” (Mihić, 2007: 2). Some 

examples of reference groups include family, peers, work colleagues, friends, religious and 

ethnic groups, formal social and leisure groups, trade unions, neighborhoods, teachers, and 

sports and entertainment figures (Childers and Rao, 1992; Khan and Khan, 2005; 

Moutinho, 1987).  

 

Next to the distinct types of reference groups, academic research has pointed to a 

finer separation of the type of influence at work.  Based on the literature review, Currie et 

al. (2008: 14) offered the following classifications of reference group influences:  

 Informational. Influence exerted on consumers who, faced with uncertainty, seek 

credible sources that can inform their decision. 

 Utilitarian. Individuals’ seeking to gain rewards or avoid punishment by complying 

with the expectations of others. 

 Value-expressive. Individuals require a psychological association with a group or 

person, and thus seek to emulate the reference group or accept the group’s positions out 

of a positive feeling towards the group. 

 Reflected appraisal. An individual’s self-evaluation of beliefs, actions, and behaviors 

inferred from other persons through direct interaction. 
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 Comparative appraisal. Self-evaluation through the observation of other’s behavior, 

often from a distance. 

 Informative. Individuals accept information from others as evidence of reality.  

 Normative 1. Individuals conform to the expectations of others. 

 Normative 2. Influence on general values and a basic code of behavior. 

 Comparative. Groups serve as points of reference and influence specific attitudes and 

behavior. 

 

Referring to the earlier work of Park and Lessig (1977), Bearden and Etzel (1982) identify 

three major types of reference group influences: informational, utilitarian, and value-

expressive, which are briefly described below. 

Informational influence is based on the desire to make informed decisions and 

optimize the choice. The information source will be more accepted if it comes together 

with credibility and expertise (Bearden and Etzel, 1982) or can enhance consumer’s 

capabilities and knowledge about the surroundings (Kelman, 1961). However, according to 

Yang et al. (2007) the information influence only functions when the individual regards the 

behavior and value of reference group members as potentially useful information and takes 

them into consideration. Especially when a consumer lacks the knowledge of a certain 

product and the experience of purchasing this item, one may perceive the information and 

recommendation from his/her reference group as credible and thus accept them with 

certain confidence.  

Utilitarian influence can be explained by the so-called “compliance process” in 

which an individual is willing to satisfy a certain group’s expectation in order to obtain the 

approval or to avoid the punishment from the group (Kelman, 1961).  In case of a 

disregarded product or brand, the consumer will most likely not purchase it in order to 

avoid any negative consequences exhibited by the referents. If the item is perceived to be a 

product which meets or exceeds the expectations of the referents, the utilitarian influence 

will likely drive the individual towards a purchase. A well-known example for the 

conformity in behavior is the idea of “Keeping up with the Joneses” (Assael, 2004). It 

deals with the social pressure to own new products that others already possess. People 

often strive to keep up with groups like their friends by purchasing products that they own 

as well. Usually, those products are perceived as status symbols but will soon become a 

necessity as ownership increases.  

Value-expressive influence occurs when an individual uses the perceived group 

norms and values as his/her behavior model and values. Value-expressive influence may 

be best explained by the identification process which occurs when an individual adopts 

some opinions, attitudes or behavior in order to identify himself or establish a satisfying 

relationship with another person or group.  The consumer's reasoning about products used 

by group member is: “If it is good enough and works for them, then it is good enough and 

it will be fine for me! “(Lantos, 2010: 242)  

Marcoux et al. (1997) indicated that reference group influence appears to be 

particularly important to the relationship between status consumption and conspicuous 

consumption, as both appear to be impacted by individual’s proneness to interpersonal 

influence.  
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3. Research methodology  

3.1. Sample and data collection  

Because the purpose of this study was to investigate the relationship between materialism, 

consumer’s susceptibility to reference group influence and status consumption among 

young consumers, students at a School of Economics and Business Sarajevo (SEBS) were 

chosen as target population. We acknowledge that this sample is not representative of the 

general public, but it is likely to be a reasonable reflection of consumption patterns 

amongst the youth of Bosnia and Herzegovina.  For the purpose of this study the product 

category of mobile phone was chosen for several reasons: (1) mobile phone is a product 

purchased and used by consumers of both genders and all ages; (2) mobile phone is one of 

the product that represent best status consumption behavior of university students (Fan and 

Burton, 2002); and (3) mobile phone is highly visible product used in public places.  

The primary data for this study were collected during July 2011 using an online 

survey questionnaire. The sample consisted of full-time undergraduate students enrolled in 

five courses. Selection of courses was consciously made with the intent to find both upper 

and lower division courses that would give us a diverse student sample of freshman, 

sophomores and juniors. An e-mail message including the statement of research purpose, 

the invitation to participate in the survey and the hyperlink for directing participants to the 

questionnaire was posted on a class website. 

Among the 231 questionnaires returned, 30 were discarded because the respondents 

failed to complete all of the required questions. Therefore, 201 questionnaires remained for 

use in the data analysis. The sample consisted of a slightly higher proportion of females 

(64.7 per cent) than males (43.3 per cent). The average age of sample was 23.5 years, with 

a standard deviation of 5.444. The breakdown of respondents by university standing is as 

follows: 61.2 per cent - freshman; 27.4 per cent - sophomores; and 11.4 per cent - juniors. 

The income distribution is shown in Table 1.  

 

Table 1 Income distribution  

 

Monthly Household  Income Frequency Percentage 

Below KM 500  

KM 501 to KM 1,000 

KM 1,001 to KM 1,500 

KM 1,501 to KM 2,000 

Above KM 2,000 

Total  

7 

36 

50 

45 

62 

201 

3.5 

17.9 

24.9 

22.4 

31.3 

100.0 

 

Source: Research data analysis  

 

3.2. Measurement instrument  

The research instrument was made up of five sections comprising established scales that 

were already validated in previous research. Section A measured the consumer’s 

propensity towards materialism using the 18-item Material Values Scale – MVS (Richens 

and Dawson, 1992). There are three subscales: Definining Success (item example: I admire 

people who own expensive homes, cars and clothes), Acquired Centrality (item example: I 

usually buy only the things I need), Pursuit of Happiness (item example: I have all the 

things I really need to enjoy life). Park and Lessig’s (1977) 14-item scale was used to 

assess consumer’s susceptibility to reference group influence (Section B). Those items 

cover the majority of key questions and decisions in a purchasing process so that the 
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information collected can reflect and capture the three manifestations of interpersonal 

influences - informational influence, utilitarian influence, and value-expressive influence. 

Section C measured status consumption using the 5-item scale developed by Eastman et al. 

(1999). All the responses were measured on a five-point Likert scale, with 1 – “strongly 

disagree” and 5 – “strongly agree”. In the section D participants have been asked to state 

the importance levels of eight attributes (technological compatibility and connectivity, 

guarantee and warranty, functionality, price, design, image and trendiness, social 

desirability and impressiveness and reference group preferences)  they are considering in 

mobile phone purchasing decision making, using a five-point Likert scale ranging from  1 - 

“unimportant” to 5- “very important”. The last part of the questionnaire is the demographic 

profile. It is designed to collect information about the respondent’s gender, age, university 

standing, monthly household income and living arrangement.  

 

3.3. Research hypotheses and questions  

Starting from the theoretical bases, research topic, and established aims, as well as from 

the previous research results, conceptual framework is proposed. The dependent variable 

under study is consumer’s status consumption tendencies for a selected product category – 

mobile phone. The argument is that this variable is likely to be influenced by consumer's  

level of propensity towards materialistic values (i.e. possession-defined success, 

acquisition centrality, acquisition as the pursuit of happiness) and consumer's susceptibility 

to three types of reference group influence (i.e. informational, utilitarian and value-

expressive influence). Accordingly, the following hypotheses are formulated:  

H1a: Materialism defined as centrality will have a positive influence on individual's 

status consumption tendencies.  

H1b: Materialism defined as happiness will have a positive influence on individual’s 

status consumption tendencies.  

H1c: Materialism defined as success will have a positive influence on individual's 

status consumption tendencies.  

H2a: Informational reference group influence will be positively related to individual's 

status consumption tendencies.  

H2b: Utilitarian reference group influence will be positively related to individual's 

status consumption tendencies.  

H2c: Value-expressive reference group influence will be positively related to 

individual's status consumption tendencies. 

Additionally, two research questions are formulated: 

RQ1:  Are young consumer perceive mobile phones as status symbols? 

RQ2: What are the most important attributes considered when young consumers make 

mobile phone purchasing decision?  

 

4. Analysis and discussion of research findings  

A statistical package for social science (SPSS) version 17.0 was used to analyze the data. 

First, reliability analysis was used to assess the reliability of measurement scales. 

Secondly, in order to test hypotheses and address the central research questions multiple 

regression analysis and descriptive analysis were employed.  The analysis of reliability is 

done to determine whether the data collected are reliable or not. Cronbach’s Alfa 

coefficients were computed as a measure for construct reliability. According to Nunnally 

and Bernstein (1994), the nearer the value of reliability to 1.00, the more reliable the result 

would be. A value of reliability less than 0.7 is assumed to be weak while a reliability 

value in the range of 0.70 up to 1.00 is accepted. Moreover, the value which is more than 

0.80 is assumed to be strong. Table 2 infers that the values for all of the variables involved 

are above 0.7, thus they are all accepted as reliable.  
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Table 2 Reliability analysis  

 

Scale  Number of 

items 

Cronbach Alpha 

Material Values Scale   18 0.861 

Reference group influence  14 0.853 

Status consumption   5 0.971 

 Source: Author’s own research and calculation 

 

Multiple regression analysis was conducted to determine whether three components 

of consumer's propensity towards materialism and three components of reference group 

influence are positively associated with status consumption. Multiple regression analysis is 

a widely used method to test a dependence relationship between a set of independent 

variables and a single dependent variable (Hair, Black, Babib, Anderson and Tatham, 

2005). This technique models the relationship as a linear combination of independent 

variables that correspond to the dependent variable. It describes the relationship and also 

offers indication of how strong that relationship is as captured by the model.  

The data to be used in the multiple regression analysis were examined for possible 

violations of several assumptions of a multiple regression analysis. The normality of both 

the independent and dependent variables was determined using the statistics of skewness 

and kurtosis.  Results have shown that both indices are within acceptable limits (absolute 

values are below 3 for the skewness index and below 10 for the kurtosis index), i.e. there is 

a normal distribution for all variables in the model. Scatter plots of the independent and 

dependent variables indicated that each independent variable exhibited a linear relationship 

with the dependent variable.  

As shown in Table 3, the correlation between the model independent variables and 

dependent variable is less than 0.7. This result illustrates that the assumption of bivariate 

collinearity has not been violated. Therefore, all variables are retained for multiple 

regression analysis. As part of the multiple regression procedure, the “collinearity 

diagnostics” were also performed to detect any multicollinearity problems. Pallant (2007) 

quoted the commonly used cut-off points for determining the presence of multicollinearity: 

tolerance value less than 0.10 or VIF value greater than 10. Table 4 shows tolerance values 

all greater than 0.10 and VIF values below 10, and thus assumption of multicollinearity has 

not been violated.  

 

Table 3 Results of correlation analysis  

 
 Centrality  Happiness Success Informational 

influence  

(II) 

Utilitarian 

Influence  

(UI) 

Value-

expressive 

influence 

(VEI) 

Status 

consumption 

(SC) 

Centrality 1 0.498** 0.659** 0.083 0.219** 0.506** 0.567** 

Happiness 0.498** 1 0.527**    0.204** 0.236** 0.397** 0.498** 

Success 0.659** 0.527** 1 0.036 0.170* 0.607** 0.616** 

II    0.083 0.204** 0.036 1 0.666** 0.191**       0.089 

UI 0.219** 0.236** 0.170* 0.666** 1 0.443** 0.294** 

VEI 0.506** 0.397** 0.607** 0.191** 0.443** 1 0.786** 

SC 0.567** 0.364** 0.616**       0.089 0.294** 0.786** 1 

Note: ** Correlation is significant at the level of 0.01 (2-tailed) 

            * Correlation is significant at the level of 0.05 (2-tailed) 

Source: Author’s own research and calculation 
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Table 4 Results of VIF test  

 

Model Variables Collinearity Statistics 

  Tolerance VIF 

Status 

consumption  

Success 

Centrality 

Happiness 

Informational influence 

Utilitarian influence 

Value-expressive influence  

0.466 

0.548 

0.678 

0.952 

0.784 

0.612  

2.147 

1.824 

1.475 

1.051 

 1.276 

1.635 

Source: Author’s research and calculation 

 

In this study, multiple linear regression analysis using stepwise method was used to predict 

the pattern of relationship between the set of predictors (independent variables) and 

dependent variable (status consumption). Stepwise regression was used for two reasons. 

First, as is indicated by the high correlations between some of the variables in Table 3, 

some of independent variables are highly related (e.g. centrality and success, centrality and 

value-expressive influence, success and value-expressive influence, informational 

influence and utilitarian influence). As a results, standard multiple regression, which only 

measured the unique contribution of each independent variable, would reduce the 

importance of any one variable that was highly correlated with another variable. Stepwise 

regression eliminates this problem by adding variables one at a time, staring with the 

variable that correlates most strongly with the dependent variable (status consumption). 

The process continues by finding the independent variable that, when paired with the first 

entered independent variable, results in the highest R
2 

value.  Independent variables are 

added in a similar manner until none of the remaining variables can significantly increase 

R
2
 of the regression equation.  Second, stepwise regression was used to identify the most 

important variable(s) that best predict dependent variable given the presence of the other 

independent variables. Value- expressive influence was the first variable that entered the 

equation as it was the most salient in explaining status consumption. It alone explained 

61.8 percent variability (adjusted R
2
 =0.618) whereas centrality and success accounted for 

only 3.8 percent and 0.8 percent variability, respectively. Informational influence, 

utilitarian influence and happiness failed to enter into the regression equation, which 

indicates that they were not significantly related to status consumption. Based on the model 

summary in Table 5, it is suggested that the Model 3 with the highest R
2
 of 0.618 could 

represent the best-fit model, with the dependent variable being social consumption and 

independent variable being value-expressive influence, centrality and success. F-test on the 

final regression equation verified that they all contribute to explaining the variance in 

status consumption at a 5 % significance level.  

 

Table 5 Models derived from stepwise multiple regression analysis 

 
 Model  R  R Square Adjusted R 

Square  

Std. Error 

of the 

Estimate  

Change Statistics  

R Square  

Change  

F change  Sig. F 

change  

1  0.786(a) 0.618 0.616 0.73267 0.618 321.267 0.000 

2  0.810(b) 0.656 0.652 0.69674 0.038 22.056 0.000 

3 0.815(c) 0.663 0.658 0.69077 0.008 4.437 0.036 

a Predictors: (Constant),  Value-expressive Influence  

b Predictors: (Constant), Value-expressive influence, Centrality 

c Predictors: (Constant), Value-expressive influence, Centrality, Success 

 

 Source: Author's own research and calculation 
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Table 6 Results of regression analysis (Model 3)  

Variables Unstandardized 

Coefficients  

Standardized 

coefficients 

(β) 

t-value p-value 

 B Std. Error    

Constant 

Value-expressive 

influence 

Centrality 

Success   

-0.913 

0.766 

0.281 

0.182 

0.201 

0.065 

0.094 

0.087 

- 

0.624 

0.167 

0.128 

-4.536 

11.808 

2.987 

2.106 

0.000* 

0.000* 

0.003* 

0.036** 

Note: *Significant at one per cent level; ** Significant at five per cent level.  

Source: Author's own research and calculation 

 

The standardized coefficient beta can be used to compare directly the relative effect of 

each independent variable on the dependent variable (Hair et al., 2005).  Among the three 

independent variables, value-expressive reference group influence had the highest beta 

scores (β=0.624, p<0.001) signifying it was the construct that influenced status 

consumption most in this study.  Acquisition centrality was the second most influential 

construct (β=0.167, p<0.001), followed by possessions-defined success (β=0.128, 

p<0.001).  As the provided by Table 6, the predictive equation illustrating the effect of 

three constructs on status consumption is shown as follows: 

 

 
Where: 

           Ysc       - the level of status consumption tendencies; 

XVEI   - the level of reference group value-expressive influence; 

Xc      - the level of individual's propensity towards acquisition centrality 

XS      - the level of individual's propensity towards possession – defined success 

 

The level of support of the estimated standardized coefficients for each hypothesis 

is based on the following criteria (Bolaglu and McCleary, 1999): (1) 0.00-0.05 indicates 

weak support; (2) 0.051-0.030 indicates moderate support and (3) 0.031- 1.00 indicates 

strong support.   

Therefore, the following inferences can be made. Hypothesis 1a is partially 

supported. Individual’s level of propensity towards acquisition centrality significantly 

influences his or her status consumption tendencies. Hypothesis 1b is not supported. 

Materialism defined as happiness does not significantly influence individual's status 

consumption tendencies. It indicated that beliefs that material goods are a route to 

happiness have no significant relationship to status consumption. The coefficient for 

possession-defined success (β=0.128; p<0.01), is significant, moderate, and positive. 

Therefore, the hypothesis 1c is partially supported. These results provide evidence that 

consumers who value acquisition of material goods and using them as a yardstick to gauge 

owns success are more likely to engage in status consumption. On the other hand, for 

consumers who hold a high level of “happiness”, the hedonic aspect (e.g., seeking pleasure 

and excitement) rather than status-seeking may be a more salient motive of their 

consumption behavior. 

Out of three components of reference group influences, only one is associated to the 

status consumption. Individuals who require a psychological association with a group or 

person, and thus seek to emulate the reference group will have higher level of status 

consumption tendencies. Therefore, hypothesis H2c is fully supported. However, reference 
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group's informational and utilitarian influences were found to be insignificantly related to 

status consumption. Thus, the results did not support hypothesis H2a and hypothesis H2b.  

In order to address the first research question: “Are young consumer perceive 

mobile phones as status symbols?” frequency analysis was employed. As for the frequency 

analysis in this study, the percentages of respondents who strongly agreed and agreed were 

combined, and also the percentages of respondents who strongly disagreed and disagreed 

were added together. As shown in Table 7, results of the Status Consumption Scale 

indicated that 12 per cent of the respondents agreed that they would purchase a mobile 

phone because it can give the owner perceived status, as opposed to 81 percent who 

disagreed. In addition, only 12 percent of respondents admitted that they perceive status of 

mobile phones as relevant (Table 7).  

 

Table 7 Response to Survey Items (Status Consumption Scale)  

 

 M SD 

(%) 

D (%) N (%) A (%) SA (%) 

I would buy a mobile phone just 

because it has status. 

1.72 67.16 13.73 6.37 5.88 6.86 

I am interested in new mobile phone 

with status 

1.76 65.20 14.22 7.35 5.39 7.84 

I would pay more for a mobile phone 

if it had status 

1.71 67.65 13.24 7.35 4.41 7.35 

The status of a mobile phone  is 

relevant to me 

1.76 65.59 14.22 7.84 4.41 7.85 

A mobile phone is more valuable to 

me if  it has some show-off appeal 

1.80 61.27 17.16 8.82 5.88 6.87 

Note: SD – strongly disagree; D - disagree; N- neither disagree or agree; A- agree; SA- 

strongly agree 

Source: Author’s own research and calculation   

 

These results suggest that for young consumers, purchasing, using and displaying 

mobile phones are not related to obtaining perceived social status. Majority of the 

respondents (81 per cent) did not agree that they were interested in mobile phones which 

symbolize prestige and social status. Based on these findings, it can be concluded that 

young consumers do not perceive mobile phone as a product that can bring perceived 

social status to the owners.  

In order to provide some insights about the relative importance of  attributes or cues  

in mobile phone consumer's purchasing decision, respondents were asked to evaluate eight 

different attributes, from „unimportant“  to „very important“,  when choosing a mobile 

phone. Figure 1 shows the importance of each mobile phone attribute in respondent’s 

mobile phone purchase decision making. Clearly, the respondents considered  

“functionality” of the mobile phone as the most important decision-making criterion, 

followed by “technological compatibility and connectivity“, “guarantee and warranty“, 

“price“, “design“, and “image and trendiness“. It appears that among eight attributes, social 

desirability and reference group preferences are the least important cues.  
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Figure 1 Importance of attributes in mobile phone purchasing decision  

 

 
Source: Author’s own research and calculation 

 

This result reconfirms the common belief in the business strategy research that 

while the marketing effort can help a firm to sell its products or services, to be competitive 

in today’s global marketplace, a firm must, be able to produce the best available products 

(i.e. mobile phones) with the best available technology in terms of better design, high 

quality, and low price. It must also be said that these results do not suggest that the theory 

and practice of reference group influences (i.e., using them in firm’s marketing effort) have 

no practical implications. In fact, the marketing effort with the appropriate application of 

those reference group influences certainly can help firms to better sell their products or 

services.  

 

5. Conclusion  

The present study has aimed to examine the influence of materialism and consumer’s 

susceptibility to reference group influence on status consumption. The important factors 

contributing to the prevalence of status consumption were materialism (i.e., the 

“centrality“and “success”) and value-expressive reference group influence. These findings 

suggest that consumer's materialistic tendencies i.e. importance and acquisition of material 

possessions and desires to enhance his or her image among others by purchasing the 

product (i.e. mobile phone) explain underlying reasons why consumers are willing to 

engage in status-seeking consumption. Materialism defined as happiness was found not 

significantly related to status consumption tendencies. Contrary to our expectations, results 

of regression analysis did not confirm a positive link between two components of 

consumer's susceptibility to reference group influence (informational and utilitarian 

influence) and status consumption.  Additionally, findings of this study suggest that young 

consumer do not perceive mobile phone as a product that can bring perceived social status 

to the owners (status symbol). Further, in their mobile phone purchase decision making, 

young consumers consider “functionality” as the most important decision-making criterion.  

Although the results of the study are tentative, the findings can provide some 

implications for managers regarding the consumer behavior in mobile phone markets. 

Firstly, the results provide interesting aspects of mobile phone choice by arguing that 

consumers tend to value properties more than other's people opinion and claiming that 

mobile phone choice is mostly affected by functionality, technological compatibility and 

connectivity. Secondly, this research adds to understanding how three types of reference 

group influences have different effect in mobile phone purchasing decision. Therefore, this 

study provides marketers with a framework which they can use when manipulating 
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reference group influence in their promotional appeals. Specifically, based on the finding 

of this study, when marketers utilize reference group influence in promotions aimed at 

encouraging mobile phone selection among young consumers it would be more effective to 

emphasize value-expressive influence rather than informational or utilitarian influence.  

As with all research projects, the finding of the present study are characterized by 

limitations that restrict the extent to which they can be reliably generalized.  Firstly, the 

sample size (201 respondents) might be considered too small number to represent the 

whole population of young mobile phone users in Bosnia and Herzegovina. Second, 

because this research employed quantitative methodology as the tool, the results are shown 

in quantifications rather than insightful statements. Therefore, future research may 

incorporate a more structured research setting like an experimental design.   

Additional research is also needed to provide a more comprehensive perspective of 

status consumption than the exploratory one offered in the present study. Several avenues 

for extensions could be considered. First, future research could examine the impact of 

materialism and consumer's susceptibility to reference group influence on status 

consumption across a broader range of product categories. For instance, it may be fruitful 

to compare luxury product categories with non-luxurious product categories to see if the 

influence of materialism and consumer's susceptibility to reference group influence on 

status consumption changes. Additionally, gaining a better understanding of status 

consumption by testing other personality traits and social influences would be helpful to 

formulate a complete model of status consumption. 
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Abstract 

 

Management innovation – introduction of management processes, structures and practices 

that are new to the companies, is crucial to business success. Almost all of the research on 

this topic has been performed in and related to mature markets. Thus, the purpose of this 

research is to adapt the existing knowledge-base and design and test a theoretical model of 

management innovation that is applicable to immature and underdeveloped markets such 

as the market of the Federation of Bosnia and Herzegovina (F B&H). 

After a thorough literature review, a total of 14 semi-structured interviews were 

conducted with competent representatives from real-life management, business consultant 

community and academia. During this research processes four hypotheses were formulated 

and a corresponding management innovation theoretical model was specified. For the 

purposes of model testing a questionnaire was sent to more than 300 companies in the F 

B&H yielding 160 valid responses. Testing was done both for measurement (using 

confirmatory factor analysis) and structural models (using structural equation modelling). 

The proposed model integrates previous research results with the results obtained 

through a rigorous theoretical approach to model design and development. Research results 

show that the context in which companies operate is positively related to management 

innovation as well as companies’ management background (proficiency).  

The main implication of the research is that the existing management innovation 

theory is applicable to market conditions in the F B&H with only slight adaptation. 

Furthermore, it provides another proof that all management theories and practices are 

applicable to conditions of immature and underdeveloped markets. 

This research and its results contribute to the body of knowledge related to 

management innovation by designing an applicable model with corresponding constructs 

and individual indicator items, i.e. by designing measurement scales and types that could 

be used in future researches. 

 

Keywords: Management innovation, Innovation, Model, SEM 

JEL classification: M100 – Business Administration: General 

 

1. Introduction 

One of the most recent research topics in the field of management and business 

administration is management innovation – introduction of management processes, 

structures and practices that are new to the companies. Even though management 

innovation is crucial to business success, most organizations focus their innovation efforts 
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on perfecting operational and product innovations. The same odd situation could be found 

within academia, where scientific and professional works on technological innovation 

outnumber those on management innovation more than 100-fold (Hamel, 2007). 

 Such a situation initiated Hamel, Birkinshaw and Mol to open a new and broad 

research area (Birkinshaw, Hamel & Mol, 2005). This topic became even more interesting 

after Hamel, one of the biggest management thinkers of present-day, said that management 

must be completely reinvented for the needs of 21
st
 century companies (Hamel, 2007). 

 There were some studies on management innovation (Kimberly, 1981; 

Abrahamson, 1996) before Hamel and others initiated their theory, but after this initial 

works a number of studies on this topic emerged (Mol & Birkinshaw, 2007; Hindle, 2008; 

Vaccaro, Jansen, Van Den Bosch & Volberda, 2009). Most of these previous studies 

mainly explored the nature and causes of management innovation as well as who are the 

main actors of management innovation processes. The authors tried to explain the details 

about what prompted companies to engage in the management innovation processes, who 

is the driving engine of those processes and how those processes are carried out. 

 On the other side, we were more interested in a general picture of management 

innovation phenomenon. More precisely, we were interested in the global situation that 

influences and encompasses management innovations implementation on the company 

level. That leads to the first research question of this study: 

 

Q1: What are the main situational factors, which determine companies’ operational 

setting, that have important and significant influence on the management 

innovation implementation processes? 

 

One important note must be made here. All noteworthy management innovations 

were invented and subsequently described by the professionals, companies and scholars 

from the most developed countries of modern world (USA, Western Europe countries and 

Japan). That fact leads to the second research question of this study: 

 

Q2: Is the existing theory and practice of management innovation adaptable and 

applicable to the conditions of immature and underdeveloped market of the 

Federation of Bosnia and Herzegovina? 

 

 Furthermore, one can find but a few studies about this topic that are related to 

transition economies (Ilyshev & Kouzoubov, 2002; Wu, Chen, Yu & He, 2008) and, 

especially studies from the region of South-East Europe, except a few studies from 

Slovenia (Ursič & Mulej, 2005). In line with such a status, this study contributes to the 

body of literature on management innovation. 

 In this study we wanted to design an overall theoretical model of management 

innovation founded on the existing literature. That model had to be simple and empirically 

verifiable. In addition, we wanted to adapt that model in such way that it could be applied 

to any market conditions and particularly to those of the Federation of Bosnia and 

Herzegovina. Finally, we wanted to have a model that is fully open for modifications and 

applicable for future research. 

 The following section reviews literature related to management innovation and ends 

with a list of research hypotheses which outline a management innovation theoretical 

model that would be subsequently analyzed. Third section describes the data and methods 

we used in our inquiry and analysis of the empirical data. This section ends with a detailed 

report about the obtained results. Finally, the study finishes with a discussion about results 

of the hypotheses test and some concluding remarks about the study limitations and 

implications. 
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2. Literature Review 

Management innovation as a separate research field was opened wide in 2005 when 

Birkinshaw, Hamel and Mol (2005) published their first article about this form of 

innovation. Although other authors have used this term earlier (Kossek, 1987; Stata, 1989; 

2002; Abrahamson, 1996; McCabe, 2002), the systematic research approach to this 

particular aspect of the theory of management begins with the works of these three 

scholars. 

In their book “Giant steps in Management” (2007), Mol and Birkinshaw have 

presented an excellent and comprehensive review of the history of management 

innovation. That said, this literature review should begin with their definition of 

management innovation – “the implementation of a new management practice, process or 

structure that represent a significant departure from current state-of-the-art practices and 

are intended to further organizational goals (2006: 25)” (Mol & Birkinshaw, 2006). 

 

2.1. Management Innovation – The Background 

Ever since people tried to achieve particular goals by working together there have been 

some serious thinking about the management, but it is generally considered that the 

development of the modern management thought started in the beginning of the 20
th

 

century with the works of F.W. Taylor (1911). From that point on management has gone 

through a number of development phases both in practice and theory. That development 

was accompanied by numerous writing about the history of management, both academic 

and professional (Wren & Bedeian, 2008; Mayo & Nohria, 2005). Same applies to the 

writing about management in general (Drucker, 1954, 1974; Mintzberg, 1973, 1975; 

Weihrich & Koontz, 1998; Peters & Waterman, 1982). 

Similarly, during the last few decades an enormous amount of scientific research 

and writing on the topic of innovation was done (Christensen, 1997; Drucker, 1999, 

Gladwell, 2000; Kim & Mauborgne, 2005; Hansen & Birkinshaw, 2007; Li & Bernoff, 

2008; Johnson, 2010). Quite contrary, research on management innovation and especially 

on the dynamics of management innovation was rather scarce (Birkinshaw et al., 2005, 

2008). 

Naturally, there are plenty of the research activities that are related to specific 

forms of management innovation (Low & Fullerton, 1994; Kaplan & Norton, 1996; 

Mintzberg, Lampel & Ahlstrand, 1998; Spear & Bowen, 1999; Hammer & Champy, 2003) 

but there is almost no research that aims at the consideration and description of the 

management innovation process. Early works related to management innovation in a sense 

of the earlier stated definition could be found in the 1980s and later on (Teece, 1980; 

Kimberly, 1981; Abrahamson, 1991, 1996) but it was not until very recently that one could 

find some more works on that topic (Hindle, 2008; Feigenbaum & Feigenbaum, 2009; 

Serrat, 2010). 

Furthermore, all these research activities provide a few insights about how to 

improve the management innovation capacity (Birkinshaw et al., 2005) or about the true 

origins of management innovation (Birkinshaw et al., 2005, 2008). There has been even 

less research about the link between management innovation and improved organizational 

performance and, in general, scholars are not prone to accept such a proposition 

(Birkinshaw et al., 2005). 

Finally, the most important management innovations came from truly innovative 

business organizations (Hamel, 2006) but the same absence of interest in the process of 

management innovation could be found between the practitioners of management – middle 

level and top level managers of business organizations. Even though some authors argued 

that the lack of management innovation is the most serious problem of competitiveness 
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(Stata, 1989, 2002) the systematic approach to the process of management innovation 

could not be noted within companies in general (Birkinshaw et al., 2005). 

 

2.2. Management Innovation – The Theory Foundation 

Based on Abrahamson’s “Management fashion” theory (Abrahamson, 1996; Abrahamson 

& Fairchild, 1999) Birkinshaw, Hamel and Mol have developed their management 

innovation theory. Pursuant to the title of Hamel’s HBR article (Hamel, 2006) they focused 

their interest on three questions – “why”, “what” and “how” of management innovation. 

In his latest book, The Future of Management (2007), Hamel challenges the mere 

concept of today’s management and explains the reasons why management should be 

reinvented. First, modern management resides on the premises that were laid down at the 

beginning of the 20
th

 century and are based on centralized control and high efficiency. 

Hamel argues that such management practices are not adequate for the 21
st
 century 

companies and, consequently, a completely new management paradigm should be invented 

(Hamel, 2007, 2009). Another argument that he poses is that management innovations can 

create a powerful and long-standing competitive advantage that cannot be surpassed by any 

other kind of innovation (Hamel, 2006). 

Similarly, Birkinshaw argues that the basic purpose of management has been 

corrupted over the years. He suggests that managers should seek smarter choices about 

how the work gets done in order to improve management in the coming times (Birkinshaw, 

2010). 

Regarding the “what” question, above all a comprehensive and clear definition of 

the term “management innovation” should be established. There are several definitions that 

are related to management innovation (e.g. Kimberly, 1981; Abrahamson, 1996; Hargrave 

& Van de Ven, 2006), all of which are generalized and high-level definitions. In addition, 

there are two distinct perspectives about how new the innovation should be. The first 

perspective considers innovation as something completely new to the state of art, while the 

second perspective considers innovation as something that is new to the adopting 

organization (Birkinshaw et al., 2008). 

This research treats management innovation as the implementation of a 

management practice, process or structures that are new to the adopting organization and 

are intended to improve organizational performances (Mol & Birkinshaw, 2009b). 

There are four critical elements in this definition that profoundly explain the 

concept of management innovation and that should be emphasized. First, the term 

“practice, process or structure” implies all possible managerial activities that managers 

undertake in their work (Hamel, 2006). Second, it clearly states the level of novelty of 

those activities – they do not have to be new to the world but only to the adopting 

organization (e.g. McCabe, 2002; Yang, Choi & Suh, 2007). Third, management 

innovation assumes the implementation of those activities inside the real world 

organization and not the development of a scientific idea (Birkinshaw et al., 2008). Finally, 

the fourth element, the intention to further the organization’s goals, expresses the primary 

reason why organizations undertake management innovation at all and accepts all the risk 

that such a process brings about (Birkinshaw et al., 2005). 

The processes of management innovation or how management innovations occur 

on the operational level represents the third pillar of the management innovation theory. 

Earlier literature on management innovation, especially those on management fashion and 

diffusion, explains the reasons why and how some management innovations are accepted 

and diffused (Abrahamson, 1991, 1996) and it also describes all phases of the management 

innovation lifecycle (Abrahamson & Fairchild, 1999). On the other hand, it does not 

provide any details about how those innovations happen on the operational level. For that 

purpose, Birkinshaw, Hamel and Mol (2008) have developed a framework that describes 
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the management innovation process. According to this framework there are four 

interlinked phases of the process (motivation, invention, implementation and theorization 

and labeling) and two key players (internal change agents and external change agents). 

The authors of this framework further explain that innovation emerges through a complex 

sequence of identified phases in which two groups of agents mutually interact through ten 

core innovation activities. 

 

2.3. Management Innovation – The Model 

Most of the management innovation literature is focused on high level understanding of the 

management innovation phenomenon (Kimberly, 1981; Abrahamson, 1996; Birkinshaw et 

al., 2005, 2008; Hamel, 2006, 2009). There is also plenty of research work on specific 

aspects of management innovation implementation (Kossek, 1987; Nickell, Nicolitsas & 

Patterson, 2001; McCabe, 2002; Hargrave & Van de Ven, 2006) and some research work 

about the effects of management innovations on the adopting organizations (Biagi, Parisi 

& Vergano, 2008; Wu et al., 2008; Bryson, Dale-Olsen & Barth, 2009). On the other side, 

research work on the operational level of management innovation is quite rare. Because of 

that fact, we have focused our research effort on building a theoretical model of 

management innovation, which links management innovation and situational factors of 

organization. 

Similar causes led Mol and Birkinshaw to conduct a research on the relationship 

between the context in which organizations operate and the organizations’ search for 

knowledge sources and management innovation (Mol & Birkinshaw, 2009b). Same authors 

have conducted an empirical research, based on the UK Community Innovation Survey 

(CIS3 and CIS4), in order to find out what best explains management innovation (Mol & 

Birkinshaw, 2009a). According to these research activities, the context, defined as a set of 

organizational attributes (Mol & Birkinshaw, 2009b), represents an important determinant 

of management innovation. Thus we propose our first hypothesis as: 

 

H1: The organizational context has a direct and positive impact on management 

innovation. 

 

Some studies have discussed an interaction between management innovation and 

different constituents of organization (Nguyen & Mothe, 2008; Vaccaro et al., 2009; Kunz 

& Linder, 2011). Nguyen and Mothe (2008) looked into the impact of organizational 

innovation (defined as the changes in management practices, production approaches and 

external relations) on firm’s aptitude to innovate where they found a direct and positive 

relationship between the two. Here, innovation is considered in accordance with 

Damanpour’s (1992) definition of innovation as “the adoption of an idea or behavior, 

whether a system, policy, program, device, process, product or service, that is new to 

adopting organization. (1992: 376)” Assuming that this positive relation is two-way and 

combining these findings with the definition of management innovation we submit the 

second hypothesis as: 

 

H2: The production and structural innovation has a direct and positive impact on 

management innovation. 

 

Here the term “production innovation” relates to the product (service) innovation as 

well as the production (service) process innovation. 

The authors of the previously mentioned studies on management innovation have 

found a positive link between management innovations and characteristics of the top 

management team (Vaccaro et al., 2009) as well as personal traits of employees (Kunz & 
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Linder, 2011). Similarly, Mol and Birkinshaw (2009b) found that employees’ education 

level is positively related to management innovation. Thus, according to all these findings 

we propose the following hypothesis: 

 

H3: The organization’s management proficiency has a direct and positive impact on 

management innovation. 

 

Under the term “management proficiency” we imply management team diversity 

(Vaccaro et al., 2009), management (organizational) learning system (formal and 

experience-based learning system) as well as management expert foundation. Bearing in 

mind this elaboration, the following hypothesis imposes by itself: 

 

H4: The organization’s management proficiency has a direct and positive impact on 

the production and structural innovation. 

 

These four hypotheses determine our management innovation theoretical model, 

which is graphically represented on Figure 1. 

Another very important issue needs to be mentioned here. All these references to 

the theory foundations as well as to the practical implementation of management 

innovations originate from the most developed countries of the Western world and Far 

East. However, the applicability of these theoretical and practical propositions to the 

countries of developing world is of great importance, especially for those developing 

countries. It is often assumed that something accepted in the most developed countries is 

globally applicable as a “best practice” irrespective of local circumstances (Blunt, 2002). 

Furthermore, there is a tendency to object when theory and practice differ and, 

consequently, there is a small number of research works on the subject of modification of 

management innovation (Mamman, 2009). 

For all these reasons, one of the most important goals of this research is to adapt the 

existing knowledge base in order to design and test a theoretical model of management 

innovation that is applicable to immature and underdeveloped markets such as the market 

of the Federation of Bosnia and Herzegovina. Thus, specific attention was paid to 

designing a measurement (and consequently structural) model of management innovation. 

 

3. Data and Methodology 

In the spirit of good research (McGrath, 1981) we used a sequential mixed-method 

research in order to obtain a high level of results credibility. The first part of the research 

makes up an exploratory qualitative study aimed to provide a deeper understanding of the 

management innovation processes in the circumstances of the immature and 

underdeveloped market of the Federation of Bosnia and Herzegovina. The second part of 

the research makes up a quantitative study aimed to confirm the findings and test the 

proposed hypotheses. 

 

3.1. The Qualitative Study 

The qualitative part of our research consists of 14 semi-structured interviews that were 

conducted with 14 participants, who were selected from within three broad groups: 

academia, top-management and business consultants’ community. We used the maximum-

variation sampling scheme in order to obtain multiple perspectives from the participants 

(Onwuegbuzie & Leech, 2007), where the professional background was the main 

participants’ selection determinant. We selected managers from different industries, 

scholars from different economic (business) branches and consultants from different areas 

of expertise. Details about sample characteristics are presented in Table 1. 
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 Regarding the sample size, we followed a general rule stating that the sample 

should be big enough to enable data saturation but not too big to prevent a deep analysis of 

the collected data. There are many practical recommendations regarding the sample size 

(Onwuegbuzie & Leech, 2007; Guest, Bunce & Johnson, 2006) but the most usual 

recommendation is 12 – 20 interviews. We found that the data saturation occurs after 10
th

 

interviewee, but to be on the safe side we have decided to have at least four participants per 

group. Thus, we have conducted 14 interviews. 

Following the recommended guidelines for interviewing (Saunders, Lewis & 

Thornhill, 2009) all interviews were held one-to-one in separate rooms and were recorded 

for further analysis. All interviews were subsequently transcribed and sent to interviewers 

for approval. In order to minimize an impact on their answers, participants were provided 

only with a short description of the topic one day before the interview. 

The interviews consist of 14 to 16 questions, which are divided into five groups: 

economic environment in the Federation of Bosnia and Herzegovina (F B&H), managerial 

environment in the F B&H, applicability of the management theories and practices under 

the market conditions of the F B&H, management innovations in the F B&H and free 

comments. Each question introduces a particular topic that the interviewees were asked to 

comment on. In order to reduce any bias in answers and propensity to answering in favor 

of the research subject less than a half of interview questions/topics were directly related to 

management innovations. Furthermore, those questions that were directly related to 

management innovations were randomly arranged during the course of interview. 

 The procedure we used to analyze collected data is known as the subsequent 

content analysis (Srnka & Koeszegi, 2007), which represents an integrated qualitative-

quantitative research method. This procedure consists of five stages, where the first two are 

related to data collection while the three others (unitization, categorization and coding) are 

related to the quantification of the collected qualitative data. We used integral thoughts as 

data units that are numerically coded in accordance with the category scheme, which we 

have developed in line with our research problem. The category scheme consists of 12 

main categories, which include up to two subcategories, resulting in a total of 16 

categories. These 12 main categories are compacted into four super-categories. The super-

category “Attitude” is of particular importance since it includes all categories that point to 

the interviewee’s opinion regarding the particular topic. 

 

Table 1. Sample Description 

 

Group 
No. of 

participants 
Professional background 

Academia 4 Management (2), Marketing, 

Microeconomics 

Managemen

t 

5 Construction (2), Finance, IT, 

Communication 

Consultants 5 Organization, Marketing, Strategy, 

Production, HRM 

 

 Due to the abundance of the collected data, the unitization was done jointly by two 

of us, so we finally obtain 969 thought units. The coding of the obtained thought units was 

done independently by two coders, and the coding process is described below. 

First, for each interview question/topic (“Q”) one to three generic answers (“GA”) 

were offered. Thereafter, coders had to assign a category and, if applicable, a 

corresponding subcategory to each thought unit. This category assignment was based on 

the coder’s conception of the relation between the generic answers and thought units. The 

relation could point to any of the main categories: “affirmation”, “negation” or 
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“indifference” (super-category “Attitude”); “supporting” or “disputable” (super-category 

“Explanation”); “relevant” or “irrelevant” (super-category “Information”); “example”, 

“reference”, “inquiry”, “opinion” or “other” (super-category “Miscellaneous”). Thus, for 

example, if the coder finds that a particular thought unit expresses interviewee’s agreement 

with the generic answer, then the coder would assign the “affirmation” main category to 

that thought unit. Likewise, if a particular thought unit elaborates on such affirmative 

interviewee’s stand, then the coder would assign the “supporting” main category to that 

thought unit. 

Using the Cohen’s kappa for checking the coding consistency between the two 

coders (Wood, 2007) we have yielded an inter-rater reliability coefficient over the super-

category “Attitude” of κ = 0.88. It is generally considered that kappa values over 0.8 is a 

very good result (Srnka & Koeszegi, 2007). Thus, we have concluded that we have an 

almost 100% agreement between the coders and that we could use any coding (from any of 

the two coders). 

 As stated earlier, only a few interview questions are directly related to management 

innovation (Table 2). These questions bring about topics that are of great importance for 

the management innovation theoretical model design. More specifically, these topics test 

the validity of the proposed hypotheses and they form a basis for the construction of the 

measurement part of the model. 

 The results of the data analysis are shown in Table 2. Since the chosen procedure 

provides a quantification of qualitative data, it was easy to conduct a frequency analysis of 

the derived quantitative data. Thus, we agreed that if more than two thirds of the 

respondents had the same opinion about a particular topic then we could consider that 

opinion as a general stand toward the generic answer. Accordingly, we set the separation 

threshold at 70%. 

It can be seen in Table 2 that all generic answers are confirmed except for two 

topics. The first topic shows that many respondents find the actual economic conditions 

challenging and stimulating for management innovations, but that position cannot be 

generalized. Another topic, third listed in Table 2, is particularly interesting. It shows that 

there is a notable divergence in opinions related to the applicability of management 

theories and practices within the emerging market of Bosnia and Herzegovina, which is a 

very important issue for this research. 

 

Table 2. Topics Directly Related to Management Innovation 

 

Question (Q) / Generic Answer (GA) 
Opinion ratio 

Affirmative Negative Neutral 

Q: What is the effect of the actual economic conditions on the management innovation? 

GA: Direct and negative effect. 64.3% 35.7% 0.0% 

Q: What is the effect of the organization’s management structure on the management innovation? 

GA: Direct and positive effect. 92.9% 0.0% 7.1% 

Q: What are the effects of the environmental particularities on implementation of the management theories 

and practices in the Bosnia and Herzegovina? 

GA: There are no specific effects. 64.3% 28.6% 7.1% 

Q: What are the effects of organization’s situational factors on the management innovation? 

GA: Age – direct and negative effect. 91.7% 0.0% 8.3% 

GA: Size – direct and negative effect. 80.0% 0.0% 20.0% 

GA: State ownership – direct and negative effect. 85.7% 0% 14.3% 

Q: What is the effect of employees’ education on the management innovation? 

GA: Direct and positive effect. 92.3% 0.0% 7.7% 

Q: What is the effect of industry dynamics on the management innovation? 

GA: Direct and positive effect. 85.7.0% 0.0% 14.3% 

Q: What is the effect of market scope on the management innovation? 

GA: Direct and positive effect. 92.3% 0.0% 7.7% 
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Combining the theoretical background represented through the proposed hypotheses with 

the results of this qualitative research we have designed a theoretical model of 

management innovation that is adapted to comply with the immature and underdeveloped 

market conditions of Bosnia and Herzegovina. The model is shown in Figure 1. 

 

3.2. The Quantitative Study 

The qualitative part of the research aims to provide a deeper understanding of the most 

important aspects of the management innovation processes and to adapt the hypothesized 

model to the emerging market specificities such as those within Bosnia and Herzegovina. 

On the other hand, the quantitative part of the research aims to elaborate the measurement 

part of the management innovation model and test the model in its entirety. 

 To test the hypothesized model we have conducted a survey among the companies 

that are registered in the Federation of Bosnia and Herzegovina. The questionnaire was 

sent to 310 companies that are randomly chosen from the whole population of the 

companies that comply with the following profile: 

 employing at least 20 people, 

 established in 2001 or earlier, 

 not belonging to financial, health care, social welfare, educational or public sector. 

 

We have received 186 responses (60%) out of which 160 were valid (51.61%). The 

responding companies have the average size of 180.2 (S.D. 358) employees and the 

average age of 16.5 (S.D. 4) years. The estimated population of the companies that comply 

with described profile is 1400, so the expected statistical error is around 7% with the 

confidence level of 95%. The companies are proportionally distributed among different 

industries and different geographical parts of the F B&H. 

 

Figure 1. Theoretical model of management innovation 
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3.2.1. Measures 

All variables in the model were measured using the data from the conducted survey, from 

the official balance reports of the corresponding companies and from the Statistical 

Yearbook of the Federation of Bosnia and Herzegovina. The measurement spans five-year 

period from year 2006 to year 2010. 

Before we proceed with a detailed description of the model variables one important 

issue should be noted. During the design stage of our quantitative research we have 

confronted a dilemma relating to the type of answers we would ask for. For example, 

whether our question should be “How would you appraise your company’s propensity to 

product innovation on a scale 1-10?” or “Did your company introduce at least one new 

product over the last five years?” The former question type asks for the respondent’s 

personal opinion and it implies subjectivity, whilst the latter strictly asks for some 

objective facts about the company. Since we pursued information as objectively as 

possible, we have decided to go with the latter type of questions, consciously making a 

trade-off between the quality of information (Kenett & Shmueli, 2009) and the technical 

quality of data (i.e. ordinal measurement scale and non-normality). 

 

3.2.1.1. Context (F1) 

For the measurement of this construct we have adapted a measure from Mol and 

Birkinshaw (2009b). Their measure treats company’s size, education level of employees 

and market scope as elements of the attribute set that describes the context in which 

company acts. We used a four-indicator measure for this construct: 

 

 “Ownership Structure” (X1) – ranks [state ownership (1) to 100% foreign capital 

(8)] companies based on the ownership type (private, state or mixed) and foreign 

capital share. 

 “Age” (X2) – ranks [youngest (1) to oldest (8)] companies based on their life span 

from the year of incorporation to the year 2011. 

 “Industry Dynamics” (X3) – ranks [least dynamic (1) to most dynamic (4)] 

companies based on the dynamics of the industry sector to whom they belong. 

 “Export Scope” (X4) – ranks companies based on a ratio of exporting revenue to 

total revenue [< 5% (1), 5-30% (2), >30% (3)]. 

 

3.2.1.2. Management Proficiency (F2) 

To measure this construct we have adapted and combined measures from Vaccaro et al. 

(2009) and Mol and Birkinshaw (2009b). This construct is related to the managerial 

potential that company has both within its management team and non-managerial staff. We 

used a four-indicator measure for this construct: 

 

 “Management Heterogeneity” (X5) – ranks (1-6) companies based on the number of 

top-managers and their experience in different functional areas, controlled by the size 

of the company (determined by the number of employees). 

 “Managerial Skills Improvement” (X6) – ranks companies based on whether they 

employed external management consultants (3), organized specialist training for their 

managers (2) or both (4). 

 “Expert Foundation” (X7) – ranks (1-7) companies based on the ratio of employees 

with a graduate level to the total number of employees. 

 “Education System” (X8) – ranks (1-9) companies based on their training plans and 

educational budget. 
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3.2.1.3. Production & Structural Innovation (F3) 

To measure this construct we used a very simple three-indicator measure which refers to 

the level of innovative activities within the companies’ production systems and structures. 

Those three indicators are: 

 “New Processes” (Y1) – ranks companies based on whether they introduced new 

production processes (3), modified old production processes (2) or both (4). 

 “New Products/Services” (Y2) – ranks companies based on whether they introduced 

new products (3), modified old products (2) or both (4). 

 “Organizational Changes” (Y3) – ranks companies based on whether they 

introduced a new managerial structure (3), made changes to the existing managerial 

structure (2) or both (4). 

 

3.2.1.4. Management Innovation (F4) 

 

For this construct we developed a measure that is completely based on the relevant 

literature on management innovation (Birkinshaw & Mol, 2006; Hamel, 2006; Vaccaro et 

al., 2009; Mol & Birkinshaw, 2009b). In accordance with the list of the most relevant and 

noteworthy innovations in all areas of management (Mol & Birkinshaw, 2007), we 

produced a set of indicators that measure this construct. Those indicators are as follows: 

 “Process” (Y4) – ranks (1-5) companies based on the implementation of the 

following management practices and structures: Quality Management System, Total 

Quality Management, , Supply Chain Management and Lean Manufacturing. 

 “Strategy & Performance” (Y5) – ranks (1-3) companies based on the 

implementation of the following management practices and structures: Balanced 

Scorecard, Economic Value-Added, Strategy Planning and Benchmarking. 

 “Customer & Information” (Y6) – ranks (1-3) companies based on the 

implementation of the following management practices and structures: Brand 

Management, Customer Relationship Management, Operations Research and 

Enterprise Resource Planning. 

 “People & Structures” (Y7) – ranks (1-3) companies based on the implementation 

of the following management practices and structures: Human Resource Management, 

360-degree Feedback, Project Management Organization and Matrix Organization. 

 

The generated four-indicator measure provides a measurement scale that shows an 

aggregate level of innovative activities from the management domain. 

 

3.2.2. Results 

 

As noted earlier, all variables from the model are measured on an ordinal scale. Even those 

variables that are continuous in nature were converted into an ordinal form to avoid certain 

problems with the employed statistical techniques (Schumacker & Lomax, 2010). 

Accordingly, Table 3 contains the means and standard deviations of and covariance 

between all model variables, where alternative parameterization is used for the underlying 

variables of model’s ordinal variables (Joreskog, 2004). 

 To test the hypothesized model we employed structural equation modeling (SEM) 

because it enables a concurrent testing of several dependence relationships within a single 

theoretical model (Hair, Black, Babin, & Anderson, 2009). Following the two-step 

approach (Anderson & Gerbing, 1988) we used LISREL 8.80 for both measurement model 

testing, using confirmatory factor analysis (CFA), and structural model testing. 

 

Table 3. Means, Standard Deviations and Covariance between Model Variables 
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 Variable Mean S.D. 1 2 3 4 5 6 7 

1 Ownership Structure 2.19 0.88 0.77       

2 Age 1.13 1.07 -0.44 1.14      

3 Industry Dynamics 1.17 0.56 0.13 -0.10 0.32     

4 Export Scope 0.12 1.13 -0.18 0.20 -0.27 1.27    

5 Management 

Heterogeneity 

2.74 1.96 -0.18 0.10 0.04 -0.17 3.85  

 

6 Managerial Skills 

Improv. 

0.63 1.29 0.08 0.03 -0.02 0.05 0.44 1.67 

 

7 Expert Foundation 1.76 2.27 0.09 -0.04 0.15 0.02 0.38 0.80 5.14 

8 Education System 2.21 2.77 -0.06 -0.45 -0.09 -0.04 0.94 1.73 1.77 

9 New Processes 1.59 1.34 0.06 -0.20 -0.04 -0.13 0.10 0.49 0.33 

10 New 

Products/Services 

1.92 1.54 0.00 -0.06 0.00 -0.01 0.43 0.49 

0.52 

11 Organizational 

Changes 

1.23 1.82 0.13 -0.22 -0.09 -0.11 0.49 0.83 

0.69 

12 Process -3.19 3.00 1.02 0.01 -0.22 0.13 -0.23 0.62 0.53 

13 Strategy & 

Performance 

-0.90 1.07 0.41 -0.28 0.08 -0.12 0.20 0.47 

0.30 

14 Customer & 

Information 

-1.08 1.22 0.29 -0.33 0.14 0.05 0.14 0.39 

0.77 

15 People & Structures -0.87 1.00 0.25 -0.30 0.04 -0.01 -0.02 0.44 0.67 

 

Table 3. Means, Standard Deviations and Covariance between Model Variables (Cont’d) 

 
 Variable 8 9 10 11 12 13 14 15 

8 Education System 7.66 

     

  

9 New Processes 1.26 1.80 

    

  

10 New Products/Services 0.85 1.49 2.37 

   

  

11 Organizational 

Changes 1.50 1.32 1.05 3.32 

  

  

12 Process 1.71 0.39 0.16 1.47 9.01 

 

  

13 Strategy & 

Performance 0.82 0.40 0.52 0.59 1.70 1.14   

14 Customer & 

Information 1.29 0.62 0.64 0.46 1.56 0.78 1.48  

15 People & Structures 0.88 0.48 0.35 0.55 1.64 0.78 0.80 1.00 

N = 160 

 

3.2.2.1. Assumptions 

The assumptions were evaluated through SPSS and LISREL. The dataset contains 

responses from 160 companies. There were no missing data and no univariate outliers. 

Considering that the hypothesized model has only four constructs, each with at least three 

indicators, this sample size is just adequate for the model estimation (Hair et al., 2009). 

Since we dealt with ordinal data both univariate and multivariate normality were 

violated. All variables showed a moderate non-normality (skew < 2, kurtosis < 7) except 

variable Y4 (skew > 2). Thus, in accordance with the recommendation for dealing with non-

normal and ordinal data (Finney & DiStefano, 2006), the Satorra-Bentler scaling method 

for 
2
 and standard errors is used for model estimation. 

We used covariance matrices as the data input form because we dealt with the 

ordinal data and we had to use a robust maximum likelihood estimation method. 
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3.2.2.2. Measurement Model 

 

There are 36 parameters in the measurement model that should be estimated and the total 

number of variance and covariance terms is 120. Because 120 is greater than 36 the model 

is properly identified and model testing could be performed. 

 Measurement model fitting is examined through several goodness-of-fit indices 

both absolute and incremental (Table 4). The overall model 
2
 is 78.739 with 84 degrees 

of freedom (p = 0.642), which indicates that the observed covariance matrix matches the 

estimated covariance matrix. Furthermore, the value of RMSEA is 0.0 which is, even if 

used upper bound of the 90% confidence interval of RMSEA (0.0378), quite below the 0.8 

guide line (Hair et al., 2009) which provides additional support for model fit. Next, the 

value of SRMR is 0.0746, which is just below the cutoff value of 0.08. 

 

Table 4. Goodness-of-Fit Measures of Structural and Measurement Model 

 

Goodness-of-fit Index Structural Model Measurement Model 
2
 (df); p-value 79.295 (85); p = 0.654 78.739 (84); p = 0.642 

RMSEA 0.0 0.0 

90% confidence interval of RMSEA 0.0 – 0.0371 0.0 – 0.0378 

SRMR 0.0754 0.0746 

CFI 1.0 1.0 

PNFI 0.755 0.746 

 

 The most widely used incremental fit index – CFI, has a maximum value of 1.0 

which exceeds the guideline value of 0.95 for a model of this complexity and size. All 

these absolute and incremental fit indices suggest an acceptable fit for the measurement 

model. 

 Construct validity is assessed through convergent validity, discriminant validity and 

nomological validity. All factor loading estimates are of expected direction and all are 

statistically significant as required for convergent validity. 

 For construct validity, an individual standardized factor loading cutoff value is 0.5 

and preferably 0.7 (Hair et al., 2009). Table 5 displays the standardized factor loadings for 

the measurement model. It could be seen from the Table 5 that factors F1 and F2 have 

loadings that fall well below the cutoff value. Consequently, they are candidates for 

removal from the model, but since they have strong support in theory we decided to leave 

them within the model. All in all, the estimates of the average variance extracted all exceed 

value of 0.25 and the construct reliability estimates are all almost 0.6 or higher. Combining 

these results with a fact that the overall model fits very well we concluded that convergent 

validity for the model was provided. 

 

Table 5. Standardized Factor Loadings, Average Variance Extracted, Reliability Estimates 

 
 F1 F2 F3 F4 

 (“Ownership Structure”) – X1  0.85 (0.85)    

 (“Age”) – X2  -0.55 (-0.55)    

 (“Industry Dynamics”) – X3  0.34 (0.34)    

 (“Export Scope”) – X4  -0.25 (-0.24*)    

 (“Management Heterogeneity”) – X5   0.22 (0.22)   

 (“Managerial Skills Improvement”) – 

X6 
  0.68 (0.68)   

 (“Expert Foundation”) – X7   0.40 (0.40)   

 (“Education System”) – X8   0.72 (0.72)   

 (“New Processes”) – Y1    0.95 (0.95)  

 (“New Products/Services”) – Y2    0.75 (0.75)  
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 (“Organizational Changes”) – Y3    0.57 (0.57)  

 (“Process”) – Y4     0.61 (0.61) 

 (“Strategy & Performance”) – Y5     0.84 (0.84) 

 (“Customer & Information”) – Y6     0.74 (0.74) 

 (“People & Structures”) – Y7     0.87 (0.87) 

 Average Variance Extracted (AVE) 30.1% 29.7% 59.7% 59.6% 

 Construct Reliability (CR) 0.58 0.59 0.81 0.79 

* - statistically insignificant 

Notes: Values in parenthesis are standardized factor loadings from the structural model. 

 

 All AVE estimates for the model’s constructs are greater than the squared inter-

construct correlations, which indicates that there are no problems with discriminant 

validity. Besides, there are no cross-loadings among either indicators or error terms, so 

these results tell us that the discriminant validity is provided, too. 

 Nomological validity is supported by a fact that all correlations between constructs 

are positive just as it was predicted, and all but two inter-construct correlations are 

statistically significant. 

 Since there was only one standardized residual greater than |4.0| and the 

modification indices point only to the addition of covariance between error terms of 

indicators, we have concluded that there is no need for further model modification. 

 

3.2.2.3. Structural Model 

The second stage in this two-step approach is the structural model testing, which consists 

of the structural model specification and the assessment of structural model validity. Model 

specification, which implies proposing hypotheses and establishing structural relationships, 

was described above. It is visually presented by the structural diagram in Figure 1. 

Structural model validity assumes an assessment of the overall model fit and the 

examination of model diagnostics (Hair et al., 2009). 

 Structural model fitting is examined through the same goodness-of-fit indices as for 
2
 is 79.295 with 85 degrees of freedom 

(p = 0.654), which indicates a very good overall model fit. The value of RMSEA is 0.0 

(upper bound of the 90% confidence interval of RMSEA is 0.0371) which is, again, quite 

below the 0.8 guide line. Next, the value of SRMR is 0.0754 which is below the cutoff 

value of 0.08, too. Index CFI also has a maximum value of 1.0 which exceeds the guideline 

value of 0.95. All these fit indices suggest that the structural model provides a very good 

overall fit. 

 A cross-examination of the standardized factor loadings from both the structural 

and the measurement models showed that loadings are almost identical (Table 5). Only one 

factor loading has changed and the change is 0.01, which is evidence of indicators stability. 

However, it must be noted that this factor loading also became statistically insignificant. 

 The final step in structural model validation is the examination of structural path 

estimates (Table 6). It could be seen that all but one structural path estimates are 

statistically significant and in the predicted direction. The path between factors F3 and F4 is 

in the expected direction, but its t-value is below the critical level for a Type I error of 

0.05, hence it is not supported. On the other hand, given that three of four estimates are in 

compliance with the proposed hypotheses, these results provide support for our theoretical 

model. 
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Table 6. Structural Path Estimates 

 

Structural 

Relationship 

Unstandardized 

Parameter 

Estimate 

Standard 

Error 
t-value 

Standardized 

Parameter 

Estimate 

H1: F1F4 0.54 0.21 2.65 0.45 

H2: F3F4 0.13 0.09 1.48 0.18 

H3: F2F4 0.45 0.14 3.26 0.44 

H4: F2F3 0.68 0.17 3.98 0.46 

Cov(F1,F2) 0.04 0.09 0.40 0.06 

 

 Finally, several model diagnostics should be done for the overall model. First of 

them is a comparison of fit statistics between the structural and the measurement model. 

The chi-
2
 = 0.56 with one degree of 

freedom (p > 0.05). Insignificant chi-square difference indicates that the model fit could 

not be improved by estimating another structural path. 

 Similar to the measurement model validation procedure, the last validation step is 

the examination of standardized residuals and modification indices for the model. Again, 

there was only one standardized residual greater than |4.0| and modification indices point 

only to the addition of covariance between error terms of indicators, so the conclusion was 

the same – there is no need for any model re-specification. 

 

4. Conclusion 

This study aims to explore the relationship between management innovation and 

situational factors of organizations that operate in the conditions of underdeveloped 

economies. In other words, we want to explore the applicability of the management 

innovation theory on the company level in the conditions of immature and underdeveloped 

markets. Therefore, relying strongly on the existing knowledge base we focused our efforts 

on the design of a theoretical model of management innovation and its subsequent 

adaptation to market conditions of the Federation of Bosnia and Herzegovina (F B&H). 

 During the model design phase we found out that virtually all theoretical 

propositions apply to the economic and market circumstances of the F B&H. However, our 

research also showed a notable divergence in opinions related to the applicability of 

management theories and practices to the same market. Such a somewhat contradicting 

stand is typical for the turbulent environment of the F B&H. Very similar to that finding 

was the case of market scope contextual attribute. Almost all interviewees said that the 

companies’ market scope has a direct and positive effect on the management innovation 

implementation. Nevertheless, the quantitative analysis showed just the opposite (although 

that particular indicator within the structural model had a statistically insignificant 

loading). We strongly believe that these cases clearly illustrate the reality of life in the F 

B&H, which only contributes to model validity. Strong support for most of the proposed 

hypotheses goes in favor of that assertion. 

 Our analysis has shown that the context in which companies operate has a direct 

and positive effect on management innovation, which supports our first hypothesis. This 

finding is in accordance with previous studies (Mol & Birkinshaw, 2009a, 2009b). 

Furthermore, we enriched the model with few other contextual attributes – ownership, age 

and industry dynamics, which explain a significant portion of variance in the “context” 

construct. 

 Regarding the companies’ managerial status we found that high levels of 

knowledge and knowledge gathering, not only about management but in general, are 

conductive to management innovation. This finding is in line with previous research 
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(Vaccaro et al., 2009; Kunz & Linder, 2011) and it supports our third hypothesis. 

Similarly, the analysis showed that the overall management proficiency, and not only top-

management team traits (Camelo-Ordaz, de la Luz & Salustiano, 2006), has a positive 

impact on product and production process innovation as well as on organizational changes, 

which supports the last hypothesis of this study. 

 Finally, our analysis did not support the second research hypothesis, which we 

found to be a rather interesting and unexpected finding. Namely, we found that a positive 

relation exists between management innovation and production and structural innovation, 

but that relation was statistically insignificant. 

 

4.1. Limitations and Suggestions for Future Research 

There are a few different limitations that apply to this research. First, we focused only on 

management innovations that are new to the company, so the study focuses on only one 

aspect of management innovation. Second, in order to keep the model simple we have used 

only a limited set of observed variables and as a consequence we had a smaller portion of 

constructors’ variance explained. Future research could seek to improve the measures we 

used in our model to enhance construct validity. 

 From the technical point of view, we ran our analysis on a sample whose size is just 

adequate for the model of this size and complexity. Thus, we could not do any validation 

of the model, neither with multiple samples nor with a single sample randomly split into 

two subsamples (Schumacker & Lomax, 2010). Other studies may further improve the 

model and test its validity by applying it to different data. 

 

4.2. Implications of the Research 

Besides the findings and insights resulting from model testing, we have also initiated the 

research activities about management innovation within the immature and underdeveloped 

markets. In addition, we designed a theoretical model of management innovation that could 

be applied in any economic surroundings. What is more important, our model could be 

used as a basis for further development and improvement of the understanding of the 

management innovation concept. While most of the studies about management innovation 

focus on why and how management innovations happen (Birkinshaw et al., 2005; Hamel, 

2006), we have focused our efforts on describing just what constitutes the management 

innovation phenomenon within the world of business. 

 The insights gained from this research and possible future research could be used 

by management practitioners in order to increase the successfulness of management 

innovation implementation. 

This research and its results contribute to the body of knowledge related to 

management innovation by designing an applicable model with corresponding constructs 

and individual indicator items, i.e. by designing measurement scales and types that could 

be used for future research. 
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Abstract 

 

The evolution of trade specialisation is a phenomenon that usually reflects deep structural 

changes of an economy and takes long time to unfold. Empirical trade literature usually uses 

Revealed Comparative Advantages (RCA) when analyzing specialization patterns of different 

countries. We start this paper using Balassa RCA index to present an overview of export 

specialisation in South Eastern Europe countries, Albania, Bosnia and Herzegovina, Macedonia 

FYR, Montenegro, and Serbia. In order to remedy some important shortcomings of Balassa 

index, we are proposing an alternative strategy to analyze dynamics of specialization based on 

analysis of the statistical characteristics of the Balassa RCA index distribution. Specifically, we 

examine Michaely index and derive Lorenz curves for the analysed countries from the 

decomposition of the Balassa index. Loreze curves are derived and compared over the period 

2003-2010. As the reference for calculating Balassa index and plotting Lorenze curve we used 

EU27 imports. We wonted to verify whether the specialisation pattern has moved toward the EU 

demand as in the case of former communist block countries that joined the EU in 2003 and 2008. 

At the end of the paper we also analyze dynamics of geographic distribution of these countries' 

export to EU.  

 

Keywords: Trade Specialization, Revealed Comparative Advantage, Lorenze Curve 

 

JEL classification: C10, F14 

 

1. Introduction 

 

Evolution of a country’s export specialization by definition reflects structural changes in its 

economic system. This is something that usually takes longer time period. Exceptions to 

this common pattern might happen as the result of some external factors such as wars, deep 

institutional changes, etc. In a way that is a case in a group of SEE countries we are 

analyzing in this paper. As in the case of former communist block countries that joined the 

EU in 2003 and 2008, evolution of export specialization pattern in the SEE countries 

(acceding countries or countries that will in a near future become EU member states) has 

expected to change significantly as the result of transition process. This should especially 

be the case in trade with the EU because of the trade liberalization with member countries, 

a significant inflow of FDI from the EU and the signing of the Stabilisation and 

Association Agreements with these countries. Special focus of this paper is the evolution 

of comparative advantage with respect to the EU 27 demand, in order to verify whether the 

specialization pattern of SEE countries has moved towards the most dynamic 

manufactured goods, as it has happened in the countries that joined the EU in 2003 and 

2008 (Zaghini, 2003; Yilmaz & Ergun, 2003). The paper is organized as follows: in 

Section 2 we examine the export specialization pattern of SEE countries in 2003 and 2010; 

in Section 3 we analyze dynamic of the distribution of revealed comparative advantages in 

these countries with respect to EU 27 demand; in Section 4 we examine the geographic 

distribution of SEE countries export; section 5 concludes. 
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2. Comparative advantages of SEE countries   

 

The various measures have been proposed to infer the existence of comparative advantage. 

They first can be classified on trade-only indicators and trade-cum-production indicators 

(such as ratio of exports to production, ratio of imports to consumption, etc.). Trade only 

indicators further can be differentiated based on the variable used (export, import, or net 

trade). Analysis presented in this paper is focused exclusively on export data. The first and 

still most widely used measure of revealed comparative advantage (RCA) built on only on 

exports data is the Balassa Index (Balassa, 1965). If c denotes a specific country, w the 

world economy (or set of countries), s a specific sector (and S the total number of sectors), 

and t the time period considered, the Balassa Index can than be specified as: 

 

                  (1) 

 

Balassa Index (hereafter BI) can be interpreted as the country’s share of sectoral 

export, xcs/xws, normalized by weighted sum of exports shares in all sectors, xc/xw. The BI 

follows asymmetric distribution. Lower bond is 0. Upper bond is xw/xc, and is variable 

across time and across countries. Demarcation value is 1. That is the situation when xcs/xws 

= xc/xw. Therefore, the BI reveals that country c has a comparative disadvantage in sector s 

if 0 < B < 1, while it has a comparative advantage in sector s if 1 < BI > xw/xc.  

BI provides a demarcation between countries that reveal a comparative advantage 

in a particular sector an those countries that do not. Also, it quantifies the sector-specific 

degree of comparative advantage enjoyed by one country with respect to any other country 

or set of countries. Finaly, BI values can be used for cross-country (in a specific sector) or 

cross-sector (inside a specific country) rankings.  

General overview of the results of BI index for six SEE countires - Albania, Bosnia 

and Herzegovina, Croatia, Macedonia FYR, Montenegro, and Serbia – on two-diggit SITC 

export data for 2003 and 2010 is presented in the Table 1. In all of the countries maximum 

value of BI and standard deviation (with exception of Macedonia) is decreased.  Also, in 

all countries industry groups with BI > 1 accounts for the smaller share of total export to 

EU. In most of them number of industry groups with BI > 1 is increased. All of these 

findings suggest a reduction in SEE countries export specialization in EU market. This 

overall finding is in line with simillar studies on industrialized economies (Proudmann and 

Redding, 2000; Laursen, 2000; Redding, 2002) and a set of Asian developing countries 

(Brasili et. al., 2000). 

 

Table 1. Balassa index of comparative advantages of SEE countries – general 

chraracteristics 
Indicator  Albania Bosnia and 

Herzegovina 

Croatia Macedonia 

FYR 

Montenegro Serbia 

2003 2010 2003 2010 2003 2010 2003 2010 2006 2010 2005 2010 

Maximum  35.7 17.5 17.4 12.1 26.5 17.5 20.2 18.5 64.0 55.6 24.7 17.4 

Standard 

deviation 

4.2 2.3 3.1 2.4 3.1 2.2 2.9 3.0 6.5 5.7 3.2 2.5 

Number of BI 

> 1  items 

14 15 19 22 31 30 24 21 6 8 28 32 

Contribution 

of top5 (%) 

74.7 43.5 42.6 27.0 25.9 26.4 60.1 61.0 92.2 73.9 35.5 15.5 

Contribution 

of top10 (%) 

80.9 61.4 53.4 48.3 42.5 32.6 80.7 70.5 93.1 82.1 53.7 43.6 

Contribution 

of BI > 1  

items (%) 

90.1 68.4 80.5 71.4 63.8 58.2 87.4 85.4 - - 82.9 71.2 

Source: Author’s calculations based on International Trade Centre data 
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In the Table 2 we have listed the top ten specialization items according to BI values 

in six SEE countries – Albania, Bosnia and Herzegovina, Croatia, Macedonia FYR, 

Montenegro, and Serbia – in 2010
184

. For the comparison we also calculated BI in 2003
185

. 

After closer look at the list for each of the countries analysed, we can conclude that they 

are still dominated by raw materials and labor intensive goods, and to a certain extent 

capital-intensive goods. We are not able to identify any significant shift toward higher-tech 

and higher-skill industries like in the case of Central European Countries durig the late 

1990s and early 2000s (see Havlik 2001; Landesmann and Stehrer 2002;Wörz 2003; 

Zaghini 2005). Nevertheless, these countries are more oriented toward manufactures than 

the vast majority of Latin American countries (Caselli and Zaghini, 2003).  

 

Table 2. Items of top specialization in SEE countries 

(Balassa Index of specialization in 2003 and 2010) 

Albania 

Product group 

BI 

2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Footwear, gaiters and the like, parts thereof 35.7 31.5 17..5 22.1 

Miscellaneous articles of base metal 8.7 3.9 7.2 4.7 

Articles of apparel, accessories, not knit or crochet 12.7 23.0 6.5 14.7 

Lead and articles thereof 2.4 0.1 6.0 0.5 

Raw hides and skins (other than furskins) and leather 5.9 1.9 5.7 1.6 

Articles of apparel, accessories, knit or crochet 9.1 13.3 5.1 11.1 

Meat, fish and seafood food preparations nes 9.6 3.0 4.4 2.2 

Products of animal origin, nes 0.2 0.0 4.2 0.4 

Oil seed, oleagic fruits, grain, seed, fruit, etc, nes 5.6 2.0 2.2 1.2 

Copper and articles thereof 1.9 1.0 2.1 3.0 

Bosnia and Herzegovina 

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Footwear, gaiters and the like, parts thereof 10.8 9.6 12.1 10.3 

Raw hides and skins (other than furskins) and leather 13.6 4.3 11.0 2.0 

Furniture, lighting, signs, prefabricated buildings 8.5 12.8 10.6 14.9 

Aluminium and articles thereof 3.8 4.6 7.7 9.2 

Wood and articles of wood, wood charcoal 10.6 11.8 7.1 6.2 

Manufactures of plaiting material, basketwork, etc. 13.4 0.3 5.2 0.1 

Umbrellas, walking-sticks, seat-sticks, whips, etc 0.1 0.0 5.0 0.1 

Sugars and sugar confectionery 0.1 0.0 4.9 1.1 

Inorganic chemicals, precious metal compound, 

isotopes 0.1 0.1 4.8 3.8 

Cotton 0.3 0.1 4.4 0.7 

                                                 
184 Detailed list of all product groups with BI > 1 are given in Appendix 1. 
185 The data for Serbia are available from 2005, and for Montenegro from 2006.   
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Croatia  

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Ships, boats and other floating structures 26.5 14.1 17.5 13.1 

Fertilizers 7.1 1.5 7.9 2.0 

Sugars and sugar confectionery 11.3 2.9 7.1 1.6 

Wood and articles of wood, wood charcoal 5.3 6.0 6.0 5.3 

Salt, sulphur, earth, stone, plaster, lime and cement 4.2 1.4 4.3 1.2 

Stone, plaster, cement, asbestos, mica, etc articles 1.3 0.4 3.6 1.0 

Aluminium and articles thereof 1.7 2.0 3.1 3.7 

Furniture, lighting, signs, prefabricated buildings 2.5 3.8 3.1 4.3 

Footwear, gaiters and the like, parts thereof 4.1 3.6 3.0 2.6 

Articles of apparel, accessories, knit or crochet 4.6 6.7 3.0 4.4 

Macedonia, FYR 

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Articles of apparel, accessories, not knit or crochet 20.2 36.5 18.5 31.1 

Ores, slag and ash 0.3 0.1 14.1 6.9 

Tobacco and manufactured tobacco substitutes 8.6 3.4 13.6 5.2 

Furskins and artificial fur, manufactures thereof 8.6 0.4 9.1 0.3 

Iron and steel 7.8 18.8 7.4 17.5 

Footwear, gaiters and the like, parts thereof 5.5 4.8 5.7 5.0 

Lead and articles thereof 6.1 0.2 4.6 0.2 

Salt, sulphur, earth, stone, plaster, lime and cement 4.4 1.5 4.6 1.3 

Edible vegetables and certain roots and tubers 2.0 1.1 4.2 2.2 

Cotton 2.6 0.9 4.1 0.7 

Montenegro  

Product group BI 2006 

Export 

share 

2006 

Balassa 

2010 

Export 

share 2010 

Aluminium and articles thereof 64.0 85.7 55.6 66.5 

Salt, sulphur, earth, stone, plaster, lime and cement 1.8 0.5 4.1 1.2 

Copper and articles thereof 1.8 2.0 4.7 4.5 

Ores, slag and ash 1.7 1.2 1.3 1.0 

Articles of iron or steel 1.5 2.7 0.5 0.8 

Ships, boats and other floating structures 1.5 0.9 0.4 0.3 

Wood and articles of wood, wood charcoal 1.0 1.0 2.0 1.7 

Iron and steel 0.7 2.4 1.6 4.6 

Lead and articles thereof 0.6 0.0 2.4 0.1 

Edible vegetables and certain roots and tubers 0.6 0.3 2.8 1.4 
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Serbia  

Product group BI 2005 

Export 

share 

2005 BI 2010 

Export 

share 2010 

Cereals 5.9 1.9 17.4 5.9 

Sugars and sugar confectionery 24.7 6.3 10.6 2.5 

Copper and articles thereof 12.9 6.7 7.1 6.7 

Explosives, pyrotechnics, matches, pyrophorics, etc 3.3 0.1 6.4 0.2 

Tin and articles thereof 9.8 0.2 6.0 0.2 

Edible fruit, nuts, peel of citrus fruit, melons 6.6 5.5 5.9 4.5 

Railway, tramway locomotives, rolling stock, 

equipment 0.6 0.1 4.9 0.9 

Iron and steel 7.0 16.9 4.8 13.6 

Rubber and articles thereof 6.5 7.4 3.8 4.6 

Aluminium and articles thereof 3.8 4.6 3.7 4.4 

Source: Author’s calculations based on International Trade Centre data 

 

At the end of this section we are pointing out some problems with BI that may 

cause confusion in the interpretation of its changes and cross-country comparisons. The 

first problem is the BI upper bond. As mentioned earlier in the text, it is variable and 

inversely depends on the share of country exports in world (or benchmark country group) 

exports/imports. In particular this means that BI upper bond varies across countries and 

across time. For example, in our case BI upper bond for Croatia is 715, while in 

Montenegro upper bond is 21.126. 

A second problem is related to the asymmetry of the BI. The mean, μ(BI), is above 

the median, m(BI), so that the distribution is skewed to the right; in all our cases m(BI) is 

bellow 1; and in all cases μ(BI), is above 1. This means that the changes in sectors 

characterized by high values of BI will be over-weighted in terms of the effect on the 

overall sign of the comparative advantage dynamic.  

 

3. RCA dynamics in SEE countries 

 

In the previous section we discussed the main shortcomings of the BI that make difficult to 

analyze dynamics of country specialization. Because of this, our analysis of dynamics of 

RCA of SEE countries is based on the information of the BI distribution
186

. The analysis is 

carried out using highly disaggregated data. The reason is that, more aggregate level may 

hide some important features of country's specialization. Also, many distribution 

parameters are systematically influenced by the level of aggregation. One of the ways to 

analyze the dynamics of a country export structure or dynamics of revealed competitive 

advantages are to use synthetic indicator of dissimilarity like the Michaely Index (MI) 

(Krugman, 1991; Kim, 1995). This index is calculated as follows:  

                         (2) 

 

Where t indicates the years of comparison, so that Xcs2 are the sectoral s exports of 

country c at time t=2; and Xc2 are the total exports of county c at time t=2. the MI ranges 

from 0 (perfect stability of the specialization pattern) to 1 (absolute mobility of the 

                                                 
186 The difficulties of interpreting the cardinal BI across countries and across time and the fact that the index 

is not symmetric and its mean value is not fixed, have introduced some researchers to propose various ways 

to “re-normalize” the original index. See, for example, Proudman and Redding (2000), Laursen (2000). 

Weakness of these new measures in detailed are elaborated in De Benedictis and Tamberi (2001).  
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specialization pattern) and indicates the intensity of change, but not direction of change. 

MI calculations for the SEE countries (Table 3) show really big changes in export structure 

in the 2003-2010 time period. Maybe the only exception is Montenegro, but the data for 

this country are only available since 2006.  

 

Table 3. Michaely index in SEE countries in period of 2003-2010 

Country  Michaely index 

Albania 0.58 

Bosnia and Herzegovina 0.54 

Croatia 0.45 

Macedonia, FYR 0.47 

Montenegro
1
 0.27 

Serbia
2
 0.43 

1
 Data available from 2006 to 2010 

2
 Data available from 2005 to 2010 

Source: Author’s calculation based on International Trade Centre data 

 

Shortcoming of the previous analysis is that it yields only quantitative indications 

about the intensity of changes. No indication of starting possition or direction of changes 

can be extrapolated. These limitation can be overcome by calculating Gini coefficients, or 

plotting Lorenz curves with the benchmark EU27 (EU demand) as a term of reference. In 

Table 4 we can see that the values of the Gini index, although there have been some 

positive developments in the analyzed period, are still extremely high in most countries. 

This indicates a hugh mismatch between export structure in these countries and the import 

demand in EU. The exception to a certain extent are Croatia and Serbia. The mismatch in 

the case of Montenegro, Albania and FYR Macedonia, is primarily the result of high 

concentration of exports on a relatively small number of products (see the value of HHI in 

the table below). 

 

Table 4. Gini and HHI in SEE countries in period of 2003-2010 
Indicator  Albania Bosnia and 

Herzegovina 

Croatia Macedonia FYR Montenegro Serbia 

2003 2010 2003 2010 2003 2010 2003 2010 2006 2010 2005 2010 

Gini 0.96 0.82 0.87 0.87 0.75 0.67 0.92 0.85 0.99 0.97 0.83 0.74 

HHI x 100 9.27 3.83 3.18 1.92 1.58 0.95 2.68 4.85 72.45 43.43 1.56 1.10 

Source: Author’s calculation based on International Trade Centre data 

 

In addition to Gini coefficient calculations for the analysed countries we are also 

plotting the Lorenze curves (Figures 1-6). The reason is that Gini coefficient can yield 

simillar values for very different distributions, and does not discriminete the case like 

Bosnia and Herzegovina, we shall explain bellow.  

Vertical axis in the figures is the cumulative value of the numerator in BI (country’s 

share in an EU 27 import of the specific industry). Horizontal axis is the cumulative value 

of denominator in BI (country’s share in the total EU27 export). The same procedure has 

been followed - after ranking the series according to BI values – for 2003 and 2010 data. 

The 45 percent line represents the equidistributional locus associated with the case in 

which country has the same pattern of RCA as the benchmark (BI = 1 in each sector). 

Since the series are ranked according to industry’s share in national exports, Lorenz curve 

will always be bellow the 45 line, and a country’s specialization patter will be as similar to 

the benchmark (EU demand) as its specialization curve is close to the 45 percent line.  
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Figure 2: Lorenze curve for BIH
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Figure 3: Lorenze curve for Croatia
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Figure 1: Lorenze curve for Albania
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Figure 4: Lorenze curve for Macedonia
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Figure 5: Lorenze curve for Montenegro
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Figure 6: Lorenze curve for Serbia
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In accordance with the Gini index values, for all analyzed countries Lorenze curve 

is far away from the equidistributional locus. This is especially in the case of Montenegro, 

Macedonia, Albania and Bosnia and Herzegovina. Also, between 2003 (2005 and 2006 for 

Serbia and Montenegro) and 2010 Lorenze curve moved to the left indicating that the 

pattern of revealed comparative advantages in these countries is approaching to the 

benchmark (EU27). However, closser look reveal some interesting diferencess in Lorence 

curve changes between these countries. In the case of Montenegro movement to the left 

was primarily result of few high BI sectors. Distribution of movement for other countries is 

more even but still dominated by high BI sectors, with exemption of Serbia and Croatia. 

This basically means that better compliance with the EU is primarilly result of export 

growth in relatively small number of products with significant comparative advantages. 

Bosnia and Herzegovina is different and more complex case Although the Gini 

coefficient remained the same in the observed period, change is evident in the form of 

Lorenz curve. In its bellow 1 sectors, BiH is growing increasingly different from EU27, 

but it is more similar to EU27 in its above 1 sectors (sectors with comparative advantage). 

It seems that this country specialization pattern is has been driven by two confronting 

forces, one pushing in towards and other away the EU demand. In other words, it seems 

there are some important export groups in which BiH is loosing EU market share. This is 

something that requires deeper analysis that is out of the scope of this paper. 

 

4. Geographic structure of SEE countries exports 

 

In order to analyze geographic dimension of SEE countries exports, we shall calculate the 

absolute entropy index (AEI) for each of these countries. The formula used to calculate the 

absolute entropy index (export or import) is as following: 

 

 
where b

ij  
is the export (import) share of country i to (from) country j. This indicator is used 

to measure the concentration or dispersion of the trade flow of the country in question. The 

higher the index the more dispersed is the export (import) pattern of that country. The 

validity of the index derives from weighting each component of share (b
ij
) by its relevance 

ln(1/b
ij
). That means if the value of b

ij 
for a country is very high it will be scaled down by 

the ln (1/b
ij
) term and the maximum value is achieved when all shares are equal. The 

results for the analyzed countries are as following: 

 

Table 5. Absolute entropy index of exports 

 Albania Bosnia & 

Herzegovina 

Croatia Macedonia, 

FYR 

Montenegro Serbia 

2003 0.73 1.74 2.03 2.75 - - 

2005 0.75 2.26 2.24 2.75 1.25
1
 2.57 

2008 0.94 2.19 2.29 2.61 1.54 2.58 

2010 1.21 2.13 2.36 2.54 1.90 2.55 
1 
Data for 2006 

Source: Author’s calculation based on International Trade Centre data 

 



636 

The export entropy values show very different pattern for the analyzed countries. 

There are no noticeable changes over the 2003-2010 time period for Serbia. However, that 

is country with the most diverse export pattern, together with Macedonia. Export 

diversification was actually lower in Macedonian case in 2010. Croatia experiences stable 

growth in diversification, while in a case of Bosnia and Herzegovina we can see stagnating 

pattern from 2005. The highest increase in entropy index value we got for Albania and 

Montenegro, the countries with the highest export concentration at the beginning of 

analyzed period, and relatively low export to EU comparing to other countries.  In the case 

of Albania the most of export goes to Italy, and to Greece and Italy in the case of 

Montenegro. At the end it is interesting to notice that je geografska distribucija većini 

analiziranih u ovim zemljama (with exception of Albania) povoljnija u odnosu mnoge 

zemlje nove članice EU tokom kasnih 1990-ih i ranih 2000-ih (Yilmaz, 2003).  

 

5. Summary and Conclusion 

 

Structural transformation associated with transition process and process of international 

integration emphasizes the capacity of a country to compete dynamically. Sources of 

advantages in specific industries differ in time and space, so that analysis of their pattern 

seems unavoidable.  

We started this paper using Balassa RCA index to present an overview of export 

specialisation in SEE countries in relation to EU. Comparing the 2010 results with those 

from 2003, we found some evidence of despecialisation in most of the countries. The 

number of industry groups with comparative advantage has increased in most of the 

countries. Maximum BI and standard deviation decreased. In all countries industry groups 

with BI > 1 in 2010 accounts for the smaller share of total export to EU. Finally, detailed 

BI analysis shows that top specialization items are still largely dominated by raw materials 

and labor intensive goods, and to some extent with capital-intensive goods. It is obvious 

that all countries have still a long way to catch up with the European Union. The main 

failure of all these countries is their weakness in the performance of production in 

research-oriented goods 

After stressing some of the important shortcomings of Balassa Index of revealed 

comparative advantages, we have suggested that analysis of distribution of Balassa Index 

using Lorenze curve can yield interesting information about the state and dynamics of 

country advantages in international trade. First, based on Michaelly index values we have 

concluded that export structure in these countries is significantly changed in relatively 

short time period. Plotting the Lorenze curves we showed that export structure in the 

analysed countries is still largely inconsistent with the EU demand, which could result in 

problems in the process of integration of these countries into the EU. Exports to the EU is 

still concentrated in a relatively small number of products. There are a large number of 

products with a significant and growing demand in the EU that analysed SEE countries are 

not exporting, or exporting in negligible quantities. It is also important to note that almost 

all countries reported a positive trend in 2003-2010 period in terms of greater alignment 

their export sftructure with demand in the Europen Union. However, these conclusions 

must be taken with caution given that this convergence in some countries is mainly the 

result of mobility in sectors with strong comparative advangas (products with higher values 

of BI). This surely raises the question of sustainability of mentioned positive trends in the 

future. An aditional potential problem with the dynamics of export structure we found in 

the case of Bosnia and Herzegovina. It seems like there are some significant export 

products with growing demand in EU in which BiH is actually loosing its market share. 

Finaly, we have analyzed the potential problem of narrow geographic distribution 

of SEE countries exports to EU using apsolute entrophy index. Our results show that this 

problem is most pronounced in the case Montenegro and Albania. As in the case of product 
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distribution, there have been some positive developments regarding geographic dispersion 

of exports in most of the countries in 2003-2010 time period. Exceptions here are related to 

Macedonia and Bosnia and Herzegovina, where the geographical distribution of exports 

actually decreased. This is something that policymakers in these countries should take into 

account given the growing dependence on a small number of export markets. This is 

particularly important in the case of Bosnia and Herzegovina, bearing in mind the 

indications of negative trends in its export structure in relation to EU market demand.  
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Appendix 1: Product groups with Balassa Index > 1 in SEE countries 

 
Albania 

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Footwear, gaiters and the like, parts thereof 35.7 31.5 17.5 22.1 

Miscellaneous articles of base metal 8.7 3.9 7.2 4.7 

Articles of apparel, accessories, not knit or crochet 12.7 23.0 6.5 14.7 

Lead and articles thereof 2.4 0.1 6.0 0.5 

Raw hides and skins (other than furskins) and leather 5.9 1.9 5.7 1.6 

Articles of apparel, accessories, knit or crochet 9.1 13.3 5.1 11.1 

Meat, fish and seafood food preparations nes 9.6 3.0 4.4 2.2 

Products of animal origin, nes 0.2 0.0 4.2 0.4 

Oil seed, oleagic fruits, grain, seed, fruit, etc, nes 5.6 2.0 2.2 1.2 

Copper and articles thereof 1.9 1.0 2.1 3.0 

Salt, sulphur, earth, stone, plaster, lime and cement 0.4 0.2 1.9 0.8 

Printed books, newspapers, pictures etc 2.6 1.2 1.7 0.8 

Other made textile articles, sets, worn clothing etc 1.0 0.3 1.5 0.7 

Arms and ammunition, parts and accessories thereof 0.4 0.0 1.2 0.1 

Fish, crustaceans, mollusks, aquatic invertebrates nes 0.2 0.2 1.1 1.1 

Wood and articles of wood, wood charcoal 1.8 2.0 1.0 1.3 

Aluminum and articles thereof 1.4 1.6 0.9 1.6 

Tobacco and manufactured tobacco substitutes 2.8 1.1 0.8 0.4 

Iron and steel 1.9 4.6 0.7 3.0 

Share of total export to EU27   90.1   68.4 

Bosnia and Herzegovina 

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Footwear, gaiters and the like, parts thereof 10.8 9.6 12.1 10.3 

Raw hides and skins (other than furskins) and leather 13.6 4.3 11.0 2.0 

Furniture, lighting, signs, prefabricated buildings 8.5 12.8 10.6 14.9 

Aluminium and articles thereof 3.8 4.6 7.7 9.2 

Wood and articles of wood, wood charcoal 10.6 11.8 7.1 6.2 

Manufactures of plaiting material, basketwork, etc. 13.4 0.3 5.2 0.1 

Umbrellas, walking-sticks, seat-sticks, whips, etc 0.1 0.0 5.0 0.1 

Sugars and sugar confectionery 0.1 0.0 4.9 1.1 

Inorganic chemicals, precious metal compound, isotopes 0.1 0.1 4.8 3.8 

Cotton 0.3 0.1 4.4 0.7 

Articles of iron or steel 1.4 2.3 3.3 5.8 

Articles of apparel, accessories, not knit or crochet 4.9 8.8 2.7 4.0 

Miscellaneous articles of base metal 1.2 0.5 2.6 1.2 

Lead and articles thereof 1.3 0.0 2.4 0.1 

Manmade staple fibres 0.7 0.2 2.2 0.4 

Copper and articles thereof 2.1 1.1 2.0 1.9 

Furskins and artificial fur, manufactures thereof 2.8 0.1 1.9 0.1 

Ores, slag and ash 0.5 0.2 1.5 1.1 

Iron and steel 2.0 4.9 1.5 4.2 

Other made textile articles, sets, worn clothing etc 0.3 0.1 1.2 0.4 

Articles of apparel, accessories, knit or crochet 1.3 1.9 1.1 1.7 

Animal,vegetable fats and oils, cleavage products, etc 0.0 0.0 1.1 0.5 

Paper & paperboard, articles of pulp, paper and board 0.3 0.6 1.1 1.7 

Machinery, nuclear reactors, boilers, etc 1.1 16.1 0.9 10.1 

Explosives, pyrotechnics, matches, pyrophorics, etc 1.9 0.0 0.4 0.0 

Vegetable plaiting materials, vegetable products nes 2.3 0.0 0.4 0.0 

Wool, animal hair, horsehair yarn and fabric thereof 1.4 0.2 0.0 0.0 

Arms and ammunition, parts and accessories thereof 17.4 1.1 0.0 0.0 

Share of total export to EU27   80.5   71.4 
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Croatia  

Product label BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Ships, boats and other floating structures 26.5 14.1 17.5 13.1 

Fertilizers 7.1 1.5 7.9 2.0 

Sugars and sugar confectionery 11.3 2.9 7.1 1.6 

Wood and articles of wood, wood charcoal 5.3 6.0 6.0 5.3 

Salt, sulphur, earth, stone, plaster, lime and cement 4.2 1.4 4.3 1.2 

Stone, plaster, cement, asbestos, mica, etc articles 1.3 0.4 3.6 1.0 

Aluminium and articles thereof 1.7 2.0 3.1 3.7 

Furniture, lighting, signs, prefabricated buildings 2.5 3.8 3.1 4.3 

Footwear, gaiters and the like, parts thereof 4.1 3.6 3.0 2.6 

Articles of apparel, accessories, knit or crochet 4.6 6.7 3.0 4.4 

Articles of leather, animal gut, harness, travel goods 1.1 0.4 2.8 1.1 

Wadding, felt, nonwovens, yarns, twine, cordage, etc 0.6 0.1 2.7 0.4 

Cereals 1.5 0.5 2.5 0.9 

Glass and glassware 1.7 1.0 2.3 1.1 

Raw hides and skins (other than furskins) and leather 4.1 1.3 1.9 0.3 

Miscellaneous edible preparations 2.4 0.9 1.8 0.7 

Articles of iron or steel 1.6 2.6 1.7 3.0 

Explosives, pyrotechnics, matches, pyrophorics, etc 1.0 0.0 1.6 0.0 

Tobacco and manufactured tobacco substitutes 1.2 0.5 1.6 0.5 

Cereal, flour, starch, milk preparations and products 0.9 0.4 1.6 0.7 

Manmade filaments 0.9 0.4 1.4 0.3 

Fish, crustaceans, molluscs, aquatic invertebrates nes 0.8 0.5 1.3 0.9 

Articles of apparel, accessories, not knit or crochet 3.6 6.6 1.3 2.0 

Plastics and articles thereof 1.1 3.9 1.3 4.8 

Products of animal origin, nes 3.6 0.2 1.3 0.1 

Manufactures of plaiting material, basketwork, etc. 2.2 0.0 1.2 0.0 

Paper & paperboard, articles of pulp, paper and board 0.9 1.9 1.2 1.8 

Headgear and parts thereof 2.0 0.1 1.1 0.1 

Printed books, newspapers, pictures etc 1.1 0.5 1.1 0.4 

Furskins and artificial fur, manufactures thereof 3.2 0.2 1.1 0.0 

Ceramic products 1.4 0.5 1.0 0.3 

Meat, fish and seafood food preparations nes 1.2 0.4 1.0 0.4 

Pulp of wood, fibrous cellulosic material, waste etc 1.1 0.4 1.0 0.3 

Manmade staple fibres 1.3 0.4 0.8 0.1 

Impregnated, coated or laminated textile fabric 1.3 0.2 0.6 0.1 

Other made textile articles, sets, worn clothing etc 1.6 0.5 0.5 0.2 

Wool, animal hair, horsehair yarn and fabric thereof 1.5 0.3 0.2 0.0 

Share of total export to EU27   63.8   58.2 

Macedonia, FYR  

Product group BI 2003 

Export 

share 

2003 BI 2010 

Export 

share 2010 

Articles of apparel, accessories, not knit or crochet 20.2 36.5 18.5 31.1 

Ores, slag and ash 0.3 0.1 14.1 6.9 

Tobacco and manufactured tobacco substitutes 8.6 3.4 13.6 5.2 

Furskins and artificial fur, manufactures thereof 8.6 0.4 9.1 0.3 

Iron and steel 7.8 18.8 7.4 17.5 

Footwear, gaiters and the like, parts thereof 5.5 4.8 5.7 5.0 

Lead and articles thereof 6.1 0.2 4.6 0.2 

Salt, sulphur, earth, stone, plaster, lime and cement 4.4 1.5 4.6 1.3 

Edible vegetables and certain roots and tubers 2.0 1.1 4.2 2.2 

Cotton 2.6 0.9 4.1 0.7 

Articles of apparel, accessories, knit or crochet 4.5 6.6 3.7 5.9 

Stone, plaster, cement, asbestos, mica, etc articles 4.1 1.2 2.8 0.9 

Articles of iron or steel 1.4 2.3 1.8 3.3 
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Beverages, spirits and vinegar 2.9 2.3 1.8 1.5 

Explosives, pyrotechnics, matches, pyrophorics, etc 0.3 0.0 1.6 0.0 

Special woven or tufted fabric, lace, tapestry etc 1.8 0.2 1.6 0.1 

Meat, fish and seafood food preparations nes 0.0 0.0 1.5 0.6 

Vegetable, fruit, nut, etc food preparations 1.1 0.5 1.5 0.8 

Ceramic products 0.3 0.1 1.3 0.4 

Meat and edible meat offal 1.9 1.5 1.3 1.2 

Other made textile articles, sets, worn clothing etc 3.7 1.2 1.2 0.4 

Wool, animal hair, horsehair yarn and fabric thereof 1.4 0.3 0.8 0.1 

Live trees, plants, bulbs, roots, cut flowers etc 1.4 0.4 0.7 0.2 

Railway, tramway locomotives, rolling stock, equipment 1.1 0.2 0.7 0.2 

Knitted or crocheted fabric 1.8 0.2 0.5 0.0 

Sugars and sugar confectionery 1.6 0.4 0.4 0.1 

Aluminium and articles thereof 1.2 1.4 0.3 0.3 

Zinc and articles thereof 11.0 0.9 0.0 0.0 

 Share of total export to EU27   87.4   85.4 

Montenegro  

Product group BI 2006 

Export 

share 

2006 

Balassa 

2010 

Export 

share 2010 

Aluminium and articles thereof 64.0 85.7 55.6 66.5 

Salt, sulphur, earth, stone, plaster, lime and cement 1.8 0.5 4.1 1.2 

Copper and articles thereof 1.8 2.0 4.7 4.5 

Ores, slag and ash 1.7 1.2 1.3 1.0 

Articles of iron or steel 1.5 2.7 0.5 0.8 

Ships, boats and other floating structures 1.5 0.9 0.4 0.3 

Wood and articles of wood, wood charcoal 1.0 1.0 2.0 1.7 

Iron and steel 0.7 2.4 1.6 4.6 

Lead and articles thereof 0.6 0.0 2.4 0.1 

Edible vegetables and certain roots and tubers 0.6 0.3 2.8 1.4 

 Share of total export to EU27   93.1   82.1 

Serbia  

Product group BI 2005 

Export 

share 

2005 BI 2010 

Export 

share 2010 

Cereals 5.9 1.9 17.4 5.9 

Sugars and sugar confectionery 24.7 6.3 10.6 2.5 

Copper and articles thereof 12.9 6.7 7.1 6.7 

Explosives, pyrotechnics, matches, pyrophorics, etc 3.3 0.1 6.4 0.2 

Tin and articles thereof 9.8 0.2 6.0 0.2 

Edible fruit, nuts, peel of citrus fruit, melons 6.6 5.5 5.9 4.5 

Railway, tramway locomotives, rolling stock, equipment 0.6 0.1 4.9 0.9 

Iron and steel 7.0 16.9 4.8 13.6 

Rubber and articles thereof 6.5 7.4 3.8 4.6 

Aluminium and articles thereof 3.8 4.6 3.7 4.4 

Vegetable plaiting materials, vegetable products nes 5.6 0.0 3.7 0.0 

Animal,vegetable fats and oils, cleavage products, etc 1.6 0.6 3.5 1.7 

Footwear, gaiters and the like, parts thereof 4.7 4.2 3.2 2.7 

Articles of apparel, accessories, knit or crochet 2.8 4.0 3.0 4.4 

Lead and articles thereof 3.0 0.1 2.8 0.1 

Raw hides and skins (other than furskins) and leather 0.9 0.3 2.4 0.4 

Arms and ammunition, parts and accessories thereof 3.1 0.2 2.0 0.1 

Wood and articles of wood, wood charcoal 2.4 2.7 1.7 1.5 

Vegetable, fruit, nut, etc food preparations 1.6 0.7 1.6 0.7 

Edible vegetables and certain roots and tubers 2.7 1.4 1.6 0.8 

Ceramic products 1.8 0.6 1.5 0.4 

Tobacco and manufactured tobacco substitutes 0.1 0.1 1.5 0.5 

Ships, boats and other floating structures 0.9 0.5 1.4 1.1 

Oil seed, oleagic fruits, grain, seed, fruit, etc, nes 0.8 0.3 1.4 0.5 

Wadding, felt, nonwovens, yarns, twine, cordage, etc 0.1 0.0 1.4 0.2 
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Soaps, lubricants, waxes, candles, modelling pastes 0.4 0.2 1.4 0.5 

Articles of iron or steel 1.3 2.2 1.3 2.3 

Articles of apparel, accessories, not knit or crochet 2.3 4.2 1.3 1.9 

Furniture, lighting, signs, prefabricated buildings 1.6 2.4 1.2 1.7 

Paper & paperboard, articles of pulp, paper and board 0.8 1.7 1.2 1.9 

Milling products, malt, starches, inulin, wheat gluten 1.4 0.1 1.1 0.1 

Plastics and articles thereof 1.5 5.5 1.1 3.9 

Organic chemicals 1.3 3.9 0.7 2.0 

Products of animal origin, nes 1.1 0.1 0.5 0.0 

Carpets and other textile floor coverings 1.3 0.2 0.5 0.1 

Zinc and articles thereof 3.1 0.2 0.1 0.0 

 Share of total export to EU27   82.9   71.2 

Source: Author’s calculations based on International Trade Centre data 
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Abstract 

 

Unemployment has been one of the biggest economy problems in Bosnia and 

Herzegovina recently. That problem is particularly visible in the high rate of 

unemployment of women that is additionally increased as a consequence of loosing jobs 

resulting from economic crisis. A possible solution for unemployment in general is self-

employment and motivation of women's businesses. Women face very specific obstacles as 

they start their own businesses and if they cannot be solved out, business women will be 

less capable to maintain and boost their business activities in the start-up tries, especially 

during economic crisis.  

General obstacles that significantly affect women in business development (OECD) 

are: the approach to financial sources, approach to information, education and experience 

and the effect of market saturation. 

The aim of this paper is to find out how the luck of relevant experience and 

education can affect start-up business activities of women, considering also effects of 

economic crisis. Research question will be if women are familiar with possibilities of  with 

additional education and gaining new essential skills to start and direct new business 

activities what would decrease chances of business failure, especially during economic 

crisis. There has not been many researches recently, that deal with this problem in general. 

It is also important to note that this research will consider the effect of economic crisis on 

women's start-up business activities. This work will provide useful suggestions for 

business women who would acquire additional skills and experiences necessary for success 

of start-up business activities during economic crisis. 

Academic community will also benefit from this paper since it will be one of the rare 

researches that identify actual problems related to women's start-up business. The research 

will provide appropriate recommendations and possible solutions to those problems by 

implementing appropriate educational programmes.  In the end the whole society will 

benefit from this research since results will present a step forward to the successful self-

employment of women, what would finally positively affect the general success of 

economy. This paper is made up of four parts: After the introduction, terms of women's 

business and self-employment are defined. Also the importance and place of 

aforementioned terms during the economic crisis will be defined.  The third part will 

represent analysis of the conducted research, while the fourth part will include conclusion 

and recommendation as well as the bibliography.  

 

Key words: Unemployment, self-employment, women's start-up business, education   

JEL classification: L26 
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1. Introduction 

 

Unemployment has been one of the biggest economy problems in Bosnia and Herzegovina 

recently. That problem is particularly visible in the high rate of unemployment of women 

that is additionally increased as a consequence of loosing jobs resulting from economic 

crisis. A possible solution for unemployment in general is self-employment and motivation 

of women's businesses. Women face very specific obstacles as they start their own 

businesses and if they cannot be solved out, business women will be less capable to 

maintain and boost their business activities in the start-up tries, especially during economic 

crisis. 

 

2. Economic crisis and challenges of women’s start-up business: example of Bosnia 

and Herzegovina   

 

One of the biggest problems in post-war Bosnia is a high unemployment rate. This 

problem  is additionally worsened by the world economic crisis and recession. 

 

Picture 1: Unemployment in Bosnia for the period 2006 – 2011.
187

 

 

  

 
 

In Bosnia and Herzegovina there are more unemployed women than unemployed men. 

During the economic recession the number of unemployed women has increased as 

expected.  

 

Probability of new employment is additionally deceased for women, due to the economic 

crisis regardless of their previous position in the market i.e. whether they were unemployed 

for a longer period of time or they became unemployed as a result of crisis.  

 

Women in Bosnia start their start-up businesses mostly because it is necessary for them to 

survive. And exactly this start-up is the beginning of activity which could be valorized at 

                                                 
187

 Agency for Statistics of Bosnia and Herzegovina (2011); ILO – the actual according to the labor force 

survey; AZS – registered according to the Agency for Statistics. 
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the market in terms of getting money in return and in terms of engaging a person – self-

employment.
188

  

 

But even though these women have been “pushed“
189

 to change their employment status, 

their self-employment can contribute to increase the number of positions and decrease 

unemployment rate in Bosnia and Herzegovina.      

 

Still, Statistics Agency of B&H provided concerning data for 2011. where it is obvious that 

self-employment rate is very low and it is only 20%. During 2010. only 4,2% of women 

were included in starting their own business. Results of  GEM researches showed that 

more men, than women were included in the early stage of business activities.
190

  

 

Picture no. 2: Employment Status in B&H (2011) 
191

 

 

 
Table no. 1: Early business activity level (TEA) of women in B&H and in closer regional 

countries, GEM 2010. 
192

 

 
  

(TEA-men) 

 

 

(TEA-women) 

Bosnia and Herzegovina 11,2 4,2 

Montenegro 19,6 10,5 

Croatia 7,2 3,9 

FYR Macedonia 11,7 4,0 

Average: economies based on efficiency 13,8 9,7 

Slovenia 6,4 2,9 

Average: economies based on innovations 7,3 3,9 

 

                                                 
188

 Dostić, Mijanović, Softić, Serdarević – Šestić, Lagarija, Trivun, Youth Self-employment and small 

business", "What is a start-up business?", International Forum Bosnia, Bosnia, Sarajevo, 2006.  page 51. 
189 Sandra L. Fielden, Marilin J. Davidson, „International Hadbook of Women and Small Business 

Entrepreneurship“, Leonie V. Still, „The Constrains facing women entering small business ownership“, 

MPG, England, 2007, page 59. 
190  “ GEM report on women's entrepreneurship in Bosnia and Herzegovina ", Centre for Enterprise 

Development; Bahrija Umihanić, Mirela Arifovic Omerovic, Sladjana Simic, Tuzla 2012. page 32.  
191 Agency for Statistics of Bosnia and Herzegovina (2011); employees, self-employed, assisting members. 
192 “ GEM report on women's entrepreneurship in Bosnia and Herzegovina ", Centre for Enterprise 

Development; Bahrija Umihanić, Mirela Arifovic Omerovic, Sladjana Simic, Tuzla 2012. page 32. 
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If we look at the motives
193

 for self-employment, business history and age of women, we 

can make five categories of women who choose self-employment. 

1. Young woman who perceive self-employment as a part of their long career: for very young 

women self-employment is a way to stay away from conflict in the human resources market. For 

them, self-employment represents creation of their own career without being supervised and 

getting orders from a certain person. Typically this category of entrepreneurs, get employed 

immediately after finishing education (high-school or faculty) and the only experience they had 

previously was some temporary job. 

2. Young woman forced into self-employment; unemployment was not the only factor for self 

employment. The decision was affected by a wish for autonomy and motivation resulting from 

that wish. Characteristic of this category is that these women, if they had good start, want to 

remain self-employed for the rest of their lives. . Eventual failure causes opposite effects.  

3. Older women who started their own business to satisfy own ambitions; these are 

entrepreneurs who already had successful business career. Most of them started their own 

business since they didn’t want to ignore gender discrimination. They have good business 

relationships and are usually they materially/existentially stabile. They are aware of their targets 

and they run their business activities to bring them future income. Start-up business they accept 

like their “child” that is “raised to” with the ambition to be successful.   

4. Women who see self-employment as a tradition; These are women whose family members 

had its own business. At first they worked as a part of family and then they run companies 

themselves. During their education process they were included in family business. Most of them 

traditionally have family support. This group of women is often engaged in many areas (at work, 

at home, charity work…) and they are very motivated to succeed with their own business.   

5. Women that come back into market; so called “returnees”“; one of the most significant 

groups are returnees. These are women who made a break in their careers because they had 

children and they wanted to give them attention. They crate their business activities according to 

their family needs. They are self-employed on so called “part-time working” basis and they 

create partnership with women of similar needs and interests. They start business intending to 

develop it and they see it as a long-term income resource. 

 

Empowering women to start their business can significantly contribute to their 

encouragement in self-employment and to the development of overall business activities. 

However there are more reasons why women in Bosnia do not decide to start their own 

business. Some of these reasons are: 

- low education level, 

- luck of self-confidence, 

- luck of organization 

- luck of skills and capacities needed to start own business 
194

 

Exactly the last reason mentioned - luck of skills and capacities needed to start own 

business- mostly affects all other reasons mentioned. If there is a proper way to overcome 

that problem, unemployed women in Bosnia who have business ambitions, would have 

much better base to start their own business based on their skills and knowledge. Generally 

women in Bosnia see good opportunities to start business in their living area., 
195

   

                                                 
193 Biljana Vujošević, “Entrepreneurship in the new millennium" - "Women in Business", Center for 

Entrepreneurship and Economic Development, CEED, Podgorica, 2001. page 203. 
194 Foundation of MI-BOSPO and BHŽ, USAID, "" Entrepreneurs in Bosnia and Herzegovina - findings on 

the status of women entrepreneurs - members of the network ", Sarajevo, November 2011.  
195 “GEM report on women's entrepreneurship in Bosnia and Herzegovina ", Centre for Enterprise 

Development; Bahrija Umihanić, Mirela Arifovic Omerovic, Sladjana Simic, Tuzla 2012.  page 9. 
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Picture no. 3: Business attitudes for adult men and women 59 countries according to the 

level of economic development
196

 

  

The observed 

occasions 

 

 

The observed  

ability 

 

Knowledge of 

the 

entrepreneurs 

 

Fear of failure* 

  

Women 

 

Men 

 

Women 

 

Men 

 

Women 

 

Men 

 

Women 

 

Men 

Average: economies 

based natural 

resources 

 

 

58,9 

 

 

64,2 

 

 

64,6 

 

 

77,5 

 

 

50,3 

 

 

62,5 

 

 

31,5 

 

 

27,3 

Average: economies 

based on efficiency 

 

41,0 

 

44,9 

 

49,9 

 

61,8 

 

40,0 

 

50,7 

 

35,1 

 

28,9 

Average: Economies 

based on innovations 

 

29,5 

 

37,1 

 

35,2 

 

53,2 

 

31,1 

 

41,2 

 

37,9 

 

29,9 

     

  

Entrepreneurshi

p as a good 

carrer choice 

 

Entrepreneurial 

intentions ** 

 

The high status 

of successful 

entrepreneurs 

 

Media attention 

focused on 

entrepreneurship 

  

Women 

 

Men 

 

Women 

 

Men 

 

Women 

 

Men 

 

Women 

 

Men 

Average: economies 

based natural 

resources 

 

 

75,8 

 

 

74,8 

 

 

39,2 

 

 

46,1 

 

 

80,6 

 

 

81,2 

 

 

66,2 

 

 

64,6 

Average: economies 

based on efficiency 

 

73,2 

 

72,5 

 

19,9 

 

27,1 

 

70,2 

 

69,4 

 

63,3 

 

61,6 

Average: Economies 

based on innovations 

 

58,1 

 

60,1 

 

6,0 

 

10,5 

 

70,5 

 

70,1 

 

54,7 

 

55,9 

* population age of 18 to 64 year sees good opportunities for starting a business 

** population age of 18 to 64 was not involved in entrepreneurial activity 

 

The number of trainings, courses and seminars aimed to provide skills for starting up own 

business in Bosnia is not insignificant. Recently some of these trainings focus exclusively 

on unemployed women. But these are ad-hoc and discontinued activities which usually end 

up with choosing the best created business plan in writing. This way, only short-term 

effects are created without systematic and constant support for target population. The fact 

that one or two business plans are pronounced to be the best doesn’t have to exclude other 

business plans and ideas. Still, informal economic education for unemployed women is of 

a great value; some of them get the first chance to meet basic economic terms and market 

functioning principles. 

 

In Bosnia, there is no systematic and organized support to get skills that would provide 

encouragement for self-employment, i.e. starting up business activates. In Croatia for 

example, there is the document - National Policy of Republic Croatia for Promotion of 

Gender Equality. This document has been created aiming to remove discrimination of 

women and to establish real gender equality applying policy of equal opportunities for the 

period of 2006-2010. Within this policy, the project “Empowerment of Women 

Entrepreneurship” is developed by Ministry of the Economy, Labor and Entrepreneurship 

with the special accent on educating women for Entrepreneurship. (Picture no. 4). 

 

                                                 
196 GEM 2010 Women's Report, page 12. 
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Picture no. 4: Ways of support by Croatian Ministry of the Economy, Labor and 

Entrepreneurship to women entrepreneurship
 
in Croatia
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However it is important to highlight that unlike its neighbors, in B&H women 

entrepreneurship is not recognized as one pillar of entrepreneurship overall.  In most 

countries women are considered to be either the owner or co-owner of business (according 

to the registry of competent institutions) that has an active role in operative and strategic 

issues related to business.
198

 In present statistic reality there is no such data. This was the 

conclusion of 8. Forum ob Adriatic-Jon Initiative of women entrepreneurs, that took place 

in Croatia in 2008.  
199

  

 

Many microcredit foundations in Bosnia, that support women, focus their activities only on 

financing but not education that would provide better chance to use financial support. 

Women face situations where they have finances but no proper economic skills.   

                                                 
197

 Ministry of Economy, Labour and Entrepreneurship of Croatia, Jasminka Keser, "Incentives for women 

entrepreneurship in Croatia," III congress of women entrepreneurs of the Adriatic-Ionian region, 

Montenegro, October 2008. 
198

 Petar Čovo, "Sustainable entrepreneurship - Female Entrepreneurship," University of Zadar, Croatia, 

Zadar, 2007, page 83. 
199 „The life and work of women entrepreneurs, the Adriatic-Ionian area - Final Documents 2003-2010, 

FORUM delle Camere di Comercio, dell’Adriatico e dello Ionio, Ancona, Italy, page 17.  
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Picture no. 5: Participation of loan-users in relevant seminars
200

 

Question: Did you have the opportunity to participate in a workshop or lecture regarding 

the management of private business? 

 

10%

90%

yes

no

 
 

GEM report on women entrepreneurship in B&H highlights that the main target of this 

report is “increasing efforts to enable women for starting up and directing business”......
201

  

Overall support for women to start business is estimated to be very bad in comparison to 

other neighbor countries. 

 

Table no. 2: estimation of B&H experts and experts of neighboring regions – support for 

women to start business
202

 
 

Questions asked                                    Average ratings of the attitudes of respondents 

                                 

  

Bosnia and 

Herzegovina 

 

Croatia 

 

 

Croatia 

 

Slovenia 

There is enough social care available to women so 

that they can continue to work when they start a 

family 

 

 

2,31 

 

 

2,78 

 

 

2,47 

 

 

3,44 

Start a new job is considered socially acceptable 

career for women 

 

2,64 

 

2,70 

 

3,00 

 

3,69 

Women are encouraged to self-employment and 

starting a new business 

 

 

2,56 

 

 

2,69 

 

 

2,83 

 

 

3,17 

Related to starting the company, women are exposed 

to an equal number of opportunities as men 

2,69 

 

2,73 2,57 3,94 

Men and women have equal opportunities to start a 

business 

 

2,94 

 

2,85 

 

3,86 

 

4,64 

The average score for theme support women to start 

businesses 

2,63 2,75 2,95 3,78 

 

                                                 
200

 Foundation of MI-BOSPO and BHŽ, USAID, "" Entrepreneurs in Bosnia and Herzegovina - findings on 

the status of women entrepreneurs - members of the network ", Sarajevo, November 2011.  
201

 “ GEM report on women's entrepreneurship in Bosnia and Herzegovina ", Centre for Enterprise 

Development; Bahrija Umihanić, Mirela Arifovic Omerovic, Sladjana Simic, Tuzla 2012. page  6. 
202 “ The Global Entrepreneurship Monitor - GEM BiH 2009 - The recession reduced entrepreneurial activity 

in Bosnia and Herzegovina ", Bahrija Umihanić, Rasim Tulumović, Mirela Arifovic, Sladjana Simic, Esmir 

Spahic, the Enterprise Development Center, University of Tuzla, 2010. page 72. 
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Which skills, knowledge and capacities are needed for self-employment?  

 

According to researches from Serbia and Bulgaria  
203

 entrepreneur women who took part 

in research in Serbia, marked all skills, mentioned in survey as very important to run 

business and also to start it.  

 

Picture. 5: Estimation of knowledge and skills to run business activity  - entrepreneurs in 

Serbia
204

  

 

 
 

According to the same research, participating entrepreneurs in Bulgaria, also considered all 

knowledge and skills necessary for running business. However some of them specially 

highlighted some categories like  development and business enlargement 82%, market 

appearance 77% and investment opportunities 68%.
205

 

 

 

 

 

                                                 
203 Ivana Čvorović, Centers for Women Entrepreneurship, Project "Research of women's entrepreneurship in 

Serbia and Bulgaria - the possibility of business cooperation" funded by the European Agency for 

Reconstruction, Nis, Serbia, 2008. year, page 39. 
204 Ivana Čvorović, Centers for Women Entrepreneurship, Project "Research of women's entrepreneurship in 

Serbia and Bulgaria - the possibility of business cooperation" funded by the European Agency for 

Reconstruction, Nis, Serbia, 2008. page 40. 
205 Ivana Čvorović, Centers for Women Entrepreneurship, Project "Research of women's entrepreneurship in 

Serbia and Bulgaria - the possibility of business cooperation" funded by the European Agency for 

Reconstruction, Nis, Serbia, 2008. year, page 40. 
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Picture no. 6: Estimation of skills and knowledge needed to run business activities- women 

entrepreneurs in Bulgaria
206

 

 

 

 
  

What is the situation in Bosnia and Herzegovina? Are these unemployed women, without 

formal or informal economic education, capable to respond to market challenges, 

especially during recession period? Are they ready for self-employment? Are they aware of 

skills, knowledge and experience necessary to start their own business and do they 

perceive this disadvantage as an obstacle to start their own business. Are they ready to 

participate in different forms of education for women entrepreneurs? 

 

A short research was conducted during the period March-April 2012. The sample of 60 

unemployed women is used and they showed the interest in self-employment. This 

research is conducted on intentional-estimation sample.
207

   All questioned women were 

registered at the Employment office list.  

 

We got primary data based on short, structured survey made up of five questions, closed 

type (with answers offered)
208

 aiming to ease qualitative analysis of data. 

 

                                                 
206 Ivana Čvorović, Centers for Women Entrepreneurship, Project "Research of women's entrepreneurship in 

Serbia and Bulgaria - the possibility of business cooperation" funded by the European Agency for 

Reconstruction, Nis, Serbia, 2008. page 40. 
207 Vesna Babić Hodović, Munira Serdarević Šestić, “Marketing management practice", Faculty of 

Economics Sarajevo, 2006. page 103. 
208 Vesna Babić Hodović, Munira Serdarević Šestić, “Marketing management practice", Faculty of 

Economics Sarajevo, 2006. page 103. 
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Questions YES NO 

1. Have you been on the list of employment office 

recently?   
60 0 

2.  Do you think that you have enough skills and 

experience to start your own business? 
10 50 

3. Do you have formal economic education  (high 

school, faculty)? 
14 46 

4. Have you attended course/seminar about starting 

your own business? 
12 48 

5. Would you take part in specially organized 

programs  for women entrepreneurs? 
60 0 

 

Results of this research confirmed that women in Bosnia believe that they do not have 

enough skills and knowledge to start their own business (83%). Most of them do not have 

formal economic education (76,7%) and they haven’t had a chance to attend  

course/seminar about starting own business (80%). Great importance of this research is the 

fact that all women showed readiness to be included in specially organized programs of 

additional education for women entrepreneurs. (100%). 

 

CONCLUSION: 

Supporting entrepreneurship is a precondition for economic development of one national 

economy. It is a basic phenomena proved through history.
209

 

 

Supporting entrepreneurial way of thinking is a precondition to develop entrepreneurship 

i.e. economic development. When a part of one nation does not have enough skills 

knowledge and experience to start entrepreneurial activities, economy of that nation is 

“losing” in two ways: benefits of extra income and benefits of additional working places. It 

is especially important for Bosnia and Herzegovina since this county has been facing the 

problem of high unemployment rate for a long period.  

 

If women in B&H are not empowered and encouraged for self-employment, economy of 

this country is “losing” additional incomes and additional workplaces.  Stimulating and 

encouraging women for self-employment would bring additional working palces and 

would decrease unemployment rate in Bosnia i.e. it would boost overall economic 

development of Bosnia and Herzegovina. 

 

Unemployed women are aware of the fact that the luck of formal and informal economic 

knowledge and skills is a limiting factor in self-employment. According to the research 

results presented, if unemployed women show entrepreneurial ambitions it is necessary to 

provide them continual informal education that would bring them skills, knowledge and 

experience necessary for starting up and running entrepreneurial  activities.  
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Abstract 
 
Spurred by the still ongoing global financial and economic crisis, there has been a 

resurgence of research of output gaps. Output gap measures the difference between 

potential and actual output. Country’s potential output is the maximum output level 

which can be sustained without causing inflation imbalances. It is the equilibrium level 

of output related to long-term aggregate supply and ultimate level of GDP under the 

assumption of no transitory shocks and no price and wage rigidities. Importance of the 

proper approximation of the potential output cannot be overestimated, since it gauges the 

level of maximum sustainable economic growth of a country and is used for 

cyclically adjusting many macroeconomic indicators. 

Most of the studies find that this crisis caused permanent decline in potential 

GDP due to strong contraction in demand. Consequently, it is expected that the recovery 

of the potential output will be especially difficult in demand-driven small open 

economies, such as Western Balkans (WB) countries, where recovery will strongly 

depend on global international trade recovery. The purpose of this research is to 

calculate and compare pre and post-crisis potential GDPs and GDP gaps for the WB 

countries. 

Since potential output is unobservable variable used for numerous macro-

economic and fiscal analyses different methodologies for its calculation were 

developed. This paper uses symmetric filter method developed by Hodrick and 

Prescott (HP filter). Using time series, HP filter finds a trend which minimizes output 

fluctuations, subject to a constraint limiting the allowable change in the growth of trend 

output. The HP filter de-trends GDP time series data by decomposing it into growth and 

mailto:naidacar@gmail.com
mailto:jankulov@gmail.com
mailto:irinas@gnet.ba
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cyclical components. Paper uses secondary data on GDP levels extracted from the 

International Monetary Fund database. 

Results point to a strong decrease in the potential output due to crisis-related 

contraction of both domestic and export demand for the WB countries. Based on 

calculated pre-crisis and post-crisis potential GDPs and GDP gaps, it is unlikely that the 

Governments of these countries will be able to achieve strong growth rates 

comparable to pre-crisis period without implementing structural reforms. Appropriate 

policies can shape the post- crisis recovery and help contain medium-term output 

losses. Restoring pre-crisis growth rates relies on implementing "good", and preventing 

implementation of "bad" policies. The paper discuses  reforms  that could help create a 

sound new basis for future sustainable growth. 
 

Keywords:  Potential output, Output gap, Crisis, Western Balkans, HP filter 

JEL classification: E32 

 

1.       Introduction 
 
Output gap measures the difference between potential and actual output. Potential 

output of a country is  a macroeconomic  indicator  measuring the  equilibrium level of 

output related to long term aggregate supply and ultimate level of gross domestic product 

(GDP) under the assumption of no transitory shocks and no price and wage rigidities. 

Consequently, importance of the proper approximation of the potential output cannot 

be overestimated, since it gauges the level of maximum sustainable  economic growth 

of a country and is used to cyclically adjust many macroeconomic and fiscal  indicators  

to examine levels which would occur in the absence of inflationary expansion and 

recession. 

Most structural  macroeconomic models that are used for forecasting and 

policy analyses require an estimate of potential output. In these models, the gap 

between actual and potential output is a key variable determining the evolution of 

prices and wages. A level of real GDP above potential will often be seen as a source 

of inflationary pressures and a signal that the monetary authorities should tighten their 

policy. A level of real GDP below potential will have the opposite implications. The 

output gap then corresponds to the transitory component of output. 

Potential output can also be a useful indicator for policymakers in adopting 

appropriate measures in response to a crisis. Knowledge of the cyclical position - based 

on estimates of potential output and the position of GDP in relation to its potential - is a 

key element in monetary and fiscal frameworks. First, the level of GDP relative to its 

potential has implications for inflationary pressures in the economy. Second, the size and 

sign of the output gap provides a good indicator of an economy's cyclical position,  which  

is an important element in the estimation of the structural fiscal balance. Having in mind 

current recession-riddled global economic environment, examination of potential output 

levels and their changes in comparison to the pre-crisis levels is particularly timely and 

insightful. 

The purpose of this research is to calculate and compare pre-crisis and post-

crisis potential GDPs and GDP gaps for the Western Balkans countries of Albania, 

Bosnia and Herzegovina, Croatia, Kosovo under UN SCR 1244, FYR Macedonia, 

Montenegro, and Serbia. The paper uses symmetric filter method developed by 

Hodrick and Prescott (HP filter), which de-trends GDP time series data by decomposing 

it into growth and cyclical components. The main issue examined here is the impact of 

the current crisis on potential output of the Western Balkan countries and whether these 

countries will be able to achieve strong growth rates comparable to pre-crisis growth 
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rates with current policies in place. The rest of the paper is organized as follows: Section 

2 defines potential output, provides  an overview  of approaches  to estimating potential 

output, and gives literature review in the field of measuring potential output for the 

countries of Western Balkans. Section 3 provides rationale for application of the 

approach used in the paper and description of statistical de-trending tool. Section 4 

describes data used in the research and Section 5 provides results and explanations of the 

empirical research. Finally, Section 6 contains conclusions stemming from the research, 

along with policy implications. 

 

2.       Theoretical Framework and Literature Review 
 
2.1.      What is potential output? 
 
Despite the fact that the potential output concept is widely used by economists, there are 

different opinions as to how exactly potential output should be defined. In statistical 

terms potential output is a trend output. Theoretical view is that the potential output is 

based on the supply side of the economy and, as such, it is defined as the production 

level at normal utilization of factors of production  at the current state of technology. 

Subsequently, the output gap – thought of as a consequence of demand shocks - would 

equal to the transitory component of output. As the shock is absorbed by the economy, 

the economy should return towards its steady state. In other words, potential output can 

also be considered the steady state level of output associated with the long-run aggregate 

supply curve. 

Literally, the potential output would mean the maximum possible output of an 

economy if all its resources were fully employed. One such extreme definition of 

potential output (Gibbs, 1995) would be the output that is associated with the situation in 

which everybody of working age worked 24 hours per day, every day of the year. This 

concept broadly corresponds to what is also referred in the literature as ‘efficient 

output’ (as per Fueki, Fukunaga, Ichiue & Shirota, 2010), defined as the level of output 

in an environment without nominal rigidities in goods and labor markets and without 

shocks to price and wage markups (Mishkin, 2007). Under this concept, the potential 

output moves closely with the actual output and is more volatile than conventional 

measures of potential output. 

Alternatively, the term ‘potential output’ can be defined as some normal level of 

production given ‘average’ factor utilization rate. This definition appears to be more in line with 

the contemporary approach. In line with this approach, the potential output of an economy  is 

defined as the maximum level of output obtainable without generating an increase in inflation. 

In this case, calculations of potential output are based either explicitly or implicitly on estimates 

of the natural rate of unemployment, i.e. ‘the rate of unemployment which prevails when  

expectations of inflation are  realised, and toward which the economy will tend to converge 

following a disturbance’ (Friedman, 1968). 

Regardless of the theoretical differences in terms of definition of the potential 

output, both potential output and corresponding output gap – defined as a difference 

between potential and actual output expressed as a share of potential output - are latent 

variables that cannot be observed directly. 

 

2.2. How is potential output estimated? 
 

Since potential output (and thus the output gap as well) is unobservable 

variable, and at the same time is also a variable used for numerous macroeconomic and 

fiscal analyses, several methodologies for calculation of the potential output were 
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developed. Measurement of the output gap (defined as the difference between the actual 

and potential output expressed as a share of potential output) is widely controversial in 

economic theory, reflecting the controversy and disagreement in the nature of the 

economic cycles, since the potential output separates the trend from the cyclical 

component of the output. 

Several ways have been developed so far in order to calculate potential output 

indirectly. The methods of estimation vary in robustness and data requirement; hence, 

not all of them are equally suitable for all the countries. In general, there are three 

different types of approaches to estimation of potential output (as per Mishkin, 2007). 

These are: i) aggregate approaches; ii) production function, or growth-accounting,  

approaches; and iii) dynamic stochastic general equilibrium (DSGE) approaches. 

Aggregate approaches to estimating potential output  are also referred to as top 

down approaches. These approaches normally look at relationships involving aggregate 

variables and use these variables to derive measures of potential output. Main 

assumption used in these calculations is if a change of an aggregate variable, such as 

employment or output, is sustainable, then it is also likely to be permanent. Subgroups of 

aggregate approaches are univariate and multivariate methods. 

Univariate statistical methods are used to identify a permanent component of 

changes in output as a measure of potential output. For example, Beveridge and Nelson 

(1981), in an attempt to measure and date business cycle in the post-war US economy, 

identify a permanent component as a random walk drift, and the cyclical component as a 

stationary process with zero mean. As the decomposition methodology depends on the 

past data (historical data or projections), it is computable in real time. Univariate 

methods include Hodrick-Prescott filter (HP filter), Baxter-King filter, Beveridge Nelson 

decomposition, and Kalman filter.
210 Main advantage of univariate methods is their 

simplicity and relatively modest data requirement. They provide a feel as to what 

potential output may be, using limited number of variables. The disadvantage of these 

approaches, however, is that they require a variety of statistical assumptions and 

estimates related to these assumptions may vary significantly. Another disadvantage is 

that the association of the movements of permanent component of output with the stable 

inflation rate. 

Having in mind these shortcoming of the univariate aggregate approaches, 

multivariate  aggregate approaches get more sophisticated and, rather than being purely 

statistical de-trending approach (which statistically separates permanent from cyclical 

components of the time series data), they include information on structural relationships, 

using economic theory to separate structural and cyclical effects on level of economic 

activity. Thus, multivariate approaches include the assumption developed  by seminar 

works of Phelps (1967) and Friedman (1968), which states the economies in the long run 

steers towards natural unemployment rate (non-accelerating inflation rate of 

unemployment) associated with the long-run expected inflation level. Under multivariate 

approached of calculating potential output, potential output corresponds to non- 

accelerating inflation rate of unemployment, while the output gap indicates whether 

inflation is expected to increase or decrease. Multivariate methods include Hodrick- 

Prescott multivariate filter (HPMV filter), Beveridge Nelson multivariate 

decomposition, and Kalman multivariate filter. Main disadvantage of multivariate 

approaches is that they must be based on plausible assumptions of relationship of output 

with both inflation and unemployment  gaps, which are difficult to correctly estimate 

due to complex dynamics among productivity, labor market, and inflation expectations.  

                                                 
210

 1 Description of different univariate and multivariate filters and production function approaches is given in 

Cotis et al. (2005). 
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Production function approaches (also named growth accounting approaches) 

employ even more sophisticated relationships from economic theory to derive at 

potential output. These approaches generate an estimate of potential output based on 

assumption that all factors of production are utilized. Production function approaches 

include full structural model, production function with exogenous trends, and 

structural VAR. While the main advantage of these approaches is that the more narrow 

focus on different factors that drive potential output, main shortcoming is data gap in 

terms of labor, capital, and total factor productivity indicators for most of the 

countries. As an illustration of data requirement, in its simplest form, the growth-

accounting framework requires data on labor productivity, even further decomposed into 

contributions of capital deepening, changes in labor quality, and the growth rate of  

multifactor productivity. Hence, in transition countries application of this approach is 

virtually impossible due to data limitations. Furthermore, even for the developed 

countries with robust data, the shortcoming of this approach is the difficulty to estimate 

individual components of the growth accounting framework, since there is a large 

degree of uncertainty surrounding the estimates of growth accounting components. 

Growth rate of capital services is just one of the examples of variables that are 

difficult to measure. 

 
Finally, by contrast to the conventional top-down approaches and production function-
based approaches, the set of approaches based on dynamic stochastic general 
equilibrium gives somewhat different perspective on the definition of potential output. 
The DSGE approaches are the most complex and most realistic approaches, since they 
allow for market imperfections (such as preference change, fiscal policy shocks, or 
terms of trade changes) to influence the level of potential output. Hence, if this 
approach is used, the potential output will fluctuate more, and output gaps will be smaller 
than in case of traditional approach. The DSGE approaches have gained in popularity in 
recent years, but have also been surrounded by controversy. The main shortcoming is that 
these approaches require estimation of model parameters of structural shocks. Finally, 
from a policy-making stand point, the DSGE approaches are problematic in the sense that 
they imply that most of the fluctuations are efficient and do not require policy measures. 
Compared to the first two sets of approaches, the third set of approaches requires even 
more data, most of which is not readily available and is often estimated by the 
researchers. 
 
2.3. Review of the research of potential output of the Western Balkans 
 

In contrast to studies covering developed countries, there are relatively few 

empirical studies of the potential output in developing countries, due to issues with the 

availability and/or quality of data (De Masi, 1997). Most of the available studies for 

developing countries deal with East-Asian countries, and are not conclusive in terms 

of overall size of output gaps, regardless of the methodology used (HP filter and 

production function approaches are commonly used). 

The region of Western Balkans belongs to transition region, for which the 

studies are rarest, since calculation of potential output is further complicated due to 

fact that that the time series data is short spanned. Thus, for these countries, research is 

limited to first constructing medium- to long-term growth projections and then applying 

one of the calculation approaches (De Masi, 1997). 

There are only few studies/papers calculating output gaps for the Western 

Balkans countries and they are limited mostly to calculations of the international  

financial institutions, such as International Monetary Fund and World Bank, 

performed as one of the indicators of overall macroeconomic frameworks of these 

countries. The World Bank (2010) estimates that around 5,5% percentage points of 
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potential output growth rates was lost in the Western Balkans countries in 2009 and 

2010. 

According to the IMF research on the impact of the global crisis on South-

Eastern Europe “the crisis exerted a significant and, in some key respects, lasting impact 

on these countries” (IMF, 2011b, pg. 56). The study finds that SEE region experienced 

macroeconomic adjustments that could be grouped in three main categories: (i) 

current account correction, (ii) more ifficult financing and credit conditions, nd (iii) 

deterioration in public finances. On the top of these macroeconomic turbulences, the 

crisis stripped down domestic weakness and exposed problems with the countries’  

growth model. The growth potential has been held down by delays in advancing 

structural reforms needed to address sizable external imbalances (EBRD, 2009, pg.56). 

Against this background, annual growth rates are expected to remain at around 3 

percent on average in 2011 and 2012, below the pre-crisis levels of average of close 

to 5 percent during 2001-2007 (IMF, 2011, pg.59). Hence, the global crisis has in 

many respects represented a structural break with the past. Even during 2009, it was 

suggested that the recovery will likely be affected by the impact of the crisis on potential 

output and Europe’s structural problems (IMF REO, 2009). Given the fact that potential 

output cannot be observed directly, question appeared if several years of strong growth 

should be interpreted as a new long run steady trend, or whether in fact it was an 

unsustainable growth. This issue was in particular associated with Emerging  European 

economies, as catching up with the output levels of advanced economies has rarely been 

a steady process but often involved much variation (IMF REO, 2009) With Europe’s 

potential output expected to decline more than 1 percentage point from pre-crisis 

period (European Commission, 2009), risk on potential growth of emerging economies 

that rely on Europe’s capital inflows is more than apparent. Simulations suggest that the 

crisis could reduce medium-term growth between 0.6 to 2.5 percent and 0.4 to 2.2 

percent for New Member States and other emerging economies, respectively. 

There are no scholarly journal articles looking specifically at all of the 

Western Balkans countries and calculating and comparing their potential outputs. While 

there are several studies examining potential outputs and output gaps for large group 

of countries, few include Western Balkans countries. One of the rare articles which 

include some of the Western Balkans countries is 2011 paper by Turrini, Roeger, and 

Szekely. These authors analyse  the growth potential  of 56 advance and emerging  

economies for the period of 

1970-2008 (thus only backward looking data), including Albania, Croatia, FYR 

Macedonia, and Serbia and Montenegro. They  report the average GDP growth and 

the growth rate of potential output during periods with and without banking crises, and 

show that both in emerging and advanced  economies,  GDP growth during banking 

crises is almost half that during periods without financial distress and that potential 

output growth is also significantly lower (about 1% in emerging countries). 

Given the scarcity of comparative studies of potential output of the Western 

Balkans countries, this paper will add to body of research by performing a calculation 

of the potential output and growth rates of the seven countries of the Western Balkans 

thus enabling cross-country comparison and analyses of the Western Balkans average 

trends. Future research should be directed towards applying more sophisticated 

multivariate, growth accounting or DSGE methodologies for  calculating  potential 

outputs of the Western Balkans countries. 
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3.       Methodology 
 

Severe data constraints (either the lack of data or lack of time-series records of 

data) limit the possibilities for calculation of the potential output for the Western 

Balkans countries, in particular in terms of structural relationship methodologies. 

Therefore, the only plausible methodology to be applied to calculate the potential output 

is statistical  de- trending – aggregate univariate approach. Statistical de-trending can 

be performed either by filtering or smoothing data series. Filtering equates to one-

sided estimation and relies on backward information, and, while it is often used for 

policy-making (Castle J., 2003), it is less accurate  than smoothing (two-sided  

estimation) which uses both backward and forward information. For policy-making, 

smoothing requires forecast estimates.  

One of the most prominent univariate methods of potential output estimation is the 

Hodrick-Prescott (HP) filter. In this article, the HP filter is used to estimate pre- and 

post- crisis potential output of Western Balkans countries. For the purpose of this paper, 

in line with the traditional approach, the potential output is understood to be a trend 

output. While there are downsides of mechanical de-trending in Hodrick and Prescott’s 

approach which could result in spurious cycle reporting (Harvey & Jaeger, 1993), the 

Hodrick-Prescott filter (HP filter) is the most popular method for derivation of 

potential output, due to its flexibility in identifying fluctuations in trend output (Cerra 

& Saxena, 2000). Moreover, if used with discretion, it ‘yields extremely fast results 

and can prove very useful for the initial, exploratory analysis of time series’ (Pedregal 

& Young, 2001). 

The  HP filter is a pure mechanical smoothing procedure, whose statistical 

foundations are simple and transparent. According to the findings of an ad-hoc 

working group (European Commission, 2001), established by the Economic Policy 

Committee to review estimation methods used by European  Commission and other 

national and international institutions, the HP filter ‘does not require any judgmental 

assumptions nor reliance on any particular economic theory, and estimates from the HP 

filter can be easily and quickly replicated. These are the main reasons why the EC has 

relied on the HP filter for estimating trend output and the output gap in order to assess 

structural fiscal balances… There is little scope for countries to disagree with the details 

of the calculations…’ 

On the negative side, output gap estimates are known to be affected by end-sample 

biases as the estimates of trend output tend to rely excessively on the latest 

developments in actual output. This end-sample bias stems from the symmetric property 

of the HP filter, which requires that output gaps sum to zero over the estimation  

period. However, this problem can be partially overcome by using medium-term 

growth projections. Then the extent of the bias will depend on the accuracy of the 

projections. 

In terms of actual calculation,  the HP filter assumes that the actual output, Yt  

is composed of a trend component Y* and a cyclical component Ct. 

Y
t  
 Y* C

t   
(1) 

The HP filter is used to isolate the Ct by minimizing the sum of the term 

determining goodness of the fit and the term determining smoothness, as follows: 
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The term λ is a positive number which penalizes variability in the growth 

component series (Hodrick and Prescott, 1981). Parameter λ determines the smoothness 

of the trend (the trend component approaches a linear trend as λ approaches infinity, 

while at λ=0 the trend component equals to the actual series). The choice of the value 

of parameter λ is determined by the frequency of time series. Commonly used values 

of λ are 100 for annual data, 1.600 for quarterly data, and 14.400 for monthly data. 

The parameter λ is chosen somewhat arbitrarily and the above values have been 

popularized by the academic literature on real business cycles. 

 

4. Data 
 

This paper uses secondary data and projections on real GDP levels and growth rates 

for the period  2000-2016 for the seven Western Balkans countries from the 

International Monetary Fund’s (IMF) World Economic Outlook (WEO) Database from 

September 2011 (International Monetary Fund, 2011a). However, since the September 

2011 WEO was published, global growth forecasts  have been continously decreasing. In 

January 2012, IMF published WEO Update (International Monetary Fund, 2012), which 

featured revised projections for main regions and countries. These projections 

downgraded expected 2012 global growth by around 20% from 4% to 3.25%. “Mild 

recession” of the euro area is expected in 2012, due to sovereign spread issues 

(reflecting banking sector losses and public debt sustainaility issues and resulting) and 

further fiscal consolidation. 

Growth in developing countries, in particular those closely linked to the EU 

economy, is also projected to slow due to worsening of external environment and internal 

demand. EU’s GDP is expected to fall by 0.1% in 2012 and by 0.5% in euro area. 

As a result,  Central  and Eastern  Europe - with its strong ties to EU economy and 

resulting impact from the euro area issues through trade and financial sector - stands 

out with the lowest growth projection for 2012 (at 1.1%) among developing and 

emerging regions. 

Projections for the Western Balkans countries have not been officially updated 

since September 2011. However, it is clear that the Western Balkans region will in 

particular be adversely affected in 2012, due to its strong dependency on potentially 

worrisome euro area banks. In addition, the contraction of EU economies will result 

in contraction of demand for Western Balkans exports. It can be expected that this 

wave of crisis will be most felt in the countries whose financial sector is most exposed to 

euro area banks and which have internal weaknesses, in particular in terms of structural 

reforms. 

Thus, this paper uses two scenarios in calculation of the output gap. First 

scenario is „Optimistic“ Scenario, which uses the September 2011 WEO projections for 

the Western  Balkans countries for the period from 2012 to 2016. Second scenario is 

„Realistic“ Scenario (named in line with the most recent EU area developments) 

which downgrades 2012-2016 projections for the Western Balkans countries based on 

the overall downgrade of the Central and Eastern Europe region's projections in January 

2012 WEO Update relative to the Central and Eastern Europe region's projections in 

September 2011 WEO. This „Realistic“ Scenario thus reduces 2012 projections for each 

Western Balkans country by 1,6 percentage points, 2013 projections by 1,1 percentage 

point, and 2014-2016 projections by 1 percentage  point in comparison  to September  

2011 WEO  projections. Data for 2000-2008 are actual data in both scenarios. 
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5. Analyses and Results 
 

Figures 1 to 7 show GDP gap and real GDP growth rates for each of the seven 

Western Balkans countries under Optimistic and Pessimistic Scenario during 2001 to 

2016 period. While, HP filter methodology used in this paper has its limitations (as 

mentioned in the previous section of the paper), overall trends in the movement of the 

potential outputs of the Western Balkans countries pre- and post-crisis are intuitively 

plausible. Estimating potential output of a country is useful in defining sustainable 

growth level and in determining whether the macroeconomic policy of that country 

should be more geared towards demand stimulation (in the case of large gap between 

potential and real GDP) or structural reforms (in the case when the gap between 

potential and real GDP is exhausted and the economy needs underlying change of the 

growth model). 

Table 1 shows potential real GDP growth rates derived from the average HP 

trend for each of the country for the two periods (for the purpose of this paper 

2001-2008 is looked at as the pre-crisis period and 2010-2016 as the post-crisis period) 

for both scenarios. Year of 2009 was omitted from the analyses as a structural break and 

is assigned as the “crisis year” for the purpose of this paper (not implying that the crisis 

was confined to  2009  only). As expected, the results point to the strong decrease in the 

post-crisis potential output relative to pre-crisis potential output due to crisis-related 

contraction of both domestic demand and export demand for the Western Balkans 

countries. In fact, on average, potential real GDP growth has decreased by a third (33%) 

in the “Optimistic” Scenario and halved (49%) in the “Realistic” Scenario. 
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This is in line with the findings in other literature. For example, Cerra & Saxena 

(2008) show that crises produce a significant  and permanent loss in the level of 

output compared with the pre-crisis trend and that it is thus likely that the developing 

countries'potential  output has fallen in the current crisis. As was also expected the 

more severe contractions are expected in more opened Western Balkans economies in 

terms of international trade and foreign capital flows (such as Croatia), rather than in 

more closed- off countries in terms of external capital inflow (such as FYR Macedonia). 
 
Table 1: Potential Real GDP Growth Rates for Western Balkans Countries 
 

 
 

HP 
trend 

2001- 

2008 

 

HP trend 2010- 
2016 under 

‘Optimistic’ 

scenario 

 
 
 
 
% Change 

 

HP trend 2010- 
2016 under 

‘Realistic’ 

scenario 

 
 
 
 
% Change 

1 2 3 4=(3-2)/2 5 6=(5-2)/2 

Albania 6,0% 3,7% -38% 2,9% -52% 

BiH 4,9% 3,3% -33% 2,5% -49% 

Croatia 4,3% 1,8% -58% 1,0% -77% 

Kosovo under UN 6,8% 4,5% -34% 3,7% -46% 

FYR Macedonia 3,0% 3,5% 17% 2,7% -10% 

Montenegro 5,0% 3,1% -38% 2,3% -54% 

Serbia 4,9% 3,6% -27% 2,8% -43% 

AVERAGE 5,0% 3,4% -33% 2,6% -49% 
Source: Own calculations based on data from International Monetary Fund’s World Economic Outlook from 

September 2011 and World Economic Outlook Update from January 2012 

 
Based on calculated pre-crisis and post-crisis potential GDPs and GDP gaps for the 

Western Balkans countries, it is not likely that the Governments of the Western Balkans 

countries will be able to achieve strong growth rates comparable to pre-crisis period 

without implementing  structural reforms. Consequently, it is not likely that the 

Western Balkans countries will be able to achieve previously planned growth rates in the 

following years. Average growth rates in the Pre-Accession Economic Programs/ 

Economic and Fiscal Programs that Western Balkans countries submitted to the 

European Commission was 4,3% for 2012 and 4,7% for 2013, which is not likely to be 

achieved. 
 

6.       Conclusions and Policy Implications 
 

This paper sheds light on whether financial crises lead to impairment in Western 

Balkan economies’ potential output over the medium term. We follow the aggregate 

univariate HP filter approach to investigate whetherpotential output levels tend to be 

different in the aftermath of the crises compared to  pre-crisis period. The  results point 

to the strong decrease  in the post-crisis potential output relative to pre-crisis potential 

output due to crisis-related  contraction of both domestic demand and export demand 

for the Western Balkans countries. 

The crisis hit Western Balkans at the time when countries’ growth model - which 

relied on strong capital inflows, rapid credit expansion, and consumption-based 

domestic demand - was already put into question. In the pre-crisis period, the region 

benefited from this model having higher real and potential output growth rates, 

which have now been halved. With rising external imbalances, domestic weaknesses 

have been revealed and going back to pre-crisis growth rates now depends on new 

growth engines (Daviddi, Carsimamovic Vukotic, and Smirnov 2012). 
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Output losses associated with crises are significant, but appropriate policy 
responses can shape the post-crisis recovery and help contain medium-term output 
losses. The Western Balkan policymakers need to explore instituting more structural 
measures designed to counter the effects of a crisis on output. It is important to be able to 
determine whether the downturn in GDP  during crisis is associated more with the 
cyclical components or a reduction in the potential output. Cyclical downturns might be 
countered with fiscal and monetary countercyclical policy. On the other hand, a 
permanent reduction in potential output growth is better addressed with more structural 
changes (such as policies to reduce the structural rate of unemployment). 

Restoring pre-crisis growth levels relies on implementing "good" policies 

promptly. This requires adoption of appropriate macroeconomic and structural policies. 

Sound macroeconomic policies can contribute to stability of the economy and provide a 

framework for the recovery to take place. Although structural reforms are country 

specific, measures aimed at improving business environment, educating, restructuring and 

enhancing labor supply, reforming product markets, stimulating research and 

development need to be considered. In other words, human capital and total factor 

productivity gains will play a major role in growth potentials of WB countries. 

Policies should address long-standing domestic weaknesses and help make 

economies more resilient to external shocks. Ideally, they should be designed in such 

a way to stimulate the supply side of  the economies that should  lead to  an influx of 

investments. These investments and foreign financing should mostly be in the tradable 

and export-oriented sectors, and supported by general improvement in the business 

environment. Furthermore, competitiveness of the region deserves closer scrutiny. To 

this end, investments in infrastructure, human capital and productivity-enhancing 

investments should go in parallel. Equally important is to prevent implementation of 

"bad" policies that would put in question sustainability of fiscal policies or reduce labor 

market participation. Unclear national priorities that lead to scattering of public funds and 

crowd out much needed capital expenditures should be addressed as a matter of urgency. 

At the same time, waiting and not implementing reforms is not an option and can only 

prolong no- or low-growth trends. Actions taken by Western Balkan countries now will 

shape up their future economic trends. It is beyond any doubt that in years to come 

serious attention should be paid to structural reforms in all of these countries and to 

making  sure that all the preconditions for their implementation are met. This  will be the 

only way to create additional space in terms of potential output and a sound new basis 

for sustainable growth in the future. 
 
Reference 

Beveridge, S. and Nelson, C. R. 1981. A New Approach to Decomposition of Economic 

Time Series into Permanent and Transitory Components with Particular Attention to 

Measurement of the 'Business Cycle'. Journal of Monetary Economics, vol. 7 (March), 

pp. 151-74. 
Castle, J. 2003. Measuring Excess Demand and its Impact on Inflation. M Phil. Thesis in 

Economics, Nuffield College, University of Oxford, Trinity. 

Cerra, V. & Saxena, C.S. 2000. Alternative Methods of Estimating Potential Output and 

the Output Gap: An Application to Sweden (International Monetary Fund Working 

Paper No 00/59). Washington, DC: International Monetary Fund. 
Cerra, V. & Saxena, C.S. 2008. Growth  Dynamics: The Myth of Economic Recovery. 

American Economic Review, 98(1): 439-457. 

Cotis J.P, Elmeskov J. & Mourougane A. 2005. Estimates of potential output: Benefit and 

pitfalls from a policy perspective. In L. Rechling (Ed.) 2005. Euro area business 

cycle: stylized facts and Measurement issues. CEPR: London. 
Daviddi, R., Carsimamovic Vukotic, N. & Smirnov, I. 2012. How to Improve Economic 

Policy-Making  in  Western  Balkans:  Lessons  from  the  Global  Economic  Crisis. Portal 



671 

on Central Eastern and Balkan Europe, Paper Series No 21 (March 2012). 

De Masi, P.R. 1997. IMF Estimates of Potential Output: Theory and Practice (International 

Monetary Fund Working Paper No 97/177). Washington, DC: International Monetary 

Fund. 

Edge, R. M., Kiley, M. T. & Laforte, J-P. 2007. Natural Rate Measures in an Estimated 

DSGE  Model  of  the  U.S.  Economy,  Finance  and  Economics  Discussion  Series 

2007-8 (Washington: Board of Governors of the Federal Reserve System, March). 

European Bank for Reconstruction  and  Development 2009.  Transition  Report  

2009: Transition in Crisis. 

European Commission 2001. Report on Potential Output and Output Gap, Economic 

Policy Committee, Report No ECFIN/EPC/670/01/en, Brussels, 25 October. European 

Commission 2009. Quarterly Report on the Euro Area, Vol. 8, No. 2. 

European  Commission 2011.  2011  Pre-Accession Economic Programs of Candidate 

Countries: EU Commission  Assessments.  European  Economy Occasional Papers 

80. 

European Commission 2011. 2011 Pre-Accession Economic and Fiscal Programs of Potential  

Candidate  Countries: EU Commission  Assessments. European Economy Occasional 

Papers 81. 
Friedman, M. 1968. The Role of Monetary Policy. American Economic Review, 58 

(March): 1 – 17. 

Fueki, T., Fukunaga, I., Ichiue, H. & Shirota, T. 2010. Measuring Potential Growth with an 

Estimated DSGE Model of Japan's Economy. Bank of Japan Working Paper No. 10 - 

E - 13, Bank of Japan Working Paper Series, December. 
Gibbs, D. 1995. Potential  Output:  Concepts  and Measurement. Labour Market Bulletin 

1995:1, New Zealand Department of Labour, pp. 71-115. 

Harvey, A. C. & Jaeger,  A. 1993. Detrending,  Stylized Facts and the Business  Cycle. 

Journal of Applied Econometrics, 8(3): 231-247. 

Hodrick R. J. & Prescott E. C. 1981. Post-War U.S. Business Cycles: An Empirical 

Investigation, Discussion Paper #451, The Center for Mathematical Studies in 

Economics & Management Sciences, Carnegie-Mellon University. 

International  Monetary  Fund  2009. Regional Economic Outlook: Europe – Securing 

Recovery. Washington, DC: International Monetary Fund. 

International Monetary Fund 2011a. World Economic Outlook: Slowing Growth, Rising 

Risks. Washington, DC: International Monetary Fund. 

International Monetary Fund 2011b. Working Paper: The Impact of the Global Crisis on 

South-Eastern Europe. Washington, DC: International Monetary Fund. 

International  Monetary  Fund 2012. World Economic Outlook Update: Global Recovery 

Stalls, Downside Risks Intensify. Washington, DC: International Monetary Fund. 

Mishkin,  F. S. 2007. Estimating Potential Output, Speech at the Conference on Price 

Measurement for Monetary Policy. May 24, 2007. Federal Reserve Bank of Dallas, 

Dallas, Texas. 
Pedregal, D.J., & Young, P.C. 2001. Some comments on the use and abuse of the Hodrick-

Prescott Filter, Review on Economic Cycles, II 

Phelps, E. S. 1967. Phillips Curves Expectations of Inflation, and Optimal Inflation over 

Time. Economica, 34 (August): 254 – 81. 

Turrini,  A., Roeger  W. & Szekely,  I.P. 2011. Banking  Crisis, Output  Loss, and Fiscal 

Policy. CESifo Economic Studies, October 2011. 

World Bank. 2010. Supporting Structural Reforms Needed for Increasing Competitiveness 
in the Western Balkans. Presentation at IPA 2010 Conference: Sustainable Results 

and Impacts, Brussels, December 6th 2010. 



672 

EARLY WARNING SYSTEM – THEORETICAL AND EMPIRICAL ANALYSIS 

 

Nidzara Osmanagic Bedenik 

University of Zagreb 

Faculty of Economics & Business 

J. F. Kennedy 6, 10000 Zagreb, Croatia 

Phone: +385 1 238 3124 

E-mail: nosmanagic@efzg.hr 

 

Dejana Dojcinovic Drilo 

Roland Berger Strategy Consultants d.o.o. 

Trg bana Jelačića 5, 10000 Zagreb, Croatia 

Phone +385 1 4804-801, Fax +385 1 4804-880 

E- mail: Dejana_DojcinovicDrilo@hr.rolandberger.com 

 

Davor Labaš 

University of Zagreb 

Faculty of Economics & Business 

J. F. Kennedy 6, 10000 Zagreb, Croatia 

Phone: +385 1 238 3124 

E-mail: dlabas@efzg.hr 

 

With the growth of uncertainty, the gap between needed and available time for 

business decision making is increasing. Indicators and early warning systems are becoming 

more important as they can foresee possible future changes in their early stages and 

through it reduce the time needed to make adequate decisions. They enable management to 

avoid possible crisis and seize potential chances. The role of early warning systems as an 

instrument for crisis aversion is in: revealing weak signals, transferring important 

information about environmental changes, prevention of business crisis, and constructing a 

creative base for timely and appropriate response.  

Key intention of this paper is to explore the role and importance of early warning 

systems and to evaluate its existing level and limitations of its use. Also, research explores 

and analyzes which types of early warning indicators are most often used, as well as 

identifies the users of such systems in Croatian firms. We assumed that early warning 

systems in domestic business practice are operative and short term oriented, whereas 

strategic and long term early warning systems are largely neglected. Furthermore, we 

assumed that successful firms more often use early warning indicators as opposed to less 

successful ones, i.e. early warning indicators constitute a critical business success factor.  

Empirical research was conducted on a sample of 900 firms in Croatia, members of 

Croatian Employees Association. Research lasted from November 2009, to April 2010. In 

that period, with a few iterations, we have received 79 fully completed survey 

questionnaires (8, 78% rate of return). Research survey questionnaire was sent via e-mail, 

containing 43 closed type questions. Gathered results were analyzed by SPSS statistical 

software. In this paper we are presenting a part of our research pertaining to early warning 

system. 

Results indicate partial use of indicators and early warning systems in Croatian firms. 

More frequent use was distinguished in operative early warning indicators than in the 

strategic: divergence of attained from projected profit margin and monitoring of firm 

liquidity level are the most used operative early warning indicators, while competitor and 

branch analysis are the most often used strategic early warning instrument. Board 

members, CEO’s, and divisional directors are the main users of early warning systems, 

while the lack of experts for gathering and analysis of indicators, as well as the absence of 
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management initiatives are the crucial reasons for deficiency in early warning systems 

implementation. Focus on operative indicators was also confirmed by the latest research 

conducted among managers from top 50 firms, from 13 different industries, according to 

whom cost optimization is the most important measure of restructuring. Strategy 

development and business model adjustments are less important, while risk management is 

neglected.  

Based on all of the specific individual results, we can summarize that firms are 

oriented towards operative business tasks. Since a strategic early warning system 

exemplifies superior results in business crisis prevention and in Croatian practice is not 

sufficiently represented, implying that domestic firms are not adequately prepared for 

possible future challenges. Global economic crisis should be an encouragement for more 

intensive implementation and use of not merely operative, but strategic early warning 

systems as well.  

 

Keywords: early warning system, business crisis, crisis prevention, Croatian firms 

JEL classification: M00, H12, M1  

 

Deal with difficult problems while it is still easy. 

Deal with large problems while there are only few. (Lao Tse) 

 

INTRODUCTION 

The concept of strategic early warning systems can be seen as rooted in Ansoff’s 

(1980) concept of strategic issue management. According to Ansoff, “when a 

threat/opportunity first appears on the horizon, we must be prepared for very vague 

information, which will progressively develop and improve with time” (Ansoff-

McDonnell, 1990). The role of early warning systems consists in revealing weak signals, 

transferring important information about environmental changes, prevention of business 

crisis, and constructing a creative base for timely and appropriate response.  

The aim of this paper is to explore the role and importance of early warning systems in 

Croatian firms. We investigate what level Croatian firms have achieved concerning the 

implementation of early warning systems, which are the main users of such systems, and 

for which reasons firms refrain from implementing early warning systems. Furthermore, 

we followed with the question whether early warning systems are predominately operative 

and short-term-oriented, as opposed to being strategic and long-term-oriented?  

The sample comprised of 900 firms, members of the “Croatian Employers' 

Association”. The survey was conducted from November 2009 until April 2010. Empirical 

research is based on the responses of 79 firms from Croatia (8.78% rate of return). The 

results obtained were processed in SPSS.  

 

 IMPORTANCE OF EARLY WARNING SYSTEM  

Concept of weak signals is grounded on the assumption that discontinuities in 

technological, economic, social and political environment do not appear at random or are 

unpredictable, but rather that they can be spotted by means of weak signals, since such 

discontinuities are set in motion by people and their interests. Weak signals are 

inadequately defined and vaguely structured information, which forewarn the occurrence 

of strategic discontinuities (e.g. changes of trend). Meteorologist M. E. Lorenz has in 1963 

stated that physical system which does not behave periodically is not predictable. He is 

credited with the finding which is commonly known today as the „butterfly effect“; an idea 

which states that the butterfly flight in Brazil can cause a tornado in Texas. Here is a case 

of a theory of unpredictable, sensitive reaction on a slightest change (Hammer, 1991). 

Butterfly effect is popularly interpreted as a “small sample, large consequence effect“ and 
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has important implications for business. Firms which are prepared and continuously 

monitor their environment are better suited to anticipate the changes, because such firms 

are familiar with challenges which could emerge. Those firms will immediately cope with 

problems, because the challenges are not perceived as unexpected situations, but rather as 

the events for which they have planned for in advance and adequately prepared (Barry & 

Elmes, 1997). Flexibility allows firms a swift adjustment to changes in environment and 

therefore provides competitive advantage. Flexibility can be defined as an “organizational 

possibility of adjusting internal structures and processes to changes in environment“ (Reed 

& Blunsdon, 1998). Early warning systems and monitoring of environment provide the 

necessary organizational flexibility.  

The purpose of the early warning systems is in reducing the time gap between the 

needed and available time for efficient decision making. In complex and dynamic 

situations, amount of available time reduces, while simultaneously, more time is required 

to comprehend every dimension and consequences of certain decisions. Problem of rising 

dynamics and complexity is manifested in firms as a problem of difficult adjustment to 

changes, also known as the „time gap“ (Fig 1).  

 

Fig 1. Time gap 

 
Source: Bleicher, K., Das Konzept Integriertes Management, Campus Verlag, Frankfurt/Main, 1992., p. 26. 

 

Besides knowing the environment, according to Burkhart (2001), understanding the 

firms life cycle phases is as important, in order to accurately assess the influence of 

environment on the firm. Certain industries, such as IT industry have a very short life cycle 

span, and present high turbulence, while the situation with the automobile industry and 

airplane industry is somewhat more stable regarding life cycle span. 

 

  Business crisis and early warning system 

World capital economic movements have created a very demanding business 

environment. The speed and a host of new trends have caught many firms unprepared and 

have therefore induced the business crisis in those firms. Early warning systems represent 

one of the instruments of preventive business management. Crisis has two basic modes: 

first, crisis signs appear fairly early, and second, such signals are often not interpreted by 

anyone (Bickhoff, 2004). However, if signs of crisis can be uncovered early enough, crisis 

can be averted, or at least its negative effects on the firm can be reduced, and duration of 

crisis minimized. Research (Bickhoff, 2004) proved that business crisis signs manifest 

about four years before the visible crisis begins, mainly in terms of the reduced regular 

income. 
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 More specifically, the basis for business crisis diagnosis is a 4 years continuous 

decline in revenues from the regular business practice, i.e. firms in crisis are diagnosed as 

the ones where regular business activity increases at the rate smaller than the growth of 

GDP. “In every case, crisis signal was present three years before the escalation of the 

crisis” (Bickhoff, 2004, p.6). Hence, it is necessary to implement the according early 

warning systems, since the available knowledge, and change awareness determines the 

strategy response and its applicable range (Osmanagic Bedenik, 1998). Business crisis has 

several phases (fig. 2). At the early beginning of the crisis, in a strategic crisis phase, 

maneuvering space is very wide, and the need for drastic changes in current business 

practice is fairly small, although present. With the crisis development, maneuvering space 

becomes smaller, firm has fewer possibilities for avoiding crisis, while simultaneously, the 

need for all encompassing counter crisis measures increases.        

 

Fig 2. Types of crisis and its dynamics 

Document number 2

Vrste krize i njihova dinamika razvoja

Profitability 

crisis

Liquidity crisis

INSOLVENCY

"Acute situation"

Strategic crisis

R
o
o
m

fo
r 

a
ct

io
n

N
ee

d
fo

r 
a

ct
io

n

narrow

wide

big

small

Ursache

Weak Medium Strong

Early warning signals strength

 
Source: Roland Berger Strategy Consultants (2003b): Untersuchung zu Ursachen und Erfolgsfaktoren von 

Restrukturierung – vorläufige Ergebnisse, RBSC, Berlin, 2003., p. 5 

 

The purpose of the early warning systems is to indicate all the possible changes in 

the earliest crisis phase, in order for management to have enough time to consider reactive 

activities and to provide the largest possible number of measures available for countering 

the crisis. Early warning systems increase the manager’s sensitivity to changes. The basic 

aims of early warning systems are (Osmanagic Bedenik, 1998, p.131): 

 

 Identification of change causes, i.e. preventing the surprises which are often 

associated with significant losses and missed opportunities,  

 Assessment of consequences for the firm and response time gains through 

appropriate identification and acknowledgment of future possible changes, which 

provides enough time for appropriate strategic and operative planning, 

 Increases in creative capabilities directed towards restraining and avoiding threats 

as well as positively responding to opportunities. 

 

The following figure entirely reflects the role and tasks of early warning systems (Fig 3). 
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Fig 3. Early warning systems key roles 

Važne uloge sustava ranog upzoorenja

Document number 6

1 DETECTION OF WEAK SIGNALS

• Monitoring and detection of weak signals in 

internal and external company environment

2 TRANSMISSION OF IMPORTANT 

INFORMATION

• Prompt transmission of all relevant 

information about changes to company 

departments which can react on them

4 CREATION OF CREATIVE BASE

• Creation of base for appropriate and 

creative reaction to external changes and 

challenges

• Ensurance of internal changes creation

• Creation of support to utilize new 

opportunities

3 PREVENTION OF CRISIS

• Prediction and prevention of negative 

developments and crisis outbreak by weak 

signals detection and transmission of signals 

to relevant decision makers

EARLY WARNING 

SYSTEM 

ROLES

 
Source: Modified according to Bickhoff, N.: et al.: Die Unternehmenskrise als Chance, Springer, Heidelberg, 

2004., p. 5 – 10  

  

 Various early warning dimensions 

 

Early warning indicators are the first signs of detection of hidden events. Early 

warning indicators are oriented towards various kinds of positive and negative trends 

which develop in the environment. They are considered as a diagnostic signs of future 

market conditions (Rothwell, 2010). These are the measures which after surpassing certain 

previously set boundary; indicate the occurrence of change and development of new 

trends. They represent signals of possible upcoming crisis, but cannot predict the 

magnitude and time of indicator materialization and impact on the firm. 

Early warning indicators must fulfill certain demands. The following criteria have 

great importance in defining early warning indicators: singularity, completeness, timely 

availability of information and economic justification (Krystek & Moldenhauer, 2007, 

p.107). Not all of the stated criteria of indicator choice do have to be always fulfilled, but it 

is important that chosen criteria always realize their original purpose. Firms usually view 

several fundamental indicators which they find key and vital for their business (Salvatore, 

1999). Early warning indicators are therefore quantitative and qualitative auxiliary values, 

through which risks and chances in its early phases are identified, before they become 

apparent. Structured set of early warning indicators represents early warning system. 

Within the early warning indicators there exist degrees (Töpfer, 1999) and they include: 

early recognition, early awareness, and early warning. 
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Fig 4. Interdependence of early awareness, early recognition, and early warning 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Early warning refers to determining the potential crisis areas, irrelevant of the crisis 

symptoms. The focus is on revealing the areas of discontinuities based on the scenario analysis 

and possible crisis outcomes. With such preventive thinking, the area of scanning is fairly 

unclear, and therefore it is important to take into account all the possible crisis areas, and to set as 

clearly as possible its boundaries. Early awareness refers to defining of crisis indicators in 

previously defined crisis areas. The definition of indicators allows scanning of direct or indirect 

set measures and establishing of operative and measurable criteria. From an aspect of time it is 

important to encompass all early warning signals in as earlier stage. In essence, such information 

is not yet clearly structured, is inadequately concrete and barely visible. Weak signals are the 

messengers of developments which in the following four to five years could have a significant 

impact on the firm. If such signals are properly identified, firms have enough time and space to 

adequately react. Assessment of the stated trends is the basis for business strategy, and hence 

such approach needs to become an integral part of business management practice. The purpose is 

to become aware of the crisis, before its beginning, in order to avoid the negative consequences 

and to respond to changes in environment significantly faster than competition. It is 

understandable that the indicators of possible changes are sometimes unclear in their early 

phases, and accordingly its impact and analysis in relation to corporate goals is harder. Since in 

early phase there is no clear cause and effect relation, the use of traditional cause and function 

models is not possible. In such an early development phase, it is possible to define alternative 

future paths of development and assessment of its possibility of actual occurrence.  

Early warning systems are a special type of information system which improves the 

awareness of certain trends and processes in early phase. Early warning systems allow 

timely identification, diagnosis and evaluation of information obtained from a firm and the 

environment which signals the latent or potential danger for the firm. Primary purpose of 

the early warning system is in informing the management in a moment which allows 

adequate amount of time to avoid business crisis by informing the board about risks which 

can become threats for firm’s existence. Alongside early warning systems which in early 

phases signal for dangers, there are also early warning systems which signal for potential 

opportunities. The goal of the early warning systems is to recognize threats and 

opportunities in as earlier phase as possible, diagnose threats/ opportunities and assess its 

impact on the firm. 

Early awareness 
 
 
 
 
 
 
 
 
 
 
 

otkrivanje 
potencijalnih 

kriznih područja 

Early 
recognition 

 
 
 
 
 
 
 
 
 
 
 

izbor  
indikatora krize 

Early warning 
 
 
 
 
 
 
 
 
 
 
 
 

prekoraćenje 
granica tolerancije 
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Early warning systems originated as a concept in 1960’s, primarily in the field of 

international politics, initially envisioned as a tool for predicting political changes, 

especially the geopolitical crisis. They were developed with a purpose of strategic 

planning. We can generally speak of three generations of early warning systems (Horvath, 

1991; Gleißner & Füser, 2002): 

 

Fig 5. Generations of early warning systems 

 

Period  1960's 1970-80's  1990's and onward 

Area Within the firm 
Firm+closer 

environment 

Firm + closer 

environment+ wider 

environment 

Dominant aspect Quantitative Quantitative 
Quantitative + 

qualitative 

Type of information 
Indicators of 

planning and control 

Early warning 

indicators 

Early signals, 

strategic radar 

Goal 
Spotting deviations 

from the plan 

Gathering and 

assessing of 

information in 

operating business 

Gathering and 

assessing of strategic 

relevant information 

Source: Horvath, P., Controlling, Vahlen, Műnchen,1991.p. 421-422., Gleißner, W., Füser, K., Leitfaden 

Rating, München, Vahlen, 2002. p. 226-227. 

 

Early warning indicators are created with the purpose of timely recognition of level 

of goals realization and risk assessment. Risk, if not unexpected change, can be recognized 

through observing the early warning indicators. Early warning indicators can refer to 

internal or external business conditions. Some examples of early warning indicators are 

mentioned in the following table.  

 

Fig 6. Examples of early warning indicators 

Document number 10

Primjeri indikatora ranog upozorenja

Indicator

Market share

Customer satisfaction

Customer loyalty

Strategic goal

• Market 

leader, third 

globally

• Service and 

quality > 

Competition

• Customer 

migration < 

4%

Size

• Market 

share

• Customer 

satisfaction 

index

• Repeated 

orders

Operative goal

• EU > 30%

• US > 20%

• Asia > 10%

• Index 80%

• Return rate > 

50%

• 2 x per year

Risk indicator

• Growth < 

Competition

• Index < 90%

• Return rate < 

50%

• < 1 x per year

Actions

• Innovations

• Marketing

• Customer 

research

• Benchmarking

• Active 

customer 

management

 
Source: Brühwiler, B.: Risk Management als Führungsaufgabe, Haput Verlag, Bern, 2003., p. 188 

 

Early warning system is possible to explore from the operative and strategic 

perspective. On the one side there is the operative management orientation on short term 

key performance indicators (e.g. liquidity, profit) which serve as an operative management 

values. The most important operative early warning indicators are liquidity planning, 

incoming orders indicator, leading products indicator, indicators of business climate and 

employees. Operative systems are implemented through special information systems, 

which signal the latent opportunities or threats, predominantly through means of 
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quantitative information. One of the most known operative early warning systems is 

balance sheet early warning indicators and includes: decrease in revenues, decline in profit, 

insolvency, etc. Balance sheet indicators are based on the financial indicators which are 

simple, and easily implemented model which ensures the minimal level of preparedness for 

the upcoming crisis.  

Besides operative concept, there is also a strategic concept of management with 

orientation on the future potentials for success (Krystek & Moldenhauer, 2007). Strategic 

early warning systems are an integral part of the strategic management systems which act 

in real time and help identify the “new”, i.e. weak signals, and its information is 

predominantly of qualitative type. The purpose of the strategic early warning systems is in 

helping the organization overcome the discontinuities or strategic “surprises”. Strategic 

early warning systems improve the capabilities of predicting development of events before 

they happen and become irreversible, and through it enhance the active management of 

risks and chances. Strategic early warning systems, which constitute a modern scanning 

approach, also include the traditional methods of analysis such as environment analysis, 

branch and market analysis, as well as management analysis. The most known strategic 

early warning elements are firm’s potential analysis, SWOT analysis, balanced scorecard 

and risk management. According to the latest Roland Berger Strategy Consultants firm 

research (2011), firms in Croatia and the middle-eastern European region are aware of the 

importance of risk management, where for instance raw material management or currency 

changes in almost 40% of firms are considered relevant.  Implementation of such systems 

into practice, stresses the importance of adequately prepared and implemented early 

warning systems.  

 

 Early warning systems implementation 

In order to overcome the difficulties and for efficient implementation of early 

warning system, it is necessary to pay attention to following preconditions (Baisch, Klopp, 

Reising, 1998, p.237):  

 Implemented system needs to correspond to content: choice of methods and 

establishment of a system needs to depend on the characteristics of a firm and specific 

aspects of a firm (culture, structure, size, type of management). The solution is to adapt 

the content to specifics of a firm and to allow easy use.  

 

 Implemented system needs to match the problem: methods which are in place have 

to be directed towards the problem. Methods need to assist in overcoming the 

complexities of a system; they need to support the creativity and user knowledge. 

Participation of employees is important in early warning systems. The system needs to 

connect the employee orientation towards threats and chances with orientation on firm 

environment. Implemented methods need to be motivating for constructing the early 

warning systems in crisis situations.  

 

 Implemented system also needs to be directed towards the crisis solving: system 

needs to adapt to content, i.e. relevant information, qualifications, motivation and 

employee permissions.  

 

Establishment of early warning operative systems crisis procedures in a firm can be 

described in nine basic steps (Krysten, Moldenhauer, 2007)): 



680 

Fig 7. Operative early warning systems crisis detection 

steps

Document number 13

Koraci izgradnje operativnog sustava ranog otkrivanja krize 

Definition of 

observers 
Definition of 

frequency and 

reporting tool 

observer / 

headquarter

Definition of 

headquarter and its 

tasks

Definition of 

frequency and 

reporting tool 

headquarter /user

Search for 

monitoring fields

(external/internal) 

Selection of 

monitoring fields

Search for 

indicators of 

monitoring fields

Selection of 

indicators

Feedback 

information to 

observers

1

765

432

8 9

Project

(Observers)

N System user decision Information flow

GENERAL ACTIVITIES

Documentation Communication Supervision

N Without system user decision

 
Source: Krystek, U., Moldenhauer, R.: Handbuch Krisen und Restrukturierungsmanagement, Kohlhammer 

Verlag, Stuttgart, 2007., p. 110 

 

To conclude, we can say that early warning systems are part of the “basic equipment“ of 

business management indicators, and how they allow a better management preparedness to 

a future business challenges.  

 

EMPIRICAL SURVEY AND RESULTS 

The empirical research was conducted in Croatian firms in order to investigate their 

basic orientation towards business profits and sustainable development as the endpoint. 

This research is part of a wider field of study on entrepreneurial firms in Croatia 

“Controlling between profitability and sustainability”
i
. It was hypothesized that early 

warning systems business practice in Croatian firms is oriented dominantly on operative 

and short-term, where strategic early warning systems are largely neglected. The sample 

comprised of 900 companies, members of the “Croatian Employers' Association”. The 

survey was conducted from November 2009 until April 2010. During this period, with a 

few iterations, we have received 79 duly completed questionnaires (8.78% rate of return). 

Research task was achieved using a questionnaire with a total of 43 closed-type questions, 

which were distributed by electronic mail. The results obtained were processed in 

statistical SPSS software. 

 

 The general part of the research  

Empirical research is based on the responses of 79 companies from Croatia. The 

sample is structured according to the following characteristics displayed in table 1:  
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Table 1. Empirical survey results 

Source: Author’s research      

 

 Specific part of the research 

This part of the study examined the existence of early warning systems in Croatian 

firms, its sort and its prevailing orientation, e.g. operative and short-terms vs. strategic and 

long-term. The use of the early warning systems helps firms to adapt faster and better to 

changed circumstances and to make decisions not only reactive, but proactive too. Next 

results reflect the early warning systems practice in Croatian firms. 

 

Fig.8 Have you implemented (at least partially) the early warning system in the process of 

firm’s management? 

 
Source: Author’s research      

Attribute Values 

Percentage 

% 

Mean 

value 

Standard 

deviation 

Firm size 1=Small 13%     

  2=Medium 29% 2,52   0,79 

  3=Large 58%     

Firm's 

ownership 

structure 1=State owned 20%     

  

2=Private domestic 

ownership 45% 2,14 0,84 

  

3=Private foreign 

ownership 35%     

Firm's  primary 

activity 1=Manufacturing industry 30%     

  2=Construction 14%     

  3=Information technologies 0%     

  4=Retail and wholesale 18%     

  5=Financial business 9%  -  - 

  6=Transportation 0%     

  7=Telecommunications 18%     

  8=Other 11%     

Firm's exporting 

capacity 1=Only in domestic markets 30%     

  2=Export up to 25% of sales 45% 2,47 0,93 

  3=Export up to 50% of sales 25%     

  4. Export over 50% of sales 0%     
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According to a survey results, majority of organizations (62,4%) has implemented 

early warning systems. The next question was directed to identify types and intensity of 

change of the current early warning indicators.  

 

Fig.9. Which early warning systems has your firm implemented, and which significance do 

you attribute to them in process of finding negative/ positive trends in company and the 

environment? (1=not implemented at all, 2=in process of implementation, 3=partially 

implemented, 4=mainly implemented, 5=fully implemented) 

 

 
Source: Author’s research      

 

According to our results, instruments of operative planning and deviation control, 

financial and development analysis and business indicators from financial reports are the 

most implemented and most imported instruments of early warning systems. Less used 

instruments are Z-factor, Continuous monitoring of planned/achieved profit and PESTLE 

analysis. For the firms, there are quantitative, short-time oriented indicators more 

important than qualitative, long term indicators, according to our results. 
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Fig. 10  If your firm has not implemented the above stated systems, what are the main 

reasons why those systems have not been implemented? (several answers are possible) 

 

 
Source: Author’s research   

    

The lack of employee’s motivation for implementation and use of the early warning 

systems is the main obstacle, followed by the lack of management initiative and belief that 

financial indicators from financial reports are sufficient. The respondents are aware of the 

financial indicators past orientation and theirs incapability to reflect future possibilities. 

The real challenge is in the fact that respondents do not recognize the benefits of the 

strategic and operative early warning systems. 

Even though there exists the lack of management initiative, board members and top 

management are most often the main users of the early warning systems. The middle and 

lower management are significant users of the early warning systems as well. We could 

conclude that in Croatian firms there is insufficient level of knowledge about possibilities 

and benefits of the early warning systems.  

 

Fig. 11 Who are the users of the early warning system, in case your firm has implemented 

a system?  

 
Source: Author’s research  
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CONCLUSION 

The purpose of the early warning systems is to indicate the changes in the 

environment in as early phase as possible in order for management to have enough 

maneuvering space to adjust for future environmental challenges. Such systems include 

operative and strategic methods and instruments which enable firms to adjust for the 

future, in a sense of better early threats and opportunities awareness. It is therefore 

necessary to determine the areas of constant scanning and analysis, and identify early 

change indicators. It is also necessary to identify the needed values and critical lines of 

tolerance of early warning indicators and to define the means and methods for gathered 

information analysis.  

Our research is based mainly on large companies, mostly in private domestic 

ownership and very successful firms. Controlling Managers are the most common 

providers of responses in this study.  

According to the results of our survey, the most frequently implemented early 

warning systems include liquidity indicators, operative planning and deviation control, and 

financial and development analysis. Altman’s Z-score and PESTLE analysis are less 

prominent. According to our results, 60% of the firms have implemented some kind of 

early warning system; where one to four employees usually work on the early warning 

system tasks. The main reasons for not implementing the early warning systems are a 

shortage of employees for following and analyzing the indicators, too complicated 

procedures of implementation and integration of strategic early warning systems into the 

existing systems, a lack of management initiatives and scepticism towards the use of 

financial report indicators for the disclosure of negative/positive trends in the company as 

well as in the environment. The main users of an early warning system are board members 

and the top management (83%), followed by department managers and the middle 

management (70%). 

Based on the results of this research, we can conclude that firms are predominately 

oriented towards the operative business practice, but are aware of the need and the 

importance to extend perspectives by integrating the strategic dimension. 

Recommendations arising from these results especially relate to challenges in education 

and know-how, an increase in the awareness for the need of wider implementation of early 

warning system and an integrative business management that balances between operative 

and strategic business orientation. 
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Abstract 

 

Regardless the entities size, the main task of management is a successful business 

management. However, there are some differences in the organizational structure of 

entities that are dependent on their size: large, medium or small entity. Small and medium 

entities (SMEs) are usually characterized by a high proportion of current assets in total 

assets; they are less liquid, exposed to high volatility of cash flows and mostly rely on 

short-term debt. This is the reason why the cash flow management and the reducing a need 

for working capital is important component of overall financial management of SMEs.  

SMEs often think in terms of cash basis rather than in terms of accrual basis. 

Respecting the fact that liquidity is a basic assumption of performing business for an 

unlimited period, information about cash flows is especially interesting not only for their 

owners but also for other interested parties. Among different methods and techniques for 

liquidity management, one method specially excels – method of working capital 

management which is the subject of this research paper. In a corporative management 

literature, focus is often put on long term financial decisions (investment decisions, capital 

structure, dividend policy, etc.). On the other hand, insufficiently attention has been put on 

short-term decisions (asset structure, relation between current asset and current liabilities). 

This kind of decisions is often even more important for SMEs, especially nowadays in the 

period of economic crises that reflects on all economic subjects. Consequently, rational 

management with current assets and current liabilities becomes an imperative, taking into 

account that optimal level of working capital insures higher profitability.  

Goals of this research paper can be defined as identifying factors of working capital 

management in small and medium-sized entities, identifying what methods and techniques 

small and medium-sized entities use to manage their liquidity and to analyze 

interdependence between working capital management and profitability of SMEs. 

Following methods will be used for this research: analytic method, synthetic method, 

induction method, deduction method, classification method and other appropriate research 

methods. 

SMEs are less effective in working capital management, notably because of their 

weaker power to negotiate in establishing business relations with suppliers and defining 

terms of payment. Furthermore, they have difficult access to alternative forms of short 

term sources and they are not in a position to demand cash charge for sold products. 

Bearing that in mind, results of this research could help SMEs to manage working capital 

more efficiently which can indirectly influence their profitability. 

 

Keywords: liquidity, working capital management, SMEs 

JEL classification: M41 
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1. Introduction 

 

Small and medium-sized entities (SMEs) present the backbone of the economic 

development of each country. SMEs are the key resource of economic growth, dynamism 

and flexibility in developed or in developing economies (OECD, 2006). Croatian SMEs 

represent the most dynamic sector of the total economy and they are also one of the major 

drivers of Croatian economic development. According to the Croatian Chamber of 

Economy (CCE) the portion of SMEs in the total number of registered businesses over the 

years has risen to 99.5% in 2009. Also small and medium-sized entities employ about 66% 

of total labour force in the Republic of Croatia (CCE, 2010). 

Cash flow management is of particular importance for SMEs. SMEs’ owners and 

management accept cash basis for the understanding of business operation rather than the 

more complex accrual basis. Considering that liquidity is a fundamental assumption of 

going concern, information on cash flows will be particularly interesting to their owners 

and other interested users. Among various methods and techniques of liquidity 

management one particular method is emphasized. Working capital management method is 

of great importance and as such is the subject of this paper. The professional literature of 

corporate governance often put the focus on the long-term financial decisions (investment 

decisions, capital structure, dividend policy, etc.). Insufficient attention has been dedicated 

to determining the short-term decisions (the structure of assets, relationship between 

current assets and short-term borrowing, etc.) that are for small and medium-sized entities 

even more important. Due to the fact that the optimal level of working capital provides 

higher profitability, the rational management of current assets and current liabilities 

becomes an imperative. 

 

2. Factors that are determining working capital management in small and medium-

sized entities 

 

Working capital management
211

 includes management of quickly cashable assets and 

current liabilities i.e. short-term financing of current assets. The existence of working 

capital implies the existence of liquidity reserves. On the other hand, in the case of 

deficiencies in working capital, the credit solvency will be reduced and financial costs will 

increase. Likewise, failing investment of excess cash reduces the return on invested capital 

which represents one of the fundamental omissions in the behaviour of management 

toward their owners (Serdarušić, 2011). It is often argued that the effective management of 

working capital has a positive effect on the value of capital which is particularly interesting 

for the owners (in small and medium-sized entities owners are the most important users of 

financial reporting). 

Generally, working capital management can be defined as a simple concept of the 

entity’s abilityto finance the difference between current assets and current liabilities. But a 

comprehensive approach requires the capturing all activities relating to product suppliers, 

customers and product itself (Afza and Nazir, 2007). In practice, working capital 

management has become one of the most important questions of survival for small and 

medium entities. That confirms the research results showing that short-term assets of 

SMEs (receivables, inventories and cash) constitute over 50% of total assets in both 

manufacturing companies and in companies that are engaged in trade (Afza and Nazir, 

2007; Garcia-Teruel and Martinez-Solano, 2007; Mathuva, 2010; Gill, Biger and Mathur, 

2010). Also short-term liabilities are the most common source of external financing of 

small and medium-sized entities. The reason for that can be found in the fact that SMEs are 

often unable to raise funds in regulated capital markets and they are forced to take on debt 

                                                 
211The concept of working capital is known as “reserves of liquidity” and it represents the difference 

between current assets and current liabilities. 
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using conventional financing - bank loans. Obtaining working capital through bank loans 

can be difficult, time-consuming and paper-intensive i.e. it requires a lot of administration 

(Borgia and Burgess, 2000). In this sense, Garcia-Teruel and Martinez-Solano, 2006 

suggest vendor financing (trade credits) as an option for financing the debt. 

There are two working capital management policies. Firstly, the company may 

adopt an aggressive working capital management policy which implies a low level of 

current assets as the percentage of total assets. Second policy means a high level of current 

liabilities as percentage of total liabilities. Excessive proportion of current assets can have 

a negative impact on profitability.Adversely the low level of current assets can lead to the 

reduced liquidity and stockouts which makes business processes more difficult (Afza and 

Nazir, 2007). As an alternative, companies can adopt a conservative working capital 

management policy (Weinraub and Visscher, 1998) which includes a greater proportion of 

capital in liquid asset but at the sacrifice of some profitability. Presented compromise is 

known as the "trade-of” between liquidity and profitability. 

The question is how to achieve the optimal level of working capital i.e. level that 

will allow a balance between risk and efficiency which includes the continuous monitoring 

of appropriate values of working capital components (receivables, inventories and 

liabilities). Consequently it is useful to determine which factors affect working capital 

financing (figure 1). 

 

Figure 1. Factors determining working capital requirements 

 
Source:www.articlesbook.com/factors-determining-working-capital-requirements-part-1/[10.02.2012.] 

 

“First, the nature and volume of business affect the amount of working capital. 

Thus, for example, it is natural to expect that trading and service companies will have 

somewhat higher level of working capital compared to manufacturing companies. 

Adversely, some manufacturing companies’need more working capital as compared to 

public utilities. Hence, the requirement of working capital will be lower in companies 

where immediate realization of cash is present. The relationship between the business size 

and the requirement for working capital is straightforward given since the volume of 

business is positively correlated with higher amounts of working capital.  

Regarding the length of production cycle following principle can be applied: as the 

production cycle is longer (time period between purchase and use of raw materials, 

production and sales of finished products) the need for working capital is greater because 

the funds were "locked" for a longer period of time in the production processes. 

http://www.articlesbook.com/factors-determining-working-capital-requirements-part-1/
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There are two types of business fluctuations: seasonal and cyclical. Seasonal 

fluctuations occur when seasonal changes in demand for products are certainly. Therefore, 

if the demand for the product is seasonal then the production during the season intensifies 

which consequently intensifies the need for working capital. Additionally business is 

burdened with extra costs because of increased production. But during low demand, entity 

has to cover the cost of "retention" of employees and maintenance of existing facilities so 

for this reason companies continue with the production and purchase new inventories for 

the upcoming season. Nevertheless, a firm manufacturing goods which have fairly even 

sale round the year, tends to have a stable working capital need during the year. On the 

other hand, cyclical fluctuations arise from changes in economic activity in the country. 

During prosperity, sales and prices are increasing therefore higher levels of working capital 

are required in terms of increased need for inventories and book-debts. Likewise, if a 

company decides to invest in new plant and equipment (fixed assets) to meet product 

demand it will again require increased working capital reserves. Generally we could say 

that in such situation entities are more likely to borrow funds in greater measure to fund 

working capital deficiency. In contrast, during the depression and decreased demand 

working capital requirements are reduced so entities avoid further short-term borrowing. 

Existing fluctuations in business are closely tied with the policy of production. In 

the case of constant production there are two possible outcomes. If demand for product is 

constant, policy of constant product manufacturing will result in a reduced need for 

working capital. However, in case of seasonal demand then this policy increases inventory 

levels necessary during the off season. Therefore working capital requirements increases. 

Policy of variable production is preferred in case ofhigh cost of maintaining inventory. 

Furthermore, according to this entities can reduce the need for working capital in a way to 

organize production in accordance with changes in demand. 

Nowadays, companies are forced to sale goods and services on credit. Depending 

on credit policy the requirements for working capital will be different. The larger volume 

of sales on credit leads to higher demand for working capital. The same conclusions can be 

conducted as in the case of a prolonged duration of receivables collection.”
212

 

Serdarušić (2011) distinguishes internal and external factors affecting the level of 

working capital and systematizing them in a similar manner; the internal factors (size and 

business growth, organizational structure, ability to manage working capital, position, 

activity and capacity of the borrowing and investment) and external factors (bank services, 

interest rates, new technology and products, economic situation, competition). 

Furthermore, along with identification of factors that influence the level of working capital 

entities need to pay due attention to the methods and techniques of its measurement 

towards more efficient management of business operations. The above is described in next 

chapter. 

 

3. Methods and techniques of working capital management in small and medium-sized 

entities 

 

In working capital management it is important to manage its basic components (raw 

materials, work in progress, finished goods, accounts receivable, cash and cash 

equivalents, accounts payable, financial institution liabilities and other current liabilities) 

that can be measured by different analytical procedures; liquidity ratios, activity, 

profitability and time-oriented indicators (Serdarušić, 2011). 

Liquidity indicates an entity’s ability to pay off its current liabilities when they fall 

due. Use of financial ratios (current ratio, quick ratio, financial stability ratio, etc.) is a 

                                                 
212Adjusted as quotedin:www.articlesbook.com/factors-determining-working-capital-requirements-part-1/ 

http://www.articlesbook.com/factors-determining-working-capital-requirements-part-1/
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common instrument for assessing the companies’ liquidity and thus the required level of 

working capital. At the same time it is important to monitor asset turnover ratios, in 

particular, account receivable turnover and inventory turnover to perceive whether there 

are resulting differences in collection period for accounts receivable and for accounts 

payable. Frequent criticism on financial indicators is their static nature since they are based 

on the balance sheet as a static financial statement and therefore dynamic measures of 

liquidity are more favourable. In this sense, cash conversion cycle (CCC) is more often 

used as a method of liquidity management. There are several definitions of that term 

summarized in table 1. 

 

Table 1. Definition of cash conversion cycle by various authors 

DESCRIPTION DEFINITION SOURCE 

Cash Cycle Time 

The number of days between the date the 

firm must start to pay cash to its suppliers 

and the date it begins to receive cash from 

its customers. 

Bodiei Merton 

(2000) 

Cash Conversion 

Cycle 

The sum of days of sales outstanding 

(average collection period) and days of 

sales in inventory less days of payable 

outstanding. 

Keown, et. al. 

(2003) 

Cash Cycle 

The number of days that pass before we 

collect the cash form sale, measured from 

when we actually pay for the inventory. 

Jordan (2003) 

Cash Gap 

It measures the lenght of time between 

actual cash expenditures on productive 

resources and actual cash receipts form the 

sale of products or services. 

Eljelly (2004) 

Source:Uyar, A. (2009)  

 

According to Eljelly (2004), Uyar (2009) and Gulin (2009) cash conversion cycle 

and cash gap is defined uniqueness, and it’s calculated according to following formula:  

 

 

CASH GAP = DAYS OF SALES OUTSTANDING + DAYS OF SALES IN 

INVENTORY – DAYS OF PAYABLES OUTSTANDING 

 

Thereat days of sales in inventory are defined as rate of days per year and inventory 

turnover; days of sales outstanding present relationship between days per year and 

accounts receivable turnover while days of payables outstanding present relationship 

between days per year and accounts payable turnover. Therefore according toBoer (1999) 

cash gap represents the number of days between a business’s payment of cash for goods 

and services bought and the receipt of cash from its customers for goods or services sold 

(figure 2). 
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Figure 2. Concept of “cash gap” 

 

 

 

 

 

 

 

       

Inventory period 

Payable period   Receivable period  

  “Cash gap” 

     

 

 

 

 

 

Source: Borgia, D. J., Burgess, D. O. (2000)  

 

The cash gap can be positive or negative. Positive cash gap occurs in a situation 

where a company pays its suppliers before collection sold products and services. The 

present model shows that the resulting cash gap needs to be financed. Accordingly, as the 

gap in payments is higher, the company is more burdened with interest based on financing 

gap. Even when interest rates are low, the cost of financing must be included. Even then 

when the cash gap is small or even better if it is negative (for example, sales of books via 

amozon.com where customer pays in advance, before the books were paid to their 

publishers). Also the industry has the impact on existence or non-existence of cash gap and 

its level. In the construction industry it is normally to have a negative cash gap of 40-60 

days which enables internal financing (Borgia and Burgess, 2000). Although the desired 

cash gap depends on the industry, geographic region and seasonal effects presented model 

can be used to improve the cash management of the firm. Therefore it is possible to reduce 

the need for working capital by one of the following three ways (Boer, 1999): 

 decrease the collections period; 

 increase the payables period; 

 increase inventory turnover. 

 

Borgia and Burgess (2000) addressed the issue of financing the cash gap especially 

for small and medium entities. Unlike large, SMEs face numerous of different operational 

and financial requirements that limit the extent to which they can reduce the cash gap. 

Many small businesses for the same reason are not able to monitor inventory levels and 

their turnover ratios, inventory salable, etc. Again SMEs are more likely to lack the power 

in negotiating relations with suppliers and defining the terms of payment than the large 

ones. Also there is present some sort of a lack of appropriate resources in the context of the 

collection of receivables from their customers. On the other hand, these companies usually 

have no access to alternative forms of short-term borrowing to finance the resulting cash 

gap. Corrective actions that can be taken to reduce generated cash gap are summarized in 

table 2. 

 

 

Cash 

paid 

Inventory sold Inventory arrives 

80 60 40 20 0 140 120 100 

Cash received 

trreceived 
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Table 2. Measures for achieving an optimal level of working capital 

 

MEASURES FOR 

IMPROVING 

COLLECTION OF 

RECEIVABLES 

MEASURES TO 

INCREASE 

INVENTORY 

TURNOVER 

MEASURES FOR 

IMPROVEMENT OF 

BUSINESS RELATIONSHIP 

WITH BUSINESS 

FINANCIERS 

 frequently contact 

customers regarding 

collection of payments 

 harmonization of 

procurement of certain 

items with their turnover 

 negotiate longer payment terms 

with suppliers 

 conditionality for further 

delivery to the collection of 

previous receivables 

 marketing focus on key 

business articles 
 sale of receivables (factoring) 

 discounts on advance 

payments and payments by 

due date 

 reducing the price of 

obsoleteinventory –

inventory that occurs for 

longer period of time  

 arranging additional financing 

from banks and other creditors 

 collection by instruments of 

collateral  payments (bill of 

exchange, blank promissory 

note, etc.) 

 decrease in selling prices 

of items that are nearer to 

expiration date 

 extend the time period of 

repayment of certain obligations 

of enterprises (i.e. credit) 

 compensations, cession and 

factoring 

 more frequently ordering 

smaller quantities of 

inventory 

 additional capitalization of the 

company by the owners or 

strategic  

partners 

 lawsuit, enforcement 

 ejection of items with 

extremely low turnover 

coefficients from the 

assortment of business 

 sale of useless fixed assets or 

unprofitable parts of the 

company 

Source: SalajĆetković (2010) 

 

4. Interdependence between working capital management and profitability in small 

and medium-sized entities 

Liquidity management involves the planning and control of current assets and current 

liabilities in a manner that eliminates the risk of inability to settle outstanding liabilities on 

the one hand, and to avoid excessive investment in current assets on the other side (Eljelly, 

2004). Liquidity management approach throughout working capital is known and 

widespread technique for measuring, planning and control of liquidity. 

Managing working capital is important because it affects the profitability and risk 

of business transactions, and consequently influences the increase in capital value. In 

particular, investment in working capital entails a necessary compromise between risk and 

profitability. Business decisions aimed at increasing the profitability are more risky and 

vice versa, decisions that reduce risk to the minimum level can potentially affect the 

reduced performance. Uyar (2009) explains that the cash conversion cycle/cash gap (the 

average number of days between the date when the company should pay the suppliers and 

the date of payment of goods or services sold) is a key factor in managing working capital. 

Mathuva (2010) and Nobanee (2009) describe the existence of a compromise 

between liquidity and profitability. It is well known that extension of cash conversion cycle 
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adversely affects profitability. Therefore, reducing the cash gap by reducing conversion 

period of inventories throughout increased and faster sale, reducing collection period for 

accounts receivable throughout faster charging and/or extending the collection period for 

accounts payable consequently increases the profitability. However, if a company increases 

its sales, but increased sales results from increased buying on credit (generous policy of 

granting customers), it will extend the collection period of accounts receivable. In this 

case, a longer cycle of cash conversion can result in increased profitability. 

The need for working capital and liquidity depends on the industry in which the 

company operates. Capital-intensive industry requires slightly lower level of working 

capital and has less cash gap as opposed to labour-intensive activities. Accordingly, it is 

expected that requests for something lower liquidity in the capital-intensive industries will 

have a negative impact on their profitability. For labour-intensive activities the conclusions 

are opposite (Eljelly, 2004). 

Particularly interesting is the relationship of profitability and companies’ size. 

Eljelly (2004) describes the profitability as a function of enterprise size (enterprise size 

measured in terms of sales or total assets). He discusses how the size of the enterprise may 

affect differently on liquidity, cash gap and thus the profitability. Large companies are able 

to obtain larger inventory quantities and receive a discount on the amount. At the same 

time large companies have one more advantage, they are able to demand longer payment 

terms for inventories. On the other hand, smaller companies have weaker negotiating 

power and often are less successful in the collection of accounts receivable. All of this 

enables a smaller cash gap within large firms, and thus their greater profitability. 

 

5. Conclusion 

The main task of entities management regardless of their size is to successfully manage the 

business. Yet, there are differences in the organization of business operations depending on 

whether they operate as large, medium or small company. SMEs are usually characterized 

by a high proportion of current assets to total assets, less liquid, exposed to high volatility 

of cash flows and mostly rely on short-term borrowing. Therefore cash flow management 

and reduction of working capital requirements in small and medium-sized entities is an 

important component of overall financial management. Liquidity can be observed statically 

and dynamically. Traditional liquidity indicators are static because they present the 

structure of assets and sources of assets at certain date (balance sheet date). As an 

alternative to ratio indicators, most commonly used technique is cash flow management 

throughout cash gap since it takes into account the average number of days between the 

payment of purchased goods and services to our suppliers and receipt of cash from the 

goods and services sold to our customers (dynamic measure of liquidity). More resources 

are needed to finance the resulting cash gap as the cash conversion cycle is longer. 

Everything mentioned above indicates that there is slightly higher cash gap present in 

small and medium entities and thus their profitability is consequently lower. Finally, it has 

been shown that small businesses are often less effective in the working capital 

management primarily to weaker negotiating power in establishing business relations with 

suppliers and defining the terms of payment, their access to alternative forms of short-term 

borrowing is somewhat difficult and they are often not in a position to demand cash 

payment of products sold. 



693 

References 

 

Afza, T., Nazir, M. S. (2007) Is it Better to be Aggressive or Conservative in Managing 

Working Capital? Journal of Quality and Technology Management, 3(2): 11-21. 

Boer, G. (1999) Managing the Cash Gap. Journal of Accountancy. Accessible at: 

www.journalofaccountancy.com//Issues/1999/Oct/boerl.htm [10.02.2012.] 

Borgia, D. J., Burgess, D. O. (2000) Reducing the Cash Gap by Factoring. Journal of 

Entrepreneurship Education, 2: 46-55. 

Eljelly, A. M. A. (2004) Liqudity – Profitability Tradeoff: AN Empirical Investigation in a 

Emerging Market. IJCM, 14(2): 48-61. 

García-Teruel, P. J., Martínez-Solano, P. (2007) Effects of Working Capital Management on 

SME Profitability. International Journal of Managerial Finance, 3(2): 164-177. 

Gill, A., Biger, N., Mathur, N. (2010) The Relationship Between Working Capital 

Management and Profitability: Evidence From The Unites States. Business and 

Economics Journal, Volume 2010: BEJ-10. 

Gulin, D. (2009) Upravljanje novčanim tokom pomoću neto obrtnog kapitala. Računovodstvo i 

financije, broj 11/2009: 63 – 65. 

HGK (2010) Malo gospodarstvo. Hrvatska gospodarska komora; Sektor za industriju. 

Accessible at: http://www2.hgk.hr/en/depts/industry/Malo_gospodarstvo_2010.pdf 

[10.02.2012.] 

Howorth, C., Westhead, P. (2003) The Focus of Working Capital Management in UK Small 

Firms. Management Accounting Research, 14: 94-111. 

Lamberson, M. (1995) The Response of the Working Capital Position of Small Firms to 

Changes in the Business Cycle. American Journal of Business, 10(2): 45-50. 

OECD (2006) Financing SMEs and Entrepreneurs. Organization for Economic Co-operation 

and Development. Accessible at:  

 www.oecd.org/dataoecd/53/27/37704120.pdf.[10.02.2012.] 

Mathuva, D. M. (2010) The Influence of Working Capital Management Components on 

Corporate Profitability; A Survey on Kenyan Listed Firms. Research Journal of 

Business Management, 4(1): 1-11. 

Nobanee, H. (2009) Working Capital Management and Firm’s Profitability: An Optimal Cash 

Conversion Cycle. Working Paper Series, SSRN Network.Dostupnona: 

http://ssrn.com/abstract=1471230 [10.02.2012.] 

Padachi, K. (2006) Trend in Working Capital Management and its Impact on Firms' 

Performance: An Analysis of Mauritian Small Manufacturing Firms. International 

Review of Business Research Papers, 2(2): 45-58. 

SalajĆetković, V. (2010) Računovodstvene informacije kao podloga za donošenje mjera za 

ublažavanje posljedica ekonomske krize u poduzeću. Računovodstvo i financije, broj 

11/2010: 90–95. 

Serdarušić, H. (2011) Upravljanje rizicima u financijama. Zbornik radova 46. Simpozija - 

Financijske i računovodstvene mjere za izlaska iz recesije. Zagreb: HZRFD. 

Uyar, A. (2009) The Relationship of Cash Conversion Cycle with Firm Size and Profitability: 

An Empirical Investigation in Turkey. International Research Journal of Finance and 

Economics, 24.Accessible at: www.eurojournals.com/finance.htm [10.02.2012.] 

Weinraub, H. J., Visscher, S. (1998) Industry Practice Relating To Aggressive Conservative 

Working Capital Policies. Journal of Financial and Strategic Decisions, 11(2): 11-18. 

www.articlesbook.com/factors-determining-working-capital-requirements-part-

1/[10.02.2012.] 

 

 

 

http://www.journalofaccountancy.com/Issues/1999/Oct/boerl.htm
http://www2.hgk.hr/en/depts/industry/Malo_gospodarstvo_2010.pdf
http://www.oecd.org/dataoecd/53/27/37704120.pdf
http://ssrn.com/abstract=1471230
http://www.eurojournals.com/finance.htm
http://www.articlesbook.com/factors-determining-working-capital-requirements-part-1/
http://www.articlesbook.com/factors-determining-working-capital-requirements-part-1/


694 

GROWTH PROSPECTS OF REMMITTANCES IN TRANSITION ECONOMIES 

 

Rabija Somun-Kapetanović 

School of Business and Economics, University of Sarajevo,  

Bosnia and Herzegovina/Professor 

Trg oslobođenja - Alije Izetbegovića 

Phone: +00387 33 275 925     Fax: 

E-mail address: rabija.somun@efsa.unsa.ba 

 

Emina Resić 

School of Business and Economics, University of Sarajevo,  

Bosnia and Herzegovina / Associate professor 

Trg oslobođenja - Alije Izetbegovića 

Phone: +00387 33 275 924     Fax:      

E-mail address: emina.resic@efsa.unsa.ba 

 

Merima Balavac 

School of Business and Economics, University of Sarajevo,  

Bosnia and Herzegovina /Senior Teaching Assistant 

Trg oslobođenja - Alije Izetbegovića 

Phone: +00387 33 564 393     Fax:      

E-mail address: merima.balavac@efsa.unsa.ba 

 

Over the past decades, remittances constitute an increasingly important mechanism 

for the transfer of resources to developing countries in general and transition in particular. 

In the mid-1990s they overtook the total of private portfolio flows, thereby becoming the 

second most important source of foreign exchange for the developing countries and the 

second to foreign direct investment (FDI). The rising trend of world’s remittance has 

continued in the first decade of the second millennium up to the latest 2008-2010 financial 

and economic crisis, when significant fall-off in remittances is recorded. The issue of 

remittances-growth nexus attracts considerable attention in the recent literature.  The 

empirical results indicate that remittances have significant indirect effect on growth, such 

as growth-boosting effects that arise from reduced volatility and improved human capital 

formation and negative effects that arise from exchange rate appreciation.  Small number 

of studies investigates the direct effects of remittances on growth, and the findings are 

ambiguous, ranging from positive effect to non significant effect on economic growth. 

However, there is no study that revisits this issue in the transition economies, which are 

traditionally large recipients of the remittances.  Our study aims to fill this gap and to 

investigate the growth effect of remittances in the transition economies.  

We use a data set for 26 transition economies in Europe and Central Asia over the 

period 1996-2010. Endogenity of remittances appears to be the main challenge for 

researchers in this area. In order to mitigate the endogeneity problem, fixed effect 

instrumental variable regression (FE-IV) and system Generalized Methods of Moment 

(SGMM) is applied. Our findings indicate that workers’ remittances have no significant 

effect on the economic growth in the transition economies, once when endogeneity of 

remittances is accounted for. This finding warns policy makers in transition economies that 

potential of remittances is unused and that government bodies should adopt adequate 

economic policies to channel part of remittances inflows into investment purpose. 
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1. Introduction 

             Over the past decades, remittances constitute an increasingly important mechanism 

for the transfer of resources to developing countries in general and transition in particular. 

In the mid-1990s they overtook the total of private portfolio flows, thereby becoming the 

second most important source of foreign exchange for the developing countries and the 

second to foreign direct investment (FDI). The rising trend of world’s remittance has 

continued in the first decade of the second millennium up to the latest 2008-2010 financial 

and economic crisis, when significant fall-off in remittances flows is recorded, but still 

remain very large. Doubtless, European transition economies are significant receiver of 

remittances inflows. We are going to investigate how those inflows influence macro-

economic output. 

              The issue of remittances-growth nexus attracts considerable attention in the recent 

literature, but the empirical findings are inconclusive. Except Iradian (2007), who 

investigates growth in transition and includes remittances in regression as one of the 

controls,  there is no study that investigate the effect that remittances has on economic 

growth in European transition economies,  which is surprising considering these countries 

are significant remittance recipients. This study aims to investigate this issue for transition 

economies, by putting particular focus on the remittances-growth relationship.  The 

structure of the rest of the paper is as follows. The next section reviews the literature on the 

remittances-growth relationship, while the third section explains the importance of 

remittances in transition economies. The choice of the model, data, estimation procedure 

and estimation results are presented in the fourth section. Finally, the last section draws 

conclusion and gives policy recommendation. 

 

2. Literature review 

Remittances are primarily poverty alleviating mechanism and are spent by recipient 

households to finance elementary needs (foods, clothes, health, shelter, etc.). They are 

particularly important for many developing countries and, as shown in Abdih et al (2012) 

and Barajas et al (2009), are even taking primacy over other type of balance of payment 

inflows. And while microeconomic effects such as poverty are largely elaborated in the 

literature, investigation of the macro effects of remittances has attracted much less 

attention. For example, the empirical literature focuses on the growth effect of remittances 

fairly recently. One group of empirical literature investigates whether there is direct impact 

of remittances on economic growth, but evidence is inconclusive, as some studies find 

positive (Faini, 2006; Pradhan et al, 2008), some negative effects (Chami et al, 2003) and 

some do not find significant effects (Spatafora, 2005; Rao and Hassan, 2011). The other 

group of studies focus on the whole set of channels through which remittances potentially 

influence growth. It is shown that some channels of influence could result in positive while 

the others could result in negative effect on growth. Remittances could increase investment 

and total factor productivity, facilitate human capital formation, reduce output volatility 

and support development of financial system, all of which should enhance economic 

growth ( IMF, 2005a; World Bank, 2006a). Giuilano and Ruiz-Arranz (2005) demonstrate 

that remittances help to ease lack of credit and compensate for underdeveloped financial 

system providing an alternative way for financing investment and reducing liquidity 

constraints. However, remittance could decrease growth by causing Dutch Disease effect 

(Barajas et al., 2011), by reducing labour supply and increasing investment risks (Chami et 

al., 2003) or causing exchange rate appreciation (Lopez et al, 2007; Lartey et al., 2008).    

According to Abdih et al. (2012), such opposing effects of remittances could serve as an 

explanation of findings of insignificant direct effect of growth on remittances.   
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Studies are mixed regarding sample period, countries and estimation methodology used 

(table 1).  

 

Table 1. Results of selected empirical studies on remittances-growth relationship  

Study 
No. of 

countries 

Sample 

period 
Methods Result 

Faini(2006) 
89 

countries 

Average 

annual 1980-

12004 

GLS random 

effect 

Instrumental 

variables(IV) 

Positive when 

endogeneity is not 

accounted for. 

Insignificant in IV 

Iradian (2007) 

Global 

sample: 

139 

countries 

Transition 

sample: 27 

countries 

Global 

sample1980-

2006 

Transition 

sample 1991-

2006 

 

FE and OLS-

endogeneity 

discovered by 

Durbin-Wu-

Hausman-

2SLS and IV 

Positive for CIS 

sample 

Not significant in 

global sample 

Catrinescu,  et 

al. (2009) 

162 

countries 

1970-2003 

 
Dynamic panel Positive 

Rao and 

Hassan(2010) 

40 

countries 
1960 -2007 

FE, RE, system 

GMM 

Direct growth effect 

insignificant 

Guiliano and 

Ruiz-Arranz 

(2009) 

Over 100 

countries 
1975-2002 

6 non-

overalping 

year period 

OLS and  

System GMM 

Direct growth effect 

insignificant. 

Remittances boost 

growth in countries 

with less developed 

financial systems . 

Barajas et al 

(2009) 

84 

countries 
1970-2004 

OLS-IV and 

FE-IV 
No significant effect 

Fayissa and 

Nsiah (2010) 

Latin 

American 

countries 

1970-2008 FE and RE Positive 

Source: Author’s illustration 

 

         As we see from the previous review, study of Iradian (2007) is the only one that 

includes transition sample. However, this study includes remittances as one of controls in 

growth regression and do not account for endogeneity of remittances. Our analysis aims to 

investigate relationship between remittances and economic growth more deeply.  

 

3. Importance of remittances for transition economies 

 

Along with a foreign aid, remittances are important source of financing in transition 

economies. They constitute an increasingly important mechanism for meeting financing 

needs in transition economies.  Large-scale labour emigration from the start of transition 

period in the 1990s and consequent increase in amount of workers’ remittances affect 

economy and social system in transition economies. 

             According to Buch and Kuckulenz (2004), remittances provide a stable inflow of 

money to the receiving country, compared to other private capital inflows and official 

assistance (Figure 2).  
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 Figure 1. Volatility of inflows to developing countries, 1980-2003 

 
Notes: Volatility is defined as the standard deviation of the detrended ratio of each variable to GDP 

Sources: World Bank (2006b) and IMF(2005b) 

 

Transition economies receive significant amount of remittances from migrants. Figure 2. 

shows the average ratio of remittances to  a GDP in countries in the sample.  

 

Figure 2.  Average value of worker’s remittances expressed as % of GDP for countries in our   

sample in period 1996-2010. 

 

 
Source: Author’s illustration 

 

         From the above figure, it is evident that member of former SSSR and Yugoslavia are 

the largest recipient of remittances, while share of remittances in GDP of countries in 

Central Europe and Baltics, EU members from 2004, is negligible. The country with the 

highest ratio of remittances in GDP is Tajikistan, followed by Albania, Bosnia and 

Herzegovina and others. Tajikistan is has very significant external migration and is the 

most remittance dependent country in the world (World Bank, 2011).  Post-conflict 

Western Balkan countries, primarily Bosnia and Herzegovina and Serbia, experience large 

migration during conflict, but also in the post-conflict period. 
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4. Model estimation and the main findings 

 

4.1. Model  

         

We choose control variables considering the previous literature that examine the effect of 

remittances on growth and estimate the following model: 

 

GDPit =βo + β1Rit + β2Xit  +εit                                                      (1) 

 

           The dependent variable (GDPit) is the growth of GDP per capita and our main 

variable of interest R denotes remittances over GDP.   Matrix of control variables (Xit) 

includes macroeconomic stability (proxied by inflation and government expenditure), 

investment, education attainment, trade openness and level of financial development (see 

Table 1 for definition and source of variables).  

         Macroeconomic stability is measured by changes in the inflation rate (as an 

indication of monetary stability) and the government expenditure (as an indication of fiscal 

stability).  Higher level of government expenditure is expected to be associated with the 

crowding out of private sector investment, higher rent-seeking behavior and distorted 

market incentives including higher taxation which should resulted in lower rate of 

economic growth (Iradian, 2007).  

         Yet, there is wide number of potential determinants in growth models, we choose 

variables already extensively used in similar literature, but also account for usual controls 

when transition sample is investigated. Example of regular transition variables is the 

variables that capture macroeconomic stability.  

 

4.2. Data  

4.3.  
         Our sample consists of 26 transition economies in Europe and Central Asia and we 

employ annual observations in a period 1996-2007.  Considering that some variables are 

missing data in some years, we are dealing with unbalanced panel. Full definition and 

source of data for variables used in the empirical part are present in table 2. 

 

Table 2. Variables and Sources  
Variable Definition Data Source 

Remittances Workers' remittances and compensation of employees 

comprise current transfers by migrant workers and wages 

and salaries earned by nonresident workers (% of GDP). 

World Bank World Development 

Indicators (WDI) 

 

Investment  It is gross capital formation consists of outlays on 

additions to the fixed assets of the economy plus net 

changes in the level of inventories (% of GDP). 

World Bank World Development 

Indicators (WDI) 

 

Education It is gross secondary school enrolment  (% GDP) World Bank World Development 

Indicators (WDI) 

 

Government 

expenditure 

Government expenditure as a % of GDP EBRD  

Trade openness  The sum of exports plus imports (% of GDP). World Bank World Development 

Indicators (WDI) 

 

Inflation  The annual growth rate of the GDP implicit deflator (% 

annual). 

World Bank World Development 

Indicators (WDI) 

 

Broad money This is M2 as a % of GDP.  M2 consists of currency plus 

demand and interest-bearing liabilities of banks and 

nonfinancial 

Intermediaries. 

EBRD 

Source: Author’s illustration 
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         We will concentrate on the remittances. Data on current transfers by migrant workers 

and wages and salaries earned by nonresident workers are compiled by relevant statistical 

authorities in member countries (typically the central bank or national statistical office). 

The World Bank and IMF measure remittances differently. The IMF recodes remittances 

in three different categories of the balance of payments: compensation of employees, 

workers’ remittances and migrant transfers. The WB measures only workers' remittances 

and compensation of employees, which comprise the current transfers by migrant workers 

and salaries earned by nonresident workers and are drawn mainly from IMF resources, 

complemented by World Bank staff estimates. In order to be consistent in data sources, we 

use WB categories, data on worker’s remittances and compensation of employees, as a 

proxy for remittances in our model. Since large numbers of remittances are not transferred 

through the formal banking system, especially in less developed countries such as 

transition countries, it is likely that the data are underestimated.  Some transactions, such 

as financial assistance provided from migrants during their visits to their home country, are 

not sufficiently covered by customs data and they could be substantial where large migrant 

flows occur. Data could also be overestimated when imports and the amount temporary 

employees spend in their countries of employment are misidentified as a remittances. 

Balance of payment statistics show, under the compensation of employees, the 

remuneration paid by resident companies to nonresident employees and remuneration 

received by residents from nonresident employers. However, a part of these earnings is 

likely to be spent in the host economy and will therefore not accrue to the home economy 

as net income.  Hence, at best the figures can only be regarded as estimates. 

 

4.3. Estimation methodology 

 

We firstly apply OLS and static panel estimation technique, fixed effects (FE) and random 

effects (RE) models. The standard Breusch-Pagan Lagrange multiplier test favors the fixed 

effect model/random effect model over the cross-section model. Then, the Hausman test is 

used to compare the consistent fixed-effects model with the efficient random-effects 

model. The result of the Hausman test indicates that regressors are correlated with random 

error and suggest that FE is preferred estimator. In addition, FE model is better for small 

and moderate sized samples, which applies in our case. Yet, FE estimates have some 

drawbacks. For example, Maddala (2001) suggest that model inference is restricted to the 

set of cross-section units included in the estimation. However, this is not of concern since 

inference of this analysis will not relate for the countries outside our sample. We thus base 

our findings on the results of the FE estimation.  

           However, the result of the diagnostic tests indicates problems with heteroscedasicity and 

serial correlation. Considering that serial correlation and heteroskedasticity of any kind would 

make standard errors biased and FE estimation inefficient, this raises doubts about FE coefficient 

validity. For that reason, we consider estimation with robust standard error robust to those 

characteristics. The literature argues on the potential problem of endogeneity of remittances in 

growth regression. The reverse causality between remittances and economic growth could arise 

as level of migration and remittances is potentially driven by level of economic growth in the 

remittance-receiving country (e.g. migration and remittances level is potentially higher in 

countries with low economic growth). Also, remittances and growth could be influences by 

independent factors such as poor economic governance in remittance-receiving country, which 

could have negative effect on economic growth and positive on migrations (and consequently 

remittances). To address endogeneity, we estimate fixed effect instrumental variable equation. 

Following suggestion in the similar literature, lagged right-hand side variables and the inverse of 

distance between the remittance-receiving country and country where citizens migrate the most 

(we take this is Germany)  multiplied by the GDP per capita of migrants destination country  are 

being used as instruments (Luis and Ruiz-Arranz, 2003; IMF, 2005a; World Bank, 2006a). 
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Instruments are relevant (as indicated by F test) and valid (as indicated by the test of 

overidentifying restrictions). The problem with autocorrelation inherent in static model could 

also indicate that there are missing dynamics from the model. Growth is likely to be 

autocorrelated due to business cycle. If errors are autocorrelated due to mis-specified dynamics, 

it is likely that static model will be mis-specified with biased standard errors and inconsistent 

coefficients. For that reason, we proceed with the estimation of a dynamic panel model: 

           Dynamics is introduced with one lag of gdp per capita growth rate (GDPit-1). GMM 

dynamic panel estimator is used to obtain results. It seems that it is better to use system 

than difference GMM as system GMM has better finite sample properties and behaves 

better in unbalance panel, which is the case in our sample (Roodman, 2009). The results 

are obtained by two–step estimator with Windermeijer finite-sample correction applied to 

the standard errors, which makes estimation efficient and robust to heteroskedasticity and 

cross-correlation. The GMM estimator is also useful as it gives possibility to address 

endogeneity problem by exploiting internal instruments for endogenous variables.  

Enodgeneity of remittances is controlled by using 2 lag of the remittances for equation 

levels and the equation in differences. The lagged dependent variable is treated as 

predetermined and instrumented by using 1 lag for levels and differenced equation.  The 

test for overidentifying restriction and Serial correlation tests are conducted. Tests results 

show there is significant first-order serial correlation in the first-differenced error and there 

is no second-order serial correlation, indicating instrument validity. The instrument validity 

is confirmed by the test of overidentiying restriction, as we could not reject the null that the 

restrictions are sufficiently close to zero. Overall, the diagnostic tests indicate that the 

model is correctly specified and that the instruments are valid. 

 

4.4. Main results 

 

The estimated results are presented in table 1. Accordingly, column 1 of table 3 show 

estimated coefficients of the fixed effects model with cluster robust standard error, column 

2 present estimated coefficient of the fixed effects model with instrumental variables, 

whereas the results of system GMM procedure are presented in the column 3 of table 3.   

 

            Table 3. Estimated results  
 FE cluster robust Fixed effect-IV SGMM 

Variables    

lnremgdp 0.00768** 0.00522 0.00218 

 (0.00364) (0.00359) (0.00870) 

lngfcf 0.0295 0.0234 0.0186 

 (0.0218) (0.0178) (0.0346) 

lneduc -0.0283 -0.0276* -0.00737 

 (0.0228) (0.0162) (0.0113) 

lntrade 0.0708** 0.0827*** 0.0333*** 

 (0.0349) (0.0263) (0.0135) 

lninf -0.0470*** -0.0446*** -0.0207 

 (0.0108) (0.0172) (0.0174) 

    

lngovexp -0.00768 -0.0127 -0.0120 

 (0.0193) (0.0151) (0.0176) 

    

lnbroadmoney 0.0128*** 0.0131*** 0.0124*** 

 (0.00452) (0.00451) (0.00444) 

L.lngdppcgrowth   0.534** 

   (0.195) 

_cons 4.555***  2.088* 

 (0.128)  (0.927) 

N 254 227 238 

Note: Standard errors in parentheses (* p<0.1, ** p<0.05, *** p<0.01) 

Source: Author’s calculation 
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             The most indicative is the findings regarding the main variable of interest, 

remittances.  Remittances are significant for growth only when potential endogeneity of 

remittances is not taken into account (column 1 in table 3); however, when we address 

potential endogeneity of remittances, the coefficient on remittances becomes insignificant 

(columns 2 and 3 of table  3). However, the estimated coefficient on remittances is positive 

in all models, indicating that higher level of remittances support economic growth.  Faini 

(2006) obtain the similar results, finding positive coefficient on remittances, which lost its 

significance when estimated with instrumental variables. Another important finding is very 

large size and is highly significant coefficient on lagged dependent variable. It suggests 

much larger long-term than short-term effect on export diversification.  The coefficient of 

some other variables varies across models in terms of statistical significance, but the sign 

on all variables are constant through the all models (table 3).  

              Among control variables, trade openness and financial development are 

significant in all models and have expected positive effect on level of economic growth.  

Trade openness is of similar magnitude in FE models (coefficient indicate that increase of 

trade openness from 10% is expected to increase economic growth by 0.7 to 0.8%, on 

average), while the magnitude of coefficient in system GMM estimation is considerably 

lower (increase of trade for 10% should enhance growth for 0.03%, on average). However, 

the economic and statistical impact of financial development is almost the same in all 

models, with highly significant coefficient on broad money (proxy for financial 

development) indicating that increase of broad money for 10 % is expected to increase 

economic growth for 0.13 %, on average.  Inflation is significant in fixed effect models and 

has expected negative effect on economic growth.  

             Government expenditure and gross fixed capital formation are insignificant in all 

models, but have expected sign. Insignificance of government  expenditure is not that 

surprising, considering our data sample, as in large number of transition economies 

government expenditure are mainly directed to current consumption, while expenditure in 

development projects is present only in smaller proportion of total amount. Insignificance 

of gross fixed capital formation is in accordance with findings of other authors, such as 

Havrylyshyn et al. (1999), which come to the similar conclusion.  

 

5. Conclusion 

 

To conclude, all these models support the argument that remittances have positive effect on 

rate of economic per capita growth, but this effect is only significant for static estimation, 

when endogeneity of remittances is not addressed. When endogeneity is addressed, the 

significant impact of remittances diminishes.   

         The absence of significant effect seems surprising, considering that ratio of 

remittances to GDP is very large (exceeding 5% in some countries in our sample).  One of 

the reasons for such findings is the fact that remittances are directed to consumption and 

alleviation from poverty of family member that receive remittances and not for the 

investment activities.  This finding warns policy makers in transition economies that 

potential of remittances is unused and that government bodies should adopt adequate 

economic policies to channel part of remittances inflows into investment purpose. Example 

of such policy could be creation of better environment for entrepreneurial activities that 

should attract recipient to invest received money, but also migrants itself. This particularly 

applies to group of countries at lower level of development (such as Albania, Bosnia and 

Herzegovina and Georgia).  These countries are traditionally among largest recipients of 

remittances, which, if used in productive way, could serve as  important development tool.  
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Abstract 

 

The importance of accurately defining, measuring and reducing poverty has been 

recognized in the earliest social communities. In the recent years, in order to obtain the 

most precise picture of poverty, the complexity and multidimensional nature of poverty 

was emphasized. Methods and models of multivariate analysis are used as analysis tool for 

multidimensional phenomena. 

The study aims to identify main poverty factors in Bosnia and Herzegovina and 

define clusters of households according to identified poverty factors. Identified poverty 

factors and household clusters represent the extension of standard poverty analysis in 

Bosnia and Herzegovina and can be used as a basis for correction of measures for poverty 

reduction in the country. The main goal of the paper is to classify households in Bosnia 

and Herzegovina into clusters that will respect structure of latent dimensions of poverty. 

This is optimal way to recognize different social policies that should be applied on 

different clusters of households. 

This research is based on the databases obtained in the Household Budget Survey 

(HBS) in Bosnia and Herzegovina, conducted in 2007.
213

 Main poverty factors in Bosnia 

and Herzegovina were identified by Principal component analysis. In order to identify 

household clusters, it was performed non-hierarchical cluster analysis using k-means 

method, based on previously obtained poverty factors. According to ANOVA results, 

optimal structure for clusters was recognized. In order to uncover either financial or non-

financial latent dimensions of poverty and use them as a base for classification of 

households, one of the goals of this research was inclusion both monetary (per capita 

monthly households’ consumption and estimated monthly revenue needed) and non-

monetary (household size, household head age, household head education level, 

characteristics of dwelling, ownership, number of children, elderly and employed in 

household, number of adults that have at least primary education etc.) poverty indicators.  

                                                 
213 If it will be available, research will be based on the data from new wave HBS survey. 

mailto:rabija.somun@efsa.unsa.ba
mailto:emina.resic@efsa.unsa.ba
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In anticipation of the next wave of HBS, this paper presents the beginning of the 

study of poverty in Bosnia and Herzegovina, in terms of its multidimensionality. 

According to results of this study, authors will try to suggest some measures that could be 

very important for creation of social policies in Bosnia and Herzegovina. 

 

1. Introduction 

 

Measuring, analysis and reducing poverty is one of the essential economical and 

social issues of 21
st
 century. Economic and social theory and numerous studies suggest that 

the category of poverty is not a purely economic, but a complex social problem with many 

dimensions and manifestations. The main study objectives were to identify essential 

poverty factors in Bosnia and Herzegovina and define clusters of households according to 

identified poverty factors. In order to explore various dimensions and characteristics of 

poverty it is needed to use models and methods of multivariate statistics.  

Use of multivariate statistics come from the need that in the analysis of poverty 

should be included both monetary and non-monetary characteristics of the population such 

as education, health, food quality, characteristics of housing units, participation in the labor 

market, political, cultural and other activities, subjective assessments of the status in 

society, etc. None of these measures individually provides a precise estimation of state of 

poverty in a given population. It is very important to analyze poverty by using and 

combining all relevant parameters simultaneously. One of the important issues of 

multivariate statistics in poverty analysis is identifying main poverty dimensions and 

classification of population in groups with the similar characteristics related with state of 

poverty.  

The main surveys that have dealt with the problem of poverty in Bosnia and 

Herzegovina are Living Standard Measurement Study 2001, Household Budget Survey 

2004 and Household Budget Survey 2007.
214

 Databases obtained from the Household 

Budget Survey 2007, as the most extensive and recent source of data, were used as the 

main source of data for this study. In order to investigate the multidimensional nature of 

poverty, the main objectives of the paper were to recognize main poverty dimensions and 

to classify population according to obtained dimensions. Main poverty components are 

identified by using principal component analysis. Population clusters are recognized by 

using of non-hierarchical cluster analysis, based on identified main poverty components. 

 

2. Methodology and data overview 

 

Household Budget Survey 2007 databases are obtained from the sample consisted 

of 7468 households and 24 334 individual household members. In order to select variables 

to identify main poverty components, available data from three Household Budget Survey 

2007 were investigated. Following sections of  questionnaire are investigated: Log on 

procurement, Log on consumption from own production and Final interview. The major 

part of database variables consider various types of household consumption.  

In accordance with the objectives, the task of this study is to identify other than 

financial dimension of poverty, which is mostly used in researches. The most of performed 

studies that have dealt with the factor analysis show that three dimensions of poverty 

should be considered: financial, social and psychological dimension. Although Household 

Budget Survey 2007 questionnaire doesn’t contain questions of psychological nature, in a 

selection of variables for factor analysis, variables that ,for example, show social status, 

living standard and social inclusion were determined. 

                                                 
214 The new wave of Household Budget Survey is in progress. First results are expected during 2012. 
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The basic observation units in Household Budget Survey 2007 were households 

and household members.
215

 That was a reason why the certain number of variables of 

interest (household head education and age) couldn’t be considered at the individual level. 

Similarly, some variables such as dwelling characteristics or ownership (household 

appliances or electronic devices) are measured at the household level. Therefore, databases 

with the households as observation units were created. After the analysis of available data, 

the following set of variables is selected: X1 - household size (the number of household 

member), X2 - household head age, X3 - household head education, X4 - monthly per 

capita consumption
216

, X5 - the number of employed / the number of adults
217

, X6 - the 

number of children / household size, X7 - the number of elders / household size
218

, X8 - the 

number of educated adults / household size,
219

 X9 - size of housing unit
220

 / household size, 

X10 - number of desirable dwelling characteristics, X11 - ownership, X12 - estimated 

minimal needed monthly income / realized monthly consumption. 

Variable number of desirable dwelling characteristics represents the number of 

characteristics of dwelling, from the list of selected characteristics: separated kitchen, 

bathroom with toilet, toilet, running water, hot water, electricity, public sewer, heating, 

telephone line, garage and shed. The selected appliances and electronic devices that are 

considered when variable ownership was created are: electric or gas stove, stove for wood 

or coal, fridge / freezer, dish washer, washing machine, cleaning equipment (vacuum 

cleaner, washing carpets machine), furnace / water heater, air conditioner, telephone, cell 

phone, answering machine, fax, satellite dish, TV, video recorder / DVD player, HI-FI 

systems (tape, CD, MP3 – players), personal computer / printer and car. The variable 

ownership contains the number of devices in the household, from the given list. Variables 

number of desirable dwelling characteristics and ownership are considered as indicators of 

household living standard. 

Factor analysis can be performed on a set of variables measured in interval scale 

(continuous) and / or categorical and discrete variables if there is high level of collinearity 

among variables of chosen set.
221

 It is requested that the way of creating categorical 

variables (assigning ordinal number to the variable modality) doesn’t violate the basic 

principles of numerical scaling. Therefore, it is reasonable to include variables household 

head education (categorical), number of desirable dwelling characteristics and ownership 

(discrete) as manifest variables of factor analysis.  

According to one of the objectives of a study – identifying main poverty factors, we 

focused our analysis to the households that belong to the 25% of poorest households in 

Bosnia and Herzegovina.
222

 The procedure of discovering and identifying poverty 

components is performed by using principal component analysis. According to Kinnear-

Gray adequacy criteria, the set of variables is acceptable for the factor analysis if each 

included variable has simple linear correlation coefficient
223

 0.3 or more, with at least one 

of other variables from the given set. Table 1 represents correlation matrix of selected set 

of variables. 

                                                 
215 Certain Survey's databases contain household data and the other ones contain household member data. 
216 total monthly consumption / household size 
217 Proportion of employed in total number of adults in household points to the household strength and 

financial independence and sustainability of household.  
218 Variables the number of children / household size and the number of elders / household size show the 

proportion of dependents in household. Those variables could indicate vulnerability of certain household.  
219 Educated adult consider a person aged 15 and more and finished at least primary school. 
220 Measured in m2. X9 represents the size of physical living space per household member. 
221 Collinearity between the manifest variables is the assumption of their interdependence and existence of 

common features that can be the basis for defining factors.  
222 Classiffication of households is performed by using monthly per capita consumption and general poverty 

line. 
223 Absolute value 
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Table 1: Correlation matrix (among selected manifest variables) 

 X1 X2 X3 X4 X5 X6 X7. X8 X9 X10 X11 X12 

X1 1.000 -.294 .185 -.104 .259 .495 -.492 .195 -.577 -.281 -.509 -.193 

X2 -.294 1.000 -.526 .012 -.390 -.574 .699 -.292 .333 .127 .332 .064 

X3 .185 -.526 1.000 .133 .241 .271 -.424 .553 -.214 -.297 -.402 .012 

X4 -.104 .012 .133 1.000 .096 -.093 .014 .091 .193 -.251 -.277 -.374 

X5 .259 -.390 .241 .096 1.000 .351 -.422 .174 -.217 -.131 -.263 -.024 

X6 .495 -.574 .271 -.093 .351 1.000 -.457 -.121 -.382 -.115 -.296 -.127 

X7 -.492 .699 -.424 .014 -.422 -.457 1.000 -.523 .457 .200 .438 .080 

X8 .195 -.292 .553 .091 .174 -.121 -.523 1.000 -.226 -.269 -.371 .054 

X9 -.577 .333 -.214 .193 -.217 -.382 .457 -.226 1.000 .017 .242 .093 

X10 -.281 .127 -.297 -.251 -.131 -.115 .200 -.269 .017 1.000 .681 .096 

X11 -.509 .332 -.402 -.277 -.263 -.296 .438 -.371 .242 .681 1.000 .165 

X12 -.193 .064 .012 -.374 -.024 -.127 .080 .054 .093 .096 .165 1.000 

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

From a correlation matrix in Table 1, it can be concluded that given set of manifest 

variables satisfied Kinnear-Gray adequacy criteria. Adequacy of chosen manifest variables 

set is also tested by Keiser-Meyer-Olkin measure (KMO) and Bartlett sphericity test. 

Results of performed adequacy tests are given in Table 2: 

 

Table 2: KMO measure and Bartlett sphericity test 

Kaiser-Meyer-Olkin Measure of Sampling 

Adequacy. 

.721 

Bartlett's Test of 

Sphericity 

Approx. Chi-Square 9619.829 

df 66 

Sig. .000 

   Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

KMO measure of sampling adequacy equals 0.721 > 0.5, where 0.5 represents a 

lower limit to accepting set of variables for performing factor analysis. The higher value of 

KMO measure means greater adequacy of variables. Te null hypothesis of Bartlett 

sphericity test claims that correlation matrix is identity matrix. Based on results given in 

Table 2 (p-value of test equals 0.000), null hypothesis can be rejected with high level of 

significance. Therefore, obtained correlation matrix is not identity matrix or there is 

satisfied level of collinearity among chosen variables.  

The number and essence of poverty factors are not previously given. Therefore, in 

order to identify poverty dimensions was performed exploratory factor analysis, or more 

precisely principal component analysis. Principal component analysis doesn’t differ 

common and unique variance, and extracted components also include unique variance. 

Correlation matrix is used as a base of factor analysis.  

In order to identify clusters for given households non-hierarchical cluster analysis 

was performed. Cluster analysis, also called segmentation analysis or taxonomy analysis, 

seeks to identify homogeneous subgroups of households in a given population. Based on 

previously obtained poverty factors, k-means method was applied. K-means clustering 

generates an ANOVA table showing mean-square error (first type error 0.05). According 

to ANOVA results, optimal structure for clusters was recognized. 
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3. Results 

 

After performing principal component analysis, following results were obtained. In 

Table 3 eigenvalues and percentage of explained variance for all 12 components are given. 

Also, there are components extracted by using of Kaiser extraction criteria which suggest 

to keep components that have eigenvalues greater than 1. 

 

Table 3: The total explained variance 

Comp. 

Initial Eigenvalues 

Extraction Sums of Squared 

Loadings 

Rotation Sums of Squared 

Loadings 

Total 

% of 

Variance Cumulative % Total 

% of 

Variance 

Cumulative 

% Total 

% of 

Variance Cumulative % 

1 4.139 34.495 34.495 4.139 34.495 34.495 2.615 21.791 21.791 

2 1.778 14.815 49.310 1.778 14.815 49.310 2.202 18.346 40.137 

3 1.401 11.672 60.982 1.401 11.672 60.982 2.149 17.906 58.043 

4 1.098 9.149 70.131 1.098 9.149 70.131 1.451 12.088 70.131 

5 .925 7.710 77.841       

6 .735 6.129 83.970       

7 .506 4.221 88.191       

8 .440 3.664 91.855       

9 .351 2.926 94.781       

10 .249 2.078 96.859       

11 .213 1.772 98.631       

12 .164 1.369 100.000       

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

It can be concluded that, according to Kaiser’s criteria, there were extracted 4 

principal components – factors, which commonly explain over 70% of initial variance of 

12 manifest variables. According to Hair at all
224

, the lower limit for acceptance of solution 

in social sciences is 60% of initial variance. Therefore, it can be concluded that given 

result can be accepted. Table 4 represents communalities for each of manifest variables. 

 

Table 4: Communalities 

Variable Initial Extraction 

Household size 1.000 .813 

Household head age 1.000 .777 

Household head education 1.000 .666 

Monthly per capita consumption 1.000 .770 

No. of employed / No. of adults 1.000 .434 

No. of children / household size 1.000 .718 

No. of elders / household size 1.000 .741 

No. of educated adults / household size 1.000 .746 

Housing unit size / household size 1.000 .616 

No. of desirable dwelling characteristics 1.000 .713 

Ownership 1.000 .803 

Desirable minimal monthly income / realized monthly consumption 1.000 .619 

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

                                                 
224 Hair, J., Black, W., Babin B., Anderson, R. (2010), Multivariate Data Analysis, Pearson Prentice Hall, 

New Jersey, p 111 
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Manifest variable communality gives the information about percentage of its 

variability that is explained by extracted components. For example, 81.3% of total variance 

of household size is explained by extracted 4 components.  

 

In Table 5 are given factor loadings of manifest variables for initial, unrotated solution. 

 

Table 5: Unrotated solution – factor loadings
225

 

 Component 

Variable 1 2 3 4 

Household size -.680  -.344 -.434 

Household head age .741   -.404 

Household head education -.641  .423  

Monthly per capita consumption  .733  .388 

No. of employed / No. of adults -.530   .378 

No. of children / household size -.615 -.413 -.368  

No. of elders / household size .824    

No. of educated adults / household size -.532  .603  

Housing unit size / household size .574 .434   

No. of desirable dwelling characteristics .465 -.593  .374 

Ownership .714 -.437   

Desirable minimal monthly income / realized monthly consumption   .675  

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

A principal component method extracts components by its significance. First 

component takes the largest part of initial variance, so it is expected that each variable has 

high loading on first component. Therefore, initial solution doesn’t provide simple and 

clear structure, so it is recommended to rotate components. In order to rotate components it 

is chosen orthogonal Varimax rotation that provides calculation of factor scores that can be 

used as an initial variables in future analysis.  Results of Varimax rotation are given in 

Table 6. 

Table 6: Rotated solution (Varimax method) 

 Component 

Variable 1 2 3 4 

Household size   -.829  

Household head age -.846    

Household head education .655 -.465   

Monthly per capita consumption   .416 -.689 

No. of employed / No. of adults .619    

No. of children / household size .506  -.614  

No. of elders / household size -.716  .382  

No. of educated adults / household size .426 -.652  .357 

Housing unit size / household size   .724  

No. of desirable dwelling characteristics  .805   

Ownership  .770   

Desirable minimal monthly income / realized monthly consumption    .774 

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

                                                 
225 Loadings that are less than 0.3 are excluded. 
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In table 6 are given factor loading after performing Varimax rotation method. 

Factor loadings that are greater than 0.6 are bolded. Each variable has high factor loading 

at one extracted component, so obtained structure can be recognized as a simple structure. 

After analysis of factor loadings obtained by Varimax rotation method variables 

with the factors which have the highest factor loadings were clustered and identified 

factors are obtained.
226

 The factor loading represents the strength of the relationship 

between factor and variable. The higher absolute value
227

 of factor loading indicates the 

more significant variable in defining corresponding factor. 

 

The first factor indicates the household capability and contains the following 

manifest variables: 

 Household head age, 

 Household head education, 

 Number of employed / household size and 

 Number of elders / household size. 

 

As expected, higher age of household head and a larger number of elders in the 

household are indirectly related
228

 with household capability. Variable household head age 

has the strongest relationship with the first factor. 

The second factor indicates living standard dimension of household and manifest 

variables related with the second factor are: 

 The number of educated adults / household size, 

 The number of desirable dwelling characteristics and 

 Ownership. 

 

Relatively strong and direct relationships with the living standard dimension have 

the desirable number of dwelling characteristics and ownership. Variable the number of 

educated adults/household size is indirectly related with the factor, contrary to expectation. 

It is possible that the reason lays in the definition of variables, so future analyzes should 

consider definition of this variable in some other way.  

The third factor indicates household and housing unit size, and contains the 

following manifest variables: 

 Household size, 

 No. of children / household size and 

 Housing unit size / household size. 

 

As expected, household size and no. of children / household size are directly and 

housing unit size / household size is indirectly related to the third factor. All three variables 

have relatively high impacts on factor. 

The fourth factor indicates financial deprivation, considering the manifest 

variable that is related with fourth factor: 

 Monthly per capita consumption and 

 Desirable minimal monthly income / monthly per capita consumption. 

Variable desirable minimal monthly income / monthly per capita consumption indicates 

the gap between desired and realized monthly household income. Variable monthly per capita 

consumption is indirectly while desirable minimal monthly income / monthly per capita is 

directly related with fourth factor.  Considering that, this factor has financial character: the larger 

factor value indicates the larger financial deprivation of household. 

                                                 
226 The highest factor loading for each variable is bolded in Table 6. Each of them has a relatively high value (greater than 0,6). 
227 The value of factor loading relatively close to 1 or -1. Negative factor loading indicates indirect relationship between factor and 

variable. 
228 Negative factor loadings. 
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The individual household factor score indicates strength of relationship between 

characteristics of certain household and observed factor which is defined by a set of 

associated variables/characteristics. As the factor analysis result in an extraction of four 

factors, there are four comparisons for ANOVA. For the classification of households in the 

cluster method nonhierarchical clustering or k-means method was applied. We need the 

decision about the number of clusters based on analysis of variance. Number of clusters is 

determined as two in advance, and then tested the significance of the obtained models. 

Results of ANOVA for clustering on two groups are given in Table 7. 

 

Table 7: ANOVA results – two clusters 

 Cluster Error 

F Sig.  Mean Square df Mean Square df 

REGR factor score 1  67.309 1 0.964 1836 69.831 0.000 

REGR factor score 2  138.480 1 0.925 1836 149.689 0.000 

REGR factor score 3  285.043 1 0.845 1836 337.212 0.000 

REGR factor score 4  685.281 1 0.627 1836 1092.432 0.000 

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

For the tested model with two clusters for all four factor scores, empirical p value is less 

than 0.05, which means that the average values of each cluster on the individual factors or 

dimensions are significantly different. It means that model with two clusters are considered 

statistically significant. Then, results for clustering with two factors can be interpreted. (table 8) 

 

Table 8: Final cluster centers 

Cluster 1 689 

2 1149 

 Cluster 

1 2 

REGR factor score 1 -0.24712 0.14819 

REGR factor score 2 0.35446 -0.21255 

REGR factor score 3 -0.50855 0.30495 

REGR factor score 4 0.78852 -0.47284 

Source: Author’s calculations based on HBS 2007 databases, SPSS 17.0 

 

The first cluster has 689 households. It is characterized by a positive relationship 

with the second and fourth factor and with the negative correlation with the other two 

factors. According to the intensity, there is the strongest connection with fourth factor 

recognized as a financial dimension. Therefore, it can be concluded that first cluster covers 

households with the higher financial power and also with the better living standard.  

The second cluster contains 1149 households. It is characterized by a negative 

relationship with the second and fourth factor and with the positive correlation with the 

other two factors. Therefore, it can be concluded that second cluster covers households 

with the lower financial power and also with the worse living standard.  

According to results of cluster analysis, it can be concluded that there are 1149 

households that can be recognized as a households at the state of serious poverty. 

Considering the number of 7468 households in the sample, it can be concluded that 

15.39% households could be treated as a seriously poor. This number is relatively close to 

poverty rate of 18.21%, which is calculated based on relative poverty line.
229

 

 

                                                 
229 Source: Delalić, A., Multivarijacioni pristup analizi siromaštva, Master Thesis, page 110. 
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4. Conclusions 

 

Considering that reducing of poverty is one of the most desirable goals of policies 

in this century, identification of latent poverty dimensions and classification of population 

according to poverty state are particularly emphasized in poverty surveys. Recently, 

emphasis is placed on the need to explore poverty in terms of its multidimensionality. It is 

expected that researchers in this field have to find operational way to include as many as 

possible relevant poverty indicators. The major part of poverty studies includes monetary 

poverty indicators such as income or consumption. One of the important tasks in poverty 

researches is inclusion of relevant non-monetary poverty indicators, such as: educations, 

living conditions, health, food quality, social and cultural connections and activities etc.  

Based on available data in Bosnia and Herzegovina, four dimensions that have to 

be considered in planning strategies for poverty reduction were identified: household 

capability, living standard dimension, household and housing unit size and financial 

dimension. Those dimensions were identified by using both monetary and non-monetary 

household characteristic.  

Model with two clusters is statistically significant. First cluster covers 689 

households with higher financial strength and better living standard and second cluster 

covers 1149 households with lower financial strength and worse living standard. 

Therefore, 15.39% households could be treated a households at the state of deep poverty, 

what is similar to results from some previous researches. 

According to given results, there is conclusion that social policy in B&H has to be 

reconsidered and improved in order to reduce poverty. Also key point should be stimulus 

for the development of small business, especially in field of agriculture, production of 

healthy food and tourism. 

In future analysis it will be interesting to compare obtained results with the similar 

analysis that will be performed at the data from next wave of Household Budget Survey, 

which is in progress. As announced by the statistical institutions in Bosnia and 

Herzegovina the databases will contain many more social and psychological characteristics 

of population.  
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Abstract 

 
The tourist product of the Republic of Croatia is still based exclusively on the mass offer principle. 

Significant efforts have been invested recently in the creation of  a new tourist offer which has to 

contribute to the recognisibility of the Republic of Croatia on the world tourist market, as an eco-

tourist destination with a unique offer, oriented towards preserving the environment, climate, sea, 

and the traditional way of life of the local community. The Republic of Croatia has to base its 

tourist product on selective forms of the tourist offer, which fulfill the needs and desires of modern 

guests, and provide the possibility for faster adjustement to modern tourist movements. The 

Republic of Croatia has well-preserved natural and ecological resources, especially in rural areas, 

which have so far been  economically undeveloped. It has a well-preserved natural basis, which is 

the basis for ecological tourism development. This will enable economic prosperity of the Republic 

of Croatia, and preserve the existing natural spatial resources. An ecologically aware tourist is a 

person who devotes big attention to nature, and influences the environment, local community, and 

cultural-historical heritage of the visited area to the smallest possible extent. Special attention in all 

future development strategies has to be placed on ecologically sustainable traffic infrastructures. In 

order to provide analysis of development potentials of the eco-tourist offer of the Republic of 

Croatia, SWOT analysis, secondary statistic databases, and global practical examples will also be 

taken into consideration. A possible strategy of development of eco-tourist offer of the Republic of 

Croatia will be developed through the creation of standards and valorisation of the eco-tourist offer, 

while upholding all the particularities of the Republic of Croatia, which have not been used 

sufficiently in its tourist offer. The new tourist product has to be based on the 3E principle - ethics, 

ecology, environment. Sustainable development mechanisms have to be implemented, without 

them, there is  no ecotourism and eco-tourist offer. The purpose of the paper is to present positive 

effects of ecotourism as unavoidable factor of modern tourist offer. The goal of the paper is 

through the suggestion of possible strategy of development of ecotourism to build more dynamic 

and more successful tourist offer of Republic of Croatia as a tourist destination. 

 

Keywords: ecotourism, eco-tourist, Republic of Croatia, tourist destination, tourist offer 

JEL classification: L83, Q01 
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1. Introduction 

The Republic of Croatia is a country of numerous preserved areas which have not 

been sufficiently valorised. In order to touristically valorise these areas, the first priority is 

defining developmental guidelines. In order to preserve their particularities, all 

preconditions for sustainable tourism development should be ensured, which will be 

achieved through eco-tourism development. Contemporary visitors look for particularities 

and individualised approach in tourist destinations. Croatia should design an offer based on 

its particularities, individual approach, and connection of visitors with nature, and find its 

position on the contemporary tourist market. Eco-tourism has become the most popular 

type of vacation on the global level. While tourism focused on destinations with natural 

resources basically represents a simple journey to areas with beautiful nature, eco-tourism 

achieves benefits for the local population in the ecological, cultural, and economic sense.     

The Republic of Croatia has high hopes for tourism development. Eco-tourism provides 

the possibility for development of an ecologically responsible tourist offer, but also for 

strengthening of the awareness of the local community and tourists, to make them devote 

greater attention to preservation of the environment. Eco-tourism represents a rapidly 

developing segment of the tourist offer and, according to the WTO data, realises annual 

growth of 5% worldwide, which represents 6% of the gross world product, as well as 

11,4% of consumption. Thus, it deserves special attention.(Adapted according to: 

http://www.ekoplan.gov.rs/srl/Ekoturizam-308-c52-content.htm, Accessed 21. January 

2012.).  The above-mentioned facts show the necessity for development of this tourism 

form and for achieving competitiveness on the European and world tourist market. The 

paper provides an overview of the natural particularities of the Republic of Croatia, an 

overview of world experiences in the development of projects related to ecological 

tourism, as well as proposals for ensuring quality accommodation offer in the future 

Croatian ecological tourist destinations. The goal of the paper is to point out at all 

competitive advantages of the Republic of Croatia comparing to the competition, and it is 

specially manifested in the part of preserved environment, landscape architecture, looking 

after traditional way of life (which is marked by ethics and responsibility to the 

community, but also to the environment), encouraging responsible business, etc., while the 

purpose of the paper is through the development of the model of diamond of competitive 

advantages of eco tourist destination, SWOT analysis, as well as the analysis of other 

significant factors, to enable a quality creation of programme for Eco Croatia as a 

developmental model based on postulates of sustainable development. Regarding the 

literature that concerns the developmnet of the eco tourist offer of Croatia, there are certain 

theoretic publications which partially enters the area of eco-tourism, and among which the 

researches of Borovac Zekan is pointed out (Borovac Zekan, 2007, XX Congress 

CROMAR, Rijeka) which talks about the importance of eco etno tourism with a goal of 

creating a recognisable touristic image of Croatia, while the authors Klarić and Gatti 

(Klarić, Gatti, 2006;149-165) are discussing in details about the perspectives of eco-

tourism development in Croatia, while in the area of sustainable development they are 

more numerous, about which other authors write as well: Vujić (Vujić, 2005;16), Meler 

(2004;206) who talks about sustainable development of tourism and eco-tourism as a new 

market niche of Croatian tourism. In spite of the exsisting publication, it can be concluded 

that there is not scientific publications that monitor the influence of sustainable 

development of eco-tourism on the development of a new product based on respecting 

ethical, towards environment and local community responsible business, through creating 

an innovative offer of an eco tourist destination with a goal of increasing competitiveness 

and successful repositioning of the Republic of Croatia, as one of the leading ecologically 

aware tourist destinations in the future. 

 

http://www.ekoplan.gov.rs/srl/Ekoturizam-308-c52-content.htm
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2. Preconditions for Eco-Tourism development in Croatia 

The basic preconditions for development of ecological and sustainable tourism in 

Croatia are primarily numerous preserved areas, intact nature, pleasant climate, richness of 

flora and fauna, but also rich tourist tradition and connection of the local population with 

nature. The basic problem of eco-tourism development strategy in Croatia is non-existence 

of clear data on the number, type and standards of the Croatian ecological tourism offer, as 

well as the potential visitors. 

    For this reason, the paper presents the data on protected areas in Croatia from the 

Reference Database of Protected Areas in the Republic of Croatia, as the only official 

source of information, i.e. the Register of Protected Natural Values of the Directorate for 

Nature Protection. All the data from the Register of Protected Natural Values are public, 

except in exceptional cases. According to the Register of Protected Natural Values of the 

Ministry of Culture
230

, there is a total of 461 protected areas in different categories in 

Croatia, from which 12 areas are under preventive protection. The protected areas 

encompass 7,95% of the total surface of the Republic of Croatia, i.e. 11,4% of the land 

territory and 1,3% of the territorial sea. The greatest part of the preserved surface are 

nature parks (3,71% of the total national territory).  

 

Table 1.: Protected Areas of the Republic of Croatia, according to Categories and Surface  

 

CATEGORY 
NUMBER Surface 

 (ha - acres) 

% of the 

Croatian 

surface ZP PZP UZP 

Strict reserve 2 0 2 2 395,35 0,027 

National park 8 0 8 92 176,78 1,052 

Special reserve 79 1 80 32 502,19 0,371 

Nature park 11 0 11 325 249,10 3,710 

Regional park 0 2 2 142 796,26 1,629 

Natural monument 117 2 119 376,09 0,004 

Significant landscape 79 4 83 96 906,79 1,105 

Forest park 33 2 35 3 420,42 0,039 

Monument of park architecture 121 0 121 955,9 0,011 

TOTAL OF PROTECTED AREAS 

IN THE REP. OF CROATIA 450 11 461 696 778,48 7,948 
Note: ZP – The number of areas under protection; PZP – The number of areas under preventive protection 

UZP – Total number of  areas under protection 

Source: Register of Protected Natural Values (on May 18, 2010) 

 

 Except for the independently protected Croatian areas, thanks to their exceptional 

value and preservation, some Croatian areas have also been recognized as internationally 

valuable, which indicates great potentials of  Croatia for eco-tourism development. The 

Plitvice Lakes are found on the UNESCO World Heritage List because of their natural 

resource base. This is the only Croatian area in this list. The Velebit Mountain is a part of 

the international network of biosphere reserves
231

, while four areas are found on the List of 

Internationally Valuable Wetlands of the Convention on Wetlands of International 

Importance, especially as habitats of  waterfowls (the Ramsar Convention) - Kopački rit, 

Lonjsko polje, the Neretva Delta and Crna Mlaka. The latest contribution to international 

recognition of Croatian natural values is the inclusion of Papuk into the European 

                                                 
230 State: May of 2010 
231  UNESCO's scientific programme The Man and the Biosphere  - MaB 
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Geoparks Network. Three other Croatian areas are on the Tentative List for the UNESCO 

World Heritage – wider area of the Kornati, Velebit, and Lonjsko polje. In 2008, Lonjsko 

polje Natural Park completed and submitted its application for inclusion on the List as a 

mixed area of cultural and natural heritage. This application is also the first Croatian 

application for mixed World Heritage. Preparation of the necessary documents for the 

application of the area surrounding the Mura, the Drava and the Danube for the 

international network of UNESCO biosphere reserves is also in the final stage. This is 

enabled by the Strategy and Action Plan for the Protection of Biological and Landscape 

Diversity of the Republic of Croatia (Strategy and Action Plan for the Protection of 

Biological and Landscape Diversity of the Republic of Croatia  (NN 143/08)) - Vransko 

jezero Nature Park, Ličko polje, and Ogulin-Plašće area will also apply for inclusion on the 

List of Internationally Valuable Wetlands of the Ramsar Convention. The same Strategy 

also comprises expert valorisation of the NP Mljet, NP Kornati, Telaščica Nature Park, and 

Lastovo Islands Nature Park for the inclusion on the List  of Specially Protected Areas of 

Mediterranean SPA Protocol to the Convention on the Protection of Marine Environment 

and the Coastal Region of the Mediterranean (Barcelona Convention).  

(http://www.dzzp.hr/zasticena-podrucja/zasticena-podrucja-u-hrvatskoj/medunarodno-

zasticena-podrucja-u-republici-hrvatskoj-256.html, Accessed 15. January 2012.). The 

above facts indicate a rich natural resource base, which is crucial for the development of 

this tourism form, and realisation of competitiveness on the tourist market. 

 

Table 2.: Internationally Protected Areas in the Republic of Croatia 

 

Internationally protected areas in the Republic of Croatia 

International protection Name of the area 

Promul

gation 

year 

National protection 

UNESCO – World Heritage List Plitvice Lakes 1979 Plitvice Lakes National Park 

MAB – biosphere reserve Velebit Mountain 1977 

Paklenica National Park 

North Velebit National Park 

Velebit Nature Park 

List of Internationally Valuable 

Wetlands of the Ramsar 

Convention 

Crna Mlaka 1993 Special ornithological reserve Crna Mlaka 

Kopački rit 1993 Kopački rit Nature Park 

Lonjsko polje and 

Mokro polje, 

including Krapje 

đol 

1993 

Lonjsko polje Nature Park 

Special ornithological reserve Krapje đol 

Neretva Delta 1993 - 

Europska Geoparks Network Papuk 2007 Papuk Nature Park 

Source: http://www.dzzp.hr/zasticena-podrucja/zasticena-podrucja-u-hrvatskoj/medunarodno-zasticena-

podrucja-u-republici-hrvatskoj-256.html , Accessed 15. January 2012.) 

  

 Establishment of close co-operation between the Ministry of Culture, Ministry of 

Environment and Nature, and the Ministry of Tourism is a precondition for successful 

designing of the offer in Croatia as a responsible and ecologically aware tourist destination.   

 

3. Competitive advantages of Croatia as an Eco-Tourist Destination 

The Republic of Croatia is a country rich in natural resources, which are crucial for  

development of numerous selective tourism forms, among which are exceptionally 

important resources for the development of eco-tourism, However, these resources have 

not been adequately valorised, despite their great potential.  

 According to the results of the conducted research «Tourist Destination 

Competitiveness» by the Institute for Tourism of the Republic of Croatia, tourist 

http://whc.unesco.org/en/tentativelists/2013/
http://whc.unesco.org/en/tentativelists/2012/
http://www.dzzp.hr/zasticena-podrucja/zasticena-podrucja-u-hrvatskoj/medunarodno-zasticena-podrucja-u-republici-hrvatskoj-256.html
http://www.dzzp.hr/zasticena-podrucja/zasticena-podrucja-u-hrvatskoj/medunarodno-zasticena-podrucja-u-republici-hrvatskoj-256.html
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consumption in Croatia in the period from 1997 to 2007 recorded constant growth, and 

also achieved a relatively good result in 2008, while a poorer result was recorded in the 

period between 2009 and 2011, because of the general economic crisis. Despite the growth 

from 1997 to 2007, the market share of Croatian tourism among international competition 

in the Mediterranean is weakening, especially in the segment of realised overnights in 

hotels and similar accommodation facilities. (Adapted according to: 

http://www.mint.hr/default.aspx?id=5476 , Accessed 15. January 2012.). 

 Croatia is facing an important task: to synchronise the quality of its tourist offer 

with the standards prescribed by the European Union, in order to be equally included in the 

market competition and take its rightful place in the European and world tourist flows. 

This will be achieved by designing a quality offer based on eco-tourism and sustainable 

development, with the objective to preserve and adequatly touristically valorise Croatian 

natural resources. 

 

Table 3.: Subjects and elements of competitiveness analysis 

 

 
COMPANIES SECTOR/INDUSTRY STATE 

F 

A 

C 

T 

O 

R 

S 

Competitors, substitutes, possible 

entrances, suppliers, customers 

Production factors, 

demand, related sectors, 

market structure, random 

occurences, state 

Science and technology, human 

capital, government, infrastructure, 

management, finances, degree of 

openness, high valuation of 

responsible behaviour to the 

environment 

A 

R 

E 

A 

Target markets 

Use of available 

resources and global 

markets 

Workplaces, foreign investments, 

exchange 

R 

E 

S 

U 

L 

T 

Market share, profitability, 

sustainability and preservation of 

Croatian natural resources 

International 

recognisability, public 

opinion, strength and 

growth 

Economic prosperity, quality of life, 

European eco-oasis 

A 

S 

S 

E 

T 

S 

Goods and services, strategy, 

research, analysis of the eco- 

tourism competition, 

Marketing, industrial 

policy, strategic 

association 

Entrepreneurship and innovativeness, 

education, investments, economic 

policy, national culture, economic 

associations,  Plan for Eco-Croatia 

Source: Authors' adaptation according to: Ritchie, Crouch, 2003,  derived from Porter and the  WTO, 

downloaded from: http://www.iztzg.hr/hr/konkurentnost/o_centru/okvir_za_razumijevanje/ , Accessed 15. 

January 2012.) 

 

 Regarding general competitiveness, the Republic of Croatia takes the 77
th

 place in 

comparison with the analysed 133 countries. Croatian competitiveness is slightly better in 

the segment of tourist economy; it is rated 43
rd

. Some of the tourist competitiveness criteria 

originate from its general competitiveness, and it comprises: safety of investments, 

legislation and administration, general infrastructure, labour market, and financial 

transactions. According to tourist competitiveness, Croatia comes before the competitive 

destinations such as Turkey, Montenegro, Egypt and Morocco, and every 50
th

 European 

tourist comes to Croatia. (Authors' adaptation according to: 

http://www.mint.hr/default.aspx?id=5476
http://www.iztzg.hr/hr/konkurentnost/o_centru/okvir_za_razumijevanje/
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http://hgk.biznet.hr/hgk/fileovi/19826.pdf, Accessed 15. January 2012.). In order to 

increase Croatian tourist competitiveness, future tourist development must be based on 

further increase in the share on the European tourist market, but also stronger positioning 

of Croatia on the new market niches – the so-called «distant markets» (China, India, Japan, 

etc.), which will be achieved through the eco-tourism offer based on the preservation of 

Croatian resources (clean air, water, forests, pleasant climate), and by introducing the so-

called «green» standards and certificates in the business activities of the tourist «industry». 

An important factor is also greater orientation of tourist suppliers in eco-tourism 

destinations towards the demanding domestic market, whose demand has decreased 

because of the impact of recession and of general crisis, especially insecurity of 

workplaces and salaries. Also, it is necessary to develop new entrepreneurial incubators 

which will result in the creation of new «green» solutions, ideas and original events in the 

offer of eco-tourism destinations, aided by stronger co-operation between the public and 

private sector in Croatian tourism. The development of eco tourist offer of Croatia provides 

the possibility of intensive pleasure in the beauties of natural surroundings, conducting 

various activities in the nature, fulfilling the needs for adventures, it includes the visits to 

ecologicailly clean areas and growing trend of taking care of its own health in the form of 

"healthy" nutrition and living in the accordance with nature (Vlahović, 2006; 413) and it 

will enable creation of programmes and implementation plans for achieveing competitive 

advantages of Croatia. 

 

Figure 1.: Presentation of the Relationship between Competitiveness and Eco-Tourism 

Destination 

 

 
Source: Authors' adaptation according to:  http://www.iztzg.hr/UserFiles/Pdf/Pedeseta-obljetnica-IT/02-

Konkurentnost-turisticke-destinacije-Ivandic.pdf (Accessed 15. January 2012.) 

 

 The new tourist paradigm must be based on the 3E principles (ethics, ecology, and 

economics) (http://www.zadarskilist.hr/clanci/27062008/turizam-ne-smije-biti-

monokultura, Accessed 10 January 2012. ). By its structure, sustainable development 

surpasses the terms ethics, ecology and environment, but in the part of tourism 

development they make the part of the same continuum in the whole of a new tourist 

product of a destination of eco-tourism of Croatia. Previously mentioned follows that 

without application of principles of sustainable development there is no tourism as a 

phenomenon in general, but also no application of ethics, nor responsible business of hotel 

enterprises towards the environment, but also responsible behaviour of visitors and local 

population, so foundation of tourism development on the paradigm 3E makes a unique new 

developmental direction of a tourist product which is the opposite of until now massive and 

http://hgk.biznet.hr/hgk/fileovi/19826.pdf
http://www.iztzg.hr/UserFiles/Pdf/Pedeseta-obljetnica-IT/02-Konkurentnost-turisticke-destinacije-Ivandic.pdf
http://www.iztzg.hr/UserFiles/Pdf/Pedeseta-obljetnica-IT/02-Konkurentnost-turisticke-destinacije-Ivandic.pdf
http://www.zadarskilist.hr/clanci/27062008/turizam-ne-smije-biti-monokultura
http://www.zadarskilist.hr/clanci/27062008/turizam-ne-smije-biti-monokultura
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irresponsibility in the development of tourism as a phenomena. Competitiveness of tourist 

destinations increases by introducing ecologically responsible business activities in eco-

tourism destinations. In the example of the Republic of Croatia, competitiveness will be 

increased in comparison with the competitive Mediterranean countries (Greece, Turkey, 

Italy, etc.). Management of contemporary, ecologically aware eco-tourist destinations must 

introduce high ecological standards and certificates into its business activities, which will 

make the entire tourist destination an oasis of ecological and responsible tourism. 

Introduction of the offer based on the principles of sustainability and eco-tourism will 

achieve stronger interrelation of the visitors and the destination, the environment, and the 

local community. The local community will directly benefit from the above-mentioned 

approach regarding the promotion of natural particularities, preservation of the traditional 

way of life and originality of the destination. Return to nature will provide a stronger 

connection between the production of Croatian (organic) agriculture and tourist suppliers, 

especially in Croatian coastal areas. This will also enable socio-demographic revival of the 

Croatian rural areas, which have been affected by strong depopulation and economic 

lagging behind in comparison with other parts of the country. Because of this fact, Croatian 

rural areas are one of the bases for future development of eco-tourism in Croatia. Preserved 

natural resources, rich cultural historical heritage, traditional way of life, gastronomy and 

enology represent insufficiently used Croatian treasures which are the foundation for 

achieving a new competitive power in Croatian tourism development, especially if it will 

be based on  sustainable development and eco-tourism principles.  

 

4. Croatia as an Eco-Tourism Destination 

Modern visitors of world and Croatian tourist destinations are constantly searching 

for experiences which will provide them a sense of connection with nature, tradition and 

peaceful way of life, and complete inclusion in the life of the local community, in order to 

fully learn about its tradition and all the particularities offered by a certain tourist 

destination.  

 

Figure 2.: Environmental considerations when deciding on holidays 

 
Source: Eurobarometar, European Comission, Europeans and Tourism, Autumn 2009, Analytical Report, 

September 2009, publication: October 2009. 

  

According to Eurostat's data from 2009, as shown in the above chart, as much as 

35% of the tourists from the European Union wants to experience connection with nature, 

the local community, and to feel other ecological experiences on their journey to 
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sustainable and eco-tourism destinations. This fact, and pending EU membership, are 

reasons for development of this form of tourism, the offer of which must adapt to the 

standards and the criteria prescribed by the European Union, with the objective of 

achieving competitive advantages on the demanding tourist market.  

 In order to achieve successful positioning of a certain tourist destination on the 

demanding tourist market, and to build an image of an ecologically aware destination, the 

destination should include the entire interested public in its development, i.e. 

entrepreneurs, scientists, the inhabitants, as well as tourists. This is why it is especially 

important to design an integral strategy of sustainable development of Croatia. It should be 

pointed out that the Republic of Croatia is aware of its responsibility for preservation of 

natural balance, and that it attributes great significance to the preservation of natural 

resources, which will ensure achievement of the basic objective for the development of 

eco-tourism, which is: preservation of the landscape and all its particularities (flora, fauna, 

climate, cleanness of the air, waters, etc.), and upholding the particularities of the local 

community's lifestyle. The goal of the Sustainable Development Strategy of Croatia is to 

ensure sustainable planning, creation and designing of policies and guidelines for the 

development of eco-tourism, to disable excessive urbanisation of the space (for example, 

the coastline), and to ensure high standards of energy management (systems of renewable 

energy sources), and waste. The eco-destination concept is new and insufficiently 

explored. There are no unambiguous forms for its implementation. The goal of destination 

management planning is to point out all the benefits of eco-tourism  development for a 

certain area, and the local community. Successful eco-destination development will be 

possible if integrated and permanent co-operation is ensured between all the participants 

which manage the tourist destination, especially taking into consideration particularities of 

each area, especially sensitive ecosystems, socio-demographic and economic conditions, 

urban planning, inclusion of the local community in the process and ensurance of a 

permanent monitoring system, which will enable continuity of the process of eco-tourist 

destination development, adequate for the needs of the local community and the visitors, as 

well as an innovative process. SWOT analysis of Croatian eco-tourism is presented below. 

 

Table 3.:  SWOT Analysis of Developmental Possibilities of Croatian Eco-Tourism  

STRENGTHS WEAKNESSES 

Well-preserved natural resources Insufficiently developed railway network 

Mild climate, richness of flora and fauna Insufficient use of RES 

Vicinity of the emitive tourist markets Lack of awareness of the local community 

Favourable traffic connections 
Lack of interest by the government and tourist 

suppliers  

Numerous intact areas and preserved oases 

Insufficient financial support of development 

agencies, Croatian Bank for Reconstruction and 

Development, credit lines of commercial banks  

Great quantity of clean drinking water  

Thermal waters and spas 

Rich heritage 

Lack of educational programmes on ecology and 

ecological and sustainable tourism  

Statistical lack of recognisability of selective 

forms of the tourist offer (rural, ecological, etc.)  

Non-existence of national standards for ecological 

tourism in the segment of hotel accommodation  
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OPPORTUNITIES THREATS 

Accession to the European Union – travelling 

without borders, high ecological standards, 

financial perspective – cohesion funds  

Postponement of the accession to the European 

Union and inability to accept high environmental 

standards and ecological standards, and funds for 

rural development and protection of the 

environment  

Developing the Croatian offer as a highly aware 

ecological tourist destination 

Lack of interest by the local community and 

tourist suppliers 

Designation of new protected areas in Croatia Insufficiently educated local population 

Linking of the offer of coastal and rural 

destinations through eco-tourism development 

Production of ecologically grown food 

 Climate changes and ecological disasters 

 

 

Source: Authors' analysis 

 

 The results of the presented SWOT analysis indicate numerous opportunities and 

strengths of the Republic of Croatia for eco-tourism development, which are primarily 

conditioned by rich resource base (clean water, air, pleasant climate, richness of flora and 

fauna), and numerous possibilities, for example, ensurance of the production of 

ecologically grown food which will be offered in the restaurants throughout Croatia. In 

order to realise these possibilities, additional regulations and standards should be adopted 

which will ensure exceptional quality of the offer and preserve ecological particularities. 

However, there are certain threats, such as ecological disasters, climate changes or non-use 

of the EU funds allocated for preservation of ecological biodiversity of Europe. 

 The objective of Croatian tourism development must be based on particularities, 

innovativeness and recognisability of the offer in relation to competitive tourist 

destinations which have already recognised the advantages of this tourism form. Croatia 

has about 97% of rural space, rich in its natural resource base, but insufficiently 

touristically valorised; thus, eco-tourism development provides a dual opportunity, which 

is: protection of the landscape and the way of life of the local community, and 

improvement of economic and socio-demographic image of rural Croatia, along with 

strengthening of all the comparative advantages of the Republic of Croatia as a tourist 

destination. Special attention should also be devoted to building and promoting the so-

called «green» hotel industry in Croatia, which will achieve recognisability of the Croatian 

hotel industry and ensure comparative advantages in comparison with the competition.

 According to the presented SWOT analysis, the objective of Croatian eco-tourism 

development is: 

 The basic objective of tourist development of ecologically aware tourist 

destinations must be preservation and protection of natural and other destination 

resources, which are usually limited; 

 Focusing tourist development activities towards sustainable development and eco-

tourism; 

 Devoting special attention to preservation of the protected areas in Croatia; 

 Ensuring education of the local population and tourists, considering that eco-

tourism has an educative component which raises awareness of tourists and of the local 

population on the importance of preservation of nature; 

 Constantly working on the improvement of the quality of life of the local 

community through stimulation of innovations, and inclusion of the interested public in 

all ecological activities of the tourist destination; 
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 Keeping in mind the fact, in the promotion and designing planning of the tourist 

offer, that eco-tourism has the smallest possible impact on the environment and 

sociodemographic particularities of tourist destinations; 

 Eco-tourism is realised in smaller groups – there is no mass tourism, overloading of 

local infrastructure, pollution, etc.  

 

Accession of Croatia to the European Union will also help in the realisation of this 

Plan, as well as inclusion of more Croatian areas in the European ecological network 

NATURA 2000. 

 European Union is obligated to protect biodiversity and stop its disappearance in 

Europe by 2020. Two strong European regulations are a foundation for this EU policy: 

Directive on Birds and Directive on Habitats. These two directives represent the most 

ambitious initiative started with the goal to preserve valuable habitats and wild bird species 

in the EU Member States. During the past 25 years, there are about 26000 NATURA 2000 

areas, which cover more than 850 000 km
2 

of the EU surface. This is the largest network of 

preserved areas in the world. Thanks to these two directives, the countries are able to co-

ordinate their ecological activities, regardless of political or administrative barriers. The 

entire process is scientifically-based, enforceable, and based on the management approach 

which takes into consideration the interests and needs of the people. (Adapted according 

to: http://www.natura2000.hr/PageTemplates/PageContent.aspx?pageId=37&langID=1 

(Accessed 21 January 2012.). Accession to the European Union will enable Croatia to 

participate in the programme more actively. Namely, there is a strong correlation between 

eco-tourism development and NATURA 2000 ecological programme. The areas which 

implement the NATURA 2000 programme are a «magnet» for eco-tourists and attract 

attention to areas rich in natural resources, which often provide different programmes, 

brochures and information to visitors, information, expertise and advice on wildlife species 

and nature, and attract foreign investments, which stimulates diversification of economic 

activities on the local level. Some of the successful world NATURA 2000 projects are on 

the island of Azora (habitats of whales and dolphins), the Canary Islands (over 30% of the 

islands have been marked as an ecological network area), Lapland (300 square kilometres 

of protected forests), and others. The Croatian candidate for the NATURA 2000 

programme is Gorski kotar, which is the most important locality for preservation of wild 

animals – bears, wolves and foxes.  

 Eco-tourism development may also be stimulated through pre-accession and 

cohesion funds for the development of rural and other underdeveloped areas. These funds 

are: the European Regional Development Fund, European Social Fund, Cohesion Fund, 

European Fisheries Fund, European Fund for Agricultural Guarantee and the European 

Fund for Rural Development
232

. All of the above-mentioned funds have certain 

components which will be useful for the preservation of Croatian ecological particularities 

and the attractive Croatian offer of eco-tourism. 

 

5. Negative effects of Tourist Development on the Environment  

The current Croatian offer was based on mass tourism, i.e. the sun-sea-sand offer. 

The new paradigm of tourist development must be based on the paradigm of sustainability, 

i.e. the 3E system – ecology, ethics and sustainable energy.  

 Croatia takes the 12
th

 place in the world according to preservation of nature, and the 

5
th 

place according to drinking water supplies.( Ham, Frajman-Jakić
 
, 2008;521-536) It is 

estimated that about 50% of ecologically richest and most sensitive areas in the European 

Union are located in European coastal regions (Petrić, How to..., 

                                                 
232 For more information see: http://www.vlada.hr/preuzimanja/referedum_za_ulazak_u_eu/s 

ve_sto_ste_htjeli_znati_o_europskoj_uniji (Accessed 15 January 2012.) 

http://www.vlada.hr/preuzimanja/referedum_za_ulazak_u_eu/s%20ve_sto_ste_htjeli_znati_o_europskoj_uniji
http://www.vlada.hr/preuzimanja/referedum_za_ulazak_u_eu/s%20ve_sto_ste_htjeli_znati_o_europskoj_uniji
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http://hrcak.srce.hr/file/62283 , Accessed 15 January 2012.) Unfortunately, recent tourist 

development in these areas also had some negative aspects. Numerous negative impacts of 

tourist development are visible in many coastal Croatian areas, in terms of excessive 

urbanisation of space and illegal building of holiday appartments, the so-called «secondary 

residences». Tourism is a specific phenomenon which is exceptionally sensitive to crises 

(the example of the Croatian War for Independence, the Kosovo crisis, the world economic 

crisis from 2009 until present day), which have a negative impact on the economic 

perspective of employees in tourism and the destination itself. In order for tourism 

development and the related economic activities to be useful for the entire community, it 

must complement other industries. There are numerous negative impacts of tourism on the 

landscape and natural resources. For example, water and air become polluted, there is 

production of noise, visual degradation of the space, overpopulation (saturation). 

 Tourism development greatly depends on spatial resources. The area allocated for 

tourism must be beautiful and attractive in terms of natural and cultural beauties and 

values. The space may remain so only if it is not crowded and devastated by urbanisation. 

When the goal is to create great concentration of tourists, tourism ruins the environment, 

which is one of the most important elements of its sustainable development, because each 

concentration of people changes the space. If this border is crossed, changes in space turn 

into devastation. A great problem is intensive construction of secondary residences on the 

Croatian coast. A negative example is also granting concessions to hotels on beaches and 

the coastline, which has a negative impact on the space, the local population, but also 

creates negative social impacts. Croatia is very diverse and unique, but it must be pointed 

out that this beauty is not inexhaustible, because it is evident that it has been disappearing 

wherever building took place (for example, the island of Vir). This is, naturally, related to 

general culture of the population, whose ecological awareness must be continuously 

boosted through educational and cultural programmes. Although the standards in many 

aspects of the hotel industry are much greater in relation to the competitive tourist 

countries, this quality level is not accompanied by the arrangement of the area surrounding 

the hotels, which records a decrease in natural landscape resources. This is primarily 

visible in excessive construction of the area surrounding hotels. Historical monuments, a 

significant resource base for tourism development, are also in bad condition. In order to 

improve the tourist offer, roads are being built, parks and green areas are arranged, hotels 

are renewed, and, thanks to all of these activities, new workplaces are opened. However, 

bad developmental strategy for tourism may lead to great problems, such as cutting of 

forsts for reasons of infrastructure development and building of accommodation facilities, 

pollution, appearance of aggressive species which are not indigenous to the area, which 

could harm the ecosystem (for example, allochthonous game on Krk and Cres – wild boars 

and bears), reduction of water supplies, and others. Each mass appearance of people  leads 

to waste disposal problems, problems with the sewage, accommodation, transport. 

Excessive number of tourists in ecologically sensitive areas often causes great harm to the 

main attraction – the environment itself.   

 

6. The need to design programmes for Eco-Croatia 

After presenting the above, the authors point out the need to design and actively 

implement the programme/strategy for Eco-Croatia. This programme would represent 

active co-operation of all the interested participants on planning and implementation of 

ecological standards in tourism development in ecologically sensitive Croatian areas. This 

is an interdisciplinary approach, which is continuous and permanent. In the planning stage, 

it is necessary to engage scientists and practitioners of various professions and profiles 

(geographers, demographs, economists, employees in tourism, ecologists, and all the other 

interested participants).  One of the main tasks of the strategy would be connecting the 

http://hrcak.srce.hr/file/62283
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offer of production of ecologically preserved food with the tourist offer. Likewise, it is 

necessary to ensure connection  between rural and eco-tourism, in the way to provide the 

standards for construction, arrangement, and offer in hotels to ensure building of 

accommodation facilities in the traditional manner (wood, stone), the offer of home-made 

and ecologically grown food, application of renewable energy sources in hotels, on family 

farms, and in the entire tourist destination. These standards would represent a kind of an 

upgrade of the existing European and world eco-tourism standards (for example, the Blue 

Flag, HACCP...).  Local entrepreneurs and foreign investors should be included in the 

implementation of the programme, and stimulate building of the so-called «ecological» or 

«green» hotels, to exempt investors of additional duties (VAT, lower interest rates, lower 

utility fee, etc.).  

 Upholding of high ecological standards, strict monitoring and categorisation 

requirements, will enable  protection of natural resources (air, water, sea, forests) and 

achievement of significant competitive advantages of Croatia in relation to the similar 

European and world tourist destinations. Hotels which successfully apply the new, green 

business principle (the USA are the leader in this segment), achieve better business results 

and provide a significant contribution to the protection of the environment. In order for the 

entire project of ecologically responsible hotels to be successful, the visitors must also act 

in an ecologically responsible manner. In green hotels, lights, air-conditioning and 

television in the room are automatically turned off when guests leave the room, liquid 

soaps and shampoos are used in the bathrooms, water consumption is also regulated, so 

that it is motion-activated and temporally limited, towels and linen are not changed every 

day. The objective is related with the very foundations of eco-tourism, which are 

prevention, or at least reduction of the pollution of the environment, and, where possible, 

positive influence on sustainability of  local ecosystems.  

 

The plan for Eco-Croatia should contain and be oriented on the following components: 

 

1. Stop the pressure of people and limit growth; rehabilitate the land and the coastal 

area; 

2. Protect the land and the sea and stimulate setting up of the regional tourist 

ecological tax in order to protect the environment; 

3. Introduce the standards for the so-called «eco-green hotels of Croatia»; 

4. Reduce harmful effects to the environment and the landscape to the greatest 

possible extent; 

5. Restore the historical, cultural, and natural heritage and include it into the tourist 

offer; 

6. Stimulate complete renewal of residential, rural and tourist areas; 

7. Improve public transport and encourage people to walk or use bicycles in the 

centres of tourist destinations; 

8. Introduce sustainable development standards into the key sectors for protection of 

the environment: water, energy and waste; 

9. Invest into human capital and sources of knowledge; increase and diversify the 

financial system; 

10. Modernise the local administration and increase the capacity of the planned public 

and private investments. 

 

In order for the implementation of the Plan for Eco Croatia to be successful, it is 

necessary to determine tasks and measureable goals determined by time and financial 

indicators. Following, a possible proposition of measures and actions for successful 

implementation of programmes for Eco Croatia has been given. 
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Figure 3.: Implementing activities for the implementation of the Plan for Eco Croatia 

 
Source: Authors' analysis 

  

Implementation of Eco Projects for Eco Croatia is a long-term process which will 

include all interested public (business subjects, banks, public institutions, local 

community) with the goal of achieveing competitive advantages of a destination of 

Ecotourism in relation to the copmetitive countries, while strengthening the awareness of 

whole local community about the importance of constant implementation of basic settings 

of sustainable development in business, especially in tourism development, and preserving 

the resource basis as a foundation for tourism development. Project for Eco Croatia must 

be supported on all levels of authorities, financed through pre-accession and cohesion 

funds of the European Union, through favorable crediting lines of HBOR and business 

banks, as well as tracked through constant monitoring and improvement of all individual 

measures and steps from the side of scientific and expert public. 

 Amounts that are necessary for conducting the project are changeable and 

adjustable individually for every eco tourist destination in Croatia, and they depend on the 

terms of the financial market, the interest of potential tourists and carriers of offer in the 

tourist destination. 

 It is necessary to encourage investmens (through liberation of parafiscal givings, 

paying of VAT, utility fees, ensuring favorable lines of credit, etc) and stimulate 

establishment of special interest group Green hotels of Croatia. The goal is to satisfy the 

most demanding guests with high purchasing power with the highest level of quality of 
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offer. It is about small hotel establishements the size of 40 bedrooms, built in the style of 

local architecture, with the condition of using natural materials in building, and in work 

using renewable energy sources, introducing renewable energy sources, ecological 

standards, and so called green business. Furthermore, these hotels will, during its business 

cycle actively participate in the promotion of a destination of ecotourism, and promote the 

values offered by. 

Besides previously mentioned, for successful application of the plan for Eco 

Croatia and strengthening competitive competencies of Croatia it is necessary to create a 

group of activities presented in continuation of the paper in a shape of Porter´s diamond of 

competitive advantages. 

 

Figure: Porter´s diamond of competitive advantages of eco-torism in Croatia 

Croatian
Eco-tourism

offer

Government, 
Local 

authorities
Management 
of eco-tourist 
destination

Possible outputs-
achieving 

competitive 
advantages of 

Croatia

EXSISTENCE OF RELATED AND SUPPORTING 

INDUSTRIES 

Offer carriers in the destination of eco-tourism (restaurants, tourist 
agencies, family farms, "green" hotels, sports and cultural activities, 
offer related to free time, workshops) 

Tourists and visitors of a destination of eco-tourism 

Promotion of eco-tourism as a special segment within the tourist 

product of Croatia 

Source: Adapted according to: Porter, M., E. (1998) The Competitive Advantage of Nations. New York: Free 

Press, MacMillan 

 

Through creating a diamond of competitiveness of eco-tourist destination of Croatia 

all the factors important for achieveing competitive advantages of Croatia will come into 

play, profiling Croatia as one of the world's leading destinations of eco-tourism in the 

future.The above mentioned will enable easier implementation of the Plan for Eco Croatia 

which has been presented previously in the paper. The goals of introducing the diamond of 

competitive advantages are, among other, strengthening the cooperation among all offer 

carriers in the tourist destination of eco-tourism of Croatia (through public-private 

partnership), enabling further sustainable development which will enable further 

development of Croatia and at the same time preserving the resources. The diamond of 

competitive advantages stresses all the advantages of Croatia in the part of natural, 

technological and human resources, and enables the forming of a high quality, unique, rich 

and varied tourist offer based on application of green technologies and responsible 
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operation of all participants. The above mentioned offer will, besides its own innovative 

solutions, be based on international experiences and world practice, especially in the light 

of forthcoming accession of Croatia to the European Union, when significant assets of 

Cohesion funds of the European Union will be available, to be used, among other, for the 

protection of environment and tourist development. Efforts must specially be directed 

toward a more significnt inclusion of Croatia in the programme of ecological network 

NATURA2000, which has been pointed out in the paper as a very significant example of 

the world practice, increasing the number of protected areas in Croatia, which will preserve 

the rich resource basis for the development of ecological tourism in Croatia. 

 By determining the basic constituents of the plan and its implementation in the 

Croatian tourist offer, and through application of model of Porter´s Diamond of 

competitive advantages of destination of eco-tourism of Croatia it is estimated that it will 

ensure ecological preservation of Croatia and its successful repositioning on the tourist 

market. The above measures are a proposal of the future measures for ensuring sustainable 

tourism development, and development of Croatia as a whole. The interested public should 

be included in development, and development should become a subject of further and 

comprehensive studies, with the goal to improve the tourist offer in comparison with the 

best practice tourist destinations in Europe and the world. 

 

7. Conclusion 

Eco-tourism has been growing daily, which is indicated by the WTO data, and the 

examples of best practice tourist destinations in Europe and the world. Ensurance of 

sustainable development in each country, including the Republic of Croatia, is especially 

significant.   

 The Republic of Croatia is a country rich in natural resources which are not 

sufficiently valorised. They represent a key precondition for development of a competitive 

and unique tourist offer. Designing and stimulating an ecological tourist offer through the 

programmes of the Croatian ministries and EU funds will contribute to general 

development and rise in the prosperity and the standard of life of the Croatian citizens. In 

order to increase competitive advantages of Croatia in relation to the competition, 

preconditions for permanent sustainable tourism development should be ensured, which 

can be achieved through development of the eco-tourism offer which will have no negative 

impacts on the environment and the local community. 

 In order to achieve successful integral development of the Republic of Croatia, 

including tourism development, it is very significant that it fully uses its natural resources 

in the new, European context, which will be achieved by adaptation of the existing tourist 

offer to the prescribed and implemented standards in the EU Member States. This will 

enable successful repositioning of Croatia on the world tourist market. The authors think 

that this development must be based on the preservation of the existing resources, raising 

ecological awareness of the local community, and introducing responsible and ethical 

busness activities in tourism, which can be achieved through implementation of the basic 

components of the plan for Eco- Croatia presented in the paper. The ultimate goal will be 

successful respositioning of the Republic of Croatia as an ecologically aware destination, 

of high ecological, social, accommodation- and other standards, different and unique in 

comparison with the competitive countries close to the target markets, which provides the 

visitors reunion with nature. The future success of development of the Croatian eco-

tourism offer must be based on the 3E principle (ethics, ecology, and economics), 

application of top ecological standards and certificates, application of renewable energy 

sources, creation of the standards for eco- destinations and eco-hotels, etc., as well as on 

continuous research of the tourist market and comparison with the countries implementing 

the best practice.  
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Abstract 

This paper uses novel data on individuals’ financial leasing from a large financial 

institution in Bosnia and Herzegovina to estimate a competing-risk model of default and 

prepayment risks on automobile leasings. The research is intended to contribute to 

financial institutions’ proliferation of risk-based pricing in a transition economy context. 

Specifically, the results of the econometric analysis should help lenders to differentiate the 

risk of lessees based on his/her choice of automobile, choice/offer of interest rates, down 

payment as well as his/her personal risk characteristics such as credit risk history, income, 

employment as well as factors related to local economic conditions. 

The recent global financial crisis provoked economist to reconsider the merits and 

costs of global financial integration and has raised awareness of the importance of 

comprehending individuals’ default behaviour. The resulting global recession and 

increases in unemployment rates are expected to have seriously affected household 

liquidity and to have proceeded increases in individuals’ loan default rates. Although this 

paper principally examines the traditional drivers of default and prepayment on automobile 

leasings, it also attempts to assess the possible link between external economic shocks 

associated with sudden changes in macroeconomic conditions and default probability.  

The results of econometric analysis suggest that traditional factors such as interest 

rate, credit history and disposable income predict default and prepayment risks as 

anticipated. The results further indicate the importance of informal sources of income and 

the irrelevance of the borrower’s employment status at the time of origination in 

determining default and prepayment risks. The latter findings point to the importance of 

the informal economy and the specificities associated with the individual’s default 

behaviour in a transition economy context. Further, we find no evidence suggesting the 

relevance of purchase decision information when underwriting car leasings. Specifically, 

the findings do not render support to the hypothesis that the consumer choice of luxury vs. 

economy car types reveals important information that could be utilised by the lessor at the 

time of leasing origination. Finally, we find some evidence that default rates are possibly 

driven by aggregate shocks as suggested by the observed (unexpected) tendency of the 

default rates to raise even late in a life of the leasing. Although not directly investigated the 

results are intuitive. 

 

Keywords: default and prepayment probabilities, individual debt performance, car leasing, 

transition economies 
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1. Introduction 

The recent global financial crisis has highlighted the importance of comprehending 

the effect of specific factors that seem valuable from lenders’ perspective when 

underwriting a loan. A growing concern of financial institutions relates to their ability to 

possibly identify specific lending and borrower characteristics that provide useful 

information about potential default losses on a given loan. Similarly, much of academic 

policy discussion has been devoted to comprehending how sudden changes in 

macroeconomic conditions affect the stability of financial sector of en economy principally 

through its effects on real sector including shocks in household liquidity. This paper is 

intended to contribute to our understanding of individuals’ debt behaviour and the sources 

of default in a transition economy context, using novel data on auto leasings in Bosnia and 

Herzegovina (BiH) in the period 1996-2010. Specifically, it attempts to contribute to 

financial institutions’ proliferation of risk-based pricing, and particularly institutions ability 

to minimise losses associated with the default on car leasings. The econometric model 

developed for the purpose of this analysis aims to identify determinants of default and 

prepayment risks. The analysis is based on the individual automobile leasing level data that 

investigates leasing and borrower (the terms borrower and lessee will be used 

interchangeably hereafter) characteristics as well as automobile characteristics (e.g. 

economic and luxury cars). The results of the econometric analysis should improve our 

understanding of default and prepayment risks based on his/her choice of automobile, 

lessor’s choice/offer of interest rates, down payment as well as lessee’s personal risk 

characteristics such as credit risk history, income, employment. The main impediment to 

empirical research in this filed is lack of data on automobile lending. To our knowledge, 

there are no similar studies conducted in transition economies. Given this, any effort in this 

direction is worthwhile.  

Automobile leasings are held by individuals/households, are collateralised by 

tangible assets and carry fixed rates charged at the time of origination. Automobiles are the 

most commonly held non-financial asset in the developed countries (see Aizcorbe et al. 

2003). Similar is true for BiH. For instance, according to Household Budget Survey (HBS) 

data 51.9 per cent of Bosnian households owned an automobile in 2007 (the data for later 

years are not available and therefore we expect this proportion to underestimate current 

developments). The percentages in other more developed transition economies are Czech 

Republic 63%, Hungary 68%, Slovenia 72%
233

. Furthermore, according to the same survey 

automobile loans/leasings present one of the most commonly held loans/leasings. An 

automobile is the first large asset purchased (the second large asset is housing) for most 

Bosnians and automobile loans/leasing accounted for 52 percent of all non-mortgage 

consumer debt in 2010.  Yet, car leasing has become increasingly popular alternative to 

third party lending since 2006 in BiH. Similar is true for developed countries (see for 

instance Plath & Nunally, 1991). Specifically, the BiH car leasing market is growing faster 

than the traditional automobile financing according to BiH Leasing Association estimates. 

The automobile lease contracts increased at an average annual rate equal to 24.2 percent 

between 2008-2011, which is 5.7 percent higher than more traditional car lending, 

according to the same source.  

As with automobile landing, there are two main risks associated with automobile 

lease. The first one is risk of default which principally reflects the borrower’s inability to 

pay back the leasing. The second risk is the risk of prepayment where borrower, if allowed 

to exercise a prepayment option, pays off the leasing prior to leasing maturity and reduces 

the lender’s stream of interest payments (Agarwal et al., 2007). Leasing, similar to the third 

party lending practice, principally assumes that factors related to borrower’s personal 

characteristics are the most important, if not sufficient, when underwriting loan/leasing. 

                                                 
233 As of 2008. Own calculations based on individual country Statistics. 
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More precisely, credit history and income are often the main factors upon which lenders 

base their loan approval/disapproval decisions and determine interest rate and 

downpayment predominantly in relation to these factors. In addition, downpayment is also 

considered important as it reveals information about individual’ liquidity at the time of 

leasing origination. In this analysis we principally investigate how important are these 

specific factors in determining auto leasing performance.  

A growing body of empirical research has found a strong positive relationship 

between interest rates charged and default probabilities. Interest rates directly affect 

borrower’s behaviour through changes in household liquidity. Borrowers/lessees charged 

with high rates are more likely to face difficulties in making regular monthly payments. 

Moreover, differences in risks among individuals are often associated with differences in 

lending/leasing rates. More precisely, according to risk-reward stand point of view, 

differences in risks should be priced into the interest rates charged to borrowers. This 

would imply that riskier clients are charged with higher rates and vice versa. However, less 

credit-worthy clients have fewer available financing opportunities and are more likely to 

accept higher rate loans (Stiglitz and Weiss, 1981), thus they often have more volatile 

income and are particularly vulnerable to changes in macroeconomic conditions. Given 

this, the question naturally arises whether high leasing rates are associated with higher 

propensity to default, and subsequently, whether high rates are sufficient to compensate 

borrower/lessor for the losses incurred due to defaults associated with high interest rates 

charged? In other words, high interest rates charged to less credit-worthy clients may be at 

odds with lender’s profitability and may not be sufficient to adequately compensate for the 

associated risks of lending. Heitfield and Sabarwal have found that: “… issuers that charge 

highest interest rates experience highest default rates which do not appear pay the highest 

returns net of default losses” (2004: 3).  

Here we assess the extent to which differences in the interest rates charged on 

automobile leasings are associated with default risks, while controlling for other important 

factors of influence. Furthermore, financially viable clients charged with high rates have 

higher incentive to exercise a prepayment option to lower the stream of interest payments. 

Given the limited understanding we have on the relationship between interest rates and 

default and prepayment probabilities (Heitfield and Sabarwal, 2004) an improved 

understanding of the relationship is of value. The results of this econometric analysis may 

help lenders refine their pricing models and reconsider the current pricing practice related 

to differences in risks. Similarly, we assume that differences in downpayment may be 

linked to individual’s debt performance. Precisely, differences in downpayment result in 

differences in auto loan (leasing) balance, which, given the significant depreciation in car 

value upon purchase implies that leasing beneficiary has stronger incentive to pay back the 

leasing the higher the downpayment.  In this paper we investigate whether increase in 

downpayment precede in decreases in default probabilities; and whether higher 

downpayment is associated with higher prepayment risk.  

Further, is seems reasonable to analyse whether or not the current auto lending 

practice is most advantageous in the sense that it ignores other potentially useful 

information and data which may also contain predictive value that may be utilised by the 

borrower/lessor at the time of origination. For instance, it has been long recognised that 

different clienteles appear to have heterogeneous risk profiles possibly associated with 

different car model choices. Insurance companies utilise these information when 

determining insurance conditions. Similarly, residential mortgage lenders principally 

consider information on the underlying asset before origination and thus often determine 

mortgage rates accordingly (see Agarwal et al., 2007). In contrast, as noted earlier, the 

lessor simply underwrites the leasing based on lessee’s personal characteristics and 

required downpayment often completely ignoring information about the particular vehicle. 

Given this, the question naturally arises whether incorporating other information such as 
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those related to consumption decisions (i.e. the underlying leasing asset) may be valuable 

from lenders’ perspective. Specifically, if we assume that a particular vehicle reveals 

individual financial risk behaviour of the borrower, can we utilise this information and 

potentially minimise the lending risks related to heterogeneous risks profile of clienteles. 

Accordingly, in this analysis, we investigate how important are types of cars (i.e. economic 

vs. luxury) to the possibilities of default and prepayment.  

Finally, we are interested in the importance of other personal characteristics, 

particularly those related to economic well being of the borrower, such as employment, 

income and local economic conditions in determining debt performance. Also an attempt is 

made to assess whether recent economic crisis has preceded in increases in default rates, 

principally through shocks to household liquidity. The current economic stress may have 

imposed particular difficulties to individuals with limited financial resources such that 

those clients may have more difficulty making regular monthly payments. Job lay offs and 

increase in unemployment may have adversely affected individuals ability to pay back 

automobile leasings. Given the cross-section nature of our data we cannot examine this 

relationship directly. However, by controlling for the effects of loan age we can examine 

whether default hazard rates have a tendency to decrease over the long term (i.e. when 

approaching maturity) as a priori anticipated. If reverse is true than this may be caused by 

external shocks to household liquidity, possibly linked to the sudden changes in 

macroeconomic conditions.  

To answer these questions we employ a risk-competing framework assuming the 

mutually exclusive nature of default and prepayment. The data we have allows one to 

analyse car lending/leasing risks across a large number of individuals, while assuming 

significant heterogeneity among borrowers.   

The remainder of this paper is structured as follows. The next section describes the 

data used in this analysis. The third section discusses the model and the methodology used 

in the empirical estimation. It also discusses the theoretical basis of investigation and 

draws on recent empirical findings. This section is followed by the empirical analysis 

which includes descriptive statistics and results of the econometric analysis. The 

conclusion follows.  

 

2. Data   

  

As noted earlier, the data used in this analysis are from a large financial institution 

operating in Bosnia and Herzegovina. The dataset obtained from this institution is 

comprehensive and contain information on individual financial leasing originated directly 

from this institution for a purchase of new and used cars. (Hereafter we use the terms cars, 

automobiles, autos interchangeably). The leasing accounts have fixed annual interest rates 

and are originated with three to five years maturity. The data set consists of information 

about 1.867 clients who purchased car on financial leasing between January 2006 and July 

2011. We observe performance of originated leasing contracts (leasing accounts) such that 

a record of each leasing is indicated at the time of origination including accounts of: 

leasing characteristics which include automobile value, leasing amount, downpayment, 

contract rate (interest rate), time of origination (date), used cars, as well as duration of 

leasing contract (i.e. payoff year); lessee (borrowers) characteristics include credit risk 

score, employment history (i.e. employed, years of professional experience, years within 

the firm,) monthly (disposable) income, male/female, lessee age, demographic information 

(i.e. Entity). We also observe information whether (1) the automobile leasing is paid in full 

(at leasing maturity), (2) prepaid, (3) defaulted, or (4) is still current leasing as of the last 

month of the observation period.  Following industry’s regulatory framework and standard 

industry practice we classify leasing as being in default when the payment is 90 days past 
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due.
234

 Further, we classify a leasing as prepaid if lessee pays off a leasing prior to maturity 

(all prepaid leasings have had a balance greater than 5000 KM –about 2500 EUR). Given 

the definition of default in this analysis we removed leasings originating after March 2011. 

We also removed  leasings made to lessor employees and suppliers (vendors). The final 

sample consists of 1.761 individual leasing accounts originated in the period January 1996 

and March 2011.  

In what follows we investigate what drives default and prepayment on auto leasing 

assuming that both could occur at any time during leasing prime life given the 

heterogeneous prime life span of leasing contracts and the heterogeneous profile of 

individuals/lessees treated in this analysis.  

 

3. Methodology  

 

A standard practice in loan/mortgage default analysis is to use a competing risk 

model of prepayment and default (see Agarwal et al. 2007, Ambrose and Sanders, 2005). 

This method allows one to clearly distinguish between determinants of prepayment vis a 

vis determinants of default. This model has the advantage that it explicitly recognises that 

if lessee/borrower exercises the prepayment option he/she is unable to exercise the option 

to default and vice versa. Theoretically we would like to recognise the mutually exclusive 

nature of prepayment and default and fit the model using the competing risk framework.  

Along the lines of the competing risk framework and following Agarwal et al. 

(2007) we recognise that during our observation period a lessee defaults (y=1), prepays 

(y=2) or otherwise remains current (y=3) as of last month of observation period.  We 

attempt to identify, for each observation, the probability of observing yi (where i =1,2,3) 

conditional on X (vector of independent variables), while assuming that duration of each 

leasing (y) could terminate by prepaying, defaulting or else remains current (right 

censored). In an attempt to simplify estimation we can express this model as:  

(1)           yi*= βixi + µi                                                                                     

where yi* is estimated as the probability of default and prepayment conditional on X, and 

set of unobserved effects µi. Since yi is an integer variable taking values in the set {1,2,3} 

representing the possible auto leasing outcome we estimate a conditional probability of an 

outcome in a multinomial Logit framework. We estimate the probability of default and 

prepayment on automobile leasing conditional on a set of explanatory variables which 

include leasing characteristics and lessee characteristics that is personal risk characteristics, 

as well as specific characteristics of leasing asset i.e. product information.  

 

The base line specification incorporates traditional risk factors related to leasing and 

borrower/lessee characteristics, includes information about the asset securing the leasing 

and controls for local economic conditions. All data are recorded at the time of leasing 

origination. We specify the base-line model to be estimated as follows:  

 

(2) Yi = β0 + β1C_Agei  +  β2 C_Agei
2
+  β3 C_Agei

3
 + β4Payment + β5Car_valuei + 

β6Car_valueSQi + β7Usedi + β8Dawn_Payi + β9IRi + β8RiskS_Ci + β9RiskS_Di + 

β10D_Incomei + β10D_IncomeSQi + β11Malei + β12RSi + β13BRi + β14Agei + β15Agei
2
 + 

β16Employi + µi 

 

                                                 
234 This definition of default is consistent with the Industry's Supervisory Board regulator, Banking Agency 

of Bosnia and Herzegovina, as well as with the industry’s practices to pursue repossession procedure if 

payments are over three months due.  
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where the independent variable (yi) is coded as 1 if the lessee defaults, 2 if he/she prepays, 

0 otherwise (is being censored). Equation (2) presents a baseline model (A) in which we 

isolate effects of leasing age (leasing seasoning) on default and prepayment probabilities. 

We include leasing age (in months) for the period under observation. Precisely Age is 

defined as monthly duration of each leasing until it either terminates by 

prepaying/defaulting or else remains current as of last month of the observation period. 

The leasing age variable (C_AGE) is included as a third-order polynomial, assuming a 

nonparametric variation in the prepayment and default hazards (see Agarwal et al. 2007). 

The monthly payment (Payment) and car purchase price (Car_Value) are included as 

control variables. A dummy variable (Used) that is qual one if the car is used, 0 otherwise 

is incorporated to allow for a direct test of the link between quality of cars and leasing 

performance. This variable is designed to reflect on lessees (borrowers) who are 

purchasing lower quality and supposedly lower value cars relative to new cars sold on the 

market. Given this, we expect this variable to be positively related to the probability of 

default since the auto loan balance of used cars is greater than the current car value in 

relative terms.  Also, we expect liquidity constrained borrowers to purchase used cars 

which may directly affect their debt performance. The downpayment variable (D_Pay), 

measured as ratio relative to leasing value, is,  given the significant depreciation in the car 

value upon purchase, expected  to be negatively related to default since a higher 

downpayment serves to decrease leasing-to-value ratio. In other words, it is assumed a 

priori that it is in the lessees’ interest to pay the financial leasing in full the greater the auto 

leasing balance. Further, the leasing rate variable (IR) is included in the baseline model as 

one of the key determinants of default and prepayment hazards- probability. First, the 

leasing rate may directly affect borrowers/lessee’s behaviour such that lessees faced with 

the higher interest payments associated with those leasings may have more difficulty 

making regular monthly payments, and likewise have a strong incentive to prepay. Second, 

from a risk-reward stand point, differences in risks should be priced into the interest rates 

charged to borrowers/lessees (Heitfield and Sabarwal 2004). This is why the interest rate 

variable is defined as the difference between the prevailing market rate (source Central 

Bank BiH) and the actual contract rate at the time of leasing origination (see also Agerwal 

et al., 2008).  

In addition to the variables capturing the leasing characteristics a wide range of 

variables related to borrowers/lessees’ characteristics are controlled for. First a variable 

capturing the lessee’s credit constraints based on lessees’ credit history (RiskS)
235

 is 

included, where RiskS_C  and RiskS_D variables are dummy variable used to flag 

borrowers with the recorded payment between 91-180, and 181-270  days past due, 

respectively. Given our definition of the default in the analysis (i.e. we classify a leasing as 

being in a default when the payment is 90 days past due) we use A and B clients as a base 

category in the model. Second, the disposable income variable (D_Income), variable taking 

into account formal (i.e. salary) and informal sources of income (i.e non-taxed income 

from other sources), is included in the model. Given the incidence of informal economy in 

transition countries, especially in BiH (i.e. WB estimates about 20% of GDP) is seem 

important to consider the relevance of both in determining default and prepayment hazards. 

Since consumers with the means are less likely to default, a negative relationship is 

anticipated. We also include the square of D_Income in order to account for any 

nonlinearity. The disposable income variable is chosen over the income variable as it 

shows lessees’ overall debt condition. Taking into account other debt obligations, when 

                                                 
235 The measurement of credit history in BiH is not based on a single unit, index or score. Instead credit score 

is defined as the number of days the payment is (has been) past due in client’s history. The clients are 

assigned either of the letters A,B,C,D or E where A refers to payment up to 30 days past due; B  refers to the 

payment between 31 to 90 days past due; C  refers to the payment between 91-180 days past due; D refers to 

the payment between 181-270 past due; and E refers to the payment over 270 days past due.   
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controlling for the income variable, is arguably essential (see Pennington-Crossm, 2003 

and Xiao et al., 1995). Finally we control for lessee age (Age), gender (Male), employment 

(Employ) and include dummy variables denoting the lessee’s location (RS, BR). The latter 

two variables are used as proxy for local economic conditions which may affect lessees 

default behaviour.  

Given the limitations of available data, by the way we measure the variables in the 

model, we do not capture the time varying effects of these variables on default and 

prepayment hazards. Instead, we measure the isolated effects of the explanatory variables 

recorded at the time of origination. The decision of loan/leasing approval is, however, 

based on this information.  

Finally, we extend the baseline specification in model B by incorporating 

information related to purchase decision. Specifically, we include 2 dummy variables 

(Car_valueD, Car_valueE) that are set equal to 1 if the purchase price corresponds to a 

given range i.e. BAM 60,000 -100,000; and over 100,000, respectively, 0 otherwise.  The 

ranges are defined in consultation with the financial institutions management and car 

dealers and used as a proxy for different categories/types of automobiles, that is, luxury vs. 

economic cars. The base category used in the model reflects low value cars (i.e. purchase 

price less than BAM 25 thousands). According to the literature (Agarwal et al. 2008, 

Agarwal et al. 2007) and the current practice of insurance companies it is assumed that 

different car makes and model appear to different clienteles such that those clienteles have 

heterogeneous risk profiles. Similarly in this model we recognise that the differences in the 

consumption decision may be related to the default behaviour of the borrower/lessee.  

Although we do not have information on car make and models we utilise the data on car 

value in an attempt to discriminate between different types of cars. The anticipated pattern 

of the car purchase price variables is in accordance with recent empirical findings related 

to consumption decision and individuals’ default behaviour. For instance, a study by 

Agarwal et al. (2008) finds that loans on most economy automobiles are less likely to 

default, whereas a similar study by Agarwal et al. (2007) generally suggests that loans 

secured by more luxury car models have higher probability of default. Both studies point to 

the relevance of information associated with the type of automobile a consumer purchases. 

In view of this, model (B) specifically takes into account the features related to the leasing 

asset i.e. type of automobile luxury vs. economic. By incorporating this information in our 

model we can estimate whether data related to consumption choice is related to the 

performance of debt. In other words do the variables contain any predictive value which 

may be utilised by the lessor at the time of leasing origination?  Given recent empirical 

evidence and the current practices in the auto insurance market and mortgage lending we 

analyse whether purchase decision revealing more luxury types of a vehicle tells us about 

the borrower’s propensity to default or prepay on his auto loan with respect to BiH leasing 

market. 

 

4.  Summary statistics  

 

Table 4.1 provides summary statistics of default and prepayment hazards in our 

sample. Given our definitions of default and prepayment we find that 188 leasings had 

defaulted (10.6 percent) and 133 had prepaid (7.8 percent), while 1,436 of loans were still 

active as of the last month of the observation period. Further, about 55 percent of total 

leasings which terminated by defaulting occurred within the first three months after 

origination, possibly indicating ineffectiveness of the prevailing risk assessment method(s). 

Over the medium term of the life of a leasing (i.e. 12 to 18 months after origination) 

defaults on auto leasings, seem to be decreasing i.e. 27 registered defaults, about 14 

percent of total leasings that had defaulted, with the tendency to increase over time i.e. 33 

registered defaults, about 14 percent (see table 4.2 for details). This is somewhat 
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unexpected outcome since it seems reasonable to expect lenders to predict default hazards 

more accurately during the early months of leasing life. As economic well being of 

individuals change over time the lender is generally less effective in identifying obligors 

who are likely to default over the medium or longer term (see for instance Heitfield and 

Sabarwal 2004).  

 

Table 4.1. Distribution of default and prepayment hazards 

 Frequency Percent 

Current 1,436 81.54 

Defaulted 188 10.68 

Prepaid 137 7.78 

Total (no. of obs.) 1,761 100.00 

 

Table 4.2. Distribution of default hazards by leasing age 

 Frequency Percent 

Defaulted of which: 188 10.68 

Defaulted between  0-3*  103 5.85 

Defaulted between  3-6*  24 1.36 

Defaulted between  6-12* 16 0.91 

Defaulted between 12-18* 12 0.68 

Defaulted after 18* 33 1.87 

Total (no. of obs.)** 1,761 100.00 

Notes:* Age interval (months) /months of a life of the leasing; Total includes defaulted, 

prepaid and current leasings.  

 

Although, the descriptive statistics provide important insights as to the distribution 

of default hazards (i.e. mean values/frequency), and points to the relevance of loan age in 

determining default probability (i.e. timing/seasoning frequency of default hazards) which 

are important for econometric analysis, they can only be considered as indicative. In the 

sections that follow we investigate the effects of leasing age on default and prepayment 

probabilities, while keeping other important factors of influence constant.  

Tables 4.3, 4.4 and 4.5 give the sample descriptive statistics for the sample as 

whole, for those defaulting and those terminated by prepaying, respectively. First we 

observe that the mean car value is about BAM 35,000 with the minimum car value of 

BAM 5.5 thousands and a maximum car value of 193.6 thousands. The leasing mean 

(contract) value is significantly lower, at about BAM 23,000. This comes as no surprise 

given the downpayment mean share of about 34 percent. Further, there are huge 

differences in the interest rates charged on car leasings. The mean value is 9.4 percent, 

which roughly corresponds to the average market rates recorded for 2009 and 2010 

(source: Central Bank BiH yearly statistics). However, the minimum interest rate charged 

is equal to 2.9 percent while the maximum rate charged is 15 percent
236

. This summary 

statistics points to the highly heterogeneous profile of clients, and suggests substantial 

differences in perceived risks among clients from lender’s perspective. The average 

monthly payments to disposable income ratio is equal to about 42 per cent, which suggests 

that the significant amount of household expenditures goes on car expenses. The mean 

                                                 
236 The 0 percent rate charged reported in the table is from two clients for whom the supplier has subsidised 

interest expenses via special sales promotion actions such that the lessor has effectively charged the interest 

payments upfront at the market rate. This is done only when suppliers decide to clear their stock of certain 

car models or promote certain products, but do not want to provide a discount on a car price to keep price 

image of the brand.  If we exclude the two clients with formally 0 rate charged on leasings the minimum 

leasing rate charged is equal to 2.9 percent. Given these are special cases we excluded them from the 

analysis.  
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contract age is equal to 24 months with minimum age of current leasings equivalent to 3.4 

months and maximum of about 62 months as of the last month of the observation period.  

 

Table 4.3 Sample descriptive statistics 

        Variable         Obs Mean Std. Dev. Min Max 

C_Age 1761 24.23 15.001 3.433 61.93 

Car_value 

(BAM) 

1761 34790.9 25456.9 5526.6 193682.9 

IR 1761 9.532 1.229 0 15 

IR* 1759 9.562 1.160 2.9 15 

D_Pay 1761 .345 .151 .145 .880 

L_Payment 

(BAM) 

1761 659.05 1340.08 103.54 5279.45 

D_Income 

(BAM)
a 

   1410** 1281.643 1786.957 -8720 29337.45 

D _Income 

(BAM)
b 

    1410** 1870.528 2038.377 -8720 29337.45 

Age 1761 39.90119 11.143 18 75 

 Obs Frequency Percent - - 

Used 1761 520 29.53   

RiskS_A 1761 858 48.72   

RiskS_B 1761 598 33.95   

RiskS_C 1761 171 9.70   

RiskS_D 1761 134 7.61   

Employ 1761 1,291 73.31   

Male 1761 1,172 66.55   

FBiH 1761 1,278 72.57   

RS 1761 430 24.42   

BR 1761 55 3.12   

Notes:*Descriptive statistics for interest rate upon exclusion of two observations recorded 

as if charged 0 percent interest rate; **The data on income are not complete,  there are 

351 missing observations.
a
Disposable income is defined as monthly salary minus debt 

obligations;
b 
Disposable income including both formal and informal sources of income.  

 

As for the borrowers/lessee’s characteristics we observe that the mean age of the 

borrower is about 40 years old. Average monthly disposable income (i.e. salary) is equal to 

BAM 1,281 thousand, while the mean value of the disposable income which takes into 

account all other relevant sources of income is much higher with the mean value of BAM 

1,874  thousand. The suggested discrepancy between formal and informal sources of 

income is anticipated since this data reveals a transition economy context in which the 

incidence of informal economy is somewhat high, as noted earlier. This is why in this 

analysis we use both formal and informal sources of income as a more reliable proxy for 

the personal economic situation. Further, we observe that majority of clients are male (66 

percent) with over two third of clients from the Federation entity (72.5 percent). 

Interestingly, at the time of leasing origination not all clients were formally employed, with 

somewhat about one third of them without formal employment. This statistics is interesting 

from the point of view of recent regulation which requires formal employment to be 

included in loan pricing policy, but also points to the relevance of other sources of income 

when underwriting leasings. This is why is this analysis we explore the relationship 

between personal income and default and prepayment hazards while accounting for both 

salary and other sources of income. As for the risk scoring variables, we observe that most 

clients, about half of them, fall within the category of creditworthy clients with no payment 
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60 past due in credit history (about 49 percent). The statistics further reveals that about 33 

percent of clients have had payments between two and three months past due (up to 90 

days), but have not defaulted previously according to our definition of default in this 

analysis. As expected the proportion of clients with registered defaults in credit history is 

relatively small at about 16 percent.  

 

Table 4.4 Descriptive statistics of leasings terminated by defaulting 

        Variable         Obs Mean Std. Dev. Min Max 

C_Age (months) 188 36.622 11.673 15.633 59.3666 

Car_value 

(BAM) 

188 40774.62 27809.81 9550.6 170257.3 

IR 188 10.156 1.008 5.602 14.2 

D_Pay 188 .3235 .105 .145 .743 

L_Payment 

(BAM) 

188 654.66 448.13 150.69 2860.69 

D_Income 

(BAM) 

    148** 1563.256 2029.889 -459.324 15847 

Age 188 38.46 11.378 18 70 

 Obs Frequency Percent  - 

Used 188 82 43.62   

RiskS_A 188 55 29.26   

RiskS_B 188 17 9.04   

RiskS_C 188 104 55.31   

RiskS_D 188 12 6.38   

Employ 188 137 72.87   

 

 

Table 4.5 Descriptive statistics of leasings terminated by prepaying 

Variable         Obs Mean Std. Dev. Min Max 

C_Age 

(months) 

137 24.89 12.277 9.133 57.233 

Car_value 

(BAM) 

137 36070.62     24940.91    9000.014      137000 

IR 137 9.656 1.357 2.9      13.474 

D_Pay 137 .339 .144 .145 .80 

L_Payment 

(BAM) 

137 623.85 522.30 121.046 4171.70 

D_Income 

(BAM) 

119** 1644.88 2310.35 691.01 14500 

Age 137 39.23 10.68 20 72 

 Obs Frequency Percent  - 

Used 137 56 40.88          

RiskS_A 137 64 46.72          

RiskS_B 137 70 51.09          

RiskS_C 137 1 1.46          

RiskS_D 137 2 0.73          

Employ 137 108 78.83   

 

Furthermore is interesting to note that among clients who have defaulted about two 

thirds of them have been registered to have defaulted previously, suggesting the relevance 

of credit history when underwriting leasings (see Table 4.4). Conversely, as a priori 
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expected clients who terminated leasing by prepaying have good credit score rating (either 

A or B), with the exception of three leasing accounts (see Table 4.5). Given the small 

fraction of prepaid leasing with problematic credit history we ought to be cautious about 

analysing the effect of this variable on probability of prepayment. Given that the 

descriptive statistics does not reflect on causal relationships, we examine in detail the 

effect of each of this factor on probabilities of default and prepayment below.   

 

5. Results  

 

In this section we explore the individual risk variables and discuss in great detail 

the findings related to the importance of traditional risk factors in determining default and 

prepayment hazards. Considering the baseline specification, we find that all risk-related 

factors included in the model discriminate well the differences in the individuals default 

behaviour. All variables are significant and with the expected signs. As for the prepayment 

model, however, although the traditional risk factors generally perform well some non-

anticipated relations have been suggested as well.  Table 5.1 present the result of the 

Multionominal Logit model, where the estimated coefficient reveal the competing-risks 

model of default and prepayment. The model generally performs well with the pseudo R
2 

of the model equal to 16.9 percent.
237

 First we discuss the effect of loan age on default and 

prepayment probabilities, and then move to the individual risk variables.  

The statistically significant coefficients of the Age, Age2 and Age3 variables clearly 

reveal the non-linear pattern of prepayment and default hazards. More specifically, the 

statistically significant and positive coefficient of Age variable suggests the tendency of default 

and prepayment hazards to increase during the early months of a life of the leasing, while the 

negative and significant coefficient of Age2 variable indicates a fall in a default hazards over the 

medium term. Further we find evidence of increasing default hazards late in the life of a leasing. 

Although past empirical research on the matter has suggested the similar pattern (Heitfield and 

Saberwal, 2004; Deng et al. 2000), it seems reasonable to expect that lenders are more effective 

in predicting individual’s debt performance over the short term.  Similarly, it seems reasonable to 

assume that lenders capabilities to predict changes that may affect individuals loan/leasing 

performance deteriorate over the medium or long term, causing default hazards to rise. In other 

words, lenders are expected to be less effective in identifying individuals who are likely to 

default over the medium or long term (Heitfield and Saberwal, 2004). However, as auto 

leasing/loan approaches maturity the tendency of default hazards is expected to decline. As the 

leasing/loan to value ratio decreases lenders have a stronger incentive to pay the leasing in full 

(costs of defaulting are high as leasing approaches maturity). This pattern of default hazards over 

time has been documented by Agarwal et al. (2007).  

However, similar to Heitfield and Saberwal (2004), in this analysis we find little 

support for the anticipated pattern, including no evidence of declining default hazards late 

in a life of the leasing. A plausible explanation for the observed pattern may be that given 

limitations in our data we do not have many observations which are late in a life of the 

leasing, and leasings to value ratios may not have fallen very rapidly for these ( see also 

(Heitfield and Saberwal, 2004). Alternatively, the suggested pattern of default and 

prepayment hazards may possibly indicate the relevance of sudden changes in 

macroeconomic conditions in the aftermath of global financial crisis (i.e. salary cuts, job 

lay offs),  which could have adversely affected individual’s debt performance through 

shocks to household liquidity causing default rates to rise even late in the life of auto 

leasing.  

Turning to the specific risk variables in the default model we find that all variables 

denoting leasing characteristics are significant and with the appropriate sign. Exploring the 

                                                 
237 The pseudo R2  is calculated from the ratio of the model log-likelihood statistic to the restricted model log-

likelihood statistic, where the restricted model is a model with only an intercept term.  
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leasing characteristic variables, first we stress that the interest rate variable seem important 

determinant of the default probability. Specifically, the results suggest that the greater the 

interest rate spread
238

 the greater the probability of default. Examining the marginal effect 

of interest rate variable the results indicate that a one unit increase in the difference (i.e. 

one percentage point increase) increases the likelihood of default by 0.24 percent. The 

magnitude of the coefficient rather suggests that high interest payments do not necessarily 

yield the highest returns. In the competitive automobile market liquidity constrained 

borrowers and borrowers with bad credit history are often priced out of the low market 

rates (Agarwal et al. 2007).  

Notwithstanding this, the results of our analysis, leads us to argue that 

lenders/lessor need to be cautious about the interpretation of the pricing policy according 

to which differences in risks are priced in differences in leasing rates, since the option to 

default seems valuable. On the whole, high interest payment bear additional debt burden 

for liquidity constrained consumers that need to be carefully examined. Although positive, 

the estimated coefficient of IR variable is not significant in the prepayment model. Given 

the limited variability in the interest rate spread variable within prepayment subgroup the 

obtained result seem plausible. Clients with the means, those who can afford to exercise a 

prepayment option, are not expected to accept higher interest rate leasings in view of 

alternat 

 
Table 5.1  Multinominal logit estimation of the probability of default and prepayment. 

 Model 1  Model 2 

Variables Default Prepayment  Default Prepayment 

 Coefficient  (z stat.) Coefficient(z stat.) Coefficient (z stat.) Coefficient (z stat.) 

C_Age 1.049***     (3.51)    .8011***  (5.53)    1.033***   (3.46)    .8092***  (5.54)    

C_Age2 -.0317**    (-3.16)    -.0305***(-5.29)       -.0312**  (-3.11)    -.0308***(-5.30)       

C_Age3 .00032**     (3.00)    .00034*** (4.96)    .000314**  (2.95)    .00035*** (4.97)    

L_Payment -.00144**   (-2.56)    -.00029  (-0.80)    -.00146**  (-2.58)    -.00029  (-0.80)    

Car_value .0000398**   (2.64)   .00002** (1.96)    .0000442**  (2.58)    .000024   (1.50)    

Car_valueSq -8.06e-11   (-1.00)  -1.09e-10(-1.29)    -4.75e-11 (-0.45)    -1.50e-10(-1.22)    

Car_value_D - - -.4668    (-0.97)    .3560    (0.70)    

Car_value_E - - -1.153    (-0.97)    .9205    (0.82)    

Used   1.164***        (5.36)   .512**  (2.40)    1.157***   (5.31)   .513**   (2.40)    

D_Pay_ -2.803**       (-2.87)    -.361   (-0.49)    -2.902**   (-2.95) -.3008   (-0.40)    

IR .221**          (2.16) -.099   (-1.22)    .226**     (2.21) -.102    (-1.25)    

RiskS_C .740***         (2.30)   -.835**  (-2.54)    .766***    (2.37)   -.829**  (-2.51)    

RiskS_D .828***      

(1.94)   

-.655    (-0.88)    .814***   (1.91)   -.655    (-0.88)    

D_Income -.00013*      (-1.88)   -.00013**(-1.99)     -.00013*   ( -1.92)   -.00013**(-1.98)     

D_IncomeSq 5.89e-09       (1.52)   4.88e-09  (1.39)     5.92e-09    (1.48)   4.83e-09  (1.38)     

Male -.373*        (-1.80) -.044    (-0.20)   -.368      (-1.77) -.042    (-0.19)   

RS .261          (1.15 )  -.025   (-0.10)   .261      (1.19 )  -.028   (-0.12)   

BR .795*          (1.84)   .236     (0.37) .795*      (1.84 )   .268     (0.42) 

Age -.034         (-0.58)    .043     (0.67)   -.038     (-0.63)    .046     (0.72)   

AgeSq .00037         (0.50)    -.0005   (-0.68)    .00041    (0.55)    -.0005   (-0.73)    

Employ .009           (0.03)   -.214    (-0.66)    .0035      (0.01)   -.217    (-0.67)    

_cons -14.13        (-4.73) -8.11    (-4.58)   -14.06    (-4.72) -8.15    (-4.58)   

Pseudo R2 0.1693 0.1701 

Prob > chi2           0.0000 0.0000 

Obs.a 1410 1410 

Notes:***; **; *; significant at 1, 5 and 10 percent, respectively; a The number of list wise observationsive 

available financing opportunities.  

                                                 
238 The interest-rate spread is defined as the leasing annual procentage rate at origination less the prevailing 

market rate at the time of origination. 



741 

The impact of the downpayment also follows the anticipated pattern. The baseline 

model indicates that increase in downpayment share at origination decreases the likelihood 

of default. This seems reasonable since higher downpayment share implies lower leasing-

to-value ratio at the time of origination and increases the relative costs of default to lessee. 

A relative increase in downpayment share is also possibly associated with a more rapid 

depreciation of the leasing to underlying asset (the car) value ratio over the life of 

automobile leasings or over some portion of the life depending on the costs of 

amortisation. However, the downpayment variable does not seem to discriminate well in 

valuing option to prepay. We also find that leasings on used cars are by about 2.2 percent 

more likely to default than loans secured by new cars. This is in line with our anticipation 

that more liquidity constrained borrowers are more likely to buy used cars and with 

empirical findings (Alfaro et al. 2010).  

Turning to the individual risk variables revealing lessee’s personal characteristics, 

we find the expected relation between lessee credit history and the probability of default 

with the likelihood of lessee default declining as lessee credit quality increases. More 

specifically, the results of econometric analysis suggests that clients with C and D credit 

rating are by about 1.1 and 1.3 percent more likely to default relative to A rated clients, 

respectively. The magnitude of these marginal effects, however, indicates minor 

importance (in terms of economic significance) of lessee’s credit scoring in predicting debt 

performance. Furthermore, the estimated coefficients of credit scoring variables are 

negative in the prepayment model as anticipated. The negative and significant coefficient 

of RiskS_C variable suggests that clients with tricky credit history are less likely to 

exercise a prepayment option. 

We also find that the lessee’s disposable income has the a priori expected effect on 

default probability. The results give a significant negative coefficient for monthly 

disposable income, indicating that lessee’s with higher disposable income are less likely to 

default (see Alfaro et a. 2010). The negative significant coefficient of this variable in the 

prepayment model is, however,  unexpected outcome. The result indicates that lessees with 

the means are less likely to prepay which contradicts the anticipated pattern. The results, 

however may only point that other factors may be more important in influencing borrowers 

decision to prepay. Here, it seems important to emphasise that the income variables 

incorporate both formal and informal sources of income, and that no significant 

relationship between the income variables and default and prepayment hazards was found 

when incorporating only formal sources of income (i.e. salary) in the model. This is 

expected outcome given the size of the informal economy in BiH. Furthermore, we found 

that the employment variable does not significantly discriminate debt performance, in line 

with the insignificance of ‘formal’ income variable. These results point to the importance 

of incorporating informal sources of income when pricing the leasing in Bosnia and 

Herzegovina.  

The regional variables (RS, BR) used as proxy for local economic conditions 

suggests that clients from Brcko District seem more likely to default on car leasing than 

clients from Federation (FBiH). The results reveal that men are less likely to default than 

women. This result is consistent with the recent empirical evidence pointing to the 

importance of gender differences in comprehending consumer behaviour, particularly 

differences between man and women in perceiving and valuing money and associated risks 

(Gross and Souleles, 2002). We do not find that age variable discriminates well between 

lessees’ debt performance;  we found no evidence that older borrowers (those above the 

mean age of 40) are less likely to default as suggested by Alfaro et al. (2010). It is also 

worth noting that other socio-demographic factors initially incorporated in the model are 

not significant including level of education, working experience, professional experience, 

family size, marital status. 
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Finally, model B presents our attempt to go beyond the traditional risk factors 

associated with car loan/leasing performance by incorporating purchase decision variables. 

The model incorporates two Car_Value dummy variables which are used to flag borrowers 

who purchase luxury cars i.e. those in the price range between BAM 60-100 (EUR 30 -50) 

and over 100 (EUR 50) thousands respectively. Importantly, the obtained results indicate 

that the estimated coefficients of the baseline specification remain robust to controlling for 

these consumer choices (see Table 5.1). Considering the default model first, we obtain that 

the estimated coefficients of car_value dummy variables are, although positive, not 

statistically significant. We find no evidence that clients default risk is affected by whether 

(s)he buys luxury or more economic cars. Similarly we find no evidence that borrowers 

who buy luxury cars on leasing are more likely to exercise a prepayment option. Contrary 

to other studies which suggest the importance of consumer choices (i.e. car make and 

models) in determining (car) loan default and prepayment risks (Agarwal et al. 2007, 

Agarwal et al. 2006, Vissing-Jorgensen, 2009), the results of our analysis does not point to 

the relevance of purchase decision in predicting default and prepayment probabilities.     

 

6. Conclusions  

 

The econometric results of this analysis attempt to broaden our understanding of the 

sources of default and prepayment on auto leasings in a transition economy context. Using 

large dataset from a large financial institution, the results of this analysis show that the 

traditional risk related variables perform well in the estimated competing-risk model. The 

results of the econometric analysis can be summarised as follows. First, we have found 

strong positive relationship between interest rates charged and default probabilities. 

Although not directly investigated, the results intuitively suggest that interest rates above 

certain threshold may not be associated with the highest returns net of losses given the high 

probability of default associated with those leasings charged with high interest rates. 

Second, the results reveal that increases in downpayment significantly decreases 

probability of default. Third, we have found no evidence that leasings secured by luxury 

cars are more likely to default compared to leasings secured by more economy cars as 

suggested by Agerwal et al. (2008). Last but not least, debt performance does not seem to 

be closely linked to leasing beneficiary employment status i.e. formal sources of income. 

Instead, disposable income which includes informal sources of income does seem to play 

important role. The latter finding is of particular relevance for comprehending specificities 

of leasing business in Bosnia and Herzegovina, and transition economy in a more general 

context.  

Further, the results are robust to incorporating information on purchase decision. 

The principal question investigated in model 2 is whether incorporating this information 

could help the lessor better profile their clients, and whether these differences in 

consumption choices reveal differences in default and prepayment hazards. We find no 

evidence that consumer choices improve our understanding of client’s default and 

prepayment risks.  

Finally, we attempted to assess the relationship between external economic shocks 

and individuals’ default behaviour. Given the limitations of available data, we may 

possibly capture these aggregate effects through ‘leasing seasoning’ and the estimated 

isolated effects of leasing age on default and prepayment probabilities. Given that we 

observe a tendency of default hazards to increase late in a life of the leasings, a contrary to 

what we have anticipated, the results of our analysis may possibly suggest the relevance of 

exogenous factors including sudden changes in macroeconomic conditions in determining 

default and prepayment hazards. These may have adversely affected default hazards 

through job lay offs and diminishing employment opportunities through out the middle and 

the end of the observation period (e.g. since 2009).  
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7. Appendix  Econometric printouts 

a. Baseline specification  

 
Multinomial logistic regression                   Number of obs   =       1410 

                                                  LR chi2(36)     =     293.77 

                                                  Prob > chi2     =     0.0000 

Log likelihood = -720.87526                       Pseudo R2       =     0.1693 

 

------------------------------------------------------------------------------ 

           Y |      Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

0            |  (base outcome) 

-------------+---------------------------------------------------------------- 

1            | 

       C_Age |   1.049506   .2990928     3.51   0.000     .4632954    1.635718 

      C_Age2 |  -.0317855   .0100496    -3.16   0.002    -.0514823   -.0120887 

      C_Age3 |   .0003202   .0001066     3.00   0.003     .0001112    .0005292 

   Car_value |   .0000398   .0000151     2.64   0.008     .0000103    .0000693 

 Car_valueSq |  -8.06e-11   8.06e-11    -1.00   0.317    -2.38e-10    7.73e-11 

   L_Payment |  -.0014474   .0005713    -2.53   0.011    -.0025672   -.0003277 

        Used |   1.164557   .2171139     5.36   0.000     .7390219    1.590093 

       D_Pay |  -2.803698   .9772576    -2.87   0.004    -4.719088   -.8883083 

          IR |   .2218667   .1025031     2.16   0.030     .0209643    .4227692 

    RiskS_BC |   .7409357   .3223335     2.30   0.022     .1091737    1.372698 

    RiskS_DE |   .8287927   .4263629     1.94   0.052    -.0068633    1.664449 

    D_Income |  -.0001317   .0000701    -1.88   0.060    -.0002692    5.72e-06 

  D_IncomeSq |   5.89e-09   3.87e-09     1.52   0.129    -1.71e-09    1.35e-08 

        Male |  -.3738919   .2076019    -1.80   0.072     -.780784    .0330003 

          RS |   .2615691   .2264941     1.15   0.248    -.1823511    .7054893 

          BR |   .7952711   .4313828     1.84   0.065    -.0502237    1.640766 

         Age |  -.0348818   .0604752    -0.58   0.564     -.153411    .0836475 

        Age2 |   .0003708   .0007379     0.50   0.615    -.0010754     .001817 

      Employ |   .0091271   .3358944     0.03   0.978    -.6492139     .667468 

       _cons |  -14.13888   2.988437    -4.73   0.000    -19.99611   -8.281649 

-------------+---------------------------------------------------------------- 

2            | 

       C_Age |   .8011013   .1449951     5.53   0.000     .5169161    1.085286 

      C_Age2 |   -.030551   .0057717    -5.29   0.000    -.0418634   -.0192386 

      C_Age3 |   .0003468     .00007     4.96   0.000     .0002097     .000484 

   Car_value |   .0000266   .0000136     1.96   0.050    -5.73e-08    .0000532 

 Car_valueSq |  -1.09e-10   8.51e-11    -1.29   0.198    -2.76e-10    5.72e-11 

   L_Payment |  -.0002901   .0003618    -0.80   0.423    -.0009992     .000419 

        Used |   .5126819   .2136546     2.40   0.016     .0939266    .9314373 

       D_Pay |  -.3615588   .7430102    -0.49   0.627    -1.817832    1.094715 

          IR |  -.0994884   .0816414    -1.22   0.223    -.2595025    .0605257 

     RiskS_C |  -.8357663   .3294167    -2.54   0.011     .1901215    1.481411 

     RiskS_E |  -.6556714   .7427584    -0.88   0.377    -2.111451    .8001082 

   D_Income2 |  -.0001368   .0000688    -1.99   0.047    -.0002717   -1.86e-06 

  D_IncomeSq |   4.88e-09   3.52e-09     1.39   0.166    -2.02e-09    1.18e-08 

        Male |  -.0440917   .2193281    -0.20   0.841    -.4739668    .3857835 

          RS |  -.0250729   .2422285    -0.10   0.918     -.499832    .4496863 

          BR |   .2366368    .637865     0.37   0.711    -1.013556    1.486829 

         Age |   .0436748   .0651839     0.67   0.503    -.0840833    .1714328 

        Age2 |  -.0005388   .0007904    -0.68   0.495    -.0020879    .0010103 

      Employ |   -.214968   .3265762    -0.66   0.510    -.8550457    .4251097 

       _cons |  -8.115911   1.772937    -4.58   0.000     -11.5908   -4.641019 
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b. Relevance of purchase decision -Controlling for luxury cars  

 

Multinomial logistic regression                   Number of obs   =       1410 

                                                  LR chi2(40)     =     296.17 

                                                  Prob > chi2     =     0.0000 

Log likelihood = -719.67392                       Pseudo R2       =     0.1707 

 

------------------------------------------------------------------------------ 

           Y |      Coef.   Std. Err.      z    P>|z|     [95% Conf. Interval] 

-------------+---------------------------------------------------------------- 

0            |  (base outcome) 

-------------+---------------------------------------------------------------- 

1            | 

       C_Age |   1.033536   .2986692     3.46   0.001     .4481553    1.618917 

      C_Age2 |  -.0312582     .01004    -3.11   0.002    -.0509362   -.0115801 

      C_Age3 |   .0003147   .0001066     2.95   0.003     .0001059    .0005236 

   Car_value |   .0000442   .0000171     2.58   0.010     .0000107    .0000778 

 Car_valueSq |  -4.75e-11   1.06e-10    -0.45   0.654    -2.55e-10    1.60e-10 

   A_Value_D |  -.4668767   .4797939    -0.97   0.331    -1.407256    .4735021 

   A_Value_E |  -1.153234   1.188516    -0.97   0.332    -3.482682    1.176214 

   L_Payment |  -.0014636   .0005674    -2.58   0.010    -.0025756   -.0003515 

        Used |   1.157099    .218047     5.31   0.000     .7297344    1.584463 

       D_Pay |  -2.902178   .9829245    -2.95   0.003    -4.828674   -.9756809 

          IR |   .2264969    .102353     2.21   0.027     .0258887    .4271051 

    RiskS_BC |   .7669205   .3237492     2.37   0.018     .1323837    1.401457 

    RiskS_DE |   .8144917   .4270764     1.91   0.057    -.0225626    1.651546 

   D_Income2 |  -.0001345   .0000701    -1.92   0.055     -.000272    2.94e-06 

  D_IncomeSq |   5.92e-09   4.00e-09     1.48   0.139    -1.92e-09    1.38e-08 

        Male |   -.368689    .208218    -1.77   0.077    -.7767889    .0394108 

          RS |     .26978   .2270452     1.19   0.235    -.1752205    .7147805 

          BR |   .7679839   .4341545     1.77   0.077    -.0829432    1.618911 

         Age |  -.0383006   .0607574    -0.63   0.528    -.1573829    .0807818 

        Age2 |   .0004118   .0007421     0.55   0.579    -.0010427    .0018663 

      Employ |   .0035844   .3354763     0.01   0.991    -.6539369    .6611058 

       _cons |  -14.06845   2.979538    -4.72   0.000    -19.90824   -8.228665 

-------------+---------------------------------------------------------------- 

2            | 

       C_Age |   .8092529   .1461013     5.54   0.000     .5228997    1.095606 

      C_Age2 |  -.0308426   .0058142    -5.30   0.000    -.0422382    -.019447 

      C_Age3 |     .00035   .0000705     4.97   0.000     .0002119    .0004881 

   Car_value |   .0000242   .0000162     1.50   0.133    -7.42e-06    .0000559 

 Car_valueSq |  -1.50e-10   1.23e-10    -1.22   0.223    -3.92e-10    9.13e-11 

   A_Value_D |   .3560743   .5089841     0.70   0.484    -.6415163    1.353665 

   A_Value_E |   .9205539   1.129286     0.82   0.415    -1.292805    3.133913 

   L_Payment |  -.0002689   .0003623    -0.74   0.458     -.000979    .0004412 

        Used |   .5130395   .2138703     2.40   0.016     .0938614    .9322176 

       D_Pay |  -.3008407   .7443333    -0.40   0.686    -1.759707    1.158026 

          IR |  -.1022502    .081919    -1.25   0.212    -.2628086    .0583082 

    RiskS_BC |  -.8291637   .3308766    -2.51   0.012     .1806574     1.47767 

    RiskS_DE |   -.655751   .7431068    -0.88   0.378    -2.112214    .8007115 

   D_Income2 |   -.000137    .000069    -1.98   0.047    -.0002723   -1.69e-06 

  D_IncomeSq |   4.83e-09   3.50e-09     1.38   0.168    -2.03e-09    1.17e-08 

        Male |  -.0423722   .2200982    -0.19   0.847    -.4737567    .3890124 

          RS |   -.028659   .2425386    -0.12   0.906    -.5040259    .4467079 

          BR |   .2689102   .6375307     0.42   0.673    -.9806271    1.518447 

         Age |    .046979    .065413     0.72   0.473    -.0812282    .1751861 

        Age2 |  -.0005786    .000793    -0.73   0.466    -.0021329    .0009757 

      Employ |  -.2175629   .3268043    -0.67   0.506    -.8580876    .4229619 

       _cons |  -8.156929   1.780698    -4.58   0.000    -11.64703   -4.666824 

------------------------------------------------------------------------------ 
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Abstract 

 

The financial and economic recovery in South East European (SEE) countries remains 

fragile, threatened by the emerging risks associated with recent austerity policies such as 

cuts in public investment and increases in taxes, as well as vague EU integration prospects. 

The latter, hence, may seriously undermine institutional reform of SEE countries. 

Institutional development may, however, be crucial for stimulating private sector growth 

and employment, principally through FDI inflows as indicated by recent empirical 

evidence. The aim of this paper is to analyse the importance of institutional reform in 

attracting FDI inflows to SEE countries. Using a dataset detailing FDI flows from 

developed industrialised economies, mostly European Union countries, to SEE transition 

ones, we examine the relationship between institutional development and FDI. 

Measurement of institutional development is based on a series of Investment Reform Index 

indicators of progress in policy reforms to improve the investment climate in South East 

Europe. Since this analysis is related to the cross section data, OLS regression was used to 

estimate the gravity model. The results of the empirical analysis suggests that institutional 

reforms and progress significantly increases FDI flows in transition economies with highly 

significant coefficients obtained for individual institutional proxies including FDI policy, 

Transparency and Privatisation and Public and Private Partnership. 

 

Keywords: foreign direct investment, transition economies, institutions  

JEL classification: F13, F21, F23 

 

1. Introduction 

 

The role of institutions in economics has been pretty much at the centre of contemporary 

academic and policy discussion. Prominent in recent political economic discourse has been 

the idea that institutions not only matter for development but that ‘quality’ institutions are 

condicio sin e qua non for the successful achievement of developmental goals. In this 

respect, good institutions are considered necessary mean to desired societal ends.  

In the similar vein, a growing body of literature points to the importance of 

institutional development in comprehending differences in patterns of FDI inflows across 

countries (Globerman, 2002; Mudambi and Navarra, 2002; Bevan et al. 2004). Nowadays, 

there is a widespread consensus that institutions are important determinant of FDI in that 

they constitute crucial locational advantage of host countries. North (1990) broadly defines 

institutions as the rule of the game in a society that structure and constrain human 

interactions. The acknowledged importance of institutions rests on the premise that 

mailto:sabina.silajdzic@efsa.unsa.ba
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institutions affect economic agents’, including MNCs’, transaction and production cots 

(North, 1990). They constitute a country specific locational advantage as they evolve in 

accordance with the intrinsic and indigenous historical, political and cultural setting of 

individual societies. As such, institutions are considered to represent an important 

‘immobile structure in a globalised market’ (Mudambi and Navarra, 2002), features of 

which underpin social and economic performance of individual countries.  Moreover, in a 

world characterised by increasing number of countries competing for higher share of 

world’s FDI, institutions are expected to play more important role and increasingly 

influence MNCs locational pattern (Dunning, 1998). 

Notwithstanding these, the empirical evidence on the matter is mixed and 

conclusions on the role of institutions in attracting FDI are far from uniform (Ali et al. 

2010). Most of the studies examining the impact of institutions on MNCs location decision 

focused on institutional dimension related to political crisis/stability as well as corruption, 

rule of low and efficiency considered crucial for contract enforcement, property rights 

protection, risk of expropriation and nationalisation. Although it seems reasonable to 

expect that these institutional features not only indirectly but also directly affect the costs 

and operations of MNCs in host countries as they affect MNCs’ capacity to effectively 

utilise their knowledge and competencies, the literature reveals inconclusive evidence (see 

for instance Ali et al., 2010). Whereas cross-country analysis by for instance Addison and 

Heshmati (2003), Asiedu (2005), Campos and Kinoshita (2003) provide evidence in favour 

of these institutional dimensions and FDI, studies by Bevan et al. (2004), Busse (2004), 

Harms and Ursprung (2002), Globeramn and Shapiro (2002) reveal mixed and 

inconclusive evidence on the importance of institutions in attracting FDI.  

There are number of deficiencies associated with the empirical literature ranging 

from conceptual and measurement issues to methodological and data issues that have 

attributed to the inconsistency and lack of conclusive evidence favouring institutions. The 

conceptual and measurement issues are mostly attributed to the lack of clear and mutual 

understanding on which institutions matter and why (Bevan et al.2004). In this paper an 

attempt is made to develop a conceptual framework while demonstrating the mechanism 

underpinning the institutional affect on MNCs including positive externalities assumed to 

impact/minimise transition or coordination costs of the multinationals. Relaying on 

extensive institutional data set provided by OECD Investment Reform Index, 2010 for 8 

SEECs, we assess the importance of wide range of institutional variables on FDI. The 

institutional indices in essence depict quality of market based institutions and FDI related 

institutional development as well as various policy and governance institutional 

dimensions. We go beyond the existing literature in that we analyse specific institutions 

strictly related to foreign investor’s interests and strategies. This paper contributes to the 

recent literature by examining how FDI facilities, FDI policy and incentive in host 

economies are effective in promoting FDI in South East European Countries and whether 

general-purpose institutional dimensions related to rule of low, protection of intellectual 

property rights, transparency and government efficiency explain cross-country variations in 

FDI inflows? 

Furthermore, the results on the impact of institutions on FDI seem to vary 

substantially depending on a sample of countries included in the analysis as well as on 

method of investigation (not) accounting for the time varying aspect of institutions. Here, 

we argue that transition economies pose a right context to study the relationship between 

institutions or essentially institutional development and FDI. There are principally two 

reasons to expect that institutions are important determinant of FDI and positively affect 

MNC locational decisions. The first is that transition economies are characterised by 

underdeveloped institutional setting including underdeveloped or non existent institutions 

essential in governing transitions associated with free market economy. The second reason 

is that TE often lack other important created assets especially those associated with 
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knowledge and innovation.  Therefore it seems reasonable to expect that TE compete 

aggressively in creating an institutional environment conducive to foreign investors. 

The aim of this paper is to investigate the aspects of institutional development that 

seem important determinant of FDI receipts in transition economies. Unlike previous 

literature we rely on indicators of institutional development directly related to FDI that 

have not been used in past empirical research examining the role of institutions in 

enhancing FDI flows. We contribute to the recent literature by distinguishing institutions in 

host transition economies that are assumed to be of precedent importance to foreign 

investors in that the quality of these institutions is expected to impact strategic locational 

decisions of foreign investors. This paper is structured as follows: in what follows we first 

consider theoretical aspects of the importance of institutional development and critically 

assess the basic premises related to the importance of institutions in enhancing foreign 

investments. We then briefly review past empirical research on the role of institutions in 

attracting FDI. Since it is beyond the scope of this analysis to provide a detailed 

assessment of recent studies, an attempt is made to review evidence in relation to purpose 

and motive of the study, scope of the study, method of investigation, institutional 

dimension and control variables.  Section 3 elaborates the model and the methodology to 

be used in the analysis, while section 4 discusses the results of the empirical analysis. 

Conclusion follows.   

 

2. Institutions and FDI: theoretical conceptions and misconceptions (overview) 

 

2.1. Institutions, what they are, why they are important, and how do we measure 

them? 

 

Institutional environment often encompasses political systems, policy making and policy 

enforcing institutional structures which determine economic structures at the national and 

sub-national levels. It includes institutional setting that provides formal rules of the game 

and sets forth the incentives to economic/societal agents as well as informal norms, set of 

beliefs, systems of values, customs considered also an important feature of the institutional 

environment of a given country. Different scholars perceive differently the relative 

importance of these various components, including the role played by formal and informal 

rules and conventions as well as the importance of and role played by organisations, 

encompassing both economic and social agents of various sorts.  

They are competing theoretical perceptions and different values attached to 

institutions and organisations in the contemporary literature (Buchanan, 1991; North, 1990; 

Williamson, 1985). Generally, institutions are perceived as frames or rules of the game 

while organisations are defined as social agents constituting and carrying these rules 

(North, 1990). Importantly, the relationship between institutions and organisations is not a 

straight forward one. There is a general consensus among scholars that institutions 

principally evolve in response to market- related imperfections (Arrow, 1998), and as such, 

institutions are considered a mechanism to enhance efficiency associated with economic 

transactions. However, whether institutions evolve primarily in response to changes in 

values, perception and attitudes embodied in organisations (i.e. various social agents) 

including theirs’ perceived inefficiencies in functioning of the market, or whether 

institutional development can be viewed as principally exogenous process where norms 

precedently govern actions of social agents is still a debated issue (Williamson, 1985; 

North, 1990; Buchanan, 1991). Relate to this is a question whether institutional 

development is constrained by organisations’ preferences and capacities? Arguably the 

answer to these questions depends on how we perceive institutions and how do we value 

the relative importance of institutions vis a vis organisations.  
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The theoretical conceptualisation of institutions has mostly favoured the stream of 

literature which views institutions as frames or rules of the game which both guide and 

constrain actions of social agents i.e. organisations of various sorts including political and 

economic agents that make up societies. This stream of literature suggests the dichotomy 

between institutions and organizations. Accordingly institutions reveal formal and informal 

rules and conventions which set the structures within which, and upon which societal 

agents act (North, 1990; Buchanan, 1991). More precisely, the dichotomy in the words of 

North (1990) implies a clear conceptual distinction between institutions and organisations 

as follows; institutions define ‘the rules’ of the game and organisations are ‘the players’ by 

whom the game is played. Similarly, Vanberg (1992) suggests that institutions provide the 

set of rules defining frames within which organisations act. 

 Notwithstanding this dichotomy, as pointed by Mudambi and Navarra (2002), it is 

however possible that societies with identical institutional setting perform differently 

assuming that societal agents are not ‘passive’ but influence and determine the outcomes of 

any particular institutional structure in relation to their competences and preferences as 

well as in relation to what is called informal institutions. The latter include rather 

endogenous institutional features or their evolution such as norms, social ethics, prevalence 

of (old) institutional legacies, initial institutional conditions, institutional and individual’s 

values and competences. This would imply that it does not suffice to develop ‘quality’ 

institutions in the form of extensive and desirable legislative and institutional 

infrastructures, or ‘optimal’ set of rules, but also necessary organizational capabilities that 

affect policy impacts and subsequent institutional change. Institutional development should 

be perceived as a long term process of societal change, a one that certainly involves the 

development of ‘better’ or ‘improved’ conventions but importantly the process that rests on 

the commitment and competences of prevailing human and organisations kinds involved in 

those processes.
239

 

 In this respect, ‘good’ institutions are only necessary but not sufficient condition to 

promote successful change within a society and/or to achieve desired societal goals. This 

view implies that although institutions evolve in response to market failures encompassing 

various forms of imperfections related to economics transactions and exchange they evolve 

in particular socio-historical context, and in accordance with prevailing preferences, norms 

and ethics of organisations that embody, interpret and influence the institutional conditions 

i.e. the specific (endogenous) rule setting (Young, 1998; Milgrom et al., 1990). 

  Essentially, there is evidence pointing to the highly intrinsic and endogenous 

nature of institutional development including the varying institutional performance among 

transition economies (EBRD, 2001). Transition economies were faced with the necessity to 

reform their economic and institutional structures on a large scale moving from centrally 

planned to free market economic system and resource allocation. The conventional 

economic wisdom implied that former centrally planned economies needed to develop 

institutions which underpin free market transactions and well functioning of the markets as 

quickly as possible. The importance of institutional environment conducive to rapid market 

development has been put high on the transition reform agenda. The initial institutional 

development in transition economy context reflected the establishment of institutions 

fundamental to free-market economies including setting proper incentives through policies 

of macroeconomic-stability, price liberalisation, denationalisation and privatisation, as well 

as through institutions underpinning effective financial sector reform and private sector 

growth.  

The prevailing conceptualisation of institutions at the time envisaged that 

institutions are somewhat easily transferable, exogenously created whereby institutions are 

built following best practices elsewhere (Yeager, 1999). The comparison of transition 

                                                 
239 Commitment implies willingness whereby individuals perceive the benefits associated with ‘good’ 

institutions.  
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institutional reform, particularly the evidence revealing contrasting experiences and 

institutional performance across countries, however, led to doubts and seriously questioned 

the conventional wisdom of straightforward transplantation of practices of developed 

market economies (EBRD, 2001:2004; Stiglitz, 1999). Contrary to what has been 

expected, the years of transition saw institutional building and reform as exceptionally 

challenging and complex. The transition witnessed the remarkable differences in 

institutional progress amongst transition economies (EBRD, 2001). Arguably it seems 

reasonable to suggest that the important historical, political and social factors have played 

a role pointing to the interrelatedness and interdependence between institutions and diverse 

political, cultural and economic contexts of a given country (Mudambi and Navarra, 2002). 

Amongst others, the initial institutional conditions and institution-related legacies, as well 

as ethics and capabilities of the human and organisation kind involved in the processes 

largely influenced the pace and character of institutional development in transition 

economies (see for instance Stiglitz, 1999; Cornia and Popov, 2001). Notwithstanding this, 

hitherto we do have a limited understanding of the processes and lack meaningful 

explanation on the diverging pattern of institutional development amongst countries 

including TEs. 

Here it is important to emphasise that theoretic perspective of institutions matters 

for: (i) our understanding of the evolutionary dynamics of institutional development, 

institutional change and institutional environment per se; (ii) effective institutions related 

policy design and implementation; (iii) the way we measure institutions and attempt to 

illuminate its distinctive features, including mechanisms underlying successful societies 

and economic progress as well as sources of institutional failure. As pointed by Mudambi 

and Navarra (2002): “Whether institutions are viewed as endogenous to the relevant 

domain or exogenously set in the polity may have significant implications for the role of 

public policy.” (p.639) This is to say that if institutions are exogenous than we could 

relatively easily transplant the best practices of other (more advanced) countries in the 

forms of formal rules and conventions and anticipate increases in efficiency and welfare. If 

the reverse is true, and if institutions evolve principally in relation to a country specific 

historical, political and cultural context assuming interdependence amongst institutions, 

constrained and influenced by informal norms and social ethics, competences and 

capabilities of human and organisation kind, then the intended outcomes and consequences 

of any institutional conditions would vary considerably in relation to these important but 

intrinsic features of a given country. These raise important considerations for researches 

analysing the role of institutions in economic performance as well as international 

business.  

In this paper we use a narrow-definition of institutions and focus on institutions 

revealing principally formal rules and incentives specifically related to FDI. In the light of 

the forgoing discussion, however, we acknowledge that by the way we measure 

institutional dimension in this analysis we possibly do not account for complex informal 

social structures (including social ethics and norms, preferences and capabilities of 

organisations) which may well influence the outcomes of institutional environment in a 

given country. Although informal institutions are often considered important since they 

compensate for the deficiencies associated with underperforming or poor quality formal 

institutions, they are often overlooked in the FDI literature whereby the emphasis is given 

to the quality of formal institutions per se. The rationale behind is that while formal 

institutions ensure efficiency of foreign operations in a new environment, informal 

institutions mostly favour local economic agents. Local agents are assumed to have better 

access to political and local facilities and processes. Given this, reliance on informal 

institutions in ensuring efficient economic transactions is least favoured by MNCs.  A 

study by Meyer (2001) and Henisz (2000) have shown that institutional development in 

transition economies has had an impact on foreign investors’ strategic decisions, arguably 
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their entry modes, whereby quality of formal institutions seems of grater importance for 

establishing wholly owned ventures. The study by Meyer (2002) reveals evidence that 

quality of institutions does seem to impact type of ownership related to FDI, where poor 

institutional development is more likely to result in network- types of FDI (i.e. joint-

ventures, contracts). This is why the FDI literature mostly emphasise the relevance of 

formal institutions as locational advantage as reliance on informal institutions tend to 

increase transaction costs of foreign investors relative to domestic agents. In what follows 

we discuss in greater detail the relevance of institutions in international business and 

briefly review past empirical research on the role of institutions in attracting FDI. 

 

2.2. Institutions as locational advantage  

 

The traditional locational advantages have been usually attributed to the overall 

macroeconomic conditions such as market size and growth, macroeconomic stability 

factors including inflation rate, sustainability of the balance of payments and external debt, 

as well as country/sector level features including factor endowments/resources, availability 

of (skilled) labour and its costs. Until relatively recently and along the lines of neoclassical 

theory more weight in terms of locational advantages has been given to factor resources 

and factor prices and other forms of more ‘created assets’ (Dunning, 1998) including 

knowledge-based assets, infrastructure and institutional environment of a host country 

were not considered crucial (Bevan et al. 2004). The 1990s have witnessed the increasing 

internationalisation of production and operating activities by MNCs, not so much to low 

cost area but predominantly and increasingly to areas characterised by knowledge, 

innovation and the related pecuniary externalities (Lall, 2003; Dunning, 1998). The rapidly 

changing location pattern of MNEs is attributed to changing MNEs strategies which seem 

increasingly of the knowledge-facilitating kind (Dunning, 1998) with the exception of 

some low-value added activities in developing countries. MNCs increasingly opt for 

internalisation in an attempt to seek efficiency and knowledge-related strategic assets 

(Narula and Dunning, 2000). There are several and increasing number of studies pointing 

to the importance of wide range of knowledge and innovation-related factors found to be 

significant determinant of FDI including pecuniary externalities associated with supply 

chains and linkages (Grabher, 1993), spillover effects associated with agglomeration and 

clustering of firms (Lall, 2003; Damijan et al., 2008; Smarziynska, 2002), externalities 

associated with agglomeration economies including degree of industrialisation and the 

existing level of FDI ( Wheeler and Mody, 1992), availability of skilled labour and R&D-

related premises (Lall, 2004; OECD, 2010; UNCTAD, 2006). In the similar vein Dunning 

(1998) points that institutional framework tends to play more decisive role than it once did, 

hence where firms have a choice. 

The institutional factor has largely been neglected in empirical analysis of FDI 

determinants until relatively recently. The notable exception are early studies by Taylor 

(1993), UNCTAD (1996), Hatem (1997) which point to the importance of not only 

economic but also institutional facilities including FDI incentives in attracting FDI. The 

main premise put to the fore in these studies is that institutional environment tends to play 

more important role in attracting FDI even in case of FDI prompted by more traditional 

cost and market driven investments such as is often the case of FDI to less developed 

countries.  

The rationale behind the importance of institutions and yet institutional 

development as important locational advantage of host country rests primarily on the 

concept of transaction costs. Institutions encompass both formal rules in the form of laws 

and regulations and informal aspects related to human interactions such as customs or 

conventions (North, 1990). Institutions reduce uncertainty and off set for the indivisibilities 

associated with investments in new business environments through establishing predictable 
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framework for economic interaction. Quality institutions affect economic transactions in 

that they: (1) minimise the costs associated with economic exchange; and (2) protect and 

enforce the legitimate rights of parties involved in economic transactions. North (1990) 

asserts that economic exchange often involves complex transaction and impersonal 

exchange and necessitates institutions which minimise uncertainty related to the third party 

behaviour. In addition, contract enforcement and property rights protection tend to assure 

efficient economic exchange. Further, North (1990) argues that institutions establish rules 

and incentives for economic agents that affect not only transaction but also production 

costs. Inefficient bureaucracy can directly increase the costs of production by disrupting 

the supply/value creation activities through uncertainty, delays and lengthy time needed to 

obtain licences and permits. Inefficient and extensive regulatory burden increases the risk 

premium of economic agents. Further, Mudambi and Navarra (2002) emphasise that 

institutions affect the relative transaction and coordination costs of both production and 

innovation. Institutions set the incentives embodied in business environment which may be 

conducive to innovation by promoting competitions and openness, may favourably affect a 

capacity of firms to interact and exchange information, and/or reveal policy incentives 

which may directly affect firms’ prospects for innovation.  

The increasingly acknowledged importance of institutions in international business 

has certainly had an impact on the MNCs perception of internationally competitive 

environment.  The importance of institutions in international business is supported by 

perception that institutions present ‘the major immobile factors in a globalised market” 

features of which determine the international attractiveness of a location (Mudambi and 

Navarra, 2002). MNCs are expected to be less reluctant to invest in familiar business 

environments or generally in countries governed by clear rules, efficient judiciary and 

governance systems, as well as regulatory framework which substantially reduce 

uncertainty involved in economics exchanges. Foreign firms have to adjust to local 

conditions such that underdeveloped or volatile institutional framework affect not only 

transaction cost of the firm but influence MNC strategic decision on entry mode choice. To 

accommodate for high transaction costs associated with ineffective or poor quality 

institutions MNC are expected to reluctantly opt for green field investments, and rely more 

on networking-strategies with local firms. Meyer (2001) shows that underdeveloped 

institutions drive up the costs of establishing wholly-owned ventures in transition 

economies. In light of this discussion, the world is increasingly being characterised by 

competing institutional systems where institutional dimension is considered crucial 

locational advantage of a given country.  

Notwithstanding this, as pointed by Bevan et al. (2004) there is little agreement on 

which institutions are important and why. Although, the role of institutions in international 

business is becoming prominent in academic and policy discussion, the empirical evidence 

on the matter remain unclear.  

 

2.3. Review of past empirical research 

 

Previous literature examined FDI inflows largely through considering institutional 

framework or its specific dimension(s) at the country level. The examined importance of 

institutions mostly relates to the rule of law and protection of intellectual property rights in 

particular, political stability and corruption, quality of bureaucracy and government 

effectiveness. Although it is reasonable to assume that these institutional features influence 

MNC location decisions, the conclusions resulting from empirical literature are, however, 

far from uniform (see for instance Ali et al., 2010; Sethi et al., 2009). Studies investigating 

the impact of political stability and democracy reveal mixed and even opposing evidence 

on the matter. The results seem to very depending on the sample of countries used and the 

period under observation. A study by Addison and Heshmati (2003), using a sample of 110 
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developed and developing countries, show that democracy, generally linked to political 

stability and the rule of law, has a positive impact on FDI. Conversely, a study by 

Noorbakhsh et al. (2001) suggests that democracy and political risk have no influence on 

FDI relying on a sample of 36 developing countries. Further, Asiedu (2002) suggests that 

political and expropriation risk have no significant impact on FDI using a sample of 71 

developing countries, whereas his later study, Asiedu (2005), indicate positive and 

significant impact of various institutional dimensions including less corruption, greater 

political stability, and reliable legal system on FDI using a sample of 22 African countries 

in the period 1984-2003. Furthermore, Harms and Ursprung (2002) provide inconclusive 

evidence whereby political and civil freedoms exhibit positive impact on FDI and other 

important institutional dimensions, including those closely related to intellectual property 

rights such as expropriation, bureaucratic quality, low and order, contract repudiation have 

no robust impact on FDI. Interestingly, Busse (2004) reveals empirical evidence which 

strongly suggest that the relationship between democracy and FDI is positive from 1990 

onwards, but finds no evidence during 1970s and 1980s relaying a sample of developing 

and emerging market economies. Busse (2004) concludes that the inconclusive evidence 

may have to do with the sectoral composition of FDI to developing countries i.e. switch 

from primary to manufacturing sector in the 1990s.  

Apparently according to recent empirical evidence corruption, efficient 

administration and bureaucracy, sound regulatory framework, extensive and efficient legal 

framework seem important locational attributes that are or should be taken into 

consideration by MNCs when entering new environment. However, most studies lack a 

comprehensive conceptual framework on the matter. The issue here is not so much about 

whether or not these institutional dimensions are important, but which institutional 

dimensions are decisive drivers of MNCs location decision? Precisely, most empirical 

analyses fail to provide clear link with respect to how the aforementioned institutional 

features enter MNCs strategic decisions and does it reflect actual MNC practice. 

Understanding the mechanism through which positive externalities are transmitted and/or 

elements of which are assumed to favourably affect FDI is considered of outmost 

importance (Sethi et al. 2009). In view of this, it is not surprising than that the literature on 

the role of institutions reveals ambiguous results.  

In addition, we lack empirical evidence on the potentially weighted or unequal 

importance of diverse institutional dimensions in determining inter-, and intra-country FDI 

locational pattern. To large extent, limitations of the available and disaggregated data on 

institutions have hampered the research in this area (UNCTAD, 2006).  Which specific 

institutional dimensions are important for attracting FDI relative to other more traditional 

location-specific advantages, and how these are related to sectoral FDI (e.g. resource and 

cost-efficiency based FDI vs. innovation and knowledge based FDI) and mode of entry, 

although important from both theoretical and policy-oriented point of view, remain 

seriously underresearched.     

Notable exceptions are studies by Sethi et al. (2009) and Mayer (2001). Whereas a 

study by Mayer (2001) provide evidence that host country institutional development has an 

impact on the choice of entry modes in transition economies, a study by Sethi et al. (2009) 

reveals evidence in favour of varying degree of importance of FDI policy and incentives 

across industries (i.e. extractive, manufacturing, high-tech). The former study, hence, 

renders support to the hypothesis that quality of institutions impact MNC investment 

strategies, and precisely that poor quality institutions are principally associated with 

network-based modes of entry whereby underdeveloped institutions increases the costs of 

establishing wholly-owned ventures. Furthermore, Sethi et al. (2009) suggest that various 

FDI determinants including institutional dimensions have varying degrees of importance 

for different industries. Sethi et al. develop a clear and comprehensive framework for 

analysing both inter-, and intra-country variation in FDI inflows combining traditional FDI 
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and MNC-strategy literature with institutional economics. An important contribution of 

this study reflects methodology to weight FDI determinants including institutional 

dimensions as per relative importance to different industries. The empirical evidence 

presented in this study renders support to the hypothesis that although there is general 

agreement that political, legal and administrative systems tend to play important role in 

attracting FDI they, however, have varying degrees of importance for ‘resource’ relative to 

more ‘efficiency’ seeking FDI while considering variations in FDI inflows among 31 

provinces in China over the 1999-2006. Specifically, the results suggest that institutional 

dimension is more important for extractive and manufacturing industries relative to high-

tech, efficiency seeking FDI where strong strategic locational advantages play a crucial 

role. Furthermore, the study suggests that that the importance of institutional dimensions 

related to FDI policy and incentives is conditional to the presence of core strategic 

advantages in a given location. More precisely, the results of empirical analysis reveal 

strong evidence that neither FDI can be attracted merely through FDI policy and 

incentives, nor foreign investments in locations characterised by strategic locational 

advantages will be deterred in absence of these incentives. Finally, the results reveal 

evidence in favour of general-purpose FDI incentives whereby targeted, sectors/industry 

specific FDI policy and incentives seem ineffective. The latter finding implies that key 

industry-weighted locational advantages and general FDI-related institutional support 

rather than specific institutional dimensions better explain variations in FDI inflows in 

China.  Further, along the similar lines Spar (1999) argues that extractive or resource 

seeking FDI may be less sensitive to institutional quality as FDI in this sector is primarily 

driven by the availability of resources i.e. raw materials and related (extraction) costs.  

According to Spar FDI to low cost and resource abundant areas, that is, cost-efficiency 

seeking and resources seeking FDI may neglect institutional dimension where choices are 

relatively limited when choosing between investment sites. 

The conceptual framework developed in these studies enables more precise 

understanding of differences in FDI inflows across and within countries. An important 

implication of the empirical evidence reviewed here reveals that the importance of 

institutions should not been applied uniformly to all types of FDI, and to all industries 

without properly taking into account other vital industry-related locational advantages e.g. 

resource and cost attractiveness, infrastructure, education and skills. In the light of this 

reasoning, in this study we investigate the impact of FDI related institutional dimension on 

attractiveness of a location while controlling for important traditional locational advantages 

along the lines of a gravity model.  

The empirical analyses on the role of institutions in transition economies have 

studied the importance of institutional development generally at an aggregate level 

(Heinsz, 2000; Mayer, 2001). A study by Campos and Kinoshita (2003) examine the 

importance of various institutional aspects mostly linked to property rights such as rule of 

law, political stability measured by International Country Risk Guide (ICRG) and quality 

of bureaucracy in 25 transition countries over the early and mid-transition period i.e. 1990-

1998. The results of their empirical analysis show that all institutional variables are 

positive and significant determinant of FDI.  Bevan et al. (2004) extend the pervious work 

by using more disaggregated institutional proxies reflecting transition reform progress in 

25 transition countries measured by EBRD. The study uses gravity equation to investigate 

the impact of disaggregated institutional proxies on bilateral FDI flows with variables 

averaged over the 5 year period i.e. 1994-1998. The study suggests that while private 

ownership of business, banking sector reform, foreign exchange and liberalisation and 

legal development positively influence FDI flows, domestic price liberalisation, non-bank 

financial sector development and competition policy do not exhibit significant impact on 

FDI. The results of their study seem inconsistent with the theoretical hypothesis developed 

in the paper and point to the potential conflict between policy reform and strategic interest 
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of multinational firms, as noted by the authors. However, it is also possible that some of 

transition policy reforms are not directly related to strategies by foreign investors as well as 

that the impact of institutions may vary by the receiving sectors as discussed earlier in this 

paper.  

The framework presented in this study allows for a more precise and 

comprehensive explanation of FDI variations in that it specifically takes into account 

institutional dimensions strictly related to FDI including the general purpose incentives 

aimed at attracting FDI. We extend the previous work on transition economies by 

examining institutional development revealing institutional environment directly linked to 

the interests and strategies by foreign investors. Specifically, we attempt to go beyond 

recent literature by accounting for very specific FDI-related institutional developments 

recently measured by OECD Investment index reform for SEE encompassing: legal and 

administrative systems associated with FDI (i.e. intellectual property rights protection, 

expropriation, property-related bureaucracy and administration), FDI policy, FDI 

promotion and facilitation and government transparency. However, due to data constraints 

(i.e. bilateral sectoral level FDI flows) here we cannot disaggregate bilateral FDI flows to 

sectoral level nor can control for mode of entrance considered crucial in determining 

complementarities between institutional dimensions and more traditional FDI determinants 

and their intrinsic/authentic influence on FDI. Although we do acknowledge that the 

impact of even these wide range FDI-related institutional dimensions may very by the 

receiving sector, we do assume they are important across sectors. The institutions 

measured in this analysis are assumed to constitute a specific institutional environment 

conducive to FDI.  

 

3. Empirical analysis 

 

3.1. Model and Methodology 

The empirical analysis covers eight South East European countries in the period from 2007 

to 2009, containing information on FDI and host country characteristics. Each observation 

point in our dataset reveals FDI flows between home country i (EU-27 and South East 

Europe countries) and host country j (Albania, Bosnia and Herzegovina, Bulgaria, Croatia, 

Macedonia, Montenegro, Romania and Serbia) in the period under observation. In this 

analysis a gravity model is developed to estimate the determinants of FDI in transition 

countries using the Ordinary Least Squares (OLS) method of estimation. Accordingly we 

assume that FDI flows are positively related to the levels of development of host and home 

countries and negatively related to the distance between them. We start with parsimonious 

model specification that includes market size for home and host countries, distance, labour 

cost, inflation and aggregate institutional development index to examine the importance of 

the formal foreign investment related institutional development on FDI flows while 

controlling for other important factors of influence. Accordingly, we develop a baseline 

specification of the following form:  

ijjjijjiij INSTAGGINFLCDISGDPGDPFDI   _lnlnlnln 6543210
 (1) 

Where the dependent variable, FDIij denotes log FDI stock between home and host 

countries; GDPi denotes log of gross domestic product of home country i; GDPj denotes 

log of gross domestic product of host country j; DISij denotes log distance between capital 

cities of host and home countries; LCj denotes relative unit labour cost of the host country; 

INFj denotes the inflation rate of the host country j; AGG_INSTj denotes aggregate 

institutional index of host country j; i  denotes error term.
240

 

                                                 
240 Initially we deeloped a base model incorporating also trade oppeness and common border as control 

variables. However, these variables were left out  upon considering the model statistics (see section 4, 

Footnote 5). The results of this extended model and are presented in Table 4.  
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We then investigate which particular features of institutional development are 

important determinant of FDI flows in transition economy context while incorporating 4 

individual institutional indicators in equations of the form:  

ijjjijjiij INSTINDINFLCDISGDPGDPFDI   _lnlnlnln 6543210
 

(2) 

It should be noted that we distinguish between variables which relate only to either 

home or host country (denoted i and j variables respectively), and those which concern the 

level of the bilateral relationship between countries (i.e. variables denoted ij). Each 

variable is constructed as the arithmetic average value over the three year period of our 

sample except for the distance and institutional related variables
241

 According to Bevan 

(2004) averaging in this way enables us to overcome the problems of estimating annual 

cross-sectional regressions on FDI data that tends to be ‘lumpy’ in nature. As pointed by 

Bevan:”…investment projects typically have a life-span of more than one period, and 

hence the initial inflow that occurs when a project is undertaken is effectively a stock 

rather than flow variable.” (p.52) 

3.2. Data and Variables 

The dependant variable 

In this research, we use FDI, as our dependent variable, which is the log of stock FDI 

between home and host countries in USD. There are advantages to the use of FDI stock 

instead of FDI flows. Except for very 'stable' investor countries, yearly country-to-country 

FDI flows vary considerably through time, especially in transition economies given the 

pace and character of the privatisation process, and may result in a failure to capture the 

effects of individual explanatory variables. According to Christie (2003) looking at the 

stock level has the advantage of stripping out the business cycle and any other 'time 

anomalies'. Another justification for this choice is linked to the functional form of the 

gravity equation. FDI inflows can be nil or even negative, which is something that the 

gravity equation cannot account for. Stocks at least can never be negative. The source of 

data for this variable is Database on FDI published by The Vienna Institute for 

International Economic Studies (WIIW). 

Institutional variables 

The principal variable of interest in this analysis is formal institutional development. Our 

measure of institutional development is based on a series of IRI (Investment Reform 

Index) indicators of progress in policy reforms to improve the investment climate in South 

East Europe published by OECD. The IRI index has several advantages over other 

measures of institutional quality. First, it provides a detailed assessment framework that 

focuses explicitly on policies and institutional setting related to private investment. 

Second, the assessment process is based on international best practices as well as regional 

‘good practices taken from CEE countries, it is highly participatory and inclusive, 

involving policy makers, independent experts and the private sector in each SEE country. 

Third, from a strictly methodological point of view, the IRI combines original data 

collected by the OECD Investment Compact with existing data from sources such as the 

European Commission, the World Bank and EBRD to provide governments with a broad 

overview of strengths and policy priorities, offering countries a unique and common 

reference point for institutional assessment and policy priorities. Finally, indicators have 

been structured to be fully compatible with the European Union (EU) accession process in 

SEE, and to cover other dimensions important for the investment climate which are not 

included in the acquis communautaire (OECD, 2006).  

                                                 
241 In this analysis, we use data on institutional indicators from IRI (Investment Reform Index) published in 

2010 because the data on institutional development cover the period of observation in our analysis, namely 

from 2007 to 2009 (for methodology of data collection see OECD (2010)). 
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The IRI provides information on eight dimensions
242

 of institutional quality: 

investment policy and promotion, human capital development, trade policy and facilitation, 

access to finance, regulatory reform and parliamentary processes, tax policy analysis, 

infrastructure for investment and SME policy. In our analysis focus is on investment policy 

and promotion dimension. It is enables us to identify institutional aspects most closely 

related to FDI. Although important, the former institutional dimensions are not directly 

related to the interests of foreign investors or strategies for FDI promotion per se. They 

rather reflect on wide range of socio-economic institutional reforms. Instead, the 

investment policy and promotion dimension and the institutional indicators developed 

assesses the policy frameworks governing FDI. Specifically, the investment policy and 

promotion dimension examines the types of services and activities used to facilitate the 

entry and expansion of foreign investment and the transparency of investment-related laws, 

regulations and procedures. The framework used comprises four subdimensions: (i) foreign 

direct investment (FDI) policy, with a focus on the legal and regulatory framework for 

foreign investment based on the principles of stability and predictability; (ii) promotion 

and facilitation with the investment promotion services and activities to promote and 

facilitate inward investors; (iii) transparency with the focus on transparency of laws, 

regulations and procedures, including access to senior policy makers through 

consultations; and (iv) privatisation and public-private partnerships (PPPs) frameworks 

supporting privatisation and public-private partnerships (PPPs). A detailed description of 

each institutional variable used in this analysis is given in Table 1.  

 

Table 1. Description of institutional variables 
Variable Description 

FDI policy 

The assessment of foreign direct investment (FDI) policies covers three broadly 

defined policy areas critical to attracting foreign enterprises: non-discrimination, 

property rights and investor protection. Non-discrimination concerns the treatment 

accorded to foreign investors relative to domestic investors. The assessment of 

property rights examines the extent to which ownership of property is legally 

recognised and protected. This includes both tangible property (i.e. real estate) and 

intangible property (i.e. intellectual property rights). (p. 38) 

Promotion and 

facilitation 

Investment promotion and facilitation (IPF) covers issues bearing on the IPF 

strategy, the institution implementing the strategy (such as the Investment Promotion 

Agency), and the monitoring and evaluation mechanisms in place to gauge progress. 

The IPF subdimension also assesses specific investment promotion services and 

activities to attract and retain foreign investment. These activities include, among 

others, the development of linkages between foreign investors and local enterprises, 

implementing client relationship management processes and one-stop shop 

assistance for foreign investors in their pre-establishment phases. (p. 51) 

Transparency 

Transparency assesses the extent to which governments give prior notification to 

interested parties regarding new (or revisions to existing) investment laws and 

regulations. In addition, the indicator considers if the government holds face-to-face 

consultations with a broad range of interested parties on a periodic basis and releases 

summaries or transcripts of those consultations. (p. 58) 

Privatisation and 

PPP policy 

Privatisation and public-private partnerships (PPPs) are intended to evaluate 

the presence of: a specific unit within governmentto co-ordinate and develop 

PPP policy; a legislative framework covering PPP projects; aconsultation 

process; a method for conducting cost-benefit analysis; and monitoring 

mechanisms. (p. 61) 

Source: IRI, OECD (2010) 

Control variables 

                                                 
242 Each policy dimension is further divided into sub-dimensions. Sub-dimensions are divided into indicators 

structured around five levels of policy reform with 1 the weakest and 5 the strongest. Each sub-dimension 

and indicator are assigned a weight in order to calculate the total score for each policy dimension.  
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Further, we incorporate a set of control variables. In our model we include information on 

gross domestic product of home and host country (GDPi and GDPj), distance (DIS), labour 

cost (LC) and inflation rate (INF), which proved to be significant in a number of previous 

empirical studies on economic growth (Grossman and Helpman, 1991; Lankes and 

Venables, 1996; Bevan and Estrin, 2000; Kinoshita and Campos, 2004). The home country 

market size is approximated by the home country GDP and reflects the economic power of 

the source country. With respect to home country market size one can expect an 

ambiguous impact. Large domestic markets can encourage companies to utilize economies 

of scale and concentrate production in a single plant and export. However, economies of 

scale and scope of logistics can also allow the placing the production capacities closer to 

the markets, thus making it more profitable to invest aboard and establish multinationals 

(Bevan and Estrin, 2000). Notwithstanding this, most empirical studies on FDI in transition 

countries suggest positive relationship between home country GDP and FDI (Resmini, 

2000).  

In addition, our model includes host country GDP which serves as a proxy for the 

host country market size and thus the potential market for the investor’s products. A larger 

market allows more ways of new product placement, although it depends both on the 

overall market size and on the dynamics of the market (Resmini, 2000). Generally, the 

market size is  assumed to represent the location specific advantage of the host country and 

the positive relationship is anticipated. 

Distance in this paper pertains to geographic distance serves as a proxy for all 

possible transportation, public infrastructure, and operating costs such as placing personnel 

abroad, language and cultural differences, communication costs, and costs of being outside 

domestic networks (see Brenton et al., 1999; Limao and Venable, 2001). The rationale 

behind including geographic distance to explain FDI is the greater cost of obtaining 

relevant information as well as the difficulties in managing affiliates in distant regions. The 

distance in this paper represents the geographical distance between the capital cities of 

home and host country in km. The source for this data is CEPII database. 

Further, the prevailing factors for attracting FDI, besides market size and dynamics 

and access to host market, certainly include the costs and quality of the input factor 

(Neuhaus, 2005). A company can undertake a foreign investment because of the 

advantages, i.e. lower production costs in host economy including costs of labour, energy 

and raw materials. In this respect, labour cost has a particular significance for enterprises in 

labour-intensive industries. Results of research into the relationship between labour cost 

and FDI suggest that labour cost frequently does not have a particular significance for FDI 

location decision and the results from empirical analysis are far from uniform i.e. proxy 

variables for labour cost are neither consistently statistically significant in FDI models nor 

consistently negatively related to FDI. Econometric results in the study by Lansbury et al. 

(1996) indicate that relative labour cost in Visegrad economies have a negative and 

significant effect on FDI inflow. Carstensen and Toubal (2004) also found that labour cost 

have a negative and statistically significant effect on FDI. Similar research results can be 

found in studies by Bevan and Estrin (2004), Galego et al. (2004), Bekes (2005), Resmini 

(2000), Altomonte (1998) etc. On the other hand, some authors obtained results where 

variables for labour cost show a negative and statistically non-significant effect (Johnson, 

2006; Clausing and Dorobantu, 2005; Murgasova, 2005), or a positive and (non)significant 

effect on FDI trends (Benassy-Quere and Lahreche-Revil, 2005; Wang and Swain, 1995; 

Boudier-Bensebaa, 2005; Walkenhorst, 2004). Thus, results of individual studies lead to 

the conclusion that with respect to the effect of labour cost on FDI there is no prevailing 

view for transition countries.  

In view of this ambiguity, it should be noted that it is not only the wage level that 

matters but also the productivity of the labour force (Bevan et al., 2004, Neuhaus, 2006). 

Moreover, higher labour costs (i.e. nominal wages) are found to be closely related to 
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higher productivity levels and are often associated with higher investments in more 

technology intensive industries (Resmini, 2000). Accordingly, it has been argued that 

potential foreign investor is not only concerned with labour costs per se (i.e. wage levels) 

but likewise with the productivity levels of labour force (i.e. unit labour costs) when 

considering where to invest (Neuhaus, 2006). In view of this, it is not surprising then that 

the conclusions arising from empirical analysis on the matter are inconclusive. In our 

analysis unit labour cost is measured as a share of average gross monthly wages in GDP 

per capita for each host country, thus taking into account the productivity achieved in 

individual countries as well. By the way we measure labour costs in this analysis, the 

problem of ambiguous relationship between labour costs and FDI is lessened in our 

analysis, and thus negative relationship is anticipated. Source for these variables are data 

published by UNECE. 

Finally, we incorporate inflation rate as a control variable in our model. Inflation 

rate is often used as a proxy for prudent fiscal policy and macroeconomic stability in 

general. It is assumed that successful implementation of economic reforms in transition 

countries is a good sign to potential investors, since stable macroeconomic performance 

implies a lower risk for investment. In this context, low inflation signal to investors the 

extent of government commitment and credibility. Thus, the lower the average inflation 

rate is in the host country, the more foreign investment will be attracted to the country 

(Kinoshita and Campos; 2002). We expect that foreign investment, ceteris paribus, will be 

attracted to countries with lower inflation rates. Source for this variable is Transition report 

(2010). Descriptive statistics for each variable is presented in Table 2.  

 

Table 2. Descriptive statistics 
 

    Variable |       Obs        Mean    Std. Dev.       Min        Max 

-------------+-------------------------------------------------------- 

     FDISTln |       126    5.959934     1.63844   .7054363   9.464226 

     GDPHSln |       126    10.75472    1.112661   8.758412   12.38345 

     GDPHMln |       126    12.64061    1.490731   9.135473   14.81626 

       DISln |       126    6.862637    .6436389   4.765118   7.840372 

          OP |       126    74.22513    21.42691   42.63333   102.7667 

-------------+-------------------------------------------------------- 

      LC_GDP |       126    .0699626    .0226505   .0332236   .1182424 

         INF |       126    5.572734    2.272451        2.3          9 

         IPP |       126     3.73699    .1591445   3.298188   3.864131 

      FDIPOL |       126    4.070346    .1969694   3.727273   4.363636 

       TRANS |       126    3.846561    .1557821   3.666667          4 

-------------+-------------------------------------------------------- 

          PF |       126    3.213294    .3780931        2.5       3.75 

     PPPPPOL |       126    3.633929    .3536165      2.875     4.0625 

 

Importantly, we observe that with respect to all variables there are no large 

variations around the mean and that there is sufficient variability among variables across 

countries. Descriptive statistics with respect to FDI stock suggests relatively low levels of 

average FDI inflows (i.e. average FDI level per capita) in the region, thus huge 

discrepancies in FDI inflows among SEE countries are observed. Turning to institutional 

variables, descriptive statistics suggests that there are no large discrepancies in institutional 

reforms measured by aggregate investment policy and promotion index (IPP) and SEE 

seem to have embarked on the course of valuable institutional development. The SEE 

average is 3.7 on a scale from 1 to 5 with relatively low S.D. (i.e. 0.15) suggesting 

somewhat similar progress in institutional reforms related to investment policy and 

promotion dimension. However, we observe considerable variation among disaggregated 

institutional indices. In particular, greatest progress has been achieved in the FDI policy 

subdimension, whereas reforms are least advanced in promotion and facilitation. Although 

there are variations across disaggregated institutional categories there is collinearity 

between individual institutional indices (see Table 3). This is somewhat expected since 

institutional reforms tend to go together (Bevan et al. 2004), and individual indices are 
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closely correlated (see Table 3 below). This is why we incorporate institutional variables 

singly in equations (1). The results of regression analyses are discussed in section that 

follows. 

 

Table 3. Correlation matrix 
 
 

             |  FDISTln  GDPHSln  GDPHMln    DISln       CB       OP   LC_GDP      INF      IPP   FDIPOL    TRANS       PF  PPPPPOL 

-------------+--------------------------------------------------------------------------------------------------------------------- 

     FDISTln |   1.0000 

     GDPHSln |   0.5068   1.0000 

     GDPHMln |   0.1433   0.0803   1.0000 

       DISln |  -0.1214   0.1114   0.2489   1.0000 

          CB |   0.0500  -0.0497  -0.1202  -0.4081   1.0000 

          OP |  -0.1985  -0.5174  -0.0990  -0.0061  -0.0019   1.0000 

      LC_GDP |  -0.2947  -0.4149  -0.0312  -0.2517   0.1926  -0.2170   1.0000 

         INF |   0.1912   0.4188   0.0093   0.1267  -0.1464  -0.0018  -0.5770   1.0000 

         IPP |   0.2486   0.3535  -0.0319   0.2790  -0.2515  -0.0901  -0.6187   0.5546   1.0000 

      FDIPOL |   0.4671   0.6699   0.0071   0.2875  -0.1726  -0.3259  -0.5098   0.4628   0.8178   1.0000 

       TRANS |   0.1359  -0.0690  -0.0044   0.3153  -0.1447   0.2422  -0.6396   0.1475   0.4119   0.3980   1.0000 

          PF |  -0.0578   0.1357  -0.0419  -0.0571  -0.1201   0.0900  -0.1931   0.5091   0.4814   0.0978  -0.4359   1.0000 

     PPPPPOL |   0.1441   0.0411  -0.0283   0.3099  -0.2090  -0.1917  -0.3693   0.0977   0.7893   0.6833   0.6604  -0.0363   1.0000 

 

 

4. Results 

 

Table 4 reports the results of the econometric analysis of the model specifications 

presented above. The printout of the OLS regression estimation is available in Appendix 1. 

We first estimate equations (1) using the investment policy and promotion dimension (i.e. 

aggregate index) as proxy variable for institutional quality at an aggregate level.
243

 We 

then investigate which particular institutional progress influence FDI by using four 

individual subdimensions of institutional development singly in equations (1) due to the 

problem of multicollinearity between the individual institutional variables. The diagnostic 

tests suggest that we can proceed with the interpretation of our results; the assumptions of 

normality, homoscedasticity and correct functional form cannot be rejected at conventional 

levels of significance (i.e. models 1,3,4,5,6 and 7). Given the relatively small number of 

degrees of freedom we consider significance at the 5% and 1% levels, although we indicate 

the 10% level of significance as well. Interpretation of variables’ coefficients refers to on 

average, ceteris paribus conclusions.  

Considering the baseline specification (models 1 and 2) we find that both home and 

host country market size proxied by GDP levels significantly increase FDI flows across 

SEE countries. We also find that unit labour costs adversely affect FDI flows pointing to 

the importance of differences in labour costs and productivity levels in attracting FDI 

across transition economies as a priory expected. The coefficient on labour cost is negative 

and significant at 5 % level. However, the inflation rate is not suggested to influence FDI 

flows. This is perhaps because we are no longer in the early years of the transition process 

and all SEE countries are characterised with relatively stable macroeconomic environment. 

The distance variable is also found to have significant implications for FDI flows which is 

in line with the gravity model hypothesis and previous findings.   

Further, it seems important to note that the model is robust to changes in 

specifications except for the labour cost variable which seem to no longer significantly 

influence FDI flows among SEE countries once institutional variables are added to the 

model (see models 3, 4, 6 and 7). A possible explanation could be the relatively high 

correlation between labour costs and individual institutional variables (i.e. see correlation 

matrix Table 3), hence LC variable does not loose significance in model 4 where the 

                                                 
243

 We also present the extended model (i.e. model 2), the one that includes trade openness and common 

border as control variables. However, given that the model diagnostic suggests that we can reject the 

hypothesis of correct functional form at the 5% level of significance and that the variable deletion test 

indicates that the model is better specified upon exclusion of these variables (F statistics: F(  2,   118) =    

0.06;  Prob > F =    0.9393), we proceed with model 1 as baseline model and we do not interpret the results 

with respect to model 2. However, it should be noted that the baseline model is robust to the inclusion of 

these variables as control variables, indicating stability of baseline specification.  
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colinearity between PF institutional variable and labour costs is low (i.e. –0.19). Given 

this, it seems that the individual effect of labour cost variable is lessened once institutional 

variables are included in the models due to possible multicolinearity. Notwithstanding this, 

these results could also indicate that strategic decisions of multinationals investing in the 

region are predominantly driven by quality of FDI-related institutions and policies, hence 

pointing to the relatively similar economic and industrial structures among SEE countries.  

Likewise, quality institutions could potentially off set for the relatively low levels of 

productivity in SEE transition economies.  

Turning to the institutional variables, the most important conclusion resulting from 

our analysis suggests that while aggregate institutional index does not exhibit significant 

influence on FDI flows in SEE (IPP), specific institutional FDI-related features seem to 

increase FDI flows significantly. Specifically, the result in model 4 suggests highly 

significant impact of FDI policy (FP) on FDI flows. It should be noted that given that FDI 

policy institutional index assesses the reforms and progress with respect to legal 

environment, specifically institutional features related to non-discrimination, property 

rights and protection, the obtained result seems an important indication that proper legal 

environment serves to encourage FDI flows as anticipated. Overall, the empirical evidence 

supports the hypothesis that FDI policy serves as an effective tool in attracting FDI in 

transition economies. Similarly, institutional quality reflected in Transparency (TRANS) 

subdimension is suggested to increase FDI flows significantly (see model 6). This indicates 

the importance of transparent existing investment laws and regulations and their revisions, 

as well as points to the importance of participatory and inclusive process of regulatory 

procedures and formulations of investment laws. Finally, the result in model 7 reveals that 

privatisation and public and private partnership institutional development (PPP) has 

significant implications for FDI flows in SEE countries. This finding renders support to the 

creation of the specific unit within the government to effectively co-ordinate and develop 

PPP policy related issues. The latter finding supports the hypothesis the effective PPP 

infrastructure projects seem important contributor to FDI flows in the SEE countries.  
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Table 4. Regression results: FDI and institutions 

  

Model 1 

 

Model 2 

 

Model 3 

 

Model 4 

 

Model 5 

 

Model 6 

 

 

Model 7 

Host GDP 0,699*** 

(5,64) 

0,729*** 

(4,30) 

0,686*** 

(5,54) 

0,419*** 

(2,87) 

0,684*** 

(5,56) 

0,867*** 

(6,45) 

 

0,726*** 

(5,91) 

Home GDP 0,179** 

(2,12) 

0,181** 

(2,12) 

0,194** 

(2,30) 

0,214** 

(2,62) 

0,176** 

(2,11) 

0,195** 

(2,37) 

 

0,198** 

(2,37) 

Distance -0,652*** 

(-3,24) 

-

0,632*** 

(-2,90) 

-

0,714*** 

(-3,49) 

-

0,826*** 

(-4,12) 

-

0,694*** 

(-3,46) 

-

0,796*** 

(-3,93) 

 

-

0,768*** 

(-3,74) 

Common border  0,041 

(0,21) 

 

     

Openness  0,002 

(0,27) 

 

     

Unit labor 

cost 

-15,571** 

(-2,25) 

-14,558* 

(-1,80) 

-11,284 

(-1,51) 

-11,007 

(-1,62) 

-

14,250** 

(-2,07) 

4,978 

(0,50) 

 

-10,001 

(-1,37) 

Inflation -0,072 

(-1,08) 

-0,071 

(-1,05) 

-0,103 

(-1,47) 

-0,101 

(-1,56) 

0,001 

(0,02) 

-0,018 

(-0,27) 

 

-0,054 

(-0,82) 

Investment policy 

and promotion 

  1,555 

(1,49) 

 

    

FDI policy    2,961*** 

(3,33) 

 

   

Promotion and 

facilitation 

    -0,731* 

(-1,94) 

 

  

Transparency      3,405*** 

(2,82) 

 

 

Privatisation and 

PPP policy 

      

 

 

0,828** 

(2,16) 

Number of 

observations 

126 126 126 126 126 126 126 

R2 0.33 0,34 0,40 0,35 0,35 0,38 0,36 

F test stat. ( 6,  

119)                                        

Prob > F   

12,34 

0,0000 

 

8,69 

0,000 

11,30 

0,0000 

10,76 

0,0000 

11,15 

0,0000 

12,20 

0,0000 

11,37 

0,0000 

Diagnostic tests:        

Skewness/Kurtosis 

tests for Normality                         

Prob>chi2    

0,0816 0,080 0,1053 0,1662 0,0949 0,1267 0,1449 

Ramsey RESET 

test for correct 

functional form           

Prob>chi2 

0,0956 0,040 0,2721 0,9530 0,4543 0,5672 0,6848 

Breusch-Pagan 

test for 

heteroskedasticity                      

Prob>chi2 

0,8128 0,8322 0,8994 0,9947 0,7319 0,6879 0,9231 

Notes: Dependent variable: bilateral FDI stock between home and host country 

*Significance level=0.10; **Significance level=0.05; *Significance level=0.01 
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Notwithstanding the empirical evidence leading credence to the hypothesis on the 

importance of quality institutions in attracting FDI in transitional economy context, the 

result obtained with respect to model 5 is somewhat unexpected. Specifically, the result in 

model 5 suggests the negative relationship between promotion and facilitation (PF) 

variable and FDI flows. Hence the coefficient is significant albeit only at the 10% level. 

This is quite surprising result given that this indicator covers very important aspects of FDI 

policy assumed to directly affect strategic locational decisions of FDI such as the 

development of linkages with local enterprises/suppliers/investors, as well as the presence 

and the quality of pre-investment and post investment support services. A possible 

explanation for the obtained result may lay in the fact that SEE countries are too early in 

the process of PF kind of institutional development (OECD, 2010) and that given the short 

period under consideration in this analysis it may be too early to capture the effects of 

investment promotion and facilitation activities on FDI flows. In addition, it is worth 

mentioning that the descriptive statistics reveals that countries with still relatively low PF 

indices such as Romania and Bulgaria (i.e. 2.9 and 3.3 respectively) managed to attract 

relatively high levels of FDI inflows per capita.  

 

5. Conclusion 

 

The empirical analysis in this paper attempted to investigate the impact of specific FDI 

related institutional dimensions in attracting FDI flows to SEE region. The paper uses 

private investment institutional data that have not been used in pervious analysis on the 

determinants of FDI. The importance of other institutional dimensions associated with the 

FDI policy and incentives remain seriously under-researched. In this paper we attempt to 

fill in this gap in the literature and go beyond recent literature by accounting for very 

specific FDI-related institutional developments recently measured by OECD Investment 

index reform for SEE TEs. 

The results of the empirical analysis suggests that institutional reforms and progress 

significantly increases FDI flows in transition economies with highly significant 

coefficients obtained for individual institutional proxies including FDI policy, 

Transparency and Privatisation and Public and Private Partnership. Although the result do 

not reveal significant influence of institutions at an aggregate level, the results reveal that 

reforms related to these specific institutional and policy subdimensions do pay off and 

have particularly enhanced FDI receipts to SEE countries. However, institutional features 

related to investment promotion and facilitation are not found to be positively related to 

FDI, perhaps because it may be to early to assess the impact of this particular institutional 

development given that SEE countries are only beginning to enhance these institutional 

aspects (OECD, 2010). Overall, this analysis supports the proposition that quality of 

institutions associated with private investment and policies aimed at serving (strategic) 

interests of multinational do explain variations in FDI flows in transition economies as it 

has been argued in this research.  
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Abstract 

 

The aim of this paper is to present the theoretical basis of SOM and to show its application 

in the field of market segmentation. The paper explains the SOM-Ward algorithm which is 

implemented in software Viscovery SOMine. Data set for this research is consisted of 

banks’ business customers of several banks in Croatia. The cluster analysis using the 

SOMine software is applied. Segmentation of business customers of banks in Croatia is 

presented after determining the segmentation criteria based on behavioral, demographic, 

personal, operational, situational, and criteria related to the purchase of certain services. 

The results of the analysis are presented and interpreted as three segments. 

Aforementioned segments differ with respect to the attributes of the foreign trade 

operations (import/export), annual income, origin of capital, the views on the loan 

selection, hiring plans, etc. Analyzed segments can be used by banks for deciding whether 

to take further marketing activities and in which direction.  

 

Keywords: Self-organizing maps, segmentation, banking, neural networks 

 

JEL classification: C38 - Classification Methods; Cluster Analysis; Factor Models; G21 - 

Banks; Other Depository Institutions; Micro Finance Institutions; Mortgages 
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1. Introduction 

 

Segmentation in banking is one of the most important business decisions, since modern 

approach in banking starts from the perspective of designing special groups or baskets of 

products to special groups of clients (Machauer, Morgner,2001). Traditional approach to 

segmentation in banking is solely based on the criterion of income. Business intelligence 

approach in doing business treats data as company’s assets (Watson, Wixom, 2007). 

Therefore, clients’ data (demographic, transactions, satisfactions, etc.) should also be used 

as a basis for business decision making, such as segmentation. Modern computational 

methods based on usage of machine learning are useful in extracting new knowledge from 

the databases (Witten, 2005).  

 

Cluster analysis is the basic method of knowledge discovery in databases that can be used 

for market segmentation (Kuo at al., 2002). Clustering techniques fall into a group of 

"unattended" methods. The aim of these methods is the detection of global data structures. 

In this method target attribute is not predefined, so there is no difference among the 

attributes. Self-organizing maps (SOM) are the two layered artificial neural networks 

which were initially designed to solve the problem of cluster analysis, data visualization 

and abstraction (Han, J., Kamber, 2006, pp. 434).  

 

Their greatest contribution is in the field of dimensionality reduction, visualization of the 

multi-dimensional data on a two-dimensional map which reflects the possible similarities 

between the input data. The main feature of artificial neural networks as well as the SOM 

is the property of learning from the data that is entered in the networks input layer. Thus a 

complex interaction of the analyzed data can be modeled without having to know the 

nature of phenomena the data describes. In other words, it is not necessary to create an 

algorithm that will analyze the data but through training the neural network learns itself 

how to analyze data. Besides the learning capacity of SOM the two other important 

features of this method have to be mentioned (Bigus, 1996.). The first one is the 

dimensionality reduction of the data and the second is the placement of similar data to 

neighboring nodes on the resulting map. The dimensionality reduction helps on easier 

understanding of the attribute interrelationship between the input data while grouping 

similar data together enables data clustering. Thus, it is possible to apply this method in the 

field of cluster analysis.  

 

In this paper the aim is to present the theoretical basis of SOM and to show its application 

in the field of market segmentation. First, the SOM-Ward algorithm implemented in 

Viscovery SOMine software will be explained. Afterwards the cluster analysis according 

to the business customers of banks survey performed using the software will be presented. 

Particularly, segmentation of business customers of banks in Croatia will be presented after 

determining the segmentation criteria based on behavioral, demographic, personal, 

operational, situational, and criteria related to the purchase of certain services. The purpose 

of the segmentation criteria is to reduce the cost of marketing activities in the banking 

sector with the goal that analyzed segments could be used by banks for deciding whether to 

take further marketing activities and in which direction.  
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2. SOM-Ward algoritam 

 

2.1. Self-organizing maps method (SOM) 

 

Self-organizing maps (SOM) are based on the concept of neural networks. Neural network 

is a model of biological neural network of the human nervous system, a set of parallel 

interconnected neurons that are organized in layers. In fact, any connection between 

neurons of input-output layer has its corresponding weight (Huysmans et al., 2006), which 

can be seen in Figure 1. Neural networks in practice, among other things, are used in the 

financial services industry (Kumar and Ravi, 2007). 

 

Figure 1: The Self-organizing maps concept  

 

 
Source: Interactive Tutorial on Neural Networks (Jevtić, n. d.) 

 

Node connections are updated by using the winner-take-all approach, according to which 

the node that is updated is the one which more closely matches the input vector values. 

This algorithm is enhanced in a way that the adjacent nodes are also updated (Lee et al., 

2005).  

 

Various sensory stimuli in humans are neurologically mapped in the brain so that the 

spatial relationship between stimuli of certain parts of the brain corresponds to the spatial 

relationship between neurons organized in a two-dimensional map (Kohonen, 1995). Thus, 

location of points on the map reflects the relative similarity of points in a multidimensional 

space, i.e. the more two datasets are similar to each other, the more they will be closer on 

the resulting two-dimensional map. Accordingly, the SOM’s primary function is to display 

multidimensional data from the inputs of the network, to the two-dimensional map, while 

retaining the relationships among data (Kiang, 2001) 

 

2.2. Ward Clustering Method 

 

Ward Clustering Method is a part of the Viscovery SOMine data mining software tool, 

which is used for data analysis in this paper.  Before explaining the full algorithm used in 

the aforementioned software, the Ward Clustering Method will be explained. Classical 

Ward method belongs to Hierarchical Agglomeration algorithms which have the following 

characteristics: they start with the clustering process where every cluster represents one 
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cluster, and in each of the clustering steps the two clusters are with a minimum distance, 

depending on the distance measure used in algorithm in hand, are joined. Minimal distance 

is called the Distance Niveau (Viscovery, 2009). 

 

The purpose of this clustering procedure is to minimize the variance among the similar 

clusters by a joining process, while maximizing the variance between groups of joined 

clusters, thus ensuring better quality of the clustering procedure. 

 

The Essence of the Ward clustering is easier to understand when we observe univariate 

dataset. E.g. if we have observed values of some phenomen (2, 6, 5, 6, 2, 2, 2, 2, 0, 0, 0), 

the resulting loss of information after treating the dataset as one cluster with the mean 

value of 2.5 would be: 

ESSOneGroup = (2-2.5)
2
 + (6-2.5)

2
 +...+ (0-2.5)

2
 = 50.5, 

where ESS denotes  Error Sum-of-Squares (XLMiner documentation, 2010) . 

 

On the other hand, if those values are clustered in the next four clusters:  

{0,0,0},{2,2,2,2},{5},{6,6}, 

the information loss expressed via Error Sum-of-Squares will be: 

ESSOneGroup = ESSGroup1 + ESSGroup2 + ESSGroup3 + ESSGroup4 = 0.0. 

 

That means that clustering procedure has completely minimized the variances among 

specific cluster, thus the information loss which existed prior to the clustering has been 

annulled.  

 

2.3. The SOM-Ward Algorithm of Viscovery SOMine 

 

Viscovery SOMine is a software tool used for Clustering and Data Visualization 

(Viscovery, 2009). The tool has three in-built algorithms: SOM Single-linkage, SOM-

Ward algorithm and Ward algorithm. SOM-Ward algorithm is used for data analysis in this 

paper.   

 

SOM-Ward algorithm is a so-called hybrid algorithm which was developed on the grounds 

of the soft computing paradigm, which is primarily based on the usage of various 

intelligent methods and algorithms, as opposed to the hard computing paradigm.  Soft 

computing starts from the comprehension that these methods are rather complementary 

than competitive in terms of technology characteristics like efficiency, tolerance to errors, 

inaccuracies and learning from examples. Hybrid algorithms have minimized the 

deficiencies and maximized the advantages of individual technologies used in their 

construction (Kumar i Ravi, 2007). Simply said, synergy effects of data analysis tools, like 

better efficiency, precision and ability to learn are possible due to hybridization of various 

methods. 

 

In SOMine, the distance matrix is initialized with respect of the number of data records 

which are represented by nodes on the output map. The nodes with many corresponding 

data records have a higher ponder compared the nodes with fever connections. 

 

The distance measure used in this algorithm is modified Ward distance because it is highly 

probable that a map would contain empty nodes (Viscovery, 2009): If r and s are the two 

nodes for which we want to measure the distance, nr and ns the number of data records that 

match the nodes r and s and s and r are their node vectors. 
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Then the distance drs is defined as follows: 

 
 

This definition ensures that during the first merge steps only nodes (and in the sequel 

clusters) with nr = 0 are merged until only clusters with nr > 0 remain (Viscovery, 2009). 

As in every merging step a great number of merging candidate nodes (clusters) exists, the 

rule is to take the two which are Euclidan-nearest on the map.  

 

Accordingly, SOM-Ward distance measure is adapted (Viscovery, 2009): 

                                                  d'rs   

 

Thus, SOM-Ward observes cluster locations in the map and the two clusters that are not 

adjacent in the SOM are not even considered as merging candidates. 

 

In order to pick the best combination of clusters, SOMine calculates Cluster Indicator. 

This indicator is calculated for each element of this hierarchical sequence of clusterings, 

which gives a quality measure for each cluster count.  

 

Cluster indicator is calculated in a way that a series of Ward distances for all possible 

numbers of clusters is calculated. Then, the distance niveau is normalized with an 

exponential function (Viscovery, 2009): 

µ(c) = d(c)*c
β
 , 

where d(c) is the Ward distance niveau that was used to merge c clusters into c-1 clusters 

and β is a linear regression coefficient and 3≤c<C. 

 

The ratio of the distance niveaus of two adjacent clusters makes up the Cluster indicator 

(Viscovery, 2009): 

 
 

The larger the Cluster indicator is, the resulting clustering is better. This indicator is a 

mean in finding an initial clustering. When the d(c) is high, but d(c+1) is low, c clusters is 

a good clustering because the next merge step (resulting in c-1 clusters) would result in a 

high variance within the clusters. 

 

3. Segmentation of business clients in banking 

 

Client segmentation is a process of dividing markets into homogenous groups of consumers. 

According to the segments different strategies and implementation of specific marketing 

programs are created with the intention of satisfying the needs of the selected segment. In 

applying the marketing strategy in financial institutions, the provider of the financial services 

makes a distinction among the various market segments. One or more segments are selected and 

services, marketing mix and the communication mix are tailored to the segments (Bevanda, 

2008). Market segmentation can be done according to various methods. The most commonly 

used is the socio-demographic segmentation. Models of neural networks allow the division of the 

market on certain homogeneous groups or segments, and as such have proved to be more 

efficient than linear methods. Both methods provide a high degree of confidence (Dragičević, 

2006). 

otherwise. 

if nr = ns = 0,  

If clusters r i s are adjacent in the 

SOM, susjedi na SOM-u, 
otherwise. 
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Banks in Croatia use traditional segmentation of the corporate sector which sometimes can 

blur the actual situation. Therefore, data mining, such as cluster analysis, can find 

segments that had previously been disregarded. Customized products can be offered to 

those market segments, so that banks can increase their profitability (Pejić-Bach, 2005). 

This is the main motivation for the implementation of market segmentation by using 

cluster analysis. According to the category of clients, segmentation criteria are divided into 

two basic groups: business and private customers. Business customers (companies and 

crafts) are referred to as business market demand and as such represent a B2B (Business 

To Business ) relationship among the companies. Private customers (citizens) represent 

B2C (Business To Customer) relationship between customers and banks and as such they 

are denoted as the final market demand (Lešković, 2007).In business market segmentation, 

criteria are classified into several groups: decision maker characteristics, business client’s 

characteristics, operating criteria, supply management criteria and situational criteria. 

  

Decision maker characteristics 

 

In all business situations, including commercial and consumer markets, ultimately 

individuals make decisions but a company policy limits them in decision making.  

Information about the individual roles and people in the purchasing process as well as 

information about theirs characteristics are extremely expensive and hard to find. There is 

a possibility of collecting such data by sales representatives. The following personal 

characteristics of users in B2B relationship can be exstracted: (1) decision maker’s risk 

affinity and (2) decision maker’s vendor preference (Lešković, 2007). 

 

Business client characteristics 

 

Business client characteristics important for segmentation are: company size, client 

potential as well as industry potential and a company location (which generally implies the 

economic power of a client). Accordingly, the variables connected to this type of criteria 

are: (1) company size, (2) industry knowledge and (3) company location (Lešković, 2007). 

The company size affects the segmentation because large companies mainly require 

customized solutions, which are not always profitable for a service/product vendor. 

Industry knowledge allows better understanding about the needs of a client and the 

purchasing situation perception, e.g. a telecommunication company has similar 

requirements as an insurance company, but they are different in other factors, thus the 

industry based segmentation must be considered. Company location is especially important 

in organizing sales and selecting the retail stores (sales partners) locations.  

 

Operating criteria 

Operating criteria facilitates segmentation based on: (1) consumer status and (2) 

purchasing potential. Consumer status is one of the easiest ways of segmentation by the 

product and brand. Knowing the behavior of the customer when purchasing products of 

competitive companies and knowing the weak marketing spots of competitors, a company 

can define its own marketing strategy. Purchasing potential determines the estimated 

quantity of products/services sold to a customer. 

 

Supply management approach criteria 

Supply chain management determines procurement organization of the client and its rules when 

deciding whether to take familiar, national or a cheapest vendor etc. It is important to note that 

specific organizational units and the internal structure of power are influencing the decision 

making process. Supply management criteria describe client’s affinity towards price, service 

quality etc. 



773 

Situational criteria 

These elements do not have a permanent character and they are pushing companies to more 

deeply understand a client (Lešković, 2007). They include the emergency of a request, time 

length of business cooperation with a client, average order quantity, loyalty information 

etc.  

 

4. Sample characteristics 

 

In this paper client segmentation in banking is made on the sample of 1200 respondents. 

The poll consists of questions about various interrelations of banks and their clients, like 

knowing the banks, using of banks services, major bank and loyalty to major bank, banks 

reputation, perception about the best bank, banking habits, behavior when borrowing and 

spending money and inclining towards technology. The last part of the poll gives 

demographic information of companies, like: core business of a company, number of 

employees, company size, annual income etc. It should be noticed that answers in the poll 

are consisted of categorical values where each question offers its specific categories.  The 

questions mostly have predefined scales from 0 to 5 with associated explanations of each 

category represented as a number. Data analysis by using Self-organizing maps is 

conducted on the basis of the aforementioned answers. Certain constraint of the dataset lies 

in the fact that it is providing only export/import data of the companies and the number of 

employee which reduces the attractiveness and prevents a clearer viewing of the data. 

Despite that, variables interrelations can still be well shown. Data to be analyzed by Self-

organizing maps is selected by considering the segmentation criteria that have been 

discussed in the previous chapter.  

 

Decision maker characteristics 

Variables describing decision maker characteristics are: (1) the importance of selecting the 

bank providing the services for clients and (2) customer rating of the best bank in Croatia.  

 

Business client characteristics  

The variables describing a business client characteristic are: (1) total number of employees, (2) 

increase / decrease in revenues compared to the previous year, (3) total income in the previous 

year, (4) plans with the number of employees, (5) main business enterprises, (6) the legal form of 

company, (7) the percentage of import and export in annual sales, (8) ownership form of the 

company and the capital origin, (9) the financial situation of the company, (10) method of wages 

payment and (11) headquarters of a company and year of founding.   

 

Operating criteria 

Variables about consumer status, especially variables related to perception of the easiness to get a 

loan were: (1) the most important reasons which affect the selection of a bank for a loan request, 

(2) the credit cards used by a client and (3) credit cards which company is planning to use. 

 

Supply management approach criteria 

Criteria related to suppy management refer to essential client characteristics in terms of the price 

affinity, quality of service etc. In this research the following is chosen: (1) the three most 

important characteristics of a bank (e.g. security and stability, commissions and fees, keeping up 

with the promises) and (2) the three most important characteristics of bank services (e.g. wide 

spectrum of services, quality and price ratio and quickness in request solving). 

 

Situational criteria 

Situational criteria variables that were chosen for analysis are: (1) major bank (where most 

of the services are being used) and (2) level of satisfaction with the current major bank. 
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5. Research results 

 

Classical cluster analysis methods give a remarkable level of precision (Mingoti, Lima, 

2006). However, the problem is that they lack the possibility to automatically determine 

the number of resulting clusters. The number of clusters depends on the prior 

understanding of a dataset. If an analyst wants to analyze complex databases this would not 

be an easy job. Therefore, the need for automatic characterizing is obvious. The SOM 

method is considered to be a successful supplemental method for the classical clustering 

methods.  

The SOM-Ward algorithm has discovered three clusters on a resulting map (Figure 2). In 

determining their characteristics, every one of them has been carefully analyzed and tested. 

Statistical data about clusters was used when interpreting the segments. The two values 

which are pointing out on the attribute differences are Mean and Standard Deviation. 

Information about the size of the company has been left out because the standard deviation 

in all three clusters was too high. 

 

Figure 2. Identified clusters of the business clients in banking 

 
 

Figure 3. is a graphical view of the two variables – import ratio and export ratio. The 

results are shown on a two dimensional map. Red color represents values closer to the 

maximum while the blue color represents values closer to the minimum.  

 

Visual view of the export and import ratio is describing the tendency of doing business in 

Croatia, which is rather oriented to importing than to exporting. It is shown as a greater 

proportion of colors close to the red on the left part of the figure. It can be concluded that 

companies in Cluster 1 are the most active in export/import business. 
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Figure 3. Import and export ratio in an annual turnover 

 
Source: Analysis of the Author 

 

Cluster 1 is on the left side of each map. Its main characteristics are high revenue and slow 

growth of revenue. Companies in cluster 1 have the larges average export and import ratio 

in the annual turnover (import 29,6%, export 16,1%) and they are largest in terms of the 

annual income in last year (75-300 million kunas). This cluster has the highest proportion 

of state companies, but it is also consisted of foreign companies (with higher turnovers). 

Companies in this cluster are planning new employments more than companies in other 

clusters, thus, they have a clear growth strategy. When selecting a bank for a loan, 

important factors for them are interest rate, quickness of a loan approval and a simplified 

method of funds withdrawal. Besides that, they are also demanding greater security and 

affordable interest rates. In banking services, they want high transaction accuaracy, 

quickness when solving problems or requests. These companies want to ensure undisturbed 

functioning of the business processes, especially with international partners and therefore 

the banks should offer them specialized services.  

 

Cluster 2 is located on the right side of each map in the Figure 3. Companies in this cluster 

have the lowest turnovers which are stagnating. They have the minimal average trade ratio 

with foreign countries (import 11%, export 6,9%) and the minimal annual revenue in the 

last year (under 3,5 million kunas). Great proportion of these companies is privately owned 

and is founded by a domestic capital. They are expecting employment stagnation, but are 

not planning any lay-offs. When selecting a bank for a loan, the most important factors to 

them are interest rates, quickness of loan approval and simple loan approval procedure. 

They demand banks maintain high degree of security, affordable interest rates, and 

warrantees on the investments. Also, they expect banking services to providea wide 

spectrum of products and services, transactions accuaracy and quickness in solving 

problems or requests. Data in this cluster has shown that the most of the companies are 

privately owned and are mainly founded by domestic investors, thus, this cluster has the 

lowest number of foreign investors. The minimal annual turnover in this cluster is 

indicating that these companies are mostly small sized enterprises or crafts. Supporting 

facts to the prior statement are theirs underdeveloped employment strategy and a 

stagnating planned number of employees, which can be connected by the non-egzistency 

of the HR office. It is important to notice that they want a wide spectrum of banking 
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services, which distincts them from the other two clusters, while the main concern for large 

companies is a transaction accuaracy. 

 

Cluster 3 is the smallest and is located in the lower left corner of the two maps in the 

Figure 3. Companies in this cluster are mostly medium sized by the notion of the annual 

turnover. Their turnovers show the highest growth rate of all the three clusters. They have 

the largest import to annual turnover ratio (22,1%), but they also have small export to 

annual turnover ratio (9,9%). They have yearly income between 3,5 and 75 million kunas, 

mostly privately owned and are founded by a domestic capital. They are not planning to 

lay-off many employees and are planning to maintain the current number of employees, 

also, a part of companies plans new employments. When selecting a bank for loans, the 

most important factors to them are quick loan approval, simple procedure or warranty 

instruments and reasonable warranties they must provide in exchange for the loan. Ideal 

bank should be secure and stable, has a dedicated person for problem solving and ability to 

quick answer to requests and should guarantee stability of savings. Desirable banking 

services are transaction accuaracy, quick request and problem solving (similar to Cluster 

1). The main segment characteristics are domestic founding capital and trying to maintain 

the current number of employees. When applying for loans, they prefer quickness of a loan 

approval and a simple procedure rather than lower interest rates. They also demand 

transaction accuaracy just like companies in Cluster 1.  

 

6. Conclusion  

 

The aim of this paper was to investigate possibilities of using self-organizing maps in 

market segmentation of business clients in banking. It has been shown that easier 

understanding of the attribute interrelationship between the input data as a basis for 

decision making can be improved by using dimensionality reduction, visualization of the 

multi-dimensional data on a two-dimensional map. In the paper the criteria for business 

customers’ segmentation are explained. SOM-WARD algorithm is applied in data analysis 

by using SOMine software. Combination of self-organizing maps with classical cluster 

analysis in Ward technique of clustering which is done by Viscovery SOMLine (or e.g. 

U*C algorithm (Ultsch, 2007)) is proved to be an ideal tool for cluster analysis. Market 

segmentation by SOM gives marketing experts the ability of making variety of different 

activities customized to each segment. It should be mentioned that the SOM segmentation 

is similar to traditional segmentation but with SOM fine tuning of market segments is 

possible. Thus, the field of the market research and analysis by using self-organizing maps 

is open for further research.  
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Abstract 

 

The most important characteristics of the modern global manager are to understand other 

cultures and the ability to work with people from different cultures. Letter I in American 

company IBM means international but it could easily means intercultural as IBM has 325 

000 employees who communicate in 165 languages and sells to clients in 175 countries 

around the world. Many business deals around the globe failed simply because managers 

did not understand other cultures.  

Uncertainty avoidance is a cultural dimension developed by Dutch scientist, Geert 

Hofstede and can be defined as a measure in which people feel threatened by unknown and 

uncertain situations. 

This paper will explain the characteristics of cultures with high and low uncertainty 

avoidance, and present index of uncertainty avoidance for selected countries based on 

secondary research.  Bosnia and Herzegovina, according to these dates, has a high index of 

uncertainty avoidance what means that people in Bosnia and Herzegovina are not open to 

new ideas and not tolerant of different people.  These feelings under certain condition 

could lead even to racism and xenophobia and in the worst case to war.  This attitude is 

devastating for business.  

Primary research has been done on the sample of 51 managers from all parts of 

Bosnia and Herzegovina.  Half of the targeted managers work as civil servants for the 

ministries, parliaments and government agencies, and have limited contacts with other 

cultures. The other half of managers works for embassies, international organizations, 

foreign business or business related to international clients. The purpose of this research is 

to determine if there is a difference in uncertainty avoidance between these two groups of 

managers.   

 

Keywords: culture, uncertainty avoidance, intolerance, managers, globalization 

JEL classification: L290 

 

1. Introduction 

 

This paper will explain the characteristics of cultures with high and low uncertainty 

avoidance, what is cultural dimension of great importance for business and countries in the 

era of globalization and present the index of uncertainty avoidance for selected countries in 

the world, based on secondary research. The paper will also present the index of 

uncertainty avoidance for the countries in the region and thus for Bosnia and Herzegovina. 
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Results of secondary research will determine if Bosnia and Herzegovina is a high 

uncertainty avoidance culture or a low uncertainty avoidance culture.  

 The purpose of primary research is to determine the degree of uncertainty 

avoidance of managers in Bosnia and Herzegovina. It is important to determine this 

cultural dimension, as managers in business have to make business deals all around the 

world and managers in public administration have to enable cooperation with other 

countries and joining EU. All members of one culture are children of that culture in the 

sense that they all share the same values. According to this view, managers in Bosnia and 

Herzegovina should have the same cultural traits as all citizens of Bosnia and Herzegovina. 

However, the theory that managers have the same cultural characteristics as the rest 

of the population in Bosnia and Herzegovina might not hold completely. The fact remains 

that all the people who live in a certain culture are the children of their own culture, but 

also there are variations depending on education, occupation and status in society. 

Primary research has been done on the sample of 51 managers from all parts of 

Bosnia and Herzegovina.  Half of the targeted managers work as civil servants for the 

ministries, parliaments and government agencies. They do have steady, regular and fixed 

salaries that do not depend on their performance or work results. The other half of 

managers works for private businesses, international organizations, foreign businesses or 

business related to international clients. They do not have job security, their salary is 

dependent on performance and measurable results in a short period of time, like sales 

volume, revenue, profits, etc.  The purpose of this research is to determine if there is a 

difference in uncertainty avoidance between managers who work in public administration 

and managers who work in business.  

 

2. Global managers 

 

In the era of globalization the world is one connected economy. For the most of the last 

century, the United States has dominated global economics. We are now living through 

great shift. Over the past few decades, countries all over the world have been experiencing 

great rates of economic growth. The growth has been most visible in Asia and that is why 

to call this shift “the rise of Asia”. In 2006 and 2007, 124 countries grew at rate of 4% or 

more. That includes more than 30 countries in Africa, two third of the continent. (Zakaria, 

F. 2008). 

 Free trade agreements, starting with GATT enabled free trade globally. China is the 

biggest importer for many products. “Economist argued that if every of 1300 million 

Chinese consume just one bottle of olive oil and drink a few glasses of wine, the whole 

annual production of Spain would not be enough to satisfy this demand (2011:30).“  

 The middle class in emerging markets will grow to 800 million people with more 

than 1 trillion to spend annually. This large middle class in countries like China, India, 

Russia and Brazil will largely exceed the combined population of the United States, 

Western Europe, and Japan. (Cullen, J. B. and Parboteeah, K.P. 2008). 

 Global managers have constantly to look all around the world for the best business 

opportunities and to make negotiations. It is not enough for them any more to know 

domestic market. It is not enough for them any more to know English and Western 

markets. They have to know markets all around the world if they want to succeed. That is 

why the most important characteristics of modern global manager are to understand other 

cultures, to be open toward other cultures and have the ability to work with people from 

different cultures. 

In a globalized world, negotiation is, making deals that cross national and cultural 

borders. A company which wants to sell products globally has to negotiate with foreign 

distributers and sellers. A company which wants to buy raw materials has to negotiate with 

producers or suppliers of raw materials. A company that wants to establish a factory in a 



780 

foreign country has to negotiate with the government in order to obtain all necessary 

permits. A company that wants to buy another company in a foreign country has to 

negotiate with the owner of that company. A company that wants to have a joint venture in 

a foreign country has to negotiate with partners from that country.  

Company can be located anywhere in globalized world. They are no longer only 

located in US or European cities. Figure below lists 12 cities with the most Fortune Global 

500 companies. Tokyo, Japan has the most Fortune Global 500 companies. Location of the 

companies in Seoul and Beijing shows the increasing importance of Asian market in global 

business.  

 

Figure 1. Location of Global 500 companies 

 

 
Izvor: Fortune global 500, 2011.  

 

Global managers have to be prepared to live in any city or country in order to 

manage business. That is why they have to be open to other cultures and to feel 

comfortable in foreign culture environment. Recent management literature describes the 

new intelligence called “cultural intelligence” (Early, P.C. and Mosakowski, E. 2004). It is 

ability of manager to adapt to new cultural environment what might be foreign and strange.  

Global managers have to attract, motivate and keep the best people in the world. 

People are constantly moving all around the world looking for better education, better jobs 

and a better life. It is estimated (Guffey, M. E. 2006) that 15-20% of population in 

European countries are of foreign origin. It is also estimation that immigrants will very 

soon make 50% of the work force in United States.  

The success of a company in a globalized world, where every product can be 

obtained by the click of mouse, depends mainly on human capital. “I” in the American 

company IBM means international but it could easily means intercultural as IBM has 325 

000 employees who communicate in 165 languages and sells to clients in 175 countries 

around the world. (Thill, J. V. and Bovee C.L. 2007). 

It is not so easy to be open to other cultures. Managers are, like everybody else, 

children of their cultures. They carry prejudices, stereotypes, ethnocentrism and sometimes 

xenophobia. They think at least, that their culture is the best and the way business is done 

in their country is the best or even the only way possible. Managers think very often that 

other cultures are strange or at least not as good as their own.  American managers are 

often frustrated when partners from other cultures are late for meetings, when business 

deals are not done quickly or when logical arguments are not the most important issue in 

making a deal. American managers are also frustrated when workers outside United States 

do not want to take responsibility or work at their own pace. 
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3. Uncertainty avoidance 

 

The success of global company depends on managers’ ability to be open to other cultures. 

However, managers as well as other people might be afraid by unknown countries, 

unknown situation, different people and their habits. Uncertainty avoidance can be defined 

as a measure in which people feel threatened by an unknown and uncertain situation. 

People can be also afraid of different people and different ideas and consider them 

dangerous. It is an interdisciplinary field. Anthropology was the first science that dealt 

with uncertainty and fear of the future. Uncertainty avoidance has been studied in 

psychology and sociology. Political science pays special attention to the manipulation of 

fear, especially in contemporary American politics. Dutch scientist, Geert Hofstede 

(Hofstede, G. 2001) proved empirically that there are differences among countries 

regarding uncertainty avoidance. His database compiled survey results collected within 

subsidiaries of IBM in 72 countries. The survey was conducted twice, in 1968 and in 1972, 

producing more than 116 000 questionnaires.   

We live in the world of uncertainty; nobody knows what will happen tomorrow. It 

is a fact that we have to accept and live with it. Human society has been trying to develop, 

from the old times, ways to decrease uncertainty, to predict the future or at least to accept 

the fact that the future is uncertain. Technology tries to predict natural changes and to 

decrease uncertainty caused by natural causes. Law tries to determine the way people 

should behave and makes people behave in accordance with rules. Religion tries to 

facilitate people to accept fact that the future is unpredictable. Modern societies have 

access to the information anywhere in the world, knowledge of the latest technology and 

modern law systems. However, modern societies have the fear of future as primitive 

societies used to have. It seems that progress did not decrease that feeling.  Modern 

civilization is a civilization of fear. People are constantly afraid of terrorism, war, financial 

crises, unemployment, tsunamis, avian and swine flu.  

Some countries of the world are very much afraid of the unknown, uncertain 

situation and anything what is different from usual. They are not open to new ideas, new 

people and different life styles. They want to avoid all uncertain situations. These countries 

are high uncertainty avoidance countries. 

Other countries tolerate new ideas and people, and they are not so afraid of 

uncertain situation. These countries are low uncertainty avoidance countries. 

High uncertainty avoidance countries do not tolerate uncertainty, so they try to 

prescribe and predict everything. These countries have many laws, rules and regulations. 

People believe that all problems can be solved with formal rules. People also believe that 

you can’t make mistake as long as you follow the rules. Many rules do not contribute to the 

efficiency of organization. It seems that the need to follow rules is emotional, as rules are 

followed even in the case when they are obsolete or counterproductive.  

It is interesting that these countries have many laws and regulations; however, they 

are not respected or even applied. Many strategies have been adopted in Bosnia and 

Herzegovina as Poverty Reduction Strategies, Strategies of Economic Development, 

Strategies of Social Exclusion, Anti-Corruption strategies, but none of these strategies have 

ever been applied. The saying in Bosnia and Herzegovina is that rules exist in order to be 

broken. 

Hofstede (Hofstede et al, 2010) states the World Bank’s research about the practical 

duration of two relatively simple civil procedures: collecting bounced checks (checks 

refused by the bank) and evicting a tenant for nonpayment of rent. The figures varied 

between forty days and three years across 67 countries, the duration of each procedure was 

highly significantly correlated with the uncertainty avoidance index and not with any of the 

other indexes or with national wealth.  



782 

People in the high uncertainty avoidance countries sometimes avoid court 

procedures because they feel that they will not solve the problem during their lifetime. 

Registration of a company in Bosnia requires a lot of procedures and time, so it 

discourages investors from investing in Bosnia and Herzegovina.  The World Bank’s 

publication “Doing business 2012” states that Bosnia and Herzegovina take 162nd place 

out of 183 economies in regards to starting a business. An investor has to undergo 12 

procedures in order to start up a business in Bosnia and Herzegovina.  The Number of 

necessary procedures for East European and Central Asian countries is six and for OECD 

countries is five. Bosnia is at the 125th position out of 183 countries regarding enforcing 

commercial contracts. It takes 595 days from the day of filing a lawsuit in court until actual 

payment. The average number of procedures is 37.  

In an organization in high uncertainty avoidance countries, everything has to be 

prescribed in details. The organization is very structured. It is clear who reports to whom.  

Job descriptions are very detailed. There are precise instructions what, when and how to do 

certain things. These organizations appreciate specialization, expertise and technical 

solutions.  Managers are occupied with operational matters.  

High uncertainty avoidance countries do not tolerate stress at work and do not like 

changes at work. They prefer long term employment and work in bigger organizations, so 

they feel protected.  

In low uncertainty avoidance countries, people do not like a lot of rules and 

regulations. They think that problems can be solved without rules. Rules are prescribed 

only if it is necessary. Managers have to have space for creativity and flexibility, so the 

less rules, the better. People believe in common sense and general education. Managers are 

dealing with strategic issues, so it is not necessary for a successful manager to have 

education connected with management. 

However, rules, written or unwritten are better respected in comparison with 

countries with a lot of rules. Great Britain does not have a written constitution.  

Countries with low uncertainty avoidance think that if law or rules do not work they 

should be withdrawn or changed.  

Uncertainty avoidance index for 76 countries, given in tables below, indicates that 

Latin-American and Mediterranean countries are on the top of the list. Japan, Russia and 

Poland also belong to the group of countries with high uncertainty avoidance. Ex-Yugoslav 

countries also have very high uncertainty avoidance. 

 

Table 1. High uncertainty avoidance countries 

Country Uncertainty avoidance index Rank 

Greece 112 1 

Portugal 104 2 

Guatemala 101 3 

Malta 96 6 

Russia 95 7 

Poland 93 9-10 

Japan 92 10-13 

France 86 17-22 

Source: Hofstede, G., Hofstede G.J., and Minkov, M. (2010). 

 

Scandinavian countries are low uncertainty avoidance countries. United States, 

Australia, Canada, Great Britain, China, Vietnam, Hong Kong, Malaysia and Indonesia 

also belong to the low uncertainty avoidance countries. 
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Table 2. Low uncertainty avoidance countries 

Country Uncertainty avoidance index Rank 

Singapore 8 76 

Jamaica 13 75 

Denmark 23 74 

Sweden 29 72-73 

China 30 70-71 

Great Britain 35 68-69 

India 40 66 

United States 46 64 

Canada 48 62-63 

 

Source: Hofstede, G., Hofstede G.J., and Minkov, M. (2010).  

Figure below presents the list of the selected countries with uncertainty avoidance 

index ranking from the highest to the lowest.  

 

Figure 2. Uncertainty avoidance index for selected countries 

 
 

Source: Hofstede, G., G.J.Hofstede, and M. Minkov. (2010).  

 

 

4. Secondary research on uncertainty avoidance 

  

Yugoslavia, as well as the countries of former Yugoslavia (Hofstede, 2001) are very high 

on the list of countries that have a high index of uncertainty avoidance. Serbia shares the 

11th-13th position, Slovenia is in place 15, and Croatia shares the 29th-30th position. 

Yugoslavia was very high with an index 88, and was at the same place as Slovenia now.  

 

Table 3. Uncertainty avoidance index for selected ex Yugoslav countries 

Country Uncertainty avoidance index Rank out of 76 countries 

Serbia 92 11-13 

Croatia 80 29-30 

Slovenia 88 15 

Source: Hofstede, G., G.J.Hofstede, and M. Minkov (2010) 

The figure below presents the list of the selected ex Yugoslav countries in regard to 

uncertainty avoidance index. 
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Figure 3. Uncertainty avoidance index for selected ex Yugoslav countries 

 
Source: Hofstede, G., G.J.Hofstede, and M. Minkov (2010) 

 

Hofstede did not calculate uncertainty avoidance index for Bosnia and 

Herzegovina, however, as Bosnia and Herzegovina was part of Yugoslavia when this 

research was carried out, we can assume that it has a similar index of uncertainty 

avoidance as ex Yugoslavia and neighboring countries.  

A high index of uncertainty avoidance means that people in Bosnia and 

Herzegovina are not open to new ideas and not tolerant of different people.  These feelings 

under certain conditions can even lead to racism, xenophobia and in the worst case war.  

This attitude is devastating for business.  

One of the reasons for high uncertainty avoidance is probably a long history of wars 

on this land. People who have been living on this land have been fighting against the 

Roman Empire, the Ottoman Empire, the Austro-Hungarian Empire and many other 

invaders. Bosnia and Herzegovina, which is a relatively small country, lost about 300 000 

people in the First World War.  In the Second World War about 400 000 people were 

killed. In the last war in Bosnia and Herzegovina about 100 000 (some sources mention 

figure of 300 000) people were killed, while over 2 million people were displaced. (ICTY -

The International Criminal Tribunal for former Yugoslavia, 2001). Therefore it is not 

surprising that people in Bosnia and Herzegovina are not open and trusting of others, 

neighbors and strangers. 

 

5. Primary research on uncertainty avoidance 

 

The purpose of primary research is to determine the degree of uncertainty avoidance of 

managers in Bosnia and Herzegovina and to determine if there is a difference between 

managers who work in public administration and managers who work in business.  

Primary research has been done on the sample of 51 managers from all parts of 

Bosnia and Herzegovina.  

Almost half of the targeted managers work as civil servants for the ministries, 

parliaments and government agencies, such as the Parliamentary Assembly of BiH, the 

Directorate for European Integration, the Ministry of Finance and Treasury, the Ministry of 

Foreign Affairs, as well as ministries and agencies at entity levels and the level of the 

Brcko District. These managers are paid from the government budget. Their salary is fixed, 

regular and does not depend on results. Theoretically, there is a possibility to connect 

salary with work results, however, in the time of the budget deficit and budget restriction it 

is not feasible. Civil servants have job security and can’t be fired. Again, there is a 

theoretical possibility to fire civil servants, but only under certain circumstances, 
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prescribed by law and it does not happen in practice. The other half of managers works for 

businesses, international organizations, foreign businesses or business related to 

international clients. There is no job security in this category. Salary, as well as job itself, 

depends on work performance.  

The survey was sent by e-mail, however due to the lack of responses, managers 

answered in many cases questions in direct interviews. Thus the managers had the 

opportunity to discuss questions and give their comments, explanations and objections. 

SPSS (Statistical Package for the Social Sciences) has been applied to analyze the surveys.  

 

The degree of uncertainty avoidance has been measured by: 

 Importance of job security of managers 

 Importance of job security of employees 

 Length of the time managers plan to stay on job 

 Preferences regarding the size of the company 

 Stress tolerance 

 Taking the responsibility 

 

The results of primary research show that the Bosnian managers have a moderately 

high degree of uncertainty avoidance.  

There is no job security in the era of globalization. As neoliberal academics from 

Stockholm School of Business (Riderstrale, J. and Nordstrom K., 2002) pointed out the 

working place is dead, lifelong employment is nonexistent. Nobody can except to retire in 

the same company where one started to work. Loyal worker who work for decades in the 

same office, safe and protected, belongs to the past. The job will be series of projects. This 

is even more important for managers. Developing products produced by technologies that 

changes every day have been delivering in emerging markets. Problem is that people by 

their nature do not like constant changes.  

Questions related to job security indicate that managers in Bosnia and Herzegovina 

have a high degree of uncertainty avoidance. Job security is important for them personally. 

They want to have the security that they will work on their job as long as they want. Out of 

the total sample of managers interviewed, 33.3% stated that job security is very important, 

and 47.1% stated that it is important. Only 5.9% of managers say that job security for them 

has little importance and 2% that it has no importance. 11.8% of interviewed managers 

were neutral.  

 

Figure 4. Job security 

 
Source: Author’s research 

The situation is similar to the question whether job security is of utmost importance 

for employees. Managers agree with the statement that most employees want job security 

above all. Out of all managers interviewed, 80% think that job security is very important or 

important for employees. Only 11.8% of managers say that job security for employees is of 
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small importance, but none said it is irrelevant. These answers also indicate a high degree 

of uncertainty avoidance. 

The average manager in Bosnia and Herzegovina plans to work on his/hers 

workplace about five years. The frequency of responses shows that the largest part of the 

answers is in the middle of the scale, which indicates an intermediate level of uncertainty 

avoidance. It is interesting that only 11.8% of all interviewed managers plan to do this job 

until they retire. 

A need to specify everything in details and that no space for unforeseen situations 

should be left, indicates a high degree of uncertainty avoidance. In the era of globalization, 

managers have to have space for creativity and flexibility, so excessive prescription is 

contra productive. However, Bosnian managers believe that a good manager should give 

employees detailed and complete instructions on how to do the job. Bosnian managers also 

believe that the rules of the company must not be broken, even when it is in the interest of 

the company. The need to respect the rules at any cost again indicates a high degree of 

uncertainty avoidance. However, in neither of these two cases Bosnian managers are 

extreme.  They do not think that detailed rules are absolutely important, but their responses 

range on a scale from important to moderately important.  

In the era of globalization, people work mainly in small companies. More than 60% 

of work population in the world work in small and medium size companies. (Riderstrale, J. 

and Nordstrom K., 2002). Countries that have a high degree of uncertainty avoidance 

prefer big companies, because they associate big companies with certainty. 

Bosnian managers do not believe that big companies are generally a better place to 

work than small companies. Bosnian managers do not have preferences for large or small 

companies. This answer is almost in the middle of the scale, which means a moderately 

high degree of uncertainty avoidance. 

 

Figure 5. Preferences regarding the size of the company 

 

 
Source: Author’s research 

 

Countries that have high uncertainty avoidance do not like to take responsibility 

and make decision. People in these countries prefer to be experts and specialist. They do 

not like to be chiefs.  

Questions relating to taking responsibility and stress tolerance indicate that 

managers in Bosnia and Herzegovina have a low degree of uncertainty avoidance. If 

Bosnian managers could choose between a job of an expert or manager, they would choose 

the position of the manager. This is a feature that indicates a low degree of uncertainty 

avoidance. However, we cannot talk about an extremely low degree of uncertainty 

avoidance since, out of the total sample of managers interviewed, 60.8% answered that 
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they would choose position of chief, 23.5% would choose the position of experts, and 

15.7% were neutral.  

Decision making and taking responsibility is also connected with stress. Bosnian 

managers believe that they tolerate stress very well. A high degree uncertainty avoidance 

culture does not tolerate stress and tries to avoid it in any possible way.   

 

Figure 6. Stress tolerance 

 
Source: Author’s research 

 

Based on all of the above, we can conclude that there is a difference in the degree 

of uncertainty avoidance between managers and the average citizens of Bosnia and 

Herzegovina. The average citizen of Bosnia and Herzegovina has a high index of 

uncertainty avoidance, while managers have a moderate degree of uncertainty avoidance. 

Managers believe that job security is important both for them as well as for all employees; 

however managers believe that job security is more important for the employees than for 

managers. The explanation for this may be that it is easier for the managers to find a new 

job due to their education, skills and experience. Managers have a lot of acquaintances and 

connections, because of their position, which in collectivist societies, such as Bosnia and 

Herzegovina, can very much help in finding another job. 

Primary research proved that there is a difference between managers who work in 

public administration and managers who work in business. 

The results of statistical analysis (SPSS - Statistical Package for the Social 

Sciences) show that managers employed in public administration have a greater index of 

uncertainty avoidance than managers employed in business. Managers in public 

administration probably chose this kind of job because they want to have job security, safe 

and regular pay, which is not dependent on performance. They want to cover every aspect 

of their work with written documents, rules, regulations and procedures in order to feel 

safe and secure and to avoid all uncertain situations.  

On the other hand, managers who work in business have to be exposed to new and 

unfamiliar situations, if they want to succeed, especially in the era of globalization. They 

must constantly make decisions that contain risks. If they make mistakes consequences for 

the organization and for themselves might be serious. They do not have time to deal with 

regulations, rules and procedures. Interviewed managers in business reported that 

excessive regulation and rigid posture of rules reduces the flexibility and creativity that 

manager must have in order to survive in the globalized world.  

6. Conclusion 

 

In an era of globalization, the whole world is a source of business opportunities. For 

managers of the new era, the most important characteristic is the knowledge of national 
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cultures and the ability to work with people from different cultures. Customers, suppliers, 

distributors and most importantly, the work force, come from different cultures. Managers 

have to be open to other cultures, unknown and strange situation. In the era of 

globalization, managers have to make business all around the world as economic power 

has been shifting from US and Europe to Asia and Africa. Uncertainty avoidance can be 

defined as a measure in which people feel threatened by unknown and uncertain situations 

and determine ability to have cooperation with other cultures. High uncertainty avoidance 

countries are very much afraid of unknown, uncertain situations and they are not open to 

new ideas, new people and different life styles. Low uncertainty avoidance countries 

tolerate new ideas, people and they are not afraid of uncertain and new situations. 

According to the results of secondary research, Bosnia and Herzegovina is a society with a 

high coefficient of uncertainty avoidance. Bosnia and Herzegovina is closed to others, 

fosters mistrust and fear of others, which in extreme cases can lead to xenophobia. The 

long history of wars in Bosnia and Herzegovina has influenced the formation of such a 

culture. Primary research indicates that managers have a more moderate coefficient of 

uncertainty avoidance than the average citizen of Bosnia and Herzegovina. This can be 

explained by higher education and income levels, as well as good connections which may 

eventually help managers in finding a new job, so the feeling of insecurity is smaller. 

Primary research indicates that managers employed in public administration have a greater 

degree of uncertainty avoidance than managers employed in the business. Managers in 

business have to be exposed to new and unfamiliar situations, to take risks if they are to 

survive in the market, especially in conditions of globalization. In contrast to these, 

managers in public administration have a secure job and a secure salary that is not 

dependent on their results.  
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Abstract 

 

Lately, when it comes to the importance of organizational culture for a successful business, 

increasing attention has been being given to the connection between spiritual intelligence, 

spiritual capital, and sustainability of an organization, as well as the sustainability of the 

capital itself. That is, a feeling of purpose and values is necessary to all the employees 

within an organization, as well as a feeling of fundamental purpose (spiritual intelligence) 

in order for them to built fortunes which could be generated by these feelings (spiritual 

capital). It is only in the case when the notion of capital connotes a fortune of spiritual 

capital, which is expressed by a constant search of purpose, deeper values and higher 

motives, that we can have a sustainable capital and a sustainable society. The increasing 

interest for the researches dealing with the correlation between the concept of spirituality 

and a successful business is justified by the fact that more and more people feel that their 

search for material assets leaves them unfulfilled. Their desire to connect private life 

values with the professional life grows stronger and they seek for a deeper substance of 

work, where as the modern way of living accentuates a lack of collectiveness, which is 

something a lot of people feel, causing the need for participating and connecting with 

others.      

The aim of this paper is creating an expert system which would, based on a set of 

rules created on the basis of existing knowledge on the concept of “spirituality”, assess a 

degree of presence of values supporting this concept within a certain organization. The 

methodology of making a model for assessing the level of organization’s spirituality will 

be based upon a deductive approach in creating an expert system. 

 

Keywords: spiritual intelligence, spiritual capital, expert systems, organizational culture 

JEL classification: M150 

 

INTRODUCTION 

 

In this paper we propose one of several possible models for assessing the level of 

spirituality in organizational culture of an organization, which we developed using 

deductive approach to building of an expert system. This model refers to eight ideas, i.e. 

eight indicators of change towards a culture that fosters a high level of spiritual intelligence 

(Zohar & Marshal, 2000, pp.230-238).  
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Under spiritual intelligence we imply the intelligence with which we address and 

solve problems of meaning and value, the intelligence with which we can place our actions 

and our lives in a wider, richer, meaning-giving context, the intelligence with which we 

can assess that one course of action or one life-path is more meaningful than another. This 

leads to conclusion that SQ (spiritual intelligence) is a necessary foundation for effective 

functioning of both IQ (rational intelligence) and EQ (emotional intelligence), and 

therefore it is to be considered our ultimate intelligence (Zohar & Marshal, 2000, pp.13). 

Culture is a term that has many meanings. According to the encyclopedia, culture is 

the sum of material and spiritual values created by human beings in the socio-historical 

process with an aim to conquer the forces of nature, develop the production and solve the 

social tasks in general (1958:468). Thus, culture has both material and spiritual aspects. 

Material aspect of culture includes all means of production and other material goods, while 

spiritual aspect includes all achievements in science and arts, organization of social and 

State life and morality. Spiritual culture is the sum of values of a human society, which are 

a result of human action and creation (Kralj, 2003, pp. 157). Culture is also an action, 

particularly intellectual and artistic expression, and man's adaptability to generally 

recognized principles, norms and rules of behavior. Elements of the spiritual aspect of 

culture includes: values and ideals, habits and customs and relationships among people. In 

addition to this list one could add a term «civilization», which indicates the historical level 

of culture development. 

M. Tavčar provided an interesting definition according to which culture is a 

combination of all achievements in a single environment (Tavčar, 1995, pp. 88): 

 both material and spiritual achievements with pertaining market values (know-how, 

industrial property), assets and long-term asset growth, and  

 intangible achievement with no immediate market value but relevant for the success 

of an organization (values, habits, customs, mood, etc.) 

 

According to Dannah Zohar (Zohar& Marshal, 2008, pp. 221-222), for the vast 

majority of people, the wider culture is which they live and operate is like the sea in which 

a fish might swim. The seawater is taken into the fish through its gills and permeates all its 

cells. It is impossible to draw any firm boundary between where sea ends and fish begins. 

The fish is in the sea, and the sea is in the fish. Thus, we can say that „the sea“ is the 

shared field of meaning in which our consciousness is immersed, and that shared field is 

our culture. Culture contains our shared motives, our common behavior, our joint attitudes. 

It contains patterns of meaning and common values. The impact that culture has on us as 

individuals is largely subconscious. Human relationship to culture is much more complex 

than fish and seawater. There are many cultures that impinge on us (permeate us) and 

many different levels of our behavior are influenced. Each of us is immersed in a strong 

family culture with its own dominant and recurring behavior patterns. Many of us never 

outgrow this family culture, and we carry it with us throughout life in our intimate and 

social relationships. In addition to this, each individual is immersed in the wider cultures of 

the various groups to which we belong, including our national or ethnic culture and the 

culture of our workplace. Negative effects of these cultures stuck in low motivations tend 

to drag us down. Also, positive motivations and their accompanying ideals and values can 

inspire us as individuals and raise the levels of our own behavior.  

The concept of organizational culture is a result of comparative studies about the 

phenomenon of corporation cultures in the U.S. and Japan conducted in the 80s of last 

century. In these studies (we mention only some: (Ouchi, 1981; Deal & Kennedy, 1982; 

Peters & Waterman, 1982; Schein, 1985) it was found that organizational culture i.e. 

corporate culture is one of the crucial factors for success of an organization. 

There are many different definitions of corporate culture. Here, we will mention 

just a few: "The way things are done around here" (Deal & Kennedy, 1982:4); "a pattern of 
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shared basic assumptions that was learned by a group as it solved its problems of external 

adaptation and internal integration, that has worked well enough to be considered valid 

and, therefore, to be taught to new members as the correct way you perceive, think, and 

feel in relation to those problems" (Schein, 1992: 12); "Organizational culture is the 

implicit consciousness of organization which guides the behavior of the organization 

members and influences their behavior as collective programming"(Sholz, 1987:88). And, 

finally, we offer definition by G. Hofstede who said that „culture is a collective 

programming of the mind which distinguishes one group from another“(1980:163). 

The concept of organizational culture emerged as a result of criticism of classical 

(Taylorism) philosophy of rational management, which recognizes only „hard“ elements 

(policies) of organization, while ignoring „soft“ ones. Under this traditional approach, the 

organization is primarily an instrument (means) that should be effectively and efficiently 

used to achieve the set objectives. However, the organization is also a community of 

stakeholders. Holders of the interests are the internal participants (managers and all other 

employees) as well as the external participants (customers, suppliers, competitors, funders, 

State with its infrastructure, society) i.e. all those individuals, groups, organizations, which 

are in a way affected by the operations of the organization and who can and want to 

influence it significantly. Interests of the parties are «soft» elements of the organization, 

therefore the organization is not just a mere instrument (means) to achieve the set 

objectives but also an interest group – result of the interests of most influential 

stakeholders (both internal and external). Both these aspects of organization (one that 

focuses on instrument and other that focuses on interests) are inextricably intertwined with 

one another.  

Studies conducted on successful companies in the U.S. and UK unequivocally 

demonstrated that the concept of organizational culture represents a shift in organizational 

theory from the purely quantitative (hard) elements to the qualitative (soft) elements i.e. 

values. Specifically, it was learned that culture is the connective tissue that connects and 

complements the organizational structure (both horizontal dimension, which refers to the 

labor division and vertically, which refers to the distribution of powers and 

responsibilities), system planning and control system. It brings in the spirit and purpose. 

Determining the purpose and operations of the organization (enterprise) is closely 

connected to values and value systems of people. Accordingly, more recent positions in the 

organizational theory are based on the belief that enterprises can successfully develop their 

own value systems and behavior models that can complement organizational structures and 

managerial systems and provide support to their strategies, while respecting the 

environment in which they operate (Crossman, 2011; Karakas, 2010; Geh & Tan, 2009). 

Comparative studies of corporate cultures in the USA and Japan, after the breakthrough of 

"Japanese miracle" in the 80s of last century, have shown that in successful American and 

Japanese corporations very similar cultures developed, despite different cultural 

environment in which they operated (Ivanko, 1990, pp. 93).  

Changing a wider culture, where it is negative, is of crucial importance to human 

welfare. It directly affects the change of business (corporate) culture as well. Of course, the 

process can also be reversed, but in any case, to make a change there must be a minimum 

critical mass of people who are ready for a change and who are willing to be leaders of 

such changes. In the business world, changing of culture will be entrusted to a critical mass 

of enlightened leaders. An enlightened leader is a person: 

 who did not asked to be a leader but was appointed one due to his capabilities 

and modesty,  

 who knows where he goes and how to get there,  

 who knows of no discouragement and does not avoid responsibility,  

 who seeks the best for those served,  

 who serves for the benefit of others and not for his personal gain and glory,  



792 

 who builds new leaders under his leadership,  

 who marches together with others, sharing their burden and who sticks to them 

in bad and good times,  

 whose “head” is in clouds but his “feet” are firmly on the ground,  

 who sees leadership as an opportunity to be a humble servant to others. 

 

Leader with these features is closest to the concept of „Servant leadership“. 

„Becoming a servant-leader begins with the natural feeling that one wants to serve, to 

serve first. Then conscious choice brings one to aspire to lead. That person is sharply 

different from one who is leader first, perhaps because of the need to assuage an unusual 

power drive or to acquire material possessions. The leader-first and the servant-first are 

two extreme types in the leadership continuum. Between them there are shadings and 

blends that are part of the infinite variety of human nature. The difference manifests itself 

in the care taken by the servant first to make sure that other people's highest priority needs 

are being served, which for him is of paramount importance.“ 

Only a critical mass (sufficient number) of new enlightened leaders who are moved 

by deeper (higher) spiritual motivations can change the negative aspects of corporate 

culture as well as the wider culture thereby permeated. In accordance with the preference 

of these and such motivations, a model of quality assessment of an organizational culture 

has been developed. The more «spirituality» elements the quality contains, the greater is a 

degree of success in the organization, whether measured by tangible or intangible 

indicators. A shift of organizational culture starts with the shift of motivations, which need 

to be in line with the forces of spiritual intelligence. Since motivation is behavioral driver, 

a shift in motivation will lead to a consistent shift in behavior. In turn, behavior of 

stakeholders is what makes, and later maintains the corporate culture. Only when a 

significant shift is made in behavior of all interested parties in an organization the change 

of organizational culture will occur. „Dynamic of a lasting shift starts from a shift in 

motives, which leads to shift in behavior that reflects our culture.“ (Zohar & Marshal, 

2008:224) (Figure 1.) 

 

Figure 1 – Organizational Shift Dynamics – A Feedback Loop 

 

 

 

 

 

 

 

 

 

 

 

Source: Zohar & Marshal, (2008) 
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1. Theoretical basis for development of a model for assessment of organizational 

„spirituality” 

When talking about “spirituality” of an organization, we primarily refer to the influence of 

spiritual intelligence elements on the quality of organizational culture and impact of that 

quality on the success of the organization as a whole. The success in this case being 

measured not only against tangible but also against intangible indicators. In addition, one 

should note the existence of a key link between the spiritual intelligence, spiritual capital 

and sustainability of organization, capitalism and the entire society. A sense of meaning 

and values, as well as sense of fundamental purpose are essential elements of spiritual 

intelligence that people need to build the wealth that these can generate (spiritual capital). 

“It is only when our notion of capitalism includes spiritual capital’s wealth of meaning, 

values, purpose and higher motivation that we can have sustainable capitalism and a 

sustainable society.”(Zohar & Marshal, 2008:19) 

In an interview, Dannah Zohar, in a convincing way, compared the actions of 

human beings when acting from lower motivations, where negative emotions prevail, to 

those acting from higher motivations, where elements of spiritual elements prevail. 

“When we act like a collection of bouncing billiard balls in a box, we are often 

acting against each other. There is a lot of conflict, competition, jealousy, grudges and 

anger. I argue that today's business culture is operating from the four negative motivations: 

 Fear, 

 Greed, 

 Anger, 

 Self-assertation. 

 

If you want to create holistic collaborations where team members become “systems 

within a system”, allowing them to become creative and emergent at every level, then 

you've got to act from the higher motivations. Those are the more “quantum motivations”, 

whereas our negative behaviors stem from the more “Newtonian” motivations (Zohar, 

2010). „Quantum motivation“ is based on opposite motivations such as exploration, 

cooperation, power-within and mastery. 

Eight issues relevant for studying the organizational culture mentioned by D. Zohar 

(Zohar & Marshal, 2008, pp. 233) which we also mentioned at the beginning of this paper, 

represent the areas dominating the organizational culture:  

 Communication 

 Fairness 

 Relationships 

 Power 

 Flexibility 

 Truth 

 Trust 

 Empowerment 

 

They all have a direct effect on how smoothly individuals in the organization work 

as a corporate whole, achieving unity and harmony of organizational objectives, and thus a 

consequent effect on productivity, including its low-stress component. If high level of 

spiritual intelligence is present in majority (or in all eight areas), one could say that such 

culture is the culture of a higher motivation. Such culture is the bedrock of any paradigm 

shift from «business-as-usual» to the overarching, yet realistic vision of capitalism based 

on values. 
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The degree of representation of the elements of spiritual intelligence in each of 

these eight areas in an organization can be established through answers of employees to the 

questions referring to each of the areas. 

 

Communication: 

1. Does management ensure that all employees are aware of the goals, vision and 

strategy? 

2. Do managers check upon the employees to make sure that they are contributing 

to realization of the goals, vision and strategy? 

3. Does organization encourage reporting of bad news or potential hazards? 

4. Do employees receive timely and accurate feedback on their performance? 

5. Are employees encouraged to seek feedback from their internal and external 

customers and clients on how they could better meet their needs? 

6. Are employees given the opportunity to contribute to decision-making that 

affects them in a meaningful way? 

 

Fairness 

1. Is the workload properly distributed among the team members? 

2. Are the employees fairly rewarded for their knowledge, skills and contribution to 

the organization? 

3. Are the promotions and authorities granted to the employees who are most suitable 

for the job? 

4. Does management allows its employees to learn from their mistakes or they punish 

them instead? 

5. Does organization provide support to employees when their family life makes bad 

influence on their performance? 

6. Do managers respect the ideas and suggestions provided by all members of the 

team or department? 

 

Relationships 

1. Do managers care for wellbeing of all employees? 

2. Is there a deeper friendship among employees? 

3. Does organization want to develop useful and long-term relationships with 

stakeholders (customers, shareholders, business partners, community and 

environmental groups)?  

4. Does organization discuss personnel matters, when making plans and budgets? 

5. Do managers schedule the tasks in a way to ensure that employees suffer as less 

stress as possible? 

6. Do people from different sectors and departments of the organization cooperate to 

achieve common goals? 

 

Trust 

1. What is the level of trust between managers and workers in the organization? 

2. Are the employees free to share information with one another about the status of a 

job? 

3. Can employees rely upon one another in doing their job properly? 

4. Do managers support employees when they make decisions about their job? 

5. Do team members help each other when they have problems or when they are 

overloaded? 

6. Do employees feel safe when they experiment and take (reasonable) risk for 

maximum effect? 

Power  
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1. Do managerial positions bring more privileges than lower positions? 

2. Do managers in the organization adjust the rules to please themselves? 

3. Do managers give employees the opportunity to tell them how the employees see 

the operations within the company? 

4. Are employees afraid of the power that their managers have over them? 

5. Are managers receptive to the ideas or suggestions of employees or they just 

instruct them what to do? 

6. Do employees feel that the organization is using its power to improve the welfare 

of all stakeholders? 

 

Truth 

1. Can employees trust the information obtained from the manager? 

2. Are employees encouraged to give their managers honest and timely feedback on 

any matter relating to current operations or future success? 

3. Do employees discuss future changes that may affect them? 

4. Are there secret work programs in the organizations? 

5. Do public document published by the organization provide a true and complete 

insight into performance and intentions of the company to the stakeholders? 

6. Are the employees encouraged to tell the truth in their jobs? 

 

Flexibility 

1. Do employees have the opportunity to align their plans with their preferred mode of 

operations? 

2. Do employee discuss with the manager any problems that occur due to changes in 

the environment and can they propose a change to the original plan? 

3. Does organization anticipate the most likely trends and events that may affect the 

business and does it develop contingency plans? 

4. Are employees encouraged to master certain skills to increase their contribution to 

the organization? 

5. Does the management, i.e. technology applied by management provide flexibility 

of employees in their job? 

6. Does organization try to help its customers to run the business together with it? in 

the way that best suits them? 

 

Empowerment 

1. Do employees feel able to contribute to the company’s plans and policies that affect 

them and their work? 

2. Do employees have the possibility to take an initiative in their jobs? 

3. Are employees given sufficient powers to properly perform their job? 

4. Do employees have the possibility, when make a mistake, to initiate an action on 

their own to correct it? 

5. Does organization invest into development of know how and skills of employees? 

6. Does organization consider feedback from the customers and stakeholders and does 

it use this information to improve its performance? 

 

Each question can be answered with one of 2, 3 or 4 offered answers (see Table 1). 

Employees of an organization fill in the questionnaire individually. Their answers are then 

entered into expert system under Cases tab. The experts system, based on rules integrated 

in the knowledge database and answers of the respondent entered into the system, 

calculates the level of organizational „spirituality” for each individual employee.  

Using the Doctus tool and based on a relevant number of cases (interviewed 

employees in an organization), one will calculate the frequency (of 4 values for 
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„spirituality” attribute) of diagnosed results. There are 300 employees in a company. Over 

100 of them were interviewed and their answers to the previously described questions were 

entered into expert system through Doctus tool. Using deductive reasoning, the expert 

system calculated the underlying values of „Spirituality”. The final result is: “No 

spirituality” - 20 employees, “Low spirituality” – 30 employees”, “Good spirituality – 40 

employees” and “Excellent spirituality – 10 employees”. Since the result for the largest 

number of cases was „Good spirituality”, that will be the overall result for the organization 

in question.  

 

2. Methodology for development of a model for „spirituality” assessment of an 

organization 

Earlier, the term expert system implied a software system that could “act” like a human 

expert in solving certain problems. Today, under the notion of expert system we imply 

information systems developed by application of various techniques of artificial 

intelligence. For this reason, nearly all systems built using the expert system creation tools 

(shell) are called expert systems, although they often contain so limited knowledge about a 

problem that they can hardly be any competition to human experts in respective fields. 

Software systems, which successfully compete with human experts and which contain over 

2000 inference rules in certain problem areas are called expert systems, while smaller 

software systems with up to 200 inference rules, which were developed with artificial 

intelligence techniques are called Knowledge-Based-Systems (Harmon & King, 1985, pp. 

159). Following this classification and using the Knowledge-Based-System shell and 

Doctus tools, in this paper we developed a prototype of a Knowledge-Based-System for 

diagnosing the level of organizational “spirituality” based on experience of Dannah Zohar 

and Ian Marshall described in chapter above.  

Majority of expert systems consists of two modules (Bratko, 1980, pp. 57): 

knowledge base and inference mechanism (Inference Engine). Knowledge base contains 

expert knowledge on certain issue (in this case – assessment of spirituality of an 

organization), which includes facts and relationships that can be established among these 

facts. In building the expert system presented in this paper (the order of activities shown on 

Figure 2), we used the technique of sets of pairs – attributes and values, which is one of the 

most frequently used techniques in presenting the factual knowledge. This technique 

implies that a problem to be solved (diagnostics) should be broken down into multiple 

attributes (criteria), the values of which will then affect the outcome (result) of diagnosis. 

Diagnosis boils down to decision-making. Attributes to which the problem is de-composed 

build the model for decision-making (Bohanec & Rajkovič), 1990, pp. 80-92), i.e. they 

build so-called decision-making attribute tree where each attribute is knot of the tree, while 

roots of the tree are solution to the decision-making problem. For each attribute specific 

values should be defined (so-called domain of attribute), usually in a qualitative form 

(poor, mediocre, good, etc.). The process of defining the possible attribute values starts 

from the leaves of the structure (the attributes that are not superior to any other attribute) In 

this way, knowledge base is filled in with the facts, which are the foundation of knowledge 

of a human expert. Development of the system starts with consultations of the knowledge 

moderator with the knowledge holders (experts) and defining the attributes and possible 

specific values pertaining to them, usually in a qualitative form.  
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Figure 2. Sequence of activities in the development of an expert system by deductive 

method 

 

 
 

Knowledge base is first filled with the outcome attributes. In this case the outcome 

attribute is the level of organizational spirituality or just «spirituality». Then, the specific 

values pertaining to the attribute are entered in the order from the best to the worst value 

(none, low, good, excellent). Then, the same process is repeated for other attributes (Table 

1), which should be entered according to the set hierarchy. Before entering the values, one 

should think of correlations between the values by determining which value is better and 

which is worse, i.e. which is preferable to a less desirable. In the case of attribute 

«Learning from mistakes», which in the hierarchy comes below the attribute «Justice», the 

least desirable value is «punishment», followed by «allowed sometimes» while the most 

desirable attribute from the aspect of spiritual intelligence is «Always allowed». 

 

Table 1. Entry of attributes and pertaining values thereof 

 
 



798 

After entering all the attributes and their values, it is necessary to define 

relationships between attributes and model the decision-making attribute tree. Graphical 

representation of this model is called Rule-Based Graph (Figure 3, first and second parts). 

 

Figure 3. Rule Based Graph (first part) 
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Figure 3. Rule Based Graph (second part) 

 

 
 

Outcome attribute is always in “the root” of a graph (root attribute). In this case, it 

is the attribute of “spirituality” All other attributes (first and second level) will determine 

the outcome and therefore should be linked to “spirituality” attribute. Next step in 

development of Knowledge-Based-System (as shown on Table 2) is entry of rules. To 

present the relations, which link the factual knowledge, we used the technique of 

production rules (IF … THEN …), which means that for all the attributes, in addition to 

specific values assigned, there will be production rules defined, which assign the value that 

will depend on specific combination of individual values of attributes subordinated to 

them. Rules shown in Table 2 refer to outcome attribute of “Spirituality”, which is 

superordinated to the following attributes: Communication, Fairness, Relationships, Trust, 

Power, Truth, Flexibility and Empowerment. Let’s have a look at the first entered rule in 

the Table. It has the following meaning: If the value of attribute “Communication” is poor, 
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“Fairness” – injustice, “Relationships” – poor, “Trust” – low, “Power” – negative 

impact, “Truth” – lie, `”Flexibility” – non-flexible and “Empowerment” – none, that 

means that elements of spiritual intelligence in the organization are not outstanding. A 

mark “*” entered instead of a value of an attribute means that it refers to all values 

applicable to that attribute. To define the rules, for each combination of values of the eight 

subordinate attributes, the appropriate value of outcome attribute should be defined. Thus, 

so many combinations of attribute rules, so many possible rules. Expert who creates the 

rules of an expert system enters only the rules he is familiar with, and the expert system 

shell takes care of the consistency of the rules. If some of the rules are in collision, the 

systems alerts to it by a “smiley”. One should enter the value of outcome attribute for all 

possible combinations of attributes on the level one of dependency. When entering the 

rules for attribute values of level one, it is necessary to enter all the attribute values of level 

one for all possible combinations of attributes at level two of dependency, etc. After 

entering the rules for underlying attribute of „Spirituality”, one should enter rules for each 

of the eight directly subordinate attributes (decision criteria), which also have their own 

respective sub-attributes (lower level attributes). The attribute of Communication depends 

on the following attributes: Knowledge of goals, vision and strategy, Contribution of an 

employee to implementation of goals, Reporting on hazards, Feedback information on 

performance, Feedback from clients and Influence of employees on decision-making 

process. By combining the values of these attributes we assign the value to the attribute 

Communication, thus creating the rule. In the same way we enter the rules for remaining 7 

attributes at level one.  

 

Table 2. Rules for “Spirituality” attribute 

 

 
 

 

 

Table 3. Rules for “Communication” attribute 
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3. Research results 

Once the rules are defined and automatically crosschecked for consistency, the cases from 

the research can be entered into knowledge base (Figure 3), i.e. the knowledge-based 

system can be consulted. Entry is done through a table (Cases), in which all cases are to be 

recorded. Each case is entered under its respective name (Case 1, Case 2, etc.) or under 

identification number. In concrete survey one can use name and surname of an employee. 

When it comes to deductive approach (Baračkai  & Velencei & Dorfler, 2005) that we 

have used, we entered only specific values of independent attributes that refer to the case 

currently processed, not the values of dependent attributes or the underlying attribute. After 

entering one or all cases, one should select command Reason, or on the Knowledge 

management menu the command Deductive reasoning. 

 

Figure 3. Entry of independent attributes values for cases (employees in the organization) 

 

 
 

These commands set on the inference engine of the knowledge-based-system, 

which based on entered rules automatically generates the values of independent attributes 
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and the value of underlying attribute. As it can be seen on Table 4, the value of underlying 

attribute of “Spirituality” in both cases in “Low”.  

 

Table 4. Overview of Cases after deductive reasoning of expert system 

 

 
 

If, for example, we want to explain why the diagnosis of organizational 

“spirituality” of employee “Elvir Šahić” is “Low”, using the command Explanation we 

will get information about the rule (combination of values directly subordinate to the 

attribute) used to make such a decision and set such diagnosis (Figure 4). On this picture, 
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the explanation is bolded. If we want to know the rules used for diagnosis of “Stupar 

Savo”, and particularly attribute of Communication, all we need to do is to mark it on the 

Rule Based Graph and then click on Explain (Figure 5). On the picture values of directly 

subordinate values, based on which the value of attribute of Communication was 

determined is presented in bold.  

 

Figure 4. A rule used to achieve the diagnosis result for the Case “Elvir Šahić” 

(explanation) 
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Figure 5. Rule used for attribute of Communication  for the case “Savo Stupar” 

 

 
 

5. Conclusion 

 

To build a prototype expert system for evaluation of  "spirituality" of the organizational 

culture in an organization, in this paper we used knowledge Danna Zohar’s eight areas and 

the knowledge about what it takes to make an organizational culture with elements of high 

degree of spiritual intelligence. This knowledge was summarized in the second chapter of 

this paper. Namely, it is about a universally applicable model of diagnosing the state of the 

organizational culture of a company, whose main ideas were built-in knowledge base of 

expert systems, using the rules of formalization and structuring of knowledge Doctus 

Knowledge Based System Shell.  The usefulness of this model built on the basis of an 

expert system is manifold. First, it helps leaders to deal with the organizational culture and 

shorten the time of the process of diagnosing the situation, because it provides a reliable 

methodology for better diagnosis. It is known that a good diagnosis of the state makes 50% 

of the problem resolution. Second, this model suggests the directions in which shifts are to 

be made to introduce organizational culture with a higher degree of spiritual intelligence. 

Third, on the basis of observed defects or imperfections, the expert system can be 

improved. With a new (full) knowledge base this improved system will better assist the 

leaders in their future assessments, diagnoses and decisions. This is the forth and perhaps 

the key aspect that is manifested in the improved quality of diagnosing of organizational 

culture, and thus the decision-making with support of the expert system.  

The limitation of this research arises from complexity of  the „spirituality“ concept 

of the organization. In particular, there is no agreement on content dimensions of the 

concept. During the reasearch we suggested one model for assessing the degree of 

"spirituality", which does not pretend to be comprehensive, as its validity is not tested in 
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practice. Knowledge database of expert systems, based on which we suggest evaluation of 

the „spirituality“ degree, could be changed in compliance with the best practices, in order 

to reach certain generally accepted model.   
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Abstract 

 

Generation Y brings new changes and demands to the market and advertisers. Embarking 

upon wine consumption as inexperienced consumers, Generation Y consumers are 

confused and overwhelmed when having to choose wine. Generation Y, wine consumption 

occasions and gender differences in wine consumption represent the subject of research. 

Consequently, the purpose of this study is to analyse the factors influencing wine 

consumption of Generation Y consumers in the context of two countries from South-

Eastern Europe (Bosnia and Herzegovina, and Croatia).  

Quantitative research was conducted using a highly structured, Internet-based 

questionnaire developed for this research. The online questionnaire was created using 

LimeSurvey. Special attention was given to the fact that the Bosnian and Croatian 

languages differ in various nuances that serve as ethnical, religious, social and political 

differentiation. The non-probability judgment sampling method (n=295 respondents) was 

identified as being suitable, compared to the goals and objectives of the research.  

Research findings show that specific gender differences exist in the wine 

consumption behaviour of males and females of Generation Y. However, factor analysis 

reveals that self-expression, sociability, tradition and food are factors that have been 

recognized as significant for wine consumption. Multivariate regressions have been 

applied in order to explain the influences of the mentioned factors on wine consumption. 

This paper has empirical implications because it gives suggestions on how to create 

ads to target Generation Y male and female wine consumers in accordance with factors 

that have been identified as influencing their wine consumption. The managerial 

implications consider new practical knowledge on Generation Y’s attitudes and habits that 

the regional wine industry and wine professionals could incorporate into their businesses. 

 

Keywords: Generation Y, wine consumption, Bosnia and Herzegovina, Croatia 

JEL classification: M31 

 

1. Introduction 

 

Wine is becoming a lifestyle beverage of all generations (Bruwer, Saliba & Miller, 2011) 

but image of wine differs among age cohorts (Olsen, Thach & Nowak, 2007). Bearing in 

mind that each generation has specific values, leading to different behaviours (Inglehart, 

1997), age segmentation in the wine business is getting more and more important. 

Importance of age segmentation in the wine business could be explained with the fact that 

wine consumption increases with age, experience and with maturation of the taste (Melo, 

mailto:selma.kadic@efsa.unsa.ba
mailto:jasmina.dlacic@ri.t-com.hr
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Cox, Delahunty & Forde, 2010; Quester & Smart, 1996; Stanford, Bailey & Rowley, 

2008). 

Young consumers, especially Generation Y, that is, youngsters born in the period 

between 1977 and 1999 (Lancaster & Stillman, 2003) are experiencing growing trend of 

interest in the wine market. But they are still inexperienced, confused and overwhelmed 

when having to choose wine (Mintel, 2009; Wine Intelligence, 2010). As Generation Y is 

getting older the wine industry is aware of the need to pay more attention to this segment 

(Anon, 2006; Halstead, 2006; Kevany, 2008; Mueller, Remaud & Chabin, 2011) if they 

would like to ensure market growth in the future.  

 Researchers acknowledge that wine selection patterns differ between males and 

females (Barber, Almanza & Donovan, 2006). Furthermore, Atkin, Nowak and Garcia 

(2007) acknowledge that gender plays an important role in wine information search as well 

in consequent buying behaviour. According to them males and females show different 

patterns and this information should be taken into account when approaching customers. 

Having in mind that factors which influence consumer behaviours are cultural, social, 

personal and psychological factors (Kotler and Keller, 2008), in the context of this study, 

the influence of age and gender as a part of personal-demographic factors will be analyzed. 

 Therefore, a change in marketing and advertising strategies is required in order to 

take generational specificities into account (Angoli, et al 2011), consumption situations 

and gender differences that drive consumers wine consumption motives. Hence, this study 

should help practitioners to create a promotional tool in order to adequately target male and 

female Generation Y consumers in the context of two South-Eastern European countries.  

The main purpose of the paper is to explain antecedents of wine consumption in 

different purchase situations, having in mind the gender differences of Generation Y. Paper 

is organized in the following sections. Firstly, a theoretical background and hypothesis 

development on wine consumption motives and Generation Y specificities is offered. This 

section is followed by empirical research and hypotheses testing. The final part of the 

paper is consisted of conclusion, further research and identified limitations.    

 

2. Conceptual background 

 

2.1. Generation Y and wine consumption  

Generation subculture theory proposes that significant social, political and economic 

events occurring during a birth cohort’s sensitive pre-adult years result in a generational 

identity comprised of a distinctive set of personal values, beliefs, expectations and 

behaviours that remain relatively stable throughout a generation’s lifetime (Strauss & 

Howe, 1991). It is evident that different age cohorts should differ in their social values 

(Thau & Heflin, 1997). 

Generation Y comprises those born between 1977 and 1999 (Lancaster & Stillman, 

2003). Generally speaking, they are the children of the Baby Boomers that dominated 

consumer wine marketing since the 1960s (Euromonitor International, 2007a; Mueller et 

al., 2011). The members of Generation Y are three times more numerous than their parents, 

the Baby Boomers. Generation Y has grown up with digital technology and the Internet. 

They are not blindly loyal, while they are sophisticated consumers with a great knowledge 

of brands and products that surround them. They are considered to be the generation that 

loves spending money. Attracting their attention is not the only problem but also how to 

keep it, because the duration of their attention is short and becoming even shorter. 

Furthermore, Generation Y characteristics are not just related to specific age cohort but 

also to values, life experience and shopping behaviour (Lammiman & Syrett, 2005; Leung, 

2003). Also, they are considered to be technological innovators and quick technology 

acceptance is their way of living.  
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Characteristics of Generation Y are also expressed through their deep devotion to 

friends and quick recognition of possible manipulations and dishonesty. Hence, they 

positively react to advertising campaigns that are based on jokes, irony and bare truth. 

They are active, constantly moving and what to satisfy their needs and wants as soon as 

possible. Therefore, they are more prone to embrace risks, need constant change, embrace 

innovativeness, flexibility and mobility (Lammiman & Syrett, 2005).  

 

Figure 1. Members of Generation Y, by Year, Worldwide 

 
Source: Euromonitor International (2011) 

 

Euromonitor International (2011) suggests that in the overall alcoholic beverage 

consumption of Generation Y wine seems to play a minor role (Treloar et al., 2004), but it 

increases later (Melo et al., 2010). This is especially evident in developed beer markets, 

such as the US, the UK, Australia and Germany. In mentioned countries, beer companies 

are struggling with wine producers to maintain the interest of the younger generation, 

which is exhibiting a growing preference for wine, spirits and other alcoholic beverages on 

the grounds of fashion (Euromonitor International, 2011). Peskett (2006) confirmed that in 

the coming years Generation Y members are becoming increasingly important as wine 

consumers, because they already seem to be spending substantial amounts of money on 

wine. Generation Y presents an increasing market for alcoholic beverages, with wine, in 

particular, benefiting from the fact that it is viewed by Generation Y as being fashionable 

and reflecting a sophisticated image (Euromonitor International, 2007b). Furthermore, 

Generation Y are future businessmen and wine producers should also take into account 

different factors that influence their habits regarding consuming wine in business situations 

(Dlačić et al., 2011). However, Charters et al. (2011) assert that little academic research 

has been carried out into the general wine preferences of Generation Y – but most of which 

has focused on the USA.  

US researchers (Barber, Almanza & Donovan, 2006; Wolf, Carpenter, Qenani-

Petrela, 2005) were the first to see the potential of Generation Y, claiming that members of 

Generation Y show an increased interest in wine. Since then, several studies have 

examined the wine behaviour of the members of Generation Y in different countries, such 

as the UK (Mintel, 2009; Ritchie, 2007; Wine Intelligence, 2009), Italy (Agnoli et al., 

2011), Bosnia-Herzegovina and Croatia (Dlačić, Kadić & Vranić, 2011), Australia 

(Fountain & Fish, 2010; Teagle, Mueller & Lockshin, 2010) and New Zealand (Treloar, 

Hall & Mitchell, 2004; Fountain & Lamb, 2011).  

 

Therefore, Generation Y with its characteristics represents specific age cohort that 

is up till now seldom researched in the context of wine consumption. Their interest into 
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wine consumption is growing with their maturation. Hence, they represent market segment 

that wine producers should consider to take into account in close future. Furthermore, as 

they differ from previous generations wine advertising campaigns should also take into 

account their specific characteristics and adapt market communication accordingly.  

 

2.2. Wine consumption patterns  

 

2.2.1. Motivational influences  

 

To support the growing trend of the world wine market, wine consumption should be 

introduced to young drinkers during the critical years in their late teens to the early-to-mid-

20s. During those years they form consumption habits for life (Bruwer, 2002, 2004). The 

economic, social, cultural and political context in which a generation grows up is a crucial 

factor in establishing motives and attitudes. Different motives drive wine consumption. 

Brunner and Siegrist (2011) identified several groups of wine consumption motives like, 

self-expression, recreation, sociability, health, style, food, pleasure, tradition, fun and 

intellectual challenge. Furthermore, these wine consumption motives differ across 

situations. Vrontis and Papasolomou (2007) find out that wine tasting events, word-of-

mouth and wine exhibitions are the most important factors influencing consumers’ 

behaviour and in shaping consumers perception and purchase decisions. Hence, researches 

acknowledge that different situations shape wine consumption behaviour (Brunner & 

Siegrist, 2011; Dubow, 1992; Charters, 2006; Thach & Olsen, 2004).  

 Wine is consumed because a person wants to be socially accepted or to emphasize its 

status. It aids to esthetical perception of a person that consumes wine. Furthermore, wine 

consumption also ensures relaxation and creates nice relaxing environment. It aids to 

socializing, connects people and helps establishing sociability. Some consumers connect 

wine consumption with health and consider themselves as ones taking care of their health it 

they drink a glass of wine a day. Furthermore, for some taking a glass of wine or 

consuming wine represents connection with tradition.  Wine is also considered to enhance 

hedonic pleasure and it is usually take as drink that enhances food taste. Wine consumption 

is also related to pleasure or fun because it is usually consumed in pleasant atmosphere and 

when celebrating something. It also represents intellectual challenge because of its 

complexity of the tastes. Moreover, consumers’ motives differ according to their 

preference to local or imported wines and how wine quality is perceived (Kolyesnikova et 

al., 2008).  

Generational cohorts are one of the least understood marketing dynamics (Bruwer 

et al., 2011). Mueller et al. (2011) proved that Generation Y is more oriented towards 

hedonic success and status and less oriented towards social values. Therefore, it is most 

promiscuous in its alcoholic beverage consumption. However, there are suggestions that 

Generation Y is exhibiting a positive disposition towards wine (Nielsen, 2007; Thach & 

Olsen, 2006).  

 

2.2.2. Consumption situations influence 

 

Recently, the consumption situation has been connected with the culture of the individual 

and of society (Angoli et al., 2011). Olsen et al. (2007) claimed that Generation Y 

perceives wine as a social beverage, playing an important role in social occasions for this 

generation. Young consumers are more likely to consume alcoholic beverages at pubs, bars 

and in restaurants, compared to older generations that mainly consume alcohol at home 

(Teagle et al., 2010; Wine Market Council, 2009). Angoli et al. (2011) introduced three 

levels attributed to the company in which one could consume wine: alone, with family and 

with friends.  



810 

 Furthermore, also intended usage and consumption situations have significant 

influence on purchasing behaviour (Ritchie, 2009). This is reflected in choosing different 

buying places when wine is bought as a gift, that is, in special occasions versus everyday 

wine that is usually consumed with meals in a family or with partner. Also, different 

explicit and implicit cues influence wine selection depending on the consumption situation 

(Atkin, Nowak & Garcia, 2007). According to Olsen, Thach and Nowak (2007) 

generational differences are also evident in different wine consumption situations 

indicating that Generation Y will consume wine more than others generations at the bar 

and formal celebrations. Also, reference group influence like friends, family and co-

workers is more evident in the youngest generational cohort, that is, Generation Y. Young 

people certainly prefer consuming wine with friends or family, therefore, this research 

compares the choices that are made therein with choices that are influenced by family and 

those that spring from individual decisions, like special occasions. 

 H1: Generation Y exhibits different wine consumption motivators depending on wine 

consuming occasions.  

 

2.3.3. Gender influences 

 

Male and female consumers have different perspectives on evaluating products and 

services, information search, decision process and attitudes towards marketing mix 

strategies (Gunay & Baker, 2011). These differences result from the biological distinction 

between male and female (Garst & Bodenhausen, 1997) and also from culture (Palan, 

2001). 

Certain products are perceived to be more gender-specific than others, meaning that 

individuals with stronger masculine or feminine identities tend to associate with them if 

they appeal to this aspect of their identity (Hall et al., 2001 in Barber et al., 2006). Spawton 

(2000) went as far as to state that wine has been generally perceived as a feminine 

beverage. To this conclusion adds Baber et al. (2006) research that identified white wine as 

female drink. Recent qualitative study, conducted by Charters et al., (2011), has confirmed 

that Generation Y perceives champagne and sparkling wine as a women’s drink. Moreover, 

Richie (2009) asserts that even wine buying is considered as traditional male role, actually 

more females buy wine.  

Some other studies (Schamberg, 2002; Robinson, 2004; Low, 2001; Hoffman, 

2004) have examined the gender influences of wine behaviour. However, as Bruwer et al. 

(2011) argue, these studies did not probe whether wine behaviours identified through 

gender research have relationship with age subcultures (Generation Y, for example). 

This also highlights the issue that gender plays an important role in wine 

segmentation, in addition to age. Atkin, Nowak and Garcia (2007) suggest that a good 

starting point when evaluating how consumers make wine buying decisions may be 

looking at demographic and lifecycle variables, and gender should be a starting point. 

Therefore, this research compares gender influences in wine consumption motivators 

according to different consumption situation. 

H2: Generation Y’s wine consumption motivators under different wine 

consumption occasions demonstrate gender influence.  

 

3. Empirical research  

 

3.1. Secondary Data on Wine Consumption in Bosnia-Herzegovina and Croatia 

 

Wine consumption in Bosnia-Herzegovina grew 3% in volume during 2010, totalling 13 

million litres off-trade and 2 million litres on-trade. The increased interest of consumers for 

wine culture is evident (Euromonitor International, 2010a).  Female consumers aged 18-30 
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drive the on-trade consumption of wine. Unlike most other alcoholic drinks categories, off-

trade consumption of wine is significantly stronger then on-trade. Wine is simply often too 

expensive on-trade, especially having in mind that the bulk of on-trade consumption in 

Bosnia-Herzegovina comes from consumers aged 18-30, who are not as financially solid as 

older consumers. Euromonitor International (2010) assesses that Bosnia-Herzegovina 

consumers will take an increasing interest in wine culture in the near future, being 

influenced by subtle media campaigns using television, magazines and the Internet. 

Croatia has a long tradition of alcohol consumption, with per capita consumption of 

13 litres in 2011. Generation Y members in Croatia do not usually drink wine with meals 

and tend to prefer wine mixed with Coca-Cola when in pubs or bars. Women have begun 

to drink non-grape wine, especially blackberry wine, because of the perceived health 

benefits of this type of beverage (Euromonitor International, 2012). Many older people and 

families in rural, coastal areas produce their own homemade wine, which is also sold at the 

local market and to friends. This wine is consumed on a daily basis with every main meal. 

In urban areas, wine is often replaced by beer, though those with more disposable income 

also consume wine with one of their main meals. Wine is the most common drink during 

business or private restaurant dining, with red wine being much more popular than white, 

both because of its taste and its health effects. On weekends and social nights out, younger 

people mostly drink beer, while wine and spirits are more popular at home and in 

restaurants (Euromonitor International, 2011). 

It is evident that in Bosnia-Herzegovina and in Croatia younger people are gaining 

alcohol consumption habits and increasingly consuming alcohol. Alcohol consumption is 

driven partially by increased consumer purchasing and partially by increased consumption 

of alcohol generally, including tweenagers and teenagers. One reason for this is that in both 

countries there is a lack of effective enforcement of underage alcohol consumption laws 

(Euromonitor International, 2012). The legal alcohol consumption age is 18, but due to 

poor regulation and law controls, underage consumers can get away with purchasing 

alcohol both in shops and bars. 

Wine in Croatia and B&H can be sold in any food shop, supermarket, wine shop or 

specialist shop, as well as gas stations. Gas stations that are open all night also sell alcohol 

and many young people buy their drinks there before heading to the bar. The most 

common outlets for alcohol, as for all other food and drinks products, are food shops and 

supermarkets. Wine is more frequently bought in supermarkets and hypermarkets due to 

lower prices. The large proportion of alcohol sold in shops points to the national habit of 

alcohol consumption on a daily basis with meals rather than bingeing on weekends, as in 

some other countries, and is partly the result of lower purchasing power than in other EU 

countries. Independent wine shops do exist but they are few and none large enough to form 

a chain, as they are still not the primary or preferred retail source for wine. 

 

3.2. Primary Data Collection and Sample  

 

To test the proposed hypotheses, a field research was conducted in Bosnia and 

Herzegovina, and Croatia. Research, conducted during April 2011, used a highly structured 

questionnaire. A non-probability sampling accompanied with snowball technique was 

used. It was decided that it is appropriate to use the snowball technique because of the 

sensibility of the researched topic, that is, personal alcohol consumption habits. A self-

administered online survey was used and 329 fully answered questionnaires were 

collected.  

Followed by definition of Generation Y, given by Lancaster and Stillman (2003), 

the year of birth of respondents was taken as a filter variable. Consequently, 295 out of the 

329 collected questionnaires were included in the subsequent research on Generation Y. 

Sample characteristics show the following pattern: 62% of respondents are from Croatia 
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(48% from Bosnia and Herzegovina), 65.8% female, 46.5% in a relationship, 35.9% 

finished high school, and 50.8% are employed. 

The questionnaire included questions about wine consumption habits and reasons 

for consuming wine. In defining reasons for wine consumption, different authors were 

consulted. Items from Brunner and Siegrist (2011), Dubow (1992), Charters (2006) and 

Thach and Olsen (2004) were used. These authors identified different motives that drive 

consumers in wine consumption. Consumers consume wine to represent their personality 

or to be perceived differently in society. Furthermore, wine can enhance socializing and 

create nice atmosphere. Some consume wine because of the wine consuming tradition in 

their family or because they are influenced by their cultural background. Also, consumers 

consume wine to enhance food taste.  

Different wine consuming situations were included in the research. Consumers 

differentiate themselves according to the occasion when they mostly consume wine. Some 

mostly consume wine with friends, others with their family or partner, and some 

predominantly on special occasions.  

The survey instrument was developed in English and then translated into the 

Bosnian and Croatian language. As items from past researches were translated to the 

Bosnian and Croatian language a slight adaptation was necessary. Furthermore, all 

statements were measured on a five-point Likert scale, where 1 indicated strongly disagree, 

and 5 indicated strongly agree. 

In analysing results, the SPSS software package was used. Exploratory factor 

analysis and multivariate regressions were conducted to test the posited hypotheses. 

 

3.3. Hypothesis Testing 

 

An explorative factor analysis was performed. Common factor analysis using principal axis 

factoring in SPSS with oblimin rotation was used. This was done according to the 

suggestion of Hair, Black, Babin, Anderson & Tatham (2006) that oblimin rotation should 

be used when factors are assumed to be correlated. Moreover, they also assert that the 

primary objective of common factor analysis is to identify the latent dimensions or 

constructs represented in the original variables.  

Analysis revealed that different motivators in the wine consumption process exist 

among respondents. The KMO measure and Bartlett test of sphericity were satisfactory. 

Items that heavily cross-loaded were excluded from the analysis and are not presented in 

the following tables. While checking for the factor reliability, items with low item-to-total 

correlations were also removed from the factors. Results from explorative factor analysis 

are presented in Table 1.  
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Table 1. Factor and Reliability Analysis Results for Wine Consumption Motivators 

 Factors  

Items Sociability Self-

expression 

Tradition Food 

To be respected  -0.944   

Because consuming wine testifies to a 

mature personality 

 -0.900   

To be distinctive  -0.711   

Because it aids socializing 0.818    

Because it creates a nice atmosphere 0.573    

When I want to share something 

special  

0.481    

To celebrate something with friends 0.474    

Because a glass of wine belongs with a 

nice meal 

   -0.832 

Because it creates a special dining 

ambience 

   -0.739 

Because of my cultural background   -0.910  

Because it is a tradition in my family   -0.869  

For ritual   -0.412  

Cronbach’s alpha 0.724 0.884 0.787 0.789 

Mean  3.627 1.439 2.208 3.511 

Source: authors’ analysis 

 

All four factors together explain 71.31% in variance. So, it can be concluded that 

they adequately represent the different wine consuming habits that Generation Y stresses 

as important reasons for wine consumption. Also factor reliabilities are at an acceptable 

level as Cronbach’s alpha ranges between 0.724 and 0.884. Hence, they can be used in 

further analysis. 

These four factors are named sociability, self-expression, tradition and food. 

Therefore, different drivers of wine consumption are present among Generation Y. Wine is 

consumed to enhance sociability through socializing, to create a pleasant atmosphere, and 

to celebrate or share something special. Olsen et al. (2007) as well as Dubrow (1992) argue 

that this socialization factor is very much expressed in Generation Y consumers as they are 

under reference groups’ influence and therefore consume wine to help them socialize.  

Other characteristics related to consuming wine are connected to a person’s desire 

to be perceived differently. These characteristics are grouped under the self-expression 

construct. Some users are image conscious (Dubrow, 1992) and consume wine to present 

themselves in certain manner and to enhance their self-created image. Consuming wine 

testifies to a mature personality and helps them to be respected in the social environment 

(Brunner & Siegrist, 2011). Individuals also consume wine due to their cultural 

background or tradition in the family. Hence, tradition also represents one of the 

motivators in the wine consumption (Chaters, 2006).  

This plethora of different motivators is further extended with the food factor. 

Generation Y consumes wine during meals because wine creates a special ambient when 

combined with food. This is consistent with previous work (Thach & Olsen, 2004; 

Dubrow, 1992) that wine as a food enhancement is present as a motivator in wine 

consumption. In addition, the findings of Olsen et al. (2007) also support the fact that 

customers mainly agree that wine and food go together and enhance one another. This 

characteristic is found to be present in different age cohorts.  
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Further on, relationships between different wine consuming occasions and 

identified motivators are tested. It is assumed that in different occasions diverse motivators 

should be expressed. Multivariate regression analysis was used as we wanted to test the 

relationships between one dependent metric variable (wine consuming occasion) and four 

independent variables (wine consuming motivators). Therefore, because three separate 

wine consuming occasions are tested; three different multivariate regression analyses are 

conducted. As differences between genders are also posited to influence wine consuming 

occasions, separate analysis for both males and females are conducted. The Enter method 

was used for entering independent variables into the model.  

An analysis of the regression residuals was also done for every subsample. The 

assumption of random errors and homoscedasticity has been met for every subsample. This 

is also true for the assumption of the normality of residuals, because the graphs show a 

normal distribution pattern. Tolerance and VIF were at acceptable levels. When 

considering both subsamples, the lowest value of tolerance is 0.659 and highest value of 

VIF is 1.516. Average VIFs are low, exhibiting values of 1.454 for the male, and 1.244 for 

the female, subsample. 

Multivariate regression analyses for different wine consuming occasions and for 

both female and male subsamples are presented in the following tables (Table 2, 3 and 4).  

 

Table 2. Results of Multivariate Regression Analysis for Wine Consuming Occasion (Friends) 

 Model 1 (F) Model 2 (M) 

 B beta t-value B beta t-value 

Constant 2.643
**

 

(0.293) 

 9.030 2.611
**

 

(0.375) 

 6.970 

Self-expression -0.102 

(0.101) 

-0.070 -1.013 0.067 

(0.138) 

0.052 0.486 

Sociability 0.515
**

 

(0.084) 

0.457 6.110 0.385
**

 

(0.120) 

0.364 3.217 

Tradition -0.131
*
 

(0.065) 

-0.144 -2.021 -0.126 

(0.105) 

-0.133 -1.191 

Food 0.041 

(0.065) 

0.047 0.627 0.119 

(0.084) 

0.159 1.418 

Observations 194 101 

R
2
 0.202 0.191 

R
2
(adj) 0.186 0.157 

F 11.994
**

 5.652
**

 

Effect size 0.271 0.392 

Power 0.998 0.976 
Note: F=female, M= male; *, ** significant at <0.05, <0.001 level respectively; standard errors are given in 

parenthesis; power is calculated at 0.001 level. 

Dependent variables: My consumption of wine is mostly related to friends. 

Variables selection method: Enter. 

Source: authors’ analysis 

 

In analysing the tested model, several characteristics can be noticed. When 

considering consuming wine with friends for both female and male, sociability is found to 

be the influencing factor. But standardized beta loadings for females are somewhat higher 

than for males. That is, =0.457 for females and =0.364 for males. In addition, females 

are under the negative influence of the tradition factor when consuming wine with friends 

(=-0.144). F values for both models are statistically significant at the 0.1% level. R
2
 

values are relatively low indicating that there are also other factors not included in the 

model that represent motivators in the wine consumption process.   
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Additional analysis shows that Durbin-Watson test values for both models are at 

acceptable levels, that is, 1.961, for the male, and 2.263 for the female, model. Therefore, 

no residuals are correlated. Five per cent of the residuals are expected to fall outside the -

+2 standardized residuals. Male subsample residuals meet this assumption, that is, five 

residuals are beyond this threshold. Furthermore, 1 per cent of the residuals are expected to 

fall outside the -+2.5 standardized residuals. However, for the male subsample this 

assumption is not met as three cases fall outside this threshold. This 3% of the cases that 

fall outside the -+2.5 standardized residuals for the male subsample indicate that the 

sample conforms fairly accurately to the model. For the female subsample, 13 cases fall 

outside the mentioned threshold of -+2 standardized residuals. Therefore, the assumption is 

not met as three cases violate it. Similar to the male subsample, in the female subsample 

the assumption that 1% of the cases will fall outside -+2.5 standardized residuals is also not 

met. In the female subsample, seven cases fall outside the mentioned threshold, that is, 3% 

of the cases do not meet the assumption. This is not a huge value; therefore, it indicates 

that the female subsample also conforms fairly accurately to the model.  

All Cook distances are below the acceptable cut-off of 1. The male subsample has 

the highest value of 0.175. Therefore, no cases have undue influence on the model. For the 

male subsample, the average leverage value is 0.0495. Only one case exceeds the most 

stringent Hoalgin-Welsch criterion of 0.099 but it is still below the less stringent (Steven, 

2002 in Field, 2009) criterion of 0.1485. For the female subsample, the average leverage 

value is 0.0257. Four cases exceed the stringent criterion of double average leverage value 

(0.0515), but are still below the second leverage value criterion of 0.077.  

The highest value of the Mahalanobis parameter is 10 and 14 for the male and 

female subsamples, respectively. This is below the cut-off point for smaller samples. All 

standardized DFBetas for both the male and female subsample are values below 1; 

therefore no cases will have any influence over the regression parameters. Where the 

covariance ratio is concerned, the situation is slightly different. Four cases in the male 

subsample and nine cases in the female subsample fall below the CVR criteria. Therefore 

we can conclude that deleting the cases could improve the precision of some model 

parameters. But as the Cook distance is below 1, it is not necessary to exclude these cases 

from the analysis.  

 
Table 3. Results of Multivariate Regression Analysis for Wine Consuming Occasion 

(Partner/family) 
 Model 1 (F) Model 2 (M) 

 B beta t-value B beta t-value 

Constant 2.099** 

(0.413) 

 5.077 1.605**  

(0.503) 

 3.189 

Self-expression -0.015  

(0.143) 

-0.007 -0.104 0.298 

 (0.185) 

0.165 1.610 

Sociability 0.019  

(0.119) 

0.012 0.158 -0.198  

(0.161) 

-0.135 -1.230 

Tradition -0.033 

 (0.092) 

-0.027 -0.363 0.197  

(0.142) 

0.150 1.391 

Food 0.437**  

(0.092) 

0.369 4.752 0.429** 

(0.112) 

0.414 3.816 

Observations 194 101 

R2 0.134 0.241 

R2(adj) 0.115 0.209 

F 7.298** 7.623** 

Effect size 0.207 0.631 

Power 0.985 0.999 

Note: F=female, M= male; *, ** significant at <0.05, <0.001 level respectively; standard errors are given in 

parenthesis; power is calculated at 0.001 level. 

Dependent variables: My consumption of wine is mostly related to partner/family 

Variables selection method: Enter 

Source: authors’ analysis 
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When analysing wine consumption with a partner or family, the impact of the food 

factor is evident. Therefore, an individual’s decision to consume wine with partner/family 

influences the belief that wine enhances food taste. But, the impact is somewhat higher for 

males than for females, exhibiting standardized beta loadings () of 0.414 versus 0.369, 

respectively. Therefore, males exhibit a higher influence of the food factor than females do 

when consuming wine with partner/family. F values for both models are statistically 

significant at the 0.1% level. R
2
 values are relatively low, but for the male sample they are 

a little bit higher than when consuming wine with friends. This indicates that there are also 

other factors not included in the model that represent motivators in the wine consumption 

process.   

Further analysis reveals that Durbin-Watson test values for both models are at 

acceptable levels, that is, 1.505 and 1.836 for male and female model, respectively. For the 

male subsample, four of the cases fall outside the -+ 2 standardized residuals and not one 

falls outside the -+2.5 standardized residuals. For the female subsample, 11 cases fall 

outside the -+2 standardized residuals. According to the 5% criterion, ten such cases are 

allowed. Only two cases fall outside -+2.5 standardized residuals criterion. This is an 

acceptable number of cases according to the 1% criterion. Therefore, our samples conform 

to a fairly accurate model.  

All Cook distances are below the acceptable cut-off of 1. Hence, the female 

subsample has the highest value of 0.086. Therefore, no cases have undue influence on the 

model. All cases in the male subsample are under the most stringent criterion of 0.099 for 

leveraged value. In the female subsample, one case exceeds both double and triple leverage 

values criterions. But this case represents 0.5% of the cases. Therefore, there is no need to 

worry as the number of cases that exceeds the criterion on leverage values is quite small. 

The highest Mahalanobis parameter is 15, exhibited in the female subsample. All 

standardized DFBetas for both male and female subsamples are values below 1. The 

highest DFBeta value of 0.52 is in female subsample. Therefore, no cases will have 

influence over the regression parameters. In both male and female subsamples, four of the 

cases fall below the covariance ratio criterion, that is, these four cases have covariance 

ratio values lower than 0.8515 and 0.923 for the male and female subsample, respectively. 

But because Cook distance values are below 1, it is not necessary to exclude these cases 

from the analysis. 

 

Table 4. Results of Multivariate Regression Analysis for Wine Consuming Occasion 

(Special occasions) 

 
 Model 1 (F) Model 2 (M) 

 B beta t-value B beta t-value 

Constant 2.432** (0.373)  6.516 1.587* (0.512)  3.100 

Self-expression -0.027 (0.129) -0.016 -0.213 0.058 (0.118) 0.033 0.307 

Sociability 0.462** (0.108) 0.343 4.299 0.245 (0.163) 0.171 1.500 

Tradition -0.076 (0.083) -0.069 -0.914 0.207 (0.144) 0.162 1.440 

Food -0.066 (0.083) -0.064 -0.801 0.178 (0.114) 0.176 1.558 

Observations 194 101 

R2 0.095 0.173 

R2(adj) 0.076 0.138 

F 4.968** 5.016** 

Effect size 0.100 0.549 

Power 0.639 0.998 

Note: F=female, M= male; *, ** significant at <0.05, <0.001 level respectively; standard 

errors are given in parenthesis; power is calculated at 0.001 level. 

Dependent variables: My consumption of wine is mostly related to special occasions 

Variables selection method: Enter 

Source: authors’ analysis 
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The analysis of special occasions in wine consumption shows a different pattern. 

Only for females does the sociability factor show statistically significant influence, that is, 

sociability is found to be the influencing factor when females consume wine in special 

occasions. F values for both models are statistically significant at 0.1% level. R
2
 values are 

relatively low and show the lowest values of all preceding models that deal with different 

wine consuming occasions. This indicates that there are other factors not included in the 

model that represent motivators in consuming wine in special occasions.   

Influential cases analysis reveals that Durbin-Watson test values for both models 

are at acceptable levels, that is, 1.648 and 1.757 for the male and female subsample, 

respectively. In the male subsample, 1% of the residuals exceeds both the -+2 standardized 

residuals and the -+2.5 standardized residuals threshold. In the female subsample residuals 

conform to mentioned thresholds. Hence, 5% of them are lower than -+2 standardized 

residuals and 1% is lower than -+2.5 standardized residuals. So, both male and female 

subsamples conform fairly accurately to the model. 

The male subsample shows the highest value of Cook distances, 0.137. As values 

are below 1, no cases have undue influence on the model. In the male subsample, only one 

case exceeds the most stringent Hoalgin-Welsch criterion for leverage value of 0.099, but 

it is still below the less stringent criterion of 0.1485. In the female subsample, none of the 

cases exceed the stringent criterion of 0.0515 for leverage values. The highest values of the 

Mahalanobis parameter are 10 and 1 for the male and female subsample, respectively. 

Therefore, none of the cases exceed the cut-off point for smaller samples. In both the male 

and female subsamples, the highest standardized DFBeta is 0.567, exhibited in the male 

subsample. This is well below the value of 1, the cut-off point for standardized DFBetas. 

Therefore, none of the cases will have any influence over the regression parameters. In 

both the male and female subsamples, there are three cases that are below the CVR 

criterion. But as all Cook distances are well below 1, their exclusion will not substantially 

improve model parameters and, therefore, they can be retained in the analysis.   

It should be noted that all models explain a relatively low adjusted R
2
 indicating 

that other factors should be considered and included in the model. Nonetheless, power 

analysis reveals that models exhibit relatively high power, that is, type II error is relatively 

low (Field, 2009). Hence, it can be concluded that the researched factors have an influence 

in different wine consuming occasions. This is so, even for the model researching special 

occasions and females. When power is calculated at the 0.05 level, its value is 0.954, 

therefore, exhibiting low type II error. 

From the conducted analysis it is evident that Generation Y exhibits different 

motivators in different wine consumption occasions. Sociability is the motivator of wine 

consumption for both males and females when consuming wine with friends. But, for the 

female subsample, the tradition factor also represents an influence on wine consumption. 

But this influence has a negative sign. This is consistent with the findings of Olsen et al. 

(2007) that reference groups, such as friends, are influential factors that support and induce 

wine consumption.  

When consuming wine with partner/family, both the male and female subsample 

experience the food factor as motivator. Therefore, both males and females consume wine 

with their partners or in the family because of its characteristic that it enhances the taste of 

food. This finding supports previous results (Dubrow, 1992; Brunner & Siegrist, 2011) 

indicating that wine and food go together for all individuals across different cohorts. 

Wine consumption in special occasions is influenced by the sociability factor. This 

sociability factor is expressed only in the female subsample. While in the male subsample, 

none of the analysed motivators have a statistically significant influence on wine 

consumption. Dubrow (1992) reports similar results that identify sociability as the most 

important factor in occasions-based consuming. Furthermore, in their research, Olsen et al. 

(2007) emphasize that at celebrations Generation Y are the ones that mostly consume wine. 



818 

Also interesting is the finding that the socialization factor has no influence on males, when 

special occasions are analysed.  

Therefore, it can be concluded that Generation Y exhibits different motivators that 

drive wine consumption. These motivators do differ depending on the wine consumption 

occasion, and different motivators are exhibited due to gender differences. Hence, it can be 

concluded that both of the posited hypothesis, H1 and H2, are confirmed. 

 

4. Conclusion 

 

This paper contributes to the recognition of situational and gender influences on wine 

consumption motivators. Different motivators of wine consumption are found to be present 

within Generation Y. They are grouped as self-expression, sociability, tradition and food. 

Sociability was found to be the most influential driver of wine consumption with friends, 

both for males and females. Female wine consumption with friends, however, is also under 

the negative influence of tradition. Furthermore, both males and females report that wine 

consumption with their partner or family is driven by the perception that wine enhances 

food taste. Differently, in special occasions, wine consumption for females is driven by 

sociability. Males, however, do not exhibit any of the researched influences as wine 

consumption motivators on special occasions. Therefore, gender influences, together with 

wine consumption occasions, represent elements that have to be considered when wine 

consumption is analysed.  

This research has provided a number of insights into the characteristics of young wine 

consumers, and has identified some interesting similarities and differences in the wine 

behaviour of Generation Y. The results of this research allow us to infer key factors that 

local wine firms should consider to develop a constructive relationship with Generation Y: 

(1) Gender differences should be taken into consideration when building wine marketing 

mix elements, especially in developing communication with target segments of 

Generation Y. 

(2) Group dynamics should be used to reach the young consumers and turn them into 

activators of sociality. 

(3) Education regarding consumption should be provided in order to increase the 

awareness, capacity and confidence with which Generation Y evaluates products and 

combines them with food. 

(4) The pleasure perception should be used to study the specific elements of wine, in order 

to meet the hedonistic expectations of this target group, which are driven by their 

sensory, psychological and social values. 

(5) In order to influence and develop wine image, organizations should take into account 

different wine consumption drivers and emphasize the ones that enhance the desired 

wine image.  

 

Generational issues are, however, only one element that marketers should include in 

planning their marketing strategies (Higgins, 1998). Qualitative research, to explore 

previous consumption behaviour, would help to provide more explanation for the findings.  

Research limitations can be expressed through the limited sample size and the 

sampling method that was used in this particular research. Also, a relatively limited 

number of wine consumption motivators are included in this research.   

Further research should be focus on identifying wine consumption motivators of 

other age cohorts and how they differ with Generation Y. Also, more wine consumption 

motivators and consumption locations should be included in the research to obtain more 

profound knowledge about the wine consumption patterns of Generation Y 

References  

 



819 

Agnoli L., Begalli D. & Capitello R. 2011. Generation Y’s perception of wine and 

consumption situations in a traditional wine-producing region. International Journal of 

Wine Business Research, 23(2): 176-192. 

Anon, 2006. Wine market must attract younger fans. Off Licence News, 23rd June: 1. 

Atkin, T., Nowak, L. & Garcia, R. 2007. Women wine consumers: information search and 

retailing implications. International Journal of Wine Business Research, 19(4): 327-339. 

Barber, N., Almanza, B.A. & Donovan, J. 2006. Motivational factors of gender, income and 

age on selecting a bottle of wine. International Journal of Wine Business Research, 

18(3): 218-232. 

Barber, N., Dodd, T. & Ghiselli, R. 2008. Capturing the younger wine consumer. Journal of 

Wine Research, 19(2): 123-141. 

Brunner, T.A. & Siegrist, M. 2011. A consumer-oriented segmentation study in the Swiss wine 

market. British Food Journal, 113(3): 353-373. 

Bruwer J., Saliba A. & Miller B. 2011. Consumer behaviour and sensory preference 

differences: implications for wine product marketing. Journal of Consumer Marketing, 

28(1): 5–18. 

Bruwer, J. 2002. Marketing wine to Generation-X consumers through the tasting room. The 

Australian & New Zealand Grapegrower & Winemaker, 467: 67-70. 

Bruwer, J. 2004. The love affair of Generation-X consumers with the winery tasting room. The 

Australian & New Zealand Grapegrower & Winemaker, 491: 19-24. 

Charters S., Velikova N., Ritchie C., Fountain J., Thach L., Dodd T.H., Fish N., Herbst F. & 

Terblanche N. 2011. Generation Y and sparkling wines: a cross-cultural perspective. 

International Journal of Wine Business Research, 23(2): 161-175. 

Charters, S. 2006. Wine and Society, Oxford: Elsevier Butterworth-Heinemann. 

Dlačić, J., Kadić-Maglajlić, S. & Vranić, F. 2011. Attitudes towards wine consumption: a 

comparative study of two countries. In  Križman Pavlović, D. & Benazić, D. (Eds), 

Marketing challenges in New Economy, Proceedings of the 22nd CROMAR Congress, 

06-08 October 2011, Pula, Croatia: 229-249.  Pula, Rijeka: Juraj Dobrila University of 

Pula, Department of economics and tourism Dr. Mijo Mirković; CROMAR.  

Dubow, J.S. 1992. Occasion-based vs. user-based benefit segmentation: a case study. Journal 

of Advertising Research, 32(2): 11-18. 

Durvasula, S. & Lysonski, S. 2008: A double-edged sword: understanding vanity across 

cultures. Journal of Consumer Marketing, 25(4): 230-44. 

Euromonitor International, 2012. Wine in Croatia-Country Report. London: Euromonitor 

International. 

Euromonitor International, 2011. Consumer Lifestyles – Croatia. London: Euromonitor 

International. 

Euromonitor International, 2010. Wine in Bosnia-Herzegovina-Country Report. London: 

Euromonitor International. 

Euromonitor International, 2007a. Generation Y go to work?, London: Euromonitor 

International. 

Euromonitor International, 2007b. Generation Y: Marketing to the Young Ones (18-26s). 

London: Euromonitor International. 

Field, A. 2009. Discovering statistics using SPSS, 3
rd

 edition. London: Sage publications. 

Fountain J. & Lamb C. 2011. Generation Y as young wine consumers in New Zealand: how do 

they differ from Generation X? International Journal of Wine Business Research (23)2: 

107-124. 

Fountain, J. & Fish, N. 2010. It’s a happy drink: Australasian Generation Y’s experiences and 

perception of sparkling wine, Proceedings 5th International Academy of Wine Business 

Research Conference, 8-10 February 2010, Auckland, NZ. Academy of Wine Business 

Research. 

http://bib.irb.hr/prikazi-rad?&rad=536629
http://bib.irb.hr/prikazi-rad?&rad=536629


820 

Garst, J. & Bodenhausen, G.V. 1997. Advertising’s effects on men’s gender role attitudes. Sex 

Roles, 36(9/10): 551-572. 

Gunay G.N. & Baker M.J. 2011. The factors influencing consumers’ behaviour on wine 

consumption in the Turkish wine market. EuroMed Journal of Business, (6)3: 324-341. 

Hair, J.F. Jr., Black, W.C., Babin, B.J., Anderson, R.E., & Tatham, R.L. 2006. Multivariate 

Data Analysis, 6th edition. Upper Saddle River, N.J.: Pearson Prentice Hall. 

Halstead, L. 2006. Young drinkers are ripe for the picking, Off-licence News: 12. 

Inglehart, R. 1997. Modernization and Postmodernization: Cultural, Economic, and Political 

Change in 43 Societies. Princeton, NJ: Princeton University Press. 

Emerald, 2011. Special issue: Generation Y and wine. International Journal of Wine Business 

Research, 23(2).  

Kevany, S. 2008. French Millenials drinking less, Americans more. Meninger’s Wine Business 

International, 3: 13-17. 

Kolyesnikova, N., Dodd, T.H. & Duhan, D.F. 2008. Consumer attitudes towards local wines in 

an emerging region: a segmentation approach. International Journal of Wine Business 

Research, 20(4): 321-334. 

Kotler, P. & Keller K. 2008. Marketing Management, 13th edition, Prentice Hall. 

Lammiman, J. & Syrett, M. 2005. Cool generacija – nova poslovna filozofija 

[CoolSearch:Keeping Your Organization In Touch and On the Edge…], Zagreb: 

Naklada Ljevak. 

Lancaster, L.C. & Stillman, D. 2002. When Generations Collide: Who They Are. Why They 

Clash. How to Solve the Generational Puzzle at Work. New York: Harper Business. 

Leung, L. 2003, Impacts of Net-generation attributes, seductive properties of the Internet and 

gratifications-obtained on Internet use. Telematics and Informatics, 20, 107–129.Low, S. 

2001. One for the Ladies, Wine International, 1 November. 

Melo, L., Cox, D.N., Delahunty, C. & Forde, C. 2010. Alcohol and wine consumptions’ 

patterns over consumers’ lifetimes, Proceedings 5th International Academy of Wine 

Business Research Conference, 8-10 February 2010, Auckland, NZ. Academy of Wine 

Business Research. 

Mintel, 2009. Younger wine drinkers failing to engage. Wine Business International, 4: 34. 

Mueller, S., Remaud,  H. & Chabin, Y. 2011. How strong and generalisable is the Generation 

Y effect? A cross-cultural study for wine. International Journal of Wine Business 

Research, (23)2: 125-144. 

Nielsen, 2007. Millennial consumers seek new tastes, willing to pay a premium for alcoholic 

beverages, News release from the Nielsen Company, available at: www.nielsen.com  

Olsen, J.E., Thach, L. & Nowak, L. 2007. Wine for my generation: exploring how US wine 

consumers are socialized to wine. Journal of Wine Research, (18)1: 1-18 

Palan, K.M. 2001. Gender identity in consumer behaviour research: A literature review and 

research agenda. Academy of Marketing Science Review, 10: 1-31. 

Peskett, S. 2006, Under-30s are the big spenders in UK market, Harpers, 26 May: 10. 

Ritchie, C. 2007. Beyond drinking: the role of wine in the life of the UK consumer. 

International Journal of Consumer Studies, 31(5): 534-40. 

Ritchie, C. 2009. The culture of wine buying in the UK off-trade. International Journal of 

Wine Business Research, 21(3): 194 – 211. 

Ritchie, C., Ritchie, F. & Ward, R. 2009. A good night out: alcohol-related behaviour in young 

adults. Worldwide Hospitality and Tourism Themes, 1(2): 169-193. 

Robinson, J. 2004. A woman’s place is in the cellar, San Francisco Chronicle, 8 July. 

Schamberg, A. 2002. Battle of the sexes plays out in wine. Milwaukee Journal Sentinel, 18 

August. 

Spawton, T. 2000. A taxonomy of wine consumer research in Australia 1990-2000, paper 

presented at the XXIVeme Congress of Wine and Vine, Paris. 

http://www.nielsen.com/


821 

Stanford, L., Bailey, P. & Rowley, J. 2008. Market insights: Australia, Wine Industry Outlook 

Conference Supply and Demand Report. Adelaide: Australian Wine and Brandy 

Corporation. 

Strauss, W. & Howe, H. 1991. Generations: The History of America’s Future, 1584-2008. 

New York, NY: Quill William Morrow. 

Teagle, J., Mueller, S. & Lockshin, L. 2010. How do Millennials’ wine attitudes and behaviour 

differ from other generations? Proceedings 5th International Academy of Wine Business 

Research Conference, 8-10 February 2010, Auckland, NZ. Academy of Wine Business 

Research. 

Thach, E. & Olsen, J. 2004. The search for new wine consumers: marketing focus on consumer 

lifestyle or lifecycle?, International Journal of Wine Marketing, 16(3): 44-57. 

Thach, E.C. & Olsen, J.E. 2006. Market segment analysis to target young adult wine drinkers, 

Agribusiness, 22(3): 307-322. 

Thau, R.D. & Heflin, J.S. 1997. Generations Apart: Xers vs. Boomers vs the Elderly. Amherst, 

NY: Prometheus Books. 

Treloar, P., Hall, C.M. & Mitchell, R. 2004. Wine tourism and the Generation Y market: 

any possibilities?, paper presented at CAUTHE Conference, Brisbane, available at: 

http://hdl.handle.net/10523/687  

Vrontis, D. and Papasolomou, I. 2007. Brand and product building: the case of the Cyprus 

wine industry. Journal of Product & Brand Management, 16(3): 159-167. 

Euromonitor International 2010. Wine - Bosnia-Herzegovina Country Sector Briefing. London: 

Euromonitor International. 

Euromonitor International 2010. Wine – Croatia Country Sector Briefing. London: 

Euromonitor International. 

Wine Intelligence 2010. Generation wine: Getting to the heart of Millennial wine drinker 

around the world, paper presented at the London International Wine Fair LIWF, London, 

18 May. 

Quester, P.G. & Smart, J. (1996). Product involvement in consumer wine purchases: its 

demographic determinants and influence on choice attributes. International Journal of 

Wine Marketing, 8(3): 37-56. 

Wolf, M., Carpenter, S. & Qenani-Petrela, E. (2005). A comparison of X, Y, and Boomer 

generation wine consumers in California. Journal of Food Distribution Research, 36(1), 

186-191. 

Hoffman, C.A. (2004). When consumers buy wine, what factors decide the final purchase?. 

Australian and New Zealand Wine Industry Journal, 19(2), 82-91. 

 

 

 

http://hdl.handle.net/10523/687


822 

FINANCIAL CRISIS AND ITS MACROECONOMIC IMPACT TO THE ISLAMIC 

ECONOMIC SYSTEM: A THEORETICAL INQUIRY 

 

Shinsuke Nagaoka 

Graduate School of Asian and African Area Studies, Kyoto University, JAPAN 

Research Bldg. No.2, Yoshida-Honmachi, Sakyo, Kyoto, JAPAN. 606-8501 

Phone: <+81-75-753-9621>; Fax: <+81-75-753-9624>  

E-mail: <nagaoka@asafas.kyoto-u.ac.jp> 

 

This paper mainly attempts to provide a fundamental theoretical framework in order to 

reconsider the relationship between the Islamic economic system and certain economic 

fluctuations such as the current financial crisis. Recent studies and articles on Islamic 

finance frequently mention the impact of the current financial crisis on Islamic 

finance with the conclusion that Islamic finance holds comparative advantage in 

robustness and stability against such a crisis over conventional finance. However, detailed 

theoretical examinations have not been appropriately conducted. This paper examines the 

relationship between the Islamic economic system and economic fluctuations by using the 

macroeconomic theoretical framework, which is based on the distinctive feature of the 

Islamic economic system to be clarified by means of the newly adopted 

methodology, 

‘Economics of fiqh al-muamalat.’ The paper described the distinctive feature of the 

Islamic economic system as the ‘Embedded’ system of the monetary domain of the 

economy into the real domain while the common theoretical platform can be 

observed between the Islamic economic system and modern capitalism with regard to the 

real domain of the economy. This analysis implies that (1) Islamic finance itself does not 

have possibility to be a starting point of the economic crisis and (2) the instability of the 

Islamic financial system is necessarily accompanied by the depression caused by the other 

sectors (real sectors or conventional financial sectors). These implications conduce to a 

fundamental theoretical  framework  for  the  relationship  between  the  Islamic  economic  

system  and certain  economic fluctuations;  there are two  paths  for the impact  from  

the economic fluctuations to the Islamic economic system. One is the direct impact from 

conventional finance to Islamic finance, which is not “negative” rather positive. Others are 

the negative impact from the real domain of the economy itself and the indirect negative 

impact from conventional finance via depreciation of the real domain of the economy 

caused by the financial crisis.  The impact of the current financial crisis can be 

explained as follows: if the direct positive impact of the current financial crisis is 

larger than the other negative impact, the impact of the financial crisis will be positive. 

Otherwise, if the direct positive impact is smaller than the other negative impact, the 

impact will be negative. The latter explanation implies that with regard to the Islamic 

economic system, once an economic crisis which involves depreciation of the real domain 

of the economy occurs, there is a possibility that  its  impact  will  result  in  a  blow  to  

the  economic  system  as  a  whole. Therefore, contrary to the current literatures, it can be 

concluded that the economic system based on the doctrine of Islam has ‘probability’ (not 

‘possibility’) to cause a massive economic crisis that may lead to a catastrophe for the 

entire economic system. 

 

Keywords:  Islamic  economic  system,  Islamic  finance,  financial  crisis,  stability  of 

economic system 
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I. Introduction 

 

The recent global financial crisis, which originated in the U.S. subprime mortgage 

collapse in 2007, raises questions about the current global economic regime, that is, 

modern capitalism. The Islamic economic system, which is a potential alternative to the 

current regime, has become popular in the West. Western bankers and policymakers 

consider that the practice of Islamic finance based on the principles of the Islamic 

economic system is immune to economic fluctuations and financial crises and maintains 

financial stability and soundness. 

Since the current financial crisis, many bankers and policymakers engaged in Islamic 

finance  have  stated  the  advantages  of  Islamic  finance over  conventional  finance.  

For example, Adnan Ahmed Yousif, president of Albaraka Banking Group, argues that 

Islamic finance is in a good position and its success will lead to serious 

consideration of the Islamic economic system as a viable alternative to the current 

global economic system hit 

by the financial crisis
244

. Zeti Akhtar Aziz, governor of the Central Bank of Malaysia 

(Bank Negara Malaysia), said that “the Islamic financial industry has been able to 

weather this first wave of the global financial crisis, demonstrating its robustness as a 

stable form of financial intermediation (Akhrar Aziz, 2009).” Recent academic studies by 

Islamic economists also frequently mention the impact of the current financial crisis on 

Islamic finance (Siddiqi, 2008; Chapra, 2009). 

However, detailed theoretical examinations of the extent to which economic 

fluctuations like the current financial crisis impact the Islamic economic system have 

not 

been conducted. With this in mind, this paper attempts to provide a fundamental 

theoretical framework in order to consider the relationship between the Islamic economic 

system and economic fluctuations. The next four sections (Section II, III, IV and V) 

clarify the distinctive features of the Islamic economic system (DFIES) by critically 

reviewing the existing literature and employing a new methodology that goes beyond the 

existing findings. Section VI reveals the commonality between the Islamic economic 

system and modern capitalism. Most existing studies have too emphasized the difference 

between both systems to mention their commonality. Such analyses result in the strong 

rejection of modern capitalism with idealizing the Islamic economic system as a utopia. 

Therefore, this part of the paper will be very helpful in clarifying the similarities and 

differences in the impact of economic fluctuations on the two systems (Islamic and 

capitalistic). On the basis of the findings in these sections, Section VII provides a 

fundamental theoretical framework for understanding the relationship between the Islamic 

economic system and economic fluctuations. Section VIII also presents the empirical 

analysis supporting this framework. 

 

II. Literature Review on DFIES 

 

By reviewing the existing Islamic economics literature that investigates the features that 

distinguish the Islamic economic system from modern capitalism, it is clear that it can be 

classified into two types. 

First, those who study from a theoretical viewpoint emphasize that the very essence 

of the Islamic economic system is ‘a sort of the sharing system.’ According to an earlier 

overview by Muhammad Nejatullah Siddiqi (Siddiqi, 1981), there appears to have been 

wide consensus on this statement, since the revival of Islamic economics in the middle of 

the twentieth century. From the viewpoint of the desirable financial system that is based 

                                                 
244 Ashraq Akawsat, 30 September, 2008. (Web version) 
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on the doctrine of Islam, most studies consider that partnership-based financial 

instruments, such as mudaraba
245  

and musharaka
246

, reflect the spirit of the Islamic 

economic system, and they therefore, encourage the use of such instruments. This is 

because these instruments are designed around profit and loss sharing scheme. Indeed, two 

pioneer works by Islamic economists in the 1940s had already mentioned the 

implementation of partnership-based financial instruments into the Islamic economic 

system. Anwar Iqbal Qureshi stated in his book, published in 1945, that “Islam prohibits 

interest but allows profits and partnership. If the banks, instead of allowing loans to the 

industry, become its partners, share the loss and profit with it, there is no objection 

against such banks in the Islamic system (Qureshi, 1945: 158-159).” Around the same 

time, Mahmud Ahmad also stated his preference for partnership-based systems saying 

“The Shirakat
247

 banks would lend money to industry and commerce on the basis of 

Shirakat, that is, they would share the profit with their debtors rather than burden 

industry and commerce with a fixed rate of interest (Ahmad, 1947: 

170).” 

The second type of literature examines the feature of the Islamic economic system 

from  the  practical  standpoint  of  aspect  of  Islamic  finance.  This  type  focuses  on  the 

structures of financial products that are adopted by Islamic banks, and concludes that the 

financial system in accordance with Islamic teachings stresses the importance of the strong 

linkage between the financial instruments and the real assets. For example, Taqi Usmani 

asserts that one of the most important characteristics of Islamic finance is an ‘asset-backed’ 

feature (Usmani, 2005: 18). From the bankers’ side, Joseph DiVanna and Antoine Sreih 

also mention that banks in the Islamic financial system act as hands-on intermediaries, as 

they deal and trade in assets purely for the purpose of income generation or profit; they 

also suggest that the uniqueness of Islamic finance lies in the fact that Islamic banks 

convert money into assets, based on their utility (DiVanna and Sreih, 2009: 19). In fact, 

most financial instruments in Islamic finance—such as murabaha, ijara, salam, and 

istisna, which are alternatives to debt-based instruments in conventional finance— require 

the existence of real assets in order to ensure the legitimacy and raison d’être for Islamic 

finance. 

Although there is some truth in the way each type of literature describes the distinctive 

feature of the Islamic economic system, each opinion is determined by only focusing on 

one aspect of the financial instruments in Islamic finance. That is, the former focuses only 

on the partnership-based financial instruments like mudaraba and musharaka, while the 

latter focuses only on the alternatives to debt-based financing, like murabaha, ijara, salam, 

and istisna. Therefore, it can be said that these features, described in the existing 

literatures, do not necessarily clarify the distinctive characteristics of the Islamic 

economic system as a whole. The following statement given by Shamshad Akhtar, who is 

the governor of the State Bank of Pakistan, is evidence of the limitations of the existing 

literatures, with regard to the distinctive features of the Islamic economic system (Akhtar, 

2008: 21). 

What distinguishes Islamic finance is its emphasis on trading of goods and services 

                                                 
245 Mudaraba is a form of a business contract in which one party offers capital and another party undertakes 

some business with this capital; the former is termed rabb al-mal and the latter mudarib. The profit is 

distributed between both party in a ratio agreed beforehand while the entire loss is born by rab al-mal unless 

mudarib has a defect. 
246

 Musharaka is a form of a business partnership in which multiple parties invest. In Islamic finance, 

sharika al-inan is used as a variation of musharaka. The profit is distributed between both party in a ratio 

agreed beforehand according to Hanafi school and Hanbali school of Islamic law, meanwhile shared in 

depending on the amount of investment according to Maliki school and Shafii school. On the loss being born 

depending on the amount of investment, there is the consent of each school. A right to participate in 

managing their business partnership is given investors, but this right is entrusted to each investor. 
247 There “Shirakat” indicates the principle of musharaka contracts. 
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and its advocacy for profit and risk sharing in businesses supported by a variety of 

partnership arrangements – this is in sharp contrast to loan based financing in conventional 

banks. By virtue of these characteristics, Islamic finance offers prudent financing 

options being asset backed or equity based; particularly linkage of assets with 

financing ensures that transaction is less prone to debt crisis and funds are used for their 

prescribed purpose minimizing defaults resulting from improper use of borrowed funds. 

Her statement clearly shows that the two features—‘sharing’ and ‘asset-backed’—are 

not fully integrated. By reviewing the limit of the existing literature critically, it is clear 

that this paper needs to clarify the feature that distinguishes the Islamic economic system 

by approaching this question from a macroeconomic view. 

 

III. ‘Economics of Fiqh al-Muamalat’ as a New Methodology 

 

The  methodology  of  this  study  rests  on  ‘a  saddle  point’ that  exists  between  Islamic 

jurisprudence—especially fiqh al-muamalat—and economics. Most studies in Islamic 

economics are divided into two fields of discipline, either the fiqh al-muamalat or 

economics; there is little interaction between them. In contrast, this study will primarily 

analyze  the  literature  of  fiqh  al-muamalat,  and  try to  explain  the  implication  of  this 

literature from an economics standpoint. The methodology that this study calls ‘Economics 

of fiqh al-muamalat’ is strongly influenced by the methodology of Mahmoud El-Gamal 

(El-Gamal, 2006). In his paper, he clarifies the economic wisdom (hikma) of the concept of 

riba by examining several Hadith and the classical literature of Islamic jurisprudence. He 

concludes  that  the  existence  of  the  prohibition  of   riba  encourages   marking  the 

commodities to market, which then leads to ‘Pareto efficiency’ which can achieve 

‘justice’ in terms of Islamic teachings. Indeed, it is the task of this study to clarify the 

economic wisdom (hikma) of fiqh al-muamalat in the context of Islamic finance in the 

modern world. 

The methodology that will be used to clarify the feature mentioned above will center 

predominantly on conducting an analysis into the legal resolutions (fatwa, pl. fatawa), 

which are based on the theory of fiqh al-muamalat and submitted by the Sharia scholars 

who belong to the Sharia supervisory board in Islamic financial institutions and research 

institutes of Islamic jurisprudence. In particular, this paper will examine two kinds of legal 

resolutions as case studies (murabaha and tawarruq), both of which are legally 

controversial. The reason for this is that these financial products are controversial due to 

their similarity to the financial products in conventional finance, and thus provide 

interesting case studies for comparison between the two systems. By examining these 

resolutions, this study will analyze how Sharia scholars tend to explain the legitimacy of 

such controversial financial products by differentiating Islamic finance from conventional 

finance. Further, the paper will examine the logic behind their approval or disapproval of 

these  products,  and  explain  this  in  terms  of  economics,  which  will  help  clarify  the 

distinctive features of and commonality between the Islamic economic system and modern 

capitalism, in terms of economics. 

 

IV. Case Studies 

 

(a) Murabaha 

Murabaha is a form of a contract wherein a seller sells a product to a buyer at a price 

comprising its cost and the seller’s margin, approved by both parties. The settlement is 

generally made in lump sum payment or in installments. Murabaha had been used as an 

instrument for commodity transactions in the pre-modern era. The practice of Islamic 
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finance adopts its instrument as a financial product with some innovations
248

. The general 

procedure of murabaha provided by Islamic banks is as follows (see Figure 1): a bank’s 

customer primarily specifies a product that he/she wishes to purchase before the contract 

award of murabaha by using “the Purchase Order” (wad) scheme. According to this order, 

the Islamic bank buys a product specified by its customer on his/her behalf from the 

market, and then, sells it to its customer at a price that comprises the product’s cost and the 

bank’s profit, which is called ‘mark-up
249

.’ 

Since the 1970s, murabaha has been the most popular financial product in the asset 

side of Islamic banks as an alternative financial instrument for interest-based short-term 

loans. With regard to the share of murabaha, a majority of Islamic banks in both the 

Middle East and Malaysia exhibit a widespread preference for murabaha. For example, in 

Dubai Islamic Bank, which was established in 1975 as the world’s first commercial Islamic 

bank, murabaha has occupied higher shares, even if the annual shares in the 2000s are 

smaller than those in the 1980s and 1990s (see Table 1). In Bank Islam Malaysia, 

established in 1983 as the first commercial Islamic bank in Southeast Asia, murabaha 

(including bay bi-thaman ajil that is similar to murabaha) has also occupied the highest 

share of total financing on its asset side every year (see Table 2). Al-Harran estimates that 

80–90% of financial instruments on the asset side of Islamic banks were murabaha from 

the 1970s through the first half of the 1990s (al-Harran, 1995: xi). 

However,  murabaha  is  a  controversial  product  in  light  of  Islamic  jurisprudence 

because it is often pointed out that the nature of ‘mark-up’ is similar to ‘bank interest,’ 

which  is  prohibited  in  Islam  and  is  regarded  as  riba.  Ziauddin  Ahmad,  who  had 

theoretically supported the Islamization of the economic system of Pakistan in the 1980s, 

clearly points out the similarities between interest and mark-up (Ahmad, 1985: 19-20): 

There is genuine concern among Islamic scholars that if interest is largely 

substituted by devices like ‘mark-up’ it would represent a change just in name rather 

than in substance,  and  the  new  system  would  not  be  rid  of  the  iniquitous  nature  of  

the interest-based system. 

Therefore,  many Islamic economists  criticize the use of  murabaha  in  the 

practice  of Islamic finance, and do not consider murabaha to be the first-best solution. 

For example, Muhammad Nejatullah Siddiqi mentions bay muajjal, which is a contract 

similar to Murabaha (Siddiqi, 1983: 139): 

I would prefer that bay muajjal contract (nearly equal to murabaha) is removed from 

the list of permissible methods altogether. Even if we concede its permissibility in 

legal form we have the overriding legal maxim that anything leading to something 

prohibited stands prohibited. It will be advisable to apply this maxim to bay muajjal in 

order to save interest-free banking from being sabotaged from within. 

In contrast, how do those who approve the use of murabaha explain their 

legitimacy? A number of the legal resolutions (fatwa) that legitimize the use of murabaha 

have hitherto been issued by the Sharia supervisory board. One of the more consistent 

explanations among them is found in the resolution issued at the first Albaraka 

Symposium in 1983. This   resolution   clearly  resolves   the  disputable  similarity  

between   murabaha   and interest-based  loans  that  the critics  mention.  This  resolution  

starts  with  the following question (ABS, 1983): 

 

 

                                                 
248 It is well known that Sami Hassan Humud and his book (Humud, 1976) embarked on the innovation of 

murabaha by his own initiatives in the 1970s (Wilson, 2004: 211). 
249 In a precise sense, murabaha only indicates the final transaction between an Islamic bank and its customer. 
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QUESTION: Some people cast doubts on the legitimacy of murabaha because this form 

of contracts appears to include some elements of riba. The first and third parts of the 

answer to this question are as follows: 

 

ANSWER: 

(1) Murabaha does not involve a sale of something that seller does not possess, 

because the agreement of the murabaha contract is conducted after actual possession. (3) 

In riba-based loans, a transaction is conducted in the form of exchange of similar goods. 

In such a transaction, the lender stipulates that the payment of interest (for example, 

10 riyals) be made on the maturity date by a borrower who takes a loan of 100 riyals. 

In murabaha with deferred payment, a transaction is conducted in the form of exchange of 

different goods, particularly the exchange of real goods for money. A specific feature of 

murabaha that distinguishes it from riba-based loans is that even if the mark-up amount 

is predetermined, the seller’s profit will be influenced by the market price of the relevant 

real good. Therefore, any profits in murabaha are expressed as a function of supply and 

demand in the real goods market, rather than the monetary market. 

 

(b) Tawarruq 

 

Tawarruq is a form of contract for monetary liquidization. According to al-Zuhayli, 

the name was mentioned in classical Islamic jurisprudence (al-Zuhayli, 1997). In the 

practice of Islamic finance, an Islamic bank primarily buys a real good from the 

commodity market at the current market price on behalf of its customer who needs instant 

liquidity
250

. Then, the Islamic bank sells it to the customer using a murabaha scheme. 

Subsequently, the customer sells it back to the commodity market at the current market 

price to gain monetary liquidity. 

Finally, the customer pays the amount specified by the murabaha agreement on the date 

of maturity (see Figure 2). 

According to a concise review (al-Shalhoob, 2007) and the author’s independent field 

survey regarding the current practice of tawarruq in Islamic finance, the National 

Commercial Bank (NCB) in Saudi Arabia is a pioneer in using tawarruq as a financial 

product under the brand of “taysir” in 2000. After this launch, several Islamic banks in the 

Gulf countries began to adopt tawarruq, and presently it is a very popular financial 

product 

for consumer loans. 

The controversy is raised over the legitimacy of tawarruq bundling and stipulating 

the “resale and liquidization process” (Nos. 4 and 5 in Figure 2) with the original sale. In 

most cases, Islamic banks arrange and manage the whole process of tawarruq, and only 

receive the difference between the price for the murabaha scheme and the market price. 

Critics of tawarruq mention that this stipulation makes tawarruq merely a fictitious 

instrument to avoid interest-based loans because in such a practical application of 

tawarruq, the actual transactions of the real good tend to become just nominal on paper. 

They consider that such application ignores the real purpose of tawarruq. For example, 

Siddiqi emphasizes that tawarruq is identical to interest-based loans not only at the 

functional level, but also from the macroeconomic perspective (Siddiqi, 2006: 16). 

Furthermore, Kahf insists that the use of tawarruq must be limited because it may be 

economically worse than the practice of interest-based loans (Kahf, 2004: 6).
251

 

                                                 
250 The scheme of tawarruq generally involves metals (zinc, bronze, nickel, tin, and copper) in its transactions 

while dealing with large international commodity markets such as the London Metal Exchange (LME). 
251

 A wide variety of product brands is based on the scheme of tawarruq: “mal” at the Saudi British Bank, 

“Dinar” at Bank al-Jazira, “Tawarruq Khayr” at SAMBA, “Khayr” at the Abu Dhabi Islamic Bank, and 

“Tashir” at the Bahrain Islamic Bank. 
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The revision of the legal resolution issued by the Fiqh Academy at the Muslim World 

League (MWL, Rabita al-Alam al-Islami) reflects this tendency of critique of recent 

practical applications of tawarruq in Islamic finance. Until recently, the Fiqh Academy at 

MWL issued  two  legal  resolutions  on  tawarruq.  In  the  first  resolution  issued  at  the 

fifteenth meeting held on October 31, 1998, the Fiqh Academy approved tawarruq with 

no reservations (No. 5 resolution of the meeting) (MWL, 1999: 161–162). 

However, along with the prominence of tawarruq in Islamic banks, particularly in the 

Gulf countries, the Fiqh Academy revised the former resolution and divided tawarruq 

into two types: tawarruq haqiqi (intrinsic tawarruq) and tawarruq munazzam (organized 

tawarruq). In a resolution issued at the seventeenth meeting held December 13–17, 2003, 

the Fiqh Academy approved tawarruq haqiqi, while it disapproved tawarruq practiced in 

Islamic finance — the so-called tawarruq munazzam (No. 3 resolution of its meeting) 

(MWL, 2004: 287–288). According to this resolution, the Fiqh Academy defines 

tawarruq munazzam as including the following three impermissible factors: 

(1) An Islamic bank is involved in a resale and liquidization process (Nos. 4 and 

5 in Figure 4) as an agent of its customer. 

(2) The involvement of Islamic bank in the entire process of tawarruq makes the 

transfer of the title of the relevant good unclear. 

(3) Providing tawarruq becomes merely a stable way for the bank to earn profits. 

 

Most recently, the Fiqh academy at the Organization of Islamic Cooperation (OIC) 

issued a new resolution on tawarruq at the nineteenth meeting, held on April 26–30, 2009, 

under the auspices of the MWL. Although this resolution fundamentally confirms the 

second resolution by the Fiqh Academy at the MWL, it adds one more condition for 

defining impermissible tawarruq munazzam. In the second resolution by the MWL, the 

involvement of an Islamic bank in any part of the process of tawarruq is not allowed, 

as this is the impermissible tawarruq munazzam. The latest resolution by the OIC 

reinforces this rule by defining tawarruq munazzam more clearly: 

The contemporary definition on organized tawarruq is: when a person (mustawriq) 

buys merchandise from a local or international market on a deferred-price basis. The 

financier arranges the sale agreement either himself or through his agent (tawkil). 

(OIC, 2009: 12–13) 

The important point in this statement is that even the involvement of the agent 

of an Islamic bank is impermissible. This resolution causes many arguments among 

bankers in the Gulf countries because many Islamic banks in the Gulf countries use the 

scheme of tawarruq  with  their  agents.  Most  Islamic  bankers  and  Muslim  jurists  at  

the  Sharia Supervisory Board do not feel pessimistic about the latest resolution. For 

example, Nizam Yaquby comments that because all these Islamic finance tools are 

organized (munazzam in the Arabic, noted by the author) to a certain extent, it is very 

difficult to do something that is not organized. He concludes that if proper procedures are 

implemented, then tawarruq munazzam is a useful tool and can be used
252

. It seems that 

although the scope of tawarruq that satisfies such conditions as mentioned in the above 

resolutions continues to narrow, bankers and Muslim jurists will search for a prudent way 

to utilize tawarruq in the practice of Islamic finance; therefore, the controversy over 

Sharia-compliant finance will continue. 

 

                                                 
252 Yaquby talked about tawarruq munazzam in an interview with Reuters. His comment referenced in this 

paper is cited from the website of the Gulf Times (July 26, 2009, http://www.gulf-times.com/). 

http://www.gulf-times.com/
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V. Distinctive Feature of the Islamic Economic Systems (DFIES) 

 

On the basis of the above overview of the legal resolutions on murabaha and 

tawarruq, this section examines the logic of these resolutions behind their approval or 

disapproval of the aforementioned products. Further, this section describes this logic in 

terms of economics, which leads to the distinctive feature of the Islamic economic system. 

Firstly, both resolutions for approving murabaha and tawarruq assert that the actual 

involvement  of the real  good  in  the relevant  transactions  is  strongly required.  In  

the resolution of murabaha, actual transfers of the real good are explicitly required as an 

essential  condition.  In  the  resolution  of  tawarruq  munazzam,  it  is  not  permissible  

to include an unclear transfer of the title of the relevant good. This means that no skips of 

actual transfer procedure of the real good are required in the permissible tawarruq. These 

requirements imply that both murabaha and tawarruq are legitimized because they are 

neither ‘monetary,’ nor ‘nominal’ transactions, but are transactions based on the ‘actual 

buying and selling of goods.’ 

Secondly, both resolutions also mention the source of the legitimacy of profit in these 

products. In murabaha, the Albaraka resolution requires that any profits should be 

expressed as a function of supply and demand in the real goods market. With regard to 

several studies on the legitimacy of profit in murabaha (Misri, 1976; Shihata, 1987), this 

statement implies that the source of legitimacy of profit in murabaha is considered to be 

an opportunity cost of the real goods in the relevant market. In contrast, it can be 

considered that the source of prohibition of interest in conventional interest-based loans is 

regarded as an opportunity cost of the monetary good. 

According to the review of the second resolution of the Fiqh Academy with respect to 

tawarruq, the involvement of Islamic banks in resale transactions is prohibited. This 

statement means that the source of legitimacy of profit in permissible tawarruq relates 

to the real goods market. Thus, this implies the same conclusion as in the case of 

murabaha. In terms of economics, it can be stated that any profits in the scheme of 

murabaha and permissible tawarruq are legitimized because these schemes appropriately 

bear the market risk of the relevant real good. 

Then, what is the distinctive feature of the Islamic economic system from the analysis 

of logic for legitimizing Islamic finance? Both implications from the above analysis show 

that the financial products in Islamic finance not only require an actual link to the 

transaction of the real good, but they can be influenced by the performance of the real 

domain of the economy. Considering these implications from the perspective of the 

economic system as a whole, it can be said that the monetary domain of the 

economy highly depends on the real domain in the Islamic economic system. 

Paraphrasing the concept of Karl Polanyi (Polanyi, 1977), the distinctive feature of the 

Islamic economic system is described as the ‘Embedded’ system of the monetary domain 

of the economy into the real domain. 

 

VI. Commonality between the Islamic Economic System and Modern Capitalism 

 

This section attempts to clarify the commonality between the Islamic economic system 

and modern capitalism in terms of economics. According to the distinctive feature 

of  the Islamic  economic  system  clarified  above,  it  can  be assumed  that  there would  

be  the common theoretical platform for the real domain of the economy. To verify this, 

another case study on the relationship between economic fluctuation and Islamic finance 

will be introduced with regard to the response of Islamic finance to the impacts of 

economic fluctuation  considering  the  question  that  “are  there  specific  devices  for  

mitigating economic shocks?” 

In the following case study, contrasting examples regarding price fluctuation are 
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discussed: one is price fluctuation by monetary factors and the other is price fluctuation 

by real factors. In the case of price fluctuation caused by monetary factors such as 

inflation, it is  generally  known  that  Islamic  finance  allows  price  indexation.  For  

example,  the resolution   issued   by   the   Sharia   Supervisory   board   at   Accounting   

and   Auditing Organization for Islamic Financial Institutions (AAOIFI) states as follows 

(AAOIFI, 2007: 

145): 

In case the rental is subject to changes (floating rental), it is necessary that the 

amount of the rental of the first period of the ijara contract be specified. It is then 

permissible that the rentals for subsequent periods be determined according to a certain 

benchmark. Such benchmark must be based on a clear formula which is not subject to 

dispute, because it becomes the determining factor for the rentals of the remaining 

periods. This benchmark should be subject to a ceiling, on both maximum and minimum 

levels. 

This resolution states that the revision of rental rates with the change of the price 

index is permissible in ijara. Prior to this resolution, the sixth Albaraka symposium held 

in 1990 approved the revision of rental rates with denying that such a revision leads to 

unlawful gain, riba (ABS, 1990). Furthermore, Taqi Usmani also states in his book that it 

is allowed that the annual increase in the rent is tied up with the rate of inflation. 

Therefore, he concludes that if there is an increase of 5% in the rate of inflation, it will 

result in an increase of 5% in the rent as well (Usmani, 2005: 168). In practice, several 

Islamic banks in  the Gulf countries  adopt  price indexation  for  ijara  based  financial  

products
253

.  For 

another  example,  the  revision  of  the  amount  of  reimbursement  in  qard  hasan  with 

reference to the price index is still controversial issue (Saeed, 1999[1996]: 46-49). Kahf 

gives a perspective on this issue: any charge of an increment in a loan contract is interest 

even when there is expected inflation whereas an increment decided by a judge in dispute 

solving about the effect of inflation is not considered interest (Kahf, 2007: 2). He seems to 

consider that the amount of reimbursement in qard hasan can be adjusted if and only if 

the actual inflation rate becomes known, and such adjustment is not regarded as riba. 

In  contrast,  in  the  case  of  price  fluctuations  caused  by  real  factors  such  as 

supply-demand imbalance, it can be said that Islamic finance theoretically prohibits price 

indexation because any profits from Islamic financial products must bear the market risk 

of the relevant real goods as shown above. In practice, for example, farmers who used the 

financial scheme of Salam suffered huge financial damage in Sudan during the 1990s 

because the result of unpredictable price volatility could not diminish the viability 

of Salam financing (Tag el-Din, 2004: 4). This shows that Islamic financial products tend 

to bear the market risk of the relevant real goods. The historical experience in the Islamic 

world  also  supports  this  perception.   Fumihiko  Hasebe  shows  that   the  

Mamuluk Government of Egypt tended to be reluctant to introduce the price control 

policy even at the time of depression (Hasebe, 2004: 261). 

From these investigations regarding the response of Islamic finance to the impacts of 

economic fluctuation, it can be concluded that the Islamic economic system theoretically 

utilizes devices for mitigating economic shocks which are caused by the monetary domain 

while the Islamic economic system does not utilize devices for mitigating economic 

shocks from  the real  domain.  Therefore,  the assumption  about  the commonality 

between  the Islamic economic system and modern capitalism that has been discussed 

above can be clearly verified: there is a common theoretical platform with regard to the 

real domain of the economy. In this sense, the commonality between both systems exists. 

                                                 
253 According to the author ’s independent survey, one of the largest Islamic banks in Bahrain revises rental 

rates in the range of 5-10% with reference to the most recent inflation rate. 
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VII.  Macroeconomic  Impact  of  Economic  Fluctuations  to  the  Islamic Economic 

System 

 

As  is  mentioned  at  the  introduction,  recent  studies  and  articles  on  Islamic  finance 

frequently mention the impact of the current financial crisis on Islamic finance with the 

conclusion that Islamic finance holds comparative advantage in robustness and stability 

against such a crisis over conventional finance. However, a detailed examination through 

the theoretical analysis of the feature of the Islamic economic system or Islamic 

finance has not been appropriately conducted. On the basis of the conclusion mentioned 

above, this section  attempts  to  provide a brief sketch  about  some  theoretical  

implications  on  the robustness and stability of the Islamic economic system against 

certain economic fluctuations, and then tries to explain the impact of the current financial 

crisis on Islamic finance. 

Considering  the  distinctive  feature  of  the  Islamic  economic  system,  called  the 

‘Embeddedness’ of  the  monetary  domain  of  the  economy  into  the  real  domain,  the 

instability of the Islamic economic system arising from the monetary causes alone does 

not tend to occur as long as the linkage between Islamic financial products and the real 

domain of the economy exists. In this sense, the Islamic economic system holds 

comparative advantage with regard to robustness and stability against such kinds of crises 

over conventional finance. 

However, in the case of the economic crisis caused by real sectors, the Islamic 

economic system does not possess any autonomous mechanisms to prevent it according to 

the conclusion of the commonalities between the Islamic economic system and modern 

capitalism. In other words, the instability of the Islamic economic system is necessarily 

accompanied by the depression caused by real sectors. 

To summarize these examinations, two theoretical implications can be pointed out as 

follows: 

(1)  The  financial  system  in  the  Islamic  economic  system  itself  does  not  have 

probability to be a starting point of the economic crisis. 

(2) The instability of the Islamic economic system is necessarily accompanied by the 

depression caused by the other sectors (real sectors or conventional financial sectors). 

 

These implications can provide the theoretical framework in order to understand the 

impact of the current financial crisis on Islamic finance. Firstly, it can be simply implied 

that there is the negative impact on Islamic finance from the real domain of the 

economy itself in case that economic depreciation occurs by real sectors. However, none 

is sufficient by this impact, because we need keep in mind that the existing Islamic finance 

(e-IF) exists with conventional finance together. It can be said that there are other two 

paths for the impact from the economic fluctuations on e-IF. One is the direct impact 

from conventional finance to e-IF, which is not “negative” rather positive, because in case 

of the financial crisis in conventional finance, e-IF will function as an alternative way of 

finance. As a matter of fact, Islamic banks in Saudi Arabia are said to attract plentiful 

funds from conventional banks during the current financial crisis
254

. Another is the 

indirect negative impact from conventional finance via depreciation of the real domain 

of the economy caused by the financial crisis. Figure 3 shows all the impacts considered 

above. 

From this theoretical framework, the impact of the current financial crisis can be 

totally explained as follows: if the direct positive impact of the current financial crisis is 

larger than other negative impacts, the impact of the financial crisis on e-IF will be 

positive. Otherwise, if the direct positive impact is smaller than other negative impacts, the 

                                                 
254 Based on the author’s independent field survey in Saudi Arabia, January 2009. 
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impact will be negative. The latter explanation implies that with regard to the robustness 

and stability of e-IF, once an economic crisis which involves depreciation of the real 

domain of the economy occurs, there is probability that its impact will result in a blow to 

e-IF as a whole. Therefore, contrary to the current literatures, it can be concluded that e-IF 

based on the doctrine of Islam has ‘probability’ (not ‘possibility’) to cause a massive 

economic crisis that may lead to a catastrophe for the entire economic system. The recent 

incident of the default of sukuk issued by Investment Dar which is the Kuwait’s top 

Islamic investment company shows that e-IF does not necessarily avoid the negative 

impact from the real domain of the economy. 

 

VIII. Empirical Analysis 

 

This section presents an empirical analysis of the framework given in the previous section. 

International Monetary Fund (IMF) provides the aggregated data on the change in the 

profitability of both the whole banking sector and the Islamic banking sector in the Gulf 

countries (Saudi Arabia, Kuwait, Bahrain, Qatar, and the United Arab Emirates) during the 

financial crisis (see Table 3). 

This data shows that while the change in the profitability of the Islamic banking sector 

during the financial crisis in Saudi Arabia and Bahrain is positive, that of the whole 

banking sector in these countries is negative. As for Kuwait, the rate of the decrease in the 

Islamic banking sector is lower than that in the whole banking sector. The situation of these 

three countries supports the existing studies on the impact of the current financial crisis on 

Islamic finance, with the conclusion that Islamic finance holds a comparative advantage 

against such a crisis over conventional finance. However, the situation of Qatar and the 

United Arab Emirates contradicts the existing studies: the Islamic banking sector in these 

counties did not show increased profits like the whole banking sector did. IMF also 

provides data on the exposure to real estate and construction in both banking sectors. The 

data shows that Qatar and the United Arab Emirates face the same situation in that the 

Islamic banking sector has a higher exposure to the real domain of the economy than the 

whole banking sector does. This observation implies that Islamic finance is not necessarily 

free from economic fluctuations, which are especially caused by the real domain of the 

economy because of the ‘embeddedness’ of the monetary  domain  of  the  economy  into  

the  real  domain.  Further,  it  proves  that  the theoretical framework in this paper—that 

the instability of the Islamic economic system is necessarily accompanied by the 

depression caused by other sectors (real sectors in this case)—can be supported by the 

empirical analysis. 

 

IX. Conclusion 

 

This paper clarifies with a new methodology called ‘Economics of fiqh al-muamalat’ 

the distinctive feature of Islamic finance as the “embedded” financial system, wherein the 

monetary domain of the economy is embedded into the real domain. On the basis of this 

clarification, the paper provides a fundamental theoretical framework in order to consider 

the relationship between the Islamic economic system and economic fluctuations. The 

implications of the framework are (1) the financial system in the Islamic economic system 

itself does not have probability to be a starting point of the economic crisis, (2) the 

instability of the Islamic economic system is necessarily accompanied by the depression 

caused by the other sectors (real sectors or conventional financial sectors). Contrast to the 

existing studies, this framework (especially the second part of the implications) 

implies that  once  an  economic  crisis  which  involves  depreciation  of  the  real  

domain  of  the economy occurs, there is probability that its impact will result in a blow 

to Islamic finance as a whole. 
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Finally, for further discussions, this paper briefly mentions the usefulness of the 

conclusion  regarding  the  aforementioned  distinctive  feature  of  the  Islamic  economic 

system by presenting the historical significance of the Islamic economic system and the 

current   practice   of   Islamic   finance.   This   is   because   the   distinctive   feature   

of 

‘Embeddedness’ can potentially lead to reconsidering the universality of the interest-

based modern capitalist financial system. On the basis of the existing mainstream 

literature, nobody has doubted the proposition that the interest-based modern capitalist 

financial system is regarded as the universal financial system. However, if we revert to the 

history of the pre-modern Islamic world and the medieval Mediterranean world, it is clear 

that such a financial system had not been necessarily prevailing. In fact, the 

‘Embeddedness’ of the financial system into in the real domain of economy was found to 

exist in many regions in the pre-modern world, particularly in the pre-modern Islamic 

world that was one of the global centers during that period. Therefore, if we can discard 

this prejudice, we may conclude that the interest-based modern capitalist financial system 

has not necessarily been a universal one, but it has been, radically speaking, a peripheral 

system. Paraphrasing the term used by Kenneth Pomeranz, who is a researcher of global 

economic history (Pomeranz, 2001), it can be said that the rise of the modern capitalist 

financial system is not a result of the linear development of the financial system, but a 

result of ‘the great divergence’ from the universal financial system that was embedded 

in the real domain of the economy. Although a substantial amount of conceptual and 

empirical studies are required to verify this hypothesis, this idea would be a starting point 

for investigating the historical significance of the Islamic economic system and the raison 

d’être of the current practice of Islamic finance. 
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Table 1: Dubai Islamic Bank: Mode of Financing (% to Total Financing) 

 

 
Source: Calculated from Annual Reports of Dubai Islamic Bank, 1984-2009. 

 

 

Table 2: Bank Islam Malaysia: Mode of Financing (% to Total Financing) 

 

 
 

*Murabaha includes bay bi-thaman ajil. 

Source: Calculated from Annual Reports of Bank Islam Malaysia, 1984-2009 (Data from 

1984 to 1987 are cited from (Sum, 1995: 95). 
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Abstract 

 

The major goal of this paper is to analyze the influence and models of local and regional 

government support to the nonprofit sector in Croatia. The nonprofit sector is relatively 

developed in Croatia. There were almost 57 000 non-profit organizations registered in 

2009, but only 36% of them are active. Most of them are in other services group (54.6%) 

and arts, entertainment and recreation group (28.2%). Local and regional governments play 

an important role in non-profit sector development since in Croatia they are the major 

sources of their financing. Over 70% of non-profit organizations are financed exclusively 

or partly from either national, regional or local government. On the other hand, non-profit 

sector has an important role in improving quality of life of the local community, which is 

one of the major aims of local and regional governments. Local and regional government 

can help the development of the non-profit sector in numerous ways: direct and indirect 

financial or material support, help in coordination of non-profit organizations with other 

organizations and institutions in program development and execution and in raising the 

awareness of the exiting social problems which non-profit sector can help solve.  

 

Keywords: non-profit sector, local and regional government, Croatia, 

JEL classification: L3, R5 

 

1. Introduction 

 

The new social and economic environment, caused by the globalization and transition 

processes in the 90ies, has influenced many changes in Croatia. One of the major new 

trends is the growing civil sector and non-profit organizations. Efficiency and 

sustainability of modern states are strongly connected to initiatives coming from the non-

profit sector. The non-profit sector provides different services for recognized needs and 

demand that the state cannot fulfill successfully, it strives for a certain value system and 

thus influence the government social policies, it often innovates social programs and 

provides new kinds of social services (Bežovan, 2007).  

mailto:natasa@efos.hr
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Today we can say that the non-profit sector is relatively developed in Croatia. In spite of 

all the positive aspects coming from its functioning from the society point of view, the fast 

and dynamic growth of the non-profit sector brings along some difficulties. One the major 

difficulties is financing of the non-profit sector.  International financial aid had 

significantly decreased since the war end, and nowadays non-profit organizations are 

forced to find alternative sources of financing.  The major ones are business sector and 

local and regional governments. The aim of this paper is to find out how local and regional 

governments participate in financing the non-profit sector, what is their role and impact on 

non-profit sector development, and what characterizes local and regional government 

financing of the non-profit sector in Croatia. 

 

2.  Development of the Non-profit Sector in Croatia 

 

 Non-profit sector in Croatia is relatively young. Although some organizations have existed 

during the socialist period (Red Cross, Socialist Youth Association, and others, for 

example) its contemporary development is associated with the beginning of the war, when 

number of international humanitarian organizations have established their local branches in 

order to organize aid to victims of war. 

According to the role of non-profit organizations in Croatian society, Bežovan (2007) 

defines three periods of development of the non-profit sector: 

 1990-1995: period of war, characterized by a huge humanitarian crisis which has 

induced not only arrival of foreign humanitarian organizations but also “self-

organization” of people in fighting the crisis. There was no legal framework for 

organizing non-profit organizations and the government had no feeling for number of 

people wanting to pursue alternative activities beside humanitarian ones, especially in 

the field of human rights, peace organizations and similar. 

 1996-1999: post-war period marked with the first legal frame for development of 

the non-profit sector: Law on non-profit organizations. Also, the government office for 

non-profit organizations was established in order to create transparent financial 

resources allocation to the non-profit sector. However, there still were no incentives to 

private or business sector in terms of tax deductions for donations. 

 2000 till today: some new infrastructure around non-profit sector was built: Council 

for civil sector development, National foundation for development of the civil society, 

Program of cooperation between government and the non-profit sector, etc. They were 

all established with the aim to foster development of the non-profit sector and non-

profit sector – government cooperation. 

 

Today there are about 45054 non-profit organizations registered in Croatia: the largest 

number of them is registered in Zagreb (9173), Splitsko-dalmatinska county (3696),  

Primorsko-goranska county (3288) and Osječko-baranjska county (3098). (National 

register of non-profit organizations, 2010). Almost half (47%) of all the non-profit 

organizations in Croatia are situated in these four counties. Most of them are registered in 

large towns. Most of the programs of the non-profit organizations in areas of sports (34% ), 

much less in culture (1.5%) economic associations (0.9%) and technical associations 

(0.8%) (National register of non-profit organizations, 2012).  

According to the CERANEO research (2005), financial resources represent the 

most crucial obstacle to non-profit organizations’ activities. The results of the research are 

presented in Table 1.  
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Table 1. Financial resources sufficiency of nonprofit organizations    

 

Financial resources N % 

Sufficient 36 13,6% 

Partly sufficient 104 39,2% 

Partly insufficient 67 25,3 

Totally insufficient 11 4.2 

n.a 47 17,7 

Total 441 100 

Source:Bežovan (2005) 

 

The same research shows that Government (national, regional or local) is currently 

the most important source of financing of the non-profit sector in Croatia. Different 

sources of financing and percentage of organizations for which they are major financing 

sources are presented in Table 2. 

 

Table 2. Major sources of financing of the non-profit sector in Croatia 

 

Sources of financing % 

Government  (national, regional, local) 70,% 

Local economy  (sponsorships and 

donations) 

35,% 

Foreign donations 41.% 

Individual donations 39,% 

Membership fees 54,% 

Own income 31,% 

Other 11,% 

            Source:Bežovan (2005) 

     

The financial crisis in the non-profit sector came as a result of number of 

circumstances. Firstly, after the war has ended, most of foreign donators and non-profit 

organizations have withdrawn from Croatia, taking along their human and financial 

resources. Secondly, there is no traditional culture of donations or voluntarism in Croatia. 

Alongside with the economic crisis, these already rare practices became even lesser than 

before. Thirdly, the existing legal framework did not give any incentives for either private 

or business sector donations. The lasting insecurity of financial support to non-profit 

organizations resulted in their inability of long-term planning.  

 

3. The Role of the Regional and Local Government in Support of the Non-profit Sector 

 

Lately, on the government side there is an increasing interest in improvement of the local 

and regional government cooperation with the non-profit sector. More and more, 

government in Croatia recognizes the role of the non-profit sector in different areas that 

increase the capabilities and quality of life in their communities by implementing different 

activities to successfully face numerous social challenges in the community (Leadbeater, 

2004). 

The major interest for local and regional governments in supporting of the non-

profit sector in Croatia lies in the fact that the non-profit sector is the major provider of the 

social entrepreneurship initiatives which brings leaders and sources to the local 

community, thus enabling in most cases efficient response to social challenges. It often 

involves innovations and experiments with significantly lower costs compared to the 

government or business sector and it enables the local government leaders to focus on 
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issues that are often not of interest of the business sector (environment protection, 

urbanistic issues, etc.) ((Weisbrod, 1997). 

The most important elements that create government support of the non-profit 

sector are the following: 

 Recognition of the social problems and challenges existence in the local 

community(Lewis,1980) 

 Helping the non-profit sector in acquiring financial and other resources, including  

direct financial or material support 

 Coordination of different activities in the same area of non-profit sector acitvities. 

 

Recognition of social problems and challenges in the local community is important 

because it calls for reaction – institutional and/or non-profit sector activities. Therefore, not 

only government, but also the local public has to be informed and included into discussion 

of their occurrence. 

Government help in acquiring financial and other resources can be direct (for example, 

project start-up money, office space or similar) or indirect (for example, project proposals 

writing for other sources of financing, dissemination of information of project tenders, and 

similar). Equally important can be the government help in obtaining all the documents 

needed for projects running. 

Government officials usually have a rich experience in networking and collaborations 

so they can share their experiences and help the non-profit organizations in that field. 

 Successful partnerships that include these elements can provide significant 

development in number of social areas. The non-profit sector is usually a strong partner in 

mobilizing additional human and financial resources for social activities, primarily through 

collection of donations and charities and volunteer work. Furthermore, non-profit sector 

plays a significant role in social capital development based on trust, reciprocity and 

collaboration which are an important part of their programs. Non-profit organizations are 

often the brains and initiators of those social changes that are characterized by limited time 

and resources (Kendall and Anheier, 2001). 

 

3.1. Government Infrastructure for the Non-profit Sector Support in Croatia 

 

The institutional framework for supporting the non-profit sector in Croatia is based on a 

few legal points that have determined the establishment of the key institutions in this area:  

 Government office for non-profit organizations was established in 1998. Its main task 

is to create and develop new legal framework on government and non-profit sector 

cooperation, development of standards, programs and recommendations for 

government and other financing of non-profit sector initiatives and programs. 

 Council for civil sector development was established in 2002 as the expert and 

consulting governmental institution with a task to follow, analyze and evaluate the 

government – non-profit sector cooperation programs. 

 National foundation for civil sector development established in 2003 provides 

consulting and financial support to different programs aiming at civil sector 

sustainability, intersectoral cooperation, philanthropy and voluntarism. 

 

Since 2003 non-profit sector financing from national government is decentralized and 

as a result in only two years the financial resources for non-profit sector financing have 

doubled. National government financing of the non-profit sector is based on the following 

premises determined in the Best Practice Codex: identified priorities, public tenders, expert 

project proposals’ evaluation, published tender results, contract-based cooperation and 

financing and continuous follow up and evaluation of financed projects and programs.  
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The same Codex is used by local and regional governments in creation of public 

tenders, evaluation of project proposals and financial control of the accepted projects. 

However, there is no legal determination of amounts of financial aid to the non-profit 

sector in either absolute or relative value. The yearly budget for non-profit sector is 

determined annually by government management. 

 

4. Research 

 

The aim of the research was to analyze the regional and local government financial support 

to the non-profit sector in Croatia. The data for each county financial support was collected 

as an absolute value and relatively as budget ratio. Regional government financial support 

to non-profit sector was analyzed in correlation with some macroeconomic indicators 

(investment, employment, export, import).  The hypotheses were: 

 

H1: Regional and local governments impact development of the non-profit sector in their local 

communities. Since the identified major problem of the non-profit sector development is it 

financing, the hypothesis can be proved if local and regional governments give a strong financial 

support to non-profit organizations in their communities. 

 

H2: More developed regional and local governments would invest more into non-profit 

sector than the less developed ones. If the local community has better macroeconomic 

indicators, i.e. is more developed it will be more socially sensitive and invest more into 

social programs and non-profit initiatives. This has been proved in US research by Korosec 

and Berman (2006). The overview of the total amounts of financial support to the non-

profit sector by regional (county) governments in Croatia is shown in table 3. 

 

Table 3. Overview of the regional government financial support to the non-profit sector in 

Croatia 2008-2010 ( Croatian kuna*) 

 
Regional government Financial 

support 2008 

Financial 

support 2009 

Financial 

support 2010 

Growth% 

09/08 

Growth% 

10/09 

City of Zagreb 285.523.037 250.682.097 262.439.238 -12.2 +4.7 

Primorsko-goranska county 21.961.866 15.812.555 12.836.916 -28.0 -18.8 

Zagreb county 12.741.312 14.750.932 10.855.784 +17.7 -26.4 

Splitsko-dalmatinska county 12.533.600 11.220.847 10.158.232 -11.9 -9.5 

Osječko-baranjska county 9.295.114 10.880.683 7.195.570 +17.1 -33.9 

Istarska county 5.401.975 6.413.730 4.470.656 +18.7 -30.3 

Karlovačka county 5.731.032 4.883.700 4.031.840 -14.8 -17.2 

Šibensko-kninska county 2.782.000 4.673.234 3.984.100 +68.0 -14.7 

Krapinsko-zagorska county 4.502.648 4.527.619 4.258.991 +0.6 -5.9 

Brodsko-posavska county 4.783.276 4.227.867 3.987.587 -11.6 -5.7 

Varaždinska county 1.905.000 3.356.850 2.086.976 +76.2 -37.8 

Koprivničko-križevačka county 2.973.750 3.340.100 2.302.831 +12.3 -31.3 

Dubrovačko-neretvanska 

county 
3.844.408 3.168.000 660.895 -17.6 -79.1 

Vukovarsko-srijemska county 4.735.005 3.157.155 3.451.220 -33.3 +9.3 

Bjelovarsko-bilogorska county 2.695.261 3.121.396 2.505.836 +15.8 -19.7 

Zadarska county 3.116.650 2.963.150 3.892.075 -4.9 +31.4 

Međimurska county 4.482.584 2.862.141 1.771.185 -36.1 -38.1 

Virovitičko-podravska county 2.250.300 2.808.352 1.004.836 +24.8 -64.2 

Sisačko-moslavačka county 3.362.236 2.584.039 1.952.826 -23.1 -24.4 

Ličko-senjska county 1.957.600 2.194.500 2.147.600 +12.1 -2.1 

Požeško-slavonska county 1.075.131 997.150 1.053.135 -7.3 +5.6 

Total 397.653.853 358.625.780 347.058.329 -9.8 -3.2 

* 2008: 1EUR7,3 kunas; 2009: 1EUR7,3 kunas; 2010: 1EUR7,4 kunas. 

Source: Government of the Republic of Croatia, Office for non-profit organizations (2009, 2010) 
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The data presented show that the economic crisis and recession have influenced the 

regional government budget devoted to the non-profit sector in most of the counties and by 

almost 10% in 2009 and additional 3% in 2010 in total. However, some counties have 

significantly increased their financial support (Varaždinska, Šibensko-kninska, Zadarska). 

Some counties have significantly decreased their support to the non-profit sector in this 

period: Dubrovačko-neretvanska, Međimuska and Sisačko-moslavačka. 

 If we compare the total amounts of financial support to non-profit sector between 

counties, we see that in 2009 City of Zagreb has given 69.9% of all the support. Next three 

counties are Primorsko-goranska (4.4%), Zagrebačka (4.1%), Splitsko-dalmatinska (3.1%) 

and Osječko-baranjska (3%). If we compare these data with the development of the non-

profit sector by number of organizations we gave previously, it is obvious that regional 

government support is directly correlated with the size of the non-profit sector – the largest 

ones are in these four counties. Thereby our first hypothesis can be confirmed. 

The same analysis was performed for local governments in cities – county 

headquarters and the results are presented in Table 4. 

 

Table 4. Overview of the local government financial support to the non-profit sector in 

Croatia 2008-2010 (Croatian kuna) 

 
City Financial 

support 2008 

Financial 

support 2009 

Financial 

support 2010 

Growth % 

09/08 

Growth % 

10/09 

Split 53.281.100 5.490.627* 4.557.673 -89.7 -17.0 

Rijeka 40.754.168 37.257.736 31.179.569 -8.6 -16.3 

Zadar 24.881.400 24.080.500 20.805.352 -3.2 -13.6 

Osijek 16.658.085 20.801.650 19.526.762 +24.9 -6.1 

Karlovac 16.041.000 8.287.900 9.086.867 -48.3 +9.6 

Velika Gorica 12.654.339 13.483.736 13.640.014 +6.6 +1.2 

Vukovar 7.285.990 4.684.523 5.495.350 -35.7 +17.3 

Požega 6.363.584 6.977.560 6.554.882 +9.6 -6.1 

Dubrovnik 5.708.394 10.823.119* 15.546.052 +89.6 +43.6 

Koprivnica 5.377.094 6.464.413 11.772.407 +20.2 +82.1 

Šibenik 4.854.400 5.850.800 6.599.000 +20.7 +12.8 

Sisak 3.604.000 3.362.950 2.355.399 -6.7 -30.0 

Virovitica 3.442.300 2.901.007 2.242.844 -15.7 -22.7 

Gospić 2.542.630 2.797.424 3.154.530 +10.0 +12.8 

Krapina 2.537.741 2.561.991 1.963.550 +1.0 -23.4 

Pazin 1.750.948 1.670.110 1.352.299 -4.6 -19.0 

Slavonski Brod 1.186.628 5.301.073* 5.488.884 +346,7 +3.5 

Varaždin 1.162.000 952.940 1.282.000 -18.0 +34.5 

Čakovec 930.046 3.672.898* 4.455.992 +294.9 +21.3 

Bjelovar 589.060 567.350 6.858.890* -3.7 +1108.9 

Total 211.468.876 167.991.317 171.918.657 -20.6 +2.3 

Source: Government of the Republic of Croatia, Office for non-profit organizations (2009, 2010) 

* The source opinion is that the reason for such differences between years is in incomplete reports by local 

governments (Split, Dubrovnik, Slavonski Brod , Bjelovar, Čakovec) 

 

 The analysis of the local government financial support to the non-profit sector 

shows that not all local governments follow the required financial reporting discipline 

which is the reason for rather large variations in amounts of support (Slavonski Brod, 

Dubrovnik, Split, Bjelovar, Čakovec).  In some cases we can witness the opposite local and 

regional government policies in financial support to the non-profit sector (Dubrovačko-

neretvanska county and City of Dubrovnik). Altogether, in total absolute value, regional 

governments seem to be more stable source of financing the non-profit sector than local 

government. The next task was to analyse the relative value of regional government 

financial support to the non-profit sector. The ratio of this support to the total government 

budget was analysed, as it is shown in Table 5. 
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Table 5. Regional government financial support to the non-profit sector as a proportion of total 

budget 

 
County Support/budget  2008 Support/budget 2009 

City of Zagreb 3.83% 3.13% 

Primorsko-goranska county 6.33% 4.32% 

Zagreb county 4.53% 4.53% 

Splitsko-dalmatinska county 2.72% 2.19% 

Osječko-baranjska county 2.50% 3.05% 

Istarska county 2.13% 2.15% 

Karlovačka county 3.53% 3.11% 

Šibensko-kninska county 2.36% 3.36% 

Krapinsko-zagorska county 3.04% 2.60% 

Brodsko-posavska county 2.89% 2.42% 

Varaždinska county 0.71% 1.49% 

Koprivničko-križevačka county 2.21% 2.09% 

Dubrovačko-neretvanska county 2.38% 1.76% 

Vukovarsko-srijemska county 2.08% 1.48% 

Bjelovarsko-bilogorska county 1.52% 1.48% 

Zadarska county 1.65% 1.48% 

Međimurska county 2.13% 1.47% 

Virovitičko-podravska county 2.57% 2.58% 

Sisačko-moslavačka county 1.67% 1.05% 

Ličko-senjska county 2.80% 2.77% 

Požeško-slavonska county 1.09% 0.85% 

Total 3.43% 2.88% 

Source: Government of the Republic of Croatia, Office for non-profit organizations (2009, 2010) 

             

 The same analysis was performed by comparing local government financial support 

to the non- profit sector in towns – county headquarters. These results are presented in 

Table 6. 

 

Table 6. Local government financial support to the non-profit sector as a proportion of 

total budget 

 
Town Support/budget 2008 Support/budget 2009 

Split 5.31% 0.57% 

Rijeka 3.93% 3.96% 

Zadar 5.51% 5.28% 

Osijek 3.04% 3.51% 

Karlovac 7.95% 3.23% 

Velika Gorica 4.50% 4.90% 

Vukovar 5.08% 2.98% 

Požega 7.19% 7.47% 

Dubrovnik 1.43% 3.10% 

Koprivnica 2.02% 3.12% 

Šibenik 2.39% 2.68% 

Sisak 1.27% 1.13% 

Virovitica 3.86% 2.85% 

Gospić 3.87% 3.75% 

Krapina 5.04% 6.61% 

Pazin 2.82% 2.67% 

Slavonski Brod 0.58% 2.23% 

Varaždin 0.45% 0.34% 

Čakovec 0.71% 2.29% 

Bjelovar 0.39% 0.34% 

Average 3.57% 2.84% 

Source: Government of the Republic of Croatia, Office for non-profit organizations (2009, 2010) 
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From the comparison of data presented in Tables 5 and 6, it is clear that in most 

cases on both regional and local government level, the financial support to the non-profit 

has either declined or stayed the same as the proportion of budget. There are only a few 

cases where the support has increased from 2008 to 2009 (Osječko-baranjska county, 

Šibensko-kninska county and Varaždinska county on regional government level, i.e. 

Dubrovnik, Koprivnica, Krapina, Slavonski Brod and  Čakovec on local government 

level). The most extreme case we found in Split, where the support as budget proportion 

has declined almost 10 times. 

Another characteristic in comparison of regional and local government financial 

support to the non-profit sector that it is relatively more equal budget item in regional than 

in local governments – there are less differences between counties than between towns. 

In order to examine the second hypothesis that the more developed regional and 

local governments invest more into non-profit sector, additional macroeconomic indicators 

of counties for 2008. were collected. The data are presented in table 6. Selected 

macroeconomic indicators were: (i) Investment – total investments in fixed assets; (ii) 

Employees – number of employees; (iii) Export; (iv) Import.  

 

Table 7: Selected macroeconomic indicators for counties 2008. 

 
County Investment (in 

000 kunas) 

Employees Export (in 000 

kunas) 

Import (in 000 

kunas) 

City of Zagreb 50.371.154 421.585 24.440.919 88.037.728 

Primorsko-goranska county 4.750.455 118.109 4.036.145 7.523.697 

Zagreb county 2.762.378 85.924 1.886.576 9.972.351 

Splitsko-dalmatinska county 4.865.526 146.500 5.650.071 8.449.704 

Osječko-baranjska county 2.400.222 97.203 2.798.864 3.162.207 

Istarska county 3.998.390 89.241 6.622.137 7.743.368 

Karlovačka county 722.961 41.157 1.476.833 1.337.338 

Šibensko-kninska county 797.543 31.308 1.432.526 1.534.809 

Krapinsko-zagorska county 1.119.522 38.888 2.160.492 2.321.202 

Brodsko-posavska county 669.789 41.427 1.232.196 1.098.614 

Varaždinska county 1.699.868 66.114 4.598.575 4.042.470 

Koprivničko-križevačka county 765.858 38.736 1.336.612 1.383.749 

Dubrovačko-neretvanska 

county 
1.737.684 41.184 272.921 790.546 

Vukovarsko-srijemska county 1.172.066 46.683 989.260 1.426.797 

Bjelovarsko-bilogorska county 571.655 36.462 897.237 1.014.210 

Zadarska county 1.176.302 48.162 1.091.982 1.359.366 

Međimurska county 951.242 40.240 2.254.803 2.323.613 

Virovitičko-podravska county 442.604 24.240 856.801 542.967 

Sisačko-moslavačka county 773.582 47.919 3.692.349 3.344.171 

Ličko-senjska county 263.290 14.117 42.947 54.509 

Požeško-slavonska county 315.866 20.967 621.641 424.980 

Source:Statistic Yearbook  of  Croatia, 2010 

 

Due to the problems in financial data collection from the local governments, the 

same analysis for the local governments could not be performed. 

 

In order to test significance of correlation between macroeconomic indicators and 

financial support Spearman correlation coefficients (Sheskin, 2004) were calculated. The 

results are shown in table 8. 
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Table 8: Correlation coefficients between financial support and macroeconomic indicators 

 

Macroeconomic indicators 
Spearman correlation 

coefficient 
p-value 

Investment 0.731 0.0002 

Employees 0.792 0.0000 

Export 0.594 0.0045 

Import 0.661 0.0011 

 

It can be noticed that all correlation coefficients are statistically significant meaning 

that higher indicator means higher financial support in non-profit sector. These results have 

confirmed our second hypothesis according to which more developed regional 

governments invest more into non-profit sector than the less developed. Because of the 

above mentioned lack of data, the same cannot be confirmed for the local governments.  

 

5. Discussion and conclusion 

 

Both hypotheses about local and regional government impact on the non-profit sector 

development have been confirmed by the research. 

The research shows that there is an evident mutual interest between non-profit 

sector and government to develop their cooperation in Croatia. In Comparison to the 

business sector that the local and regional governments have traditionally good relations, 

usually in form of public-private partnerships, non-profit sector offers new capacities for 

potential cooperation with local and regional governments.  It covers relatively wide 

spectrum of activities, it is well aware of existing needs and demand in the local 

community and have social goals prior to profit goals. However, most of the non-profit 

organizations in Croatia have developed on a local level, by people who group together 

around common interests and needs, but at the same time are often not educated or skilled 

in any business area necessary for successful running of the non-profit organization in 

contemporary environment: management, marketing, project proposal writing, fundraising, 

etc. Therefore, in spite of the growing number of different sources of funding, most of 

them rely on government as primary source of their financial resources. 

 On the other hand, regional and local governments are often subject to externalities 

(recession, change of the local or regional government) that strongly impact the size of 

financial support to the non-profit sector, as it has been shown in Tables 3 and 4. Although 

some of the regional and local budget items remain more or less stable in the same period, 

we can see a large range of both absolute and relative amounts of financial support changes 

in the analysed period. Therefore, the non-profit sector has to look for multiple sources for 

financial support of their activities. The suggestion to the regional and local governments is 

to analyse the efficiency of the non-profit organizations they support in terms of their 

impact on the local community development (employment, quality of life, sector growth, 

etc.).  
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Abstract 

 

The main goal of this paper is to scientifically examine the impacts of the global financial 

crisis on the capital markets in Central and Eastern Europe (CEE). The paper analysis only 

capital market integration and correlation in order to identify investment strategies for 

potential investors. Capital markets impact economic growth, creation of jobs and raise the 

material standard, serving as an important source of finance for companies. They also build 

the country’s investment base and are significantly connected to other social and economic 

facets. We use publicly available data and information available from stock traded indices 

in the CEE region and benchmark these against the major indices of developed economies 

such as: CAC-40 (France), S&P 500 (USA), DAX (Germany), NIKKEI 300 (Japan) and 

FTSE 100 (United Kingdom). We then use the vector autoregressive model to test the 

integration of capital markets, as well as Granger Causality test. We split the sample to 

pre-Lehman and post-Lehman subsets in order to compare the pre-crisis to the during crisis 

scenarios. The real implications of this paper can be seen in the shaping of investment 

strategies of potential investors looking to diversify their portfolios. Limited knowledge of 

investors, trust, illiquid assets, institutional environment, transparency, perceived 

correlation with global capital markets have a strong influence over the future of stock 

market development in the region. The main limitations of this study are to be found in the 

shorter available time series of stock indices in newly formed capitalistic economies, 

missing data due to the lack of collective records on levels of securities offerings issues as 

well as short selling. 

 

Keywords: global financial crisis, capital markets in CEE, vector autoregressive model, 

Granger Causality test 

JEL classification: G01, G11, C58 

 

1. Introduction 

 

The Euro region is seeing increasingly happening market integration. The introduction of 

Euro as a common currency was one of the factors that made this feasible. More recently, 

the financial crisis affected global economies in most unpredicted ways: governments 

reached for deep amounts of financial aid, stock exchange indices took large reductions, 

the once hopeful growth rates in the emerging markets were suddenly swept away. Due to 

the ties with the emerging and newly added markets to the European Union Central Europe 

was also affected, as a part of emerging markets.  

According to Kolb (2011), by any measure, recent financial crisis is one of the most 

important economic events of the last century, and compared to all other economic and 

mailto:jasmina.okicic@untz.ba
mailto:sonja.remetic@gmail.com
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financial upsets since the Great Depression, it is surely the most significant. The recent 

global financial crisis has generated increased interest in investigating how a financial 

crisis may affect the global capital markets, especially in terms of their correlation and 

integration. A direct benefit for a portfolio investor is rooted in the notion that when 

integration of markets is evident, separate markets move together and have high 

correlations, so there is less benefit from portfolio diversification across countries (Click & 

Plummer, 2005). Integration of capital markets in a post financial crisis setting is of 

particular importance, as countries attempt to attract cross-border capital, and reduce 

business´s dependence on banks as a source of financing. Integration allows for 

deployment of capital into those assets that are most productive, increases the liquidity of 

the capital markets and reduces the cost of transacting. Such a setting is particularly 

appealing for fund managers looking to diversify their portfolios. For smaller stock 

exchanges in emerging economies, edging toward irrelevance, integration may be one way 

to overcome problems. The market for a given set of financial instruments and/or services 

is fully integrated if all potential market participants with the same relevant characteristics 

(Baele, Ferrando, Hördahl, Krylova, & Monnet, 2004, p. 6): 

 face a single set of rules when they decide to deal with those financial instruments 

and/or services; 

 have equal access to the above-mentioned set of financial instruments and/or 

services, and 

 are treated equally when they are active in the market. 

 

The fundamental principle underlying capital market integration is the law of one 

price which indicates that when transaction costs and taxes are not taken into account, 

identical securities should carry the same price across all stock markets where such 

securities are traded. This means that, if two or more capital markets are integrated, then 

assets with identical cash flows should command the same return within both markets. 

Moreover, in the absence of barriers generating country risk and exchange rate premium, 

financial assets of similar risk and liquidity are expected to achieve similar yields, 

irrespective of nationality or location (Marashdeh & Shrestha, 2010, p. 105). 

 Based on theoretical inferences and empirical evidence on capital market 

integration, the main goal of this paper is to scientifically examine the impacts of the 

global financial crisis on the capital markets in Central and Eastern Europe (CEE). Since 

the goal defines objectives of any research, the main objective of this paper is recent global 

recession influence i.e. its impacts to the capital markets in CEE in terms of their 

correlation and integration.  

By examining correlation and integration movements of the selected capital 

markets, we will try to identify diversification opportunities for international investors with 

the aim of lowering the investment risk. Having in mind the above said, the central 

research hypothesis shall be as follows: Recent global financial crisis, ceteris paribus, has 

generated increased correlation and integration between capital markets in CEE. 

The paper is organized as follows. After introduction in part one, the part two 

delivers a short overview of recent literature that is relevant to the main objective of the 

paper. Part three brings description of our research methodology. Part four is the centre of 

the paper and contains analysis of the effects of the global financial crisis on capital 

markets in CEE, in terms of their integration and correlation. The last part contains some 

final remarks and conclusions. 
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2. Literature review 

 

So far, a significant number of scientific research has been conducted on the issue of 

capital market integration. In line with it, several measures have also been developed for 

evaluating capital market integration. Adam, Jappelli, Menichini, Padula and Pagano 

(2002) analyse and apply alternative indicators and monitoring methodologies to measure 

the evolution of capital market integration in the European Union. Based on an extensive 

review of the literature on financial integration, the authors classify existing indicators of 

financial integration into four broad categories: indicators of credit and bond market 

integration; indicators of stock market integration; indicators of integration based on 

economic decisions of households and firms, and indicators of institutional differences that 

may induce financial market segmentation. Babecký, Komárek and Komárková (2007) 

investigate the empirical dimension of financial integration among stock markets in four 

European Union member states (the Czech Republic, Hungary, Poland and Slovakia) in 

comparison with the euro area. They found evidence of stock market integration on both 

the national and sectoral levels between the Czech Republic, Hungary, Poland and the euro 

area. Bahadur and Neupane (2006), by using Granger causality test, found the empirical 

evidence of long-run integration and causality of macroeconomic variables and stock 

market indicators even in a small capital market of Nepal. Derado (2009) tried to 

determine whether Croatia fulfils the criteria for successful monetary integration. Lee, Huh 

and Park (2011) empirically evaluated the degree of linkages among East Asian equity and 

bond markets. According to Marashdeh and Shrestha (2010), the results of the empirical 

tests suggest that the Gulf Cooperation Council (GCC) stock markets are not fully 

integrated and there still exist arbitrage opportunities between some of the markets in the 

region. On the other hand, the results show no evidence of cointegration between the GCC 

stock markets and developed markets, which implies that international investors can 

diversify their portfolio and obtain long-run gains by investing in the GCC markets. 

Nikkinen, Pihljak and Rothovius (2011) investigated the financial integration of the 

European frontier emerging stock markets (Croatia, Estonia, Romania, Slovakia and 

Slovenia) in two time periods: before and during the recent financial crisis. Of the markets 

analysed, Croatia, Estonia and Slovenia showed a considerable degree of financial 

integration with respect to the world market portfolio and the three largest European stock 

markets, whereas the stock market of Slovakia appeared to be segmented. Romania seemed 

to be partially integrated. Furthermore, Middelton, Fifield and Power (2008) investigated 

the potential benefits from diversifying into eight stock markets of CEE quantified the 

importance of country, industry and time factors in CEE equity returns. The findings 

suggest that substantial benefits exist from investing in CEE stock markets and that they 

accrue more from the geographical spread than from the industrial mix of the equities 

included in the portfolio. Maneschiöld (2006) investigated financial integration between 

Baltic countries (Estonia, Latvia and Lithuania) and international capital markets. The 

results suggest that international investors can obtain diversification benefits given a long-

term investment horizon because of the low degree of integration between the Baltic and 

international capital markets. Tayebi and Fakhr (2009) concluded that financial integration 

for East Asia-Pacific economies should be seen as a long-term objective. They found 

evidence that size of economies approximated by GDP has a positive effect on integrating 

financial markets, while the results related to exchange rate and interest rate are 

ambiguous. Vizek and Dadić (2006) examined bilateral and multilateral integration of 

equity markets of selected CEE countries including Croatia, and German equity market. 

Application of the Johansen cointegration procedure indicated existence of multilateral 

integration between equity markets of analysed CEE economies, as well as between the 

group of CEE equity markets and German equity market. Wong, Agarwal and Du (2005) 

empirically investigated the long-run equilibrium relationship and short-run dynamic 
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linkage between the Indian stock market and the stock markets in major developed 

countries (USA, UK and Japan) after 1990, by examining the Granger causality 

relationship and the pairwise, multiple and fractional cointegrations between the Indian 

stock market and the stock markets from these three developed markets. They concluded 

that Indian stock market is integrated with mature markets and sensitive to the dynamics in 

these markets in a long run. In a short run, both USA and Japan, Granger causes the Indian 

stock market but not vice versa. 

 

3. Methodology 

 

Given the fact that the main goal of this paper is to scientifically examine the impacts of 

the global financial crisis on the capital markets in CEE, we use publicly available data and 

information available from stock traded indices in the CEE region, i.e.: SASX-10 and 

BIRS (Bosnia and Herzegovina), SOFIX (Bulgaria), CROBEX (Croatia), PX (Czech 

Republic), BUX (Hungary), MONEX20 (Montenegro), WIG20 (Poland), BET (Romania), 

BELEX15 (Serbia), SAX (Slovakia) and SBITOP (Slovenia) and benchmark these against 

the major indices of developed economies such as: CAC-40 (France, DAX (Germany), 

NIKKEI 300 (Japan), FTSE100 (UK) and S&P 500 (USA)
255

. We split the sample to pre-

Lehman (October 2005 – October 2008) and post-Lehman (October 2008 – December 

2011) subsets
256

 in order to compare the pre-crisis to the during crisis scenarios. Also, for 

the purpose of modeling, instead of original index values data, certain transformations will 

have to be made. So, if we denote successive index value observations made at time t and 

t+1 as Pt and Pt+1, respectively, then continuous compounding transforms an index value 

series  tP into a return series  tr  as: 

1t

t
t

P

P
lnr



 .                           (1) 

 

According to Juselius (2006) economists frequently formulate an economically 

well-specified model as the empirical model and apply statistical methods to estimate its 

parameters. On the other hand, statisticians formulate a statistically well-specified model 

for the data and analyse the statistical model to answer the economic questions of interest. 

In this paper, after examining basic parameters of descriptive statistics and correlation 

analysis, we use vector autoregressive (VAR) model to test the integration of capital 

markets, as well as Granger Causality test. VAR models are, as suggested by their name, 

models where each variable is linearly regressed over its own lagged values as well as over 

the lagged values of the other variables (Fabozzi, Focardi & Kolm, 2006, p. 370). In 

general, we have K series and each one is related to its own past and the past of each of the 

other K-1 series in the group. It is easier to write VAR model using matices. Therefore, for 

K = 2, we define following vectors of observations and errors (Makridakis, Weelwright & 

                                                 
255 Real financial time series for all indices observed in this paper are available at: http://www.sase.ba, 

http://www.blberza.com, http://www.bse-sofia.bg/, http://zse.hr/, http://www.pse.cz/, http://www.bse.hu/, 

http://www.montenegroberza.com, http://gpw.pl/root_en, http://www.bvb.ro/, http://www.belex.rs/eng/, 

http://www.bsse.sk/, http://www.ljse.si/,  http://finance.yahoo.com/ and http://www.bloomberg.com/  

[Accessed 31 December 2011]. 
256 Lehman Brothers Treasury Co. B.V. ("LBT") was declared bankrupt (in staat van faillissement) by the 

Amsterdam District Court on 8 October 2008 with the appointment of Rutger Schimmelpenninck and 

Frédéric Verhoeven as bankruptcy trustees (curatoren) (the "Bankruptcy Trustees") 

http://www.lehmanbrotherstreasury.com/ [Accessed 31 December 2011]. For more details on this matter see 

(Boamah, 2011), (Király, Nagy & Szabó, 2008) and (Sterling, 2009). Also, and in order to keep the data 

consistency we used October 2005 as a starting point while the base date for BELEX-15 was 01 October 

2005. 

http://www.sase.ba/
http://www.blberza.com/
http://www.bse-sofia.bg/
http://zse.hr/
http://www.pse.cz/
http://www.bse.hu/
http://www.montenegroberza.com/
http://gpw.pl/root_en
http://www.bvb.ro/
http://www.belex.rs/eng/
http://www.bsse.sk/
http://www.ljse.si/
http://finance.yahoo.com/
http://www.bloomberg.com/
http://www.lehmanbrotherstreasury.com/
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Hyndman, 1998, p. 426): 
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  . Then the model can be 

written as: 

 

tptp2t21t1t eYYYY     .                                                 (2) 

 

In order to estimate a VAR model, the number of lags of endogenous variables has 

to be determined first, as the results and hence inferences from estimation can be very 

sensitive to the lag choice (Yangru & Zhou, 2010, p. 1391). The appropriate order of the 

model can be chosen by minimizing the Akaike’s Information Criterion (AIC): 

 

mLOGlAIC 22  ,                                                                      (3) 

 

where L is the likelihood of the model and m is the number of parameters estimated. The 

main purpose of the Granger causality test (H0: x does not Granger Cause y) is to see how 

much of the current y can be explained by past values of y and then to see whether adding 

lagged values of x can improve the explanation
257

. Furthermore “y is said to be Granger 

caused by x if x helps in the prediction of y, or equivalently if the coefficients on the lagged 

x’s are statistically significant. (…) The statement “x Granger causes y” does not imply that 

y is the effect or the result of x. Granger causality measures precedence and information 

content but does not itself indicate causality in the more common use of the term” (EViews 

7 User’s Guide I, 2009, p. 428). 

 

4. Data and empirical results 

 

Following the above explained methodology, first we will give comparative illustration of 

daily stock indices movements (Figure 1) and daily index returns (Figure 2). Then, by 

using scientific method, and in order to create a better insight into a specificity of observed 

financial time series (stock traded indices in the CEE region and benchmarks), we will 

analyse some basic parameters of descriptive statistics for pre-Lehman (Table 1 and Table 

2) and post-Lehman period of time (Table 3 and Table 4). Knowing the correlations 

between the returns of various national markets is important for the process of allocating 

investments among these markets. That is why the next step will be to examine correlation 

between selected capital markets for pre-Lehman (Table 5) and post-Lehman period of 

time (Table 6). Figure 1 illustrates a typically complex nature of index movement values 

for the observed period indicating, also, lack of stationarity. Therefore, for the purpose of 

modeling, instead of original index values data certain transformations, i.e. daily returns 

are being used. 

 

                                                 
257 For more details about Granger causality see (Granger, 1969) and (Kirchgässner & Wolters, 2007, pp. 93-

123). 
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Figure 1 A comparative illustration of daily stock exchange indices movements  
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Source: Author’s illustration 

 

Figure 2 A comparative illustration of daily index returns  
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Table 1 Basic descriptive statistics parameters for the pre-Lehman period 

 
Indices: 

BELEX15 BET BIRS BUX CROBEX MONEX20 PX SASX-10 SAX SBITOP SOFIX WIG20 
Parameters: 

Mean -0.000370 -0.000599 -2.16E-05 -0.000390  0.000455  0.000879 -0.000399 -0.000279 -0.000125  0.000507 -0.000407 -0.000211 

Median  0.000165 -0.000150 -0.000654  0.000238  0.000558  0.000135  0.000557 -0.001102  0.000000  0.000732  0.000000  8.85E-05 

Maximum  0.165042  0.088488  0.079610  0.087572  0.076095  0.096697  0.110931  0.111746  0.062409  0.067631  0.060030  0.055014 

Minimum -0.125890 -0.075649 -0.118351 -0.058467 -0.070421 -0.067393 -0.088371 -0.114587 -0.051275 -0.066367 -0.088116 -0.069672 

Std. Dev.  0.018952  0.016562  0.015809  0.015070  0.014156  0.018434  0.014476  0.020781  0.008579  0.012542  0.012714  0.016199 

Skewness  0.223717 -0.288881 -0.015507  0.053120 -0.328464  0.555726  0.024694 -0.069377 -0.241670 -0.122549 -1.146871 -0.260568 

Kurtosis  20.13165  5.443130  11.67912  4.868595  7.178773  6.348695  12.06417  9.502733  12.50688  8.346765  10.61518  4.093525 

Jarque-Bera  7134.307  197.2218  1829.847  109.9045  434.6679  384.3653  2598.359  1027.654  2752.410  889.2807  2031.978  46.16132 

Probability  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000 

Sum -0.215897 -0.449553 -0.012590 -0.293763  0.265452  0.651469 -0.302826 -0.162531 -0.091382  0.377781 -0.313733 -0.159427 

Sum Sq. Dev.  0.209033  0.205720  0.145461  0.170776  0.116629  0.251460  0.158832  0.251326  0.053585  0.117026  0.124471  0.197863 

Observations  583  751  583  753  583  741  759  583  729  745  771  755 

 

Table 2 Basic descriptive statistics parameters for the pre-Lehman period (benchmarks) 

 
Indices: 

CAC40 DAX FTSE100 NIKKEI300 S&P 500 
Parameters: 

Mean -0.000278  6.14E-05 -0.000234 -0.000401 -0.000275 

Median  0.000431  0.001079  0.000000  0.000000  0.000795 

Maximum  0.088679  0.057610  0.084691  0.049097  0.052758 

Minimum -0.094715 -0.074335 -0.081784 -0.097276 -0.092190 

Std. Dev.  0.012880  0.011763  0.012200  0.014127  0.011494 

Skewness -0.431951 -0.742364 -0.244150 -0.668153 -1.034185 

Kurtosis  11.15736  8.205811  10.01120  6.649944  11.31184 

Jarque-Bera  2158.851  935.3143  1566.243  484.7089  2317.108 

Probability  0.000000  0.000000  0.000000  0.000000  0.000000 

Sum -0.213941  0.047000 -0.177835 -0.308859 -0.208105 

Sum Sq. Dev.  0.127573  0.105860  0.113118  0.153481  0.100003 

Observations  770  766  761  770  758 
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Table 3 Basic descriptive statistics parameters for the post-Lehman period 

 
Indices: 

BELEX15 BET BIRS BUX CROBEX MONEX20 PX SASX-10 SAX SBITOP SOFIX WIG20 
Parameters: 

Mean -0.000615  0.000103 -0.000561 -3.41E-05 -0.000559 -0.000544  0.000178 -0.000779 -0.000818 -0.000780 -0.000683  0.000361 

Median -0.000744  0.000302 -0.000318  0.000336 -5.07E-05 -0.000782  0.000334 -0.000811  0.000000 -0.000427  0.000136 -5.07E-06 

Maximum  0.141003  0.105645  0.065265  0.131777  0.147790  0.112857  0.123641  0.087566  0.118803  0.083584  0.072924  0.081548 

Minimum -0.103680 -0.131168 -0.047764 -0.126489 -0.151287 -0.097084 -0.161855 -0.105077 -0.148101 -0.084311 -0.113600 -0.084428 

Std. Dev.  0.018965  0.022182  0.008189  0.022666  0.019211  0.017941  0.021081  0.014842  0.014381  0.012966  0.017123  0.018868 

Skewness  0.336634 -0.555183  0.602461 -0.090170 -0.341786  0.794794 -0.668969  0.078039 -2.071608 -0.733784 -0.822458 -0.190042 

Kurtosis  13.89451  8.859016  11.87522  7.848906  17.53735  11.53978  14.42349  11.25495  29.53874  12.99835  10.68498  5.839944 

Jarque-Bera  3658.700  1191.293  2446.754  773.0414  6486.431  2521.444  3775.668  2090.505  24199.34  2910.441  1726.839  234.6620 

Probability  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000  0.000000 

Sum -0.452925  0.082809 -0.410381 -0.026874 -0.411063 -0.436441  0.122056 -0.573377 -0.658557 -0.533807 -0.458439  0.247852 

Sum Sq. Dev.  0.264717  0.395122  0.049017  0.404335  0.270878  0.257830  0.303965  0.161915  0.166285  0.114828  0.196447  0.243863 

Observations  737  804  732  788  735  802  685  736  805  684  671  686 

 

Table 4 Basic descriptive statistics parameters for the post-Lehman period (benchmarks) 

 
Indices: 

CAC40 DAX FTSE100 NIKKEI300 S&P 500 
Parameters: 

Mean -0.000201  0.000123  0.000234 -0.000383  0.000286 

Median  8.27E-06  0.000530  0.000614  0.000000  0.001042 

Maximum  0.105946  0.107975  0.093842  0.129512  0.109572 

Minimum -0.080479 -0.072703 -0.092646 -0.102687 -0.094695 

Std. Dev.  0.019130  0.018703  0.015974  0.017574  0.018160 

Skewness  0.240034  0.263567 -0.069837 -0.316244 -0.102686 

Kurtosis  7.265227  7.677906  8.570893  12.12469  9.162592 

Jarque-Bera  637.1159  766.3901  1055.848  2830.500  1291.086 

Probability  0.000000  0.000000  0.000000  0.000000  0.000000 

Sum -0.166491  0.101954  0.190622 -0.311011  0.232982 

Sum Sq. Dev.  0.303374  0.289993  0.207971  0.250487  0.268441 

Observations  830  830  816  812  815 
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Based on the analysis of results
258

 given in previous tables, it can be concluded that, 

for the pre-Lehman period, only BELEX-15, BUX, MONEX and PX had positive 

skewness
259

. Similar, in the post-Lehman period only BELEX-15, BIRS, MONEX20, 

SASX-10, CAC40 and DAX had positive skewness.  

According to Grigoletto and Lisi (2009), and from a financial perspective, 

skewness is crucial since it may itself be considered as a measure of risk.  

In line with it, Kim and White (2004) stressed that, if investors prefer right-skewed 

portfolios then, for equal variance, one should expect a “skew premium” to reward 

investors willing to invest in left-skewed portfolios.  

Negative skewness in majority of analysed indices in the pre- and post-Lehman 

period indicates that there was a substantial probability of a big negative return.  

Furthermore, kurtosis points out leptokurtosis for all selected variables. 

Leptokurtosis indicates that small changes are less frequent than in a normal distribution, 

but extreme events such as large price moves are more likely to happen and are potentially 

much larger than in a normal distribution. 

Also, and based on the Jarque-Bera test we reject the null hypothesis (H0: the data 

are from a normal distribution) at the 5% significance level.  

Due to Augmented Dickey-Fuller test of unit roots, for the pre- and post-Lehman 

period of time, and having in mind that statistics of the test in its absolute form is lower 

than theoretically critical values for all three significance levels (1%, 5% and 10%), we 

also reject null hypothesis (H0: the series contains a unit root).  

Correlation between two variables indicates the level to which those variables move 

together. Lack of correlation between international markets indicates diversification 

potential from a portfolio perspective.  

Correlation matrix, for the pre- and post-Lehman period of time, is presented next 

in Table 5 and Table 6, respectively.  

Based on the analysis of the correlation matrix presented in Table 5, it can be 

concluded that, for the pre-Lehman period, positive significant
260

 correlation, in terms of 

movement of all indices, existed.  

This conclusion is very important especially form investor’s point of view, while 

effects of portfolio diversification may be questioned.   

On the other hand, and based on the analysis of the correlation matrix presented in 

Table 6, it can be concluded that, for the post-Lehman period international market 

correlations increased.  

Therefore, it can be concluded that recent global financial crisis, ceteris paribus, 

has increased a level of capital market correlation. 

 

                                                 
258 All results in this research were generated by: SPSS® Student Version 11.0 for Windows®, ©SPSS Inc. 

2002, Quantitative Micro Software EViews 7.1 Enterprise Edition 2010 and STATISTICA 7.0 Copyright© 

StataSoft, Inc. 1984-2004. 
259 The skewness of a symmetric distribution, such as the normal distribution, is zero. Positive skewness 

means that the distribution has a long right tail and negative skewness implies that the distribution has a long 

left tail. In other words, negative skewness means there is a substantial probability of a big negative return. 

Positive skewness means that there is a greater-than-normal probability of a big positive return. 
260 At the 1% and 5% significance level. 



858 

Table 5 Daily returns correlation matrix for the pre-Lehman period 

 

 SASX-10 BIRS MONEX20 CROBEX BELEX15 BUX SBITOP BET SAX WIG20 PX SOFIX CAC40 DAX FTSE100 NIKKEI300 S&P500 

SASX-10 1 .351** .202** .202** .137** .050 .190** .104* -.021 .078 .135** .228** .049 .089* .057 .093* .029 

BIRS  1 .055 .093* .054 -.031 .103* .001 -.020 -.039 .014 .138** -.017 .009 -.004 .050 -.030 

MONEX20   1 .252** .165** .094* .138** .139** .016 .072 .065 .161** .072 .113* .100* .046 .034 

CROBEX    1 .214** .371** .369** .120** .020 .371** .437** .315** .423** .422** .438** .371** .215** 

BELEX15     1 .091* .077 .151** -.006 .021 .019 .211** .044 .058 .030 .049 -.027 

BUX      1 .255** .119** .029 .695** .653** .175** .597** .575** .587** .383** .329** 

SBITOP       1 .089* .043 .284** .358** .376** .266** .292** .238** .414** .126** 

BET        1 -.008 .127** .060 .207** -.009 -.005 -.003 .012 -.025 

SAX         1 .051 .075 .050 .036 .053 .027 .042 .127** 

WIG20          1 .684** .195** .607** .600** .638** .395** .413** 

PX           1 .279** .698** .677** .718** .527** .385** 

SOFIX            1 .171** .213** .209** .338** .038 

CAC40             1 .932** .934** .442** .565** 

DAX              1 .872** .452** .546** 

FTSE100               1 .426** .565** 

NIKKEI300                1 .173** 

S&P500                 1 

**. Correlation is significant at the 0.01 level (2-tailed) 

*. Correlation is significant at the 0.05 level (2-tailed). 
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Table 6 Daily returns correlation matrix for the Post-Lehman period 

 

 SASX-10 BIRS MONEX20 CROBEX BELEX15 BUX SBITOP BET SAX WIG20 PX SOFIX CAC40 DAX FTSE100 NIKKEI300 S&P500 

SASX-10 1 .178** .185** .228** .137** .042 .145** .023 .054 .097* .123** .296** .104* .085* .081* .170** .110** 

BIRS  1 .255** .231** .159** .175** .329** .123** -.033 .176** .157** .220** .159** .143** .152** .240** .053 

MONEX20   1 .305** .336** .155** .345** .048 .015 .121** .199** .217** .137** .123** .170** .203** .100* 

CROBEX    1 .111** .508** .527** .064 .082* .546** .640** .488** .592** .575** .610** .493** .514** 

BELEX15     1 -.028 .177** .175** -.024 -.027 -.012 .075 -.011 -.040 -.013 -.034 -.070 

BUX      1 .431** .069 .036 .674** .666** .365** .693** .667** .675** .439** .530** 

SBITOP       1 .013 .051 .372** .505** .485** .440** .413** .454** .568** .355** 

BET        1 .002 .018 .005 .095* -.013 -.004 -.023 .029 .037 

SAX         1 .091* .078 .118** .054 .042 .035 .088* .060 

WIG20          1 .704** .384** .700** .689** .674** .427** .503** 

PX           1 .492** .659** .634** .642** .550** .518** 

SOFIX            1 .387** .380** .402** .535** .326** 

CAC40             1 .923** .933** .478** .689** 

DAX              1 .875** .435** .730** 

FTSE100               1 .480** .690** 

NIKKEI300                1 .306** 

S&P500                 1 

 

**. Correlation is significant at the 0.01 level (2-tailed) 

*. Correlation is significant at the 0.05 level (2-tailed). 
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According to Baele et al. (2004) three widely accepted interrelated benefits of 

financial integration are: more opportunities for risk sharing and risk diversification, better 

allocation of capital among investment opportunities, and potential for higher growth.  

As a scientific tool for testing capital market integration we used VAR model in 

combination with Granger causality test.  

As we mentioned earlier, VAR models are models where each variable is linearly 

regressed over its own lagged values as well as over the lagged values of the other 

variables.  

By using AIC, for the pre-Lehman period VAR(1) model was selected, and for the 

post-Lehman period VAR(3) model was selected.  

We estimated parameters of the model
261

 for all selected variables, and found out 

that, according to the coefficient of determination (R
2
), for the pre-Lehman period 

maximum explained variability was evident for variable NIKKEI300 (21.70%) and for the 

post-Lehman period for variable BET (42.18%).  

In general, and based on comparative analysis of the maximum explained 

variability, we found that recent global financial crisis, ceteris paribus, has increased 

explained variability measured by the coefficient of determination in case of all variables 

(Table 7).  

This implies that due to the exogenous shock, such as recent global financial crisis, 

integration of the selected markets increases  

 

Table 7 Maximum explained variability in VAR model 

 

Index 

Maximum Explained Variability measured 

by 

the coefficient of determination (R
2
 )  

Change 

Pre-Lehman period Post-Lehman period 

BELEX15 12.53% 36.82% Increase 

BET 7.65% 42.18% Increase 

BIRS 9.39% 15.04% Increase 

BUX 12.46% 18.35% Increase 

CAC40 14.50% 21.27% Increase 

CROBEX 9.73% 22.40% Increase 

DAX 11.61% 18.70% Increase 

FTSE100 14.57% 24.71% Increase 

MONEX20 13.27% 22.33% Increase 

NIKKEI300 21.70% 40.71% Increase 

PX 11.42% 24.87% Increase 

S&P500 7.77% 22.14% Increase 

SAX 3.15% 9.65% Increase 

SASX-10 10.21% 28.33% Increase 

SBITOP 13.42% 20.71% Increase 

SOFIX 10.44% 28.90% Increase 

WIG20 6.92% 19.22% Increase 

 

                                                 
261 Due to their extensive volume, estimated parameters in VAR model and their statistical significance, as 

well as other relevant statistical results, cannot be presented in detail in the paper but these data are available 

upon request.     
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Results of Granger causality test
262

 for the pre- and post-Lehman period of time are 

given in Table 8.  

 

Table 8 Granger Causality Test: Pre-Lehman and Post-Lehman period 

 

Equation 
Granger Causality Test

263
 

Pre-Lehman period Post-Lehman period 

BELEX15 

NIKKEI300 Granger 

Cause BELEX15; S&P500 

Granger Cause BELEX15 

BET Granger Cause BELEX15; BIRS Granger Cause 

BELEX15; BUX  Granger Cause BELEX15;CAC40  Granger 

Cause BELEX15; CROBEX  Granger Cause BELEX15; DAX  

Granger Cause BELEX15; FTSE100  Granger Cause 

BELEX15; MONEX20  Granger Cause BELEX15; NIKKEI300  

Granger Cause BELEX15; PX  Granger Cause BELEX15; 

SASX-10  Granger Cause BELEX15; S&P500  Granger Cause 

BELEX15; SAX  Granger Cause BELEX15; SBITOP  Granger 

Cause BELEX15; SOFIX  Granger Cause BELEX15; WIG20  

Granger Cause BELEX15 

BET SAX Granger Cause BET 

BELEX15 Granger Cause BET; BIRS  Granger Cause BET; 

BUX  Granger Cause BET; CAC40  Granger Cause BET; 

CROBEX  Granger Cause BET; DAX  Granger Cause BET; 

FTSE100  Granger Cause BET; MONEX20  Granger Cause 

BET; NIKKEI300  Granger Cause BET; PX  Granger Cause 

BET; SASX-10  Granger Cause BET; S&P500  Granger Cause 

BET;  SAX  Granger Cause BET; SBITOP  Granger Cause BET; 

SOFIX  Granger Cause BET; WIG20  Granger Cause BET 

BIRS 

BUX Granger Cause 

BIRS; DAX Granger 

Cause BIRS; FTSE100 

Granger Cause BIRS; 

MONEX20 Granger 

Cause BIRS; S&P500 

Granger Cause BIRS 

BELEX15 Granger Cause BIRS; BUX  Granger Cause 

BIRS;CROBEX  Granger Cause BIRS; MONEX20  Granger 

Cause BIRS; PX  Granger Cause BIRS;  S&P500  Granger 

Cause BIRS; SOFIX  Granger Cause BIRS; WIG20  Granger 

Cause BIRS 

BUX 
S&P500 Granger Cause 

BUX 

CROBEX  Granger Cause BUX;  NIKKEI300  Granger Cause 

BUX; PX  Granger Cause BUX; SASX-10  Granger Cause BUX; 

S&P500  Granger Cause BUX; SBITOP  Granger Cause BUX; 

SOFIX  Granger Cause BUX 

CAC40 
SAX Granger Cause 

CAC40 

DAX  Granger Cause CAC40; FTSE100  Granger Cause 

CAC40; NIKKEI300  Granger Cause CAC40;  PX  Granger 

Cause CAC40;  S&P500  Granger Cause CAC40; SBITOP  

Granger Cause CAC40 

CROBEX 
S&P500 Granger Cause 

CROBEX 

MONEX20  Granger Cause CROBEX; NIKKEI300  Granger 

Cause CROBEX; PX  Granger Cause CROBEX; SASX-10  

Granger Cause CROBEX; S&P500  Granger Cause CROBEX; 

SBITOP  Granger Cause CROBEX 

DAX 

BUX Granger Cause 

DAX; S&P500 Granger 

Cause DAX 

CROBEX  Granger Cause DAX; NIKKEI300  Granger Cause 

DAX; PX  Granger Cause DAX;  S&P500  Granger Cause 

DAX;  SBITOP  Granger Cause DAX; SOFIX  Granger Cause 

DAX; WIG20  Granger Cause DAX 

FTSE100 
S&P500 Granger Cause 

FTSE100 

BIRS  Granger Cause FTSE100; CAC40  Granger Cause 

FTSE100; MONEX20  Granger Cause FTSE100; NIKKEI300  

Granger Cause FTSE100; PX  Granger Cause FTSE100; SASX-

10  Granger Cause FTSE100; S&P500  Granger Cause 

FTSE100; SBITOP  Granger Cause FTSE100; SOFIX  Granger 

Cause FTSE100; 

                                                 
262 Due to their extensive volume, the results of Granger causality test (F-statistics and probability, at the 5% 

significance level, for all variables) cannot be presented in detail in this paper but are available upon request.     
263 Null hypothesis (H0: x does not Granger Cause y) was rejected at the 5% significance level. 



862 

 

MONEX20 

BIRS Granger Cause 

MONEX20; CROBEX 

Granger Cause 

MONEX20; S&P500 

Granger Cause 

MONEX20; SASX-10 

Granger Cause 

MONEX20 

BUX  Granger Cause MONEX20; CROBEX  Granger Cause 

MONEX20; PX  Granger Cause MONEX20; SAX  Granger 

Cause MONEX20; WIG20  Granger Cause MONEX20 

NIKKEI300 

BUX Granger Cause 

NIKKEI300; DAX 

Granger Cause 

NIKKEI300; FTSE100 

Granger Cause 

NIKKEI300; PX Granger 

Cause NIKKEI300; 

S&P500 Granger Cause 

NIKKEI300 

BET  Granger Cause NIKKEI300; BUX  Granger Cause 

NIKKEI300; CAC40  Granger Cause NIKKEI300; CROBEX  

Granger Cause NIKKEI300; DAX  Granger Cause NIKKEI300; 

FTSE100  Granger Cause NIKKEI300; PX  Granger Cause 

NIKKEI300; S&P500  Granger Cause NIKKEI300; SBITOP  

Granger Cause NIKKEI300;  SOFIX  Granger Cause 

NIKKEI300; WIG20  Granger Cause NIKKEI300 

PX 
S&P500 Granger Cause 

PX 

BELEX15  Granger Cause PX; BIRS  Granger Cause PX;  BUX  

Granger Cause PX;  CAC40  Granger Cause PX; CROBEX  

Granger Cause PX; DAX  Granger Cause PX; FTSE100  

Granger Cause PX; NIKKEI300  Granger Cause PX; SASX-10  

Granger Cause PX; S&P500  Granger Cause PX;  SBITOP  

Granger Cause PX;  SOFIX  Granger Cause PX 

S&P500 
SASX-10 Granger Cause 

S&P500 

BELEX15  Granger Cause S&P500; BET  Granger Cause 

S&P500; FTSE100  Granger Cause S&P500; NIKKEI300  

Granger Cause S&P500; SASX-10  Granger Cause S&P500; 

SBITOP  Granger Cause S&P500 

SAX DAX Granger Cause SAX BET  Granger Cause SAX 

SASX-10 
SOFIX Granger Cause 

SASX-10 

BELEX15  Granger Cause SASX-10; BET  Granger Cause 

SASX-10; BIRS  Granger Cause SASX-10; CAC40  Granger 

Cause SASX-10; CROBEX  Granger Cause SASX-10; DAX  

Granger Cause SASX-10; FTSE100  Granger Cause SASX-10; 

MONEX20  Granger Cause SASX-10; S&P500  Granger Cause 

SASX-10; SBITOP  Granger Cause SASX-10; SOFIX  Granger 

Cause SASX-10 

SBITOP - 

BET  Granger Cause SBITOP; CAC40  Granger Cause 

SBITOP; CROBEX  Granger Cause SBITOP; DAX  Granger 

Cause SBITOP; FTSE100  Granger Cause SBITOP;  PX  

Granger Cause SBITOP; SASX-10  Granger Cause SBITOP; 

S&P500  Granger Cause SBITOP;  SOFIX  Granger Cause 

SBITOP; WIG20  Granger Cause SBITOP 

SOFIX 

CROBEX Granger Cause 

SOFIX; DAX Granger 

Cause SOFIX; FTSE100 

Granger Cause SOFIX; 

PX Granger Cause 

SOFIX; S&P500 Granger 

Cause SOFIX 

BET  Granger Cause SOFIX; FTSE100  Granger Cause SOFIX; 

NIKKEI300  Granger Cause SOFIX; PX  Granger Cause 

SOFIX; SASX-10  Granger Cause SOFIX; S&P500  Granger 

Cause SOFIX; SBITOP  Granger Cause SOFIX 

WIG20 - 

BET  Granger Cause WIG20;  DAX  Granger Cause WIG20; 

MONEX20  Granger Cause WIG20; NIKKEI300  Granger 

Cause WIG20; PX  Granger Cause WIG20;  SASX-10  Granger 

Cause WIG20; S&P500  Granger Cause WIG20; SBITOP  

Granger Cause WIG20 

 

Based on the results presented in Table 8 it can be concluded that in the pre-

Lehman period of time, null hypothesis (H0: x does not Granger Cause y) was rejected, at 

the 5% significance level, less times than in the post-Lehman period of time.  

Furthermore, this means that in the pre-Lehman period, selected independent 

variables (x) had less power in explaining the current value of dependant variable (y).  
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However, and due to the fact that in the post-Lehman period null hypothesis was 

rejected at the 5% significance level in more cases than in the pre-Lehman period of time, 

current value of dependent variable (y) could have been better explained by adding also 

lagged values of independent variables (x).  

Therefore, and based on the above presented correlation analysis, VAR model and 

Granger causality test, it can be concluded that recent global financial crisis, ceteris 

paribus, has generated increased correlation and integration between capital markets in 

CEE. 

 

5. Conclusion 

 

Recent global financial crisis is probably one of the most important economic events of the 

last century. Therefore, the main goal of this paper was to scientifically examine the 

impacts of the global financial crisis on the capital markets in CEE, in terms of their 

correlation and integration.  

Investigating capital market integration, together with its efficiency and correlation 

as well, is crucial when exploring possible diversification benefits for investors.  

By using scientific method, we found that recent global financial crisis, ceteris 

paribus, has generated increased correlation and integration between capital markets in 

CEE which indicates lower possibilities for efficient international portfolio diversification. 

We also found that, in pre- and post-Lehman period, majority of analysed indices 

had negative skewness which indicates that there was a substantial probability of a big 

negative return.  

In the end we conclude that these results could be good starting point in decision 

making for those who are planning to invest in the CEE capital markets.  

On the other hand, and on a policy level, the initiatives towards capital market 

integration in CEE should be supported, which will reduce benefits of diversification for 

portfolio investors; however other benefits will be preserved.  
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ABSTRACT 

 

Triple Helix is a metaphor which is used to describe the interconnection and 

operation of three forces (actors) in the society: university, business sector and 

government. These three institutional spheres are interconnected in a spiral, and 

connections between them are occurring at different levels and stages of the innovation 

process.  

Mere forming of partnership between university, business sector and government 

does not lead to the achievement of set objectives, and in two-thirds of cases such 

partnerships end in failure because of different organisational structures between partners, 

and differences in the nature of their work. However, when it is successful, collaboration 

leads to synergistic effects, which are described by the Triple Helix Model. 

The Triple Helix Model can be applied to the micro, meso and macro level. 

The micro level of this model refers to university teachers who are becoming 

entrepreneurs using their knowledge as a basis for entrepreneurial activity; to entrepreneurs 

who work in university laboratories; scientists who, from time to time, work in private 

companies; university and industry researchers who together define and implement 

regional development programmes.  

At the meso level, the Triple Helix Model refers to the institutions of the model 

themselves and their efforts to contribute to the creation of innovations through creation of 

various organisational modalities: university spin-offs, joint companies established by the 

university, science parks, mutual cooperation and coordination to create innovation by all 

the institutions of the model, etc. 

The macro level of the model entails that laws and regulations are the result of 

previous collaboration and negotiations between all the spheres of the model. 

This paper, on the example of educational-consultancy programme - Grow Your 

Business, describes an attempt to implement the Triple Helix Model (at the meso level) 

and states the reasons for its failure.  

Grow Your Business is an educational programme intended for growing companies, 

which was developed in 2000 in a partnership of Faculty of Economics in Osijek, J. J. 

Strossmayer University of Osijek, Centre for Entrepreneurship Osijek and CEPOR - SMEs 

mailto:suncica@efos.hr
mailto:adelic@efos.hr
mailto:oto.wilhelm@gmail.com
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and Entrepreneurship Policy Center, financed by the The Ministry of Crafts, Small and 

Medium-sized Enterprises, the European Training Foundation (ETF), and the Open Society 

Institute. In developing this programme, the experience (through consultant and expert 

assistance) of Durham Business School from United Kingdom and Curtin Business School 

from Perth, Australia, which have been implementing and developing this programme for 

many years, was used. 

In its development phase, the Programme was an example of good cooperation and 

synergy between all three institutional spheres of the Triple Helix model (Government co-

financing, research and development of the Programme by the University and articulation 

of the needs of the business sector), which disappeared in the implementation stage of this 

Programme. One of the major reasons for the failure of this project (and thus of the Triple 

Helix concept) lies in prevailing and accepting of interests of individual groups, while 

neglecting the long-term goals set out at the onset of the Programme.  

 

Keywords: Triple Helix, growing SMEs, educational program for SMEs 

JEL classification: M21 

 

1. What Is Triple Helix? 

Triple Helix is a metaphor, borrowed from biotechnologists. It consists of 3 spirals and 

refers to the bimolecular structure of DNA in biophysics. The metaphor is used to describe 

the interconnection and operation of three forces (actors) in the society: university, 

business sector and government (Blenker et al. 2006, Figure 1).   

 

Figure 1: The Triple Helix Model  

 

 
Figure 3 
The Triple Helix Model of University-Industry-

Government relations 

Figure 4 
The overlay of communications and expectations at the 

network level guides the reconstruction of institutional 

arrangements 

Source: Etzkowitz H., Leydesdorff L., The Dynamics Of Innovation: From National Systems And "Mode 2" 

To A Triple Helix Of University-Industry-Government Relations, Research Policy 29(2) (2000) 109-123. 
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The Triple Helix Model explains the new arrangement of institutional forces in the process 

of creating innovation. In this model, government represents the force that defines laws 

and establishes a framework for activities of other forces, but it can also actively 

participate in these processes. Since knowledge has become an extremely important part of 

the innovation process, universities as centres of creation and dissemination of knowledge 

have an increasingly important role in industrial innovations. Previously this activity 

belonged either to industry or government or, depending on the social system, 

collaboration between these two factors. Therefore the policies have been focused on the 

relations between government and industry, on the improvement of business climate, 

decreasing of taxes or various subsidies for the business sector. In a knowledge-based 

economy, university is becoming a key institution of the innovation system – both as 

producer of human capital and as foundation (seed-bed) for the development of new 

companies, and next to government and industry, emerges as an indispensable element in 

the development of society.   These three institutional spheres, according to Etzkowitz and 

Leydesdorff (2000) are interconnected in a spiral, and the links between them occur at 

different stages of the innovation process.  

 

This model can be applied to the micro, meso and macro level (Blenker P., Dreisler P., 

Kjeldsen J., 2006). 

 

The micro level of this model refers to university teachers who are becoming entrepreneurs 

using their knowledge as a basis for entrepreneurial activity; to entrepreneurs who work in 

university laboratories; scientists who, from time to time, work in private companies; 

university and industry researchers who together define and implement regional 

development programmes.  

 

At the meso level, this model refers to the institutions of the model themselves and their 

efforts to create various modalities that create innovation: university spin-offs, joint 

companies established by the university, science parks, mutual cooperation and 

coordination to create innovation by all the institutions of the model, etc. 

 

The macro level of the model entails that laws and regulations are the result of previous 

collaboration and negotiations between all the spheres of the model.  

 

1.1. How And Why Triple Helix Model Is Developed? 

 

Four processes have contributed to the development of the Triple Helix Model (Etzkowitz 

and Leydesdorff (2000), Etzkowitz, 2004). The first relates to internal change of each of 

the institutions in this model. Development of lateral connections within the university and 

creation of strategic partnerships have occurred, and the mission of the university has 

changed through ever growing pressure on the university to contribute to the economic 

development, as one of the fundamental roles of the university.  

 

The second process is related to the influence of each of the individual institutions on the 

other two. Business sector and the changes that occur in it influence the changes in 

universities, while the changes in government reflect directly on the changes in the other 

two sectors. 

 

The third process is the creation of trilateral networks, connections and organisations, as a 

consequence of mutual interaction of these three spheres, which serve as means for 

communication and encouraging creativity, and creation of regional cohesion.  This 

phenomenon is especially prominent at the level of regional industrial clusters, which had 
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previously lacked a common organisational structure. Creation of such new forms of 

organisation (arrangements) is typical of crisis situations, such as, for example, general 

economic recession or increased international competition. Example of this is the Joint 

Venture Silicon Valley Network, founded during economic stagnation in the 

semiconductor industry, or Knowledge Circle of Amsterdam, organised some ten years 

ago.  

The New England Council was founded in 1925 by business and government 

leaders, who recognised the importance of working together to find solutions to common 

economic problems of the region. The New England Council is an association of business, 

university, health, and public and private organisations of New England, founded with the 

aim to promote economic development and create high quality of life in this region. In the 

past several years, during the current economic recession, the Council has focused on 

initiatives related to creating new jobs and stimulating economic growth. 

(http://www.newenglandcouncil.com/).  

Joint Venture Silicon Valley Network was founded in 1993, when the 

semiconductor industry in Silicon Valley was faced with competition from other regions in 

America and abroad. There was a danger of losing the leading position and the need 

emerged for better organising, changing and adapting in order to keep the leading position 

and ensure competitiveness of the region in this industry. This organisation is connecting 

the business sector, government, university, as well as the wider community, with the aim 

of spotting problems and finding innovative solutions.   

“Joint Venture was born in that environment, as an experiment in regional thought 

and action on issues that do not respect city limits, county borders or state lines: economic 

development, infrastructure, transportation, communications, education, health care, 

disaster planning, climate change and more... Early sceptics doubted the notion that 

otherwise provincial and disparate interests could convene for a common purpose.  Some 

still do, but the greater goal has largely prevailed.” (http://www.jointventure.org/)  

The fourth process is associated with the recursive effect of these mutual networks and 

organisations, not just between these three institutional spheres, but on the society as a 

whole.  

In the last 20 years Triple Helix has been developed into a widely accepted conceptual 

framework which brings together knowledge, consensus and innovations of three (or four) 

major social actors (university - government - industry (and civil society)) and provide 

better cradle for social and economic development (Etzkowitz & Leydesdorff, 2000; 

Etzkowitz, 2006; Gibbons M. et al., 2004). But the departure from Triple Helix as an 

intuitive guide for policy makers and researchers to a model of social organization requires 

further work on identifying relations between major actors, their capability of collaboration 

and measuring their impact on societal capability of solving problems. (Singer, Oberman 

Peterka, 2010). Mere forming of partnerships between university, business sector and 

government does not lead to the achievement of the set goals, and in two-thirds of cases 

such partnerships end in failure (Hagen 2002), "because of cultural differences between the 

partners, differences in their products and nature of work" (Cyert and Goodman 1997, cited 

by Hagen 2002:209). Initiative for collaboration can come from any of the institutional 

spheres, but all have to be ready and willing to work and learn together. When it is 

successful, collaboration leads to synergistic effects, which are described by the Triple 

Helix Model and illustrated by the above examples. The importance of collaboration 

between them and their impact on economic growth and development has led to a series of 

conferences on the Triple Helix concept (Amsterdam 1996, New York 1998, Rio de 

Janeiro 2000, Denmark  2002, Torino 2005, Singapore 2007, Glasgow 2009, Madrid 2010, 

Stanford 2011), which were the place for discussing and finding the right form of strategic 

partnerships between government, university and industry, which would initiate economic 

growth and social development (Hagen 2002).  

http://www.jointventure.org/
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2. Case Of The Grow Your Business Programme, Croatia 

2.1.  Introduction 

 

For any developing country, the Triple Helix concept is not only an academic 

concept, but a needed practical tool for rational usage of very limited soft (knowledge and 

commitment) and hard resources (money) at local and national level (Singer, Oberman 

Peterka, 2010b). 

In developing countries everything is in short supply (from educated people to 

roads). Therefore, any approach (as Triple Helix concept) which brings insufficient 

resources together is needed and the most desirable one. Despite expectations that sharp 

asymmetry of having less than others and needing more than others would bring all major 

actors (industry, government and university) together in working on closing this gap, that 

is generally not the case in developing countries (Singer, Oberman Peterka, 2010b). Low 

innovation capacity of the business sector (Singer, 2008), teaching-oriented universities 

and governments overwhelmed with development issues, but not seeing or having strategic 

framework for solving them, are major obstacles in developing Triple Helix interactions. 

Now, from the time distance of almost 20 years, and with the evidence of how many 

resources (time, brain power, money) were underutilized or lost, it can be proved that not 

only we, local people are responsible for what happened, but it should also be a very 

important lesson to be learned by international institutions who were present and still are, 

as donators and co-financiers. Their task should not only be in giving money, but teaching, 

giving recommendations, helping and following up on activities and projects that were 

financed by them. The case of Grow your Business programme in Croatia will show this 

by concrete example. 

 

2.2 Background Of The Project 

With the purpose of defining long-term policies and instruments that would stimulate 

building local capacities, the European Training Foundation (European Union's agency for 

the reform of vocational education, training and training management) in 1999 launched a 

programme called „Entrepreneurial training for SME growth: lessons from Central and 

Eastern European Countries“. The objective of the project was to evaluate the existing 

training activities for the small and medium-sized enterprise sector in Central and Eastern 

Europe, and to help design an appropriate educational programme for small and medium-

sized enterprises, which would help strengthen this sector and its competitiveness. In 

Croatia, this project was entitled „Designing an SME training model for Croatia”.  

A tender was published, and Josip Juraj Strossmayer University in Osijek, Faculty 

of Economics in Osijek was selected as the proponent of the first part of the project
264

 in 

Croatia. As a prerequisite for getting the project, European Training Foundation (ETF) has 

stipulated co-financing by local institutions. The Ministry of Crafts, Small and Medium-

sized Enterprises and the Open Society Institute became involved in financing the project 

with equal amounts (33%). Objective of the project was to explore the existing context of 

the work of small and medium-sized enterprises, the need and demand for training and 

advisory services at regional and national levels, the importance of local differences, as 

well as the structure of supply (types of services, geographical coverage, general or 

specialised focus). Two methodological approaches were used to accomplish these tasks: 

a) Critical review of secondary materials (various programmes and studies) in order to 

gain insight on what is already known as a positive experience in stimulating the 

growth of small and medium-sized enterprises in the countries of Central and Eastern 

Europe, which could be a valid basis for the transfer of good solutions to the business 

                                                 
264 „Designing an SME training model for Croatia – Phase 1“ (1999-2002) 
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environment in Croatia. An external expert, Milford Bateman
265

, was hired for the 

purpose of review of secondary materials and assessment of the situation in the sector 

of small and medium-sized enterprises. 

 

b) Collecting the opinions (by conducting semi-structured interviews) of key national 

and regional stakeholders, in order to gain a broad insight into the problem of 

development of SMEs from different expert and institutional aspects (from the level of 

those responsible for policies and instruments of development of the sector, training 

and advisory activities, financing...). Collecting opinions (by conducting interviews) of 

key national and regional stakeholders was carried out by students of Graduate 

Program in Entrepreneurship at Faculty of Economics in Osijek. Students passed 

training on interviewing, which was led by Allan Gibb
266

 and Vinod Morar
267

, external 

experts in the project. On the national level, 18 experts were interviewed, while at 

regional levels (Čakovec, Osijek, Pula, Split, Zagreb), 44 experts and some 200 owners 

of small and medium-sized enterprises were interviewed. Besides, 3 focus groups were 

also organised, at which reflections of 25 owners of small and medium-sized 

enterprises were gathered. As it is seen, the project was designed to give a broad and 

realistic picture of situation in the SMEs training sector (both on the supply and the 

demand side) and the project gathered all three spheres: government, business and 

university. 

 

After the interviews were conducted, it has been concluded that there is a significant 

gap between what is needed from the side of entrepreneurs, and what is offered from the 

side of training providers.  

Majority of institutions that were providing trainings for SMEs were offering educational 

programmes that were too general, context- neutral (no importance was given to company 

size or growth phase) and not focused to the real needs of entrepreneurs. They were 

offering what they know, not what entrepreneurs need. There was no financial support for 

co-financing the costs of training. Chaotic situation on the supply side was the result of a 

lack of research of the demand, the lack of training evaluation (or taking care about 

evaluation in the future training design), and the lack of sophisticated demand for such 

training services (entrepreneurs are not asking for training).  

Focus groups and interviews with entrepreneurs have shown that, the best trainings 

are those that are ”tailored” to the needs of entrepreneurs. Specialised programmes focused 

on developing skills and knowledge necessary for leadership, human resource 

management, time management, finances and taxes are important to entrepreneurs. 

Sectoral and regional specificities are important and should be recognised in the supply of 

training programmes. 

With this the first part of the project was concluded. The outputs of the project were 

experts' reports on the situation in the sector and recommendations for creation of 

                                                 
265 Milford Bateman is a freelance consultant specializing in local economic development policy, particularly 

in relation to the Western Balkans. He has worked as a consultant for most of the major international 

development agencies and for several of the major international NGOs. He is also currently a Visiting 

Professor of Economics at the University of Juraj Dobrila at Pula, Croatia. 

(http://us.macmillan.com/author/milfordbateman, 20.01.2012) 
266 Allan Gibb has worked in the field of Small and Medium Enterprise (SME) and Entrepreneurship 

development for over 30 years. He has worked in over 80 countries throughout the world ranging from the 

so-called 'developing' to transition and developed economies. He is well known internationally as a speaker 

and author. His great interest is in bridging the gap between concept and practice. 

(http://www.allangibb.com/, 20.01.2012) 
267 Vin Morar currently lives and works in The Netherlands, at TSM Business School, University of Twente. 

He has wide experience in the field of Entrepreneurship, having worked in many different parts of the world, 

e.g., Britain, Netherlands, Finland, Slovenia, Bulgaria, Serbia, Croatia, Russia, Tanzania, Ukraine, South 

Africa, Seychelles, etc. (http://www.tsm.nl/over-tsm/medewerkers/vinmorar/, 20.01.2012) 

http://us.macmillan.com/author/milfordbateman
http://www.allangibb.com/
http://www.tsm.nl/over-tsm/medewerkers/vinmorar/
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educational programs that correspond to the needs. Results of the project were reported to 

all three donators (ETF, Ministry and Open Society Institute).  

The project was continued with the 2
nd

 project phase (2003-2005) - „Designing an 

SME training model for Croatia – Phase 2“, under the continued leadership of the Josip 

Juraj Strossmayer University in Osijek, Faculty of Economics in Osijek and Centre for 

Entrepreneurship Osijek. This phase of the project was also financed by the European 

Training Foundation (ETF), the Ministry of Crafts, Small and Medium-sized Enterprises 

and the Open Society Institute, in equal amounts. The objective of the project was to design 

an effective training model for small and medium-sized enterprises, taking into account the 

results of the 1
st
 phase of the project.  

The specific objectives of the project were to implement pilot programmes for 

entrepreneurs in 3 regions during the period of one year. General and specific objectives 

were supposed to improve the learning process between national stakeholders, familiarise 

them with the trends and solutions in the field of training of small and medium-sized 

enterprises, as well as with relevant experiences in countries of the European Union. 

With regards to the results of the 1
st
 phase of the project (that there are too many general 

training programs, which are not created according to the needs of any particular group of 

entrepreneurs, so that they are too complex for some, and too simple for others, and that 

there is a lot of training programmes aimed at entrepreneurs beginners), as well as the fact 

that there is not enough growing companies in the society, which directly contribute to 

economic development and represent generators of new jobs (Singer et.al, GEM research), 

it has been decided that a training programme for growing enterprises will be developed 

within the 2
nd

 phase of this project.  

Again, three institutional spheres were included in this phase of the project: government - 

ministry (finance), university (knowledge) and the need from the business sector.  

Using the experience of Durham Business School at Durham University, United 

Kingdom and their Growth programme, which was exported to many countries (e.g. Curtin 

Business School in Perth, Australia is still offering this course to entrepreneurs
268

), 

professor Allan Gibb helped with creation of an educational-advisory programme (named 

Grow Your Business).  

Grow Your Business programme consists of a series of workshops covering the 

main areas of business operations (marketing, finance, operations and strategy), as well 

as skills necessary for the success of every entrepreneur (negotiation, communication 

skills, and skills of finding and retaining quality employees), and they are not viewed 

separately, but are always put in the function of achieving the vision and mission of 

enterprises and their growth. The programme also included 10 hours of free counselling, 

and the entrepreneurs could choose an advisor or trainer from the specialism from which 

they had the greatest need for counselling and support.   

In the spring of 2003, 15 trainers from Čakovec, Pula and Osijek’s centres for 

entrepreneurship have been educated and teaching materials have been developed. 

Education of trainers and consultants was conducted by a team of professors and trainers 

from Durham Business School, led by Professor Allan Gibb.  

 

2.3. Implementation of the Project 

The first and second phases of the project were successfully completed – opinions of 

experts and entrepreneurs at national and local levels were collected, an educational 

programme was created and trainers and advisors were trained. The task of all the support 

institutions (centres for entrepreneurship in Osijek, Čakovec and Pula) was to organise 

education for local enterprises with growth potential.  

                                                 
268 http://www.business.curtin.edu.au/business/professional-services/curtin-growth 

http://www.business.curtin.edu.au/business/professional-services/curtin-growth
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Through a series of promotional workshops the programme was presented to 

potential participants. As the programme was held over 7 months, and since it was 

intended for business owners (who are not used to attending education, because they do not 

perceive it as necessary, given demands on their time), it was very important to present the 

programme to entrepreneurs, business owners. It was important that business owners 

understand that this programme can be useful to them and they are the ones who need to 

make changes in their companies and on whom full realization of company potential 

depends, which was the objective of this programme. 

Grow Your Business programme was carried out in 2005 for the first time at the 

Centre for Entrepreneurship Osijek, and the first group of attendants consisted of 12 

entrepreneurs – business owners from Osijek-Baranja County. The programme was rated 

with excellent average grades, and the advisers were deemed competent and accessible. 

Networking of attendants was an important advantage of this programme. Entrepreneurs 

shared their experiences and learned from each other, which was evaluated as an important 

component of the programme by the attendants during evaluation of the seminar. 

Entrepreneurs were paying for the seminar, but at a subsidised price, which was made 

possible by the project. It was to be assumed that this Programme would be included in 

the list of seminars that are co-financed by the The Ministry of Crafts, Small and 

Medium-sized Enterprises, since it participated in its creation and funding, and since 

that would enable sustainability of the project
269

.  

After the first cycle of the Programme, Centre for Entrepreneurship Osijek decided 

to start with the second cycle of the Programme, hoping that the Ministry will soon include 

the Programme in its list of seminars, and thus ensure partial covering of the costs. 14 

enterprises applied for the second cycle of seminars. Since the Programme was not 

included in the Ministry’s lists, which meant that there was no money for its co-financing, 

the trainers agreed to work on this cycle of the Programme for minimum hourly wages. 

They were committed that the Programme continues to operate, since too much energy had 

been invested in it, for it to cease operation. 

Until 2007, more than 100 entrepreneurs from Osijek, Vinkovci, Đakovo and 

Šibenik
270

 had passed through the Programme. 

Due to high interest in the programme, especially by medium-sized enterprises, the 

programme was also organised for individual enterprises, that is, management of those 

enterprises. Contents, duration of the programme, workshop topics, as well as the manner 

of organisation of specialised workshops was created according to the needs and interests 

of the client. An additional specificity of this programme was reflected in its flexibility, 

since each workshop, depending on the needs and wishes of entrepreneurs could have been 

developed into a longer seminar.  

Grow Your Business Programme was not included in the list of Ministry’s 

seminars, which made its implementation almost impossible. The full price of the seminar 

was unacceptable for entrepreneurs, and the Centre for Entrepreneurship Osijek no longer 

had the strength to co-finance it. The last cycle of the Programme took place in 2008, in 

which 6 entrepreneurs – business owners participated. 

On its lists of seminars for entrepreneurs, The Ministry of Crafts, Small and Medium-sized 

Enterprises has published a seminar for growing enterprises
271

, which, neither by its 

                                                 
269 Since support institutions offer and implement programmes for which they receive partial and/or complete 

co-financing from The Ministry of Crafts, Small and Medium-sized Enterprises. Only in that way they can 

cover all education costs, since entrepreneurs are still not ready and/or not able to finance the full cost of such 

education by themselves.  
270 Within the EU project that was implemented by CEPOR – SMEs and Entrepreneurship Policy Center 

from Zagreb, Centre for Entrepreneurship Osijek was hired to carry out,  in of Šibenik-Knin County, two 

cycles of the Grow Your Business Programme, in which around 20 entrepreneurs participated – owners of 

small and medium-sized growing enterprises. 
271 http://www.business-navigator.biz/kreditni_vodic/pretrazivanje_poticaja/projekti_poticanja_poduzetnistva/obrazovanje_za_poduzetnistvo 
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content nor the time component corresponds to the developed Programme. The 

recommended programme is just one in a series of general, neutral programmes, which 

does not solve the problems of any specific group of entrepreneurs. The Grow Your 

Business Programme as such has been terminated. Occasionally, organised by the Centre 

for Entrepreneurship, individual one-day workshops are held, such as Presentation skills, 

Teamwork, Quality management, etc. It is becoming increasingly difficult for institutions 

that hold educational programmes for entrepreneurs to gather participants, and the groups 

include students, volunteers, trainees, etc., to whom these programmes are not really 

intended, and thus they cannot achieve their goal. 

 

3. Conclusion 

Triple Helix is a metaphor which is used to describe the interconnection and 

operation of three forces (actors) in the society: university, business sector and 

government. Triple Helix is not only an academic concept; it has been implemented 

successfully in a number of cases (Joint Venture Silicon Valley Network, New England 

Council, etc.). On the other hand, partnerships formed between university, business sector 

and government end in failure in two-thirds of cases. This is primarily caused by a lack of 

willingness to work and learn together. In order to make this model successful, all three 

“helixes” have to come to a consensus on the joint vision and the methods of achieving this 

vision, which is the most important, but at the same time, the most difficult part of the 

process.  

This concept is of even greater significance for developing countries, where none of 

the spheres have enough capacity for change and where moving forward depends on 

working together. Unfortunately, despite expectations that sharp asymmetry of these 

societies would bring all major actors (industry, government and university) together in 

working on closing the development gap, that is generally not the case.  

The presented story about the Grow Your Business Programme in Croatia is not a 

solitary example of failure of Triple Helix relations; there are (unfortunately) many similar 

stories.  

The sooner main actors in society realize that Croatia is a small country with very 

limited resources, the sooner they will understand the importance of defining a common 

vision, goals and strategies, and accept that this vision can be achieved only by working 

together. Interests of individuals, lack of transparency, politicization, and incompetence 

should not be the factors that determine the success or failure of a project (which was the 

case in many situations). Otherwise, the current negative trends will continue and the gap 

between current situation and the vision will continue to grow. It is the responsibility of the 

whole society to decide which path it should take, as soon as possible, because time is 

running out. 
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Abstract 

 

This paper investigates relations between economic growth and the overall welfare 

development in selected five new member countries of the European Union (EU) from 

Central Europe, namely in the Czech Republic, Hungary, Poland, Slovakia and Slovenia 

over the years 2005-2010. Gross domestic product has increased, but it is not sufficient 

measure to capture socio-economic development in the country. According the EU 

Statistics on Income and Living Conditions (EU SILC), at-risk-of-poverty threshold of the 

citizens is not a linear phenomenon that is linked to the overall economic growth. To 

address the missing links between economic growth and the broader socio-economic 

development dynamics, the income situation of the households in the selected five new EU 

member countries in comparison with EU-27 is investigated using the EU SILC. The 

empirical results confirm that losers from economic growth and economic recession are 

unequally distributed towards female, young and older, unemployed and retired persons, 

and less educated. Gains are pertaining to more educated persons implying a greater focus 

on equal opportunities to education and on labor market. 

 

Keywords: income and living conditions, economic and social development, at-risk-of-

poverty threshold, households’ inequalities, Central Europe 
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1. Introduction 

 

Income inequality and poverty in Central and Eastern European countries have increased 

during the transition from planned to market economy (Milanovic, 1998). At-risk-of-

poverty rates are high also in the Southern-European countries, for example in Albania 

(Carlo et al., 2006; Betti and Ballini, 2008). According to Eurostat (2011), the European 

Union (EU) member states with the highest at-risk-of-poverty rates are Latvia, Romania, 

Bulgaria, Lithuania, Greece and Spain (over 20%). 

The most recent financial and economic crisis has serious implications not only for 

the business sector, but significantly has affected also the social situation of the various 

fragments of the population. The decline in rates of economic growth and even its negative 

mailto:stefan.bojnec@fm-kp.si
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values have affected growth of unemployment, which is reflected in a significant reduction 

in income of households and individuals (Eurostat, 2008, 2010). The decline in real income 

has led to an increase in the number of people without sufficient income to maintain the 

living standard of their families. 

In this paper we aim to answer on the questions and concerns on relation between 

economic growth during economic and financial crisis and at-risk-of poverty rates 

development. The relative poverty measures are derived from the EU Statistics on Income 

and Living Conditions (EU SILC) collected for large sets of individuals and households 

(Eurostat, 2009). The best known measure derived of this data and used for setting the key 

poverty measure is the median value of the set of income variables of all households under 

consideration. These households with total disposable income (per specific period and/or 

per member of household) are classified as the at-risk-of-poverty households (individuals). 

A major threat to these households and their members is the high probability of their 

subsequent social exclusion in very broad sense. To avoid such consequences, the society 

needs to detect and to know in details all the determinants related to these income and 

socially risky groups of citizens to assist them with a targeted support policy. 

Our research focuses on analysis of the household income situation in five Central 

European Countries (CEC-5), namely, the Czech Republic, Hungary, Poland, Slovakia and 

Slovenia. Their situation is analyzed and compared with the EU27 averages. The period 

studied is 2005-2010, which covers the post accession period with initial strengthen 

economic growth and later recession with most recent a slight economic recovery. As the 

primary information source used is the EU SILC (Eurostat, 2011). 

 

2. Literature review 

 

A body of literature has been developed on investigation of relationship between 

inequality, poverty, and development (Ahluwalia, 1976). The investigation of the 

relationship between economic growth and social development has given mixed results and 

findings on associations between GDP growth and social development between different 

countries and over time. In addition, the differential in results and findings are due to 

methodological and data limitations for such empirical analyses (Stehlíkova and Kabat, 

2009). Income inequality might be particularly harmful beyond a certain threshold. 

There is a growing literature on economic and social situation within EU and 

particularly within the selected CEC-5.  Pauhofová and Páleník (2005) analyzed 

households’ income situation in Slovakia. Kabat (2005) analyzed income situation of 

households and Kabat and Hatrák (2005) income inequalities in Slovakia. Marek (2010) 

studied income distributions trends in Czech Republic over the years 1995-2008 focusing 

on gender and age characteristics. While incomes tend to increase linearly by gender and 

age, the income inequality is increasing over the same years. This implies that social 

development is likely diverging with overall economic growth for a large part of 

population. Measurement on income poverty and material deprivation and social exclusion 

has been strengthened with the EU SILC project (Eurostat, 2011). The at-risk-of-poverty 

rate defined the poor as those individuals or households whose resources are so low as to 

exclude them from the minimum acceptable way of life in the country where they live. 

Income inequalities and at risk-of-poverty rate in CEC-5 during transition to a market 

economy have increased, but they are still lower than in most other OECD countries 

(OECD, 2011). 

In this paper we aim to answer on the following two research questions. First, 

whether income inequalities in terms of at-risk-of-poverty rate after social transfers depend 

on the speed of relatively high rates of economic growth and during recession. Second, 

what are main common characteristics pertaining to gainers and losers during the most 

recent years. 
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3. Methodology and Data 

  

The analysis of the income situation of the households in the CEC-5 is based on the data 

generated by the EU SILC project. In the sample for the cross-sectional and longitudinal 

households are included persons aged 16 or over. The core information values for this 

study are represented by the gross and the disposable income of the surveyed households. 

The most important parameter derived from the individual values of the household income 

variable is the median value. This adjusted value serves as a key measure for defining the 

income poverty line.  In the case of the EU SILC, the risk of poverty threshold is set at the 

60% of the national median equivalised disposable income after social transfers, which is 

used for setting the national at-risk-of-poverty line. This situation with the mean and 

median values is illustratively presented in Graph 1. 

  

 
Source: Authors compilation. 

 

From theoretical point of view the estimation of the at-risk-of-poverty population is 

equal to calculation of the area left sided from the green line presenting 0.6*Median value. 

The households with income below this level are classified as the at-risk-of-poverty 

households. Their proportion in total population is interpreted as rates of at-risk-of-poverty 

population and belongs to the key outcomes of the EU SILC project. 

Additionally to this of at-risk-of-poverty rates of population measure, also some 

measures reflecting structurally more detailed income situation of the households are 

applied. The most important of them are measures reflecting the income inequalities within 

the surveyed and analyzed sets of households. In this paper are presented only the most 

important groups of factors detected in the respondents´ questionnaires. Both the EU SILC 

data of at-risk-of-poverty rates and data on real gross domestic product (GDP) growth rates 

and on real cumulative GDP growth rates for the years 2004-2010 are obtained from 

Eurostat (2011). 
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4. Empirical Results 

 

4.1. Real GDP Growth 

 

Growth rate of GDP volume as a percentage change on previous year has experienced 

considerable oscillations between CEC-5 and over time. During the years 2005-2008 

Slovakia has experienced the highest growth rates, while Hungary the lowest ones (Table 

1). Poland is the only one that did not experience the negative growth rate of GDP volume 

in 2009. Yet, except for Hungary in 2007 and 2008, for the economic recession in Slovenia 

and Slovakia in 2009, and for Hungary and Slovenia in 2010, the growth rates of GDP 

volume in the CEC-5 have been higher than for the EU-27 average. This implies catching-

up of the CEC-5 with the EU-27 average. 

 

Table 1. Real GDP Growth Rates (% of change on previous year) 

 

Region/country  2004 2005 2006 2007 2008 2009 2010 

EU27 2.5 1.9 3.3 3.1 0.5 -4.3 1.8 

Czech Republic 4.5 6.3 6.8 6.1 2.5 -4.1 2.3 

Hungary 4.5 3.2 3.6 0.8 0.8 -6.7 1.2 

Poland 5.3 3.6 6.2 6.8 5.1 1.6 3.8 

Slovenia 4.4 4.0 5.8 6.9 3.6 -8.0 1.4 

Slovakia 5.1 6.7 8.5 10.5 5.8 -4.8 4.0 

Source: Eurostat (2011) 

 

Figure 1 confirms the catching-up tendencies with the EU economic development 

considering the longer economic period. Between 2003-2010 Slovakia and Poland showed 

the best economic outcomes in terms of the cumulative GDP growth, while Hungary and 

the EU-27 average the worst. 

 

Figure 1. The Cumulative GDP Growth, 2003-2010 

 

 
Source: Eurostat (2011). 
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4.2. Income Poverty and Income Inequalities 

 

At-risk-of-poverty rate after social transfers differs between the analyzed countries and 

over time. It is the highest for Poland, which has not experienced a recession and the 

lowest for the Czech Republic (Table 2). For Poland is also above the EU-27 average level, 

and also for the other four analyzed CECs. At-risk-of-poverty rate after social transfers 

tends to decline a slightly over time for the analyzed CEC-5, while it has remained rather 

stable for the EU-27 countries. 

 

Table 2. At-Risk-of-Poverty Rate after Social Transfers and for Female 

Region/Country 2005 2006 2007 2008 2009 2010 

EU27 16.4 16.5 16.7 16.4 16.3 16.4 

Czech Republic 10.4 9.9 9.6 9.0 8.6 9.0 

Hungary 13.5 15.9 12.3 12.4 12.4 12.3 

Poland 20.5 19.1 17.3 16.9 17.1 17.6 

Slovenia 12.2 11.6 11.5 12.3 11.3 12.4 

Slovakia 13.3 11.6 10.5 10.9 11.0 12.0 

in % of females  

EU27 17.0 17.2 17.5 17.4 17.1 17.1 

Czech Republic 11.0 10.8 10.5 10.1 9.5 10.0 

Hungary 13.2 15.5 12.3 12.4 12.1 12.0 

Poland 19.9 18.5 17.1 16.7 17.4 17.7 

Slovenia 13.7 12.9 12.9 13.6 12.8 14.1 

Slovakia 13.5 11.5 11.2 11.5 11.8 12.2 

Source: Eurostat (2011) 

 

At-risk-of-poverty rates by gender are a slightly higher for females than males. This 

implies Table 2 where at-risk-of-poverty rates in CEC-5 for females are also slightly 

higher than for the country average. 

Therefore, the aggregated data is not sufficient for showing the real situation with 

the at-risk-of-poverty population. For this reason some additional results of the EU SILC 

are useful. At-risk-of-poverty rates do not decline for all groups in society in CEC-5 in the 

same extent. Comparing different groups in the analyzed countries offers also new findings 

regarding investigation of set hypotheses. 

Namely, Table 3 suggests that people in various socio-economic groups are 

vulnerable at various risky levels. Particularly harmful are the young people below 18 

years and households of the elderly people over 65 years. For young, it is the highest for 

Poland, while for elderly for Slovenia. In both cases the rates are higher than for the EU-27 

average. 

 

Table 3. At-Risk-of-Poverty Rate after Social Transfers by Risky Age Groups 

 

 2005 2006 2007 2008 2009 2010 

% less than 18 years 

EU (27) 19.9 19.8 20.0 20.2 19.9 20.6 

Czech Republic 17.6 16.5 16.6 13.2 13.3 14.3 

Hungary 19.9 24.8 18.8 19.7 20.6 20.3 

Poland 29.3 26.3 24.2 22.4 23.0 22.5 

Slovenia 12.1 11.5 11.3 11.6 11.2 12.6 

Slovakia 18.9 17.1 17.2 16.7 16.8 18.8 
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%  65 years or over  

EU (27) 18.9 19.0 19.3 18.9 17.8 15.9 

Czech Republic 5.3 5.9 5.5 7.4 7.2 6.8 

Hungary 6.5 9.4 6.1 4.3 4.6 4.1 

Poland 7.3 7.8 7.8 11.7 14.4 14.2 

Slovenia 20.3 19.9 19.4 21.3 20.0 20.2 

Slovakia 7.1 8.5 8.4 9.9 10.8 7.7 

Source: Eurostat (2011) 

 

At-risk-of-poverty rates according the most frequent activity status showed that the 

most jeopardized social groups are categories of retired and particularly unemployed 

persons (Table 4). For the former, these rates are the highest for Slovenia and tend to 

increase over time, which seems to be a reflection of real declines in pensions with 

increasing real living expenditures causing a decline in purchasing power parity of retired 

people. It is worth mentioning that at-risk-of-poverty rates for retired persons for Poland 

and in single years for Slovakia and for Hungary are even lower than for employed 

persons. 

For unemployed persons, the critical situation with extremely high at-risk-of-

poverty rates is found for all studied countries. The rate is extremely high 40 percent.  

Keeping in mind the level of unemployment in these countries it is clear the disturbing 

impact of such situation on the total extend of the at-risk-of-poverty figures in these 

countries. The imperative call for creating new jobs in these countries is absolutely 

justified.  This call could be supported also by data on the in-work at-risk-of-poverty rates 

according which these levels are lower. 

 

Table 4. At-Risk-of-Poverty Rate after Social Transfers by Frequent Activity Status 

 

 2005 2006 2007 2008 2009 2010 

% of retired persons 

EU27 15.9 16.0 16.7 16.1 15.4 13.8 

Czech Republic 6.1 6.8 6.3 8.0 7.1 6.6 

Hungary 10.0 11.7 8.1 6.8 4.0 4.0 

Poland 10.5 6.8 6.4 9.6 12.3 12.8 

Slovenia 16.8 16.8 16.5 17.9 17.4 18.3 

Slovakia 6.9 8.1 8.0 9.7 8.9 8.7 

% of unemployed persons 

EU27 40.0 41.3 43.3 44.5 45.3 45.2 

Czech Republic 51.1 43.3 48.6 47.8 46.9 40.6 

Hungary 48.8 52.9 46.3 48.9 47.3 44.8 

Poland 45.7 46.3 43.3 38.8 42.1 45.4 

Slovenia 24.9 32.8 35.9 37.6 43.6 44.1 

Slovakia 39.0 40.8 45.1 43.2 48.6 41.1 

Source: Eurostat (2011) 
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Table 5. At-Risk-of-Poverty Rate after Social Transfers by Level of Education Attained 

 
 2005 2006 2007 2008 2009 2010 

% with tertiary education 

EU27 6.7 6.3 6.6 6.5 6.8 6.9 

Czech Republic 2.1 1.8 2.0 3.2 2.7 2.5 

Hungary 3.0 3.0 2.3 2.3 2.1 1.8 

Poland 5.2 2.7 3.1 3.7 3.5 4.6 

Slovenia 2.0 2.6 1.7 2.5 2.6 3.3 

Slovakia 7.0 4.0 3.1 3.6 3.8 4.3 

% with pre-primary, primary and lower secondary education  

EU27 22.7 23.1 23.7 23.4 23.2 22.0 

Czech Republic 16.8 17.7 18.4 18.8 18.4 18.2 

Hungary 17.1 24.5 18.4 18.5 19.2 19.9 

Poland 24.8 24.7 22.7 24.4 26.9 28.2 

Slovenia 23.4 22.6 24.2 25.1 22.9 27.0 

Slovakia 18.0 18.1 19.7 20.2 22.2 20.2 

Source: Eurostat (2011) 

 

The inverse relation between the impacts of the education level on the income 

situation is presented in Table 5: the lower the education degree level, the greater at-risk-

of-poverty rates. The data shows that education plays an important role in assisting people 

to function successfully on the labor market. This finding is valid for all studied countries 

with some smaller variations across these countries. At-risk-of-poverty rate is the highest 

for low educated with pre-primary, primary and lower secondary education and the lowest 

for tertiary education. For the lowest educational group, except for 2008, the lowest at-risk-

of-poverty-rate is for the Czech Republic, but has increased over the analyzed years. It is 

the highest for Poland, where tends to increase over time and for Slovenia, where oscillates 

by individual years. Around each fifth with pre-primary, primary and lower secondary 

education is at-risk-of-poverty. With the increasing degree of education attained, there is 

considerable decline in at-risk-of-poverty rates by each of the CEC-5. With tertiary 

education, at-risk-of-poverty rates further decline in range between 2-4%, but with 

variations by countries and by individual years. The empirical evidence clearly confirms 

the inverse, negative association between declining at-risk-of-poverty rate and increasing 

levels of education attained. 

 

5. Conclusions and implications 

 

Economic growth is frequently presented as the source and direct bridge to the overall 

welfare development of a particular country. Specifically, GDP per capita is referred in this 

connection as a measure of level of economic development. However this argument is not 

sufficiently supported by substantial data covering the social development in the country. 

According the EU SILC data, below at-risk-of-poverty threshold is also a significant 

percentage of citizens in the Czech Republic, Hungary, Poland, Slovakia and Slovenia over 

the years 2005-2010, even during the years of relatively high rates of economic growth and 

increasing GDP per capita. The relationship between economic growth and income 

inequality is found non-linear between different groups of population and over time. 

Hasanov and Izraeli (2011) argue that also the impact of inequality on growth is nonlinear 

for U.S. states on the distribution of income gains among different income groups. 

Lowering or increasing inequality substantially reduces economic growth, while stable 

inequality may be good for growth. 

The empirical results for the CEC-5 countries have confirmed four main important 

findings with policy implications. First, during each of the periods of relatively high rates 

of economic growth and during recession is pronounced similarities in economic and social 
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situation of households among losers and gainers. This finding is consistent with Hasanov 

and Izraeli (2011). They find that economic growth affects incomes of the poor, the 

middle-income group, and the rich similarly with the elasticity of one. 

Second, the main common characteristics between losers and between gainers have 

remained also rather constant. Among losers in the CEC-5 countries in a greater extent are 

the following economic, demographic and social situation characteristics: female by 

gender, young and older by age, unemployed and retired people by economic activity 

status, and less educated by educational level. Among main gainers are those people with a 

greater education level.  

Third, people in lower vulnerable socio-economic groups in the country with more 

equal income distribution (the Czech Republic and Slovenia) do not always face lower 

inequalities (e.g. at-risk-of-poverty rate) than those in lower socio-economic groups in the 

country with more unequal income distribution (Poland). Among major outliers for the 

Czech Republic are unemployed persons, while for Slovenia are unemployed and elderly. 

Finally, economic growth/development and changes in population socio-economic 

statuses in terms of income inequalities are two different concepts. In between is income 

distribution, government transfers and overall living conditions with absolute minimum 

income levels necessary for survival. The government transfers through taxation and 

subsidization policies might play some short-term redistribution role from the most reach 

to the most poor, but access and better opportunities for the higher and university 

educational attainments and labor market inclusion policies need greater private and 

government attention in promoting growth and improving income gains of the poor. 

Among issue for future research, this can be more in-depth empirical analysis at the 

micro, individual level of persons within different socio-economic types and structures of 

households with use of statistical and econometric methods. For regional, cohesion and 

other government policy of interest would be also analysis of regional, urban-rural and 

other income inequalities within and between countries. For example, Partridge and 

Rickman (2008) show that even for developed countries, such as U.S. states, despite 

economic growth and poverty reduction, regional differences in poverty can persist, 

particularly high poverty rates persisted in remote rural areas where poverty rates increase 

with greater rural distance from successful urban agglomeration economies. 
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ABSTRACT 

Information and communication technology (ICT) is seen as one of the competitive advantage 

factors in the hotel industry. Yet in some countries, hotels have been slow in incorporating ICT into 

their business practice. This paper studies small transitional Slovenian hotel sector, and uses 

structural modelling to analyse the role of different competitive advantage factors in relation to 

hotel’s strategy and competitiveness with a focus on the ICT. Study revealed that differentiation 

strategy has a positive, and a low price strategy a negative potential for competitiveness. Slovenian 

hotel managers prioritize other, not ICT competitiveness advantage resources and still prefer the 

old ways of doing business, such as extensive focus on personal contacts, yet this has negative 

impact on hotel’s performance.  Quite the contrary, ICT employment indirectly, through 

differentiation increases the competitiveness. Unfinished transition in Slovene hotel sector is seen 

as a main obstacle to stronger ICT implementation.  Slovenian study makes an interesting case, as 

its results have implications for hotels operating in a small size national or regional hotel industries 

in transitional or developing environments.  

 

Keywords: Information and communication technology, competitiveness,  strategy,  small 

hotel industry, transition, Slovenia. 
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             Some countries, such as transitional countries where market-based competitiveness 

factors have in the past been neglected, have been slower to incorporate ICT into their 

business practices. This paper studies the competitiveness of the small Slovenian hotel 

sector at a point in time when the transition towards a full market economy was coming to 

the end. It employs structural modelling (SEM) to overcome the ICT productivity paradox 

as a methodological construct. The study confirms that ICT has an indirect impact on hotel 

performance and supports other competitiveness factors that are directly connected to 

profitability. The old ways of doing business inherited from the non-market-based past, 

such as a focus on personal contacts or a low price strategy alone, reveal a negative impact 

on profitability and are not connected to ICT at all. ICT supports modern ways of doing 

tourism business, helps to improve a firm’s image and increases competitiveness through a 

product differentiation strategy supported by promotional and sales channels. A study of 

Slovenia makes an interesting case as its results hold implications for the strategy 

implementation of hotels operating in small-sized national or regional hotel industries in 

transitional or developing environments.  
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INTRODUCTION 

 

In a global market economy service companies must identify the key resources that 

can possibly generate a competitive advantage. They should also explore how they can 

access and capitalise on those resources in order to improve their business performance 

and stay competitive in the marketplace. The relevance of resources varies according to 

industry, time and space and may also depend on external industry conditions. Old 

resources such as personal contacts and low prices might be losing their competitiveness 

potential while intangible resources such as quality or brand (Tsai, Song, & Wong, 2009) 

are gaining in importance. New resources not previously known or explored might bring 

new potential for competitiveness. If for any reason companies have neglected the 

development of an important resource, new priorities must be set and a new policy defined 

in order to close the potential gap with their competitors.  

Information technology (IT) such as Internet, central reservations systems (CRS) and 

other electronic distribution systems can be seen as a relatively new competitive resource 

not forming part of older competitive advantage theories and models. Today researchers 

claim that IT and the Internet in particular can create a competitive advantage and improve 

performance and competitiveness (Namasivayam, Enz, & Siguaw, 2000; Porter, 2001; 

Sirirak, Islam, Khang, 2011). In the hotel industry information technology investments are 

often made to improve performance (Tsai et al., 2009) which is the main reason for 

managers to install information and communication technology (ICT). Unfortunately, the 

empirical evidence does not always support the logic behind such expectations. There is 

evidence of a so-called ICT paradox that investing in computers and information systems 

may have a negative impact on a firm’s productivity or performance (Roach, 1991; 

Brynjolfsson, 1993; Smith-David, Grabski, & Kasavana, 1996). This implies that ICT 

might not have a direct competitive advantage potential and thus researchers need to 

consider the benefits ICT offers apart from directly increased performance (Smith David et 

al., 1996); Sigala et al., 2004). 

 According to some authors, not many studies have researched the relationship of 

competitiveness factors, including ICT and performance, in hotel companies (Tsai et al., 

2009) and there is a need for more studies investigating the impact of ICT on hotel 

performance in general, and in developing countries in particular (Sirirak et al, 2011). This 

is particularly the case in transitional Eastern European countries. In this context, studying 

the role of competitiveness factors in the transitional Slovenian hotel sector is becoming 

relevant. In the year of study (2005) Slovenian hotels were performing poorly compared to 

other companies in the Slovenian economy and other international hotel companies 

(Kavčič et al., 2005; Tajnikar & Pušnik, 2008; Knežević-Cvelbar & Mihalič, 2007). We 

believe this was not only due to poor management and a lack of know-how but also the 

slow transition in the hotel sector that resulted in an inefficient ownership structure and old 

ways of doing business as practiced in the old system before the transition. During the 

transition Slovenian hotels ended up in the hands of state and investment funds which are 

not market- and performance-oriented (Prašnikar & Gregorič, 2002; Horvatin & Uršič, 

2002). Although generally regarded as more efficient and active owners, foreign 

companies still had almost no presence in the Slovenian hospitality industry, except for a 

few hotels belonging to an international hotel chain. Domestic private investors chiefly 

saw hotel ownership as a real estate investment opportunity and did not play an active role 

as owner. When the research was conducted in 2005, Slovenia had already transformed 

from a transitional to a developed high-income country, yet there is enough evidence that 

the transition in the hotel sector had still to be completed (Knežević-Cvelbar & Mihalič, 

2007). How have these circumstances influenced the role and use of different 

competitiveness factors? What impact have they had on closing the ICT gap? 
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This paper builds on both competitiveness theory and previous competitiveness 

research and applies it to the transitional tourism industry. Theoretically, it builds on two 

competitiveness approaches: Porter’s understanding of the firm’s competitive strategies as 

well as competitive advantage resource theory. The paper researches the issue of 

competitive-advantage sources which are grouped into competitive-advantage factors for 

the hospitality industry from the point of view of the management of ICT resources. It also 

attempts to contribute to the understanding of how ICT can support the competitiveness of 

hotel firms in the Slovenian and transitional economy if the ICT paradox of the inability of 

ICT to directly improve performance really arises. In particular, it aims to address several 

questions, including: How important have the different competitive-advantage factors been 

for Slovenian hotel managers? What is the contribution of so-called new resources like 

central reservation systems (CRS) and other electronic tools and the Internet? Does an ICT 

investment increase a company’s performance? Is the connection direct or does ICT 

enhance the potential competitiveness of other competitiveness factors? Finally, can ICT 

be seen as a single competitiveness factor or simply as a supporting factor for old 

competitiveness factors and strategies and, if so, which ones? At the end of the transition, 

are firms switching their managerial efforts from the old ways to the new ways of doing 

business? Which industry characteristics determine the implementation of ICT? 

The paper has five sections. After the introduction, the second section considers the 

importance of ICT for the hotel industry’s competitiveness and strategies. This is followed 

by a presentation of Slovenian transitional hotel competitiveness issues and previous 

studies, as well as analyses that allow us to develop the hypothesis tested in this research. 

The subsequent part describes the methodology. The next part presents the results, while 

the last chapter delivers the discussion and conclusions, study limitations as well as 

suggestions for future research.  

 

HOTEL COMPETITIVENESS AND ICTs 

 

Sources of competitive advantage 

 

A company is profitable if its ultimate value exceeds the collective costs of 

performing all the activities required to gain a sustainable competitive advantage over its 

rivals (Porter, 1979; 1989). A pure competitive advantage with respect to an individual 

company (offering tourist products) is linked to two main generic strategies and can take 

the form of either low-cost or differentiated products that are sold at premium prices. 

In addition to the traditional theory on a firm’s strategies, the resource-advantage 

theory (Hunt, 1995) suggests that a sustainable competitive advantage can only be created 

by intangible sources such as responsiveness to consumer needs and preferences, 

innovativeness, quality, image etc. Cost efficiency remains a necessary condition for the 

creation of profit; however, so-called non-price factors are those that add most of the value 

to a product.  

 

ICT as a competitiveness advantage factor 

 

Some authors believe the primary role of IT in the hotel industry is to improve 

productivity (Ham, Gon Kim & Jeong, 2005). Many tourism and hospitality researchers 

claim that ICT is a competitive advantage factor (Buhalis, 2003; Polo Pena & Frias 

Jamilena, 2010; Camison, 2000; Sunil and Islam, 2005; Luque-Martinez, Castaneda-Garcia 

& Frias-Jamilena, 2007; Karanasion and Burgess; 2008, Buhalis, 1998; Sheldon, 1997; 

Ma, Buhalis & Song, 2007). These authors understand ICT as the hardware and software, 

the groupware and netware as well as the intellectual capacity (humanware) to develop, 

programme and maintain the related equipment. Indeed, different kinds of the 
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abovementioned “wares” such as super and mini computers, office applications, tele-

conferencing, the Internet, intranet, central reservation systems (CRS), satellite and mobile 

communications, interactive television and self-service terminals etc. have been adopted by 

hotel companies to improve their operational efficiency and competitiveness (Buhalis, 

2003). 

The Internet has received significant attention from entrepreneurs, executives, 

investors and business observers and many have assumed that the Internet changes 

everything about companies and competition. Internet banking, for example, has changed 

the traditional banking culture and brought competitive advantages to ICT-advanced 

banking firms (Yiu, Grant & Edgar, 2007). Another example in the airline and tourism 

industry is the use of CRSs (computer reservation systems) that have permanently changed 

the way of doing business in these service-based industries (Buhalis, 2004). Similar 

changes soon followed in the hotel industry and ICT became the key issue for the future of 

the hotel business (O'Connor & Frew, 2002). In 2000 US hotel managers saw IT as a 

mechanism to obtain competitive advantages, mainly through improved employee 

productivity and enhanced revenue generation (Siguaw, Enz, & Namasivayam, 2000). 

The question is whether ICT should be seen as an independent intangible competitive 

resource or factor, and how is it linked to profitability. Some studies, mainly in OECD and 

some transitional economies, provided empirical evidence based on the production 

function of the link between ICT and rises in productivity, which proved to be stronger in 

service sectors (Stare, Jaklič & Kotnik, 2006). This can be linked to the new business 

opportunities offered by ICT and it seems that they are creating a new potential source of 

competitive advantage and profitability. Tsai, Song and Wong (2009: 537) studied 

competitiveness in the hotel industry and concluded that “information technology (IT), 

such as the Internet, intranets, and central reservation systems, is one of the crucial 

technology investments that are often made by hotels to improve performance”.  

 

The ICT productivity paradox and ICT as supporter of other competitiveness 

resources 

 

Despite the positive productivity expectations derived from ICT employment 

discussed above, there is also evidence of a negative relationship between ICT investment 

and productivity, called the IT productivity paradox (Brynjolfsson, 1993). Developed in 

non-tourism-related research, this paradox has been much discussed and criticised in the 

literature. Sigala and her team (Sigala et al, 2004) applied DEA methodology to assess the 

paradox and using a dataset of three-star hotels in the United Kingdom came to the 

conclusion that the paradox is a methodological artefact.   

Nevertheless, some hotel research has come close to the same negative impact of 

certain applications on productivity. For example, Smith-David, Grabski and Kawasana 

(1996) reported that hotel managers believe that some applications (vending, 

entertainment) reduced productivity. The same hotel researchers also did not establish a 

direct correlation between competitiveness and the implementation of ICT. Further, one 

Taiwanese study on hotel performance was unable to confirm a significant impact of ICT 

investment on Taiwanese hotel performance, although it acknowledged problems in 

isolating the contribution of ICT to other competitiveness factors (Sigala et al, 2004). 

Sigala’s research group argued that the IT productivity paradox is a methodological 

artefact and, in the case of three-star hotels in the United Kingdom, highlighted new 

methodology in order to prove ICT’s productivity potential. The research group concluded 

that investing in ICT per se does not bring productivity gains, but benefits arise from 

exploiting ICT networking and informationalisation capabilities. The same is claimed by 

Buhalis and Zoge (2007). They interviewed 28 top tourism experts from all tourism 

sectors, including technology providers, who participated in the Travel Distribution 
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Conference in Brussels in 2005. They analysed the Internet’s impacts on the tourism 

industry’s structure by applying Porter’s Five Forces Model of the competitiveness 

structure of an industry (Porter, 1979, 1980) and concluded that tourism firms should 

introduce constant innovations in terms of technological advancements in order to be able 

to offer differentiated and value-added products. 

Accordingly, there is evidence that some authors do not see ICT as an independent 

competitive factor. Porter (2001) argued that the Internet cannot be a strategy in itself and 

that it is only by integrating it into an overall strategy that it will become a powerful source 

of competitiveness advantage. To unravel the productivity paradox, the hotel industry must 

consider the support and benefits technology offers apart from increased productivity 

(Smith-David, Grabski & Kasavana, 1996). 

 

Determinants of ICT implementation 

 

The available studies on ICT and competitiveness discuss a number of variables that 

determine the different attitudes of hotel firms to ICT and its implementation. These 

factors are firm size, category, ownership structure and governance type, type of hotel 

management model, contracts, culture, the kind of tourism destination and others. For 

example, Paraskevas and Buhalis  (2002) argue that large hotel chains were faster to move 

to ICT alliances already in the 1980s, yet independent hoteliers have been more reluctant 

regarding ICT – partly due to technophobia. Similarly, Siguaw, Enz and Nmasivayam 

(2000) argue that US hotels belonging to a hotel chain are more innovative and can easily 

gain new technological know-how compared to lower tariff hotels that do not belong to 

any chain. Van der Borg, Minghetti and Riganti (1997) claim that the implementation of 

ICT in small- and medium-sized Italian firms depends on their location in a more urban or 

rural area, the sector’s structure in terms of type, size and legal status, internal organisation 

and the management culture. They found that the strongest hindrances to implementing 

ICT were the significant fragmentation of the industry, the prevalence of family hotel 

management, the poor technology-oriented culture, the high attractiveness of the 

destination, costs and the prevalence of direct, informal and information flows inside the 

firm and between the firm and the market. Further, a Swiss case study also found that the 

implementation of ICT is significantly determined by category, size, geographical location 

and linguistic region (Murphy, Olaru, Schegg & Frey, 2003). In the case of transitional 

economies, ownership and its characteristics are relevant determinants of firms’ 

performances (Devi et al., 1998). The vast literature concerning the tourism sector suggests 

that different ownership forms (family, institutional, state) hold different potential for a 

firm’s performance. Active ownership assumes that firms are owner-controlled and 

actively influence the firm’s performance. Where owners are unable to effectively guide 

and control the decisions of managers, the firm becomes manager-controlled and 

management might have different goals. Further, the privatisation process that aims to 

bring property rights and control in line with modern market-based economies might have 

the strongest impact on firms’ performances in transitional countries. For example, in 

Eastern European countries outsider privatisation that would bring in active owners is only 

proceeding slowly (Blanchard & Aghion, 1996). The present insider owners might be 

reluctant to sell and block any outsider privatisation by an excessive resale price because, 

inter alia, they are protecting the jobs of the employees. The assumption that transitional 

owners that cannot achieve the restructuring most former state or former socialist firms 

require will have the right incentives to sell does not seem to hold water. Some of these 

factors might also be relevant to the Slovenian and other transitional hotel sectors. 
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SLOVENIAN HOTEL COMPETITIVENESS 

 

The Slovenian hotel industry  

 

Slovenia is a new transitional country that became independent in 1991 by proclaiming its 

independence from socialist Yugoslavia. The small population of 2 million people started 

on its way towards a market economy and became a European Union (EU) member in May 

2004 and soon also a member of the European Monetary Union (EMU), with the European 

currency the euro being introduced in January 2007. At the beginning of the transition, 

restructuring from the socialist to a market economy was the main process enabling firms 

to survive. Accordingly, investment in general and investment in ICT in particular were 

delayed and lagged behind most transitional countries. The growth of ICT investment after 

1995 was mainly driven by the service sector, although other sectors also invested in IT 

(Stare et al., 2006). The implementation of ICT in the tourism sector has been well below 

the European average. 

The transition process in the Slovenian hotel industry was initially influenced by: 

the fall in foreign tourism demand; the lack of any service culture; the little brand 

awareness of this new state, an ex-socialist and small European country; the close 

proximity to the Balkan crisis; accession to the EU and, very likely, by the over-maturity 

of the Slovenian tourism product. In the year of our study, Slovenia hosted 2.4 million 

tourists who stayed 7.6 million nights, 58 percent of which were made by foreign visitors 

(SURS, 2009). Overnight stays in hotel accommodation represented about 60 percent of 

the overnight market volume. Slovenia had 130 hotels with a capacity of around 28,000 

beds. About 80 percent of hotels could be classified as small and medium businesses in 

terms of their size. Since 1991 Slovenian tourism has started to be built on differentiated 

products with higher value for the customer. This has consequently brought higher prices 

for hotel services that were not a direct strategy in itself but a consequence of the 

orientation to differentiation, quality and image, as well as necessity due to the small size 

of the Slovenian tourism supply (Mihalič & Dmitrovič, 2000). 

The transition in Slovenia started with the privatisation process. 60 percent of 

social capital was privatised, with the remaining 40 percent being compulsorily transferred 

to state funds (Hrovatin & Uršič, 2002; Simoneti et al., 2005). Better performing 

companies were privatised internally, while companies that had performed poorly ended up 

in the hands of the state and investment funds. In the year of our study, the state and 

investment funds held important ownership shares in Slovenian hotels, along with internal 

owners. The hotel sector was owned by different funds and banks (33 percent), other 

domestic companies which also had state funds in their ownership structure (40 percent), 

employees (9 percent), and managers (3 percent). In terms of competitiveness and 

performance, such an ownership structure has a negative potential and Slovenian hotel 

companies with higher direct state ownership perform worse than other companies. The 

reason is that the state (state funds) is a poor and passive owner (Prašnikar & Gregorič, 

2002; Knežević-Cvelbar & Mihalič, 2006) and other ownership kinds offer better 

performance potential.  

Foreign ownership was low, with just 2 percent of the hotel industry being held by 

foreign companies. The remaining 13 percent belonged to small owners and other owners 

(Knežević-Cvelbar & Mihalic, 2007). The hotel structure in Slovenia was quite 

homogenous in terms of the management structure, mixed (state, private) ownership, 

medium in size, and the share of family owned and run hotel businesses was low. At the 

time of the research international foreign direct investment and management contracting in 

Slovenia was non-existent. Only a few international chains were present (two hotels 

belonged to Best Western and one to Relais Chateau). 
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The quality of more than 50 percent of all hotel capacities was at the four-star level, while 

approximately 40 percent of capacity was at the three-star level (Kavčič et al., 2005). 

Accommodation capacities were divided among different types of destinations: the 

majority was in mountain destinations (28%) and sea resorts (26%), followed by spa 

resorts (21%). The accommodation sector in the capital Ljubljana then accounted for 

around 10 percent of all hotel capacity in the country, other places 13 percent (SURS, 

2011).  

The majority of hotel companies were managed by hired managers, yet the appointment of 

those managers might have been influenced by the owners, including the state. The 

industry suffered from a skill shortage among middle and top managers (Sibila-Lebe et al., 

2009), probably due to the low wages and absence of training programmes. Some smaller 

hotels were managed by family owners, yet this was more the exception than the rule.  

One study conducted in 2004 showed that Slovenian hotel firms were not 

competitive in IT technology (Omerzel-Gomezelj & Mihalič, 2008). Accordingly, 

investment in general and investment in ICT in particular were delayed and lagged behind 

most transitional countries (Stare et al., 2006). Less than 5 percent of tourism information 

was provided through the Internet, well below European average of around 30 percent. 

According to research (Polo-Pena & Frias-Jamilena, 2010; Balaz & Williams, 2004; 

Martin & Matlay, 2003; Stare et al., 2006), the deployment of ICT is especially important 

for emerging areas with less economic development, and smaller areas. The Slovenian 

hotel sector meets these conditions. While in the year of our study Slovenia had already 

moved from the list of transitional countries into the category of high-income and 

developed countries, the transition in the hotel sector was slower than in the rest of the 

economy and still ongoing.  

   

Previous studies on Slovenian competitiveness resources 

 

In 2000 Slovenian researchers created a transitional competitiveness resource model for 

the Slovenian economy (Prašnikar, 2000; Mihalič & Dmitrovič, 2000). It is based on four 

economic sectors, namely: manufacturing, trade, hotels, and tour operating, which 

evaluated the importance of 15 possible sources of competitive advantage. The 

competitiveness resource list was based on previous research and Porter’s (1979) and 

Hunt’s (1995) work on competitive resources and resource-advantage theory. The study 

revealed five factors that are presented in Figure 1. Among the five dimensions 

(competitive advantage factors, “CAF”), four can be classified as intangible (non-price) 

sources of competitive advantage (i.e. image, quality, differentiation and contacts) and one 

as a tangible (i.e. price) source. 

 

Figure 1: Competitive advantage factors model (based on manufacturing, trade, hotel and 

travel firms), Slovenian economy, 2000
 

 

As Figure 1 show, ICT was not part of the Slovenian factor model. In the questionnaire 

preparation phase, the group of tourism researchers in the project suggested extending the 

Porter/Hunt-based variable model and adding two possible ICT-related competitiveness 

resources since at the time debate on ICT as a competitiveness factor had already started in 

the international general and tourism competitiveness literature and research (Buhalis, 

1998). Unfortunately, in 2000 other researchers did not see ICT as a possible competitive 

factor for Slovenia’s trade and manufacturing industry. Consequently, data on ICT were 

only collected for hotel and travel firms. Since in 2000 ICT tools, vocabulary and options 

were not well-developed in Slovenia, the absence of terminology for describing electronic 

distribution also became apparent (concerning this problem see O'Connor & Frew, 2002) 

and only two resources were defined: Internet presence and the use of CRS. The latter 
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referred to reservation systems that can take many different forms, varying from central 

reservation systems, as usually adopted by larger hotel chains, to other web intermediaries. 

For the sake of compatibility, the same vocabulary was also adopted in the 2005 hotel 

industry survey. 

 

METHODOLOGY 

 

Data 

 

Hotel managers were asked to assess the importance of specified sources of 

competitive advantage as regards their company on a five-point Likert scale (1 for not 

important, 5 for very important). In 2005, the same questionnaires as in the study in 2000 

were sent to all Slovenian hotels (130). Sixty usable questionnaires from the respondents 

were obtained, constituting a response rate of 46 percent. The questionnaires were 

answered by hotel directors, marketing or reception main managers.  

Financial performance indicators were calculated directly from the financial 

statements of firms (GVIN, 2005). Different measures (ROA, ROE, value added) were 

tested, with only significant measures entering the final model presented in this paper. 

Performance indicators for a certain hotel firm have been linked to the opinion on 

competitiveness resources of managers from the same firm. 

 

Table 1. Size structure and sample characteristics of the Slovenian hotel industry, 2005 

 

According to size (EU, 2003), 47 percent of the interviewees were from small, 35 percent 

from medium-sized and 18 percent from large hotels. The hotel size sample structure was a 

fair reflection of the Slovenian hotel population (Table 1). Seven percent of the sample 

represented two-star hotels, 35 percent three-star hotels and 57 percent four- or five-star 

hotels. 13 percent of the hotels in the sample were family-owned, the rest had a mixed 

ownership structure, including state funds. All destinations are proportionally presented, 

with two hotels belonging to an international hotel chain (see Table A2 in the Appendix). 

  

Method and hypotheses 

 

Descriptive statistics, methods for testing the hypotheses and correlation 

computations were conducted using the SPSS. An SEM model with a LISREL estimation 

was calculated in order to present the structured connections among the factors of a firm’s 

competitiveness. The model defines direct and indirect connections and their dimensions, 

which is important when testing for the direct and supporting competitiveness potential of 

factors such as ICT. 

Since the implementation of ICT in Slovenian hotels was underdeveloped it is argued 

that Slovenian managers did not deploy ICTs in day-to-day business because they 

perceived the ICT factor as being less important than other competitiveness factors 

(Hypothesis H1). In order to understand the slow penetration of ICTs in the Slovenian 

hotel industry, the industry’s attitude to new technologies was examined. We assume that 

Slovenian hotel managers did not recognise the new business opportunities emerging 

through ICTs (H2a), which might be one of the reasons for the low ranking of ICTs on the 

competitiveness factor list. Another reason derived from previous studies of ICT potential 

(Van der Borg et al, 1997) might be the prevalence and priority given to personal contacts 

that made the use of ICT redundant (H2b).  

In addition, the analysis also incorporated different determinants that influence the 

implementation of ICT such as firm size, category, ownership, the presence of 

international chains and destination type.  
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However, since previous studies also found the ICT productivity paradox and 

showed a negative direct relationship between ICT investment and a firm’s profitability, 

we claim that (H3) there is an indirect positive impact of ICT implementation on a firm’s 

financial performance that emerges through other factors and strategies because a modern 

tourism business cannot operate without using ICT.  

 

ICT AS A COMPETITIVE ADVANTAGE FACTOR IN THE SLOVENIAN 

HOTEL SECTOR – RESEARCH RESULTS  

 

Low importance of  ICT competitiveness factor 

 

In 2005, Slovenian hotel managers still perceived the ICT factor as less important than 

most other competitiveness factors. Compared to the situation in 2000, the result improved 

by just 7 percent (Table 2). Indeed, according to the managers ICT and low prices were the 

least important competitiveness factor, holding ranks 5 and 6. In their opinion, competition 

was based on contacts, differentiation and quality which occupied the first three ranks. In 

favour of our first hypothesis, the ICT factor was evaluated significantly lower than the 

three mentioned factors (Table 3). The importance of contacts for doing business remained 

the number one competitiveness factor in the opinion of hotel managers.  

 

Table 2: The importance of factors of competitive advantage (1 - not important; 5 - very 

important), Slovenian hotel industry, 2000 and 2005 

 

Table 3: Paired Samples Tests for competitive advantage factors, Slovenian hotel industry, 

2005 

 

Since Slovenian firms entered the transitional period from a socialist to capitalist 

model in the 1990s, 15 years later in 2005 the industry characteristics were quite mixed. 

The majority of hotels had mixed state-private ownership, with a smaller share of the hotel 

business being family-owned. Yet, Pearson’s coefficients (Table A1 in the Appendix) did 

not confirm that the implementation of ICT varied according to the type of ownership, 

even though family-run hotels have a lower propensity to adopt technological changes and 

a higher orientation to price policy. In our case, the importance of ICT was only affected 

by the category of the hotel and the destination type. The leaders in the category group are 

four-star hotels, while the leaders in the destination group are spa hotels. Contrary to our 

expectations, we were unable to confirm the impact of being a member of a chain or a 

firm’s size on awareness of the importance of ICT. 

   

Low hotel industry attitude to new technology and high importance of the 

competitiveness factor contacts 

 

The industry’s attitude to new technology was not very supportive, the mean value 

is 3.33 and lower than the value of any competitiveness factors, as demonstrated in Table 5 

which supports our hypothesis H2a. Such a neutral environment (a mean value of around 3, 

Table 4) was not very friendly to the implementation of new technologies and might have 

slowed down the process of adapting in response to new technological challenges. 

Slovenian hotel firms that considered technological changes in the industry infrequently 

were less likely to implement new information technology. Given previous studies (Van 

der Borg et al., 1997), this result is no surprise. Many characteristics of the Slovenian hotel 

industry suggested ICT hindrances such as low technology-oriented management culture 

based on poor knowledge and a fear of the high cost of investing in access to digital 

worlds, as well as low connections with the international hotel world in terms of FDI, 
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brands and consequently international hotel contracting. Yet, in line with previous research 

hotel managers hotels that belong to an international chain demonstrated greater awareness 

of the importance of technological change (Tables A1 and A2 in the Appendix). At the 

same time, we cannot confirm that large hotels are technologically more aware. On the 

contrary, the results confirm the statistically significant higher values for smaller firms’ 

attitudes to technology. 

 

Table 4: Evaluation of attitudes to new technology, Slovenian hotel sector, 2005 (1 - don’t 

agree; 5 - completely agree) 

 

Table 5: Paired Samples Tests for Technology Attitude, Slovenian hotel industry, 2005 

 

Despite the low priority given to ICT by Slovenian hoteliers, the hotel business is 

in its nature an information and communication intensive business. The quality of the 

intangible service the industry offers depends on a firm’s ability to rapidly communicate 

internally and externally with partners and customers. ICT manages internal and external 

contacts and thus information flows more efficiently than simply by way of personal 

contacts. Yet, Slovenian managers prefer to do business via personal contacts and 

evaluated the competitiveness potential of contacts significantly higher than ICT (Table 3). 

This confirms hypothesis H2b on the prevalence of doing business according to old ways 

through personal contacts.  

 

ICT’s positive indirect impact on productivity 

 

Further, the unfavourable deployment of ICT might have another explanation – the 

managers have not considered it as an important factor of their firm’s profitability. Are 

Slovenian managers aware that ICT could represent a layer of info-structure which 

supports other factors of competitive advantage, e.g. that there may be an indirect impact 

on their firm’s profitability? Can a firm successfully follow a differentiation strategy and 

neglect the supportive role of ICT? Can personal contacts efficiently support the chosen 

strategy and help improve the firm’s performance in a more market-based environment? 

The above questions were studied with the SEM LISREL model on the direct and indirect 

impacts of competitiveness factors on productivity. The model has a fairly good fit. The 

chi-square (10.78 with 7 degrees of freedom) for the test of difference between the 

observed and estimated covariance matrixes is not significant (a p value of 0.149) and the 

non-normed fit index (NNFI) is 0.93, above the threshold value of 0.9 suggested by Tze 

Hu and Bentler (1998). Only the root-mean square error of approximation (RMSEA) is 

slightly above the suggested cut-off value of 0.05 for a good fit model, although still below 

the 0.1 cut-off for a poor fit. All of the described indices were found by Tze Hu and 

Bentler (1998) to be robust to non-normality and sensitive to possible model 

misspecification. They all show that the model has a fairly good fit and is specified 

correctly. 

The model confirms our third hypothesis (H3) that ICT has a positive impact on a 

firm’s productivity, albeit its impact is only indirect via the factor of differentiation (Figure 

2). ICT also supports differentiation through significant direct impacts of ICT on the factor 

image that, again, has an indirect impact on profitability through the factor differentiation. 

As Figure 2 shows, CRS helps improve the responsiveness and reliability of services. Both 

CRS and the Internet improve PR and promotion, open new sales channels, enable a bigger 

market share, improve brand recognition and corporate image. Although there is no 

significant link between ICT and quality, quality orientation has a strong impact on image 

which, as already stated, positively supports the differentiation strategy and boosts 

productivity.  
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Figure 2: Proposed model of ICT’s impact on profitability, Slovenian hotel industry, 2005 

 

The model also showed that the personal contacts given such high priority by hotel 

managers have a direct negative impact on productivity, yet they are important for the 

perception of quality and also have the potential to support a successful differentiation 

strategy. Indeed, pre-sale personal services and other contacts do improve the quality of 

services, yet Slovenian hotel firms might overestimate the importance of contacts and 

employ them too extensively and at too great a cost, hence the negative impact on 

performance. It may be that other factors offer more productive potential for a firm’s 

performance. Further, personal contacts might be too costly compared to CRS or the 

Internet, that might partially replace the use of personal communication and via sales 

channels hold positive potential for a firm’s productivity. 

Further, our model also logically connects Porter’s competitiveness strategy theory 

with the theory of competitive advantage resources/factors. The tangible factor low prices 

in Figure 3 can be easily linked to a low price strategy, which is obviously not an option 

for Slovenian hotel managers as it holds negative potential for a firm’s profitability. 

Therefore, the alternative, e.g. a differentiation strategy, should have a positive impact on a 

hotel’s performance. In our model the positive impact is a result of direct and indirect links 

with and among many intangible competitiveness factors which connect to differentiation 

which, in turn, have a positive impact on a firm’s profitability. However, the ICT factor is 

an integral part of a differentiation strategy.  

 

DISCUSSION AND CONCLUSIONS 

 

Some limitations of this study reduce the possibility to generalise its results. First, 

although the sample of the hotel industry covered 46 percent of the whole hotel population, 

this means a sample size of just 60 hotels. Consequently, the size of the sample sometimes 

imposed limits on the statistical analysis.  

 Second, data on competitiveness resources and conditions were gathered via a 

questionnaire and refer to a hotel unit. These data were combined with official data from 

balance sheets which refer to hotel firms that might also own other business units, not only 

the corresponding hotel. In addition, due to the transition process in Slovenia the financial 

statements might not always reflect the firms’ true performance levels. Thus, some firms 

have negative equity and are still allowed to stay in business.  

Third, the original Slovenian transitional competitiveness model used in the present 

research did not include ICT as a competitiveness factor. The ICT data presented in this 

paper were only gathered from tourism companies and consequently attached to the 

extended factor model later.  

Nevertheless, we tried to overcome some of the above limitations with the selected 

statistical methods and confirmatory factor analysis using structural equation modelling 

(SEM). Thus, the Slovenian study makes an interesting case since its results also hold 

implications for strategy implementation for hotels operating in small-sized national or 

regional hotel industries in transitional or developing environments. Although it is 

dangerous to generalise empirical findings, the theoretical support of the empirical results 

might allow us some freedom to do so. We thus assume that the model is useful for small-

sized traditional hotel economies that are forced, or have decided, to concentrate on small 

volume business. Because of the size, the model could also be applied to hotel sectors not 

only in small national economies but also at regional destination levels.  

The applied methodology in the form of SEM enabled us to test the ICT factor for its 

direct and indirect competitiveness potential and overcome the ICT productivity paradox 

as a methodological construct. The main conclusion in our model is that also in traditional 

economies the ICT paradox does not exist and that ICT has indirect and strong positive 
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potential for firm performance. The model showed that ICTs are a complement and 

enablers of other competitive resources and can no longer be ignored. This is especially 

true in transitional countries where ICT is used much less than in more industrialised 

countries. Failure to employ ICTs can lead to competitive disadvantages as channels to the 

market will go unexplored and internal efficiencies will not operationalised. Therefore, it is 

concluded that for hotel firms ICTs reengineer and rationalise processes and services and 

indirectly increase firms’ performances – through other competitiveness factors. Although 

investments in ICT have been low, its productivity potential has been proven to be 

significant. Tourism policy in transitional countries should aim to speed up the process of 

implementing ICT. 

The next implications refer to low-price strategies. Small hotels and hotels in small 

destinations cannot achieve the advantages of broader market scope and a mass scale 

economy. For such hotel firms, a low-price orientation in a small volume market erodes 

their economic efficiency and we found that ICT has no potential to improve this situation. 

As clearly seen in our model, there are no connections between low prices and the ICT 

factor and also no connections among price and other competitiveness factors that have 

positive potential for improving financial performance. In our case this also means that low 

quality tourism products, often associated with a low market and customer orientation and 

the poor managerial performance motivation in former socialist countries, with products 

marketed and sold at low prices, are incompatible with today’s ICT-supported tourism 

business.  

Further, we proved that in the year of study tourism managers did not see ICT as an 

important source or supporter of competitiveness. The perception of ICT’s importance for 

business was relatively low, compared to other possible competitiveness sources. If we 

ignore the perceived competitiveness potential of low prices, Slovenian managers saw ICT 

as the least important factor. Their attitudes to technological changes were consistently 

neutral. Both factors might explain the low level of ICT deployment. In addition, other 

determinants are also important. In many cases equity owners in transitional countries still 

do not perform their usual governance function because the privatisation process has not 

yet been completely finished and thus the transformation towards market-oriented 

performance and competition has not been fully exploited. This means that the present 

owners are passive owners who do not strongly enforce the same business standards 

applied in more developed countries. In the year of the study, the transition in the 

Slovenian hotel sector had still not finished and a large share of hotels was still in the 

hands of inside owners, the state and other funds which may explain why the managers 

hired by these owners have not been much forced to explore new ways of doing business. 

Less competitive and less innovative hotel managerial attitudes are well-known in many 

cases where managers are civil employees and hotels are state-owned. In general, hotel 

ownership has been attractive as a capital investment opportunity due to skyrocketing real 

estate values. Therefore, the main interest of shareholders has not been hotel performance 

since the value of their real estate (capital) has been rising, thus creating a low stimulus to 

control the managers to ensure they are more competitive. The willingness to sell to new, 

active owners has been hindered by excessive resale prices, also due to speculative 

expectations of higher property values. Mechanisms such as the standard hotel manager 

being contracted by an active (foreign) owner were non-existent in Slovenia at the time of 

survey. Yet it is true that managerial attitudes to technological changes were significantly 

higher in hotels that belonged to international hotel chains and it can hence be concluded 

that international hotel chains have a positive impact on ICT business integration. At the 

same time, chain partners have easy access to ICT-related knowledge, training and 

applications. Unfortunately, there have been few foreign capital or other partnerships in the 

Slovenian economy. The slow and case-by-case privatisation has kept foreign direct 

investment inflows at low levels, while the lack of effective competition and obstacles in 
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the business environment have not been supportive of capital inflows and new competitive 

sources into the country. In 2005, the World Bank (2005) ranked Slovenia the second 

worst country in the EU for the “ease of doing business”. The Slovenian hotel sector has 

remained practically the same in terms of foreign hotel investment and international hotel 

management connections and it could be argued that this also explains the slow penetration 

of new competitiveness sources, even though they have been extensively and successfully 

employed abroad.  

The research findings also show that Slovenian hotel managers favour doing 

business through personal contacts, which they see as the most important competitiveness 

factor (rank number 1). Firstly, this is certainly the old way of doing business. Secondly, in 

the Slovenian context of a former socialist country, personal contacts in doing business 

also relate to contacts with other firms and organisations, including government ones, that 

are seen as a substitute and correction or non-market support for commercial business. Yet, 

unfortunately for Slovenian managers the SEM showed that such contacts have had a 

direct negative impact on firms’ profitability. As the theory suggests that ICT is a tool for 

rapid and cost-effective communication with both suppliers and final customers, this 

finding represents an additional argument for implementing ICT. The implementation of 

ICT will also change the nature of contacts which, in their present form, is obviously too 

costly and in the modern market economy inefficient, and thereby negatively connected to 

firms’ performances. Certainly, this finding can be generalised, too. 

Transitional hotel sectors might be implementing ICT in their day-to-day business 

too slowly. In order to close the gap with technologically-advanced hoteliers it is logical to 

expect that the neglected competitiveness factor will be prioritised and that it will hereby 

increase its rank on the list of possible competitive advantage factors. First, hotel managers 

in transitional countries should be more aware of the competitiveness potential of new 

technologies, not simply of their costs. The situation has not been satisfactory given the 

time lag involved in Slovenian businesses implementing ICT technology compared to 

American or other West European hotels. It could be argued that, if the sector is relatively 

neutral as regards seeing technological change as a business opportunity and if the general 

awareness of frequent technological changes in the hotel business is also neutral, such a 

situation would slow the ICT implementation process down and widen the gap with 

technologically more advanced hotels. Thus, there may be a need to boost the sector’s 

awareness of technological business opportunities and changes. If the sector’s attitude to 

new ICT is not strong enough, significant changes in favour of implementing ICT will 

have to be pushed from outside tourism companies and industries, for instance through 

tourism policy or through pressure in the supply chain. In the event of the poor 

employment of ICT, tourism demand might turn in the direction of (electronically) easily 

accessible accommodation. At the same time, supply chains might also turn to other more 

ICT-competitive destinations. For this reason, the awareness and employment of ICT in the 

commercial sector holds strong tourism policy relevance. 

In general, the above findings might be relevant to small and developing hotel 

sectors. The potential of ICT for the competitiveness of larger and more developed hotel 

sectors that might focus on a large-scale market and thus apply a low-price strategy has not 

been researched in the present paper and remains a challenge for future research.  
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TABLES 

 

Table 1. Size structure and sample characteristics of the Slovenian hotel industry, 2005 

 

 

Enterprise size 

Number of 

enterprises – 

sample 

(%) 

Number of 

enterprises – 

hotel 

population 

(%)* 

1 2 3 

Micro and small (10–49 

employees) 

48 

45 

Medium (49–250 employees) 37 38 

Large (250 + employees) 15 17 

Source: GVIN, 2005  

 

Table 2: The importance of factors of competitive advantage (1 - not important; 5 - very 

important), Slovenian hotel industry, 2000 and 2005 

 Slovenian 

model 

Hotel industry 

Factor Mean 

2000 

Mean 

2000 

Mean 

2005 

    

Contacts 3.88 4.26 4.47 

Quality 4.11 4.15 4.17 

Differentiation 3.61 3.98 3.94 

Image 3.75 3.81 3.80 

ITC - 3.42 3.68 

Price 3.75 3.57 3.09 

 

 

Table 3: Paired Samples Tests for competitive advantage factors, Slovenian hotel industry, 

2005 

  Mean 

Std. 

Deviation 

Std. 

Error 

Mean t df 

Sig. (2-

tailed) 

Pair 

1 
Price - ICT -.59167 1.04756 .13524 -4.375 59 .000 

Pair 

2 
Image - ICT .11250 .67244 .08681 1.296 59 .200 

Pair 

3 

Contacts - 

ICT 
.78333 .96272 .12429 6.303 59 .000 

Pair 

4 

Differen - 

ICT 
.25556 .80515 .10394 2.459 59 .017 

Pair 

5 
Quality - ICT .48750 .89540 .11560 4.217 59 .000 
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Table 4: Evaluation of attitudes to new technology, Slovenian hotel sector, 2005 (1 - don’t 

agree; 5 - completely agree) 

Attitude to new technology  Mean St. dev 

   

A new business opportunity 3.57 0.88 

Infrequent changes 3.08 0.74 

 

Table 5: Paired Samples Tests for Technology Attitude, Slovenian hotel industry, 2005 

  Mean 

Std. 

Deviation 

Std. 

Error 

Mean t df 

Sig. (2-

tailed) 

Pair 

1 

All Factors-

Tech. Attitude 
.45789 .67891 .08765 5.224 59 .000 

 

Figure 1: Competitive advantage factors model (based on manufacturing, trade, hotel and 

travel firms), Slovenian economy, 2000 

 

 
 a) Competitive advantage factors (CAF) in circular frames, individual competitive advantage 

resources (CAR) in rectangular frames. 

b) ICT factor data are not integrated into the model as only the questionnaire for hotel and travel 

firms included those variables.  

Source: adapted from Mihalič, Dmitrovič, 2000. 
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Figure 2: Proposed model of ICT’s impact on profitability, Slovenian hotel industry, 2005 

 
Legend: 

*Significant at the 0.05 level. 

** Significant at the 0.01 level 

*** Significant at the 0.001 level 

Chi-Square=10.78, df=7, P-value=0.14853, RMSEA=0.098, Normed Fit Index (NFI) = 0.93 

Source: LISREL estimation 
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APPENDIX 

 

Table A1: Pearson’s correlations for competitive advantage factors and hotel industry characteristics: size, category, ownership, international chain, 

Slovenian hotel industry, 2005 

 
Contacts 

 

Quality 

 

Diffe-

renti-ation 

Image 

 

ICT 

 

Price 

 

Size 

 Cate-gory 

Chain 

 

Tech. 

Attitude 

Desti-

nation 

Size Pearson’s corr. .014 .058 .159 -.111 -.009 -.404** 1 .205 .043 -.392** .174 

Sig. (1-tailed) .456 .329 .113 .200 .474 .001  .058 .373 .001 .092 

N 60 60 60 60 60 60 60 60 60 60 60 

Category Pearson’s corr. .310** .534** .443** .392** .310** -.087 .205 1 -.098 -.187 .007 

Sig. (1-tailed) .008 .000 .000 .001 .008 .254 .058  .229 .077 .480 

N 60 60 60 60 60 60 60 60 60 60 60 

Chain Pearson’s corr. -.012 -.032 -.123 -.143 -.169 -.048 .043 -.098 1 -.293* .149 

Sig. (1-tailed) .465 .405 .176 .138 .099 .357 .373 .229  .012 .128 

N 60 60 60 60 60 60 60 60 60 60 60 

Technology 

Attitude 

Pearson’s corr. -.032 .072 .095 .327** .024 .374** -.392** -.187 -.293* 1 -.128 

Sig. (1-tailed) .404 .292 .236 .005 .427 .002 .001 .077 .012  .164 

N 60 60 60 60 60 60 60 60 60 60 60 

Destination Pearson’s corr. .283* -.044 -.046 -.025 -.216* -.009 .174 .007 .149 -.128 1 

Sig. (1-tailed) .014 .368 .363 .425 .049 .472 .092 .480 .128 .164  

N 60 60 60 60 60 60 60 60 60 60 60 

Ownership Pearson’s corr. .025 -.012 .013 .177 -.162 .223* -.294* -.151 .073 .308** .171 

Sig. (1-tailed) .426 .463 .461 .088 .108 .044 .011 .125 .290 .008 .096 

N 60 60 60 60 60 60 60 60 60 60 60 

** Correlation is significant at the 0.01 level (1-tailed) 

* Correlation is significant at the 0.05 level (1-tailed) 
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Table A2: Mean values for the importance of competitive advantage sources broken down by industry characteristics: size, category, ownership, 

international chain, Slovenian hotel industry, 2005  

 
Structure 

in % 

Contacts 

 

Quality 

 

Differenti-

ation 

Image 

 

ICT 

 

Contact

s 

 

 

Tech. 

Attitud

e 

Total factor mean 100 4.46 4.17 3.93 3.79 3.68 3.09 3.33 

Firm size         

- micro and small 48.33      3.37 3.51 

- medium 36.67      2.81 3.18 

- large 15.00      2.83 3.11 

Category 0.00        

- ***** 10.00 4.58 4.25 4.33 4.00 3.75   

- **** 46.67 4.62 4.41 4.14 4.03 3.98   

- *** 35.00 4.28 3.95 3.66 3.53 3.45   

- ** 6.67 4.37 3.81 3.41 3.12 2.87   

Ownership 0.00        

- Family 

13.33 

     3.43 3.31 

- Other 

86.67 

     3.03 3.32 

International Chain 0.00        

- Yes 3.33       4.00 

- No 96.67       3.30 

Destination 0.00        

- Urban (cities) 28.33 4.23    3.91 3.35  

- Mountains 25.00 4.40    3.60 2.93  

- Sea 16.67 4.70    3.80 2.70  

- Spa 15.00 4.61    3.94 2.83  

- Other 15.00 4.61    3.00 3.55  

Note: only statistically significant mean values are presented (see Figure A1 for significance levels).
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Abstract 

Tourism is the most important economic sector in Croatia and a significant source of profit 

for a wide range of activities. Croatia is predominantly a service-based economy, with the 

service sector accounting for about 60% of the total Gross Domestic Product. Among the 

service industries, tourism, above all, contributes to almost 20% of the Croatia’s Gross 

Domestic Product. Consequently, it is becoming increasingly difficult to ignore the 

importance of tourism for Croatia’s future economic development. The enhancement of 

Croatian tourism competitiveness is based on a set of policy goals postulated by official 

institutions and bodies, i.e. to profile Croatia as one of the high-quality tourist destinations 

in the Mediterranean and Europe, to increase earnings by rising the spending in tourism, to 

extend the tourist season, and to develop a sustainable and competitive tourism. The 

achievement of such and other tourism development goals necessitates of a synergic action 

of all counterparts and stakeholders involved in the tourism sector, but above all it 

necessitates of an accurate and combined qualitative and quantitative analysis, modelling 

and forecasting. 

Based on those premises the paper investigates the application of time-series based 

quantitative methods in Croatian tourism demand modelling and forecasting. In the 

literature there emerge two categories of quantitative methods, the time-series models and 

the econometric approaches which analyse the casual relationship between the dependent 

and the explanatory variables. The paper researches the potentials of time-series models in 

analysing and researching tourism demand with a particular attention on tourism demand 

in Croatia, as a significant international tourism destination.  

Time-series models, and mostly the integrated autoregressive moving-average 

models (ARIMA), have been widely used in the past for tourism demand modelling and 

forecasting. Models and accurate forecasts of tourism demand provide crucial information 

for tourism policymaking in both, government and business sectors. Modelling and 

forecasting are important elements in tourism demand planning, designing, routing and 

enhancing. One of the primary challenges facing tourism management and development is 

to produces systematic, prompt and accurate tourism demand forecasts. Time series 

analysis should be considered a tool for explaining, researching and forecasting tourist 

demand in Croatia, as it certainly allows extracting the maximum amount of meaningful 

and comprehensive information contained in the empirical tourism demand series in order 

to provide models and accurate forecasts and future development plans.  

 

Keywords: Croatian tourism, tourism demand, forecasting, time-series models, seasonal 

ARIMA models, Box-Jenkins approach 

JEL Classification: C50 
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Introduction 

 

Croatia is a significant Mediterranean tourist destination. As a part of the international 

global tourism market, Croatian tourism is significantly influenced by the modern 

worldwide tourism trends and tendencies. Global tourism consumers’ trends, affected by 

the recent economic and social crisis, globalisation, and political changes, indicate that 

tourists are becoming more sophisticated and demanding in their choice of destinations. 

Consequently, practitioners and scientists seem to agree that there are some universally 

accepted trends denoting the global worldwide tourists market, like the occurrence of 

shorter and more frequent holidays, the increase in individually tailored and specific types 

of holiday packages’ demand, the increase of older age group tourist, and therefore the 

decrease of tourism seasonal sensitivity, finally tourists’ needs, wishes and expectations 

became higher and more complex.  

As a result of the global economic crises the tourist destinations adapt themselves 

to the new conditions and constantly develop their offer, vary and raise the quality of 

services and products. Destinations became more competitive and concurrent among each 

other. An aggressive competition on tourism markets, migrations of labour force, as well as 

the security and terrorism issues are considerable significant factors that influences and 

redirect tourist flows worldwide. The above named trends and other issues are just some of 

the characteristic of the modern worldwide tourism market and they undoubtedly have to 

be taken into serous account by every country, especially by those countries, like Croatia, 

that found their economic progress and development on tourism. In this context of 

uncertainty, strong competitiveness, incomplete knowledge and decreased predictability, 

tourism demand forecasting and modelling became a condition sine qua non of any further 

successful development strategy. 

Based on those premises the paper highlights the necessity of using stochastic time 

series models in forecasting and modelling tourism demand in Croatia. 

 

1. Theoretical And Methodological Issues 

It has always been difficult do model and forecast tourism demand because of its 

complexity. Nevertheless, the importance of forecasting and modelling tourism demand is 

not a questionable issue. Due to the growing importance of the tourism sector worldwide, 

recently there has been an increasing interest in researching tourism demand determinants 

and its modelling. Accurate forecasts of the number of tourists' arrivals and their features 

certainly can improve planning and decision-making.  

 

1.1. Literature Review and Theoretical Background 

The prime goal of time-series analysis is finding out of an optimal model which will 

describe the dynamic system and forecasting of its future state on the basis of known 

present and past values. Since the second half of the last century there has been a rapid and 

exponential development in the time-series analysis and nowadays there are solid founded 

methods which allow establishing a large variety of time-series models. Most of them 

assume the stationarity and the linearity of the stochastic process that generates the time 

phenomenon. Time-series models have been widely used in the past for tourism demand 

forecasting. According to Frechtlig a forecasting method is simply a systematic way of 

organizing information from the past to infer the occurrence of an event in the future and a 

forecasting method is one expression of a forecasting method (2001: 21).  

A time-series model explains a variable with regard to its own past and a random 

disturbance term and its analysis comprises methods for analyzing time-series data in order 

to extract meaningful statistics and other characteristics of the data. The aim of time-series 

analysis is to explore the historic trends and different patterns, such as seasonality, trend 
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and cyclical patterns of the time-series involved and to try to predict the future of the series 

based on the trends and patterns identified in the model (Box, Jenkins, 1970).  

Within the time-series forecasting group of models, autoregressive (integrated) 

moving average (ARIMA) models and the seasonal variation, the SARIMA models, have 

been the most popular methods. They often appear in the comparison of forecasting 

performance between econometric and time-series approaches (Song, Witt, Li, 2012: 185). 

 In a comprehensive study Song and Li (Song and Li, 2007) reviewed 121 papers on 

tourism demand modelling and forecasting published in the period between 2000 and 2007 

and they found out that in 72 studies time-series models, e.g. different versions of ARIMA 

models proposed by Box and Jenkins, were used to model or forecast tourism demand. 

According to Song and Li different versions of ARIMA models have been applied in over 

two-thirds of the post-2000 studies that utilised the time-series forecasting techniques 

(Song and Li, 2007). These models have shown sound performance in a large number of 

tourism demand modelling and forecasting studies. In fact, in investigating the 

performance of combination forecasts of the UK outbound tourism demand Shen, Li and 

Song combined five econometric models and two time-series models. The empirical results 

shown that the time-series model were ranked second (the naive model) and third (the 

SARIMA model) (Shen, Li, Song, 2011). Lin, Chen and Lee demonstrate that the ARIMA 

models outperformed the Artificial Neural Networks models and the Multivariate Adaptive 

Regression Splines in forecasting tourism demand in Taiwan (Lin, Chen and Lee, 2011).  

As shown, with regard to time-series forecasting, ARIMA models have won great 

popularity in a large number of studies concerning the tourism demand modelling and 

forecasting. In this study the Box-Jenkins stochastic time-series models are used in the 

attempt to model the number of tourist arrivals in Croatia. The study wants to emphasize 

that, starting from the importance of tourism for Croatia’s economic development, there is 

a lack of quantitative approaches in tourism demand modelling and forecasting. In this 

section the basic features and the underpinning of ARIMA models and the Box-Jenkins 

methodology are explained as well as a brief literature overview is given.  

 

1.2. ARIMA and Seasonal ARIMA Models 

Empirical analysis confirmed that most macroeconomic phenomena can be describe quite 

well by an ARIMA (p,d,q) model. ARIMA models take into account historical data and 

decompose it into an Autrogressive (AR) process, where there is a memory of past events 

(e.g., the tourists nights are related to the tourists’ nights of the last month); an Integrated 

(I) process, which accounts for stabilizing and making the data stationary and ergodic; and 

a Moving Average (MA) of the forecast errors, such that the longer the historical data, the 

more accurate the forecast will be [www.realoptionsvaluations.com]. That means that most 

macroeconomic phenomena are integrated of order d and that they contain both 

autoregressive and moving average components. In time-series analysis an autoregressive 

integrated moving average (ARIMA) model is a generalization of an autoregressive 

moving average (ARMA) model. The ARIMA models are applied mostly to historical data 

that show evidence of non-stationarity, and where a differencing step (the integrated I part 

of the model) can be apply to remove the non-stationarity. Formally, the ARIMA(p,d,q) is 

noted as: 

 

                                         (1) 

 

where  is the autoregressive polynomial of order p, and  the moving 

average polynomial of order q. It is assumed that the model is casual when the roots of  

 lie outside the unit circle (stationarity) and invertible only when roots of  lie 

outside the unit circle.  
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Seasonality in economic time-series is a regular and quite common pattern of 

changes that repeats over S time period, where S is the number of time periods until the 

pattern repeats again. In this case S=12 (months per year) in the span of the periodic 

seasonal behaviour. As shown in Figure 1., the number of tourist presences is at its 

maximum levels in the summer period till April to August. In monthly seasonal data high 

values tends always to occur in some particular months. The seasonal ARIMA (the 

SARIMA) models incorporate both non-seasonal and seasonal factors in a multiplicative 

model as follows: 

 

     (2) 

where: 

p = non-seasonal AR order 

d = non-seasonal differencing 

q =non-seasonal MA order 

P = seasonal AR order 

D = seasonal differencing 

Q = seasonal MA order 

S = time span of repeating seasonal pattern 

 

Seasonal ARIMA is a stationary process. However, practical researches, often deal with 

nonstationary processes. Seasonal stationarity can occur when the process is nearly 

periodic in the season and the seasonal component varies slowly from period to period 

according to a random walk, that is , where  is a white noise. ARIMA 

models are normally used with quarterly, monthly, weekly, daily or even hourly data, and 

for such reasons they can properly capture the seasonal behaviour, in a manner that is 

identical to the treatment of the regular (non-seasonal) component of the time-series 

(Fernandes, Teixeira, et.all, 2008). Song and Li stated that, “depending on the frequency of 

the time-series, either simple ARIMA or seasonal ARIMA (i.e. SARIMA) models could be 

used with the latter gaining an increasing popularity, as seasonality is such a dominant 

feature of the tourism industry that decision makers are very much interested in the 

seasonal variation in tourism demand (Song and Li, 2008)”.  

  

1.3. The Box-Jenkins Methodology 

The Box-Jenkins approach is a powerful method for determining mathematical models of a 

wide variety of stochastic-process phenomena. It is a systematic multi-stage modelling 

methodology for identifying and estimating models that incorporate and combine 

autoregressive (AR) and moving average (MA) models in order to find the best fit of a 

time-series to past values and make forecasts. The Box-Jenkins methodology allows 

undertaking the analysis of the behaviour of the time-series. The Box-Jenkins models 

describe stationary series, series with constant means and variance and autocovariance de 

Usually there are several stages in applying the Box-Jenkins approach to build a time-

series model:   

1. Model identification and selection (examining autocorrelations, achieving stationarity, 

removing seasonality selecting model) 

2. Model estimation 

3. Model validation (diagnostic ) and 

4. Forecasting.  

 

The Autoregressive Integrated Moving Average (ARIMA) models intend to 

describe the present behaviour of a given variable in terms of its linear relationship with 

past values. These models are commonly called Box-Jenkins models, according to Box, G. 
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and Jenkins, G., pioneers in time-series analysis and forecasting. In this study the Box-

Jenkins approach is applied to capture the essence of the tourists’ arrivals pattern to 

Croatia, by examining historical data and past patterns in the time-series, and to provide a 

model and a forecast for the future periods. 

 

2. The Modelling Approach 

Tourism demand can be expressed and measured in terms of tourist arrivals, tourism 

expenditure, average length of stay and other variables. Based on the finding of the actual 

tourism demand literature the study considers the tourist arrivals as a measure of tourism 

demand in Croatia. The variable used in the analysis is the monthly number of tourist 

arrivals from January 2003 to January 2011 (Figure 1.). Data were taken from the Croatian 

Central Bureau of Statistics.  

 

Figure 1. Original Time-series Monthly Number of Tourist´s Arrivals  

 

 

 
Source: Authors’ illustration 

 

The maximum number of tourist presence is registered in August 2009, and the 

minimum in January 2003. In general 2003 were the year with the minimum registered 

tourist arrivals and in 2008 there were in Croatia a total of over 11 million of tourists and 

Croatian tourism achieved its apex in terms of tourist arrivals (Figure 1.). 

A first look at the figure reveals strong seasonal fluctuations. It is well known that 

tourism in Croatia assumes pronouncedly seasonal features and, the number of tourists’ 

presences is at its maximum levels in the summer period till April to August, with a drastic 

fall in the period from October to March.  

 

2.1. Model Identification and Selection Stage 

In the first step the time-series has to be examined for stationarity, since the Box-Jenkins 

approach requires the time-series to be stationary in its mean and variance. For this 

purpose the autocorrelation function (ACF) and the partial autocorrelation function PACF) 

for the analysed time-series, and the Augmented Dickey-Fuller (ADF) test are used. 

 

Figure 2. Corrlelogram Of The Original Time-Series: the ACF and the PACF 
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Autocorrelation Function

TOURISTS

(Standard errors are white-noise estimates)

 Conf. Limit
-1,0 -0,5 0,0 0,5 1,0
0

 15 -,139 ,0924

 14 +,217 ,0930

 13 +,643 ,0935

 12 +,880 ,0941

 11 +,659 ,0946

 10 +,236 ,0952

  9 -,110 ,0957

  8 -,358 ,0963

  7 -,522 ,0968

  6 -,597 ,0973

  5 -,574 ,0979

  4 -,430 ,0984

  3 -,159 ,0989

  2 +,241 ,0995

  1 +,728 ,1000

Lag Corr. S.E.

0

393,8 0,000

391,6 0,000

386,1 0,000

338,9 0,000

251,3 0,000

202,9 0,000

196,7 0,000

195,4 0,000

181,6 0,000

152,6 0,000

114,9 0,000

80,59 ,0000

61,52 ,0000

58,95 ,0000

53,06 ,0000

  Q p

 

Partial Autocorrelation Function

TOURISTS

(Standard errors assume AR order of k-1)

 Conf. Limit
-1,0 -0,5 0,0 0,5 1,0
0

 15 +,109 ,1015

 14 +,289 ,1015

 13 -,465 ,1015

 12 +,178 ,1015

 11 +,479 ,1015

 10 -,051 ,1015

  9 -,341 ,1015

  8 -,345 ,1015

  7 -,317 ,1015

  6 -,302 ,1015

  5 -,186 ,1015

  4 -,347 ,1015

  3 +,019 ,1015

  2 -,615 ,1015

  1 +,728 ,1015

Lag Corr. S.E.

 

Source: Authors’ illustration 

 

The autocorrelation (ACF) starts rather high and then decline slowly with accentuated 

seasonal peaks, which is a clear sign that the time-series is nonstationary. In empirical 

analysis the testing of the presence of autocorrelation of higher order is performed by using, 

among others (like the Breusch-Godfried LM-test statistics) the Ljung–Box test Q-Statistics. 

It is a statistical test of whether any of a group of autocorrelations of a time series is different 

from zero. Instead of testing randomness at each distinct lag, it tests the "overall" randomness 

based on a number of lags, and is therefore a portmanteau test. For the unit lag k= ρ(1) the 

value of the SACF AC is 0,728, and the value of the corresponding Q-test statistics is 53,06, 

the p-value is 0,000. Therefore the hypothesis that the series is a random walk process ( 

) with no significant autocorrelation is rejected. Even for 

higher time lags the corresponding Q-Stat are high and the p-values small which is a clear 

sign of nonstationarity. Besides the correlogram another formal test of stationarity is the 

Augmented Dickey-Fuller, the ADF test. 

 

Table 1. Original Time-Series Unit Root Testing Results 

 

Null Hypothesis: TOURISTS has a unit root  

Exogenous: Constant, Linear Trend  

Lag Length: 11 (Automatic - based on SIC, maxlag=11) 

     
        t-Statistic   Prob.* 

     
     Augmented Dickey-Fuller test statistic  0.103828  0.9969 

Test critical values: 1% level  -4.069631  

 5% level  -3.463547  

 10% level  -3.158207  

     
     *MacKinnon (1996) one-sided p-values.  

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(TOURISTS)  

Method: Least Squares   

Date: 02/10/12   Time: 13:54   

Sample (adjusted): 13 97   

http://en.wikipedia.org/wiki/Statistical_test
http://en.wikipedia.org/wiki/Autocorrelation
http://en.wikipedia.org/wiki/Time_series
http://en.wikipedia.org/wiki/Randomness
http://en.wikipedia.org/wiki/Lag
http://en.wikipedia.org/wiki/Portmanteau_test
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Included observations: 85 after adjustments  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     TOURISTS(-1) 0.023881 0.230003 0.103828 0.9176 

D(TOURISTS(-1)) -0.989259 0.214342 -4.615330 0.0000 

D(TOURISTS(-2)) -1.001306 0.193082 -5.185917 0.0000 

D(TOURISTS(-3)) -0.991658 0.175560 -5.648548 0.0000 

D(TOURISTS(-4)) -1.004766 0.156188 -6.433074 0.0000 

D(TOURISTS(-5)) -0.988935 0.136989 -7.219070 0.0000 

D(TOURISTS(-6)) -0.993807 0.117827 -8.434435 0.0000 

D(TOURISTS(-7)) -0.983503 0.100376 -9.798148 0.0000 

D(TOURISTS(-8)) -1.020352 0.080867 -12.61769 0.0000 

D(TOURISTS(-9)) -0.950133 0.064815 -14.65926 0.0000 

D(TOURISTS(-10)) -1.058325 0.043718 -24.20777 0.0000 

D(TOURISTS(-11)) -0.947926 0.040244 -23.55442 0.0000 

C 52480.08 173744.4 0.302053 0.7635 

@TREND(1) -969.2481 575.1111 -1.685323 0.0963 

     
     R-squared 0.991331     Mean dependent var 1676.494 

Adjusted R-squared 0.989743     S.D. dependent var 657593.0 

S.E. of regression 66597.38     Akaike info criterion 25.20016 

Sum squared resid 3.15E+11     Schwarz criterion 25.60248 

Log likelihood -1057.007     Hannan-Quinn criter. 25.36198 

F-statistic 624.5318     Durbin-Watson stat 2.026435 

Prob(F-statistic) 0.000000    

     
     Source: Authors 

 

With the null hypotheses is assumed the nonstaionarity, which is the presence of a unit root in 

the time-series. The ADF test statistics is 0.103828 and is greater than the critical values at 

1%, 5% and 10% level. The hypothesis of nonstationarity can be therefore accepted.   

In order to eliminate the nonstationarity, the time-series should be differenced. The 

results of the ADF test, after transforming the original time-series with first differencing are 

shown in the table below. 

 

Table 2. First Differenced Time-Series Unit Root Testing Results 

 

Null Hypothesis: D1TOURISTS has a unit root  

Exogenous: Constant, Linear Trend  

Lag Length: 0 (Automatic - based on SIC, maxlag=0) 

     
        t-Statistic   Prob.* 

     
     Augmented Dickey-Fuller test statistic -6.256346  0.0000 

Test critical values: 1% level  -4.057528  

 5% level  -3.457808  

 10% level  -3.154859  

     
     *MacKinnon (1996) one-sided p-values.  
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Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(D1TOURISTS)  

Method: Least Squares   

Date: 02/10/12   Time: 13:56   

Sample (adjusted): 3 97   

Included observations: 95 after adjustments  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     D1TOURISTS(-1) -0.597292 0.095470 -6.256346 0.0000 

C 26051.13 127635.1 0.204106 0.8387 

@TREND(1) -501.0412 2273.485 -0.220385 0.8261 

     
     R-squared 0.298479     Mean dependent var 1139.821 

Adjusted R-squared 0.283229     S.D. dependent var 717117.2 

S.E. of regression 607128.3     Akaike info criterion 29.50194 

Sum squared resid 3.39E+13     Schwarz criterion 29.58259 

Log likelihood -1398.342     Hannan-Quinn criter. 29.53453 

F-statistic 19.57182     Durbin-Watson stat 1.687286 

Prob(F-statistic) 0.000000    

     
          

Source: Authors 

 

By applying the ADF test for the first-differenced time-series it can be observed that the series 

become stationary. The ADF test statistics is -6.256346 and is smaller than the critical values 

at all tested level. The time-series of the monthly number of tourists is therefore, integrated by 

first order  Moreover, the trend component is not statistically significant in the model 

(t-Stat = - 0,220385, Prob. = 0,8261) as well the constant parameter (t-Stat=- 0,204106, Prob. 

= 0,8387). The plotted first-differenced time series is show in the figure below. 

 

Figure 3. First-Differenced Time-Series Monthly Number of Tourists  

Plot of variable: TOURISTS
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Source: Author’s illustration 
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The correlogram of the first-differenced time series is shown in the figure below. 

 

Figure 4. Correlogram of the First-Differenced Time-Series  
Autocorrelation Function

TOURISTS: D(1),D(12);

(Standard errors are white-noise estimates)

 Conf. Limit
-1,0 -0,5 0,0 0,5 1,0
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 25 +,054 ,0904
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 18 -,002 ,0956
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 16 -,080 ,0970
 15 -,035 ,0977
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 13 -,240 ,0991
 12 +,090 ,0998
 11 +,163 ,1005
 10 -,208 ,1012
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  6 +,007 ,1039
  5 -,012 ,1046
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0
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86,74 ,0000
74,01 ,0000
66,59 ,0000
65,59 ,0000
65,58 ,0000
65,38 ,0000
65,38 ,0000
65,09 ,0000
64,41 ,0000
64,28 ,0000
59,80 ,0000
53,95 ,0000
53,15 ,0000
50,52 ,0000
46,31 ,0000
43,57 ,0000
42,18 ,0000
42,16 ,0000
42,15 ,0000
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41,97 ,0000
41,80 ,0000
36,10 ,0000
  Q p

 

Partial Autocorrelation Function

TOURISTS: D(1),D(12);

(Standard errors assume AR order of k-1)

 Conf. Limit
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 28 -,036 ,1091
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  6 -,126 ,1091
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  3 -,021 ,1091
  2 -,274 ,1091
  1 -,644 ,1091
Lag Corr. S.E.

 

 

Source: Author’s illustration 

 

The first-differencing has removed the significant autocorrelation. However, the transformed 

time-series still emphasizes seasonality of tourist arrivals that is high correlations at twelve 

and twenty-four previous months. The AC values at k=12,24 are rather high, respectively -

0,644 and 0,257. After identifying the seasonality, it has to be removed by differencing over 

the seasonal periods the first-differenced time-time series. The figure below presents the 

autocorrelations of the seasonal differenced (a span of 12 periods) first-differenced time-series 

of monthly number of tourist. The seasonal differencing has removed quite all significant 

autocorrelations.  

 

Figure 5. Correlogram of the Seasonal Differenced First-Differenced Time-Series 
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The estimates of the autocorrelation do not differ significantly from zero. The Q-test 

statistics for k=1 is 36,10, the p-value is 0,000, therefore for the hypothesis of 

noncorrelation can be accepted. The time series is stationary. 

 

Table 3. Seasonally Differenced First Differenced Time-Series Unit Root Testing Results 

 

Null Hypothesis: D12TOURISTS has a unit root  

Exogenous: None   

Lag Length: 0 (Automatic - based on SIC, maxlag=0) 

     
        t-Statistic   Prob.* 

     
     Augmented Dickey-Fuller test statistic -19.54002  0.0000 

Test critical values: 1% level  -2.593121  

 5% level  -1.944762  

 10% level  -1.614204  

     
     *MacKinnon (1996) one-sided p-values.  

     

Augmented Dickey-Fuller Test Equation  

Dependent Variable: D(D12TOURISTS)  

Method: Least Squares   

Date: 02/10/12   Time: 13:58   

Sample (adjusted): 15 97   

Included observations: 83 after adjustments  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     D12TOURISTS(-1) -1.654698 0.084683 -19.54002 0.0000 

     
     R-squared 0.823195     Mean dependent var 1324.880 

Adjusted R-squared 0.823195     S.D. dependent var 183988.3 

S.E. of regression 77363.72     Akaike info criterion 25.36240 

Sum squared resid 4.91E+11     Schwarz criterion 25.39154 

Log likelihood -1051.540     Hannan-Quinn criter. 25.37411 

Durbin-Watson stat 2.350723    

     
     Source: Authors 

 

 The ADF test statistic is -19.54002 and the hypothesis of stationarity can be accepted.  

 

After removing seasonality and achieving stationarity, the most appropriate autoregressive 

integrated moving average model (ARIMA) should be identified in order to describe and 

forecast monthly number of tourist arrivals to Croatia. Several models were computed and 

only models with statistically significant (5%) coefficient were selected, ensuring the 

normality and the non-autocorrelation of residuals at 5%.  

Among the analysed models the seasonal (2,1,0) (0,1,1)x12 ARIMA model was 

identified as the most adequate because it presented the smallest AIC, SBC and HQ 

Information criterion and the smallest mean absolute percentage error (MAPE).  
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Table 4. AIC, SBC, HQ and MAPE of the Selected Seasonal (2,1,0) (0,1,1)x12 ARIMA 

Model 

MODEL R2 AIC SBC HQ MAPE 

(2,1,0) (0,1,1)x12 0,49 25,28 25,37 25,32 12,7 

Source: Authors 

 

The R
2
 of the model show a quite good model fitting. According to Baggio and Klobas 

(2011:151) a MAPE value of 12,7 indicates a good model forecasting accuracy. 

2.2. Parameter Estimation Stage 

Usually the most used estimating methods, to fit the Box-Jenkins models are non-linear least 

squares and maximum likelihood estimations. The proposed seasonal ARIMA (SARIMA) 

model proposed to describe the tourists’ arrivals patterns in Croatia form January 2003 to 

January 2011 is as follows:  

 

                              
(3)            

         

The autocorrelation are with the 95% confidence interval (with Dubin-Watson statistics of 

2,03), which implies that there is no significant estimated residual autocorrelations in the 

model (Chang, Sriboonichtta and Wiboonpongse, 2009). 

The below figure shows the actual, fitted and residuals form SARIMA 

(2,1,0)(0,1,1)x12 model of tourists arrivals in Croatia. 

  

Figure 6. Actual, Fitted And Residuals form SARIMA (2,1,0) (0,1,1)x12 Model of Tourists 

Arrivals in Croatia 
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Source: Authors’ illustration 

 

2.3. Diagnostic checking stage 

After fitting a model to the given data set, the goodness of fit of the model is usually 

examined to determine the adequacy of the chosen model. In this step the estimated model 

is checked to determine whether it conforms to the specifications of a stationary process. 
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Primary the residuals are analysed for normality and autocorrelation. The residuals are 

assumed to follow the assumptions of a stationary univariated process. They should be 

white-noise with constant mean and variance ( ).The normality test is 

performed using the Jarque-Berra test statistics. The Jarque–Berra test is a goodness-of-fit 

test of whether sample data have the skewness and kurtosis matching a normal distribution. 

The zero hypotheses can be expressed as follows: 

 

 
 

If the data come from a normal distribution, the JB statistic asymptotically has a chi-

squared distribution with two degrees of freedom, so the statistic can be used to test the 

hypothesis that the data are from a normal distribution. 

 

Figure 7. Residuals Testing – The Jarque-Berra Test 
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Source: Author’s illustration 

 

The computed JB-statistics is 4,52 and the test critical value is 5,44 at 5%. The zero 

hypotheses can be therefore accepted, the residuals of the model are normally distributed.  

 

Figure 8. Correlogram of Residuals 

 

Autocorrelation Function

TOURISTS: ARIMA (2,1,0)(0,1,1) residuals;

(Standard errors are white-noise estimates)
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The correlogram (Figure 8.) shows a lack of autocorrelation and supports that residuals are 

white noise. The Q test statistics shows that there is no autocorrelations in the estimated 

model.  

 

Figure 9. Forecast of Tourist Number and The Theil’s Inequality Coefficient 
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Source: Author’s illustration 

 

As the U-coefficient is less than one (0,081548), the model performs well in forecasting 

tourists arrivals (Figure 9). 

 

2.4. Forecasting Stage 

“Chang, Sriboonichtta and Wiboonpongse stated that in order to determine how well the 

actual values fit the future observations, the sample coefficient of correlation can be used 

as a goodness of fit measure (2009: 1742).” The value of the computed correlation 

coefficient is 0,995244, that is 99% of the variations in the tourists arrivals forecast is 

associated with variations in actual tourists arrivals in the given period.  

 

Figure 10. Forecasting with SARIMA (2,1,0)(0,1,1)x12 Model  
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Source: Author’s illustration 
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The forecasted and the actual values, as well as the confidence intervals and the residuals 

are shown in the following table.  

 

Table 5. Forecasting Results  

 

Time 

interval 

Forecast 

 

Lower 

90,0000% 

Upper 

90,0000% 

Std.Err. actual number of 

tourists  
 

2011 I 146 594 24624 268564 73304,3 294759 14 8165 

2011 II 285 964 162642 409286 74116,8 202780 -83 184 

2011 II 512 130 369747 654513 85572,8 573754 61 624 

2011 VI 891 434 738377 1044491 91987,9 792199 -99 235 

2011V 1 371 984 1209815 1534153 97464,2 1597348 225 364 

2011 VI 2 833 171 2660217 3006126 103946,1 2889885 56 714 

2011VI I 2 872 969 2691386 3054552 109132,0 2990657 117 688 

2011 VIII 1 171 222 980749 1361695 114475,1 1319949 148 727 

2011 IX 509 595 310767 708423 119496,4 501834 -7 761 

2011 X 243 125 36342 449908 124277,3 191491 -51 634 

Source: Authors 

 

It can be observed that the standard errors and the confidence intervals increase with the 

increase of the forecasting horizon τ. The actual numbers of tourists in the first ten month 

of 2011 are within the confidence 99% intervals and the forecast and actual number of 

tourists does not differ significantly.   

 

3. Conclusions 

Along with the growth of tourism importance for Croatia’s economic development, should 

be a growing interest of tourism demand analysing, researching, modelling and forecasting. 

Tourism demand modelling should be considered as a key component in tourism 

researches. Analyzing tourists demand patterns is crucial for forecasting and modelling, 

decision-making and all other activities connected and supporting tourism. 

This study was aimed to highlight the usefulness of Box-Jenkins methodology and 

seasonal ARIMA (SARIMA) models, but primary the necessity of applying quantitative 

methods, in analysing and modelling tourism demand in Croatia as starting points for 

further planning. To this purpose the time-series of monthly number of tourists’ arrivals, as 

one of the commonly used variable that express tourism demand, from January 2003 to 

January 2011 was analysed and modelled,. The goal of this study is to provide an example 

of seasonal ARIMA modelling in a form of case-study that could be used in further and 

more detailed analysis of the Croatia’s tourism demand expressed through the number of 

tourists’ arrivals. Although, profoundly aware that modelling tourism demand is a 

challenging and controversial issue, that the adequacy of a forecasting model is valued 

according to its out-of- sample forecasts, and that is still difficult to indicate which model 

or class of model is more adequate for tourism demand modelling, the authors of this study 

wanted to highlights the necessity of more systematic quantitative analysis of Croatia’s 

tourism demand in all its determinants.  
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Abstract 

 

The main aim of this research is to investigate compliance of stock market in B&H with 

the Islamic finance principles. Accordingly, our main data sources were financial 

statements of 747 companies listed on two stock exchanges in Bosnia and Herzegovina. 

Data were obtained from the databases of Agency for financial, information and 

intermediary services Sarajevo (for Federation of Bosnia and Herzegovina) and Agency for 

Intermediary, IT and financial services Banja Luka (for Republic of Srpska). Financial 

statements used in this research are from 2010.  

 

Regarding the methodology used in this research, there are various Islamic finance stock 

screening methodologies, but none yet applied to the capital market of Bosnia and 

Herzegovina. We found that FTSE methodology of Shariah Global Equity Index would be 

the most appropriate for screening of stock market in Bosnia and Herzegovina.  

According to our results, 38,73% of companies from our sample are permissible for 

investing. In terms of market capitalization this is 61,38% of total market capitalization of 

companies listed on that two stock exchanges. We also found that main problem for 

companies in meeting FTSE screening criteria is amount of debt in companies. 

 

Keywords: Capital market of B&H, Islamic finance stocks screening, Islamic investments,  

JEL classification:  

 

1. Introduction 

 

The main characteristic of financial system of B&H is that banks play a leading role, while 

financial markets and instruments are less developed. Also, it is important to notice that 

financial market of B&H has two capital markets (one in the Federation and the second in 

the RS). Bosnia and Herzegovina has one Islamic bank since 2001. 

 

According to Islamic finance principles, investing in capital markets is allowed, but it has 

to meet some criteria, or to pass Islamic finance screening. For centuries, it has been the 

mailto:fikret.hadzic@efsa.unsa.ba
mailto:velid.efendic@efsa.unsa.ba
mailto:admir_meskovic@live.com
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practice to seek advice of Shariah scholars about the permissibility of some investment or 

business venture. The practice, however, has evolved from an informal consultation with a 

local mosque leader to the development of a methodology approved by prominent religious 

scholars today, and used by financial institutions around the globe (Mian, 2008). 

Therefore, before investing in shares of a company, an investor needs to take into 

consideration various aspects of company to determine is that investment in accordance 

with Islamic finance principles. These considerations could be categorized as follows 

(Oxford Islamic Finance – Dar Al Istitmar, 2009, pp. 4): 

 Activities (the nature of the business) 

 Capital Structure (debt ratios) 

 Tradability (the level of liquid and financial assets) 

 Unlawful Income (interest income, or income from selling some prohibited goods) 

 

The main aim of this research is to investigate Shariah-compliant stock market in Bosnia 

and Herzegovina. Also, this article could be a source to creating an Islamic stock market 

index in Bosnia and Herzegovina.  

Today, there is only one Islamic bank in Bosnia and Herzegovina and one micro 

financing institution. Also we have one Islamic investment fund, and some initiatives for 

establishing some new banks, Islamic windows and mutual investment funds as well.  

We have to say that in B&H as a country with disordered statistical system, two 

stock markets and different statistical agencies, and different standards of financial reports, 

it was a huge challenge to make such research. 

 

2. Literature review 

 

In the white paper of Oxford Islamic Finance – Dar Al Istithmar (2009) there is discussion 

about current stock screening norms, and some suggestions for completely new methods of 

screening. This multiple ratings guidance (activity, structure, tradability and social 

responsibility ratings) can be utilized as selection criteria by each index provider or fund 

manager. It is based on the bank’s Shariah supervisory board and their attitude about 

acceptable levels and weightings they place on permissible activity, leverage, illiquid asset 

and social responsibility. 

Ali (2005) gives a survey of selected Islamic capital market products. He discusses 

Shariah compatibility of underlying business of the company, various trading practices, 

performance of Islamic equity market and some issues in stability of Islamic equity and 

Islamic equity index. Author gives information about size of Islamic equity market and 

portion of sharia-compliant shares in total market capitalization in various countries for 

2004. Also, he gives a data about corporate earnings of Shariah compliant companies in 

different countries and turnover ratio as a market liquidity measure for selected countries 

which offering Islamic capital market products.  

Khatkhatay and Nisar (2007a) in their article reviewed the norms set in Dow Jones 

Islamic Market Index screening methodology, and gave their critical and analytical 

assessment of the criteria. They noticed that a practical problem of using market 

capitalization as a denominator in financial screening is that with sudden market 

movements, a company which was considered Shariah compliant one day, has to be 

considered Shariah non-compliant the next day. 

On the other side, Khatkhatay and Nisar (2007b) made an assessment of current 

screening norms. The authors have reviewed and compared the norms set by five 

organizations: Dow Jones, USA, SEC, Malaysia and Meezan Pakistan. The paper has 

shown that the screenings commonly used to assess Shari’ah compliance of companies for 

the purpose of including them in the list of acceptable companies, need to be modified. The 

authors gave their own suggestions what should be modified in the current screening 
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norms. They propose that a company with even a minor Shariah non-compliant business 

needs to be considered as unacceptable. The use of market capitalization in the screening 

ratios is inappropriate and should be replaced by other relevant balance sheet items, 

notably total assets. Also, they say that the value of the ratio normally set for compliance 

regarding level of debt financing should be scaled down by at least 20%. 

Donia and Marzban (2010) are considering some new trends in equity screening. 

They propose a new multi-layer framework with some new criteria (social responsibility 

etc.), and concluded that Shariah compliant investments could outperform their 

conventional counterparts. Based on the different portfolio construction approaches 

empirically investigated within this research, Shariah compliant investments consistently 

outperformed their conventional counterparts both for Small-cap and Large-cap companies 

in the US which proves that social and faith-based investments are a promising alternative 

to conventional finance. 

Derigs and Marzban (2009) analyze the effects of different strategies to construct 

Shariah compatible financial portfolios. The analysis revealed that, on the same asset 

universe, current basic Shariah compliance strategies result in much lower portfolio 

performance than portfolios without considering Shariah compliance. They propose several 

new strategies to apply the inconsistent rule systems and a new paradigm for defining 

Shariah compliance. They also proposed a new paradigm which measures compliance on a 

portfolio level rather than individually for each company. 

Malik (2011) gave review of most popular screening methodologies developed: 

AAOIFI, Dow Jones Islamic Index Screening Criteria, MSCI Islamic Index Series, FTSE 

Shari’a Global Equity Index Series, Russell Jadwa Shari’a Index, and Nasdaq 100 Shari’a. 

This is a good overview of methods that could be used for making decision about best 

methodology for screening on one market. 

 

3. Data and Methodology 

 

Data for this research is obtained from the databases of Agency for financial, information 

and intermediary services Sarajevo (for Federation of Bosnia and Herzegovina) and 

Agency for Intermediary, IT and financial services Banja Luka (for Republic of Srpska). 

Financial statements used in the research are from 2010.  

Total number of companies in full sample was 723 companies listed on two 

Bosnian stock exchanges
272

. We excluded companies that are in the process of bankruptcy 

so they have not been a subject of consideration in this research. The main scheme of 

methodology used in this research is given below. 

  

Figure 5: Screening methodology used in this  study 

 
Source: Author’s illustration 

                                                 
272 Bosnia and Herzegovina has two stock exchanges – The Sarajevo Stock Exchange (SASE) and Banjaluka 

Stock Exchange (BLSE). 
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An alternative approach to this method of financial screening would be using of market 

capitalization as a denominator in the three financial ratios. Since market capitalization is 

more volatile than total asset, so one company can be permissible for investing in one time 

but forbidden in another just because of change in stock prices (because of crisis, e.g.). 

Also, Khatkhatay and Nisar (2007b, pp. 26) conclude that using of market capitalization in 

the screening ratios is inappropriate and should be replaced by other relevant balance sheet 

items, notably total assets. Accordingly, we have decided to use FTSE methodology, which 

uses total assets in screening ratios
273

. 

First of all, we must remark that all Sharia screening methodologies have been 

approved by prominent Sharia scholars. However, we had to decide on one of them so we 

reviewed few most popular methodologies (Dow Jones, FTSE, Malaysia SEC). Malaysian 

SEC screening methodology is used only in Malaysia and is inappropriate in Bosnia and 

Herzegovina because it does not take into consideration indebtedness of the company and 

the level of liquid assets. On the other hand, Dow Jones methodology has been criticized in 

several occasions, primarily by M. H. Khatkhatay and Shariq Nisar (see:  Khatkhatay 

M.H., Nisar Shariq, 2007a. Investment in Stocks: A Critical Review of Dow Jones Shariah 

Screening Norms). In this article, authors conclude that „The use of market capitalization 

in the screening ratios is inappropriate and should be replaced by other relevant balance 

sheet items, notably total assets“, and that's exactly what we have in FTSE Sharia 

screening methodology.  

In any case, the aim of this article is the application of the previously approved 

methodology and not to discuss any methodological issues from the Sharia point of view. 

In our full sample of 723 companies, 146 companies were from Sarajevo Stock 

Exchange. Listed investment funds are not taken into consideration, as well as market 

issuers that are in bankruptcy
274

. The rest of 577 companies in our sample were from Banja 

Luka Stock Exchange.  

All companies are classified into several activities groups, according to Bosnia and 

Herzegovina Agency for Statistics actual classification: Agriculture, hunting, fishing and 

forestry; Information, publishing; Mining and quarrying; Processing industry; Production 

of electricity, gas, water; Building; Wholesale and retail trade, repairs; Hotels; Transport, 

storage and communications; Real estate, other businesses activities; Education; Health 

and social work; Other utility, social and personal services. 

In this paper we use FTSE Shariah Global Equity Index methodology to determine 

compliance of companies in Bosnia and Herzegovina with Shariah requirements.  

According to FTSE Global Islamic Index Series, companies involved in the 

following activities will be considered to be non-permitted business sectors (FTSE: 

Ground Rules for The Management of The FTSE Global Equity Index Series, 2011): 

 Conventional Finance (non-Islamic Banking, Finance and Insurance, etc.) 

 Alcohol  

 Pork related products and non-permissible food production, packaging and processing 

or any other activity related to pork and non-permissible food 

 Entertainment (Casinos, Gambling, Cinema, Music, Pornography and Hotels) 

 Tobacco 

 Weapons, arms and defense manufacturing 

 

After all investigated companies have been screened by their business sector activity; the 

companies with permissible activities are further examined to ensure that those companies 

are Shariah compliant. Only companies which pass the following financial ratios can be 

                                                 
273 As banks and other financial institutions such as non-banking finance companies, insurance companies 

etc. are heavily involved in interest based transactions; such companies have been excluded from the sample. 
274 Listing of bonds is not taken into account as well, since conventional interest-bearing bonds are not in 

accordance with the requirements of Shariah. 
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considered Shariah compliant (FTSE: Ground Rules for The Management of The FTSE 

Global Equity Index Series, 2011): 

 Debt is less than 33% of total assets 

 Cash and Interest bearing items are less than 33% of total assets 

 Accounts receivable and cash are less than 50% of total assets 

 Total interest and non compliant activities income should not exceed 5% of total 

revenue 

 

According to Islamic finance principles, there are some certain commercial activities that 

are not permissible. Hence investment in the shares of any company engaged in such 

activities would be impermissible. 

Also, we must emphasize that we categorized some companies as suspicious 

because we didn’t want to exclude it right away and wanted to check is there any company 

which could be declared permissible after additional verification. However, there was 

neither one company which passed business screening after additional verification.  In 

cases where we could not check is a company permissible or not, we used main 

precautionary principle in Islam
275

.  

The total number of companies which passed business screening is 587, so that are 

companies which need to be tested for compliance on the basis of screening on financial 

ratios. 

All hotels and restaurants were classified as suspicious, because we couldn’t check 

how much income they have from alcoholic beverages, pork etc. According to our best 

knowledge, alcohol sales are very profitable and constitute a sizeable portion of revenue 

for many hotels. Revenue from alcohol contributes about five per cent of hotels revenue in 

a traditional western-style hotel (Alserhan, 2011, pp. 185). 

But if a company has permissible activity, it does not mean yet that it is permitted 

to invest in it. After a business screening, screening of the financial statements is applied in 

order to finally determine whether the company meets the criteria of Sharia.  

The reason given for including a tradability criterion is that when an investor buys 

shares in a company he taking share in the company’s assets and liabilities which also 

includes cash and debt (Oxford Islamic Finance – Dar Al Istitmar, 2009, pp. 21). The 

following rules apply on trade: Illiquid net assets can trade at any value; Liquid net assets 

can trade only at par (Oxford Islamic Finance – Dar Al Istitmar, 2009, pp. 19) 

Almost all popular screening institutions have some criteria regarding tradability. 

Trading of debt at non-par values is not an issue only in Malaysia. 

In the modern world, most organized businesses rely on banks to take a part in 

financing of their activities. Apart from working capital needs, banks also finance acquisition 

of fixed assets in case of major expansion and diversification of business (Khatkhatay, Nisar, 

2007a, pp. 5). But conventional bank finance is interest-based and therefore, not allowed. 

Hence, while investing in these equities and becoming part-owner of such a company may be, 

strictly speaking, against Islamic finances norms, the principle of maslaha may permit some 

degree of flexibility and allow investment in equities of companies in which debt is below a 

certain level. 

There is the Shariah stipulation that cash and debts can’t be traded except at par value. 

It appears that in applying this ruling to the valuation put on a company’s shares, the Shariah 

scholars have considered a company as the bundle of assets and liabilities (reported on its 

balance sheet), including fixed assets, investments, cash, inventory, receivables, payables and 

debts. The traded price of companies’ equity can hence be considered as representing value 

paid for the underlying assets and liabilities. If the fixed assets and investments of a company 

                                                 
275 According to hadith 'Both legal and illegal things are evident but in between them there are doubtful 

(suspicious) things and most of the people have no knowledge about them. So whoever saves himself from 

these suspicious things saves his religion and his honor. (Bukhari, Volume 1, Book 2, Number 49) 
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are negligible (as happens for trading companies), then the remaining assets and liabilities 

mainly comprise of debts, deposits and stocks. In equity trading, the price of scripts traded is 

driven by future expectations of prices and not by the book value of the company. Hence, if 

stocks (inventories) are valued at market prices, one can end up with a residual value for the 

cash and debts of the company which can be way out of line with their par values (Khatkhatay, 

Nisar, 2007a, pp. 6). Also, some scholars noted that receivables may attract payment of 

interest. 

Parameter most frequently used to examine compliance on this score is percentage 

of current assets or receivables, or net current assets to total assets (or total capitalization) 

of the company. Also, the numerator can be net receivables instead of net current assets. In 

this research, we are using (cash + receivables) / asset ratio. The cut-off value of the 

parameter is set at 50% of total assets, according to FTSE methodology. 

 

4.8. Empirical results 

 

So, from total number of 723 companies analyzed, 280 companies meet Islamic finance 

requirements about investing in their stocks, which accounts close to 40% of the sample. 

We can see in the tables below that debt/asset ratio is the largest problem for meeting the 

Islamic finance criteria of investing for companies in Bosnia and Herzegovina. Companies 

are mostly compliant with other criteria.  

 

Table 1. Number of companies passed business screening  

 

Table above shows the results of business screening. About 81% of Bosnian companies has 

permitted business activity, and just 19% has the  core business which is not Shariah 

compliant.  

 

Table 2. Number of companies passed different filters  

Filters 
Total number 

of companies 

Companies 

passed 
% Passed 

Business screening 723 587 81,60% 

Debt filter 587 303 51,62% 

Cash and Interest bearing items filter 587 576 98,13% 

Accounts receivable and cash filter 587 459 78,19% 

Non-compliant activities income 587 569 96,93% 

 

As can be seen from previous table, most of companies, 64%, have been excluded because 

of entertainment filter (hotels, casinos etc). Production of pork and non-permissible food is 

Business 
Total number of 

companies 

Companies 

passed 
% passed 

Education 1 1 100.0 

Health and social work 33 33 100.0 

Information, publishing 3 3 100.0 

Production and supply of electricity, gas, water 48 48 100.0 

Other utility, social and personal services 42 41 97.6 

Real estate, other businesses activities 42 41 97.6 

Wholesale and retail trade, repairs 105 96 91.4 

Transport, storage and communications 43 39 90.7 

Building 61 55 90.2 

Mining and quarrying 20 18 90.0 

Agriculture, hunting, fishing and forestry 34 26 76.5 

Processing industry 249 186 74.7 

OTAL 723 587 81.2 
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reason for exclusion of 12% of companies which have been declared forbidden
276

. Third 

reason is tobacco production and processing (11%), then alcohol production (9%) and 

weapons production (5% of companies)
277

. According to this findings, we build “step by 

step” procedure of screening that follow previously presented methodology, so this is how 

methodology scheme looks after we completed our research: 

 

Figure 2: Screening methodology after research is completed 

 
Source: Author’s illustration. 

 

As can be seen from previous figure, from 723 companies investigated, 587 had permitted 

business, 94 had absolutely prohibited main activity, and there were 41 suspicious 

companies
278

.  

 

Another filter was amount of debt. From 587 companies with a permitted activity, 303 

company meets the criteria of the debt / assets, which makes close to 52% of the total 

number of eligible companies. Average debt / asset ratio for all 587 screened companies is 

39%. Descriptive statistics of the debt filter can be seen in the flowing table:  

 

 

Table 3. Debt filter descriptive statistics 

 

 

 

 

 

 

 

 

 

 

 

 

As can be seen from previous table, mean value of this ratio is 0,391, while minimum 

value of 0,001 suggest a huge gap between minimum and maximum ratio. We have 31 

companies in which there is debt / asset level equal to 1. 

Regarding the type of business, building (constructing) activity has the largest 

debt/asset ratio, in average. The lowest debt/asset ratio has Real estate and other business 

                                                 
276 Mostly the case in part of Bosnia and Herzegovina with majority non-Muslim population. 
277 We must emphasize that there is one Islamic bank in Bosnia and Herzegovina, but it’s not quoted on any 

stock exchange, so it is not included in our research. 
278

 Hotels and restaurants were consisted the largest share in 41 suspicious companies. 

Debt filter descriptive statistics 

Mean 0,391411 

Standard Error 0,012588 

Standard Deviation 0,304971 

Sample Variance 0,093008 

Range 0,998328 

Minimum 0,001672 

Maximum 1 

Confidence Level (95,0%) 0,024722 
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activities (engineering and consultancy services). Average debt / asset ratio for building 

(constructing) sector in Bosnia and Herzegovina is 53%, and average debt / asset ratio for 

building sector in EU is 58 %. Obviously building companies in EU are using even more 

debt in their business. 

From 587 companies with a permitted activity, 576 companies meets the criteria of 

the (cash + interest bearing items) / assets, which makes 98 % of the total number of 

eligible companies. Naturally, some businesses have this ratio larger or smaller than 

average, but generally we can see that this filter is not large problem for meeting Shariah 

screening criteria. Partly, we can attribute this result to financial crisis. 

Total 459 companies passed the third financial criteria (Accounts receivable and 

cash are less than 50% of total assets). This is close to 79% of the total number of eligible 

companies. This filter is similar to previous. Average (cash + account receivables)/asset 

ratio is close to 15 %, which is far away from prohibited value of 50%. However, some 

companies still did not pass the filter, mostly due to the large amount of receivables.  

The non-compliant income filter has led to some unexpected results. Some issuers 

required additional verification due to bad reporting, because we could not see the 

appropriate information on their reports. Some of them have passed the filter after 

additional checking. Several (mostly governmental-owned) water supply companies, 

limestone mines, power plants, or construction companies have failed this filter because 

their income from interest was more than 5% of the total revenue. Of course, some of that 

companies have „regular“ interest income – they charge a penalty interest for delay in 

payment of bills (water supply, power supply etc.), but a part of government-owned 

companies have also interest income from governmental bonds.
279

 

One agriculture company had too much (impermissible) income from alcoholic 

beverages, and is therefore disqualified, although her main activity was allowed. This case 

tells us about the need for detailed research activities of companies in order to determine 

compliance with Shariah. So, in our sample of 587 companies whose main activities are 

allowed, 21 companies had non-allowed income more than 5% of total income. This is 

mostly because of interest revenue. This means that 97% of companies passed this criteria. 

Amount of non-permissible income in our sample (587 companies with permissible 

activity) was about 1,3 % of total income, in average.  

Financial crisis impacted meeting Shariah requirements by companies, mostly by 

increasing amount of debt in companies. That is for sure one of problems in meeting Shariah 

criteria regarding amount of debt. From the other hand, crisis significantly affected amount of 

cash and securities in balance sheets of some companies.  

 

Table 4. Results of screening by filter and industry 

Business 

Filter: 
Debt / total 

assets 

Cash and 

securities / 

total assets 

Receivables 

and cash / total 

assets 

Non compliant 

activities 

income 

Total 

companies 
Pass % Pass % Pass % Pass % 

Agriculture, hunting, fishing and 

forestry 
26 13 50,00 26 100,00 24 92,31 25 96,15 

Information, publishing 3 2 66,67 3 100,00 3 100,00 3 100,00 

Mining and quarrying 18 10 55,56 18 100,00 17 94,44 17 94,44 

Processing industry 186 74 39,78 184 98,92 184 98,92 184 98,92 

Production of electricity, gas, 

water 
48 37 77,08 48 100,00 46 95,83 45 93,75 

Building / construction 55 15 27,27 54 98,18 50 90,91 54 98,18 

Wholesale and retail trade, repairs 96 54 56,25 95 98,96 92 95,83 93 96,88 

                                                 
279 This is mostly the case in part of Bosnia and Herzegovina (called Republika Srpska) where governmental 

bonds are issued. 
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Transport, storage and 

communications 
39 21 53,85 37 94,87 37 94,87 35 89,74 

Real estate, other businesses 

activities 
41 32 78,05 38 92,68 40 97,56 35 85,37 

Education 1 0 0,00 1 100,00 1 100,00 1 100,00 

Health and social work 33 23 69,70 32 96,97 32 96,97 33 100,00 

Other utility, social and personal 

services 
41 22 53,66 40 97,56 34 82,93 41 100,00 

TOTAL 587 303 
 

576 
 

560 
 

566 
 

 

Building sector has the lowest number of companies which passed all filters (if we exclude 

education, because education activity has only one company considered, and that company 

didn't pass first financial filter), so about 25% of construction companies satisfies the 

Islamic finance investment requirements. That is predominantly because of first financial 

filter – amount of debt in relation to total assets. We already concluded that building sector 

has the largest debt/asset ratio, so that was sector which had a lot of problems with 1'st 

filter (27% building companies passed this filter).  

Market capitalization of permissible companies in Bosnia and Herzegovina is 4,7 

billion KM. On the other hand, market capitalization of 310 companies which have 

permissible main activities but do not meet financial requirements is just about 850 million 

KM. So, although only close to 39% companies comply with Shariah criteria, this is much 

more in terms of market capitalization. Total market capitalization on both stock 

exchanges that we analyzed was 7.7 billion KM, so percentage of permissible companies is 

close to 62% in the whole market. Market capitalization of companies with forbidden 

activity is close to two billion KM, which makes close to 28% of total market 

capitalization.  

The portion of Shariah compliant stocks in total market capitalization varies 

considerably between countries (Ali, 2005). It can also vary when using different screening 

methodologies on the same sample. 

 

Table 5. Profitability of industries and average ROE in each industry for permissible (P) 

and forbidden (F) companies 

 

 
Number of companies 

Net profit 

in sector (KM) 
Average ROE (%) 

Activity Permissible Forbidden Permissible Forbidden Permissible Forbidden 

Agriculture. hunting, fishing and 

forestry 
12 14 -1.963.149 -9.374.937 -5.70% -19.90% 

Information. publishing 2 1 -374.825 502.163 -4.09% 20.32% 

Mining and quarrying 9 9 -1.478.289 1.761.241 -0.46% 1.26% 

Processing industry 71 115 5.959.156 75.188.135 0.62% 7,34% 

Production of electricity, gas, 

water 
35 13 74.098.147 -6.884.261 0,90% -1,97% 

Building 14 41 10.529.927 -29.365.172 8,26% -15,12% 

Wholesale and retail trade, 

repairs 
51 45 553.711 -30.854.480 0,14% -21,39% 

Transport, storage and 

communications 
18 21 233.836.150 -2.131.796 9,29% -4,99% 

Real estate, other businesses 

activities 
26 15 2.032.831 2.834.845 1,81% 1,13% 

Education 0 1 0 30.949  2,80% 

Health and social work 21 12 502.713 -580.664 1,09% -10,76% 

Other utility, social and personal 

services 
21 20 -69.407 -969.010 -0,05% -7,17% 

Total 
  

323.626.966 15.701 1,07% -4,04% 
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Table above shows total net profit in each sector (EUR) and average ROE of each sector. 

Telecommunications sector has the largest net profit, while agriculture has loss in average. 

Permissible sector has better profitability, but we must keep in mind that we ignored 

companies with forbidden activity (tobacco, alcoholic beverages etc.). That companies 

usually have larger profits. According to our investigation, ROE in largest tobacco 

company in B&H was 3,00%, and largest brewery had return on equity 10,63%. 

 

Table 6. Profitability of each part of processing industry sector 

 

 

When we look at the size of the company, 52% of total permissible companies have 

assets between one million KM and 10 million KM, 25% companies have assets between 

10 million KM and 100 million KM, 7,50% companies have assets more than 100 million 

KM. Percentages of passing financial filters in view of company size are given in table 

below: 

 

Table 7: Percentage of passing financial filters in view of company size (total assets) 

Company 

size (000 

KM) 

Total 

number of 

companies 

Filter I 

passing 

% 

Filter II 

passing 

% 

Filter III 

passing 

% 

Filter IV 

passing 

% 

Total 

passing 

% 

> 100.000 32 68,75% 96,88% 93,75% 93,75% 65,63% 

> 10.000 146 48,63% 100,00% 98,63% 96,58% 47,26% 

> 1000 305 52,13% 98,36% 95,41% 96,07% 47,54% 

< 1000 104 49,04% 95,19% 91,35% 98,08% 43,27% 

 

As can be seen from previous table, small companies (total assets less than 

10.000.000 KM) constitute 16,07% of the total permissible companies. Companies with 

total asset larger than 100 million KM consist 85,67% of total asset owned by permissible 

companies. 

 

5. Conclusion 

 

According to results of this study, close to 40% of companies investigated on two Bosnian 

stock exchanges are permissible for investing from Islamic finance point of view. In terms 

of market capitalization this makes 61,38% of total market capitalization of companies 

Activity 

Number of  

permissible 

companies 

Average 

ROE 

(permissibl

e) 

Average 

ROE (non-

permissibl

e) 

Food products, beverages 12 -2,90% -6,21% 

Textile products 4 -1,79% -153,04% 

Leather and leather products 3 0,41% 8,65% 

Wood and wood products 2 0,05% -33,92% 

Manufacture of paper 4 -1,48% 1,81% 

Manufacture of coke and refined petroleum 2 -0,85% -44,12% 

Manufacture of chemical products and fibers 4 -0,64% 3,41% 

Manufacture of rubber and plastics 3 -22,62% -7,62% 

Manufacture of other non-metallic mineral products 4 12,66% -24,75% 

Manufacture of metals and metal products 15 -1,38% 42,68% 

Manufacture of other machinery and equipment 1 -3,56%  

Manufacture of electrical and optical equipment 9 -5,46% -20,48% 

Manufacture of transport equipment 4 -5,02% -5,83% 

Other manufacturing (furniture, recycling...) 4 3,22% -0,72% 
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listed on that two stock exchanges. Companies that made up the largest part in permissible-

for-investing segment of the total market capitalization are huge majority public owned 

companies, and companies from industry sector. A good opportunity for investing in 

industry sector would be production of furniture, manufacturing of wood and leather 

products, recycling, and manufacturing of other non-mineral products. But there are also a 

lot of very successful companies which are very profitable, but these companies are not 

listed on stock exchanges 

Permissible companies profitability (1,07%) in average is higher than the 

profitability of companies with permissible main activity but don’t meet financial 

requirements (-4,04%). Here we didn’t take into consideration companies with 

impermissible main activity (tobacco, alcohol etc.), which usually have large profits. 

This study could be a pretty decent basis for making Islamic finance screening 

index in Bosnia and Herzegovina, and can provide a first insight in capital market of 

Bosnia regarding the meeting of Islamic finance principles. It could also be basis for some 

further studies in this region, and finally a stimulus for creating an Islamic stock market 

index in future.  

 

Literature 

 

Ali Syed Salman, 2005. Islamic Capital Market Products: Developments & Challenges. 

Islamic Research & Training Institute. IDB, Jeddah. 

Alserhan, B. A. 2011. The Principles of Islamic Marketing. Gower Publishing Limited. 

FTSE, 2011. Ground Rules for The Management of The FTSE Global Equity Index Series. 

Version 3.5 December 2011. http://www.ftse.com/Indices/FTSE_Shariah 

_Global_Equity_Index_Series/Downloads/FTSE_Shariah 

_Index_Series_Ground_Rules.pdf 

Hanif Muhammad, 2011. Re-Action of Market to Shariah Compliant Index (KMI-30).  

Khatkhatay M.H., Nisar Shariq, 2007a. Investment in Stocks: A Critical Review of Dow Jones 

Shariah Screening Norms.  

Mian, Kamal M.A. 2008. Shariah Screening and Islamic Equity Indexes. Islamic Finance news 

(Volume 5, Issue 17). 

Donia Mohamed, Marzban Shehab, 2010. Shariah -Compliant Equity Investments: 

Frameworks, Trends and Crisis. 9
th

 Harvard University Forum on Islamic Finance 

Oxford Islamic Finance – Dar Al Istitmar, 2009. A Universal Platform for Shari'a Compliant 

Equity Screening 

The Global Competitiveness Report 2011-2012 © 2011 World Economic Forum 

The Sahih Collection of al-Bukhari http://www.mcleanministries.com/Islam.html 

Ulrich Derigs, Shehab Marzban, 2009. New strategies and a new paradigm for Shariah -

compliant portfolio optimization. Journal of Banking & Finance 33 (2009) 

Malik Rizvan, 2011. Equity Screening in Islamic Finance. ISFIRE Islamic Finance Review, 

Volume 1, Issue 1, November 2011 

Khatkhatay M.H., Nisar Shariq, 2007b. Shari’ah Compliant Equity Investments: An 

Assessment of Current Screening Norms 

http://www.ftse.com/Indices/FTSE_Shariah_Global_Equity_Index_Series/Downloads/FTSE_Shariah_Index_Series_Ground_Rules.pdf
http://www.ftse.com/Indices/FTSE_Shariah_Global_Equity_Index_Series/Downloads/FTSE_Shariah_Index_Series_Ground_Rules.pdf
http://www.ftse.com/Indices/FTSE_Shariah_Global_Equity_Index_Series/Downloads/FTSE_Shariah_Index_Series_Ground_Rules.pdf
http://www.mcleanministries.com/Islam.html


 

932 

LAW AND THE INTERNET REVOLUTION: THE NEED FOR ADJUSTMENT 

 

Veljko Trivun 

School of Economics and Business 

Trg Oslobođenja – Alija Izetbegović 1 

Phone: ++ 387 33 275 906; Fax: ++ 387 33 275 994 

E-mail: veljko.trivun@efsa.unsa.ba 

 

Fatima Mahmutćehajić 

School of Economics and Business 

Trg Oslobođenja – Alija Izetbegović 1 

Phone: ++ 387 33 253 772; Fax: ++ 387 33 275 994 

E-mail: fatima.mahmutcehajic@efsa.unsa.ba 

 

Vedad Silajdžić 

School of Economics and Business 

Trg Oslobođenja – Alija Izetbegović 1 

Phone: ++ 387 33 275 930; Fax: ++ 387 33 275 994 

E-mail: vedad.silajdzic@efsa.unsa.ba 

 

Abstract 

 

It can be claimed that the Internet encompasses almost all the contents of the 20th century 

information technology. The Internet holds all the areas of human life, as well as all the 

political, cultural and economic experiences, conditions and perspectives into a whole 

where the traditional understanding of limits, availability and participation has been 

radically changed. In the new circumstances, from their initial promising announcements 

to all the forms of applications developed with staggering speed, as well as past and 

present expectations, the issue of managing the Internet and its use in other forms of 

management at all the international order levels remains in the focus of political, economic 

and cultural theory and practice. In this respect, the key significance is attached to the 

answer to two questions related to the described new and/or changed semantic fields of 

legal theory and practice. First, does cyberspace impose the necessity of finding answers to 

legal issues that never existed before? Secondly, have all the issues of traditional law been 

changed due to conditions imposed by the existence of cyberspace? The starting 

assumption of the paper is that the necessary regulation within the Internet architecture is 

not and cannot be independent of the broadest environment where this network 

development is the aim and means of almost all players in the international political and 

economic order. The question on management pertains to the whole of the online world, 

but is distributed from classic and established concepts of individual’s right and 

responsibility, through various forms of social organization, all the way to the most 

complex and ever-changing forms of international order and its presence therein. This 

clearly points to the necessity and challenges faced by the question on the position and role 

of law in the circumstances defined by the information revolution. In the Internet 

circumstances law, in the full meaning of the term is faced with challenges starting from 

previously unthinkable relativizations and exclusions to the adoption of the necessity of its 

transformation and adjustment for solving issues of life in the world with the Internet. 

 

Keywords: Law, Internet revolution, reform of the Internet regulation,  

JEL classification: K20, K40 
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1. Introduction 

 

The Internet can be said to include almost all the contents of the 20
th

 century information 

technology. The Internet encompasses all the areas of human life, including political, 

cultural, cultural and economic experiences, conditions and perspectives into a whole 

where the traditional understanding of limits, accessibility and participation is essentially 

changed. 

These changes affect all areas of life. Although the Internet world can be described 

as a virtual area, which relativizes all physical borders, which makes accessible almost all 

forms of speech, text and image. The following universal consequences are evident: 

 All individuals in the world have the opportunity to express individuality, its 

development and action within humankind as a whole, as never before; 

 All the contents of culture, economy and politics have obtained new and almost 

completely unlimited resources for reaching their goals, as well as for weighing out 

various possibilities and achievements in global presence; 

 Traditional image of governing and power inseparability has been radically 

relativized, since the Internet allows presence without power and, in these new 

circumstances, the traditional power becomes more efficient and more limited in the 

same time; 

 Expansion of human presence in cyber-space additionally universalizes each 

individual’s rights and responsibilities, as well as almost all the forms of collective 

identities; consequently, the traditional understanding of rights and responsibilities 

expands; 

 Internet opens and provides framework for previously undreamt-of possibilities and 

thus the additional importance of the issues of the relationship between goal and means 

in understanding civilization: harmonized relations between international order subjects 

coupled with respect for human dignity and individual’s and group’s freedom of 

expression are the goals, with the Internet as a powerful and important means in 

reaching it. 

In these new circumstances, from their first promising announcements all the way 

to all the forms of applications developed with enormous speed, and past and present 

expectations, the issue of Internet governance and use in other forms of governance at all 

international order levels remains the focus of political, economic and cultural theory and 

practice. 

Necessary regulation within the Internet architecture is not and cannot be 

independent of the broadest environment where the network development is both the goal 

and means of almost all the players in international political and economic order. The 

governance issue refers to the entire online world, but is distributed from classic and 

established concepts of individual’s right and responsibility, through various forms of 

social organization all the way to the most complex and ever-changing forms of 

international order in its presence therein. It clearly points to the necessity and challenges 

faced by the issue of the position and role of law in the circumstances determined by 

information revolution. In Internet circumstances, law in the full sense of the term is faced 

with challenges from previously unsuspected relativizations and exclusions to the adoption 

of the necessity of its transformation and adjustment to resolving issues of life in the world 

with Internet. 
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2. Internet governance and openness 

 

The very existence of the Internet means that it has the inner structure which is governed. 

It would not be possible without it. The structure backbone is of technical and 

technological nature. It consists of technical rules of establishing, maintaining and 

developing Internet architecture. It is possible only using numerous regulation techniques 

and protocols. Although they are of purely technical nature, one should clearly keep re-

addressing the question: Who, where and how makes decisions on these issues? 

The question just asked primarily refers to managing the domain name system 

(DNS), particularly the generic top level domains (gTLDs), and to accommodating Internet 

protocol (IP) addresses. Server routes function as central Internet junction sites, reliably 

transforming requests for accessing Uniform Resource Locator (URL) into Internet 

protocol addresses, i.e. into a unique four-part numerical address for each computing 

system connected to the Internet so that the information transferred over the web can be 

sent to its appropriate address, and received at it in its original form. 

For Internet to operate efficiently, thorough regulation is required so that route 

servers could have unique and authentic information on specific Internet protocol 

addresses the domain names refer to. If the information is incorrect or unclear, Internet 

cannot operate. It is a clear and fundamental regulation challenge peculiar to the Internet. It 

is already the subject of controversies. This debate is distributed across the range, from 

pragmatism and informality on the one hand, to the inter-governmental structure and 

political legitimacy acquired through consulting processes and necessarily inclusive 

procedures on the other. 

The Internet was originally developed by the US government, in multifold 

cooperation with key research, educational, military and industrial structures of the 

country. After the government had supported the development of computing networks at a 

few universities, and the project had rapidly spread to some fifty universities, it was 

necessary to make a decision that obviously allowed the possibility for the autonomous 

networks to be connected into a system. In doing so, the key issue included the approach 

where the private sector would have the main driving role. It imposed a number of 

dilemmas, caution and reservation related to any managing structure which would include 

different governments. It is for this reason that the persistent support was being given to a 

governance model where the private sector played the decisive role. 

In 1998, William Clinton, the President of the United States of America, order its 

Secretary of Trade to “privatize, increase competition and promote international 

participation in the domain name system”, determining the “pressures for changes … in the 

domain name system administration coming from many different sides” and noting that 

“ever since its beginning as a US research tool the Internet is rapidly becoming an 

international medium for trade, education and communication.” (Proposed Rule 1998:34) 

The proposed rule, which is known as “common principles”, developed based on 

discussions the government had with entities included in the Internet emergence, 

maintenance and development. The common principles are: stability, competition, privacy, 

bottom-top coordination and representation. 

According to these principles, the Internet has greatly succeeded since it is a 

decentralized system that encourages innovation and maximizes individual freedom. The 

private coordinating process is likely to be more flexible than government, and act fast 

enough to respond to the need for changes of both the Internet and Internet users. The 

private process should reflect the bottom-top governance that characterizes Internet 

development as much as possible. The technical Internet governance was supposed to 

reflect the diversity of its users and their needs. It is necessary to establish mechanisms to 

ensure the international influence in decision making (Edwards & Waelde, 2009). 
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As can be seen from these early assumptions related to Internet development, 

dilemmas and discussions mainly pertained to resolving contradictions: Internet is 

international and transnational in its reach, offer and accessibility, and it is only as such 

that it can be maintained and developed in all its capabilities; opposed to this is the 

possibility for it to be influenced by only some of the players in the international order in 

terms of governance, supervision and biased control. 

In resolving these controversies it is possible to use principles that form the basis 

for the international order, for the United Nations Organization and other organizations and 

agreements serving to establish and develop political, cultural and economic equality, and 

individuals’ groups; and states’ rights in the entirety of the international order. 

These discussions encompassed almost all the crucial issues of the Internet age, 

including those pertaining to the transformation and adjustment of the existing cognitive, 

political and economic models. No such challenge and request can bypass the theory and 

practice of law (Koepsell, 2000). Thus, technical experts’ perspectives were offered as 

challenges to multilateral diplomats; public interest was set against private interests; 

advocating active participation in promoting development contents was set against the 

laissez-faire approach, i.e. against the doctrine of opposing to each government 

intervention in economic affairs except for the most necessary ones serving to maintain 

and defend peace and property rights; private contractual legal structures were set against 

the public-law principle. 

From discussions on these dichotomous relations it could be seen how, when and 

where it was possible to set limits of restrictions and freedoms in the Internet and its use to 

make the best use of them as a function of common understanding of the world’s political, 

economic and cultural future. Although these dichotomies included extreme possibilities, 

almost all the solutions are a result of compromise that ensures flexibility needed for fast 

and best adjustment to changes in the interaction of all international order participants and 

the Internet. 

These discussions both illustrate the way in which the norms were developed and 

applied in the politically important and controversial area and highlight the way in which a 

broad spectrum of practical legal mechanisms can affect goals of different policies and 

general legal norms (Edwards & Waelde, 2009). 

 

3. International initiatives in cyber-business 

 

It is easy to understand the fact that most people view the Internet as a support, if not a pre-

requisite for achieving their general and particular goals. The Internet thus becomes 

inseparable from public policy goals, which results in the necessity to re-examine, adjust 

and develop international law in line with these expectations, requests and activities by 

individuals, organizations and countries. In the first place, needs have been expressed for 

new multilateral contracts and fundamental principles of international law such as, for 

instance, human rights. 

Due to the Internet’s universality and general openness to access and use, it is 

typically presented as an international concept in theory. However, international order is 

derived from lower categories such as individual, place, region, state, association of states, 

which are inseparable from practical and theoretical solutions of political, economic and 

cultural nature, and thus from issues of the practice and theory of law; therefore, the 

Internet whole is not possible without taking this hierarchy into account. The Internet – it 

should be noted – is inseparable from lower levels of social order, which means from an 

actual individual, through state legal systems to international organizations. 

In the first stage of the United Nations World Summit on the Information Society – 

WSIS (http://www.itu.int/wsis/index.html), which was initiated and led by the 

Organization of United Nations, the Geneva Declaration of Principles (Geneva Declaration 

http://www.itu.int/wsis/index.html
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of Principles, 2003) was adopted. It is an authoritative political document that expresses 

the common policy of viewing the Internet. It should be noted that it includes, above all, 

the common political views on the Internet, far more that binding legal instruments. 

Geneva Declaration of Principles provides for international cooperation in the area 

of information and communication technologies, firmly within the framework of public 

policy and fulfillment of human rights. Declaration expresses common desire and 

commitment to build a people-centred, inclusive and development-oriented Information 

Society, where everyone can create, access, utilize and share information and knowledge, 

enabling individuals, communities and peoples to achieve their full potential in promoting 

their sustainable development and improving their quality of life, premised on the purposes 

and principles of the Charter of the United Nations and respecting fully and upholding the 

Universal Declaration of Human Rights. 

Geneva Declaration of Principle refers to Article 19. of Universal Declaration of Human 

Rights – UDHR (Universal Declaration on Human Rights, 1948) in confirming the right to the 

freedom of opinion and expression as an essential basis of the information society and 

announcing the universal note: 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 (Geneva Declaration of Principles, 2003). Communication is a fundamental social 

process, a basic human need and the foundation of all social organization. It is central to the 

Information Society. Everyone everywhere should have the opportunity to participate and no one 

should be excluded from the benefits the Information Society offers (Edwards & Waelde, 

2009).. 

Geneva Declaration of Principle derives additional instructions on Internet governance 

from Article 29. of Universal Declaration on Human Rights, which refers to the “duties to the 

community in which alone the free and full development of his personality is possible” 

(Universal Declaration on Human Rights, 1948; 29:1). Accordingly, the condition is the 

following: In the exercise of his rights and freedoms, everyone shall be subject only to such 

limitations as are determined by law solely for the purpose of securing due recognition and 

respect for the rights and freedoms of others and of meeting the just requirements of morality, 

public order and the general welfare in a democratic society (Universal Declaration on Human 

Rights, 1948; 29:2). 

This condition offers the justification for continuing to regulate the Internet in the 

interest of such political goals, which includes opposing terrorism, disallowing children 

pornography, and preventing other obvious social “diseases”. Besides, the described 

condition can be used in order to justify the state’s interference in restricting the Internet 

use. In such cases the restriction can be justifies with the Internet harmfulness for public 

order and public good in the areas where the legality of such restrictions can be questioned. 

For example, such an area includes using the Internet for controlling the political 

discourse. It is the other side of regulation. It is a source of numerous controversies. 

 

4. Traditional law and the Internet 

 

Development of technology as a basis and framework for the Internet poses new 

challenges to questions pertaining to what is just, unbiased and fair. Such questions are the 

essence of traditional law. Legal language is not possible without clear concepts and use of 

these notions. When speaking of their changes, one should define semantic fields that arose 

in new circumstances, which means that the changes should necessarily be incorporated 

into the traditional legal notions. 

In order to show the change that causes the development of new technologies and thus 

the Internet, the paper will point to the case of performers’ rights which, in the new 

circumstances have different meanings than they have in the traditional legal frameworks. Before 

the sound recording technology was developed, performers of all kinds (actors, musicians, 
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speakers, etc.) did not need to protect their intangible right over their performances. In the present 

technological circumstances, a third party can simply record, adopt and commercialize every 

performance. Once performed, a piece can be recorded and then used across the world, over an 

unlimited period of time. This changed the factual state typical of pre-Internet circumstances, 

which imposes a need to formulate certain performance rights, first in national laws, and 

ultimately in binding international regulations (Taubman, 2005). 

Similar examples can be described for almost all the areas of life. Modern information-

communication technologies, particularly the Internet, open a number of questions of purely 

technological nature, all the way to those on equity and authorizations. It can be claimed that 

there is almost full consent on the Internet as a tool useful for general human goals across the 

world. Access to the Internet is considered important for active participation in democratic 

processes, expression of beliefs, acquiring appropriate education, enjoying benefits of science 

progress, even ensuring the highest health-care standards. Therefore access to the Internet can be 

considered a separate unquestionable right. 

However, in parallel to the above said, the issue of justice has become the focus of 

the Internet governance debate, right to access Internet infrastructure and right to access 

Internet contents and their exchange. The traditional classification of the world into the 

developed, underdeveloped and developing countries, wealthy and poor, etc. is reflected in 

the disproportion of having at disposition benefits of Internet access and its use. Therefore, 

the establishment of such Internet infrastructure that would eliminate or reduce the 

disproportion in the right for access and use includes a number of international decisions 

and programs. 

In the well-known Tunis Agenda for the Information Society (Tunis Agenda for the 

Information Society, 2005) Internet governance is defined as “development and application 

by governments, the private sector and civil society, in their respective roles, of shared 

principles, norms, rules, decision-making procedures, and programmes that shape the 

evolution and use of the Internet” (Tunis Agenda for the Information Society, 2005; art. 

34). 

Geneva Declaration of Principles and Tunis Agenda for the Information Society 

were the first to define the Internet governance as a fully international and multilateral 

issue. These two international documents claim that: The international governance of the 

Internet should be multilateral, transparent and democratic, with the full involvement of 

governments, the private sector, civil society and international organizations. It should 

ensure an equitable distribution of resources, facilitate access for all and ensure a stable 

and secure functioning of the Internet, taking into account multilingualism (Tunis Agenda 

for the Information Society, 2005; art. 29). 

The crucial importance therein is attached to the answer to two questions related to 

the cited new and/or changed semantic fields of legal theory and practice. First, does 

cyber-space impose the necessity of finding answers to legal questions that have never 

existed before? Secondly, have all the traditional law issues been changed due to 

conditions imposed by the cyber-space existence? 

In order to answer these questions, the paper will single out four constituent areas 

of legal theory and practice. 

 Determining geographic location is every law’s issue. With the Internet, it becomes 

significantly more complex. There are almost no limitations in relations between 

different exchange participants, and therefore the issues dealt with by law almost 

regularly include different jurisdictions. It poses a new challenge for the conflict of 

law, for determining the legal entity that will decide on the jurisdiction that should be 

applied, and for determining the way in which to apply the existing principles of legal 

theory and practice in online environment. 

 Legal subjectivity is the key category of every law. Its determination, examination 

and maintenance assume new meanings in cyber-space. Cases of creating personal 
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identities that hover above or behind legal categories defined in national and 

international laws are new legal challenges in cyber-space. The domain name is the 

Internet constituent category. In which way can a person’s private subjectivity, with the 

person’s name, as well as anybody else’s legal subjectivity, with his/her name, conflict 

with the right to create and use the domain name? 

 In traditional frameworks, signs, indexes and symbols within a language and 

beyond it, make up a reference system where and by means of which law is structured 

both as theory and as practice, which in turn allows state jurisdiction. Due to its 

geographical and language openness, the Internet relativizes all this in that classic 

reference systems no longer apply. Meaning of a name or term in one jurisdiction does 

not necessarily have the same value in another, and the question arises as to which 

language community has to resolve this conflict. When we say “language community”, 

we should also add the question pertaining to the semantic field of reference systems in 

the broadest sense of the word. For example, answers should be found to questions of 

using domain names when it is unacceptable in some of the many world language 

communities (Madonna, Pope, Dalai Lama, etc.) 

 Ways of commerce that allow the Internet impose a number of questions about tax 

policy. We are witnessing an incessant and very fast growth of the number and kinds of 

“items” that can fully be ordered, paid and received over the Internet. These items 

include books, music, films, projects, etc. Each of them can be preserved in a digital 

form, as well as simply transformed into a physical object. The question arises as to 

how to treat this kind of sales and purchasing from the taxation viewpoint, which is de 

facto a legal question as well. 

 

5. Emergence of Internet regulation 

 

The Internet emerged as a defense measure during the cold war, at the time when the world 

was dangerously divided in ideological, military, political and economic terms. The USA 

developed the Internet as its national program. Originally, it was fully within the national 

jurisdiction framework, although its fundamental concept transcended every physical 

frontier, thus every jurisdiction frontier. 

The Internet soon proved to be a significant answer to the request presented at the 

first session of the UN General Assembly. AT this session, it was postulated that “freedom 

of information is a fundamental human right and is the touchstone of all the freedoms to 

which the United Nations is consecrated” (UN General Assembly Resolution, 1946). Thus, 

the Internet is presently inseparably tied to freedom of information, education and 

participation in cultural, economic and research activities. 

However, the Internet affects the multifold transformation of norms in the global, 

political, economic and cultural world architecture. This effect is reflected on the request 

for establishing new international norms in partial jurisdictions’ relations, as well as of 

norms for managing relations between players in the international order and the Internet 

itself as a new means of these relations. It means that managing telecommunication 

infrastructure that technically allows the Internet is a necessary pre-requisite for a new 

international order with the Internet, but by no means a sufficient one. 

In many areas of contemporary life, the Internet has transformed the international 

system, human relations, ways of shaping, expressing and advocating opinions and views, 

and procedures of negotiating an discussing contracts, agreements and other norms, as well 

as their implementation and supervision. With the Internet, the world as a whole has 

become a different stage for all the forms of human activity. Commerce as an essential 

content of relations between people is assuming new forms (Kennedy, 2009; pp. 1-10). 

The scope of electronic commerce keeps developing. This development 

encompasses a change in the existing ways of commerce, as well as the emergence of 
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entirely new forms. Despite the numerous revisiting the possibilities of the application of 

the existing rules and proposals for shaping new ones, the process of finding appropriate 

regulation systems for cyber-space is not completed. Besides, the growth of commerce 

with respect to the kind of electronic transactions affected the existing whole of rules, as 

well as how states understand and defend their trade interests based on them. 

Internet expansion and its fast adoption in commercial and cultural exchanges 

highlight the crucial characteristics of international rules and international governance 

organizations. In order to understand these processes and determine their future 

developments and possibilities of being included in them, it is necessary to single out three 

of their crucial contents: (1) nature of international rules; (2) characteristics of electronic 

commerce; and (3) role of international institutions in Internet governance. 

With respect to the first content, it is necessary to point to the essence of Internet. It 

is not the fact that numerous computers are mutually connected across the world. Different 

telecommunication possibilities (telephone, fax, etc.) also offer fast and efficient 

connections between transaction factors but do not have the Internet-like flexibility. The 

essence of Internet is in that a single rule and a single protocol determine the way of 

packaging and transmitting data which are “blind” to the information content and real 

physical route it will pass to a particular address. The universal uniformity of the protocol 

allows information of any content, from image to phoning, to be transmitted over the 

Internet independently of the route. To this very strict protocol, one should add a single 

and indisputable set of addresses, which include a) domain name system, and b) Internet-

protocol logical addresses indicated by the domain names. 

Besides, it is necessary to have a reliable system of data exchange and sending to 

predictable addresses. The “reliable system” implies that information in any of its possible 

forms will be transmitted to the selected address and received there in its original form. It 

may seem strange that Internet universality, flexibility, adjustability and openness as its 

essential characteristics derive from the described, very strict rules that remain almost 

completely beyond any negotiation. Taking into account these Internet features, the 

Internet can rightfully be called a generative network, since these inner features result in 

the continuous possibility of generating rational changes in all directions (Zittrain, 2006). 

The generative nature is also indicated by the process of Internet development. 

From its initial core, it fast developed as all people’s universal good, which was 

accompanies by the development of its regulation system and its inclusion into political, 

cultural and economic trends in the world. The very fast and comprehensive development 

preserved the inner regulation mechanisms, which were not threatened or significantly 

changed by these expansions. 

The Internet as such allows almost full transcendence of national borders. It is not 

happening only in the information exchange. Commerce as a global process with 

individuals, institutions, organizations and states as its participants is not only material 

goods exchange. It increasingly involves goods made up of “bytes”, i.e. intellectual goods 

shaped as digital information, rather than “atoms” only, i.e. tangible and physically 

measurable goods, as shown by Nicholas Negroponte in a series of papers (Negroponte, 

1995). Electronic commerce is becoming a new and significant area of commerce as 

decisively important content between people. 

Electronic commerce as the second of the three listed contents, with its fast and 

comprehensive development in all the areas of contemporary life is not only a result of the 

existence of global Internet network. It is also an essential impetus for changes within 

itself. The long-developed norms, agreements and contracts related to international 

commerce are assuming new contents and forms in cyber-environment. 

Since ancient times, commerce has de facto been a powerful stimulus for 

transcending all borders – geographical, state, language, cultural, etc. Appropriate means 

of communication were sought for achieving its goals, and it can therefore be claimed that 
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commercial relations’ needs had the decisive impact on the development of international 

relations, and means and organizations required for them. When cyber-space became the 

contemporary world reality, the existing forms of organized commerce immediately saw in 

it a new and challenging medium. The symbiosis between cyber-space and international 

commerce has a powerful mutual effect. Cyber-space allows a multi-dimensional 

commerce development, while the international commerce development in cyber-space 

significantly affects its development and governance. 

Electronic commerce is necessarily related to the Internet. It is typically defined by 

means of commercial transactions that are made possible and facilitated using information or 

communication technologies, which includes a broad range of transactions – payments, orders, 

customs formalities, as well as the actual product delivery. The WTO Work Programme on 

Electronic Commerce (WTO Work Programme on Electronic Commerce, 1998) states that 

this concept denotes the “production, distribution, sale or delivery of goods and services by 

electronic means” (WTO Work Programme on Electronic Commerce, 1998). Consequently, a 

question rightfully arises: How do national sovereignties relate to the newly emerged situation, 

and which forms of governance of international organizations and institutions are necessary? 

As is well-known, ever since the Treaty of Westphalia (Treaty of Westphalia, 1648) 

of 1648, the modern world architecture has been built on nation-states’ sovereignty, i.e. on 

the territorial jurisdiction of state authorities. From the very beginnings, an individual 

state’s sovereignty within its territorial borders was not possible, even conceived as the 

existence of a single and closed subjectivity that would be self-sufficient. Although 

national territories and their borders were adopted as necessary factors of defining the 

modern architecture, relations between political and economic subjects within these 

borders, which also imply various forms of trans-border exchange were considered and 

implemented as necessary requirements. Accordingly, various agreements and contracts 

were being signed, and organizations established for their implementation and supervision. 

This necessity forms the basis for what is called international relations, international law, 

international commerce and, consequently, international principles etc. A number of 

international organizations and institutions emerged as a result. 

Nothing has essentially changed in these relations upon the Internet emergence and 

expansion; the only thing that happened is that the issue of relations between international 

order subjects has gained a dramatic significance, though mainly within the existing 

institutions and organizations. National sovereignties and thus national jurisdictions still 

exist. The cyber-space existence makes it necessary to transfer the new contents of these 

individual sovereignties to international regulation instruments and related organizations. It 

actually means that international agreement processes, and articulation of international 

contracts is becoming additionally important for international relations regulation. 

New needs in these relations and their existing organizations also imposed the 

necessity to create new institutions and organizations, such as IANA (Internet Assigned 

Numbers Authority) and Internet Corporation for Assigned Names and Numbers, ICANN, 

which is the third content in the described processes in maintaining, developing and 

regulating cyber-space. In accordance with this, as was already mentioned, a number of 

international documents have been adopted that relate these issues, with respect to their 

actuality, with international order principles. 

 

6. Internet regulation reform 

 

The most optimistic forecasts conceive cyber-space as the expansion of human presence in 

the world without traditional borders and legal limitations.
280

 Even the establishment of 

                                                 
280

 Many authors writing on the regulation issues in cyber-space often quote the view expressed, in 1996, by 

John Perry Barlow in his Declaration of the Independence of Cyberspace: “Governments of the Industrial 

World … on behalf of the future, I ask you of the past to leave us alone. You are not welcome among us. You 
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ICANN announced a fully closed system where everything would be determined by 

consensus, which would make legal solutions unnecessary. This idealistic picture soon 

proved impossible. Law, rules and legal issues permeate cyber-space. It is therefore 

necessary to resolve issues of legal contents of the Internet-related reform and its 

governance, as well as of their impact on the regulation reform in all the Internet-related 

areas. The reform has to do with the mutuality of Internet conditions with general issues of 

privacy, network security, copyright, electronic commerce, cyber-crime, freedom of 

expression, freedom of information, consumers’ rights or infrastructure liberalization, since 

regulations, laws and norms pertain to all these. 

Regulation is possible at a national/state level in the form of regulations and laws, 

in the form of agreements at an international level, and rules of procedures and harmonized 

industrial standards. In most cases, these regulation instruments are applied at a few levels 

– some at national, others at regional and international level. For the Internet regulation 

reform to be effective at the national, regional and international levels all legal issues must 

be dealt with in a coherent and comprehensive approach, respecting all the regulation’s 

technological capabilities that are specific for the very infrastructure of the Internet. This, 

in turn, requires appropriate structures at all regulation levels. 

It can be claimed that there is a general consent at all levels of political, cultural 

and economic world architecture on the Internet as an important instrument of 

development and harmonization of relations at all levels. No one any longer disputes the 

premise according to which the Internet is universal good of humankind, and as such a 

need for all people at all levels of their organized presence in the world. The issue of 

Internet governance is therefore one of major interests of governments at various levels. 

Reports by the Working Group on Internet Governance, WGIG (For more information on 

Working Group o Internet Governance, see http://wgig.org) clearly point to mutual 

dependence of many factors included in the Internet governance such as, for instance, 

social, political, technical, economic and legal ones. The same reports present conclusions 

that these questions cannot be answered by one-sided and limited approaches, but rather 

require a comprehensive analysis of the existing and foreseeable problems, as well as 

modeling possible solutions. They explicitly recognize the role of law in the developing 

dialogue on Internet governance. 

The present approaches to legal contents of Internet governance can be presented in two 

dimensions. The fist dimension consists of horizontal sources of law, and the second of vertical 

areas of law. The sources are divided into layers of international, state and industrial/code norms. 

Each of legal areas – such as jurisdiction, privacy, main resources, etc – is traditionally viewed as 

an independent “silo” (Satola, 2007; pp. 49-62). In this, silo-based approach, each issue tends to 

be viewed as separated from another one. These layers and silos used to existed together, but are 

frequently viewed as disconnected. This silo-based approach still exists. 

Internet integrity on a global scale imposes the need for vertical integration 

between the three described levels of sources of law. This need was resolved within the 

WSIS process. Legal areas in the Internet framework also include the issue of horizontal 

integration, which was also resolved in the same process. Starting from multifold factors 

that affect governance, the Working Group on Internet Governance highlighted the 

necessity to find a comprehensive solution for this issue as well. Since many of these 

governance issues also have legal contents, it follows that the Internet governance reform 

is impossible without a proper role of theory and practice of law. 

Some activities in Internet use, such as for instance the domain name 

administration are governed neither by agreements/conventions nor by national laws, but 

rather by norms and agreed procedures. Interestingly, these norms and procedures are in a 

                                                                                                                                                    
have no sovereignty where we gather…You have no moral right to rule us nor do you possess any methods 

of enforcement we have true reason to fear…Cyberspace does not lie within your borders. 

http://w2.eff.org/Censorship/Internet_censorship_bills/barlow_0296.declaration 

http://wgig.org/
http://w2.eff.org/Censorship/Internet_censorship_bills/barlow_0296.declaration
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way considered binding for the different stakeholders involved, even when the governance 

in this area is not legally regulated. 

Legal contents of Internet governance are complex, which is a result of both the 

number and differences among the issues involved and the number of organizations 

involved. Thus, solutions of some legal issues at a state level may affect other contents of 

Internet development, even beyond national borders. Then, there is the issue of reform 

goals. If, for this purpose, one assumes that maintenance of Internet security and stability is 

the set goal and that, in the same time, there is a difficulty related to the non-existence of 

operational connection between legal systems, which can be resolved only through their 

harmonization, the reform discussed clearly becomes complex. If we add, to these, 

questions pertaining to legal systems’ compatibility, transcending their different 

approaches, and finding common terminology, experience and language, any promise of 

the legal reform of Internet governance seems to be the most complex task possible. 

Solutions and organizations established on agreements provide one source of 

instruments for legal reform of Internet governance issue at an international level. 

Agreements that affect these issues notably include the Convention on Cybercrime by the 

Council of Europe, UNCITRAL Model Law on Electronic Commerce (UNCITRAL Model 

Law on Electronic Commerce, 1996), and UN Convention on the use of Electronic 

Communications in International Contracts (UN Convention on the use of Electronic 

Communications in International Contracts, 2005). According to these and similar 

agreements, implementation of their solutions requires national jurisdictions’ involvement. 

It means that international solutions for the Internet governance system, although 

necessary, do not suffice, since their efficiency is conditioned by their acceptance and 

inclusion of the offered solutions into national legal systems. 

Having in mind the hierarchical relations between international and national laws, 

there are evident differences between the two. In many cases, even national laws or law 

effects can have influences beyond their jurisdictions’ borders. On the other hand, 

international agreements can affect national laws and legal frameworks, whenever 

contractual obligations at the international level are transferred or implemented within 

national frameworks. In order to ensure the existence of environment for developing and 

using the Internet and ICT serving to economic growth and development, it is necessary to 

achieve effective global cooperation related to jurisdiction issues. Otherwise, further 

Internet growth and development could be expected to involve an increasing difficulty that 

includes confusion, postponing, opportunism and possible contradictory results typical of 

the conflict of laws, or numerous forums that lay claims to jurisdiction over a single 

business subject or activity. 

Many non-governmental and private organizations have significantly contributed to 

Internet stability, maintenance and security. Such a role is being continued, and should be 

taken into account in the foreseeable reform on Internet regulation. Some of them are 

international. These organizations have developed programs and technical parameters that 

contribute to Internet operation. The best=known among them are: Internet Society, ISOC 

(http://www.isoc.org), Internet Engineering Task Force, IETF (http://www.ietf.org) and 

World Wide Web Consortium, WC3 (http://www.w3.org). 

 

7. Conclusion 

 

Due to Internet universality and general openness to access and use, it is typically 

presented as an international concept. However, international order is derived from lower 

categories, such as individual, place, region, state, association of states, which are 

inseparable from practical and theoretical solutions of political, economic and cultural 

nature, and thus from the issues of practice and theory of law; therefore, the whole of 

Internet is not possible without taking into account this hierarchy. The Internet – it should 

http://www.isoc.org/
http://www.ietf.org/
http://www.w3.org/
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be noted – is inseparable from the lowest level of social order, which means from an actual 

individual, through state legal systems to international organizations. 

Legal contents of Internet governance are complex, which is a result both of the number 

and differences of the issues involved, and of the number of the organizations involved. Thus, 

solutions of some legal issues at a state level can affect other contents of Internet development, 

and even have influence beyond national borders. Then, there is the issue of reform goals. . If, for 

this purpose, one assumes that maintenance of Internet security and stability is the set goal and 

that, in the same time, there is a difficulty related to the non-existence of operational connection 

between legal systems, which can be resolved only through their harmonization, the reform 

discussed clearly becomes complex. If we add, to these, questions pertaining to legal systems’ 

compatibility, transcending their different approaches, and finding common terminology, 

experience and language, any promise of the legal reform of Internet governance seems to be the 

most complex task possible. 

In order to ensure the existence of environment for developing and using the 

Internet and ICT serving to economic growth and development, it is necessary to achieve 

effective global cooperation related to jurisdiction issues. Otherwise, further Internet 

growth and development could be expected to involve an increasing difficulty that includes 

confusion, postponing, opportunism and possible contradictory results typical of the 

conflict of laws, or numerous forums that lay claims to jurisdiction over a single business 

subject or activity. 
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Abstract 

 

The market as a functional framework of economic flows is not perfect. There are 

various forms of market imperfections that have a negative impact on the functioning of 

the economy. This is the reason why the legal regulation and protection of market 

competition is necessary. The state must provide equal conditions and equal starting point 

for all competitors in the market and enable the realization of the positive effects of 

competition. Legal regulation of market competition is a mechanism of legal protection of 

market competition, which consists of two segments: legal and institutional. The legal 

segment encompasses legal regulations passed in order to regulate issues related to the 

protection of market competition (the Act on Competition - JOC), while the institutional 

segment includes institutions in charge of enforcing the Act on Competition (public and 

private). Public Enforcement of Competition Act, it is typically assigned to a given 

independent body or a few of them, and it is in this feature that individual states' modalities 

partly differ. In Bosnia and Herzegovina, enforcement of Act on Competition is 

represented and assigned to the Council of Competition of Bosnia and Herzegovina (KV) 

as an independent body in charge of ensuring the consistent enforcement of Act on 

Competition on the entire territory of Bosnia and Herzegovina. The paper specially 

analyzes work of Council of Competition, and points to determinants that affect the 

efficiency of performing the function assigned to it. When analyzing the organizational 

structure, authorities and proceedingss of competition protection before KV, the paper 

greatly rests upon the text of Act on Competition itself which, by following contemporary 

solutions, is the main source of Act on Competition in Bosnia and Herzegovina. 

 

1. Introduction 

 

Complexity of contemporary economic relations that are being established in the market, 

and the cruelty of the very nature of competition impose the need for legal market 

regulation. State appears as the regulator of relations, prohibiting players’ behaviors that 

could distort, restrict or prevent free competition and in this way cause damage for other 

players and economy in general. Legal regulation of market competition provides legal 

protection to persons whose interest can be harmed by “prohibited” behavior, and in the 

same time creates an environment for efficient economic development. The purpose of 
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legal regulation of market competition is preservation of free competition as a market 

process with all the benefit it reaps. The possibility for market players to behave in a way 

that restricts, distorts or prevent competition causing multiple damage has led, even in the 

most developed market economies, to the need to design and constantly build upon the 

modality of legal regulation of market competition. In simplest terms, the modality of legal 

regulation of market competition is a mechanism of legal protection of market competition, 

which consists of two segments: legal and institutional. The legal segment encompasses 

legal regulations passed in order to regulate issues related to the protection of market 

competition (Act on Competition - ZoK), while the institutional segment includes 

institutions in charge of enforcing the Act on Competition (public and private). Public 

enforcement of Act on Competition is typically assigned to a given independent body or a 

few of them, and it is in this feature that individual states’ modalities mostly differ. Public 

enforcement of law in the United States of America, as the cradle of antitrust, is the 

responsibility of two bodies. DOJ Antitrust Department is a body in charge of public 

implementation of law and is the only one that has the authority to prosecute the 

competition rules violator. Since it is a constituent part of the Department of Justice, 

Antitrust Department is in a way a political body. The second body is the Federal Trade 

Commission – FTC as a separately formed independent administrative body which does 

not have a political character. In the European Union, the enforcement of the European Act 

on Competition is assigned to Commission, i.e. Directorate General of Competition – 

DGC. The Commission is in charge of enforcing the Act on Competition in cases when the 

European economic interest expressed through the formulation “preservation of unified 

European market” has been violated.  

In Bosnia and Herzegovina, enforcement of Act on Competition is represented and 

assigned to the Council of Competition of Bosnia and Herzegovina (KV) as an 

independent body in charge of ensuring the consistent enforcement of Act on Competition 

on the entire territory of Bosnia and Herzegovina. Council of Competition has a special 

role of integrating the fragmented and divided market of Bosnia and Herzegovina, which 

points to its special significance for the country’s economy and prosperity. The paper 

specially analyzes work of Council of Competition, and points to determinants that affect 

the efficiency of performing the function assigned to it. When analyzing the organizational 

structure, authorities and proceedingss of competition protection before KV, the paper 

greatly rests upon the text of Act on Competition
281

 itself which, by following 

contemporary solutions, is the main source of Act on Competition in Bosnia and 

Herzegovina. 

 

2. Act on Competition of Bosnia and Herzegovina 

 

The body for conducting the protection of market competition in the modality of legal 

regulation of market competition in terms of Act on Competition (ZoK) is the Council of 

Competition (KV), which includes competition offices in the Federation of Bosnia and 

Herzegovina and Republika Srpska, as organizational units outside the KV seat.
282

 

Pursuant to ZoK, KV is an independent body which will ensure the consistent enforcement 

of law on the entire territory of Bosnia and Herzegovina and which has the exclusive 

jurisdiction in deciding on the existence of prohibited competitive activity in the market. 

The model of KV work financing is set up by ZoK in that resources for performing duties 

and tasks of KV are provided from the budget of Bosnia and Herzegovina institutions. 

 

                                                 
281 “Official Gazette of BH, issues 48/05, 76/07, 80/09. 
282 For structure, competences and proceedings before KV, see: Competition of BH, Law on changes and 

amendments to Competittion Law, “Official Gazette of BH”, issue 80/09. 
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2.1. Structure of Competitive Council 

Structurally, KV is made up of six members, who are appointed among the recognized 

experts in the corresponding area and who have a status equal to justices of peace, which is 

incompatible with performing any direct or indirect, permanent and occasional office post, 

except for academic activity and work in professional and academic bodies, for a six-year 

term with the possibility of re-appointment. 

 

The complexity of Bosnia and Herzegovina political system is reflected in setting up the 

law enforcement bodies, mostly in the area of member appointment and decision-making. 

 

KV members are appointed in the following way: 

 

a) three KV members are appointed by the Council of Ministers of Bosnia and 

Herzegovina, one of each of the three constituent nationalities; 

b) two KV members are appointed by the Government of Federation of Bosnia and 

Herzegovina; 

c) one KV member is appointed by the Government of Republika Srpska. 

Upon the KV proposal, Council of Ministers of Bosnia and Herzegovina annually appoints 

a president out of KV members for a year long period, without a right for re-appointment 

during his/her term of office as KV member. 

 

Pursuant to ZoK, KV can make valid decisions if the session is attended by no less than 

five KV members, and KV decisions are made by the majority of present members’ votes, 

with that no less than one member of constituent nationalities must vote for the decision. 

No KV member can abstain from voting. Such a legal solution, as an expression of 

political determinism through which economy is directly hindered by political solutions, is 

really incompatible with the contemporary modality of legal regulation of market 

competition. 

 

Rules of internal organization and systematization of KV of Bosnia and Herzegovina 

establish KV organizational units, scope and organization of activity, distribution of jobs 

and tasks among KV employees with job and task descriptions, the number of employees 

needed to perform work, duties and liabilities of public servants and employees, trainee 

hiring, implementation of KV work and openness of work, and cooperation with other 

institutions in Bosnia and Herzegovina in performing tasks from KV’s jurisdiction. Jobs 

and tasks from the scope of work are performed within KV, Expert Unit as the basic KV’s 

organizational unit whose tasks are distributed to incumbents in KV seat and internal 

organizational units outside KV seat in the Federation of Bosnia and Herzegovina and 

Republika Srpska respectively. Expert Unit as the basic organizational unit performs 

managing, professional and administrative tasks for KV needs, particularly following:
283

 

a) conducts proceedings pursuant to law and KV documents; 

b) ensures the efficiency of KV decisions enforcement; 

c) performs accounting, financial, legal, general and HR-related tasks; 

d) performs tasks of promoting market competition (Competition Advocacy); 

e) coordinates tasks among KV members and employees in and out of KV seat; 

f) takes minutes of KV sessions and submits the minutes to KV members; 

                                                 
283 Rules of internal organization and systematization of Council of Competition, p.3. 
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g) takes minutes of confidential acts, stores and keeps documents related to 

confidential acts; 

h) performs translating tasks for KV needs; 

i) performs protocol and public relation tasks; 

j) performs administrative and professional tasks related to cooperation with other 

regulatory bodies; 

k) prepares drafts of press releases from KV sessions; 

l) performs professional and technical tasks pertaining to the preparation of data and 

IS maintenance; 

m) purchases books, trade literature and daily press; 

n) performs all the other tasks provided for by law. 

 

Expert Unit includes Competition offices in Mostar and Banja Luka as internal 

organizational units. Competition offices in Mostar and Banja Luka perform administrative 

and professional tasks from the scope provided for by ZoK, particularly: 

 

a) conducting proceedings pursuant to law, decisions, conclusions and orders by KV 

and authorized KV members; 

b) conducting legal and economic analyses, participation in preparation of annual 

reports, data processing needed for preparing drafts and acts, staying abreast with 

regulations in the area of competition, and other tasks; 

c) preparation of drafts of measures and decisions for the protection of market 

competition, drafts of decisions, reports and conclusions that complete proceedings, 

drafts of replies to written requests for providing opinion by parties or ex officio; 

d) cooperation with competent bodies and institutions in order to collect relevant data 

needed to process cases or conduct economic analyses; 

e) other tasks related to ZoK enforcement, upon KV order. 

 

 

 

 

 

 

 

 

 

 

Organizational chart 1. KV organizational structure 

 

Six members of KV 

 

Expert  Unit 

 

Office for Competition of 

FBiH 

 

Office of Competition of 

RS 

 



 

948 

Pursuant to Rules, KV employs 26 employees:  

Position 

Total number of 

employees (26) 

Member of Council of Competition 6 

Expert advisor for legal competition affairs  2 

Expert advisor for economic competition affairs 1 

Expert advisor on translating tasks 1 

Senior administrator for the promotion of market competition  1 

Senior administrator for legal affairs  2 

Senior administrator for financial affairs 2 

Senior administrator for IT 2 

Senior administrator for competition issues 1 

Administrative assistant 1 

Technical operator  2 

Driver - courier  1 

Senior administrator for competition in Mostar 2 

Senior administrator for competition in Banja Luka 2 

 

2.2. Council of Competition competences 

 

Council of Competition competences are provided for by ZoK, as follows: 

 

a) it passes bylaws pursuant to the law provisions and other bylaws needed for its 

enforcement; 

b) prescribes definitions and calculating methods for certain activities – banking, 

insurance, etc.; 

c) prescribes and provides interpretation of general and special definitions of 

competition terms, as well as calculating methods for key competition terms; 

d) decides upon requests for conducting proceedings and conducts proceedings; 

e) passes administrative acts that end a proceeding before KV; 

f) provides opinions and recommendations on any competition aspect, ex officio or 

upon a request by a state body, economic entity or association; 

g) passes internal acts on internal KV organization, except Rules of internal 

organization and systematization, which is passed upon the approval of Council of 

Ministers of Bosnia and Herzegovina; 

h) initiates changes and amendments to ZoK; 

i) proposes to the Council of Ministers of Bosnia and Herzegovina a decision on the 

level of administrative stamp duties related to procedural activities before KV. 

 

KV reports on its work to the Council of Ministers of Bosnia and Herzegovina which, upon 

its adoption, discloses the report to the public. In proceedings before KV, if the law does 

not prescribe otherwise, Law on Administrative Procedure (“Official Gazette of BH, issue 

29/02) is applied. KV institute the proceedings ex officio, if there is a reasonable doubt that 

market competition is significantly prevented, restricted and distorted, or upon a party’s 

request. Request for instituting the proceedings before KV, pursuant to Law provisions, 

can be submitted by: a) every legal or natural person that has a legal or economic interest 

in it; b) chambers of commerce, associations of employers and entrepreneurs; c) 

consumers’ association; d) executive authorities in Bosnia and Herzegovina. 

 KV decides on instituting proceedings, ex officio or upon the receipt of request, 

after which it appoints a KV member in charge, who manages the proceedings and 

appoints an authorized person to run the proceedings. The law gave KV certain authorities 

in the investigative procedure and provided for parties and other legal and natural persons 

to submit all the necessary information in the form of written submissions or oral 

statements, and to make available all the necessary data and documentation regardless of 
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the medium it is in. Besides, according to ZoK, parties must allow direct inspection of all 

business premises, all movable and immovable assets, business books, databases and other 

documentation, and cannot prevent it due to classified business, state or technical 

information. Parties are bound to submit the necessary data and information of other 

persons that can contribute to resolving and clarifying certain issues pertaining to the 

prevention, restriction and distortion of market competition and allow performance of other 

necessary activities aimed at establishing all the relevant facts in the proceedings. During 

the proceedings, KV must be allowed access to the deed, keep the business secret and lead 

oral discussion in cases when the proceedings has been instituted upon parties’ request. 

This KV’s duty reflects the promotion of transparency principle as well as the principle of 

data confidentiality protection, which also contributes to legal security. Besides, KV can 

pass a decision on a temporary measure, based on the preliminary established violation, if 

it believes that individual actions prevent, restrict or distort market competition, present a 

threat of direct harmful effect on individual economic entity, i.e. individual industries or 

consumers’ interests. Duration of proceedings before KV is limited by a legal time limit 

depending on the nature of case. KV cannot pass the final decision in cases when they 

estimate that determining facts and assessing evidence require additional expertise or 

analysis or in cases of sensitive industries or markets. KV can then extend the time limit 

for passing the final decision up to three months, and is bound to inform parties to the 

proceedings on this extension, in the written form. Upon the completion of the proceeding, 

the responsible KV member submits a report on the implemented proceedings and the 

proposal for the decision, and at a session, KV makes the final decision on whether an 

infringement of law has been committed. An injured party to the proceeding may file an 

administrative dispute before the Court of Bosnia and Herzegovina within thirty days from 

the date of receipt of the decision, or from the day of its publication. 

 

3. Assessment of quality and proposal of measures and activities for improving the 

existing modality of legal regulation of market competition in B&H 

 

Developing an appropriate modality of legal regulation requires a careful estimate of the 

existing economic and social conditions before the development process itself, as well as 

an estimate of possible effects of its future implementation. A careful estimate of the initial 

conditions is important for decisions on the goals and essential content of competition law, 

for the identification of potential obstacles in its implementation and for a possible 

proposal of the plan for their elimination. Decision on developing a given modality of legal 

regulation of market competition of transition and developing countries, such as Bosnia 

and Herzegovina must be based on specifics of their economic, social and cultural reality. 

Present analyses show that in most cases the development and implementation of a given 

modality of legal regulation of market competition are fairly incompatible to the requests 

for regulating the contemporary conditions of market economy. Care about the discord 

between institutional abilities and requests of the efficient competition policy are part of a 

broader challenge facing developing and transition countries in introducing economic and 

legal reforms. This includes the establishment of a suitable system of property rights 

protection, establishment of a system for contract execution, creating legal framework for 

establishing and restructuring economic entities and strengthening financial institutions 

and banks. 

 The existing modality of legal regulation of market competition in Bosnia and 

Herzegovina is more a reflection of the externally imposed goals and less of actual needs 

and conditions of BH economy. Actually, the “single economic area II” project is one of 

the most important economic pre-requisites for Bosnia and Herzegovina accession to the 

European Union and has as such been identified in the Feasibility study, Report on 

stabilization and accession for 2004m and European partnership. Establishing the modality 
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of legal regulation of market competition as integral part of the project is an important 

sphere of all transition reforms in Bosnia and Herzegovina. The overall social and political 

situation in Bosnia and Herzegovina, existence of a complicated political system and 

absence of coordination between institutions at a state level, as well as the disintegrated 

economic area are a limiting factor of developing and functioning of the modality of legal 

regulation of market competition in Bosnia and Herzegovina. 

 In defining a single economic area of Bosnia and Herzegovina as a task that state 

authorities should perform on the road to European unity, the European Union used the 

“copying method”. Actually, in order to create a unified economic area as a precondition 

for the development of Bosnia and Herzegovina economy, European Union imposed the 

formation of a single state regulator, copying thus the proven model of the European 

countries unification led by economic interest. Since the European unity is a proof of 

possible integration of nations and countries of different traditions, cultures and identities 

whose interests were confronted through history, the same recipe was applied t Bosnia and 

Herzegovina. Creation of a single functional economic system and application of the 

European Union goals is a task that was clearly set for Bosnia and Herzegovina. Actually, 

within general goals, classified into political and economic goals, unavoidable and 

important tasks include the establishment of stable institutional preconditions for the rule 

of law, and construction of functional economy that can deal with competitive pressures 

and trends of the European market. It was paralleled with the process of harmonization and 

conforming legal regulations to acquis communautaire, which were to be both copied to 

the state level and efficiently enforced. The efficient enforcement of regulations requires 

the existence of adequate institutions that possess sophisticated human and financial 

resources. The same rules of aligning legislation and establishing institutional basis apply 

to the area of competition law. Bosnia and Herzegovina must establish a single economic 

area, BH market must be integrated and an instrument for achieving this goal is a modality 

of legal regulation of market competition built at a state level. 

 If the existing modality of legal regulation is viewed from the legal and institutional 

aspect, it can be claimed that the legal framework that regulates market competition in 

Bosnia and Herzegovina, its material and procedural segment is generally adjusted to the 

European Union standards and it cannot be changed, due to the tasks from SSP
284

. The 

facts that the construction of modality of legal regulation of market competition in Bosnia 

and Herzegovina has not yielded significant effect on the economy of Bosnia and 

Herzegovina
285

 and that, compared to enforcement bodies in the neighboring states (e.g. 

Republic of Croatia), KV functioning has certain flaws, resulted in the need for analyzing 

the existing institutional solution. 

Viewed from a purely economic aspect, the functionality of the existing institutional 

solution in the modality of legal regulation of market competition is related to the assessment 

of the efficiency of KV operation efficiency, which is determined according to accurately 

defined methodology
286

. Such econometric analyses, according to data available at the moment 

of dissertation writing, have not been performed for the market competition protection bodies 

in the region. What can be claimed at the moment is that due to the fact that data from KV
287

 

annual reports are not systematical enough or methodologically usable, it is hard for an 

academic paper to give an accurate assessment of the efficiency of enforcement of competition 

                                                 
284 Full text of the Agreement can be seen at: 

http://www.dei.gov.ba/bih_i_eu/ssp/doc/Default.aspx?id=743&template_id=14&pageIndex=1 
285 To the best of general knowledge, no studies or analyses have been conducted that would prove the 

opposite. 
286 Some measuring methods were elaborated in: Mats A. Bergman, “Quis Custodiet Ipsos Custodes? or 

Measuring and Evaluating the Effectiveness of Competition Enforcement”, De Economist (2008) 156, 387-

409; Henk Don, Ron Kemp and Jarig van Sinderen, “Measuring the Economic Effects of Competition Law 

Enforcement”, De Economist, 156, No. 4, 2008. 
287 Available on KV’s official website. 
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law in Bosnia and Herzegovina. Based on the reports data, it is not possible to compare the 

amount of financial resources allocated for KV operation and the level of the set and collected 

fines. Only Report for 2006 includes data on the fact that 952,800.00 KM
288

 were allocated for 

KV work from the budget of Bosnia and Herzegovina, while other reports do not include such 

data, and therefore they cannot be compared to the amount of collected fines. Since the amount 

of budget and the amount of collected fines are basic parameters used in theoretical models to 

assess the efficiency of public enforcement, it cannot be used in Bosnia and Herzegovina at the 

moment. With respect to categories of set and collected fine, KV reports include data on 

revenues based on fines and administrative taxes, which might lead to a logical conclusion that 

these are collected fines (Table 1). However, calculation of public enforcement of law using 

econometric models could be an object of a separate future analysis. What can generally be 

concluded is that in 2010, KV set far more fines compared to the previous period (2008 and 

2009), which is partly due to more efficient work. 

 

Table 1. KV financing and revenues  

 
Parameters/Categories 2006 2007 2008 2009 2010 

Amount of financial resources 

allocated from budget (KM) 

952.800,00 - - - - 

Total amount of set and 

collected fines (KM) 

725.000,00 1.050.000,00 525.000,00 590.000,00 1.126.510,00 

Revenues from administrative 

taxes (KM) 

95.750 171.008,00 207.751,00 172.000,00 66.750,00 

Source: Operating Report of Council of Competition of BH, 

http://www.bihkonk.gov.ba/ba/index.html 

 

From the aspect of KV’s work by individual types of cases, when compared to the work of 

similar bodies from neighboring countries or Antitrust Department of DOJ as one of 

agencies for public law enforcement in the USA (Table 2), it can be claimed that in the 

observed, 2004-2010 period there was a fairly small number of open cases, passed 

decisions and provided expert opinions. Comparison of activity by KV and Antitrust 

Department must start from differences in the sizes of economies and markets where the 

modality of legal regulation of market competition is positioned, and from the level of 

development, sophistication and experience the bodies have. In this sense, it should be 

noted that DOJ allocated 163.2 million USD for the Antitrust Department, and that the 

latter has 880 employees, 390 of whom are state attorneys (Organizational chart number 

1). It confirms the thesis that the size of economy and degree of economic development 

affect the efficiency of public law enforcement. This data decreases the disparity in the 

work of KV and Antitrust Department respectively. The same applies to the comparison 

with the work of Agency for protection of market competition of Republic of Croatia, 

which has almost five times
289

 higher budget – 18 451,422.00 KN, twice as many 

employees compared to KV, which is related to the fact that the Republic of Croatia has 

three times higher GDP per capita compared to Bosnia and Herzegovina, A small number 

of processed cases before KV can be due to two possible situations. The first possibility 

can be that a small number of cases have been reported and identified, which reflects the 

actual conditions in the market and almost ideal conditions with respect to competition. 

Another situation may be that insufficient education of market players themselves with 

respect to infringing legal provisions results in the lack of their recognition and reporting, 

and that therefore the presented data do not reflect the actual conditions of competition in 

                                                 
288 See: „Izvještaj o radu Konkurencijskog Vijeća za 2006”; http://www.bihkonk.gov.ba/ba/index.html. (24. 

3. 2010.) 
289 It is assumed that KV budget has not significantly changed compared to that of 2006, which is the only 

one available at KV’s official website. 
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Bosnia and Herzegovina market. Assuming that all violations of ZoK have not been 

discovered, the small number of processed cases may be due to the fact that it is the initial 

stage of the development of the legal protection of market competition in Bosnia and 

Herzegovina, which is characterized by a parallel process of educating, recognizing and 

discovering individual infringements of legal provisions and training of KV staff. At the 

moment when conditions are being observed (six years from KV establishment), it is 

highly likely that participants in public enforcement still do not have sufficient experience 

or material and financial resources to recognize and process such a type of socially harmful 

behavior, as well as that players themselves are mot sufficiently educated on the legal 

protection of market competition. 

Since Bosnia and Herzegovina does not inherit the tradition of competition law known, 

for instance, by the United States of America or some European countries, the adequate 

experience and knowledge of the participants in public law enforcement is a conditio sine qua 

non in order to achieve suitable results, which in turn requires a flow of time. These claims can 

be supported by the data that in the period from 2004 up till now
290

 the total number of open 

cases of prohibited contracts amounted to 16, the total number of open cases of dominant 

position abuse to 14, and the total number of cases of concentration – to 142. If it is assumed 

that the data on the number of open cases reflect the actual conditions, which is less likely, 

then it is a result of the fact that Bosnia and Herzegovina is a transition country, which belongs 

to the so-called “small economy”, with a very small number of players of great economic 

power, which in turn decreases the area or possibility of frequent infringements of ZoK 

provisions. 

 

Oganizational chart 1: Organizational structure of Antitrust Department of DOJ 

 

 
Source: http://www.justice.gov/jmd/eeos/pdfs/doj-org-chart.pdf 

                                                 
290 At the moment when the paper was being written, Operational report of Council of Competition for 2010 

was not available on the Council of Competition website, and therefore this description cannot be understood 

as absolutely accurate. 
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What should be pointed out as a positive characteristic related to KV’s work is the fact that 

only one appellation on a KV decision before the Court of Bosnia and Herzegovina was 

accepted as grounded.
291

 

 

Table 2. Activity of DOJ Antitrust Department 

Source: http://www.justice.gov/atr/public/workload-statistics.htm 

 

Analysis of the operation of KV as an institutional segment of the modality of legal 

regulation of market competition in Bosnia and Herzegovina, having in mind the 

previously elaborated theoretical determinants on the efficiency of competition law 

enforcement also implies an answer to the question of external determinants of efficient 

public enforcement of competition law, which can be found in following:
292

 

 

a) The complexity of state and legal organization of Bosnia and Herzegovina is a factor 

that has a negative effect on the efficiency of competition law enforcement in Bosnia and 

Herzegovina.
293

 Constitution of Bosnia and Herzegovina created a hyper-complicated, 

theoretically inconsistent and one of the world most complex constitutional organizations, 

for which it is difficult to find a counterpart in the history of contemporary world 

constitutionality. The complex constitutional structure and division of authority between 

different levels of government is one of the key determinants of economic policy in Bosnia 

and Herzegovina. The complexity of state organization where the territory is divided into 

two Entities with double administrative authorities and function overlap, and the existence 

of “invisible” borders that divide its economic area are facts that make the competition law 

enforcement more difficult and decrease effects it should have on the economy of Bosnia 

and Herzegovina. On the other hand, competition law at a state level should be one of the 

instruments of strengthening a single market and a precondition for efficient economic 

development of Bosnia and Herzegovina. 

 

b) If the size of national economy and level of economic development are viewed in the 

context of effect on the efficiency of competition law enforcement, it can be claimed that 

Bosnia and Herzegovina is a small and underdeveloped country which, according to IMF’s 

statistics, by the amount of GDP with its 18 469 billion US$ ranks 99 out of 179 countries. 

The same source points to a low degree of economic development in Bosnia and 

Herzegovina, which ranks 89 with 4 236 US$
294

 per capita. It only proves that economic 

                                                 
291 Data on appellations of KV decisions were obtained based on an official quarry addressed to the Court of 

Bosnia and Herzegovina. 
292 Adapted from: Dženan Đonlagić, Kanita Imamović-Čizmić, „Macroeconomic Aspect of Competition Law 

enforcement – Review from BiH“, International Conferences of The School of economic and business in 

Sarajevo, October 2010. 
293 Signing of the Dayton Peace Accord in 1995, which implied the end of war in Bosnia and Herzegovina, 

established a complex state structure made up of a legislative, executive and judicial system at a state level 

and a legislative, executive and judicial system at Entity levels of Federation Bosnia and Herzegovina and 

Republika Srpska, and Brcko District. It should be noted that FB-H also has a complex organization, 

consisting of ten Cantons with broad authorities, and 79 municipalities, while RS has a simple organization 

with 63 municipalities. 
294 The World Economic Outlook (WEO) database, 

http://imf.org/external/pubs/ft/weo/2009/02/weodata/weorept.aspx?pr.x. (26. 3. 2010.) 

Type of offence: 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 

Trade restriction 85 84 95 137 79 118 104 77 76 92 

Monopoly 10 10 13 11 7 8 3 6 0 7 

Clayton §7 – 

Concentrations  
221 178 127 124 106 138 114 117 106 83 

Other 10 10 8 11 19 9 24 19 26 32 
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policy of Bosnia and Herzegovina will focus on solving numerous accumulated economic 

and social issues and be more in favor of goals that have a social dimension or goals that 

maintain the industrialization preference compared to allocating more resources to the 

modernization of competition law. Alleviating this factor’s effect results from the fact that 

participants in the economic policy of Bosnia and Herzegovina, in order to join the 

European Union, are forced to invest certain financial resources and take necessary effort 

to conform the competition law in Bosnia and Herzegovina to European standards. 

 

c) Bosnia and Herzegovina is one of the states that do not have large a market, and it is 

assumed that certain resistance can emerge to the institution and enforcement of 

competition law. Bosnia and Herzegovina market is not large enough to allow local 

companies to strengthen economically to a level where they could use the economy of 

scale, and economic lobbies are therefore less in favor of introducing and enforcing strict 

competition rules. 

 

d) Bosnia and Herzegovina is still experiencing a certain degree of transition reform which, 

in the initial period, may have a negative effect on the efficiency of competition law 

enforcement and require additional efforts and resources in the adoption and 

implementation of market institutions and principles, and conducting a strong campaign on 

the significance of competition law and its efficient enforcement. 

 

e) The degree of development is also related to the sectoral structure which, due to the 

need for industrialization, may affect the efficiency of competition law enforcement in the 

light of industrialization degree, and it is to be expected that in the initial period Bosnia 

and Herzegovina is trying to harmonize the competition policy with the industrial and 

development policies. 

 

f) With respect to the operational role of state and a high degree of its participation in 

economic trends based on ownership or co-ownership over economic entities, it is to be 

expected that it can additionally decrease state institutions’ interest in passing and 

enforcement of competition laws. On the other hand, correction of this factor’s effect in the 

positive direction will result from the above described attempt to meet criteria for the 

European Union membership. 

 

g) Liberalization of foreign trade policy is a process determined by three “pillars”: 

implementation of CEFTA, implementation of SSP and acceptance into the World Trade 

Organization (STO), and can be viewed as a factor that may have a positive effect on 

increasing the efficiency of competition law enforcement. 

 

h) Corruption is still widespread in Bosnia and Herzegovina.
295

 According to Transparency 

International data for 2008, Bosnia and Herzegovina ranked 92 out of 179 countries. The 

degree of corruption in state government organs may be a factor that affects smaller 

efficiency of competition law enforcement. 

 

i) The degree of education on positive effects of market competition and its legal 

regulation in the initial stage of developing the legal protection of market competition is 

not a factor that can affect increase in efficiency; on the contrary, it can have a negative 

effect in this respect. In Bosnia and Herzegovina, a certain time period after the 

introduction of competition laws really must elapse in order to build a certain kind of 

competition culture, gain experiences and knowledge related to the new laws, particularly 

                                                 
295 “Index of Economic freedom, see http://www.heritage.org/index/country/BosniaHerzegovina. 

(26. 3. 2010.) 
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among individuals who perform important functions in courts, and national bodies for 

public enforcement of competition law. 

 

If the above-listed factors, which affect the competition law enforcement, are described as 

external determinants, the internal ones would be those that arise from the legal solution 

itself and the way of KV financing. Analysis of ZoK and its part that pertains to the 

structure and authority, appointment of members, way of operation and proceedings before 

KV can single out additional internal determinants that affected a decrease in the efficiency 

of public enforcement of law in the initial period: 

 pursuant to Act, the selection and appointment of KV members have a political rather 

than expert dimension; 

 pursuant to Act, KV decisions are valid if they are made with the consent of a majority 

vote, whereby every decision must be voted upon by at least one representative of each 

constituent nation; this, in turn, points to political determinism; 

 although, pursuant to ZoK, proceedings can be initiated ex officio and at parties’ 

request, Council of Competition, due to a lack of investigation capacities, rests upon 

proceedings initiated at request by parties, who then bear the burden of proof, and 

evidence itself must be based on economic research; 

 economic analyses and estimates related to the relevant market and parties’ interest are 

not conducted within KV but rather require involvement of specialized institutions, 

which creates additional cost; in neighboring countries (e.g. Republic of Croatia) 

AZTN has the capacities and makes such market estimates. 

 

On the other hand, certain solutions provided for by ZoK may contribute to a higher 

quality and efficiency of the public enforcement of competition law: 

 The Act has established the existence of two organizational units (Competition Offices) 

outside its seat at an Entity level. Relations between KV and Competition Offices are 

defined by organizational hierarchy. According to the hierarchy, KV as a regulator at a 

level of Bosnia and Herzegovina is a single institution, while competition offices in 

Entities are its organizational units. ZoK named the offices “organizational units”, and 

assigned all activities listed in ZoK, as well as all the authorities, to KV without 

mentioning competition offices further in the text, except in transitional and final 

provisions. It leads to the assumption that competition offices derive their authority 

from KV’s authority, and that the “Entity-division of authority has been eliminated”. 

 ZoK regulates the proceedings before KV in detail, thus ensuring the transparency 

principle, and refers to ZUP for resolving possible open issues, 

 Act establishes KV’s authority in enforcing ZoK and other regulations pertaining to 

competition policy, which implies the adoption of administrative model and makes KV 

operation easier, 

 ZoK guarantees a broad apparatus and instruments that KV has during the 

investigation. 

 ZoK guarantees the right to defense and participation in oral hearing, the right to 

inspect documentation on the proceeding and protection of business secrets, which 

promotes the principle of transparency and legal security. 

 The conclusion made by KV does not affect possible liability in criminal or civic 

proceedings, as to which the decision is taken by competent courts. 

 Due to a lack of court practice, and in order to align decisions to the European Union 

practice, KV may apply the practice of the European Court of Justice and the decisions 

of the European Commission in its assessment of a give case. 

 KV may ask for legal help by competent bodies for enforcing decisions. 

 KV decisions are final and binding throughout the territory of Bosnia and Herzegovina 

and effective following the day of their publication. The injured party may file an 
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administrative dispute on the KV’s decision before the Court of Bosnia and 

Herzegovina, which allows the revision of the administrative body’s decision. 

Administrative disputes filed with the Court of Bosnia and Herzegovina against the 

KV’s decision in the past period can be seen in Table 3. 

 

Table 3. Revision of KV’s decisions 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Court of Bosnia and Herzegovina 

  

The existing organizational structure of KV was not imposed by the European Union, but 

is rather a solution by state authorities of Bosnia and Herzegovina as a response to the 

Commission’s requests pertaining to deadline-limited establishment of the competition 

protection system which implies passing the Act and forming the KV. In its request, 

Commission did not insist on the functionality of the institutional precondition for 

competition law enforcement in Bosnia and Herzegovina. Accordingly, the existing KV 

organization is considered to be optimum for the implementation of tasks and goals set by 

the Commission. However, the question arises as to whether the optimum solution is also 

the optimum functional solution. The optimum functional solution is one that will suit the 

actual conditions and needs, having in mind future projections of trends and conditions of 

economy of Bosnia and Herzegovina.
296

  

 If the development of future projections of trends and conditions of economy of 

Bosnia and Herzegovina start from the assumption that a single economic area of Bosnia 

and Herzegovina, as a conditio sine qua non must come to life, then some changes in the 

economy of Bosnia and Herzegovina, which will affect the modality of legal regulation of 

market competition, are inevitable. This fact points to correlation, i.e. mutual links between 

conditions in economy and developing the modality of legal regulation of market 

competition. Having in mind the general economic laws between establishing and 

strengthening a single economic area, i.e. strengthening the economy of Bosnia and 

Herzegovina and modality of legal regulation of market competition, it can be claimed that 

there is a correlation, which is manifested in the following way: 

 

 Establishment of a single market and completely free movement of goods, services, 

labor and capital throughout the territory of Bosnia and Herzegovina doubles the BH 

market. Doubling of the market produces two effects on the behavior of BH economic 

                                                 
296 Doubts into the functionality of solution to organizational structure have already been examined within 

research conducted on the topic of competition law. See: Davor Vuletić, “Istraživanje o konkurenciji i 

državnoj pomoći u BiH”, 2005. ”, Alumni Udruženje Centra za interdisciplinarne postdiplomske studije 

(ACIPS) 2005., and solutions of AZTN organization. 

Categories: 2005 2006 2007 2008 2009 2010 

Number of initiated 

disputes 

 2 8 5 12 5 

Number of rejected 

appellations on KV 

decision 

 1 5 3 6 1 

Number of accepted 

appellations on KV 

decision 

    1  

Number of terminated 

proceedings 

 1 3    

Number of uncompleted 

cases 

   2 5 4 
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entities. The first is an increase in demand with Keynes multiplication effect, while the 

second is an increase in competition pressure. Actually, small and medium-size 

enterprises of an Entity are exposed to additional competitive pressure, which affects 

their business orientation toward strengthening of their own competitiveness. 

 Due to such stronger competitive pressure among market players, a space emerges for 

different competitive methods of struggle that may go beyond the framework 

prescribed by law, which requires more activities in the area of legal protection of 

market competition. 

 In such a new environment, the existing organization of KV as a competition regulator 

in the form of Council and Entity competition offices becomes inadequate; this requires 

finding a new efficient model, one that will yield better effects in the area of market 

competition protection. 

 

Having in mind the described directions of the effect of the creation of a single economic 

area and strengthening of Bosnia and Herzegovina economy on the modality of legal 

regulation of market competition on the one hand, and the need for positive feedback of the 

modality on Bosnia and Herzegovina economy on the other, certain changes of the 

modality are necessary, in two segments. Changes in modality do not touch upon the 

external and internal determinants of public enforcement of competition law in Bosnia and 

Herzegovina, which would mean that in a long term, elimination of the negative effect of 

external and internal determinants could additionally effect the increased efficiency of KV 

work. 

The first segment is a change in the existing KV’s organizational structure, while the 

second one pertains to additional activities within KV authority. The proposed change in the 

existing organizational structure is not definite and fixed, but rather has a transition form 

toward establishing a modality of legal regulation of market competition that would suit BH 

economy needs, as well as requirements for membership in the European Union. Having in 

mind the above said, and the existing proposals
297

 and comparative solutions, and according to 

the tailor-made principle, the organizational structure of KV could have the following 

transition form (organization chart number 2): 

1. President of KV; 

2. Eight KV members; 

3. KV Office, which would include departments of financial, general and HR affairs 

with two employees; 

4. Expert unit organized in four sectors: 

 Sector for market competition protection with three departments and three 

employees in each. each of them being in charge of the preparation of proposals of 

decisions pertaining to an individual form of infringement (agreements, abuse of 

dominant position and concentrations). Employees have a status of advisors that 

additionally elaborate and process cases that field offices have investigated and 

prepared; 

 Sector for strategic planning and international cooperation would consist of two 

departments: department if bilateral and multilateral cooperation and department of 

technical support programs. Department of bilateral and multilateral cooperation 

would work on establishing cooperation with bodies in other countries, deal with 

issues of allocation and re-allocation of cases within the network of competition 

bodies, prepare materials for international conferences and meetings of the network 

of competition bodies, and keep track of international organizations’ research and 

contemporary trends in the harmonization of competition law. Department of 

                                                 
297 The model is a combination of proposals given in: Davor Vuletić, “Istraživanje o konkurenciji i državnoj 

pomoći u BiH”, Alumni Udruženje Centra za interdisciplinarne postdiplomske studije (ACIPS) 2005., and 

solutions of AZTN organization. 
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technical support programs would plan projects of educational character (two 

employees). 

 Sector for economic and legal system would consist of the Department of legal 

affairs and Department for economic system and analysis (two employees). This 

sector would deal with the relevant market, which is of an extreme significance and 

has special implications for KV operation. In the first stage, upon the establishment 

of this sector, the sector would probably have higher costs due to the necessary 

training of employees who would work on determining the relevant market but in a 

long term it will have immeasurable positive effects. 

 Sector for the coordination of field offices work and coordination of work with 

other state institutions (one employee). 

5. Field offices (4), which would have three employees each, conduct investigation 

and prepare cases for KV on behalf of their respective territories. 

 

The new structure of KV would not have individual sectors’ heads; rather, the managing 

function would be undertaken by KV members alternately as half of their term of office. KV is 

led by a president, appointed for the full term of office IN the existing modality, KV president 

is authorized to: a) manage the KV activity; b) represent KV; c) convene and chair KV 

sessions. 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Organizational chart 2. Proposal for organizational structure of KV 

According to the new modality, his/her authorities would be regulated in more detail in a 

bylaw and, similar to the model of Republic of Croatia, KV president would: 

 manage KV operation and activities, lead professional activity and be responsible for 

KV professional activity; 

COUNCIL 
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Department for 

merger  

Department for cartel 

Department for 

market pozition abuse 

Department for 

international 

cooperation 

Department  for tehnichal 

assistence and education 

Legal department 

Department for 

economic system and 

analyses 



 

959 

 supervise the legality of KV activity and timeliness of performing tasks, and take 

measures for ensuring efficiency in work; 

 sign and terminate employment contracts with KV employees and decide upon 

employment-related duties and liabilities pursuant to general labor regulations and KV 

general acts; 

 make decisions on assigning given tasks among employees in KV’s expert unit; 

 Look after KV employees’ training; 

 look after regular and correct use of assets and means of work, and take measures to 

determine KV employees’ liabilities pursuant to law and KV general acts; 

 propose to KV passing acts from his/her authority; 

 propose measures of investment maintenance and acquisition, i.e. sales of capital assets 

in accordance with financial plan; 

 propose measures for the improvement of KV activity; 

 be responsible for the enforcement of KV decisions; 

 perform other tasks provided for by ZoK. 

 

 According to the transition model, KV would have 37 employees, 12 out of whom 

would have university degree in regional offices and 23 in KV central office. Only two 

employees would have secondary education. Compared to the existing model, the 

transition one requires higher financial costs due to a larger number of employees, their 

permanent education and costs for financing and equipping the four regional offices. 

 However, the field offices, the formation of which could also have a psychological 

dimension of creating a balance and alleviating resistance to the transfer of economic 

sovereignty from Entities to the state will take the implementation of competition policy in 

the field easier. Actually, by replacing the offices for competition, they will allow easier 

investigation in the field and promotion of competition policy. 

 The offered model is on temporary character and can be changed, depending on 

social and political circumstances and conditions of Bosnia and Herzegovina economy. If 

we assume an extreme economic growth and development, which will reflect an increased 

number of players in the BH market in all industries, future structural change in KV can be 

directed to replacement and introduction of specialized departments, which will deal with 

prohibited agreements, abuse of dominant position, concentrations and state supports 

within each individual sector, e.g. energy supply and environment, telecom and postal 

services, motor vehicles, pharmaceuticals, etc, as is the case with Antitrust Department or 

General Directorate for Market Competition of Commission. 

 Having in mind the results of past analyses and studies
298

 dealing with the 

efficiency of public law enforcement, KV operation within the existing legal solution could 

be improved through: 

1. additional effort on promoting and developing competition culture through 

developing public awareness of market competition advantages and broad 

support to strong competition; it is a process that requires education and 

communication with all parts of society – consumers, economic entities, trade 

unions, teachers, legal community, governments and regulatory officials and 

judges. In this activity, KV should appear as a certain educator on advantages of 

competitive markets for all social groups, i.e. for the entire BH economy; 

 

2. Encouraging market players to file claims; within the promotion of competition, 

KV could encourage filing claims by economic entities and consumers, who are 

at the source of information, guaranteeing them a certain identity protection; 

                                                 
298 Most were conducted within WTO, UNCAD, OECD, and some are available on these organizations’ 

official websites, e.g. http://www.oecd.org/dataoecd/42/55/40303419.pdf 
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3. development and additional improvement of program leniency, together with 

training KV fir successful cartel discovery and processing, which builds and 

strengthens KV’s credibility; when KV gains credibility in this respect, a well 

structured leniency program will yield enviable results; 

4. focus on supervision and discovering cartels in sectors where it is assumed they 

will appear first; cartels can emerge in all industries, but some studies have 

shown that in developing and transition countries they typically appear in the 

public procurement sector;
299

 

5. passing strict penalties for infringements of ZoK, both for economic entities and 

liable natural persons within economic entities, since it is believed that the 

aggressive penalty policy is an efficient element in dealing with infringements 

of competition rules; 

6. establishing more intensive international cooperation in competition law 

enforcement; international community takes efforts to achieve greater 

cooperation, especially in fighting against multinational cartels. International 

organizations, including UNCTAD and OECD, have long been active in 

studying and reporting on the manifestations of hardcore cartels; utilization of 

such studies would be desirable in the education of KV staff; besides, over 

seven years, representatives of bodies for competition protection from a number 

of countries have been meeting at least once a year in order to discuss 

techniques of fight against cartels; although it requires additional financial 

costs, it is an exceptional opportunity for the exchange of experiences and 

gaining knowledge for the newly formed enforcement body such as KV; 

7. regular self-assessment and assessment of activity of implementing the strategy 

for discovering and processing infringements of ZoK provisions; in strategy 

creation, KV could use the SWOT analysis as a qualitative analytic method, 

which makes use of four factors to present strengths, weaknesses, opportunities 

and threats in order to get the picture of KV potential; such self-assessment 

could be a basis for the preparation of UNCTAD’s Voluntary Peer Review on 

Competition Policy, which is aimed at improving quality and efficiency of 

competition policy in the developing and transition countries; UNCTAD’s 

Voluntary Peer Review includes a review of competition policy embodied in the 

competition law and reflects the framework enforcement in developing 

countries and transition economies; the Peer Review implies self-assessment, 

which helps to determine advantages and weaknesses in the environment that 

make the enforcement difficult, strengthening trust of the players in market 

competition process.
300

 

8. KV should introduce the practice of disclosing the so-called “black list” which 

would include economic entities that have committed major infringements of 

ZoK, e.g. participate in a cartel or abuse the dominant position through price 

discrimination, and “managers black list”, which would include the fined 

persons in charge of economic entities. Introduction of such a practice would 

result in the prevention of ZoK infringement and better information to all 

participants on who are the most frequent violators of its provisions. 

9. within activities on the promotion of competition, KV should develop a special 

cooperation with chambers of commerce where, through various kinds of 

                                                 
299

 See: “United Nations Conference on Trade and Development”, TD/RBP/CONF.6/4, 5 September 

2005,12-17; http://www.unctad.org/en/docs/tdrbpconf6d4_en.pdf 
300 See: UNCTAD Voluntary Peer Reviews on Competition Law and Policy are undertaken by competition 

policy experts and serve as a basis for peer review examination during the annual session of the 

Intergovernmental Group of Experts http://www.unctad.org/templates/Page.asp?intItemID=4163&lang=1. 

(14. 2. 2011.) 
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seminars and workshops, their members would be educated on market 

competition and mechanisms of legal protection; in the same time, it would get 

feedback on problems they face in the enforcement of competition law. It would 

allow KV to offer legal solutions of such problems as the initiator. 

 

4. Concluding considerations 

 

Legal regulation or protection of a given social value can be the best legal solution, 

but if it remains only on paper and does not yield the aimed effects it is not purposeful. 

Therefore, importance must be attached both to legal and institutional preconditions of 

legal protection of a given social value such as market competition. A given state can pass 

a law with best solutions pertaining to the protection of market competition, but if it is not 

enforced efficiently in practice, the law has not fulfilled its purpose, which in turn can have 

serious consequences on the economic and overall prosperity of the state. Public 

enforcement of law implies the enforcement of competition law by specially authorized 

institutions. By their legal nature and authorities, such institutions differ from one state to 

another, but each should be aimed at efficient enforcement of law. Efficient law 

enforcement is law enforcement at the lowest possible costs, and therefore two important 

variables for measuring efficiency are the budget the institution has and the amount of 

collected fines. There are many models of measuring the efficiency of public law 

enforcement, but according to available information none has been used for measuring the 

efficiency of public enforcement of competition law in Balkan countries. State of Bosnia 

and Herzegovina, on its road toward the European Union, has adopted the modality of 

legal regulation of market competition that is in its legislative segment conformed to 

European regulations to the highest degree. Public enforcement of competition law has 

been delegated to the Council of Competition of Bosnia and Herzegovina (KV) as an 

independent body authorized for the protection of competition in the single BH market. 

KV activity is determined by numerous external and internal determinants, which cannot 

be affected in a short term, and the only way to increase the efficiency of KV operation is a 

change in its organizational structure and improvement of existing activities (e.g. 

additional effort on promoting and developing competition culture, encouraging market 

players to file claims, development and additional improvement of leniency programs, 

focus on supervision and discovering cartels in sectors for which it is assumed they will 

appear first, e.g. public procurement sector, passing strict penalties for infringements of 

ZoK, establishing more intensive international cooperation, more intensive relationship 

with the Court of Bosnia and Herzegovina, regular self-assessment). 
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Abstract 

 

A number of studies in recent years pointed to the specific challenges and problems which 

countries in transition face in the area of corporate governance. A particular problem is the 

protection of minority shareholders in conditions where highly concentrated ownership 

structures exist. 

Some authors argue that it is likely that corporate law plays a much greater role in 

the transition countries compared to developed market economies. Bearing in mind the 

differences, it is asserted that more attention should be paid to the problem of self-dealing 

and protection of minority shareholders in these countries. The relatively weak non-

regulatory restrictions on managers and controlling shareholders, primarily in terms of the 

market efficiency, require placing higher attention to the legal protection mechanisms. 

The problem that is present in transition economies, and which allowed substantial 

expropriation of minority shareholders, is related specifically to the privatization and 

"imported" regulations in the field of company law which usually did not fit the 

institutional environment. The experiences of transition economies have pointed to the 

need to adapt legislation to specific conditions of these countries. The use of imperative 

norms is proposed, with an emphasis on clarity and simplicity of rules, which should 

ensure their better enforcement. Experiences have shown that the enforcement can be even 

more important than the law "on paper" in transition economies. 

Earlier studies show that Bosnia and Herzegovina is characterized by a relatively 

high level of company ownership concentration, which indicates the presence of conflict of 

interest between majority and minority shareholders and the need for legal protection of 

minorities. Specific issues derive from the legal and regulatory framework. Corporate 

governance is in the entities’ jurisdictions which have their own laws and institutions, 

which resulted in the establishment of two completely separate regimes. This paper 

analyzes the experiences of individual countries in transition in terms of providing legal 

protection for minority shareholders. Comparing their experiences with specificities and 

existing legislation in Bosnia and Herzegovina we can come to a conclusion about 

necessary activities aimed at improving the status and legal protection of minority 

shareholders in this country. 

 

Keywords: minority shareholders, transition economies, corporate governance 
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1. Introduction 

 

A number of studies in recent years pointed to the specific challenges and problems which 

countries in transition face in the area of corporate governance. A particular problem is the 

protection of minority shareholders in conditions where highly concentrated ownership 

structures exist. The corporate sector was in the center of economic reforms in the former 

socialist countries initiated twenty years ago, and their success is usually associated with 

the process of privatization as a key factor in the package (Pistor, 2000, p. 1; Mallin, 2007, 

pp. 188; Berglöf and Pajuste, 2004, p. 324). Some authors (Mallin, 2007, pp. 188) argue 

that the privatization model in the form of sales to strategic investors produced the best 

results, due to generally better corporate governance in privatized companies and higher 

expectations. Others (Berglöf and Pajuste, 2004, p. 310) point out that more successful 

countries in Central and Eastern Europe followed very different financial development 

policies, including the companies’ privatization strategies. Regardless of the method, the 

privatization of former state-owned enterprises resulted in managers obtaining privileged 

positions, and, by using their insider knowledge and political connections, often in 

becoming the majority shareholders.  

The problem that is present in transition economies, and which allowed substantial 

expropriation of minority shareholders, is related specifically to the privatization and "imported" 

regulations in the field of company law which usually did not fit the institutional environment of 

a market in transition. It turned out that some of the problems that led to abuses of minority 

shareholders’ rights in transition economies occurred as a result of relying solely on enforcement 

mechanisms designed for developed economies and shifting the burden of action to minority 

shareholders in exercising their rights even though a particularly pronounced problem of 

collective action was present. The experiences of transition economies have pointed to the need 

to adapt legislation to specific conditions of these countries. The use of imperative norms is 

proposed, with an emphasis on clarity and simplicity of rules, which should ensure their better 

enforcement. Experiences have shown that the enforcement can be even more important than the 

law "on paper" in transition economies. 

Some authors argue that it is likely that corporate law plays a much greater role in 

the transition countries compared to developed market economies. Bearing in mind the 

differences, it is asserted that more attention should be paid to the problem of self-dealing 

and protection of minority shareholders in these countries. The relatively weak non-

regulatory restrictions on managers and controlling shareholders, primarily in terms of the 

market efficiency, require paying more attention to the legal protection mechanisms. 

Earlier studies show that Bosnia and Herzegovina is characterized by a relatively 

high level of company ownership concentration, which indicates the presence of conflict of 

interest between majority and minority shareholders and the need for legal protection of 

minorities. Specific issues derive from the legal and regulatory framework. Corporate 

governance is in the entities’ jurisdictions which have their own laws and institutions, 

which resulted in the establishment of two completely separate regimes. Significant 

differences exist between the entity laws on companies, which include a variety of board 

structures and mechanisms to protect shareholders. Contrary to expectations, amendments 

to the Law on Companies in FB&H that were enacted in 2008 have brought conceptually 

and legally inconsistent and confusing provisions related to corporate governance. Bosnia 

and Herzegovina is also subject to the EU law harmonization requirements which should 

also be taken into account when analyzing relevant legal provisions. 

This paper analyzes the experiences of individual countries in transition in terms of 

providing legal protection for minority shareholders. Comparing their experiences with 

specificities and existing legislation in Bosnia and Herzegovina we come to a conclusion 

about necessary activities aimed at improving the status and legal protection of minority 

shareholders in this country. 
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2. Corporate ownership and governance in transition economies 

 

Berglöf and Pajuste (2004, p. 307) point out that the latest comparable data on ownership 

and control, as well as on the funding patterns, in Central and Eastern European countries 

indicate a rapid convergence of these countries' financial systems despite the large initial 

differences and completely different policies and paths that they followed. In this sense, 

the emerging contours of post-socialist capitalism and specific challenges of corporate 

governance in these countries are discussed. 

Research based on the data from ten years ago showed that the ownership and 

control in countries in Central and Eastern Europe are becoming more concentrated, often 

exceeding Continental European level, which is being explained by the purchase of 

minority shares on behalf of large shareholders in order to avoid troubles with the 

regulators in terms of poor protection and easy access to the bank financing, as well as by 

the desire of minority shareholders to sell their shares, the fact that internal funds and bank 

loans are generally sufficient for financing the companies' growth and the gradual sale of 

shares owned by the state (Berglöf and Pajuste, 2004, pp. 318 , 323-324). 

Ownership concentration relates to the Bebchuk's (1999) theory about the 

unsustainability of dispersed ownership structures in an environment that is characterized 

by the presence of significant private benefits of control, or lack of barriers for transactions 

with related parties and insider trading, and transition countries have shown weaknesses 

especially in that area (Pistor 2000, pp. 43-44). 

Studies have proved the dominance of private ownership, with different 

percentages of residual state ownership, and the emergence of corporate groups and 

significant foreign owners in most of these countries. The companies' growth was followed 

by the tendency to separate ownership from control, particularly by means of pyramidal 

structures. However, the available information in this regard remains inadequate. Most 

companies are being governed by their owners, and in companies with the professional 

management, the key role is played by the dominant shareholders. 

In the early stages of transition, countries in Central and Eastern Europe have 

followed different policies regarding the capital markets’ development, which can be 

explained by the differences in privatization processes. There were three different 

approaches to establishing stock exchanges. The first involved compulsory listing 

following the mass privatization, which meant starting with a large number of listed 

companies and a small number of shares that were actively traded, and the consequential 

gradual decrease in the number of listed companies. In countries that followed the latter 

approach, in the beginning there was a small number of listed shares, mainly as a result of 

initial public offerings, after which the number increased with the development of the 

market. The third approach combined the first two approaches. 

The development of the market capitalization in Central and Eastern European 

countries also depended on the chosen privatization method. However, it should be noted 

that even the largest stock exchanges in transition countries are relatively small compared 

to the world exchanges. The capital markets of these countries are also small compared to 

the size of their economies. High ownership concentration negatively affects the liquidity 

of markets (Bobirca and Miclaus, 2007, p. 9). 

The financial sectors of countries in Central and Eastern Europe have converged in 

a way that they are dominated by the banks in foreign ownership, which have a limited role 

in financing the corporate sector. Dependence on the banks and high debt to equity ratio 

are considered as the system's characteristics (Bobirca and Miclaus, 2007, p. 9).  

The above stated has important implications on corporate governance in these 

countries. At the beginning of the transition process some warned about the dangers of 

surrendering control over companies to commercial banks, and others presented arguments 

against relying on underdeveloped capital markets Pistor (2000, pp. 36-37). However, 
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development of the financial sector in transition countries differs from both models and is 

characterized by a trend towards concentrated ownership, with both equity and debt 

financing remaining undeveloped. Under the conditions of relatively high interest rates 

many companies rely on financing from retained earnings or investments from strategic 

investors (Berglöf and Pajuste, 2004, pp. 310-313). 

In conditions where highly concentrated ownership structures exist it is difficult to 

expect management independence, so it is assessed that the probability of the first agency 

problem being relevant for transition countries in the foreseeable future is small, and at the 

same time the presence of the second agency problem of corporate governance and 

excessive involvement of managers and controlling shareholders in corporate governance 

are being recognized (Berglöf and Pajuste, 2004, pp. 308, 331-332; Pistor, 2000, p. 37). 

Weak protection of investors, especially minority ones, denotes one of the key issues of 

corporate governance in these countries (Bobirca and Miclaus, 2007). 

When analyzing the effectiveness and reliability of the available corporate 

governance mechanisms in transition countries one should also take into account the 

relatively weak institutional infrastructure, significant problem of corruption and poor 

enforcement i.e. effectiveness of regulations. According to the latest data, there are still 

significant differences between the quality of laws "on paper" and their enforcement in 

practice in Southeast European countries, and the need for additional capacity building of 

regulatory authorities for regulation enforcement is being emphasized (EBRD, 2010, p 10). 

Ownership concentration implies a direct control over management activities and 

decision making by majority shareholders, that are the only ones who have an incentive to 

actively engage in the control of a company, and represents the basic mechanism of 

corporate governance in most countries (Tipurić 2006, p. 69; La Porta, Lopez-de-Silanes 

and Shleifer 1999, pp. 471-517). The importance of control over the management by the 

large shareholders is further enhanced by the fact that other corporate governance 

mechanisms in transition countries function quite poorly, so many of them allow the 

separation of ownership from control in order to encourage the use of different control 

mechanisms. The key issue is finding a balance between encouraging controlling 

shareholders to monitor and protecting minority shareholders. 

It seems that, under the conditions described, no other corporate governance 

mechanism can have a significant power over the management in the near future. Berglöf 

and Pajuste (2004, p. 333) emphasize that one should not expect too much from the market 

for corporate control as a means of achieving discipline in transition countries. One cannot 

even expect that boards play an independent role in companies controlled by one 

shareholder. There are opinions that in some developing countries power of the board to 

elect and dismiss members of the management remains only theoretical, and in practice it 

is in the hands of the controlling shareholders whose decisions are ultimately only 

confirmed by the board (Braendle and Noll, 2004, p. 7; OECD 2008, p. 38). Management 

compensation packages are considered as one of the mechanisms that can assist in linking 

the interests of managers with the interests of the company. However, the use of this is not 

recommended in transition countries due to the fact that they are subject to manipulation. 

The possibility of a more active role of major commercial banks in financing and 

overseeing companies is not excluded, neither is the potential role of institutional investors. 

 

3. Legal reforms and the role of company law in transition economies 

 

Extensive legal reforms preceded, accompanied or followed the economic reforms. As 

Bobirca and Miclaus (2007, p. 8) point out, transition economies had inherited a 

dysfunctional legal system and in many cases had to start from scratch in building the basic 

institutions. The reforms were related not only to the areas closely linked to corporate 

sector, but also to the whole legal systems of these countries, starting from constitutional, 
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administrative, criminal, and civil law to the organization and procedural rules of the court 

system. When it comes to the legal reforms, two competing hypotheses are present in the 

theory: hypotheses of convergence and divergence. In accordance with the hypotheses of 

convergence, countries choose rules that have proved as the most effective in other 

countries, and the presence of regulatory competition between countries leads to 

harmonization of regulations. Supporters of the divergence thesis argue that lawmakers are 

limited by the existing institutions, political and social forces. 

Pistor (2000) comes to a conclusion about the presence of a strong trend towards 

convergence of regulations in spite of the initial significant differences between transition 

countries, and that the socialist legacy has little explanatory power in the observed patterns 

of legal change. The reasons should be sought primarily in the technical assistance 

programs and requirements for harmonization, which have been brought before the 

countries with the commitment to join EU. As a result, the countries in Central and Eastern 

Europe adopted regulations in the field of corporate governance that mimicked the existing 

institutions in member countries and to some extent tried to anticipate the regulations at 

EU level. Today, transition countries generally show high levels of compliance with the 

core principles of corporate governance (EBRD, 2010, p. 10). 

Some authors (Black, 1990; Black and Kraakman, 1996, Hay, Shleifer and Vishny, 

1996) represent the viewpoint that it is likely that company law, in contrast to the 

developed market economies, plays a much greater role in the transition countries, and 

beside the fact it redefines the allocation of rights and obligations of various shareholders, 

it has educational function. Subjects in these countries are still getting familiar with the 

rights and remedies that are usual in company law, which therefore, in addition to the 

introduction of appropriate and specific rules, should make consequences of their violation 

specific and clear. Company laws should specify the remedies available in case of 

violations of their provisions wherever possible, and try not to rely on the application of 

general legal principles. The laws should correspond to the institutional environment of 

countries in transition. While it is true that by simply "importing" laws one relieves from 

the pressure of keeping pace with the developed countries, it proved that those directly 

"imported" from the developed markets can fail faced with different conditions (Avilov, 

Black, Carreau, Kozyr, Nestor and Reynolds, 1998, pp. 8). Differences exist even between 

the transition economies themselves and cases where it is appropriate to simply copy the 

law of another country are rare, even when the country is at a similar stage of economic 

development. Black and Kraakman emphasize 'effective corporate law is context-specific, 

even if the problems it must address are universal' (1996:2). 

Bearing in mind the differences between transition and developed economies, it is 

emphasized in the explanation of the General Principles of Company Law for Transition 

Economies that relatively more attention (in the form of stricter regulations) should be 

devoted to the problem of self-dealing and protection of minority shareholders. Imperative 

norms that will provide strong protection of shareholders, and at the same time reduce the 

flexibility of joint stock companies, are being proposed. In conditions of underdeveloped 

legal infrastructure, company law should initially strive for clarity and simple rules that 

will not be difficult to apply. Hay et al. (1996) as cited in La Porta et al. (1998) remark that 

simple, restrictive and clear rules which require minimal effort from the court system for 

their implementation may represent a superior solution under the conditions of imperfect 

enforcement of rules. Branedle and Noll (2004) conclude that, unlike developed 

economies, regulation of corporate governance in transition countries should rely on 

simple and precise binding rules rather than standards that require judicial interpretation. 

As the transition economies develop, their company laws should also develop. It is 

primarily meant that a relationship between flexibility and protection of shareholders 

should be treated somewhat differently, now more in favor of the first, with greater 

reliance on market mechanisms and less on regulations. 
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Experiences have shown that the enforcement can be more important than the law 

"on paper" in transition economies (Berglöf and Pajuste, 2004, pp. 308-309, 336). These 

countries are today characterized by a fairly modern legislation that does not work well in 

practice. A special problem represents the overloaded judicial system which lacks the 

resources and experience that are necessary in understanding and resolving disputes in the 

field of company and securities law. The courts are often extremely slow, and their 

decisions are unpredictable.  

 

4. Protection of minority shareholders in transition economies  

 

4.1. Ex ante mechanisms of protection and experiences 

 

Unlike the US company law, which Black (1990) marks as "trivial" because of the 

possibility of shareholders to withdraw from the company for an equitable price thanks to 

well functioning markets, transition economies are characterized by the conditions in 

which shareholders actually have no "exit". In such circumstances it is the law that must 

find separate methods of determining price in case of the withdrawal from a company 

(Atanasov, Ciccotello, and Gyoshev, 2005, p. 32), while reducing the scope for fraud that 

would result in exploitation of minority shareholders should be in the focus of regulation 

(Berglöf and Pajuste, 2004, pp. 334-335). 

In that sense, legislators can intervene or rely on self-regulation of the parties 

concerned. Advantages of the self-regulation are greater legitimacy among those to which 

rules apply and flexibility, but their effectiveness under conditions of transition economies 

is questionable. However, there are some positive experiences across the world and self-

regulation should not be rejected as a possible solution for improving the protection of 

minority shareholders. In Brazil, the credit has been given to the self-regulation itself for 

creating conditions for the improvement of corporate governance practices and greater 

protection of minority shareholders. In late 2000 the stock exchange in Sao Paulo has 

created three special quotation segments, which allowed companies to voluntarily adopt 

corporate governance practices that are significantly above the law, and what resulted in 

greater transparency and protection of minority shareholders (Prado and Salama 2008, pp. 

8 -9, 20). 

The government regulation on the other hand has a broader legitimacy in the rest of 

society and is a precondition for acceptance of large, especially foreign, investors to invest 

significant amounts of capital, although the enforcement of regulations is also unreliable. 

However, in that case there is a possibility of judicial protection in the event of non 

compliance, which should also positively affect the development of courts. The 

experiences of Czech Republic and Poland in early 1990s regarding the government 

regulation of financial markets aimed at protecting investors in conditions of weak court 

systems confirm its importance. 

At the time of privatization the Czech Republic did not have strict laws in the field 

of securities nor did it have a strong market regulator. As a consequence, mass 

expropriation of minority shareholders in the form of tunneling of assets was recorded, and 

it reflected on the capital market through its stagnation and delisting of companies (La 

Porta, Lopez-de-Silanes, Shleifer and Vishny, 1999, pp. 29-30). Unlike the Czech 

Republic, reforms in Poland in early 1990s were marked by strict laws in the field of 

securities with an emphasis on protection of shareholders, and which relied on disclosure 

by issuers, direct administrative supervision of financial intermediaries and a strong 

securities commission with substantial enforcement powers. The result of these reforms 

was a remarkable development of the Polish capital market (La Porta et al., 1999, pp. 29-

30). 
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The problem that is present in transition countries and which allowed substantial 

expropriation of minority shareholders is related specifically to privatization and 

simultaneously adopted or "imported" regulations in the field of company law, which 

usually do not correspond to the institutional environment of a market in transition. 

Recognizing the necessity of the initial “importing” of regulations in such conditions (prior 

to developing their own that will correspond specific institutional features), Atanasov et al. 

(2005, pp. 40-42) compare the position of minority shareholders in private or closed 

companies in developed countries (as opposed to the shareholders of public companies 

whose shares are publicly traded), to whom the market does not provide the necessary 

liquidity for exiting the company, and determine the existence of significant similarities 

with the position of minority shareholders in companies whose shares are publicly traded 

in transition countries, especially in cases of sale and issue of new shares. On this basis 

they conclude that a possibility of "importing" the provisions of company law that apply to 

private companies from developed economies, and which would better suit markets in 

transition from the provisions aimed at companies whose shares are publicly traded, 

especially in terms of providing greater protection of minority shareholders, should be 

considered. 

As an illustrative example the case of Bulgaria is being considered. The Bulgarian 

law on public offering of securities from 1999, which has largely been "imported" and 

relied heavily on the laws of EU and US, contained mechanisms for the protection both in 

the form of preemptive rights and the rights of shareholders in case of delisting, which 

proved to be ineffective since they were designed for a liquid market. Legislative changes 

in 2002 that were based on the General Principles of Company Law for Transition 

Economies and with a primary emphasis on the protection of minority shareholders 

retained these rights, but with a change in their nature and the required regulatory 

approvals. Relying on market prices, judges and actions required from minority 

shareholders for the effectuation of their rights were abandoned. The views of scholars 

regarding the importance of the law enforcement mechanisms in transition countries were 

adopted. The Bulgarian company law began to rely on clearly defined rules, and the 

automatic creation of certain rights. After the legislative changes in 2002 came into force 

the Bulgarian market experienced a dramatic recovery (Atanasov et al., 2005). 

In conditions of existing an express need for protection considering the adoption of 

mandatory instead of default rules that can be amended by shareholders agreement is 

suggested. Osugi (2000) believes that the United States and Great Britain can have less 

binding company laws, since the rule that economies with higher levels of property rights 

suffer fewer consequences of dispositive provisions compared to the economies with lower 

levels of property rights applies. For example, a dominant feature of the rules for the 

protection of minority shareholders in the Nordic countries is mandatoriness. Shareholders 

may nevertheless decide unanimously that in a particular situation they will not apply these 

rules (Airaksinen, 2000, p. 1; Avilov et al., 1998, pp. 10-11). 

In particular, the need for strict legal provisions regarding financial tunneling i.e. 

equity tunneling is highlighted. The case of Bulgaria shows that the extent and success of 

financial tunneling are very sensitive to changes in regulations i.e. that the issue of 

financial tunneling in a transition economy can and must be effectively dealt with by the 

appropriate rules. In contrast, operational tunneling as a rule is not subject to such extreme 

turns, and regulatory efforts for its reduction can even lead to an increased risk of financial 

tunneling. Example are the US where tightening surveillance measures to prevent 

accounting scandals led to the transforming of public into private companies and to the 

withdrawal of their shares from public trading (Atanasov et al., 2005, pp. 42-43). 

It is recommended that company law provisions regarding joint stock companies 

opt for a single structure, without making a distinction between small and large companies 

i.e. joint stock companies with smaller and larger number of shareholders. This approach 
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better serves the goals of simplicity and legislative compatibility i.e. strengthening the rule 

of law. An exception in the form of special provisions for companies with a limited 

number of shareholders are permitted if so is required by the reasons of flexibility and 

efficiency (Avilov et al., 1998, pp. 9-10).  

The research of Pistor (2000)
301

, which included and expanded indicators of the 

quality of law "on paper" developed by La Porta et al. (1998) adapting them to transition 

countries, have shown a greater level of protection of shareholders in 1998 in most 

transition countries compared to the other civil law countries, and as a result of the 

commitment for accessing the EU regulations in countries in Central and Eastern Europe 

were even offering better protection to minority shareholders than most European Union 

countries.  

A more detailed analysis of the indices showed the greatest development of 

shareholders’ rights relating to the internal control, after which come the provisions 

specifically aimed at the management as a reflection of a classical approach to corporate 

governance and focusing legal reforms primarily on strengthening shareholders' rights in 

relation to management. Index of protection of minority shareholders took the third place, 

at the fourth were the rights concerning the possibility of exiting the company, followed by 

the index that includes provisions designed to protect minority shareholders from abuse by 

the majority shareholders indicating their relative underdevelopment. At the last place were 

the rules aimed at ensuring the integrity of capital markets in spite of the fact that 

arguments favoring deregulation do not match the conditions in transition economies 

(Pistor, 2000). 

According to Pistor (2000, pp. 39-45), mass privatization programs should have 

lead to the establishment of relatively dispersed ownership structures and corporate 

governance model that will depend on the market control. A prerequisite of that is the 

existence of well-defined rights of minority shareholders. However, the degree of 

protection is assessed as quite low in 1992, and in many countries the improvements, as 

measured by values of the indices, occurred after the commencement of privatization 

programs, and in some even upon their completion. Rapid economic reforms preceded the 

law reforms and, in fact, many laws were enacted too late. It is believed that the failure in 

providing effective protection of minority shareholders had an ex ante negative effect on 

the initial attempt at implementing fundamental changes in the ownership structure and 

corporate governance. Countries that have been gradually implementing economic reforms 

along with the legal and institutional reforms have developed much more effective 

institution. 

There are opinions that Black and Kraakman’s (1996) self-enforcing model of 

corporate law, which seeks to provide shareholders with protection against insider 

opportunism with minimal reliance on authority, including courts, may be a suitable choice 

for emergent markets (Tang, 2007, pp. 15, 18-19). As central features of the Black and 

Kraakman’s  model (1996, pp. 3-4) are enumerated: (1) enforcement by direct participants 

such as shareholders, instead of indirect participants, such as courts, (2) greater protection 

of outside shareholders than it is usual in developed economies, (3) reliance on procedural 

protections, such as approval of transactions by independent shareholders, rather than the 

explicit prohibition of suspicious transactions, (4) use of bright-line rules rather than legal 

standards, and (5) the availability of strong legal remedies "on paper" which seeks to 

compensate for the low probability of imposing sanctions. 

However, at the same time it is emphasized that this model cannot fully meet the set 

requirements, so its omissions and ambiguities combined with the fact of the inherent 

incompleteness of company laws and securities regulation must be explained or 

supplemented by the regulators or the courts. It is recognized that due to the existing 

                                                 
301 The survey covered 24 countries in transition (exempt only Serbia, Tajikistan and Turkmenistan) in the 

period 1990-1998. 
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problem of collective action general meeting may be too weak to provide the actual 

protection to shareholders, and doubt about the overvaluation of the effectiveness of this 

model under conditions of weak judiciary and imperfect market mechanisms is expressed 

(Tang 2007, pp. 15, 18-19). 

When considering a possibility of application of the self-enforcing model of 

corporate law, one should also take into account the experiences of Russia, whose Law on 

joint stock companies from 1996 was based on this model. In that context, some even 

argue that the flexibility of Russian company law enabled further entrenchment of insiders’ 

positions in privatized companies (Osugi 2000, pp. 2-3, 5). Bearing in mind the Russian 

experiences, Black (2001) revises the original model by presenting a long list of 

suggestions for improvements, with the central idea of creating a strong and transparent 

securities market. Although he agrees with most of proposals, Osugi (2000) expresses 

doubts about the possibility of implementing the entire list, noting that some issues are of 

little actual importance for poor functioning of the Russian capital market. Regulation of 

insider trading and price manipulation Osugi (2000) considers less important because of 

the fact that direct self-dealing causes much more damage to the market than these forms 

of indirect self-dealing. 

Osugi (2000) in this regard compares provisions of company laws from the 

nineteenth century, which were mostly forbidding. As sort of examples, considers the total 

ban on transactions involving a conflict of interest, requirement for a unanimous decision 

of the shareholders on a merger, etc. These rules were later abandoned and replaced by less 

restrictive rules when the prohibition costs started to outweigh the benefits. That is why he 

considers that a partial and temporary return to the prohibitive model of corporate law 

would be the best solution. In conditions of the lack of effective mechanisms of 

enforcement of ownership rights, benefits from such solutions can be greater than the 

costs. Deregulation would follow later after strengthening ownership rights. He further 

explains that the idea does not consist in denying the self-enforcing model, but its revision. 

Some problems are, as considered by Atanasov et al. (2005, pp. 14, 34), a 

consequence of shifting the burden of action on minority shareholders to exercise their 

rights in terms of particularly pronounced problem of collective action. In contrast, the 

general principles represent the view on the need to allow shareholders action on their own 

initiative. Here it is meant the right of shareholders with a certain percentage of the shares 

with voting rights in putting the issues on the agenda and convening extraordinary general 

shareholders meeting, and the right to obtain a list of other shareholders. As the possible 

thresholds 2% and 10% of shares with voting rights are stated respectively (Avilov et al., 

1998, p. 35). 

Analyzing changes in voting rights of minority shareholders in Bulgaria Atanasov 

et al. (2005) come to interesting conclusions. Previously, the burden of effectuating the 

right to vote was on the minority shareholders (they were asked to visit the general 

meetings convened at a short notice in remote locations, and other affirmative actions), 

when the problems of collective action and high costs of information came to the fore. 

Similar problems, in terms of maintenance of general meetings in remote locations outside 

the headquarters, when some shareholders managed to exert influence disproportionate to 

their share in the equity capital in conditions of a large number of small shareholders and 

low quorum in the event of re-convening, have experienced the other transition countries 

(Vilogorac and Dizdar, 2000, pp. 361-362). Atanasov et al. (2005) conclude that it was 

relying on "voluntary" governance which exposed minority shareholders to the risks of 

exploitation. The legislative changes have made the shareholders decision making more 

"automatic" or mandatory, and that fact helped to make the rights more self-enforcing. 

In the literature there are different opinions in regard to determining the quorum for 

a valid decision making of the general meeting of the joint stock company in transition 

countries (Vilogorac and Dizdar, 2000, p. 375). The optimal solution will depend on many 
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factors and objectives wishing to be achieved. In the context of the need for providing 

adequate protection of minority shareholders some suggest a relatively high determination 

of quorum. Other (Gorenc et al., 2004, p. 414) point out that the lack of shareholders 

culture and corporate governance tradition, and a number of minority shareholders refer to 

the need of determining a quorum with the lowest possible percentage of equity. 

Due to the immaturity of capital markets allowing only one class of ordinary shares 

or the application of a principle "one share, one vote" is recommended. Studies have 

shown that the agency costs of dual class structures are higher in countries with weaker 

investor protection, so their prohibition or strengthening the protection of investors is 

recommended. However, in case of imposing a ban there is a possible choice of the 

companies "not to go out in public" (Avilov et al., 1998, p. 23; Ferrarini, 2006, pp. 12-13, 

24-25). 

In order to protect minority shareholders the General Principles suggest requesting 

higher qualified majority of votes when deciding on certain fundamental changes in a 

company, assuming the possibility of voting by mail. Shareholders who voted against or 

did not vote for such a decision should have the appraisal right and the right to request 

buying out their shares by the company, which are secured by the law. The assessment 

must be entrusted to a judge or an independent appraiser who will be appointed jointly by 

shareholder and the company. Mandatory cumulative voting for election of members of 

supervisory board in companies with a large number of shareholders is recommended, 

while its importance is also indicated in results of the research conducted by Klapper, 

Laeven and Love (2006). 

There is an expressed need for protection when issuing new shares and it is referred 

to the preemptive right, request for issuance of shares at market price and / or request for a 

special approval of shareholders in case of large issuances as possible forms of protection. 

For example, the most common reason for the issue of new shares in Bulgaria before the 

legislative changes in 2002 was the dilution of minority shareholders, who generally did 

not use their preemptive right, so the controlling shareholders used to buy out the 

remaining shares at the bid price after which delisting followed. The previous legal 

solution was enabling the existing shareholders to participate in the purchase of shares of 

new issues and maintain their share in the equity. However, in practice the majority 

shareholders often tried to make the whole process of registration of shares on the basis of 

preemptive rights heavy and too expensive for shareholders with small shares. Since there 

were no provisions ensuring issue of new shares at fair value, controlling shareholders 

were able to issue shares with large discounts relying on the minority shareholders’ 

passivity and bringing them in a lose-lose position (Atanasov et al., 2005). 

Legislative amendments in Bulgaria introduced mandatory creation of warrants 

with every new issue of shares. One warrant was created for each share, and served as a 

long-term call option on shares of the company. This provision was mandatory and could 

not be excluded by the general meeting’s decision. Warrants are included in the quotation 

of the Bulgarian Stock Exchange and they are publicly traded. The key difference with 

respect to the use of preemptive rights is that shareholders may sell the warrants to other 

shareholders or third parties. The majority shareholders were brought into the position 

when, if they want to increase their share in the equity, they must redeem the warrants 

from the remaining shareholders so compensating them for the dilution of ownership 

rights. In this way, minority shareholders are protected from dilution without investing 

additional capital into the company (Atanasov et al., 2005). 

It is also recommended to enable the shareholders to determine the amount of 

annual dividends within the pre-determined limits, despite the risk of granting greater 

dividends than the company can actually pay (Avilov et al., 1998, pp. 16-20, 25, 32, 39). 

Interesting are discussions related to the legal provisions on payment of dividends and the 

protection of minorities in Estonia, which is characterized by a small number of listed 
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companies listed. Vutt (2009) in this sense stands for the solution created using the 

Swedish law as a model, according to which the shareholders with at least 10% of voting 

shares are given right to require the allocation of at least half of the net profit that remains 

after extracting amounts prescribed by the law or company bylaws, provided that the above 

amount does not exceed 5% of the total share capital, prescribed reserves and share 

premium. It is important to note that the payment of dividends in this case is not set as a 

company’s liability, but its minority shareholders are given the right to require payment of 

a minimum dividend, within the established maximum limit. If the minority submits such a 

request, mandatory dividend set by the law must be paid. The lack of this and similar legal 

solutions is the fact that the amount of dividends depends entirely on the profit reported by 

the company in its financial report. 

It turned out that the policy of giving priority to minority protection, which is 

important for attracting foreign capital, through the application of mandatory bid rule may 

discourage strategic investors in companies that badly need restructuring. Strategic 

investors and foreign direct investments are the key to successful restructuring of 

privatized enterprises, and that includes sale of large blocks of shares. There are not many 

examples of countries with a significant inflow of portfolio investment (acquisition of 

minority shares), because they are characterized by higher volatility and sensitivity to the 

available level of investor protection. 

Mandatory bid rule increases the costs of acquisition, which seriously reduces the 

possibility of a takeover bid, and in principle closes the market for block trading. The 

position of existing dominant shareholders thus becomes further entrenched, and the 

market for corporate control as a disciplinary tool completely loses its role. It turned out 

that it affects the companies to the extent that they leave the stock exchanges i.e. delist. 

The final result is undermining viability of already underdeveloped capital markets 

(Berglöf and Pajuste, 2004, pp. 308-309, 333-334). 

A particular problem with its implementation is the issue of determining a fair 

price, due to which this remedy can completely lose its function (Atanasov et al., 2005, p. 

43; Avilov et al., 1998, p. 30). Berglöf and Pajuste (2004) conclude that, because of these 

opposite effects, the mostly externally imposed mandatory bid rule in its strict form does 

not constitute part of an optimal regulatory environment in transition countries and may 

even worsen the position of minority shareholders. 

To illustrate problems in practice and their positive solutions one can again use the 

example of Bulgaria where one of the common methods of expropriation of minority 

shareholders was the conversion of public into private companies i.e. delisting. Controlling 

shareholders of major companies in this case had to conduct a tender offer. Statutory 

changes in 2002 related to the sale price (or a put option) in a freeze-out tender offer 

defining it as the market price or price specified by clear and simple valuation rules, and 

requesting payment of the highest price calculated using different methods. In this way, the 

institute of fair value including detailed rules in respect of its calculation was introduced 

(Atanasov et al., 2005).
302

  

Prior to legislative changes, the price was determined only based on the market 

price as a price that is greater than or equal to three-month weighted average, due to which 

it was susceptible to manipulations. In conditions of an illiquid market the majority 

shareholders could impact on reduction of the average price via block trades with related 

parties at lower prices, which would otherwise be very difficult to achieve on a developed 

market characterized by high trading volume. Shortly after the legislative changes in 2002 

the number of tender offers for acquisition of minority shares in Bulgaria noticeably 

reduced, and successful tender offers begin to carry out at premiums to the market value. 

                                                 
302 The method of calculating the fair value is determined in details by the Bulgarian commission for 

financial supervision in their acts. The rules include valuation of a discounted cash flow, earnings multipliers, 

three-month weighted average market price excluding block trades, determination of market liquidity, etc. 
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The ownership concentration began to decline, market liquidity measured by the number of 

shares traded increased, and the value of shares increased markedly (Atanasov et al., 

2005). 

When it comes to disclosure and transparency as mechanism of protection of 

minority shareholders, it is recognized that this form of regulation does not function 

effectively in developing financial markets. A prerequisite for its effective functioning is 

common functioning of a number of elements starting from an appropriate legal and 

regulatory environment, effective mechanisms of enforcement to the active role of 

committees (IFC 2009, p. 381). This is confirmed by the experiences of most countries of 

Southeast Europe, which are characterized by high regulatory requirements in this regard 

on the one hand and the lack of transparency and investor’s confidence in information 

disclosed by the companies on the other side (Đulić 2008, p. 78). Disclosure and 

transparency should grow in importance with the further development of financial markets 

in these countries. 

Although corporate governance practices differ widely from country to country, so 

as from company to company, the recently adopted sets of rules and regulations that aim to 

shape comprehensible standards of good corporate governance, primarily in regard to 

protection of minority shareholders, are extraordinary similar (Bobirca and Miclaus, 2007, 

p. 8). Today, many agree with the conclusion that the OECD Principles cannot be literally 

applied to transition economies. Universal is only the need for disclosure and transparency, 

while the protection of shareholders may be provided in various forms (Osugi, 2000). 

 

4.2. Ex post mechanisms of protection and law enforcement 

 

It turned out that some of the problems that led to abuses of minority rights in transition 

countries occurred as a result of relying solely on mechanisms to secure enforcement 

designed for developed economies. 

The court practice in many countries, including the developed ones, has shown that 

courts are not prepared to cope with the challenges of minority protection cases. Legal 

disputes in the area of company law are usually complex, and courts of the first instance in 

most cases are not skilled enough to deal with them. Their judgments are mostly appealed, 

and what that all means in practice are time delays and small predictability of the 

outcomes. Considerable costs of these proceedings must be added. Practical experiences 

have shown that minority shareholders can not normally rely on judicial protection, since 

in most cases they are individuals with limited resources who do not have the time needed, 

resources or know-how for the proceedings against major shareholders and management 

(Cory, 2005, pp. 2-3). 

Several authors (Osugi, 2000; Vasiljević, 2007) argue that minority shareholders 

particularly need judicial protection. Osugi (2000) points out that the court protection of 

shareholders’ rights is extremely relevant and poses a question whether the US would have 

ever been able to overcome the deficiencies in corporate governance without it, even with 

the other elements present, such as strong government agencies. The efficient markets are 

probably just the result, and not the cause, of good corporate governance supported by 

private and public enforcement mechanisms. 

Among other things, Osugi (2000) suggests adopting comprehensible rules that will 

be applied by the judges without problems, and correcting information asymmetries 

between shareholders as the plaintiffs on the one hand and the company and its managers 

on the other, which will eliminate the obstacles in bringing lawsuits. The latter can be 

achieved by expanding the rights of shareholders to access information and transferring the 

burden of proof in litigation from the plaintiff on the defendant in such a way that if the 

first succeeds in showing there are some relevant facts that justify the suspicion that 

something has happened, the defendant must prove that the suspect is fake (Airaksinen, 



 

975 

2000). It is important that minority shareholders have the option of bringing derivative 

suits and launching civil liability of directors and controlling shareholders. 

Osugi (2000), bearing in mind the scarce judicial resources in Russia at the time, 

emphasizes that ultimately the goal is not to increase the number of lawsuits, but to, to the 

extent possible, try to prevent the violations. Therefore, the rules that are stricter than usual 

should be imposed on the participants, relying on the effect of intimidation. He also 

advocates for the initial encouragement of derivative lawsuits, by a way of e.g. 

withdrawing from such conditions that the shareholder owns at least 1% of the shares. 

Discouragement should follow later with the courts being trained to recognize abuses. 

In the context of judicial protection, Pistor and Xu (2002) discuss the possibility of 

transplantation of the common law institute of fiduciary duty in the civil law legal systems 

of transition economies, and point to the considerable difficulties with regard to the key 

feature of the institute - incompleteness and the necessity of allocation of the residual 

legislative powers to the courts which in these countries, in general, are not in a position to 

take an effective role in the development of standards of corporate behavior. The analysis 

of court practice in Poland, Russia and Germany focusing on cases that would fall within 

the common law institute of fiduciary duty pointed to the lack of experience on the side of 

courts in transition economies and hesitation in developing their own criteria in terms of 

classifying certain actions, and even problems in identifying situations that include conflict 

of interest. It was observed that the procedural rules may make bringing the lawsuits more 

difficult. 

Pistor and Xu (2002) come to a conclusion about the need to focus on the 

development of judicial protection mechanisms which in the future, along with the 

improvement of legal environment, may be especially important in protecting the rights of 

minorities. They also indicate there is a need to strengthen the procedural rights and to 

redesign the substantive regulations in a way to encourage litigations in the field of 

company law, rather than to discourage them. One of the proposals relates to the statutory 

enumeration of typical actions that can be considered a violation of the principle of 

fiduciary duty, and leaving the possibility that courts treat other similar actions as such. 

When it comes to the law enforcement, generally it is not even possible to rely on 

the administrative protection in transition countries, since the regulatory agencies have 

limited human and material resources and are often subject to political influences. 

However, there are positive examples. One of the key legislative changes in Bulgaria in 

2002 implied the establishment and strengthening of the central regulatory body in the 

form of the Bulgarian financial supervision commission. Due to the changes, the whole 

system completely bypasses the courts that do not have enough experience and are not 

equipped to deal with such cases. In this way, the costs and complexity of managing 

disputes are reduced. The importance of a centralized enforcement of clearly defined rules 

by the regulator is being emphasized (Atanasov et al., 2005). 

As a result, the analysis and interpretation of legal provisions do not necessarily 

reflect the real situation regarding the protection of minority shareholders (Prado and 

Salama 2008, pp. 15, 21). Pistor, Reiser and Gelfer (2000) show that there is no correlation 

between the laws "on paper" and legal effectiveness in transition economies. 

 

5. Corporate governance and protection of minority shareholders in B&H 

 

Although there is no exact data on the ownership structure of companies in Bosnia and 

Herzegovina, it can be assumed that in most companies there is a majority shareholder 

(World Bank 2006, p. 14). According to a research carried out in the FB&H in 2009 

(Karić, 2009)
303

 78% of the joint stock companies are characterized by majority or 

                                                 
303 The aforementioned survey covers 73 companies that represented 60% of total market capitalization of the 

Sarajevo Stock Exchange. Among the observed companies 46 was of the open and 27 of the closed type.  
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dominant ownership. The results of a research conducted in the RS in 2008 (Jeftić 2008) 

also point to the concentrated ownership, showing that there is a majority shareholder i.e. a 

shareholder who owns more than 50% of the shares in 54% of the companies. The above 

indicates the presence of the second agency problem of corporate governance i.e. conflict 

of interest between majority and minority shareholders and the possibility of abuse of 

minority rights. 

In the B&H two stock exchanges (Sarajevo and Banjaluka) exist in parallel, which 

organize and supervise trade in securities on the stock market, and accordingly two 

institutions responsible for regulation and supervision of issuances, trade and other 

operations with securities, namely the Securities Commission in FB&H and the Securities 

Commission in RS, which each separately keep registers of issuers. The securities accounts 

are also maintained by the entity registers. The entity securities commissions have adopted 

"codes" of corporate governance, and in early 2009 the Code of corporate governance for 

companies listed on the Sarajevo Stock Exchange market, whose acceptance is compulsory 

only for companies listed at the official market (not for companies at the free market), was 

also adopted. Shares of almost all companies are traded at the stock exchanges, but only a 

small number of them are listed at the official stock exchange markets.
304

 Similar to the 

other transition economies, the financial system is characterized by the low market 

capitalization, illiquid and underdeveloped capital markets, dominant role of banks in 

foreign ownership, and at the same time poorly developed debt financing of non-financial 

companies and unfavorable interest rates (DEP, 2011, pp. 36-44). 

The corporate governance in B&H is in the entities jurisdiction, which have its own 

laws and institutions, what resulted in the establishment of two completely separate 

regimes. Law on Companies, Law on Securities Market and Law on Takeover of Joint 

Stock Companies should be singled out as the significant legislation in the FB&H, to 

which in the RS correspond Law on Companies, Law on Securities Market and Law on 

Takeover of Joint Stock Companies. It is important to emphasize that there are significant 

differences between the entity laws on companies, which include different board structures 

and mechanisms to protect shareholders. 

In recent years, there were series of amendments i.e. adoptions of new legislation in 

this area in both entities, primarily company laws and laws on capital markets. Contrary to 

the expectations, recent amendments to the Law on Companies in FB&H in 2008 have 

brought conceptually and legally inconsistent and confusing provisions related to corporate 

governance (Trivun et al., 2008, p. 109). On January 1
st
 2010 in the RS started to apply the 

new Law on Companies, which replaced the Law on Enterprises from 1998 and is almost 

identical to the Law on Companies of the Republic of Serbia from 2004. Rajčević (2008) 

points out that with its adoption the RS enters into the so-called second phase of transition 

legislation. In the FB&H, the Law on Securities Market (replaced Law on Securities) was 

adopted in 2008. Similarly to the previously analyzed situation in transition economies, 

some changes come too late and their expected efficiency is lower than in case they were 

enacted at the beginning of reforms. 

Problems related to the protection of minority shareholders in B&H are similar to 

the problems the other countries in transition have encountered and/or are still 

encountering. Poor enforcement of laws and weakness of institutions in general have 

proved to be crucial. Additionally, differences in the entity regulation can be confusing to 

potential investors. Similar to the other transition economies, the abuse of rights can be the 

result of reliance on mechanisms to secure enforcement constructed for the developed 

economies, and shifting the burden of action to minority shareholders, which also 

                                                 
304 Only 2 companies and all investment funds are currently listed at the SASE official market, and 42 

companies and all investment funds at the BLSE official market. The shares of all the other companies are 

traded at the free markets. http://195.222.43.81/sase-final/language/hr-HR/Naslovna.aspx. 

http://www.blberza.com/v2/Pages/default.aspx. Accessed 24 March 2012.  
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characterizes the legislation in B&H. In this regard the proposals of "importing" the 

provisions relating to private companies, the adoption of mandatory rules and strict 

regulation of financial tunneling should be considered. 

According to available indicators of the effectiveness of court settlement of 

business disputes, which measure time, cost and number of procedural steps needed to 

resolve a business dispute i.e. for judicial enforcement of a sales contract, the B&H is well 

below the regional average concerning the number of days required to complete the 

procedure and cost of the contract enforcement in relation to the value of claim (WB and 

IFC, 2010, pp. 33-35). The EBRD’s research in 2005 with the task of trying to measure the 

effectiveness of legislation (complexity, speed, enforceability and institutional 

environment) in protection of minority shareholders in case of a transaction with related 

parties have pointed to the need for improvements in the area of competence and 

experience of courts and market regulators. Special reasons for concern arose when 

measuring the effectiveness of legislation in B&H, since none of the solutions available to 

minority shareholders have not proved effective (Cigna, 2008, pp. 11-13). 

In the context of problems described, Vasiljević (2007, p. 146) supports the idea of 

introducing common law standards of legal practice (institute of fiduciary duty) no matter 

the fact they do not have the appropriate tradition in civil law, since it is becoming a 

characteristic of the regulations and practices in continental Europe. However, the 

experiences of transition economies demonstrate the crucial role of courts in 

transplantation of this institute, and a characteristic of judicial reforms is the fact that a 

certain time needs to pass in order to be able see their results. It is not even possible to rely 

on self-regulation when companies fail to recognize the importance of corporate 

governance. In this context, Hruška (2007) points to the need for professionalization and 

strengthening of the role of supervisory boards, and as a very important he considers an 

active role of the regulator in the enforcement of company laws. If the common law system 

is considered to be better in protecting minorities because of its flexibility which is 

achieved through the court system, and without which achieving good level of protection is 

considered impossible, then it is necessary to incorporate mechanisms that will ensure 

flexibility without relying on the judicial protection where possible and generally 

enforcement mechanisms that are the weak point. This could be achieved by expanding the 

powers of market regulators to adopt binding regulations for companies that will be based 

on a constant analysis of corporate practice. 

 

6. Conclusion 

 

A number of studies in recent years pointed to the specific challenges and problems which 

countries in transition face in the area of corporate governance. A particular problem is the 

protection of minority shareholders in conditions where highly concentrated ownership 

structures exist. Earlier studies show that Bosnia and Herzegovina, as the other economies 

in transition, is characterized by a relatively high level of company ownership 

concentration, which indicates the presence of the second agency problem of corporate 

governance i.e. conflict of interest between majority and minority shareholders and the 

need for legal protection of minorities.  

This paper analyzes the experiences of individual countries in transition in terms of 

providing legal protection for minority shareholders. Comparing their experiences with 

specificities and existing legislation in Bosnia and Herzegovina we come to a conclusion 

about necessary activities aimed at improving the status and legal protection of minority 

shareholders in this country.  

The viewpoints about the more significant role of corporate law in these countries 

and the need to adapt legislation to the institutional environment should be mentioned. The 

reliance solely on the enforcement mechanisms designed for developed economies and 
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shifting the burden of action to minority shareholders are emphasized as some of the 

problems that led to abuses of minority shareholders’ rights in transition economies. 

Importing of the provisions relating to private companies, adoption of mandatory rules and 

strict regulation of financial tunneling are being proposed. 

When it comes to B&H, primarily the mechanisms for enforcement of the existing 

legislation should be strengthened. Given that the judicial protection has not proved to be 

efficient even in many developed countries, it is unrealistic to expect activities on its 

strengthening can significantly improve the protection of minority shareholders in B&H in 

the near future. A series of studies has demonstrated the difficulties and regularly 

inefficient transplantation of the common law institutes into the civil law countries, along 

with the ubiquitous problem of insufficient resources required by such suits. This does not 

mean that judicial protection should not exist or that the activities aimed at its 

strengthening should be suspended. 

 The experiences have shown that much more effective protection can be achieved 

by relying on the market regulator and the administrative mechanisms of protection. In this 

sense, actions are needed to expand the powers and increase the capacity of regulators. The 

activities should also be directed to strengthening and exercising primarily ex ante rights of 

shareholders, especially those designed to protect minorities. The entity laws typically 

provide all of the available protection mechanisms, but due to various problems their 

application either entirely misses or is not possible.  
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Abstract 

 

Corporate governance is now considered a key element in improving economic efficiency 

and growth and increasing investor confidence. Countries that want to fully exploit the 

global capital markets and attract foreign investors, Bosnia and Herzegovina certainly 

being one of them, must provide a convincing and understandable regulation of corporate 

governance and adhere to internationally recognized principles. Availability of information 

in the new digital age ensures that the principle of availability of information is fully 

facilitated and implemented. Corporate governance best practices indicate the trend of 

companies’ presence on the web as well as setting the relevant information and data on the 

company on companies’ web sites. The starting assumption of this paper is that the 

observance of good corporate governance practices in Bosnia and Herzegovina will lead to 

increased confidence of investors, both domestic and foreign, and support well functioning 

of financial markets, which will result in lower capital costs and encouraging companies to 

more efficiently use resources both in real and in virtual form.  

OECD Principles of Corporate Governance have been developed in order to help 

governments in their efforts to evaluate and improve the existing legal, institutional and 

regulatory framework for corporate governance, and to provide guidelines and suggestions 

for stock exchanges, investors, corporations and other participants in the process of 

developing good corporate governance. The EU Directive on transparency in 2001 sets the 

framework for the disclosure. In addition, Article 10 of EU Directive on public takeover 

bids regulates issues of transparency, including disclosure of the structure of legal holders. 

The EU Company Law Action Plan in 2003 designed the directions of change in the 

company's regulations of EU member countries in the short, medium and long term. All 

the countries with commitment for joining the European Union are expected to implement 
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structural reforms of their respective legal, political and economic system. Bosnia and 

Herzegovina signed the Stabilization and Association Agreement on 16 of June 2008. By 

signing this agreement, Bosnia and Herzegovina has made a commitment of coordinating 

their laws and regulations with the laws and regulations of the European Union. 

The paper proceeds to analyze normative solutions pertaining to data disclosure and 

transparency in the Federation of Bosnia and Herzegovina. A particular significance is 

attached to the e-availability of information, which implies the availability of crucial 

information on companies’ websites and which results in significantly easier access to 

necessary information for both shareholders and potential investors.  

 

Keywords: transparency, company information, good corporate practice 

JEL classification: K22 

 

1. Introduction 

 

Corporate governance is now considered a key element in improving economic efficiency 

and growth and increasing investor confidence. Countries that want to fully exploit the 

global capital markets and attract foreign investors, and among them is certainly Bosnia 

and Herzegovina, must provide a convincing and understandable regulation of corporate 

governance and adhere to internationally recognized principles. Availability of information 

in the new digital age ensures that the principle of availability of information is fully 

facilitated and implemented. Corporate governance best practices indicate the trend of 

companies’ presence on the web as well as setting the relevant information and data on the 

company on companies’ web sites. The starting assumption of this paper is that the 

observance of good corporate governance practices in Bosnia and Herzegovina will lead to 

increased confidence of investors, both domestic and foreign, and support well functioning 

of financial markets, which will result in lower capital costs and encouraging companies to 

more efficiently use resources both in real and in virtual form. This, in turn, would have a 

positive effect on the economic growth of the entire country. 

 Numerous studies suggest the correlation between good corporate governance and 

business performance. It is the very fact that adherence to corporate governance best 

practice increases companies’ competitiveness and allows them to acquire capital with less 

cost that should encourage companies to independently introduce and start applying 

appropriate corporate governance principles, and even surpass the legally provided 

minimum in their application. It is in the interest of majority shareholders, who should 

keep in mind that protection of minority shareholders has a direct effect on investments 

into the company. 

 The EU Directive on transparency of 2001 sets the framework for the disclosure. In 

addition, Article 10 of EU Directive on public takeover bids regulates issues of 

transparency, including disclosure of the structure of legal holders. Besides these 

directives, it should be pointed out that, in the area of company law, the EU Company Law 

Action Plan was passed in 2003, which designed the directions of change in the company's 

regulations of EU member countries in the short, medium and long term. All the countries 

with commitment for joining the European Union are expected to implement structural 

reforms of their respective legal, political and economic system. Bosnia and Herzegovina 

signed the Stabilization and Association Agreement on 16 of June 2008. By signing this 

agreement, Bosnia and Herzegovina has made a commitment of coordinating their laws 

and regulations with the laws and regulations of the European Union. 

 The paper proceeds to analyze normative solutions pertaining to data disclosure and 

transparency in the Federation of Bosnia and Herzegovina. Access to information can be 

considered as one of the most significant shareholders’ rights that help them protect their 

rights, in that it affects their ability to make proper economic decisions. A particular 
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significance is attached to the e-availability of information, which implies the availability 

of crucial information on companies’ websites and which results in significantly easier 

access to necessary information for both shareholders and potential investors. This, in turn, 

has a positive effect on company business transparency. 

An additional goal of the paper is to examine requirements pertaining to disclosure 

and transparency in the European Union area, and the degree to which these requirements 

are provided for in the BH regulatory framework. In this context, a significant issue is the 

implementation of existing requirements.  

 

2. Availability of Company Information in B&H 

 

According to Estimate of Corporate Governance in Bosnia and Herzegovina, prepared by 

the World Bank in December 2005 as part of Report on the Observance of Standards and 

Codes (ROSC), the unavailability and/or poor quality of crucial information on most 

companies was one of the basic common weaknesses of corporate governance regime. The 

same document finds material non-observance of the first and only partial observance of 

other OECD principles in the section Data disclosure and transparency. It is estimated that 

only few companies prepare financial statements pursuant to international practice. Only 

the basic financial statements are prepared, while other forms of reporting are minimal. 

Disclosing ownership data is limited, only direct ownership is reported, while data on large 

shareholders and board and management members’ shares in companies’ equity are still 

not transparent. Registers in both Entities passed decisions on disclosing lists of ten largest 

shareholders for each company (World Bank, 2006). 

 Research into corporate governance that followed in both Entities yielded similar 

results. Data that only 79 out of 420 joint-stock companies that were sent the 

questionnaires agreed to participate in the 2007 LOK Institute’s study is a sufficient 

indicator of the corporate governance practice in the FB&H. In their responses, 76 

companies claimed that they disclose their annual and semi-annual statements and submit 

them to SASE and Securities Commission in FB&H, and 65 that they disclose reports that 

significantly affect financial operations within eight days following the event. However, it 

turned out that only 45 companies have their respective web site, and very few (13 

companies) post their reports on the web site as well (Karić, 2009). Conditions pertaining 

to company data availability in FB&H at the time are perhaps best proven by the fact that 

Securities Commission web site included a warning and a list of as many as 186 issuers
305

 

which, by 26 of January 2009 had not submitted the 2007 annual statements, even that was 

an observable progress compared to 2007, when a similar warning was sent to addresses of 

323 FB&H companies (Trivun et al. 2009). 

 On the other hand, in the RS, according to findings of a 2007 study on a sample of 

65 joint-stock companies from this Entity, results pertaining to the possibility of e-mail 

contact with the companies, among other elements, received a positive rating. In the same 

time, results pertaining to the way of regulating data on company shares’ trading by 

management and management/supervisory board members, transparency and data 

disclosure, companies’ web presentation and English version of the web presentation 

received a negative rating (Todorović, 2007). Viewed from the aspect of information 

availability, the comparison of the 2006 (Kecman, 2006) and 2007 (Todorović, 2007) 

research findings to a 2008 research findings (Jeftić, 2008) indicated positive changes in 

the area of companies’ web presentation, though also to the fact that there had been no 

significant changes in, e.g., the way of regulating disclosure of data on trading company 

shares by management and management/supervisory board members (Trivun et al. 2009). 

                                                 
305 For warning and list, see: 

http://www.komvp.gov.ba/bih/index.php?option=com_content&task=view&id=294&Itemid=55. Accessed 

17 March 2009. 

http://www.komvp.gov.ba/bih/index.php?option=com_content&task=view&id=294&Itemid=55
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 In the meantime, there have been a series of changes in corporate governance 

regulation in Bosnia and Herzegovina. Since 1 of January 2010, both Entities started 

implementing new accounting and auditing laws which, among other things, regulate 

financial reporting by BH legal entities. We also single out passing of the Law on Changes 

and Amendments to Law on Companies in the Federation of B&H and of Law on 

Companies in the Republic of Srpska late in November of 2008, as well as passing the Law 

on Securities Market in FB&H in 2009, which was preceded by passing the Law on 

Securities Market of RS in 2006. Out of regulations by Entity securities commissions, we 

single out Rules on information disclosure and reporting in the securities market and Rules 

on managing joint-stock companies, and their RS counterparts, i.e. Rules on reporting and 

information disclosure by issuers of securities which are subjects of public offer, and 

Standards of joint-stock company management. 

SEE Business Solutions research into corporate governance in FB&H conducted in 

2009, 2010 and 2011, respectively covered, among other things, issues of disclosure, 

including the information availability on joint-stock companies’ web sites. According to 

the findings of their latest research, that of 2011, which included responses by 55 joint-

stock companies out of 200 to which questionnaires were sent, over 50% of them has no 

available financial and auditor reports on the web. Only few of them (less than 25%) 

disclose their observance of corporate governance principles in their reports. Only about 

50% of companies disclose transactions with related parties and information on materially 

essential events. Most companies do not post invitations for shareholders’ meetings on the 

web. When the companies’ web sites do contain data on supervisory board and 

management, they are mostly reduced to these bodies’ composition, and only rarely 

include the body members’ CV’s (Jokić, 2011). It seems that it can reasonably be assumed 

that the situation in the companies that refused to participate in the research is worse.  

 

3. Importance of Web Presence 

 

E-business implies planning, presenting and conducting business undertakings using 

electronic networks. It is the operation where data are transferred and processed on 

computers and computing networks, which are not only internal, for a limited space, but 

rather include the whole world. Electronic business includes sales of goods and services 

from the web site over the Internet (Sparrow, 2000, p. 9). 

 Web site is the most visible presentation of a business entity in the world. The 

Internet is the medium for such a presentation. In this way, every interested person or 

another business entity that has access to the Internet is provided with all the data on the 

presented business entity. Actually, a web site is a shop window or catalogue of everything 

that the business entity offers as its goods and/or services to potential or existing users, 

who will visit the site. Each web site has a name. It is according to this name that it is 

presented, visited and memorized. Therefore business entities often try to include their 

name into their domain name. It allows potential customers to find their address based on 

an informed guess, or to use a search engine in order to simply find their web site. 

 Doing business with all the contents of its planning and conducting over the 

Internet, and making use of all the possibilities offered by the Internet is now a life reality 

and integral part of market economy. In these new conditions, the name as a concept of 

classic market business both retains its original meaning and acquires new ones. The name 

is still an institution by means of which a goods and services supplier establishes contact 

with a potential customer or user, in such a way that it leads the latter toward a given 

company, its representatives and successful business relations, in as clear and accurate way 

as possible. 

 In these new conditions of doing business over the Internet, the company’s web 

presence and domain name have their economic value. It allows its owner to clearly 
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distinguish it from competing companies, and consequently simple access by potential 

customers or users. Market efficiency implies a company’s Internet recognizability and 

accessibility to a greatest degree possible. The importance of identification via the domain 

name is even greater if the business entity operates online. 

 The domain name contributes to the business trustworthiness. If a business entity 

has its domain name, it presents it as more professional. If a business entity’s site is posted 

through an Internet Service Provider (ISP), or a Free Web Hosting Site, the name ends 

with URL (Uniform Resource Locator), such as www.odabraniisp.com/-name. This 

generic address does not increase a potential user’s trust as much as the domain name 

www.company.com does. Since many people still do not trust the Internet and e-business, 

and since it can be assumed with a high degree of certainty that the cyber-space business 

will become more extensive and necessary, one’s best should be done in order to show that 

the name posted in this way is worth investing into by those who encounter it. If the 

company owner did not invest money in order to register a proper domain name, why 

would a customer and/or user trust the quality of such a company’s products and services? 

 The domain name helps the company presence mobility on the Internet. When a 

company has its domain name, it allows it to transfer it from one provider to another, or to 

post it on its own server. However, if a company does not have its domain name, it will 

have to take a new URL, and therefore a new provider as well, which will ruin its 

recognizability created through the previous address. 

 An appropriate domain name can attract or open business. If it has been decided 

that a domain name that corresponds to the business idea rather than the exact company 

name is registered, it may happen that it attracts web visitors interested in the issue. For 

instance, a book store registered as manuscripts.com may attract visitors who search 

Internet for manuscripts. It is very difficult to foresee search engine results. 

Manuscripts.com may produce a multitude of results on manuscripts, which may be almost 

quite independent on the domain name owner’s business interest. 

 The domain name contributes to building a business entity’s recognizability. The 

name can significantly contribute to the awareness of this recognizability. If the domain 

name corresponds to the company name, it strengthens recognizability, making its easier 

for a customer or user to remember it, and thus return to the website. It will contribute to 

business success in direct communication with customers since they will remember the 

name and share it with their associates. 

Briefly, a good domain name can go a long way toward producing frequent visits to 

the website and building business reputation, and should therefore be considered as 

business asset. This, in turn, will result in more users and better business.  

 

4. Importance of Transparency and Disclosure 

 

Transparency and disclosure of data pertaining to company business are one of the key 

areas of corporate governance covered by OECD Principles, the significance of which was 

revealed by recent events. It primarily refers to the US corporate crisis marked by scandals 

and downfall of Enron and WorldCom. One should not forget that it was the non-

observance and failure to implement corporate governance rules and principles that pertain 

to issues of financial reporting and business transparency that were the basis of Enron 

downfall. 

 As pointed out in the Report by High group of company law experts on modern 

regulatory framework for company law in Europe (2002), due to its effect on increasing 

transparency and responsibility for company management, mandatory information 

disclosure can be a powerful regulatory instrument. The corporate governance framework 

should ensure timely and accurate disclosure of all material facts related to the company 

(OECD, 2004). Shareholders and potential investors should be allowed access to regular, 
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reliable and comparable information with sufficient detail so that they could assess how the 

management manages business and makes decisions. 

 In the light of the described events, investors’ confidence into the quality of 

corporate financial reporting has been considerably impaired. In this context, Čolaković 

(2006) points out that it was these very companies that had “the best written visions, 

missions, ethical codes, top quality certificates and beautifully designed business 

reports…” (Barbić et al., 2006, p. 18). 

 Accounting scandals and frauds that marked recent years renewed interest in 

accounting standards and quality of financial reporting. World economy globalization 

increasingly requires application of harmonized accounting standards. Information should 

be prepared and disclosed pursuant to accounting standards, as well as to standards of 

financial and non-financial data disclosure. Besides, corporate governance framework 

should be supplemented with an efficient approach focused on acquiring opinions and 

advice by analysts, brokers and other persons relevant for investors’ decisions. They must 

not be in the conflict of interest, which can cast doubt about the integrity of their analysis 

or advice. It is important that information users are ensured an equal, timely and 

economical approach to relevant information. 

 All the above spurred numerous studies into the relationship between accounting 

frauds and corporate governance systems, correlation between the quality of financial 

reporting and corporate governance, and numerous analyses of the latest corporate 

scandals. There is empirical evidence of the correlation between admission of economic 

income in financial reporting and corporate governance (Risberg, 2005). It is interesting to 

note, in this context, the analysis of reporting strategy due to companies’ independence, 

particularly when one has in mind the fact that pyramid structures are a prevailing feature 

of corporate Europe. Findings of empirical research that included a year-long observation 

of almost 18,500 companies from nine European countries indicate that companies at the 

lowest levels of pyramid groups provide lower quality of accounting information than 

independent ones. This research also revealed that the difference in reporting strategy is 

related to ownership concentration (Risberg, 2005). 

 Satisfying investors’ information needs is one of the goals of preparing financial 

statements. Besides the mandatory reporting, many companies in the world now opt for 

voluntary corporate reporting following principles and recommendations of good corporate 

governance practice. The expected result of this practice is easier access to the necessary 

capital and lower financing cost, which in turn has a positive effect on company 

competitiveness. The ECGN report of 1997 describes improvement in reporting as crucial 

for the protection of minority shareholders. However, it does not solve the problem 

directly. 

 Internet is of great importance in present and future investors’ access to relevant 

and timely information. However, the question arises as to whether companies use such 

ways of reporting to get closer to all the interested parties and if they do, whether the 

information on Internet sites are up-to-date and trustworthy. Institutional investors are 

guided by rational decision making and prefer transparency of goals and results, stability of 

good management, i.e. replacement of poor one. Investors are often willing to pay a higher 

price for shares of companies whose business is transparent. Companies which are 

reserved and unwilling to communicate with public have a problem if they want fresh 

capital. 

 Two basic forms of market regulation aimed at shareholder protection and ensuring 

the financial market stability typically stand out: 1) regulation based on material rules, and 

2) regulation based on disclosure. Regulation based on material rules determines what 

companies can and what they cannot do, in that it uses regulations to take care of as many 

potential circumstances a company can find itself in. The disclosure-based regulation 

mostly relies upon market mechanisms of “punishing” and “rewarding” certain types of 
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corporate behavior and transfers part of responsibility for investor protection to market 

players, in accordance to the caveat emptor or “let the buyer beware” rule. It is partly 

based on the belief that markets are better in preventing corporate abuses than regulatory 

bodies, and that disclosure is an effective and low-cost replacement for material regulation. 

In practice, these two approaches are used in combination, though some countries rely 

upon disclosures more than others (IFC, 2009, p. 381). 

 A pre-requisite for the efficient functioning of disclosure-based regulation includes 

the joint functioning of a series of elements that encompass the appropriate legal and 

regulatory environment combined with efficient implementation mechanisms, and with 

significant roles of regulators that check whether financial information is misrepresented, 

and courts, which ensure efficient correction. The importance is also attached to the role of 

independent external auditors, as well as of active and interested media, which are 

expected to examine information disclosed by companies in detail and professionally. 

Competence and caution of companies’ supervisory i.e. management boards are of 

essential significance in the process. It should be pointed out that regulation based on 

information disclosure does not function perfectly in the developing financial markets, 

such as that in Bosnia and Herzegovina. However, disclosure is important and will have an 

increasing significance in the future, depending on the maturing of BH financial markets 

(IFC, 2009, p. 381). 

 The goal of disclosure is to ensure access to information for all the interested 

persons, regardless of the purpose for which the obtained information will be used, through 

a transparent procedure that guarantees that the information is easily found and obtained. 

Timely and accurate disclosure allows easier supervision over the management work, and 

increases the management responsibility toward the company and shareholders (IFC, 2009, 

p. 382). Information disclosure allows companies to demonstrate responsibility toward 

investors, to act transparently toward markets and maintain public security and trust. There 

are four prominent principles that, in the simplest and most practical way describe what 

good disclosure is. Good disclosure should be: regular and timely; easy and widely 

available; correct and comprehensive; and consistent, relevant and documented (IFC, 2009, 

p. 383). 

 Disclosure and transparency are concepts that should be distinguished. Companies 

can disclose a great amount of information that are of no special value for such information 

users without disclosing important parts, i.e. without being transparent in doing so. 

Disclosure can be irrelevant or even manipulating. Disclosure of ownership structure in 

BH companies is an example how disclosure and transparency can be distinguished from 

each other. Although most companies properly disclose their ownership structure, actual 

owners and the degree of their control frequently remain concealed behind, presumably, 

complex legal structures (IFC, 2009, p. 388). 

At the EU level, the Transparency Directive
306

 was passed in 2001, which sets 

framework for disclosure and is aimed at harmonizing requirements in relation to 

information about issuers whose securities are admitted to trading in regulated markets. In 

addition, Article 10 of the EU Directive on public takeover offers regulates transparency 

issues in this context, including the disclosure of legal owners’ structures. In order to 

ensure the timely access to relevant information, Action Plan requires the quoted 

companies to use electronic means. In general, in the context of significance of modern 

technology use in the efficient exercise of shareholders’ rights, it points to the need to 

oblige companies to use them (Commission of the EC, 2003, pp. 8-14).  

 

 

                                                 
306 Directive 2004/109/EZ of the European Parliament and of the Council of 15 December 2004 on the 

harmonisation of transparency requirements in relation to information about issuers whose securities are 

admitted to trading on a regulated market and amending Directive 2001/34/EC (OJ L 390, 31. 12. 2004.). 
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5. What to Disclose? 

 

5.1. General Disclosure Principles and Requirements 

 

OECD Principles define which data the disclosure should include, though without limiting 

only to them. These are: company’s financial and business performance and goals, 

significant ownership over shares and voting rights, remuneration policy for board 

members and key executives, information on board members, transactions by related 

parties, foreseeable risk factors, issues pertaining to employees and other stakeholders, 

management structure and policy. 

 It should be pointed out that companies are not expected to disclose information 

that could threaten their competitive position, except in cases when the disclosure is 

necessary for the full insight and avoiding the deception of investors. In practice, threat to 

competitiveness occurs only in a limited number of cases. Information is considered a trade 

secret if it is related to business, defined as such by the memorandum of foundation or 

company statute, and if it is obvious that it would cause a considerable damage to the 

company if it is acquired by a third party. Access to confidential information is limited, 

their public disclosure is prohibited, and persons who act contrary to these rules are liable 

for the damage caused to the company (IFC, 2009, pp. 383-384). 

 Information that have to be disclosed by law, or that is related to the violation of 

law, good business practice or business ethics principles, including the information on 

reasonable suspicion of the existence of corruption cannot be considered a joint-stock 

company’s trade secret, and its disclosure will be considered legal if its purpose is the 

protection of public interests (IFC, 2009, p. 383). It is important to point out that 

companies should be clear about what is confidential information. Present problems in 

corporate governance are related more to insufficient disclosure and lack of transparency 

than to over-transparency and over-disclosure. 

 Audited financial statements are the most widely used source of company 

information. The EU Transparency Directive requires issuers whose securities are admitted 

to trading on regulated markets to disclose audited annual financial statements, and 

periodical statements for semiannual and, in some cases, quarterly periods (Gulija, 2012, 

p.47). Investors are particularly interested in information that can indicate the company’s 

future performance. Besides, companies are encouraged to disclose both the commercial 

goals and their policy that pertains to business ethics, environment protection and other 

public policy orientations. One of the basic investor rules is to be informed on the company 

ownership structure and their rights compared to other owners’ rights. It also implies the 

information on the structure of a group of companies and relations within the group 

(OECD, 2004, p. 42). 

 It is significant for investors to have information on individual board members and 

key executives in order to assess their experience and qualifications, as well as on any 

potential conflicts of interest that could affect their judgment. For board members, the 

information should include their qualifications, ownership over company shares and 

membership in other boards. It is particularly important to disclose membership in other 

boards since it can indicate potential conflicts of interest and make the degree to which 

boards are mutually related transparent (OECD, 2004, p. 43). Companies are generally 

expected to disclose information on remuneration for board members and key executives, 

so that investors could estimate costs and advantages of rewarding plan and the 

contribution of stimulating arrangements to the company’s general success. 

 It is significant for the company to keep market fully informed on significant 

transactions of related parties, either individually or in group, and whether they were 

conducted officially and under normal market conditions. Disclosure requirements include 

the nature of relationship where control is present, as well as the nature and amount of 



 

989 

transactions with related parties. Having in mind the distinctive incomprehensibility of 

many transactions, participants should be bound to inform the board on the transaction and 

the board, in turn, should disclose it in the market. 

 Financial information users and market participants need information on reasonably 

foreseeable significant risks that could include: risks specific for the industry or geographic 

area where the company operates; dependence on raw materials; financial market risk 

including the interest rate and foreign currency risk; risk related to financial derivatives 

and out-of-balance transactions; and risk related to responsibility in the area of 

environment (OECD, 2004, p.45). 

 Companies should report on their corporate governance practice. Disclosing the 

company management structure and policy, particularly the distribution of authorizations 

among shareholders, management and board members is significant for the assessment of 

company governance. In the context of strengthening disclosure requirements, the Action 

Plan states that the quoted companies should be required to include the annual report on 

corporate governance into their annual report. Some of elements that should be included in 

this report are: operation and key authorizations of general meeting, description of 

shareholder rights and ways of their exercise; shareholders with larger shares, their voting 

and controlling rights and key agreements; other direct and indirect links between these 

shareholders and company; and all material transactions with other related parties 

(Commission of the EC, 2003, pp. 12-13). 

 In the same time, the information should be prepared and disclosed pursuant to 

accounting standards and standards of disclosing high-quality financial and non-financial 

data. Annual audit should be conducted by an independent, competent and qualified 

auditor, and external auditors should be responsible to shareholders and be bound by the 

company to conduct the audit in the prescribed and professional way. Information 

distribution channels can be as significant as the information contents, and should provide 

users with an equal, timely and economical access to relevant information. Good practice 

should require disclosing significant events “right away”. Finally, the corporate 

governance framework should be supplemented with an efficient approach focused on (and 

promoting) the acquisition of analysis or advice by analysts, brokers, assessment agencies 

etc. pertaining to investor decisions, without any material conflicts of interest (OECD 

Principles V: B-F). 

 The EU Transparency Directive provides for the report preparation primarily 

pursuant to International Accounting Standards (IAS) and International Financial 

Reporting Standards (IFRS). Since 2005, companies in the European Union that prepare 

consolidated financial statements and whose shares are quoted on stock exchanges are, 

with some exceptions, bound to prepare financial statements pursuant to IAS/IFRS 

(Regulation (EC) No 1606/2002 as cited in Gulija, 2012, pp. 47-48). 

 Disclosure requirements are now numerous, particularly for quoted companies, and 

besides the usual described requirements may also include information on the company 

securities held by controlling shareholders, members of board of directors, supervisory and 

auditing board, organization of annual public meetings with analysts and investors, 

presentation of annual calendar of significant events for the forthcoming year, monthly 

publication of the summary of transactions by controlling shareholders with company 

derivatives and securities, etc. Disclosure obligations also pertain to board members and 

company officials (Prado and Salama, 2008, p. 13).  

Besides regular periodical reporting, the EU Transparency Directive requires the 

disclose of ad hoc information on changes in the share in equity of a given issuer, for 

passing thresholds of 5%, 10%, 15%, 20%, 25%, 30%, 50% and 75% shares with voting 

rights, as well as other significant information on the issuer, such as information on status 

changes, increase or decrease in equity, significant legal actions, etc. (Gulija, 2012, p. 48). 
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Nenova (2001, p. 17) emphasizes the significance of the requirement for disclosing 

prices in transactions that involve 5% or more voting shares in terms of transparency. She 

believes that such information, “even without special rules intended for minority 

protection, increase expropriation costs and probability of bringing an action against the 

dominant shareholder who attempts to buy shares from the minority at a price that is lower 

than equitable market price.”  

 

5.2. Disclosure Requirements in B&H 

 

Financial reporting of legal entities in Bosnia and Herzegovina is regulated by Entity 

accounting and auditing laws that have been in force since 1 January 2010. Pursuant to the 

Law on Accounting and Auditing of FB&H (henceforth: LAA), all legal entities in the 

Federation B&H are subject to the International Accounting Standards (henceforth: IAS) 

and International Financial Reporting Standards (henceforth: ISFR). Legal entities prepare 

and present financial statements for the business year with comparable data for the 

previous year (Art. 35 of LAA). Large and medium-sized legal entities are bound to 

prepare and present semiannual financial statements (Art. 38 of LAA). 

 Legal entities are bound to prepare annual business reports that provide objective 

presentation of the legal entity’s operation and its position, including the description of 

major risks and uncertainties it is facing, and measures for environment protection. 

Pursuant to LAA FB&H, annual business report has to include: all significant events that 

happened in the period from the end of business year to the submission of financial 

statement, estimate of the expected future development of the legal entity, most important 

activities related to research and development, information on buying out their own shares, 

information on the legal entity’s business segments, used financial instruments if it is 

significant for the assessment of legal entity’s financial position and business performance, 

legal entity’s goals and policies related to financial risk management, together with 

policies of protection from risk for each planned transaction that needs protection, legal 

entity’s exposure to price, loan, market, currency liquidity risk as well as other risks 

present in business (Art. 40 of LAA). Annual business reports of large legal entities and 

legal entities whose securities are admitted to trading in an organized securities market 

must also include the presentation of the applied corporate governance rules (Art. 41 of 

LAA). 

 Law on Securities Market of FB&H (henceforward: LSM FB&H) requires the open 

joint-stock companies in FB&H to disclose data on securities and financial operations in 

the semiannual and annual business report, report on events that have a significant effect 

on financial operations, prospect of every new security issued and report on results of each 

new public securities offer, pursuant to Securities Commission’s regulations (LSM FB&H, 

Art. 237). Open joint-stock companies included in the stock market quotation are also 

bound to disclose quarterly financial statements (LSM B&H, Art. 241). Issuers that are not 

open joint-stock companies prepare and disclose reports pursuant to the Commission’s 

regulation (LSM FB&H, Art. 242). 

 On 22 May 2009, Securities Commission of FB&H issued Rules on disclosing 

information and reporting in the securities market, which more thoroughly prescribe the 

content, way and deadlines for submitting reports, disclosing information on securities 

issuers, issue and trading, as well as the content of announcements on transactions based 

on privileged information. The Rules pertain to open and closed joint-stock companies 

registered in the Commission’s issuers registry, which issued securities admitted to trading 

on the stock exchange or another regulated public market through public offer (Rules, Art. 

1-2). 

 The listed companies are required to publish annual and semiannual business 

report, report on events that have a significant effect on financial operations and integral 



 

991 

opinion of an independent auditor on the conducted audit of annual business report, as well 

as the decision of general meeting on the non-adoption of annual report if it is the case, in 

at least one of the daily newspapers published in FB&H and on the web site and/or 

announcement board at the company’s headquarters (Rules, Art. 4, 6 and 11). Besides, the 

issuer’s / open joint-stock company’s management is bound to publish a report on every 

event in the same manner, when it does not involve generally known circumstances, which 

has or could have a character of event that has a significant effect on the issuer’s financial 

operations, on the assets market value and price of the issuer’s shares (Rules, Art. 13). 

Thus, there is no explicit obligation of posting on the company’s web site, except that the 

Commission posts reports submitted in the electronic form on its own web site (Rules, Art. 

16). In the same time, the stock exchange or another regulated public market is bound to 

post all the reports it received from issuers whose securities are admitted to trading on their 

own web site (Rules, Art. 21). 

 The Law defines the mandatory content of annual and semiannual business report 

respectively. Thus, these reports have to include data on: members of supervisory board 

and management and on the number of issuer’s shares in their ownership; shareholders that 

hold over 5% of voting shares; legal entities in which the issuer has over 10% of shares, 

the issuer’s business units and offices; the issuer’s general meeting that took place in the 

reporting period; balance sheet and profit and loss account at the end of the period; use of 

capital acquired through previous securities issue through public offer; decrease or increase 

in the issuer’s assets of over 10% compared to the conditions from the previous report with 

facts that affected it; decrease or increase in the issuer’s net profit or loss of over 10% with 

facts that affected it; transactions with assets in the scope of over 10% of the issuer’s total 

assets value on the day of transaction; securities issue performed during the reporting 

period with the designation of the securities type and class; and dividends and interests 

based on the securities (LSM FB&H, Art. 238). 

 Open joint-stock companies are bound to publish their annual report with the audit 

finding in at least one daily newspapers published in the Federation B&H (LSM FB&H, 

Art. 239, par. 1). Companies included in stock market quotation are bound to publish 

annual, semiannual and quarterly financial reports on their business in the electronic form, 

while companies included in the free stock-exchange market and another regulated public 

market are bound to submit, to the stock exchange and another regulated public market 

semiannual and annual reports in the electronic form (LSM FB&H, Art. 241). It should be 

noted here that only two companies are included in the Sarajevo Stock Exchange 

quotation.
307

 A review of the Sarajevo Stock Exchange web site reveals that only basic 

data on companies included in the free market are made available there (general 

information, supervisory board and management members’ names, as well as ten largest 

shareholders, balance sheets and profit and loss accounts), in an unadjusted form.
308

 

Companies are bound to submit both annual and semiannual reports to shareholders upon 

their request and on their own cost (LSM FB&H, Art. 238 par. 2 and Art. 239, par. 1). 

 Law on Securities Market also defined the obligation by open joint-stock 

companies to publish written reports on events that have a significant effect on financial 

operations in at least one daily newspaper published in the Federation, no later than eight 

days upon their occurrence (LSM FB&H, Art. 240, par. 2). Events that have a significant 

effect on financial operations include: reorganization of the company and related parties; 

decision upon the issue and each started, discontinued or completed securities issue; 

acquisition, by a single shareholder, of over 5% of company’s voting shares; payment of 

financial obligations toward shareholders; decision on convening the general meeting of 

                                                 
307 http://195.222.43.81/sase-final/language/hr-

HR/Tr%c5%bei%c5%a1te/Segmenti_tr%c5%bei%c5%a1ta_SASE/Kotacija_kompanija.aspx. Accessed on 

19. March 2012 
308 http://195.222.43.81/sase-final/language/hr-HR/Naslovna.aspx. Accessed on 19. March 2012. 

http://195.222.43.81/sase-final/language/hr-HR/Naslovna.aspx
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shareholders; change of auditor; one-time increase or decrease of company assets by over 

10%; and one-time transaction in the scope of over 10% of the company’s total assets 

value (LSM FB&H, Art. 240, par. 1). 

 In case of securities issue through public offer, a FB&H issuer is bound to prepare 

and disclose a prospectus and public invitation for underwriting and payment of securities 

(LSM FB&H, Art. 25). The prospectus should include sufficient information for investors 

to be able to assess the conditions of issuer’s assets, liabilities, loss and profit, financial 

position and prospects, and rights included in the securities the prospectus refers to (LSM 

FB&H, Art. 32). The Law prescribes the mandatory prospectus content. 

 Disclosure obligation pertains to other entities as well: professional brokers, stock 

exchanges, other regulated public markets, Securities Registry, trade associations and 

securities account holders. 

 Pursuant to the Law on Accounting and Auditing, semiannual and annual financial 

statements and annual business reports are submitted to the authorized institution, which 

performs the control and processing of financial statement data, in a way suitable for 

assessing the property, yield and financial position and keeps the Unified registry of 

financial statements as a central source of information on business performance and 

financial position of legal entities in the Federation (Art, 2, 44-45 LAA). The listed data 

are public and available to all legal and natural entities, without having to prove the legal 

interest. In 2010, RS also passed a law that regulates the establishment of such a registry. 

 As a rule, companies are liable for the damage caused to shareholders and third 

parties for providing incorrect, incomplete or misrepresenting information. Besides 

companies, all other entities that participated in the preparation of the disclosed 

information are liable for damages due to disclosing incomplete and incorrect information. 

An additional condition for their liability is the fact that they knew or, by nature of their 

work had to know that the information was incorrect or incomplete. They are jointly liable 

with the company for the entire damage caused to investors due to false and/or incomplete 

information. If the investors believe that they have suffered damage, they can lodge a claim 

to the relevant court. The person that provided incorrect, incomplete or distorted 

information or did not disclose all the information prescribed by law is subject to criminal 

liability (IFC, 2009, p. 388-389). 

 Law on Securities Market of FB&H provides for a fine for the offence in the 

amount of BAM 3,000.00 to BAM 15,000.00 for issuers that do not prepare, publish or 

submit reports in the way provided for by Law (LSM FB&H, Art. 262). 

 Liability for the prospectus content is established separately. Thus, the issuer and 

persons for whom it is proved that used the prospectus for concealing or false presentation 

of important facts have unlimited liability for the truthfulness and comprehensiveness of 

data contained in the prospectus. Persons who signed the statement by the issuer’s 

responsible persons (mandatory prospectus content) are liable for the truthfulness and 

comprehensiveness of data contained in the prospectus, within the limits of what they 

knew or could know (LSM FB&H, Art. 34, par. 4-5). 

Allowing or permitting the distribution of prospectus the content of which differs 

from the prescribed, and allowing of permitting the inclusion of incorrect or incomplete 

data in the prospectus aimed at acquiring material gain for oneself or another person, or 

causing material damage to another person is a criminal offence that can be punished with 

a fine or 90 days to three-year sentence (LSM FB&H, Art. 258). Besides, the issuer that 

prepares and distributes a prospectus that does not include the necessary information 

provided for by Law, or that does not publish a public invitation for payment of securities 

and that fails to make the prospectus available in the way provided for by Law will be also 

punished for the offence with a fine in the amount of BAM 3,000.00 – 15,000.00 (LSM 

FB&H, Art. 262).  
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6. Conclusion 

 

Corporate governance is now considered a key element in improving economic efficiency 

and increasing investor confidence. Investment decision making increasingly takes into 

account the degree to which a company observes the basic corporate governance 

principles. Numerous studies indicate the correlation between good corporate governance 

and business performance. It is the very fact that observance of good corporate governance 

practice increases company competitiveness and allows them to acquire capital with lower 

cost that should encourage companies to independently introduce and start implementing 

appropriate corporate governance principles, and even go further than the legally provided 

minimum in their implementation. 

 Thus, countries that want to fully exploit the global capital market and attract 

foreign investors, Bosnia and Herzegovina certainly being one of them, must provide a 

convincing and understandable regulation of corporate governance and adhere to 

internationally recognized principles. Observance of good corporate governance practice in 

Bosnia and Herzegovina in terms of data disclosure and transparency should contribute to 

the increase in both local and international investors’ trust, provide support to good 

functioning of financial markets, which should result in lower capital costs, greater 

company competitiveness, and urge to use resources more efficiently. This, in turn, would 

have a positive effect on the economic growth of the entire country. 

 E-availability of information is of particular significance, as it implies the 

availability of essential information on company web sites, and thus makes access to the 

necessary information both to shareholders and to potential investors significantly easier. It 

has a positive effect on the transparency of company business. 

 SEE Business Solutions research into corporate governance in FB&H conducted in 

2009, 2010 and 2011, respectively covered, among other things, issues of disclosure, 

including the information availability on joint-stock companies’ web sites. According to 

the findings of their latest research, that of 2011, which included responses by 55 joint-

stock companies out of 200 to which questionnaires were sent, over 50% of them has no 

available financial and auditor reports on the web. Only few of them (less than 25%) 

disclose their observance of corporate governance principles in their reports. Only about 

50% of companies disclose transactions with related parties and information on materially 

essential events. Most companies do not post invitations for shareholders’ meetings on the 

web. When the companies’ web sites do contain data on supervisory board and 

management, they are mostly reduced to these bodies’ composition, and only rarely 

include the body members’ CV’s (Jokić, 2011). It seems that it can reasonably be assumed 

that the situation in the companies that refused to participate in the research is worse. 

 Financial reporting of BH legal entities in Bosnia and Herzegovina is regulated by 

Entity laws on accounting and auditing, which have been in force since 1 January 2010. 

Pursuant to the Law on Accounting and Auditing of FB&H, all legal entities in the 

Federation B&H implement IAS and ISFR. Law on Securities Market of FB&H requires 

open joint-stock companies in the FB&H to publish data on securities and financial 

operation in the semiannual and annual business report respectively, report on events that 

have a significant effect on financial operations, prospect of each new security issued and 

report on the results of each new public securities offer, pursuant to the Commission 

general documents. Issuers that are not open joint-stock companies prepare and publish 

reports pursuant to the Commission general document. 

 Pursuant to the valid Commission Rules, there is no explicit obligation of posting 

on the company web site, while the Commission posts the reports received in the electronic 

form on its own web site. Only companies included in the stock exchange quotation are 

bound to publish annual, semiannual and quarterly financial statements in the electronic 

form. It should be noted here that only two companies are included in the Sarajevo Stock 
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Exchange quotation. A review of the Sarajevo Stock Exchange web site reveals that only 

basic data on companies included in the free market are made available there (general 

information, supervisory board and management members’ names, as well as ten largest 

shareholders, balance sheets and profit and loss accounts), in an unadjusted form. 

 For the disclosure-based regulation to function efficiently, a series of elements and 

stimuli must function together. They include the appropriate regulatory environment 

combined with efficient implementation mechanisms, with significant roles of regulators 

and courts, as well as of external auditors. 

In the context of the analyzed existing practice of BH companies, the conclusion 

emerges that the possibilities of the Internet as a medium have not been appropriately 

exploited (companies’ web presence and information disclosure on the web), which has a 

negative effect on the company transparency. Having in mind the existing conditions 

related to the insufficient companies’ awareness of the significance of disclosure and 

transparency on the one hand, and the issue significance for capital market development on 

the other, we believe that the imposition of the obligation to own a web site and of regular 

disclosure of appropriate information should be considered. The implementation, which is 

of extreme importance, should be the responsibility of Entity Securities Commission.  
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Abstract 

 

The aim of this paper is to measure customer-based corporate reputation of service 

companies and to analyze importance of internal marketing within this construct. Purpose 

of the research is to test the influence of corporate reputation on customer satisfaction and 

on other customer post-purchase behavior variables. 

Corporate reputation became increasingly important in today’s business and 

academic society. Previous research analyzed it from different perspectives and different 

roles are assigned to it. Depending on the roles, it is represented as image, culture, identity 

and even as an intangible asset of a company. However, it is most frequently evaluated 

from the company’s perspective. In our research, we explored customer-based corporate 

reputation construct and its dimensions. There are significant differences in importance of 

company’s attributes depending on type of business, but we focused specifically on service 

companies. It may help consumer in evaluating service and overcoming insecurity due to 

the lack of material dimension and heterogeneity of services. Particular attention was paid 

to two specific dimensions of customer-based corporate reputation construct – ‘Customer 

Orientation’ and ‘Good Employer’. These dimensions are recognized as visible 

manifestations of internal marketing in services companies.  

Research was conducted in Bosnia and Herzegovina and therefore customer-based 

corporate reputation is put in a specific cultural context. Convenient sampling method was 

used to gather responses from individual consumers. Responses were collected through an 

online survey.  

Scales that were developed and validated in marketing theory were adopted for the purpose 

of survey implementation. Customer-based corporate reputation is measured through: 

customer orientation, good employer, reliable and financially strong company, service 

quality, and social and environmental responsibility. Customer satisfaction was measured 

as an effect of customer reputation. Apart from descriptive and one-dimensional statistic 

instruments, collected data were analyzed through exploratory factor analysis. Causality 

between variables was tested through correlation and OLS regression analysis. 

This research provided more insights into two important constructs for service 

companies: corporate reputation and internal marketing. Results showed that elements of 
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customer-based corporate reputation have positive and significant influence on customer 

satisfaction. This demonstrates that internal marketing represents an important component 

in building corporate reputation and that it influences customers’ perception and their 

satisfaction.  

 
Keywords: corporate reputation, internal marketing, services, customer satisfaction, loyalty 

JEL classification: M31, L80 

 

1. Introduction 

 

The aim of this paper is to measure corporate reputation between customers and their 

influence on customer satisfaction and other elements of post-purchase behavior. 

Corporate reputation is an important element of identity and it represents a 

component of company’s value on the market. Reputation, image or prominence that 

company enjoys in public represents in its essence an intangible value that emerged as a 

result of development, business decisions and past actions of the company. It particularly 

refers to company’s abilities and its determinacy to identify, understand, fulfill and follow 

the customers’ requests. It is also a result of the activities and efforts aimed at meeting the 

requests from other stakeholders. In this sense, previous actions and, based on them, 

reputation that a company created for members of different interest groups represent a 

form of guarantee that future relationships will be successfully realized.  

Role and importance of reputation increases significantly in service companies 

whose intangible offer (Bromley, 2001; Hardaker & Fill, 2005; Lovelock, 1999; Shostack, 

1982; Parasuraman, Zeithaml & Berry, 1985) affects the higher uncertainty and decision 

making risk in pre-purchase phase (Walsh et al., 2009) and the higher insecurity of 

potential customers as well. As one of the only two visible variables service customers 

may use for comparing available alternatives (Zeithaml, 1981), corporate reputation, in the 

analysis of attributes for assessing service alternatives sometimes also defined as corporate 

image (Hoffman & Bateson, 1997), becomes a very important factor for the perception of 

service quality and afterwards for customer satisfaction. Its importance grows with 

increase of employee and customer participation in service interaction, that is, with the 

extension and complication of processes in services. This is the characteristic of high 

contact services (Nguyen & Leblanc, 2001; Lovelock, 2000). Its importance is enhanced 

by the fact that reputation is an externally perceived category (for customers) that is mostly 

out of company’s control (Fombrun & Shanley, 1990). Therefore, positive corporate 

reputation significantly increases company’s credibility amongst the potential customers 

(Gregori, 2001).  

Besides direct relationship between corporate reputation and customer quality 

perception, in the form of customer trust and loyalty, authors are emphasizing the 

importance reputation has, perceived by different stakeholders, for financial and market 

results. This is expressed through profitable operations and possibilities of independent 

growth or growth based on the relationship with the investors for the company (Caruana et 

al., 2004; Roberts & Dowling, 2002; Shapiro, 1983; Rose & Thomsen, 2004; Fombrun, 

1996). 

These standpoints reflect development and transformation of emphasis in service 

company’s operations from instrumental to strategic stakeholder management (Egan & 

Gordon, 1998). This means that stakeholder management is developing from domination 

of shareholders as key interest group (shareholder value added – SVA), (Hillman & Keim, 

2001) towards balanced management of stakeholder groups that are most important for 

operations – employees, customers, management, shareholders, public (Freeman et al., 

2004). Consequently, based on some authors’ assessment, it could be expected that service 

companies that have positive corporate reputation amongst the most important interest 
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groups are able to accomplish competitive advantages (Gardberg & Fombrun, 2002; Gotsi 

& Wilson, 2001; Groenland, 2002), based on the ability to retain acquired customers and 

attract the new ones (Fombrun & Van Riel, 1997; Greyser, 1999; Hall, 1992; Yoon et al., 

1993; Nguyen & Leblanc, 2001). They are also able to keep their employees that are to 

prevent the fluctuation and outflow of most important resource in realization of service 

interaction with customers (Heskett et al., 1990; Reichheld, 1998; Schneider, 1980; 

Heskett et al., 1994). Hence, multidimensionality of corporate reputation construct is 

expressed (Davies et al., 2002; Fombrun et al., 2000), and question of identifying main 

sources for corporate reputation creation becomes even more complicated. 

 

2. Corporate Reputation 

 

Authors often define corporate reputation as a collective impression about the company, 

internally from the side of employees and externally from the side of other interest groups 

(Bailey, 2005; Fombrun & Van Riel, 1997; Walker, 2010). Thereby, Wartick’s (2002) 

emphasis on the fact that reputation of a company or of an individual could not be anything 

else but the observers’ perception should not be forgotten. He is defining reputation as 

stakeholders’ perception of companies’ success in satisfying demands and expectations of 

its interest groups (Wartick, 1992; Logsdon & Wood, 2002). This understanding implies 

the fact that each individual formulates its individual perception about the company and its 

own attitude towards its activities. This is much more acceptable for services and service 

interactions customers assess in the so-called ‘moments of truth’ (Albrecht & Zemke, 

1985), than the attitude most of the other authors support (Scholes & Clutterbuck, 1998; 

Brown, 1998; Fombrun et al., 2000). Latter authors start with the assumption that 

reputation is created between stakeholder groups, as a joint perception. In accordance with 

the fact that other comprehension of corporate reputation is dominant, the definition of 

corporate reputation is derived, representing it as a collective construct that describes 

aggregated perception of more stakeholders about company performances (Fomburn et al., 

2000), and as a synthesis of opinions, perception and attitudes of stakeholders (Post & 

Griffin, 1997). 

At the same time, it is important to stress that different dimensions of corporate 

reputation could be perceived differently, depending on the subject that is perceived, and 

on the importance certain dimensions are given and criteria that are used (Dowling, 1988; 

Walsh & Beatty, 2007; Fombrun & Wiedmann, 2001). Authors mostly represented the 

viewpoint that there are relatively homogeneous attitudes on corporate reputation within 

certain interest groups (Brown, 1998; Bromley, 2002), although some researches (Helm, 

2006) showed that there is significant overlapping within the dimension different 

stakeholders assess as important for corporate reputation. In line with that, for the purpose 

of this paper, we follow the definition given by Walsh and Beatty (2007:129).  

 

We define customer-based reputation as the customer’s overall 

evaluation of a firm based on his or her reactions to the firm’s goods, 

services, communication activities, interactions with the firm and/or its 

representatives or constituencies (such as employees, management, or other 

customers) and/or known corporate activities.  

 

Although some authors (Gatewood et al., 1993) emphasize the need to measure 

corporate reputation separately, depending on the role that certain stakeholder has for the 

company and on their relationship with the company, the fact is that different dimensions 

of relationship the company is creating towards the key stakeholder cannot be separated. 

Previous research (with the exception of Walsh et al., 2007; 2009) paid insufficient 

attention towards the basic dimensions of corporate reputation from the perspective of final 
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customers (end users) whose reaction and behavior are significantly influenced by 

corporate reputation, precisely because of the characteristics of services and complexity of 

their nature. With the direct relationship between customer loyalty and profitability 

identified in previous research (Bown & Chen, 2001), the known effect satisfaction has on 

the loyalty formation (Hoyer & MacInnis, 2001; Aaker, 1995; Sivadas & Baker-Prewitt, 

2000; Anton, 1996), and together with the fact that customer-based corporate reputation 

perception is not well researched in service industry, this paper investigates the perception 

of different dimensions of corporate reputation between customers. The concept of the 

paper is based on the assumption that perception of corporate reputation amongst 

customers and their satisfaction are most influenced by service experience (Grönroos, 

1985) and interaction with company and employees, together with the dimensions of 

corporate reputation which have other stakeholders in their focus. 

In addition, it is necessary to take into account the multidimensionality of customer 

category in service industries when analyzing customer perceptions. This is the reason why 

we structured the following part of the paper by separating external customers and internal 

customers (employees). Position of employees in services is extremely important, in order 

to ensure successfully interaction with external customers and to offer quality services and 

for implementation of customer orientation as well. This is why their role in 

implementation of service company’s mission is of crucial importance. Also, this is why 

perception of their position and of relationship company management has towards 

employees from external customers side is an important dimension of reputation a 

company is enjoying in public.  

 

2.1. Corporate Reputation and External Customers 

 

Together with other elements and sources customers are exposed to (external marketing of 

service companies, previous experience and Word of Mouth) (Gummesson, 1993) 

corporate reputation will influence formation of previous expectation and according to 

them – final perception of the process (Boulding et al., 1993; Johnson et al., 1995;  Yoon et 

al., 1993; Zeithaml et al., 1985; Grönroos, 2000). Depending on perceived quality, 

customers will finish the service process with a higher or lower level of satisfaction 

(Anderson, Fornell & Lehman, 1994; Reichheld, 1993), which, together with strategy and 

commitment of service provider to follow the changes in customer requests, leads to 

retaining long-term relationship or to the customer decision to change a service provider 

(Anderson & Sullivan, 1993; Bolton & Drew, 1991; Fornell, 1992). 

Here, it is important to mention that Sivadas and Baker-Prewitt (2000) defined 

satisfaction and its influence on readiness for spreading positive word of mouth, but they 

didn’t establish direct influence on loyalty. This stresses that satisfaction is ‘accelerating’ 

loyalty formation up to the level where it becomes a prerequisite for maintaining a positive 

relationship towards the service provider and customers’ readiness for repeat purchase and 

for making recommendations. If we take a look at the aforementioned definition Walsh and 

Beatty (2007) use for customer-based corporate reputation, it could be seen that 

satisfaction defined as such is ‘matching’ the reputation company has among its customers.  

On the other hand, company image (Grönroos, 2000) is significantly influencing 

perception of both quality dimensions – output and process. In that way, it mitigates the 

mistakes and omissions of companies who enjoy positive reputation in public and enhances 

negative effects of bad quality perception of the ones who haven’t built reputation, 

especially amongst the potential customers. Accordingly, research results show that 

customers will rather decide for services of those companies who have high reputation in 

public (Nguyen & Leblanc, 2001). 

Although previous research was mostly focused on different stakeholders (Doney & 

Cannon, 1997, Fombrun et al., 2000), only Walsh et al. (2007, 2009), put significant accent 
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on customers and their perception of corporate reputation, as the key factor for realization 

of customer-based outputs and consequently positive financial results. Research on 

customer perception is imposed as the most important category because of the higher 

degree of ‘decision-making freedom’ they have in comparison to employees and even with 

managers and shareholders. Customer decisions are directly reflected on financial result 

and market position in the short and especially in the long-term and there are commonly no 

restraints that tie them to the service company (with the exemption of banking or insurance 

services). Each decision on the change of service provider will be negatively reflected on 

the company operations. 

Monitoring customer perception is made more complicated by the fact that 

customer requests are becoming higher and higher and their decision making criteria more 

and more comprehensive. It is often because they endeavor to create the image of 

themselves as responsible consumers (Kotler & Lee, 2005; Dawkins & Lewis, 2003). 

Reputation amongst customers is no longer limited to the assessment of quality and 

company’s relationship towards customer. It is now expanding to the relationship of the 

company towards other interest groups, building multidimensional construct where certain 

dimensions are often in mutual correlation. This is why dimension of corporate reputation 

strengthens the importance of responsibility towards society and the environment. 

Customers prefer responsible companies, accepting their offer and spreading positive word 

of mouth about the activities they are carrying out. 

According to the research of American customers (Cone, 2007), 87% of 

respondents stated that they would be ready to accept offer of the company that is 

operating responsibly while 85% of them stated that they would consider changing service 

or company because of the irresponsible behavior, even if they are not dissatisfied with the 

actual service. Finally, 66% respondents were ready to boycott services and products of a 

company that is not behaving responsibly (Cone, 2007; Mohr, Webb & Harris, 2001). 

Although this research is mostly focused on customer intentions and less on their behavior, 

experience shows that customers usually ‘reward’ responsible behavior, through increasing 

of purchase and better image, that is better reputation in public, indeed until it doesn’t 

threaten price competitiveness of the offer (Babić-Hodović et al., 2008). 

 Finally, perception of service companies as ones that efficiently and effectively 

manage their resources and are being profitable (Cole, 2003; Marcus & Wallace, 1997; 

Loew et al., 2004) also represents an important dimension of customer-based corporate 

reputation. These companies are guaranteeing to customers the ability to remain on the 

market and to expand their operation as well as to follow the development and changes on 

the demand side. Profitability and financial results of operations will be positively reflected 

on the customer perception and their attitude towards service companies. As this 

understanding is implying financial compensation for shareholders and readiness of 

investors for further investments, two important stakeholders (shareholders and public) are 

reflected through this dimension.  

 

2.2. Corporate Reputation and Employees 

 

Service characteristics are increasing importance of employees in the service process and 

perception that customers are forming about companies’ in service interactions and direct 

contact. In line with the development of service industry, importance of internal marketing 

increases (Voima & Grönroos, 1999). That is also the case with activities companies use to 

prepare employees for the role that is intended for them. In this context, increasing the 

responsibility and the support that management is offering to the employees (Bowen & 

Lawler, 1992; Haltier & Ferrell, 1996) becomes the key for realization of the customer 

orientation. In the same time, acting on the harmonization of different departments in the 
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company (Lovelock, 1990) becomes a factor that is enabling implementation of customer 

focus in interactive marketing (Irons, 1997).  

In the analysis of customer-based corporate reputation, relationship between an 

individual and organization is extremely important (Dowling, 2001; Bitner et al., 1997) 

and it is established via employees at all levels of interaction in services. This is why the 

way in which customers perceive the relationship of company with employees (Burke et 

al., 2005) becomes an important dimension of corporate reputation. Customer asses this 

relationship through company’s ability to manage service processes and problems that 

appear, through its success in resolving spotted problems or the so-called service recovery 

and through the ability to lead and realize customer orientation. This is why the 

abovementioned categories, besides quality perception, will directly influence customer-

perceived corporate reputation. Key arguments support the view that it is appropriate to 

check the perception customers have of the company relationship towards its employees.  

Although variables that are describing management relationship towards employees 

(Walsh et al. 2007), described in the form of ‘good employee’ include dimensions 

important for employees as one of the most important stakeholder, if not the most 

important one (Burke et al., 2005; Babić-Hodović, 2010), this dimension is not set up wide 

enough. Namely, the company’s relationship towards its employees is beyond the 

framework of ‘good employee’ and it includes results and success on the internal market, 

through the realization of internal mission and strategy of internal marketing. This concept 

is based on the relationship between employee satisfaction and customer satisfaction 

(Heskett et al., 1994.) and service climate (Schneider, 1980) that is enabling the 

implementation of customer orientation (Jaworski et al., 1993). This is why the analysis of 

customer-based corporate reputation needs to pay a specific attention to the ‘internal 

customers and internal market’ – employees in service companies. Their role in providing 

quality services and in implementing the customer orientation is crucial. (Schneider & 

Bowen, 1992; Judd, 2003).  

In line with all stated in the review of relevant literature, and starting from key 

interest groups companies are faced with, Walsh and Beatty (2007) defined five inter-

related dimensions of corporate reputation: customer orientation, relationship towards 

employees (internal orientation at the employees) expressed through the category ‘good 

employer’, reliability and financial strength, (products) and service quality and social and 

environmental responsibility. With the aim of investigating the impact of corporate 

reputation on customer satisfaction, it is necessary to analyze these dimensions from the 

customer perspective (Picture 1). 
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Picture 1. Conceptual Framework of the Research 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

3. Methodology 

 

Research was conducted in Bosnia and Herzegovina and therefore, customer-based 

corporate reputation is put in a specific cultural context. A convenient sampling method 

was used to gather responses from 199 individual consumers. Responses were collected 

through an online survey. The level of agreement with the given statements was assessed 

using a seven-point Likert-type scale, with the anchors “strongly disagree” as 1 and 

“strongly agree” as 7. Within our survey, customers were able to select one out of three 

service industries: banking services, GSM services and fast-food restaurants services. As 

research was aimed primarily at service sector, these types of services, although different 

in essence and in core need they satisfy, were selected because they belong to the type of 

service where there is low to medium interaction (low to medium contact), but however, 

they include customer-service provider employee contact (Walsh & Beatty, 2007; Bowen 

1990). According to Walsh and Beatty (2007) three contexts represent less customized 

service firms. In such firms it is more likely that customers will rely on corporate 

reputation to relay favorable impressions (Snow and Skaggs 2004). The level of the risks 

in those three types of services is lower from customer point of view, since all of them 

belong to the property processing services (Lovelock 2000). For ˝regular service˝ (even the 

banking ones) customer are able to evaluate service process and output without problems.  

Finally, all services are the ones most of the customers use regularly so they can 

compare differences between employees' and companies' attitudes and success in the 

service process. Customers' experience, together with WOM and company’s reputation 

form expectation before the service process, but main dimensions participating in are 

previous experience in different services had delivered form different providers, which is 

practically accumulated experience which improves customer’s knowledge as well as 

expertise. 
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Scales that were developed and validated in marketing theory were adopted for the 

purpose of survey implementation. Customer-based corporate reputation construct was 

interpreted through Walsh and Beatty (2007) scale and their proposed five dimensions. 

These dimensions are: customer orientation (CO), good employer (GE), reliable and 

financially strong company (RFS), service quality (SQ), and social and environmental 

responsibility (SER). For the purpose of this research, the shorter version of scales was 

used (Walsh et al., 2009). Customer satisfaction (CS) was measured as a consequence of 

customer-based corporate reputation (Maxham & Netemeyer, 2009).  Apart from 

measuring constructs of customer-based corporate reputation and customer satisfaction, 

descriptive data were gathered from respondents and they were offered to choose from 

three specific industries: GSM, banking and fast-food. All the items used for measurement 

are enclosed in Appendix 1.  

Apart from descriptive and one-dimensional statistic instruments, collected data 

were analyzed through exploratory factor analysis. Causality between variables was tested 

through correlation and OLS regression analysis. 

 

4. Results 

 

Main characteristics of the sample are shown in Table 1. As could be seen, the overall 

sample is in the age group from 16 – 35, so we can say that the research included younger 

population, with even higher participation (69%) of respondents within the age group 16 – 

25. Sample is also female dominant (61%) and 88% of it has university/college degree or 

higher. Vocational distribution is wide and each category we proposed has its share. 

However, majority is the student population (which fits the age group of the sample too).  

  

Table 1. Description of the sample 

Characteristics Percentage of the sample 

(n=199) 

Age 16 – 25 69% 

26 – 35 31% 

Sex Male 38% 

Female 61% 

Education high school or specialized 

school 
12% 

university or college 

degree 
75% 

master degree or PhD 13% 

Vocation Private entrepreneur 6% 

Manager 9% 

Administration 10% 

Technical activities 2% 

Worker 8% 

Student 51% 

Unemployed 6% 

Other 9% 

Industry GSM 49% 

Banking  23% 

Fast-food 28% 

Source: Author’s calculation 
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When answering the survey, participants were given an option to choose one of the 

three industries to give their answers for: GSM, Banking and Fast-food. These specific 

service industries were selected in Bosnia and Herzegovina (B&H) because it was aimed at 

the ones that have developed market and competitiveness within. We can see from the 

responses that most participants in the survey selected GSM operators as their industry of 

choice (49%), while the rest of the sample shared its selection more or less equally 

between the banking (23%) and fast-food (28%) industry. 

 Before testing the influence of dimensions of customer-based corporate reputation 

on customer satisfaction as the main outcome variable in this research, factor analysis was 

conducted and in that manner the scale was once more validated on the B&H market. 

Principal component analysis (PCA) was conducted and results of the analysis are 

summarized in Table 2 below. Authors used a ‘short-scale’ for measurement of customer-

based corporate reputation, as it was proposed by Walsh, Beatty & Shiu (2009) in their 

later attempt for scale validation.  

 

Table 2. Factor analysis output 

 

Factor Item Loadings AVE KMO (Bartlet's Test) α Overall  α 

Independent variables: Dimensions of customer-perceived corporate reputation  

CO 

CO1 0,889 0,83 0,719 (371,516)*** 0,899 0,933 

CO2 0,943 

CO3 0,906 

GE 

GE1 0,859 0,69 0,599 (200,373)*** 0,767 

GE2 0,915 

GE3 0,712 

RFS 

RFS1 0,842 0,68 0,680 (154,384)*** 0,771 

RFS2 0,863 

RFS3 0,779 

SQ 

SQ1 0,842 0,79 0,709 (304,390)*** 0,87 

SQ2 0,92 

SQ3 0,91 

SER 

SER1 0,852 0,73 0,698 (199,682)*** 0,815 

SER2 0,889 

SER3 0,823 

Dependent variable: Customer Satisfaction 

CS 

CS1 0,936 0,68 0,550 (314,812)*** 0,73 

CS2 0,946 

CS3 0,536 

Extraction Method: Principal Component Analysis.  

AVE=Average Variance Extracted  

KMO= Kaiser-Meyer-Olkin Measure of Sampling Adequacy  

α= Cronbach's Alpha  

*** - p<0,001 

 

PCA showed that all the dimensions of customer-based corporate reputation have 

high loadings and average variance extracted 68% and more in all cases. Scale reliability 

was also tested through Cronbach’s alpha which were over 0,75 in all cases. The analysis 

above enabled us to operate with five (assumed) distinct dimensions of customer-based 

corporate reputation: customer orientation (CO), good employer (GE), reliable and 

financially strong company (RFS), service quality (SQ), and social and environmental 

responsibility (SER). Customer satisfaction was also analyzed through PCA and one 

dimension was extracted, as shown in Table 2.  
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Table 3. Correlation matrix 

 

 CO GE RFS SQ SER 

CO 1 ,332
**

*
 

,480
**

*
 

,591
**

*
 

,610
***

 

GE  1 ,515
**

*
 

,619
**

*
 

,571
***

 

RFS   1 ,682
**

*
 

,560
***

 

SQ    1 ,704
***

 

SER     1 

 

***. Correlation is significant at the 0.001 level 

(2-tailed). 

 

In our further analysis, correlation matrix for customer-based corporate reputation 

dimensions was extracted and results are presented in Table 3. Here we observed 

significant correlations (all significant at  p<0,001 level). High correlations were noticed 

between service quality dimension and reliable and financially strong company dimension 

(0,619***) and social and environmental responsibility dimension (0,704***). This led us 

to suspect the multicolinearity issue. However in further analysis this suspicion was ruled 

out. 

The final stage of our analysis was testing of the conceptual framework worked out 

in the theoretical part of the article and presented in Picture 1. In order to empirically test 

our hypothesized model, we used OLS regression analysis with customer satisfaction (CS) 

as a dependent variable. Model and regression scores are presented in the Table 4 below. 

 

Table 4. Regression scores 

 

Independent Variable Model 

Customer Orientation (CO) 0,344*** 

(0,063) 

Good Employer (GE) -0,97 

(0,065) 

Reliable and Financially Strong 

Company (RFS) 

0,113* 

(0,66) 

Service Quality (SQ) 0,297*** 

(0,087) 

Social and Environmental 

Responsibility (SER) 

0,246*** 

(0,072) 

 

R
2
  0,637 

Adjusted R
2 

0,626 

F 55,133*** 

Durbin-Watson residuals correlation test 1,846 

Customer Satisfaction (CS) is dependent variable 

Std. errors are shown in brackets 

*** Significant at the 0.001 level 

**   Significant at the 0.01 level 

*     Significant at the 0.1 level  

n=199 
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Regression results confirmed most of what was hypothesized. The overall model 

was explained with the relatively high coefficient of determination (adj. R
2 

is equal to 

0,626). This is especially significant when we observe that these are all intangible elements 

of corporate reputation. Durbin-Watson ruled out the correlation between the residuals 

with an acceptable value of 1,846.  

When it comes to the relation of the independent variables with the target one, three 

out of five dimensions showed to be significant at 0,001 level and in their direction 

positive influencing customer satisfaction. These are customer orientation, service quality 

and social and environmental responsibility. Importance of the reliable and financially 

strong company dimension was also confirmed but with a low significant level (0,1) and 

the fifth analyzed dimension, good employer showed to be non-significant and in its 

direction negative towards customer satisfaction. 

  

5. Discussion 

 

Customer-based corporate reputation is a recently developed approach which is concerned 

with extracting the best measures for the perception of corporate reputation by one of the 

most important stakeholder groups – customers. This research used the proposed 

framework and scale developed by Walsh and Beatty (2007) and through factor analysis 

confirmed the existence of five distinct dimensions of corporate reputation perceived by 

customers.  These dimensions are: customer orientation (CO), good employer (GE), 

reliable and financially strong company (RFS), service quality (SQ), and social and 

environmental responsibility (SER). Strong correlation is shown in our results for these 

dimensions, and this is a good indicator as they are all part of one distinct construct. 

Theoretically, the contribution of this analysis is in separating these dimensions into 

ones targeted at external customers and ones targeted at internal customers (employees). 

The first group is reserved for quality dimension (SQ), social and environmental 

responsibility dimension (SER) and for perception of reliability and stability (in financial 

terms) of the observed company (RFS). The second group is, especially for services, built 

on an internal market – through the efforts toward employees: customer orientation (CO) 

and good employer (GE). One of the concerns that could be raised is how customers can 

asses or perceives the customer orientation or good employer dimension. This is relatively 

easy to explain in services, and especially in high contact services, because customer here 

becomes a part of service delivery process and in direct communication with employees 

he/she gets familiar with the extent of CO and can form his/her perception about the 

employer status of the company observed. 

Importance and purpose of the five observed dimensions could not be analyzed by 

observing them per se. Therefore, a customer outcome variable needed to be selected. Out 

of the several suggested and already used variables, customer satisfaction was selected 

(Davies et al., 2002; Walsh et al., 2006, Walsh and Beatty, 2007). A conceptual framework 

was provided and it was hypothesized that all five dimensions of customer-based corporate 

reputation have positive and significant influence on customer satisfaction. However, 

research findings only partially confirmed the model. Expectedly, all the dimensions 

classified as the ones targeted at ‘external’ customers (SQ, SER, RFS) showed to have 

positive and significant influence. However, when it comes to the dimensions targeted at 

‘internal’ customers, only customer orientation dimension showed to be of significant and 

positive influence. Good employee dimension doesn’t have a significant effect on customer 

satisfaction. This could be interpreted again through the type of service and possible 

influence of industries selected. Possible lack of high contact service encounter (as it is 

true for GSM operators which took over almost 50% of the sample) could undermine 

customers’ ability to perceive this dimension as an important one for its own satisfaction. 
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There is another possible reason for the fact that GE has no significant influence on 

CS. B&H is the transitional country where customers are not strongly convinced that they 

“have rights” to ask companies to fulfill their requests. CO starts to be evaluated as 

important factor thanks to the regional and global competition companies’ presence. But, 

even now, there is significant level of defeatism when CS comes to discussion. On the 

other hand, high level of unemployment in B&H and the Region influence customers’ 

perception strongly. GE becomes each company which ˝gives jobs˝. All other dimensions 

of employment hence become less relevant.  

And finally, structure of industries customers evaluated, influenced the results. 

Since more than a half of answers are related to the GSM services and since customers 

perceive those operators as very attractive employers, giving their staff’s high salaries, this 

factor could not be strong as the others in customers’ satisfaction formulation. Sometimes 

it could even have a contrary effect – when employees are rude or without empathy, no 

matter the fact that the main reason for their ˝good jobs is customers’ money˝.  

   

6. Conclusion 

 

This research once again confirmed the importance of corporate reputation as one of the 

intangible elements of company’s offer. In the specific setting of services industry, its 

importance increases even more. As reputation is based on the perception, the question was 

aimed at discovering specific dimensions of that perception and analyzing their importance 

for customers, as one of the most important stakeholders of the company. 

 Set up in a specific, transition, economy of Bosnia and Herzegovina, our research 

confirmed the existence of five specific dimensions of customer-based corporate reputation 

proposed by Walsh & Beatty (2007). However, when analyzing the relationship of these 

dimensions with customer satisfaction, not all dimensions proved to be significant. 

Specifically, the good employer dimension didn’t have the influence on customer 

satisfaction in our model, which could be explained by specificities of selected service 

industries. This also calls for re-examining the purpose of this dimension within the model. 

 As for the limitations of the study, they mostly relate to the sample characteristics 

and selection of service industries. Probably more generalizable results could be achieved 

with a larger and more representative sample and with the change of service industry 

observed. This is also one of the recommendations for further research as well as 

investigating the influence of customer-based corporate reputation on other customer 

outcome variables (e.g. word-of-mouth or loyalty etc.). Additionally, it would be 

interesting to observe the changes in relationship over time through longitudinal study and 

to see the comparative study from different, though comparable, areas. 
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Appendix 1 List of Items used in Empirical Research 

 
Construct Label Item 

Customer-perceived reputation dimension:  

Customer Orientation (CO) 

CO1 Has employees who treat customers 

courteously 

CO2 Has employees who are concerned about 

customer needs 

CO3 Is concerned about its customers 

Customer-perceived reputation dimension:  

Good Employer (GE) 

GE1 Looks like a good company to work for 

GE2 Seems to treat its people well 

GE3 Seems to have excellent leadership 

Customer-perceived reputation dimension: 

Reliable and Financial Strong Company 

(RFS) 

RFS1 Tends to outperform competitors 

RFS2 Seems to recognize and take advantage of 

market opportunities 

RFS3 Looks like it has strong prospects for future 

growth 

Customer-perceived reputation dimension: 

Service Quality (SQ) 

SQ1 Is a strong, reliable company 

SQ2 Develops innovative services 

SQ3 Offers high quality products and services 

Customer-perceived reputation dimension: 

Social and Environmental Responsibility 

(SER) 

SER1 Seems to make an effort to create new jobs 

SER2 Seems to be environmentally responsible 

SER3 Would reduce its profits to ensure a clean 

environment 

Customer Satisfaction (CS) CS1 I am satisfied with the services the company 

provides to me 

CS2 I am satisfied with my overall experience with 

this company 

CS3 As a whole I am not satisfied with this 

company (R) 

Sources: Walsh & Beatty, 2007; Walsh et al., 2009; Maxham & Netemeyer, 2009 
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The purpose of this article is to investigate how management involvement influences the 

level of integration of marketing communications and in turn business performance in an 

EU member country. The focus is on management of marketing communications and on 

managerial view of integrated marketing communications (IMC) in companies in a small 

open economy, highly integrated into European economic system.  

 

Marketing communications plays an important role in activating and nourishing customer 

relationships and achieving business success. While the literature investigates the 

management of marketing communications and a relationship between the IMC 

implementation and business success separately, there is a lack of research that would help 

to explain how management of marketing communications influences the level of 

marketing communication integration and in turn business success. The basic hypothesis is 

the following: the higher the management involvement in marketing communications, the 

higher the level of marketing communication integration; and in turn, the higher the level 

of marketing communication integration, the higher the business success of a company in 

an open economy.  

 

We applied both qualitative research methods (in-depth interviews with managers or heads 

of marketing department) and quantitative research methods in this research. Sample 

consisted of 175 marketing managers from middle size and large companies in a small EU 

country.   

 

The conceptual model consists of one exogenous construct (management involvement) and 

three endogenous constructs (level of marketing communication integration, market 

performance and financial performance). The level of marketing communication 

integration is a reflective second order construct with four first order constructs: marketing 

communication planning, strategic organization, mission communications and interactivity. 

The properties of these constructs were tested with structural equation modelling (SEM). 

The maximum likelihood (ML) method of estimation was adopted.  

 

The findings reveal that management involvement positively influences the level of 

marketing communication integration as measured through marketing communication 
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planning, strategic organization, mission communications and interactivity. Higher level of 

integration in turn positively influences company’s market performance (market share) and 

financial performance (profitability). Management should be, therefore, actively involved 

in decision-making about IMC in order to improve the level of marketing communication 

integration and in turn business performance in companies, active in a global economic 

system. 

 

Keywords: management involvement, integrated marketing communications, business 

performance. 

JEL classification: M3 Marketing and Advertising 

 

1. Integrated Marketing Communications 

 

Marketing communications plays an important role in activating and nourishing customer 

relationships and achieving business success (Low, 2000; Rust et al., 2004; Zahay et al., 

2004). Integrated marketing communications (IMC) is an integration process of all 

elements of marketing communication mix (Pickton in Hartley, 1998; Duncan, 2002) 

which enables synergies between decisions and activities in marketing communications 

and should lead to better business results (Duncan, 2002; Reid, 2003).  

 

The domain of this study is management involvement in IMC. From 1989, when 

researchers at Northwestern University developed the first definition of IMC, this concept 

evolved from tactical coordination of marketing communication activities to strategic, 

measurable, customer-oriented approach in integrated communication planning. Since 

1980, academics researched IMC from different perspectives. Development of marketing 

communications into integrated marketing communications (IMC) offered a wide range of 

research themes, including perceptions of IMC by organizations (Duncan and 

Everett,1993; Kitchen et al., 2004, Kitchen and Li, 2005), barriers for implementation of 

IMC (Ewing, Bussy and Caruana, 2000; Pettigrew, 2001; and Kitchen and Li, 2005), 

benefits brought by IMC (Kitchen et al., 2004; Duncan and Ewerett, 1993, Kitchen and 

Schultz 1999), opportunities from IMC in internet (Swain 2004), relationship between 

IMC and CRM (Schultz, 2003), management of IMC (Beard, 1996, McArthur and Griffin, 

1997; Kitchen and Schultz, 1999; Low, 2000; and Swain 2004) and IMC in relation to 

business success (Cornelissen, Lock and Gardner,  2001;   Zahay et al., 2004).  

 

While the literature investigates the management of marketing communications and a 

relationship between the IMC implementation and business success separately, there is a 

lack of research that would help to explain how management of marketing communications 

influences the level of marketing communication integration and in turn business success. 

The focus of this article is to present the conceptual framework that connects management 

involvement with marketing communications, the level of marketing communication 

integration and business performance to add to understanding of IMC management. 

Furthermore, we want to empirically test the hypotheses in the framework on a sample of 

marketing managers from large and medium sized companies from diverse industries. 

Their view on management involvement in marketing communications and the level of 

marketing communication integration will be related to business performance of their 

companies. Some conclusions will be made based on their opinions and reported behavior. 

 

2. Conceptual Framework on Marketing Communication Integration 

 

IMC as a concept of marketing communications planning and implementation recognizes 

the strategic roles of a variety of communication tools –advertising, direct response, sales 
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promotion, and public relations – and strategically coordinates these to provide clear, 

consistent, and maximal communication impact (Kliatchko, 2005). This definition 

emphasises the need for a synergistic marketing communication plan that uses multiple 

tools of marketing communications other than traditional advertising, and capitalizes on 

the strengths of each, with the goal of achieving maximum communication impact. 

Marketing communications are based on accurate, timely and data driven evaluation and 

planning of marketing communication processes which demand strong inter functional and 

inter organizational cooperation. 

 

Duncan in Moriarty (1997) developed an instrument for measuring the level of marketing 

communication integration (IMC Audit). Instrument is a diagnostic tool, which 

analyses/evaluates appropriate organizational structure, a degree of understanding 

marketing communications goals and strategies performed by organization, and a degree of 

strategic consistency of marketing communication messages. They divided marketing 

communication integration into five areas: interactivity, strategic consistency, 

organizational infrastructure, mission marketing and planning and evaluation of marketing 

communications. Their instrument is based on belief that IMC is an interfunctional process 

for managing profitable stakeholder relationship. Duncan (2005) says that with this 

instrument one can analyze organizational structure and see to what degree the marketing 

communication goals and strategies are understood and to what degree the messages sent 

out are strategically consistent.  

 

2.1. Management Involvement and IMC  

 

The concept of management involvement in marketing communications has been 

investigated from different aspects. Kliatchko (2005) argues that involvement of top 

management is a necessity for integrated marketing communications. The role of 

management is to coordinate marketing communications (Duncan and Everett 1993; 

McArthur and Griffin 1997; Low 2000). The control of IMC can lead to higher level of 

marketing communication integration in a company. Researchers conclude that 

management should take a leading role in strategic decisions and control of IMC in order 

to successfully integrate marketing communications. Research is mostly focused on who in 

the company is engaged in implementation of IMC and where marketing communication 

activities are executed (in-company or outside company). There is a lack of research about 

the influence of management involvement on the level of integration of marketing 

communications. We assume that with management involvement in processes of marketing 

communications, the level of marketing communication integration in such a company is 

higher. Moreover, we are interested in managers’ role in marketing communication 

planning, strategy development, coordination and control.  Assumptions about a 

relationship between the level of marketing communication integration and management of 

marketing communications were drawn Swain (2004), from the context of public relations 

agencies and their clients. Several researchers (McArthur and Griffin 1997; Schultz 1998; 

Kitchen and Schultz 1999; and Low 2000) stress that companies (clients) should take over 

the responsibility for management of IMC processes. Also, they point out that it is 

important at which hierarchical level these processes are managed. The following 

proposition arises for the relationships between management involvement and the level of 

marketing communication integration: 

 

H1: The higher the management involvement in marketing communications, the higher the 

level of marketing communication integration. 
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2.2. IMC and Business Performance 

 

When measuring a success of a company, the challenge is to connect the right criteria 

(based on company vision, mission, values and goals) and to harmonize these throughout 

the levels of management. A balanced set of financial and non financial criteria should be 

applied.   

 

Rust et al. (2004) designed a model that connects strategies and tactical marketing actions 

(including marketing communications) to customer equity (customer satisfaction and 

loyalty) and market position (market share, sales value). These consequently influence 

financial position/success of a company. Reid (2003, 2005) found positive effects of IMC 

on success of a company, measured by brand performance, customer satisfaction and 

market performance. It is evident, so Reid et al. (2005), that measuring 

performance/success and results of marketing communication programs is a motivator for 

planning IMC programs. Although the relation between IMC and business success is 

evident (e.g. Duncan and Everett, 1993, Low, 2000), several researchers still argue for 

more empirical evidence to convince managers about the need for IMC (e.g. Gould, 2004). 

 

Market performance of a company is an estimation of business success. Some authors use 

market share as a criteria for market performance/success (Horsky, 1977; Assmus et al., 

1984; Reid et al., 2001), others use also sales performance (Reid 2003, 2005).  

 

Measures for financial performance/success include achieved profit, profitability and 

return on investment (Hooley et al., 2005). Low (2000) shows a positive correlation 

between the degree of IMC and profit and confirms a positive correlation between the IMC 

and market share and sales value. Reid et al. (2001) connect IMC with higher market share, 

sales value and profitability. Based on literature review, the following hypothesis is 

developed:  

 

H2: The higher the level of marketing communication integration, the higher the business 

success of a company. 

More specifically: 

H2a: The higher the level of marketing communication integration, the better the market 

performance of a company; and 

H2b: The higher the level of marketing communication integration, the better the financial 

performance of a company. 

 

3. Research Design 

 

3.1. Measurement Development  

 

We applied both qualitative and quantitative research methods in this research. In the 

qualitative research, in-depth interviews with managers or heads of marketing department 

in four Central- European companies and three advertising agencies were carried out. The 

aim of this research was to test managers’ understanding of marketing communication 

integration and to what degree they are involved in marketing communication planning and 

implementation. 

 

Based on in-depth interviews and literature on IMC (Duncan and Moriarty, 1997; Pickton 

and Hartley, 1998; Low, 2000; Duncan, 2005), the structured measurement instrument was 

designed (self administered questionnaire). The questionnaire was preliminary tested on a 

sample of 17 relevant respondents; phrasing of the items was modified to improve 



 

1017 

managers’ understanding of concepts. Special attention was given to the reliability and 

validity of the questionnaire. Results of internal consistency testing for the constructs were 

adequate. Based on results, minor changes were introduced to the questionnaire. 

 

The concept of management involvement is measured in line with McArthur and Griffin 

(1997), Schultz (1998), Kitchen and Schultz (1999), Low (2000) and Swain (2004), who 

put IMC in connection to management of IMC processes. The notion of management 

involvement in decisions about target groups, marketing communication objectives, 

strategies and different marketing communication tools are included in the instrument.  

 

The core of the model is the level of marketing communication integration. Duncan and 

Moriarty (1997) model assumes five dimensions: 1. interactivity, 2. strategic consistency, 

3. organizational infrastructure, 4. mission communications and 5. planning and 

evaluation. Their diagnostic tool consists of 22 questions. Interactivity refers to interaction 

with customers through diverse contact points and application of information obtained 

from customers in marketing communication planning.  Strategic consistency includes 

long-term strategy for marketing communications and common strategy to coordinate 

marketing communication activities. Organizational infrastructure contains organizational 

efforts to include diverse agencies and company employees in planning and 

implementation of marketing communications. Mission communications mean consistency 

with company mission and values in marketing communications. Finally, planning and 

evaluation refer to planning of marketing communication activities with measurable 

objectives.  In line with Kliatchko (2005), marketing communication planning and 

evaluation are divided into two separate dimensions. Respondents were asked to mark how 

often they perform a certain activity. The level of marketing communication integration is 

measured as an aggregated response over all dimensions.  

 

The outcome in our model, business success, is measured through two aspects: market 

performance and financial performance.  Market performance includes sales performance 

and market share (Reid, 2003, 2005). Financial performance is measured with profit, 

profitability and ROI (Hooley et al. 2005; Low 2000) (see table 2 for operationalization of 

research constructs). Based on exploratory factor analysis, two factors (organizational 

structure and strategic consistency) were combined into one common factor, strategic 

organization (Reid 2005). The conceptual model consists of one exogenous construct 

(management involvement) and three endogenous constructs (level of marketing 

communication integration, market performance and financial performance). The level of 

marketing communication integration is a reflective second order construct with four first 

order constructs: marketing communication planning, strategic organization, mission 

communications and interactivity. The properties of these constructs were tested with 

structural equation modeling (SEM). The biggest advantage of SEM is that we can test 

conceptual models as a whole, as well as partial relations between variables in this model. 

SEM combines analysis of manifest variables as well as indirect latent variables (Bollen, 

1989; Hoyle, 1995). The maximum likelihood (ML) method of estimation was adopted.  

 

3.2. Data Gathering 

 

Sampling frame consisted of middle size and large companies in Central-European 

country, together 1700 companies from diverse industries. Self administered questionnaire 

was addressed to marketing managers of these companies. More than 10% of 

questionnaires were returned (175 responses). The characteristics of the sample units are 

shown in Table 1.  
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4. Empirical Analysis and Results 

 

4.1. Measurement Model 

 

We performed confirmatory factor analysis (CFA) to test the measurement model with 

covariance matrix as an input to LISREL 8.72. In the model there are nine indicators for 

management involvement, fifteen indicators for the level of marketing communication 

integration, four indicators for financial performance and three for market performance 

(see Table 2). The goodness-of-fit indices for the CFA were within an acceptable range 

(Satorra-Bentler Scaled Chi-Square = 699.8 (df =413, p =0.0), the root mean square of 

error of approximation (RMSEA) = 0.06, the standardized root mean square residual 

(SRMR) = 0.06), NFI = 0.92, NNFI = 0.96, CFI = 0.98; Bollen, 1989; Hoyle, 1995).  

 

We then tested the item and construct reliability (Table 2). All items are reliable and all 

values for composite reliability are above the critical limit. According to a complementary 

measure for construct reliability, average variance extracted, all constructs have good 

reliability. We also tested the model for convergent and discriminant validity. Convergent 

validity was assessed by examining the t-test values of indicator loadings in the 

measurement model (Anderson and Gerbing, 1988). All t-values of the loadings of 

measurement variables on respective latent variables were statistically significant. Thus, 

convergent validity was supported. Discriminant validity was assessed with an 
2
-test for 

pairs of latent variables with constraining correlation coefficient between two latent 

variables (ij) to 1 (Anderson and Gerbing, 1988). All unconstrained models had a 

significantly lower value of 
2
 than the constrained models, therefore we can conclude that 

the latent variables were not perfectly correlated and that discriminant validity exists 

(Bagozzi and Phillips, 1982).  

 

Data was also tested for common method bias using correlational marker technique 

(Lindell, Whitney, 2001). The marker variable was the estimation of educational days per 

company employee. The correlations between the marker variable and outcome variables 

were not significant. After removing observed correlation between substantive and marker 

variable, correlations between management involvement, marketing communication 

integration and business performance remained significant.  

 

4.2. Structural Model and Hypothesis Testing 

 

The structural model includes management involvement as an exogenous latent variable, 

and level of marketing communication integration, financial and market performance as 

endogenous latent variables. The level of marketing communication integration as a second 

order factor has a positive impact on marketing communication planning (56% of variance 

explained), strategic organization (73% of variance explained), mission communications 

(44% of variance explained) and interactivity (35% of variance explained). With 

management involvement we explain 8% of variance in the level of marketing 

communication integration which in turn explains 13% of variance in financial 

performance and 13% of variance in market performance. The construct of marketing 

communication integration has partial and positive influence on financial and market 

performance. The model is acceptable according to global fit measures. The overall model 

has a statistically nonsignificant value of the chi-square test (Satorra-Bentler Scaled Chi-

Square = 751.3, df =427, p =0.0), the proportion between the chi-square value and degrees 

of freedom is also within an acceptable range (χ
2
/df =1.7). RMSEA (0.06) shows a good 

fit. Relative measures of fit (NFI = 0.91, NNFI =0.97) and parsimonious measure of fit 

(CFI = 0.96) show a good fit.  
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The analysis revealed that management involvement significantly impacts the level of 

marketing communication integration and in turn business performance. The hypotheses 

about the relationships among the constructs tested in the final model are all supported (see 

Table 3). Parameter estimates for the relationships of the management involvement, level 

of marketing communication integration and business performance (H1, H2), were 

statistically significant and consistent with the proposed direction in the hypotheses. The 

effects of management involvement of level of marketing communication integration is 

moderate (standardized coefficient 0.27) as well as the effect of the level of marketing 

communication integration on financial performance and market performance (0.36 for 

both of the constructs), but nonetheless statistically significant.  

 

5. Conclusions and Implications 

The development of instruments for measuring the IMC is still on the rise. There is a call 

for better instruments to measure the IMC (Low 2000; Reid 2005); specifically instruments 

connecting the level of marketing communication integration with managerial view of 

IMC and effectiveness of communication activities (Gould 2000).  

 

Our instrument for measurement of the level of marketing communication integration is 

based on Reid’s (2005) and Duncan and Moriarty’s (1997) instrument and refined through 

in-depth interviews with marketing managers and agency executives. The level of 

marketing communication integration is measured as a second order factor, with four first 

order factors: marketing communication planning, strategic organization, mission 

communication and interactivity.  As Reid (2005) recommends, we were testing out the 

level of development of IMC across different industries.  

 

The research deals with the impact of management involvement on the level of marketing 

communication integration and in turn a company financial and market performance. The 

focus is on managerial view of integrated marketing communications (IMC) and 

management involvement with marketing communications. Based on our survey among 

managers from 175 large and medium sized Central-European countries we can conclude 

that management involvement indeed positively influences the level of marketing 

communication integration.  Although the impact is not very strong, it shows relative 

importance of management decisions in this area and justifies management involvement in 

marketing communication integration. Since higher level of integration positively 

influences organization’s business performance, marketing managers should be (more) 

actively involved in order to improve the level of marketing communication integration 

and in turn business performance.  

 

Also, the impact on market and financial success raises the importance of dimension of the 

level of marketing communication integration (marketing communication planning, 

strategic organization, mission communications and interactivity with customers), since the 

development of these reflects a higher level of marketing communication integration in a 

company.  Most important in this regard are strategic organization and marketing 

communication planning, including long-term strategy of marketing communications.  

These should certainly be a concern for company management. 

  

This study offers some practical implications to theory of marketing communications 

integration. However, our understanding of management in this area is still limited. 

Additional insights into management decision making (degree of centralization, multiple-

respondents for each company) would be needed to further advance the field.  
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1. Table 1: Sample structure 

Variable Sample structure 

Industry Manufacturing: 40% 

Retail: 19% 

Financial services: 9% 

Construction: 7% 

Transportation: 6% 

Personal services: 5% 

Other services: 14% 

Size of the company Large: 54% 

Medium: 46% 

Position of respondents Marketing manager: 33% 

CEO: 16% 

Sales manager: 16% 

Managers for other functional areas: 6% 

Marketing department: 9% 

Other: 9% 

N/A: 11% 
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Table 2: Overall CFA for the Modified Measurement Model (N = 175) 

Construct and indicators 

Completely 

standardized 

loading (t-

value) 

Construct and 

indicator 

reliability 

Variance 

extracted and 

error variance 

Management involvement (EX)(a)  0.94     0.63    

To what extend top management is involved in 

decisions about target groups?  

0.764        
0.583 

0.417 

To what extend top management is involved in 

decisions about marketing communication 

objectives?  

0.860        

0.740 

0.260 

To what extend top management is involved in 

decisions about strategies of marketing 

communications?  

0.832        

0.693 

0.307 

To what extend top management is involved in 

decisions about advertising?  

0.809        
0.655 

0.345 

To what extend top management is involved in 

decisions about sales promotion? 

0.816        
0.667 

0.333 

To what extend top management is involved in 

decisions about public relations?  

0.773        
0.597 

0.403 

To what extend top management is involved in 

decisions about direct marketing?  

0.764        
0.583 

0.417 

To what extend top management is involved in 

decisions about the budget for marketing 

communications?  

0.758        

0.574 

0.426 

To what extend is top management involved in 

control of marketing communications?  

0.735 
0.541 

0.459 

IMC planning (ED)             0.90                0.65    

When planning marketing communication activities, 

we set a measurable objective.  

0.845        
0.715 

0.285  

When planning advertising, we set a measurable 

objective.  

0.837        
0.700 

0.300 

When planning sales promotion, we set a measurable 

objective. 

0.808        
0.652 

0.348 

When planning public relations, we set a measurable 

objective.  

0.805        
0.649 

0.351 

When planning direct marketing, we set a measurable 

objective.  

0.744 
0.553 

0.447 

Strategic organization (ED)             0.86                0.61    

Employees and all our major communication 

agencies (e.g. advertising agency) taking part at 

planning and realization of marketing communication 

strategies, have regular contacts with each other 

regarding our brand.  

0.652        

0.425 

0.575   

Managers in our marketing communication programs 

know strengths and weaknesses of all important 

marketing communication tools e.g. advertising, PR, 

direct marketing and sales promotions.  

0.729        

0.531 

0.469 

We follow long term strategy for marketing 

communications.  

0.839        
0.705 

0.295 

At the beginning of marketing communication 

campaign we select common strategy to coordinate 

our marketing communication activities (advertising, 

PR, sales promotions, direct marketing).  

0.883 

0.780 

0.220 

Mission communications (ED)             0.90                0.75    

We communicate company’s mission to consumers.  0.830 0.689 0.311 

Marketing messages are consistent with company’s 

mission.  
0.956 0.915 0.085 

Marketing messages are consistent with company 

values. 
0.808 0.653 0.347 

Interactivity (ED)             0.84                0.64    
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We keep record of the information gained through 

dialog with our customers.  
0.859 0.738 0.262 

When planning marketing communications, we take 

into account information gained through dialog with 

customers.  

0.920 0.847 0.153 

We are aware of all intrinsic brand contact points for 

our products.  
0.577 0.332 0.668 

Market performance (market share) (ED)             0.89                0.72    

Achieved market share for current year vs. year 

before 
0.860 0.740 0.260 

Achieved market share vs. key competition 0.771 0.595 0.405 

Achieved market share vs. planned 0.915 0.837 0.163 

Financial performance (profitability) (ED)             0.87                0.64    

Achieved profit for current year vs. year before 0.633 0.401 0.599 

Achieved profit vs. planned profit 0.705 0.498 0.502 

Return on investment for current year vs. year before 0.911 0.830 0.170 

Achieved return on investment vs. planned 0.907 0.822 0.178 

EX = exogenous variable, 
(b)

 ED = endogenous variable 

 

Table 3: Tests of the Hypotheses 

Path 

Propose

d 

direction 

Standardized path 

coefficients (t-test) 
Result 

H1: Management involvement → 

Level of IMC implementation  
+ 0.27 (2.5, p =0.01) 

Supported 

H2a: Level of IMC implementation → 

Market performance (market share) 
+ 0.36 (3.9, p =0.00) Supported 

H2b: Level of IMC implementation → 

Financial performance (profitability) 
+ 0.36 (3.5, p =0.00) Supported 
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Abstract 

 

Using quality as a basis for differentiation today has become much more demanding than 

before. In order to achieve some competitive advantage these days it is not enough to build 

only a quality management system according to ISO 9001:2000 requirements. Companies 

need to invest much more resources and knowledge to upgrade their quality systems and 

use that way like tool to attract and retain customers. We will explore some options that 

companies can use on the BiH market, especially when we talk about B2B sales. During 

the world economic crisis and severe refraction of entire national economies, companies 

are faced with the questions of the applicability and sustainability of their business 

strategies. Stuck in the unusual economic and financial environment, companies are forced 

to react rapidly if they want to survive on the market. Their only goal is to keep the 

econometric parameters within normal limits. Therefore, we have witnessed that many of 

them are using short term and less efficient tools in order to stop or reduce the negative 

trend. One of the short term and rapid method of reacting to the economic crisis is the 

increasing number of persons employed in the sales sector, while companies are struggling 

to keep the planned sales level. This situation is evident also on the market of Bosnia and 

Herzegovina. Using the method of incomplete induction, we conducted a research for 

employment supply in four countries: Bosnia and Herzegovina, Croatia, Slovenia and 

Serbia. This paper includes research about companies’ willingness to use quality as 

differentiation tool. Research was conducted through individual interview survey based of 

pre-prepared questionnaire and includes companies engaged in B2B sales. Research results 

should demonstrate differences in companies quality perception related to their products. 

Research was implemented on the territory of Bosnia and Herzegovina. The sample size 

was 44 companies (20 international and 24 domestic companies). Analyzing the results of 

researches we make a conclusion about possibilities that companies keep or even achieve a 

competitive advantage in a time of global economic crisis. 

 

Keywords: B2B sales, competitiveness, differentiation, economics crisis, quality 

JEL classification: L15, L81, C12, C14 
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1. Introduction 

In the increasingly harsh conditions of global hypercompetition, the only aim for 

companies is the ceaseless growth and development in many business fields. If they want 

to continuously manage their own growth, companies need to be prepared to respond to all 

demands and requirements which are conditioned by market development. Certainly, the 

main criteria for survival on the market are set by stakeholders (investors, costumers, 

community...). The intensity of the development and distribution of new products and 

services, today become the core competence for market-oriented companies. This is a 

world of winner-take-all markets (Conti, T., Kondo, Y., Watson, G.H. 2003: 121). 

 Except for increasing customer satisfaction, quality of products and processes 

directly (positively) affects the efficiency, productivity, profitability, motivation, image 

and competitive position of the company. This paper presents unique research in Bosnia 

and Herzegovina, about possibilities that companies, on this territory, use quality in the 

differentiation process. Before we present results of this research, we will explore trend of 

increasing the number of employees in sales (sales representatives) during the global 

economic crisis. Increasing the number of sales representatives company are trying to 

keep, at least, the same level of sales as it was before the crisis. But this is only short-term 

and not very effective tool for overcoming sale problems. The aim of this review is to 

demonstrate that companies should focus their resources on increasing the quality level, 

rather than increasing the number of sales representatives who will sell the same products 

and services. This paper will also discuss about possibilities and approaches for the 

upgrading and improvement of quality system that companies need to achieve in order to 

stay (become) competitive. Quality levels that provide an advantage for companies are 

constantly increasing. Before, it was enough to fulfill requirements only for ISO 9001 

standard, but this is not a guarantee for success anymore. If the company wants to achieve 

long-term competitive advantage, upgrading the quality system through the methods like: 

Kobayashi’s 20 keys, Six Sigma or Lean Management is advisable. 

 Although the paper has three parts it is easy to find their link. Short research about 

employment supply has the task to show us the main focus of today’s companies: 

expansion of sales network or focus on quality? In the second part of the paper through the 

presentation of ISO standard we are giving an answer to the question: Do companies think 

that ISO 9001:2000 standard is sufficient to say that they care about quality, and whether 

the companies are familiar with modern methods of quality management that are presented 

in this paper? In the last part we linked local research about importance of quality with the 

findings that we presented in first two parts. 

 

2. Literature review 

The concept of the quality is immanent and difficult to define. Today the quality is not just 

technical issue, it is the business requirement that pushes company to become better for their 

customers, and need to be the duty of all employees. The definition depends on the purpose and 

for whom you are talking. For customers quality is whatever they say it is, and include the 

expected characteristics of the product or service. Deming (1986:168) suggests that quality is 

defined by the customer and has many measurement scales, one for each of the characteristics 

the customer considers important. On the other hand, Juran (1989:15) defines quality as “fitness 

for use”, with each product having multiple quality characteristics of two kinds: customer-

desired product features and freedom from deficiencies (Sparks, R.E. & Legault, R.D., 1993:16). 

The ISO 8402 (now ISO 9000) standard defines quality as “the set of characteristics of an entity 

that gives that entity the ability to satisfy expressed and implicit needs.” Other definition is that 

quality is the degree to which a set of inherent characteristics fulfils requirements (Hoyle, 

2006:8). Garvin (1987:104) treats his quality characteristics or dimensions as a clear vocabulary 

with which to discuss quality as a strategy. 
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Figure 1: A practical definition of quality for products 

 

 For Bowbrick (1992) the quality of goods or of a service (or at least a customer's 

perception of it) can be significantly influenced by the customer's expectations from the 

product, which in turn can be founded on a number of assumptions. Both these factors can 

be influenced (and manipulated) significantly by the supplier as well as by a number of 

other factors. For Riaz (2010) quality is a momentary perception that occurs when 

something in environment interacts with human factor, in the pre-intellectual awareness 

that comes before rational thought takes over and begins establishing order. 

Many authors have written about the recession and the possibilities that companies 

can use during this period (Canlon, F. 2011.; Krell, E. 2011.; Mavlutova, I., Mavlutov, B. 

2011.; Srinivasan, S.R., Sivakumar, S.N.V. 2011.; Vojtovich, S. 2011.; Gulati, R., Nohria, 

N., Wohlgezogen, F. 2010.; Ohanian, L. 2010.; Rhoads, C.J., Gupta, K. 2010.; Poulin, 

L.M. 2009.; Poulin, L.M. 2009.; Pratt, M.K. 2009.; Polyak, I., 2008.; Sahin, A., Kitao, S., 

Cororaton, A., Laiu, S. 2001.). The biggest mistake we see every day is the lack of 

understanding witch tools will help company to overcome recession and sales gap.  

 

3. Research questions, data and methodology 

At first we use method of incomplete and complete induction. Incomplete induction we 

used when we analyze the employment supply in four different countries (Bosnia and 

Herzegovina, Croatia, Slovenia and Serbia). We explored does world economic crisis 

causes the high employment supply rate in sales. Complete induction we used for 

analyzing the intensity of ISO 9001 standard in some geographical zones. To calculate 

intensity we used formula: 

 

,   (1) 

 

The main objective of this paper is to acknowledge the level of awareness and 

acceptance of quality issue like differentiation tool companies can use on the market. The 

general research hypothesis is: International companies, as opposed to domestic, use 

quality like differentiation tool for building competitive advantages. As research form we 

used data collection questionnaires (DCQ). The technique was written survey and way of 

realization was individual research. The research process lasted five months (January-May 

2010) on the territory of Bosnia and Herzegovina. The geographical scope of the survey 

covers the following six cities: Banja Luka, Lukavac, Mostar, Prijedor, Sarajevo and 

Tuzla. The sample consists of 44 companies in default and was composed of 20 

international (45.45%) and 24 domestic (54.55%) companies. The companies used for 

research were selected by simple random sampling from online database of companies
309

. 

                                                 
309 As the primary online database of companies has been used: www.poslovni-adresar.ba 
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Questionnaires were distributed to companies in several ways, mostly through e-mail or 

direct contact with company management. Companies that we used as research sample 

have a various ownerships, work in different business sectors (industries), sell a wide 

variety of products and services, they are geographically dispersed and different by size.  

 

The sampling process required the following adjustments: 

 International companies include companies with local offices, branches or subsidiaries 

on the territory of Bosnia and Herzegovina, or domestic companies where the control 

block of shares has some international company.  

 Domestic companies include companies where the most of start-up capital is from 

Bosnia and Herzegovina.  

 Companies need to deal in B2B sector, selling goods and services through their sales 

representatives.  

 The research can be conducted only with the high management of companies. 

During the processing and presentation of results obtained by research, we used few 

methods, commonly non-parametric statistics, considering that research sample was 

relatively small. In some cases when we were not able to use any statistical test we 

presented our results through simple percentages or proportions. In case where this was 

possible
310

 with the proportion we used Chi Square test to determine whether certain 

groups (in this research, categories of domestic and international companies) are 

significantly different from anticipated results or frequencies. 

 ,       (2) 

Where, O – Observed frequencies; E – Expected frequencies. 

For questions whose answers were scaled from 1 to 5 or 1 to 7, we followed two 

procedures: Kolmogorov-Smirnov normality test (K-S) and Mann-Whitney-Wilcoxon test 

(M-W). K-S test was needed to determine if two datasets differ significantly and had the 

advantage of making no assumption about the distribution of data. 

 ,      (3) 

Where, n – number of (independent) observations;  – empirical cumulative 

distribution function (cdf); G – completely specified continuous theoretical cdf.  

M-W test like, non-parametric statistical hypothesis test, we used for assessing 

whether two independent samples of observations have equally large values. 

 ,           (4) 

Where, U – M-W U test;  – sample size one;  - sample size two;  - rank of the 

sample size.  

 

With M-W test we treated differences between the mean ranks, which indicated 

statistically significant or insignificant differences between observed categories. K-S test 

results are further checked by Shapiro-Wilk (S-W) test. 

,          (5) 

Where,  – ith smallest number in the sample; sample mean is: 

 ,      (5.1) 

The constants  are given by: 

 ,                        (5.2) 

                                                 
310 If any of the expected cell frequencies of Chi Square test are less then five.  
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Where,  and  are the expected values of the order statistics 

of independent and identically-distributed random variables sampled from the standard 

normal distribution, and V is the covariance matrix of those order statistics (Royston, 

1983; Villasenor and Estrada, 2009; Tasdan and Sievers, 2009; Drezner, Turel and Zerom, 

2010).  

In some results presentations we excluded tables or diagrams, but they are presented in 

text form: {M-W = X; p = X <> 0.05; Mean-rank ‘INT/DOM’ = X/X, Median (Md) ‘INT/DOM’ 

= X/X}. In other cases, when it was apposite, we used cross-tabulation to show answers 

dynamism for certain categories on two juxtaposed and adjacent questions.  

 

4. Opportunities for sales and quality improvement in BiH 

4.1.  Research results and discussion about employment supply in region 

It has be a few years since world went through the strongest recession. According to some 

economists and researches it has been since 2001 that we have enjoyed tough economic 

times. Many business people fear a recession or soft economy, reasoning that if the 

economy is bad, clients and customers will reduce their projects, stop the consumption, and 

even sacrifice quality or buy only from low price suppliers. But when most of the 

companies see economic slowdown like a big problem, best and most success companies 

recognize opportunity to gain new customers and boost their sales, developing special 

marketing and sales methods that will help them in recessionary periods. 

 Today, companies very often increase the number of sales representatives with 

hope that they will help them keeping the earlier sales level and/or improving their 

competitive advantage. However this strategy is wrong, or gives results only in short-term 

period. There are several reasons why this strategy is wrong: a) the companies are 

increasing their costs, although they should decrease them in recession times, b) new sales 

representatives need some time to demonstrate their abilities, c) international companies in 

Bosnia and Herzegovina are investing more resources in sales team education than 

domestic companies. Research we conducted at the state level of Bosnia and Herzegovina) 

shows that domestic companies do not invest enough resources in their sales training. For 

those companies is characteristic that 67% had never used external and 38% had never 

used internal education. Cluster analysis of the summary results shows that more then 1/3 

of domestic companies has never used any type of education for their sales team. The 

(Table 1) shows results of short survey which was conducted using dates from web sites 

that people use in searching employment process. 
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Table 1: Employment supply by country  

Country 

  

BOSNIA AND HERZEGOVINA 

  

CROATIA 

  

SLOVENIA 

  

SERBIA 

Rank Category f % Category f % Category f % Category f % 

1 
Commercial - 

sales 
259 38,89 

Commercial – 

sales 
153 17,75 

Commercial – 

sales 
193 22,16 

Commercial – 

sales 
145 10,98 

2 Marketing - PR 81 12,16 Health service 93 10,79 

Mechanical 

engineering, 

metallurgy, mining 

87 9,99 

Chemistry, physics, 

mathematics (natural 

sciences) 

105 7,95 

3 
Informatics - 

software 
50 7,51 

Economy, finance, 

insurance 
71 8,24 Manufacturing 79 9,07 

Mechanical 

engineering, 

Electronics & 

Telecommunications 

99 7,50 

4 
Jobs from 

ZZZRS* 
43 6,46 

Tourism & 

hospitality 
68 7,89 Technical services 76 8,73 Tourism & hospitality 86 6,52 

5 

Economy, 

finance, 

insurance 

30 4,50 

Electrical & 

mechanical 

engineering 

61 7,08 

Electrical engineering, 

Electronics & 

Telecommunications 

54 6,20 
Languages, translation, 

literature 
79 5,98 

6 
Science & 

Education 
23 3,45 

Science & 

Education 
55 6,38 Business consulting 51 5,86 Informatics - software 78 5,91 

7 Management 20 3,00 

Installation - 

maintenance - 

repair 

47 5,45 
Computers, 

programming 
45 5,17 

Economy, finance, 

insurance 
73 5,53 

8 

Electrical & 

mechanical 

engineering 

18 2,70 
Transport - storage 

and logistic 
40 4,64 

Pharmacy & 

Chemistry 
33 3,79 Management 63 4,77 

9 
Public service & 

administration 
13 1,95 

Civil engineering - 

geodesy 
40 4,64 Tourism & hospitality 31 3,56 Health service 55 4,17 

10 Other 129 19,37 Other 234 27,15 Other 222 25,49 Other 537 40,68 

  SUM 666 100,00 SUM 862 100,00 SUM 871 100,00 SUM 1320 100,00 

 

www.posao.ba www.posao.hr www.mojedelo.com www.poslovi.rs 

Note: all web pages are visited at 22/11/2011. The names and contents of some categories are adapted for the research. *ZZZRS - Republic of Srpska 

Employment Institute 

Source: based on data: for Bosnia and Herzegovina (http://www.posao.ba); Croatia (http://www.posao.hr); Slovenia (http://www.mojedelo.com) and 

Serbia (http://www.poslovi.rs), table and calculations made by authors
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The results show the employment supply in four countries when the recession was 

an integral part of the market. As we can see for all analyzed countries Commercial – sales 

job offers are most frequent. This is especially noticeable in Bosnia and Herzegovina, 

where approximately 40% of employment supply is related to sales. Increasing the number 

of sales representatives without additional sales training is a multiple cost for the company. 

At first, these representatives will not be able adequately to respond to all market needs, 

and a lack of sales methods and tools will lead to their low motivation and poor 

performances. But definitely, the largest loss is the opportunity cost for new sales 

representatives. Instead of that, resources should be redirected in rationalization, 

improvement and modernization of sales system, which will be more adapted and adjusted 

for industrial customers. Also, investments in quality is very good opportunity for 

companies to overcome market problems and differentiate themselves from competition.  

 

4.2.  Quality as a competitive advantage 

Presumably, a firm’s capability to offer superior product quality is based on its willingness 

to change structurally (Bettis, 1994), philosophically (Bounds, York, Adams, Ranney, 

1994), transactionally (Bowen & Jones, 1986), or culturally (Cameron, 1994) in order to 

enhance its level of customer orientation. We contend that a customer-oriented firm with 

superior product quality not only may attain competitive advantage and increased returns 

but also may be better capable of buffering itself against the threat of rivalries and 

macroeconomic forces (Kroll & Wright, 1999). 

 Costumer needs are constantly growing and companies need to be able to handle 

the demands of the modern era. The company's strategy in future will not be based solely 

on the production of cheap and quality products and services then the competition, but a 

better understanding of the global market. That means the struggling with the competition 

and gaining new markets with the products that will offer different new values, best quality 

and will satisfy unique and individual requirements. Because of this, companies need to 

continually improve their quality. Gone are the days when the ISO standard was sufficient 

indication of quality. Today, many competitors own ISO 9001:2000 certification, so 

companies are obligated to seek new ways for differentiation. When we talk about quality, 

modern differentiation is reflected in some new methods such as Kobayashi’s 20 keys, Six 

Sigma or Lean Management. Further in this paper we will present ISO 9001:2000 

Standard, but other new methods will be also discussed. 

 

4.2.1.  Quality management system (ISO 9001:2000) and competitiveness 

Every company would like to improve the way it operates, whether that means increasing 

market share, cutting costs, managing risk more effectively or improving customer 

satisfaction. ISO 9000 has become a favored system for many organizations embarking on 

quality improvement. ISO 9001:2000 is an information-sharing tool that an organization 

can use to gain the knowledge needed to enhance quality and performance. It also provides 

a ready framework for ordering and structuring an organization’s knowledge (Lin, C. & 

Wu, C. 2005:657). ISO 9001:2000 specifies requirements for a quality management system 

where an organization (a) needs to demonstrate its ability to consistently provide product 

that meets customer and applicable regulatory requirements, and (b) aims to enhance 

customer satisfaction through the effective application of the system, including processes 

for continual improvement of the system and the assurance of conformity to customer and 

applicable regulatory requirements (Zhou, M. 2011:19). Below, we will present two short 

studies about ISO 9001:2000 Standard that will help us to understand its importance level. 
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Table 2: Intensity of ISO 9001:2000 Standards by country – (2008) 

*   

(32)

R
A

N
K ** 

(27)

R
A

N
K *** 

(28)

R
A

N
K **** 

(6)

R
A

N
K

1  Austria    553.522,24 2,25 4.272 0,4660 26 0,4665 21 0,4660 22

2  Belgium    673.222,37 2,73 4.875 0,4373 27 0,4377 22 0,4372 23

3  BiH    24.580,41 0,10 811 1,9923 6 1,9922 6 1,5966 1

4  Bulgaria    68.853,31 0,28 5.323 4,6682 1 4,6726 1 4,6680 1

5  Croatia   92.082,54 0,37 2.302 1,5096 13 1,2097 5

6  Cyprus    33.800,89 0,14 555 0,9915 16 0,9924 11 0,9914 12

7  Czech Rep.    287.095,63 1,17 10.089 2,1220 5 2,1240 5 2,1219 5

8  Denmark    453.672,71 1,84 1.574 0,2095 31 0,2097 26 0,2095 27

9  Estonia    31.493,11 0,13 691 1,3249 15 1,3262 10 1,3248 11

10  Finland    361.048,11 1,47 1.975 0,3303 30 0,3306 25 0,3303 26

11  France    3.806.727,10 15,46 23.837 0,3781 29 0,3785 24 0,3781 25

12  Germany    4.851.575,88 19,71 48.324 0,6015 24 0,6020 19 0,6014 20

13  Greece    463.247,93 1,88 6.747 0,8795 19 0,8803 14 0,8794 15

14  Hungary    208.207,41 0,85 10.187 2,9544 2 2,9572 2 2,9542 2

15  Ireland    351.935,25 1,43 2.237 0,3838 28 0,3842 23 0,3838 24

16  Italy    3.065.472,49 12,45 118.309 2,3305 4 2,3327 4 2,3303 4

17  Latvia    44.994,33 0,18 500 0,6710 23 0,6716 18 0,6710 19

18  Lithuania    62.838,75 0,26 815 0,7832 20 0,7839 15 0,7831 16

19  Luxembourg    77.507,81 0,31 246 0,1917 32 0,1918 27 0,1916 28

20  Macedonia   12.163,32 0,05 271 1,3454 14 1,0782 6

21  Malta    11.544,20 0,05 355 1,8569 9 1,8586 7 1,8568 8

22  Montenegro   6.033,17 0,02 160 1,6014 12 1,2833 4

23  Netherlands    1.165.811,08 4,74 13.597 0,7043 21 0,7049 16 0,7042 17

24  Poland    703.361,64 2,86 10.965 0,9413 17 0,9422 12 0,9413 13

25  Portugal    336.357,42 1,37 5.128 0,9206 18 0,9215 13 0,9205 14

26  Romania    271.484,59 1,10 10.737 2,3881 3 2,3904 3 2,3880 3

27  Serbia   64.880,80 0,26 2.091 1,9461 8 1,5596 2

28  Slovakia    126.143,83 0,51 3.476 1,6639 10 1,6655 8 1,6638 9

29  Slovenia     72.942,74 0,30 1.945 1,6101 11 1,6116 9 1,6100 10 1,2903 3

30  Spain    2.127.629,07 8,64 68.730 1,9506 7 1,9525 6 1,9505 7

31  Sweden    645.910,36 2,62 5.377 0,5027 25 0,5032 20 0,5026 21

32  UK    3.559.333,99 14,46 41.150 0,6981 22 0,6988 17 0,6981 18

SUM SUM SUM AVG

* 24.615.474 100,00 407.651 1,2923

** 24.415.734 99,19 403.961 1,2219

*** 24.440.315 99,29 404.772 1,2482

**** 272.683 1,11 5.635 1,3363

All countries (32)

European Union (27)

European Union + BiH (28)

Ex-Yugoslavian Countries (6)

*
*

*
*

GDP               

(billion 

BAM)

Q
u

an
ti

ty
 o

f 

IS
O

Intensity 

No. Country

* *
*

*
*

*

G
D

P
 %

 (
3

2
)

 
Note: Values of GDP are taken from CIA web page and converted to BAM using exchange rate 

1USD=1,328599BAM (Currency exchange as at 01.01.2008. from Central Bank of Bosnia and 

Herzegovina). Quantities of ISO are taken for ISO survey for 2008 available on web site www.iso.org. 

Intensity, rank and GDP % are calculated by authors. 

Sources: 

 http://www.iso.org/iso/survey2009.pdf; 

 http://www.iso.org/iso/survey2008.pdf;  

 https://www.cia.gov/library/publications/the-world-factbook/rankorder/2004rank.html 

 http://www.cbbh.ba/index.php?id=4&year=2008&ex_rate=001.

http://www.iso.org/iso/survey2009.pdf
http://www.iso.org/iso/survey2008.pdf
https://www.cia.gov/library/publications/the-world-factbook/rankorder/2004rank.html
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Table 3: Statistical data about number of ISO 9001:2000 Standards in the world – (2009) 

 

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

46.571 70.364 127.349 162.701 223.299 271.847 343.642 457.834 510.349 561.767 497.919 660.132 773.867 896.929 951.486 982.832 1.064.785

1.272 1.855 3.378 6.162 8.668 12.150 17.307 20.183 19.800 23.627 20.124 31.443 48.327 71.438 78.910 73.104 77.408

140 475 1.220 1.713 2.989 5.221 8.972 10.805 14.409 13.679 9.303 17.016 22.498 29.382 39.354 39.940 36.551

2.613 4.915 10.374 16.980 25.144 33.550 45.166 48.296 50.894 53.806 40.185 49.962 59.663 61.436 47.600 47.896 41.947

37.779 55.400 92.611 109.961 143.674 166.255 190.247 269.332 269.648 292.878 242.455 320.748 377.196 414.232 431.479 455.332 500.319

1.583 3.091 9.240 18.407 29.878 37.920 56.648 81.919 126.779 148.573 163.061 220.966 247.091 300.851 345.428 356.559 398.288

3.184 4.628 10.526 9.478 12.946 16.751 25.302 27.299 28.819 29.204 22.791 19.997 19.092 19.590 8.715 10.001 10.272

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0% 100,0%

2,7% 2,6% 2,7% 3,8% 3,9% 4,5% 5,0% 4,4% 3,9% 4,2% 4,0% 4,8% 6,2% 8,0% 8,3% 7,4% 7,3%

0,3% 0,7% 1,0% 1,1% 1,3% 1,9% 2,6% 2,4% 2,8% 2,4% 1,9% 2,6% 2,9% 3,3% 4,1% 4,1% 3,4%

5,6% 7,0% 8,1% 10,4% 11,3% 12,3% 13,1% 10,5% 10,0% 9,6% 8,1% 7,6% 7,7% 6,8% 5,0% 4,9% 3,9%

81,1% 78,7% 72,7% 67,6% 64,3% 61,2% 55,4% 58,8% 52,8% 52,1% 48,7% 48,6% 48,7% 46,2% 45,3% 46,3% 47,0%

3,4% 4,4% 7,3% 11,3% 13,4% 13,9% 16,5% 17,9% 24,8% 26,4% 32,7% 33,5% 31,9% 33,5% 36,3% 36,3% 37,4%

6,8% 6,6% 8,3% 5,8% 5,8% 6,2% 7,4% 6,0% 5,6% 5,2% 4,6% 3,0% 2,5% 2,2% 0,9% 1,0% 1,0%

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

23793 56985 35352 60598 48548 71795 114192 52515 51418 -63848 162213 113735 123062 54557 31346 81953

583 1523 2784 2506 3482 5157 2876 -383 3827 -3503 11319 16884 23111 7472 -5806 4304

335 745 493 1276 2232 3751 1833 3604 -730 -4376 7713 5482 6884 9972 586 -3389

2302 5459 6606 8164 8406 11616 3130 2598 2912 -13621 9777 9701 1773 -13836 296 -5949

17621 37211 17350 33713 22581 23992 79085 316 23230 -50423 78293 56448 37036 17247 23853 44987

1508 6149 9167 11471 8042 18728 25271 44860 21794 14488 57905 26125 53760 44577 11131 41729

1444 5898 -1048 3468 3805 8551 1997 1520 385 -6413 -2794 -905 498 -10875 1286 271

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009

51,1% 81,0% 27,8% 37,2% 21,7% 26,4% 33,2% 11,5% 10,1% -11,4% 32,6% 17,2% 15,9% 6,1% 3,3% 8,3%

45,8% 82,1% 82,4% 40,7% 40,2% 42,4% 16,6% -1,9% 19,3% -14,8% 56,2% 53,7% 47,8% 10,5% -7,4% 5,9%

239,3% 156,8% 40,4% 74,5% 74,7% 71,8% 20,4% 33,4% -5,1% -32,0% 82,9% 32,2% 30,6% 33,9% 1,5% -8,5%

88,1% 111,1% 63,7% 48,1% 33,4% 34,6% 6,9% 5,4% 5,7% -25,3% 24,3% 19,4% 3,0% -22,5% 0,6% -12,4%

46,6% 67,2% 18,7% 30,7% 15,7% 14,4% 41,6% 0,1% 8,6% -17,2% 32,3% 17,6% 9,8% 4,2% 5,5% 9,9%

95,3% 198,9% 99,2% 62,3% 26,9% 49,4% 44,6% 54,8% 17,2% 9,8% 35,5% 11,8% 21,8% 14,8% 3,2% 11,7%

45,4% 127,4% -10,0% 36,6% 29,4% 51,0% 7,9% 5,6% 1,3% -22,0% -12,3% -4,5% 2,6% -55,5% 14,8% 2,7%Australia/New Zealand

TOTAL

Africa/West Asia

Central/South America

North America

Europe

Far East

North America

Europe

Far East

Australia/New Zealand

ANNUAL GROWTH - in %

YEAR

Australia/New Zealand

ANNUAL GROWTH - absolute numbers

Central/South America

TOTAL

Africa/West Asia

Central/South America

North America

Europe

Far East

OVERVIEW

REGIONAL SHARE - in %

YEAR

TOTAL

Africa/West Asia

YEAR

YEAR

TOTAL

Africa/West Asia

Central/South America

North America

Europe

Far East

Australia/New Zealand

 
Source: date are adapted from: http://www.iso.org/iso/survey2009.pdf 

http://www.iso.org/iso/survey2009.pdf
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Exponential growth of ISO 9001:2000 Standard is caused by:  

 

1. Government's efforts to promote its policies and active role in the economy, 

2. Customer requirements, 

3. Companies' wish to be competitive on the market.  

 

However, after some time, many companies do not express an interest in certification, 

because the perceived level of competitive advantage achieved through certificates 

disappears. Today it is considered that the value of certificates is inversely proportional to 

the number of issued certificates. Using the formula (1) we calculated intensity level by 

country and as we can see on the (Table 2). Bosnia and Herzegovina (1.9923) ranks sixth 

place of intensity of ISO 9001:2000 Standards, among countries of Europe, right after 

Bulgaria (4.6682); Hungary (2.9544); Romania (2.3881); Italy (2.3305) and Czech 

Republic (2.1220). The intensity was calculate in a manner that represents the quotient of 

two ratios: for dividend we have ratio between number of ISO 9001: 2000 Standards for 

one country and GDP of that country, and for divisor we have ratio between number of 

ISO Standards 9001:2000 in some particularly zone and GDP of that zone. Among ex-

Yugoslavian countries best result has Bosnia and Herzegovina (1.5966), and after that 

Serbia (1.5596); Slovenia (1.2903); Montenegro (1.2833); Croatia (1.2097), and 

Macedonia (1.0782). Considering that the GDP of Bosnia and Herzegovina is one of four 

lowest among 32 countries (lower GDP only in Montenegro, Macedonia and Malta), the 

sixth place among European and first among ex-Yugoslavian countries is very good result. 

 When we talk about world share of ISO 9001:2000 Standards (Table 3), we can see 

that Europe has the best average regional share in last sixteen years (57.4%), with average 

annual growth of (19.1%). Taking into consideration all 178 countries that are included 

into research average annual growth is (23.3%) and on the end of 2009 we had more than 

one million certificated issued. From those results it is obvious that world reached its 

saturation point, and possibility that some company achieves competitive advantage only 

using ISO 9001:2000 Standard does not exist anymore. For this reason the efforts of 

companies, at least for quality, should be directed to the other side. Below, we present the 

possibilities that company can use to upgrade and improve its system of quality control, 

like new opportunity for differentiation.   

 

4.2.2. Kobayashi’s 20 Keys 

The “20 Keys” were developed more than 12 years ago by Professor Iwao Kobayashi of 

the Practical Program of Renewal in Factories Institute in Japan. The approach has been 

implemented in several hundred Japanese companies and has spread to the South Africa. 

This approach offers a way to look at the strength of organizations and to systematically 

improve it, one step at a time, by focusing on 20 different but interrelated aspects 

(Petrarolo, D. 1998:22). Kobayashi says: „Managers need to determine to what degree 

their companies can rapidly respond to change, and to regard such responsiveness as a 

standard for evaluating corporate strength. To have such a standard, they must have a 

specific means of evaluation and specific items that can be improved. Managers cannot 

make their companies stronger unless they know how to improve items that assessment 

shows require improvement”. The 20 Keys system is designed to help companies 

significantly improve their efficiency. The main objective of the program is to identify and 

eliminate any type of activity which is not adding value. There are four pillar keys: (1) 

Cleaning and Organizing; (2) Rationalizing the System/MBOs; (3) Improvement Team 

Activities and (4) Leading Technology and Site Technology. These keys enhance growth 

and development of other 16 keys. All keys are presented in (Table 4). 
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Table 4: Kobayashi’s 20 keys and aims  

Aim 20 keys 

Energized       

workplace  

K1 Cleaning and Organizing 

K2 Rationalizing the System/MBOs 

K3 Improvement Team Activities 

K4 Time Control and Commitment 

Quality improvement 

K5 Zero Monitor Manufacturing 

K6 Maintaining Equipment 

K7 Quality Assurance System 

K8 Developing Your Suppliers 

K9 Skill Versatility and Cross Training 

Cost reducing (higher 

productivity) 

K10 Eliminating Waste (Treasure Map) 

K11 Empowering Workers to Make Improvements 

K12 Manufacturing Value Analysis (Methods Improvement) 

K13 Efficiency Control 

K14 Conserving Energy and Materials 

Current processes 

improvement / 

Reducing inventory / 

Faster delivery 

K15 Quick Changeover Technology 

K16 Reducing Inventory (Shortening Lead Times) 

K17 Production Scheduling 

K18 Coupled Manufacturing 

Technological 

development 

K19 Using Information Systems 

K20 Leading Technology and Site Technology 

Note: table is adapted by authors 

Source: Priročnik za svetovalce 20 ključev. 2000. Interno gradivo GOSTOL-TST. 

Ljubljana: Delotte & Touche, p. 22 and Jug, K. 2004. p. 18. 

 

As we can see on (Table 4), the keys work in different areas and have a multiple 

effects. Thus, some groups of keys increase motivation, some increase quality, while others 

reduce costs, but all of them are focused on three main objectives (faster, better and 

cheaper).
311

 

 

Figure 2: The correct way of method development (harmony model) 

 
Note:  f igure is  adapted by authors  

Source: Koch, A. n.d. 20 Keys of Iwao Kobayashi-San. http://www.makigami.info/cms/20-keys-kobayashi. 

Accessed: 8th December 2011 

                                                 
311 Faster – Improvement of lead time through lean manufacturing and lean process work; Better – 

Improvement of quality through prevention of errors; Cheaper – Optimization of cost through improvement 

of productivity and waste reduction.  

http://www.makigami.info/cms/20-keys-kobayashi
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A very important learning from Kobayashi's approach is to keep as much as 

possible balance among the development of the keys and he states we should not develop 

one key without keeping track of the others. (Figure 2) shows us how company need to 

develop all keys, while on the other hand (Figure 3) shows us the wrong approach.  

 

Figure 3: The incorrect way of method development  

 
Note: figure is adapted by authors 

Source: Koch, A. n.d. 20 Keys of Iwao Kobayashi-San. http://www.makigami.info/cms/20-keys-kobayashi. 

Accessed: 8th December 2011 

 

This approach is focused on continuous and sustained improvements and 

development. The main idea is that many small steps are much better than a few large. 

Improvements are introduced in small doses, and will thus be easier for all employees to 

adapt. Author of this approach indicates that improvements are visible and come quickly, 

and after six months results will be permanent. One of the best advantages of this approach 

is that there is always something to improve at all levels at any time. If you increase some 

key, there are some other keys that need to be increased too. Proera, professional education 

and management consulting company from Moldova
312

, presents this approach like a 

revolutionary program for enterprise transformation with those key advantages: a. 

implement best practices to achieve world class, operational excellence; b. achieve the 

strategic goals of the business; c. identify and eliminate all forms of waste (non value-

adding activities) to improve customer satisfaction and market share; d. energize and 

motivate all employees to work towards the achievement of goals; e. improve productivity, 

profitability and the long-term sustainable competitiveness of the business.   

Like any methodology, this method is adapted to the needs of the organization. For 

organizations that seek world-class quality and preservation of competitive position, this 

method is one of the best solutions. It is important to note that in Bosnia and Herzegovina 

this method is not popular yet, and it can be implemented only by using services of 

Deloitte consulting company. 

Research that was provide on the territory of Bosnia and Herzegovina do not 

include implementation of any particularly method or approach which is mentioned, or will 

be mentioned in the work, while it was focused on participation of quality issue among 

companies. But we will see that some questions are directly related to few parts of some 

approaches. At the beginning we tried to determine which of the two marketing mix 

elements (price and quality) is more important for companies. For quality we have: M-W = 

159.000, p<0.05; Mean-rank 'INT' = 26.55; Mean-rank 'DOM' = 19.33). For price: (M-W = 

169.500, p<0.05; Mean-rank 'INT' = 18.98; Mean-rank 'DOM' = 24.44). The medians for 

the first claim are: (Md'INT' = 5; Md'DOM' = 4), while for the second (Md'INT' = 1; 

Md'DOM' = 3). From those results it is obvious, and statistically significant difference 

                                                 
312 For more information see: http://proera.md/consulting/consulting_services/20keys/index.html 

http://www.makigami.info/cms/20-keys-kobayashi
http://proera.md/consulting/consulting_services/20keys/index.html
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proves, that international companies are much more focus on the quality, and at the same 

time domestic companies are oriented to price reduction. Domestic companies’ perhaps 

consider that cost leadership strategy will lead them to business success and help them to 

attract new customers. It is important to notice that 29% of domestic companies believe 

that they can have the best quality and the lowest price at the same time. This is the case 

with only 5% of international companies. On the other hand 38% of domestic and only 

15% of international companies believe that price has a crucial importance in customers 

purchasing process. An even better indicator (Diagram 1), which tells us about the 

dominance of international companies, is that 30% of international and only 4% of 

domestic companies consider that their customers do not pay attention to the price when 

they are making purchase. 

 

Diagram 1: Does the companies believe that the price has a crucial importance during 

the customer purchase? 

 
Source: authors' calculation 

 

 One of the Kobayashi’s pillar keys, with aim to energize workplace, is 

Improvement of team activities. This key can be identified in sales process too. Because of 

that we explored how much companies invest resources in sales education (Diagram 2). 

 

Diagram 2:  The frequencies of external and internal education 

 
Source: authors' calculation 

 

 According to the results present in (Diagram 2), it can be seen that international 

companies often prefer external and internal education once every half year and internal 

education once in fifteen days. Only 15% of international companies do not prefer any type 

of education. For domestic companies is characteristic that two thirds had never use 

external and 38% had never used internal education. 
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4.2.3. Six Sigma in sales 

Six Sigma is a scientific, systematic and statistical approach to business process 

improvement and is considered to be an important business strategy. It was developed by 

company Motorola in 1980s as a methodology to improve manufacturing and quasi-

manufacturing processes and settings (Nakhai & Naves, 2009). The main goal of this 

approach is to cut costs and boost productivity, while provides continuous improvement 

that every company need in today’s turbulent environment. If company want to achieve Six 

Sigma that requires transformation of business processes and organizational discipline. Six 

Sigma goes light years beyond systems selling (the notion of providing clients with 

integrated solutions) and even beyond simple consultative selling. It entails an 

organizational symbiosis between a company and its customers, lining up the two 

organizations' processes (Niemes, J. 1999:39). The same author emphasizes five steps in 

implementing Six Sigma in a sales organization: 

1. Think process – how some organization currently operates how it serves clients and 

how many business functions need to interact with one other. 

2. Forget about silos and stovepipes - implementing Six Sigma principles requires a 

strong team effort inside the organization. 

3. Develop a passion for measuring how well the company is performing - Six Sigma 

is about comparing a company's process outputs to the needs of its customers. 

4. Invest in training and coaching at all levels - putting Six Sigma principles in place in 

any organization requires a significant amount of time and organizational resources. 

Therefore, employee training, coaching, and mentoring are essential. 

5. Senior management must be on the "lunatic fringe" to make this work - a 

company's top management must drive the implementation of Six Sigma. 

 

Everyone has to participate in a Six Sigma effort, and that includes salespeople. Six Sigma 

methods and tools are particularly well-suited to support the development of an 

organization’s global sales capabilities. There are some huge benefits for all selling 

organization if they implement this approach (Hesselschwerdt, P. 2003): 

1. Significant increases in win rates on competitive bids. Applying this to a large 

global industrial company can mean adding billions to the top line as well as 

substantially improving the bottom line. 

2. Improved customer penetration and retention. By systematically identifying 

“critical to customer” (CTC) requirements – the baseline for developing Six Sigma 

improvements – organizations ensure that all processes and activities deliver on the 

known, measurable elements that ensure customer satisfaction. The result is increased, 

customer these and other challenges will be based on an organization’s specific 

situation. 

3. Reduced non-selling time and increased sales force productivity. In many 

organizations, non-selling time can make up more than half of the available time of a 

sales person. Six Sigma techniques focus on identifying and eliminating waste and non-

value adding activities, resulting in significant increases in the time available for key 

selling activities. 

 

Successful implementation and organizational application of Six Sigma methodology have 

been exploding in the last few years. This approach becomes a very good driving force for 

many market oriented companies. Factors influencing successful Six Sigma 

implementation include management involvement and organizational commitment, cultural 

change and continuous training (Sumer, S. 2011:27). Six Sigma can revolutionize an 

organization and it will go deep into its fabric and therefore needs top management drive 

behind it. It must be seen as part of a total approach, and it demands a level of quality 
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competence from the organization before the benefits can begin to be delivered. Quality 

improvement methods such as Six Sigma may be very powerful but they have to be 

directed and need a clear strategy to measure and interpret its customers’ needs 

successfully (Van Iwaarden V.J., Van der Wiele, T., Dale, B., Williams, R., Bertsch, B. 

2008: 6756).  One of the requirements related to Six Sigma in sales, set by 

Hesselschwerdt, is retention or attrition rate of customers. Because of that, we explore the 

rate among observed companies, and present results in (Diagram 3). As we see 90% of 

international companies have attrition rate between 0%-40%, while this is the case with 

only 42% of domestic. Interesting result is that all international companies are familiar 

with their attrition rate, but in the other hand we have 8% of domestic which are not sure 

about the percentage.  

 

Diagram 3: Customers attrition rate 

 
Source: authors' calculation 

 

In further research we include all four elements of marketing mix and test inter 

correlation status among them. With next question we tried to gain a complete picture of 

the capabilities that companies can use on the market and assume perception between 

quality on the one side and other elements of marketing mix on the other. Question was 

composed like four statements where companies were obligated to rate importance level of 

marketing mix element they consider that is most valuable for their customers. Statistical 

correlation among these four parameters we can introduce in text form: Quality – M-W = 

162.000; p = 0.018 < 0.05; Mean-rank ‘INT/DOM’ = 26.40/19.25; Md ‘INT/DOM’ = 

5.00/4.00; Price – M-W = 167.500; p = 0.041 < 0.05; Mean-rank ‘INT/DOM’ = 

18.80/25.52; Md ‘INT/DOM’ = 3.00/3.00; Distribution – M-W = 227.500; p = 0.384 > 

0.05; Mean-rank ‘INT/DOM’ = 21.88/23.02; Md ‘INT/DOM’ = 4.00/3.00; Promotion – M-

W = 202.000; p = 0.185 > 0.05; Mean-rank ‘INT/DOM’ = 24.40/20.92; Md ‘INT/DOM’ = 

4.00/4.00. Arithmetical mean results: Quality: INT=4.70; DOM=4.00. Price: INT: 2.55; 

DOM: 3.25. Promotion: INT=3.70; DOM: 3.83. Distribution: INT=3.75; DOM=3.38. 

These results unambiguously indicate that international companies pay lot more attention 

to quality issue than domestic companies. 

 

4.2.4. Lean management in sales 

For a business perspective the term “lean” is used to describe a philosophy of management 

which involves a set of tools and techniques used to optimize time, assets, and 

productivity, while continually improving the quality of products and services for 

customers (Atkinson, C., Linehan M. 2008:3). Lean is about focusing whole team's efforts 

to increase the value that needs to be delivered to the customers, while eliminating 

uneconomical activities. The shortest definition available in the literature says: “Lean is 
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about doing more for less." Every business function in the company can be developed 

using lean techniques and sales is no different.  

 

Lean approach in different from other approaches in four very important issues (Headrick, 

B. 2011): 

1. First responsibility is to get your costumers to want what they need, 

2. You provide the solution to their pain “just in time” – when they are looking for it, not 

when you are doing a big sales push, 

3. It involves building relationships that mature and develop over time, 

4. It involves low waste activities that are low cost – these activities are measurable, 

repeatable and adaptable.  

 

Womack and Jones (2003) have documented in company after company that lean 

thinking made it possible to significantly reduce the time to make and deliver a product (or 

service), lower costs, and increase the quality and value of what these companies deliver to 

their customers. In fact, they confidently state that “if you can’t quickly take throughput 

times down by half in product development, 75 percent in order processing, and 90 percent 

in physical production, you are doing something wrong.” 

In all lean implementations after some steps focus need to be moved to sales function. 

This is very common in today’s business environment. The process of implementing will 

result with capacity that is freed up, while waste is eliminated. Question is: “What the 

company want to do with the available capacity?” Answer is simple. An organization need 

to use the available capacity to produce and create more value for costumers by doing 

proactive sales activities. This is the main goal for all lean market oriented companies.  

For sales process according Lean Managements politics role of relationships is very 

important. In our research, driven by the idea of linking functions between the customer 

and seller, which is the base for establishing long term cooperation among companies, we 

explored current and expected level of these relationships among companies. We used five 

functions (departments) in the company: Legal, Finance, Accounting, Marketing and 

Purchasing.  

 

Diagram 4: Current and expected relationships level among business 

functions 

 
Source: authors' calculation 

 

Results analysis, presented in (Diagram 4), which are related to the current relationships 

level of linked business function, show that international companies, as opposed to 

domestic, most often have linked legal, finance and procurement business function in the 

selling process. When we talk about accounting and marketing departments, there was no 

statistically significant difference, and we can conclude that both groups of companies 

have similar results. It is interesting that the international companies consider that all 
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departments or business functions should be a maximum involved in the sales process, 

while domestic companies consider this only for marketing and accounting departments.  

 From the all above, especially from an analysis that directly oppose the perception 

of the relation between the price and quality, it is clear that the hypothesis: International 

companies, as opposed to domestic, use quality like differentiation tool for building 

competitive advantages, is finally confirmed. International companies are much more 

oriented towards establishing a high quality system framework through their products and 

services, and they consider that this is the only way they can differentiate themselves from 

their competitors. 

 

5. CONCLUSION 

Today's business environment is very competitive. To be successful, companies need to 

plan carefully and work very hard. One of the keys to a successful business is having 

knowledge of the market conditions and possibilities. Companies often spend copious 

amounts of time and effort developing a business and sales strategy. Current market 

conditions are important when selecting sales strategy because customer needs fluctuate 

depending on a lot of factors. This paper deals with three separate topics, which are 

strongly associated to each other, and highly related with the role of quality. At first we 

analyzed employment supply in four ex-Yugoslavian countries.    

In a turbulent business environment, the natural tendency among business sales 

leaders is to hire more sales representatives, but this is exactly the wrong thing to do. This 

is only short term strategy, and there are few reasons for this theory. At begging new sales 

representatives are new cost centers, and we are not sure about their skills. Like additional 

problem we have unwillingness of companies’ management to invest resources in sales 

team education. This just proves that the companies, in an effort to overcome the 

difficulties of the economic crisis, react quickly and without planning, which leads to the 

creation of even larger problems. Short research had done using information from four 

countries, shows that companies in this area are making this mistake. Companies must 

begin to set long term goals, and plan their activities in accordance with market demands. 

The second part of the paper put the emphasis on the importance of recognition a 

quality as a crucial factor of business development, both for individual companies and 

entire economies. ISO Standard is not a guarantee of success anymore. Measuring the 

intensity of ISO Standard we sow that Bosnia and Herzegovina ranks highly sixth place 

among thirty-two countries. This is a very good result, but domestic companies need to 

improve and upgrade their quality system if they intend to be competitive on the global 

market. 

At the end we presented few approaches for quality improvement and provide the 

results of research done on the territory of Bosnia and Herzegovina. Approaches are 

observed quite closely, just in the area of sales function, and we linked them with the 

results obtained from own research. It is evident that there is lot of options for companies, 

and global picture of quality perception is also available. After all of this we come to 

conclusion that companies have a great opportunities for improvement, that lot of issues 

need to be improved, and they need, as soon as possible, to recognize the values and 

elements that need to be developed. Steve Jobs once said: "Be a yardstick of quality. Some 

people aren’t used to an environment where excellence is expected." 
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Nowadays, in knowledge based economy, traditional education system is not enough to 

provide specific knowledge, skills and abilities to employees, important for achieving 

company's competitiveness.  For that reason, contemporary enterprises have become large 

education institution with huge investments in their employees education. If the 

assumption that investments in education programs are imperative for the enterprises 

which striving to achieve competitiveness goals is accepted, the main question is how to 

measure the effects of such investments. There are different models of evaluation but 

Kirkpatrick’s and model developed by Phillips are the best known. Kirkpatrick set up a 

model of four levels evaluation: Reaction, Learning, Behavior/Knowledge transfer and 

Results. Later, Phillips developed this model adding ROI evaluation as well as measuring 

intangible benefits. Forth level of Kirkpatrick's model is an attempt of connecting the 

business goals with goals of training by measuring real benefits of employees’ education 

for the company. But, Phillips ROI model compares costs and benefits of training in 

money values by calculating ROI indexes. Selected model or level of evaluation depends 

on the final goals of training/education. The aim of this paper is to analyze the relation 

between competitiveness goals as the effects of employees education programs and the 

models of such the programs evaluation. Besides, this analyze try to find the best way of 

these models application within the enterprises in Bosnia and Herzegovina.  

 

Keywords: employees, education, effects, evaluation, models 

JEL classification: O15, M53 

 

1. Introduction 

 

The evaluation of educational programs means a process of collecting data in order to 

analyze the effectiveness and benefits of implemented programs as a result of investments 

in employee training for both, the trainees (employees) and the companies. Nowadays, in 

developed economies, huge companies invest millions of dollars
313

 for the purpose of their 

employees education and the questions concerning the viability of these investments are 

completely reasonable. The main question is whether these investments have the expected 

effects and how to determine and measure the results of investment in education. The 

answering this question is the real essence of the evaluation process. There are two 

different aspects of evaluation: formative and summative. While the formative evaluation 

is focused on the actual process of training or performance improvement, the summative 

                                                 
313 Jetter W., Kirbach C., Wottawa H.: Der Wert der Weiterbildung, Harvard Business Manager, June, 2005, 
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evaluation involves focusing on the final product or result of this process.
314

 The main arguments 

in favor of the training evaluation are: to validate training as a business tool; to justify the costs 

arising from training activities; to help in improving the design of training; to assist in the 

selection of training methods.
315

 The purpose of this paper is to present the best known models 

and analyze the possibilities of its application in bh. enterprises. A carefully designed 

questionnaire, consisted of 43 questions was used as the research instrument for gathering data. 

Mostly managers of human resources responded but, in few cases, finance managers or top 

managers fulfilled the questionnaire. Enterprises included in this research (35 enterprises) are 

geographically dispersed, different by size, property and industry belong to. The data processing 

was undertaken by using the appropriate statistical methods and SPSS and Excel computer 

programs.  

 

2. Models for measuring the effectiveness of educational programs – Theoretical 

background 

 

There are different models of educational programs evaluation but Kirkpatrick's model and 

Phillips model, later, are the best known and the most suitable for application. 

 

2.1. Kirkpatrick's model  

 

Donald Kirkpatrick developed one of the most popular methodologies for measuring the 

effectiveness of training.  This methodology involves four levels of measurement: 

a) Reactions; According to this model the first level of measuring the effectiveness 

of educational programs measures the reactions of the participants using a questionnaire, 

so called happy sheets that participants should complete at the end of program and the aim 

is determination their level of satisfaction with the implemented program. At this level 

students respond if they like the program, whether they are satisfied with the manner of 

presentation, etc. The analysis at this level serve as input to the organizers and 

administrators of training to make decisions about the continuation of the program, change 

the content, methodology, etc. This level of evaluation is suitable for all education 

programs. In order to obtain better results of the analysis at this level, it is desirable to 

define what we want to know, design a form that will quantify reactions, encourage written 

comments and suggestions, try to get a comprehensive response at the moment, get honest 

answers, develop acceptable standards, measure reactions according to that standards and 

take appropriate action and analyze the reaction in an appropriate manner. 

b) Learning; This level measures changes in knowledge, skills and attitudes by 

using pre-tests and post-tests. It is important to emphasize that learning at this level does 

not translate necessarily into the application to work. Measuring the effectiveness of 

training on this level is important since it gives an indication about the extent of change 

against the goals of learning. Achieving the learning objectives is important because it is 

not possible to expect changes in the behavior of students if learning did not reach certain 

effects. Answering the questions of what has been learned, what skills are developed or 

improved, which attitudes have changed and so on, the evaluation at this level provides 

critical inputs for designing programs. At this level of measurement the participants must 

demonstrate learning outcomes which provides training managers more convincing 

evidence on the effectiveness of training. 

                                                 
314 Martin Schmalenbach: Training Evaluation, http://www.cedma-europe.org/newsletter%20articles/TrainingZONE/ 

Training%20Evaluation%20(Jan%2005).pdf 21.10.2010.; 

Rajeev P., Madan M.S., Jayarajan K.: Revisiting Kirkpatrick's model – an evaluation of an academic training course, 

Current Science, Vol. 96, No. 2, January, 2009, p. 272 
315 Shephard Clive: Evaluating on-line Learning,  www.fastrak-consulting.co.uk 23.10.2009; Huang Yen-Hsin: 

Assessment of Return on Human Resource Investments: Phillips, Stone and Phillips's ROI Process Model Perspective, 

European Journal of Social Science –Volume 20, Number 3, 2011, p. 443 
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c) Behavior/Knowledge Transfer; This level measures the impact of training on the 

job, i.e. the transfer of skills, knowledge and attitudes to work, it contains answers to the 

question of what happens when a participants complete the training course and return to 

work, what changes occur in their behavior on the job as a result of attending the training 

program. At this level, it is possible to observe and determine the actual change. The level 

of Behavior is more complicated than the previous two levels because it is difficult to 

identify the key causes of sub-optimal behavior. In addition, it is difficult to define 

standards that can be used for measuring the application of learning and the question 

whether any changes in behavior can be attributed to training (or some other factors) can 

always be asked. This level of evaluation gives some indication concerning the training 

reflection on the job related to costs, quality, time, and productivity. 

d) Results; According to Kirkpatrick, this level of measurement of training program 

efficiency could be the most important and the hardest at the same time. This level measures the 

specific impact of training on the broader organizational goals of efficiency (performance). The 

level Behavior identifies the extent to which the individual training is transferred to the job while 

the level Results measure the overall contribution of training to organizational goals. The 

advantages of the fourth level of measurement are reflected in determining the outcomes of 

training and its connections with business goals. At this level, benefits for the company are 

measured such as production growth, reducing the number of accidents at work, increase 

productivity, improving products and service quality, customer satisfaction, employee 

satisfaction, costs control as results of implemented educational programs. 

 

2.2. Phillips ROI model  

 

Jack Phillips developed the ROI model of measuring the effectiveness of training, even 

though Kirkpatrick gave some clues to create this level of measuring earlier by designing a 

fourth level (Results) of his model, linking training results to business objectives. 

Measuring the monetary impact of training on business results has become very important, 

so that there was a need to introduce another level of measurement as an attempt to 

develop Kirkpatrick's model and adapt it to modern business conditions. 

Phillips ROI methodology is a comprehensive approach for measuring the 

effectiveness of training that begins with planning the project, and then goes on techniques 

for collecting data and its analysis and finally, ends with a final report. In compares with 

the conventional financial ROI, as the ratio of earnings and investments, ROI for learning 

and development takes into account earnings as net benefits from education programs 

(monetary difference between benefits and costs of the program) and investments as the 

real costs of the program. In this calculation certain problems could occur related to 

calculating the monetary values in a credible manner. The hardest and most challenging 

work is the isolation the effects of educational programs from other factors. Sophisticated 

and reliable processes include control groups, trend lines analysis, forecasting models, the 

estimates of experts who seek to allocate the amount of data directly related to programs or 

projects. If the data based on estimates, it must be adjusted for any possible errors. The 

overall costs are collected to reflect the direct and indirect costs of the program. Monetary 

benefits and costs are compared with the purpose of calculation the actual ROI indicators. 

Intangible benefits are identified through the process and are represented after the attempt 

of its conversion to monetary values. If the intangible elements can not credibly convert 

into cash value at a minimal cost, they are left as an intangible measures (indicators). 
316

 

ROI model can be compared with the Balanced Scorecard model. ROI process 

generates six types of data: reaction, learning, application/impact, business impact, ROI 

and non-quantifiable benefits. Balanced Scorecard model (which was developed by Robert 

                                                 
316 J. Phillips: The Myths and Mysteries of ROI, p.5, 
http://roi.pcmac.org/websites/ROIInstitute/ROIInstitute/Default.asp?DivisionID='297' 07.05.2010. 
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S. Kaplan and David P. Norton Harvard Business School and published 1996.) proposes 

four categories of data: learning and growth, internal business processes, finance and 

consumers/customers. Data created in the ROI methodology can be grouped into one of 

these four quoted categories. In addition, the ROI process adds two additional capabilities 

that the Balanced Scorecard model does not contain: it provides a technique for isolating 

effects of the program and shows the relationship between costs and benefits for a single 

program or initiative. ROI can be used in two ways: 

- to justify a planned investment; 

- to evaluate the extent to which the return has made. 

ROI model may create a problem of converting data into the monetary indicators. Data can 

always convert into the money values, but the key question is the credibility of its 

conversion. Sometimes it is not possible to convert such measures like technology 

leadership, conflict management and teamwork into the cash values. Therefore such 

measures are presented as the intangible values. 

ROI model is not suitable for cheep and mandatory education programs. This model is 

the most convenient to use for applications with very long life cycle, very closely 

connected with the operational decisions and strategic objectives, which are very 

expensive, highly visible and have a large target audience. In most organizations, only 

about 5-10% of the programs are determined each year for the ROI analysis.
317

 This 

percentage is slightly higher by Frances L. and amounts to 10-20% of all training 

programs.
318

 Application of ROI model for the evaluation of educational programs is the 

most appropriate at the very beginning of programs or ongoing programs. Any delay in the 

evaluation makes a data collecting difficult or studies will be exacerbated by the poor 

quality and insufficient quantity of data. 

Phillips ROI methodology is focused on process improvement and doesn't serve as a 

tool for evaluating performance of staff in the human resources department (staff 

responsible for learning and development). This means that the ROI methodology 

determines how program is good and can be supported and strengthened if it is efficient or 

adapted and redesigned if it is not. 

 

The main indicators of ROI include the following indicators: 

- BCR (Benefits Costs Ratio); 

- ROI % (Return on Investments); 

- Payback period (payback period). 

 

BCR, as probably the most important of these indicators, represents the relationship 

between the monetary value of benefits and costs of training. To calculate this indicator as 

a measure of training efficiency designated as a benefit-cost ratio (Benefits Costs Ratio - 

BCR), the following expression is used: 

BCR=
Costs Program Total

BenefitsMonetary  Total
 

 

BCR greater than 1 indicates a positive ROI, less than 1 a negative ROI but equal to 1 

indicates a breakpoint. For example, if BCR = 2.5, this means that every units invested in 

the cost of the training program brings 2.5 units in return. In addition, to measure the 

                                                 
317 Abudi G.: Using Return on Investment to Evaluate Project Management Training, PMI  

Global Congress Proceedings – Denver, Colorado, USA, 2008, http://www.ginaabudi.com/articles/  

20.03.2012. 
318 Frances Lilly: Four Steps for Computing Training ROI, 

 http://www.vancouver.wsu.edu/fac/seitz/trainingroi.doc 23.04.2010. 
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effects of training, Phillips ROI model is used and it is also based on the relation between 

monetary expressed benefits from training and expenses of its organization, but this 

indicator is expressed in percentage. For this purpose the following expression is used: 

 

% ROI = 100
Costs Program Total

Benefits ProgramNet 
  

 

Although the ROI is much simpler than BCR, BCR indicator is frequently used as an 

indicator of the financial ROI of training because the percentage ROI is usually badly 

interpreted. 

Payback period is also used as a measure of the training effects and it is calculated 

on the basis of the following expression: 

 

Payback Period = 
BenefitsMonthly 

Costs Total
 

 

Payback period shows how many months (or other periods) are required to achieve the 

breakpoints of investment, followed by a positive return. The lower the value of this 

indicator (e.g. only a few months) encourages management to invest in employee training. 

ROI, as a measure of training effectiveness, measures the financial benefits that the 

organization has achieved during the specified period of time as a return on investment in 

the training program. ROI indicates the extent to which the benefits (output), resulting 

from training, exceed the costs of training (input). ROI can be used to justify the proposed 

investment and as evaluation of the extent the preferred return achieved. 

The costs of training programs include the costs of designing and development 

programs, costs of promotional programs, administrative costs of administration hours 

required per participant, direct administrative costs per student (registration costs), costs of 

teaching staff, costs of materials, costs of capacities, costs of the participants, cost 

evaluation. Benefits of training programs concern the work savings, the increase in 

productivity, cost reductions and other forms of income generation. 

 

2.3. A critical review of models for measuring the effectiveness of educational 

programs 

 

Today it has become a cliché to say that people are most valuable organizational asset. 

However, spending money in "human capital" development is still regarded as a cost rather 

than as investments. However, it is necessary to change the approach and begin to analyze 

the training programs as well as capital investments. For this purpose, it is possible to 

apply the ROI model. Some studies have shown that approximately 20-25% of 

organizations accepted the ROI model as a mean of measuring, while the other 78% of 

organizations planning to implement ROI in the near future.
319

 According to Kirkpatrick, 

the largest part of this gap is caused by myths and misunderstandings applying ROI 

methodology to the human potential. Kirkpatrick's model is the best known but rarely fully 

implemented (usually ends up on the first level (reaction participants) using the so-called 

"happy sheets" or "smiles tests") despite the widespread interest in using higher levels 

Kirkpatrick's model or calculating ROI and the availability of tools to calculate these 

indicators. This may be the reasons: interest in evaluating the training is not true, the cost 

of training evaluation are of greater importance than the possible benefits or interest to 

evaluate the effects by trainers only could be the reason of its insufficient usage. In his 

                                                 
319 J. Phillips: The Myths and Mysteries of ROI, p.5, http://roi.pcmac.org/websites/ROIInstitute/ROIInstitute/ 

Default.asp?DivisionID='297 07.05.2010. 
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book, Evaluating Training Programs: The four levels, Kirkpatrick says that the high costs 

and greater efforts in measurements at higher levels of evaluation scales are the argument 

what for 95% of the training program is evaluated on the first level, and only 5-10% at the 

fourth level.
320

 

After the introduction the ROI indicators of evaluation, there were negative 

reactions because the term ROI is associated with the world of finance, although there was 

affection of the owners and managers to the implementation of this level of measurement. 

Many education programs prove to be useful for employees but it is very difficult to 

quantify the measures in financial terms. Analysis the results of employees education 

focused solely on the input values, i.e. the costs incurred, the expenditure for education per 

employee, etc., while the results or benefits of educational programs are difficult to 

determine or do not measure at all.
321

 Data collection and analysis can be expensive and 

may require considerable time, so most organizations calculate the value of training using 

data collected at previous levels. These calculations are based on numerous assumptions 

and estimates, the lower the level of evaluation, the greater the use of estimates and 

assumptions, so the results should be taken with caution. 

Frances Lilly proposes some suggestions for improving the ROI of training.
322

 HR 

managers can improve the actual ROI of training taking into consideration the following 

suggestions: 

- understand that the work requirements may change during the lifetime of the project. the 

longer the time required by the project, the greater the likelihood that changes will happen. 

- use the experience of senior managers and employees in assessing the results of training; 

these estimates require a little math and a lot of experience. 

- anticipate and plan defects that may occur; it is necessary to realistically work with 

unexpected events and surprises.  

- control costs and monitor any deviation of estimated or budgeted costs; quick action or 

adjustments may enable HR managers to reduce costs and keeps the project within budget. 

- balance short and long term goals; the pressure to achieve short-term financial 

performance may cause the limitation of funds available for investments in growth 

opportunities such as developing employees for future roles. 

- provide support to managers and supervisors; effective training depends on three 

individuals: a coach, student and the supervisor/manager (all of them have to agree with 

expected results as well as time and method of measuring these results). 

- connect initiative for training with strategic business plan; training should improve 

organizational competitive edge that can be efficiency, service of first class or creativity and 

innovation. 

- track the costs of employees training with the aim of career and succession planning. 

 

Human resources function has shifted the emphasis from the role of "keeper and 

distributor of information about people" to a much greater role "to develop people and rise 

productivity." The benefits of training must be greater than its costs. Training should 

ultimately improve the profitability of the organization. Reducing the training in order to 

save money is like stop the clock to save time. 

                                                 
320 Martin Schmalenbach: Training Evaluation,  http://www.cedma-

europe.org/newsletter%20articles/TrainingZONE/Training%20Evaluation%20(Jan%2005).pdf 21.10.2010 
321 Similar researchs with similar conclusions were undertaken 2005. by Jetter-HR-management-Consulting 

group with the sample of 20 Dax companies and 2008. with 58 bh. companies by Rahimić Z. And Resić E.; 

Jetter W., Kirbach C., Wottawa H.: Der Wert der Weiterbildung, Harvard Business Manager, June, 2005, p. 

45-55; Rahimić Zijada, Resić Emina: Continual Education of Employees in Order to Strengthen Competitive 

Position of B-H Companies, Colection of Papers, No. 28, pp. 290-308, School of Economics and Business, 

Sarajevo, 2008 
322 Frances Lilly: Four Steps for Computing Training ROI, 
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The reason for the failure of the evaluation of training is the lack of other important 

factors support (training of participants, their managers, senior managers) in organizations 

in which and for which training is designed.
323

 For this reason it is desirable to apply the 

approach based on interest groups. Under this approach there are several groups within the 

organization that have a particular interest in training that takes place in the organization 

and any effort to form, develop, deliver and evaluate must take into account the needs and 

demands of these stakeholders or the results of each further evaluation will be under the 

following expectations. According to Freeman, stakeholders are individuals and groups 

within and outside the organization who have interest in, have or claimed a share of capital 

in the organization and are very interested for organizational operating results.
324

 Fred 

Nichols defines stakeholders as individuals or groups with an interest in ventures success, 

and without whose support these ventures will fail.
325

 Interest groups are composed of 

people with an interest in the efforts to succeed, they expect to get something out of the 

enterprise but it is also important, stakeholders must enter something in the enterprise. 

Using formal language of organizational theory, interest groups exchange contributions 

and incentives (inducements). 

In other words, according to this approach of interest groups each organization, 

profit or nonprofit, public or private uses and depends on multiple factors (customers, 

employees, investors). Incentives should be at least equal value or exceed the value of 

contributions, i.e. from the perspective of interest groups what they receive should be of 

equal or greater value than what they give/contribute. On the other hand, from the 

perspective of the organization, what the organization gets in the form of contributions 

should be of equal or greater value than what is offered in the form of incentives. For this 

reason, all the members are organized in some kind of relationship. In the described 

association does not provide incentives equal to or greater than what is provided in the 

form of contributions to/what is expected of them in the form of contributions, they leave 

the relationship. That is the reason of leaving this relationship by employees, customers, 

suppliers and also, the reason of training departments elimination from time to time i.e. 

that is not perceived as the departments that contribute or add value (contribution) equal to 

or greater than their costs (incentives) are. 

 

3. The possibility of applying the methods of educational programs evaluation in bh. 

companies 

 

The characteristics of presented models above indicate that there is certain kind of relation 

between selected evaluation measures and the final results of education concerning the 

competitiveness. Having in mind all written previously, the following hypothesis was set: 

 

H: The results of continuous learning are directly related to the applied methods of 

evaluation of educational programs  

 

In order to test this hypothesis, a carefully designed questionnaire, consisted of 43 

questions was used as the research instrument for data collecting. The questions 

concerning this hypothesis are designed according to presented models of evaluation in 

previous chapter. Mostly managers of human resources responded but, in few cases, 

finance managers or top managers fulfilled the questionnaire. There are 35 bh. enterprises, 

                                                 
323 Nickols Fred: A Stakeholder Approach to Evaluating Training,  http://www.nickols.us/stakeholder.pdf  

21.05.2009. 
324 Šunje Aziz: Top menadžer, Tirada, Sarajevo, 2002, p. 216 
325 Nickols Fred: A Stakeholder Approach to Evaluating Training,  http://www.nickols.us/stakeholder.pdf  

21.05.2009. 
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geographically dispersed, different by size, property and industry belong to, included in 

this research. The structure of this sample is presented in following table. 

 

Table 1. Structure of the sample according to characteristics of enterprises 

 

Characteristics of 

enterprises 

Structure of the sample 

Industry Production: 13 enterprises (37%); Trade: 6 enterprises 

(17%); Services: 16 enterprises (46%); 

Company size Small: 19 enterprises (54%); Medium 9 enterprises 

(26%); Large: 7 enterprises (20%); 

Property of enterprises Property of state: 4 enterprises (11%); Domestic 

private property: 24 enterprises (69%); Private 

property from abroad: 7 enterprises (20%); 

Source: designed by authors 

 

Appropriate statistical methods such as descriptive statistics and correlation 

analysis were used. The data processing was undertaken by using SPSS and Excel 

computer programs. The relationships examined are those between various methods of 

measuring the effects of educational programs and the characteristics of competitiveness as 

the ultimate goals of educational programs (new product/service, improving the quality of 

products/services, sales growth, penetrating a new market, customer loyalty, and costs 

reduction). Types of evaluation measures are divided into the two groups: first, measures 

concerning the results of educational programs (outcomes) and second, those concerns the 

measurement of input values, primarily the cost of additional education. The statements 

presented in following tables are reflecting the Kirkpatric's and Phillips model of 

evaluation. The frequency of application of these types of evaluations was evaluated on a 

scale of 1 to 5 (1 - never used, 2 - not used, 3 - undecided, 4 - used occasionally, 5 - 

regularly used). The goals of education (set as appropriate statements) were evaluated on a 

scale of 1 to 5 (1 - strongly disagree, 2 - disagree, 3 - neither agree nor disagree, 4 - agree, 

5 - absolutely agree).  

Concerning the methods related to measurement of output indicators, the highest 

scores have following methods: productivity rise, quality improvement and monitoring of 

satisfaction and motivation of employees as presented in Table 2. 
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Table 2. Methods of evaluating educational programs in bh. enterprises/outputs 

 

Type of evaluation of education and 

development/output 

Grade of 

usage 

frequency 

Percentage of organizations 

that apply certain 

evaluation type 

never used 
regularly 

used 

Test of the participants satisfaction with 

educational programs (happy sheets) 3,20 3% 13% 

Test the knowledge of participants after the 

education programs 3,47 3% 17% 

Measuring changes in employee behavior 3,43 3% 17% 

Measuring changes in the employees attitudes 3,40 3% 13% 

Monitoring the growth of production as a result 

of employees' education 3,57 7% 23% 

Improving the quality of products and services 

as a result of employees' education 3,83 3% 33% 

Monitoring productivity as a result of 

employees' education 3,87 3% 30% 

Monitoring customer satisfaction as a result of 

implemented educational programs 3,73 3% 30% 

Measuring the amount of cash savings as a 

result of education and development 3,63 3% 20% 

Measuring the increase of employees creativity  3,47 3% 17% 

Measuring the increase in motivation and 

retention of employees in the organization 3,73 3% 27% 

Measuring return on investment in education 

and development 3,43 3% 17% 

The average for all types of evaluations 3,56 - - 

Source: designed by authors 

 

Although, the methods of educational programs evaluation were measured on the 

scale of 1 to 5, which indicates the frequency of application of certain types of evaluation, 

these results could be interpreted as the perception of respondents about the importance of 

applying the above method, since the determination and control the effects of implemented 

educational are very complex process that requires a systematic approach especially if the 

output criteria are used.  

Regarded methods of evaluation of educational programs in terms of inputs criteria, 

measuring the total costs has the highest score, the frequency of its application is the 

highest then followed by measuring the cost of certain educational programs and 

measuring the amount of the annual cost per employee as presented bellow in Table 3. 
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Table 3. Methods of evaluating educational programs in bh. companies/inputs 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: designed by authors 

 

Looking at the methods of evaluation in both groups, measurements of total costs 

has the highest average rate (4.10). Comparing the two groups of indicators, it is noticeable 

that the grades of educational programs evaluation methods from the viewpoint of input 

criteria are higher and it is mainly based on the calculation of costs. 

The correlation between the particular methods of evaluation (presented in tables 

above) and the characteristics of competitiveness as the final goals of employees education 

were analyzed by calculating the correlation coefficients (Spearman) between the grades of 

these variables.
326

 Following characteristics of competitiveness as the aim of employee’s 

education are considered: new product/service, quality of product/service improvement, 

sales increase, new markets, customer loyalty, and costs reduction. These elements were 

evaluated using the frequency scale from 1 to 5 (absolutely disagree, disagree, undecided, 

agree, and absolutely agree) indicating the importance of education in achieving previously 

mentioned elements of competitiveness. The cart bellow shows this average grades and it 

could be noticed that the grade of quality of products/services improvement as the results 

of employees education is the highest (4, 61). 

                                                 
326 The correlation coefficients were calculated by using SPSS program for procesing the colected dana.  

Type of evaluation of education 

and development / inputs 

Grade of usage 

frequency 

Percentage of organizations 

that apply certain type of 

evaluation 

 

not used

  

regularly 

 used 

Measuring the total costs of 

education 4,10 3% 37% 

Measuring the costs of certain 

programs of education and 

development 3,93 7% 27% 

Measuring the percentage of the 

costs of education and development 

in relation to total revenue 3,67 13% 20% 

Measuring the costs of education and 

development in relation to operating 

expenses 3,47 20% 20% 

Measuring the amount of the annual 

costs of education and development 

per employee 3,80 10% 27% 

Measuring the total number of hours 

employees spend in the process of 

further education 3,63 10% 13% 

The average for all types of 

evaluations 3,77 - - 
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Chart 1. The aims of employees education 

 

4,06

4,61

4,23

4

4,16

4,16

1 2 3 4 5

New product/service is a result of investments in

employee education 

Products/services quality improvement is a result

of investments in employee education

Sales increase is a result of investments in

employee education 

New market is a result of investments in employee

education 

Customer loyalty is a result of investments in

employee education 

Costs reduction is a result of investments in

employee education in long term

 
Source: designed by authors 

 

As the main effect of employee education, the greatest number of analyzed 

enterprises quoted quality of product/service (99% (38% agreed; 61% absolutely agreed), 

then sales increase and costs reduction as well as the loyalty of customers. 

Analyzing methods for measuring the effects based on output values (output 

criteria) and its correlation with the goals of education presented in chart above can be 

concluded that there is a significant correlation between the variables of a new product 

/service and the variables related to the measurement of changes in behavior (ρ = 0.412) 

and change attitudes (ρ = 0.458) and weak connection concerning the increase in 

motivation and retention of employees (ρ = 0.364). This relationship can be interpreted that 

greater orientation to new product/service means the increasing importance of measuring 

changes in behavior, attitudes and motivation of employees. Then, there is a significant 

correlation between the variables improving the quality of products/services and almost all 

variables related to measuring the effects of education. The correlation coefficients were 

highest between the variables improving the quality of products/services and variables that 

indicate the level of participants satisfaction with educational programs (happy sheets) (ρ = 

0.455), measuring the increase in employee creativity (ρ = 0.546 with a risk of 1%), 

measuring the increase in motivation and retention of employees (ρ = 0.695 with a risk of 

1%), and measuring return on investment in education and development (ρ = 0.521 with a 

risk of 1%). 

From the above, it could be concluded that if the company gives more importance 

the quality as a characteristic of competitiveness and as the final goal of further education 

of employees, then the greater importance has the measurement of these values as the 

results of educational programs. Since most of the analyzed bh. companies are oriented to 

quality improvement, these methods of measuring the education effects are the right 

methods for application. The level of knowledge after the education and development, 

changing the attitudes of employees, the measurement of growth rate as a result of 

employees' education, improving the quality of products and services as a result of 

education employees and determining the amount of cash savings as a result of education 

and development are the variables that shows a weak correlation with the variable 

improving the quality of products/services. 

Sales growth as a characteristic of competitiveness shows a weak correlation with 

the variable related to the testing of knowledge after training (ρ = 0.374) and significant 
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correlation with variables related to the measurement of enhancing creativity (ρ = 0.423) 

and measurement of motivation and retention of employees in the organization (ρ = 0.420). 

These observations lead to the conclusion that companies expect sales growth as the final 

results of the educational programs, pay more attention to encouraging creativity and 

motivation in compares with other elements. 

Penetrating a new market shows small correlation with the variable that indicates 

the changes in employee attitudes (ρ = 0.366) and significant association with variables 

related to the amount of cash savings (ρ = 0.504), increasing creativity (ρ = 0.657), 

motivation and retention of employees (ρ = 0.519) (all correlation coefficients are analyzed 

with a 1% risk). These indicators suggest that the company focused on education of 

employees with the purpose of new market penetration, gives greater significance of 

fostering creativity and motivation of employees and the measurement of financial savings 

that result from undertaken training programs. Customer loyalty shows a correlation with 

the variable that indicates the measurement of increasing creativity of employees (ρ = 

0.420). It is interesting to note that the variable cost reduction does not show significant 

correlation with any other variable that indicates the method of measuring the effects of 

educational programs as the output criteria. From the above it can be concluded that the 

companies focused on reducing operating costs does not give any importance to measuring 

the effects of education as output criteria. 

Examining the methods of evaluation based on input values (input criteria) it could 

be seen that there is a significant correlation between the variables of a new 

product/service and the variables that represent measurements of the annual amount of the 

costs of education and development per employee (ρ = 0.519 with risk of 1%) which 

means that companies that set developing a new product as education objectives, give 

greater importance to measuring the annual cost of education per employee. Correlation 

between variable costs reduction and variable that refers to the measurement of the total 

cost of education (-0.406) is significant at the 0.05 level but the coefficient is negative, 

which means that companies that set long-term reduction in operating costs like education 

goal, give less importance to measuring the total cost of education. 

The existence of a correlation between the characteristics of the competitiveness as 

the final goals of employees’ education and certain methods of measuring the effects of 

educational programs confirms the hypothesis that the results of continuous learning 

directly related to the applied methods of evaluation of educational programs. However, 

since there is a noticeable lack of correlation between certain pairs of variables based on 

the responses in this research related to the evaluation process, it can be concluded that the 

companies included in the survey are not entirely know how to measure the effects of 

implemented educational programs.  

Measuring effects is not easy because of lack of feedback from employees or 

management, difficult setting up the connection between causes and consequences 

(investments and effects), indefinite criteria, postponed effects of training and so on. The 

reason also could be intertwined effects of education with the effects of other factors. 

Besides, the human potential is specific resource, it is important to make a balance between 

employer and employees through participation of both sides in process of decision making 

about development and promotion. It is necessary in order to protect the investments and 

prevent fluctuation of well educated employees. 
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4. Conclusion 

 

Investments in education programs are imperative for the contemporary enterprises 

focused on achieving of competitiveness goals but the reasonable question is how to 

measure the effects of such investments. The presented models of educational programs 

evaluation are the best know in theory and practice concerning the employees education. 

Kirkpatrick set up a model of four levels evaluation: Reaction, Learning, 

Behavior/Knowledge transfer and Results with an attempt of connecting the business goals 

with goals of training through forth level of model. Later, Phillips developed this model 

adding ROI evaluation as well as measuring intangible benefits. Phillips ROI model 

compares costs and benefits of training in monetary values by calculating ROI indexes. But 

most of the contemporary companies used to apply the Kirkpatrick's evaluation model at 

its first stage only, but lower levels of Kirkpatrick’s model are enough if the goal is change 

of behavior or measuring of satisfaction by the education program. If the goal is 

improvement of products/services quality, developing new product, new market etc. it is 

more suitable to apply ROI model.  

This paper was the attempt of making clear these models and the possibilities of its 

application in bh. enterprises. The statistically processed data shows that the correlation 

between the organization goals as final goals of employee education and selected 

evaluation model exists confirming the hypothesis that there is connection between the 

organization goals and measuring education effects although some pairs of variables show 

the weak connectivity or there is no significant correlation.  

There were certain restrictions of this research such as lack of integral feedback 

from employees or management. It is also difficult to define the connection between causes 

and consequences (investments and effects) and set up the appropriate criteria of 

evaluation. Besides, the effects of training are usually postponed make them hardly visible. 

The reason of evaluation difficulties also could be intertwined effects of education with the 

effects of other factors. The results of research indicate the need of measurement the 

effects of employee education programs in order to protect the investments in human 

resource and prevent fluctuation of well educated employees. As a specific resource, 

human potential require certain balance between employer and employees by participating 

of both sides in process of decision making about development and promotion.  

The results of this research could serve as the base for new research focused on 

development of new evaluation instruments based on output criteria including the 

identification of such criteria and measuring the intangible benefits as the main added 

value today. 
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Abstract 

Information systems are complex artefacts whose technical and social components ask for 

long development cycles in which end users and decision makers sometimes do not 

immediately see the value. Such scenario could be seen in implementation of any kind of 

information system, but especially in implementation of large scale public sector 

information systems that in addition to software development and implementation involve 

rather complex sector reforms (e.g. health information systems, social protection registries, 

education information systems, etc.). Sometimes both managers and engineers “do not 

have time for slow and systematic development” and are looking for solutions that can 

produce value in short term and with small investment – so called “quick wins”.  

The value of information systems quick wins has been recognized in both business and IT 

communities in many contexts. Some key business services could be “fixed” without 

investing into strategic developments, providing much more value in comparison to 

development efforts, a quick win can increase the confidence into development team, small 

and focused efforts are more agile in responding to ever-changing business requirements, 

and probably most important for long-term complex systems development, smartly 

positioned quick wins can produce regeneration scheme reinforcing the support, 

investment and incentives for the information system implementation.  

However, practitioners are faced with some challenges related to the quick win approach 

that do not sound that good: sometimes quick wins are really not so “quick”, asking for 

considerable efforts without strategic impact, some quick fixes generate actually more 

efforts for their long-term consolidation, systemic methodologies of incremental delivery 

are sometimes mixed with a series of quick wins which can lead to methodological mess 

and “slow but certain failure”, etc.  

In this paper we are looking for specific cases of quick wins that produced the positive 

reinforcement effects and became the true assets of an information system development, 

but also for quick wins that proved to be not so successful, especially in terms of an issue 

that we consider probably the major pitfall in quick win approach – when quick win gives 

the illusion of “strategic solution” and actually stops further development. 

 

Keywords: quick win, information system, ISDM, human development, public sector 

JEL classification: JEL: M15 
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1. Introduction 

 

One of the project management mantras are so-called quick wins – getting quickly 

“tangible results, even modest, that prove that the choice is right, the promise deliverable 

and that’s worth scaling up” (Duperrin, 2011).  The importance of quick wins has been 

emphasized in various approaches in project management, business development and 

information systems development.  

Probably the most referenced theory related to use of quick wins is Kotter's 8-Step 

Change Model (Kotter, 1996). Kotter is using quick wins systematically as one of the 

stages in Eight-Stage Process of change management (stage 6):  

1. Establishing a Sense of Urgency  

2. Creating the Guiding Coalition  

3. Developing a Vision and Strategy  

4. Communicating the Change Vision  

5. Empowering Employees for Broad-Based Action  

6. Generating Short-Term Wins  

7. Consolidating Gains and Producing More Change  

8. Anchoring New Approaches in the Culture 

Stage 6, generating short-term wins, is considered extremely important for the 

model. As summarized in one of the MindTools™ articles (MindTools™, 2012), “nothing 

motivates more than success. Give your company a taste of victory early in the change 

process. Within a short time frame (this could be a month or a year, depending on the type 

of change), you'll want to have results that your staff can see. Without this, critics and 

negative thinkers might hurt your progress”. 

To emphasize the importance of short-term wins in implementing long-term vision, 

in his classic “Leading Change”, Kotter starts with description of a case of charismatic 

leader (a division general manager) who started inspiring business transformation process 

yet failing to finish it for being fired in the middle of the process. The story identifies that 

“the worst mistake was that insufficient attention was given to short-term results. People 

became so caught up in big dreams that they didn’t effectively manage the current reality.” 

(Kotter, 1996: Kindle Locations 1784-1785). He also explains further that “by putting 

almost no emphasis on short-term results, he didn’t build the credibility he needed to 

sustain his efforts over the long haul. Major change takes time, sometimes lots of time. 

Zealous believers will often stay the course no matter what happens. Most of the rest of us 

expect to see convincing evidence that all the effort is paying off. Nonbelievers have even 

higher standards of proof. They want to see clear data indicating that the changes are 

working and that the change process isn’t absorbing so many resources in the short term as 

to endanger the organization. Running a transformation effort without serious attention to 

short-term wins is extremely risky ... Sometimes you get lucky; visible results just happen. 

But sometimes your luck runs out, as it did for the visionary division general manager.” 

(Kotter, 1996: Kindle Locations 1791-1798).  

Kotter clearly sees quick wins as one of the substantial ingredients of business 

transformation, not just as inspirational, supplemental elements. He also provides essential 

characteristics a quick win should have (Kotter, 1996: Kindle Locations 1825-1828):  

1. It’s visible; large numbers of people can see for themselves whether the result is 

real or just hype.  

2. It’s unambiguous; there can be little argument over the call.  

3. It’s clearly related to the change effort. 

Many aspects of complex business processes transformation are facing the issues of 

running long term processes and using quick wins as process “boosters”. Various 

frameworks intended to ensure quality of business processes are complex and ask for long-

term commitment in implementation. Quite often, practitioners are puzzling their wits to 
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find the way of using quick wins in order to support the implementation of complex 

transformations. For example, PinkLink (2005) identifies the value of quick wins in 

implementing the ITIL
®

 framework
327

, while a Six Sigma Group’s research starts with a 

question: “How can we take advantage of a ‘Quick Win’ solution, without compromising 

the rigour of the Six Sigma DMAICT process?”, finishes with conclusions: “Do not shy 

away from implementing ‘Quick Win’ solutions within a Six Sigma project ... Often the 

execution of ‘Quick Wins’ will remove the dross of waste activity in a process that will 

actually make clear the remaining process and allow the deeper investigative approach of 

DMAICT to proceed with greater focus and impact….” (Walsh, 2011).   

In this paper we address the role of quick wins in implementation of information 

systems (IS). In fact, implementation of IS is more about business transformation than 

about technology. It is also a complex transformation. Almost every IS is very complex 

artefact. It consists of huge number of elements (parts, modules, systems, ...) that have 

complex interaction. Taking into account also that IS is a socio-technical system (meaning, 

it consists of interactions between humans and machines in all 4 possible combinations), it 

can be said that treatment of complexity is central methodological problem in IS 

development (Šabić, 2008:155).  

In order to respond to such challenges, some approaches to information systems 

implementation, such as agile project management, embed quick responses to requirements 

into basic approach principles and values. Highsmith (2004) defines reduced delivery 

schedule as one of the key business objectives of the agile project management process. 

“Responding to Change” is one of the core values of agile project management and agile 

software development methodologies (Highsmith, 2004; Agile Manifesto, 2001). Alistair 

Cockburn (2005:19) states that “the single most important property of any project, large or 

small, agile or not, is that of delivering running, tested code to real users every few 

months”. Basically, that is achieving small quick wins frequently. The advantages of that 

principle are actually attributes of typical quick wins (Cockburn, 2005:19):  

 The sponsors get critical feedback on the rate of progress of the team. 

 Users get a chance to discover whether their original requests was for what they 

actually need and to get their discoveries fed back into development.  

 Developers keep their focus, breaking deadlocks of indecision.  

 The team gets to debug their development and deployment processes and gets a 

morale boost through accomplishments.  

These are also well known advantages of various iterative and prototyping 

approaches in software development (Fairley, 2009:58-75), based on spiral model 

introduced by Boehm (1988).  

 

2. Methodology 

 

The idea of the research was to perform case studies of quick wins in real projects of 

public sector information systems implementation, aiming at:  

 evaluation of those quick wins based on pre-defined framework for addressing 

advantages and disadvantages of quick wins, and  

                                                 
327

 The Information Technology Infrastructure  Library ITIL® is a Registered Trade Mark 

and a Registered Community Trade Mark of the Office of Government Commerce, and is 

Registered in the US Patent and Trademark Office. 
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 supplementing the pre-defined framework with more advantages/disadvantages 

based on experiences from analyzed cases.  

Therefore, we started with developing the framework first. That was based on 

literature research. The purpose of that first step was not to develop comprehensive and 

complicated evaluation framework, we were rather seeking for simple, yet consistent 

model that will help us to systematically analyze specific cases.  

The actual analysis of cases was based on Yin’s paradigm of case study research 

(Yin, 2008). Because we needed to understand the quick wins phenomenon within the rich 

contextual environment that sometimes blurs the causal relationships, we needed exactly 

the method with the scope as defined by Yin (2008: Kindle Locations 645-647): “A case 

study is an empirical inquiry that investigates a contemporary phenomenon in depth and 

within its real-life context, especially when the boundaries between phenomenon and 

context are not clearly evident. “ 

We did a cross-case analysis of two specific cases:  

 Case 1: Electronic Commutable Diseases Surveillance System in Moldova 

 Case 2: Education Information System in Serbia 

In terms of research design, the initial theory we used was the mentioned pre-

defined framework for addressing advantages and disadvantages of quick wins. Such 

previously developed theory is used as a template to be compared with  the empirical 

results of the case study that are then analytically generalized into improved theory 

(supplementing the pre-defined framework with more advantages/disadvantages based on 

experiences from analyzed cases). 

 

3. A Framework for Addressing Advantages and Disadvantages of Quick Wins 

 

The purpose of our research was to investigate advantages and disadvantages of quick wins 

in large scale public sector software projects through examining specific cases of 

implementation. As any other evaluation, the results can highly depend on establishing 

criteria of evaluation; to achieve comparable results we needed a framework for addressing 

advantages and disadvantages of quick wins.  

For the purpose of our research, we decided to use a framework based mainly on 

Kotter’s model of change, with some adjustments based on agile school of project 

management and software development. The framework we were using is provided in the 

following two tables.  

 

Table 1. Advantages of Quick Wins 

 

Advantages of quick wins Source 

A.01. Provide evidence that sacrifices are worth it: Wins greatly help 

justify the short-term costs involved. 

Kotter, 1996 

A.02. Reward change agents with a pat on the back: After a lot of hard 

work, positive feedback builds morale and motivation. 

Kotter, 1996 

A.03. Help fine-tune vision and strategies: Short-term wins give the 

guiding coalition concrete data on the viability of their ideas. 

Kotter, 1996 

A.04. Undermine cynics and self-serving resisters: Clear improvements in 

performance make it difficult for people to block needed change. 

Kotter, 1996 

A.05. Keep bosses on board: Provides those higher in the hierarchy with 

evidence that the transformation is on track. 

Kotter, 1996 
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A.06. Build momentum: Turns neutrals into supporters, reluctant 

supporters into active helpers, etc. 

Kotter, 1996 

A.07. The sponsors get critical feedback on the rate of progress Cockburn, 

2005 

A.08. Breaking deadlock of indecision. Sometimes “doing a bit” lowers the 

level of uncertainty allowing the decision making process to move forward.  

Laufer, 1997 

Cockburn, 

2005 

A.09. Small and focused efforts are more agile in responding to ever-

changing business requirements. Some key business services could be 

“fixed” without investing into strategic developments, providing much 

more value in comparison to development efforts.  

Wynn, 2009 

 

Table 2. Disadvantages of Quick Wins 

 
Disadvantages of quick wins Source 

D.01. Sometimes hard to start: People don’t even try very hard to produce wins because 

they believe you can’t produce major change and achieve excellent short-term results. 

Kotter, 1996 

D.02. Targeting short-term wins during a transformation effort increase the pressures on 

people328.  

Kotter, 1996 

D.03. Using quick wins as short-term gimmicks. The “smoke and mirrors” might be 

helpful in certain difficult situations. But the risks involved are substantial. First, it can be 

addictive. Once you start this game, stopping can be difficult. Short-term gimmicks can 

produce problems in the future that often can be covered up only with more short-term 

gimmicks. Second, it can create more cynics and resisters among the key executives who 

are sophisticated enough to see what is really happening. Powerful cynics can be very 

disruptive. Third, it can alienate people who see the practice as unethical. 

Kotter, 1996 

D.04. Too much leadership, not so much management. Transformation efforts can be 

successful for a while, but often fail after short-term results become erratic.  

Kotter, 1996 

 

4. Case 1: Electronic Commutable Diseases Surveillance System in Moldova 

 

4.1. Context 

 

The first case we have analyzed was the implementation of Electronic Commutable 

Diseases Surveillance System in the Republic of Moldova. The system was implemented 

as a component of the Avian Influenza Control and Human Pandemic Preparedness and 

Response Project (AIHP). The AIHP was implemented by the Government of the Republic 

of Moldova with support of The World Bank Group and as part of the Global Program for 

Avian Influenza (GPAI). The objective of the project was to minimize the threat posed to 

humans by Highly Pathogenic Avian Influenza (HPAI). To achieve this, the Project 

supported surveillance for outbreaks of such diseases, preparation for outbreaks, and 

control of outbreaks among humans and animals”
329

. The project envisaged 

implementation of computerized system for surveillance for outbreaks. The first phases of 

system design started in early 2007, the contract for software development was signed in 

May 2008, system was successfully implemented and test phase of its usage started in late 

2009.  

 

                                                 
328 Note: Kotter states this as a potential disadvantage of short-term wins, but also states: „I've found that 

short-term pressure can be a usefull way to keep up the urgency rate“ (Kotter, 1996: Kindle Location 1923).  
329 Avian Influenza Control and Human Pandemic Preparedness and Response Project Appraisal Document, 

May 5, 2006, The World Bank Group.  
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4.2. Case description 

 

At the very early stages, the development team realized that the implementation of 

computerized system for surveillance for outbreaks really does not make much of a sense if 

the commutable diseases (both human and animal) are not tracked continuously. Once the 

outbreak happens, “hundreds of computers” placed around the country do not help much in 

improving the effectiveness and efficiency of the response. Computers might be effective 

only if used for daily surveillance of human and animal commutable diseases, providing 

solid data evidence for decision support that can be used as early outbreak warning system.  

The commutable disease reporting system that was in place was paper based. The 

system respond time was more than a month – the paper forms reporting cases of 

commutable diseases were statistically processed on regional and national levels, and it 

was possible that a reported case appear in statistical reports even a month after it was 

reported. Basically, decision maker get the information on an outbreak after the outbreak 

has already gone. Because of that, the outbreak control was not relying on official 

reporting system at all, but on informal communication.  

Reducing the system response time to a day was a huge challenge. It could be done 

only by usage of computer based information technologies (IT). In 2006/07, Moldova had 

no computerized neither human primary health care nor veterinary services. Introducing 

full computerization of these services would be too ambitious and out of the scope of the 

project (typically, the introduction of e-health services on a country scale takes more than 

10 years, it’s a multi-million investment and is also related to rather complex health sector 

reforms). The team needed a quick win, the one that was realistic for implementation, but 

also effective and focused on needed performance – systemic surveillance needed to be 

effective and relatively quickly available, in few years. That was also a quick win target, 

from the point of view of providing positive feedback for health care computerization in 

general. There was not much experience in using the IT in health care system, and 

relatively high level of scepticism existed. In 2007, not many people in Moldova believed 

that daily reporting on commutable diseases is possible.  

The work on system design took about six months in 2007. Several options were 

analyzed and team agreed on web based design with two central databases on two locations 

- human health surveillance, based in National Centre for Preventive Medicine (NSPM), 

and animal diseases surveillance, originally planned to be hosted in Republican Central 

Veterinary Laboratory (RCVL). Two databases could be accessed individually, but also by 

decision making module that combines reporting from both databases
330

. Later it was 

decided that the animal diseases database should be integrated into the “Animal 

Identification and Traceability” system, maintained by the Animal Registry Bureau. After 

an international bidding procedure, the contract for software development was signed in 

May 2008. The first phases of system analysis and detailed design went painfully slow, 

mostly because of the slow and not very enthusiastic response from the system users – in 

short, even though they worked hard on detailed system specifications, most of the 

involved epidemiologists really did not believe in system success. Finally, after many hard 

discussions, meetings, a lot of technical work, the system test phase started in late 2009 (in 

Toma Ciorba Hospital in Chisinau, at the Municipal Center for Preventive Medicine 

Chisinau, at the NCPM Laboratory, and about 100 regional locations). The “Animal 

Identification and Traceability” system started using the surveillance features few months 

later. The development took about 18 months.  

The major features that were implemented by the system were:  

 Emergency notifications on diseases and individual cases registry 

                                                 
330 Technical Requirements for the AIHP Improved Surveillance System, The Governmet of the Republic of 

Moldova, Credit/Grant 4188-MD/H233-MD, ICB -01/AIHP, 2007.  
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 Emergency notification on group cases and group cases registry 

 Laboratory investigations registry (integrated with cases registries) 

 Full set of codes and classifiers 

 Reporting (on individual and group cases, general parameterized reporting, the 

indicators’ calculation in statistical reports, graphical and geographical reports, 

integral epidemiological reports, etc.) 

From the very beginning, the overall attitude of users towards the future use of the 

system was positive, which was very important; it meant that the conceptual requirements 

and system analysis were done well and that the system was designed well to serve its 

purpose. However, the test phase immediately showed potential drawback of the future 

system usage, such as:  

 Need for better institutionalization of system usage. For example, the official 

acceptance of new forms (most importantly, new forms 058-U and 058-1/e) was 

going slowly and system became operational before the forms were officially 

adopted by the government.   

 Adding System Features. The test phase has revealed that some additional features 

would be useful. The project responded by expanding the software contract.  

 Reengineering of business processes. Business processes related to system use have 

not yet changed much during the test phase.  Many doctors were still filling in the 

same forms, and someone else was entering the data into the system.  That was not 

the situation that was envisioned. The objective was to make business processes 

more efficient and effective: data should be entered and used at their point of 

creation (at doctors’ offices, by doctors and nurses). There were several reasons 

why this was not immediately attainable. The introduction of the new system was 

an “organizational shock” itself, and it was therefore easier to test the system’s 

functionalities (that were still not fully reliable) without changing too many other 

aspects of the established business processes. However, additional effort was 

needed for business processes reengineering and the project responded accordingly, 

by introducing more activities related to that.  

However, this was immediate success. In 2010, the project ended, but the system 

was already used on more than 400 locations. The system response time changed 

dramatically – from a month to a day. Moldova got daily reporting on commutable 

diseases, available on web, accessible from anywhere. The review of reporting forms and 

integration of doctors’ offices with the laboratories were considered as great achievements 

that improve efficiency, but graphical and especially geographical reports were a hit! The 

epidemiological situation of Moldova can now be monitored on the map of Moldova, 

showing regions and major cities, on daily basis – that can be used as a truly useful early 

warning system, not only for avian influenza, but also for other commutable diseases.   

This was a genuine quick win. The promising results were achieved in a relatively 

short time (30 months) and with quite limited resources (about 450,000 USD, which means 

that one of the most important project components was successfully implemented for less 

than 5% of total of project budget of 9.5 million USD). Key performances of the system 

dramatically improved in short period of system usage (especially, integration of the 
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doctors’ and laboratory business processes and reporting). The general attitude towards the 

computerization of the health care changed. In NCPM, group of epidemiologists 

experienced “transformation” from semi-bureaucratic structure responsible for slow, old-

fashioned reporting into vibrant, efficient team with many new ideas, such as, for example, 

introduction of new system feature of simulation of an outbreak future development, based 

on historical data on population movement and specific disease behaviour. Also, the 

system was one of the cases that inspired the NCPM and the Ministry of Health of 

Moldova to make more ambitious planning for further health care computerization.  

 

4.3. Findings 

 

The deeper analysis of the case showed that this quick win was sensitive to many 

advantages and disadvantages from our initial framework, but also revealed some new 

ones. The results are presented in the following two tables.  

 

Table 3. Sensitivity to quick win advantages of Case 1 (Moldova)  

 
Advantages of quick wins Moldova case Sensi

tivity 

A.01. Provide evidence that 

sacrifices are worth it: Wins greatly 

help justify the short-term costs 

involved. 

The promising results were achieved in a relatively short 

time (30 months) and with quite limited resources (about 

450 USD, less than 5% of total of project budget of 9.5 

million USD) 

+ 

A.02. Reward change agents with a 

pat on the back: After a lot of hard 

work, positive feedback builds 

morale and motivation. 

The general attitude towards the computerization of the 

health care changed. In NCPM, group of epidemiologists 

experienced “transformation” from semi-bureaucratic 

structure responsible for slow, old-fashioned reporting 

into vibrant, efficient team with many new ideas.  

+ 

A.03. Help fine-tune vision and 

strategies: Short-term wins give the 

guiding coalition concrete data on 

the viability of their ideas. 

The system was one of the cases that inspired the NCPM 

and the Ministry of Health of Moldova to make more 

ambitious planning for further health care 

computerization.  

 

+ 

A.04. Undermine cynics and self-

serving resisters: Clear 

improvements in performance make 

it difficult for people to block needed 

change. 

Some experts in NCPM, not willing to change, “lost their 

arguments” after clear evidence of the system usefulness 

and improved performance.  + 

A.05. Keep bosses on board: 

Provides those higher in the 

hierarchy with evidence that the 

transformation is on track. 

The director of NCPM was leading the process from the 

beginning to the end. The Ministry of Health is still not 

fully “convinced” but changes in attitude are already 

visible.  

+/- 

A.06. Build momentum: Turns 

neutrals into supporters, reluctant 

supporters into active helpers, etc. 

The momentum is definitely there. The planning for 

health care computerization, that is currently happening 

in the Ministry of Health is crucial and will show was the 

potential of the momentum used well. It is still early to 

say is the case positively sensitive to this advantage.  

n/a 

A.07. The sponsors get critical 

feedback on the rate of progress 

The system response time changed dramatically – from a 

month to a day. The evidence of the system performance 

can be checked easily.  

+ 

A.08. Breaking deadlock of 

indecision. Sometimes “doing a bit” 

lowers the level of uncertainty 

allowing the decision making process 

to move forward.  

At the beginning, not many people in Moldova believed 

that daily reporting on commutable diseases is possible. 

The key issue was the decision does it make sense to 

change the existing system, including procedures, forms, 

reports and other documents. A lot of time was spent on 

these discussions. Now, strategic decisions are not 

questionable – it is only about operational decisions in 

terms of better system utilization.  

+ 
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A.09. Small and focused efforts are 

more agile in responding to ever-

changing business requirements. 

Some key business services could be 

“fixed” without investing into 

strategic developments, providing 

much more value in comparison to 

development efforts.  

This was not business case. Requirements are changing 

relatively slowly in public sector environment. So, this 

case is not very relevant for this issue.  

n/a 

A.10. (NEW) Gradual capacity 

building. Those who participated in 

smaller effort become able to 

participate in more ambitious 

endeavors. 

The group of enthusiasts (especially one leading 

epidemiologist from NCPM) succeeded to “transform” 

more experts into a team that is now capable of 

implementing even more complex systems and 

organizational changes. Improved capacity of involved 

institutions to introduce more changes is considered as 

one of the key results of this quick win.  

+ 

A.11. (NEW) Smartly positioned 

quick wins can produce regeneration 

scheme reinforcing the support, 

investment and incentives for the 

information system implementation.  

Improved capacity of involved institutions to introduce 

more changes includes also the capacity to introduce 

more information systems implementation in health care. 

At the beginning of the project, involved institutions 

almost “had no clue” how to conceptualize, start, and run 

complex IT public sector project, find the sources of 

financing, how to work with international development 

agencies, etc. The quick win built that capacity, and 

showed that the country has the capacity to run such 

projects.  

+ 

Note: In sensitivity column, “+” means “was sensitive to advantage”, “-“ means “was not 

sensitive to advantage”, “+/-“ means “was neutral to advantage”, and “n/a” means “case 

was not relevant for this advantage”.  

 

Table 4. Sensitivity to quick win disadvantages of Case 1 (Moldova) 

 

Disdvantages of quick wins Moldova case Sensi 

tivity 

D.01. Sometimes hard to start: 

People don’t even try very 

hard to produce wins because 

they believe you can’t produce 

major change and achieve 

excellent short-term results. 

Actually, there was not vision of a “major 

change” so the participants could not compare it 

with promised short term results.  
- 

D.02. Targeting short-term 

wins during a transformation 

effort increase the pressures on 

people.  

Yes, both implementation teams (team of 

epidemiologists and software developer team) 

experienced the pressure “to deliver” even 

though both teams felt they can deliver more 

systemic and more complex changes, but by 

spending more time. At one moment, that 

pressure jeopardized the whole process, and 

software contract was almost closed. Only 

professional attitude and understanding of the 

vision “saved” the process.  

+ 

D.03. Using quick wins as 

short-term gimmicks.  

This disadvantage was not relevant for this case.  
n/a 
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D.04. Too much leadership, 

not so much management. 

Transformation efforts can be 

successful for a while, but 

often fail after short-term 

results become erratic.  

This case had very good balance of leadership 

and management, and that was one of the 

reasons why it was success. The director of 

NCPM provided inspiring leadership. Leading 

epidemiologist, chief epidemiologist and 

software developer project manager provided 

good management. The World Bank supervision 

and support team was highly available and 

responsive, providing also continual technical 

assistance from both medical and IT perspective 

(which is not always the case in similar 

projects). The World Bank’s Task Team Leader 

managed to integrate well all of that, so this 

typical disadvantage of quick wins was 

maximally reduced - good balance of “just-

enough-of-leadership” and professional 

management made sure that transformation 

efforts are successful, and that short-term results 

are not erratic. 

- 

D.05. (NEW) Sometimes 

quick wins are really not so 

“quick”, asking for 

considerable resources and 

efforts without strategic 

impact. Some quick fixes 

generate actually more efforts 

for their long-term 

consolidation. 

In general, the “quick” term in “quick win” is 

relative and its true meaning will depend on 

context. In this case, considering that 

introduction of health care information systems 

can take a decade, this was quick. But, still, it is 

hard to say that a project that lasted almost 3 

years is a quick win. This is important lesson. On 

the other hand, this project had strategic impact, 

and it did not generate more efforts for its long-

term consolidation.  

+/- 

Note: In sensitivity column, “+” means “was sensitive to disadvantage”, “-“ means “was 

not sensitive to disadvantage”, “+/-“ means “was neutral to disadvantage”, and “n/a” 

means “case was not relevant for this disadvantage”.  

 

5. Case 2: Education Information System in Serbia 

 

5.1. Context 

 

The second case is development of an Education Information System (EIS) in Serbia. It 

was developed under the Republic of Serbia Education Improvement Project (EIP), 

implemented by the Ministry of Education and Science of the Republic of Serbia (MoES), 

with support of The World Bank. The project started in 2002 and was closed in 2007. 

Project objectives were (i) building capacity and producing systematic information to help 

government promote effective education reform, and (ii) improving teaching and learning 

in schools and empowering local communities to take responsibility for their schools
331

. 

One of the important project components (2.56 million USD out of total project 

budget of 12.17 million USD) was implementation of an Education Information System 

(EIS). The objective of this component was to promote effective management of resources 

and monitoring of performance in the MoES through improved information and financing 

systems. The project design expected the EIS to “support the basic aggregate information 

needs of schools, municipalities, regions and ministries and begin the process of 

                                                 
331 Republic of Serbia Education Improvement Project Appraisal Document, March 27, 2002, The World 

Bank Group. 
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information management for effective resource use and policy formation”, while it was not 

expected to “produce complete personnel or student data bases in which electronic files are 

created for each education employee or student, although planning for more 

comprehensive data bases will be an outcome”
332

. 

 

5.2. Case description 

 

The project component’s objective was transformed into more operational form that was 

summarized in first phase technical report, after the first year of the project
333

:  

The objective of this project is to promote effective management of resources and 

monitoring of performance in Serbia's education system through improved 

information systems. The project supports this objective by funding the 

establishment of a computerized education information system and related user 

training programs, as well as developing a capacity for financial performance 

analysis on a per-pupil basis at the central level.  

Specifically the project sets out to:  

a. determine essential education data needs at the school level and education 

statistical information needs at the municipality, regional and central levels; 

b. develop the initial core set of computer software modules covering the basic 

data collection, collation and report generation in schools and the aggregation 

of the same data at the municipality and ministry levels;  

c. strengthen the system platforms (hardware) of the municipalities and regional 

offices of the Ministry; 

d. develop benchmark standards for the development and implementation of 

future software modules;  

e. train school directors, school secretaries, and municipality and ministry staff 

to use the tools of the initial set of EIS modules; and 

f. develop an analytical framework based on per pupil-based funding to be 

implemented by central and potentially municipal funding authorities. 

The development of the initial set of EIS modules supports the basic aggregate 

information needs of schools, municipalities, regions and ministries. It will provide the 

tools for information management for effective resource use and policy formation. In 

the interest of transparency and public accountability, certain aggregate data are 

expected to be made available to the public. 

As we can see, the envisaged information system is concentrated on data collection 

and strategic reporting, and not on support for daily business processes in schools. It was in 

accordance to the overall project component’s objectives, as it was not expected to 

“produce complete personnel or student data bases in which electronic files are created for 

each education employee or student”. However, in that case, it remained unclear from 

where will the data be collected.  

That obviously created a kind of “confusing requirement”, so the terms of reference 

for the EIS software development included data collection and reporting modules
334

, while 

                                                 
332 Ibid.  
333 Serbia EIP, Management Information Systems Component, Technical Overview of the Phase A, April 

2004.  
334 Terms of Reference for EIS development, 2002, pp. 4-7 
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the system analysis document produced by the software developer included description of 

school business processes, such as enrolment of students, generation of teaching plan and 

journal, assessment of pupil’s achievements etc
335

. Still, the system analysis document 

remained in-line with the requirement of data collection
336

, so it has not described how the 

system will support the daily business processes.  

The development proceeded, and in 2006, the EIS was ready for implementation. In 

academic year 2006/07, about 88% of schools was “collecting data”, while in academic 

year 2009/10 that percent dropped to only 4% (71 schools), even though in that moment 

about 92% (1651) of elementary and high schools in Serbia were provided with the access 

to EIS. After “additional push” from the MoES in 2010 (trying to revive the EIS usage), 

only 42.76% of schools entered data
337

. Something was obviously wrong.  

The project Implementation Completion and Results Report
338

 states:  

In many ways this component achieved a lot but faced very ambitious output indicators 

which were, essentially outcome indicators. The achievements of this component are clear: 

prior to the project, the MoES did not have a unique education information system and by 

the end of the project it did. However, the output/outcome indicators for this component 

were more ambitious: instead of requiring an EIS to be established, they required decision-

making to be based on EIS (a much harder goal to meet), and that MoES uses EIS for 

rationalization of education financing. With the system only operational towards the end of 

the project, there was little time to reach these more ambitious goals. 

So, EIS is tangible result, but still unable to achieve it’s objectives. Why this 

component did not achieve the objective – decision making based on EIS? Simple answer 

was – because schools stopped entering the data, so there were no data for decision 

making. But, why schools stopped entering data? That is harder to answer. Today’s 

analyses of learned lessons show two major sources for such situation:  

 The very concept of “entering the data into system” is basically wrong. If those 

who are entering data (in this case, a school) do not “profit” of that process, they 

will not do it. Simply, EIS is not supporting schools in their daily work, but asks for 

even more work with data entering requirement (for example, EIS is not improving 

the efficiency of daily assessment of pupils, but asks for additional entering of the 

examination results into the system). Such data could not be trusted, and also 

schools do not have incentives to enter it into the system.  

 The system was implemented with relatively good user training, but with very 

limited system support. That capacity was actually never developed in the MoES to 

the needed level. After the project was closed, that created many problems with the 

technical support for the schools and deployment of new versions of software that 

tried to fix the mentioned issues related to data collection. Actually, today’s version 

of EIS can support many business processes in schools, but very small number of 

schools are using that, because of virtually non-existing technical support
339

.  

From the point of view of our analysis, it seems that EIS’s problem was the fact 

that it “wanted to be a quick win” in situation where quick win was probably not possible. 

                                                 
335 EIS System Analysis Documentation, GOPA Consultants, April 2003, pp. 25-52 
336 Ibid. pp. 22 
337 Ivković, J., “The issues of adoption and usage of EIS within the education system of the Republic of 

Serbia, research, 2010.  
338 Republic of Serbia Education Improvement Project Implementation Completion and Results Report, The 

World Bank, January 2008.  
339 Ivković, J., “The issues of adoption and usage of EIS within the education system of the Republic of 

Serbia, research, 2010. 
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It is hard to imagine quick implementation of a system that is supposed to support all 

business processes in an education system on a national scale, in order to provide solid 

foundation for data collection and warehousing for strategic decision making.  

 

5.3. Findings 

 

The deeper analysis of the case also showed that this quick win was sensitive to many 

advantages and disadvantages from our initial framework. It also revealed some new ones. 

In general, it seems that key issue with this quick win was that the objectives that 

needed to be achieved, by their nature, cannot be quick wins. Because of that, most of the 

advantages of quick wins simply could not be utilized, and thus became quite the opposite 

– disadvantages.  

The results are presented in the following two tables.  

 

Table 3. Sensitivity to quick win advantages of Case 2 (Serbia)  

 
Advantages of quick wins Serbia case Sensi-

tivity 

A.01. Provide evidence that sacrifices 

are worth it: Wins greatly help justify 

the short-term costs involved. 

Actually, EIS showed that short term costs produced not 

much of results.  - 

A.02. Reward change agents with a pat 

on the back: After a lot of hard work, 

positive feedback builds morale and 

motivation. 

Not much of positive feedback happened. Change agents 

were actually quite disappointed with the results, with 

probably lower morale and motivation level than at the 

beginning of the project.  

- 

A.03. Help fine-tune vision and 

strategies: Short-term wins give the 

guiding coalition concrete data on the 

viability of their ideas. 

Actually, EIS implementation was a valuable lesson. Based 

on that experience, the Republic of Serbia has started the 

implementation of improved EIS that will primarily support 

daily business processes and information needs of the 

schools. It seems that EIS did help in “fine-tuning the vision 

and strategies and gave the guiding coalition concrete data on 

the viability of their ideas”.  

+ 

A.04. Undermine cynics and self-

serving resisters: Clear improvements 

in performance make it difficult for 

people to block needed change. 

Even though EIS provided valuable experience and moved 

forward the development in sector, “cynics and self-serving 

resisters” found in its implementation issues “a lot of food” 

for the opposite opinions. But, EIS also showed some 

positive feedback: (i) what the future might be, and (ii) that 

Serbia is ready for the education IS.  

+/- 

A.05. Keep bosses on board: Provides 

those higher in the hierarchy with 

evidence that the transformation is on 

track. 

In case of EIS, “those higher in the hierarchy” are actually 

those who were supposed to benefit from data collection for 

decision making. That did not happen, so this turned out to be 

disadvantage.  

- 

A.06. Build momentum: Turns neutrals 

into supporters, reluctant supporters 

into active helpers, etc. 

The momentum was there, but the system did not get support 

when needed. There is no momentum today, so probably 

better strategy might be to stop pursuing the “EIS upgrade” 

but rather seek for “EIS replacement” (even though the “truth 

is somewhere in between”).  

- 

A.07. The sponsors get critical 

feedback on the rate of progress 

The rate of progress was very good at the beginning – 88% of 

schools were collecting data in the first year of usage. But, 

that disappeared in two following years. Even that is valuable 

feedback. Without EIS, no feedback would be available.  

+/- 

A.08. Breaking deadlock of indecision. 

Sometimes “doing a bit” lowers the 

level of uncertainty allowing the 

decision making process to move 

forward.  

Surprisingly, the EIS “failure” actually opened the door for 

investment into more strategic solution. In time when EIS 

was at the beginning of implementation, its level of ambition 

was probably the only possible. Today, it is clear that there 

are probably no quick wins in systemic education system 

computerization, and that is because EIS broke the deadlock 

of indecision on that matter.  

+ 
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A.09. Small and focused efforts are 

more agile in responding to ever-

changing business requirements. Some 

key business services could be “fixed” 

without investing into strategic 

developments, providing much more 

value in comparison to development 

efforts.  

This was not business case. Requirements are changing 

relatively slowly in public sector environment. So, this case 

is not very relevant for this issue.  

n/a 

A.10. (NEW) Gradual capacity 

building. Those who participated in 

smaller effort become able to 

participate in more ambitious 

endeavors. 

Many actors that participated in EIS implementation are 

really not very motivated to continue with the efforts. But 

general capacity of involved institutions to introduce more 

changes is really a positive legacy of the EIS implementation.  
+/- 

A.11. (NEW) Smartly positioned quick 

wins can produce regeneration scheme 

reinforcing the support, investment and 

incentives for the information system 

implementation.  

Improved capacity of involved institutions to introduce more 

changes includes also the capacity to introduce more 

information systems implementation in education system. 

The EIS implementation helped those institutions to be more 

agile and to understand better how to conceptualize, start, and 

run a huge IT public sector project, how to find the sources of 

financing, how to work with international development 

agencies, etc.  

+/- 

Note: In sensitivity column, “+” means “was sensitive to advantage”, “-“ means “was not sensitive to 

advantage”, “+/-“ means “was neutral to advantage”, and “n/a” means “case was not relevant for this 

advantage”.  

 

Table 4. Sensitivity to quick win disadvantages of Case 2 (Serbia) 

 
Disdvantages of quick wins Serbia case Sensi-

tivity 

D.01. Sometimes hard to start: 

People don’t even try very hard to 

produce wins because they believe 

you can’t produce major change 

and achieve excellent short-term 

results. 

The EIS itself was a vision of a “major change” even 

though its implementation tried to be a quick win. So, this 

issue was quite unclear in this case.  
n/a 

D.02. Targeting short-term wins 

during a transformation effort 

increase the pressures on people.  

Not only small group of people who were implementing 

EIS were under high pressure, but also schools and the 

MoES staff. But, this pressure was not positive. Especially 

in case of schools, instead of introducing new system 

slowly, but systemically, the quick win approach produced 

high pressure with no visible positive feedback. That 

“crashed” the motivation of schools very quickly, in just 

two years most of them stopped using the system, instead 

of pushing its improvements. 

+ 

D.03. Using quick wins as short-

term gimmicks.  

This disadvantage was not relevant for this case.  
n/a 

D.04. Too much leadership, not so 

much management. Transformation 

efforts can be successful for a 

while, but often fail after short-

term results become erratic.  

This case showed quite clearly that better management of 

the process could be probably the key to success. 

Leadership was not the issue. Moving from virtually no IT 

support in schools to situation of having 88% schools 

immediately on-board is a clear sign of strong leadership. 

But, once they “came on-board” they realized that was 

probably not the “ship they were looking for”. Probably, 

with simply a bit better managerial control, better technical 

monitoring and supervision, the critical error of “data 

collection architecture” might not happen.  

+ 
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D.05. (NEW) Sometimes quick 

wins are really not so “quick”, 

asking for considerable resources 

and efforts without strategic 

impact. Some quick fixes generate 

actually more efforts for their long-

term consolidation. 

This was really not quick, the implementation took 4 

years, and 3 years after that, the EIS is still struggling with 

fundamental implementation issues. The EIS had 

architecture design that was “meant to be” quick win, but 

the budget and time-frame of a strategic effort. If only EIS 

was implemented much quicker, probably the project itself 

would be able to fix some design and other mistakes. This 

is valuable lesson. Quick wins should be really quick, to 

allow more than one iteration of change implementation.  

+ 

D.06. (NEW) Quick win(s) give(s) 

illusion of all-embracing progress 

and strategic change. Instead of 

pushing the strategic 

transformation forward, it actually 

gives the illusion that the 

transformation has already been 

done. This can significantly slow 

down the progress – eventually, 

somebody will realize that 

„emperor has no clothes“, but years 

could be lost in the meantime. 

This was probably the largest problem with the EIS 

implementation. Even after years of obvious stagnation 

and serious systemic problems with the EIS 

implementation, there are still discussions arguing that the 

EIS is “a good solution, only badly implemented”, that 

“EIS is good product, but schools do not understand that” 

etc. Without entering the discussion what is valuable 

argument there and what is not, the fact is that EIS quick 

win gives the illusion that strategic solution is there. The 

original project objectives were never stating that EIS 

should support education business processes, but that fact 

is somehow forgotten, so pushing the strategic 

transformation forward was actually stalled. Currently, 

Serbia has finally moved more aggressively towards more 

systemic solution, but a lot of time has already been lost.  

+ 

D.07. (NEW) Because “quick” 

usually means “not involving 

complicated human and 

organizational relations”, quick 

wins tend to be technologically 

oriented. In such cases, technology 

sometimes gives “promises of 

bright future” while ignoring 

complex transformation issues 

involving social interactions. Also, 

potential need for fixes of quick 

wins are sometimes put only on a 

technological level (“the system is 

fine, we just need better database”). 

The EIS implementation was really not too technologically 

oriented. From the very beginning, it envisaged the need 

for serious business processes reengineering and 

organizational transformation. But, the very idea of 

“collecting data into a database for strategic decision 

making” is clearly technical in its essence. Viewing the 

strategic utilization of the IT in that way, actually states 

that “all we need is a good database”. That is simply not 

the fact, and that is why the EIS cannot fulfill its purpose. 

In addition to that, the fix of the failed implementation was 

for some time discussed only on technological level, 

assuming that the implementation problems were purely 

technical.   

+ 

Note: In sensitivity column, “+” means “was sensitive to disadvantage”, “-“ means “was not sensitive to 

disadvantage”, “+/-“ means “was neutral to disadvantage”, and “n/a” means “case was not relevant for this 

disadvantage”.  

 

6. Conclusions 

 

In this paper we identified the quick wins as one of the crucial concepts in embracing the 

change and implementing organizational transformation. The purpose of our research was 

to investigate advantages and disadvantages of quick wins in large scale public sector 

software projects through examining two specific cases of quick wins implementations: 

Electronic Commutable Diseases Surveillance System in Moldova and Education 

Information System in Serbia. For the purpose of analyzing the cases, we used a 

framework based mainly on Kotter’s model of change, with some adjustments based on 

agile school of project management and software development. 

Our analysis showed that Moldovan case was very sensitive to the advantages of 

quick wins, while the Serbian case was more sensitive to disadvantages. That fits well with 

the evidence that Moldovan case has better level of implementation than Serbian case.  

It turns out that Moldova succeeded because (i) it was a genuine quick win, and (ii) 

the system was well designed in terms of achieving goals. On the other hand, it seems that 

key issue with the Serbian case was that the objectives that needed to be achieved, by their 

nature, cannot be quick wins. Because of that, most of the advantages of quick wins simply 
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could not be utilized, and thus became disadvantages, while disadvantages appeared to be 

critical for the implementation. Still, the Serbian case actually opened the door for 

investment into more strategic solution and improved institutional capacity for strategic 

transformation.  

We believe that additional valuable contribution of this research is the identification 

of two additional advantages and three additional disadvantages of quick wins that we 

generalized from this case study, and with which we amended our initial research 

framework. We identified the following generic advantages and disadvantages of quick 

wins:  

 Advantage: Gradual capacity building. Those who participated in smaller effort 

become able to participate in more ambitious endeavors. 

 Advantage: Smartly positioned quick wins can produce regeneration scheme 

reinforcing the support, investment and incentives for the information system 

implementation 

 Disadvantage: Sometimes quick wins are really not so “quick”, asking for 

considerable resources and efforts without strategic impact. Some quick fixes 

generate actually more efforts for their long-term consolidation. 

 Disadvantage: Quick win(s) give(s) illusion of all-embracing progress and 

strategic change. Instead of pushing the strategic transformation forward, it actually 

gives the illusion that the transformation has already been done. This can 

significantly slow down the progress – eventually, somebody will realize that 

„emperor has no clothes“, but years could be lost in the meantime. 

 Disadvantage: Because “quick” usually means “not involving complicated human 

and organizational relations”, quick wins tend to be technologically oriented. In 

such cases, technology sometimes gives “promises of bright future” while ignoring 

complex transformation issues involving social interactions. Also, potential need 

for fixes of quick wins are sometimes put only on a technological level (“the 

system is fine, we just need better database”). 

Thus, we conclude that quick wins could be valuable tools in pushing the 

strategic change forward, but cannot be the strategic change by themselves. If used 

strategically, they can add much of a value to the process of strategic change, but if used to 

create the illusion of a strategic change, quick wins can actually become the obstacle to 

that process.  
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Abstract 

Competitiveness is one of the latest concepts in world economy. Since 1979 it is 

widely researched in numerous papers and texts. There were many authors trying to 

develop system for competitiveness measuring, but until today only few of them 

succeeded. This paper will focus on the world recognized competitiveness measuring 

developed by Michael Porter.  

There are many factors that can be of the main importance when determining 

country’s competitiveness level. Relevance of them always depends of the country 

development level. If the country is in the early development phase, the most important 

factors that will determine the competitiveness level will be related to main infrastructure. 

If the country succeeded to move to the next phase of development and to become more 

sophisticated, than the infrastructure is already taken as precondition. The focus changes 

from being exclusively production oriented to services oriented. In that case, it is not 

important to have a road or port, but it became important to have better financial market 

with more developed financial products and services. The final phase of development is 

devoted to the most advance factor of competitiveness, and that is one devoted to 

intellectual contribution to country development and recognition. Depends of the country 

stage, different factors are of high importance, but they are divided into categories basic 

requirements (related to institutions, infrastructure, macroeconomic stability, health and 

primary education), efficiency enhancers (related to higher education, efficiency and size 

of the markets and technology) and innovation and sophistication factors. 

When discussing case of Bosnia and Herzegovina, it is important to mention not 

only the specific country structure, but the level of development as well. The paper will 

discuss general and specific factors that are measured when assessing the Bosnia and 

Herzegovina’s competitiveness level. Also, the results of conducted research regarding 

mailto:jasmina.selimovic@efsa.unsa.ba
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specific, the most important determinants for country’s development level, will be 

presented. In the last reports Bosnia and Herzegovina has changed the position by 

improving it for two positions, but for huge number of index points. The paper will discuss 

the results of country’s position and the problems and obstacles for greater growth. 

Specific recommendations will be offered. At the same time, the outlook regarding the 

neighboring countries position will be offered in order to assess the Bosnia and 

Herzegovina’s disadvantages and potential opportunities.  

Paper methodology will be both qualitative and quantitative analysis and source of 

data is survey that was conducted for the country’s competitiveness assessment.   

 

Keywords: competitiveness, factors of success   

JEL classification: F20 

 

1. Introduction 

Regional Economic Forum of South-East Europe has prepared its "Report on 

Competitiveness of the Countries and the Region of South-East Europe" for the fifth 

consecutive year on the basis of relevant research in the field during the last year. 

This year's Report is also primarily based on the reports of the World Economic 

Forum – WEF, the World Bank – WB, Bertelsmann Transformation Index, The Forbes 

Magazine, as well as IMD Centre from Lausanne (IMD World Competitiveness Ranking, 

and new reports that were included in the report for the first time two years ago, dealing 

with the degree of prosperity and the overall functioning of the countries and quality of 

life, as well as the two new reports pertaining to economic freedoms and risk of the 

countries. 

The most comprehensive and still the most prestigious is the WEF Global 

Competitiveness Report which ranked 142 countries this year using the Global 

Competitiveness Index - GCI.  

Where we have been, and where we find ourselves now presents a baseline for 

assessment where we are going in the future. A "conservative" approach to the future states 

that it is a continuation of the past. A "creative" approach to the future states that now is 

just its beginning. Depending on which approach we prefer, we can adjust our expectations 

for the forthcoming period. In any case, data presented in this report make a solid 

foundation for "creating" the future which will not be so full of surprises. 

Foreseeing and quantifying economic future is not any simpler this year either, and 

the leading world institutions continuously need to modify the calculated trends.  

 

2. Global Competitiveness  

The Report on competitiveness of the countries and the region of the South East 

Europe has largely been resting upon the results on the WEF report which gathers a 

network of around 150 partner institutes. 

WEF published its first Global Competitiveness Report in 1979, exploring the 

factors which make possible for economies of countries to achieve sustainable economic 

growth and long-term prosperity. 

At that time the world leading expert in macroeconomics, apart from his scientific 

work famous as a consultant to governments all over the world in healing state economies, 

professor Jeffrey Sachs, formulated for WEF Growth Competitiveness Index in 1996. 

Two years after this, under the leadership of Professor Michael Porter, Sachs' 

colleague from Harvard University (USA), WEF published the microeconomic index - 

Business Competitiveness Index (BCI) for approximately fifty countries. 
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At the turn of two millennia, there has been an increase in number of countries and 

further development of methodologies, so, in 2004, WEF has introduced the "consolidated" 

Global Competitiveness Index (GCI).  

During the last eight years, GCI has been under some minor modifications, so the 

GCI has stabilized and presents a consolidated, so far the "most precise" picture of 

competitiveness visibly shown by ranking of countries according to the level of their 

global competitiveness. Several basic definitions are provided here which mark the 

elements of "measuring" competitiveness. 

Competitiveness of the country is a set of indicators, policies, institutions and 

factors which define the level of productivity of a country and establish a sustainable 

current and medium-term level of economic prosperity. 

Global economy has gained a new momentum as a result of faster development and 

penetration of information and communication technologies (ICT) which generate almost 

immediate flow of information, knowledge and capital with acceleration of integration 

processes in the world economy. 

GCI (Global Competitiveness Index) of the World Economic Forum from Davos 

(WEF) identifies the causes and main triggers of development, using which the 

development of relevant strategies can be stimulated in order to achieve sustainable 

progress. 

GCI (Global Competitiveness Index) provides a specific consolidated 

Competitiveness Index, i.e. a holistic crosscutting of the critical factors determining 

productivity and competitiveness of the countries grouped in 12 pillars of competitiveness 

(Institutions, Infrastructure, Macroeconomic stability, Health and primary education, 

Higher education and training, Goods market efficiency, Labor market efficiency, 

Financial market development, Technological readiness, Market size, Sophistication of 

business and Innovation). 

Measuring competitiveness of countries is resting upon the assumption that 

economies of countries pass through 3 stages of competitiveness.  

 

Graph 1. – Three stages of competitiveness 

 

 
 

In the first stage, the costs of input primarily determine the level of competitiveness 

of the so called factor-driven economy. In the second stage, the efficiency of management 

determines the economic development which is based on investments. In the third stage, 

the unique value determines the economy based on innovations. 

As comparison, in next table, few countries are recognized in three mentioned 

development stages: 
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Table 1. – South East Europe countries in three competitiveness stages 

 

Stage 2 Investment-driven economies 

Albania 

Bosnia and Herzegovina 

Bulgaria 

Montenegro 

FYR Macedonia 

Romania 

Serbia 

Stage 2 to stage 

3 

Investment-driven economies to 

Innovation-driven economies 

Croatia 

Turkey 

Stage 3 Innovation-driven economies 
Slovenia 

Greece 

Source: The Global Competitiveness Report (2011) 

 

Transition between individual stages is going on in a «soft» way, and the only thing 

which can be expected is the accelerated evolution or transition from lower into the higher 

stage of development of competitiveness. Table 12 provides groupings of countries 

depending on their development stage.  

Out of countries of the SEE+ region, Turkey is again in a transition from stage 2 to 

stage 3, with Croatia still there. Romania and Turkey have failed in transition from stage 2 

to stage 3. Albania, B&H, Bulgaria, Montenegro, FYR Macedonia, Romania and Serbia 

are in the group of countries still in stage 2. Greece and Slovenia are the only SEE+ region 

innovation-driven economies, in phase 3. 

 

Table 2. – "Thresholds“ of income as basis for establishment of development stage 

and weights of the three main groups of pillars, depending on the development level 

 
 DEVELOPMENT STAGES 

STAGE 1: 

Factor-driven 

economy 

Transition 

from 

Stage 1 to 

Stage 2 

STAGE 2: 

Investment-

driven 

economy 

Transition 

from 

Stage 2 to 

Stage 3 

STAGE 3: 

Innovation-

driven 

economy 

GDP per 

capita (in US$) 

thresholds 

< 2,000 2,000 – 2,999 3,000 – 8,999 9,000 – 17,000 > 17,000 

Significance of 

sub-index basic 

requirements 

60 40-60 40 20-40 20 

Significance of 

sub-index 

efficiency 

enhancers 

35 35-50 50 50 50 

Significance of 

sub-index 

innovation and 

sophistication 

factors 

5 5-10 10 10-30 30 

Source: The Global Competitiveness Report (2011) 

 

This means that, in the first stage of development, for GCI are the most important 

(60%) basic requirements, that is, the first four pillars of competitiveness, while in the 

second stage (for instance FYR Macedonia) the most important are 6 pillars efficiency 

enhancers (50%). In the third stage (for instance Slovenia) the importance of innovative 

factors is increasing from 5 or 10 to 30%. 

Another important assumption that measuring competitiveness is based upon is the 

structure of GCI grounded on 12 pillars of competitiveness that provide the overall picture 
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of competitiveness of the country measured in global environment in each stage of its 

development. 

The pillars of competitiveness are: Institutions, Infrastructure, Macroeconomic 

stability, Health and primary education, Higher education and specialist training, Goods 

market efficiency, Labor market efficiency, Financial market development, Technological 

readiness, Market size, Business sophistication and Innovation. 

The 2011-2012 Report ranks 142 countries and in last year (Report 2010-2011) the 

Report ranked 139 countries. 

Bosnia and Herzegovina is ranked as 100
th

 country in this year report with score of 

3.83 (at the scale 1-7, higher score, means better position). Last year Bosnia and 

Herzegovina was ranked as 102
nd

 with significantly lower score. 

 

Table 3. – SEE countries in The Global Competitiveness Report (with the first and 

the last country from the list) 

 

Country/Econo

my 

GCI 2011-2012 (142) GCI 2010-2011 

(139) Rank Index 

Switzerland 1 5,74 1 

Slovenia 57 4,30 45 

Turkey 59 4,28 61 

Montenegro 60 4,27 49 

Bulgaria 74 4,16 71 

Croatia 76 4,08 77 

Romania  77 4,08 67 

Albania 78 4,06 88 

FYR Macedonia 79 4,05 79 

Greece  90 3,92 83 

Serbia 95 3,88 96 

Bosnia and 

Herzegovina 100 
3,83 102 

Chad 142 2,87 139 

 

Source: The Global Competitiveness Report (2011) 

 

Concerning SEE+ countries, during this year, Albania, as a regional "champion" in 

improvement of competitiveness, has strengthened its GCI competitiveness rank by 10 

positions, Bosnia and Herzegovina and Turkey by two, and Croatia and Serbia by one 

position each. 

GCI rank of FYR Macedonia remained the same (79), while Bulgaria fell 3 

positions down, Greece seven positions, Romania 10 positions, Montenegro 11 and 

Slovenia 12 positions down. 

Concerning the world rank, table shows that Switzerland kept its top position at the 

GCI scale 2011-2012 this year too. 

 

3. Competitiveness of Bosnia and Herzegovina 

Before we analyze the position and global competitiveness index of Bosnia and 

Herzegovina, it should be indicated the number of macroeconomic indicators that track the 

estimated decline or growth in gross domestic product this year and next. 

It has already been noted that the drop, ie, negative growth in GDP p/c of Bosnia 

and Herzegovina in 2009 of -3.1%, in 2010 was replaced by a slight growth of 0.8% and is 

expected to be significant growth of 2.0% in 2011. 
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What is disturbing is the significant drop in foreign direct investment in Bosnia and 

Herzegovina for the second year in a row. According to the World Bank, foreign direct 

investment has not been lower since 2002. If the amount of direct investment set in 

proportion to the population, according EBRD, FDI per capita in Bosnia in 2007 amounted 

to 549 USD, in 2008 year and 264 USD in 2009 was 158 USD - which is significantly 

below the average for transition countries. 

If the amount of foreign direct investment is seen as a source of financing the real 

sector and the measures taken as a% of GDP in 2010 then again, clearly indicating that the 

largest decline in participation was in 2007. The growth in 2008 was about 5% in 2009 

1.4% and slowing down, but the positive trend recorded in 2010 year of 0.4%. 

This trend has brought B&H to last place in the region, so we have been 

"overtaken" Albania, Serbia and Macedonia. According to this indicator, Bosnia and 

Herzegovina has the most reason for concern in the region (if they are observed only in 

countries that are "waiting room" for the EU). 

EBRD estimates from July 2011 are less conservative and say that the increase in 

net FDI (as% of GDP) in 2011 will be at the level of 1.2% in Bosnia and Herzegovina,  

3.6% in Macedonia, 5.5% in Albania and Serbia and 15.4% in Montenegro. 

The EBRD study on transition countries from November 2010 points to another 

disturbing fact for Bosnia and Herzegovina. All transition countries (29 countries of former 

Yugoslavia, Eastern Europe and Central Asia) in 2008 came to 108 index points and the 

level of GDP compared to the year 1989 (which is taken as the base year with 100 index 

points). According to the projections of the Report for 2010, Bosnia and Herzegovina is 

located in the company of countries such as Georgia, Latvia, Montenegro, Serbia, 

Moldova, Tajikistan and Ukraine, according to the measure of GDP in 2010, measured by 

the indicator of year 1989 (which is taken as the base). Mentioned countries (out of 29 

studied) will not succeed to reach the level of 1989 GDP in 2010. 

Position and global competitiveness index of Bosnia and Herzegovina have 

changed slightly this year (Table 4). Two years ago Global Competitiveness Index (GCI) 

was 3.53. Last year it changed to 3.70 and this year it amounted to 3.83 (which is the 

biggest breakthrough in terms of index points of all the countries of the region). 

The rank changed form 102 position to 100. The sample is different, since this 

year’s Report ranked 142 countries (and in the last year’s one, the sample was consisted of 

139 countries).  
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Table 4. – GCI of Bosnia and Herzegovina (with pillars of competitiveness) 

 
 Rank 

B&H 

Index 

B&H 

Rank 

B&H 

Index 

B&H 

Rank 

B&H 

Index 

B&H 

Rank 

B&H 

Index 

B&H 

Rank 

B&H 

Index 

B&H 

Rank 

B&H 

Index 

B&H 

2006-2007 

(out of 122) 

2007-2008 

(out of 131) 

2008-2009 

(out of 134) 

2009-2010 

(out of 133) 

2010-2011 

(out of 139) 

2011-2012 

(out of 142) 

GCI 82 3,82 106 3,55 107 3,56 109 3,53 102 3,70 100 3,83 

Basic requirements 74 4,25 104 3,78 98 3,93 100 3,74 98 4,05 92 4,25 

1.Institutions 106 3,05 113 3,14 123 3,06 128 2,89 126 3,13 109 3,32 

2.Infrastructure 104 2,22 117 2,26 123 2,20 128 2,18 98 3,16 99 3,24 

3.Macroeconomic 

stability 
53 5,09 90 4,56 57 5,15 69 4,61 81 4,48 78 4,65 

4.Health and primary 

education 
11 6,63 87 5,16 82 5,30 75 5,29 89 5,43 58 5,79 

Efficiency enhancers  86 3,50 95 3,48 102 3,42 100 3,50 100 3,57 102 3,63 

5.Higher education 88 3,33 98 3,26 109 3,13 86 3,68 88 3,80 86 3,91 

6.Goods market 

efficiency 
102 3,52 113 3,59 123 3,55 125 3,37 127 3,56 115 3,81 

7.Labor market 

efficiency 
60 4,21 77 4,21 85 4,20 94 4,10 94 4,17 85 4,15 

8.Financial market 

sophistication 
54 4,30 71 4,23 86 4,00 104 3,66 113 3,47 124 3,27 

9.Technological 

readiness 
109 2,29 110 2,49 109 2,61 95 3,00 85 3,36 73 3,62 

10.Market size 82 3,36 80 3,12 92 3,00 90 3,19 93 3,10 97 3,03 

Innovation and 

sophistication factors 
101 2,96 123 2,86 129 2,80 127 2,80 120 2,93 108 3,13 

11.Business 

sophistication  
99 3,26 119 3,20 125 3,23 117 3,29 115 3,27 108 3,42 

12.Innovations  99 2,66 121 2,53 128 2,37 131 2,32 120 2,59 104 2,84 

 

Source: The Global Competitiveness Report (2011) 
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After the relative stagnation of GCI rank and index of the period in 2007 - 2008, in 

2009 the decline in the index, and rank in comparison to the previous period happened. 

After a mild fall (which is reflected in the decline of the two places in the rankings and the 

loss of 0.03 index points), the 2010 report, the value of the scale is 102 (meaning position 

is increased for seven seats comparing to previous year) and the value of index points is 

3.70 (an improvement of 0.17 index points). At last report, the position has improved by up 

to 2 seats and 0.13 index points.  

In following figure it can be seen that the basic requirements improved again after 

last year's improvement and the brutal fall before three to four years. Decrease in 

performance is noticeable only in the indicator of "macroeconomic stability" (recorded a 

fall of just one place but growth in terms of index points from 0.17 - a shift that did not 

bring us the desired improvement - which points to the fact that the other progressed much 

faster, than it is in our case). 

 

Figure 1. – Basic requirements of Bosnia and Herzegovina (2006-2011) 

 

 
 

Indicators of efficiency enhancers, unlike last year when it was present stagnation 

of indicators, and after a slight increase from two years ago, now show a slightly lower 

value (down two places, but growth of 0.06 index points). An increasing trend in indicators 

relating to the "higher education", "the efficiency of labor markets," "labor market 

efficiency" and "technological readiness" could be seen.  Indicators related to the 

"sophistication of financial markets" and "market size" are in decline. 

 

Figure 2. – Efficiency enhancers of Bosnia and Herzegovina (2006-2011) 
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Innovation and sophistication factors, the third time in seven years (Figure 3), show 

an increase (the last two years in a row). This is definitely a good sign after a long trend 

that could be harmful to the overall competitiveness of the country. Unlike last year's 

report, when the growth was significant and accounted for seven positions, this year has 

made the shift from two places and 0.20 index points (as in index points higher than last 

year - a growth of 0.13). 

 

Figure 3. – Innovation and sophistication factors of Bosnia and Herzegovina 

(2006-2011) 

 

 
 

 

According to the Network readiness index (the degree of development of 

information society in the broadest sense of the word), Bosnia and Herzegovina after 

improving its position in 2006, and further deterioration of their position in 2011 was 

stagnant. The final report was noted stagnation in the position (110) but made a shift in the 

number of index score of 0.1. Decline in recent years has been four places two years ago 

and 11 of the previous year. It should be noted that the biggest drop, just like last year, 

recorded at "the components of readiness", which refers to measures of individual, 

business and government readiness to use ICT (on this indicator drop is six seats, down 

from last year's almost unbelievable 19 seats). The measure by which we are a little worse 
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than last year is "component service" which is measure related to the ICT use readiness 

degree (individual, business and government) is positioned in a worse place. The 

component for which we are ranked better than last year is "environmental component" 

that includes market, political, regulatory and infrastructure environment. By this indicator, 

we are ranked better than last year. The shift was made for 12 positions. This positive 

result is a better indicator of regulatory and infrastructure environment (the indicators for 

the market environment not been changed). 

When it comes to World Bank report on ease of doing business (Doing Business 

Report), this year, as well as two years ago, when there was a slight improvement of 

growth parameters and positions, there is a slight increase of two positions. It certainly 

does not give reason for much optimism. The fall six years ago gave cause for concern, 

especially given the fact that the region of SEE- ("waiting room" for the EU) improves 

from year to year so that five years ago, the average ranking for the region was eight 

positions better than Bosnia and Herzegovina , while two years ago, the region came to an 

average ranking of 28 steps ahead of Bosnia and Herzegovina, while last year the gap was 

even 32 seats. This year the gap is even greater. It is easy to conclude that the region is 

improving in the context of the Report on the ease of doing business, while in Bosnia and 

Herzegovina things go extremely difficult. Of the nine indicators in report, Bosnia and 

Herzegovina is better positioned by just two (a parameter describing the procedures, time 

and cost of registering property and a parameter describing the payment of taxes). 

According to World Bank report on ease of doing business, we are ranked at the 

125th place. Last year, we were ranked 127th (under the revised methodology, WB). So we 

have improved by two positions, but some elements are still critically bad (if we use the 

perspective of a business man). In Table 5, analytical indicator could be seen. 

 

Table 5. – Doing business in B&H 

 
        2011 2012 

  Ease of doing business (rank)  127  125  

W
B

 D
O

IN
G

 B
U

S
IN

E
S

S
 

B
O

S
N

IA
 A

N
D

 

H
E

R
Z

E
G

O
V

IN
A

 

  Starting a business (rank)  160  162 

  Dealing with construction permits (rank)  139  163 

 Getting electricity (rank)  -  157 

  Registering property (rank)  103  100 

  Getting credit (rank)  65  67 

  Protecting investors (rank)  93  97 

  Paying taxes (rank)  127  110 

  Trading across borders (rank)  71  108 

  Enforcing contracts (rank)  124  125 

  Resolving insolvency (rank)  73  80 

 Source: Doing Business Report (2011) 

 

The worst ranking of B&H is on parameter "Dealing with construction permits." 

On the other hand, the best indicator is related to way of getting the credit. Commencement 

of business was rated poor which is understandable if one takes into account the fact that to 

start a business must complete 15 procedures and that it takes 50 days and costs 90.4% of 

income p/c. Registration is simple ownership, taking into account the computerization of 

the service. Paying taxes is simplified, but it still means an average 422 payments during a 

fiscal year and the total tax rate is higher at 25%. Cross border trade is hampered as a result 

of the increased number of documents required for export. According to the judicial 

execution of the contract and we are still ranked as the 125
th

. The indicators are the same as 

last year but was inferior to rank one spot (which indicates that we have done nothing to 

address this problem). To forcibly end the contract one needs to complete 37 procedures 

and it takes 595 days and costs typically 40.4% of the required amount. To close the firm 

individual needs 3.3 years. 
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A report on global competitiveness does not only provide the most problematic 

factors for the evaluation operations in the opinion of the business community in Bosnia 

and Herzegovina, but also provides an excellent analytical basis for comparison with the 

business communities in the region (that is future for B&H).  

 

Figure 4. – The most problematic factors in Bosnia and Herzegovina (2011) 

 

 
 

Source: The Global Competitiveness Report (2011) 

Figure 4 is an illustration of the various problems that last year influenced the 

business community in Bosnia and Herzegovina in relation to their counterparts in South 

East Europe (SEE) and the EU 27.  

Figure shows that in the latest report access to finance by far is the first problem 

(indicator value is increased from 2.8 to 13.5). The problem of two years ago, government 

instability, is this year at the sixth position (the value was reduced from 25.1 to 8.6). Tax 

rates are this year in second place with a score of almost 12%, while inefficient 

government bureaucracy, which had the primate for two years, as the issue number 1, the 

third consecutive year, dropped to third location. The problem that the business community 

of EU27 and SEE + ranked as the largest, inefficient government bureaucracy, business 

community of B&H finds a third (from 11.5%). Inflation is firmly holding the last place 

without major changes in the last four years, and this year an indicator of poor public 

health joined. 

Instability of government that exceeds 8% in Bosnia and Herzegovina is 3.3 times 

less of a problem in SEE+, and five times less of a problem in the EU 27. Corruption is our 

twice bigger problem than in the EU27, while inefficient government bureaucracy is a 

common problem for all business people and observed in all three business community 

ranges between 11 and 15%, ie from first to third place. Restrictive regulations related to 

work in the EU27 are three times greater problem than in Bosnia, and almost twice as big a 

problem the business community of SEE+. A similar situation is with inadequately 

educated workforce. 

It talks about how to achieve a high degree of competitiveness it is necessary to 

have adequate sources of funding and access to them. At the same time, it can be 

concluded that the first time this year, problems that are crucial in the EU27, become a 

priority in Bosnia and Herzegovina. 

Using the balance sheet approach (assets and liabilities) those can be identified in 

Bosnia and Herzegovina according to Report. Assets are issues that are extremely positive 

in B&H and liabilities are something that still needs a lot of improvements. We have used 

Pareto 20/80 approach. 
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The "super-heavy assets" of Bosnia and Herzegovina includes five indicators in 

addition to the traditionally good position for malaria and HIV, this year they joined the 

inflation rate changes. 

Relatively good news is that the number of parameters, which this year makes the 

assets, increased compared to last year (from 13 to 15 parameters).  

The good news was the last year and that the number of parameters liabilities, with 

60 parameters three years ago, 58 of them two years ago, last year was reduced only to 30 

parameters, but in 2011 increased to 39 parameters. 

It is important to note that three years ago "super heavy liabilities" (worst 20% of 

the parameters) was consisted of 22 of them, and occupied the last 13 points (121-134). 

Two years ago, the "super heavy liabilities" have once again 22 indicators but takes place 

130-133! In last year's report "super heavy liabilities" has 23 indicators and was again 

occupied the last 13 points (126-139). In this year's report "super heavy liabilities" has 15 

indicators and takes place from 128 to 141. 

Thus, using the "Pareto principle 80/20" active "attack" the worst 20% of the 

parameters ("super-heavy liabilities") can be largely "attack" 80% "weight" of the total 

problem. 

In other words, this time we opted to emphasize the worst parameters without any 

additional criteria, the more so because 14 of 15 identified "super heavy weight" it was last 

year (with the same status or trend in the last six years). 

Of the 12 pillars of the "super heavy liabilities" this year deployed on six pillars of 

competitiveness (the pillar of development of financial markets there is no indication of a 

"super heavy liabilities"). Macroeconomic stability and technological readiness of the best 

stand, while the pillars of health and primary education, financial market development, 

market size and innovation without "super heavy liabilities." List of 15 indicators this 

year's "super heavy liabilities" are complicated by the pillars of competitiveness this year's 

rankings, and ranked the six previous years. This year Report ranked 142, while previous 

139, 133, 134, 131, 122 or 117 countries (previous ranking are in brackets, respectively). 

Institutions: 

 Property rights 129 (133, 128, 121, 120, 113, 95)  

 Government transparency in policy making 134 (139, 133, 130, 117, -, -) 

 Ethical behavior of the companies 134 (139, 133, 130, 124, 109, 104) 

 Auditing and reporting standards 119 (134, 131, 121, 93, 91, 91)    

 Minor shareholders protection 139 (139, 133, 130, 121, 112, 98) 

 

Infrastructure: 

 Infrastructure quality 140 (139, 132, 127, 118, 100, 111) 

 Quality of roads 141 (137, 132, 131, 127, 120, 95) 

 Quality of ports 141 (138, 133, 134, 129, 117, 115) 

 Air transport quality 138 (138, 133, 132, 126, 117, 115) 

 Available airline seat 137 (133, 129, 130, 125, -, -)  

 

Higher education and training 

 Extent of staff training  137 (136, 131, 126, 108, 95, 93) 

 

Goods market efficiency 

 Intensity of local competition 132 (133, 118,98, 102, 95, -) 

 Extent of market dominance 131 (137, 132, 106, 80, 65, 59) 

 

Labor market efficiency 

 Cooperation in labor-employer relations128 (109, 72, 102, 116, 104, 85) 
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Business sophistication 

 International distribution control 129 (130, 131, 130, 114, 87, 73) 

 

In the analysis ahead, along the observed results and analysis of the World Bank 

that are shown in regular economic report for Southeastern Europe, which was unveiled in 

November 2011. 

Public debt, which is shown as a percentage of GDP is high - 36.90%. The fact is 

that there are no officially adopted indicators that can signal when the economy is in 

serious danger, but there are measures which are agreed to most of the world's leading 

experts in the field of economics.  

In the context of indicators relating to public debt, it is considered that the ratio of 

the GDP with countries considered to be acceptable if it is up to 40%. Bosnia and 

Herzegovina is quite close to this percentage in the future may pose a serious problem. The 

fiscal situation is very challenging, taking into account the country's fiscal deficit and 

projections for future developments. The fiscal deficit for 2010 (as% of GDP) was -4.2%, 

which is among the highest in the region. Higher values are in Serbia and Montenegro and 

the region's average is -3.8%. EU10 average is higher than 6%. In addition, projections for 

the next period are quite pessimistic. The public debt of Bosnia and Herzegovina in 

relation to the countries of the region is satisfactory, and we are (with Macedonia) out of 

the danger zone. EU10 countries average is close to 50%. Debt of B&H is 82% of the 

revenues. The highest percentage of state revenues in B&H comes from indirect taxes 

(44.4% of total revenues or 19.7% of GDP). In addition to indirect taxes, are important 

sources of revenues are contributions with share of 35.1% or15.6% of GDP (contribution 

rate in the Federation are the highest in the region). If you watch the expenditure side of 

budget, the most money in Bosnia and Herzegovina goes to the wages and social transfers. 

Taking into account these indicators, projections of economic developments in the 

future, the fact that the stand-by arrangement with the IMF ends in June 2012, a key 

problem in Bosnia and Herzegovina in the future will be a source and chances of deficit 

financing. 

The external debt of countries in the region in the period 2007 onwards grew, so 

this is the case in Bosnia and Herzegovina as well. Most countries have used IMF funds 

which has increased the debt. External debt is nearly 60% of GDP, and with that indicator 

B&H is in the critical zone of country vulnerability. We are in a similar situation as 

Macedonia. Albania slightly improves the average of the region that is over 64%. 

In 2010 imports grew at a less rate compared to exports. Last year was a year of 

negative growth of these indicators. 

Monetary policy has some limitations due to the currency board arrangement based 

on Euro. Deposits at banks have recovered since 2009 and are now very close to the level 

we had before the crisis. Drop in credit activity has stopped, but recovery rates are still 

quite far from those before the crisis. In total loans, a large share of bad loans is present. In 

the context of monetary policy in the region, by Forbes report, Bosnia and Herzegovina has 

a quite high place together with Macedonia. Inflation in the region has reached the highest 

level in the first half of 2011, but now a trend of gradual decrease can be noticed. 

The unemployment rate is 27.2%. 

Comparison of rankings of economic power (GDP, 84. position), the 

competitiveness index (GCI, 100. place) and the Global Peace Index (GPI, 60. place) in 

2011, clearly indicates that Bosnia and Herzegovina today "living beyond its real chances", 

but that the stability of the country, from the point of conflict, is not an issue in relation to 

the overall interior decor as measured by an index of competitiveness. The gap between 

those two parameters, however, reduced and this year is 16 positions (as in past years, the 

gap was 23 and 33 positions). 
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4. Conclusion 

As a conclusion we offer few findings. 

 

Table 6. – Relevant ranking of B&H 

 

Index/Year 2011 

Global Peace Index 60 

HDI 74 

GDP p/c 84 

Forbes Best Countries for Business 84 

WEF Global Competitiveness Index 100 

WEF Networked Readiness Index 110 

WB Doing Business 125 

Source: Author’s illustration 

 

According to the latest rankings, it is obvious that in the last year were "relatively 

calm" on position 60 (out of 153 countries). Human Development Index (HDI) is also 

relatively well positioned, particularly taking into account the fact that the observations 

made in the five-year period. Forbes rating of Bosnia and Herzegovina is much better this 

year compared to last year. This year, according to this criterion we are in position 84 (in 

the competition of 134 countries). This year Forbes index is equated with the position of 

B&H GDP p/c (but in this ranking in the competition of 142 countries).  

The GDP ranking (which we owe to $ 4.316, which is the GDP p/c of B&H in 

2010) is significantly below the rank of GDI. Using the analysis of Professor Michaela 

Porter (author of competitiveness index) the correlation of the gross domestic product and 

competitiveness index can be determined by. Specifically, if the country is better 

positioned according to the index of competitiveness in relation to GDP pc it shows the 

long-term sustainable economic system of the country. In this case, there is reason for 

optimism for the long term. On the other hand, if the country is better ranked according to 

GDP pc compared to the index of competitiveness, it indicates that the current level of 

development and quality of life is set on the unrealistic basis and requires urgent reform of 

the basic elements of the national economy. 

Based on the presentation in Table 6 it is obvious that the gap of these two 

indicators in Bosnia and Herzegovina of 16 is in favor of GDP pc. This is just one more, 

scientifically based, confirmation that it is ultimate time for systemic reforms in the 

country. Otherwise, in the future we will not have just too many reasons for optimism. The 

good news is that this gap last year was even 23 seats. So, something is being done (and 

the opinion of the business community confirmed that), but it still is not enough. Much 

worse indicators are related to readiness for networking, and we are rated as the worst 

economy in which business is simple and desirable (although ranking was better than last 

year). 

The improvement of country’s position, through financial stability and long-term 

economic growth, can be expected upon the achieving the necessary political stability and 

functional market. So a few competitiveness enhancing measures can be recommended in 

order to achieve previously mentioned goal: 

 

- the business environment has to be improved 

Business starting and performing procedures have to become easier. That can be a 

good start for investment climate to develop. Additional measures for making better 

investment environment (for different types of investments) have to performed at all 
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government levels. Also, local businesses have to be positioned better (in relation to 

business financing and import/export policy). Specialized financial institutions’ role (such 

as investment and commercial banks) has to (re)considered and redefined. World Bank’s 

Doing business report offered great base for defining the key performance indicators of 

local businesses.  

 

- stabilization of macroeconomic indicators 

According to the IMF requests (that are prerequisites for the standby arrangement 

that is being negotiated in the spring of 2012) public expenditures have to be seriously 

reduced and fiscal sector to be stabilized (the expenditures and revenues have to be 

balanced).  

 

More specific measures, related to two previously mentioned strategies, can be 

developed in key performance businesses, such as: energy, infrastructure (more 

specifically, road and telecommunication infrastructure), agriculture and tourism. 
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Abstract 

 

Over the past two decades, the issue of regional convergence in the European 

Union has been the subject of a wide range of empirical research. This paper aims to 

provide more information on the regional convergence processes in Croatia. Special 

attention is given to differences in regional growth patterns of the new member states 

(NMS) and Croatia, as well as factors influencing regional disparities within each country. 

Regional convergence is analysed for the period 2001-2008 at the NUTS II and NUTS III 

level.  

The model most widely used for testing convergence hypotheses is beta-

convergence analysis. Beta-convergence is defined as a negative relation between the 

initial income level and the income growth rate, meaning the less developed regions are 

expected to record higher growth rates. One should notice a distinction between absolute 

convergence and conditional convergence. According to the absolute convergence 

hypothesis, all regions converge towards the same steady state equilibrium. On the other 

hand, conditional convergence model controls for other differences in cross-sectional units 

that could produce different steady-state. Other factors usually included in econometric 

modelling of convergence are demographic variables, labour market conditions, industrial 

structure, institutional factors and overall government policy.  

The main hypothesis tested in this work is that the process of regional convergence in 

NMS and Croatia is not strong enough to dominate over other factors influencing regional 

potential growth (mainly industry structure and quality of human capital). Despite some 

redistributive effects of regional policy, less developed Croatian regions as well as some NMS 

regions have not succeeded in reducing gaps in comparison to the most developed regions in 

Croatia and the EU. According to our model, absolute β-convergence can be found on the 

national level for EU countries which is in line with previous studies. Convergence also can be 

found for the NMS regions but the pace of convergence on the regional level is lower in 

comparison to the national level and the estimated β-convergence parameter is less significant. 

No evidence on regional convergence (county level) has been found in Croatia and disparities 

have been highly persistent throughout the period 2000-2008. Education and share of investment 

in GDP are significant in explaining development differences for NUTS 2 regions of new 

mailto:zlovrincevic@eizg.hr
mailto:dmikulic@eizg.hr
mailto:galica@dzs.hr
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member states. That means that NMS regions with higher proportion of educated population and 

higher attractiveness for investors benefited more from EU accession in comparison to regions 

with less educated population and lower investment levels. These results assert further 

importance of the European Union and its member states’ regional policies for reducing regional 

income disparities. Although availability of structural funds are an important factor for speeding-

up the regional convergence process, special attention of regional policy should be devoted to 

other factors influencing potential growth of less developed regions, especially improvements in 

human capital and change of industrial structure in favour of industries able to benefit from 

technological progress.  

The paper consists of five sections. After introduction which presents theoretical 

background of convergence hypothesis, second section brings a brief literature overview 

on recent empirical studies on regional convergence in the EU and NMS.  Section 3 

presents data on regional economic disparities in the EU, NMS and Croatia. This chapter 

also introduces other regional variables which could influence regional growth rate. Forth 

section brings a short overview of the econometric model used in this paper and presents 

main results of the convergence analysis. Section 5 concludes.    

 

Keywords: regional convergence, regional policy, economic growth, Croatia 

JEL classification: R11 

 

1. Introduction 

In the European Union, regional disparities in economic development are more evident in 

comparison to other developed economies such as the USA or Japan, particularly after the 

recent wave of EU enlargements. The most developed EU regions are approximately eight 

times richer than the least developed regions. Due to significant differences in regional 

development, EU introduced a set of policy measures to promote integration and 

convergence of less developed areas of the Member States. While data on regional 

disparities in the EU shows improvements recently, all new member states show increasing 

‘within country dispersion’
340

 over the analyzed period.  

 

Table 1. Dispersion of regional GDP per inhabitant in EU member states and Croatia   
 

2001 2002 2003 2004 2005 2006 2007 2008 

Difference 

2008-

2001 

EU (27 

countries) 
35.3 34.6 34.1 33.4 33.1 33.0 32.6 32.2 -3.1 

OLD MS 
         

Belgium 28.4 28.4 27.8 28.1 28.3 27.8 27.9 27.2 -1.2 

Czech 

Republic 
24.3 24.9 25.0 24.2 25.0 25.4 26.6 26.8 2.5 

Germany 29.4 29.1 29.3 29.1 28.8 28.7 28.4 27.8 -1.6 

Austria 26.3 26.1 25.7 24.8 24.6 24.3 23.6 23.3 -3.0 

Finland 32.7 31.7 29.8 29.5 29.9 30.4 30.3 30.0 -2.7 

Ireland 23.7 26.9 27.5 26.4 27.9 28.6 29.3 30.0 6.3 

Spain 21.1 20.5 19.8 19.4 19.1 19.1 18.8 18.8 -2.3 

France 23.8 23.5 23.6 22.6 23.2 23.1 23.7 23.9 0.1 

Italy 26.0 25.6 25.4 25.5 25.0 24.4 24.2 24.2 -1.8 

Sweden 14.9 15.2 14.9 15.7 16.2 15.2 15.5 15.9 1.0 

                                                 
340 The dispersion of regional GDP (at NUTS 3 level) per inhabitant is measured by the sum of the absolute 

differences between regional and national GDP per inhabitant, weighted with the share of population and 

expressed in percent of the national GDP per inhabitant. The indicator is calculated from Eurostat regional 

GDP figures based on the European System of Accounts (ESA95). The dispersion of regional GDP is zero 

when the GDP per inhabitant in all regions of a country is identical, and it rises if there is an increase in the 

distance between a region's GDP per inhabitant and the country mean. 
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United 

Kingdom 
27.2 27.9 27.9 27.4 27.4 28.0 28.9 30.7 3.5 

         
 

NMS 
        

 

Bulgaria 28.8 30.1 30.2 30.9 32.9 38.0 42.7 44.3 15.5 

Estonia 37.2 38.6 41.3 42.3 39.6 43.4 41.4 41.0 3.8 

Poland 31.1 32.7 32.4 32.2 33.3 34.3 34.5 33.3 2.2 

Portugal 27.5 27.8 28.3 28.8 29.3 28.6 28.9 28.9 1.4 

Romania 27.9 30.1 29.3 29.2 33.7 34.4 35.2 37.7 9.8 

Slovenia 20.1 20.5 22.3 21.9 21.8 22.3 22.4 21.8 1.7 

Slovakia 27.3 28.1 28.7 29.2 33.7 34.4 35.0 32.7 5.4 

Latvia 45.2 51.9 49.0 52.9 51.3 46.9 45.6 45.3 0.1 

Lithuania 21.8 24.7 24.2 23.7 25.1 27.6 29.0 28.0 6.2 

Hungary 37.6 39.6 37.7 37.9 40.2 42.5 42.4 42.8 5.2 

          

Croatia 29.6 28.5 31.0 31.9 32.9 33.8 32.8 31.1 1.5 

Source: Eurostat database. 

 

As evident from Table 1, between 2000-2008 Croatia, besides Latvia and Portugal, 

recorded the smallest change in regional dispersion (1.5) in comparison to NMS. The 

theoretical and empirical researches on regional income convergence become particularly 

popular in the last two decades. One of the first studies on convergence was presented in 

Baumol (1986) and Barro and Sala-i-Martin (1991). A broad literature on convergence is 

mainly concerned with one of the three well-known competitive convergence hypotheses: 

• the absolute (unconditional) convergence hypothesis, 

• the conditional convergence hypothesis and 

• the club convergence hypothesis. 

According to the absolute convergence hypothesis, per capita incomes of countries 

or regions converge with one another in the long-term regardless of the other initial 

conditions. The traditional and widely used tool for testing convergence hypotheses is 

beta-convergence analysis. Beta-convergence (β- convergence) is defined as a negative 

relationship between the initial income level and growth rate and imply all economies 

converge to the same unique and stable steady state equilibrium. Theoretical background 

for this hypothesis is explained in the traditional neoclassical growth theory, which states 

that economic growth depends on main three production factors: population, capital 

accumulation and technology. As more capital is engaged in more developed regions, 

therefore lower marginal returns to capital and slower economic growth is expected. 

Globalization and international trade as well as migration and liberalization of international 

capital flows are factors in favor of reducing the productivity gap and living standards 

between countries and regions. 

Some empirical research confirms the unconditional convergence hypothesis, 

however the majority of this research applies a homogeneous sample of countries or 

regions. The absolute β-convergence hypothesis is usually tested by the following cross-

sectional econometric equation (Baumont et al 2002): 

 

gt=αS + βy0 +ε, 

 

where gt is the vector of per capita GDP average growth rate (n is the number of regions) 

in the period (0, t); y0 is the vector of per capita GDP initial levels (at time 0); S is the unit 

vector and ε is the vector of error terms. The absolute convergence hypothesis is confirmed 

if the estimate of coefficient beta is statistically significant and negative. 
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The conditional convergence hypothesis assumes that in the long run per capita 

incomes of economies converge with one another if main features of those economies are 

similar. The main factors which are assumed to be similar as a prerequisite for 

convergence are technological level of economies, socio-demographic features (as 

educational level and population growth) and overall institutional environment. If those 

factors differ among economies, each particular economy will tend to reach its own unique 

equilibrium. The evidence should suggest the existence of conditional convergence if the 

negative relationship between initial per capita incomes and their growth rates holds only 

after the possibility of the above-mentioned structural characteristics has been controlled 

for (Mankiw et al 1995). The cross-sectional equation for testing conditional β– 

convergence is as follows, in matrix form (Baumont et al 2002):  

 

g =αS + βy + Xφ +ε 

 

where X is the matrix of explanatory variables constant in the steady state equilibrium and 

all other terms are as previously defined. There exists conditional β–convergence if the 

estimated value for β is significantly negative even after controlling for other initial factors. 

In addition to the conditional and unconditional convergence hypothesis, Fischer 

and Stirböck (2004) define club convergence as the process by which each region 

belonging to a certain club moves from a disequilibrium position to its club-specific 

steady-state position. At the steady-state the growth rate is the same across the regional 

economies of a club. Cappelen (2001) notes that the concept of club convergence is not 

relevant in the context of standard neoclassical model because agents are assumed to be 

homogeneous. It means there are no different initial conditions and therefore no club 

convergence, but if agents are allowed to be heterogeneous the dynamic system of the 

neoclassical growth model could lead to multiple steady-state equilibrium in spite of 

diminishing returns to capital. Durlauf (2001) points out that a key limitation of the 

majority of empirical analyses of cross-sectional regional growth has been that the 

assumption of a single steady-state has to hold for all the regional economies in the sample, 

which is the case in the case of the absolute and conditional convergence hypotheses. The 

club convergence hypothesis, on the other hand, allows multiple and local stable steady-

state equilibriums only. The sigma-convergence approach has become popular following 

the work by Quah (1993) showing that the traditional negative relationship between 

economic growth and initial development level does not provide a unique answer in terms 

of convergence. According to the author, relationship tends to be negative even if income 

differences have not decreased. Sigma-convergence (σ – convergence) pertains to the 

decline in the cross-sectional dispersion of per capita incomes over time.  

Paas et al (2007) highlighted the theoretical background for convergence/ 

divergence process. According to neoclassical growth theory, the decrease of disparities in 

income levels is expected because of decreasing returns to capital. On the other hand 

endogenous growth theory predicts stable or even increasing inequality due to increasing 

returns to scale. According to the endogenous growth theory, policy measures can have a 

long-term impact on the growth rate of an economy, while in the neoclassical model long-

term growth can be established only by a change in the savings rate. In addition to 

mainstream theories, North (1990) shows that institutions are the stimulating systems of a 

society which can both promote and slow economic growth. Less developed regions can 

therefore grow and catch up with developed regions only if efficient institutions are 

developed.  
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2. Recent empirical studies on regional convergence in the European Union 

 

In addition to the theoretical research, convergence hypothesis has been broadly 

empirically tested in recent literature. Barro and Sala-i-Martin (1991), analyzing 73 

European regions (since 1950) and 48 USA states (since 1880) found the existence of 

convergence in both samples. In the USA, over a long time period, less developed states 

tend to growth faster in per-capita terms in comparison to richer states even if other 

relevant variables are not considered constant. On the other hand, for the group of 

European countries, conditional convergence was found, after controlling of factors of 

initial productivity and the rate of technological progress. In further research, Sala-i-Martin 

(1996) included Japanese prefectures and Canadian provinces and concluded that regions 

tend to converge at a speed of approximately two percent per year which resulted in 

diminishing interregional dispersion of income over time. Convergence process in the USA 

has been subject of interest in Rey (1998) and Tsionas (2000). While Rey (1998) found 

strong patterns of global and local spatial autocorrelation, Tsionas (2000) concluded that 

regional income in USA has not converged in the sample period (1977-1996).  

In the continuation of the paper we are mainly concerned with convergence studies 

in the EU. In the majority of studies there is agreement that regional income convergence 

has been recorded in Europe from the 1950s to the 1970s. After that period the 

convergence process is less obvious although some studies found evidence of further 

convergence.  

Neven and Gouyette (1994) analyzed growth of European economies in the period 

1975-1990 and pointed to the differences in convergence trends across sub-periods and 

across the subsets of regions. In the first half of the 1980s, they found divergence pattern in 

Northern Europe, while after that period clear and strong convergence can be found. 

Regions in Southern Europe converged in the beginning of the period and stagnated 

thereafter. 

Lopez-Bazo et al. (1997) found fast and continuous convergence in productivity for 

129 EU regions in the period 1983-1992. On the other hand, they found no clear evidence 

of convergence in living standards measured by GDP per capita. According to the authors, 

factors behind those results are trade liberalization and need for firms to achieve common 

competitiveness standards. Firms which have not succeeded in that process have been 

forced to reduce costs by reducing the number of employees and eventually exit the 

market. Consequently, less developed regions have suffered from higher unemployment 

rates. Authors concluded that EU regional policy has a direct impact on labour productivity 

but effects on GDP per capita are less evident.   

Boumont et al. (2002) on the sample of 138 European regions over the period 1980-

1995 conclude that spatial dependence and spatial heterogeneity really matter in the 

estimation of beta convergence processes. They found that the convergence process varies 

across areas. The convergence process could not be identified for northern regions, while 

there is some evidence on convergence for southern regions. They also estimated a spatial 

spillover effect in the European regions and found this effect to be strongly significant 

meaning that growth rate in a certain region is positively affected by the average growth 

rate of neighboring regions. 

Arbia, Basile and Piras (2005) found spatial autocorrelation which represents the 

regional interaction effect on the sample of 92 Italian provinces between 1951 and 2000, 

although speed of convergence estimated by spatial lag model is lower in comparison to 

speed resulted from classical fixed-effect specification. Arbia and Piras (2005) conducted a 

similar research on 125 regions of 10 European countries for period 1980-1995 and 

concluded that taking in account of the spatial dependence among the units resulted in 

slower convergence, but beta coefficient is still significant and negative. Using micro-data 

for Czech Republic, Hungary, Poland and Russia, Foster, Jesuit and Smeeding (2005) 
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found that regional income inequality is increasing. Capital cities and major urban areas 

which are generally the most developed areas recorded higher growth of income, while 

poorer areas are lagging behind. 

Paas and Shclitte (2007) based on beta-convergence analysis during the period 

1995-2002 concluded that speed of regional income convergence processes in EU was 

relatively slow. According to their analyses the average speed of absolute convergence was 

higher for the EU15 than for the NMS. Using models with county dummies they found no 

evidence for conditional convergence (models with country dummies) neither between the 

EU15 regions nor the NMS regions. Contrary, for the new member states conditional 

divergence can be found and regional disparities increased. It implies that despite an 

overall convergence in the EU (among countries), there was no convergence within 

individual countries. 

Checherita, Nickel and Rother (2009) analyzed convergence process and role of 

fiscal transfers in EU for period 1995-2005. They concluded that there has been a process 

of convergence across the European regions in terms of both per-capita output and income. 

Similarly to the Paas et al. (2007), they also concluded that convergence within each 

individual country is noticeably more limited, although it can be found in Italy. Disposable 

income across European regions converges during the analyzed period at a higher speed 

than primary income. At the same time, output per capita converged slower than primary 

income. As the main difference between GDP per capita and household primary income 

per capita is explained by the commuting flows of workers, authors concluded that labour 

mobility appears to be particularly important for the process of income adjustment.  

Melchior (2009) presented the results on within-country regional inequality in per 

capita income for 36 mainly European countries during 1995-2005. He found that there 

was a significant increase in regional inequality in 23 out of 36 analyzed countries, while a 

reduction in inequality was present in only three countries. Similar to the above mentioned 

research, inequality increased in all Central and Eastern Europe countries. On the other 

hand, no evident change was recorded for the group of old EU member states. 

Process of regional economic developments in Croatia has been studied in the some 

research but those papers were primarily focused on some related issues, such as 

unemployment, formulation of regional policy or role of public investments. Botrić (2003) 

tried to answer the question whether regional differences in unemployment rates are region 

specific or under the influence of nation-wide shocks. The results imply that some of the 

regions are influenced by region-specific shocks. Those regions have developed their own 

trends, which might lead to persistent and even increasing unemployment rates in which 

could be a significant problem for regions which already have high unemployment. 

Maleković, Puljiz and Tišma (2011) state that integration process inevitably brings 

new opportunities and challenges at local and regional levels for NMS and countries which 

will join EU in the near future as Croatia. Besides opportunities for funding of 

development projects author see process of institution building, a more active approach in 

formulating national policy frameworks, and the creation of new cooperation as main 

benefits in the context of speeding convergence process. 

Drezgić (2011) studied variations in regional growth rates in Croatia. Author tried 

to identify which proportion of difference in growth could be attributed to capital 

accumulation on regional level. Results showed that the regional disparities in Croatia 

intensified in the period of increased government investment activity.  
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3. Economic disparities in the European Union, new member states and Croatia 

 

This chapter presents an overview of basic economic indicators for EU, NMS NUTS II 

regions and Croatian counties. As can be seen, in base year (2000) GDP per capita
341

 has 

been highest in Luxembourg (244.9), followed by Netherlands (134.1), Denmark (131.5) 

and Austria (131.2). With 49.6 GDP per capita Croatia is in group of less developed 

countries. It is obvious that Romania (26.0) and Bulgaria (28.4) have the lowest GDP per 

capita in EU 27. The highest average annual growth of GDP per capita is registered in new 

member states - Romania (9.9), Lithuania (6.9), Latvia (6.7) and Bulgaria (6.6). On the 

other hand, in period 2000-2008 the lowest average annual growth of GDP per capita (-1.4) 

was recorded in Italy. Average annual growth of GDP per capita in Croatia was 3.3%.  

 Picture 1 presents differences in convergence process for EU countries, NUTS II 

regions of new member states and Croatian counties. As can be seen, a clear negative 

relation between initial development level and growth can be noticed for EU 27 counties. 

For the NMS regions there is a weak relationship, while in Croatian case no relationship 

can be found. 

 

Picture 1. Initial development level and growth, EU, new member states and Croatia 

 

            

 
 

           

            

            

            

            

            

            

            

            

            

            

            

            

 

 

          

            

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

          
                                                 
341 Expressed in PPS, EU 27=100. 
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Economic literature on convergence, besides initial GDP level, as other relevant 

variables for explaining differences in development see economic structure, education and 

fixed capital. Those additional variables are presented in Tables 2-4. As can be seen, on 

average, more developed countries have higher share of services in GVA. The most 

significant share of services in gross value added is recorded for Luxembourg (82.4), 

France (76.3), Greece (75.6), United Kingdom (74.9) and Belgium (74.2). On the other 

hand, share of agriculture is higher in less developed countries. Agricultural production is 

very important economic sector in two new EU countries (Bulgaria and Romania) which 

only have above 10% of agriculture in gross value added. With 6.9% of agriculture in 

gross value added Croatia is on third place. The highest share of industry is registered in 

Czech Republic (37.7) and Ireland (37.1). With 30.8% of GDP investments are very 

important in Estonia, Latvia (28.2) and Spain (28.1). Average share of investments in 

analysed period in Croatia are 23.8% of GDP. Scandinavian countries (Finland and 

Sweden) and Belgium have the most favourable educational level, measured as share of 

pupils and students (more than 26%) in the total population. With only 18.4% Croatia, 

along with Bulgaria (17.7) and Italy (18.7), is placed in the group of countries which have 

the smallest share of persons in education in total population.  
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Table 2. Initial level of GDP, average annual growth rate and structural features of economic development, EU 27 countries and Croatia 
 

GDP, p.c. 

EU27=100, 

2000. 

Average 

annual 

growth of 

GDP, p.c., 

2000-2008 

Services, 

as % of 

GVA 

Agriculture, 

as % of 

GVA 

Industry, as 

% of GVA 

Investment, 

as % of 

GDP 

Pupils and Students in all levels of 

education (ISCED* 0-6) - as % of 

total population at regional level 

Belgium 126.0 -1.1 74.2 1.0 24.8 20.6 26.7 

Bulgaria 28.4 6.6 61.4 10.0 28.6 23.0 17.7 

Czech Republic 68.4 2.2 59.2 3.1 37.7 27.0 20.7 

Denmark 131.5 -0.8 72.5 1.9 25.7 20.2 25.6 

Germany  118.4 -0.3 69.4 1.0 29.6 18.6 20.0 

Estonia 45.1 6.3 67.5 3.8 28.7 30.8 22.9 

Ireland 130.4 0.3 60.8 2.0 37.1 23.9 24.0 

Greece 84.0 1.4 75.6 4.9 19.4 22.4 19.2 

Spain 97.3 0.8 67.3 3.5 29.2 28.1 20.5 

France 115.2 -0.9 76.3 2.4 21.2 19.4 23.2 

Italy 116.7 -1.4 70.1 2.4 27.5 20.9 18.7 

Cyprus 88.7 1.2 77.9 3.0 19.1 19.4 21.4 

Latvia 36.7 6.7 73.3 4.0 22.6 28.2 22.0 

Lithuania 39.3 6.9 63.5 4.9 31.6 22.8 24.5 

Luxembourg 244.9 1.8 82.4 0.5 17.1 21.2 19.6 

Hungary 55.8 1.9 65.3 4.5 30.1 22.7 19.6 

Malta 83.5 -0.9 73.8 2.6 23.6 20.1 20.1 

Netherlands 134.1 -0.1 73.3 2.2 24.5 20.0 23.0 

Austria 131.2 -0.7 68.3 1.8 29.9 22.3 20.4 

Poland 48.2 2.1 65.6 4.5 29.9 20.1 23.7 

Portugal 81.0 -0.5 71.0 3.0 26.0 24.1 22.4 

Romania 26.0 9.9 53.3 11.0 35.8 23.9 21.2 

Slovenia 79.7 1.8 62.5 2.8 34.7 25.8 21.5 

Slovakia 50.1 5.6 59.2 4.3 36.6 26.0 22.3 

Finland 117.0 0.1 63.7 3.0 33.3 20.0 26.4 

Sweden 127.5 -0.4 70.2 1.8 28.0 18.1 26.1 

United Kingdom 118.9 -0.4 74.9 0.8 24.2 16.9 22.5 

Croatia 49.6 3.3 65.0 6.9 28.1 23.8 18.4 

Source: Eurostat database. 

*ISCED - International Standard Classification of Education (ISCED) of the UNESCO. 
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Table 3 presents main economic indicators and structural features of economic 

development of Croatian counties. GDP per capita in base year (2000) of all Croatian 

counties is below the EU 27 county average. City of Zagreb (83.5), County of Istria (66.7) 

and County of Primorje – Gorski Kotar (58.4) have the highest GDP per capita. Counties 

of Lika – Senj (5.5), Šibenik – Knin and Dubrovnik – Neretva (4.5) have the highest 

average annual growth of GDP per capita. The highest share of services in gross value 

added is found in the City of Zagreb and three counties (Dubrovnik – Neretva, Šibenik – 

Knin and Zadar). On the other hand, industry is significant in County of Sisak – 

Moslavina, County of Međimurje and County of Krapina – Zagorje. Agricultural 

production is the most representative for Central and East (Panonian) Croatia.  Three 

counties in this region have average share of gross value added above 20%. These are: 

Virovitica – Podravina (27.1), Bjelovar – Bilogora (25.5) and Vukovar – Sirmium (21.7) 

counties. As a result of large infrastructural projects and low share in GDP County of Lika 

- Senj recorded the highest average share (76.7) of investments in GDP. As the most 

developed region, North West Croatia has 20.3% of pupils and students in total population 

of that region, followed by Adriatic Croatia with average share of 17.8%, while Central 

and East (Panonian) Croatia has only 16.5% of educated persons at regional level. 
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Table 3. Initial level of GDP, average annual growth rate and structural features of economic development, Croatian counties* 

 

County of Croatia 

GDP, p.c. 

EU27=100, 

2000. 

Average 

annual 

growth of 

GDP, p.c., 

2000-2008 

Services, 

as % of 

GVA 

Agriculture, 

as % of 

GVA 

Industry, as 

% of GVA 

Investment, 

as % of 

GDP 

Pupils and Students in all levels 

of education (ISCED** 0-6) - as 

% of total population at regional 

level 

County of Zagreb  36.0 3.7 66.9 6.3 26.8 16.6 20.3 

Krapina-Zagorje 40.0 1.1 51.3 8.3 40.4 22.3 20.3 

Sisak-Moslavina 43.7 1.7 46.6 9.6 43.8 17.8 16.5 

Karlovac 43.6 1.7 57.8 7.5 34.7 20.9 20.3 

Varaždin 46.8 2.2 52.8 11.2 36.0 20.1 20.3 

Koprivnica-Križevci 50.9 1.6 41.7 20.4 37.9 16.1 20.3 

Bjelovar-Bilogora 39.3 2.8 51.0 25.5 23.5 12.6 16.5 

Primorje-Gorski kotar 58.4 3.2 67.0 1.5 31.5 25.9 17.8 

Lika-Senj 41.6 5.5 56.3 11.0 32.7 76.7 17.8 

Virovitica-Podravina 40.2 1.2 46.3 27.1 26.6 11.2 16.5 

Požega-Slavonia 37.3 0.9 53.3 20.2 26.5 16.7 16.5 

Slavonski Brod-Posavina 31.4 1.9 54.6 15.7 29.7 16.7 16.5 

Zadar 38.8 4.2 71.4 6.4 22.2 28.5 17.8 

Osijek-Baranja 39.2 3.7 55.8 15.6 28.6 20.9 16.5 

Šibenik-Knin 34.1 4.5 71.9 4.3 23.8 23.5 17.8 

Vukovar-Sirmium 30.5 3.2 53.9 21.7 24.4 24.9 16.5 

Split-Dalmatia 38.6 3.3 69.4 2.7 27.9 26.5 17.8 

Istria 66.7 2.0 64.0 3.2 32.8 23.7 17.8 

Dubrovnik-Neretva 44.4 4.5 72.7 5.1 22.2 21.3 17.8 

Međimurje 41.9 3.0 45.1 13.0 41.9 16.2 20.3 

City of Zagreb 83.5 3.4 76.6 0.2 23.2 26.9 20.3 

Source: Eurostat database. 

*Data on pupils and students are available only for NUTS II region. 

**ISCED - International Standard Classification of Education (ISCED) of the UNESCO. 
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Table 4 shows indicators of regional differences in new member states and Croatia. For 

each of selected countries the indicators for the most and the less developed county 

(minimum, maximum) are given, where EU27=100. The highest ratio between minimum 

and maximum (ratio max/min) developed region in 2008 is registered in Romania (3.9). 

On the other hand, Slovenia (1.4) and Croatia (1.7) had the lowest max/min ratio. The 

highest difference of the max/min ratio in period 2000 – 2008 was recorded in Bulgaria 

and Romania (0.8) indicating a significant growth of economic inequalities. 

Data for standard deviation shows that regional differences between counties were 

increasing in all countries in period 2000–2008.  Difference between standard deviation in 

2008 and base year were the highest in Slovakia (20.6), Romania (14.5) and Bulgaria 

(11.1). Contrary, Poland (2.5) recorded relatively slow growth of inequalities in analysed 

period. 

 

Table 4.  Indicators of regional differences in economic development, NMS and Croatia 
 

2000 2001 2002 2003 2004 2005 2006 2007 2008 

Difference 

2008 -

2000 

Bulgaria 
 

Minimum 21.5 22.8 23.5 25.6 26.6 27.5 26.2 26.7 28.2 6.6 

Maximum 37.5 41.2 45.5 48.6 50.9 54.3 59.8 66.4 72.4 34.9 

Ratio max/min 1.7 1.8 1.9 1.9 1.9 2.0 2.3 2.5 2.6 0.8 

Standard deviation 5.7 6.5 7.8 8.6 9.4 10.3 12.6 15.1 16.8 11.1 

Czech R. 
 

Minimum 53.4 54.6 54.0 56.7 59.4 59.2 59.7 61.4 62.2 8.9 

Maximum 136.5 145.0 147.4 153.7 154.2 158.4 161.6 171.1 172.6 36.1 

Ratio max/min 2.6 2.7 2.7 2.7 2.6 2.7 2.7 2.8 2.8 0.2 

Standard deviation 27.5 30.2 31.1 32.4 31.9 33.2 34.2 36.9 37.2 9.7 

Hungary 
 

Minimum 36.0 37.9 39.2 40.6 41.4 40.0 39.7 38.9 39.7 3.7 

Maximum 85.6 93.5 100.7 100.1 101.4 103.2 105.1 103.6 107.0 21.4 

Ratio max/min 2.4 2.5 2.6 2.5 2.4 2.6 2.6 2.7 2.7 0.3 

Standard deviation 18.1 19.8 21.9 21.5 21.8 22.6 23.7 23.3 24.1 5.9 

Poland 
 

Minimum 33.6 33.4 33.8 34.5 35.0 35.0 35.0 36.8 38.8 5.2 

Maximum 72.8 74.3 74.5 75.9 77.0 81.3 82.8 87.2 88.7 15.9 

Ratio max/min 2.2 2.2 2.2 2.2 2.2 2.3 2.4 2.4 2.3 0.1 

Standard deviation 9.6 10.0 9.9 10.1 10.3 11.2 11.6 12.2 12.1 2.5 

Romania 
 

Minimum 18.1 20.4 21.3 22.5 23.5 23.3 24.7 26.6 28.8 10.7 

Maximum 56.4 57.3 59.1 62.6 68.1 76.8 83.7 91.9 113.1 56.7 

Ratio max/min 3.1 2.8 2.8 2.8 2.9 3.3 3.4 3.5 3.9 0.8 

Standard deviation 12.1 11.7 12.1 12.8 13.9 16.9 18.5 20.6 26.6 14.5 

Slovenia 
 

Minimum 67.2 66.5 68.7 68.7 71.5 72.6 72.3 73.0 75.6 8.3 

Maximum 94.4 95.0 98.1 100.6 103.6 104.9 105.4 106.6 108.9 14.4 

Ratio max/min 1.4 1.4 1.4 1.5 1.4 1.4 1.5 1.5 1.4 0.0 

Standard deviation 19.2 20.1 20.8 22.5 22.7 22.9 23.5 23.8 23.5 4.3 

Slovakia 
 

Minimum 37.7 40.1 41.0 41.3 42.0 43.0 43.8 46.4 50.8 13.2 

Maximum 108.7 115.4 122.2 124.6 128.8 146.5 147.7 160.9 166.9 58.1 

Ratio max/min 2.9 2.9 3.0 3.0 3.1 3.4 3.4 3.5 3.3 0.4 

Standard deviation 33.5 35.8 38.6 39.4 40.9 49.2 48.6 53.3 54.1 20.6 

Croatia 
 

Minimum 37.8 38.6 39.9 39.7 40.1 40.0 40.8 42.1 45.8 7.9 

Maximum 60.9 62.5 65.2 68.0 69.2 71.7 73.0 76.1 78.2 17.3 

Ratio max/min 1.6 1.6 1.6 1.7 1.7 1.8 1.8 1.8 1.7 0.1 

Standard deviation 11.5 12.0 12.8 14.1 14.5 15.9 16.1 17.0 16.2 4.7 

Source: Eurostat database. 
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Apart from Poland and Slovenia, Croatia recorded the smallest change in max/min ratio 

and standard deviation in period 2000-2008, indicating very slow process of within country 

convergence despite different general public perception. List of all regions at NUTSII level 

can be found in the Appendix, Table A 

 

4. Model for testing convergence hypothesis in the European Union, new member 

states and Croatia  

 

In this chapter various models for testing hypothesis on convergence are presented. A 

concept of convergence is derived from the neoclassical model according to which the rate 

of growth of an economy is inversely correlated with its initial level of development 

(absolute β-convergence). As a tool for testing hypothesis on absolute β-convergence we 

used the following model: 

 
where: 

Yi2008 – GDP per capita in EURO PPS in region i in 2008, 

Yi2000 – GDP per capita in EURO PPS in region i in 2000 (initial period), 

 – constant to be estimated in model, 

 - parameter to be estimated in model, 

– error term. 

 

Data sources, descriptive statistics and graphical presentation of relevant data were 

presented in the previous chapter. In order to determine whether there is evidence on 

absolute β-convergence, three equations are estimated, each comprising of a different unit 

sample. In the first equation, model is tested on the national level for group of EU 

countries including Croatia which will formally join EU in 2013. Second equation 

comprises of NUTS 2 regions of new member states (NMS) and Croatia, while the third 

equation is comprised of Croatian counties (NUTS III level). As can be seen from Table 5, 

strong evidence on absolute β-convergence can be found on national level for EU 

countries. Estimated parameter for β-convergence is significant and has an expected sign.  

Two additional indicators for the convergence speed are presented in the table. 

Both of them are derived from the estimate of parameter β and could be found in various 

papers on convergence. The speed of convergence measures how fast economies converge 

towards the steady state and can be calculated from the following formula: 

 

s = −ln(1+ β ) /T 

 

in which T stands for the number of periods for which we have data for per capita GDP 

growth rates (as a period from 2000 to 2008 is analysed, T=8).  

The half-life period is defined as the time necessary for the economies to cover half 

of the initial lag from their steady states and can be calculated from following formula: 

 

 

τ = −ln(2) / ln(1+ β /T). 

 

As can be seen from Table 5, convergence process on the national economy level is 

relatively strong in EU and despite significant initial differences in development, we can 

expect a strong convergence process as in the analysed period half of the initial lag will be 

covered in less than 20 years. Of course, the recent economic recession would probably 

change the conclusions to an extent based on data for 2000-2008 since the issues of 

vulnerability of certain regions in period of crises have not been accounted for. 
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Econometric properties of convergence equation comprising new member states 

NUTS 2 regions are not as good in comparison to the equation relating to national 

economies, although parameter for β-convergence is still highly significant. Speed of 

convergence on regional level is approximately 2 times lower in comparison to national 

level convergence. On the other hand, no evidence on regional convergence (on county 

level) can be found in Croatia. Estimated parameters are absolutely insignificant and 

estimated equation has very low ability to explain differences in regional development in 

Croatia.  

 

Table 5. Results for testing absolute β-convergence hypothesis  
 

EU+Croatia 
NMS NUTS 2 

regions 
Croatia 

 

 

Constant (  3.3377*** 

(9.2430) 

0.873*** 

(-4.462) 

0.271 

(-0.843) 

Initial level of GDP  (β) -0.3058*** 

(-6.410556) 

-0.166** 

(-3.2233) 

-0.016 

(-0.189) 

R2 0.756 0.154 0.002 

Prob (F-stat) 0.0000 0.0021 0.8520 

Number of units 28 59 21 

Speed of the 

convergence 
0.0456 0.0227 0.0020 

Half-life period 17.8 33.0 346.2 

t-statistics are in the parentheses under the estimated coefficients. 

Significance levels: ***p<0.001. **p<0.01 and * p<0.1. 

Source: authors' calculations based on data from Eurostat. 

 

Tables 6 and 7 present results for testing conditional β-convergence hypothesis. 

According to that hypothesis if other factors which determine economic growth differ 

among economies, then each particular economy will approach its own but unique 

equilibrium. The evidence should suggest the existence of conditional convergence if the 

negative relationship between initial per capita incomes and their growth rates holds only 

after the possibility of the above-mentioned structural characteristics has been controlled 

for. According to available data, as control variables in the paper we used data on regional 

structure of gross value added (GVA) share of fixed capital formation (investment) in GDP 

and share of pupils and students in overall population (education). 

 

 
 

Besides above defined symbols, Xj stands for additional development factor 

(education, investment, share of agriculture in GVA, share of industry in GVA and share 

of services in GVA) and  are parameters to be estimated for each of relevant factors.

 Results for beta-convergence parameter after investment and education are included 

as control variables and presented in Table 6. As can be seen from the equation comprising 

EU countries, education as control variable is not a significant factor in explaining 

difference in economic development, while share of investment has limited impact on 

speed of the convergence. Although fixed capital and human capital are important factors 

in all growth models, other benefits of EU accession (free movement of goods and capital, 

availability of structural funds) dominated over traditional factors in analysed period.  
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Table 6. Results for testing conditional β-convergence hypothesis (control variables for 

investment and education) 

 EU+Croatia NMS NUTS 2 regions + Croatia Croatia 

 

 
 

Constant (  
2.65*** 

(5.059) 

3.349*** 

(8.756) 

2.664*** 

(5.386) 

0.548** 

(2.901) 

0.721*** 

(3.684) 

0.696*** 

(3.630) 

0.256 

(0.790) 

0.286 

(0.817) 

0.296 

(0.844) 

Initial level of 

GDP  (β) 

-

0.266*** 

(-6.230) 

-0.305*** 

(-7.778) 

-0.266*** 

(-6.411) 

-0.267*** 

(-5.133) 

-0.228*** 

(2.598) 

-0.207*** 

(-4.149) 

-0.0273 

(-0.309) 

-0.011 

(-0.120) 

-0.029 

(-

0.367) 

Education 
0.001 

(0.098) 

-0.001 

(-0.106)  

0.018** 

(2.749) 

0.018* 

(2.598)  

-0.0006 

(-0.049) 

-0.0017 (-

0.1262)  

Investment 
0.013* 

(1.857)  

0.013* 

(1.896) 

0.0146** 

(3.195)  

0.015** 

(3.068) 

-

0.0030* 

(2.016) 

 
0.0029* 

(2.078) 

R2 0.755 0.755 0.720 0.363 0.245 0.276 0.195 0.002 0.195 

Prob (F-stat) 0.000 0.000 0.000 0.000 0.000 0.000 0.285 0.975 0.142 

Number of 

units 
28 28 28 59 59 59 21 21 21 

Speed of the 

convergence 
0.0387 0.0455 0.0386 0.0388 0.0232 0.0290 0.0035 0.0014 0.0037 

Half-life 

period 
20.5 17.8 20.5 20.4 32.3 26.4 202.6.6 484.3 190.6 

t-statistics are in the parentheses under the estimated coefficients. 

Significance levels: ***p<0.001. **p<0.01 and * p<0.1. 

Source: authors' calculations based on data from Eurostat. 

 

On the other hand, education and investment activity have certain significance in 

explaining development differences in NUTS 2 regions of new member states. Speed of 

convergence after controlling for those variables is approximately the same as in the 

analyses on national economy level meaning that NMS regions with higher proportion of 

educated population and higher attractiveness for investors benefited more from EU 

accession. Model for Croatia has a low power for explaining development differences even 

after accounting for education and investment as additional variables although the 

investment parameter is significant and is expectedly positive. On average, Croatian 

counties with stronger investment activity recorded higher economic growth.  

Results for testing impact of structural features on convergence process are 

presented in Table 7. In a model for EU countries, economic structure has low impact on 

growth and inclusion of control variables do not significantly change conclusion on 

convergence process. The same holds for NUTS 2 regions of new member states. On the 

other hand, economic structure of Croatian regions is significant in explaining growth 

differences. Croatian counties specialised in service sector recorded higher growth rates, 

while regions with higher share of agriculture recorded slower growth. Counties with 

higher share of industry also recorded lower growth rates which is probably consequence 

of slow process of industry sector restructuring in Croatia.  
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Table 7. Results for testing conditional β-convergence hypothesis (economic structure 

used as control variables) 
 EU+Croatia NMS NUTS 2 regions+Croatia Croatia 

 

 
 

Constant (  2.840*** 

(3.826) 

3.330*** 

(7.426) 

3.335*** 

(9.059) 

1.333*** 

(3.546) 

0.939*** 

(4.074) 

0.818*** 

(4.037) 

0.706** 

(2.106) 

0.380 

(1.331) 

0.176 

(0.748) 

Initial level of GDP  (β) 
-0.259** 

(-3.529) 

-0.305*** 

(-7.465) 

-0.300*** 

(-6.218) 

-0.268** 

(-3.057) 

-0.170** 

(-3.246) 

-0.200** 

(-3.299) 

-0.113 

(-1.325) 

0.011 

(0.147) 

-0.089 

(-1.372) 

Agriculture 
0.012 

(0.770)   

-0.011 

(-1.428)  

-0.006** 

(-2.472)  

Industry 
 

0.000 

(0.028)   

-0.002 

(-0.550)  
 

-0.007* 

(-2.579)  

Services 
 

 
-0.001 

(-0.213)   

0.003 

(1.055)  
 

0.006*** 

(4.220) 

R2 0.726 0.720 0.720 0.184 0.159 0.276 0.255 0.271 0.498 

Prob (F-stat) 0.000 0.000 0.000 0.003 0.008 0.000 0.071 0.058 0.002 

Number of units 28 28 28 59 59 59 21 21 21 

Speed of the convergence 0.037 0.046 0.045 0.039 0.023 0.028 0.015 -0.001 0.012 

Half-life period 21.1 17.8 18.1 20.4 32.3 27.4 48.7 -499.2 62.3 

t-statistics are in the parentheses under the estimated coefficients. 

Significance levels: ***p<0.001. **p<0.01 and * p<0.1. 

Source: authors' calculations based on data from Eurostat. 

 

5. Conclusion 

 

Based on evidence of significant disparities in regional development, EU introduced a set 

of policy measures to promote integration and convergence of less developed areas of the 

Member States. Consequently, according to GDP per capita data on national level, overall 

disparities in the EU have recently diminished. On the other hand, an increasing dispersion 

in economic development can be found for the regions of individual new member states.  

According to the absolute convergence hypothesis, the per capita incomes of 

countries or regions converge with one another in the long-term regardless of the other 

initial conditions. In conditional convergence models, there is a negative relation between 

initial development and growth, but impact of other factors could produce different steady-

state for different regions. Most of recent empirical researches confirms the convergence 

hypothesis on overall EU level, but in most cases regional convergence within individual 

countries could not be found. Capital cities and major urban areas which are generally the 

most developed areas recorded higher growth of income, while less developed areas are 

lagging behind. 

According to our model, absolute β-convergence can be found on the national level 

for EU countries which is in line with previous studies. Convergence also can be found for 

NMS regions but convergence speed on regional level is lower in comparison to national 

level and estimated β-convergence parameter is less significant. No evidence on regional 

convergence (on county level) can be found in Croatia and disparities have been highly 

persistent in period 2000-2008. More precisely, Croatia, besides Latvia and Portugal 

recorded the smallest change in regional dispersion between 2000-2008 period of time 

(1.5) when compared to NMS. 
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On the national level, education as additional variable is not significant in 

explaining difference in economic development as well as variables reflecting economic 

structure while share of investment has limited impact on speed of the convergence. 

Obviously, in first years of EU membership, benefits from free movement of goods, 

significant capital inflow and availability of structural funds dominated over traditional 

factors like availability of human and fixed capital.  

Contrary to previous conclusion which holds on national level, education and share 

of investment in GDP are significant in explaining differences in development for NUTS 2 

regions of new member states. That means that NMS regions with higher proportion of 

educated population and higher attractiveness for investors benefited more from EU 

accession in comparison to the regions with less educated population and lower investment 

levels. In order to reduce the development gap, national governments should introduce 

various programs for better education and promotion of investment in the less developed 

regions. Models for testing conditional convergence for Croatia have low explicatory 

power for development differences and we can conclude that in the case of Croatia, 

regional convergence process is absent. The most developed counties in Croatia at the 

same time have a higher proportion of GVA in industries with high growth potential. So, 

availability of structural funds should be primarily used for improvement in overall 

regional investment attractiveness which could promote economic restructuring of less 

developed regions.  
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APPENDIX  

Table A: Initial level of GDP, average annual growth rate and structural features of economic development,  NUTS II regions of new member states 

and Croatia 

NUTS II region 

GDP, p.c. 

EU27=100, 

2000. 

Average 

annual 

growth of 

GDP, p.c., 

2000-2008 

Services, 

as % of 

GVA 

Agriculture, 

as % of 

GVA 

Industry, as 

% of GVA 

Investment, 

as % of 

GDP 

Pupils and Students in all levels 

of education (ISCED 0-6) - as % 

of total population at regional 

level 

Severozapaden 25.6 1.3 52.9 17.6 29.5 0.0 14.4 

Severen tsentralen 23.5 3.1 55.5 16.1 28.4 0.0 18.2 

Severoiztochen 27.2 4.1 61.5 12.5 26.0 0.0 19.4 

Yugoiztochen 29.6 2.6 51.2 11.5 37.3 0.0 16.2 

Yugozapaden 37.5 8.6 70.4 3.6 26.1 0.0 19.4 

Yuzhen tsentralen 21.5 4.4 55.7 14.6 29.6 0.0 16.9 

Praha 136.5 3.0 81.6 0.2 18.2 29.7 28.7 

Strední Cechy 64.4 1.8 51.6 3.8 44.5 26.7 14.7 

Jihozápad 63.5 0.9 52.7 5.4 41.9 27.0 19.6 

Severozápad 56.1 1.3 50.7 2.2 47.1 25.7 18.5 

Severovýchod 61.5 0.6 51.3 4.2 44.6 22.9 19.3 

Jihovýchod 61.3 2.3 55.2 5.3 39.4 25.7 22.6 

Strední Morava 55.9 1.8 51.5 4.5 44.1 24.9 20.1 

Moravskoslezsko 53.4 3.4 50.5 2.2 47.3 24.1 21.5 

Eesti 45.1 5.3 67.5 3.8 28.7 30.6 22.9 

Cyprus 88.7 1.2 77.9 3.0 19.1 10.3 21.4 

Estonia 45.1 5.3 67.5 3.8 28.7 30.6 22.9 

Latvia 36.7 5.5 73.3 4.0 22.6 27.7 22.0 

Lithuania 39.3 5.7 63.5 4.9 31.6 22.4 24.5 

Közép-Magyarország 85.6 2.9 76.2 0.9 22.9 17.6 22.7 

Közép-Dunántúl 53.5 1.1 48.7 4.9 46.4 24.5 20.0 

Nyugat-Dunántúl 63.2 0.0 51.2 5.3 43.6 21.7 19.8 

Dél-Dunántúl 42.2 0.6 63.0 9.4 27.6 22.2 22.0 

Észak-Magyarország 36.0 1.3 56.3 5.3 38.5 23.1 22.0 

Észak-Alföld 36.1 1.4 60.4 9.2 30.4 23.1 23.3 

Dél-Alföld 41.1 0.6 60.4 11.8 27.8 20.3 21.4 

Lódzkie 43.4 2.4 62.6 6.1 31.4 18.9 23.0 

Mazowieckie 72.8 2.5 74.0 3.9 22.1 23.6 26.0 
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Malopolskie 41.9 1.9 67.1 2.9 29.9 20.8 25.8 

Slaskie 51.9 2.0 59.9 1.3 38.8 16.9 21.5 

Lubelskie 33.7 1.9 67.6 7.8 24.5 16.5 23.9 

Podkarpackie 33.6 1.8 63.7 3.4 32.9 18.9 23.1 

Swietokrzyskie 37.4 2.4 62.3 6.6 31.1 17.4 22.9 

Podlaskie 36.3 1.6 65.3 10.5 24.3 19.0 23.6 

Wielkopolskie 51.3 1.7 59.9 7.4 32.7 20.8 25.3 

Zachodniopomorskie 49.1 0.5 70.5 4.7 24.9 18.1 22.8 

Lubuskie 43.4 1.4 63.8 4.5 31.6 19.5 21.5 

Dolnoslaskie 50.1 2.4 62.4 2.8 34.8 21.2 23.1 

Opolskie 40.7 2.1 59.8 5.6 34.6 17.2 21.1 

Kujawsko-Pomorskie 44.1 1.2 63.1 6.6 30.2 16.7 23.1 

Warminsko-Mazurskie 37.7 1.3 64.0 8.7 27.3 18.7 23.6 

Pomorskie 47.9 1.4 67.1 3.0 29.9 20.0 23.7 

Nord-Vest 24.0 7.1 52.3 13.2 34.6 18.9 21.4 

Centru 26.9 6.6 47.8 11.6 40.6 20.5 20.8 

Nord-Est 18.1 6.1 50.7 16.5 32.8 15.8 20.6 

Sud-Est 23.2 6.8 49.3 14.2 36.4 22.4 18.3 

Sud - Muntenia 20.9 8.2 44.4 14.6 41.1 19.4 17.1 

Bucuresti - Ilfov 56.4 9.3 69.7 0.7 29.6 35.6 33.3 

Sud-Vest Oltenia 21.6 6.9 45.1 14.1 40.8 18.1 19.5 

Vest 26.8 8.3 51.1 12.4 36.4 20.2 21.2 

Vzhodna Slovenija 67.2 1.5 53.4 4.3 42.3 25.3 18.3 

Zahodna Slovenija 94.4 1.8 69.8 1.5 28.6 25.3 25.2 

Bratislavský kraj 108.7 5.6 75.0 1.0 24.0 24.5 29.2 

Západné Slovensko 47.4 4.9 47.7 5.7 46.6 25.9 20.0 

Stredné Slovensko 41.3 4.6 57.4 5.4 37.2 27.6 21.9 

Východné Slovensko 37.7 3.9 59.5 4.9 35.6 27.3 22.6 

Sjeverozapadna 

Hrvatska 
60.9 3.2 66.4 4.3 29.3 23.8 20.3 

Sredisnja i Istocna 

(Panonska) Hrvatska 
37.8 2.4 56.5 16.4 27.1 23.4 16.5 

Jadranska Hrvatska 47.8 3.1 68.7 4.1 27.2 28.7 17.8 
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