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Abstract: This study securitized the effects of corporate 

governance (CG) on performance of Federal Statutory Bodies 

(FSB) in Malaysia. Various static approaches have been used such 

as Pooled OLS, Fixed Effect and Random Effect to analyze cross 

sectional time series data over the year of 2009 to 2013 for 51 FSB. 

. The study found a strong evidence of significant positive effects of 

Corporate Governance, including Internal and External 

Governance mechanism on financial and non-financial 

performance: Key Result Areas (KRA); Accountability Index (AI) 

and Return On Equity (ROE). It is therefore recommended that the 

Malaysian public sector agencies should enhance good corporate 

governance practices in order to accelerate their performance. 

Keywords: Corporate Governance (CG), Effects of CG on 
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1. INTRODUCTION 

Corporate Governance has become a crucial mechanism to improve 

corporate performance in private and public sectors around the globe. In its 

attempt to realise Vision 2020, the Malaysia government has launched 

Government Transformation Programme (GTP) in order to accelerate the 

performance of public sector agencies through the “embodiment of the 

highest standard of ethical conduct and good governance to gain the public 

confidence and trust” (10
th
 Malaysia Plan, 315). 

Malaysian public sector agencies which includes Federal Statutory 

Bodies (FSB) are governed by various legislative, policy and implementation 

procedures that regulates the governance, management, resource use, 

accountability and specify their functions. Besides agency-specific legislation, 

several essential circulars, directives and guidelines such as :1) Garispanduan 

bagi Mempertingkatkan Tadbir Urus Dalam Sektor Awam (2007); 2) Arahan 

YAB Perdana Menteri Bilangan 1 Tahun 2009: formation of Governance 

Committee; and 3) Arahan YAB Perdana Menteri Bilangan 1 Tahun 2014: 

formation of Governance and Integrity  Committee , were distributed to all 

ministries, state and local government to enhance governance practices in 

order to improve their delivery services. 



In spite of assurance given by the government that Malaysians are able 

to depend on the government that is responsive, efficient, effective, and 

committed to the national objective of building a high-income economy and 

advanced nation through the embodiment of the highest standards of ethical 

conduct and good governance,, Malaysia continues to suffer shortcomings 

such as corruption,; inefficiency; unfair action; delay in service provision 

(Transparency International, 2016, Auditor General‟s Report 2014 Series 2, 

the Bureau of Complaint‟s Report). These shortcomings seem to indicate that 

there is a weakness in corporate governance practices. 

The Malaysian Auditor General encourages all relevant parties “to 

conduct a continual assessment and feedback mechanisms on governance 

practices, structure and processes to identify and address both weaknesses and 

opportunities for improvement.” (Buang , 2012). Therefore, the above 

mentioned shortcomings in the practice of corporate governance in the public 

agencies deserve attention, assessment and improvement in order to improve 

the performance of the public sector delivery service. However, parallel to 

improvement being implemented, it is imperative to know the current state of 

CG‟s implementation in the public sector agencies and its effects on their 

organizational performance. 

This study aims to examine the relationship between CG Mechanisms 

and performance of FSB. It provides an analysis of the effects of internal and 

external corporate governance: board structure and process; institutional and 

stakeholders influence on Malaysian FSB‟s performance.  
 

2. LITERATURE REVIEW 

2.1 Concepts of Governance 

According to Tricker, 1984, the word „governance” is derived from a 

Latin word „gubernare‟ which mean „to rule or to steer‟. While Edwards et al, 

2012 indicates that governance is concerned with how societies, governments 

and organisations are managed and led. Importantly, it includes how they 

structure and otherwise order their affairs, make decisions and exercise 

power, and manages their relationships and accountabilities. Analysis of 

governance can be undertaken at three levels: (a) Public governance which 

focuses on society; (b) Public sector governance focuses on government; (c) 

Corporate governance focuses on organisation. 

Corporate governance focuses upon the governance of organisations in 

private and public sector. This research concentrates on the corporate 

governance of the Malaysian Federal Statutory Bodies (FSB) in public sector. 

The definition of corporate governance most widely used is “the system 

by which companies are directed and controlled. Board of directors are 



responsible for the governance of their companies. The shareholders‟ role in 

governance is to appoint the directors and the auditors to satisfy themselves 

that an appropriate structure is in place.” (Cadbury Report, 1992). While the 

ANAO (2003) defines corporate governance as “the process by which 

organisation are directed, controlled and held to account”. Besides responsible 

for their directing and controlling functions, directors are also accountable to 

stakeholders.  

In Malaysia, corporate governance is defined as “the process and 

structure used to direct and manage the business and affairs of the company 

towards enhancing business prosperity and corporate accountability with the 

ultimate objective of realising long-term shareholder value whilst taking into 

account the interest of other stakeholders.” (MCCG, 2012). 

From the above definitions, corporate governance focuses on the 

structure and process used to direct and manage the business and affairs of the 

company with the objectives of striking a balance on: 

 “The attainment of the company‟s objectives. 

 The alignment of corporate behaviour to meet the expectations of 

shareholders. 

 Accountability and good relationship, taking into consideration the 

interests of shareholders, stakeholders, corporate participations and society at 

large. “(Zainal Abidin and Ahmad, 2007).  

 

2.3 Corporate Governance and Performance 

 The definition of corporate governance according to MCCG (2012), 

emphasises the contribution good governance “towards enhancing business 

prosperity with the ultimate objective of realizing long-term shareholder 

value.” It implies that good governance will enhance organizational 

performance towards prosperity and add shareholder value. 

Kapper and Love (2004) found high positive association between better 

governance and operating performance using firm level data of 14 emerging 

stock markets with return on assets as a proxy for operating performance. 

Likewise, some other researchers using G Index and G Score such as 

Gompers at el, (2001), Drobetz et al (2004), Brown & Caylon, (2004) 

reported a positive correlation between the quality corporate governance and 

their quality of profitability. 

Corporate governance mechanisms can be broadly catogrised into 

groups: internal CG (ICG) mechanisms and external CG (ECG) mechanisms. 

ICG mechanisms refer to the structural and process components that are 

utilised to manage performance. Agency theory indicates that performance is 



susceptible to the principal-agent problem. As such, internal structural 

component that serve to mitigate the principal-agent problem should promote 

positive FSB performance in the long term (Kiel & Nicholson, 2003; 

Slaughter & Leslie, 1997; Uhrig, 2003). While external CG (ECG) 

mechanisms refer to external actors exercising control over FSB‟s 

performance (Freeman1994, AIdridge 2004, Major & Nhopper 2004, Ritzer 

2004) These mechanism concern with stakeholder and institution‟s influence 

through legitimacy and coercive, mimetic and normative isomorphism. Thus, 

besides Agency Theory, Stakeholder Theory and Institutional Theory are 

adopted in this study. 
 

3. RESEARCH FRAMEWORK AND METHODOLOGY 

 

3.1 Theoretical and Conceptual Framework 

As indicated above, Agency, Stakeholder and Institutional Theories 

form the theoretical framework of this study. Whereas the conceptual 

framework addresses the relationship between the corporate governance 

practices and performance of FSB based on the theoretical framework 

formulated. The operationalisation of the corporate governance variables to 

effect performance of FSB for the purpose of empirical testing of hypotheses 

is shown in Figure 1. 

 

 



FSB Corporate Governance Score (FCGS) is a composite of internal 

corporate score (ICGS) and external corporate governance score (ECGS) 

which represents the overall level of CG practices of FSB.. ICG mechanisms 

have 4 board structure variables; Board Size (BSZ), Independent Director 

(BIN), Board Diversity (BDV), Board Committee (BCM), and 2 board 

process: Board Meeting (BME) and CG Disclosure (CGD). While ECG 

mechanisms have  3 Stakeholder Influence; Government Funding (GFN), 

Employee Power (EPW), Leverage Power (LPW) and 3 Institutional 

Isomorphism variables; Regularity Authority (RAY), Professionalisation 

(PRO), Board Interlocking (BTK). FSB performance represented by Key 

Result Area Scores (KRAS), Accountability Index (AI), Return of Assets 

(ROA) and Return of Equity (ROE) are dependent variables, while there are 3 

control variables: Organisation‟s Age (LAG); Organisation‟s Size (LSZ); and 

Growth of Sales or revenue (GRO). 
 

3.2 Governance Model 

The analytical governance model of this study is based on the empirical 

schema as shown in Figure 1. It attempts to explain the relationship between 

corporate governance practices and the performance of FSB. The level of 

FSB‟s corporate governance practice is represented by Corporate Governance 

Score (FCGS) which is the composite of Internal Corporate Governance 

Score (ICGS) and External Corporate Governance Score (ECGS). The 

governance model to test the relationship between CG practices and 

performance in FSB is as follows: 
 

 Qit = a + b FCGSit + c Xit + Eit                                                  (1) 

 

 Qit = a + b1 ICGSit + b2 ECGSit +cYit + Eit                            (2) 

 

Where Qit is the FSB performance measures: ROA, ROE, AI, KRAS 

The FCGSit is a vector of FSB corporate governance score for FSB at time t 

ICGSt represents a vector of internal corporate governance score for FSB at 

time t 

ECGSit ia a vector of external corporate governance score for FSB at time t 

Yit represents a vector for FSB organisational characteristics at time t: LAG, 

LSZ, GRO 
i= 1-51, t = 2009-2013 and Eit = Error term. 

Qt = a + b1tBSZt + b2tBIN+ b3tBDVt + b4tBCM4t + b5tBMEt + b6CGDt 

+b7tGFNt + b8tEPWt + b9tLPWt + b10tRAYt + b11tPROt + b12tBTKt + 

c1tLAGt + c2tlLSZt + c3GROt + Et               (3)  

 



Where Qt = performance, an dependent variable; ROA, ROE, AI and KRAS 

a = Intercept  

b = Slope of the independent variables; 

c = Slop of the control variables. 

Independent variables: board size (BSZ), board independence (BIN), board 

diversity (BDV), board meeting (BME), board committee (BCM), corporate 

governance disclosure (CGD), regulatory authority (RAY), 

professionalisation (PRO), board interlock (BTK), government funding 

(GFN), employees power (EPW) and leverage Power(LPW),  

Control variables: organisation‟s age (LOAG), organisation‟s size (LOSZ), 

growth of sales (GRO) of FSB. 

t = periods;Et = error term. 

 

3.3 Hypotheses Development 

The hypotheses developed in this study are based on the argument that 

the good corporate governance practices have a positive relationship with 

performance of FSB in accordance with the findings of previous studies by 

Gompers at el, (2001), Drobetz et al (2004), Brown and Caylon, (2004) 

Kapper and Love (2004), Black, Kim, Jang, and Park (2009), Hodgson, 

Lhaopadchan, and Buakes (2011). The main functions of board of directors 

are to monitor the performance of CEO, executive management and the 

performance of the FSB since they are accountable to various stakeholders 

who are affected by the activities of the FSB as stated in the empirical schema 

of the studies (Figure 1). The monitoring mechanism of FSB can be classified 

into internal corporate governance mechanisms and external corporate 

governance mechanisms. 

Hypotheses H1, H2, H3, H4, H5, H6 and H7 are related to the internal 

corporate governance mechanisms and their influence on the performance of 

FSB. These hypotheses suggest that strong corporate governance will 

influence better performance hence internal corporate governance 

mechanisms will have positive relationship. Therefore H1, H2, H3, H4, H5, 

H6, H7 have significant positive relationship with FSB‟s performance 

.Hypotheses H8, H9, H10, H11, H12, H13, and H14 are related to the 

external corporate governance and their influence on FSB‟s performance. 

These hypotheses suggest that strong external corporate governance 

mechanisms represented by institutional isomorphism and stakeholders 

influence will influence better FSB‟s performance hence external corporate 

governance will have a positive relationship with FSB performance. 



Therefore H8, H9, H10, H11, H12, H13 and H14 have significant positive 

relationship with FSB‟s performance. 

The level of overall corporate governance practices in FSB is 

represented by the FSB Corporate Governance Score (FCGS). FCGS is a 

composite of Internal Corporate Governance Score (ICGS) and External 

Corporate Governance Score (ECGS). 

Hypothesis H15 is related to the FSB Corporate Governance Score 

(FCGS) and its influence on the performance of FSB. This hypothesis 

suggests that better score of FCGS will influence better performance hence 

FCGS will have positive relationship with the FSB‟s performance. 
 

3.4 Population and Sample  

The population of this study consists of 127 Malaysian Federal 

Statutory Bodies (FSB) (AG Report, 2013). FSB are selected as a basis for 

this study since they form about half of the total federal government entities 

with about 670,000 staff (Buang, 2012b).  They are also bodies corporate i.e. 

incorporated by their own incorporation acts and adopt a corporate style 

management. Board of directors play a crucial role in implementation of good 

corporate governance which according to institutional and stakeholder 

theories will enhance their FSB‟s performance. 

 A purposive and stratified sampling is being used. A sample size of 51 

FSB was chosen for this study since each of these agencies has the 

accountability index which will be used as performance indicator.  

 

 3.5 Data Collection  

Data of this study were obtained by content analysis.  Content analysis 

was based on publicly disclosed information in 51 FSB‟s annual reports for 

the year 2009 till 2013 to analyse the relationship between ECGS and FSB‟s 

performance. The study is therefore, involves with 255 observations. 
 
 

 
Minimu

m 

Maximu

m 

Mean Std. 

Deviation 

BSZ 6.0 28.0 11.157 4.0955 

BIN .6667 1.0000 .880536 .0651049 

BDV .0000 .7500 .147357 .1099074 

BCM .00 .90 .5264 .17347 

BME 1.00 20.00 5.6890 3.07895 

CGD .1250 .8762 .523485 .1460004 

ICGS .5052 .9015 .646686 .0667602 

GFN .0000 .9946 .519700 .3661234 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

3.6 Data Analysis 

Data collected were edited, checked to have the required quality, 

accuracy, and completeness. Then the data were analysed using SPSS and 

STATA which produced descriptive outputs, Correlation analysis and panel 

data regression analysis: Pooled OLS, Random Effect and Fixed Effect have 

been used to determine the extent of variations in performance of FSB will be 

explained by FCGS, ICGS, ECGS and other variables. Various diagnostic 

tests such as normality, heteroscedasticity, serial correlation, Hausman test 

and others will be conducted. 

 

4.  RESULTS AND DISCUSSION 

The following section reveals the results of the study: 1) Descriptive 

statistics; 2) Correlation analysis; 3) Regression analysis that show the 

relationship between CG mechanisms and performance of FSB.  

 

           4.1 Descriptive Statistics 

Table 1 provides the descriptive statistic for key variables used in the 

study over the period 2009 to2013. The overall level of CG practices 

represented by FCGS is 63.42% which is just above average as compared to 

the assurance by the government „good governance‟. The mean board size of 

FSB (BSZ), women board members (BDV), CG disclosure (CGD),  

 
 

 

 

EPW .00 1.00 .7126 .45344 

LPW .0000 .9730 .032458 .1197014 

RAY .0000 1.0000 .759843 .4280224 

PRO .00 1.00 .8425 .36497 

BTK .6667 1.0000 .863036 .0669371 

ECGS .1320 .9705 .621692 .1479873 

FCGS .3787 .8635 .634189 .0848059 

KRAS .5000 1.0000 .834773 .1227095 

AI .6271 .9667 .836792 .0732915 

ROA -8.7200 97.9200 5.734945 10.4377229 

ROE -8.8000 100.0000 6.650425 10.7923721 

OAG 1.0 64.0 23.913 15.2027 

OSZL 6.74401 11.80759 8.8896212 1.02482855 

GRO -97.9000 270.7300 15.447093 37.1304130 



 

 

 

 

 

governing funding (GFN) and leverage or lending power (LPW) are 11, 

15, 52.35%, 52% and 3.25% respectively. 

Meanwhile, the mean performance of the FSB in term of KRAS, AI, 

ROA and ROE are 83.48%, 83.68%, 5.73% and 6.65% respectively. 

As for control variables, the average organisation‟s age (OAG) is 24 

years old, the average organisation‟s size is RM 775 million worth of assets 

and the average growth of sales/revenue is 15.45% per year. 

The average level of internal corporate governance (ICGS) practices is 

64.67% while the average level of external corporate governance (ECGS) is  
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62.17%, slightly above average. 
 

Table1: Descriptive Statistics of ICG, ECG, Control and Dependent 

Variables 
 

4.2 Pearson Correlation Matrix of CG  

Table 2 demonstrates the results of Pearson correlation analysis of 15 

variables used in the CG mechanisms. Board Committee (BCM) has a 

significant positive correlation at p<0.01with Independence (BIN). Board 

meeting (BME) has a significant negative correlation at p<0.05 with Board 

Size (BSZ). CG Disclosure (CGD) has significant correlation with Board 

Independent (BIN), Board Diversity (BDV), Board Committee BCM) and 

Board Meeting (BME).  

 

Table2: Pearson Correlation Matrix of Independent Variables 

*Correlation is significant at the 0.05 level (2-tailed) 

** Correlation is significant at the 0.01 level (2_tailed) 

 

Internal Corporate Governance score has significant correlation with 

Board Size (BSZ), Board Independent (BIN)  

Board Diversity (BDV), CG Disclosure (CGD), Board Committee (BCM) and 

Board Meeting (BME). 

Meanwhile, External Corporate Governance Score has significant 

correlation with Government Funding (GFN), Employee Power (EPW), 

Leverage Power (LPW), Regulatory Authority (RAY), Profesionalisation 

(PRO), and Board Meeting (BME) at p< 0.01. 

Government Funding (GFN) has a significant negative correlation with 

Board Independent (BIN), Board Committee (BCM), Board Meeting (BME), 

CG Disclosure (CGD) and Internal Corporate Governance Score (ICGS). 

 Employee Power (EPW) has a significant negative correlation with 

Board Diversity (BDV) but has significant positive correlation with Board 

Committee (BCM), Board Meeting (BME), CG Disclosure (CGD) and 

Internal Corporate Governance Score (ICGS). 

Leverage Power (LPW) has significant relationship with Board Size 

(BSZ) and Internal Corporate Governance Score (ICGS). 

Profesionalisation (PRO) has significant positive correlation with BIN, 

BME, ICGS, EPW and RAY at p<0.01. Board Interlocking (BTK) has 

significant relationship with all independent variables except EPW, LPW and 

RAY. 



Further, External Corporate Governance Score (ECGS) also correlate 

with BME, GFN, EPW, LPW, RAY and PRO. The overall level of corporate 

governance practices represented by FCGS has significant correlation with all 

independent variables. However there is no multicollinearity between 

variables since each individual correlation value is not higher than 0.7, except 

between ECGS and FCGS. This test indicates that ECGS cannot be regressed 

with FCGS. 

 

4.3 Multiple Regression Analysis 

Panel data regression analysis was used to test the hypotheses and to 

reveal the relationships between internal corporate governance mechanisms 

and FSB performance. Test of heteroscedasticity, autocorrelation and 

Hausman test were done to select the appropriate analysis either Pooled OLS, 

Fixed Effect or Random Effect. The results of Regression analysis based on 

the model as stated in 3.2 are as follows: 

 

4.3.1   Relationship between FCGS and FSB Performance 

 Table 3 shows the regression analysis according to Model 1:  

Qit = a + b FCGSit + c Xit + Eit                                        (1)  

 

FSB Corporate Governance Score (FCGS) represents the overall level 

of corporate governance practices, FSB performance represented by  Return 

of Assets (ROA), Return of Equity ROE), Accountability Index (AI) and Key 

Result Areas (KRAS) and control Variables: Organisation‟s Age (LOAG), 

Organisation‟s Size (LOSZ) and Growth of Sales (GRO) 

TABLE 3: Results of Regression Analysis of FCGS and FSB Performance 

MODEL 1 ROA 

 

 

ROE 

 

 

AI 

 

KRAS 

 

(Constant) 3.921 

(2.60)*** 

 

-4.185 

(-2.71)** 

 

0.698 

(15.37)*** 

 

0.448 

(5.33)*** 

 

FCGS 3.272 

(1.68)* 

 

8.395 

(4.24)*** 

  

0.084 

(1.79)* 

 

0.431 

(4.38)*** 

 

LOAG -0.737 

(-1.60) 

 

0.695 

(1.49) 

0.040 

(1.97)** 

 

0.060 

(1.84)* 

 

LOSZ -.215 

(-1.62)* 

0.180 

(1.34) 

0.003 

(0.93) 

0.004 

(0.64) 



    

GRO -0.000 

(-0.06) 

 

-.000 

(-0.21) 

 

-0.000 

(-0.35) 

 

0.000 

(0.44) 

R-Squared 0.0316 0.1024 0.1818 0.1866 

F-statistics (2.04)* (8.25)*** (10.93)** (30.07)*** 

Notes:  The values of coefficients are in the 1
st
 row of the cell. 

             The values for T statistics are in parenthesis in the 2
nd

 row of the cell. 

             * Indicative variables are at the 0.10 significant level. 

             **Indicative the variables are at the 0.05 significant level  

             ***Indicative the variables are at the 0.01 significant level 

 

As indicated by Table 3, F-statistics or the model fit for ROA, ROE. AI 

and KRA as proxies of FSB performance were significant at level of p < 0.01, 

p<0.05 and p<0.1. According to this model, FSB performance measured in 

term of ROA, ROE, AI and KRAS has significant relationship with overall 

corporate governance practices (FCGS) at p<0.1 and p< 0.01, and 

individually it has significant positive relationship at p<0.05 and p<0.10 with 

organisation‟s age and a significant negative effect on organisation‟s size. 
 

4.3.2 Relationship between ICG and ECG Mechanisms and FSB 

Performance  
Tables 4 shows the regression analysis according to Model 2: 

 Qt = a + bICGSit + bECGSit + cYit + Eit.                     (2)                                                                                                                                                
 

Model 2 attempts to establish the effects of Internal Corporate 

Governance, External Corporate Governance mechanisms or variables on 

FSB performance represented by  Return of Assets (ROA), Return of Equity 

(ROE), Accountability Index (AI) and Key Result Areas (KRAS) with  

Organisation‟s Age (LOAG), Organisation‟s Size (LOSZ) and Growth of 

Sales (GRO) as control variables. 

As indicated by the regression analysis in Table 4, F-statistics 

or the model fit for ROA, ROE. AI and KRA as proxies of FSB performance 

were significant at level of p < 0.01, and p<0.1. According to this model, 

internal corporate governance measured in term of ICGS has significant 

positive relationship with FSB performance measured in term of ROE, AI and 

KRAS. While external corporate governance (ECGS) has significant positive 



effects on ROE and KRAS relationship at p< 0.01.  Organisation‟s age has 

significant positive effects on AI and KRAS, Growth of sales (GRO) has 

positive relationship with ROE. However organisation‟s size (LOSZ) has 

significant negative effects on ROA. This indicates that the bigger the size of 

the organization the lesser is the return on assets (ROA). 

 

TABLE 4: Results of Regression Analysis of ICGS, ECGS 

and FSB Performance. 

MODEL 2 ROA 

 

 

ROE 

 

AI 

 

KRAS 

(Constant) 3.374 

(1.96)* 

 

-4.840 

(-1.96)** 

 

0.595 

(9.63)*** 

 

0.422 

(3.86)*** 

 

ICGS 3.140 

(1.26) 

 

9.885 

(2.89*** 

  

0.227 

(2.85)*** 

 

0.270 

(1.79)* 

 

ECGS 1.306 

(1.19) 

3.664 

(2.93)*** 

0.015 

(0.58) 

0.206 

(3.74)*** 

LOAG -0.737 

(-1.60) 

 

-0.073 

(-0.10) 

0.042 

(2.06)** 

 

0.060 

(1.83)* 

 

LOSZ -.2402 

(-1.74)* 

 

-0.020 

(-0.14) 

 

0.003 

(0.86) 

 

0.004 

(0.58) 

 

GRO -0.000 

(-0.06) 

 

0.005 

(1.85)* 

 

-0.000 

(-0.35) 

 

0.000 

(0.44) 

R-Squared 0.033 0.1024 0.1962 0.1866 

F-statistics (1.71)* (8.25)*** (17.04)*** (30.07)*** 

 

Notes:  The values of coefficients are in the 1
st
 row of the cell. 

             The values for T statistics are in parenthesis in the 2
nd

 row of the cell. 

             * Indicative variables are at the 0.10 significant level. 

             **Indicative the variables are at the 0.05 significant level  

             ***Indicative the variables are at the 0.01 significant level 

. 

 



4.3.3 Relationship between CG Mechanism and FSB Performance  

Tables 5 shows the regression analysis according to Model 3: 

Qt = a + b1tBSZt + b2tBIN+ b3tBDVt + b4tBCM4t + b5tBMEt + 

b6CGDt +b7tGFNt + b8tEPWt + b9tLPWt + B10tXRAYt + b11tPROt + 

b12tXBTKt + c1tLAGt + c2tlLSZt + c3GROt +Et               (3)  
  

Model 3 attempts to establish relationship between individual corporate 

governance mechanisms or variables, and FSB performance represented by  

Return of Assets (ROA), Return of Equity (ROE), Accountability Index (AI) 

and Key Result Areas (KRAS) with  Organisation‟s Age (LOAG), 

Organisation‟s Size (LOSZ) and Growth of Sales (GRO) as control variables. 

Table 5 indicates that Board Size (BSZ) has a significant positive 

relationship with Key Result Area (KRAS) at p<0.01 as initially 

hypothesized. Board Independent (BIN) has a significant positive effect on 

ROA. 

 

TABLE 5: Results of Regression Analysis of CG Variables, Control Variable 

and FSB Performance 

MOD

EL 3 
ROA ROE AI KRA 

. 

Coeff

. 

t Sig Coef

f. 

t Sig Coeff t Sig  

Coeff. 

 

t Sig 

 

Constant

. 

-

1.282 

(-0.35) -

1.52

4 

(.-

0.44) 

0.78

2 

  

(8.46)*

** 

 

0.14

2 

(1.56) 

 BSZ 

2.488 (1.62)    

2.24

4 

(1.49) -

0.02

73 

(-0.61) 0.18

1 

(3.68)**

* 

BIN 
5.910 (1.79)* 3.28

4 

(1.03) 0.15

9 

(0.22 0.04

6 

(0.34) 

BDV 

1.945 (1.34) 3.81

34 

(2.73)*

** 

0.05

6 

(1.96)* -

0.00

2 

(-0.03) 

BCM 
-

1.623 

(-1.02) 0.53

7 

(0.34) 0.07

3 

(1.22) 0.05

2 

(1.09) 

BME 

-

0.088 

(-1.47) -

0.05

8 

(-0.99) -.001 (-0.54) 0.00

1 

(-0.41) 

CGD 
0.398 (0.24) 2.12

6 

(1.30) 0.04

0 

(0.89) 0.17

1 

(3.03)**

* 



 

    

Notes:  The values of coefficients are in the 1
st
 row of the cell. 

             The values for T statistics are in parenthesis  

             * Indicative variables are at the 0.10 significant level. 

             **Indicative the variables are at the 0.05 significant level  

             ***Indicative the variables are at the 0.01 significant level 

 

While Board Diversity (BDV) has a significant positive relationship 

with ROE and AI. Meanwhile Corporate Governance Disclosure has a 

significant positive relationship with KRAS.  

Furthermore, Employee Power (EPW), Leverage Power (LPW), 

Regulatory Authority (RAY) and Professionalisation (PRO) have significant 

positive effects on ROE and KRAS as initially expected.  

GFN 

-

1.903 

(-

2.98)*

** 

-

1.79

2 

(-

2.78)*

** 

0.00

4 

(0.19) 0.00

8 

(0.38) 

EPW 
1.025 (1.82)* 1.33

8 

(2.42)*

* 

0.28

5 

(1.18) 0.05

5 

(3.35)**

* 

LPW 

-

1.231 

(-0.79) 3.91

6 

(2.59)*

** 

-

0.02

4 

(-0.67) 0.23

1 

(4.10)**

* 

RAY 
0.453 (1.70) 0.56

3 

(2.22)*

* 

0.00

3 

(0.67) 0.04

1 

(2.68)**

* 

PRO 
1.149 (1.53) 1.91

5 

(2.59)*

** 

0.01

4 

(0.34) 0.06

5 

(3.01)**

* 

BTK 

-

0.166 

-0.05 -

2.80

1 

(-0.92) -

0.13

1 

(-

2.08)*

* 

0.19

6 

(1.42) 

  LOAG 

-

1.564 

(-

2.31)*

* 

-

0.43

8 

(-0.66) 0.04

0 

(1.79)* 0.00

9 

(0.42) 

  LOSZ 

-

1.564 

(-1.05) -

0.10

4 

(-0.71) 0.00

2 

(0.77) -

0.00

5 

(-.0.72) 

 

GRO 
0.005 (1.54) 0.00

5 

(1.48) -.000       (-0.53)   -0 

.000 

(-0.24) 

R sq 

F 

0.301 

(37.81)*** 

0.882 

(1.87)** 

.268 

(17.72)** 

 

.359 

(8.92)*** 



Contrary to expectation is the finding on Government Funding. GFN 

has a significant negative relationship with ROA and ROE. It means that the 

more government funding the lesser is return on assets and return on equity. 

This is possible due to the fact that government funds are for development 

expenditure not for making profit. 

Board Interlocking (BTK) has a significant negative effect on financial 

management (AI) which is contrary to prediction of hypothesis H14. This 

may be due to conflicting ideas in pursuing decisions on financial 

management.  

 

Organisation‟s age (LOAG) has a significant negative effect on ROA 

and a significant positive effect on AI. Organisation‟s experience may have 

positive effect on non- financial performance but not the financial 

performance. Other mechanisms such as Board Committee (BCM), Board 

meeting (BME), Organisation‟s Size (LOSZ) and Growth of sales or revenue 

(GRO) have no significant effects on FSB Performance. 

 

5. CONCLUSION 

Corporate governance is a crucial mechanism in order to accelerate 

performance in private and public organisations around the globe. Malaysia is 

undergoing a dramatic transformation to become a high-incomed developed 

nation by year 2020. Its government is implementing Government 

Transformation Program (GTP) in order to accelerate the performance of 

public sector agencies through the embodiment of highest standard of ethical 

conduct and good governance. In spite of this assurance by the government, 

Malaysia continues to experience challenges including corruption, 

inefficiency, unfair actions, and delay in service provision. These 

shortcomings are symptoms of weak CG and deserve attention, assessment 

and improvement. Hence, this study aims to scrutinise the relationship 

between overall corporate governance (FCGS), internal and external CG 

mechanisms and performance of Federal Statutory Bodies (FSB). 

The mean level of overall corporate governance practice in FSB is only 

63.42% which is only above average, not according to the assurance by the 

government i.e. good governance. Mean board size is 11 which is higher than 

in top 100 public listed companies i.e. 8. Women on board is 14.73% 

compared to 9.7% in top 100 public listed companies. The government‟s 

target for women on board for 2016 is 30%. Meanwhile, the mean CG 

disclosure of FSB is at average level i.e. 52.35%  



This study shows that there is a significant positive relationship 

between overall CG (FCGS), internal CG (ICGS) and external CG (ECGS) 

and their mechanisms: BSZ, BIN, BDV, CGD, EPW, LPW, RAY and PRO 

and FSB performance. Meanwhile, Organisation‟s age (LOAG) has a 

significant positive relationship with AI and a significant negative effect on 

ROA. Organisation‟s size (LOSZ) has a significant negative relationship with 

ROA. BTK also has a significant negative effect on AI. While BCM, BME 

and GRO have no significant relationship with FSB performance. 

The results shows that positive increase in BSZ, BIN, BDV, CGD, 

EPW,LPW, RAY and PRO will contribute to better FSB performance. On the 

other hand, Board Committee (BCM) and Board Meeting (BME) have no 

effect on FSB performance since most FSB have their meeting (BME) more 

than expected 4 times annually and most FSB have sufficient board 

committee (BCM). 

It is therefore recommended that all public sector agencies should 

practice good CG in order to enhance good performance.  
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Abstract: The world has been struggling with an economic crisis since 2007 

in general. Next to the economic crisis based on diminishing growth and 

employment, the world economy has also been facing unprecedented 

environmental and social problems. The current state of the world economy is 

directly connected to the orthodox Neoclassical Economic Theory which has 

been claiming that businesses are only profit making and all economic agents 

including company owners and managers must be acting only for their very 

own wealth maximisation. This is very well reflected in ‘the shareholders’ 

wealth maximisation’ approach of the Anglo-American stock-market-based 

economic system. Therefore, the Neoclassical Model provides its legitimacy 

to such actions caused environmental and social problems such as global 

warming and huge income discrepancies. However, recently new concepts 

such as ‘circular economy’ have also been introduced and widely accepted by 

sensible companies and governments. In addition, new discussions have also 

gained a momentum in the public scene regarding ‘sustainability of business’. 

In this paper a simple conceptual framework is introduced to integrate 

strategic management, ethics or moral values with business sustainability in 

the new circular economy with a special focus on the German SMEs sector 

(Mittelstand) to reflect the practical examples of sustainable and ethical 

approaches to business. This is important and interesting since the German 

economy has been doing the best among other European countries in the 

current economic crisis. 

Keywords: Strategic management, business ethics, sustainability, corporate 

social responsibility, circular economy, Mittelstand, SMEs 

 

 

 

 

 



Introduction: 

After a significant economic growth in the post-Second World War 

period, the world has been struggling with an economic crisis since 2007. In 

the EU the Mediterranean Club has still been suffering: Greece, Spain, Italy 

and even France have severely been affected. The German economy has been 

doing the best among other European countries. Though traditionally 

economic crises are based on diminishing growth and employment, the world 

economy has currently also some other and bigger problems. Perhaps 

technological revolution has brought unprecedented wealth to some countries, 

but its dual nature has also been reflected in many environmental and social 

problems. Overconsumption of natural resources caused unsustainable 

increase in greenhouse gas emissions and therefore global warming. In fact, 

there are huge differences between countries‟ per capita income and 

consumption levels. Paradoxically, some populous countries like China are 

increasing their wealth and hence their consumption. The world‟s population 

has also been increasing significantly and expected to reach 9 billion by 2050. 

The World Wildlife Fund (WWF, 2016) claims that the earth‟s resources will 

not be enough to carry on the current level of consumption and, 

environmental 



problems will be unsustainable by 2050. In addition, though the ability to 

produce more goods and services than ever before, we are facing a potential 

erosion of the social structures in many countries. For instance, only eight 

richest men currently own the same amount of wealth as the poorest half of 

the world (Oxfam, 2017).  

Moreover, before and after the great financial crisis of the 2000s, a 

number of accounting scandals came out in the United States and in some 

other countries. For example, one of the then leading accounting firms Arthur 

Andersen had a significant role in the Enron Scandal by certifying fraudulent 

financial statements. Though more than half of the fees were charged for non-

audit services, Enron paid Arthur Andersen $154,8 million in total only in 

three years (Freier, 2004). Not only those at Arthur Andersen but also at other 

major firms, professionals had been behaving in nonprofessional and also 

unethical ways by maintaining very close connections with the companies that 

they were supposed to be auditing. They had been violating regulations, 

certifying statements that fraudulent or at least misleading, and often 

obscuring the line between consulting and auditing (Freier, 2004; Gardner, 

2006).  

The sketched current state of the world economy is directly connected 

to the orthodox Neoclassical Economic Theory which has been claiming that 

businesses are only profit making and all economic agents including company 

owners and managers are acting (and must be acting) by the Homo 

Oeconomicus, the means-end rational model man who focus on only his own 

wealth maximisation. This is very well reflected in „the shareholders‟ wealth 

maximisation‟ approach of the Anglo-American stock-market-based 

economic system with the focus on short-term stock price. Therefore, the 

neoclassical model traditionally provides its legitimacy to such actions caused 

environmental problems and huge income discrepancies. According to Milton 

Friedman, one of the leading neoclassical economists, “the only responsibility 

of business is to its shareholders” and thus “the social responsibility of 

business is to increase its profits” (Gardner, 2006).  

Is this really true? The recent events at least in the last two decades 

have clearly indicated that when owners or top managers only focus on their 

own selfish interests to increase the share prices or company growth, other 

stakeholders such as small investors and employees can suffer extremely. 

Moreover, environmental problems are quickly increasing to unsustainable 

levels. In this line, many economies are facing resources problems while 

environment is also a major concern. Under such conditions, new concepts 

such as „circular economy‟ or „sharing economy‟ are introduced and widely 

accepted by sensible companies and governments. In addition, new 



discussions have gained a momentum in the public scene regarding 

„sustainability of business‟ in general.  

Similarly, and in direct connection to this discussion, the „business 

ethics‟ and the „corporate social responsibility‟ (CSR) movements have been 

gaining momentum globally with several initiatives. Currently, even the 

mainstream academic journals admit the relevance of ethical, moral or value-

based challenges to the dominant discussion. In addition, there are brand-new 

journals particularly devoted to critical and interdisciplinary research and 

discussion to cover issues around ethical behaviour in business and 

economics, and corporate social responsibility, environmental sustainability, 

globalisation, international business etc. In fact, the number of publications is 

really huge and increasing in these areas. For instance, when we searched for 

“circular economy” on the web we found only 452,000 pages; but for 

“corporate social responsibility” that number was 19,900,000 pages on 2 

March 2017. However, we think that these two concepts are strongly and 

directly related.  

Within these various but interrelated discussions, one of the questions 

that would be raised is what makes the German economy different from the 

rest at least in Europe. Therefore, in this short paper we aim to understand 

how and why the German SMEs seem to perform better in general than their 

counterparts in some other countries. In this respect, we will analyse how the 

values-based management mind-set can be an important „resource‟ of a 

company. Furthermore, how this resource can be used as a strategic 

competitive advantage. With that regard, in this paper we will also attempt to 

construct a simple conceptual framework to integrate strategic management, 

ethics or moral values with business sustainability in the circular economy. To 

that end, we will suggest that strategic management is directly related to 

ethical values of top management of any company. Within this framework we 

then focus on the German SMEs sector (Mittelstand) and the German Social 

Market Economy model to reflect the practical examples of our conceptual 

suggestions.  

Therefore, in the following sections of the paper, first the circular 

economy concept will briefly be explained. This will be followed by a 

discussion on business strategy for competitiveness and sustainability before 

the conceptual framework is set. The rest of the paper will focus on the 

German case. 

 

 

 

 

 



The Circular Economy: 

Though, its roots are much older, the concept of circular economy is a 

recent phenomenon and hence it has not yet an agreed definition. However, it 

is generally considered as a new economic model that is opposed to the linear 

economy of resource consumption. The dominant model of production and 

consumption in the 20th century was „linear‟. In this traditional model, 

economic resources are taken or extracted  used for manufacturing and then 

 disposed. This process creates a lot of waste that puts threat to the 

environment ecologically, and it is not sustainable. As a result, a new 

approach has just been adopted under the name of the „circular‟ economy. In 

this new model, the focus is on recycling and the repetitive use of economic 

resources by creating new business models which make such actions possible. 

Its objective is to increase efficiency in resource use and eliminate waste 

harmful to the environment. Furthermore, the circular economy model also 

promotes a service economy in which the rental of goods system replaces the 

sale of goods system. It is a radical new thinking of the relationships between 

companies, customers, markets, use of natural resources and environment. It 

also represents a huge opportunity for companies to create competitive 

advantage, restructuring the way we produce and consume through innovative 

business models and recent digital technologies. Therefore, the transition to 

the circular economy can be the greatest opportunity for how we organize 

production and consumption in the world economy (The Ellen McArthur 

Foundation, 2013a; 2013b; 2014; 2015; Radjou and Prabhu, 2015; Lacy and 

Rutqvist, 2015; Gallaud and Laperche, 2016). 

There are many benefits of adopting a circular economy framework; 

such as reducing waste for ecological rationality, greater independence with 

respect to the supply of raw materials, and hence increasing competitiveness. 

These are particularly important for countries especially dependent on imports 

of costly raw materials and energy like Germany. In addition, since the 

circular economy requires simplified product design, companies will be 

forced for innovation and increased interaction with their customers. 

Reducing waste will contribute environmental as well as business 

sustainability. With that regard, the Ellen MacArthur foundation has 

highlighted two development scenarios for Europe; a transition scenario with 

savings of 12 to 14%, regarding costs of materials, and an advanced scenario 

with savings of more than 20% around 2025. The possible savings, in terms 

of resources, could reach more than one billion dollars per year (The Ellen 

McArthur Foundation, 2013a; 2013b; 2014; 2015). 

Adoption of the circular economy approach depends on a number of 

factors such as regulations introduced by governments, a technical 

infrastructure capable of practically dealing with operational problems and we 



believed that most importantly an appropriate mind-set which is ready for 

such an adoption. We think that this component is much more important than 

the others and in fact the lack of a ready mind-set to adopt the circular 

economy model may create the greatest obstacle in comparison with the lack 

of other factors mentioned. 

Some authors suggest that the issues of business ethics and corporate 

social responsibility are not relevant within this context (Lacy and Rutqvist; 

2015; Qi et al., 2016). We do not share such views. As we have pointed 

earlier we believe that the concept of circular economy cannot be belittled 

only to resource utilisation and environmental sustainability in economy. It 

has also surely some aspects in relation to ethics and social responsibility and 

these have a direct connection with the mind-set of decision makers. Not only 

in regulatory authorities but also in companies. In parallel, the mind-set of 

decision makers cannot be separated from their value judgements, beliefs and 

understandings (i.e. moral, ethical or whatever). But more importantly, the 

importance of an appropriate mind-set in economic activities can be easily 

seen in different countries economic systems. For instance, as mentioned 

earlier, the Anglo-American system is based on certain value judgements 

focusing on short-term share prices. However, let us say, the German 

economy has been operating in a quite different path since the end of the 

Second World War. Influenced by the First World War, the economic and 

financial crises of the 1920s and 1930s as well as the Second World War they 

developed a philosophical base which is called the Social Market Economy, 

or the Rhine Capitalism.  

 

Business Strategy for Competitiveness and Sustainability 
The area of strategic management is based on a very simple question: 

“Why do some firms perform better than the others in the market?” Though 

the question is very simple, answering this question requires a lot of hard 

work. We can start this with two other simple questions: “What is a business 

firm?” and “What is the purpose of a business firm?” As we will focus on the 

first question in the Conceptual Framework section below, here we 

particularly concentrate on the second question: “What is the purpose of a 

business firm?” 

There may be various answers to this question. For instance, the 

possible answers could be „making money‟ or, „increasing the share price as 

much as possible to make the shareholders richer and the wealthier than ever 

before‟. All these answers may be accepted correct till a certain extend. As 

earlier emphasised, the orthodox Neoclassical Economic Theory claims that 

businesses are only for profit making and all economic agents including firm 

owners and managers must act rationally. In this context, rationality means 



focusing only on his own wealth maximisation, and therefore the only 

responsibility of the business is to its shareholders. In such an understanding 

there is no room for social responsibility. But there is not a single unique form 

of capitalism in the world and in fact there are varieties based on different 

value-sets in different parts of the world. That is why nobody can claim that 

there is only one single truth in these types of discussions. We agree that for 

profit-making businesses a firm‟s initial objective is profit making. For large 

corporations (even for smaller ones) enhancing the shareholders‟ value could 

be the major concern, and profitability of business forms the base for the 

shareholders‟ value. In addition, though in reality there are only a handful of 

companies that can survive longer than a decade or a couple of decades, 

theoretically a company‟s life time is endless and there are no contradictions 

between targets of life span and shareholder‟s wealth maximisation regarding 

the operations of a firm.  

On the other hand, there are some studies that prove the opposite views. 

For instance, in their famous book Built to Last, Collins and Porras (1994) 

search for the major reasons behind their success of the most successful 

companies such as 3M, American Express, Boeing, Procter & Gamble and 

Wal-Mart. They call such companies „visionary companies‟. In this respect, 

they suggest that one of the myths of such huge success is that they exist first 

and foremost to maximize profits. They say that contrary to widely accepted 

myth “maximizing shareholder wealth” or “profit maximization” has not been 

the prevalent driving force or primary objective of such visionary companies. 

They rather pursue a group of objectives. Making money is definitely one of 

those but not necessarily the primary one. However, they are equally guided 

by a core ideology that is based on some core values and objectives beyond 

just making money. Paradoxically, such companies make more money than 

purely profit-driven companies.  

Similarly, De Geus (1997) focus on this issue by categorising 

companies under two major types in accordance with their primary reason for 

being in business namely „the economic company‟ and „the river company‟. 

He states that economic company exists only for profit making but nothing 

else. By contrast, the river company exists for the community or around the 

community. It does not mean that the river company does not care about 

profits or return on investment. It does. However, such a company is itself a 

community and longevity is also a major reason for existence. Therefore, “to 

produce both profitability and longevity, care must be taken with the various 

processes for building a community: defining membership, establishing 

common values, recruiting people, developing their capabilities, assessing 

their potential, living up to a human contract, managing relationships with 



outsiders and contractors, and establishing policies for exiting the company 

gracefully” (De Geus, 1997: 126). 

Mackey and Sisodia (2014) say that there is another way of thinking 

about capitalism and business that is really needed now under the current state 

of the world economy. They call this „conscious capitalism‟ in which 

conscious businesses are motivated by higher purposes that integrate the 

interests of all their major stakeholders. Their consciousness enables them to 

see the interdependencies that exist among all the stakeholders, and in turn, 

this allows them to discover and harvest synergies from situations that 

otherwise cannot be utilised due to trade-offs.  

Therefore, now we can ask: Which approach is the correct one for a 

higher competitiveness but more importantly sustainability in the longer 

term? We can suggest that each approach has its own assumption. For 

instance, the first one is based on the assumption of “business as war”, or the 

other one is based on the assumption of “business as value creation” (Hansen 

and Smith, 2006). When you look at the business literature you can find 

plenty of books and articles which are favouring one or the other. As both of 

them are based on different assumptions, probably it is better to say that there 

is not a correct answer to the initial question. However, such a discussion 

makes one point clear: The mind-set of a management executive is critically 

important for his or her decisions when strategy formation process occurs. 

Similar to other social sciences in business and economics, all theories are 

assumptions-based. Depending on the period, such theories and assumptions 

may also be widely regarded correct or not. Though, the orthodox assumption 

of money making was widely regarded as the sole business motivation by the 

latest financial crisis; after the crisis many authors have started to argue that 

currently the problem is either the lack of ethics in the business world or the 

wrong ethics that is based on the dominant assumption about how the game is 

played (Hansen and Smith, 2006). As a result, public and private 

organisations currently have attributed more attention to the improvement of 

ethical business behaviour all over the world. The business community‟s 

ethical and social responsibilities have thus become a public concern. Even 

many business schools have introduced business ethics courses to their 

curriculums. 

 

 

 

 

 

 



Conceptual Framework: Competitiveness and Culture – A Values-

Based Approach 

The Resource-Based Theory (RBT) of the Firm, which is in the centre of 

our conceptual framework, simply defines a firms as a bundle of resources. 

We hence classify all available resources for a firm under three basic 

categories as:  

Firstly, physical / visible / tangible assets such as land, capital, 

equipment etc. Secondly, non-physical / invisible / intangible assets such as 

brands, patents, license etc. (i.e. intellectual property). All such assets, 

tangible or intangible, are under legal protection in connection with 

ownership rights. 

However, there are also some assets that cannot be put under the first 

two groups; and cannot be protected legally. But they are still extremely 

important for the firm‟s operations. These are called „capabilities‟ in general 

and refer to tacit knowledge, work routines, organisational culture, and trust 

among the people in the firm etc. We think that this third group of resources 

also include the mind-set of all the people involved but particularly of the top 

management. And, the mind-set cannot be separated from the value 

judgements of the people. Interestingly, though these assets cannot be under 

legal protection, this would not be a problem of the firm as these are the ones 

which can rarely be transferred or imitated. 

Competitiveness of a firm will depend on that firm‟s resource base. 

Depending on the industry in which the firm operates, the importance 

hierarchy of these three resource groups may differ. For instance, operating in 

the iron and steel or petro-chemical industries would require heavy capital 

involvement (the first group of assets) while pharmaceutical or computer 

software industries may require a large stock of intellectual property (the 

second group of assets).  

This takes the issue to organizational culture. Organizational culture can 

be a source a competitiveness or vice versa. Organizational culture is directly 

related to the top management‟s values. If the top management cares about 

the ethical behaviour, social responsibility, environmental concerns etc., the 

culture of the organization will be strongly influenced by this standing. Even 

it might be easier in small and medium-sized enterprises and family firms 

where the smaller size fosters personal interactions for value transfers; there 

are also examples of multinationals who act in that way. 

 

 

 

 

 



The German Mittelstand and Entrepreneurship: 

When we focus on, let´s say, the German small and medium-sized 

enterprises, we realize that firstly, they are entrepreneurial organisations. 

Secondly a great majority of them are owned by families and those families 

have had their own traditions. Traditions which are value based. Influenced 

by the disaster of two lost world wars and the economic and financial crisis in 

the, late 1920s and 1930s the fathers of the German constitution after World 

War II created an economic system which was not a plain copy of the Anglo-

American stock marked system.  

Based on the Ordoliberal Ideas of the Freiburg School which was 

founded by Walter Eucken and Franz Böhm in the 1930s they added a social 

component to the liberal marked economy and created the Social Marked 

Economy which drove the post-war “German Wirtschaftswunder”. It was the 

ordoliberal credo of “freedom” and “responsibility” that created an 

entrepreneurial spirit and influenced especially the family owned small and 

medium-sized enterprises.  

A decisive role in this system however played the state that was 

responsible to create an open, value based, legal business environment 

without boundaries and corruption and with a reliable administration. In such 

a trustworthy business environment entrepreneurs felt fair treated and were 

able to grow and expand their businesses on a free and open marked. On the 

other hand, they had no reason to play unfair, cheat or avoid and evade taxes 

because they had a transparent, reliable partner in the state.  

This was the beginning of the German Mittelstand which consists 

mainly of family owned small and medium-sized enterprises. Those 

companies are characterized to show a greater responsibility in their decisions 

than big multinational corporations usually do. Not only against financial 

decisions because they are dealing with their own private equity, but also 

against the environment, their employees and the society in total. Obviously 

their aim is making profits, but money doesn´t seem to be their one and only 

target. The value approach in their business approach let them treat their 

employees in a responsible way by i.e. paying fair and appropriate wages.  

This economic behaviour, which is sometimes labelled as stupid by 

short-sighted officers of big cooperation‟s, has two mayor advantages. Firstly, 

the employees feel fair treated and are satisfied with their working conditions. 

Secondly, they are usually able to safe some of their monthly salary for future 

expenses. They might think about buying real estate, a house or a flat, or 

starting a family. By doing this, the regular employee is able to claim more 

responsibility against his personal environment and has the chance to develop 

himself as a member of a middle class society. This is how an open society 

ideally should be. If we look at the business world of today, we see a big 



number of perfect multinational corporations driven only by money 

orientation covered as “shareholder value”. We also realize a growing gap 

between super rich and poor who will probably never have the chance to 

develop themselves as responsible members of a middle class society.  

The small and middle-sized enterprises in Germany, described as 

“Mittelstand” always played a vital role in developing a middle class society 

in the post war Germany. Without their responsible behaviour against the 

state and the society the “Wirtschaftswunder” of the 1950s would never have 

taken place. The fact that those companies kept their value based traditions 

and acted responsible against their environment in the last decades stabilized 

the German economy and society in a way that Germany was not affected as 

hard as other European countries by the influences of the economic and 

financial crises of the last years. The German Mittelstand acts according to 

the “life and let life”. Besides making profits the target was always the 

development of a middle-class society which is the basis for every 

democracy. Abolishing the middle-class society that we can observe 

nowadays in quite a lot of highly developed democratic countries has deep 

impacts on democracies and societies in total. 

 

Conclusion – Integrating Business Strategy with Ethics and 

Corporate Social Responsibility in the Circular Economy: 

Germany is one of the forerunners of circular economy together with 

the Netherlands, Japan and China. Germany is in an impressive position in 

terms of recycling activities since the early 2000s when it initiated a 

sustainable development policy. The optimal material use has been in the 

centre of this policy next to a resource efficiency program called ProgRess 

which has a special raw materials strategy aiming at ensuring the security of 

the strategic metals supply to its industrial structure. Germany is also one of 

the countries which best use renewable energy sources (Gallaud and 

Laperche, 2016).  

SMEs are very important in Germany where they play a big role in 

forming a middle class society (so called the Mittelstand). The Mittelstand is 

the backbone of the dynamism of the German economy. But since the number 

of SMEs in any economy is overwhelming, they contribute substantially to 

GNPs and also to employment. For instance, over 99% of all German 

companies were SMEs in 2014. The number of SMEs in the country was 3.55 

million and they were employing more than 24 million people, by also 

generating more than 60% of the GNP. Even if these figures show dynamism 

and success, German SME´s are often family run businesses with a long 

tradition. It is the mutual respect of employers and employees and a value 

based management that make those type of companies so successful. These 



companies are entrepreneurial in their nature and not always growth oriented 

individually. Many small business owners do not aim to grow the company 

size at all.  
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In recent years, country image centres and country brand councils have been created all 

over the world, because countries noticed that a better country brand may result in more 

tourists, stimulate foreign investment, and strengthen export.  

At the same time, the competition of countries is becoming more intense. In 1945, the UN 

had 51 member states – today, the number is 193. These states all ”fight” for the above 

reasons: tourists, investors, export, etc. Fortunately, they do not fight for these things with 

weapons, but marketing tools.  

However, country brands and their development, that is, country branding also has its 

special characteristics. This article discusses these aspects, and concludes with the 

dilemma if there is country branding at all. All this is closely connected with the theme of 

the conference: governance and strategic management.
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The emergence of the concepts of country brands and country branding 

 

”The art of marketing is the art of brand building”, said KOTLER, ”the Pope of 

marketing” (2000, p. 85.). RIES and RIES (2002, introduction, p.x.) even go as far as to say 

that the time is near when ”branding” will be a more widespread expression 

than ”marketing”. 

The spread of branding is well demonstrated by the fact that it has become a part of 

everyday vocabulary – still, if we consider countries, the vast majority are scared to use the 

expression (see ANHOLT 2002, pp. 231-232.). As French academic MICHEL GIRARD 

explained in 1999 (quoted by OLINS 2004b, p. 18.),  

“In France the idea of re-branding the country would be widely unacceptable 

because of the popular feeling that France is something that has a nature and a substance 

other than those of a corporation. A corporation can be re-branded, but a state can not. 

One can take a product, a washing powder for instance, and then change the name which 

is actually done very regularly. Regular re-branding is normal, particularly in the life of 

consumer products, but can this actually be the case for countries? … A country 
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carries specific dignity unlike a marketed product… In France it is 

unimaginable that Chirac would attempt to re-brand France.”  

On the other hand, for example, former British prime minister TONY 

BLAIR used the terms ”country branding” and ”country rebranding”. In 

fact ”there is nothing particularly novel about the concept of branding the 

nation. Only the word ’brand’ is new. National image, national identity, 

national reputation are all words traditionally used in this arena and they 

don’t seem to provoke the same visceral hostility as the world ’brand’” 

(OLINS 2004a, p. 168.).  

What is more, if we put branding in a broader perspective, and think of 

the words of the quoted scholar, the rebranding of France is not a new idea as 

there have been examples of it in history. For instance, when during the Great 

French Revolution the Fleurs de Lys was replaced by the French tricolour, 

Marseillaise became the new national anthem, the traditional system of 

weights and measures was replaced by the decimal metric system, and God 

was replaced by the Supreme Being. According to some people, the first 

widely known country slogan, ”Freedom, equality, brotherhood” was also 

born at that time. 

Of course it would be far-fetched to use the expressions ‟country brand‟ 

and ‟country branding‟ for the example above, because the concept emerged 

not so long ago. Several sources state that SIMON ANHOLT was the first who 

put the concept of ”nation brand” on paper in 1996, when, according to his 

own account, he ”was getting bored with spending his life making already 

rich companies a little bit richer” (RENDON 2003). Therefore ANHOLT, 

having been engaged in the marketing of multinational companies (Coca-Cola, 

Nescafé), decided to start a completely new venture: he decided to specialize 

in country branding. 

It does not mean that the theory or practice of country branding had 

been an overlooked topic before 1996, but its name was different at the time. 

In 1993, a textbook on place marketing was published, which also dealt with 

countries. The book was titled ”Marketing Places: Attracting Investment, 

Industry, and Tourism to Cities, States and Nations”, and its most important 

author was who else than PHILIP KOTLER. However, if we take a broader 

perspective, national identity had always been mentioned in political 

geography, international relations, political science, cultural anthropology, 

social psychology, political philosophy, international law, sociology and 

historical science. Rather interestingly, university marketing experts had not 

devoted their attention to country brands, but brands from specific countries, 

that is, the ”country of origin effect”. For example, Papadopoulos and Heslop 

(2002, p. 297.) counted 766 significant CoO-effect publications from the 



previous 50 years, but also pointed out that there had not been appropriate 

surveys on the image of individual countries. (p.302.).  

The breakthrough was a special issue of Journal of Brand Management, 

published in 2002, which focused on nation branding with essays by 

renowned authors including PHILIP KOTLER, DAVID GERTNER, NICOLAS 

PAPADOPOULOS, LOUISE HESLOP, WALLY OLINS, FIONA GILMORE and 

CREENAGH LODGE. In November 2004, a new academic journal was created 

with the title Place Branding. Books on the same topic followed: in addition 

to three writings by SIMON ANHOLT (”Brand New Justice”, ”Competitive 

Identity”, and ”Brand America” co-written by JEREMY HILDRETH), a ”more 

academic” title edited by, KEITH DINNIE was also published with the 

title ”Nation Branding” in 2008. 

However though, the ”country as a brand” approach is not yet spread as 

most authors specialized in the field use the word ‟image‟ and the 

terminology ‟country image‟ instead. (see JENES – MALOTA – SIMON 2008). 

Nevertheless, arguments in favour of country brand and country branding 

include: 

 On the one hand, branding has some sort of established system, 

while image building does not involve such a framework – notes JEREMY 

HILDRETH, an expert at Saffron Consulting, whose clients include companies 

(Lloyd‟s, Louis Vuitton, Turkcell) and countries (East Timor, Latvia, Poland). 

(See an interview with him: PAPP-VÁRY 2006).  

 On the other hand, brands ”have direct and clear links with 

money, value and profitability … This is one of the principal reasons why the 

word ’brand’ has ousted all other concepts – identity, image, reputation, 

character, etc. – in business”, explains OLINS (2004a, pp. 223-224.).  

But let us examine what country branding in the 21th century actually 

means.  

 

New competition 

 

„Today, nations must fight with each other in several fields – for 

example, investments, export, and tourism. This is a new phenomenon. In the 

course of history, tourism has not been of great importance, investments have 

been limited to a relatively narrow range of companies, and export usually 

included national products that had been transported to traditionally formed 

markets. Globalisation has also reshaped the rules of the game in this field”, 

says OLINS (2004a, p.176.).  

In fact, the fight of countries have become more multifaceted than it 

was a hundred years ago. In addition, the number of countries has increased 



significantly. In an economic sense we could say that more and more 

competitors have appeared in the market. While the United Nations had 51 

member states in 1945, their number is 193 in 2017. (UNO website, 

http://www.un.org/en/sections/member-states/growth-united-nations-

membership-1945-present/index.html).  

But how did we get so many countries? In the beginning, new states 

were created as the colonies gained independence, and these ”new states” 

gave themselves new names immediately, or within a few years (See for 

example PAPP-VÁRY 2016). When the Soviet bloc collapsed in the early 

nineties, a process similar to the colonies‟ achievement of indepencence could 

be witnessed. ”There were eight countries in East Europe in the Communist 

era. When the Berlin Wall collapsed, the Baltic states became independent, 

and the Soviet Union was dissolved, there were twenty-eight countries instead 

of eight countries.”, says GYÖRGY SZONDI, a Public Relations lecturer at the 

University of Leeds (BRANDFOCUS 2006).  

If we do not only consider the increase in the number of countries, but 

also take in account that: 

– democracy is gaining ground worldwide, which makes the work 

of governments more transparent, 

– the role of international media is increasing, which also 

increases transparency: people are more well-informed than ever, 

– travel costs are decreasing, while purchasing power is increasing, 

– investment in other countries is becoming easier, you 

can ”outsource” several activities 

– specific products may come from any countries worldwide, 

– the demand for ”brains”, the most qualified workforce is 

increasing; moreover, countries are also competing for students, 

– certain international organizations provide resources for states 

that are in need and ”lobby” appropriately, 

– mass media, telecommunications, and internet have created the 

global village: we may get a lot of information about any place immediately 

with a Google search,  

– therefore borders disappear in a sense; the expressions ”foreign 

country” and ”foreigner” lose their meaning; it is like visiting our neighbours 

in the neighbourhood,  

then it is clear that this is a whole new world.  

We could also say that there is a new era in the competition of nations. 

Although military clashes are still quite common in certain areas of the world, 

in most places wars are not waged with traditional weapons, but marketing 

tools (see for example VAN HAM 2002b, p.265.). Moreover, the battlefield is 



nothing else but the mind of consumers. (RIES and TROUT 1997). Various 

countries would like to occupy as distinguished position and as big area here 

as possible, because this means tourists, investors, and more people buying 

the products of the countries.  

Therefore ANHOLT (2005, p.13.), ANHOLT and HILDRETH (2004, p.44.), 

PLAVSAK (2004, p.3.), and VICENTE (2004, p. 1.) call branded countries ”soft 

powers”, as opposed to previously established, revulsive ”hard power” based 

on authority and violence. Therefore it is no accident that countries take over 

well-established global corporate strategies, because 51 of the 100 strongest 

economies in the world are not countries, but companies.  

”In the world of business branding is the same as everything else: a 

sales tool”, says CHEVERTON (2005, p.249.). If we go further in the idea, a 

good country brand always means competitiveness, just like a classic brand 

would – that is, a good brand drives ”sales”. It is no accident that the father of 

the notion, SIMON ANHOLT introduced the term ”competitive identity” in 2007. 

We may also add that countries must strive to achieve what the 

philosophy of Procter&Gamble says: ”Big brands always represent 

something. Something that is interesting for consumers, something that the 

brand delivers better than its competitors, something that stands the test of 

time, and remains consistent.”  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



The aims of country branding  

 

There is consensus among the experts of the field that the aims of 

country branding are the following: 

1. The promotion of tourism, the attraction of tourists to the 

specific country, and increasing the number of nights and the amount of 

money spent there. 

2. The encouragement of investment coming in the country.  

3. The development of export, and improved sales of the country’s 

products on foreign markets.  

There is a dedicated organization for each of these purposes in most 

countries, and the problem is that there is no central body coordinating 

these. ”The lack of a uniform concept leaves its mark on communications 

both domestically and internationally. As communications is managed by 

several agents, there is noone actually managing country image, and the 

essence is lost among these several parties”, said TAMÁS BARÁT, the 

Hungarian coordinator of the International Public Relations Association in 

1997, during the Magyarország 2000 (Hungary 2000) conference.  

This can best be illustrated by the example of crabs caught from the sea. 

Fishermen have known for several hundred years that they can put crabs in an 

open basket, and leave it on the ship or the seashore. Although the crabs could 

crawl out with a little help from each other, they try to get out individually, 

and never manage to escape. 

Some countries have already noticed this and created central 

organizations, country image centres, and country brand councils. 

Nevertheless, these organizations also have difficulties with resolving a few 

contradictions. For example, each group may have a different focus of the 

country image. One of the most important differences is that a country can 

be ‟sold‟ to tourists with rural, old-fashioned, traditional images, but investors 

look for an emphasis on high-tech, youth and dynamism. Anyway, as OLINS 

(2001) points out, you do not have to communicate something else, but the 

same thing a little differently. (”You don’t say different things, you say things 

a bit differently”). 

It is also important to point out that the three aims mentioned above are 

not only valid in an international environment. The primary aims of country 

branding can also be interpreted in a domestic sense: 

– The promotion of tourism also includes domestic tourism. The 

more attractive our own image of the country is, the more likely we will travel 

domestically. 



– Investments can also be interpreted in a sense that national 

enterprises should stay in the country, and not relocate their seat and 

capacities, for example, to a neighbouring country. As ANHOLT (2005, p. 85.), 

PAPADOPOULOS and HESLOP point out (2002, p. 302.), in several places 

foreign enterprises enjoy greater benefits than domestic ones. This is not 

necessarily a good strategy in the long run. 

– The sales of a country‟s products should not only be increased in 

the international market, but domestically as well. There are two extremes in 

this regard: while JAFFE and NEBENZAHL (2001) think that these campaigns 

are rarely effective, BAKER and BALLINGTON (2002) strongly claim that 

the ”Buy Domestic” attitude does not only develop the domestic market, but 

these brands gain momentum, and (having become stronger) achieve 

international success.  

 

It is also important to point out that although the most important aims of 

country branding are economic, good country brands may have other 

additional effects. The international professional literature usually mentions 

two of these aspects, therefore I will only discuss these below: 

4. A greater role in international organizations and foreign policy: 

Several authors do not include this point in the aims (and results) of country 

branding, because they think that this depends more on the size of the country 

and the population, economic recognition, etc. However though, there is a 

noticeable connection between the two: the perception of the country (that is, 

the brand image) may play a significant role in the accession to international 

organizations. ”The creation of a brand is not only desired from an economic 

point of view. It also has significant political and strategic implications that 

even affect the pace of NATO and EU enlargement.” – says VAN HAM (2002a, 

p. 5.). 

5. Improving the well-being of citizens: This is an aspect that is often 

forgotten, although it may be the most important one: people living in a 

country should be proud of the country and feel great there. In this context, 

some authors go as far as to state that if people are involved in the branding 

process, it ”promotes the development of social dialogue” (ASHWORTH and 

VOOGD 1997, p. 78.), increases ”internal social national cohesion” (DEMOS 

2006), and strengthens democracy itself (KYRIACOU and CROMWELL 2001a). 

 

 

Country brands and the characteristics of country branding  

 



”Although the creation of a national identity developing plan is a more 

complex task that requires more serious coordination than the creation of a 

commercial plan, their essence is the same. Both commercial and national 

brand-creating plans aim to create a clear, simple enterprise that can be 

distinguished from everything else, which is often based on emotional 

elements both verbally and visually.” – says OLINS in his book On B®and 

(2004a, p. 186.). In agreement with these statements, I think that it may be 

useful to try and list similarities and differences. 

In their study “Company versus Country Branding” (2002) KLEPPE and 

MOSBERG reflect upon the differences that occur in the case of a „classic 

brand‟ and a country as a brand.  

I created Table 1 supplementing their thoughts and ANHOLT‟s (2007, p. 81-85.) 

ideas. These statements do not only describe the process of branding, but very 

often the brand itself, too.  



Table 1 – The comparison of a classic brand and a country brand  
 

Classic brand Country as a brand 

Clear ownership There is no real owner, all people living there 

are owners 

Management is a decision by the owner  ‟Management‟ (in democracy) is elected by 

the citizens  

Aim: profit for the owner Aim: the well-being of citizens, viable 

community 

Top-down control Bottom-up, according to community values (in 

democracy) 

The image of the brand consists of a few 

elements  

The image of the brand may consist of several 

elements  

Consistent marketing communications in a 

few channels  

Multi-channel communications that is usually 

uncoordinated. Country brand centres may 

help this, but the consistency of normal brands 

can hardly be achieved 

Brand name is fictional and can be changed  Brand name is the geographical name, it 

cannot be changed.  

The brand is temporary The brand wants to live forever 

 

Source: PAPP-VÁRY, Árpád Ferenc (2007): The role and effects of country 

branding: country image in the enlarged European Union (PhD thesis, p. 67)  

 

Thinking this further, it is worth highlighting the most important 

characteristics defined by country brand building, that is, country branding.  

 

Good touchpoint management 

Places where consumers get in touch with the brand (be it a shop or TV 

commercial) are called touchpoints in marketing literature. In the case of a 

product brand, these points can be quite clearly defined and (in most cases) 

controlled in an appropriate way by the owner/management – for example, 

where the product should be placed on the shelves, how they should advertise 

it, how the website should look, etc. ”Wherever we come into contact with a 

brand … the feeling is the same”, says OLINS (2004a, p. 195.) 

However, in the case of a service brand, the number of contacts is more 

complex, because these are human interactions after all. JAN CARLZON, 

former Chief Executive Officer of the SAS airline holding calls these 

the ”Moments of Truth” (1989).  

In the case of a country, the number of touch points is even higher, and 

most of them are difficult to control. ”Nations present themselves in a million 

way every minute, 24 hours a day.” (OLINS, 2001).  

 

”Marketing is too important to be left to the marketing department.” 



These are the words of DAVID PACKARD, founder of Hewlett-Packard, 

referring to the fact that in an organisation even the tiniest action amounts to 

marketing: how the receptionist picks up the phone, how the assembly worker 

employed at a factory refers to the company during an evening with his 

acquaintances, etc. 

This is obvious in the case of a country brand: as it does not have a real 

owner, it is shaped by everyone who lives there. (see PAPADOPOULOS and 

HESLOP 2002, p. 295.) As RECHNITZER says, ”settlement marketing is shaped 

by every citizen of the settlement” (1995, p. 15.). This does not only apply to 

hospitality, but also to the general attitude of people.  

Nevertheless, as I have mentioned before, none of this means that the 

management of a country (including the government) should not do all it can 

in order to exert a positive influence. Still, their efforts are not enough in 

themselves. If locals are not involved, it is only propaganda, not branding 

(see ”Can a nation be branded?”, LOGOLOUNGE 2003, and ANHOLT 2005b).  

THERESA HOUSTON, Chief Executive of the Scotland the Brand 

programme said „We made a mistake in one thing. We did not sell the image 

effectively enough domestically. It took 7 years (!) to realize that we must also 

sell ourselves to Scottish people, to make sure that the country is in line with 

the prior expectations of foreign visitors.” (ITC EXECUTIVE FORUM 2002). 

Hungarian expert ELEMÉR HANKISS also expressed a similar opinion 

(1999, p. 211.): ”Shaping the identity of a country is not only the 

responsibility of institutions and professionals. Their knowledge and work is 

essential, but without the participation of the whole country, its institutions, 

the press, the plenty of citizens, the invention and acceptance of ourself as a 

country and the communication of our values to the world outside shall not 

become a matter of common concern. In that case, even the most ardent 

expert work shall to waste inevitably.”  

As ANHOLT and HILDRETH explain wittily (2004, p. 81.), ”One big 

difference between selling a tin of beans and selling a country is that you 

don’t need to ask the beans what to put on the label.”  

Using popular terminology, country branding in this sense must be real 

PPP, that is, public-private partnership (see ANHOLT 2005a, p. 130., BAKER 

2002, BENNETT 1999, pp. 48-49., GARAMHEGYI 2004, p. 278.): politicians, 

businessmen and civil society all must be involved in the process.  

 

There is no country branding without country building  

Country branding also requires actual changes in the country. Just as in 

the case of classic brands, innovation and novelties providing news value are 

needed. According to ANHOLT (2007) the two mottos are:  



1. ”Actions speak lauder than words.” 

2. ”Don’t talk unless you have something to say.” 

If we do anything just for the image, for example, saying that something 

is true, although it is not yet, it is propaganda. This is also the focus of the 

viewpoint expressed by Hungarian authors PISKÓTI et al. (1997, p.31.): ”If we 

only concentrate on communications tools, and and break away from real 

tendencies, the efforts for change will not be credible, and the desired 

processes will not start. In such cases (…) schematic propaganda does more 

harm than good.” András Wermer explains that ”it is wrong to believe that 

you can sell something just because you cover it with glaze. Marketing is not 

advertising, but a process that includes the construction of something we 

think will do good for the people.” (MH 2006).  

It is no coincidence that when the Nigerian minister of 

telecommunications announced the launch of the country‟s first image 

campaign, several critics said that Nigeria should rather deal with key 

problems such as poverty, diseases, or the situation of education. Many 

people think that he campaign with the message Good People, Good Nation 

was ”meaningless, stating that merely using slogans and eye-catching colour 

combinations will not change the image of a country where members of the 

government steal, falsify election results, and sometimes eliminate members 

of the oppostion.” (MARK&MEDIA 2009). In addition, the Internet further 

ruined the not-so-bright reputation of the country as a result of an 

international online cheat series called 419 Scam, when Nigerian online 

swindlers promised quick wealth in return for the banking data of victims.  

In accordance with the above, ANHOLT says that ”80% of country brand 

building is innovation, 15% is coordination and only 5% is communication” 

(2007, p.37.).  

 

The branding of a country is a long-term process, therefore it must 

be managed by an independent organization  

Although the building of a country image, or the rebranding of a 

country may only be implemented involving the government and the prime 

minister (as their support is essential), these tasks must be performed by a 

body that is as independent as possible.  

As Hungarian author BÉLA POMOGÁTS said in 1999 (p. 19.), ”The 

management and display of country image is a universal task of political 

institutions, which stands above party politics and interests (or should stand 

above them). Its development must always be safeguarded by universal 

national interests, and, accordingly, an overall national strategy prevailing 

over political parties. The development of national image may not be affected 



by political career interests, because it would not reach its objetives, but, on 

the contrary, could lead to a decrease in the country’s credibility and 

international significance.” 

GYÖRGY SZONDI gave voice to a similar opinion in his radio interview 

in BrandFocus (2006), saying that ”a lot of examples prove that the branding 

of countries that became successful had not been the prey of politics and had 

not been politicized. Politicians very often build their own brand, and 

sometimes they also use the brand of the country for this purpose. However, 

the more politics or politicians are involved in the national branding concept, 

the greater the challenge becomes.” 

The usefulness of apolitical branding is also justified by the fact that 

country branding, or rebranding is usually a long-term, 15-20 year programme, 

but goverments may change every four years (see the writings of KURUCZ 

2005 and OLINS). ”The image of our nation may not be replaced overnight. 

This change may only occur in the long term, as a result of conscious 

development”, said SZELES ten years ago (1996, p. 36). In addition, branding 

must be based on the greatest advantage(s) of the specific country – and it has 

nothing to do with politics (BAKER 2002). 

 

There is no standard formula for country branding  

No matter how many common aspects we can find, each country is 

different, and there are no magical formulas that can be used for all of them. 

Each country has its own purposes, resources and competences.  

But one thing is common: branding does not only mean the creation of 

a new logo, slogan, or brand name, but a coherent, comprehensive process 

including positioning and the entire toolbox of communication (see ANHOLT 

2005a, GARDELLA 2002, LÁSZLÓ and KÓRÓDI 2005, LINDSAY 2000, OLINS 

2004b, 2005, PISKÓTI 2004). However, it is important to emphasize once 

again that brand image does not only depend on this process, but there is a 

serious chance that it will improve as a result.  

 

Do not overestimate and do not underestimate the effect  

 

Finally, it is worth mentioning the ideas of ASHWORTH and VOOGD the 

experts of a related field, city marketing (1997, p. 230): ”Consequences that 

are also the concomitants of the first use of all revolutionary looking ideas 

stem from the novelty of the subject: the camp of supporters optimistically 

overestimates likely benefits, while opponents emphasize their exaggerated, 

often unfounded reservations.” 

 



 

A dilemma instead of a summary – Is there anything like country 

branding at all? 

 

The theoretical foundations of country branding (and nation branding) 

have become stronger in recent years. Nation Branding: Concepts, Issues and 

Practice edited by KEITH DINNIE was published in 2015 in an extended 

edition with new examples. MELISSA ARONCZYK published her book 

Branding the Nation: The Global Business and National Identity in 2013. 

NADIA KANEVA focused on our region in her work Branding Post-Communist 

Nations: Marketizing National Identities in the “New” Europe in 2014. The 

author of this article, ÁRPÁD PAPP-VÁRY published a writing in the book 

Nation Branding – Concepts and Country Perspectives published in India (ed. 

NISHIT KUMAR and AMIL VARNA, 2009) accompanied by co-authors like the 

abovementioned MELISSA ARONCZYK, or SIMON ANHOLT and WALLY OLINS, 

the most renowned experts of the field, mentioned in the earlier parts of ths 

article. In the meanwhile, the literature of marketing and professional 

conferences often include opinions like:  

”The idea of nation branding is ridiculous: take a country and change 

it into a consumer product!” 

”If nation branding really worked, we all would have become citizens 

of the Third Reich, not the European Union, because no one was better at 

nation branding than Joseph Goebbels.” 

„Governments that spend taxpayers’ money on emphasizing to the 

world how cool, fantastic, wonderful, or attractive their country is, are not 

even worthy of power, and should go to jail because of this meaningless 

activity.” 

„The truth is that there’s no model that would justify the effectiveness of 

nation braning. Many governments use it, but they never assess the results, 

and are never able to prove that they have been effective.” 

„I don’t believe in the existence of this method, but even if it does exist, 

it has probably nothing to do with communications, logos, or slogans – 

maybe it has something to do with government measures.” 

In addition, the same person is parroting them all. The most surprising 

thing is that this man is none other than SIMON ANHOLT, the number one 

expert of the field (for example, see his talk in PAGEO Club, Budapest in 

2016, and its transcript titled The great country brand swindle published in 

Hungarian Geopolitics Magazine).  

True, he also says that he only introduced the notion nation brand in the 

nineties, which was based on the observation that the image of countries is 



often more important than reality. Other people added ”ing” to the term, 

releasing the ‟dangerous‟ expression nation branding out of the bottle. In 

2009 ANHOLT tried to cool the situation by introducing the term competitive 

identity instead, but it was already too late, and sounded much less ‟sexy‟ than 

nation branding.  

Then he retired for two years in order to examine the 300 billion (!) data 

points of his research to find out ”why people like one country more than 

another”, and realized that the following five points are the key aspects of the 

question (see ANHOLT 2016): 

1. Morality: Is the country good or bad? ”Are we happy about its 

existence? Does it have a positive effect on the world? Does it act correctly? 

Or is it a bad, dangerous, or useless member of the international 

community?” 

2. Aesthetics: Is it beautiful or ugly? ”If we think that a country is 

beautiful, we tend to believe several other things about it (…) People think 

that Canada is an eco-friendly country because it is beautiful.” 

3. Relevance: What does this country have to do with me? How does it 

affect my life? ”Why would we expect that people around the world know and 

respect Hungary? Do we know and respect the countries of others?” 

4. Power: This is not the ‟soft‟ power explained by Professor JOSEPH S. 

NYE (2005), but real ‟hard‟ power. ”It means whether the country has real 

economic, military and territorial power, or a great population, and whether 

they can force their will on others.” 

5. Development: ”Are there smartphones in the country, or are they 

still plowing the land with oxen?” 

”These are the five main factors in people’s minds. When they think of 

foreign countries, these are the characteristics they consider in the fraction of 

a second. (…) When I analysed results, I realized that the first point was by 

far the most important. The most important aspect for people is how that 

specific country contributes to humanity. (…) This is the essence of 

exploration. People like good countries. Therefore, if we would like a better 

image, the only way to achieve it is to do something which makes people 

grateful for our existence. In other words, if we act for them.” (ANHOLT 2016, 

pp. 145-145.) 

”What is the first rule of marketing? The first rule of marketing is not to 

brag about how fantastic our product is. We must get to know our customers 

and their needs instead. The same applies to countries. (…) People are not 

interested in successes. They are only interested in what the specific country 

did for them that week.” (ANHOLT 2016, p. 145.) 



This is what all countries must find. What can the country do for the 

world this week? And the next week, and the week after next, and so on. 
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Abstract: Strategic analysis studies general and competitive environment, who 

gives a SWOT matrix which allows managers make strategic decisions based 

on the relationship between Treats, Opportunities and Strong, Weaknesses. But 

these decisions making process could promote investments with long term 

return, without considering future of this long term in treats and opportunities. 

This work try to associate the environment classic analysis with prospective 

analysis, were different assumptions of relationship between variables set up 

several scenarios who promote a set of new dynamic strategies. 

 
 

INTRODUCTION 

1.1.- Decisions making.- 

 Making decisions never affect the past but always, there exists a certain 

level of uncertainty in making decisions.  This greater or lesser uncertainty 

differentiates the types of decisions.  

The decision-making system can be expressed:  

(Prieto Pérez, 1973)(Lindley, 1977) 

 

 

 

 

 

Figure 1 Variables for making decisions 

The lower the knowledge of the status of nature and its occurrence, the 

resolution of the problem will be more complex. Thus, decisions can be 

classified (Own figure based on (Fernández Güell, 2004))



 

 

 

 

 

 

 

Figure 2   Information available for decisions making 

 When events are known with certainty, it is called Prevision,  

 When probability or frequency events are known, it is considered a 

Forecast  

 When possible events are known but not its probability, they are called 

Forecasts,  

 When events are not known and obviously probabilities are not able to be 

known, they are called prospective. 

 In this work the elaboration of strategies can affirm that we know very 

little about the future because of this we will remain in the area of prospective 

1.2.- Models for decision-making process.- 

 Two models are studied for making decisions. 

 Normative model.- This model explains how one must make decisions. Is 

used in quantitative environments or mathematics and assumes that all 

alternatives are known and necessary  information is available, that only will 

depend on the quantity and the quality of information available, but does not 

put in doubt the efficiency of the model. Always try to maximize the utility of 

the decision maker, and has infinite sensibility of the utility of the changes. 

Descriptive model.- The decision maker assumes that he does not 

know all the alternatives, but even knowing all the necessary information, he 

does not have the capability to use and model it. The decision maker is 

searching for a satisfactory decision without worrying whether the decision is 

more or less optimum. 

If it is possible you must use normative models to make decisions, thus 

they give more rationality and deepen more in its resolution, but are very rigid 

in information requirements and the method treatment  



 In this problem of strategy it is possible to use normative 

/quantitative models, but at the moment of final decision making, always add: 

a level of subjectivity, experience, or imagination to compensate the lack of 

information. In strategy themes always finish utilizing descriptive models.  

1.3.- Planning Models.- 

 Sometimes, problem resolutions do not depend on only one decision, but 

is composed of a succession of decisions linked in space and in time. This is 

called pacification. There exists multiple manuals of pacifications, but in this 

work, we pay attention only to orientation with respect to the utilization of the 

past and the future. (Ackoff, 1983) 

 

 

 

 

 

Figure 3   Planning Models 

 All planning techniques are useful for determined cases in strategy 

problems. We are accustomed to utilize interactive planning. We cannot 

forget that there are consequences from the past and without understanding 

the past we don’t understand the present. On the other hand, in the future, 

predicted situations may not happen and can be completely different from 

past or present situations.  

1.4.- Technics to study the future 

1.4.1.- The Prevision Method 

The prevision method includes the probability of things happening. In 

this kind of method, we choose the trends analysis, that can be obtained  using 

different statistic methods, in de following diagram one obtains a trend 

obtained by minimum squares method.  

 

 

 

 

 

 

 



 

 

Figure 4  The future continuation of the past 

 This method equals a mobile average and other similar methods. The base 

shows that the future will be the continuation of the past. Following a 

normative model, the trend adjusts to a possible reality. 

 Following the correct method, it is useful for short time future studies, 

because it supposes to assume that, in short period of time, trends remain 

stable. 

These technics are utilized for example, in marketing studies for 

products introduced during a short life cycle. So, the introduction will be 

almost immediately after the study, at the same time, the environment is 

changing, and the product is generating the predicted effect. 

This method is not useful in strategy when it works always in a long 

term. This concept can be understood, more o less, in function of sector 

dynamics, but always exists the possibility of wide changes within the 

environment. 

1.4.2.- The Prospective Method.- 

 In long term plans, like strategic direction, the scenario method results 

more efficient, where it recognizes the unknown future.  

The diagram shows that since the actual moment, is it possible to 

evaluate trends for several methods (mobile average, minimum squares, etc.), 

that help to know the past trend, but they cannot have influence in how the 

future will be.  (Godet, 1993) 

 

 

 

 

 

 

 

     

 

Figure 5   Different possible futures. Scenarios 

  



 

 

    Prospective method supposes that the future is unknown. To find a 

maximum approximation, one takes a series available V = v with the 

following characteristics. 

1. That would be influential in the environment, that a change in the variable 

provokes important changes in the future. 

2. That it was independent. Its evolution does not depends on so much actuation 

or variation or other variables. 

3. That was not static, perspectives that exist evolves. 

From here it makes proposes of evolutions in said variable. Evolutions can 

mean better or worse environments for the sector.  

Scenario.- Variation of the variables V= v/v can produce changes in other 

variables with more dependence or factor from the environment. Scenario has 

more detailed description then environment will have. If variables evolve 

following the proposed hypothesis, then the dependents will also be modified 

by action of the independents.  

 It is accustomed to realize various scenarios that are represented from 

better future to most aggressive. We know that the reality surely will not 

adjust to none of the proposed scenarios but will be between two of them and 

so relatively close to some of those described.  

 Then the resolution of the problem consists in determining one or more 

specific strategies for each scenario. So, thinking of the highest possibility of 

the reality is near of some of the scenarios, there always will be a strategy 

more or less adequate for this reality. 

1.5.- Classic model of strategy analysis.- (Porter, 2004)(Porter, 1989) 

 The classic model consists in the analysis of: the general environment, 

specific environment, and internal analysis with SWOT matrix. The SWOT 

shows a list of: threats, opportunities, strengths, and weaknesses. 

 One of criticisms to the M. Porter model is his excessive static character. 

Precisely, one of our objectives, in this work, consist in adding a dynamic 

character of the future model. Further on, we show, with detail, some 

opportunities of said model.  
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Figure 6 Classical strategic analysis 

 

1.6.- Proposed model.- 

 The proposal consists in relating the classic model environment analysis 

from M, Porter or “·SWOT analysis “.with scenario method to place SWOT 

analysis in different possible futures.  

This relationship enables robust strategies that permit us to face whatever the 

real future is going to be. Also, the threats and opportunities add the 

possibility of occurrence.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 7  Proposal of strategic analysis 

 



 

In the proposed procedure it is given: 

- The environment from which you get a list of threats and opportunities with 

their chances of occurrence. 

The most serious threats (or opportunities) with the greatest possibility of 

occurrence are chosen. 

- The variables determined whether that influence of the threat is released or 

influenced by it. 

- This group of variables is submitted to Driving forces / dependence analysis. 

- With these variables, their Driving forces and their possibilities of occurrence, 

the impact / uncertainty matrix is prepared. 

- Hypothesis of movement of the Driving forces variables is generated. 

- We study the variations that the hypotheses will cause in the dependent 

variables. The explanation for this situation is called the scenario. 

- Taking into account the scenarios and the reality of the organization 

determined by the internal analysis with the matrix of strengths and 

weaknesses, the strategies are determined. 

- It determines how the organization should be to implement the strategies. 

- It determines the gap between the organization needed for the strategies and 

the actual organization that is available. 

Decide what actions to take: 

- Ensure that the organization becomes the one necessary to implement the 

strategies. 

- Apply the strategies to the extent the organization allows and as it changes. 

 

1.7.-Process of strategy formulation.-   (Guerras Martín, L.A.; Navas López, 
2015)(Dess, G.G.; Lunmpkin, 2003) 

Emphasis has been placed on the three elements of the previous table 

(Future, Environment, Deal), which form the strategic analysis, but the 

strategy process is broader. Although this work focuses on the analysis 

section. The following table shows the process: 
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Figure 8 Strategy Process 

Analysis.- It is about knowing the environment positioned in the future 

and studying the current business, and to elaborate the SWOT matrix 

(Weaknesses, threats, strengths and opportunities). 

Define the strategy.- Existing methods serve as an aid and 

improvement of decision making, but it requires the experience, intuition and 

visionary character of the decision maker to assume minimum guarantees of 

success. 

Strategic plan.- The defined strategies must become specific actions 

embedded in a plan so that the tasks are distributed among the different 

organs and during a time period. 

Communication, agreement. - Neither the definition of the strategy 

nor the strategic plan are tasks of a single person, but initially of a team, but 

then the whole organization must participate in its implementation and 

subsequent management. For this reason, it is important that all participants 

fully agree - which is very difficult – or at least, take a neutral position in 

front of the strategic plan. For this, a communication effort must be made, and 

often negotiation and concession, to reach a consensus of minimum 

agreement. "It is worth more a mediocre plan that is accepted by all the 

participants, than an excellent plan endured only by its creator". 

Control.- "Every plan that does not have a control system is “wet 

paper” (not useful) ". A plan that does not know if it is running correctly and 

does not know if it reaches its expected objectives, can lead to disaster. The 

implementation and monitoring of a control system is essential in all 

planning. 
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II.- ORIGIN AND ANALYSIS OF THE SITUATION 

2.1.- Subject or organization affected.- 

It is a matter of explaining, in some detail, the type of organization that 

carries out the process of the strategy. Then, the analyst has a initial idea and 

a positioning in front of the organization that intends to carry out the process 

of the strategy. 

2.2.- Strategic analysis 

2.2.1.- The envaronen.-(Guerras Martín, L.A.; Navas López, 2015)(Bueno 
Campos, 1996)(Dess, G.; Lumpkin, G.T.; Eisner, 2010) 

 

 

 

 

 

 

 

 

Figure 9 Environment study 

The environment is everything outside that affects us. Two types of 

environment are studied, the general (or generic) and the competitive (or 

specific). The difference between them is that the relationship between the 

elements or organisms of the general environment and the subject of the study 

is, in one sense, the impacts are from the environment to the sector or 

organization, which can be protected from attacks but, can not modify that 

environment. However in the competitive environment are one-to-one, or in 

both directions, each action of the environment can be countered by 

modifying the environment. 

2.2.1.1.-Study of the general environment.- 

It is done through a group of variables called dimensions, which can be 

subdivided into other simple variables, this process can be repeated until 

finding variables that allow their observation and evaluation.Dimensions of 

the general environment 

 

 

 



Legal political dimension
Political situation . . . . . . . . . . . . . . . . . . . . . . . .
Economic policy . . . . . . . . . . . . . . . . . . . . . . . . .
Economic and social legislation . . . . . . . . . . . .
Fiscal policy. . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Economic dimension
G.D.P. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Inflation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Unemployment. . . . . . . . . . . . . . . . . . . . . . . . . .
Balance of payments . . . . . . . . . . . . . . . . . . . . .
Productivity. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Capital market. . . . . . . . . . . . . . . . . . . . . . . . . . .
Energy resources . . . . . . . . . . . . . . . . . . . . . . . .
Industrial policy . . . . . . . . . . . . . . . . . . . . . . . . . 
Socio-cultural dimension
Values and attitudes . . . . . . . . . . . . . . . . . . . . .
Social groups. . . . . . . . . . . . . . . . . . . . . . . . . . . .
Social conflict. . . . . . . . . . . . . . . . . . . . . . . . . . .
Job market. . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Unions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Consumer defense. . . . . . . . . . . . . . . . . . . . . . .
Technological dimension
R & D policy. . . . . . . . . . . . . . . . . . . . . . . . . . . . .
Scientific and technological knowledge . . . . .
Scientific and technical infrastructure. . . . . . .
Current technologies maturity. . . . . . . . . . . . .
Availability of new technologies. . . . . . . . . . .

 

 

 

 

 

 

 

 

 

 

 

                                                 

 

  



Figure 10  Variables of generic environment 

 

 

                                         

 

 

 

                                                         

 

 

 

 

                                                                     

Figure 11 Variables valuation 

The assessment, called valuation, will be done subjectively. Although 

different scales may be used, a Likert scale variation between -3 and 3 will be 

taken, where -3 is the maximum threat, 0 is indifference and 3 is the 

maximum opportunity. 

In addition, the level of probability of occurrence should be evaluated 

on a simpler scale of 1 to 3. 

The difficulty of this valuation does not escape that which experts 

required in each of the dimensions of the analysis. It is often customary to 

perform a Delphi of experts who should evaluate the variables. The following 

table shows a proposal of criteria for assigning each of the possible values. 

  

CONCEPTS
Threat Oppor

tunity

-3           3Important enough to guide the strategy.

Weak signals from the environment. Situations that 
will evolve over the long term or are not clear when 
they will evolve. Neither know how they will be 
affected, but they deserve to maintain a permanent 
watch.

-2           2

New 
situations 
that have 
not always 
existed.

Critical factors of success. They are those factors of the 
environment that are traditional (they are not new) but that 
require a lot of attention, because of those factors the routine 
success of the business depends. A lack of attention may 
represent a higher cost or a lower sale in the short term.

Neutral factors are neither threats nor opportunities in the 
present or in the future, nor are they critical factors for success.

-1          1

0



-3 -2 -1 0 1 2 3 1 2 3

-- Situación política............................... X

-- Política económica............................ X X

-- Legislación económico-social.........   X

-- Política fiscal......................................                      X

-- ... 

-- P.I.B.....................................................                         X X

-- Inflación..............................................                            X X

-- Paro.....................................................                                 X X

-- Balanza de Pagos..............................                     X

-- Productividad....................................                        X

-- Mercado de capitales........................                X

-- Recursos energéticos......................                 X X

-- Política industrial...............................                 X

-- ... 

-- Valores y actitudes............................                  X X

-- Grupos sociales................................. X X

-- Conflictividad social..........................                X X

-- Mercado de trabajo........................... X

-- Sindicatos........................................... X

-- Defensa del consumidor..................                 X

-- ...                      

-- Política I + D.......................................                       X

-- Conocimientos cientif. Y Tencol..... X

-- Infraestructura cientif. Y Tecn......... X

-- Madurez tecnologías actuales......... X

-- Disponibilidad nuevas tecnologías. X

AMENAZA OPORTUNID. POSIBILIDAD

* Dimensión político-legal 

* Dimensión económica 

* Dimensión socio-cultural 

* Dimensión tecnológica 

Threat PossibilityOpportunity

The following is an example of how an analysis of the general 

environment might be. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 12 Strategic profile of generic environment 

 

2.2.1.2.- Analysis of the specific environment.- 

The analysis of the specific environment, also known as the analysis of 

market forces (or forces of M. Porter), is also performed through the study of 

a series of variables that we do not show for reasons of space. The valuation 

criteria and its scale would be those already studied in the generic 

environment.  



Threat of new potential 
competitors

Threats of substitute 
products

Negotiation 
power of clients

Negotiating power 
of suppliers

Competitors from 
the industrial 
sector

Rivalry among 
them

 

           

 

 

 

 

 

 

 

 

 

 

Figure 13 Analysis of specific environment 

 

  



Threat Possibility

The following table shows an example of how the analysis of the 

competitive environment might remain. Because of the large number of 

variables that can be studied, only those that are in the example are considered 

to have some influence. 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

    

 

Figure 14 Analysis of the competitive environment 

  



•Those which

improve

performance

•Economic policy

•Unenployment

•Volume of 

transactions

•Those which 

improve the price

•Inflation

•Differences of 

products

•Energy  

resources

•Balance between

competitors

-3 -2 -1

1

2

3

Threat level
P

o
s
ib

il
it

y
o

f 
o

c
c
u

rr
e
n

c
e

3

4

21

3

5

2

43

•Entry barriers •Values and 

attitudes

•Rate of growth of 

the sector

•Social conflict •G.D.P.

•Social groups
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The result of the two analysis can be presented as a map of threats, 

opportunities, and possibility of occurrence. 

 

 

 

 

 

 

 

 

Figure 15 Threats and opportunities 

2.2.1.3.- Internal analysis.- (Grant, 1996) (Hamel, G.; Prahalad, 1995)(Hax, 

A.; Majluf, 1997) 

functional analysis of the organization 

Result of the analysis of resources and capacities:  

 

 

 

 

 

 

 

 

 

 

 

 

 

 



-3 -2 -1 0 1 2 3 1 2 3

-- Situación política............................... X

-- Política económica............................ X X

-- Legislación económico-social.........   X

-- Política fiscal......................................                      X

-- ... 

-- P.I.B.....................................................                         X X

-- Inflación..............................................                            X X

-- Paro.....................................................                                 X X

-- Balanza de Pagos..............................                     X

-- Productividad....................................                        X

-- Mercado de capitales........................                X

-- Recursos energéticos......................                 X X

-- Política industrial...............................                 X

-- ... 

-- Valores y actitudes............................                  X X

-- Grupos sociales................................. X X

-- Conflictividad social..........................                X X

-- Mercado de trabajo........................... X

-- Sindicatos........................................... X

-- Defensa del consumidor..................                 X

-- ...                      

-- Política I + D.......................................                       X

-- Conocimientos cientif. Y Tencol..... X

-- Infraestructura cientif. Y Tecn......... X

-- Madurez tecnologías actuales......... X

-- Disponibilidad nuevas tecnologías. X

AMENAZA OPORTUNID. POSIBILIDAD

* Dimensión político-legal 

* Dimensión económica 

* Dimensión socio-cultural 

* Dimensión tecnológica 

CAPACITY MEANING.-

In Weaknesses.-
Difficulty l to remove the 
weakness in the strategy 
time horizon

In Strengths.- Ability to 
keep the strengths during 
the strategy time horizon

-3 -2 -1 0 1 2 3 1 2 3

* COMMERCIAL AREA 

* Market share... X

* Product features... X X

* Brand image... X

* Distribution network... X

* Advertising and promotion... X

* PRODUCTION AREA 

* Cost structure... X X

* Quality control... X X

* Features process... X

* Level productivity... X

* Location of equipment... X

* FINANCIAL AREA 

* Financial structure... X X

* Cost of capital... X

* Profitability investments... X

* Financial solvency... X

* Financial costs... X X

* TECHNOLOGY AREA 

* Technology available...

* R & D effort... X

* Acquired technology assimilation... X

* HUMAN RESOURCES AREA 

* Incentives system... X X

* Social climate... X X

* Staff training-tier... X X

* Tier of participation... X X

* Motivation-tier... X

* MANAGEMENT AND ORGANIZATION 

* Style of leadership...

* Organizational structure... X X

* Planning and control systems... X

* Information/decision systems... X

* Corporate culture... X

WEAKNESSES STRENGTHS CAPACITY

Functional analysis is one of the most comprehensive covering all the 

functions and tasks of the organization. This analysis should be performed by 

an external body, due to the involvement of executives in achieving a 

favorable outcome of their self interests. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 16 Functional analysis 

  



CAPACITY MEANING.-

In Weaknesses.- Difficulty to remove the weakness in the strategy time horizon. 

In Strengths.- Ability to keep the strengths during the strategy time horizon.

-3 -2 -1 0 1 2 3 1 2 3

* DISTINCTIVE RESOURCES

* Production abilities X X

* Human Capital X X

* Raw Materials negotiation X X

* Properties X X

* DISTINCTIVE CAPABILITIES

* Innovation capability X X

* Design capability X X

* Change capability X X

* Customer orientation X X

WEAKNESSES STRENGTHS CAPACITY
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*Management style

*Financial

structure

*Capacity for

change

*Client orientation

*Incentive system

*Human capital

*Organizational

structure

*Quality control

*Corporate culture

*Product

characteristics

*Characteristics of 

the process

*Planif. & Control

*Information / 

decision making

systems

*Production skills

*Level of 

participation

*Facilities on their
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*Cost structure *Level of staff 

training

*Level of 

motivation
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The result of the internal analysis can be presented as a map of 

weaknesses and strengths: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 17 Resources and capabilities 

 

 

 

 

 

 

 

 

 

Figure 18 Strength and weaknesess 

 

 

 

 

 

 



III.- VARIABLES OF THE SYSTEM AND ITS POSSIBLE 

EVOLUTION 

3.1.- Driving forces analysis / Dependence 

3.1.1.- Variables and actors of the system 

In the map of threats and weaknesses, those that represent impact 

(threat level) = -3 and possibility of occurrence = 3 which are the most 

dangerous. The threat can be explained through narration that the reader 

understands. But, from a more analytical point of view, the threat may come 

from the combination of a series of variables that are taking certain values or 

that are evolving in a certain direction. 

Actors are individuals, institutions or other organizations with the 

capacity to act, and are related to the threat or opportunity being studied. The 

difference between the variables and the actors are people who have the 

capacity to observe our strategies. They can change their positioning and react 

to our strategies eliminating part of the desired effect in their launching. 

Our position in front of the actors can be: 

- A priori.- Consider their possible reactions before defining our strategy 

- A posteriori.- Determine new strategies to put into practice based on the 

reactions that the actors have. 

They are accustomed to being actors: competitors, customers, suppliers, 

government institutions, and anyone who can take position and reaction to our 

strategies. 

These actors do not always behave as such, for example, when clients 

are very fragmented they behave as system variables, but without the actors' 

own reaction capacity. 

 

3.1.2.- Matrix of relations.- (Godet, 1993) (Kaufmann, A; Gil Aluja, 1987) 

To these effects, the actors will also be considered as variables, since 

they have capacity of influence and of dependence. The only thing that is 

different is that the actors can have a willingness to react to the strategies put 

forward. 

The relationship matrix expresses the relationship between the different 

variables. It is a square matrix where the variables play all against all. Rows 

indicated the power of influence of the row variable over the column variable, 

and the column variables express the dependence of each column variable 



A B C

A 1 1 0

B 0 1 1

C 1 0 1

with respect to each one of the row variables. Different types of valuation can 

be used: 

- Likert scale from 1 to 7 

- From 1 to 5 as it is customary to do in strategy work 

- From 1 to 3 as Godet proposes in his works 

- 0 to 1 (0, 0,1, 0,2, 0,3, ...) system of 11 positions, understanding that 0 

is absence of relation and 1 total ratio, as proposed by A. Kaufmann and J. Gil 

Aluja. 

In our case the scale of 0 to 1 of 11 positions will be taken. 

The valuation of the influence of each variable row on the variable 

column will be subjective due to the inability to find objective bases that 

support it. It is about taking advantage of years of experience and expert 

knowledge to provide a valuation of the relationship. In any case, the relation 

of a row variable on itself in the column will be equal to 1 

This means that because of the different nature of the matrix variables, 

experts in different branches of knowledge must be involved. The different 

experts must maintain some kind of relationship to reach agreements on 

valuations. Since it is a subject where accuracy should predominate over 

efficiency, it is advisable to perform a Delphi among the experts to reach 

conclusions. 

3.2.- Forgotten effects of the matrix.- (Godet, 1993) (Kaufmann, A; Gil 

Aluja, 1987) (Kaufmann, A; Gil Aluja, 1988) 

In the following example, 0 means absence of relationship, 1 

relationship or influence of the variable row over the variable column. In 

these valuations, the experts have difficulties evaluating the relationship 

between two variables, but, however, indirect relationships can exist as in the 

following matrix 

 

 

 

 

Figure 19 Example of matrix of relations 

It is obvious that one action of A will have influence and will provoke 

changes in B, given that the relationship (A →B) = 1, but at the same time the 

action provokes one action in C, as in     (B → C) = 1. Then, whatever action 

or movement of A will provoke a movement in C, an indirect form through B 



A B C D E

1 2 3 4 5

A 1 1 0,3 0 0,4 0,8

B 2 0,2 1 0,7 0,2 0,5

C 3 0,3 0,6 1 0,3 0,6

D 4 0,1 0 0,3 1 0,5

E 5 0,4 0,1 1 0,7 1

A B C D E

1 2 3 4 5

A 1 1 0,3 0,8 0,7 0,8

B 2 0,4 1 0,7 0,5 0,6

C 3 0,4 0,6 1 0,6 0,6

D 4 0,4 0,3 0,5 1 0,5

E 5 0,4 0,6 1 0,7 1

C

y1 y2 y3 y4 y5

1 2 3 4 5

A x1 1 1 0,3 0 0,4 0,8

x2 2 0,7

x3 3 1

x4 4 0,3

x5 5 1

(A → B → C). This is known as indirect effect or “Forgotten effects”, that 

can be in the larger order, for example, if there were 4 variables  A, B, C, D, 

could have a sequential effect (A → B → C → D). 

 We estimate these forgotten effects using R
2
 = R ° R which is “maxmin” 

composition. R
2
 represents the union of effects of first generation plus the 

forgotten effects of the second generation.  

 We see an example how the maxmin composition functions, we take a 

matrix of relations R: 

  

 

                                          R = 

                                                      

 

Figure 20 Example of matrix of relations 

 

That this maxmin composition converts into: 
   

 

                 

 

                                          R
2
 = 

 

 

 

Figure 21 Square matrix 

 

One observes that the position row 1 column 3 has passed from R1,3 = 0 to 

R
2
, 1,3 = 0,8. This value is obtained from maxmin composition. 

 

R
2
, (1,3) =  maxmin(X1,Ya ; Y3,Xa): 

                 
    a = 1… 5     

 

 

 

 

 

Figure 22 Calculation of row 1 column 3 

 

In practice one can make facing the vector row A with vector column C put in 

row: 

 

 



a=1 a=2 a=3 a=4 a=5

1 2 3 4 5

Row A = X1, Ya A 1 1 0,3 0 0,4 0,8

Column C = Y3, Xa C 3 0 0,7 1 0,3 1

Max(Min(X1, Ya; Y3, Xa)) 0,8 0 0,3 0 0,3 0,8 Min(X1,Ya; Y3,Xa)

 

  

 

 

 

Figure 23 Calculation of row 1 column 3 (in row) 

 

 Then, last row of the table takes the least of the pairs of each column and 

the value of the last row at the left take the maximum of this row. This 

permits you to know the motive of having passed from R1,3 = 0 to R
2
, 1,3 = 

0,8, thus row 1 (A) has an influence of 0,8 over column 5 (E) and at this time 

this variable in row 5 (E) has influence of 1 over column 3 (C). Thanks to this 

indirect influence whenever action from A will take a sequential effect, first 

in E and this in C generating a final effect of 0,8.  

 

 

 

 

 

 

 

Figure 24 Final matrix 

 

 Given that R
2
 is the final matrix that include second order effects, one can 

obtain the forgotten effects R
2
 – R where one can see that relationship (A→C) 

= 0,8 as had been obtained. 

 

3.2.1.- Matrix of driving force / dependence.- 

Driving variables,. These are very independent variables (they are not 

affected by others, but they exercise a strong influence on the rest of the 

variables. 

Dependent variables.-  They are influenced by other variables. Its value 

depends on the value from other variables. 

Intermediate variables.- They are variables with dependence of the rest and 

at times have influence over other variables. They are intermediate variables 

or transitional, because they make a connection between other variables, from 

which they are dependent and which ones they influence.   

Variables to eliminate.- Variables that are not driving forces nor dependent, 

then they do not affect the system, no participation no activity, so you can 

eliminate them. 

1 2 3 4 5

A B C D E

1 A 0 0 0,8 0,3 0

2 B 0,2 0 0 0,3 0,1

3 C 0,1 0 0 0,3 0

4 D 0,3 0,3 0,2 0 0

5 E 0 0,5 0 0 0



A B C D E

1 2 3 4 5 M

A 1 1 0,3 0,8 0,7 0,8 0,72

B 2 0,4 1 0,7 0,5 0,6 0,64

C 3 0,4 0,6 1 0,6 0,6 0,64

D 4 0,4 0,3 0,5 1 0,5 0,54

E 5 0,4 0,6 1 0,7 1 0,74

D 0,52 0,56 0,8 0,7 0,7

DRI DEP DIF

A 0,72 0,52 0,2

B 0,64 0,56 0,08

C 0,64 0,8 -0,16

D 0,54 0,7 -0,16

E 0,74 0,7 0,04

 In our example, variable E makes a connection between A and C, in order 

to generate an effect of 0,8 so it will be an intermediate variable or connective 

variable. 

 The driving force of a variable can be very different from each of the 

other variables, because it can have a lot of driving force over one and a little 

driving force over others, then one will take as driving force the average of 

driving forces of other variables, its the average of the row. In the 

dependence, study occurs the same, one variable can be very dependent with 

respect to a variable and the little respect to the other. For this reason, we also 

take the average of the dependent column.  

Then this remains     

 

                                                                                               

          R
2
 =                                                                              M/D = 

 

                                                                                                

Figure 25 Driving and dependents Variables 

  

 The last column of R
2
 is the mathematic average of the row and represents 

the average driving force of the variable. The last row of the matrix is the 

mathematic average of the column and represent the average dependence of 

the variable.  

 The M / D table shows in the first column the driving force and in the 

second column the dependence, normally the variables are driving forces and 

dependent at the same time. Rarely does one find a variable that is totally 

driving force or totally dependent. In reality all the variables are intermediate 

or connected with other variables. We try to search for the driving forces in 

relationship to their dependence.  The third column “DIF” is the difference 

between the driving force and the dependence of each variable. 

 The objective of this analysis consists in finding the variables that are 

more driving forces (less dependent) because they are the ones that will be 

chosen to generate hypothesis of autonomous movements, that generate 

scenarios explaining the behavior of the environment to its required influence 

over the dependent variables.  

 If in its place, one takes dependent variables to generate hypothesis, the 

described scenario will not be coherent, because if these variables depend of 

other driving forces the variation has few possibilities of being real, because 

its movement will depend on other variables with more driving forces. On the 

other hand, using the most driving forces there will not be other variables that 



Drivers Threat OCU

A 0,2 2 3

B 0,08 3 2

C -0,16 2 3

D -0,16 2 3

E 0,04 3 2

have an affect, but only having the induced effect of movement of the matrix 

over the other dependents. 

3.2.2.- Matrix of impact / uncertainty.- 

 Definitely, hypothesis must be generated supposing autonomous 

variations in variables with more difference. In our example will be A and B. 

 We suppose that the 5 variables of our example  A, C and D, pertain to a 

threat that in SWOT have a level =3 of importance and level = 2 of 

occurrence. But the variables B and E show in SWOT matrix as threat =2 and 

occurrence = 3. 

 This gives a new matrix named impact / uncertainty, formed by 

corresponding variables as threats or more important opportunities, with its 

level of driving forces, its impact level and its level of uncertainty. 

 

 

 

 

 

Figure 26 Impact / uncertainty, matrix 

 

IV SCENARIOS MAKING PROCESS  (Fernández Güell , 2004) (Bas E., 

1999) (Godet, 2001) (Quiroga Parra, 2008) (Ortega, 2014)(Godet, 2007a, 

2007b) 

4.1- Elaboration of hypothesis   

 Given that all of the variables of the Impact / uncertainty matrix pertain to 

threats at the highest level, doesn’t show any criteria for choosing one or the 

other, everything that are driving forces can be utilized to generate an 

autonomous movement hypothesis. 

4.2.- Definition of Scenario. 

 A scenario is an explanation of how the world will be under the effects of 

a hypothesis. Given a hypothesis or movement of a variable, will have 

consequences over all variables depending on it. The interpretation of those 

changes in all these variables provoked by the movement of driving force, this 

would be a description of the scenario.  

The description of the scenario is important for the reader to make an 

idea of how the world will be, than the subjectivity of the free interpretation 

of each person over the numeric valuation of the dependent variables, one can 

be led to different visions of the scenario.    



4.3.- Consequences. 

4.3.1.- General consequences. 

The generated hypothesis about driving force variables, have influence 

over dependent variables (Explained in the matrix of relationships). 

According to the subjective interpretation of the relationships of dependence 

one can visualize consequences in the society, industry, and strategic market 

segment or strategic group where we are or want to be.   

A good description of scenario depends on a good estimation of 

consequences. When one says “General consequences” one refers to the 

elements of the environment that affect us, in similar form or differentiated 

for each one of us.   

4.3.2.- Particular consequences. 

 Particular consequences are those that affect our organization, in the 

margin of our weaknesses or strengths to confront them.  

 Many times the particular consequences coincide with the general 

consequences, but other times due to characteristics of size, location, strategic 

market segment or other circumstances can affect us in different ways.   

 

V GAP STUDY 

5.1.- Objectives. 

 One says that objectives are “a commitment between our wishes and our 

resources to achieve them” . Before defining strategies, one must consider 

objectives of the organization so that strategies will be oriented toward 

achievement of objectives.   

 Normally, one starts with wishes, but when we have the SWOT and know 

reality, one must decide realistic objectives in function of how the world is 

and what our reality is.    

5.2.- Internal analysis.- (Porter, 2004)(Porter, 1989)(Grant, 1996) 

 When we know our objectives, we need to know our possibilities, which 

are defined by the map of strengths and weaknesses, that we made in the 

strategic analysis and now is an essential element for a feasible defined 

strategy.     

5.3.- Special circumstances. 

 In the organization, there could be special circumstances not being 

weaknesses nor strengths requires special attention and consideration to avoid 

taking a wrong way.   



STRATEGIES

•Those which

improve

performance

•Economic policy

•Unenployment

•Volume of 

transactions

•Those which 

improve the price

•Inflation

•Differences of 

products

•Energy  

resources

•Balance between

competitors

-3 -2 -1

1

2

3

Threat level

P
o

s
ib

il
it

y
o

f 
o

c
c
u

rr
e
n

c
e

3

4

21

3

5

2

43

•Entry barriers •Values and 

attitudes

•Rate of growth of 

the sector

•Social conflict •G.D.P.

•Social groups

1 2 3

Level of opportunity

1

2

23

3

3

4

45

1

2

3

P
o

s
ib

il
it

y
o

f 
o

c
c
u

rr
e
n

c
e

OBJECTIVES:
Objective 1
Objective 2
....
Objective n

MOT IMPA OCU

A 0,2 2 3

B 0,08 3 2

C -0,16 2 3

D -0,16 2 3

E 0,04 3 2

 

5.4.- Strategies to be protected from threats  and to be oriented to 

objectives. 

 One say that “strategy is to establish the relationship with the 

environment, to be protected from their threats and take advantage from 

opportunities. Then if: 

 -Impact / uncertainty matrix give a clear idea of threats and its 

possibilities of existence.   

 -Organization objectives are well defined 

 -Internal analysis reflects possibilities of the organization. 

 Strategy guide the way to achieve objectives (In this case will have a 

strong influence the protections of threat studied) considering the real 

possibilities of organization, into the time line.   

 It is difficult to give guidelines about strategy, given that they must be 

adapted to situation circumstances and organization. 

 

 

 

   

 

 

 

 

 

 

 

 

 

Figure 27 STRATEGIES  

 

 

 

 

 



Strategy

Procesess Competences

Technology Structure People

- Systematization of the search process and 
satisfaction of new needs in the market.
- Grouping of activities in interdepartmental 
processes to create value in clients.
- Simplification and streamlining of processes in 
order to adapt more quickly to changes in the 
environment.

- Growth strategy based on the development of 
the virtual channel.
- Segmentation strategy with the opening of 
specialized stores, covering more specific needs of 
consumers.
- Reorientation of the business of hypermarkets.

- Efficiency in the management of 
costs.
- Better image and brand value of 
products and stores.
- Excellence in the management of 
new technologies.
- Presence in different market 
segments.

-Technological training.
- Teamwork.
- Planification and organization.
- Customer orientation.

-Development of new systems to capture the 
information in real time and in store.
- Development of technological infrastructure 
for virtual stores.
- Development of new information systems to 
support management.
- Creation of intelligent stores.

- Adaptative
- Flexible and rapid

Scenario requeriments

Internal analysis

Gaps Identification
Decisions for gaps 

elimination

Escenario A

Escenario B

 

VI.- APPLYING STRATEGIES.- 

6.1.- Strategy requirements of one scenario about our organization.- 

(Fernández Güell, 2004) 

Strategy implementation could require internal conditions in the 

organization, different than they actually are.  

 

 

 

 

 

    

Figure 28 Gaps identification 

 Internal gap is the distance or difference that exists between the 

organization model necessary to launch strategy and the actual model that 

exists.   

 Three situations must be determined  

 a).- How should our organization face strategies  

 b).- How is the actual organization. 

 c).- What is the gap between them.  

 To show these points, one takes as an example a case proposed by José M. 

Fernández Güell “El Diseño de escenarios en el ámbito empresarial”. 

Pirámide.  2004 about a big warehouse selling food products:   

Strategy requirements of one scenario about our organization.-    

6.2.-How should the organization be.- (Fernández Güell, 2004) 

 

 

 

 

 

 

 

 

 



Estrategia

Procesos Competencias

Tecnología Estructura Personas

- Organización de los procesos operativos por 
departamentos aislados con ciertas 
ineficiencias y rigideces.
- Baja agrupación de las tareas en procesos

- Desarrollos de nuevos mercados a través de 
alianzas estratégicas con distribuidoras 
europeas.
- Desarrollos de nuevos productos y unidades 
de negocio (gasolineras, viajes, etc.)
- Crecimiento en el mercado español vía 
aumento del número de puntos de venta.

- Poder negociador frente proveedores
- Amplia implantación en mercados urbanos –
- Dominio de tecnologías de gestión de stocks 
y almacenes.
- Optimización de los flujos de tesorería
- Excelencia en merchandising.

- Alto porcentaje de trabajadores temporales
- Escasa formación tecnológica
- Débil orientación a cliente

- Lectores ópticos y escáner en puntos de venta.
- No utilización de herramientas informáticas en gestión: ERP, CRM. 
- Sistema centralizado de compras que gestiona la rotación de 
productos en tiendas con soporte tecnológico medio.

- Centralizada
- Vertical
- Rígida, lenta, control 
elevado

Strategy

ACCORDING TO SCENARIO A, 
THE STRATEGY SHOULD BE:

THE CURRENT STRATEGY IS:

GAP IN THE STRATEGY:

---

==

---

==

- Development of new markets through strategic alliances with 
European distributors.
- Development of new products and business units (gas 
stations, trips, etc.)
- Growth in the Spanish market through increased number of 
points of sale.

- Growth strategy based on the development of the virtual 
channel.
- Segmentation strategy with the opening of specialized stores, 
covering more specific needs of consumers.
- Reorientation of the business of hypermarkets.

- Absence of a growth strategy based on entering the new 
distribution channels and lack of penetration in innovative 
businesses based on a specialized market approach.

6.3.- How is our organization at this moment. (Internal analysis).- 

(Fernández Güell, 2004) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

6.4.- Organization gaps.-  (Fernández Güell, 2004) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



- Systematization of the search process and satisfaction of new 
needs in the market.
- Grouping of activities in interdepartmental processes to create 
value in clients.
- Simplification and streamlining of processes in order to adapt 
more quickly to changes in the environment.

- Organization of operational processes by isolated 
departments with certain inefficiencies and rigidities.
- Low grouping of tasks in processes.

Processes

ACCORDING TO SCENARIO 
A, PROCESSES SHOULD BE:

PROCESSES ARE CURRENTLY:

- Lack of efficient and flexible grouping of different tasks and 
activities in an interdepartmental and coordinated process 
map.

GAP IN THE PROCESSES:

---

==

---

==

Competences

ACCORDING TO SCENARIO 
A, COMPETENCES SHOULD 
BE:

COMPETENCES CURRENTLY 
ARE:

GAP IN COMPETENCES:

---

==

---

==

- Efficiency in the management of costs.
- Better image and brand value of products and stores.
- Excellence in the management of new technologies.
- Presence in different market segments.

- Bargaining power with suppliers.
- Broad implementation in urban markets.
- Mastery of stock and warehouse management technologies.
- Optimization of cash flows.
- Excellence in merchandising.

- Absence of basic skills, such as excellence in the use of new 
technologies, strong brand image, better management of costs, 
and greater orientation to different market segments.

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Structure

FOR SCENARIO A, 
STRUCTURE SHOULD BE:

THE STRUCTURE 
ACTUALLY IS:

STRUCTURE GAP:

---

==

---

==

- Adaptive
- Quick and Flexible 

- Centralized 
- Vertical
- Rigid, slow, elevated control 

- Lack of a flexible and adaptive structure adequate to face a 
more demanding, changing and dynamic environment.

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Technology

FOR SCENARIO A, 
TECHNOLOGY SHOULD BE:

TECHNOLOGY ACTUALLY 
IS: 

GAP IN TECHNOLOGY:

---

==

---

==

- Development of new technologies used at operative level as 
ERP, and intelligent warehouses.  
- Development of infrastructures and technological 
environment to introduce virtual shops.
- Development of new information systems.

- Optical readers and scanner in points of sale.
- No use of computer tools in management: ERP, CRM.
- Centralized system of purchases that manages the rotation of 
products in stores with medium technological support.

- Absence of new technologies in several fields of the company
- Absence of infrastructures and technological environment 
available to introduce e- commerce.



 

 

  

Staff

FOR SCENARIO A, PROCESSES 
SHOULD BE:

PROCESSES ACTUALY ARE:

IT IS NECESSARY TO 
IMPLEMENT:

---

==

---

==

- Technology training
- Task force
- Planning and organization
- Client orientation

- High % of temporary workers
- Limited technological training 
- Weak client orientation

- Necessity to introduce new capabilities and competences in 
Human Resources Management, as: client orientation , 
planning, and organization. Should strengthen technology 
training. 



Strategy

Process Competences

Technology Structure Staff

Shortage of an efficient and flexible group of 
different tasks and activities in the 
interdepartmental strategy.

Lack of a growing strategy based in new 
distribution channel and lack of introduction in 
innovative business based on new market trends.

Lack of basic competences, as new 
technologies, branding, better cost 
management, and better market 
segment orientation. 

Needs of new capabilities and competences in 
Human Resources Management, and client 
orientation. Also training technology is 
necessary.

Lack of new technologies using an operative 
level as ERP, and intelligent warehouses.  
Lack of infrastructures and technological 
environment to introduce virtual shops.

Lack of a flexible and adaptive 
structure suitable to face a 
changing and dynamic 
environment. 

Staff

FOR SCENARIO A, PROCESSES 
SHOULD BE:

PROCESSES ACTUALY ARE:

IT IS NECESSARY TO 
IMPLEMENT:

---

==

---

==

- Technology training
- Task force
- Planning and organization
- Client orientation

- High % of temporary workers
- Limited technological training 
- Weak client orientation

- Necessity to introduce new capabilities and competences in 
Human Resources Management, as: client orientation , 
planning, and organization. Should strengthen technology 
training. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



6.5.- Actions to cover gaps and apply strategies.- (Fernández Güell, 2004) 

(Godet, 2001) 

 

6.5.1.- Strategy families.- (Fernández Güell, 2004) 

 The subject cannot have financial, technical, human, etc. media to answer 

all strategies from all scenarios. Thus, it can adopt a position of: 

1.-Robust bid.- When it uses strategies needed to produce profit in all 

scenarios. Normally, it means minimize losses in its business. 

2.- Bid for most probable scenario.- In this case it designs a strategy 

facing most probable scenario (in subjective orientation), with the risk that it 

never happens. This decision makes sense when a scenario has a reduced 

uncertainty. This is a risky option, but cheaper. 

 3.- Bid for best scenario.- Design the strategy for a scenario where it can 

achieve better competitive advantage and/or more sustainable, considering 

resources and initial position of the company. This is a high-risk option, 

because the best scenario for the company could be with less possibilities 

happening . 

 4.- Combination of family strategies.- It could be useful to combine two 

or more families of strategies. For example, it could design strategies for the 

best scenario while it adopts flexible strategies for other scenarios. 
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Abstract: Public enterprises are directly relates to the interest of public therefore smooth 

operation of PEs is concern of government. Current performance of PEs are not good 

which creates financial burden to the government. Several literature explained employee 

involvement culture affects organizational performance. Study over this issue is less 

priority by Nepalese researchers. Therefore, this study is humble effort of fulfil this gap 

and explore association of involvement culture with performance. Different statistical tools 

comparative study, correlation and regression used to explore interrelationship of 

involvement with performance. The result shows, successful PEs have strong involvement 

culture as explained in previous empirical study  
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Introduction of the study 

Public enterprises are the government organization associate with 

public interest and control by the government for the welfare of the public. 

Public enterprises established in Nepal primarily with improve the 

socioeconomic conditions of the country (K.C, 2004). Currently 37 public 

enterprises are operating under six broad sectors in Nepal. Despites huge 

investment of Nepal government, most of the public enterprises are not in 

achieving their financial objectives (Wagle, Acharya & Sapkota, 2013). In 

real sense, public enterprises creates huge financial burden to the government 

of Nepal.  Looking to the sector wise performance, it is quite different to each 

other. For example, financial sectors performance is highly satisfied from 

long time but industrial and trading sectors have different result and it is just 

opposite and highly dissatisfied. Considering this due fact, several attempts 

has made to reform public sector through efficiency drives and cost conscious 

but no efforts could meet the target. For example, privatization emerged as an 

alternative approach to address such problems.  At the initial stage, 

privatization was smooth but later it shows mixed results on their economic 

performance. Pace of speed and improve performance of privatization has 

become a big challenge to the government (K.C., 1999). After that, in 1994 

AD, public enterprises are again reform to public private partnership concept 

although this concept too have not fulfil the expectations of government. 

Therefore, study over performance of public enterprises is essential and 

required.  Most of the researcher explained that best fit cultural factors have 

significant impact to performance of organizations. Among these, 



involvement is one cultural traits that affect performance of organization 

(Denison & Mishra, 1995), (Baltov, 1998). Denison explained employee 

involvement culture is positively associated with performance of 

organizations.  Besides most of the researchers, do not give more emphasis to 

study over this subject matter in Nepal. Therefore, this study is humble effort 

to fill up this research gap and explore the involvement culture adopted by 

public enterprises and its consequence to performance.  



 

Sector wise performance of PEs in Nepal 
 

Last five years (FY 2009/10 to 2014/15) data shows that both industrial 

and trading sectors performance is highly dissatisfied and heavy loss (GON, 

2015). The performance revealed extremely poor and dissatisfactory and 

creates huge financial burden to Nepal government. Like this, social sector 

performance too is not satisfactory. The only one financial sector performance 

is quite satisfactory and good financial result with increasing trend. This is 

only one sector gives return to the government. Public utility and service 

sector their performance is positive although trend is not satisfactory.   Under 

these sectors, only limited enterprises are doing well and most of other 

performance is weak. For example out of total three PEs under public utility 

sector, only Nepal Telecommunication is able to earn profit and rest of two 

are loss. With exception of few PEs in Nepal, overall PEs performance are not 

good. Relatively financial sectors position is very strong and good. Therefore, 

it raise big question mark ahead about PEs performance. Since government 

incurred huge investment in PEs, it is big financial burden and becomes white 

elephant for the government. Compare to trading and industrial sectors, 

service sectors performance is relatively satisfy although figure size is very 

small. All above performance analysis shows that, except financial sector and 

few other enterprises, PEs in Nepal are not doing well. It is therefore this 

study focus to explore whether there is effect of involvement cultural to 

performance of public enterprises Nepal or not.  

 

Review of literature 

 

Culture of an organization contributes to increase the performance only 

when the culture is strong and have distinguishing characteristics (Saffold, 

1988). The combination of experiential and theoretical studies will lead to 

relative study of strong culture and hence increase the organizational 

performance (Denison & Mishra, 1995). The culture is the set of ideas and 

assumptions about organizations operations that is about the norms, values 

and beliefs that employee shares in an organization. Strong organizational 

culture leads to achieve goals more efficiently and effectively. Organizational 

culture refers to the 'underlying values, beliefs, and principles that serve as a 

foundation for the organization's management system as well as the set of 

management practices and behaviours that both exemplify and reinforce those 

basic principles (Chih et al, 2011). Strong organizational culture shapes the 

life of employees in such a way that they can mole themselves according to 

the culture as a result the organizational performance will be enhanced 



(Saffold, 1988). Culture as manipulative variable can improve organization 

effectiveness (Wang & Abdul-Rahman, 2010). If their focus on organizational 

culture is poor and improper then it is difficult for organization for proper 

implementation and evaluation of outcomes (Heck & Marcoulides, 1993).  

Denison (1984) using survey-based culture measures showed that perceived 

involvement and participation on the part of organizational members 

predicted both current and future financial performance.  Kravetz (1988) 

findings stated that management practices fostering employee involvement 

practices, participation, autonomy, and creativity closely correlated with 

indicators of organizational performance. Denison & Mishra (1995) stated 

that organizational culture model is based on four cultural traits involvement, 

consistency, adaptability, and mission that have influence on organizational 

performance. Effective organizations empower their people, involve in the 

decision making process and build their organizations around teams at all 

levels (Lawler & McDermott, 2003).  

  



Objectives of the study 

 

Since number of researchers explained and agreed cultural traits have 

significant association with organizational performance, it is most to consider 

by every organization for their betterment. Among these cultural traits, 

involvement is one important cultural factor that affect performance of the 

organization. Since from above explanations, it is came to understand that 

numbers of public enterprises Nepal have problems and failed to achieve 

objectives, this study try to explore association of employee involvement 

culture and its impact to performance of enterprises in Nepal. This study 

focus on only employee involvement culture and its consequence with 

performance. Therefore, major objective of this study is to examine 

employee’s involvement culture and its impact to performance of public 

enterprises Nepal.  

Research Framework 

Theoretical framework of this study has explained empowerment, team 

orientation and succession plan affects involvement practices, which 

consequently associate with organizational performance. Therefore, 

framework of this study highly focus on how these cultural traits affects 

involvement culture of organization. The research framework is as follows. 
 

 

 

 

 

 

 

 

 

    Independent variable    

         Dependent variable 

 

Public enterprises Nepal 

 

Independent Variables Dependent Variables 

The framework designed to acknowledge empowerment, team 

orientation and succession plan has significant association with involvement 

culture of the enterprises. In addition, involvement describe traits related to an 

organizations capacity via empowering the employees, developing teamwork 

practices and succession plan. Since empowerment, team orientation, and 

succession plan affects the organizational performance, they are considered as 

independent variables and involvement culture is independent variable. The 

design explain higher the level of empowerment, team orientation and 

succession plan is result of higher the employee involvement in the 

Empowerment 

Succession plan 

Involvement 

culture 

Team orientation 



organization. Higher the employee involvement is positive impact on 

performance of organizations. 

Model of the study 

1. Concept development: At first, a general concept has developed 

how organizational work culture affects to the performance of organization. 

Here, culture particularly focused on involvement through literature review. 

From that review,  a conceptual framework has developed explaining both 

dependent and independent variable  

2. Develop structured questionnaire: In order to collect primary data, 

a structure questionnaire has developed. Before distribution of questionnaire, 

a cluster has made namely successful and unsuccessful enterprises. If 

enterprises get profit for consecutive five years, it is considered under 

successful enterprises if not unsuccessful enterprises. The measurement of 

successful and unsuccessful enterprises entirely based on financial 

performance. The convenient sampling method has used for sample selection. 

Total 220 sample has incorporated in the study including both successful and 

unsuccessful enterprises.. Then after questionnaire has distributed to these 

different public enterprises separately.  

3. Data collection: The major part of data are collected through 

structure questionnaire and put it in the SPSS software for analysis purpose. 

Besides, interview also incorporated for the data collection. During the 

interview, maximum number of interviewees has incorporated. Both lower 

level and higher level employees has incorporated in the interview including 

top executives 

 

4. Measures: For the purpose of measuring involvement culture, an  

instrument which uses on a five point likert scale with anchors strongly 

disagree (=1) to strongly agree (=5) has used. This framework focuses on 

cultural traits of involvement. An aggregate measure of involvement culture 

has developed which uses likert scale with anchors 1 to 5 by the help of 

different statistical tools. Data has analysed by using SPSS software and 

Microsoft Excel The major statistical tools correlation matrix, descriptive 

statistics, and regression analysis has used for the analysis. Specifically 

descriptive statistics has explored standard deviation, mean, variance, 

skewness and frequencies of respondent answer and explained level of 

involvement culture within public enterprises Nepal. Correlation matrix is 

another strong tool that determine and measure correlation between successful 

and unsuccessful public enterprises and their involvement culture.  In addition 

to this, the data has analysed through regression analysis and find the 



influence of independent variables  i. e. empowerment, team orientation and 

succession plan  to the involvement culture adopted by enterprises  

5. Conclusion: Based on measurement come to conclusion whether 

there is significant association of employee involvement with performance or 

not. 

 

Data analysis and presentation 

In order to find out the involvement culture of public enterprises Nepal, 

different statistical tools has used with help of SPSS software package. Three 

major statistical tools descriptive statistics, correlation matrix and regression 

analysis has used. The detail analysis is as follow. 

 

Correlation 

Correlation of empowerment, Team orientation and succession 

plan with involvement: This statistical analysis explained whether there is 

correlation between involvement with empowerment, team orientation and 

succession plan or not.  Higher the correlation between these dependent and 

independent variables, it is more reliable of the study and associates with 

performance of enterprises. The correlation of all variables has applied to both 

successful and unsuccessful enterprises via SPSS software. The detail of 

statistical analysis is as follow. 

 
Correlation matrix 

    
empo

werment 
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1 0.234 

0.3

61 

0.6

49** 
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ntation 
  1 

0.2

01 
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73** 
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    1 
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-
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94** 

Successful 
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    1 

0.4

20** 

  
involv
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      1 

   
 

 

*. Correlation is significant at the 0.05 level (2-tailed).

**. Correlation is significant at the 0.05 level (2-tailed).



The above correlation matrix revealed that there is strong correlation 

between empowerment, team orientation and succession plan with 

involvement culture. The level of significance also describes there is strong 

relation between dependent and independent variables As Denison model 

explained high involvement of employee increase the performance of 

organization, this correlation result too supports that model.  Now it is 

justified that high involvement of employees in the organization is result of 

performance increase. Hence it is now prove involvement of employees in 

public enterprises Nepal is one indicator of better performance. The data 

shows unsuccessful enterprises have negative correlation than successful one. 

Therefore, correlation matrix gives the result of strong relationship between 

empowerment, team orientation and succession plan with employee 

involvement and performance of enterprises. As result shows there is 

correlation between all independent variables with involvement it is now 

justify that further analysis of these variables are more reliable and justifiable. 

Descriptive statistics 

This statistical analysis has explained existing situation of involvement 

culture of public enterprises Nepal. The result is primarily based on primary 

data and analyse through SPSS software. Major part of this analysis are mean, 

SD and variance and find out the involvement culture and its association with 

performance of the employees in both successful and unsuccessful 

enterprises. The undermentioned table shows the detail of statistics 

 
Descriptive statistics 

Enter
prise variables  

M
inimum 

M
aximum 

M
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S
D 

V
ariance 
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essful Public 
enterprises 

Empower
ment 

2
.4 

2.
92 

2
.52 

0
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0
.082 

T. 
Orientation 2 

2.
98 

2
.56 

0
.336 

0
.521 

Successio
n plan 

2
.2 

2.
76 

2
.41 

0
.259 

0
.026 

involvem
ent 2 3 

2
.55 

o
.274 

0
.075 

Unsu
ccessful 
Public 
enterprises 

Empower
ment 3 4 

3
.535 

0
.287 

0
.083 

T. 
orientation 

2
.8 

3.
97 

3
.425 

0
.311 

0
.097 

Successio
n plan 

2
.8 

3.
92 

3
.531 

0
.349 

0
.122 

involvem
ent 3 4 

3
.542 

0
.288 

0
.055 

                                                     

 

 



Descriptive statistics result has explained there is different involvement 

culture to both successful and unsuccessful public enterprises. The result of 

descriptive statistics shows their respective mean value is almost same to both 

cluster. Mean value  of successful public enterprises is within 2.4 to 2.56 

which explain good average level in 1 to 5 point Likert scale. Whereas 

unsuccessful public enterprises average is 3.5 not satisfied with 1 to 5 point 

likert scale. This result revealed that involvement culture is better to 

successful enterprises than unsuccessful enterprises. In other words, 

successful enterprises has good practice of employees involvement. For both 

cases, the result of SD and variance are less than 1 which indicate there is no 

significant difference between employees attitudes in regards to 

empowerment, team orientation and succession plan. Hence, the result shows 

that there is different practices of involvement culture between successful and 

unsuccessful public enterprises. Since literature reviews explained 

performance is associated with involvement culture of the organization, it is 

strong evidence that there is good involvement culture in successful public 

enterprises and therefore these enterprises doing well. After this descriptive 

result, it is again test with compare mean and find whether the descriptive 

result is statistically prove or not. For that following hypothesis has set and 

test with one sample t test. The null hypothesis (H0) and (two-tailed) 

alternative hypothesis (H1) of the one sample T test expressed as: 

H0: µ = x ("the sample mean is equal to the population mean") 

H1: µ ≠ x  ("the sample mean is not equal to the population mean")  

  

One-

Sample t       

Test, 

Value = 3       

enterprises and variables 
t

 value 
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value 

Me

an 

Difference 

Successfu

l enterprises 

Empower

ment 

-
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00 

-
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-
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0.0

00 

-

0.24 

Successio

n plan 

-

9.488 

0.0

00 

-

0.39 

Unsucces

sful enterprises 

Empower

ment 

1

1.756 

0.0

00 

0.53

5 

T.oreintat

ion 

8

.64 

0.0

00 

0.42

5 

Successio

n plan 

9

.591 

0.0

00 0.53 



 

The one sample t test result shows that descriptive result explained 

above is statistically proved or not. Since 3 is midpoint of 1 to 5 likert scale 

questionnaire, greater than 3 is obviously disagree with empowerment, team 

orientation and succession plan. Just opposite, if less than 3, it is agree with 

this involvement culture. The one sample t test suggested that successful 

enterprises have mean difference of 3 in all cases (mean difference of minus 

with 3) therefore alternative hypothesis is selected. On the contrary, 

unsuccessful enterprises has more than 3 (mean difference of plus value with 

3) in all cases. So, this case too supports the alternative hypothesis. For both 

cases p value is less than 5% level of significance and therefore it is 

statistically prove that successful enterprises have good involvement culture 

than unsuccessful enterprises   

Regression analysis: 
In order to find influence level of all independent variables to 

employee’s involvement, this test has applied. The beta coefficient value 

determines the influencing level to employee involvement in the enterprises. 

Higher the value of beta coefficient is the result of high degree of influence to 

the performance. Each three variables i. e. empowerment, team orientation 

and succession plan has regressed to involvement. F value determines the 

validity of regression model. The regression output has crossed with t value 

and R
2
 result using SPSS software. The following is the detail of statistics. 

 
Regression result 

 Case wise sample 

 
Successful Pes Unsuccessful Pes 

Α -0.003 3.270 

Empowerment (β1) 0.335 (0.04) 0.504 (0.118) 

T. orientation (β2) 0.332 (0.01) -0.887 (0.278) 

Succession plan (β3) 0.332 (0.035) -0.076 (0.797) 

R
2
 0.76 0.52 

Model fit p value 0.000 0.0000 

 

The regression equation has shown as Y = α + β1X1 + β2X2 + β3X3 + error 

Where 

= Constant value  X1 = Empowerment  X2 = Team 

orientation 

X3 = succession plan Y = Involvement 

The following equation shows the regression result of successful and unsuccessful 

public enterprises. The result shows all three variables have equal level of impact on 

involvement of employees in the organization with following beta coefficient value. 

Successful Pes   Y =  0.003   +     0.335X1     +     0.332X2    + 0.332X3 

+………….. error  



Unsuccessful Pes   Y =  3.270     +    0.118X1   -    0.887 X2      - 0.797 X3 

+…………...error  

 

From the equations, it is clearly state that there is need of involvement 

culture for the success of organization. All three variables are equally 

important for employee’s involvement, which consequently leads to success 

of enterprises.  This shows empowerment, team orientation and succession 

plan has significant influence to the success of enterprises. All three 

independent variables carry almost equal beta value so these are equally 

important for performance. Unsuccessful enterprises, the beta coefficient 

results shows different result from successful enterprises. P values shows 

results are not statistically prove at 5 % level of significance. Both cases R
2
 

value is 76% and 52% respectively. That regression model of successful 

enterprise is fit which is also supported by p and F value. Pointed out to 

descriptive statistics result of unsuccessful enterprises, its mean value is 4 i.e. 

employees involvement practices in the organization is weak. Correlation 

result too is not support employee involvement culture in the enterprises. That 

concludes one reason of unsuccess for public enterprises is associated with 

employees involvement practices adopted by enterprises. In addition to this, 

this result do not support Denison model who explained involvement culture 

is one important factor for organizational betterment. This concludes 

unsuccessful public enterprises have problems of involvement culture.  

 

Conclusion 

Evidence from public enterprises Nepal has explained employee 

involvement culture is good practices for organizational betterment.  

Employee’s involvement culture in the organization is one factor of 

organizational success. The conclusion supports to Denison research who 

explained there is significant association between involvement and 

organizational performance. Likewise, there is significant difference of 

involvement culture of successful and unsuccessful public enterprises Nepal. 

Comparatively successful public enterprises have good practices of 

empowerment, team orientation and succession plan practices in Nepal. 

Regression result revealed empowerment, team orientation and succession 

plan are equally important for better performance of public enterprises Nepal.  
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CULTURAL ATTRIBUTES OF BULGARIAN 

MANAGEMENT 
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Abstract: The paper displays the cultural profile of Bulgarian management and responds 

to the gaps in comparative studies by positioning Bulgaria in cross-cultural space.  The 

study is based on the survey of Bulgarian managers (2014) per the GLOBE methodology 

and on culture distance (friction) measures for Bulgaria relative 57 countries/societal 

cultures.  It highlights the behavior-tied profile that is low on Uncertainty Avoidance, 

Performance and Future Orientation , visible Collectivism and high Gender 

Egalitarianism; and the values-tied profile that is compatible with all-countries average 

scores with slightly higher indicators of Collectivism, Assertiveness, and Uncertainty 

Avoidance. This research distinguishes between countries that display cultural proximity 

to Bulgaria (East European, Latin Europe, Latin American clusters) and those with 

greater distance (Germanic, Asian Nordic, Middle Eastern clusters).   

 

Keywords: Bulgaria; cultural distance; GLOBE 

 

 

INTRODUCTION 

 

Located in Southeast Europe along the Balkan Mountains near the 

Black Sea, bordering Romania, Greece, and Turkey, is the country of 

Bulgaria with long and rich history.  Stemmed from ancient civilizations with 

Thracian influences in the region during the Bronze Age, through the 

formation of one of the oldest states in Europe in the 7
th
 century and 

integration into Byzantine Empire in the 12
th

 century, five centuries of 

Ottoman Empire’s subjugation, gaining independence in the 19
th
 century, 

participation in four wars in the first part and Communist rule in the second 

part of the 20
th
 century, modern Bulgaria is a full-fledged democratic and 

market-oriented modern state and a part of the European Union and NATO. 

An upper-middle-income country per the World Bank assessment, 

Bulgaria is known for its achievements in agriculture, machine-building, 

tourism, and successful cross-border trade.  The World Economic Forum 

ranked Bulgaria as #54 on competitiveness close to Italy, Russia, South 

Africa and Kazakhstan; with stronger rankings in technological readiness, 

macroeconomic environment; with positive rankings in health and education 

and training, and market efficiency; but lagging behind in institutions, 

innovation, and business sophistication among other competitiveness pillars 

(2014). 



 

 

Bulgaria’s distinctive culture is evidenced in Bulgarian language - 

South Slavic language of the Indo-European language family using Cyrillic 

script; the traditional influence of the Bulgarian Orthodox Church, long-

standing traditions, symbols of national identity, food, clothing, and music. 

The country’s population (est. 7.16 million in 2014) is culturally 

homogenous – over 85% of its citizens declare themselves as Bulgarians (the 

rest are Turks, Roma and others).   M. Minkov and G. Hofstede analyzed the 

clustering of European regions on measures of values and confirmed that 75% 

of Bulgaria’s regions form homogenous and clearly delineated clusters with 

remaining leaning towards the other diverse East European regions (2014).  

Bulgaria has few distinctive subcultures that may blend with the other 

countries (for example, Roma) however those are in relative minority and do 

not change the dominant Bulgarian ethnicity (Minkov & Hofstede 2012). 

Ts. Davidkov (2004) refers to empirical studies of Bulgarian practices 

conducted by Bulgarian researchers K. Todorov, T. Chadarova, P. 

Kabakchieva (original methodology); D. Kolarova, R. Minkovski, O. Vedur 

(G. Hofstede’s methodology); P. Ivanova, B. Duraknev, M. Marinov, H. 

Katrandzhiev, M. Stoianova (F. Trompenaars’ methodology); E. Gerganov, 

H. Silgiszhan, Y. Genopv, S. Karabeliova (mixed Hofstede-Trompenaars 

methodology).  Empirical research of cultural aspects of Bulgarian firms and 

trade firms in particular, per Hofstede’s methodology, positioned them 

moderately high on Uncertainty Avoidance, high on Power Distance, 

moderately high on Femininity, and moderately high on Individualism 

(Yankulov 2005; Davidkov 2005).  The later result however, deviates from 

the other study that revealed lower Individualism in Bulgarian organizations 

(Minkov 2002). 

The stream of researches compared Bulgarian cultural attributes to 

those in the other countries.  The analysis of Western management know-how 

transfer to Bulgaria in the broader context of Western assistance to Post-

Communist countries revealed distinctions in acceptance of innovations by 

different age groups (Michailova & Hollinshead 2009).  Comparisons with 

the Netherlands and Hungary on work motivation emphasized Bulgarians’ 

reduced responsiveness, downplaying feedback, and viewing extrinsic factors 

as sources of commitment (Roe et al 2000).  Comparisons of leadership 

behaviors with the United States suggested that Bulgarian managers can 

enhance subordinates’ effectiveness by increasing the use of legitimate power 

(Rahim et al 2000).  Comparisons with Austria in functional areas (such as 

marketing) highlighted Bulgarians’ skepticism, sensitivity to perceived 

manipulation, and reserved responses to advertising (Petrovici et al 2007) and 

comparisons to Hungary and Romania explained Bulgarian’s lower fashion 

consciousness and higher dress conformity especially among older population 



 

 

due to relatively lower individualism and standards of living (Manrai et al 

2001). 

However comprehensive empirical researches on Bulgarian societal 

culture and its impact on the country’s management practices as well as 

positioning in a broader cross-cultural landscape have been quite limited.  

This was due to scholars’ limited access to broad groups of respondents in the 

Communist-controlled society, delayed imports of Western management 

practices and methodology, as well as traditional suspicion towards surveys 

and behavioral research in a conformist Bulgarian environment.  Societal data 

on Bulgaria was not a part of the original classical cross-cultural studies by G. 

Hofstede, F. Trompenaars, or S. Schwartz however has been included in 

credible World Values Survey and European Social Survey databases. 

Hence, the purpose of this article is to fill Bulgaria-related gaps in 

cross-cultural literature, bridge advanced methodology with the most recent 

empirical data, create a cultural profile of Bulgarian management and position 

it in cross-cultural space.  The study relies on the leading-edge methodology 

developed through the Global Leadership and Organizational Behavior 

Effectiveness (GLOBE) research (House et al 2004; Chhokar et al 2007) and 

displays the results of the authors’ survey of Bulgarian managers’ attitudes to 

practices and values in a Bulgarian business environment.  The paper 

constructs the cultural profile of Bulgarian management, reports comparative 

findings and evaluates cultural distance (friction) between Bulgaria and 57 

other countries represented in the GLOBE study, and discusses Bulgaria’s 

clustering with the other cultures.  Finally, the authors suggest 

recommendations for decision-makers that may contribute to more effective 

cooperation between Bulgarian and foreign businesses. 



 

 

 

GLOBE RESEARCH AND THE STUDY OF BULGARIAN 

MANAGERS 

 

GLOBE research has been acknowledged among advanced 

comprehensive cross-cultural studies along with the contributions by Geert 

Hofstede (1980; 1983), S. Schwartz (1994; 1999), F. Trompenaars 

(Hampden-Turner & Trompenaars 2000), S. Schwartz (1992, 1999, 2004), 

and R. Ingelhart (1997, 2004).  Its findings derived from the empirical studies 

of 62 societies confirmed that attributes and entities that distinguish a given 

culture from other cultures are predictive of the practices of organizations of 

that culture and predictive of the leader attributes and behaviors that are most 

frequently enacted, acceptable, and effective in that culture. 

While no research pattern is perfect and GLOBE’s relative strength and 

weaknesses have been debated in the literature (Minkov & Blagoev 2012; Shi 

& Wang 2011; McCrae et al 2008; Smith 2006), the following arguments 

explain the advancement of GLOBE research and relevance to the studies of 

new societal cultures such as Bulgaria beyond the original list of countries-

participants. 

First, the GLOBE concept of societal culture and its measurements 

stemmed from previous comprehensive researches by G. Hofstede (1980) and 

D. McClelland (1985) as well as the theoretical findings of F. Kluckhohn, F. 

Strodtbeck (1961), and H. Triandis (1995).  Thus GLOBE extended the 

theoretical foundations of cross-cultural studies and made a major 

contribution to organizational behavior literature.  Second, GLOBE research 

shifted analytic focus from a primarily behaviorist or primarily 

anthropological perspective to the combination of both thus permitting a more 

comprehensive analysis and interpretation of cultural data.  It is measured 

separately but consistently in terms of two manifestations of culture: modal 

practices (“as is”) and modal values (“should be”) of collectives.  Third, 

GLOBE research developed scales and psychometrically tested them for 

construct validity from inception and sufficient statistical procedures were 

applied to define the properties of GLOBE cultural scales.  Societal cultures 

were operationally measured by assessing questionnaire responses from 

17,350 managers in 62 societies with respect to the values they endorsed and 

reports of behavioral practices.  Cultural values and practices were measured 

on a 7-point response scale with respect to nine cultural dimensions
1
 that 

displayed high within-culture and within-organization agreement and high 

                                                 
1
 Institutional Collectivism, Group Collectivism, Gender Egalitarianism, 

Assertiveness, Power Distance, Performance Orientation, Future Orientation, Uncertainty 

Avoidance, and Humane Orientation 



 

 

between-culture and between-organization differentiation.  Fourth, sampling 

from middle managers permitted the generalization of the subculture of 

middle managers in the countries studied, and increased the internal validity 

of the study by insuring the homogeneity of the sample.  However the design 

of the GLOBE project, in particular through the combination of 

anthropological and psychological/behavioral traditions of culture assessment, 

a broader range of variables that were not often considered in cross-cultural 

theories, increased the generalizability of these findings beyond the culture of 

middle managers alone.  Finally, when applied to cross-cultural comparisons 

with distance measurements, GLOBE provides a more comprehensive set of 

data in terms of dimensions (nine dimensions vs. Hofstede’s four or five or 

six); permits two distinctive perspectives (anthropological and behavioral) on 

culture instead of one; and generates a more complex and reliable composite 

distance measures.  GLOBE database thus responds to the recent critique of 

cultural distance concept with recommendations of using more than one 

distance measure, moving away from the predominant assumption of distance 

as something negative, and recognizing the existence of asymmetries in 

distance research (Ambos and Hakanson 2014, 5-6). 

Following the methodology and traditions of the GLOBE research, the 

authors administered a survey of middle managers in Bulgaria, making every 

possible effort to make it consistent with the original GLOBE study 

requirements.  They translated the original questionnaire (English version) 

into the Bulgarian language and tested it with back and forth translation 

conducted by two different teams of native speakers.  They approached 

middle managers of Bulgarian firms through several professional and 

business networks, namely Burgas Chamber of Commerce, Burgas Business 

Women Club, and the professional development network of Burgas Free 

University.  While the initial study was concentrated in the Eastern Bulgarian 

city of Burgas, respondents represented different parts of the country such as 

other major cities like Sofia and Varna. 

The survey of Bulgarian managers was conducted in September-

December 2014 and 55 questionnaires were returned and processed with 

GLOBE tools towards the creation of behavioral and values profiles of 

Bulgarian management. 

The average age of respondents was 46.5 years; 14 men (25%) and 41 

women (75%) responded to the survey.  Only two respondents (4%) were 

born outside Bulgaria (in Russia) and all are currently Bulgarian citizens.  9 

respondents (16%) lived abroad on one country for more than a year; and 3 

(less than 6%) lived for more than a year in two countries.  Mothers of only 2 

respondents were born outside Bulgaria (Poland, Russia) and father of only 



 

 

one respondent was born abroad (Greece).  In the families of five respondents 

the second language was spoken (3 – Russian, one – Polish, one- Greek). 

On average respondents were employed for 22.7 years, in a current 

organization 12.7 years, and in a management position for 8.0 years.  19 

respondents (35%) have had experience working in multinational companies, 

15 participated in professional organizations (27%) and 12 – in industrial or 

trade organizations (22%).  On average, respondents had 15.1 years of formal 

education; and 21 respondents (38 %) had received formal training in Western 

management techniques practices.  Functionally, 17 respondents (31%) 

worked in general administration and planning; 8 (15%) – in research, 

engineering, technical support or production; 6 (11%) – in finance and 

accounting; 4 (7%) – in human resources management; 15 (27%) – in 

marketing, sales or purchasing; and 5 respondents (9%) did not display 

functional affiliation.  While all managers spoke Bulgarian language in their 

organizations, other languages were spoken such as English (21 respondents 

or 38 %), Russian (11 or 20%), German and French (2 or 4% in each case). 

Overall, on key items, the configuration of the group of Bulgarian 

respondents was consistent with the original GLOBE sample.  This permitted, 

with known reservations and limitations, the comparative analysis of the 

cultural attributes of Bulgarian management. 

 

SOCIETAL CULTURE: EMPIRICAL RESULTS FOR 

BULGARIA 

 

The empirical study resulted in a cultural profile of Bulgarian 

management (Table 1).  This profile absorbs three historic streams that shaped 

the country’s culture.  First, the Bulgarian ethnic core incorporates national 

self-determination, patriarchal traditions, struggle against misfortunes and 

hardships, ability to cooperate for survival, honesty, resourcefulness, 

kindness, and humanism.  Second, historically developed values and 

behaviors were modified by the Communist command system of the second 

half of the 20
th

 century, evidenced in the stratification of society, and strive 

for homogeneity and conformism, double standards of life, and the 

indoctrination of hostility to external environment.  And third, substantial 

transformation of societal structure followed the ouster of Communist leader 

Todor Zhivkov and the culminating reforms process transitioning Bulgaria to 

a democracy and a free market.  The later displayed the emergence of 

entrepreneurial behaviors and initiatives, as well as weaknesses evidenced in 

high level of corruption, predatory and criminal activities.  This combination 

creates a unique profile of Bulgarian societal culture. 



 

 

Table 1.  Bulgarian scores and all-country average scores on 

GLOBE cultural dimensions. 
 

 

GLO

BE dimension 

Bulgarian 

behavior score 

(“As Is”) 

61 

societies 

behavior (“As 

Is”) average 

Bulgarian 

values score 

(“Should Be”) 

61 

societies values 

(“Should Be”) 

average 

Instit

utional 

Collectivism 

3.53 4.25 4.7 4.73 

Grou

p 

Collectivism 

5.48 5.13 6.1 5.66 

Gend

er 

Egalitarianism 

4.31 3.37 4.96 4.51 

Asser

tiveness 

 

3.74 4.14 4.49 3.83 

Powe

r Distance 

 

5.58 5.17 2.61 2.75 

Perfo

rmance 

Orientation 

3.59 4.10 6.63 5.94 

Futur

e Orientation 

 

2.87 3.85 5.38 5.49 

Unce

rtainty 

Avoidance 

2.85 4.16 5.54 4.62 

Hum

ane 

Orientation 

3.55 4.09 5.5 5.42 

 

One of the general observations of the cultural profile of Bulgarian 

management is the visible deviation from the average GLOBE all-countries 

scores on behaviors however data on values was much closer to the average 

all-countries scores.  This can be interpreted as Bulgaria’s struggle to abandon 

the cultural deviation of the Communist era and positioning itself in the 

mainstream of global cultural aspirations.  Second general observation is a 

sharp contrast between cultural profiles based on behaviors and based on 

values.  This can be interpreted as a serious cultural transformation that the 

country and its people experience during transitional years and integration 

into the European Union.  Finally, on some GLOBE dimensions there was a 

minimal gap between “as is” and “should be” scores while on some others 

this gap was very large.  This can be interpreted as the distinctions of 

Bulgaria’s unique cultural profile.  The discussion of the findings on each 

separate GLOBE dimension follows. 



 

 

Institutional Collectivism is the degree to which organizational and 

societal norms and practices encourage and reward the collective distribution 

of resources and collective action; and Group Collectivism is the degree to 

which individuals express pride, loyalty, and cohesiveness in their 

organizations or families.  These phenomena have been widely discussed in 

the literature (Triandis 1995; Erez & Earely 1993; Hofstede 1980; Kim et al 

1994), with a high level of agreement on the construct but differences in the 

scope and uni- vs. multidimensional nature of individualism-collectivism 

dyad and mixed results on its impact on economic health. 

The GLOBE Institutional Collectivism practices score for Bulgaria 

(3.53) is lower than all-countries average (4.25) however “should be” score 

(4.7) is close to all-countries average (4.73).  The numbers may be interpreted 

as insufficient institutional support for collective actions and expectations for 

stronger support in the future.  The other argument for the lower score on 

Institutional Collectivism is the absence of the feeling in the society about 

fare redistribution of resources which could motivate towards stronger 

collective actions.  At the same time, Bulgarian managers displayed higher 

Group Collectivism practices score (5.48) compared to all-countries average 

(5.13) with similar pattern in values scores (6.1 vs. 5.56).  These display the 

broadly perceived value of loyalty in society and the pride of a family and 

team affiliation.  Overall, Bulgarian scores on collectivism are mixed however 

the profile suggests stronger support for a more collectivist environment and 

interest in effective collective actions and orientations.  These attest to 

contradictions in transitional society which reflect the consequences of the 

suppression of individual freedom and initiative under Communism, 

individualistic behaviors aligned with networking for survival (often exploited 

by criminal structures) in the recent decades, as well as appreciation for 

strong family ties that stemmed from history and religion. 

Gender Egalitarianism is the extent to which an organization or society 

minimize gender role differences; and its components include attitudinal 

domain with gender stereotypes and gender-role ideology (Beall & Sternberg 

1993) and behavioral manifestation with gender discrimination and gender 

equality (Hendrix 1994).  This dimension was partially considered in G. 

Hofstede’s Masculinity-Femininity dimension (1980).  The empirical data on 

relationship between Gender Egalitarianism and economic health are mixed 

and typically not significant (House 2004, 368). 

In medieval patriarchal Bulgaria the division of labor by gender was 

visible however in the socialist era the ideology of gender equality was 

promoted to incorporate more women into the economy.  Today women are 

more involved in household tasks and in education, healthcare or clerical jobs 

and less in senior management and administration, and technical sciences.  



 

 

They have comparable educational levels with men but lag behind in pay 

levels.  Under Communism Bulgarian women were engaged in multiple 

economic activities and family services however the later were ignored in 

official economic statistics
2
.  Nevertheless, Bulgarian GLOBE data on gender 

roles in society emphasizes the importance of egalitarianism, with practices 

score (4.31) visibly higher than all-country average (3.37); and with values 

score (4.98) also higher than all-countries average (4.51).  These data attest to 

the idea that Bulgaria remains an egalitarian society with expectations for 

minimizing gender roles. 

Assertiveness is the degree to which individuals in organizations or 

society are assertive, confrontational, and aggressive in social relationships.  

Being an important aspect of societal culture, this dimension has received 

relatively less attention in the literature.  It was conceptualized on a 

continuum between assertive and non-assertive behaviors (Rakos 1991) and 

G. Hofstede partially considered it in the masculinity-femininity dimension 

(1980).  While H. Triandis (1994, 129) suggested that economic health is 

positively connected to masculinity indexes, GLOBE research did not find 

significant correlations between Assertiveness and economic macro indicators 

(House 2004, 417). 

Bulgarian score on Assertiveness was lower than all-countries average 

on practices (3.74 vs. 4.14) but higher on values (4.49 vs. 3.38); and “should 

be” score was higher than “as is” responses.  These data displays the 

combination of both feminine and masculine characteristics of societal 

culture.  The former relates to caring about other people, promoting jobs in 

education and healthcare sectors; while the later responds to survival 

behaviors with aggressive search for quick transformational actions.  The data 

may also reflect the composition of research sample with higher women’s 

participation in the survey.  At the same time, Bulgarian Assertiveness scores 

do not visibly deviate from the average all-country data thus explaining 

avoidance on confrontational, aggressive behaviors in an environment known 

for collective actions with obedient behaviors and conformist mentality 

widely indoctrinated during the Communist era. 

Power Distance is the degree to which members of an organization or 

society expect and agree that power should be unequally shared; it relates to 

society’s acceptance and endorsement of authority along with status 

privileges.  Theoretical explanations of different types of power (legitimate, 

expert, referent), the need for power and other related attributes (Stogdill 

1974; Yukl 2002; McCleland 1985) were supplemented by discussions on 

connections of the power factor with government and religion.  The 
                                                 

2
 Starting with September 2014, Bulgarian national statistics include illegal activities, but still 

ignore domestic services. 



 

 

relationship between Power Distance and socioeconomic health have been 

assessed as negative for practices and were mixed for values indicators 

(House 2004, 557). 

While the Bulgarian scores on Power Distance display striking 

differences between practices and values scores  (5.58 vs. 2.61), this gap is 

quite typical for managers’ responses evidenced in all-country average scores 

(5.17 vs. 2.75).  The distinction for Bulgaria is that its Power Distance 

practices score is slightly higher and values score slightly lower than average 

scores.  These can be interpreted as respect for authority and the acceptance of 

privileges of authority in society combined with the vertical hierarchies and 

centralization of the Communist era.  Being historically dominated by great 

powers for centuries and seeking ways to preserve ethnicity, Bulgarians 

developed strong survival skills and conformist behaviors.  In recent decades, 

with higher levels of individual and economic freedoms and strive for 

compliance with pan-European values, Bulgarians seek democratic solutions 

in their politics and daily life.  However, visible generation gaps and still 

existing turmoil in the political landscape make this trend difficult and 

somewhat uncertain. 

Performance Orientation is the extent to which a society encourages or 

rewards group members for performance involvement and excellence.  

Cultural indicators of Performance Orientation may include achievement 

(McCleland 1961; Fyans et al 1983), personal responsibility, standards of 

excellence, challenge (Maehr 1974), personal success through competence 

(Schwartz & Bilsky 1987), as well as hardworking and status based on 

accomplishments (Trompenaars 1993) among others.  Per GLOBE research, 

Performance Orientation practices scores positively correlated with countries’ 

economic health indicators measured with indexes of economic prosperity, 

economic productivity, government support for prosperity, societal support 

for competitiveness, and world competitiveness indexes; however with 

varying results for values scores (House 2004, 253). 

Bulgarian score on Performance Orientation (3.59) is much lower than 

all-country average (4.10) and respond to the heritage of the Communist era 

when the system de-emphasized the need to exceed the planned benchmarks; 

and enterprise managers were not rewarded for achievements beyond those 

targets unless approved by Party authorities and propaganda (like in sports or 

science).  This situation limited the need in and access to additional resources 

and flexibility in decision-making to pursue innovation.  Achievements were 

not supported by appropriate financial stimuli but praised symbolically or 

with promotions along the Party lines.  Bulgaria’s recent transition to the 

market economy was somewhat associated with predatory and non-

transparent privatization and engagement of criminal capital in economic 



 

 

activities; and growth was achieved not by exceptional innovations or 

economic breakthroughs but through management buyout schemes or barter 

schemes (often with foreign, typically Russian involvement).  And while 

clusters of ethical excellence in Bulgarian society cannot be ignored, multiple 

results were achieved with ethical and moral violations. 

Nevertheless, Bulgaria’s accession to the European Union puts a 

pressure on streamlining its economic system and competing with the other 

European countries’ businesses, hence endorsing higher standards on 

economic success.  The value-tied score displays visible Performance 

Orientation (6.63) above and beyond the all-countries average score (5.94).  

These data offer the optimistic picture for Bulgaria’s vector of economic and 

social developments into the future. 

Future Orientation is the degree to which individuals in organizations 

or society engage in future-oriented behaviors such as planning, investing in 

the future, and delaying gratification.  It relates to societal perception of time 

frames (past, present, future) and meanings of experiences in those frames  

(Kluckhohn & Strodtbeck 1961).  In future-oriented societies, members 

believe that current actions influence the future, believe in strategy and 

planning, and look beyond present into the future.  G. Hofstede emphasized 

this dimension by changing his earlier Confucian Dynamism (Hofstede & 

Bond 1988) to Long-Term Orientation (2001) and F. Trompenaars and C. 

Hampden-Turner (1998) applied the Time Horizon dimension to their studies.  

Per GLOBE research, Future Orientation practices scores positively 

correlated with economic health (House 2004, 315). 

Bulgarian data on Future Orientation displays contrasts between “as is” 

and “should be” scores (2.87 vs. 5.53) and contrasts with all-countries average 

practices score (3.38) while values score is close to all-countries average 

(5.49).  This reflects the transformation of Bulgarian society from the 

Communist era with indoctrinated long-term future orientation and central 

planning system through transitional economy and continuous government 

reshuffling with changing legislation and political priorities to the perceived 

stability within the European Union.  Low behavior scores on Future 

Orientation explain the lack of or ambiguities in strategic vision and suspicion 

about promised change in the managerial corps and society at large.  They 

present the contrast between the desire of Bulgarian people to be certain of 

what the future holds and the political and economic instability that followed 

the collapse of the Communist system. 

Uncertainty Avoidance is the extent to which members of the 

organization or society strive to avoid uncertainty by relying on social norms, 

rituals, and bureaucratic practices to alleviate the unpredictability of future 

events.  Following the conceptualization of Uncertainty Avoidance by R. 



 

 

Cyert and J. March (1963), G. Hofstede made it one of his classical cultural 

dimensions (1980) and H. Triandis distinguished between tight and loose 

cultures, explaining many rules and conformism in the former ones (1989).  

At the societal level this dimension correlates with innovation and risk-taking; 

and Uncertainty Avoidance practices scores positively correlate with 

economic health data (House 2004, 631). 

The scores on Uncertainty Avoidance computed on Bulgarian 

managers’ responses provide the contrasting picture of behaviors 

and values in societal culture.  These gaps on Uncertainty 

Avoidance are the greatest among all Bulgaria’s GLOBE-tied 

dimensions of culture.  Not only do they display a striking distance 

between Bulgarian practices and values scores (2.85 vs. 5.54), but 

when compared to all country average scores, the Bulgarian “as is” 

responses were much lower than average (5.54) and “should be” – 

much higher than average (4.62).  These results of the study may be 

interpreted as respondents’ acceptance of uncertainty in society that 

experiences fundamental transformation; and search for order and 

discipline to confront chaos, uncertainties and ambiguities in 

political and economic life stemmed from that transformation.  Add 

to these the fact that people have experienced economic burdens 

and hyperinflation twice in 1991 and 1997, were disoriented by 

politicians’ broken promises and lies, and it would explain the gaps 

between the perception of reality and societal expectations about 

the future. 

Humane Orientation is the degree to which individuals in 

organizations or society encourage and reward individuals for being 

fair, friendly, generous, caring, and kind to others.  This factor was 

partially considered in the cross-cultural literature (Triandis 1995; 

Schwartz 1992; Hofstede 1980), and was discussed in relation to 

political systems and social policies.  GLOBE analysis did not find 

significant relations between Humane Orientation and economic 

health indicators. 

The study of Bulgarian managers revealed the gap between 

“as is” (3.55) and “should be” (5.5) scores, however practices score 

is slightly lower than all-countries average (4.09) and values score 

is close to average (5.42).  Bulgarian managers did not reveal high 

scores on this dimension.  This may reflect promising prospects for 

society; and the abovementioned gap may refer to weaknesses in 

social norms and the legal system, welfare system, and social 

benefits, existing unfairness, corruption, and deviations from ethical 

norms and morality.  While Humane Orientation is usually 



 

 

inversely related to hostilities and aggressiveness in society, modest 

scores support moderate positioning of the Bulgarian profile on this 

dimension.  And Bulgarian data and the gaps on this dimension 

show the desire for social justice, empathy and compassion to those 

who are unable to cope with the new environment or fell victims of 

Ponzi schemes, lost properties, savings, or investment in risky and 

uncertain economic and social transition. 

Overall, the Bulgarian profile created with the GLOBE behavior scores 

displays a society that is relatively high on Collectivism, Power Distance, and 

Gender Egalitarianism; and relatively low on Performance and Future 

Orientation, with extreme scores on Uncertainty Avoidance.  Low 

Performance Orientation stems from the past centrally planned system with 

limited individual initiative and achievement-oriented deviations from those 

plans.  While lower Uncertainty Avoidance scores may support 

entrepreneurship and innovation, low Future Orientation limits those 

initiatives to short-term moves rather than long-term endeavors, with the 

focus on survival in a turbulent economic environment.  Lower scores on 

Humane Orientation and Future Orientation may explain lack of attention to 

effective human resources management systems.  And high Power Distance 

scores support existing bureaucracy and search for tough moves in 

restructuring businesses and industries. 

The Bulgarian values-tried cultural profile provides a promising picture 

relative to all-countries average scores, with an emphasis on strategic 

development, and the humanistic and democratic value system with 

traditional European influence.  While not substantially deviating from that 

average, Bulgarian scores on Performance and Future Orientation display the 

importance of effective market-driven achievements and commitment to long-

term growth vision; and higher scores on Uncertainty Orientation support a 

more disciplined business landscape.  Scores on Collectivism push towards 

stronger collective actions rather than a drift towards individualism. 

Pictures 1 and 2 illustrate the Bulgarian societal profile relative to all-

countries average scores (dotted line). 

 



 

 

Picture 1.  Bulgaria’s practices scores relative to all-countries average. 
 

 

 
 

 

Picture 2.  Bulgaria’s values scores relative to all-countries average. 
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BULGARIAN MANAGEMENT IN A CROSS-CULTURAL 

SPACE 
 

The GLOBE database permits evaluation of cultural distance and 

analysis of cultural friction between Bulgaria and other countries.  Within 

known limitations of such comparisons, the new data may offer fresh and 

creative insights on positioning the Bulgarian cultural profile in a cross-

cultural space. 

The mainstream of cultural distance literature stems from the 

quantitative multidimensional measures of cultural profiles.  These researches 

are traditionally associated with the works of G. Hofstede who created an 

index that permitted quantitative comparisons of cultures on each of the four 

dimensions and permitted grouping cultures on within-cluster similarities (1980; 

1993).  While G. Hofstede’s original research displayed limitations and 

provoked criticism, his cross-cultural framework and quantitative database 

triggered follow-up cross-country comparisons and implications to cross-border 

business flows such as trade or FDI.  The popularity of this later stream can be 

explained by a simple yet reasonable computations of aggregate indexes - 

Euclidian distance or corrected by variance averaged squared distances on 

Hofstede’s dimensions as originally proposed by B. Kogut and H. Singh 

(1988). 

However, the Kogut-Singh index was criticized for its 

oversimplification and linearity, and L.-T. Lu (2006) summarized related 

methodological and conceptual problems.  Known difficulties in distance 

measurements stem from lack (until recently) of comprehensive cross-cultural 

data beyond Hofstede’s and from known methodological issues related to 

cultural distance (Nakata 2009; Shenkar, 2001; Dow & Karunaratna 2006; 

Ambos & Hakanson 2014).  In particular, those weaknesses have been 

associated with asymmetries in differences, conflicting levels of analysis 

(from individual to national), contextual inappropriateness, ambiguous 

aggregations (pairs of countries vs. clustering), insufficient validity and 

reliability of distance construct, along with uncritical acceptance of distance 

constructs to research. 

In response to the situation in the literature when, according to B. 

Ambos and L. Hakanson, Kogut-Singh index based on Hofstede’s findings 

“became the paradigmatic measure of distance in international business 

research” (2014, 1); and according to D. Dow and A. Karunaratna, in using 

composite cultural indexes “many researchers turned to Hofstede scales 

because of lack of alternatives” (2006, 591), broader sets of culture-related 

distance variables and composites were introduced (Dow & Karunaratna 

2006; Tynanyi, Griffith & Russel 2005) followed by critical responses on 



 

 

inconsistencies and ambiguities with alternatives or advanced scales being 

further developed (Gerschewski 2013).  Overall, the discussion on the 

instrumentality of the composite distance measures continues and leads 

towards more rigorous methodological justification and the conceptualization 

of culture distance instruments and towards the integration of those 

instruments into a broader set of measures that help understand differences 

between countries and societies. 

In response to those discussions and researches, the authors accepted 

the traditional Kogut-Singh index methodology and processed complex 

original GLOBE data and GLOBE-tied empirical results for Bulgaria, both 

practices-tied and values-tied.  They computed cultural distance indexes for 

Bulgaria
3
 to evaluate cultural frictions between Bulgaria and 57 countries that 

participated in the GLOBE study and that represented major regions of the 

world.  The distance scores were further sorted in ascending order to 

distinguish between countries that are culturally closer to Bulgaria (on a 

composite index) and those that reveal higher cultural friction.  Table 2 

displays distance scores for practices-tied Bulgarian societal culture and Table 

3 displays distance scores for values-tied Bulgaria societal culture relative to 

57 countries. 
 

Table 2.  Bulgaria’s cultural distance from the other countries on practices (“cultural 

friction“ in accending order). 

 

 

Societies 

Culture 

distance index Societies 

Culture 

distance index 

 

Russia 1.21 

United 

Kingdom 4.54 

Portugal 1.63 Kuwait 4.55 

Slovenia 1.84 Israel 4.63 

Columbia 2.00 India 4.71 

Poland 2.13 Philippines 5.23 

Argentina 2.16 Ireland 5.27 

Guatemala 2.23 Egypt 5.29 

Namibia 2.24 Finland 5.29 

Italy 2.33 Australia 5.41 

Bolivia 2.44 Japan 5.42 

                                                 
3
  The cultural distance index took the form (1): 

 
9/

9

1

2


 






 


k k

kikB

Bi
V

II
A       

  (1) 

BiA - cultural distance between country i and Bulgaria; 

kBI  –score for Bulgaria on GLOBE’s k–th dimension (k = 1,… , 9); 

Iki –score for i-th country on GLOBE’s k–th dimension (k = 1,… , 9); 

Vk – variance of the k-th index. 



 

 

Georgia 2.57 China 5.44 

Venezuela 2.57 New Zealand 5.56 

Costa Rica 2.69 Canada 5.61 

Thailand 2.69 Hong Kong 5.76 

Hungary 2.89 USA 5.77 

Brazil 2.91 Nigeria 5.78 

Kazakhstan 2.96 Zambia 5.82 

France 3.06 Malaysia 5.90 

Greece 3.07 South Africa 6.09 

Mexico 3.73 Sweden 6.33 

Spain 3.79 Germany 6.43 

Ecuador 3.80 Switzerland 6.62 

Qatar 3.87 South Korea 7.16 

Slovakia 3.87 Austria 7.42 

Iran 3.90 Albania 7.51 

Zimbabwe 4.07 Netherlands 7.69 

Morocco 4.30 Denmark 8.12 

Turkey 4.35 Singapore 8.30 

Indonesia 4.41   

 

 

Table 3.  Bulgaria’s cultural distance from the other countries on values 

(“cultural friction“ in accending order). 
 

 

Societies 

Culture 

distance index Societies 

Culture 

distance index 

 

Slovenia 0.42 Singapore 1.76 

Philippine

s 0.50 Greece 1.79 

Mexico 0.76 Georgia 1.81 

Zimbabwe 0.79 South Africa 1.89 

Venezuela 0.89 Morocco 1.97 

Namibia 0.90 Nigeria 2.01 

South 

Africa 0.93 Thailand 2.09 

Portugal 0.94 France 2.15 

Ecuador 0.95 Russia 2.17 

Guatemala 0.95 Brazil 2.19 

Spain 1.01 Sweden 2.23 

Italy 1.02 Finland 2.41 

Poland 1.03 Hong Kong 2.42 

Colombia 1.04 Albania 2.46 

Argentina 1.07 Kazakhstan 2.47 

Slovenia 1.10 Germany 2.59 

USA 1.11 Qatar 2.59 

India 1.12 Turkey 2.61 

Ireland 1.12 South Korea 2.75 

Costa Rica 1.19 Kuwait 2.76 

Hungary 1.19 Austria 2.80 

Israel 1.22 Switzerland 2.96 

Canada 1.30 Egypt 3.07 



 

 

Malaysia 1.30 China 3.12 

Australia 1.36 Denmark 3.12 

Iran 1.42 Japan 3.42 

United 

Kingdom 1.52 Netherlands 4.13 

Indonesia 1.54 New Zealand 4.13 

Bolivia 1.57   

 

The computation of cultural distance indexes for pairs of all 58 

countries (GLOBE participating countries plus Bulgaria) resulted in a culture 

friction matrix.  This matrix was further transformed into culture friction map 

with the multidimensional scaling procedure applied to square symmetric 

58x58 matrix with expectations that the mapping cross-cultural landscape 

provided a perceptual map that showed how different or similar country 

profiles were and whether they clustered or not.  This model did not require 

linearity or multivariate normality and was found more attractive in this case 

over factor analysis.  It resulted in a coordinate matrix (output) whose 

configuration minimized a loss function (strain) and reliability was tested with 

squared correlation of the input distances with the scaled p-shaped distances 

using MDS coordinates.  R-squared as the fit measure for behaviors was 

0.824 and for values was 0.834 – both higher than the required 0.80 for good 

metric scaling.  Picture 3 displays the multidimensional scaling map for the 

GLOBE societal cultures plus Bulgaria on practices, and Picture 4 – on 

values. 

 

Picture 3.  Cross-cultural map (behavior scores) based on 

multidimensional scaling of GLOBE cultures’ distances (R-square = 0.824) 

with Bulgaria. 



 

 

 
Picture 4.  Cross-cultural map (values scores) based on multidimensional scaling of 

GLOBE cultures’ distances (R-square = 0.834) with Bulgaria. 

 

 
 

 

 



 

 

Positioning Bulgaria in a cross-cultural space with distance measures 

reveals important attributes of its societal culture and distinctions between 

practices-tied and values-tied profiles relative to the other countries.  In terms 

of distance proximity measured with practices and values scores Bulgaria may 

be associated with distinctive cultural clusters (Ronen and Shenkar 1985; 

House et al 2004, 178-218). 

On a practices perceptual map Bulgaria was positioned on a periphery 

of cross-cultural space hence displaying substantial differences from the 

others on composite measures and relatively lower inclination to cluster with 

the other cultures.  This attests to quite a unique cultural configuration 

stemmed from the “as is” responses.  However, when for each GLOBE-

participating country plus Bulgaria the average distance to all other countries 

was computed and sorted in ascending order, Bulgaria was ranked 14 on that 

list. 

Among 12 countries closest to Bulgaria on cultural distance (top 20 

percent), Russia (distance index 1.21), Slovenia (1.84), Poland (2.13) and 

Georgia (2.57) represented Eastern European cluster; Portugal (1.63) and Italy 

(2.33) represented Latin European cluster; and Columbia (2.00), Argentina 

(2.16), Guatemala (2.23), Bolivia (2.44) and Venezuela (2.57) represented the 

Latin American cluster (with only Namibia joining this distance band).  

Among 12 countries most distanced from Bulgaria (lowest 20 percent), 

Singapore (8.30) and South Korea (7.16) represented Confucian Asia, 

Denmark (8.12) and Sweden (6.33) represented Nordic Europe; Netherlands 

(7.69), Austria (7.42), Switzerland (6.62), and Germany (6.43) represented 

Germanic cluster; with few other countries in that band (Albania, 7.42; South 

Africa, 6.09; Malaysia, 5.90; and Zambia, 5.82). 

Bulgaria’s proximity to the East European cluster can be explained by 

shared recent history of the Communist rule and transition that followed, as 

well as closes linguistic (Russia, Slovenia) and religious (Russia) ties.  The 

findings attest to Bulgaria’s compatibility with this cluster’s general features 

such as distinctive Power Distance, Institutional and Group Collectivism, and 

at the same time displaying attachment to cultural heritage of family and 

group cohesion (Bakacsi et al 2002).  The findings are also consistent with 

comparisons of East Central Europe (including Bulgaria) on culture-

determined time behaviors, emphasizing risk aversion, harmony seeking and 

face saving (Fiink & Meierewert 2004). 

On a values perceptual map Bulgaria leaned towards other clusters and 

was ranked 29 on the list of countries’ average distance to all other countries 

sorted in ascending order. 

Among the 12 countries with the lowest values-tied cultural distance 

from Bulgaria only Slovenia (0.42) represented East European cluster; 



 

 

Portugal (0.94), Spain (1.01) and Italy (1/02) represented Latin European 

cluster; Mexico (0.36), Venezuela (0.89), Ecuador (0.95) and Guatemala 

(0.95) represented Latin American cluster; Zimbabwe (0.79), Namibia (0.90) 

and South Africa (0.93) representing Sub-Sahara Africa cluster, and 

Philippines (0.50) – Asian cluster.  Among the 12 countries with the greatest 

values-tied distance from Bulgaria were representatives of the Middle Eastern 

cluster Egypt (3.07), Kuwait (2.76) and Qatar (2.59); of the Confucian cluster 

Japan (3.42) and China (3.12); Germanic cluster Netherlands (3.13), 

Switzerland (2.96) and Austria (2.80); as well as New Zealand (4.13) from 

Anglo cluster and Denmark (3.12) from Nordic cluster.  These data supports 

the assumption of Bulgaria’s cultural compatibility with Latin countries of 

Mediterranean Europe and Latin America however greater distance from the 

other East European countries on values was quite unexpected. 

Pictures 5 and 6 display dendrograms for Bulgaria’s positioning in 

cross-cultural space with practices-tied and values-tied distances. 
  



 

 

 

Picture 5.  Hierarchical clustering of 58 countries (with Bulgaria) on practices-tied 

distance measures. 

 

  



 

 

Picture 6.  Hierarchical clustering of 58 countries (with Bulgaria) on values-tied 

distance measures. 

 

 
 

 

 

 

 

 



 

 

Overall, the research confirmed Bulgaria’s cultural proximity to 

countries of East European and Latin European and Latin American clusters 

in practices; and substantial behavior-tied distance from countries of 

Germanic, Middle Eastern, and Confucian clusters.  It also supported 

Bulgaria’s values-tied compatibility with Southern Europe and Latin 

America, with an unexpected values-tied distance from the other East 

European countries.  In the other words, typical behaviors in Bulgaria are 

distinctive from the other countries, displaying similarities with post-

Communist countries and Latin countries. 

 

CONCLUSIONS 

 

Important conclusions and recommendations stem from this research.  

The study of Bulgarian management (generalized to the level of societal 

culture) and its positioning in cross-cultural space revealed distinctions of 

behavior-tied and values-tied attributes that stem from history, religion, 

language, as well as from societal, political, and economic developments.  

The aggregate behavior profile displayed low Uncertainty Avoidance 

combined with low Performance Orientation and Future Orientation, visible 

Collectivism, and high Gender Egalitarianism.   The aggregate values profile 

displayed high compatibility with the all-countries average scores, with a 

slightly higher Collectivism, Assertiveness, and Uncertainty Avoidance 

scores.  These findings attest to Bulgaria’s transition from the Communist rule 

towards free market behaviors with an emphasis on performance and 

innovation, the strive for stability, discipline, the reliance on collective 

actions; and the search for values-tied compatibility with the other countries. 

This configuration of the cultural profile of Bulgarian management 

influences organizational practices, perception of effective leadership, and 

serves in some cases as a contributor to or, in other cases as impediment for 

effective cross-border business activities.  It is also clear that this profile 

cannot be understood without a deep knowledge of history and culture of 

Bulgaria, and the past and present of the Bulgarian society. 

Cultural differences with the other countries impact cross-border 

economic relations such as trade and FDI flows, further integration into the 

European Union, effectiveness in business collaboration via strategic alliances 

and activities of foreign firms in Bulgaria, decisions in international business 

such as expat assignments and the formation of multicultural work groups. 

Positioning Bulgaria in cross-cultural space displayed similarities and 

differences with the other cultures.  High cultural distance leads to higher 

risks and uncertainties in decision-making, requires additional dedicated 

investment in data collection, training, and the talent acquisition to overcome 



 

 

costly cross-cultural frictions.  This research distinguished between countries 

that display cultural proximity to Bulgaria (East European, Latin Europe, 

Latin American clusters) and those with greater distance (Germanic, Asian 

Nordic, Middle Eastern clusters).  It also measured cultural distance so that 

the data can further be applied to modeling economic relations and cross-

border flows with the other countries to predict effective international 

business activities accordingly. 

 

 

REFFERENCES 

Ambos, B. & Hakanson, L.  2014.  The concept of distance in 

international management research.  Journal of International Management, 

20, 1-7 

Bakacsi, G., Takcs S., Karacsonyi, A. & Imrek V.  2002.  Eastern 

European cluster: traditions and transition.  Journal of World Business, 37, 

69-80 

Beall, A. & Sternberg, R. (Eds.)  1993.  The psychology of gender.  

N..Y.: Guilford Press 

Chhokar, J., Brodbeck, F., and House, R. (Eds.). 2007.  Culture and 

leadership across the world. The GLOBE book of in-depth studies of 25 

societies. Mahwah NJ: Lawrence Erlbaum 

Cyert, R. & March, J.  1963. The behavioral theory of the firm. 

Pittsburg: Carnegie Institute of Technology 

Davidkov, Ts. 2004.  Where Does Bulgaria Stand?  Papeles del este, 8, 

1-22 

Davidkov, Ts.  2005.  Organizational culture in bulgaria.  Sofia: St. 

Klement University [in Bulgarian] 

Dow, D. & Karunaratna, A. 2006.  Develoing a multidimensional 

instrument to measure psychic distance stimuli.  Journal of International 

Business Studies,  37, 578-602 

Erez, M. & Earley, P. 1993.  Culture, self-identity, and work.  N.Y.: 

Oxford University Press. 

Fink, G. & Meierwert, S.  2004.  Issues of time in international, 

intercultural management: East and Central Europe from the perspective of 

Austrian managers.  Journal for East European Management Studies, 9 (1), 

61-84. 

Fyans, L., Salili, F., Maehr, M.& Desai, K.  1983.  A cross-cultural 

exploration into the meaning of achievement.  Journal of Personality and 

Social Psychology, 44 (5), 1000-1013 

Gerschewski, S.  2013.  Improving on the Kogut and Singh metric of 

psychic distance.  Multinational Business Review, 21 (3), 257-268 



 

 

Ingelhart, R. 1997.  Modernization and post-modernization: cultural, 

economic, and political change in 43 societies.  Princeton, NJ: Princeton 

University Press 

Ingelhart, R., Basanez, M., Diez-Medrano, J., Halman, L., & Luijks, R. 

(eds.) 2004.  Human beliefs and values: a cross-cultural sourcebook based 

on the 1999-2002 values Surveys.  Mexico City: Siglo Veintiuno Editores, 

S.A. de C.V. 

Hampden-Turner Ch. and Trompenaars F. 2000. Building cross-

cultural competence: how to create wealth from conflicting values.  New 

Haven: Yale University Press 

Hendrix, L.  1994.  What is sexual inequality?  On the definition and 

range of variation.  Cross-Cultural Research, 28, 287-307 

Hofstede, G. 1980. Culture's consequences: international differences 

in work-related values.  Beverly Hills: Sage Publications 

Hofstede, G.  1993.  Cultural constraints in management theories.  

Academy of Management Executive, 7(1): 81-94 

Hofstede, G. 2001.  Culture’s consequences: comparing values, 

behaviors, institutions, and organizations across nations (2nd ed.).  

Thousand Oaks CA: Sage Publications 

Hofstede, G. & Bond,  1988. The Confucius connection: from cultural 

roots to economic growth.  Organizational Dynamics, 16 (4), 4-21 

House, R. J., Hanges, P. J., Javidan, M., Dorfman, P. W., Gupta, V. 

(eds). 2004.  Culture, leadership, and organizations: the GLOBE study of 62 

societies. Thousand Oaks: Sage Publications 

Kim, U., Triandis, H., Kagitcibasi, C., Choi, S.-C. & Yoon, G.  (Eds.)  

1994.  Individualism and collectivism: theory, method and application.  

Thousand Oaks, CA: Sage 

Kluckhohn, F., Strodtbeck, F.  1961.  Variations in value orientation. 

New York : HarperCollins 

Kogut, B., & Singh, H.  1988.  The effect of national culture on the 

choice of entry mode.  Journal of International Business Studies, 19 (3), 

411-432 

Lu, L.-T.  2006.  The relationship between cultural distance and 

performance in international joint ventures: a critique and ideas for further 

research. International Journal of Management. 23 (3/1), 436-445 

Maehr, M.  1974.  Culture and achievement motivation.  American 

Psychologist, 29, 887-896 

Manrai, L., Lascu, D.-N., Manrai, A. & Babb, H.  2001.  A cross-

cultural comparison of style in Eastern European emerging markets.  

International Marketing Review, 18 (3), 270-285 



 

 

McCleland, D.  1961.  The achieving society.  Princeton NJ: Van 

Nostrand 

McClelland, D.  1985.  Human motivation. Glenview: Scott, Foresman 

McCrae R., Terracciano, A., Realo, A. & Allik, J.  2008.  Interpreting 

GLOBE societal practices scales.  Journal of Cross-Cultural Psychology, 39 

805-810 

Michailova, S. & Hollingshead, G.  2009.  Western management 

training in Eastern Europe: trends and developments over a decade.  Human 

Resources Development International, 12 (2), 117-133 

Minkov, M. 2002.  Why we are different?  International Differences in 

Families, Societies, and Business.  Sofia, Klassika i stil [in Bulgarian] 

Minkov, M. & Hofstede, G.  2012.  Is national culture a meaningful 

concept?  Cultural values delineate homogenous national clusters in in-

country regions.  Cross-Cultural Research, 46 (2), 133-159 

Minkov, M. & Hofstede, G.  2014. Clustering of 316 Eureopean regions 

on measures of values: do Europe’s countries have national cultures?  Cross-

Cultural Research, 48 (2), 144-176 

Nakata, Ch. 2009. Beyond Hofstede: culture frameworks for global 

marketing and management, London, UK: Palgrave-Macmillan 

Petrovici, D., Marinova, S., Marinov, M. & Lee, N.  2007.  Personal 

values and perceived social and economic effects of advertising in Bulgaria 

and Romania.  International Marketing Review, 24 (5), 539-562 

Rahim, M., Antonioni, D., Krumov, K. & Ilieva, S.  2000.   Power, 

conflict, and effectiveness: a cross-cultural study in the United States and 

Bulgaria.  European Psychologist, 5 (1), 28-33. 

Rakos, R.  1991.  Assertive behavior: theory, research and training.  

London: Routledge 

Ronen, S. & Shenkar, O.  1985. Clustering countries on attitudinal 

dimensions: a review and synthesis.  The Academy of Management Review, 

July, 435-454. 

Shenkar, O.  2001.  Cultural distance revisited: towards a more rigorous 

conceptualization and measurement of cultural differences.  Journal of 

International Business Studies, 32, 519-535 

Schwartz, S.  1992.  Universals in the content and structure of values: 

theory and empirical tests in 20 countries’, in: M. Zanna (Ed.).  Advances in 

Experimental Social Psychology, New York: Academic Press, 25, 1-65 

Schwartz, S.  1999.  A theory of cultural values and some implications 

for work.  Applied Psychology: An International Review, 48, 23-47 

Schwartz, S. 2004.  Mapping and interpreting cultural differences 

around the world.  In: Vinken, H., Soeters, P & Ester, P. (eds.)  Comparing 



 

 

Cultures: Dimensions of Culture in a Comparative Perspective.  Leiden: 

Brill Academic Publishing 

Schwartz, S. & Bilsky, W.  1987.  Towards a universal psychological 

structure of human values.  Journal of Personality and Human Psychology, 

53 (3), 550-562 

Smith P.  2006.  When elephants fight, the grass gets tramped: the 

GLOBE and Hofstede projects.  Journal of International Business Studies, 

37, 915-921 

Stogdill, R.  1974.  Handbook of leadership: a survey of literature.  

New York: Free Press 

Tyhanyi, L., Griffith, D. & Russel, C.  2005.  The effect of cultural 

distance on entry mode choice, international diversification, and MNE 

performance: a meta-analysis.  Journal of International Business Studies, 30 

(3), 270-283 

Triandis, H. 1989. The self and social behavior in different cultural 

contexts.  Psychological Review, 96, 506-520 

Triandis H.  1995.  Individualism and collectivism.  Boulder, Co.: 

Westview Press 

Trompenaars, F. & Hampden-Turner, C. 1998.   Riding the waves of 

culture: understanding cultural diversity in global business.  N.Y.: McGraw 

Hill 

Yankulov, Y.  2005.  Study of organizational culture in Bulgarian 

trade firms (unpublished paper) [in Bulgarian] 

Yukl, G.  2002.  Leadership in organizations.  Upper Saddle River, NJ: 

Prentice Hall 

 

 

 



CONVERGENCE OF FINANCIAL AND 

MANAGEMENT ACCOUNTING IN THE CONTEXT 

OF COMPANIES’ INTEGRATED REPORTING 
 

Sofia University “St. Kliment Ohridski”, Faculty of Economics and Business 

Administration 

 

Assoc. Prof. Eleonora Petrova Stancheva-Todorova, PhD 

1113 Sofia, Bulgaria, 125 Tsarigradsko Shose Blvd., bl. 3 

M: +359 887 392 860 

e_stancheva@feb.uni-sofia.bg 

 

Assoc. Prof. Iliyana Ankova Stoyanova, PhD 

1113 Sofia, Bulgaria, 125 Tsarigradsko Shose Blvd., bl. 3 

M: +359 888 945 866 

iliana_ankova@feb.uni-sofia.bg 

 
 

Abstract: Integrated reporting, considered by specialists as the corporate reporting of 

the future, influences financial and management accounting and enriches the traditional 

information links between them. The objective of this paper is to prove that the 

information links and interactions traditionally existing between the financial and 

management accounting systems will be kept and enriched in a situation of the entities' 

integrated reporting. The existing relationships and interactions between the two 

accounting systems in the context of International Financial Reporting Standards 

(IFRSs) will be taken into account, as well as their development, triggered off by this new 

form of accountability.  

 

 

INTRODUCTION 

“I think we have gone beyond financial reporting. If we look at corporate 

reporting, there are financial reports, sustainability reports, corporate 

governance reports, remuneration reports and a whole host of other regulatory 

reports. So there is a lot of information out there, but a lot of them do not tie 

up together. Thus, there is a need to put them together in a logical, 

comprehensive and structured way. Integrated reporting does that, but it also 

actually goes way beyond that. Integrated reporting compels corporations 

doing the reporting to look at their own business models, to better weigh the 

value of their capital, better measure the risk aspects of their businesses and to 

tie that in with what they are doing, what they plan to do, how they are going 

to do it and over a defined time-frame. It is a very „live‟ form of reporting.”  

Kevin Kwok  

Council Member, Singapore Institute of Directors 

 



In a situation of deepening economic uncertainty and complexity of the 

business environment corporate reporting meets the information needs of the 

stakeholders with increasing difficulty. In addition to the financial indicators 

such as profit, liquidity, earnings per share, etc., they need non-financial 

indicators allowing them to assess the entity's environmental footprint, the 

social and corporate responsibility, customer satisfaction and others. 

Integrated reporting is increasingly considered the reporting of the future, „a 

one-size- fits-all concept“ (ICPAS&IIRC, 2013, p. 5), as well as a shift of the 

traditional accounting paradigm (Ibid., 2013, p. 8). Despite its relatively short 

period in existence, its impetuous development over the past two decades 

drew the interest of various professional organisations (ACCA, 2014; IMA, 

2016; IFAC 2015a,b; CGMA, 2014), international audit firms (see PWCa,b) 

and academics, who have contributed to the solution of topical issues in the 

area of integrated reporting through theoretic and empiric studies. Questions 

such as: "are there going to be attempts to converge the different reporting 

frameworks", "what will be the role of accountants and professional 

accounting bodies in an integrated reporting setting", "what would be the link 

between the integrated report and the statutory annual report", "how can high 

quality integrated report be recognised" and many others (Villiers, at al., 

2014) have been raised. In order to resolve these issues focus on the 

information basis integrated reporting is required and, in this context, focus 

on its relation to financial and management reporting, the issues accounting 

and audit professionals are faced with, as well as the challenges to accounting 

education. The scope of financial and management accounting studies has 

expanded taking a new direction towards research of the links and interactions 

between them in an integrated reporting setting. 



 

 OBJECTIVES AND TASKS 

The objective of this paper is to prove that the information links and 

interactions traditionally existing between the financial and management 

accounting systems will be kept and enriched in an entity integrated reporting 

setting. The specific requirements of this new form of reporting necessitate 

further development of the existing and creation of new communication links 

between the entity's information systems. 

To achieve this objective the following tasks have to be solved: 

 An overview of the areas of interaction traditionally existing between the 

financial and management accounting systems and study of their convergence 

resulting from the application of IFRSs. 

 An outline of the directions of interaction between the two accounting 

systems for the provision of information for the preparation of the entity's 

integrated report. 

Hypotheses of the authors: 

1. The existing traditional information links and interactions between the 

financial and management accounting systems are developed and further 

enriched through the application of IFRS as a reporting basis. 

2. The links traditionally existing between the financial and management 

accounting systems are kept and developed further in an integrated reporting 

setting due to the possibility for the generation of non-financial and future-

oriented management information, as well as the importance of the historical 

financial information. 

 

INTEGRATION OF FINANCIAL AND MANAGEMENT ACCOUNTING 

SYSTEMS AS A RESULT OF THE CONVERGENCE PROCESS WITH 

INTERNATIONAL FINANCIAL REPORTING STANDARDS 

There are numerous publications on the similarities and differences 

between the financial and management accounting systems. According to 

Lambert (2007, p. 265) academic research focuses excessively on the 

differences but „…at the conceptual level there is a tremendous amount of 

overlap between the two”. We support the opinion that the two accounting 

systems share a common theoretical fundamentals. They produce information 

regarding the same economic phenomena and processes, taking place during a 

specific reporting period, but they are recorded from a different, specific 

perspective, while both accounting systems use all elements of the accounting 

method. (Stancheva-Todorova,  2014, p. 190) 

Strengthening of the integration between the two reporting systems is 

noted during the past few decades, even in continental Europe countries, and 

particularly in the German-speaking counties, traditionally applying “the 



dual” design model (Weissenberg and Angelkort, 2011). One of the reasons 

pointed out is that company reporting has shifted towards the investors, which 

has made them a key stakeholder group (Krahnen and Schmidt, 2004). A key 

advantage of the integration of the two systems is the optimisation of the costs 

for the preparation of the management accounting information. Furthermore, 

easily obtained reconciliation between management and financial 

performance measures is ensured. 

Constant exchange of information between the financial and management 

accounting systems occurs in the course of the current accounting for the 

entity's business transactions (fig. 1). The main objective is to create 

accounting indicators for expenses, cost calculation and pricing. Using the 

specific management accounting tool set it is possible to study the company's 

costs through the application of various classification criteria, which 

facilitates their efficient management. For example, their grouping depending 

on the fluctuations in the volume of the business facilitates the cost-volume-

profit analysis. Treating them as relevant and irrelevant, on the other hand, 

allows assessment of different management solution options. The information 

regarding the opportunity costs created in the management accounting process 

is extremely important. The two accounting subsystems share cost 

classifications as manufacturing and non-manufacturing costs, product costs 

and period costs, which is the basis of the interaction considered. The reliable 

definition of the period costs is important for the proper measurement of the 

entity's financial performance. 

Another traditional area of interaction is related to cost calculation. The 

use of different approaches in management accounting allows the 

management to look at the entity's operations and performance from different 

perspectives and to assess the profitability of production. The cost indicators 

are used currently by the financial accounting system and periodically during 

the preparation of the financial statements. It has to be pointed out that the 

approaches to the classification of expenses and definition of cost are 

regulated due to the financial reporting regulatory frameworks existing in 

each country. 

The information regarding sales prices created in the management 

accounting system can also be considered a crossing point. It determines the 

financial indicators as to sales revenue, return on capital invested and entity's 

profits. The latter are presented mandatory in the entity's financial statements 

due to their extreme importance to the external users. 

Another, more modern form of interaction is along the line of the Balanced 

Scorecard, being a management tool for performance measurement and 

control (Kaplan and Norton, 1996). It integrates financial and non-financial 



indicators, which allows assessment of the different aspects of the operations 

of the entities, including social and environmental aspects. 

In addition to the above-mentioned areas of interaction exchange of 

information occurs in the management decision process related to the 

acquisition of assets, the measurement of the different ways of resources 

utilisation and their derecognition. These decisions may have direct impact on 

the amounts reported in the entity's financial statements.  

We can conclude that despite the relative separation between the financial 

and management accounting systems, there has always been information 

interaction between them. A visible trend for increased integration between 

the two is observed during the past few decades. In our opinion IFRSs and 

their development are currently the factor exerting the strongest influence to 

that effect. The constant changes in the accounting regulations internationally 

are the result of the need to address the dynamic development of the 

globalised world economy and the new information needs of financial 

information users.  
 

Fig. 1. Traditional areas of interaction between financial and management accounting 

 
Source: Stancheva and Ankova, 2011, p. 186. 

 

The quality of companies' financial reporting is in the focus of regulators 

in an attempt to support capital markets and confine financial fraud. This is 

also the key factor determining the development directions of IFRSs, and one 

of their effects is the strengthening of the information exchange between the 

two accounting systems (see table 1). 

 

 

 
 

 Identification and recording of company‟s 

transactions in their chronological order 

 Application of accounting methodology and 

techniques for generation of accounting data 

 Summary of the accounting indicators of 

company‟s financial position, financial 

performance and cash flows  

 Preparation of company‟s financial statements  

 

  

 Processing of accounting data and 

indicators, namely their 

decomposition and subsequent 

summary in different aspects 

 Integration of already processed 

accounting information and other 

types of financial and non-

financial information 

 Providing future-oriented 

information for management 

operational and strategic planning 

purposes 

 Providing management 

information for decision making 

and control purposes 

 Preparation of management 

reports, including segment and 

environmental reports 

  

Management accounting Financial accounting 



Table 1 

Areas of 

convergence 
Financial accounting Management accounting 

Exposure to 

financial risks 

IFRS 7 Financial Instruments: 

Disclosure – the nature and extent 

of financial instruments-related 

risks (credit, foreign currency, 

interest rate, liquidity, price risks) 

that the entity is exposed to and 

how the entity manages these risks 

are subject to disclosure  

Provides: 

- Future-oriented information on the 

effects of the changes in certain 

economic parameters on the 

amounts reported in the entity's 

financial statements; 

- Information regarding the strategy 

adopted by the entity's 

management to minimise the 

adverse effects of the risks 

Key 

management 

judgements, 

accounting 

estimates and 

assumptions of 

high 

uncertainty 

IAS 1 Presentation of Financial 

Statements – the accounting 

estimates and judgements used by 

the entity's management, which 

impact the amounts of assets, 

liabilities, income and expenses, the 

disclosure of contingent assets and 

liabilities as at the date of the 

financial statements (impairment of 

assets, actuarial calculations, 

deferred tax assets, provisions set 

aside in relation to lawsuits, fair 

values, normal production capacity, 

etc.) are subject to disclosure 

Provides management information, 

including for the accounting 

estimates used in the preparation of 

the financial statements. 

Definition of 

cash 

generating 

units 

IAS 36 Impairment of Assets – need 

to define cash generating units in 

relation to the estimation of and 

accounting for impairment losses 

 

- Provides information necessary to 

determine the smallest identifiable 

groups of assets generating cash 

flows from their continuing use 

that are largely independent from 

the cash flows generated by other 

assets or groups of assets. The 

distinction is based on assessment 

depending on their current 

management, operation and 

reporting within the entity 

- Provides information concerning 

the impairment of tangible and 

intangible assets, affected by 

pollution incidents, physical 

damage or non-compliance with 

environmental rules 

Provisioning IAS 37 Provisions, Contingent 

Liabilities and Contingent Assets – 

requires recognition of a liability 

(provision) as a result of a legal or 

constructive obligation of the entity 

associated with environmental 

protection and clean-up, and in 

certain cases requires recognition 

only of a contingent liability 

Provides information for future cash 

flows, related to environmental 

protection and clean-up by the 

entity, taking into account the 

technology and complexity of the 

process 

Definition of 

operating 

segments 

IFRS 8 Operating Segments – 

requires the entity to disclose 

information allowing financial 

- Provides information for the 

definition of the entity's operating 

segments based on the nature of the 



statement users to assess the nature 

and financial performance of its 

business operations and the 

economic environment 

risks and the various rates of return  

- Provides the necessary analytical 

accounting organisation by 

facilitating the extraction of the 

information regarding assets, 

liabilities, income and expenses as 

a cross-section of the operating 

segments 

- Allows reflection of the effect of 

the management strategy applied 

on the future development of the 

entity's business 

Source: Yonkova, 2012; Filipova, 2012 

  

A characteristic feature of the modern corporate reporting is the increasing 

volume of non-financial information subject to disclosure. According to 

Robert Elliott „.."financial accounting" … limits the reporting entity's 

accountability to financial information, and third-wave (companies in the 

information era, author's note) entities have external accountabilities that go 

beyond financial information“ (Elliott, 1992, p. 74). There is an increasing 

need for disclosure of the risks and management judgements and assumptions 

as part of the information, provided by the internal management reporting. A 

contemporary trend, which is observed in the development of financial 

accounting, is the strive towards presentation in the financial statements of 

information serving the purpose of forecasting certain aspects of the entity's 

future operations and assessment of the risks it is exposed to (Moolman at al., 

2016). This emerges as one of the areas of convergence between the two 

accounting systems considered.  

Financial accounting is more and more noticeably looking at the entity as 

an active economic subject interacting with the market, thus being exposed to 

different market risks. The increasing use of fair values in the measurement of 

certain assets and liabilities is also indicative as to the dependency of the 

reporting entity on the market changes and their impact on the organisation's 

financial performance. The focus on the entity's economics is typical for the 

management accounting as well (Stancheva-Todorova, 2014; Filipova, 2012).  

Another interaction between the accounting systems reviewed is also 

observed with respect to the frequency of presentation of financial statements 

covering periods shorter than one year, especially valid for public interest 

entities. This allows financial information to be used in a more operational 

manner – a characteristic feature of management accounting.  

A new area of convergence is detected along the lines of integrated 

reporting. Its development reaffirms the integration trend between the 

financial and management accounting systems, which are turning into a major 

information base of the integrated report. 



 

INTEGRATION OF FINANCIAL AND MANAGEMENT 

ACCOUNTING SYSTEMS AS A RESULT OF INTEGRATED 

REPORTING  

The coming of integrated reporting is not an accidental phenomenon. It is 

a process rooted in the changes of the information needs of a broad range of 

stakeholders, related to companies‟ environmental, social and governance 

issues and could be dated back to  the mid 50‟s of XX century. These 

evolution changes of corporate reporting are gradually transitioning into a 

new form of integrated reporting. Table 2 presents the main phases of this 

evolution. 
Table 2 

Phase Period Characteristic features 

Phase 1: 

Emergence of 

social and 

environmental 

information  

1960-1990  Advertisements and annual-report sections 

(environmental-oriented)  

 No link to corporate performance  

 Few isolated corporate efforts  

 Start of quality and environmental management 

systems  

 French Bilan Social Law (1979)  

 Toxic Releases Inventory (1987) expanded by the 

Pollution Prevention Act of 1990  

Phase 2: 

Sustainability 

reporting 

initiation phase  

 

1990-2000  First stakeholders report produced by Ben & Jerry‟s 

Homemade Inc. (recommended by the social auditor)  

 Global Reporting Initiative (GRI); Corporate Impact 

Reporting; AccountAbility‟s AA1000 Framework 

(learning through stakeholder engagement)  

 Still dominated by environmental reports  

Phase 3: 

Sustainability 

reporting going 

mainstream  

 

2000-Present  Third-party certification of the reports  

 Increase in nonfinancial reports produced during this 

period (45% of Global Fortune Top 250 in 2002)  

 Sustainability reports  

 GRI‟s Sustainability Reporting Guidelines G2 (2002) 

and G3 (2006)  

Phase 4: 

Reporting on 

material issues  

 

Present and 

Future 
 Integrated Reporting  

 The Sustainability Accounting Standards Board 

(SASB)  

 GRI‟s G4 Sustainability Reporting Guidelines  

Phase 5: 

Convergence of 

corporate 

reporting 

frameworks 

2014-Present  Corporate Reporting Dialogue Initiative (June 2014) 

 The Corporate Reporting Landscape Map 

 

Source: IMA - ACCA, 2016, p. 11 (http://corporatereportingdialogue.com/landscape-map/). 

  

Gradually entities started including limited disclosures of some 

environmental issues in their corporate reports, which expanded over time. 

Some social issues in regard of company‟s activity effects on employees and 

society also emerge. The objective is that companies present information 



concerning their policies focused on the management of the interactions 

between the organisation, the society and the environment (Unerman, 2000). 

Recently such disclosures have been referred to as sustainability disclosures 

but the term has become subject to criticism, as it does not reflect the essence 

of sustainability reporting. (Milne at al., 2009). These disclosures become 

more structured over time, which is facilitated by the development of 

guidelines supporting and encouraging voluntary disclosures. These early 

lengthy sustainability reports failed “to focus on the sustainability impacts 

that are of most significance to the stakeholders or are directly relevant to the 

business” (Deloitte, 2014, p. 3). Despite the deficiencies this approach to 

partial disclosures has been used by the end of the past century. The focus 

remains on the historical financial information of the company rather showing 

its short-term performance than its potential for value creation in the long run 

(Ibid., p. 2). 

The end of the XX century and the early XXI century has seen an upsurge 

of the initiatives related to more structured environmental, social and 

governance company‟s reporting. The criticism against the traditional 

corporate reporting has deepened in the increasing globalisation of the world 

economy, growing policy activity around the world in response to financial, 

governance and other crises, heightened expectations of corporate 

transparency and accountability, actual and prospective resource scarcity, 

population growth and environmental concerns (GRI, 2011). Allen White, 

vice president and senior fellow at the Tellus Institute, believes that there is а 

quiet renaissance in corporate reporting and it is transforming its purpose, 

content and readership.  Accountability failures in cases such as Enron, 

WorldCom, etc. speeded up this process bringing into the list yet again the 

failures of the traditional financial reporting (White, 2005). 

In 2007 the first guideline “Connected Reporting Framework” was 

published by The Prince of Wales‟s Accounting for Sustainability Project. 

The objective was to provide guidelines as to how companies may present in 

an integrated manner their performance and corporate strategy and 

management (IMA - ACCA, 2016). The International Integrated Reporting 

Committee (later International Integrated Reporting Council - IIRC) was 

established in 2010. Its mission is to establish integrated reporting and 

thinking within mainstream business practice as the norm in the public and 

private sectors
1
. 

The overview presented above provides the basis for the conclusion that 

there are historically predetermined links between the integrated reporting and 

financial and management accounting systems, while the former can be 

                                                           
1
 For more details, visit http://integratedreporting.org/the-iirc-2/ 



considered evolutionary development of the traditional corporate reporting. 

The possibility to generate non-financial and future-oriented management 

information, as well as the importance of the historical financial information 

presuppose the preservation of the traditional links between the two 

accounting systems in an integrated reporting environment. 

In June 2014 the IIRC has initiated The Corporate Reporting Dialogue 

(CRD). Its objective is to respond to market calls for greater coherence, 

consistency and comparability between corporate reporting frameworks, 

standards and related requirements
2
. Organisations exerting significant 

influence on the financial and sustainability reporting are involved in it - 

Carbon Disclosure Project (CDP), Climate Disclosure Standards Board 

(CDSB), Financial Accounting Standards Board (FASB), GRI, International 

Accounting Standards Board (IASB), IIRC, International Organization for 

Standardization (ISO), and The Sustainability Accounting Standards Board 

(SASB). The objective is to find a solution to a problem broadly discussed 

over the past years, namely: 

 The existence of host of guidelines, both mandatory and recommended, 

addressing companies‟ financial, environmental, social and governance 

reporting; 

 Provision of high quality financial and non-financial information for the 

entity's integrated reporting; 

 Ensuring efficient communication between the different information systems 

of the entity. 

In its search for solutions the Corporate Reporting Dialogue has developed 

and published The Corporate Reporting Landscape Map. Its objective is to 

assist the users to find their way among the numerous regulations and to 

contribute to the high quality of the published information. The structure of 

this document is shown in fig. 2. There is a three-level comparison, where the 

first level compares the objectives of the standards and reporting frameworks 

reviewed to the <IR> Framework. The second level provides an analysis of 

the extent to which the capitals defined in the <IR> Framework - financial, 

manufactured, human, social and relationship, natural – are covered. It is 

shown that manufactured and intellectual capitals are not covered by any of 

the above-mentioned regulations, unlike natural capital, which is presented in 

5 of the 7 papers compared. Financial capital is covered only by the IFRSs. It 

is evident that no comprehensive presentation has been achieved by the 

standards and reporting frameworks under review with respect to any of the 

eight elements that should be presented in the integrated report. (GRD, 2014) 

  
                                                           
2
 http://corporatereportingdialogue.com/ 



 

Fig. 2. The Corporate Reporting Landscape Map 

 
 Source: GRD (http://corporatereportingdialogue.com/landscape-map/) 

  

There is practical possibility for the financial and management information 

systems to secure information concerning each of the mentioned elements of 

the integrated report, the basis for which is the efficient communication 

between different information systems of the entity. The design of key 

performance indicators and monetized metrics is required in order to provide 

information as to how the organisation creates value and how its different 

capitals are being used. The development of such financial and non-financial 

metrics is within the expertise of accountants. For example, based on their 

knowledge regarding the accounting for the company's capital, they can 

identify its value-added and non-value-added activities, relevant to its 

business model. The risk and opportunities-related information produced by 

the accounting systems could facilitate the analysis of the external 

environment and its impact on the company's ability to create value in the 

future (IMA - ACCA, 2016). Such information system integration requires 

communication between the different employees of the company, revision of 

their functions and proper direction of the information and communication 

flows between them, as well as with the environment. 

The use of information from the accounting systems in the preparation of 

the integrated report contributes to the solution of the issue related to the 

quality of the latter. A characteristic feature of the accounting systems is the 

existence of control mechanisms, especially those concerning the information 

produced for external users. The mandatory financial audit is a guarantee for 
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the transparency and quality of the information published in the entity's 

financial statements. Despite the lack of institutional tools the quality of the 

management accounting information may also be guaranteed through internal 

audits, separation of duties, assignment of specific control functions, etc.   

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



CONCLUSION 

The development of the integrated reporting over the past two decades has 

resulted in effective practical solutions, the adoption of uniform indicators as 

to the effects of the utilisation of the capitals, as well as common criteria, 

which corporate reporting has to meet in order to achieve the sustainable 

development objectives. On the other hand, companies are facing a serious 

issue related to the existence of host of regulations concerning the same 

matters, requiring presentation of information from different sources. This 

requires more efforts, administrative costs, as well as lack of clarity as to what 

should be subject to disclosure, who needs this information and how should it 

be communicated. The users are also having difficulties as according to them 

corporate reports contain a large volume of immaterial information, which 

prevents them from grasping the essence of companies' performance. 

The development of the integrated reporting has also given rise to the need 

for reassessment of the role of the accountants. Accountants are currently 

experts in the preparation and presentation of financial information, but they 

also have knowledge of multiple accounting tools, as well as well-developed 

analytical and judgement skills. Therefore, they might not only be involved 

in, but they could play a key role in multidisciplinary teams in the preparation 

of the integrated reports. This requires broadening of their knowledge of the 

non-financial information. The issue concerning the accounting education in 

an integrated reporting environment by the companies is broader and requires 

more focus on research initiatives in this area. Integrated thinking is a new 

concept requiring specific knowledge and skills. Another important aspect is 

the need to promote the integrated reporting concept as early as tertiary 

education level, thus provoking reconsideration of the education curricula and 

syllabi. 
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Abstract: The topic of the study is set in the aspect of: the increasing needs of 

the users of financial and non-financial information in the Annual Financial 

Statement; legislative changes for disclosure of the non-financial information 

in the AFS in force since 1
st
 January 2017; the lack of experience in Bulgaria 

for disclosure of non-financial information and the search for good practices 

in other countries where they exist and are developed. The main question 

which is related to the study is: Is a higher quality of the information in AFS 

achieved for the users through the disclosure of the non-financial information? 
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The circular economy 

Within the global economic space, the topics requiring the efforts of 

various interested parties are increasingly uniting scientists and specialists 

from the practice of several professional directions. One of said topics is 

related to the sustainable development, which foundations wеre laid back in 

the 1960s. The focus is placed on the relation between environment and the 

use of the limited natural resources, on economy and social well-being. A 

fundamental component in the scope of sustainable development, which 

started developing later, in the 1970s and is introduced as a new concept is the 

circular economy. The basic idea asserted particularly by the circular 

economy, is related to the circular process in economy and the pursuit of low 

impact upon environment, by means of limitation of waste and the excessive 

use of resources and the possibility to use the goods, after their initial use, as 

raw material for secondary production, recycling, etc. [19] Evidently, 

recovery appears to be a characteristic of the circular economy. The European 

Commission drew-up and published an action plan enforcing the circular 

economy in December 2015. [17] The regulatory changes affected accounting 

as well through the adoption of the European Directives 2013/34/ЕU and 

mailto:gnikolova@bfu.bg


2015/95/ЕU in the part concerning the reporting of non-financial information 

in the annual financial statements (AFS) of general purpose of undertakings, 

which the member states transposed into their national legislation. 

 

Arguments on the timeliness of the topic 

The arguments in support of bringing forward for discussion the topic 

related to the non-financial information in AFS of general purpose are found 

in multiple directions. This is due to its significance for various interested 

parties: users, authors, auditors, legal regulation with regard to its application.  

 

In the first place, it is the significantly increased interest on behalf of 

investors and other users to the information (financial and non-financial 

one) in the AFS of the undertaking, and definitely with prognostic function. 

Said interest appeared worldwide decades ago, but the growing demands of 

users of financial and non-financial information in AFS with prognostic 

purpose set the need of discussions, formulating proposals and activities on 

the topic, including also legislative ones. The progressively growing 

requirements of partners and other users to public accounting information 

(financial and non-financial one) with regard to its prognostic function are 

proved by several publications on the topic as well. [14,16,18] 

The contemporary AFS is an integrated statement
1
, considering the 

financial and non-financial information it comprises. Empirically, this 

assertion has been also confirmed in a study of 2013, where part of the 

outcome shows that: 92% of investors surveyed agreed or strongly agreed that 

financial and non-financial information should be more integrated. [18] It is 

no mere chance that, the title of the annual statement commonly accepted 

until recently as “accounting” was replaced by “financial”. Said change is not 

at all formal, but it is meaningful. It is so, because the annual statement of an 

undertaking becomes more and more financial than just accounting. It 

comprises more and more tentative estimates, discounted estimates, etc. The 

financial information provides a view rather to the past and allows to reveal 

some issues in the operation of the undertaking, while the role of the greater 

portion of the non-financial information is perceived rather as an insight into 

future, allowing also projections and forecasts forming the bases of adequate 

business solutions to be undertaken, therefore their interrelated application is 

                                                           
1According to Lyutakova А., The Non-financial statement in Accountancy Act – the new title of the old 

non-financial information. An integrated financial statement is a process of creating an integrated 

statement comprising combined financial and non-financial statement, which as a whole explains the 

ability of the undertaking to create added value. As indicated by Lyutakova, the European Federation of 

Accountants defines corporate reporting as a combination of financial and non-financial information. 

When the non-financial information cannot be reported it should be disclosed (A recommendation by the 

Commission 2001/453/ЕC). 



required. And another supporting statement “the financial information shows 

what is happening whereas the nonfinancial information shows why it is 

happening”. [13] 

The share of intangible assets in the composition of total assets used 

in the undertaking is increasing. The value of knowledge in the price of 

business effects is growing and they become a key factor for economic 

growth. The outcome of a study shows increased investor interest in 

intangible assets. Even further, “Assets managed under investment strategies 

incorporating non-financial information represented in excess of EUR 10.5 

trillion globally, of which almost two thirds are managed by European 

investors.” [18] 

The discrepancy between business market value and its accounting 

valuation, resulting from the fact that the scope of contemporary traditional 

accounting does not cover items that have a significant impact on the 

operational business results, but could not be included in its statement since 

the criteria for recognition and assessment will not be met. Examples for 

such assets are: intellectual capital, customer loyalty, etc. 

The existing different legal regimes in individual countries with regard 

to disclosure of non-financial information in the AFS of the undertaking 

makes such information incomparable, we have to note this further on. Up to 

date, there are differences in the regulation of non-financial information 

disclosure at national, regional and global level. For example, in Great Britain 

additional regulations are under development [21], in Germany “the final 

legal text is not available yet, but a preliminary draft published by the 

responsible ministry largely follows the original text of the Directive” [18], 

while at home – the Directive is transposed into the Accountancy Act and 

other ones. Furthermore, in individual countries, the requirements for 

disclosure of non-financial information in the AFS have different parameters, 

which for sure require a link between professional and legislative authorities 

in order to reach the European and international standardization, or at least a 

level of comparability and better understanding. Based on that, we think that 

they should strive to achieve comparability of non-financial information, in 

the same way as it is done for financial information, in view of improving its 

usefulness. 

The pursuit of unification of the requirements to non-financial 

information in AFS is verified by the drafting of European Directive 

2014/95/ЕU. There are visible efforts of the professional organizations and all 

interested parties to achieve standardization in view of enhanced quality of 

the non-financial information disclosed in AFS in the EU member states. 

Even prior to the issue of ED/2014/95/ЕU, some of the undertakings reported 

non-financial information. For example, for the first time Sony in 1994 



prepared a report on corporate social responsibility. [22] Currently, about 

6 000 companies will be affected EU-wide by the Directive, but no actual 

methodology and mandatory data have been developed and presented, which 

actually gives to us some grounds to assume that this will happen, because the 

corporate social responsibility topic is significant for the EU. [8] 

In the Republic of Bulgaria, a new Accountancy Act is effective from 

the beginning of 2016. It further develops the requirements for disclosure of 

non-financial information compared to the old act. The adoption of the new 

Accountancy Act was prompted by the implementation of European 

Directives
2
 concerning the information in the AFS. Only the requirement for 

preparation of Non-financial statement by the newly adopted act shall become 

effective from 1 January 2017
3
, in accordance with the deadline generally set 

by the European Directive 2014/95/ЕU. 

 

The bibliographic review clearly shows high publication activity of 

scholars from various countries, including also Malaysia
4
. The topic of non-

financial information is a topic under development. Multiple publications 

evidence that scholars all over the world are studying the disclosure of non-

financial information in various aspects, in order to indicate the respective 

points of discussion and to seek for adequate solutions. A bibliometric study 

shows that the analysis covered 787 academic articles on the topic of non-

financial information published in 53 magazines over the timespan 1973 to 

2013. [5] Some important questions among the ones raised are: How is non-

financial information defined in literature? Can non-financial information be 

precisely defined? How has interest in non-financial information evolved 

overtime in the academic literature? etc. Obviously, interest in non-financial 

information is greater especially after 2000, which is confirmed by a study 

of the Canadian Institute of Chartered Accountants made in 2011. It indicates 

that the new perspectives for public interest and confidence in capital markets 

after 2000 set a new aspect and respectively new regulations concerning 

financial statements, which is related both to possibilities and risks. [9] 

We consider that the lack of sufficient accrued experience in the 

preparation and disclosure of non-financial information during the 

transitional years in our country appears to be a serious argument for us to 

try searching the experience of other countries and to distinguish some 

controversial questions related to non-financial information in AFS. 

                                                           
2
European Directive 2013/34/ЕU and European Directive 2014/95/ЕU. Refer to § 2 of the Additional 

Provisions of Accountancy Act. 
3 Refer to § 29 of Transitional and final provisions of Accountancy Act, effective from 1 January 2016. 
4 We note as far as the University Teknologi МАRA, Malaysia is co-organizer of the current conference. 



In this regard, it would be nice to look for the best practices and their 

feasibility under the existing national requirements, as well as developing the 

latter on basis of well-grounded standpoints. For example, Great Britain has 

been cited as a leading European country with regard to disclosure of non-

financial statements. [12] 

The expected regulatory changes with regard to non-financial information 

regulation are: requirements to undertakings that have to prepare non-

financial information in their statements, incl. also by sectors; a system of 

indicators, their measurement and the form of non-financial information in 

view of enhancing its comparability; interconnection between financial and 

non-financial information, etc. The thesis is discussed in a number of 

publications at home and abroad. [11,12].  

Some controversial questions 

Authors’ research of specialized literature and legal framework at home 

has been conducted with the purpose to pull out and formulate significant 

issues for discussion and a scheduled empirical study   on the subject of non-

financial information. In that regard and considering the diversity and 

significance of the outlined questions, we will try to systemize them in the 

following several tentatively differentiated groups, formulated for the 

purposes of the current study. The grouping has been done mainly in view of 

information optimization, due to the volume constrains to this exposition. 

First group. Controversial questions related to the legal regime of 

non-financial information. 

In the EU member states, including also the Republic of Bulgaria, the 

share of small and medium undertakings is above 90 % of the registered ones. 

This means that if, according to the rules of applicable accounting legislation, 

there is no obligation for them to disclose non-financial information, such 

obligation remains at the discretion of the management of said undertakings. 

In this regard, one major question is distinguished, namely – there is no 

requirement for obligatory disclosure of non-financial information to 

undertakings from sectors having strong negative impact on environment, 

i.е. affecting directly environmental balance. 

The following question is also set for discussion – What are the 

expected regulatory changes in non-financial information in AFS of the 

undertaking, including: 
 

For which undertakings, the preparation and disclosure of non-

financial information shall be mandatory, whether not only quantitative 

criteria but also qualitative ones should be introduced, by focusing on the 

environmental impact. We also find it appropriate to develop the discussion 

with regard to the possibility to introduce additional criteria for reporting of 



non-financial information by sectors. It is known that the non-financial key 

indicators are rather specific to each branch and even to each individual 

undertaking. As far as key indicators of general sectoral nature exist, it could 

be possible to develop, establish and implement a methodology for reporting 

of non-financial information both common to all undertakings and by sectors. 

Empirical confirmation of the need of sectoral specifications was obtained by 

the research held in 2013 by АССА. [18] We certainly support the 

recommendations to consider the sectorial membership of the undertaking 

when reporting non-financial information, as far as such membership 

significantly impacting environment really exists. Undoubtedly this appears to 

form the basis for debates, discussions on the topic, in order to achieve a 

better standardization and guidance for reporting of non-financial 

information. 

The non-financial statement is subject to verification of its availability and 

audit in our country, pursuant to the provisions of Art. 37, para. 6, i.2 and i.4 

of the Accountancy Act. In the specialized literature there is an ongoing 

discussion concerning the necessity of additional educational requirements 

to auditors. Some publications of the Institute of Certified Public Accountants 

(ICPA) show interest in the topic in our country. [4,20] The Canadian 

Institute of Chartered Accountants, in one of its studies also raises a number 

of questions related to non-financial information that are worth our attention, 

including: “Who should be doing the calculations and judgment involved, 

what relevant experience and educational background should the auditor or 

assurance provider have?” etc. [9] We think that the leading initiative in our 

country should be on behalf of ICPA. 

The development of a system of indicators in order to obtain 

comparable non-financial information requires specific resources: time, 

funds, involvement of experts from various professional areas, etc. Authors’ 

research of publication activity and legal framework shows that currently 

there is no generally accepted system of administering and reporting of non-

financial information, comprising comparable data of the politics held by the 

undertaking, which is mainly due to difficulties in measuring the diverse 

indicators and the various needs of its users. This requires raising and 

considering the issue for the development of a system of comparable 

quantitative and qualitative indicators, which authenticity could be verified. In 

empirical aspect, an example for that are some publications of Harvard 

scientists working on a study of the factors affecting the non-financial 

information, as well as on the development of a system of comparable non-

financial indicators. [10] 



Expected regulatory changes in terms of more precise requirements to 

the preparation and disclosure of non-financial information in AFS. A lot 

of EU states have a national legislation, internal regulations governing the 

disclosure of financial and non-financial information. To harmonize the 

process, the EU decided to establish uniform rules through the introduction of 

ED 2014/95/ЕU, which sets the requirement for reporting of non-financial 

information. The outcome of an empirical study conducted in 2013 show that 

“84 % of the investors surveyed agreed, that established standardized 

reporting frameworks should be used by companies.” [18] 

Second group. Controversial questions related to the contents of 

non-financial information in AFS. 
First of all, let’s note the relationships or rather the absence of such 

relationships between financial and non-financial information. In our 

country, the non-financial information is discussed independently in art. 39, i. 

2 of the Accountancy Act without any relationship with the information under 

Art. 39, i. 1 of the same one. In some cases references are made between 

financial and non-financial information for example to accounted revenues 

from sale of carbon emissions, as well as for recycled waste, which is in the 

aspect of the circular economy. Reference could also be made to provisions 

accrued by contractual penalties, greenhouse gas emission allowance reported 

as environmental assets, etc. [12]. The current way of presenting the non-

financial information in the AFS isolates it from the financial one. 

Undisputedly, non-financial information supplements the financial one, but if 

something has not been disclosed, i.e. is hidden inside the financial 

information, it could hardly be presented in the Non-financial statement of the 

AFS. We believe that the necessity of improving the relationship between 

financial and non-financial information in AFS is one of the basic issues of 

the discussion under this topic, considering the integrated nature of AFS, as 

well as the fact that all efforts of theorists, practicians, professional 

organizations and legislative bodies should be focused on finding a balanced 

solution. 

There is an existing discussion related to the requirement for 

disclosure of religious affiliation of the employees in the undertaking, 

affecting the individual. [12] Such information is related to the so called 

diversity policy and shall be reported as part of the non-financial information. 

We think that the non-financial information in AFS as a whole and in its part 

concerning the employees’ religious affiliation is closely related to the culture 

of the society where the reporting takes place. 

There are discussions in contemporary Accounting related to failure to 

state items which do not meet the criteria for distinguishability, recognition, 

trustworthy assessment and disclosure, while at the same time they have an 



impact on the operational result, respectively on the business price. And 

according to us, this appears to be another milestone in the discussion about 

non-financial information. In the current business conditions, the undertakings 

manage assets of significant value, which at the same time are not shown in 

their accounting balance sheet. There is a growing absolute and relative 

expression of: intangible assets, professional and moral-ethical virtues of 

employees, social and environmental responsibility of business to society, 

etc., to which currently the accounting standards for evaluation and 

recognition are not applicable, hence for disclosure in the financial section of 

the AFS. Currently, the business uses the possibility to report non-financial 

information particularly to legitimize this significant part of its assets, which 

for a great part of the undertakings is a key factor to increase their 

profitability
5
. Personnel, for example, “skills morale, and training of the 

workforce, can be as valuable to an organization as tangible assets.” [13] 

Next comes the controversial issue about the occurrence of unbalanced 

ratio between the current market value of business and its accounting 

value. According to American studies in this area, the average ratio between 

the accounting and market values of companies is 1:6,5, even higher for 

companies with higher added value of personnel, which may reach 1:30. [15] 

Such misbalance reveals a significant amount of assets at the disposal of the 

company which are not reported by the accounting in company’s balance 

sheet. In order to overcome this, the undertakings take advantage of the 

possibility to report the assets not listed in the accounting statement in the 

non-financial information section. In this regard, it is important to note that 

non-financial information has a more limited application in the current 

period, since its importance is reflected in business mainly in the long term. 

[7]. The assets reported through non-financial information, besides being 

rather assets of future economic importance, also do not affect the taxation in 

the reported period. 
There is another ongoing discussion concerning the impossibility to 

replace financial with non-financial information. Undoubtedly, non-

financial information is an important supplement to financial information, but 

these indicators are not able to replace them. The essence of non-financial 

information, mainly may lead to meaningful explanations of imbalanced 

ratios between the accounting and market value of the company and future 

business solutions. In empirical aspect, a publication of scientists from the 

University of Primorska, Slovenia shows that the non-financial ratios may be 

considered as completing the financial ones, but for sure they are not able to 

replace them. [14] We consider that there should be more precise 

                                                           
5 A number of studies under this subject have been done in various countries, incl. Malaysia, Ruanda, etc. 



requirements with regard to their location, role and meaning in company’s 

Financial Statements, as supplements to the financial information. 

Third group. Controversial questions concerning the 

quality of the non-financial information disclosed in the AFS. 

Unlike the financial information presented in the AFS, the 

non-financial one uses different quantitative and qualitative 

measures, which makes it incomparable between the individual 

undertakings, sectors and countries. The topic about the evaluation 

has always been defined as a milestone of Accounting. A statement 

expressed by David Wilson, comments: “It has been five hundred 

years since Paccioli published his seminal work on accounting and 

we have seen virtually no innovation in the practice of accounting – 

just more rules.” [14] When using financial information, economic 

indicators are created and expressed through monetary measure, 

while the non-financial information is descriptive. Examples of its 

representation are: figures, absolute values (of customer 

satisfaction), as well as relative weights (number of claims per 

1 000 products sold). The non-financial information comprises both 

quantitative and qualitative indicators, i.e. various measures are 

applied in order to measure it. Their main purpose is to cover and 

explain in a non-financial manner, interrelations that are significant 

for the undertaking, but are not covered by the traditional 

accounting due to failure to match the asset definition. The 

specialized literature suggests two approaches to overcome this 

issue: “the first one – to reshape the philosophy of accounting 

practices, and the second one – in traditional accounting, financial 

ratios to be explained in a non-financial, descriptive way”. [14] The 

professional community clearly reveals tendencies for adopting and 

applying the second opinion, which is certified by the growing 

number of non-financial indicators represented in the AFS system 

of financial indicators. The issues related to disclosure of non-

financial information raised for discussion abound in the accounting 

collegium. There are few of them, raised by a study of the Canadian 

Institute of Chartered Accountants, namely: Are we satisfied with 

the assessment of the financial impact on the surrounding and social 

environment and the regulations related to that? Is it possible non-

financial information to be financial? and Why the non-financial 

information is in the context of AFS? [9] Having in mind the scope 

of the questions raised for discussion, we think that attention should 

also be drawn to the educational qualification of the persons 



drawing-up, auditing and using the integrated financial 

statements. 

In the specialized literature there is also an ongoing 

discussion on the topic of possible, expected benefits or risks from 

the presentation of non-financial information in the AFS of the 

undertaking, including also its use for advertising purposes. In this 

respect, scientists from Ruanda, in their study analyzing the role of 

reported non-financial information during decision making in the 

private sector, come to the conclusion that “financial and non-

financial information are important in the decision making process. 

Both parts of the information comprise valuable concepts that might 

contribute to interesting results if correctly applied.“ We would also 

add and correctly drawn-up, due to the possibility of “information 

noise” caused by various objective and subjective causes. 

The manner of examining the level of “noise” while 

measuring non-financial information, is related to the quality, 

reliability and usefulness of the non-financial information used. The 

noise is related to the possibility for change in presenting the 

measurement on behalf of the undertaking’s management, by 

changes in the economic environment (for better or worse). The 

results obtained from the study conducted on the level of “noise” 

with non-financial information indicate that non-financial 

information is much more susceptible to external “noise” than the 

one subject to accounting valuation, and this appears to be an 

alarming signal. The way non-financial information is used by 

different users also has a great importance for its usefulness as a 

whole. The outcomes of the empirical study on the subject 

conducted in Ruanda indicate that non-financial information has to 

be a part of the managerial report, but to the extent it is voluntary, 

this provides significant benefits for organizations in accordance 

with their commitment to users and reputation. [13] Furthermore, 

the non-financial information very often is used for political 

decisions, etc. This is one aspect to view financial information, 

which relates it to the culture of the society where the business 

entity operates. 

The specialized literature rightfully raises the question – what are the 

quality control systems of disclosed non-financial information – internal and 

external. The topic concerning quality control of the information reported in 

AFS is of great importance, since it appears to be the main source for decision 

making by users external to the undertaking. In the publication activities 



under review, a number of authors, working on the topic, underline the 

necessity to build an adequate control system of non-financial information 

and its deeper interrelation with the financial one. [7] We definitely think that 

it is necessary to organize and place adequate control both inside the 

undertaking and by external authorities with regard to the integrated 

statement, and furthermore, to determine the duties of the persons involved in 

control activities. 

A key issue lying at the basis of all studies related to the topic of non-

financial information in AFS is how does non-financial information publicly 

disclosed, usually through the web site of the undertaking, affect the quality 

of AFS, respectively the decisions made based on it by different interested 

parties. We consider that, we have to seek the answer to all controversial 

questions presented herein in direct compliance precisely with the 

enhancement of quality of non-financial information, hence its enhanced 

usefulness for the users it is addressed to. The examples of empirical studies 

conducted by scholars from various countries in this aspect are multiple, for 

example in Malaysia [15] and in Latvia [2]. 

A controversial question which is of great significance for the current 

study is presented in a study under the following subject: What do investors 

expect from non-financial reporting? by АССА in 2013. [18] On 16 April 

2013 the European Commission presented new requirements for disclosing of 

non-financial information to all big companies in the EU. The results show 

that in order investors to use non-financial information, it has to be 

comparable between the undertakings; the non-financial information has to be 

better integrated with financial information and that the accounting 

mechanism has to be a part of Non-financial information, rather by means of a 

new mechanism for its provisioning. The study comes to the conclusions for: 

encouragement of the use and harmonization of the existing framework for 

reporting compared to the growing demand for comparability; responsibility 

for the mechanism of preparing non-financial information. The results show 

that many companies place efforts to understand how non-financial 

information is perceived by investors and which is the most efficient way to 

report it. Undertakings need more instructions on how to present these 

regulatory requirements in practice and how to integrate financial and non-

financial data. 

Fourth group. Controversial questions related to the preparation of 

non-financial information. 

The thesis for teamwork during the preparation of non-financial 

information in AFS is increasingly asserted. The contemporary AFS of 

general intended use, drawn up by the undertakings has become an integrated 

statement, via which the undertakings clearly demonstrate their commitment 



to society. The preparation of such integrated statement involves various 

experts [16] in the field of: IT-specialists, photographers, environmental 

experts, sociologists, managers, market experts, electronic data are being 

audited, etc., where accountants still have the main and coordinating part. 

Considering the evidences that: the form of publishing financial and non-

financial information by the undertaking is digitalized and it is published in 

the web space, which has become a standard
6
, as well as, that the most 

commonly used channel to access non-financial information is the company’s 

web site, the role of technical experts is growing. 

Fifth group. Controversial questions related to the value (added 

value, efficiency) of the reported non-financial information. 

In the discussion on the topic of non-financial information, the thesis 

for search of efficiency is asserted. This refers to the costs: benefits ratio 

during the preparation and disclosure of the non-financial information in AFS 

of general intended use in the undertaking. As a result of a study on the 

subject, Romanian scholars come to the conclusion that proceeding from the 

hypothesis for growing financial information disclosure, this should 

correspond to a growing revenue of the undertaking. Furthermore, sometimes 

non-financial information is being related to higher costs, rather than to 

benefits out of its preparation, especially for small companies with uniform 

business. [7] The fact that for companies disclosing non-financial information 

the costs are significantly raised, including such for: salaries, information 

technologies, etc. is indisputable. Bearing in mind that non-financial 

information is intended for external users mainly, the management should 

also consider whether the undertaking may come to the point of higher costs 

incurred than benefits gained from its preparation. 

Undoubtedly, non-financial information raises the price of AFS. It is 

so, because it comprises diverse information, which has to be prepared by 

non-accountants also, for example: sociologists, IT-experts, environmental 

experts, market specialists and other experts. In the course of works related to 

the preparation and disclosure of non-financial information in AFS the 

leading part belongs to the accounting specialists, along with multi-discipline 

teams of experts in the preparation of integrated financial statement, which 

definitely leads to higher cost of the AFS of any undertaking. 

Sixth group. Controversial questions related to the form of the non-

financial information disclosed in AFS. 

There is an existing discussion in the specialized publications at home 

about the title, under which non-financial information is announced by the 

undertaking. According to Ali Veysel, the title “Non-financial statement” is 

                                                           
6Refer to Accountancy Act, Art. 49 (2), b. B 



more appropriate than the current “Non-financial declaration”, since it is 

translated by the European Directive 2015/95/ЕU. We think that there should 

be correspondence between the meaning, contents and intended use of this 

relatively new information in AFS. 

In the specialized literature there is an ongoing discussion on the topic 

whether non-financial information should be presented in the language of 

national economy only, where the individual undertaking / group operates, or 

on the contrary – non-financial information,  having in mind the wide range of 

local and foreign users, should be presented in the local and in English 

language as well. The discussion is relevant, as far as demands of interested 

parties outside the country of operation of the undertaking are considered. A 

publication on the topic comes to the conclusion that the web site in foreign 

language for Romanian companies has less impact on their market prices, 

because the annual and internal financial statements have a greater impact. [3] 

We think that since there is no specific regulation to this matter at home, 

when assessing the number of languages in which non-financial information 

shall be published (in Bulgarian only or in a foreign language as well), one 

should take into consideration its actual users. 

Due to the fact that there is no standard developed, uniform 

methodological guidelines on the preparation of non-financial information in 

AFS and the different measures applied, the level of detail in non-financial 

information disclosure is different. “The IIRC has argued that it is not 

necessarily intended that organizations be required to disclose forecasts or 

projected results. Rather, they should simply disclose the material raw 

information that would enable investors and other stakeholders to run models 

or make their own predictions about the future value creation potential of the 

organization”. [9] This shows that a discussion on the topic could only bring 

benefits to a possible future regulatory specification of the level of details in 

non-financial information, considering the actual demands of the interested 

parties. 

Some other questions, of no less importance, could be also drawn in the 

context of non-financial information, for example related to: the impact of 

sanctions, provisioned by the legislation effective in our country, and whether 

the role of non-financial information in AFS is rather formal or real, but due 

to the volume constrains to our exposure, our pursuit is to place some of them 

for review and to provoke a discussion on some of them. 

 

Conclusions and trends 

Contemporary global society is informational one, but information may 

either help a business entity raise its value or may heart it, for example 



reporting for violations related to harmful emissions into air. Therefore, the 

precise preparation, reporting, auditing and use of financial and non-financial 

information in the integrated AFS of the undertaking become increasingly 

important to many interested parties. In that sense, the topic is exceptionally 

relevant and is dynamically developing. It has high scientific, practical and 

regulatory activity. Even if the topic is new and there are various ongoing 

initiatives, the expectations of the accounting community, of auditors and 

practice are directed to even more precise regulations, to achieve more fine 

arrangement of the legal regulation of non-financial information with regard 

to its reporting, quality, comparability and relationship with financial 

information, as far as non-financial information appears to be supplementary 

to financial information. In the different countries there are different legal 

regulations existing, and just recently by the implementation of ЕD 

2014/95/ЕU, actions, although initial, on the synchronization of commonly 

accepted rules have been undertaken in our country. The form in which non-

financial information is currently prepared places it in isolation from the 

financial one, which is related to some constrains in its use. This places the 

necessity to choose comparable objects and based on this to build a measuring 

system, which will increase the comparability of non-financial information, 

hence its usefulness. We are convinced that the undertakings should not just 

copy indicators used by other undertakings. On the contrary, the undertaking 

will be in a solid position, if it selects the disclosed non-financial information 

and interrelates it with the financial one in the AFS. Definitely, currently a 

number of benefits but also risks are derived from the reporting and use of 

non-financial information in the AFS. Therefore, it is required to develop 

adequate control systems to test non-financial information, to ensure lack of 

mistakes and omissions which might affect the business decisions. And last 

but not least, we consider that the topic of non-financial information is related 

also to the culture of society and business, to the environment where the 

undertakings operate and where the control systems function. Of course, this 

discussion is closely related to the sensitive issue about the deficiencies of 

traditional accounting in recognizing, evaluating and presenting the assets of 

contemporary business. This explains that the standardization process is 

definitely related to the need for time, resources and many more discussions 

on the subject. 
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Technological innovations represents new technologies, created in the 

R&D institutions and implemented (absorbed) by private companies for 

meeting explicitly identified commercial needs. However, to respond on the 

most challenging realities we have to refer to technological innovations as the 

new combinations of resources, which should be properly implemented for 

the structural reforms, undertaken in the local, national and global economies. 

Besides, the new understanding of technological innovations is required to 

cope with the “parade of identities” and to manage this move on the basis of 

“national (regional) comparative advantage”. The new insights into 

“technological innovations” and its application for confronting the most 

challenging national and local needs will be presented in this article. 

 

When thinking about the prospects of economic development of 

companies, regions, countries or of the world economy in general one 

shouldn‟t ignore the general frame of the contemporary economic beings, 

which is substantially affected by the ongoing downstream stage in the life 

cycle of the global economy. Generally speaking, the main sources, spurring 

the economic growth during the 20
th
 century, are almost exhausted. Economic 

actors whether they are business managers, government decision makers, 

investors or even householders have been trying to unveil the new prospects 

for investing money, creating new jobs, launching the long-term projects and 

hence - retaining their economic growth. The question “where to go” in a 

sense of economic activities became the main question of our days. Does this 



questions could be responsive within the existing economic mainstream? 

Could the contemporary economic science navigate the global society to the 

new economic highs through the harsh realities of economic crisis, economic 

contradictions, trade wars, financial fluctuations and increasing uncertainties 

and economic risks? The most probably the answer is no.  

 

The increasing mismatch between the real needs of the societies and the 

dominating mainstream in the economic science restricts the economic 

development and frustrates the decision makers. The irrelevance of the 

contemporary economic science, expressed by the American economist 

Chalmers Johnson, is widespread: “It is helpful to think of the economist as a 

laboratory scientist. The economist sets up a model and has control over the 

parameters and exogenous variables. The “experiment” is the model itself. 

Once the model is setup, the economist starts the experiment and watches to 

see how the endogenous variables evolve over time…”
1
. Probably, behind the 

economic monitor detecting the economic trends with data, economic 

indicators, pictures and graphs the most urgent task is to turn our collective 

mindset from the scholastic ideas and theories to the reflection of the real 

economic challenges responding on it in the most appropriate way. Worth 

mentioning here the words, said by the Nobel laureate American economist 

Paul Krugman: «The important thing to realize is that at this moment, as we 

speak, we are witnessing an extraordinary failure of economic policy, 

something that I think most of us thought could not happen. And what has 

happened in the public discourse over economic policy has been extraordinary 

fiscalization of the discussion what is really a crisis that originated in the 

private sector, clearly a crisis which did not involve misbehavior by a large 

number of governments has nonetheless been diagnosed as a problem that is 

essentially fiscal»
2
.  In the similar situation during the shocking economic 

crisis of the middle of 1970th the other outstanding American Prof.Robert 

Heilbroner opened the meeting of the leading economists, gathered for 
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discussion of how to overcome the ongoing recessions, by saying: “There is a 

word that makes professors of economics wince these days, as I can testify 

from personal experience. The word is, of course, relevance. ...What has 

diminishing marginal utility to do with giant corporations, the military-

industrial complex, imperialism, ghetto life? Isnt‟ time spent on the study of 

marginal utility simply time diverted from the consideration of real issues, 

such as these? Worse, isn‟t the very act of taking seriously a figment like “ 

diminishing marginal utility” apt to cultivate an ivory-tower frame of mind 

that will no longer wish to come to grips with the brute problems of the real 

world?”...the charge of “irrelevance” is no longer an objection that can be 

easily overcome, but a serious challenge to the validity of the discipline 

itself.” His concluding question is valuable so far: “Is economics a penetrative 

and reliable guide to the nature of society?”
3
. His words are actual so far.    

Economists need to revise profoundly the essence of the theoretical 

backbone of its science. The core substance is, of course, technological 

innovations. The most significant words on that matter was saying by the 

other outstanding American-Russian economist and Nobel laureate Simon 

Kuznetc: “...the changing course of economic history can perhaps be 

subdivided into economic epochs, each identified by the epochal innovation 

with the distinctive characteristics of growth that it generated”
4
. In some sense 

the key role of technologies in economic development is not new. One of the 

most known theory of the technology-based economic growth belongs to the 

Nobel laureate Robert Solow, who has explained the long term economic 

growth by the technological progress. However, this is the “exogenous” 

economic growth model, which means that the technologies have been 

emerging outside the economic systems and are treated as “the manna from 

the heaven”
5
.
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The basic theoretical idea, underlying the Solow‟s model is the Cobb-Douglas 

production function
6
: 

Q(L,K) = A L
β
 K

α
 

Where: 

- Q is the quantity of products. 

- L is the quantity of labor. 

- K is the quantity of capital. 

- A is a positive constant. 

- β and α are constants between 0 and 1
7
. 

 

The Cobb-Douglas and Robert Solow correlations mean that the 

economic growth, measured by the gross economic output, requires the 

steadily and proportionally growing capital and labor input. “Today's linear 

„take, make, dispose‟ economic model relies on large quantities of cheap, 

easily accessible materials and energy, and is a model that is reaching its 

physical limits” 
8
. On the contrary, the new economic mainstream, probably, 

will consider the technologies as the key economic factor, created within the 

economic system or emerging endogenously. Hence the new economic 

mainstream will be based on the endogenous model of economic growth, 

implying the flexibility of capital-labor cohesion, determined by the rapidly 

changing technologies. In this regards the more profound understanding of 

technologies as the main driving force for economic growth is required and 

we will endeavor to explain some of its peculiar characteristics.  

The decisive role of technologies in the economic development is not 

totally recognized. Reflecting the widespread vision of technology-driven 

economic growth the polish economist Maciej Wituskyu writes: “The 

innovation craze that has engulfed policy circles in many environments and 

countries sometimes strikes me as counterproductive. Spending billions on 

programs promoting innovation is a way of generating jobs in public 
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administration rather than in high-tech garage start-ups.”
9
. To develop the 

new economic theory we should overcome this misunderstanding of the 

decisive role of technologies in economic development and the words, says by 

Simon Kusnets are the most appropriate in this regard: “A country's economic 

growth may be defined as a long-term rise in capacity to supply increasingly 

diverse economic goods to its population, this growing capacity based on 

advancing technology and the institutional and ideological adjustments that it 

demands”….”if technology is to be employed efficiently and widely, and, 

indeed, if its own progress is to be stimulated by such use, institutional and 

ideological adjustments must be made to effect the proper use of innovations 

generated by the advancing stock of human knowledge”
10

. We are treating 

this statement as the very significant point of origin for the further theoretical 

investigations of economic growth and development. 

The definition of the key term for technology-driven economic growth 

should be elaborated properly at the very beginning. It was emphasized in my 

previous publications:  “the existing misunderstanding of technological 

innovation as a real means for recovering economies from a harsh economic 

crisis represents one of the most decisive barrier on the way of shifting 

societies to innovations”
11

. The “IGI Global” gives expressions of the most 

widespread conceptualizations of the notion “technological innovation”:“A 

variety of scholars from different disciplinary backgrounds have studied how 

people and companies create new uses for new or existing technologies, and 

how these new innovations diffuse within populations….”Technological 

innovation comprises activities that contribute to the research, development 

and design of new products, services or techniques, or to improving existing 

products, and generates new technological knowledge”…”The introduction or 

alteration of some form of technology (often information technology) into an 
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organization”
12

.    Our personal definition of the technological innovation is 

the following: technological innovations
13

 are the new technologies, created 

in R&D institutions and implemented (absorbed) by the private companies for 

meeting their explicitly identified commercial needs.  
Some key characteristics of the technological innovations stemming 

from the definition given above should be specifically emphasized: 

- technology represents the combination of resources, which means 

that any given technology is specifically distinct from the other in terms of 

resources (in kind and in volume) it absorbs; 

- the resource combinations has a local (spatial) dimension, which 

means the distinction of any given local resource combinations (or 

technological innovations) from the others. In other words, to be successful 

any given technological innovations are to be consistent with a special 

combinations of resources within any given locality; 

- technological innovation emerges when the new technology (know-

how), produced in the R&D institutions by the high educated personnel, is 

selected by the private company to reach some specific and explicit 

commercial aims mostly introduced in new product or processes.  

What are the most important characteristics of the technological 

innovations? 

First, technology represents the core essence of technological 

innovations. Essentially, technology represents the combination of resources, 

when any given technology specifically differs from the others by the unique 

resources (basically natural resources and subsequently the others) it absorbs 

(in kind and in volume). The first known technologies in the mankind history 

are, probably, domestication of plants and animals.  

The second characteristic is related with the previous. Regarding the 

uniqueness of the resource combinations technologies are specific in terms of 

their spatial applications. For example, initially the technologies, which are 

identical for the coastal regions  are quite different from the technologies, 

which are identical for the inland regions (this kind of distinctions is ignored 
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within the Cobb-Douglas, Solow‟s and the other similar economy-of-scale 

economic models). In this regards localization of technological development 

consistently related to the development of specifically local resource 

combinations represents one of the most important requirements for the 

successful technological and economic policy, pursued by the local and 

subsequently national governments. 

Third. The economic essence of technologies could be explained within 

the conception of the division of labor. The classical theory of Adam Smith 

begins with the division of labor, explaining the process when the “more 

heads” engaged and specialized in the production processes enable to produce 

more goods, thus contributing to the accumulation of the wealth of nations. 

The contemporary division of labor within and between the different societies 

is more complicated than it was in the Adam Smith‟s times. Probably, this 

issue will be a core of  special realm in the future theoretical mainstream. In 

this article we would like to mention the only two specification of the 

contemporary division of labor: the division of the basic science from the 

applied research and the division of the local government from the federal 

government regarding their role and mission in pursuing the technology-based 

economic policy. Being properly analyzed and conceptualized it will make 

easier to understand the intersections between business, governments and 

research institutions in pursuing the national innovation policy, focused on the 

long lasting economic growth.    

Fourth. The key technologies, being the core for the specific industrial 

clusters, are quite different from the “garage inventions”. They are emerging 

as the output for a very specific input, composed from R&D and education 

(figure 1). It means that the whole input-output process for the innovation 

production is more complicated than for any other kind of production. For 

instance, every unit of R&D investments should be finalized with the 

increasing output. In case when the basic R&D are not bringing the real 

commercial benefit the rest investments into R&D (usually less than 10%) 

should be significantly beneficial. “The commercial success of new 

technologies applied within a specified business spectrum within a given 

technological specialization exceeds the market failure of unsuccessful 



technologies and thus restricts the risk of innovation undertaken by both the 

national government and national companies”
14

 
 

Figure 1 

R&D, technologies and technological innovations   
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The distinction between the technological innovations and investment 

should be explained as well. Decision makers are usually perceive the 

investments as the premise for taking the “technological” decisions (including 

R&D development, production of the technology complicated equipment, 

launching the new innovation projects, support for the innovative companies 

etc.). In this regard we should remind that the business investments are 

usually aimed on obtaining the higher profit on an every unit of the financial 

resources within a short term time frame. On the contrary, the technological 

development is always the long term process, requiring the long term aims 

(which, in turn, are more risky than any short term investment decisions).  

Besides, the question emerges, what is the first and what is the second: the 

technological innovation, requiring the precise portion of the financial 

resources among the other resources, or the financial resources determining 

what technologies (i.e. resource combinations) should be recognized as the 

appropriate to a specific financial terms and conditions?  Moreover, usually 

the investments are made to extend the life of the existing “market 

champions” rather than to start the new business, taking risks of application 
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the new technologies. To prolong the life cycle of the existing economic 

system is always easier than to create a new system accepting the risk and 

uncertainty of any step towards unknown. And, finally, the Russian 

experience reveals that the excessive investments in many cases are “killing” 

the technological innovation. Probably, we forget that technologies are the 

means to overcome the scarcity of resources. Therefore, the 

investment/innovation nexus is the one of the most significant methodological 

trap, which blockage the further development of the technological innovations 

issue in theory and practice. 

Our special insight relates to “localization” of technological 

development.  S.Kuznetc writes on that matter: “Obviously, community of 

feeling, a sense of common destiny, and subordination of individual or group 

interest to that of the whole, are far easier to attain in small and homogenous 

nations than in large nations with their regional, racial and other 

diversities”…
15

 . And he continues: “Another possible advantage of small 

units is the rapidity with which they can adjust to changing situations. In a 

sense this rapidity is related to the greater possible ease of reaching secular 

decisions. For slowness in adjusting may be due to the disparate effect that 

changes may have upon different groups within the country, and to the 

resistance of some to the proper adaptation to the change. A greater 

community of feelings thus not only helps to make the necessary decisions 

but also permits them to be made promptly. And since economic growth is a 

process of continuous adjustment to a changing technological potential and a 

changing constellation of national structures, the speed with which small 

nations may be able to make such an adjustment is a great advantage”
16.

 .  

Why technological innovations should be localized? We explain it by 

the following facts: 

- the resource combinations are special in terms of geography (new 

geography); 

- localization of technological innovations facilitates the diffusion of 

new technologies between private companies therefore increasing the 

cumulative commercial revenue for companies and taxes for governments; 
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- technological innovations enables to overcome very 

specific economic and resource disadvantageous and to develop a 

specific economic advantageous, ensuring the long term prospective 

for the business development, R&D activities and education; 

- the relevant decisions toward selection the core 

technology (sunrise, General Purpose Technologies, targeting 

industries whatever we call them) enforces the synergy effect, 

which means the emergence of new technologies in various fields 

of business activities generated by the market forces (the process of 

“bee swarm”, applying the I.Schumpeter's description for the 

technological renovation of societies).  

The origin of the local technological specialization relates to 

the specific “regional natural advantage”, based on the natural 

endowments specific for any certain region. In other words, specific 

combination of recourses represents the economic identity of the 

every given region, which, in turn, determines the specification of 

the R&D domain, university graduates competence, business 

investments priorities (figure 2).  
 

Figure 2. 
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companies and various economic actors underpinning the new technologies 

from its birth until the end of their life cycle. The similarity of technological 

specialization for the majority of local companies facilitates the rapidity with 

which the new technologies are absorbed by the local companies (this effect is 

known as the technological diffusion), thus accumulating the total economic 

outcomes for the local society.  

In this regard the regional economic identity as the part of the regional 

identity in general have sense and determines the technological prospective of 

the every local society and through it (as such) – the technological prospective 

for the heterogeneous societies in general. As we noted previously, “The 

explicit economic and technological specialization of the country facilitates 

the establishment of technological, science and education policy objectives. In 

turn, the economic and technological specialization of the country facilitates 

the diffusion of new technologies among national companies and increases 

the cumulative commercial benefits thereby improving the quality of 

economic growth in the country.”
17

 

Therefore, technological innovations represent a very unique means for 

overcoming resource scarcities, various economic bottlenecks and shortages. 

In this sense the economic crisis is the most favorable conditions to thing 

about creation of new technologies, new business, new clusters and the new 

type of the division of labor. Creation the new economies follows the 

destruction of the existing, even previously powerful, economic systems. It 

was explained in the Joseph Schumpeter theory of the “creative destruction”.  

However, we should recognize that we are not fully understands the essence 

of that very complicated phenomenon, which means that the theoretical 

breakthrough represents one of the most urgent necessity for the global 

society, troubled by the global economic earthquake.  
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Introduction  

 

According to the World bank data, Bulgaria has one of the lowest levels 

of productivity in the European Union (large expenditure of resources, low 

cost efficiency etc.) and one of the reasons for this state is the weak 

innovation activity of the Bulgarian companies. In addition, recent research 

reveals that marketing innovations have insignificant intensity in the 

Bulgarian companies and especially in the SME
2
 . Another negative factor 

related to the innovations profile of Bulgaria is that according to the National 

Statistical Institute of Bulgaria the research and development (R&D) 

expenditure from the national budget have been cut for 2015 by 3.3% to 188.6 

million leva
3
 .  

According to economists‟ reports and statistical data SMEs play a major 

role in the Bulgarian economy by serving as a link between big and small 

businesses as they represent 97% of the Bulagian economy. They are 

considered as a major player in providing linkages between various subsectors 

and also as a source of dynamism and agility. SMEs are also said to be an 

engine for economic growth by creating job opportunities for the regions and 

for the country as a whole. They contribute to reducing unemployment, 

thereby swallowing up a significant number of employed people which has a 
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beneficial effect not only on the social development of society, but also on the 

pace of economic growth. Other than that, SMEs help to form the middle 

class in developing economies which consolidates the stability of social 

system, based on market-economy principles. 

The data from the last CIS research of EU state that more than the half of the 

enterprises in Europe are defined as innovative
4
. In Bulgaria the innovative 

companies are under one third (31%). In fact in Bulgaria the most innovative 
sector is the IT industry

5
 . The leaders in innovations are Germany (80%), 

Luxemburg (65%), Portugal, Belgium (58%) and Ireland (57%). After 

Bulgaria in this ranking are Lithuania (30%), Hungary (29%), Poland (28%) 

and Latvia (24%). It is known that one of the three priorities of Europe 2020 

Strategy is Sustainable growth – promoting a more resource efficient, greener 

and more competitive economy 
6
, so the main agenda of the government and 

the country for the next period is to have as many as possible innovative and 

successful SMEs due to their important role in the economic development and 

its consequent toward social benefits.  All this shows that the research topic 

about innovations, decision making for investments in innovations including 

marketing innovations are very important issues for Bulgaria. 

 

The role of innovations as a new and significant factor in economic 

growth continues to be underestimated and this is valid for Bulgaria as well 

despite the fact that their importance has become at least equal to the overall 

effect of all  traditional factors of production. There is a deficit of research on 

the innovation activities of the SMEs in Bulgaria although exactly the lack of 

innovations and especially marketing innovations as well as lack of 

technological capability is the biggest problem of the Bulgarian economy and 

namely the low labour productivity which is on the bottom of the European 

Uniuon.  
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Thus, according to the assessments of Western experts, global 

economic growth is already based, more than 75 per cent, on the 

achievements of scientific and technical progress (Reccommendations for 

strengthening the role of small and medium-sized innovation enterprises in 

countries of the Commonwealth of independent states, WIPO).  This is the 

reason why the research on innovation activeness of the Bulgarian SMEs, the 

problems and barriers for higher level of activeness is an extremely important 

research problem which can serve as a bridge between the business and the 

higher education institutions.  

The paper contains a comparative analyses of part of the empirical data 

for the Bulgarian companies with analogical data based on the same research 

questions for the activeness in innovations of SMEs in Iceland. Тhe main goal 

of the survey is to find out what kind of innovations activities are conducted 

by the Bulgarian SMEs and what is their approach to innovations. 

 

The research tasks are:  

 To investigate what part of the SMEs in Bulgaria have made some 

kind of innovations in their product policy - new or improved products or 

services and what part of their sales are due to these products and services. 

 What kind of innovations related to marketing, if there are any, are 

conducted - in product design, packaging and marketing communications for 

the products.  

 What kind of approach to the innovations is 

implemented by the Bulgarian and the Icelandic companies and 

what are the differences in the orientation of the business models in 

both countries related to innovations. 

 What are the expenses for R&D as percentage of the 

company‟s turnover. 

 What are the main problems which the companies are 

meeting when doing innovations:   in new product and services 

development and in other marketing activities. 

 

Background of the research  



 

A variety of economic studies have revealed the importance of 

academic research for innovation, technology and economic growth 

(Tushman, 1977; Tushman & Katz, 1980; Adams, 1990; Narin et al 1997; 

Griliches, 1998; Rosenberg & Nelson 1994; Mansfield, 1995; Henderson et. 

al. 1998; Branscomb et al., 1999, Cohen et al 2002). During the last 30-40 

years



the management literature has documented the process of transfering of 

scientific knowledge into successful innovations and consequent economic 

growth mainly on the basis of specific case studies and detailed surveys at 

company level (Tushman, 1977; Tushman & Katz, 1980; Bud, 1994; Hills, 

1997).  

On international scale there is a plenty of research about varous issues 

closely related to innovations, innovation activities, impact of different factors 

on the innovations‟ success etc. Researchers from different countries put the 

focus on innovations and SMEs as small companies present a significant part 

of the regional and national economies.  Hoffman (1998) conducts a literature 

survey of UK work over the past decade and tries to characterise the state of 

knowledge about SMEs and innovation. It concludes with a discussion of 

gaps and weaknesses in the literature and some requirements for future 

research in this field. Massa and Testa (2008) investigate the innovativeness 

of a sample of Italian Small and Medium Enterprises (SMEs) based on self-

reported data by entrepreneurs or managers and show that the considered 

SMEs were important developers of radical innovations in contrast with data 

published by local institutions. The results show the existence of deeply 

different perspectives concerning innovation, starting from its definition to the 

effective policies for its promotions and the role of intermediary institutions.  

Considering that innovation is a complex phenomenon, other studies 

examine how innovations are linked with organisations' performance and to 

understand and explain the conditions that make innovation profitable 

(Otero‐ Neira, C. Martti Tapio Lindman, M.T. and M.J. Fernández, 2009). 

The methodology used in the analysis is a multi‐ case comparative research 

of low‐ tech, small and medium‐ sized furniture firms from Italy, Spain and 

Finland. De Massis, Frattini & Lichtenthaler (2012) review and systematize 

prior work on technological innovation in family firms and the study shows 

that family involvement has direct effects on innovation inputs (e.g., R&D 

expenditures), activities (e.g., leadership in new product development 

projects), and outputs (e.g., number of new products), as well as moderating 

effects on the relationships between these steps of technological innovation. 

Some researchers explore empirically the relationships between different 

cooperation networks and innovation performance of SME using the 

technique of structural equation modeling (SEM). Based on a survey to 137 

Chinese manufacturing SMEs, the study finds that there are significant 



positive relationships between inter-firm cooperation (Zenga, S.X, Xieb, X.M. 

& C.M. Tamc, 2010), cooperation with intermediary institutions, cooperation 

with research organizations and innovation performance of SMEs, of which 

inter-firm cooperation has the most significant positive impact on the 

innovation performance of SMEs. Surprisingly, the result reveals that the 

linkage and cooperation with government agencies do not demonstrate any 

significant impact on the innovation performance of SMEs (opp. cit., 2010).  
Other research issue since 2003 when this topic evolved is the open 

innovation. Researchrrs from different countries identify some trends in open 

innovation research by analysing how the literature on this topics has evolved 

since the introduction of the concept in 2003 (Van de Vrande, V., 

Vanhaverbeke, W. & O. Gassmann, 2010). They identify several directions 

for further research: open innovation research should be linked to other 

management areas such as marketing, HRM, change management, etc. 

Iceland researchers have also a significant contribution to the research on 

innovations in SMEs and especially the Centre for Research on Innovation 

and Entrepreneurship at Reykjavik University. Their research interests focus 

on topics like ”innovation mix in young technology based firms”, ”service 

innovativeness”, ”design as an element of innovation”, ”internal and external 

relationships in small firms business models” etc. According to Candi (2015) 

for small firms in particular, R&D relationships with external innovators, 

large public research labs and universities, as well as industrial and other 

supporting partners are at the heart of how knowledge intensive innovation is 

organised and managed today. 

Despite the vaious research interest, the knowledge base about how 

SMEs actually undertake innovative activities and what type of innovations 

they implement remains limited.   

Comparing to the big scope of academic research on international level, 

there is unsufficient research on the topic of innovativeness in Bulgaria.  

According to the research of Slavova (2009) the main barrier for the 

innovations in the small companies is the lack of financial resourses as this 

activity is a risky task but at the same time 26% o. f the companies have 

introduced improved product and services in 2009
7
. Analysis on the 

entrepreneurship and intentions for innovations prepared by Association 

                                                           
7 The research is not designed for the SMEs and includes all kind of companies;. 



INSITE in 2012-2013
8
 in Bulgaria the SMEs in the production sector have 

higher innovation activeness than the companies in the services sector. The 

authors conclude based oin the research data, that 1/3 of the companies in the 

processing industry have a very low innovation activeness. The importance of 

small and medium-sized enterprises (SMEs) in economic growth has made 

them a central element in much recent policymaking nowadays.  

 

Research methodology  

 

The data collection method is online survey and the link to the survey 

questionnaire was sent to a list of 150 small and medium sized companies 

prepared by random choice from the sampling frame: the Directory of 

companies- members of Burgas Trade and Industrial Chamber which includes 

nearly 80% of the small and medium sized companies in the South-Easthern 

Bulgaria.  

The questionnaire contains a couple of sections relevant to the research 

tasks. The majority of the questions employ a 5- level Lickert scale which is a 

type of rating scale used to measure attitudes or opinions. For the purposes of 

the survey respondents are asked to rate items on a level of agreement. With 

regard to the statistical methods. The paper employs a quantitative statistical 

methods: frequencies, crosstabiulation, means and correlation analysis.  

 

Survey results and discussion  

 

Company profile of the respondents - industry and size   

According to the survey information the staff of 77.5% of the 

companies in the sample is under 9 people, 12.5% of the companies have 

from 10-50 employees (small companies) and only 7.5% are middle sized 

companies (with up to 250 employees). The biggest part of the firms are from 

the processing industry- 60%, a little more than ¼ are from the services 

sector- professional services, hotel and restaurant eterprises and 12,5 % 

operate in the retailing sector.  
 

Table 1. SMEs sample by number of employees 

                                                           
8 Research on entrepreneurship and perspectives for innovation development in SMEs in Bulgaria (2012-

2013), conducted by a team of INSITE, ed. by Prof. Dr. Zeljo Vladimirov, Dr. Kaloyan Ganev and Dr. 

Ralitca Simeonova, http://timberchamber.com/sites/default/files/imce/SMEs_2013-bg.pdf  

http://timberchamber.com/sites/default/files/imce/SMEs_2013-bg.pdf


 

Number of employees Percentage  

Fever than 10 77.5 

10 to 49 12.5 

50 to 249 7.5 

More than 250 2.5 

 

As far as the job position concerns nearly 88.0% of the respondents are 

general managers or CEOs, per 5% are marketing managers and managers 

“business developmant” and 2.5% are managers “New product development”. 

With regard to the sales dynamics the survey data show that the pralica 

Simeonovas; ercentage of the companies with sales growth from 1-5% is 

bigger for the companies with services innovations but there is almost no 

difference in the percentages of both groups ( with predominantly product or 

with services innovations) when it concerns higher sales growth.  

 

Development and introduction of new products and services  

The summarized survey information reveals that the majority of the 

companies have introduced material product innovations - 57.5% and 52.5% 

of the respondents have conducted innovations in services. The activeness 

analysis with regard to the company size points out that the biggest part of the 

innovations active companies are in the group of medium enterprises- with 

50-249 employess-100%, on second place regarding the activeness are the 

small firms- up to 50 employees-80% and the lowest innovation activeness is 

in the group of micro- firms, nearly the half of them-48.4%.  

 

 

48,4%

80,0%

100,0%

54,8%

40,0%

33,3%

0,0% 20,0% 40,0% 60,0% 80,0% 100,0%

fewer than 10

10 to 49

50 to 249

Figure 1. Innovation activeness depending on company size  

Innovation in services Product innovations



The analysis of the innovation activeness of SMEs regarding services 

innovation reveals that the most active are the smalles companies- 54.8% of 

them, second according to this criterium are the small eterprises (10-49 

employees)- 40% of this group and only 1/3 of the medium sized companies 

have introduced services innovations. As far as the innovation activity in 

production and services sectors concerns, the survey data point out that the 

higher activeness is equally represented in both SMEs groups: companies 

with service innovations and companies with product innovation.  

A very important issue in this research and survey is the investigation of 

the approach to innovations of SMEs: The operationalization of both 

approaches for the purposes of the survey is conducted through the following 

10 statements where the first 6 are characterising the Exploitation 

(Incremental innovation):  

 We improve current products/services rather than develop new ones 

 We update the technologies embedded in current products/services 

 We improve our production processes rather than implementing new ones 

 We extend the functions of our current products/services 

 We develop new products/services by extending current technologies to 

similar fields 

 We introduce new products/services for our current market(s) 

The next 4 statements are characterizing the Exploration (Radical 

innovation)
9
: 

 We develop new products/services with totally new functionality 

 We develop new products/services based on the latest technology 

 We introduce radically improved products/services 

 We create completely new business models* 

As it is seen from the table bellow there is a difference between the 

approaches: the Icelandic companies are more inclined to radical 

innovations while for the Bulgarian companies is more typical the 

incremental approach to innovations.  

 

 

 

                                                           
9 The statements for examining the approach to innovation and the data for Iceland are provided by the Institute for 

Innovations Research of Reykjavik University in order to make possible the comparison. 



 
 

Table 2.  Attitude to innovation of Bulgarian and Icelandic SMEs 

 

 Bulgaria Iceland 

Exploitation 3,70 3,62 

Exploration 3,24* 3,47 

Note: *p<0.05 

 

Investments in R&D activities and revenues from new products and services 

One of the basic survey issues is the question about the percentage of 

the sales revenue invested by the SMEs in R&D activities and the positive 

fact is that according to the survey results 82.5% of the enterprises included in 

the sample have invested in innovation activities and 42.5% of the companies 

have invested from 5-10% while 7,5% have invested from 10-15% from the 

sales revenues. 
 

 
 

 

The analysis of the companies‟ expenditures for innovations depending 

on their number of employees (size) reveals that there is no relation between 

the company size and the percentage of sales revenue invested for innovation 

activeness. According to the survey results the smallest and the biggest 

investments for innovations (from 1-5% and over 20% are) are made by the 

smallest companies (with up to 9 employees).  
 

2,5%

25,0%

42,5%

7,5%

5,0%

7,5%

10,0%

fewer than 1%

1% to 5%

5% to 10%

10% to 15%

above 20%

NA

NO R&D expenditure

Figure 2. Investments in R&D activities 

(% from sales revenue)



 

 

The survey results point out that in more than 1/3 of the companies with 

innovations the contribution to the revenues of the new product sales is more 

than 20%. At the same time in nearly 60% of the SMEs with various kind of 

innovations in services over 20% of the sales revenues are shaped by the 

offering and sales of new or improved services. The comparative analysis 

points out, that the share of companies with high contribution to revenues 

from new services sales is nearly 2 times bigger than the contribution to 

revenues from sales of new products in companies with product innovations. 

Therefore the recent survey gives us reason to make the conclusion that the 

economic effect from sales of new services is relatively bigger than the 

economic effect from sales of introduced new products. 

 

Innovation in product design, promotions and distribution policy 

With regard to the type of marketing innovations the survey data show 

that the companies undertake more and easier innovations in the promotion 

policy egg. in marketing coomunications: 65% of the SMEs made some 

innovations in their promotion policy, 1/4 of the SMEs in the sample made 

innovations in product design and packaging and relatively high share of the 

company-respondents improved or totally changed their distribution 

channels- 37,5%. The innovative practices in marketing communications 

include implementing new promotional approaches, introducing new 

communicatrion channels, improving by big extent the current 

communication means etc. 
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Figure 3. Investments in R&D activities by size of SMEs
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Table 3. Type of marketing innovations 

 

 Percentage of SMEs 

(%) 

Innovations in Promotion: new promotion channels 

and promotion means 

 

 

65.0 

Innovations in producy design and/or packaging 

 

25.0 

Innovations in distribution and the sales methods              37,5 

 

 

 

Generally according to the survey results the SMEs in Bulgaria focuss 

more on innovations in the promotional policy egg. the marketing 

communications in contrast with the small firms in Iceland where the stress in 

innovations is more on product design, on creativity and especially in the 

services sector where design is based on customer experience (Gemser, G.& 

Candi, M., 2014; Candi, M., 2014 ).   

Regardimg the barriers and difficulties related to the innovation 

activeness the results the respondents are on the opinion that the biggest 

barrier for the companies is not the lack of financial resources and access to 

bank credits like 5-6 years ago and this information is in fact in contrast with 

the situation 5-6 years ago when the main barrier was the difficult access to 

financial resources (Славова-Ночева, M., 2009) but the deficit of qualified 

human resources - 87% of the SMEs have chosen this answer option while at 

the same time 91% of the managers think that the access to bank credits is not 

difficult. As far as the macro- and microenvironmental impact on the 

innovation activeness of SMEs in Bulgaria and Iceland concerns, the recent 

survey highlights the fact, that in both countries according to the managers 

and CEOs, the environment can be characterized by the following 3 features 

(according more than 60% of the respondents): rapid technological changes, 

intensive competition, high consumer preferences which are changing very 

quickly. 

 

 

 



 

Conclusions   

 

The survey results and evidence give us the reason to draw the 

following conclusions:   

The majority of the companies have introduced innovations in products 

- 57.5% and 52,5% of the respondents have conducted innovations in 

services. 

The companies with innovations in products are mainly from the 

processing industry and those with innovations in services are from the sector 

of professional services, hotels and restaurants.  

The majority of the SMEs - 65% made some innovations in their 

promotion policy, 37,5% introduced innovations in their distribution channels 

and 25% of the SMEs in the sample made innovations in product design and 

packaging. The SMEs in Bulgaria focuss more on innovations in the 

promotional policy- the marketing communications in contrast with the small 

firms in Iceland where the stress in innovations is more on product design, on 

creativity. 

There is a difference between the approaches tro innovations: the 

Icelandic companies are more inclined to radical innovations while for the 

Bulgarian companies is more typical the incremental approach to innovations. 

The biggest barrier for the SMEs in Bulgaria is not the lack of financial 

resources and access to bank credits but the deficit of qualified human 

resources - 87% of the SMEs.  

The environment in Bulgaria and Iceland can be characterized by the 

following 3 features: rapid technological changes, intensive competition and 

high consumer preferences which are changing very quickly. 
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Abstract: This paper presents a summary of results of a study which 

investigates the reasons behind the negative link between higher educational 

attainment of the labor force and the rate of real growth observed in some 

economies. It tries to explain that pattern in light of the labor market channel 

and the existence of vertical qualification mismatch specifically. The 

hypothesis raised has been verified by evaluating the impact of tertiary 

education on growth in two economies – Bulgaria and Estonia.  

 

 

Introduction 

 

According to both exogenous Solow-type and endogenous neoclassical 

models of growth human capital is positively linked to the rate of real GDP 

per capita changes (Mankiw et al., 1992; Romer, 1986; Lucas 1988). 

However, a number of empirical studies which approximate the human capital 

stock by educational indicators fail to prove the existence of a direct positive 

link between higher educational attainment and per capita growth rate 

(Neycheva 2010). Various reasons are presented in order to explain such 

statistically insignificant or negative outcome. Hanushek and Woessmann 

(2007) place emphasis on the human capital quality instead of quantity (see 

also Faruq and Taylor, 2011; Jin and Jin, 2014). Another essential issue is the 

effect of educational levels on growth or productivity (Petrakis and 

Stamatakis, 2002; Ang et al., 2011; Neycheva, 2016).   

In light of the abovementioned this paper tries to give new evidence on 

the lack of a positive impact of higher educational attainment on growth of 

Gross Domestic Product (GDP) per capita by focusing on the labor market 

channel. The hypothesis which the study tries to explore is that a growing 

share of tertiary education graduates in the active population might lead to a 

higher degree of vertical qualification mismatch which in turn could worsen 

the growth prospects.  
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Definition and measurement of vertical qualification mismatch 

 

Vertical qualification mismatch is defined as employment below the 

theoretical skill level acquired. With regard to higher education, it comprises 

university graduates with any occupation different from managers, 

professionals, technicians and associated professionals because they require 

an academic degree according to the International Standard Classification of 

Occupations (ISCO-08). Skill mismatch has been referred to in the empirical 

studies mostly related to long-run unemployment (Birk, 2001), labor 

productivity (McGowan and Andrews 2015), and wage inequality (Budria and 

Moro-Egido 2008). Morgado et al. (2015) find a significant negative effect of 

vertical mismatch on per capita output in Europe. For the purposes of testing 

the abovementioned hypothesis, the labor force with tertiary or higher 

educational degree completed has been decomposed into three parts:  

 

 RVMhigh is the share of the vertically mismatched (eq. 1). According to the 

above definition it takes into account the employed with tertiary education 

who work in any occupation except managers, professionals, technicians and 

associated professionals. 

 

𝑅𝑉𝑀𝑖𝑔 =  
𝑉𝑒𝑟𝑡𝑖𝑐𝑎𝑙𝑙𝑦 𝑚𝑖𝑠𝑚𝑎𝑡𝑐𝑒𝑑 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛 

𝐴𝑐𝑡𝑖𝑣𝑒 𝑝𝑜𝑝𝑢𝑙𝑎𝑡𝑖𝑜𝑛 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛
     (1) 

 

 RVMUhigh represents university graduates who are either vertically 

mismatched or unemployed during the investigated period (eq. 2)  
 
𝑅𝑉𝑀𝑈𝑖𝑔

=  
𝑉𝑒𝑟𝑡𝑖𝑐𝑎𝑙𝑙𝑦 𝑚𝑖𝑠𝑚𝑎𝑡𝑐𝑒𝑑 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛 + 𝑈𝑛𝑒𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛 

𝐴𝑐𝑡𝑖𝑣𝑒 𝑝𝑜𝑝𝑢𝑙𝑎𝑡𝑖𝑜𝑛 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛
     (2) 

 

 RSMOhigh refers to the graduates whose jobs match the theoretical skills 

acquired (eq. 3). The latter could be used as an indicator of the quality of 

tertiary education as well.  

 

𝑅𝑆𝑀𝑂𝑖𝑔

=  
𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑 𝑖𝑛 𝑜𝑐𝑐𝑢𝑝𝑎𝑡𝑖𝑜𝑛𝑠 𝑟𝑒𝑞𝑢𝑖𝑟𝑖𝑛𝑔 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑡𝑖𝑜𝑛  

𝐴𝑐𝑡𝑖𝑣𝑒 𝑝𝑜𝑝𝑢𝑙𝑎𝑡𝑖𝑜𝑛 𝑤𝑖𝑡 𝑡𝑒𝑟𝑡𝑖𝑎𝑟𝑦 𝑒𝑑𝑢𝑐𝑎𝑖𝑡𝑜𝑛
     (3) 

 



 

 

Figures 1-2 shed light on the functional relations between the labor 

force with tertiary education and the abovementioned indicators. It is clearly 

seen that the degree of mismatch is closely related to the changes in the 

human capital’s structure. The non-linear positive dependence observed for 

Bulgaria (fig. 2b and fig. 2c) indicates that the strong increase of the number 

of people with tertiary education deepens both the degree of mismatch and 

unemployment. In Estonia the number of graduates holding either a 

bachelor’s degree or a master’s degree has been declining by 1.7% per year 

since 2008. This is accompanied by a slow increase of the vertical mismatch 

and unemployment (fig. 1b and 1c). 
 

 

Figure 1. Tertiary education graduates vs. degree of mismatch in Estonia 

 

                 (a) Labor force with tertiary education              (b). 𝑅𝑉𝑀𝑖𝑔 

      

               
 

(c) 𝑅𝑉𝑀𝑈𝑖𝑔    (d) 𝑅𝑆𝑀𝑂𝑖𝑔 

 

             
 

Source: Eurostat, author’s calculations 

 

 

 

In Bulgaria the share of the university graduates in the labor force is 

higher than the EU average. Additionally, between 2008 and 2012 their 

number was growing up by 5.5% per year. The labor market’s response to this 

tendency is an increase at a diminishing rate of employed in skill match 



occupations (fig. 2d). In general, the graphical analysis justifies the 

assumption that the higher university completion rate extends the 

qualification mismatch.  
 

Figure 2. Tertiary education graduates vs. degree of mismatch in Bulgaria 

 

    (a) Labor force with tertiary education     (b) 𝑅𝑉𝑀𝑖𝑔  

     

              
 

(c) 𝑅𝑉𝑀𝑈𝑖𝑔     (d) 𝑅𝑆𝑀𝑂𝑖𝑔 

 

          
 

Source: Eurostat, author’s calculations 

 

 

 

Econometric models and outcome  

 

The empirical models are based on the procedure suggested by Carrion-

i-Silvestre and Sanso (2006). It takes into account the possible endogeneity of 

the explanatory variables. For this reason it is preferred to the popular method 

of Gregory and Hansen (1996). The null hypothesis of cointegration is tested 

by a multivariate extension of the KPSS test (Kwiatkowski et al. 1992). The 

optimal data dependent bandwidth parameter is selected in accordance with 

the method proposed by Kurozumi (2002). The growth regression (eq. 4) is an 

extension of the DOLS model proposed by Stock and Watson (1993). Its 

application would ensure the robustness of the results since it accounts for the 

structural breaks in the data, the potential endogeneity of the regressors, and 

the serial correlation in the errors by including additional terms (∆Xi,t+j) for 



the lags and leads of the first differences of the explanatory variables. It is 

powerful for small samples, as well. 
 

𝑙𝑛 𝑅𝐺𝐷𝑃𝑡 = 𝑎0 +  𝑑𝑖 ∗ 𝑋𝑖 ,𝑡 +  𝑓𝑖 ∗ ∆𝑋𝑖 ,𝑡+𝑗
𝑘
𝑗=−𝑘 + 𝑔(𝑡)+ 𝜀𝑡          (4) 

 

The dependent variable is Real Gross Domestic Product (RGDP) per 

unit of active population in logs. The vector of slope coefficients [di] 

measures the long-run impact on growth of the regression variables. In 

addition to the degree of vertically mismatched presented by variables 

RVMhigh, RVMUhigh, and RSMOhigh discussed above the vector of 

regression variables takes into account: 

 the share of active population having completed secondary education (sec); 

 real business investments (rinv); 

 foreign direct investments (fdi); 

 the value of export (exp). 

  

The function denoted by g(t) represents the regime shift model which 

best describes the co-integrating relation. For each of the two countries four 

specifications for g(t) have been considered for each break quarter, as follows: 

 

 model An assumes a shift in the level: 𝑔𝐴𝑛 𝑡 =  𝛼 + 𝜃 ∗ 𝐷𝑈𝑡    

  (5)  

 model A represents a level shift with trend:  𝑔𝐴 𝑡 =  𝛼 + 𝜃 ∗ 𝐷𝑈𝑡 + 𝜑 ∗ 𝑡 

   (6) 

 model D simulates a regime shift: 𝑔𝐷 𝑡 =  𝛼 + 𝜃 ∗ 𝐷𝑈𝑡 +  𝛽𝑖 ∗ 𝑋𝑖 .𝑡 ∗ 𝐷𝑈𝑡𝑖

   (7) 

 model E denotes a regime shift with trend: 𝑔𝐸 𝑡 =  𝛼 + 𝜃 ∗ 𝐷𝑈𝑡 + 𝜑 ∗ 𝑡 +
 𝛽𝑖 ∗ 𝑋𝑖 .𝑡 ∗ 𝐷𝑈𝑡𝑖    (8) 

 

The dummy variable (DU) is equal to 0 up to the corresponding break 

quarter for real GDP (TB) and 1 after that.   

 

𝐷𝑈𝑡 =   
1, 𝑡 > 𝑇𝐵
0, 𝑡 ≤ 𝑇𝐵

         (9) 

 

The respective break quarters are 2007:3 for Estonia 2006:4 for 

Bulgaria. Model D has been applied for Estonia and model E for Bulgaria for 

function (gt). As it is shown in table 1, the slope coefficients of the variables 

RVMhigh, RVMUhigh and RSMOhigh show the expected percentage change 

of real GDP per unit of active population in response to a 1% increase of the 

respective variable. The results are in conformity with those presented in table 



1. The negative values for Bulgaria (models 3-4 in table 1) reveal that both 

the labor market mismatch including unemployment and the contribution of 

the workers in skill match occupations determine the negative impact of 

tertiary education on growth previously discussed. As it is expected, in 

Estonia the regression coefficient of the variable RSMOhigh is above zero 

whereas the results for the vertical qualification mismatch is negative. This 

econometric exercise confirms the hypothesis that the rapid growth of 

university graduates might deepen the vertical qualification mismatch which, 

in turn, adversely affects aggregate output. It must be emphasized that the 

coefficients for secondary education (sec) in Bulgaria is negative and 

statistically significant (model 3 and model 4).  

 
 

Table 1. Impact of vertical qualification mismatch on growth
 

 

Dependent variable  

lnRGDP
* 

Estonia
 

break 2007:3 

Bulgaria 

break 2006:4 

1 2 3 4 

RVMhigh
** -0.115

(2) 

(0.049) 
- 

-0.105
(2) 

(0.042) 
- 

RVMUhigh - 
1.419

(2) 

(0.536) 
- 

-0.111
(3) 

(0.056) 

RSMOhigh 
2.280

(3) 

(1.323) 

2.842 

(2.198) 

-0.238
(3) 

(0.125) 

-0.067 

(0.109) 

sec 
0.478

(3) 

(0.273) 

0.994
(1) 

(0.255) 

-1.295
(1) 

(0.124) 

-0.984
(1) 

(0.121) 

rinv 
0.196

(1) 

(0.019) 

0.156
(1) 

(0.020) 

0.188
(1) 

(0.045) 

0.059 

(0.059) 

fdi 
0.062

(2) 

(0.029) 

0.176
(1) 

(0.018) 

0.066
(2) 

(0.020) 

0.102
(1) 

(0.026) 

exp 
0.199

(1) 

(0.029) 

0.201
(1) 

(0.026) 

0.175
(1) 

(0.018) 

0.152
(1) 

(0.019) 

AIC
 

-320.048 -307.025 -432.882 -421.311 

Doornik-Hansen test  

(p-values)  

3.264 

(0.196) 

1.613 

(0.446) 

0.328 

(0.849) 

3.482 

(0.175) 
 

*
All variables are presented per unit of active population and 

expressed in logs. Standard errors are given in parentheses. The 

models are solved by the DOLS method with structural break.  
**

The square terms of the three human capital proxies are also 

included since the preliminary analysis shows that they are 

linked to growth by a polynomial relationship.  
 (1),(2),(3)

 Significant at the 0.01, 0.05 and 0.10 level, respectively 

 



 

 

Analysis of the study results and concluding remarks 
 

This paper sheds some light on the link between higher educational 

attainment of the population and the rate of real growth by testing the 

importance of the labor market channel. The study compares two countries - 

Estonia and Bulgaria which have a relative high share of active population 

with tertiary education. Yet, the outcome reveals some important differences 

between the two economies.  

First, the increasing share of university graduates leads to a steeper 

increase in the degree of vertical mismatch in Bulgaria. In contrast, in Estonia 

the share of the vertically mismatched raises more slowly when the labor 

force with higher education increases. Second, the labor force with higher 

education which occupies positions requiring relevant theoretical knowledge 

and skills is positively related to the rate of growth in Estonia but negatively 

in Bulgaria. A plausible explanation of such an outcome might be the 

differences in the quality of education or the direct link between tertiary 

education and the national labor market. As well, secondary education also 

affects growth negatively in Bulgaria, while for Estonia the regression 

coefficient is positive and statistically significant.   

Though the comparison of the study results is complicated due to 

differences in the methodology, it should be noted that the regression output 

supports Ganeva et al. (2014) who pay attention on the adverse effect of the 

qualification mismatch of the university graduates in the Bulgarian economy. 

The study has some practical implications for the educational policy in the 

European economies specifically the countries with increasing tertiary 

education graduation rates. The automatic following of the headline target 

that 40% of those aged 30-34 years should have higher education by 2020 

might have a negative impact on the economy. Therefore, the primary 

responsibility of the government should be to ensure the quality of education 

as well as the conformity between the sectoral country profile and the labor 

market requirements on the one hand and knowledge and skills acquired in 

school on the other hand. Further research is needed in this direction.  
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The design of the innovation is hardly reviewed in the literature which provokes the 

interest in defining the possible risks at this stage of the innovation process, their 

methodological justification and an empirical research. Expert evaluations and structured 

interviews of experts in this field in Bulgaria were carried out. Value and scale grades are 

used. The risks are identified as internal and external. Evaluation of possible ways to 

manage them is outlined. The most common risks are identified - related to supplying the 

finances of the design and interaction with the public administration and utility companies 

– water, gas, electricity, heating. 

Introduction 
The development of the society is related to the advancement of science and 

industry. The changes in it set the need for new ideas in order for businesses to survive 

today.  Innovations are considered to be a necessity for the long-term success of 

companies. (Damianova, 1993) Innovation should not be modeled as a single stage 

process. Considering the existence of various involved actors like universities, research 

institutions, business enterprises, governmental organizations, etc., the innovation should 

be considered as an interactive, networking and collaborative process. It can also be 

percieved as a multilevel concept (Carayannis, Grigoroudis and Goletsis, 2016). There are 

different definitions of innovation (Mastrogiorgio and Gilsing, 2016, p. 1420; Colvin at el., 

2014, p. 762; Stock et al., 2017; Damianova, 1996) and not only. Whatever definitions can 

be proposed of it, a differentiation can be made between technological and social 

innovation (Martin and Osberg, 2007). 

Innovations are important because they are a means for the increase of a company‟s 

sales but their success is related to risks (Antonova and Pencheva, 2009). The 

implementation of innovation projects is related to large amounts of funds that are needed 

in the long term (Schmeisser (2010); Damianova, 1996). Many challenges stand before 

innovation (Neese, 2017; Guan, Zhang and Yan, 2015, p. 567). Adherent to innovations 

management is risk management.  

The purpose of the current work is to research the risks at the stage of design of the 

innovation in Bulgaria.  
1. Barriers to innovation 

It is important to uncover the weaknesses and strengths of innovation which can take 

place by studying the processes that make up the innovation system (Edsand, 2017, p. 3) and 

the processes that take place all belong to particular stages of the innovation development. As a 

result of various reasons, both subjective and objective, the realization of company innovations 

is related to barriers which have to be overcome. Various barriers (Kirova and Ruskova, 2009; 

Kunev and Antonova, 2013) could be identified. A classification based on different indicators 

can be created: 
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- Some of them are related to financing and these are among the most difficult 

ones to overcome. They influence largely the company innovation activity 

(especially that of the SMEs). These barriers are a result of the large amounts 

of investments, the presence of a high level of risk in innovation projects, 

difficulties to define the degree of return of the investments and the amount of 

generated funds that are expected. That is why it is considered that long-term 

innovation strategies are more likely to be pursued when long-term investors 

are present (Bertoni and Tykvová, 2015, p. 928). Research shows that the 

main channel through which risk affects innovation capability appears to be 

that of innovation financing (Carayannis, Grigoroudis and Goletsis, 2016). 

- Other barriers are related to the company policy (Papazov and Mihaylova, 

2015, 2016, 2016) on innovation. The reason for them is usually the lack of 

clear priorities for the development of the innovations in the company, a lack 

of well-developed system to stimulate and acknowledge the work of the 

innovators, etc.  

- Barriers related to the lack of conditions for the development of an effective 

company innovation practice. The reason for those could be lack of good 

conditions for training and work of the people who work on innovations; a 

weak network of contacts on company and field level, as well as national 

economy and international achievements; lack of sufficient and timely 

support of the innovation activity on behalf of the strategic managers and the 

company owners, etc. (Bertoni and Tykvová, 2015). 

Different barriers and risks stand before innovation in Bulgaria 

(Damianova, 2000). On a national level for Bulgaria the barriers before the 

innovation activity could be separated into technological, infrastructural and 

behavioral. Among the causes for those are the outdated material and 

technical base, the impossibility of the SMEs to spare funds for new 

equipment, the lack of effective state policy in the economy field, low 

administrative capacity, etc. (UNWE, 2017). 

2. Stages of the innovations 

Innovations come into being after a number of stages that they go 

through. Each stage is exposed to risk. In order to establish which innovation 

phases are mostly related to risk for the innovation in Bulgaria, it is important 

to explore the various classifications of the stages in the innovation processes. 

Various classifications and models demonstrate different stages (Silva, 

Oliveira and Moraes, 2016; Ceschin and Gaziulusoy, 2016, p.3; Livotov 

(2016). Some sources place an accent on the first stages of the innovation 

development related to setting company goals and ideas to develop (CPI, 

2013; Stanleigh, 2017; Stock et al., 2017). Managing new ideas is a focus in 

the publications of (Suradi, Omar and Shahabuddin, 2015; Neese, 2017). 

Various sources give a specific position, an accent on idea management - 



structuring, prioritising, storing and controlling ideas (Suradi, Omar and 

Shahabuddin, 2015; Neese, 2017). The start of the innovation is presented as 

a stage under various names and with various activities involved but it is 

common between the different innovation phases descriptions (cabinet 

research, identifying the innovativeness of an idea) (Suradi, Omar and 

Shahabuddin, 2015; Neese, 2017; Stage-Gate, 2017; CPI, 2013; Stanleigh, 

2017). Suradi, Omar and Shahabuddin (2015) demonstrate that lab 

prototyping and intellectual property rights need to be addressed specifically 

when starting an innovation and that is why such activities are presented 

separately from the other innovation stages. The next stages like development, 

testing and mass production are proposed by various authors (Suradi, Omar 

and Shahabuddin, 2015; Neese, 2017; Stage-Gate, 2017; CPI, 2013). The 

development stage exists in more innovation phases‟ classifications which 

shows that the innovation design is more widely recognized than other phases. 

Marketing, sales and support as a stage is outlined by Suradi, Omar and 

Shahabuddin (2015). Stanleigh (2017) points out as a last phase - preparation 

to start the process again.  

The advancement of the theories on innovation lead to models for the 

development of the innovation process that consider the relations between the 

functional units in the process of creating the design. Strategic are the time, 

stronger quality requirements, corporate flexibility, integration with providers, 

etc. The complexity and meanng of the design as an important part of 

development of the innovation is not an object of research as it is in most 

theories for the process of innovations. Observation and monitoring of the 

design including identification and management of risks is important for the 

contemporary, quick and corresponding to the market requirements 

development and commercialization of new ideas. This stage contains the 

actual characteristics of all aspects of the innovation, with many uncertainties, 

requirements, changes and development of the external environment (Köhler, 

2014, p. 429; Kirova and Ruskova, 2009; Kirova, 2011; Carayannis, 

Grigoroudis and Goletsis, 2016). Neglecting the adaptation of the innovation 

to the requirements of the external environment especially at the stage of 

innovation design and not applying it in an adequate period of time will lead 

to omitting significant opportunities that are revealed at the evaluation of the 

innovation potential.  

The stage of innovation development is also denoted by the term 

“valley of death”. Also called the innovation gap, it describes a part of the 

innovation process through which many ideas cease their development. This 

is a phenomenon in the innovation industry where many new ideas going 

through the innovation process fail to progress any further and it can take 

anywhere between 5 to 10 years to work through. In Technology Readiness 



Levels (TRL) terms, which are used by NASA and the UK‟s Technology 

Strategy Board (TSB) to demonstrate the innovation process, the “valley of 

death” occurs between TRL levels 4 and 7 (fig. 1) usually at the point where 

the idea is turned into a working prototype to show it works, production costs 

are assessed, the equipment and processes for the manufacturing are 

determined. At this stage the risks involved are very high (CPI, 2013).  

 
 

Fig. 1. Innovation stages 

 

Keeping both innovation and risk-taking activities while introducing 

risk management is important which is the more contemporary understanding. 

An approach of several decades ago is the understanding that companies with 

less controls (which risk management is considered to be part of) are more 

effective innovators (Gurd and Helliar, 2017). Estimations of market success 

also at the early stages of the innovation process are necessary for the 

successful execution of the innovation project (Livotov, 2016). The literature 

review shows that there is a void in the theories for innovations management 

at a very important stage of their development.  

Uncertainty is inherent to risk and is a constant for emerging 

technologies because often they evolve in ways that have not been expected. 

Risk assessment at the stage of development when uncertainty is high is very 

important. There is evidence that new product development suffers from risks. 

Reducing risk in new product development is related to expected positive 

results like increased customer value (Oehmen et al., 2014; Milcheva and 

Karev, 2012). Risk prevention and assessment is considered to be important 

in the innovation process and research on companies that balance creativity 

and product innovation with risk management exist.  

Analysis on risk areas, factors, categories is rather scarce in the 

literature, especially when it comes to innovation risks. However, some 

sources point out results from their research. A list of development project 

risks is outlined for 7 risk areas (task distribution, knowledge management, 

geographical distribution, cultural distribution, stakeholders relations, 

communication infrastructure, and technology setup) divided into 24 risk 



factors. Also, 142 R&D program risks are grouped in 12 categories, a risk 

collection for software development projects, falling into 12 project risk 

categories containing 49 risks is presented; four types of risks, that impact 

R&D project effectiveness and efficiency are reviewed, etc. have been 

enumerated in (Oehmen et al., 2014). 7 risk categories related to the 

exploitation of small energy plants have been idenitifed and explained in 

(Kirova and Velikova, 2016; Kirova, Sheludko and Velikova, 2012).  

Despite the existence of some empirical data on risk areas, risk factors 

and risk categories in various research, there is scarce information related to 

the stage of innovation project development hence it remains greatly 

understudied. Currently the main barriers, uncertainties and risks for the 

innovations at the stage of design of the innovation in Bulgaria derive from 

the legislation. There is lack of instruments for risk management at the design 

stage and the danger of omitting opportunities when good ideas are present 

defines the direction of this work. 

3. Risks at the stage of project of the innovation  

In the literature concerning innovation the term “project” is used to 

denote an idea of a new product, service, improvement of a process and any 

other activity and novelty in an organization, which the company is working 

on or plans to implement. It refers to the time, activities, finances and effort of 

the decision for implementation until the end of the market cycle with all of 

its problems, decisions and results. In this material the term “project” is used 

to denote a particular stage of the development of innovations that refers to 

the research on the realization of the innovation, creating a description of the 

technology, calculations, technical equipment, drawings, sketches, maps and 

other documents, needed for the realization of the innovation, often called 

“design” of the innovation (Suradi, Omar and Shahabuddin, 2015; Neese, 

2017; Stage-Gate, 2017; CPI, 2013). This stage is not examined in the 

literature concerning innovation due to the fact that it is precisely defined in 

the legislation regarding innovation activities. In this sense projecting or in 

other words designing is an inseparable part, a stage of the development and 

management of larger innovations. Its realization is related to uncertainties 

and risks since it develops future activities that contain obscurities and 

changes that are hard to foresee. That is why the management is obliged to 

know, observe and manage this important stage of the innovation process.  

Predesign risks. The factors that are reviewed can generate risks from the 

start of an innovation and these risks can take place before, during the stage of 

design or later and they can be related to a part or the whole life cycle of the 

innovation.  



Risks related to the development of the design assignment and single-phase 

design with a company’s own development unit. They are reviewed altogether 

due to the small difference in time and their origin from the same sources.  

Design risks at assignement. Design through assignement is undertaken at 

larger and more complicated objects whose development requires more 

phases that fall into the scope of project or design companies with the 

corresponding capacity and qualification.  

Risk of negotiation of the design and the scope statement. 

There are various approaches when negotiating the construction of the scope 

statement: 

- Compilation of the assignment by the assignor; 

- Compilation by the contractor and acceptance by the assignor; 

- Joint compilation and acceptance by the assignor. 

Risks when developing the design 

At the early stage of innovation risks can be hidden since more tangible 

problems come out to be dealt with. The phase of early product development 

is the most critical determinant of competitiveness since up to 80% of the 

costs of product development, manufacture and use are determined during the 

initial design stages (Schoggl, Baumgartner and Hofer, 2007). Various 

strategies could be suggested for managing risks during the early 

technological innovation phase like implementation and further development 

of eco-design principles, clear regulatory framework or standards and 

governance of technology development processses (Köhler, 2014, p. 422, 427, 

428). It is pointed out that every step of the innovation needs to be planned 

carefully (Griffin et al., 2014, p. 1364).  

4. Methodology of the research (expert evaluation) 
4.1. Transforming the qualitative risk assessment into a quantitative one 

The need to evaluate risks quantitatively appears when the various risk 

factors need to be graded and there are rules that are followed related to the 

transformation of the linguistic evaluation. The method that is most widely 

used is grading scales. The quality reviewed is separated into a certain 

number of levels and every level is assigned to a certain a number. Experts 

participating in the research have to define which level the quality is closest to 

and then the organizater [of the research] can compare the numerical 

characteristics. The choice of a scale is important in order to minimize the 

possibility for mistakes by the experts and give them more freedom. Scales 

that have a particular level of grades are called “discrete”. The levels of all of 

the scale levels need to be formulated as precisely as possible. The 

formulations need to be clear and precise so that all experts will understand 

them in the same way. The experts have more freedom when only the 

beginning and end value are defined and the expert can choose a number of 



the range. But in this way the experts give various grades to the same factors 

and the grades assigned differ. Limiting the differences can take place by 

assigning several areas to the grading scale which creates a grading scale of a 

mixed type. The number of experts is important for the quality of the grades. 

A discrete grading scale with 5 to 7 levels and 5 to 10 experts is 

recommended.  

4.2. Ranking the risks 

Usually the expert evaluation aims at defining the place of the 

evaluated objects in a certain arrangement – through change of some of their 

characteristics or more frequently – according to the level of their influence 

on a certain process. When arranging every evaluated object, it is assigned a 

number called rank and the arrangement - ranking. The numbers - a result of 

the evaluation, are in a scale. The object that has the highest evaluation could 

be given a rank one as a most significant or vice versa, the most insignificant 

one depending on whether the evaluation is for a positive or negative 

influence of the object on the process or the vision of the organizers‟ of the 

research for the convenience of the subsequent processing of the results. 

Ranking could be done in various different ways as well.  

4.3. Risk research during the design stage 

The purpose of the research is to obtain information regarding the 

quantity and weight of the risks at the design stage. The task is to collect and 

process information for the risks in order to point out the ones that are most 

significant and difficult to overcome in the design stage of the innovation 

which is the stage with the most uncertainties.  

Interviewing is used. The evaluation is based on a 5-level scale that is 

mentioned in the questionnaire and that gives an opportunity for a more 

objective evaluation. Every level is described in detail so as to alleviate the 

respondents and to minimize mistakes during the evaluation. In order to 

achieve the needed results, the preparation is very important. The interviews 

provide freedom in the choice of questions and information without pressure 

on the experts which makes them more impartial. The interviewer can follow 

the reactions of the experts to make sure they understand the questions 

correctly. A way to limit the possibility to interpret the questions is to use a 

“structured interview” in which the questions are formalized and their 

arrangement is fixed. This approach can help the processing of the results 

afterwards. The interviewers are instructed on how to conduct the intereviews. 

The questions are formed in a way that protects the experts, companies and 

innovations. This will ensure participation of the experts and protecting 

company secrets.  

Choice and preparation of the interviewers. The qualities and preparation of 

the interviewers are very important for the objectivity of the research. They 



have information regarding the stage of design, content and meaning of the 

questions and the possible answers that the experts need to select. The 

interviewers are trained to explain the importance of the research regarding 

the easier and better design of the innovation and uncovering or decreasing 

the risks. They are also informed about the stage of design and the state of the 

matter concerning the uncovering and management of the risks at the stage of 

design of the innovations. Knowing the institutions which the companies 

communicate with at the design stage is part of the interviewers‟ preparation 

and of vital importance for the definition of the possible risks that can appear.  

Choice of experts. The information that is needed can be obtained only by 

interviewing employees that are directly related to the design (investment 

construction departments or people on higher positions in relation to it). It is 

prefferrable that they have more experience, qualification and knowledge in 

the area of investment design. It would be useful if risk managers from the 

company can participate (if there are any employed). These characteristics are 

presented anonymously and they will help processing the results – when a 

choice needs to be made between answers that are not of equal value from 

different participants regarding the same risk. 12 companies participated in 

the research – 2 small and 10 large. In order to ensure equal weight of data 

from all companies, each one can fill in only one questionnaire. Collective 

participation is allowed, for example a department, if everyone invited agrees.  

Content of the questionnaire for the interview. The introduction clarifies the 

purpose of the research, who makes it, what the collected information will be 

used for. It is cleared up how answers can be given anonymously. The 

presentation of the company and the experts that participate is in the 

beginning of the questionnaire and is also anonymous. The type of the 

innovation is described as a new product, new service or improvement of a 

process. Only one possible answer is given. The questions and answers are 

collected and presented in a text in such a way so as to contain and require 

objective information regarding the purpose of the research. For every 

question there are 5 possible answers. The expert chooses an answer that is 

closest to or matches his/ her perspective. Answers different from the ones 

given in the questionnaire are also accepted. This gives freedom to the experts 

if they want it. The answers can also be general or inspecific, for example: “I 

cannot answer”, or a text given by the expert.  

Conducting the interviews. The interviews take place according to a particular 

and strict scenario that is specified in advance. This phase begins with a 

meeting with the manager of the company – participant which is informative 

of the research – its essence, how it will be conducted, possible benefits for 

the organization or at least lack of harm. Suggestions are made to the manager 

regarding who can be most competent for participation in the research 



(department manager, deputy-director, risk manager, etc). The time and place 

for the interviews is arranged. They begin with the introduction. If needed, 

clarifications are given in order to assist with precise and sufficient responses.  

5. Processing and drawing conclusions from the expert evauations on 

the risks and the design 

The possible risks at the stage of design of the innovation are reviewed. 

In order to be able to research the risks at this important stage of the 

development of the innovations they need to be classified: 

- Origin of the risks – generated by factors that are external or internal for the 

innovative company; 

- Sensitivity of the risks towards an influence on them – possibilities to 

manage them; 

- Capabilities of the innovator to cope with the risks. 

Every response of an expert contains an answer for each of the latter 

classifications.  

The results of structured interviews of employees in 12 companies of various 

size, type of activity and location within Northern Bulgria are used as a source 

of information for the actual state of the companies and the risks at the design 

stage of the innovations. The research was conducted by a lecturer and PhD 

students at the department of “Management and business development” from 

the University of Ruse “Angel Kanchev”. The information from the 

classifications that is processed gives the opportunity for general conclusions 

and evaluations in several directions: 

- The innovation design takes place in large production units, located mainly 

in large industrial centers from various departments.  

- In micro- and small companies – 2 of the 12 companies that have been 

researched in total, the innovations, as much as they exist, take place through 

an idea and specific work by the owners; no design, standardization and 

research for compatibility with the legislative base of the country. These are 

mainly small consumer goods, services, spare parts for the industry and 

households, and their improvement. The reason for the small companies to 

restrain themselves from design comes from the fear of risks of strenuous 

expenses for design and market difficulties in the realization of the innovation 

and providing finances for it.  

External risks 

In the innovation activity, the external environment is an influence in various 

ways and with various changes – sources of risks. The risks refer to different 

stages of the innovation but they all reflect on the design stage as a very 

important aspect of the development of the innovation. The more the investor 

has the abilities and possibilities to identify the risks, the more complex 

becomes the situation which he creates himself. In order not to hinder the 



innovation activity from fear of the multiple risks, the risks have to be more 

than uncovered and identified. The next activities for evaluation and risk 

management, possibilities of the organization to influence the risks or avoid 

them in time are necessary. The risks at the design stage impede the 

innovator, on one side. On the other side, overcoming them at an early stage 

from the development of the innovations which the design is, decreases 

considerably the risks at the more advanced stages when significant finances 

have been invested along with time and effort, and the damages could be 

larger.  

The results from the interviews of experts working on innovations in various 

organizations point out external risks arranged in the following manner: 

- Sources from working with beaurocracy – state and local administrations. 

They impede the innovators with multiple requirements when issuing 

different permits. There are also cases of refusals to issue such documents. 

These risks are pointed in the research as “moderately difficult to overcome” 

(two out of ten), “moderately easy to overcome” (five out of ten) from the 

experts and organizers; nevertheless they can be overcome with loss of time 

to acquire qualification and experience for the timely satisfaction of the main 

requirements of the administration. The work with the beaurocracy is 

evaluated as highly risky by the experts due to the danger of the so called 

“secondary risks” that can originate in time, when overcoming risks with 

work with the beaurocracy. They are caused by delay in the implementation 

which can be a reason to omit deadlines for using finances from public funds, 

change in the legislative documents and actions by the competition. The 

refusals to issue permits are more complicated and difficult to overcome. In 

such cases actions to change the place of positioning of the innovation or 

change in the technology regarding environmental preservation, 

infrastructural conditions and other radical actions are needed. Refusals of the 

innovation are also possible due to inconsistency with its main parameters 

with the legislative requirements that have not been taken into consideration 

on previous stages or due to changes that have appeared in the course of work 

on the innovation that lead to immense increase of costs.  

- Risk that a certain phase of the design will not be approved. There is one 

answer evaluating it as “moderately difficult to overcome”. 

- Risk when issuing a building permit. One evaluation is given: “easy to 

overcome”. This and the latter risks have been evaluated as comparatively 

easy to overcome since the administrational requirements have been satisfied 

at the early stage. The requirements made do not have great omissions at the 

last phases.  

- Risks from interaction with the companies – operators. These risks are 

frequent and difficult to overcome. They derive from the conditions that the 



companies – operators‟ position before investors in order to issue permits. 

They are related to creating physical conditions to the equipment of energy 

sites for reserving utilities, building parts of infrastructural networks with 

finances owned by the investor, construction of facilities to process waste, etc. 

They are all related to considerable increase of costs of the innovation and 

increase of the time for the design. Issuing an official statement without 

increase of the investments is marked by ten of the interviewed experts as 

“moderately easy to overcome” risks, one – as “moderately difficult to 

overcome” and one – as an “easy to overcome” risk. The risks that can be 

overcome by increase of the value of the innovation are pointed out: one - 

“moderately difficult to overcome”, one - “difficult to overcome” and eight - 

“easy to overcome”.  

- Risks in the relations with the designers. For some of the innovations, 

providing for the appropriate designer is not an easy task. The explanation 

could be that the designers prefer objects with routine decisions due to the 

improved production and fewer risks. Accepting unknown and risky designs 

comes at a higher cost. The research shows one case with a “difficult to 

overcome risk”, seven – “moderately easy to overcome” and two – “easy to 

overcome”.  

- Risk for a deficit of qualified design organizations for industrial innovations. 

According to the interviewed experts in the energetics field and in industrial 

activities there aren‟t good designers. Most of them specilise in the design of 

residential and administrative buildings and also in certain specific parts 

(water, electricity, etc.) of the infrastructure. The design in industry and 

energetics requires the temporary use of specialists from the company 

innovator or experts from other organizations. The designer is involved in the 

structure and a specific part is implemented by the experts from other 

organizations. This risk situation is evaluated as “difficult to overcome”, one 

that the innovators cannot cope with. It reflects negatively the qualities of the 

projects and the time for implementation. It imposes the need to overcome 

formal reqirements for legal capacity with temporary decisions and help from 

the chamber of engineers. The answers given are: a “moderately difficult to 

overcome risk” – one, “moderately easy to overcome” – seven, “easy to 

overome” – one answer. Due to a very rare for the country design specialty, 

the organization of innovation slows down the work on the design. In this 

case the risk is “unacceptable”.  

- Risks when interacting with financial institutions. These kinds of structures 

are typically firm in their positions when they impose their conditions which 

is where risks from working with them could appear. Nevertheless, they are 

frequently sought for. Innovational activity is undertaken mainly with 

finances from public funds on national and European programs and 



cofinancing from local authorities. The share of own financing is small. The 

main reason is – a risk when providing financing for the design and 

innovation and a high risk for changes in the external environment. If only 

own financing is used there is a possibility for a higher weight that can come 

from the financing through credits and interests in comparison to using public 

funds. Providing for finances from public funds requires the preliminary 

execution of the design. If finances are not provided by the funds, the 

expenses from the design remain as a loss for the investor. The evaluation of 

the interviewed experts for financial provision of the innovations is as highly 

risky which is the reason to undertake design through assignment only if there 

is no other option. The interviewed experts have pointed out one 

“unacceptable” risk, four - “difficult to overcome”, one - “moderately difficult 

to overcome”, two - “moderately easy to overcome” and also two - “easy to 

overcome” risks.  

- Risks when defining the internal economic characteristics for the innovation 

depending on market conditions. Risk when implementing design with 

consciously decreased internal economical indicators of the innovation is a 

result of the low purchasing power of the population, when designing a 

household product. For some goods the national market is contracted by the 

low purchasing power of the population. Even if the innovator can provide 

high user qualities of the innovation he is forced to look for design that will 

ensure a marginal cost and a low market price. This approach will provide 

results but the risk of limited possibilities to decrease the prices in future in 

the case that strong competition and market saturation appear, remains. This 

case is predominantly evaluated as “moderately difficult to overcome risk” 

(six out of ten interviewed experts). It is acceptable, if the share of the 

designed innovation in the total production of the company is small and 

allows its problemless existence in case of a stop due to market difficulties. In 

this case it is appropriate to make a quick entry to the market with design by 

an own development unit. This risk can be decreased when high productivity 

is achieved in the future which would ensure possibilities for competitive 

prices. This condition has to be sought for when designing the organization of 

production, qualification of the executive staff and the ability of the 

equipment. These are the internal conditions to overcome external risk.  

- Risk of temporary refusal from design at the presence of strong competition 

at production import or export. At export, clients from abroad often require 

prices much lower than the market ones. Such requirements are possible if the 

internal market is contracted or saturated with imported goods. This 

conclusion at preliminary research of the design stops the design or the 

innovational activity in general. The company – innovator is forced to 

constantly look for markets and distributors for its future product before 



undertaking the design. The risk of negative changes in the market conditions 

remains after a market has been found. The situation in which design is 

undertaken without solving the abovementioned issues or they have been 

neglected because of good production or technological capabilities of the 

organization, is more dangerous. The situation is evaluated as “difficult to 

overcome risk” – two answers, “moderately difficult to overcome” – three, 

“moderately easy to overcome” – two, and “easily overcome” – two out of ten 

interviewed experts. This situation imposes permanent work on providing a 

market, competitive parameters of the product and temporary interruptions of 

the design with the possible negative consequences become possible. There 

has been one answer: “unacceptable” risk and temporary discontinuation of 

the work on the design.  

- Risks from disasters and important political events. They are difficult to 

preview and evaluate. The answers are: “difficult to overcome” risk with 

temporary stop of the design – one, “moderately easy to overcome” – two, 

and “I cannot estimate” – seven. 

Risks from the design that originate from the company – innovator – internal 

risks 

- Risks from lack of sufficient qualification of the staff from the middle levels 

in the company regarding the possibilities to conduct design. It refers to 

knowing the legislative base of this activity and the ability to communicate 

and work with design organizations and state and local authorities for the 

timely and qualitatively implementation of the obligations of the company – 

innovator. In this aspect, most of the interviewed experts evaluate the 

capabilities of the staff working on the design as good or average, and the 

risks – as “easy to overcome” – five answers, and “moderately difficult to 

overcome” – three answers out of ten.  

- The risk from the abilities of the production personnel is related to the 

success of the innovation when it is more different from previous production. 

This poses the need for re-qualification, engaging the qualified staff that is 

lacking. The risk is evaluated in a wide range due to the differences in the 

innovations: “difficult to overcome” – one answer, “moderately difficult to 

overcome” – four, “moderately easy to overcome” – two, and “easy to 

overcome” – three out of ten. 

- Risks from disturbancies in the current production when inspecting the 

equipment and evaluating the capacity, productiveness and the current 

resources, in relation to the design. It is related to temporary interruptions in 

the production and contacts with the staff, and as a result – decrease in the 

motivation of the personnel which follows from the uncertainties for them 

related to the implementation of the design and the inspections. The 



predominant evaluations are: “easy to overcome” – four, “moderately easy to 

overcome” – two out of total ten interviewed experts.  

- Risks from fear of changes. Usually workers and employees meet innovation 

as a threat to their working places, fear of dismissal or merging positions and 

professions which leads to any kind of resistance to the designed innovations 

and generates psychological tension within the company – innovator. Such a 

situation is evaluated as “moderately easy to overcome” – three responses, 

“moderately difficult to overcome” – one, six answers have been given - “I 

cannot answer”.  

- Risk from bad image of the innovator because of temporary difficulties 

when not complying with the requirements for environmental preservation 

and working conditions by the staff employed with the company innovator. 

Such omissions of the companies lead to a negative attitude of the society 

towards them. Designers external from the company avoid relating to similar 

problems out of fear for their own image. This situation is evaluated by the 

respondents as highly risky for innovations and design in the energetics and in 

some of the industrial enterprises. It is important to acquire special conditions 

and arrangements when negotiating assignment of the design with a contract. 

When designing with an own development unit it is highly probable that the 

risk that appears when approving the projects is going to be higher than if an 

external designer company or designers are involved. This makes systematic 

observations and monitoring with public announcement of the positive results 

needed. The respondents have pointed out one evaluation for a “moderately 

difficult to overcome” risk, one evaluation for “moderately easy to overcome” 

and one - for “easy to overcome” risk. For understandable reasons 7 of the 

experts have not given an answer. 

Conclusions 

From the summary of the results from the structured interviews of 

experts from innovation organizations and the juxtaposition made by the team 

conducting the research of the evaluations obtained, the following conclusions 

can be made: 

- The experts evaluate as most difficult to overcome and manage risks from 

the external environment. On first place are the evaluations for work with the 

administrations and the companies – operators when providing the starting 

documents. Next come risks of providing the financing of the design and the 

innovation on the overall. This grading is explained with multiple 

requirements of the administration without consideration that in this way 

conditions for less problematic work in the next phases of the design and 

realization of the innovation can be created. There is a subjective element in 

the results from the answers of the experts. 



- The work of the business organizations on creating internal conditions and 

staff for the innovational activity is not sufficient because in most cases such 

activities are episodic. In organizations with a constant innovational process 

the evaluations are for risks that are easier to overcome.  

- Legislative documents that regulate the innovational activity and the design 

as a stage of the innovational activity are too complex and multi-directional 

with plenty of regulations from various structures of the administration. This 

hampers the staff of the organizations when studying the legislative 

requirements, following the consecutiveness of the actions when applying 

them and the most appropriate ways to present the intentions and goals of the 

organizations before the administrative organs, financial institutions and 

companies-operators.  

- The administration works with the organizations in parts, every institution 

observes the application of its own rules. There is no unified system that can 

provide operational service, information and that can alleviate the companies 

when implementing the design. 

- The organizations have serious difficulties in supplying finances for the 

innovations and the design as a specific stage of the innovational process due 

to risks of inconsistency in the changes of the legislative documents. The 

aspiration to use public funds is natural. Despite their diversity, the business 

does not always choose the most appropriate one for its activity, although 

there is a system to inform candidates for the financing. 
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Abstract: Asset allocation is an investment strategy that aims to balance risk and reward 

by apportioning a portfolio's assets according to an individual's goals, risk tolerance and 

investment horizon. There is no simple formula that can find the right asset allocation for 

every individual. Therefore, investors may use different asset allocations for different 

objectives. Financial Literacy is the education and understanding of various financial 

areas, and it includes the knowledge of making appropriate decisions about personal 

finance. This paper discuss the role of financial education activities towards investment 

decisions in an emerging country of Pakistan. Further, we discuss the importance of 

demographics and financial literacy towards the investment decisions in Pakistan.  
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1. Introduction 

Personal finance defines all financial decisions and activities of an 

individual or household, including budgeting, insurance, mortgage planning, 

savings and retirement planning. All individual’s financial activities fall under 

the purview of personal finance; personal financial planning generally 

involves analyzing your current financial position, predicting short-term and 

long-term needs and executing a plan to fulfill those need within individual 

financial constraints.  Personal finance is a very individual activity that 

depends largely on one's earnings, living requirements and individual goals 

and desires. 

Among the most important aspects of personal finance includes; assessing 

your current financial position - looking at expected cash flow, and current 

savings, buying insurance to protect yourself from risk and making sure your 

material standing is secure, calculating and filing taxes, savings and 

investment, and retirement planning. Many consumers simply do not have the 
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information to make the most rational financial decisions for themselves, or 

they are manipulated by circumstance or misinformation to perceive a 

decision as being more rational than it actually is.  As such, many colleges 

and universities have begun to offer personal finance courses, and almost all 

media publications regularly produce material doling out personal finance 

advice to consumers. Matters of personal finance include, but are not limited 

to, the purchasing of financial products for personal reasons, like credit cards, 

life and home insurance, mortgages and retirement products. Personal 

banking is also considered a part of personal finance, including checking and 

savings accounts and new, 21st century banking products.  

Asset allocation is an investment strategy that aims to balance risk and 

reward by apportioning a portfolio's assets according to an individual's goals, 

risk tolerance and investment horizon. The three main asset classes - equities, 

fixed-income, and cash and equivalents - have different levels of risk and 

return, so each will behave differently over time. Asset allocation is the 

practice of dividing resources among different categories such 

as stocks, bonds, mutual funds, investment partnerships, real estate, cash 

equivalents and private equity. People believe that it is more profitable to be 

an owner of corporate America (viz., stocks), rather than a lender to it (viz., 

bonds 

 
Figure 1: Representation of a Well Diversified Portfolio 



 

There is no simple formula that can find the right asset allocation for 

every individual. However, the consensus among most financial professionals 

is that asset allocation is one of the most important decisions that investors 

make. In other words, the selection of individual securities is secondary to the 

way that assets are allocated in stocks, bonds, and cash and equivalents, 

which will be the principal determinants of your investment results. 

Investors may use different asset allocations for different objectives. 

Someone who is saving for a new car in the next year, for example, might 

invest her car savings fund in a very conservative mix of cash, certificates of 

deposit (CDs) and short-term bonds. Another individual saving for retirement 

that may be decades away typically invests the majority of his individual 

retirement account (IRA) in stocks, since he has a lot of time to ride out the 

market's short-term fluctuations. Risk tolerance plays a key factor as well. 

Someone not comfortable investing in stocks may put their money in a more 

conservative allocation despite a long time horizon. 

The richer and more developed countries of the world are ageing faster, 

including Germany, Japan and the US. Meanwhile, many countries in Africa 

and Asia still have a relatively young population. 

Economists believe that those countries with younger populations may 

have higher economic growth in the coming years. They use a measure called 

the “dependency ratio”, which shows the number of dependents aged either 0-

14 or over 65 compared with the population aged 15-64 to help measure this. 

Although this measure also looks at the growth in numbers of very young 

people, it is those in the over-65 bracket that are causing concern. A new way 

to look at personal finance, the Ecology of Investment series, produced by 

The Telegraph in partnership with Alliance Trust, will show how the complex 

global financial system, with interconnecting forces and needs, influences 

your investments. 

If you are investing in countries that have an ageing population, it is 

worth looking at how their consumption patterns change. An article in 

the Journal of Political Economy by academics Mark Aguiar, from Princeton, 

and Erik Hurst, at the University of Chicago, found that older people spend 

differently – partly because they have more time to do things such as make 

meals at home rather than buy fast food, and partly because they do not have 

to buy work clothes and spend money commuting. By focusing on those 

products that an ageing population will consume, including healthcare, 

insurance and technology, it may be possible to harness your knowledge to 

take advantage of these demographic shifts (Baltov, 2013). Research by 

Goldman Sachs found that increased longevity, as might be expected, means 

more spending on drugs and treatments. 



2. Financial Education and Investment Decisions 

Financial literacy is the ability to understand how money works in the 

world: how someone manages to earn or make it, how that person manages it, 

how he/she invests it (turn it into more) and how that person donates it to help 

others. More specifically, it refers to the set of skills and knowledge that 

allows an individual to make informed and effective decisions with all of their 

financial resources. Raising interest in personal finance is now a focus of 

state-run programs in countries including Australia, Canada, Japan, the United 

States and the United Kingdom. 
 

 

Figure 2: Number of Publication of Financial Literacy per Year 
 

 

 

The Organization for Economic Co-operation and Development 

(OECD) started an inter-governmental project in 2003 with the objective of 

providing ways to improve financial education and literacy standards through 

the development of common financial literacy principles. In March 2008, the 

OECD launched the International Gateway for Financial Education, which 

aims to serve as a clearinghouse for financial education programs, 

information and research worldwide. In the UK, the alternative term 

"financial capability" is used by the state and its agencies: the Financial 

Services Authority (FSA) in the UK started a national strategy on financial 

capability in 2003. The US Government also established its Financial Literacy 

and Education Commission in 2003. 

Financial education is increasingly important, and not just for investors. 

It is becoming essential for the average family trying to decide how to balance 



its budget, buy a home, fund the children’s education and ensure an income 

when the parents retire (Baltov, 1999). Of course people have always been 

responsible for managing their own finances on a day to day basis – spend on 

a holiday or save for new furniture; how much to put aside for a child’s 

education or to set them up in life – but recent developments have made 

financial education and awareness increasingly important for financial well-

being. 

For one thing, the growing sophistication of financial markets means 

consumers are not just choosing between interest rates on two different bank 

loans or savings plans, but are rather being offered a variety of complex 

financial instruments for borrowing and saving, with a large range of options. 

At the same time, the responsibility and risk for financial decisions that will 

have a major impact on an individual’s future life, notably pensions, are being 

shifted  

 

increasingly to workers and away from government and employers. As life 

expectancy is increasing, the pension question is particularly important as 

individuals will be enjoying longer periods of retirement. Individuals will not 

be able to choose the right savings or investments for themselves, and may be 

at risk of fraud, if they are not financially literate. But if individuals do 

become financially educated, they will be more likely to save and to challenge 

financial service providers to develop products that truly respond to their 

needs, and that should have positive effects on both investment levels and 

economic growth. 

Figure 3: Number of Citation on Financial Literacy per Year 

3. Financial Education activities in Pakistan 

Pakistan's estimated population as of January 1, 2017 was 194.9 million 

people, making it the world's sixth-most-populous country, behind Brazil and 

ahead of Nigeria. During 1950–2011, Pakistan's urban population expanded 



over sevenfold, while the total population increased by over fourfold. In the 

past, the country's population had a relatively high growth rate that has been 

changed by moderate birth rates. As of 2016, the population growth rate stood 

at 2.10%. When it comes to investing, some of Pakistanis think of gold, real 

estate and, occasionally, foreign currencies as investments.  
 

Figure 4: Financial Inclusion by Region, 2011-2014 
 

In Pakistan, 57.9% of people of age 15 and over can read and write, 

while it includes 69.5% of male population and 45.8% of female population. 

The year wise age patterns of Pakistan shows that 31.99% of Pakistani 

population fall under 0-14 years, 21.31% of Pakistani population fall under 

15-24 years, 36.87% of Pakistani population fall under 25-54 years, 5.43% of 

Pakistani population fall under 55-64 years, : 4.4% of Pakistani population 

fall under 65 years and over.   

4. Personal Finance, Financial Literacy and Pakistan 

Pakistan’s first-ever Nationwide Financial Literacy Program (NFLP) 

has been launched with the support and collaboration of Asian Development 

Bank (ADB), Pakistan Banks’ Association (PBA), Pakistan Microfinance 

Network (PMN), Pakistan Poverty Alleviation Fund (PPAF) and Bearing 

Point. The Nationwide Financial Literacy Program (NFLP) has been 

sponsored by the Asian Development Bank and launched by State Bank of 

Pakistan. The purpose of this program is to impart knowledge and 

understanding of basic financial concepts, products and services to low-

income Pakistanis to enable better economic decisions. As a regulatory body, 

the State Bank of Pakistan (SBP) is committed to promoting access to 

financial services and has launched the Nationwide Financial Literacy 



Program (NFLP) with an endowment under the Asian Development Bank’s 

(ADB) Improving Access to Financial Services Program.  

 
Table 1 

Financial Literacy Highlights in Different Countries 
Financial literacy is a combination of knowledge, attitude and behavior, and so it makes sense to 

explore these three components in combination. Table 1 summarizes the proportion of respondents in each 

country achieving a high score on each of the three financial literacy components. There is some variation 

in relative strengths and weaknesses of respondents within countries: for example more than 4 times as 

many Armenians had a high knowledge score (46%) than a high attitude score (11%). 

Countries 
High knowledge 

Score 

High behavior 

Score 

High attitude 

Score 

Albania 45% 39% 69% 

Armenia 46% 41% 11% 

Czech 

Republic 
57% 48% 62% 

Estonia 61% 27% 46% 

Germany 58% 67% 63% 

Hungary 69% 38% 69% 

Ireland 60% 57% 49% 

Malaysia 51% 67% 53% 

Norway 50% 59% 57% 

Peru 41% 60% 71% 

Poland 49% 43% 27% 

South 

Africa 
33% 43% 54% 

United 

Kingdom 
53% 51% 49% 

British 

Virgin Islands 
57% 71% 67% 

 

The pilot phase of the NFLP is being rolled out by BearingPoint 

Management and Technology Consultants. The entire program is managed by 

the Improving Access to Financial Services (IAFS) Committee which is 

comprised of members from the following organizations: Pakistan Banks' 

Association, Pakistan Microfinance Network, Pakistan Poverty Alleviation 

Fund, local education sector, SBP and ADB (observer). The program is 

underway in conjunction with a variety of measures such as encouraging 

mobile phone-based banking services, innovative products and credit scoring 

systems for small enterprises and flexible regulatory regime for MFBs. 

The program will initially impart basic financial literacy to poor and 

marginalized people of Pakistan. The NFLP pilot will impart financial 

education and awareness on six personal finance themes that include 

budgeting, savings, investments, debt management, financial products, 

branchless banking and consumer rights & responsibilities. In addition to 

focused training sessions of beneficiaries, the dissemination strategy involves 

street theatres, board games, comic strips, activity-based competitions, and 

website and media campaigns to reach out the masses on a larger scale. The 



training sessions will be sourced from banks, Microfinance Banks (MFBs) 

and Microfinance Institutions (MFIs) based on their interest and pre-defined 

qualification criteria. 

NFLP scope includes an intended change in attitudes and behavior by 

providing 2-day workshops which involve content-based activities, story-

telling and exercises. Its pictorial handbooks are geared to the learning 

capacity and situations of its target audience, many of whom may be 

functionally illiterate. The workshops are to be supplemented by public 

service messages relayed on terrestrial and regionally popular television and 

radio channels. The State Bank of Pakistan has also defined a comprehensive 

strategy in Branchless Banking Regulations 2008 upon which banks and 

cellular phone operators are working rightly to reach the marginalised or poor 

segment of the society. 
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Abstract: Solvency II is a new risk-based framework for setting the capital requirements 

of European insurance companies, in force since January 2016. The solvency capital 

requirement (SCR) is set such that the insurer can meet its obligations over the next 12 

months with a probability of at least 99.5%. Project Solvency II is aimed to create a system 

of solvency taking into account the profile of risk which insurance companies and 

reinsurance companies are exposed to on account of their activity. It will turn out to be 

necessary to build risk assessment models taking into account risks which have not been 

taken into account when assessing capital requirements for insurance companies so far. 

This paper discusses the risk assessment and accounting in the practice of insurance 

companies. 
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In early 2011, the work concentrated on Pillar 2 of Solvency II, which 

required companies to challenge their own risk culture, define – or redefine as 

needed – risk governance and strategy and consider the operational 

implementation of the risk management function. As the keystone of the 

Directive is based on risk control, Pillar 2 compliance therefore raises many 

questions for insurance companies. These tough questions often strike at the 

heart of business management processes. 

One of the main lessons learnt from the financial crisis is that efficient 

risk management requires coherent and consistent operational coordination 

between: 

 the definition of major risk policies and processes (primarily by the risk 

department), and 

 the appropriate application of these policies and processes by the relevant 

entities (operational functions, internal control, etc.). 

 

 

1. New Framework Solvency II  

 

Solvency II, the new regulatory framework for insurance companies in 

the European Economic Area (EEA), has come into full force in 31 European 

countries as of January 1, 2016. 



The Solvency II rules have been under development since 2000, involving a 

long consultation process with national regulators and the European insurance 

industry. The new framework, prescribes risk-based capital requirements, in 

combination with market-based valuation of the assets and the insurance 

liabilities. The aim of the solvency capital requirement is that the insurance 

company has sufficient funds to cover losses over a 1-year horizon with 

99.5% probability. The implementation of the Solvency II Directive will 

oblige insurance companies to run effective management systems that will 

execute a substantial amount of their tasks via appropriate control 

mechanisms, both qualitative, as part of the corporate culture, and those based 

on corporate control mechanisms. 

To recap, the Directive: 

 presents the risk management function (hereinafter referred to as 

the ‗risk Function‘) as an efficient,    mandatory function integrated into the 

organisation; 

 limits the scope of risks covered – notably risks used to calculate 

SCR, but not necessarily limited to just these risks 

 describes the specific responsibilities of this function, acting as the 

overall ‗conductor‘ for the system and ‗pilot‘ for the internal model, if 

applicable. 

 
The Solvency II provisions concerning the organisation and risk 

governance system are based solely on the guiding principles. The regulators 

want each organisation to be responsible for determining its own 

organisational structure, and have therefore defined only key functions and 

very general requirements. 

 
Insurance and reinsurance companies are required to maintain written 

rules of risk management, internal controls, internal audits and outsourcing, to 

be reviewed annually, mainly in the framework of new risks identified by 

insurers that may affect their adequate financial standing. 



 

2. Risk Assessment and Accounting 

 

All companies which are subject to Solvency II must demonstrate that, 

in line with these principles, they have an 

operational system for managing and overseeing its risks which 

guarantees: 

 a true understanding of the risks to which the 

company is exposed (risk profile) and a reasonable assessment of its exposure 

at any given time 

 a real operational risk management mechanism, 

i.e., key components are in place, and each component can do what it is 

supposed to do 

 reporting of required information and the ability 

of the regulatory authorities to make the necessary decisions. 

Managing risk is important for all companies. The primary benefits of 

successful risk management relate to the costs of financial distress and 

income taxes. For insurers, successful risk management also reduces the 

likelihood and extent of costly regulatory interventions and dividend 

restrictions. 

Financial distress costs include not just the direct cost of bankruptcy but 

more importantly the impact of actual and potential financial distress on the 

value of operations. The financial viability of a company affects the 

likelihood and terms of transactions with customers and suppliers. This is 

especially true for insurers, whose perceived financial stability affects their 

ability to sell insurance and the implicit discount rate that policyholders apply 

to the promised contractual or contingent cash flows. The likelihood of 

financial distress also impacts the value of intangibles, including franchise 

value, which have low or no value in bankruptcy. 

Successful risk management may reduce the present value of income 

taxes by reducing the volatility of taxable income. The present value of 

income taxes increases with the volatility of taxable income due to the 

following features of the tax code: (1) progressive tax schedules, (2) 

provisions of the alternative minimum tax, and (3) the asymmetry in the tax 

treatment of income and losses (delays in obtaining the tax benefits associated 

with losses and the expiration of unexploited tax losses). Therefore, risk 

management activities that smooth taxable income over time may reduce the 

present value of income taxes. 

To be managed successfully, risk has to be properly measured. I next 

discuss the primary methods used for measuring risk and then turn to a 



discussion of risk mitigation activities, including internal mechanisms, 

reinsurance, financial market solutions, letters of credit, and capital solutions. 

Risk management strategy must be clearly defined and well 

documented. This strategy must set risk management objectives and key risk 

management principles, define the organisation‘s risk appetite and finally 

describe the roles and responsibilities of the risk management function across 

the company and in accordance with its business strategy. 

Risk management policies must be put in writing and adapted. They 

include naming and defining the risks to which the organisation is exposed, 

classifying them by type and limits of acceptability. The risk management 

system must apply strategy, facilitate the implementation of control 

mechanisms and take into account the nature, scope and time horizon of the 

business and the associated risks. 

Risk management processes must be appropriate and procedures 

adapted in order to identify, assess, manage, monitor and report risks. (see the 

figure 1) 

Risk reporting procedures must be appropriate as must the feedback 

loops that ensure reporting. These procedures are coordinated and challenged 

by the risk management function and are actively controlled and managed by 

all relevant staff. Reporting documents submitted to the above-mentioned 

bodies by the risk management function refer to the risks (potential or actual) 

associated with the business of the company and the operational efficiency of 

the risk management system. 

 

Solvency II places the risk function at the core of the risk management 

system. The risk function must also bear in mind that this risk profile is not 

merely an inventory of all the potential or actual risks: 

 Based on its analyses and the points of view covered, it prioritises 

the risks that must be monitored. 

 Its added value lies in its ability to provide a ‗shortlist‘ of risks that 

justify investing in measurement, monitoring and permanent supervision, 

based on the company‘s business objectives. 

 As such, this management tool is developed by combining the ‗risk 

philosophy/vision‘ of operational staff (a bottom-up approach to risk 

management based on the comprehensive identification of risks) with that of 

management (a top-down approach whereby investment in risk management 

is justified and prioritised). 

 

 

 

 



Risk measurement 

Risk measurement is a crucial element of risk management programs, 

and is therefore an important activity for insurance companies. In addition, 

outsiders—including regulators, rating agencies, investors, policyholders and  

 
Figure 1: Risk management system 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: PwC 

 

 

Business Strategy 
 

 Strategic objectives  

• Risk strategy 

• Valuation of strategic scenarios 

• Capital strategy 

• Use of capital and financial resources 

 Strategic allocation 

• Reinsurance and 

other hedging 

• Business decisions 

• Forecast timeline 

Solvency management and 

measurement 

• Economic assessment 

• Best estimates 

• Risk parameters and 

assumptions 

• Analysis and estimates of 

capital 

• Stress test and scenario 

• Fungibility of capital 

• Capital assessments 

(internal, S2, etc.) 

• Reconciliation of these 

assessments 

External environment 

• Business environment 

• Emerging risks 

• Long-term risks 

• Macroeconomic environment 

• Regulatory framework (S2) 

• Changes in legal environment 

• Social trends 

Decision-making 

process 

• Regular monitoring of 

risk profile 

• Solvency management 

and monitoring 

• Risk appetite and 

tolerance 

• Frequency of 

assessments 

•Support for strategic 

decisions 

•Risk governance 

documentation 

• Disclosure (Pillar 3) 

Risk analysis and 

assessment 

• Risk identification 

• Qualitative analyses 

• Control assessment 

• Prioritisation and 

classification of risks 

• Risk profile 

•Risk management 

policies 

 



 

other parties—have strong interest in monitoring the risk profile of insurers 

and their solvency. Research on risk measurement has focused on outsiders‘ 

evaluation of solvency risk and the prediction of financial distress. 

The most popular metrics used in measuring and managing financial 

risk are Value at Risk (VaR) and Expected Shortfall (ES). VaR is the loss 

during an N day period that at a confidence level of X% will not be exceeded. 

ES (also called tail conditional VaR or tail loss) is the expected loss 

conditional on incurring a loss greater than VaR. VaR and ES measures are 

employed not just in measuring investment risks but also in the determination 

of economic capital (and thus capital reserves), the setting of insurance 

deductibles, the setting of reinsurance cedance levels, and the estimation of 

expected claims and expected losses.  

The use of VaR measures has increased significantly over the past 

decade due to the adoption of economic capital models by insurers. These 

models are used to supplement the factor-based approach to capital adequacy 

and to aid in the allocation of capital to specific products. Economic capital 

is the amount of capital required to absorb potential losses which may occur 

at a given confidence interval and time horizon. This threshold is measured 

using VaR or other stochastic models. Unlike traditional ratio models, the 

economic capital approach is flexible enough to allow correlations between 

risks to be incorporated into the model. An important milestone for economic 

capital has been the European Union‘s adoption of Solvency II, which will 

encourage insurers to use internal models to determine their solvency capital. 

As discussed above, S&P and Moody‘s have also broadened their review of 

companies to supplement static risk-based capital ratios with economic capital 

models. 

Risk measurement methodologies are covered by Pillar 1 of Solvency II 

in the standard formula that defines the modelling principles for technical 

provisions using best estimates and requirements for calculating SCR (risk 

module, shocks to be applied, correlation matrix). A robust risk identification 

system must be able to predict all risks and align them with the company‘s 

major risks in order to understand the causes and interdependencies. It must 

be regularly updated following any significant change in the risk profile. 

Companies may also use an internal model that best reflects their specific risk 

profile. An internal model can apply the same base to a number of uses, 

ranging from solvency requirements to embedded value, asset-liability 

management. The internal model is more than just a calculation tool. It is used 

to measure, control, manage and report on risks. It is at the core of risk 

strategy and risk management.  

 



A governance system is a set of principles and rules established to 

monitor and manage risks based on a clear, shared decision-making process 

and adapted tools. It generally features the following components: 

o A set of rules: best practices (industry standards or 

companyspecific practices), tolerated practices, prohibited practices. 

o Delegation of authority procedures: any decision that could 

significantly engage the company must be approved by at least two people at 

management levels that correspond to the level of commitment. 

o Pricing and provisioning: profitability target, technical bases used, 

pricing and provisioning methodology. 

o Risk monitoring: risk indicators, specific risks requiring specific 

monitoring, stress tests. 

o Tools: documentation, standard and non-standard tools. 

 

 

Using risk measurement tools and processes, the risk management 

system must produce all the information necessary to the relevant managers to 

ensure appropriate and hands-on oversight. Internal and external reporting 

structures must be put in place. 

 

Risk accounting 

Accounting quality is affected by many factors. Three primary ones are 

the complexity of the underlying transactions and related accounting 

treatment, the uncertainty associated with the transactions and reported 

amounts, and the extent of managerial discretion involved in measuring and 

reporting transactions. Complexity and uncertainty could cause mistakes in 

financial reporting and, similar to managerial discretion, could provide 

managers with opportunities to manage earnings. From a user‘s perspective, 

these factors reduce the understandability and reliability of financial 

information. 

 In the meantime, insurance accounting under IFRS is prescribed by 

IFRS 4, which was issued in 2004 as an interim standard pending completion 

of the comprehensive project. IFRS 4 addresses recognition and measurement 

of rights and obligations under insurance contracts in only a limited way, and 

it permits a wide variety of accounting practices for insurance contracts. IFRS 

4 permits a wide variety of accounting practices for insurance 

contracts. In effect, it allows companies to continue to use the previous 

(country-specific) accounting principles, subject to some adjustments. 

The value of any financial claim is the present value of expected net 

flows to the owners of that claim. Accordingly, the value of common equity 



(Equity Value or EV) is the present value of expected net flows to common 

equity holders (Net Equity Flow or NEF).  

When valuing non-financial service firms, most analysts first estimate 

the value of operations and then subtract the value of net debt, often estimated 

using its book value. The value of operations is calculated using either 

relative or fundamental valuation models which focus on flow measures such 

as free cash flow or EBITDA, with little attention paid to the book values of 

operating assets and liabilities. In contrast, when valuing financial service 

firms such as insurance companies, analysts often value the equity directly 

and focus on book values. 

These differences in valuation approach are due to the following unique 

characteristics of insurers: 

 Insurers, especially life insurers, have high leverage ratios and earn 

a substantial portion of their profits from the spread between the return on 

invested assets and the cost of liabilities. Thus, a valuation approach that 

focuses on operating activities would omit a major part of value creation for 

insurers. 

 The book values of major assets and liabilities of insurers are often 

close to fair values. Accordingly, balance sheet amounts can be used to value 

those assets and liabilities, or at least serve as a reasonable starting point for 

valuation. 

 Due to regulation, insurers‘ ability to write premiums is directly 

related to their surplus, which is a regulatory proxy for equity capital. Also, 

insurers are required by regulators to maintain minimum equity capital at 

levels commensurate with the scope and riskiness of  their activities. These 

regulatory effects make book equity a relatively useful measure of the scale of 

operations. 

In contrast, non-financial service firms generate value primarily in 

operations, and the fair values of most of their assets and liabilities are 

substantially different from book values. In addition, while average leverage 

ratios are relatively small outside the financial sector, for many nonfinancial 

firms the book value of equity is small or even negative and is hardly related 

to market value. 

The most common fundamental method for valuing non-financial 

companies involves discounting projected ―free cash flows‖ to obtain an 

estimate of the value of net capital (net debt plus equity), and then subtracting 

an estimate of the value of net debt to obtain an estimate of equity value. Net 

debt is debt minus financial assets, where financial assets are financial 

instruments unrelated to operations. The value of debt is estimated using 

either its book value, 



disclosed fair value (under SFAS 107), or book value adjusted for the 

value effects of changes in interest rates or the company‘s credit profile since 

the issuance of the debt instruments. Similarly, the value of financial assets is 

measured using their book value, disclosed fair value. 

While free cash flow valuation is the primary fundamental valuation 

approach used to value non-financial companies, it is rarely used to value 

financial service companies. This is due to the differences between financial 

and non-financial companies. Instead, financial service companies are 

typically valued by discounting expected 

cash flows or earnings that flow to or accrue to equity-holders. Three 

types of models are used: (a) discounted dividend per share, (b) discounted 

net equity flows, and (c) the residual income model. Although these models 

are analytically equivalent, in practice their implementation involves different 

assumptions and hence results in different value estimates. I discuss these 

models in turn. 

The IASB‘s standard objectives are to ensure high-quality, 

understandable, enforceable and globally accepted principles which will 

improve transparency and comparability of insurers‘ financial statements 

regardless of sector, geography or products. Solvency II‘s goal is to establish 

a single common regulatory framework to maintain capital adequacy and risk 

management standards for those who underwrite insurance contracts within 

the European Economic Area. The aim under IFRS and Solvency II is to 

facilitate comparability and transparency from a regulatory and accounting 

perspective to external stakeholders, in contrast to the current divergent 

practices and measures which characterise insurance reporting. Whilst there is 

no requirement for consistency between regulatory and financial reporting, 

there are significant overlaps in both the measurement and disclosure 

requirements between the Phase II and Solvency II frameworks. (see the 

figure 2) 

The primary focus for Solvency II is capital adequacy rather than 

profitability management. Given the similarities in the measures, companies 

will need to improve their understanding of the differences between IFRS and 

Solvency II in order to effectively manage the business. Finance can help the 

business negotiate this challenge by presenting a clear reconciliation, with 

explanations of major differences, between the Phase II summarised margins 

approach and the Solvency II profit and loss attribution.  

Significant work will be required to revise and update policies and 

promulgate guidance for implementation. This will include policies for setting 

discount rates and risk margins and any deviations from Solvency II. 

Accounting policies and manuals must be updated to reflect the new standard. 

For example, under Phase I, each entity within an insurance group retained its 



local GAAP for measuring insurance liabilities; however, under Phase II, 

policies will be standardised across international insurance groups. 

The processes developed to report under the new insurance accounting 

standard will need to be auditable. Pillar II governance and control 

frameworks have raised the benchmark in terms of governance and quality of 

documentation (e.g., policies, assumptions, data sources and calculation 

methods) required to facilitate a smooth audit sign off. 

The move to a market-consistent measurement basis for Solvency II is 

expected to lead to closer matching between assets and liabilities to reduce 

capital requirements. The introduction of Phase II is expected to increase the 

income statement volatility for those companies who are not matching assets 

and liabilities. Combining asset and liability management strategy for 

Solvency II with Phase II will provide an opportunity for an insurer to 

manage volatility both from a balance sheet and profit and loss perspective. 

An insurer may elect to use the amortised cost basis under IFRS 9 for assets 

backing those components under Phase II which do not reflect changes in 

market assumptions (i.e., the residual margin). This needs to be measured 

against the cost and effort of having the same assets measured at fair value 

under Solvency II. Uncertainty over the timing for adoption of the new IFRS 

standard for  financial instruments will make IFRS 9 critical for all insurers to 

avoid a mixed accounting model which will complicate their implementation 

strategy. Clearly, the cost of implementation, as well as considering the 

impact on the results, would be managed more effectively if adoption dates 

are identical. However, assuming different dates, management should be 

assessing the impacts of adopting an IFRS 9 strategy that will align with the 

expected 

IFRS 4 implementation.  
 

Figure 2: Identifying the operational impact: IFRS and Solvency II similarities and 

differences 
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IFRS measurement requirements are based on the characteristics of the 

contract, rather than the nature of the legal entity as under Solvency II. 

Contracts that do not transfer insurance risk will continue to be measured as 

financial instruments or service contracts under IFRS. The ED introduces 

mandatory unbundling requirements for components of the insurance contract 

which are not considered to be ‗closely related‘ to the insurance coverage 

(i.e., account driven contracts, such as unit-linked contracts and embedded 

derivatives). This means that the presentation and measurement of all future 

management fees and charges expected to be earned over the life of the 

contract will be excluded from the measurement of the investment 

component. Insurers will need to develop their underlying systems to 

facilitate a robust reporting process to track, measure and map the different 

components between Solvency II and Phase II balance sheets. 

 

Conclusion 

The primary objectives are to describe the insurance business, discuss 

and evaluate insurers‘ financial information and the accounting methods used 

in preparing financial statements, explain how financial disclosures can be 

used to analyze the risk, performance, growth prospects and value of 

insurance companies, and describe the models used in valuing insurance 

companies. 

Finally, the risk function ensures that an operational risk management 

system is in place and that it covers all the risk profile components. Each risk 

must be assigned to a risk ‗owner‘ who is the ‗subject matter specialist‘ 

available in the company: i.e. actuarial department for underwriting, certain 

counterparty and reinsurance risks, asset management for market and credit 

IFRS 4 Phase II/IFRS 9 

Impacts 

 Process, organisation and systems 

 Financial reporting 

 Internal controls framework 

 Management information 



risks, and so on. Assigning a risk owner is the first step in implementing an 

operational risk management system. 
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Abstract: Sustainable rural development is vital to the economic, social and 

environmental viability of each nation. Nowadays, rural areas are facing complex 

challenges and opportunities: agriculture is no longer the backbone of most rural 

economies; as the role of non-farm sectors (manufacturing, tourism and industry) is 

increasing. These new realities require for a new approach to innovations and investments 

in rural areas. The paper focuses on the role of investments and innovations in rural areas 

in Kosovo and Bulgaria, and their role for achieving sustainable rural development. The 

study aims to analyse and assess the implemented approaches of innovations and 

investments in rural areas in both countries. 
 

 

1. Introduction  

The last reform of the Common Agricultural Policy (CAP) has kept the 

structure with two pillars of this policy, with rural development still 

representing the so-called "second pillar of the CAP". EU rural development 

policy was introduced as the second pillar of the CAP during the 2000 

Program Reform. It is funded by the European Agricultural Fund for Rural 

Development (EAFRD). The objective of this fund is to contribute to the 

implementation of the Europe 2020 strategy (European Union's growth and 

jobs strategy) by promoting the sustainable development of rural areas. The 

EAFRD should contribute to the development of a climate-balanced and 

climate-resilient, competitive, and innovative agriculture-friendly territorial 

and ecological sector. 

 

The six priorities of the new rural development policy for the period 

2014-2020 are as follows: 

• Stimulating the transfer of knowledge and innovation in agriculture 

and forestry (developing the knowledge base in rural areas, strengthening the 

links between agriculture, forestry and the research sector); 
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• enhancing the sustainability and competitiveness of all types of 

farming, as well as promoting innovative technologies in agriculture and 

supporting sustainable forest management; 

• promoting the organization of the food chain, animal welfare, and risk 

management in the agricultural sector; 

• restoration, conservation, and consolidation of agricultural and forest 

ecosystems (biodiversity, water, soils); 



• promoting the efficient use of resources (water, energy) and 

supporting the transition to a low-carbon economy (use of renewable energy, 

greenhouse gas emissions, carbon capture and storage); 

• promoting social inclusion, poverty reduction, and economic 

development in rural areas (creating jobs, stimulating local development, 

improving accessibility of information and communication technologies). 

The main strategic and planning document for rural development within 

the EU highlights the importance of investments and innovations in rural 

areas in order to increase the competitiveness of the economic agents there, as 

well as to improve the economic and social conditions there. National policies 

further developed these priorities into concrete measures and programmes.  

The paper focuses on the role of investments and innovations in rural 

areas in Kosovo and Bulgaria, and their role for achieving sustainable rural 

development. It aims to analyse and assess the implemented approaches of 

innovations and investments in rural areas in both countries. 

The paper is structured in four parts, namely introduction, state of art, 

state policy and measures for investments and innovations in Kosovo and 

Bulgaria, conclusions. The authors used for their analysis planning and 

strategic documents publicly available in both countries (respectively Kosovo 

and Bulgaria), as well as official data and statistics from the National 

Statistical Institutes of both countries, Eurostat, and data base from survey 

conducted in rural areas of Kosovo.  

2. State of art  

The investments and innovation processes are key priorities for the 

Common Agricultural Policy (CAP) and have strong financial support in the 

European Union. Financial instruments are being used to stimulate investment 

and innovations in rural areas. The investment process in rural areas faces a 

number of challenges: investment in three areas and two levels, namely: 

investment in agriculture, investment in economic activities, and investment 

in non-economic activities and infrastructure. Investments are at the micro 

and mezzo-level, i.e. business units and municipality/district.  

The investment and innovation processes in rural areas reflect the 

peculiarities of the main sector in those areas - agriculture, its specificities 

through the influence of natural, technological and biological factors; risk of 

non-disclosure of varieties and breeds; High share of fixed costs; Mismatch 

between working and technological processes, The dynamics of investment in 

agriculture depends on the intersection between these peculiarities and the 

level of activity of economic operators.  

Specifics of rural areas require new approaches and new strategies. 

Globalisation, changes in the public financing of the agriculture sector and the 

emergence of important non-farm niche markets put rural areas in direct 



competition, confronting them with new threats and opportunities. While 

agriculture is no longer the backbone of most rural economies, emerging 

sectors include tourism, manufacturing, and energy production among others. 

Richard Hecklinger describes the new reality as follows: “Rural areas face 

several new opportunities and challenges which call for appropriate rural 

development policies and a more effective use of scarce financial resources.” 

(Richard Hecklinger, OECD). Rural areas are increasingly looked upon as a 

heterogeneous array of regions where one size fits all policies is no longer 

suitable to capture the diversity of rural needs and opportunities. This has 

significant implications in terms of defining and implementing new 

investment priorities for rural development.  

Evidence from across the OECD shows that the capacity of regions, 

whether urban or rural, to support processes of learning and innovation is a 

key source of competitive advantage. Innovation in rural areas can be about 

“doing traditional activities in a new way”, about starting up new businesses 

or about changing the way government interacts with citizens. In all these 

cases innovation is strongly linked with social processes such as the creation 

of networks, the strengthening of local identities, and the creation and 

dissemination of knowledge.  

In the paper it is claimed that the question of innovations is not just a 

theoretical one, it has strong policy implications and influences on public 

investments. Traditionally, theories around innovation focus on innovation 

within firms and innovation is often viewed as a scientific and/or technical 

sequential process driven by experts. Innovation is thus often, wrongly 

associated with “high-tech products” and with R&D activities mostly carried 

out in urban areas. In order to make informed, strategic decisions on 

investments in rural innovation, the following distinctions must be made: 

• First, innovation is not just about new products, it is also about 

processes. Innovation in a rural context can thus be crucial in terms of 

opportunities linked with traditional activities such as farming or tourism that 

thanks to technologies can be carried out in a more productive way. 

• Second, innovation is also about the way governments act and 

interact with other sectors and players. Institutional innovation is thus a key 

issue in rural development. Innovative governance tools can be key drivers 

worth investing in for the development of rural areas. Third, a key distinction, 

having impact in terms of investments, should also be made between the 

“production” and the “assimilation” of innovation. Evidence shows that while 

R&D investment has become a paradigm of innovation for some regions, 

investment in education and training is more important in many rural areas. 

Frequently, rural development can be triggered more effectively by investing 



in the local capacity to assimilate knowledge spillovers generated elsewhere 

than to actually produce that knowledge.  

• Finally, even when talking about the production of technology, one 

should make a clear distinction between emerging and mature technologies. 

Analysis of patent applications shows that while urban areas have a 

competitive advantage in producing emerging technologies because of thicker 

markets and knowledge spillovers, rural regions can be competitive in the 

development of mature technologies. There are several examples of world-

class innovative rural SMEs in mature technology sectors as it is the case in 

Finland or Canada. A critical part of the process is the combination of internal 

and external competences and knowledge. 

“If you invest in human capital first, your chances of being able to 

generate research and development, create innovation through R&D, as well 

as assimilate greater innovation are much greater than if you decide to do it 

the other way around”.  

Andres Rodriguez Pose (Spain) 
The knowledge-based economy brings a new reality which is only 

beginning, comprised of telecommuters, home-based businesses, web-based 

businesses, satellite offices, and relocations. Based on recent research, the 

discussion focused on the importance that new rural residents and the 

“creative class” in particular can play an important role in rural development. 

In fact, the impetus for innovative projects in rural areas often comes from 

actors external to the locality. A common comparative advantage shared by 

some rural areas is the ability to support a high quality of life. Research 

presented at the conference showed that a number of professionals, pertaining 

to the creative class (such as architects, artists, engineers, software developer, 

designers etc.), are more and more keen to move to places that are offering a 

better quality of life. This argument is particularly relevant in countries where 

most rural areas are relatively well linked to urban centres, and thus that type 

of individuals can move more easily.  

An important implication of these findings is that valorising amenities 

is not just conducive to the attraction of more tourists and retirees but also to 

the attraction of younger, talented individuals. Their presence, in turn, can 

generate relevant positive effects on the rural economy in terms of new firm 

formation and employment growth. In the context of rural areas, the 

combined presence of three factors has a more substantial impact on 

economic growth than either in isolation: entrepreneurship, the creative class, 

and amenities, such as landscape and recreation. 

 
3. Innovations and Investment in Kosovo and Bulgaria: state, 

policies and measures  



3.1. Kosovo - existing measures, policies, funding, current situation 

 

A) Investments 

 

The Agriculture and Rural Development Programme (ARDP) 

established in 2007 by the Ministry of Agriculture, Forestry and Rural 

Development (MAFRD) and backed by the World Bank offers a framework 

for the development of Kosovo’s agricultural sector. It takes into account the 

current and changing nature of the EU’s Common Agricultural Policy. The 

MAFRD continued with the grant support scheme, in order to support 

investment in agricultural households in different sectors as well as to achieve 

higher standards, improve the quality of various agricultural crops and 

achieve the overall objectives of RDP. By including measures and 

submeasures for different agricultural sectors, the RDP is implemented by the 

division for Approval of Rural Development Project as follows:  

Measure 101 - Investments in physical assets in agricultural economies, 

this measure includes the fruit trees sector (apple, pear, plum and cherry), the 

small fruits sector (strawberry, raspberry and blackberry), the vegetable sector 

(greenhouses) and vegetables storage facilities, the meat sector (fattening of 

calves and broilers), the milk sector (milk cows, sheep and goats), the grape 

sector, and the egg producing chickens sector.  

Measure 103 - Investments in physical assets in the processing and 

trade of agricultural products, this measure involves the milk processing 

sector, the meat processing sector, the fruits and vegetables processing sector, 

and the wine sector.  

Measure 302 - Diversification of farm and rural business development, 

includes submeasures:  

• 302.1 Beekeeping, production/processing and marketing of honey;  

• 302.2 Collecting and processing of non-wood forest products and 

their marketing;  

• 302.3 Processing of agricultural products (cultivated) and their 

marketing; 

• 302.4 Development of craftsmanship activities and their marketing; 

• 302.5 Development of rural tourism and farm tourism. 

Measure–Scheme for irrigation of agricultural lands; 

Measure 303 - Implementation of local development strategies - Leader 

approach includes submeasure 

• 303.2 The first activity "Functionalizing of the selected LAG 2015 

and RDN"; 



The budget projected for 2015 for the abovementioned measures within 

the plan for agriculture and rural development is specified in the table below, 

for each measure and submeasure. 

The rural development grant programme is supporting the rural sector 

to improve competitiveness and productivity in order to eventually be able to 

compete in the EU. Additionally, it is the ambition that grants will generate 

sustainable and higher income jobs in the rural areas, although there can be 

short-term trade-offs between promoting productivity and jobs 

simultaneously. 

Investment projects under Measure 101 were co-financed according to 

the following rule: National budget (65%)  + farmers own funds (35%). The 

minimum value of eligible expenses for the project within this measure was € 

10,000, except for the projects concerning berries, where the minimum value 

of the project was € 3,000. Maximum value of eligible costs for projects 

supported by public funds within this measure was € 100,000. The financial 

support implemented through ARDP in the last three years (2014-2016) was € 

183,3 million in total. Out of this amount € 94,4 million were implemented as 

co-matching/investments grants and € 88,9 million as direct payments. As a 

result of those investments grants 571 ha orchards, 134 ha wineyards, 62 ha of 

green houses, 224 new stables, 22 new projects in rural tourism were 

established, 560 farmers invested in renewable energy, and 2076 ha invested 

in irrigation systems at farm level (MAFRD, 2016).  

 

Agricultural producers assess the possibility to invest available capital 

in their farms as moderately important (25.9 % of all respondents). Small 

percent weighted investment of available capital as important (18.1%) and 

very important (12.4%). Investment of remittances received in farms is 

evaluated as a very important from 6.9 % of farmers, while 12.7 % assess this 

opportunity as an important or moderately important (14.3%). Nearly one-

third of farmers do not accept the idea to invest remittances received in farms 

(8.1 % pointed that this is not important and 20.1% – slightly important). The 

prevailing part of farmers (64.8 %) stand behind the statement that improved 

physical structure will lead to increase of likelihood in case of starting non-

farm business. The results are illustrated graphically on Figure 1. This is a 

good sign from the demand side of investments. There are expectations for 

policy measures, targeting investments in non-farm initiatives, which will 

improve the level of sustainability of rural areas, and will support 

competitiveness of different economic activities there (MAFRD, 2016).  
 

 

 

    



 

Figure 1. Assessment of possibilities to invest in rural areas 

 

B) Innovations 

 

The role of innovations in economic development has not yet been fully 

recognised in Kosovo by the general public and especially in rural areas, but 

government and business structures increasingly reflect the importance of 

innovation as one of the main pillars of economic growth.  

The Ministry of Education, Science and Technology (MEST) and the 

Ministry of Trade and Industry (MTI) are the main institutions responsible for 

creating a policy framework and environment conducive to innovation, while 

the Ministry of Economic Development is gradually increasing its role in the 

innovation system, and the Ministry of Agriculture, Forestry and Rural 

Development (MAFRD) is responsible for implementation of innovation in 

rural areas with special focus on agriculture, forestry and food processing. 

Still, there is scarce information about the effect of implemented innovations 

in rural areas. 

The innovation infrastructure in Kosovo generally lacks equipment and 

human resources for research and development (R&D), following years of 

neglect of R&D activities in Kosovo’s higher education system. Institutions 

have been created to support technology and innovation, mostly oriented 

towards providing education and consultancy services to entrepreneurs. 

Science, technology and innovation (STI) policy in Kosovo is in its 

development phase. Innovation has only recently been recognised as a 

precondition rather than a consequence of domestic economic development as 

the current situation is characterised by a lack of basic research and 

technology statistics.  

Although the Law on Scientific Research states that up to 0.7% of the 

government budget is to be allocated for scientific research activities, the 

expenditure on R&D in 2015 amounted to approximately 0.1% of GDP. This 

is significantly below the European average (1.49% in 2015, as reported by 

EUROSTAT in 2015), and well below the average of the region and many 

developing countries. However, the overall system is slowly developing and 

science, technology and innovation are becoming more and more recognised 

as economic drivers. The Ministry of Education, Science and Technology, 

together with the universities and non-university research organisations are 



aware that research and development activities need to be integrated into the 

higher education system (as outlined in the Higher Education Strategy 

(MEST, 2004) and, beyond that, should gradually gain importance for the 

economic and social development of Kosovo.  

The government’s recognition of innovation as a priority is one of the 

major strengths of the current institutional framework for innovation. All of 

the main economic programmes and strategies touch upon the issue of 

fostering innovation and scientific research activities in Kosovo with varying 

degrees of intensity. This shows that innovation is starting to be considered as 

an element of economic growth. A policy framework for developing 

innovation exists to some extent, albeit in a fragmented and uncoordinated 

manner, and an innovation strategy is currently being created. 

 

3.2. Bulgaria - existing measures, policies, funding, current 

situation 

 

The institutional and financial support of business units in rural areas is 

mainly carried out by two institutions - the Ministry of Economy (MoE) and 

the Ministry of Agriculture and Food (MAF). The Ministry of Economy 

(MoE) is supporting its investment and innovation activity and intentions 

through the Operational Program Innovations and Competitiveness, Measure 

Technological Development and Innovation. The Ministry of Agriculture and 

Food implements its policy for technological renovation of the farms and for 

the sustainable development of the rural areas by improving infrastructure and 

diversifying economic activities through the Rural Development Program 

(RDP), Measures: M4 Investments in physical assets ; M6 Farm development 

and business; M7 Basic services and village renewal in rural areas; M8 

Investments in the development of forest areas and improve the viability of 

forests. At the same time, investment projects and innovations are being 

implemented in rural areas, which are financed on a market basis through the 

use of various credit schemes by business units, wholly privately funded, and 

without the participation of public funds. 

A) Investments 

Four measures in the Rural Development Programme (RDP) 2014-2020 

are focused on investments: 

a) Measure 4 Investments in physical assets (RDP 2014-2020) is 

allocating the biggest budget within the programme (EUR 777 million public 

expenditures).  

Investments can be made for: 

 investment in rural areas in non-agricultural activities; 

 tourism development and production; 



 development of services in all sectors (e.g. child care, 

adult care, based IT); 

 production of energy from renewable energy sources for 

own consumption; 

 development of crafts. 

b) Measure 6-Farm development and business (EUR 204.4 million 

public expenditures). Investments can be made for: 

 investment in rural areas in non-agricultural activities; 

 tourism development and production; 

 the development of services in all sectors (e.g. child care, adult 

care, based IT); 

 production of energy from renewable energy sources for own 

consumption; 

 development of crafts. 

c) M7- Basic services and village renewal in rural areas (EUR 625.7 

million public expenditures) - supports the construction/reconstruction of:  

 Roads and squares, water facilities in settlements, social 

infrastructure, municipal buildings, sports infrastructure, subjects related to 

cultural life, municipal educational infrastructure of local importance in rural 

areas, construction of broadband infrastructure for next generation access; 

 Also, supports construction, reconstruction and equipment of tourist 

information centers, tourist attractions that are connected to the local natural, 

cultural and/or historical heritage, tourist infrastructure - information boards 

and signposts to tourist sites and routes, safety equipment, bike trails, hiking 

trails, recovery, restoration, repair and/or reconstruction of buildings of 

religious significance. 

d) Measure 8 Investments in the development of forest areas and 

improve the viability of forests covers EUR 63.5 million public expenditures. 

Main areas of intervention are for: 

 Afforestation of agricultural and non-agricultural land and 

maintenance of the newly established forests; 

 Introducing preventive activities such as creating mineralized strips, 

construction of helipads and water sources, construction of watchtowers and 

roads; 

 Reforestation of damaged forests, construction of small-scale 

tourism infrastructure; conversion of coppice forests into mixed high forest;  

 Transforming coniferous plantations in natural stands; restoration 

and maintenance of shelterbelts;  

 Purchase of new machinery and equipment for primary processing 

of wood, such as sawing, cutting, drying; purchase of specialized forestry 



machinery and equipment for logging, hauling, loading, and timber up 

service. 

Almost BGN 6.5 million were paid for investments in agricultural 

holdings under 36 approved projects. Contracts signed during March 2017 are 

49, the subsidy for them amounts to BGN 18.5 million. BGN 1.9 million were 

also transferred for investments in processing of agricultural products. 

In March 2017, ВGN 0.5 million were paid to farmers with approved 

projects for start-up aid for small farms. The subsidy is paid to candidates 

who have already concluded contracts under the submeasure and have begun 

the implementation of their projects. 

Under the Operational Programme Innovation and Competitiveness 

(OPIC) Priority Axis 1 Technological Development and Innovation, the 

majority of beneficiaries are micro enterprises (45%), applying with projects 

for 36% of the budget for the measure and small enterprises 27% of the 

applicants for 24% of the budget. This measure provides support to start-ups 

to enhance innovation, with the implementation of the projects supported by 

the procedure leading to the development of a product (product or service) or 

process.  
 

   

 
(a)         (b)  

Source; Ministry of Economy, OPIC, March 2017. 

Figure 2. Level of fulfilment of mesure Technological Development and Innovations 

 

There is lack of statistical information (detailed at national and sub-

national territorial administrative level) in that number, specifically for rural 

areas about investments (in total, by types, sources, activities). Thus, the 

analysis is based on data derived from execution of OPIC and RDP.  
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Innovations are priority for Bulgarian national policy on all levels. One 

of the main strategic goals Bulgaria has set for the last 15 years is enhancing 

the competitiveness of Bulgarian industry and improving its ability to 

withstand the competitive pressure of the European and world markets. A 

couple of strategic documents were drafted and adopted drawing the strategic 

route. One of the key documents is the National Reform Programme 2014 – 

2020. It emphasises that innovation policy is one of the key areas, which will 

improve the competitiveness of the Bulgarian economy and the development 

of the potential for growth in the post-crisis period. The Programme 

envisages: 

• increased investments for R&D up to 1.5 % of GDP by 2020; 

• expanded access to finance for SMEs; 

• a targeted state policy to support innovation; 

• adoption of a Law on Innovation and development of a new national 

innovation strategy and amendments to the Law on Investment Promotion to 

create incentives for investment in high tech production and services;  

• more efficient use of OP Innovation and Competitiveness by speeding 

up the implementation of calls associated with technological modernisation of 

SMEs and large enterprises, projects for the advancement of applied research, 

establishment of R&D centres, development of clusters, etc; 

• measures to improve the quality of scientific research, strengthen its 

applied orientation and improve science-business relations. 

Another document is the National Development Programme 

Bulgaria 2020, which foresees: 

• support for the development of a high performance industrial base; 

• encouragement of innovation and scientific research; 

• development of human resources for the needs of innovative 

enterprises; 

• advancement of the scientific and innovation infrastructure and 

environment stimulating cooperation between science and business; 

• improvement of the regulatory framework for the agents of innovation 

processes, as well as more effective organisation and management of the 

scientific and innovation processes covering all stakeholders in the national 

scientific and innovation field. 

The third document is the Innovation Strategy. The Innovation 

Strategy provides the exact measures to achieve these goals based on the 

understanding that the industry's competitive advantage could be achieved by 

developing, implementing and disseminating innovation, providing leading 

competitive position in the international markets, meeting in advance new 

needs of national and international consumers. 

 



There is only one measure in the RDP 2014-2020 related to innovations 

in agriculture - Measure 16: Cooperation” of the 2014 – 2020 Rural 

Development Programme, directly related to innovations, will enable a 

recovery of the broken connection between agricultural holdings and science. 

There is lacking information about the outcomes and impact of this measure 

up to now.  

 

4. Conclusions 
A new holistic approach should be implemented for the role and 

importance of investments and innovations for rural areas. Agricultural 

development demands and depends on innovation and innovation systems. 

Innovation and investments are widely recognized as a major source of 

improved productivity, competitiveness, and economic growth throughout 

advanced and emerging economies. Innovation also plays an important role in 

creating jobs, generating income, alleviating poverty, and driving social 

development. A modern rural policy should not be built on top of the previous 

rural (agricultural) policy, because the result would be mixing a legacy of 

agricultural policy with new approaches but not a strategic vision for the 

region in question. The new policy framework should be built around the 

objective of regional competitiveness, since rural and urban regions alike face 

the same challenge: to build sustained, competitive advantage in global 

markets. There is a necessity rural policy to be considered as a component of 

comprehensive regional strategic documents and not as a niche policy.  

The new approach has to be about how governments and private actors 

should spend their resources in the new rural policy. Rural regions contain 

considerable potential, often not yet fully exploited. Investments should aim 

at releasing this vast potential. The future prosperity of rural regions will be 

determined by drivers such as human capital, entrepreneurship, innovation, 

renewable energy, technology, creative industries, and competitive farming 

Public and private investments are needed to make the most out of rural 

resources. First, they should provide rural regions with appropriate services; 

second, they should support rural citizens in their capacity to innovate; and 

third, they should exploit the growing linkages between urban and rural 

economies. A comprehensive regional policy should be the umbrella for 

informed, strategic decisions on investments that are able to boost the 

competitiveness of rural regions and enable them to contribute to national 

development and growth. 

Kosovo and Bulgaria are facing a big challenge in respect of 

investments and innovations in rural areas. While policy measures for 

investments are in a more elaborated stage, both countries are more or less on 

an equal position in terms of innovations in rural areas. Both countries lack 



comprehensive, detailed, reliable and representative information relevant for 

the needs of investors and innovation implementers. Rural development 

policies in Kosovo and Bulgaria are focused on investments – technological 

modernisation and competitiveness. There is a need for widening the number 

and scope of policy measures, targeting investments and innovations in rural 

areas.  
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Abstract: There is growing interest for investment into high-technology start-ups and 

spin-offs emerging from the Bulgarian universities and research institutes. But technology 

transfer and commercialization is risky and has been slow mainly because academic 

research is often too early-stage to be directly commercialized. The authors will compare 

the strategy with that of Korea by analyzing its venture certification practice including 

past performance and recent challenges. It adopts Kibo Technology Rating System (SM 

2.0) in Korea for evaluating technology start-ups based on growth potential and business 

risk used for debt guarantee financing and certifying as 'venture'-legitimate national 

certificate for policy benefit. This paper aims to propose a strategy for technology ventures 

evaluation and selection for Bulgarian academic institutions. 
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“It may be hard for an egg to turn into a bird: It would be a jolly sight harder for it to 

learn to fly while remaining an egg. We are like eggs at present. And you cannot go on 

indefinitely being just an ordinary decent egg. We must be hatched or go bad.” 

C.S. Lewis 
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1. Introduction 

Creativity and innovation, especially in the high technology sector 

generally disrupt markets and the old ways of doing things. The new and most 

innovative ventures in the world renovate the way and environment we live, 

work and play. Attractive business is those that knows how to promote and 

support creativity and boost innovation. To prosper today, incumbents need a 

well-built continues innovation processes. The opportunities are to research 

and business develop (R&BD) inside or to merge/buy promising start-ups or 

spin-offs [Adner R., Rahul Kapoor, (2016)]. The superb value proposition 

that integrates digital technologies challenging is a must for competitors to 

recap. The business ability to develop or acquire innovative products and 

services is important factor and strategic advantage for growth. The 

companies must adopt innovations from internal and external sources often in 

the form of technological innovations to remain competitive. 

When high-tech selection or evaluation happens, the judgment is better to be 

made and expressed in a systematic way rather than opinions out of subjective 

feelings or professional viewpoints that are prone to the colors and tones of 

the occasion or conformity of familiar field. The standardized evaluation 

system helps people not to fall victim to subjectivity, not to deviate from the 

original purpose of evaluation, and to better communicate the outcome with 

the entities that are to be evaluated and other parties who may use the result as 

critical information. 

Robert Parker, famous wine judge, uses rating system for evaluation. Parker's 

rating system employs a 50-100 point quality scale (Parker Points®) together 

with his tasting notes that he uses it as primary means of communicating his 

judgments according to his website. His rating becomes a guideline to 

consumers in selecting quality wine. Although Parker uses rating system, he 

makes judgment by leveraging his talent and expertise which has proved its 

legitimacy through a long history of serving the same vocation. Wine is 

different from technology innovation because variations of wine taste are 

fewer than future prospects of innovation. Evaluating innovation requires 

significant degree of sophistication. It may still be fine or even better to rely 

on experts who are well-experienced and seasoned like Robert Parker in the 

innovative business domain as is the frequent case for the U.S. If such 

seasoned professionals in both technology and business are not easily 

employable, the usage of standardized rating system makes more sense. 

Besides the degree of sophistication of rating system, we need to pay attention 

to the motivation of Robert Parker to use rating system. The system in this 

case is for the benefit of communication with stakeholders, wineries, 

distribution channels and consumers.  



Frequently the key to success for a technology start-up is to validate the 

technology and the needs of the targeted customer. It’s well known that even 

the greatest and most innovative technology concepts will not survive unless 

assure others to commit the crucial intellectual or financial resources. The 

financing innovation is also the vital factor for the creation of value [Lo A. 

Gary P. Pisano, (2016)]. The effective technology ventures rating and 

selection is critical for all stakeholders to make sure that selected technology 

get the attention and funding. The keys to prospect growth in the today digital 

economy are opening data and business functionality. This creates new 

common business models and shared company cash flows. In this innovative 

economy there are many investors. They have the opportunity to build an 

open ecosystem that can offer modern financial services in various 

combinations which adds new value to new ventures. 

Investigation and analysis on the Korean and Bulgarian research and business 

development (R&BD) ecosystems and technology commercialization road-

maps was performed through the activities of Sofia University scientists and 

the mentorship of professors from Innopolis Foundation, Korea [Choi, J., 

Ruskov, P., Tsolova, S., (2016)]. The authors believe that there is growing 

need for further improvement of the local synergy that could be performed 

following the well-established Korean model. Based on their extensive 

network, technology and business expertise, they have identified several 

important trends/challenges in the Bulgarian R&D and commercialization. 

1. Leading company’s delay to prioritize internal R&D programs. 

2. Lack of the increasing externalization of R&D and R&BD activity 

by businesses. 

3. Misplaced globalization of business R&D. 

4. Lack of special efforts for science and technology policy. 

State of the art of technology assessment and evaluation have been 

investigated from many authors. Some of the results are presented in a 

previous article of the authors [Ruskov P., Kyungjin H., (2016)]. We have 

found only one generic system that systematically assesses the economic and 

technical aspects of technology - the KTRS (Kibo Technology Rating 

System). It has been developed by the Korean government funded 

organization - The Korea Technology Finance Corporation [Chung, M. 

(2015)]. Kibo's efforts engage around its technology appraisal schemes. It’s a 

disruptive innovation of KTRS organizational shift, and its strategies. The 

KTRS application guarantee coverage ratio in debt-financing and the use of 

technology appraisal certificate in equity-financing [Hyung, K. J. (2009)]. 

The investigation shows that there is growing interest for investment 

into high-technology start-ups and spin-offs emerging from the Bulgarian 

universities and research institutes. But technology transfer and 



commercialization is risky and has been slow mainly because academic 

research is often too early-stage to be directly commercialized. The goal of 

the paper is to present a strategy for technology ventures selection for the 

right kind of technology ventures through balanced scorecard (BSC) 

methodology. 



 

2. Methodology and research design 

The leading technology companies use new and cognitive technologies 

as artificial intelligence (AI), machine learning, Internet of things (IoT), 

cloud, biometrics and other exciting digital technologies. CxO at other 

companies touch pressure to do the same. But if they want to maximize the 

value from investment in high new technologies, leaders primary must make 

sure that their companies have a great digital strategy. The appropriate 

strategy development is a leading requirement. We started our study with the 

report of the Knowledge Sharing Program (KSP) between Korea and 

Bulgaria. The main theme in it was “Policy Studies for Bulgaria’s Sustainable 

Growth: Enhancing Innovation and Accountability” [KSP (2016)]. It’s 

described three topics: 

1. Governance Innovation for SOEs in Bulgaria: Based on the Korean 

Experience in 31 Questions. 

2. Strategies for Enhancing the Extended Producer Responsibility 

System in Bulgaria: The Case of WEEE. 

3. Building a Strategic Model for Sofia Tech Park’s Development: 

Strategic Issues and Planning Guidelines. 

The study conclusion was that Sofia Tech Park and Technology 

Innovation Network (STP/TIN) is the first to be established in Bulgaria and 

found serious bottlenecks observed in bringing technology into the business. 

The report is considered the STP/TIN to be a strategic vehicle to promote 

technological innovation and nurture technology-based startups.  

We believe that development of a strategy for the standardized and 

statistically sensible evaluation model for technology venture selection would 

make the most sense. Bulgarian and Korean research team started exploring 

through literature review and an Internet key-word search in order to locate 

possible best practices and case studies in Europe, Asia and America. The 

best we believe is a methodology successfully applied in South Korea – 

KTRS (KOTEC Technology Rating System). Fortunately, the team was able 

to meet a professional in the knowledge sharing program of Daedeok 

Innovation Park. Through a series of discussions based on comparative 

analysis of stakeholders surrounding innovative business ventures in Korea 

and Bulgaria, both came to agree that it is likely that the KTRS system is 

suitable for the situation in Bulgaria. The KTRS system applies a scoring 

model to assess technology in four categories - management competence, 

technical feasibility, marketability and business feasibility and profitability. 

At least, it deserves studies from the mutual sides. This is how authors got 

together, wrote a paper [Ruskov P., Kyungjin H., (2016)] and continue 

together with a strategy development. 



Authors agreed that strategy for technology adoption and appraisal of 

start-ups is vital for all stakeholders, if they want to increase their chances of 

success. This essential validation data cannot be found in participating at 

different type of workshops. Stakeholders must use a proven scientific 

strategy to assess currently growth potential of the technology and measure 

risk of product development hypotheses of their potential customers [Choi, J., 

Ruskov, P., Tsolova, S., (2016)]. 

 

3. Technology ventures selection strategy 

A great digital strategy provides road, enabling executives to lead 

digital technology initiatives, measure their progress, and forward those 

efforts as needed [Ross J.W, Ina M. Sebastian, and Cynthia M. Beath, 

(2016)]. In the book "Control in an Age of Empowerment" Simons explained 

how to give stakeholders the freedom to innovate while protecting company 

from loose cannons [Simons R.L. (2008)]. He presented how to define and 

create strategy and apply four main management "levers" to balance company 

autonomy with control - figure 1: 1.) Traditional diagnostic control systems - 

critical performance variables; 2.) Belief systems - core values; 3.) Boundary 

system - risks to be avoided; and 4.) Interactive control systems – strategic 

uncertainties. We trail these four levers without losing the creative thinking. 

 

Figure 1. Strategy with four levels of control (Adopted by Robert L. Simons, Control in an 

Age of Empowerment, Harvard Business Press Books, 2008, Product #: 2672-PDF-ENG 
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Technology ventures selection strategy depends on our existing capabilities 

and the way we want to compete. When selecting start-ups and spin-offs for 

numerous purposes, a team of experts gather together and judge applicants by 

listening and asking questions to short pitching after taking a look at written 

documents highlighting the merits of technology or business ideas on 

evaluation. Such expert committee method has a pitfall of being subjective. 

Although it is composed of different people, they are still exposed to 

anchoring and group thinking. Innovation-based business ideas are quite a 

puzzle that groups often go wrong by receiving incorrect signals from the 

members with high authority, high academic degree or simply who spoke 

first. The members also may be prone to reputational pressures that make 

them avoid disapproving others’ judgment. To make matters worse, there are 

not really many people who understand both technology aspects and 

commercialization potential. 

Technology ventures selection strategic planning starts with 

formulating and translating the vision and strategy. We follow the best 

practice and benchmarking of the university and business leaders. In 

particular, the strategy plan is defined following Hamel and C.K. Prahalad 

and Kaplan and Norton strategy maps and balanced scorecard methodology 

[Hamel G. and C.K. Prahalad, (2004), Kaplan R., Norton D., (2004), 

Palladium, (2017)]. 

Vision: To establish a web platform and standard for technology 

ventures rating and selection. 

Mission: To research and develop an innovative technology ventures 

selection on-line system that can support research institutions - industry 

technology transfer and commercialization processes. 

Strategic objectives: The mission and vision reflect on taking more 

stakeholders oriented conscious decisions about a scoring model to assess 

technology in four categories - management competence, technical feasibility, 

marketability and business feasibility and profitability. We can clarify our 

vision and mission in next strategic objectives: 

• Co-design valuable model leads to improved innovation processes 

and supports the technology transfer at stage R&D and R&BD; 

• Evaluate technology businesses and provide guarantee to VC and 

bank loans directly; 

• Better serve technology-driven SMEs whose technologies are either 

invented on their own or transferred from elsewhere to sustain the early stage 

of venture and cross the “Valley of Death” area; 

• Co-create value for all stakeholders at innovative technology 

transfer processes by system opportunity for signaling and leading; 



• Transform stakeholders mind into digital strategic thinking and 

coordinated action for technology evaluation and commercialization. 

Values: The main values of the system include evaluation of technology 

businesses and provide guarantee to venture capital and bank loans directly. 

Goals: The major goals are - identify and evaluate relevant technology 

through a scoring model in four categories - management competence, 

technical feasibility, marketability and business feasibility and profitability; 

eliminate technology transfer process barriers between partners, empower 

creation of new open and disruptive technology start-ups and spin-offs. 

Strategies: Specific strategies how to reach the goal will be defined for 

each goal and their cause-and-effect relationships and illustrated within the all 

perspectives as well as those going beyond the perspectives.  

Measures: Once the strategic objectives are identified and established, 

group managers can measure performance in terms of how well is executing 

that strategy over a time. Key performance indicators (KPIs) allow the 

management team fast and complete overview of the efficiency of processes. 

Therefore KPIs help the managers to define and measure progress toward the 

university goals. Some of metrics concerning technology ventures selection 

are technology and risk grades. 

We created the balanced scorecard system as value-added chain process 

– figure 2. 

 

Figure 2. BSC value-added chain diagram 

We used the BSC Designer PRO software and created the following 

standard BSC perspectives and the structure and cause and effect chain is 

shown at figure 3 [BSC Designer PRO]. 

• Financial 

• Customer 

• Product 

• Internal processes 

• Learning and growth 



 

Figure 3. BSC structure and cause and effect chain 

 

The strategy presents a set of interconnected strategic goals and 

objectives, which are allowing reaching of the primary strategic goal - 

identify and evaluate relevant technology through a scoring model. 

 

 

4. Conclusion and future work 

The great possibilities are around us, but to realize the advantage, 

companies must have a plan, an innovative business model and strategies for 

how they will co-design the organizations and business processes to take 

benefit of the capabilities and to act on the new eco system. 

The paper attempts to discuss answers to questions about strategy for 

technology ventures selection such as: think strategically for new technology 

ventures evaluation, recognize opportunities and challenges, develop a 

workable progression of action, formulate and communicate a successful 

strategy among all stakeholders. We use the critical analytical thinking for the 

analysis and formulation of our strategy and we hope the strategy to help 

innovative stakeholders and executives to make decisions in a fact-driven, 

collaborative and logical manner. As a result, if the selected innovative 

technology does not need a diverse ecosystem to support it, then the adoption 

and the implementation can be rapid and easy. But if a new environments are 

needed, then the process will slow until those ecosystems are resolved. 

Change can take even longer time when the existing technology gets a boost 

from developments in its own ecosystem. [Adner R., Rahul Kapoor, (2016)]. 



    We do know that it is a big challenge executing of the strategy and finding 

a way to effectively measure performance for technology ventures selection. 

Our future work includes activities to close the gap between strategy creation 

and execution. It includes the following four guiding principles: 

 Build a strict roadmap - and stick with it, not lose sight of our strategic goals; 

 Empower our team with the right skills and recruit experts that are moved by 

the items on the roadmap; 

 Describe the results to drive stakeholders expectations; 

 Communicate evaluation priorities and verify why they are priorities 
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Abstract: Spatial and urban planning has been practiced for centuries in Europe. In 

Portugal, the major tradition comes from agricultural and forest area and only by the end 

of 20th century a true territorial management system emerged which allowed also the 

integration of some legal figures that already existed. Nevertheless, it has been argued that 

it came a little too late to meet territorial trends and dynamics already established for 

several decades and with serious consequences at regional level. This paper presents 

Portuguese territorial management system and discusses the importance of its 

implementation to sustainable development of territory and its resources. 
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1. Introduction 

 

In each epoch territories face new changes and challenges to find better 

living conditions for their peoples. In this sense, spatial planning can be an 

important instrument of economic and social policy since it is an activity that 

can promote and ensure a more balanced and sustained occupation of the 

space in which we are living in. 

In recent decades, Portugal developed his spatial and urban planning 

policy mainly with the approval of the Framework Law of the Spatial 

Planning and urbanism in 1998 which allowed establishing the Portuguese 

Territorial Management System. The implementation of this system and of 

the strategic options for spatial planning has not occurred without difficulties 

and constrains. Thus, this paper intends to present the Portuguese territorial 

management system and discusses the importance of implementation of 

National Program of Spatial Planning Policy (PNPOT) on recent years to 

minimize the main problems and to meet the new the challenges that arise 

when searching to contribute to the sustainable development of territory. 

In terms of methodology, the main analysis and conclusions of the 

article result from a host of readings of the report and program of PNPOT, 

Portuguese legal framework on spatial planning, EU spatial planning and 

cohesion policy documents and some other literature in the area. 
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This paper is organized as follows. The next section introduces the 

background and evolution of spatial planning in Portugal mentioning the 

influence of EU initiatives. The third section presents the instruments of 

Portuguese territorial management system. The fourth 



section presents in a generic way the problems, strategic options and main 

challenges reported on PNPOT documents. The last section presents the main 

conclusions. 

 

2. Spatial and Urban Planning in Portugal: The Background 

 

Portugal has a long tradition of spatial planning. In this respect one may 

refer either the influence of the Roman Empire, passing through the middle 

ages where the interventions of kings as Dinis I (1279-1325) stand out as the 

major reference of how to proceed in the good arrangement of fields and 

cities, from the sands of the coast to the uninhabited frontier lands 

(MAOTDR, 2007, p.1).  

In Portugal, the major tradition comes from agricultural and forest area. 

These sectors have a long accumulated knowledge in formal planning 

processes in the area of rural spatial planning, with a concrete view of the 

organization of the territory, at local, regional and national level. These areas 

produced the first plan for a forest property using scientifically grounded 

methods as the National Forest of Machada plan (1864), as other examples as, 

the general Project of the Arborization of movable sands of Portugal (1897), 

the Plan of Forest Settlement (1938), the Agrarian Development Plan (1949) 

and the Master Plan of the Peneda-Gerês National Park (1973) (MAOTDR, 

2007, p.1-2). 

During the period of dictatorship (1926-1974), spatial planning will 

only gain autonomy in the Third Plan of Development (1968-1973) as 

component of regional planning and only in 1970 was published the first 

spatial planning report (MAOTDR, 2007, p. 2). 

The first definition of a Soil Policy (Decree-Law 576/70 24th of 

November), resulted from an awareness of the chaos that occurred on urban 

areas (suburbs of Lisbon) due to the effects of the rural exodus that begun in 

the 1950s and was explosive in the 1960s with the abandonment of the 

countryside and the villages and the growth of extensive suburban spots, 

without complying with any spatial plan (MAOTDR, 2007, p. 2). 

Following the introduction of the democratic regime in 70s (with the 

Revolution of April 25
th

 of 1974), competences in the area of spatial planning 

were included in ministries such as the Environment in 1975 or the Housing 

and Public Works in 1978 (MAOTDR, 2007, p. 2). There was at the time the 

yearning for economic growth and social prosperity and the desire for better 

spatial planning. “But many of the policy decisions of that time were 

contradictory and, despite good intentions, including some fragmented 

legislation and interventions (from one attempt of a spatial plan to Algarve or 

the urban regeneration actions in agglomerations of illegal genesis), the 



result was, at various levels, the accentuation of chaos in the countryside, in 

the cities, in the urban peripheries.” (MAOTDR, 2007, p. 2) 

The 1980s were marked by important events. The most remarkable was 

in 1986, when Portugal joined the European Economic Community (EEC) 

and since then, their initiatives for spatial planning became an important 

influence. In 1987 the publication of framework law on the Environment 

(Law 11/87 of 7 April) was a milestone associated with the evolution of 

legislative system in the area of environment (MAOTDR, 2007, p. 2). During 

the 80s and 90s emerged a set of important spatial planning tools as 

(MAOTDR, 2007, p. 3): in 1982, the Municipal Master Plans; in 1983, the 

Regional Land-use Plans; and in 1993, the Special Land-use Plans. 

Thus, until the end of the 90s Portugal did not have an integrative legal 

instrument for its territorial planning policy (MAOTDR, 2007, p. 3), the main 

instruments existed but not in a united way. It was in 1998 that the basis for 

the present Portuguese spatial and urban planning policy was established with 

the approval by Parliament of the Law 48/98 of August 11 - Framework Law 

on the Spatial Planning and Urbanism Policy. This law “defines globally the 

objectives and principles of this policy and establishes the coherent and 

articulated set of Territorial Management Instruments (TMIs), at national, 

regional and local level, on which it is based and which constitutes the 

Territorial Management System (TMS).” (MAOTDR, 2007, p. 3) To complete 

and develop the orientations of this law it was approved the Decree-Law 

380/99 of 22 September 1999 that allowed to furthering the concepts, 

objectives and contents of the various instruments (MAOTDR, 2007, p. 3).  

The mentioned legislation has been subject to change over the years. It 

was replaced by the Law 31/2014 of 30 May (which repeals the old Law 

48/98 of August 11), which establishes the framework law of public policy of 

soils, of spatial planning and of urbanism in Portugal, and the DL 80/2015 of 

14 May (repealing the former DL 380/99 of 22 September) which establishes 

the legal regime of the territorial management instruments in Portugal. It is a 

fact that this legal framework came a little too late to face, fight and resist to 

the many of the territorial dynamics that were already establish during the 

previous years as the example of the massive and disordered urban expansion 

in some regions. Either way, this legal regime had a fundamental importance 

because it allowed to define the framework for the spatial and urban planning 

policy in Portugal, considering the European framework, and defined for the 

first time a territorial management system that intended to regulate and 

coordinate the relationships between the different levels and sectors of public 

administration. Following this regulatory framework, in 2007 was approved 

the National Program of Spatial Planning Policy (PNPOT) which is currently 

the major reference to national spatial planning. 



 

2.1. The influence of EU initiatives  

 

Centring the analysis in recent times, common initiatives for spatial 

planning in E.U. only were launched in the 70s from last century. An 

important milestone was the year of 1970, when the activities of Council of 

Europe, relating to spatial planning started with the first European Conference 

of Ministers responsible for Regional Planning (CEMAT) in Bonn (CEMAT, 

2010, p. 12). Since then CEMAT has been played an important role in 

promoting efficient and sustainable territorial development policies. Over the 

years, the EU developed a set of important initiatives for the spatial planning 

and a number of reference texts and fundamental documents have been 

elaborated, published and adopted to guide spatial planning policies. Table 1 

presents a chronological list of main initiatives and reference documents of 

EU for spatial planning. 

All these initiatives have guided spatial planning policies in Europe 

and, in particular, have been a reference in Portugal, as a member of the E.U. 

since 1986. According to Medeiros (2014, p. 218) in last decades the 

influence of E.U. policies and initiatives for spatial planning had affected the 

design of territorial development strategies and spatial planning processes in 

many EU Member-States including Portugal. To Ferrão (2010: 82) the effect 

of European Spatial Development Perspective (ESDP) (EC., 1999) is clear 

present on the elements of reference more important to spatial planning in 

Portugal, as on the Framework Law (Law 48/98), whose preparation is 

contemporary of ESDP elaboration and as, on the national program (PNPOT). 

DGT (2014, p.52) also refers the beginning of the preparation of PNPOT in 

2002 followed the approval and adoption of the ESDP by the governments of 

member states of European Union. 

Another important initiative is the EU regional policy (cohesion policy). 

Spatial planning is an activity that is also related to regional development. Its 

relation is direct since it contributes to reduce regional disparities and ensures 

a more harmonious and better distribution of equipment, infrastructure and 

economic activities. At European level, increasing attention has been paid to 

regional economic and social imbalances as the various enlargements took 

place to countries with severe internal asymmetries, which has also increased 

the imbalances in the European community. The awareness that imbalances 

constituted obstacles to the integration process led to the realization that 

convergence would be required at regional development level. Thus, regional 

policy of EU intends to reduce regional disparities both across the EU and 

within member countries and is an expression of solidarity between EU 

countries, dedicating the bulk of its funding to the EU’s less developed 



regions helping them to fulfil their economic potential. “EU regional policy 

funding has financed tens of thousands of projects over the years, benefiting 

all EU countries individually and the EU as a whole in terms of economic 

growth and jobs. Between 1989 and 2013, over €800 billion was allocated 

from the EU budget to co-fund projects targeting regional growth.” (EC, 

2014, p. 3) 
 

Table 1: List of main initiatives for Spatial Planning in E.U. 

 
Source: Adapted from MAOTDR (2007, p. 17), Medeiros (2016, p. 97), Seixas (2012, p. 150-151), Salez (2009) and 

EC (2016a, p. 2). 

 

EU’s Regional Policy has been very important to spatial planning in 

Portugal, with the use of a variety of financing operations, mainly the 

Structural funds and the Cohesion fund, which have allowed the improvement 

and expansion of many infrastructures that were decisive to the country 

development. Between 2007 and 2013, investments were mainly made in the 

areas of social infrastructure, research and innovation, urban development, 

transport and environment (EC, 2016, p. 2). Over the years Portugal benefit 

from the programming cycles of the structural and cohesion funds namely, 

1989-93; 1994-99; 2000-06; 2007-13; and the current period 2014-20. 

Portugal 2020
2
 is the partnership agreement between Portugal and the 

European Commission, which defines the programming principles of the use 

of the European structural and investment funds that will guide the economic, 

social and territorial development policy between 2014 and 2020. These 
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programming principles are aligned with Intelligent, Sustainable and 

Inclusive Growth, pursuing the EUROPE 2020 Strategy
3
. Portugal 2020 will 

be operationalized through 16 Operational Programs and will receive EUR 25 

billion until 2020 for the set of all funds. 

 

3. The Portuguese Territorial Management System 

 

Territorial management system (TMS) is a set of instruments, 

mechanisms and tools as programs and plans and other legal framework that 

in an articulated and integrated way establishes in different levels (national, 

regional and municipal) the objectives, principles and responsibilities for 

spatial and urban planning. 

To understand TMS we must understand the Portuguese administrative 

structure, which has three levels: national, regional and local. So the 

responsibility for spatial planning policy is distributed in the following way: 
 

 

 

The main legal framework of TMS is, as mentioned above, the Law 

31/2014 of 30 May and DL 80/2015 of 14 May accompanied by other 

legislation
4
. According to DL 80/2015 of 14 May the Portuguese TMS 

organizes a framework of coordinated interaction, in four scopes:  

1-The national scope is implemented through the following instruments: 

a) National Program of Spatial Planning Policy: establishes the strategic 

options with relevance to the organization of national territory and is the 

reference to be considered in the elaboration of other programs and territorial 

plans; 

b) Sector programs: strategies of development related to the various 

sectors of the central administration, for the implementation of the various 
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policies that affect the organization of the territory. Ex. water, energy, forests, 

agriculture, transports, tourism, defence, public security, etc.; 

c) Special programs: aim at the pursuit of objectives considered 

indispensable for the protection of public interests and resources of national 

relevance with territorial repercussion, establishing, exclusively, regimes to 

safeguard resources and natural values. Include: coastal zone programs, 

protected area programs, reservoir of public water programs, estuary 

programs and archaeological parks plans. 

2- The regional scope is implemented through the regional programs 

that define the regional strategy for territorial development, integrating the 

options established at national level and constituting the reference for the 

elaboration of the inter-municipal and municipal programs and plans. 

3- The inter-municipal scope is implemented through the following 

instruments: 

a) Inter-municipal programs: is the instrument that ensures the link 

between the regional program and the inter-municipal and municipal plans, in 

the case of territorial areas that need an integrated planning action;b) The 

inter-municipal master plans; c) Inter-municipal urbanization plans; d) Inter-

municipal detailed plans. 

Inter-municipal and municipal plans are instruments of a regulatory 

nature and establish the land use regime, defining models of territorial 

occupation and the organization of networks and urban systems. 

4- The municipal scope is implemented through following plans: 

a) Municipal Master Plans: is the instrument that establishes the 

municipal territorial development strategy, integrating and articulating the 

guidelines established by the national, regional and inter-municipal programs; 

b) Urbanization plans: develops and concretizes the municipal master 

plan and structures the land occupation, defining the location of 

infrastructures and collective equipment; 

c) Detailed plans: develops and concretizes in detail the proposals for 

occupancy of any area of municipal territory, establishing rules for 

implementation of infrastructures, the design of spaces for collective use, and 

rules for building and location of equipment for collective use and the spatial 

organization of other activities of general interest. 

Table 2 presents TMS which composes a set of programs and plans in 

different scopes as mentioned above. 

 



Table 2: Portuguese Territorial Management System 

 
Source: Adapted from DL 80/2015 

 

TMS distinguishes between programs and plans. The programs are 

essentially instruments of territorial development, defining the great options 

with relevance to the organization of the territory and also the spatial 

incidence of national policies to be considered at each level of planning, while 

plans establish concrete options and actions in terms of territorial 

organization, define the land use, models of territorial occupation and the 

organization of networks and urban systems and also the location of 

infrastructures and collective equipment. According to article 3 of DL 

80/2015 of 14 May territorial programs bind public entities and territorial 

plans bind public entities and, directly and immediately, private individuals. 

Thus, programs are mainly of strategic nature binding only the public 

authorities and plans are mainly of regulatory nature mandatory both for 

public authorities and for private initiatives. However, there are regulatory 

plans that have also a strategic character as Municipal Master Plans one of the 

main spatial planning instruments at local level. And also Special programs 

can have in addition a regulatory character. 

The main reference for the elaboration of any program or plan is the 

National Program of Spatial Planning Policy (PNPOT), and therefore, at local 

level to the elaboration of municipal master plans must be considered, 



integrated and adapted the territorial development guidelines resulting from 

the national and regional programs. 

In parallel with this system, Portugal has produced other legal 

instruments which aim to improve the protection of biodiversity and nature. In 

2001, Portugal adopted the National Nature Conservation and Biodiversity 

Strategy (ENCNB
5
) that aimed to implement measures identified in former 

framework law on environment of 1987 (Law 11/87 of 7 April, which was 

repealed by the current Law 19/2014 of 14 April).  

In 2008, new laws were passed on nature conservation and biodiversity 

namely the Decree-Law 142/2008 of July 24, which created the Fundamental 

Network for Nature Conservation (RFCN) and established the legal regime 

for the conservation of nature and biodiversity, being applicable to all the 

values and natural resources present in the territory and in waters under 

national jurisdiction. This network came to integrate and unite some legal 

instruments that already existed. Table 3 presents the RFCN. 
 

Table 3: Portuguese Fundamental Network for Nature Conservation 

 
Source: Adapted from DL 142/2008 

 

Thus, RFCN is composed of two nuclear areas, the national system of 

classified areas (SNAC) and the areas of continuity. The SNAC includes: 

1-The NATURA 2000 network
6
: is a key instrument of the European 

Union's policy on nature conservation and biodiversity that aims to protect 

natural habitats and wild fauna and flora in the European territory of member 

states; consists of special protection areas (ZPE) set up under the "Birds" 

Directive (79/409/CEE) and special areas of conservation (ZEC) established 

under the "Habitats" Directive (92/43/CEE); and  

2-The National Network of Protected Areas (RNAP
7
): aims to protect 

areas in which biodiversity or other natural occurrences, because of their 
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rarity, scientific and ecological value, and special relevance, require specific 

protection, conservation and management measures; includes the following 

types of protected areas depending on the interests they seek to safeguard: 

National Park, Natural Park, Natural Reserve, Protected Landscape and 

Natural Monument. 

 

The areas of continuity include the areas of: 

1-National Ecological Reserve (REN
8
): aims to protect natural values 

and areas of ecological value, or sensibility, or susceptible to natural hazards 

and determines a set of regulatory constraints with respect to land use and 

other natural resources; 

2-National Agricultural Reserve (RAN
9
): aims to protect the areas 

which are the best soils for agricultural use and determines a set of regulatory 

constraints to the non-agricultural use of soil; and 

3-Public Water Domain
10

: aims to protect the waters of maritime, river 

and lake areas; the Portuguese Water Planning System includes three types of 

instruments:  

   3.1- Special Plans (coastal, estuary and public water reservoirs 

already indicated on table 2);  

   3.2- Water resources plans (National Water Plan (PNA); River Basin 

Management Plans (PGBH) and Specific Water Management Plans (PEGA)) 

and;  

   3.3- Measures for protection and improvement of water resources. 

 

All these instruments compose the legal framework that plays a decisive 

role in the preparation of Portuguese land-use plans and imposes restrictions 

in agricultural areas and in ecosystems considered essential to the ecological 

balance, helping to protect natural and cultural values. 

 

4. Main Problems, Strategic Options and Challenges 

 

In Portugal TMS instruments try to respond to a set of problems that 

affect the quality of life of the populations. These problems were diagnosed in 

the context of the elaboration of the PNPOT. PNPOT
11

 was instituted in 2007 

and is the major reference to national spatial planning and the main 

instrument on TMS. It constitutes a long-term strategy and the territorial 

                                                 
8 Decree-Law 166/2008 of 22.08, amended and republished by Decree-Law 239/2012 of 02.11, as amended by Decree-
Law 96/2013 of 19.07. 
9 Decree-Law 73/2009 of 31.03 amended by Decree-Law 199/2015 of 16.09. 
10 Law 58/2005 of 29.12 (Water Law) altered by the Decree-Law 245/2009 of 22.9 and by the Decree-Law 130/2012 
of  22.6 and Law 54/2005 of 15.11 and Decree-Law 226-A/2007 of 31.05. 
11

 PNPOT was approved by Law no. 58/2007 of September 4. 



reference model for the 2025 horizon. PNPOT contains two documents: a 

Report and a Program of Action. 

PNPOT report presents the diagnosis of the status of Portuguese 

territory development starting from the analysis of the determinants and 

trends of territorial development of the various regions and their territorial 

subunits.  

According to PNPOT report (MAOTDR, 2007, p. 16) the Portuguese 

situation is generally characterized by a set of imbalances in the European 

context: in the distribution of population, social asymmetries, the 

disorganization of extensive agricultural and forestry areas, and the 

degradation of some urban areas as the historical centers of cities and towns 

and even the ones with recent development.  

PNPOT report (MAOTDR, 2007, p. 85) recognizes and exposes the 

biggest spatial planning problems in Portugal, organising them into 6 

domains: 

 

 
 

Trying to find some solutions to the problems diagnosed, PNPOT 

Program of Action 2007-2013 aimed to present the strategy of spatial 

planning, development and territorial cohesion of Portugal.  

 

In this program (MAOTDR, 2007a, p. 5) it is proposed a vision of the 

spatial planning and development of the national territory based on an 

ambition that the planning and development policies of the territory should 

contribute in an innovative and lasting way so that Portugal became: 

- A sustainable and well-ordered space; 

- A competitive, integrated and open economy; 

- Equitable territory in terms of development and well-being; 

- A creative society with a sense of citizenship. 

 

The territorial model is organized into three main pillars (MAOTDR, 

2007a, p. 6): the system of prevention and management of risks; systems for 



the conservation and sustainable management of natural resources and 

agroforestry areas; and urban and accessibilities systems. 

 

PNPOT Program of Action 2007-2013 (MAOTDR, 2007a, p. 15) 

delineates six major strategic goals which specify the course for the spatial 

planning of Portuguese territory on the horizon of 2025: 

 

 
 

The 6 strategic objectives were decomposed into 36 specific objectives 

and these gave rise to 197 priority measures to be implemented in the period 

considered (MAOTDR, 2007a, p. 62). For this analysis, only were considered 

the situation regarding the strategic objectives. The implementation of these 

options has gone through the execution of the different planning instruments 

in conjunction with the objectives and priorities of the National Strategic 

Reference Framework (QREN 2007-2013), which strategically framed the 

application in Portugal of the European community policies of economic and 

social cohesion in the last programming period (2007-2013).  

In 2014, DGT presented a report of the evaluation of PNPOT Program 

of Action 2007-2013, the balance of execution of the program. The results 

achieved show that 157 of the priority measures are in progress, 20 have been 

completed, 12 have not been initiated, and it has not been possible to obtain 

information about 8 of them. The results obtained for each of the strategic 

objectives are described below. 

About the 1st objective, the report conclude that the energy sector has 

made important progress in the production of electricity from renewable 

sources; the forestry sector has consolidated a new national strategy for 

forests following the fire seasons of 2003 and 2005; and there has been a 

significant increase in knowledge and information on natural heritage, the 

environment and natural resources, and a growing awareness to the defense of 

biodiversity and on the issues related to climate change (DGT, 2014, p. 22). 

About the 2nd objective, the period was marked by the end of a cycle of 

public investment in the infrastructure of the territory, without the realization 



of two important large public works that were planned: the high-speed 

railway network and the new Lisbon airport; the relevance of the urban 

system and the cities to the competitiveness of the territory presented dubious 

signs (DGT, 2014, p. 22). 

About the 3rd objective, its implementation entailed major constraints, 

resulting both from the weak capacity of policy instruments in the joint 

mobilization of actors and also from the absence of a legislative review that 

could prevent the massive investment in new urbanization, and it was the 

economic and financial crisis that contributed to the slowdown of urban 

expansion in recent years (DGT, 2014, p. 23). 

About the 4th objective, stands out the investments made in the 

modernization and requalification of the school network and the efficiency 

gains and rationality in the planning of the hospital network; however, there 

was also an incipient inter-municipal articulation in the programming of the 

equipment and services of general interest, as a result of both the weak 

affirmation of the urban system and the limited inter-sectoral coordination and 

insufficient monitoring of municipal investments, with real risks of 

oversizing, duplication and unsustainability; the developments on 

accessibility and interurban mobility were almost nonexistent (DGT, 2014, p. 

23). 

About the 5th objective, during the period was achieved the total 

territorial coverage by broadband network, the provision of a dense network 

of public access points and the almost complete accessibility of structuring 

public facilities, such as schools, hospitals and municipalities; and has 

significantly increased the supply of online public services and the intensive 

use of these technologies by the public administration, with evident gains in 

productivity and flexibility, especially in the areas of health and justice (DGT, 

2014, p. 24). 

About the 6th objective, there was a strengthening of the conditions for 

the exercise the rights of information, and public participation, with the 

development of a set of electronic platforms at national (SNIT-National 

Territorial Information System), regional and local level to provide access to 

territorial management instruments and citizen participation in its processes of 

elaboration or revision; also the dematerialization of the processes was 

extended to the urban operations with the implementation of the SIRJUE 

(Information System of Legal Regime of Urbanization and Building); stands 

out the lack of implementation of the observatory of spatial planning and 

urbanism and the preparation of state reports on spatial planning; and 

concluding that the public policy of spatial planning has not yet been able to 

obtain, on the part of the civil society, the attention and commitment 

necessary for its proper execution and deepening (DGT, 2014, p. 24-25). 



 

The DGT (2014, p. 13-14) presents three territorial challenges for the 

next cycle of the PNPOT 2020 Program of Action (to the period of 2014-

2020): 

1. Information: which is useful for territorial development to improve 

decision-making in territorial management; the development of an 

information base about the territory based on knowledge systems, networks 

and platforms allows a better decision making, the mobilization of growth and 

the strengthening of the capacity for innovation; 

2. Governance: the coordination of policies with a territorial impact is 

essential for territorial coherence and for efficient use of resources; urban 

planning is stabilized in the different figures of existing plans, but it has not 

been able to guarantee the stability of major planning decisions and the speed 

of investment decisions and their adaptation to economic cycles, an intention 

of the current framework law through the need to promote flexible planning 

appropriate to the needs of each moment; 

3. Rationalization: of equipment and infrastructures, that is particularly 

relevant in the planning of the territory, helping to ensure that sectorial 

management decisions are coordinated. 

 

5. Conclusion 

 

It was intend that this paper could enable a better understanding of 

Portuguese territorial management system and its main strategic options. The 

emergence of this system by the end of the 90s of 20th century shows that the 

legal framework, policies, plans and programs, seems to demonstrate that the 

Portuguese society is, nowadays, very much aware of the importance of 

spatial planning for the development of the country. However, in the previous 

decades, interventions on territory were not always accompanied by guiding 

plans and legislation that could avoid the excess of construction and in a 

disordered way in many urban areas and the improper use of land and other 

valuable natural resources in other cases. Therefore, the implementation of 

this system of plans and programs has not occurred without constrains derived 

from the difficulties that this legal framework had in meeting the territorial 

trends and dynamics already established for several decades and with serious 

consequences at the regional level, with situations difficult to deal with and, 

in many cases, irreversible. 

In 2007, following this implementation, PNPOT was approved and 

identified the main spatial planning problems and also defined the main 

strategic options in progress until 2025. The problems and challenges faced 

by territorial planning system, over the last decades and throughout the 



country, are related with urban and rural development, effective protection of 

natural resources and risk management, promoting the competitiveness of 

territories, ensuring energy efficiency and sustainable mobility, responding to 

the consequences of climate change, planning investment in infrastructure and 

collective services, and implementing a true civic culture in territorial 

planning and management (DGT, 2014, p.13). 

In 2014 the report of the evaluation of PNPOT presented the results of 

execution of the Program for 2007-2013 period, in addition to the weaknesses 

inherent in the process of its implementation. Despite the positive results and 

the most of measures are in progress, it cannot be ignored the effects of the 

context of complex international and national deep economic, social and 

financial crisis on the program implementation, making impossible even to 

carry out important investments in infrastructure. 

The evaluation of PNPOT concluded that although the program has the 

merit of involving for the first time the various sectors of the administration 

responsible for public policies with territorial incidence, however, it was 

difficult to articulate the sectoral policies with the various territorial programs 

and plans (DGT, 2014, p.16). Thus, one of the main challenges for next 

program is related to governance, namely the necessity of articulation 

between levels of governance, the economic and social sectorial development 

policies and, territorial programs and plans. 

Therefore, a new PNPOT Program of Action 2014-2020 (foreseen for 

this year) is needed and expected in the context of the reformed legal 

framework and the objectives and priorities set out in the European 

investment funds program (Portugal 2020). Consequently, this could bring a 

new phase of spatial planning policy that could contribute to the economic 

and social sustainable development of territory and to promote territorial 

cohesion and convergence with European partners (which has to go beyond 

the convergence to the average only on economic indicators).  
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Abstarct: The purpose of this paper is to establish the possible existence of business risk 

resulting from the legal regulation and other relevant factors to the resolution of 

commercial disputes in the Republic of Bulgaria. The effectiveness (the lack thereof) of the 

different commercial disputes resolution/settlement means are analyzed (state courts 

commercial litigation, arbitration, mediation and others). Historical and some 

comparative law references are made alongside. A conclusion that the legal regulation 

and the practical aspects of commercial litigation before the state courts hamper business 

and represent a serious risk factor. The situation in arbitration although once highly 

favorable has recently deteriorated. Other ADR have acquired no popularity but at a 

promotional level. Analysis of other factors also brings negative characteristics thus 

leading to the general conclusion that the state of the legal regulation and the practice in 

the resolution/settlement of commercial disputes in Bulgaria represents a serious risk 

before business. 
 

 

1. Significance of the Legal Framework of Resolution/Settlement of 

Commercial Disputes as a Possible Business Risk Factor 

There can be no doubt that the characteristics of the existing means for 

resolution/settlement of commercial disputes in a given country are of great 

significance for the successful development of business. Each economic 

relationship may turn out to be in default at a certain point. In such situation it 

is of crucial importance whether the legal framework of the respective 

country and the specialized bodies authorized to resolve/settle a dispute arisen 

as a result of the lack of fulfillment of economic obligations (or the incorrect 

fulfillment thereof) are designed and function in a proper manner. An 

adequate legal regulation and high quality of the judicial (or: equivalent or 

substituting) process can certainly bring about to a solution of the dispute thus 

eliminating or avoiding business risks threatening all participants in the 

respective relationship.  

 

2. Historical Background of the Legal Regulation of 

Resolution/Settlement of Commercial Disputes in Bulgaria 

During the period after the occupation of Bulgaria by the Ottoman Empire 

was abolished and the establishment of communist rule (between 1878 and 



the late 40-ies of 20
th
 century) there were no specialized state bodies 

authorized to solve commercial disputes. The general courts were competent 

to do so. During the same period the first arbitrations as a means for 

settlement of commercial disputes appeared around 1896 within the system of 

the Bulgarian Chamber of Commerce and Industry (“BCCI”)
1
, 

2
. However 

arbitration as a dispute settlement means did not acquire momentum since the 

Law on Civil Procedure
3
 of that time would allow the conclusion of 

arbitration agreements concerning only already existing disputes. That type of 

regulation was a significant deterring factor to the use arbitration.
4
 

During the communist rule (1944-1989) there were no real business 

relations with the exception of a limited number of such relations with foreign 

businesses. The entire economic activity inland and abroad was monopolized 

by the state. That was true both concerning relations with enterprises from 

other countries pertaining to the Soviet economic block (Council for Mutual 

Economic Aid) and relations with businesses from countries outside the 

Soviet bloc. Any business activity conveyed by private persons was strictly 

prohibited and punishable as per the then existing version of the Penal Code. 

The general state courts had little to do with economic relations while 

there was a specialized complicated system for the resolution of economic 

disputes through the so called “state arbitrage”
5
 Domestic voluntary 

arbitration was forbidden; arbitration between enterprises of the countries of 

the Soviet block was compulsory at the court of arbitration at the Chamber of 

commerce of the defendant.
6
   

With regard to the present analysis only a small number of facts from 

that time are relevant. In 1988 a Law on International Commercial Arbitration 

(“LICA”) was adopted by the communist National Assembly. This is one of 

the first laws adopted after the UNCIRAL Model-law (1986), and the first one 

adopted by a sovereign state.
7
 The same law is in effect today (with certain 

changes and significantly broadened scope of application).
8
 In the meantime

                                                           
1 The name of the institution at that time was Commercial-Industrial Chamber. 
2 For the historical development of Arbitration in Bulgaria see Solemn reports of the President of the 

Court of Arbitration at the BCCI dedicated on the 50th and 60th anniversaries of the restoration of 

arbitration activity after World War 2 (Sofia, BCCI, 2003, 2013). A special historical research underlying 

the reports was committed by the current president of BCCI Mr. Tzvetan Simeonov.  
3 Civil Procedure Act (Закон за гражданското съдопроизводство - 1892-1952). 
4 The situation in other European countries at that time was not much different. 
5 The state arbitrages were specialized public jurisdictional bodies which were situated outside the system 

of the state courts. Those bodies are significantly different from voluntary arbitration. 
6 This international competence was set up by a number of international treaties the last and most 

important of which is the so called Moscow convention of 1972 signed by 8 countries pertaining to the 

Soviet Bloc. 

7 Before that laws after the UNCITRAL Model-law on arbitration were adopted by some of the US and 

Canada states. 
8 Initially the law concerned only international commercial arbitration while today this is the general law 

on arbitration in Bulgaria, regulating both international and domestic, and commercial and non-

commercial arbitration, despite its somewhat misleading title. 



Bulgaria had joined the so called “New York Convention”, “The 

European Convention on Commercial Arbitration” and later ICSID.
9
 

The end of the 80-ies of the previous century was marked by dramatic 

political and economic changes not only in Bulgaria, but in all countries from 

the Soviet bloc which quite unexpectedly collapsed in a spectacular way. 

Bulgaria took a way to democratic rule, open society and free market 

economy.  

As a result of the above mentioned dramatic political and economic 

changes commercial law was reintroduced.
10

 The constitutional text which 

confers the resolution of legal disputes only to state courts broadened the 

latter’s jurisdiction in a similarly dramatic manner
11

 and brought about the 

abolishment of the existing system of state arbitrages that had had jurisdiction 

on almost all economic disputes until that moment. 

The new demand related to dispute resolution was addressed by a 

sequence of endeavors to improve the functioning of the state court system 

and the encouragement of the use of arbitration and other alternative dispute 

settlement means. These attempts for improvement of the means and process 

of resolution/settlement of commercial disputes will be the center of focus in 

the following presentation.   

 

3. Legal Regulation of Commercial Disputes Resolution through the 

State Court System 

The adjustment of the state court system to the resolution of 

commercial disputes can be traced in several directions: 

3.1. The first line is to be found in the general changes in the structure 

and functioning of the system of civil litigation.
12

  

In the period after 1989 one may see a major source of change resulting 

from the constitutional prescription that all legal disputes are to be solved by 

state courts. Apart from that the current Constitution nominates different 

levels of courts with names that pre-suppose certain procedural 

characteristic
13

. 

As it was mentioned as a result of constitutional requirements the 

specialized economic jurisdictions (the state arbitrages) which represented a 

                                                           
9 Bulgaria joined the ICSID Convention much later.  
10 A new Commercial law was adopted in 1991 after the previous one had been abrogated as a “remnant 

of decadent bourgeois economic relations” in 1951. 
11 Pursuant to art. 119 of the New Constitution (adopted in 1991) only the courts are competent to solve 

legal disputes. 
12 Commercial litigation is a major part of civil litigation. With certain stipulation I am going to treat the 

existing bankruptcy procedures as relevant to commercial dispute settlement and, more importantly – as a 

serious factor influencing business risk. 
13 The Constitution nominates regional, district and appellate courts, as well as A Supreme Court of 

Cassation. It is evident that the last two names are closely related to certain important procedural 

characteristics, no matter how controversial that may be.  



highly organized and comparatively well functioning jurisdictional system 

were abolished.  

It took some time after the adoption of the Constitution until the first 

significant change in civil procedure was introduced by an amendment of the 

then existing CPC at the end of 1999. As a result the existing functional 

competence of the courts (highly effective but adopted in communist times
14

) 

was replaced by an out-dated three instance system. The so called reform was 

not adjusted to the treatment of different types of disputes and brought about 

an extremely burdensome and clumsy procedure that in no way facilitated the 

resolution of commercial disputes.  

3.2. An extended debate about the necessity of special approach to the 

resolution of commercial disputes occurred in the course of several years. It 

was debated whether specialized commercial courts,
15

 or specialized divisions 

at the existing courts should be set up. Also, the introduction of specialized 

procedure for resolution of commercial disputes was discussed broadly. 

The discussions did not bring about but to the formation of a separate 

Commercial Bench of the Supreme Court of Cassation. All other ideas were 

abandoned.
16

 

In 2007 a new Civil Procedure Code (“CPC”) was adopted (effective as 

of March 1, 2008). The new CPC provided for a special adversarial procedure 

for resolution of commercial disputes (art. 365 and the following). 

3.2.1. The specialized procedure is applicable before district courts as 

first instance
17

 only when the value of the claim is over 25 000 levs
18

. If the 

value of the claim is lower than that sum the same commercial disputes are to 

be treated by a regional court as first instance. The regional courts however 

apply the general civil litigation procedure instead of the special procedure for 

treatment of commercial disputes (Argument from art. 365 with relation to 

art. 104, para 4 of the CPC). This approach clearly demonstrates that the 

treatment of commercial disputes under the current regulation is dependent 

only on quantitative measurements, i.e. the same dispute is liable to treatment 

with different procedures dependent only on the value of the claim.
19

   

                                                           
14 Being a vocal critic of communist and any other totalitarian rule I cannot hold back my criticism 

against senseless changes of positive phenomena only because they were introduced in communist times. 
15 The Constitution allows the formation of specialized courts (art. 119, para 2). Under different programs 

serous financial and organizational means were consumed. The experience of a number of European 

countries (such as Belgium, Spain and others was studied. 
16 In countries with similar historical background the so called state arbitrages were turned into 

specialized economic and administrative courts (Russian Federation, Ukraine and others) and the results 

of their functioning has been reported as relatively satisfactory. 
17 These represent the second level in the vertical structure of the existing judicial system. 
18 Which is the equivalent of approximately 12 500 Euro (or 13 960 USD). 
19 The CPC uses a simple trick to undervalue a claim. Whenever there is joinder of claims the total value 

of all claims is not taken into account for the purposes of venue and application of the special commercial 

litigation procedure. This absurd solution also strongly affects the availability of cassation procedure to a 

certain case (see art. 69 and 72, para 1 of CPC). The abrogated CPC provided that in case of joinder of 



3.2.2. As a matter of fact the specialized procedure for treatment of 

commercial disputes only slightly differs from the general procedure which in 

itself is highly formal and burdensome (as shown below). 

- A characteristic feature of the commercial disputes procedure is 

related to the double exchange of statements and referral to evidence between 

the parties before the court sets up an open hearing. This is a positive feature 

in itself. A number of existing serious problems concerning delivery of 

notices and notifications and other organizational aspects of the procedure 

override the advantages of the double exchange almost in full. In reality the 

exchange of statements and presentation of evidence takes months on end. 

- The procedure provides for treatment of a case without open hearings. 

This however is only an option, dependent on the parties’ wish, and to my 

knowledge, it is hardly ever used. 

- The procedure provides a requirement that the claimant present a 

provisional account of the amount of the claim. This was introduced as 

facilitation aimed at the avoidance of unnecessary use of experts’ opinions. 

- Finally, the deadline provided for a reply to the statement of claims is 

set to 2 weeks from the date of the delivery.  

It is totally unnecessary to explain that 2 weeks’ time is highly 

insufficient for the preparation of a reply to the statement of claim, especially 

in high profile cases.
20

   

3.3. As a matter of fact nothing in the special procedure is really 

specific and outlined as to accommodate the specificities of commercial 

disputes. At the same time as default rules the rules of the general procedure 

are applicable and namely these characteristics determine the final outlook of 

commercial disputes solving by the state courts.  

3.3.1. On its turn the general procedure introduced by the new CPC is 

highly oriented towards preclusion of both procedural and substantial rights 

for the sake of speedy completion of the separate proceedings. 

If the parties to any dispute fail to introduce relevant facts that might 

have been known to them at a very early stage of the procedure they lose the 

right to do that later. After the short deadlines for introduction of facts and 

relevant evidence the parties may refer only to newly arisen facts and the 

respective evidence. In realty this means that if a party fails to comply with 

the short deadlines it will lose the case on the merits even though its position 

has merits. There is a similar situation if a party introduces a forged document 

or a document containing untrue information. If the opposing party fails to 

challenge the document immediately upon its presentation it loses the right to 

                                                                                                                                                         
claims the value of the claim is equal to the sum of the values of all separate claims. There is no such 

provision in the present CPC. 
20 In many cases of disputes related to procurement disputes only choosing an appropriate legal counsel 

takes much longer time 



do that and the document shall be used by the court upon deciding on the 

merits of the case. 

3.3.2. A major inadequacy of the new CPC is related to the fact that 

although it was adopted in 2007 it barely contains any regulation of the use of 

electronic means of communication.
21

 

3.3.3. Commercial disputes, no matter if they are treated following the 

general procedure (when the value of the claim exceeds 20 000 leva| or 

following the specialized procedure (if the value of the claim is over 25 000 

leva) are liable to 3 instance procedure.
22

 

These are only some examples of how formalistic and unfriendly 

towards the parties the procedure is. 

The general procedure itself is three-instance for the major part of 

cases
23

. The procedures before all instances, though claiming to be aimed at 

expedient solution of the cases are complicated, lead to considerable delays 

that result from characteristics of the legal regulation.
24

 

The present paper does not (and due to volume restrictions - cannot) 

contain thorough and complete analysis of the general and the specific rules 

concerning the resolution of commercial disputes. Rather it is aimed at 

establishing whether the current civil litigation procedure before the state 

courts in Bulgaria provide adequate and timely protection of the rights of 

businesses and whether it represents a shield against business risks related to 

the existence of disputes between enterprises. 

Apart from a few courts in larger cities the ordinary first instance courts 

do not dispose of organizational potential to have specialized panels for 

treating of commercial disputes. That is partly true when smaller district 

courts treat such cases as a second instance following the general procedure. 

This further deprives commercial disputes of proper treatment. 

Even only the brief look at the procedures that was made so far gives a 

negative answer: neither the general nor the specific procedure under the 

current CPC of Bulgaria are adapted to ensure expedient and at the same time 

just and rightful resolution of commercial disputes.  

The situation is quite different in some business friendly developed 

countries like Germany
25

, France
26

, Belgium
27

, etc. 

                                                           
21 A joke says that one may study the history of communication means through the texts of the new CPC 

which provides for the use of telex, telegrams and other such means long forgotten. 
22 As a matter of fact the procedure provides for 5 instances – the Cassation instance court may revert a 

case for a second treatment by the court of appeal; afterwards a second treatment by the Court of 

cassation is possible. 
23 Commercial cases with value of the claim lower than 20 000 leva (around 10 000 Euro, 8 500 USD) are 

not eligible for cassation review.  
24 Delays and other defects that are due to organizational reasons or bad practices will be shown later in 

the presentation. 
25 In Germany the general courts resolve commercial cases. According to a study the major part of 

commercial cases end up in 8.2 months, and less than 20% take more than a year to be resolved – see 

Global Legal Insights, Litigation and Dispute Resolution, 2016. 



3.4. The institute of class actions was introduced with the CPC of 

2008
28

. So far there have been no reports that decisions on serious cases have 

been reached. 

3.5. The new CPC introduced a procedure for issuing of a court order 

that may directly serve as a title for forced execution. This procedure has been 

sharply criticized, very low results have been reported. It is widely shared that 

this procedure is of no special use for business relations.
29

 

3.6. Apart from the state of the legal regulation other characteristics of 

the legal framework have serious influence over the effectiveness of the state 

courts delivery of justice in commercial cases. 

The public opinion of the independence state courts in Bulgaria is very 

low. In a survey commissioned by the European Commission in 2017 only 

28% of the respondents give a positive assessment of the judicial system 

while the average figure for all 28 European Union countries is 56%.
30

 In 

another recent poll conveyed by the Institute of Modern Politics (November, 

2016) 78% of the respondents qualify the work of the state courts system as 

ineffective, 2% are of the opinion that it is effective and 20% qualify it as 

neither effective nor ineffective.
31

  

A major problem is related to the fact that the prevailing part of 

Supreme Court justices never got serious training in commercial law.
32

 

Without sufficient training the judges and justices got oriented towards highly 

formalistic application of the laws observing the literal text, failing to grasp 

the real meaning and the depth of the disputes often not fully realizing the 

economic aspects thereof. This unfortunately has been transmitted to the 

younger generations of judges. The reality offers a lot of unacceptable 

decisions including so called “interpretative decisions” 
33

 One has to stress on 

the fact that many of the interpretative decisions are made against numerous 

dissenting opinions. 

Suspicion of corruption is widely spread
34

,
35

. 

                                                                                                                                                         
26 Special Commercial Courts exist in France (Tribunaux de Commerce), Delcade SAS Interbureau. Most 

cases are solved in 1-2 years, and – if appealed – in another 1-2 years. 
27 There are specialized Commercial Courts before which most cases end up within a year (information 

personally obtained during a professional visit to Belgium).  
28 See – Чернев, С. Прозиводство по колективни искове, списание „Труд и право”, бр. бр. 9 и 10, 

2008 г. 
29 Корнезов, Л., Гражданско съдопроизводство: Съдебни и несъдебни производства, София 2010, 

стр. 182 и сл.; Чернев, С. Заповедно производство, изд. Сиби, 2012 г. 
30 See Flasheurobarometer 447, January 2017. 
31 The results were presented in TV 3 and concern the whole judicial system not only civil litigation.  
32 A serous part of them was trained under communism, when the economic relations differed from 

commercial relations immensely. 
33 Decisions with compulsory effect to lower courts issued by the commercial or the civil benches of the 

Supreme Court of Cassation. A number of such decisions can be pointed out see – Interpretative decision 

No 3/2013, No 5/2012 and others.  
34 An enormous scandal with direct accusation of corruption broke out when in 2014 the French 

ambassador in Bulgaria – his excellence Xavier de Laper Kaban openly accused Sofia City Court of 

Corruption practices in a bankruptcy case using the phrase “there are rotten apples in the Bulgarian Court 



4. The Use of Arbitration in Commercial Disputes Settlement 

As it was said earlier under communist rule the use of arbitration in the 

traditional sense (as a voluntarily jurisdiction used by parties to a dispute to 

derogate state jurisdiction over civil cases) was significantly restricted
36

. At 

the same time (although in its shape as compulsory tool both in domestic and 

international arbitration between enterprises within the bloc) the 

characteristics and the essence of this jurisdictional tool were widely popular. 

The popularity of arbitration in economic relations between state-owned 

enterprises made the transition to the use of arbitration in free business 

relations comparatively easy.
37

 

On the eve of the transition Bulgaria had a highly modern law on 

arbitration (LICA) whose application had to be extended to domestic 

arbitration and this was achieved through a series of amendments. In general 

the legal regulation reform must be considered as completed by 1993
38

. Later 

there were major improvements in 2001
39

 as a result of which domestic 

arbitration was finally made available to state entities (ministries, agencies 

and municipal bodies as well as other entities subsidized by state and local 

budgets) and in 2002
40

 when control over arbitral awards was set up as a one 

instance procedure before the Supreme Court of Cassation and nullity of 

arbitral awards was abandoned – only setting aside was provided. 

At that time the legal regulation of arbitration can be assessed as highly 

successful and favorable for arbitration. That was a time when arbitration in 

Bulgaria thrived – the leading arbitration institution – the Court of Arbitration 

at the BCCI was treating between 600 and 800
41

 cases per year (which 

attributed it a leading position among arbitrations of Central and Eastern 

Europe). Other arbitration institutions appeared and started treating cases.
42

 

One of the reasons for the extended use of arbitration (apart an economic 

crisis which developed after 2008) was the inadequate state of the state court 
                                                                                                                                                         
System” – see newspaper Capital of 05.12.2014. A case of investment arbitration pending against the 

Bulgarian state at the ICSID court in Washington DC – VR 2000 v/s Bulgaria contains similar 

accusations. Earlier (during the 90-ies) such accusations were related to the Commercial registry activity 

of the courts.  
35 Publications of electronic edition Club Z (2016) show index of corruption of the judicial system in 

Bulgaria 41 (out of 100). Data concerning former Soviet republics and other socialist countries are 

similar. See the Annual Corruption Assessment Report: State Capture Unplugged: Countering 

Administrative and Political Corruption in Bulgaria – Center for the Study of Democracy, 2016 (at 

http://www.csd.bg) 
36 Arbitration was not applicable in domestic cases, while the use of arbitration in disputes between 

enterprises from countries pertaining to the communist bloc was made compulsory by the Moscow 

convention. 
37 In some cases even mechanical – existing clauses of contracts from communist times were 

mechanically reproduced in contracts of former state-owned enterprises transformed into commercial 

entities. 
38 Official Gazette No 93/1993 
39 Official Gazette No 38/2001 
40 Official Gazette No 102/2002 
41 Both domestic and international 
42 See electronic site http/wwwlex.bg 



system and in particular the low quality of the highly controversial new CPC. 

While the normal treatment of a case before the state courts usually takes a 

number of years (4 to 8 at least) the number of arbitrations concluded with a 

final award within a year, year and a half exceeds 75%
43

. 

There was one feature of the legal regulation which had always 

provoked fears of abuse: the LICA does not provide and special requirements 

for the establishment of an arbitral institution. In practice anybody and any 

formation could nominate itself as an arbitral institution and start delivering 

justice. In the last 4-5 years a serious number of complaints of abuse of 

arbitration appeared. Numerous persons complain that arbitral awards were 

issued against them as a result of arbitrations that probably never happened 

and forced execution based on such awards was started and carried out. They 

only learned about the respective arbitration cases at the phase when their 

property was arrested and they were invited to pay. 

If a more serious analysis be made the pointed peculiarity of the legal 

regulation of arbitration would be qualified only as a minor factor leading to 

the abuses cited. First of all numerous uncontrolled credit companies exist 

offering credits at extremely burdensome conditions. Such credit companies 

usually form their own debt collection companies and the latter start up 

arbitral institutions. Arbitration clauses are included in General conditions 

(usually undisputed and in very small letters). The situation is similar with 

other types of companies offering services to numerous customers. At the 

same time under the CPC a forced execution may be started against a person 

without the latter being informed beforehand. 

The abuse is not attributable only to the regulation of arbitration but to 

the absolute lack of control by competent bodies and their insufficient 

functioning (Finance and Bank control agencies, Consumer Protection 

Commission, Prosecutor’s Office and others). 

In the beginning of 2017
44

 a reform in the regulation of arbitration was 

carried out as a result of which arbitration in consumer cases was practically 

excluded. The reformers however lacked sufficient knowledge about 

arbitration and although their intention was good and acceptable, the reality of 

the texts puts a serious threat before arbitration and seriously deteriorates the 

quality of the regulation thus posing a serious threat to the use of arbitration in 

general
45

, 
46

.     
                                                           
43 Own information obtained as a result of my work as President of the CA at the BCCI (2000-2014). 
44 Official Gazette No 8/2017. Certain texts from the CPC (art. 19), from the LICA and from the 

Consumer protection act were amended or added.  
45 The current legal regulation puts threats concerning the participation of international arbitrators in 

arbitration in Bulgaria, may lead to the exclusion of the use of arbitration ad hoc, etc. The volume of the 

paper does not allow for analysis of the particular technicalities. 
46 Similar processes of abuse are reported in other Eastern and Central European counties – see Jukova, 

G., Arbitration Institutions: Establishment, Attributes, Regulation, Supervision in International 

Arbitration Law Review, 2016, vol. 19, issue 4. 



 

5. Use of Other ADR in Commercial Disputes Settlement 

There was serious promotional activity for the use of conciliation, 

mediation and so on. Serious organizational and financial resources were 

engaged. As a result a Mediation act was adopted in 2004 (amended in 2007 

in relation to Bulgaria’s entry into the EU, and, finally amended in 

coordination with a European Directive in 2011). 

At the moment ADR are taught in 3-4 universities and some institutions 

offer teaching courses. 

The reality (similarly to the situation in other European countries)
47

, 
48

 

is that few mediations take place in reality. There are no serious statistical 

data but it is broadly accepted that mediation has not acquired momentum as a 

dispute settlement tool in Bulgaria. The law itself concerns only one ADR - 

mediation – other ADR remain practically unrecognized at a legal level. 

 

6. Conclusion 

6.1. The analysis contained in the present paper leads to a conclusion 

that the state courts in Bulgaria do not offer adequate protection of 

commercial interest due to shortcomings of the legal regulation, the existence 

of certain organizational deficiencies, a lack of adequate performance on 

behalf of the judges and justices involved in the process. The negative 

characteristics are enhanced by serious suspicions and open accusations of 

corruption in the judicial system. 

6.2. Despite strong positive tradition in arbitration dating far back in 

time from the end of 19
th
 century recent cases of abuse and a dubious attempt 

to overcome such abuse at legislative level pose a serious challenge before the 

use of arbitration as a tool for the settlement of commercial disputes. 

6.3. The use of mediation and other ADR is at rudimentary level, 

despite the fact that awareness of this tool has considerably increased as a 

result of promotional efforts and some legislative attempts (although with 

uncertain practical effect). 

6.4. The general conclusion is that the legal framework and the legal 

environment related to the resolution/settlement of commercial disputes is far 

from satisfactory which represents a serious deterring factor before foreign 

investment and put business at a serious risk. 

The subsequent surveillance reports issued as a result of the monitoring 

mechanism of the European Commission and the results public opinion polls 

                                                           
47 In a highly controversial move Italy has introduced compulsory mediation. 
48 This happens if certain mediation centers get financial support and only while there is such support. 

Apart from that a number of centers are situated with some of the courts. It is natural if court directs the 

parties to a dispute to mediation that the parties would oblige and go through mediation – see Chernev, S. 

- Annual reports before European group on arbitration – 2013, 2014, etc. 



reflect the above conclusions about the state of the judicial system in 

Bulgaria
49

. 

                                                           
49 See note 30 above. 
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1. Introduction 

Equity market is central for the flow of funds among several involved 

parties. It act as intermediary among the investors and corporations. It also 

props up the reallocation of fund among varying parties (Sohail & Hussain, 

2009). There are series of factors which directly or indirectly affecting the 

stock market of any country (Bilson et al., 2000). This statement is generally 

based on the well-known theory of investment fiancé, namely, arbitrage 

pricing theory by Ross in 1976. As per arbitrage pricing theory, return on any 

security is linearly depending on the K factors. These factors may be 

international forces, country specific, industry specifics, company specific, 



behavioral specific etc. According to the literature these may be economic 

activity (Fama, 19841), exchange rate (Jones et al.1996), monetary policy 

(Pearce and Roley 1985), money supply, interest rate, gold prices , inflation, 

and oil prices. On the basis of theories, different researcher put different 

variables into econometrics model and 



presents their findings. Among these entire macroeconomic variables, this 

particular study limited only two of the variables that are interest rate and 

exchange rate against the equity market in Pakistani environment. Exchange 

rate is the value of currency of one country in term of the value of other 

country’s currency. It directly affect the cash flow of importing and exporting 

firms in a country. Exchange rate and interest rate both have a significant long 

run plus short term relation with the equity markets (Hasan and Nasir 2008).  

The basic aim of study is to find out the linkages among the interest 

rate, exchange rate and equity markets. There are various methodologies to 

explore this relationship. Some of the researcher explore the cointegration 

between the macro variables and equity markets like Aydemir and Demirhan 

(2009), Phylaktis and Ravazzolo (2000), Hasan and javed (2009), Mishra 

(2004) and Akmal (2007). But in most of the financial time series data there 

exist some periods where the volatility is relatively more. In the existing 

literature there exist also evidences to model this phenomenon of volatility 

like Joseph and Vezos (2006), Kanas (2000), Chen et al. (2004), Darby et al. 

(1999) and Hassan et al. (2000). Present study tries to comment on the impact 

of exchange rate and interest rate on the volatility and return of equity market. 

For this study uses the idea of Engle’s ARCH (1982) and Bollerslev’s 

GARCH (1986) model. We find that change in exchange rate is a source 

which can enhance or multiplies the volatility of the equity markets in 

Pakistan. While the effect of interest rate is observed as reverse as compare to 

exchange rate. Therefore we recommend to investors, analysts, fund 

managers, and corporate stakeholder that they should be vigilant about this 

exciting and clam effect of exchange rate and interest rate on the equity 

market of Pakistan. 

The remaining part of study is planned in such a manner that next 

section includes the related literature. After this, collection of data and 

presentation of data is discussed along with a detail methodology. The next is 

finding of the study and finally there is a brief conclusion. 

 

2. Literature Review 

The linkages between the interest rate, exchange rate and stock return 

are key issue since last couple of decades. Researchers always try to probe the 

relationship between the interest rate, exchange rate and stock returns. In the 

presents literature there are number of studies which explore this relation by 

using various financial econometrics tools like Aydemir and Demirhan 

(2009), Phylaktis and Ravazzolo (2000), Hasan and javed (2009), Hamao 

(1988), Hussain and  Mahmood (2001), Mishra (2004), Akmal  (2007), 

Muhammad and Rasheed (2003) and Bahmani and Sohrabian (1992). But it is 

well known fact that in most of the financial time series data there exist some 



periods where the volatility is relatively more as compare to other periods i.e. 

volatility clustering. There are separate model that model this aspect of time 

series data. In the existing literature there exist also evidences to model this 

volatility clustering like Joseph and Vezos (2006), Kanas (2000), Chen et al. 

(2004), Darby et al. (1999), Hassan et al. (2000), Elyasiani and Mansur 

(2004), Chowdhury, Mollik and Akhter (2006)  and Chowdhury and Rahman 

(2004). So all the existing literature divides into two main categories i.e. some 

explore the dynamics relationships which may be short term and long term 

and some tries to analyze the other important aspect of time series data termed 

as volatility clustering. The existing research which was done by various 

researchers around the globe are briefly described as follow. 

Aydemir and Demirhan (2009) investigated the linkages among 

exchange rate and equity market. The period of study was approximately 8 

years which starts from 2001 to 2008. To check the stationarity of the 

financial data unit root test was employed. It was declared that the series were 

stationary at first differences. They also employed the MWALD test for 

causality and found bidirectional causality between the variables under study. 

Furthermore it was also empirically reported that there exist negative 

causality from the foreign exchange rate and equity markets. Phylaktis and 

Ravazzolo (2000) also analyzed both of the long run and short term 

relationship among the six Pacific Basin stock markets and exchange rate. 

Monthly data has been used for relatively long period which starts from 1980 

to 1998. It was strongly argued from the cointegration test that was no long 

run cointegration between the equity markets and exchange rate for six 

countries except Hong Kong. They further analyzed that the United States 

market was a key variable for the local markets and equity markets were 

tightly allied with the exchange rate markets. Hence policy maker should be 

proper cautious about the association between the countries’ stock markets 

and exchange rate changes. 

In Pakistani context, Hasan and javed (2009) explored the relationship 

between the range of macroeconomic variables and stock market in Pakistan 

for a period of 11 year which starts from 1998 to 2008. To examined this long 

nature relationship cointegration test by Johansen and Juselius used. They 

also applied the granger causality, for the lead or lag relation between the 

macroeconomic variables and returns of stock markets in Pakistan. Overall it 

was concluded that there exist evidence that the monetary variables had long 

run relation with the return of stock markets in Pakistan for the whole period 

of study. Only unidirectional causality was observed between the variables 

and stock markets. It was further concluded from the impulse response and 

variance decomposition test the returns of Karachi stock exchange was 

explained by himself.  Similarly Nishat (2001) and Maysami and Koh (2000) 



also analyzed the relationship between some of the monetary variables and 

returns of the stock markets and approximately found the same results as 

mention above. 

On the other hand there are also many studies that studied and take into 

account the concept of volatility clustering. Brief reviews of such studies are 

presented. Joseph and Vezos (2006) empirically assessed effect of changes in 

exchange rate and changes in interest rate on the return of US banks. To 

capture the volatility or change in the interest rate and exchange rate ARCH 

and EGARCH model was used on the daily data from 1990 to 2001. In this 

study, they also compare the results of simple OLS with the results of ARCH 

model. They found that EGARCH model was a best option for their data sets 

as compare to the OLS model. It was found that the sensitivity coefficient for 

the foreign exchange rate is positive for both of the model whereas the 

coefficient of interest rate showed a blend of positive and negative values. It 

was further concluded that the effect of both the changes in exchange rate and 

changes in interest rate on the US bank was relatively weak. Finally they 

declared that the return of banks were not able to echo the hedging policies. 

In the developing equity market of Bangladesh, Chowdhury, Mollik and 

Akhter (2006) investigated the effect of the volatility in the macroeconomic 

variables on the volatility of the return of the stock markets. They used 

monthly data for their study and it enveloped the study period which starts 

from 1990 to 2004. Renowned GARCH methodology was adapted to capture 

the effect of macroeconomic volatility on the Bangladeshi stock returns. 

Further to understand the nature of the relation between variables as VAR test 

also used. It is concluded that there exist a relationship between the volatility 

of macro variables and the volatility of equity markets in Bangladesh under 

studied periods. They also mentioned that this nature of relationship was not 

as much strong as there exists in different theories of finance. Yanliang and 

Lintao (2007) analyzed the impact of exchange rate volatility on the equity 

markets in china. It was empirically reported that this volatility in the 

exchange rate had an exciting impact on the stock markets. Adjasi et al. 

(2008) also investigated the above relationship between the volatility of 

equity markets and exchange rate and concluded a negative relationship 

between the variables.  

On the basis of all above literature, it is summarized there exists 

evidence that many of researchers study the volatility aspect of stock market. 

In other words they studied the impact of changes in interest rate and 

exchange rate on the volatility of equity markets. Our present study is an 

attempt to explore the impact of change in macroeconomic variables i.e. 

exchange rate and interest rate on the volatility of equity markets in Pakistani 



perspective. The methodologies that will be exercise for this study are 

described in the next section. 

 

3. Data and Research Methodology 

The study period for this study is 16 year on weekly basis which starts 

from January 2000 to December 2015. This study uses the weekly data of the 

variables i.e. stock market index, foreign exchange rate and interest rate. This 

particular study uses three types of proxies for the above variable. One of the 

renowned index of the Pakistani stock market i.e. KSE-100 index as the proxy 

for the stock market in Pakistan. Rupees per United State Dollar rate is use as 

the proxy for the foreign exchange rate. To measure the interest rate, 6 month 

government Treasury bill rates are used. The data regarding the stock market 

index, and foreign exchange rates are collected from the Bloomberg database 

while interest rate are obtained from the State Bank of Pakistan. Remember 

these all are well known and reliable sources for the data collection. 

Weekly series of the continuously compounded return for the variable 

are designed by: 

𝑅𝑡 = 𝑙𝑛  
𝑋𝑡

𝑋𝑡−1
 ……… (1) 

Here, 𝑅𝑡   shows the Returns for current week, 𝑋𝑡  &  𝑋𝑡−1 

symbolize the value of variable for current and previous week, 

respectively 
 

3.1. The ARCH model 

If someone observes the generic assumption of the Least Square then 

we can say that autocorrelation and homoscedasticity in the data are most 

important among others. If these two assumptions along with others are 

violated then one cannot apply the least square. Word homoscedasticity mean 

equal or same spread i.e. the variance remains unchanged or constant and not 

depend upon the value of the explanatory variable. If there is 

heteroscedasticity in the data but someone assume homoscedasticity then it 

may affect the standard error and it is better to use such a model which can 

capture this heteroscedasticity. The rich idea to capture the heteroscedasticity 

in a model was based upon the work of Engle (1982). Engle (1982) give the 

idea of ARCH model and mathematically: 

Yt = ρ1  +  ρ2 Xt + εt ……… (2) 

εt ≈  iid N 0,σ2  

σt
2  =  φ0 + φ1εt−1

2 ………  (3) 

The variance equation of ARCH (q) model is given below: 



σt
2 = φ0 +  φi

q

i=1

 εt−i
2 ……… (4) 

φi  ≥ 0  ∀ i = 0,1,2,3,… , q 

 

3.2. GARCH model 

Bollerslev (1986) generalizes the work of ARCH model. He says that 

volatility in the time series or variance is a function of lag values of the 

innovation and itself. 

The GARCH (p, q) model is given below: 

Yt =  ρ1  +  ρ2Xt + εt  

εt ≈  iid N 0, σ2  

σt
2 =  α0 +  φi

q

i=1

 εt−i
2 +  ψi

p

i=1

 σt−i
2 ……… (5) 

From the last equation (5) of GARCH (p, q), it is notable that it can be 

reduced to ARCH (q) model. If we add the explanatory variable in the 

variance equation of GARCH model then it can written as follow: 

σt
2 =  α0 +  φi

q

i=1

 εt−i
2 +  ψi

p

i=1

 σt−i
2 +  βiXi

k

i=1

 ……… (6) 

Here in equation 6, the Xi  shows the set of k explanatory variables as 

variance regressor in the variance equation of GARCH model. This study uses 

the changes in interest rate and changes in exchange rate as variance regressors 

in equation 6.  

 

4. Empirical Result 

Results of descriptive statistics are reported in Table 1. KSE-100 index, 

on an average offered a 0.38% weekly return with a standard deviation of 

approximately 4%. The maximum value of weekly return is 17.8% while 

minimum value of return of KSE-100 per week is 20.1%. Similarly, 

descriptive statistics for rest of variables can be interpreted from Table 1.  
Table 1 

Descriptive Statistics 

 
Return of KSE ∆in Exchange Rate ∆ in T Bill 

Mean 0.0038 0.0010 0.0007 

SD 0.0408 0.0069 0.0245 

Kurtosis 3.5107 12.1307 4.8759 

Skewness -0.7958 1.6174 -0.7246 

Range 0.3791 0.0785 0.1837 

Min. -0.2010 -0.0293 -0.1059 

Max. 0.1781 0.0493 0.0778 



 

Correlation matrix is a technique which can be used to measure the 

strength as well as direction of relationship between all the variables under 

study. Results of table 2 show that return of KSE-100 index has weak 

negative relationship with other variables. Whereas relationship between 

change in exchange rate and change in interest rate is positive and also 

relatively weak. 

Table 2 

Results of Correlation Matrix 

  Return of KSE ∆ in Exchange Rate ∆  in T Bill 

Return of KSE 1.0000 
  

∆ in Exchange Rate -0.0793 1.0000 
 

∆  in T Bill -0.0752 0.1318 1.0000 

 

This study also uses a set of diagnostic tests which includes Lagrange 

multiplier test and White’s General Test. Results of these are presented at 

Table 3. The results of LMT and WGT clearly show that there exists 

autocorrelation and heteroscedasticity in the return of stock market in 

Pakistan which ultimately leads to the application of Engle’s ARCH (1982) 

and Bollerslev’s GARCH (1986) model. 
Table 3 

Diagnostic Test of our Study 

 

Table 4 concludes the result of GARCH (1, 1) model for Pakistani 

equity market. Table 4 has two part; upper part shows the results of mean 

equation while lower depicts the results of variance equation in Pakistani 

equity Market. From the mean equation, researcher wants to find the impact 

of independent variables on the return of Pakistani stock markets. Here the 

objective is to comment on the impact of change in exchange rate and interest 

rate on the return of equity market. From the table, the probability value of 

exchange rate is 0.0116 means that this explanatory variable has a significant 

negative impact on return of KSE-100 index in study period while Pakistani 

equity market remain independent from the changes in interest rate. The 

results of lower part shows the phenomena of volatility clustering. Here the p-

value of coefficient 𝜑1 and 𝜓1confirms the presence of ARCH and GARCH 

effect in Pakistani equity market during our study period.  
Table 4 

A GARCH (1, 1) for Pakistani Equity Market 

Variable C S.E Z P 

C 0.0040 0.0019 2.1212 0.0339 

KSE(-1) 0.1573 0.0529 2.9721 0.0030 

T. BILL -0.064 0.0587 -1.104 0.2693 

Exchange Rate -0.575 0.2282 -2.523 0.0116 

Name Test CHSQ(χ2) Prob 

Serial Correlation Lagrange multiplier test (LMT) 6.0016 0.014 

Heteroscedasticity White’s General Test (WGT) 12.2792 0 



 
Variance Equation 

C 0.0003 0.0001 3.4810 0.0005 

𝜑1 0.1536 0.0519 2.9564 0.0031 

𝜓1 0.6292 0.0959 6.5612 0.0000 

R
2
 0.0271 Schwarz criterion -3.647 

Adj. R
2
 0.0210 Durbin-Watson test 2.0810 

Table 4 shows the results of following equations of our study i.e. the mean equation and 

variance equation. The GARCH (p, q) model is given below: 

Yt =  ρ1  +  ρ2Xt + εt  

εt ≈  iid N 0, σ2  

σt
2 =  α0 +  φi

q

i=1

 εt−i
2 +  ψi

p

i=1

 σt−i
2 ……… (5) 

 

This study also adds the explanatory variables in the second proportion 

of the GARCH model. The result of this model is given in table 5. It is pretty 

visible that change in exchange rate is a source which can enhance or 

multiplies the volatility of the equity markets in Pakistan. Simply speaking if 

there is any increase or any boost in the exchange rate then it is excitingly 

disturb the stock markets. While the effect of our other variable i.e. the 

interest rate is observed reverse as compare to exchange rate. It has calm 

effect on the volatility of dependent variables. 
 

Table 5 

GARCH (1, 1) with Exchange Rate and Interest Rate as variance Regressor 

Variable C S.E Z P 

C 0.003233 0.001797 1.798376 0.0721 

KSE(-1) 0.194664 0.058227 3.343187 0.0008 

 
Variance Equation 

C 0.0004 0.0001 6.9104 0.0000 

𝜑1 0.2749 0.0695 3.9554 0.0001 

𝜓1 0.4535 0.0773 5.8673 0.0000 

T. BILL -0.0029 0.0013 -2.2204 0.0264 

Exchange Rate 0.0267 0.0063 4.2549 0.0000 

R
2
 0.0181 Schwarz criterion -3.647 

Adj. R
2
 0.0161 Durbin-Watson test 2.1362 

Table 5 shows the results of following equation 6 of our study. If we add the explanatory variable in 

the variance equation of GARCH model then it can written as follow: 

σt
2 =  α0 +  φi

q

i=1

 εt−i
2 +  ψi

p

i=1

 σt−i
2 +  βiXi

k

i=1

 ……… (6) 

Here in equation 6, the Xi  shows the set of k explanatory variables as variance regressor in the 

variance equation of GARCH model. This study uses the changes in interest rate and changes in 

exchange rate as variance regressors in equation 6. Mathematically, 

σt
2 =  0.0004 +  0.2749εt−1

2 + 0.4535σt−1
2 − 0.0029(T. BILL) + 0.0267(Exchange Rate)  

 

5. Conclusion 

This study analyzed the impact of interest rate, and exchange rate on 

the stock markets in Pakistan. It also empirically analyzed the volatility aspect 

of the stock return in Pakistani equity markets and showed that how exchange 

rate and interest rate is creating a source of disturbance in the equity markets. 



The results of Lagrange multiplier and White’s General test clearly showed 

that there exists autocorrelation and heteroscedasticity in the return of stock 

market in Pakistan which ultimately leads to the application of Engle’s ARCH 

(1982) and Bollerslev’s GARCH (1986) model. Results of the correlation 

matrix showed that return of KSE-100 index had weak negative relationship 

with interest rate and exchange rate. GARCH (1, 1) showed that this 

explanatory variable (exchange rate) had a significant impact on return of 

KSE-100 index in study period. It was pretty visible from GRACH (1, 1) that 

change in exchange rate was a source which can enhance or multiplies the 

volatility of the equity markets in Pakistan. While the effect of interest rate is 

observed as reverse as compare to exchange rate. It has calm effect on the 

volatility of equity returns in Pakistani stock market. Therefore we 

recommend to investors, analysts, fund managers, and corporate stakeholder 

that they should be vigilant about this exciting and clam effect of exchange 

rate and interest rate on the equity market of Pakistan.  
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Abstract:Most workers in the hospitality industry are not standard employees. They are 

generally referred to atypical employees. Most of the employees are unskilled and female. 

Generally these employees do not enjoy decent working conditions. This is despite 

progressive labour legislation. The minimum protection they do enjoy is insufficient to 

provide a decent lifestyle. The purpose of this article is to demonstrate why many workers 

and employees in the hospitality industry are excluded from the legislative protection 

regarding individual rights as well as from the benefits derived from union representation.   

 
 

Introduction 

The plight of workers in the hospitality industry or sector is 

characterised by the employment of unskilled mainly female non-standard 

employees. Generally these employees do not enjoy decent working 

conditions. This is despite progressive labour legislation. The minimum 

protection they do enjoy is discussed and the reasons that these workers are 

limited only to bare minimum standards is explored. The purpose of this 

article is to demonstrate why many workers and employees in the hospitality 

industry are excluded from the legislative protection regarding individual 

rights as well as from the benefits derived from union representation. 

Secondly, the provisions of the 2015 amendments to the Labour Relations Act 

66 of 1995 (LRA) that were enacted to address and remedy these anomalies 

are investigated. Given the fact that a majority of workers and especially 

vulnerable workers in the hospitality industry are women, the 2014 

amendments to the Employment Equity Act which was enacted to promote 

affirmative action and prevent discrimination, are discussed.  

The Labour Relations Act (LRA) is the centrepiece of the South 

African legislation and is the main source of legislative individual rights for 

employees. The LRA unashamedly encourages collective bargaining as a 

means for trade unions to achieve better working terms and conditions for 

employees. Since many workers in the hospitality industry do not qualify as 

employees in terms of labour legislation, including the LRA, they remain 

unprotected regarding individual employee rights. Secondly, many workers in 

mailto:vettom@unisa.ac.za


the hospitality industry, whether they qualify as employees or not, are not 

represented by trade unions and are therefore denied the advantage of 

collective bargaining between trade unions and employers as a means to 

improve their working terms and conditions of work.  

 

Hospitality sector profile 

According to research undertaken by Labour Research Service “The 

hospitality sector has grown increasingly quickly over the last decade and is 

now one of the fastest growing sectors in the economy.”
1
 Hospitality forms 

part of the tourist industry and includes accommodation - hotels, bed & 

breakfasts, caravan parks, camping sites, inns, game lodges and time sharing 

of apartments at resorts and the food and beverage sector - restaurants, coffee 

shops, tearooms, fast food outlets as well as other catering services. Tourism 

is the fourth largest generator of Gross Domestic Product in South Africa.
2
 

The hospitality industry makes up 67% of all tourism in South Africa, 

followed by travel which constitutes 16% of the tourism sector.
3
 “Hospitality 

is by far the largest subsector in the industry with a total of 16 444 registered 

employers at 40430 enterprises in 2009. The vast majority of these are very 

small, micro and medium sized enterprises making up 90% of the sector, with 

very few large enterprises. The majority of hotels and restaurants are small 

enterprises employing less than 10 employees. Large establishments employ 

only 1.4% of the employees in the industry.”
4
  

 

The hospitality industry is characterised by informalisation of the 

workforce. This entails the use of inter alia workers who are employed on a 

part-time basis, or for a fixed term, or on a temporary basis, or scheduled and 

seasonal work which is tenuous and insecure. Shift work, seasonal work and 

part-time work is particularly prevalent in the hospitality industry given the 

nature of the services offered. Often core, permanent employees work in the 

same jobs as permanent core staff.
5
 Furthermore the number of core, 

permanent workers has declined over the last twenty years or so as a 

                                                           
1 Michelle Taal “Organising in the Hospitality Sector in South Africa” Labour Research Service South 

Africa, November 2012, 3. 
2 Webster, E. et all, 2012, “Working in the Hospitality Industry in Gauteng”, Society, Work and 

Development (SWOP) Institute, South Africa: University of the Witwatersrand, 5. 
3 “A Review of the Economic Profile and Structure of the Hospitality Industry in South Africa: 

Investigations into Wages and Conditions of Employment in the Hospitality Sector.” Human Sciences 

research Council (HSRC), 2005,  5-4, 16.  
4 Michelle Taal “Organising in the Hospitality Sector in South Africa” Labour Research Service South 

Africa, November 2012, 4. 
5 “A Review of the Economic Profile and Structure of the Hospitality Industry in South Africa: 

Investigations into Wages and Conditions of Employment in the Hospitality Sector.” Human Sciences 

Research Council (HSRC), 2005,  5-4, 6.  



consequence of outsourcing and restructuring. More than half of hotel staff is 

not employed by hotels but by different service providers. 
6
  

 

The hospitality industry is a labour-intensive industry and working 

conditions are pressurized with long and irregular hours, low wages and a 

lack of job security.
7
 Furthermore, the prevalence of outsourcing and the use 

of labour brokers has resulted in a drop in wage levels, has impacted 

negatively on job security and workers in the industry are often not provided 

with benefits such as medical aids or pensions.
8
 

 

The result of this is twofold: Firstly, many of these employees do not 

qualify as employees qua the legislation and therefore are not protected 

regarding individual rights. Secondly, even if they do qualify as employees in 

terms of the legislation, they are often not represented by trade unions as a 

result of inter alia, logistical difficulties in recruiting and gathering workers 

together who work shift work, seasonal and part-time work.  

 

What follows is a discussion on how the 2015 amendments to the LRA 

have attempted to extend the net of legislative protection to certain atypical 

employees who up till now fell beyond the net of legislative protection. Given 

the prevalence of female workers in the hospitality industry, the 2014 

amendments to the Employment Equity Act are explored. Following this, how 

the 2015 amendments to the LRA have attempted to encourage union 

representation of part–time, casual and fixed term employees and employees 

employed by TES’s is discussed.  

 

The extension of the net of protection in terms of the 2015 LRA 

amendments  

The latest amendments to the LRA seek to protect three categories of 

non-permanent employees, namely employees employed by a TES, 

employees on fixed term contracts, and part-time employees. 
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Development (SWOP) Institute, South Africa: University of the Witwatersrand, 5. 
7 Ibid. 
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Regarding employees of TES, the new section 198(A) of the LRA 

provides that employees who earn below a certain threshold who work for 

more than three months for the client are considered to be employees of the 

client, unless the employee works as a substitute for somebody who is 

temporarily absent. Furthermore, the section provides that termination of the 

employee’s services by the TES, whether at the insistence of TES or the 

clients in order to avoid “deemed employment,” is considered to be a form of 

unfair dismissal. The section also provides that “deemed employees” must on 

the whole be treated not less favourably than comparable employees unless 

justifiable reasons exist for differentiation in treatment. In terms of section 

198(D)(2) justifiable reasons include seniority, experience, length of service, 

merit, quality or quantity of work and any other similar criteria. The provision 

specifically provides that affordability on the part of the employer is not a 

justifiable reason. 

 

Section 198(B) provides protection for employees on fixed term 

contracts. In terms of the section an employee may only be employed on a 

fixed term contract for more than three months in circumstances where the 

nature of the work is of a limited or definite duration or there is a justifiable 

reason for fixing the term. A justifiable reason includes: replacing an 

employee who is temporarily absent; where there is a temporary increase in 

work that is longer than 12 months; so that a student can gain experience; 

where a person is engaged for a specific and limited duration project; work 

for a non-citizen with a work permit; seasonal work; a public works scheme; 

where there is external funding; or the person has reached retirement age. An 

employee who is on a fixed term contract the duration of which is longer than 

three months may on the whole not be treated less favourably than permanent 

employees performing the same or similar work, unless there are justifiable 

reasons. Justifiable reasons are the same as those mentioned above. 

Employees on fixed term contracts must be provided with equal access to 

opportunities for vacancies from the first day of their employment with the 

employer. Employees on fixed term contracts the duration of which is longer 

than 24 months are entitled to severance pay unless alternative employment 

on similar terms and conditions is provided or offered prior to the expiry of 

the fixed term contract. These protective provisions are not applicable to 

employees who earn above the threshold, or where there is a collective 

agreement, statute, or sectoral determination which allows for a fixed period. 

These provisions are also not applicable if the employer employs less than 10 

employees or the employer employs less than 50 employees and whose 

business has been in operation for less than two years. 



 

In terms of section198(C), a “part-time employee” is defined as an 

employee who works shorter hours than a comparable full-time employee and 

is paid according to the time worked. A “comparable full-time employee” is 

an employee who is paid for a full day and is identifiable as a full-time 

employee in terms of custom and practice. This section is not applicable 

during the first three months of employment. It is also not applicable if the 

employee earns more than the threshold, or works less than 24 hours per 

month, if the employer employs less than 10 employees or if the employer 

employs less than 50 employees and the business has been in operation for 

less than two years. 

 

Part-time employees may not be treated less favourably than equivalent 

full-time employees unless it is justified. The justifiable reasons are the same 

as those mentioned above. After three months, part-time employees must be 

provided with the same access to opportunities for vacancies as well as access 

to training and skills development. 

 

As progressive as this legislation might be, it is no guarantee that the 

vulnerable seasonal employees will be protected. 

 

Furthermore, even if these legislative protections are implemented, 

seasonal workers will often be excluded from such protection because the 

protection only comes into force when an employment contract lasts for 

longer than three months. The duration of seasonal workers’ contracts is often 

less than three months thus excluding seasonal workers from the protection 

provided in terms of the amendments to the LRA. 

 

As stated above, very small, micro and medium sized enterprises make 

up 90% of the hospitality and the majority of hotels and restaurants are small 

enterprises employing less than 10 employees. Large establishments employ 

only 1.4% of the employees in the industry.”
9
 Since the provisions in the 2015 

LRA amendments that are designed to provide protection for part-time 

employees (section 198(C)) and fixed term employees (section 198(B)) are 

not applicable if the employer employs less than 10 employees or the 

employer employs less than 50 employees and whose business has been in 

operation for less than two years, they are not applicable to most workers and 

employees in the hospitality sector. Consequently their plight will remain the 

same. 
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2014 Amendments to the Employment Equity Act
10

 

Section 6 (1) of the Employment Equity (EEA) prohibits direct and 

indirect unfair discrimination on grounds of gender, sex, pregnancy, marital 

status, and family responsibility in both access (recruitment) and treatment 

(job classification, remuneration, employment benefits, employment terms 

and conditions, promotion and dismissal). Where discrimination is alleged on 

one of the listed grounds, the employer bears the burden of proving that the 

discrimination is fair or justified. Discrimination can be justified or fair if it is 

necessary as an inherent requirement of the job or the reason for the 

discrimination is affirmative action.  

 

The 2014 amendments to the EEA added the words in section 6(1) “or 

on any other arbitrary ground” after the list of prohibited grounds for 

discrimination. This addition leaves no doubt that claims for equal pay based 

on discrimination can now be brought in terms of section 6(1) of the EEA. 

The following sections have also been added to section 6 of the EEA: 

(4) A difference in terms and conditions of employment between 

employees of the same employer performing the same or substantially the 

same work or work of equal value that is directly or indirectly based on any 

one or more of the grounds listed in subsection (1) is unfair discrimination. 

 

Unfortunately this addition seems to address only one aspect of gender 

pay discrimination, namely the situation in which men and women do the 

same or similar work, or work of similar value. Therefore the law does not 

address the concentration of women in sex-typed jobs, which are concentrated 

in lower paying occupations such as unskilled workers in the hospitality 

industry, or the disproportionate share of low-ranking positions held by 

women and the lower earnings relative to those of men with similar training 

and experience. 

The 2014 amendments to the EEA, section 10(6) of the EEA provide 

that if an employee earns less than the threshold determined by the Minister in 

terms of section 6(3) of the Basic Conditions of Employment Act, that 

employee may refer a dispute about discrimination, which includes sexual 

harassment, to the Commission for Conciliation Mediation and Arbitration 

(CCMA). This provision renders access to justice accessible to the poorer 

members of community since access to the procedures provided by the 

CCMA free of charge. 
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Minimum conditions of employment set by the sectoral 

determination 

As mentioned above, the LRA provides machinery for collective 

bargaining at sectoral level, on an industry by industry basis, for the 

attainment of collectively bargained working conditions and wages. More 

than 70% of workers in the hospitality sector are not covered by collective 

agreements.
11

 This is a consequence of the logistical and other impediments 

facing unions in the recruitment and organisation of members in the 

hospitality industry that are discussed below. Therefore, most workers in the 

hospitality industry are only protected by the sectoral determination that 

covers the sector. The sectoral determination provides minimum wages and 

working conditions for the protection of workers in industries that typically 

employ workers who are vulnerable and easily exploited.  

The sectoral determination is a safety net in cases where union 

representation is low and wages and conditions of employment have not been 

set by means of collective bargaining between employers and trade unions at 

a bargaining council for that particular industry. The hospitality industry 

determination sets wages in accordance with the size of the enterprise.
12

There 

are therefore wages set for enterprises in the hospitality industry that employ 

more than ten employees and wages set for enterprises in the hospitality 

industry that employ less than ten employees. The wages as set by the 2015 

sectoral determination are extremely low. They are as follows:
13

 

 

HOSPITALITY SECTOR MINIMUM WAGES AS FROM 1 

JULY 2015 
 

TABLE 1: 

Table 1:  Minimum wages for employers with 10 or less employees  

Minimum rate for the period Minimum rate for the period 

1 July 2014 to 30 June 2015 1 July 2015 to 30 June 2016 

      

Monthly Weekly Hourly Monthly Weekly Hourly 

      

R2 601.88 R600.48 R13.34 R 2 760.59 R 637.10 R 14.15 

      

   TABLE 2:   

 

Table 1:  Minimum wages for employers with more than 10 employees  

                                                           
11 Webster, E. et all, 2012, “Working in the Hospitality Industry in Gauteng”, Society, Work and 
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13 http://www.labour.gov.za/DOL/legislation/sectoral-determinations/sectoral-determination-14-
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Minimum rate for the period Minimum rate for the period 

1 July 2014 to 30 June 2015 1 July 2015 to 30 June 2016 

      

Monthly Weekly Hourly Monthly Weekly Hourly 

      

R2 900.08 R 669.30 R14.87 R 3 076.98 R 710.12 R 15.77 

      

 

The sectoral determination also provides for minimum benefits that a 

worker in the hospitality industry is entitled to: These minimum conditions 

provide as follows: 

Hours per day: An employee may not work more than 45 hours in a 

week (nine hours a day for an employee who works five days or less in a 

week and eight hours a day if the employee works more than five days in a 

week). 

Remuneration: An employer must pay an employee in respect of each 

hour or part thereof (excluding overtime) worked by an employee on any day 

other than a paid holiday or a Sunday, not less than the hourly minimum rate. 

Sick Leave: During every 36 month cycle an employee is entitled to 

paid sick leave equal to the number of days the employee would normally 

work during a period of 6 weeks. 

Maternity leave: An employee is entitled to a minimum of four 

consecutive months unpaid maternity leave. 

Family responsibility leave: Full time employees are entitled to three 

days paid responsibility leave. 

Annual leave: Employees are entitled to three weeks leave per annum. 

This amounts to 15 days or one day for every seventeen days worked or one 

hour for every 17 hours worked. 

Unemployment insurance: The Unemployment Insurance Act has been 

amended to include the hospitality sector. 

Bonus: Employees in the hospitality sector are entitled to an annual 

bonus at the end of each year equivalent to one month’s salary. 

 

From the above it is clear that the sectoral determination provides for a 

bare minimum of working conditions and the minimum wage levels are 

deplorably low. 

 

The failure of trade unions to organise this sector constitutes a major 

obstacle to the attainment of protection and improved wages and working 

conditions for the workers in this sector. In order to improve the lot of these 

hospitality workers it is necessary for unions to organise and recruit members 



so that better wages and working conditions can be negotiated at sectoral level 

at the bargaining councils. However, there are many obstacles facing unions 

in the hospitality industry. 

Reasons for the lack of union representation in the hospitality 

industry 

 

Research undertaken by the Labour Research Service identified the 

following obstacles and challenges for union organisation and recruitment in 

the hospitality sector:
14

The nature of the sector poses challenges: The wide 

diversity of the hospitality sector with “covering everything from five-star 

hotels to camping sites bring challenges to unions for organising workers who 

find themselves in very different circumstances and conditions despite being 

in the same sector. Not just in terms of diversity of establishment but also size 

of establishment, where 90 per cent of workers are in very small locations 

with two or three other workers, presents challenges.”
15

 

 

The nature of work in the hospitality industry with the widespread use 

of part-timers,
16

 shift work,
17

 fixed term contract workers
18

  casual workers,
19

 

employees provided by TES’s, and the prevalence of outsourcing
20

 all pose 

problems for unions wishing to recruit and organise workers within  the 

industry.
21

 Furthermore, these informal forms of employment make it difficult 

for trade unions to ensure regular payment of union dues.
22
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21 Michelle Taal “Organising in the Hospitality Sector in South Africa” Labour Research Service South 

Africa, November 2012 22. 
22 Sahra Ryklief “A Confusion of Categories” A case study of the organisation of casual and contract 

workers inby the South African Commercial, Catering and Allied Workers Union (SACCAWU) 

2/1/2013, 12. 



It is difficult for trade unions to recruit these types of employees: It is 

difficult to arrange meetings with workers who work at night in order to 

introduce the trade union to them and to recruit them. Precariously employed 

workers such as those employed by TES’s or those who are employed part–

time or on a fixed term basis are often do not join trade unions for fear of 

losing their jobs. Such workers who are desperate for work are the most 

vulnerable and it is easy for employers to intimidate them and prevent them 

from joining trade unions.
23

   

 

Another challenge facing trade unions wishing to recruit members and 

organise in the hospitality industry is the difficulty in gaining access to the 

employers’ premises. Hotels, bed and breakfasts, lodges and the like need to 

provide an atmosphere conducive to leisure and luxury. This renders 

managers averse to allowing trade unions on the premises as these meetings 

may have a disruptive effect on the atmosphere in a hotel or restaurant.
24

 

 

The fact that the majority of workers in the industry are women also 

creates challenges for unions. Women are more vulnerable and more 

susceptible to bullying form managers thus preventing them from joining 

trade unions. Another problem is that union structures are still dominated by 

men which often results in the trade unions being insensitive to specific needs 

of women such as maternity and sexual harassment issues.
25

 

 

The informalisation of the sector and the employment of large numbers 

of immigrants has resulted in management strategies of dividing employees 

and workers based on immigrants and locals and core full time employees and 

informal workers. Workers are in competition with each other. Vulnerable 

informal employees and immigrants who are ignorant of their rights and often 

in South Africa illegally accept abusive and exploitative conditions because 

they are desperate, they are ignorant of their rights and are often in South 

Africa illegally. This “sews divisions among workers who see immigrants as 

destroying the hard won gains for conditions that South Africans have fought 

for as well as making it more difficult for locals to get jobs.”
26

 This 

management strategy of dividing workers and discouraging solidarity 

amongst workers serves to minimise trade union membership. 
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The 2015 LRA amendments regarding union representation 

These amendments attempt to provide for the organisation of 

employees engaged by a TES. Section 21 now provides that in determining 

whether a trade union is sufficiently representative and therefore has the right 

to certain organisational rights, commissioners must consider the composition 

of the workforce including non-standard employment. Secondly the 

amendments now provide that if there are TES employees, the trade union 

may organise at either the TES or the client’s premises. 

Since  non- standard informal employees will be taken into account in 

determining trade union representivity and consequently access to 

organisational rights these provisions may go some way in ameliorating trade 

union representation in sectors such as the hospitality sector that have been 

informalised and employs a large percentage of non-standard employees.  

However it is doubtful that these provisions will have a major effect on union 

organisation in the hospitality sector given the obstacles and challenges facing 

trade unions in the recruitment and organisation employees in this sector.  

 

Conclusion 

Despite the fact that the centrepiece of South African labour legislation, 

namely the LRA is considered to be a very progressive and has been 

commended internationally it has failed to provide adequate protection for the 

majority of employees and workers in the hospitality industry. The two means 

of achieving employee protection, namely the provision of individual rights 

by means of legislative protection and the achievement of rights by means of 

collective bargaining by trade unions, have not been applied to the majority of 

workers in the hospitality industry. Despite innovative amendments to the 

LRA to extend the net of protection to non-standard employees, the 

provisions regarding part-time and fixed term employees exclude employers 

who employ less that ten employees. Since the majority of employers in the 

hospitality industry employ less than ten employees, the effect of these 

amendments to ameliorate the lot of employees in the hospitality sector will 

be minimal. Therefore workers in the hospitality sector have the barest 

minimum protection in terms of the industry sectoral determination. 

Regarding the attainment of better wages and working conditions by 

means of sectoral level collective bargaining, this has not been possible given 

the challenges faced by trade unions in the hospitality sector in recruiting 

employees in the industry, especially non-standard employees. The 

amendments to section 21 of the LRA may go some way to extend trade 

union representativity as non-standard employees must be considered in the 



determination of whether a trade union is sufficiently representative and thus 

entitled to organisation rights. 

The 2014 amendments to the Employment Equity Act address only one 

aspect of gender pay discrimination, namely the situation in which men and 

women do the same or similar work, or work of similar value. The 

amendments to the EEA are commendable however, for rendering access to 

justice regarding disputes about discrimination and sexual harassment 

accessible to the poorer members of community. This is particularly relevant 

for the tourist industry given the high proportion of unskilled, female workers. 
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HUMAN RESOURCE STRATEGY – HUMAN RESOURCE 

MANAGEMENT 

IMPORTANT PARTS OF MANAGEMENT STRATEGY AND 

BUSINESS SUCCESS 

A COMPANY VISION DEVELOPED BY INVOLVING WORKERS 

AND EMPLOYEES 

 

Basic conditions: 
 

On the importance of an organized Human Resource Management 
 

The general objective of HR Management is to enable the company to reach its 

business objectives through the guidance and the support in all matters concerning 

employees. 

This, for instance,  includes making sure that the line management, i.e. the 

immediate superiors, deal in an effective and responsible way with their employees, i.e. 

support them in the management of a sector. 

In addition to this, HR Management has the task to organize the work system in 

such a way that the persons working in the company are able to do their best with respect 

to performance and quality. 

Michael Armstrong said the following: „ HR Management is a strategic and 

coherent approach to the management of an organization`s most valued asset: the people 

working there…” (Armstrong 2003, p. 3). 

HR Managers are not just administrators and guardians of laws and regulations as 

they used to be, nowadays they shape a company and bear responsibility. 

Thus, the role of HR Managers has changed. They are no more merely responsible 

for specific tasks, but they bear responsibility for the control and the strategic further 

development of the entire company.  

HR Managers have to develop ideas how the business objectives of the company 

can be reached and how HR Management can provide support. 

Being part of this role model, senior HR Managers have to be part of the company 

management. They have to be involved in all strategic matters, considerations and 

developments of the company. 



The previous allocation of tasks, i.e. that HR Management is just following instructions, 

has become out of date.  



Without doubt, the responsibility for employee-oriented matters is in 

the foreground, however, social and social political matters in the 

environment of the company are of course included as well.  

The strategic further development of a company always takes place 

within the context of the basic conditions of the environment. 

This goes beyond just the representation of a company in association 

committees. 

A forward-looking strategic further development of a company 

includes, in addition to product development, market observation, the opening 

up of financial reserves and the positive integration in the social environment, 

the positive contact to associations and trade unions. With respect to this task, 

the most senior HR Manager is somewhat of a “foreign minister” of  a 

company.  

This task, however, requires that the senior HR Manager is also a 

member of the company management.  

Against the background of this outstanding responsibility of the HR 

sector for  the overall company, the importance of the internal operation of 

HR Managers becomes apparent. 

Together with senior managers of the various line functions, an HR 

Manager integrated in the overall development matters of a company, can 

much better develop, implement and ensure the long-term effectiveness of the 

establishment of strategic personnel issues.  

Integrated in the overall strategy of the company, an HR strategy is 

developed, which is part of this strategy and which also reflects the 

philosophy and the standards of the company. 

The objective is to improve the performance and the efficiency of the 

employees. A culture of excellence is to be supported and developed in the 

company. However, at the same time, it is necessary to develop a sense of 

satisfaction. The employees are to identify themselves with the company and 

a company spirit is to be created. Only the combination of this ensures a high 

performance and great commitment of all employees to the benefit of the 

company.  

In view of this requirement, senior managers have an important 

function. They are responsible for the operational success and they combine 

the interests of the employees with operational requirements. 

HR Management provides the basic conditions and instruments for this 

to support the senior managers and the willingness of the employees to play a 

part in this. 

The general task of Human Resource Management is to reach a 

performance of the company through the employees, which is as high as 

possible. The point is: 



 

 to integrate the personnel prospect into strategic company decisions 

and, thus, to help shape the company already when developing the strategy 

(strategic HR Management), 

 to support employee commitment towards the company and the 

own work tasks (High Commitment Management), 

 to support the own initiative of the employees with respect to the 

continuous improvement of the work and business processes and 

 to remove obstacles from the path of the employees on their way to 

realize their potentials within the company (continuous improvement of 

efficiency, conditions of performance and willingness to perform). 

The characteristic of a future-guaranteeing Human Resource 

Management has to be the combination of economic and social objectives. 

This straightens out relations. Human beings want to perform and want to be 

productive. This should be made possible in the company to the benefit of the 

company.  

This management approach underlines the importance of active, 

committed employees who, in return for their behaviour and their work for 

the company, expect an appropriate integration in managerial decisions. 

Only a company policy taking an employee-based strategic 

development seriously, fulfils the above-mentioned basics.  

A practical experience has shown the potential set free when employees 

are integrated in strategic considerations.  

The implementation of such management approaches is, at the same 

time, the basis for a continuous further development of the company (change 

management) and the willingness of the employees to cooperate, which I will 

discuss later.  

Imagining such requirements shows that a company cannot be managed 

just „from above“ but that involving employees of all hierarchies is of great 

importance for the overall success of a company. 

In many companies the knowledge in swarm intelligence is used for 

company matters. The known principle that a group is normally more 

intelligent than its most intelligent member is also valid in the managerial 

context.  

Important for success, however, is that the groups are composed 

heterogeneously or that the knowledge of different groups is combined by a 

relevant process and discussed across the groups.  

Even the structure of the work groups is important for success, i.e. a 

differentiation between long-term employees and new, old and young, male 

and female employees. 



All groups must be able to work independently when each member has 

access to decision-relevant facts - the decision-relevant knowledge.  

Even when digitalization today enables the decoupling of real locations, 

it nevertheless is relevant to integrate steps in a strategy process, where 

members meet each other in reality to ensure success. 

The real meeting of people and working together, talking to each other, 

seeing and monitoring facial expressions and gestures of other group 

members is of decisive importance. 

For the success of an employee-oriented strategic development, it is 

necessary to give the members much freedom outside the normal operational 

hierarchies, to implement short decision-making channels, to provide a high 

degree of flexibility and to enable intensive networking. 

All this shows that such a corporate-policy step, which is also an 

important step for the further development of the company culture, cannot be 

made simply by pressing a button but is a process in itself.  

This process of development of the company culture may - based on 

experience - take up to 5 or 6 years. 

The duration depends to a high degree on the situation and the level of 

the existing, actual company culture. 

Those coming from a company and a management culture with a strong 

hierarchy will take longer than persons younger and having worked in an 

uncomplicated, flat hierarchy. 

We should be aware that, according to company surveys of the 

consulting company Kienbaum, only 16% of the senior managers of 116 

companies regard themselves as visionaries or discoverers, whereas 84% of 

them would rather like to preserve the existing situation instead of making 

changes. 

We surely can derive from this that many senior managers will be 

reluctant to accept and make changes - even improvements. 

Often, vested rights and/or positions of power will be protected.  

We, therefore, cannot assume that a changing process will be supported 

that easily. 

From this follows that an intensive preparation, a structured planning of 

measures and a differentiated transfer and implementation phase need to be 

planned.  

It is the task of the company management/the highest decision makers 

not only to start such a changing process but to animate such a process. The 

head of a company, the head of a factory or the head of a service company has 

to want the planned change in a way that is recognizable for all employees 

and not just accompany each phase of the changing process. He has  to 

actively shape it. 



From the practical experience of the author, these requirements become 

apparent in the following:  

Generally, changing a company identity comes along with inventions, 

new developments, new technologies but also changes of the basic conditions, 

environmental aspects, new legal regulations but of course also and 

considerably comes along with market changes and new, different demands.  

A good example for this is the present discussion of new forms of 

mobility, the importance of electric vehicles, which will significantly change 

the automotive industry. 

The development of a managerial vision has always to be designed in 

such a way that a precise picture of the future is created, close enough so that 

implementation is visible but distant enough to draw the interest of the 

organization for a new reality. 

In particular for the inclusion in the business process and drawing the 

interest of employees, this sense of proportion is required so that new ideas 

are not rejected as nonsense and absolutely unrealistic and thus “burnt”. 

As Saint-Exupéry says:  „If you want to build a ship, don't drum up 

people to collect wood and don't assign them tasks and work, but rather teach 

them to long for the endless immensity of the sea“. 

 

„The entrepreneurial vision must be achievable, it must not be utopia or 

a dream”. 

 

The vision must sustainably change the present situation. The vision is 

always a statement or philosophy and comprises the path of development of a 

company.  

And, finally, the entrepreneurial vision must show a competition arena 

with the potential of economic success. The background of a company vision 

should be the idea in which field of competition a company wants to be active 

in future and which position it will take in this field or with which corporate-

political reorientation it will improve its present market position.“ (Source: 

H.A. Hentzler). 

If a company gets on the way to start a reorientation, various different 

basic conditions need to be observed. Here, the employee-related basic 

conditions are to be observed and explained by examples how a sustainable 

change of culture by the integration of employees into the development of the 

strategy could be achieved.  

The economic potential of success and the actual economic success will 

be shown as well. 

Initial position: 



The basic entrepreneurial decision to change the philosophy was that a 

previously mainly centrally controlled hierarchy-oriented company wanted to 

strengthen for instance its economic power, its willingness to innovate, its 

cost awareness and the motivation of employees by decentralization. 

This entrepreneurial approach could, as described above, only be 

achieved, when all employees across all levels of hierarchy of the 

organizational unit, in this case a factory, could be convinced of the benefit of 

the change of philosophy to take part in the planning of the changes.  

During a multitude of preparatory workshops in the various sectors, the 

basics of the reorientation, the significance of the new strategy, expected 

success potentials, etc. were explained and discussed with the employees. 

Already during this phase, it is important to point out and discuss the 

chances, risks, new opportunities and new challenges for each individual. 

Each new chance includes new requirements, new challenges. 

The seriousness to shape the new „world“ of the described case had to 

and was supported by the noticeable commitment of the head of the factory.  

Employees have a keen sense for the seriousness of the willingness of 

the management; this is especially important, in addition to the senior 

managers on all levels, to the company management. 

There is no point in written words in high-gloss brochures.  

In the described process, the aspects of the „iceberg syndrome“ were 

observed, according to which, as regards the development/change of a 

company, 90% of the efficiency and acceptance are transported through 

feelings and psyche, whereas only 10% of the employees can be reached by 

the necessity of a change, by facts and intrinsic logic should it be effective in 

the long run. 

Thus, the process had to be started with a vast participation of the 

employees. 

The company described has a workforce of approx. 3000. In addition to 

the managing director there are 6 division managers and 15 departments. The 

majority of the employees was working in the production sector (approx. 

2100). About 900 were working in the technical and service sector. The 

structure of the workforce was as follows: 75 % wage earners, 25% salary 

earners. 

This information is of importance because the different possibilities of 

direct participation and IT-supported participation had to be considered for 

the planning of the process.  

For the success of such a strategic development, a clear project structure 

is mandatory.  

The objective of the above case was to integrate all employees across 

all hierarchy levels, i.e. from the highest management level down to the 



production worker. As it is a German company, the integration of the works 

council had not only been required by was mandatory for success. The 

institution workers council is important for success in many cases in a 

company not because it is a necessary evil, but it is a part of management of 

the company. To take the members seriously and to discuss decisions with 

them is necessary. 

To start the overall project, the company management explained the 

entrepreneurial objective, the expected success, the willingness to change and 

the openness of the management during a kick-off meeting to all employees. 

Such an integration of the various groups of employees of course 

requires a stringent and clear structure. The internal project group was 

supported by an external team of consultants.  

Naturally, not all employees could be integrated personally, however, is 

had been ensured that each group of employees was represented.  

 

A total of 10 groups consisting of 10 persons each were formed. 8 of 

these groups represented employees of various levels of hierarchy, different 

age levels and different functional areas. A dominance of any particular group 

had been avoided. Members of the works council did not form an individual 

group but were distributed over the groups. 

In addition to the groups described above, a „youngster” group, i.e. 

young employees employed not yet for a long time and with a high creative 

potential, and a group of the heads of the divisions were formed.  

Facilitated by the consulting team, these work groups had several 

meetings and discussed questions concerning  

 Analysis of strengths and weaknesses 

 Description of future challenges 

 Elaboration of practical measures/reaching of objectives 

 Concept proposals for the diffusion of the vision of the future 

Naturally, the ideas/proposals/measures were characterized by the 

corresponding status of the employee. Of course, machine operators viewed 

things differently than heads of a division but each of them, even those from 

the lowest level, was able to explain his perspective and - particularly 

important - could bring it in - and it was sought after. 

In general, it is important that the period to elaborate strategy proposals 

is not too long. There should be a certain pressure of time, to make use of the 

full force. 

Thus, a period of four weeks was scheduled during which the work 

groups could work with focus and full force. 



Working on the strategic development was paid, even for simple 

production workers and office workers; for this, a special payment schemes 

had to be introduced for a certain period. 

At the end of a four-week conception period, the results were 

summarized in a uniform and thus general form. 

For the presentation of the results, various forums moderated by the 

external consultants were performed, during which the results were presented, 

discussed and - after several “loops” - brought into a shape accepted by all. 

It has to be pointed out that the management had the power of veto in 

some particular issues. For instance, for issues concerning the strategy of the 

overall group of companies.  

Of great importance during this phase of discussing the contents was to 

maintain a continuous communication among all employees. For this, a 

special communication concept was elaborated with which a fast 

communication and information in writing and orally could be reached. 

Information boards, for instance, were installed in all areas of the 

factory showing in a specific colour (yellow) the important information on the 

status of development and elaboration. One employee of each sector was 

responsible for the timeliness of the information. 

Great importance was attached to the intensive elaboration process as 

all employees had to be able to find their ideas in the mutually elaborated 

vision of the future.  

This „fine tuning“ of the strategy lasted approx. three months - always 

accompanied by the above-mentioned steps of information.  

Such a process, where all employees - from the production worker up 

the managing director - collaborate, needs a „big bang“ to release 

implementation. 

This was done during a grand meeting of all 2700 employees and the 

board of management of the entire company. 

 

To underline the seriousness of the  involvement, a brochure explaining 

the main idea of the strategy was given to each employee the next day. 

The involvement of the employees and sustained effectiveness can only 

be achieved when the paper is not written in “consultant language” or looks 

like a high-gloss brochure. The style of the texts should reflect all levels of 

employees - including the workers. 

.The following had to be observed when creating the texts: 

 No prose 

 Short sentences 

 Striking key messages 

 no or only few foreign words 



The brochure had to be designed as follows:  
 No high-gloss brochure 

 Simple design of the pages 

 A6 format 

 Optically outstanding compared to standard company brochures 

  

The proposal to print the brochure in the A6 format was made by a 

production worker work group, as such a brochure can be easily put into the 

breast pocket of a smock.  

 

As all other company brochures had a blue cover, this brochure was 

printed in pink; noticeable and easy to recognize. 

As described above, it is a German company. Therefore, the opinion of 

the works council needed to be considered.  

For success, the active support of the works council was mandatory. It 

showed that the early and open involvement in the overall process had been 

correct. 

For sustainability, the get-up-and-go atmosphere created by such an 

employee-oriented activity has to include - to be successful - several 

subsequent steps.  It must not be a flash in the pan and the employees should 

not have the feeling that they had been asked once but never again - back to 

the old methods. Such a mistake will result in blocking in the event of any 

future project.  

To avoid this, a concept was prepared to make sure that the idea could 

be maintained. 

With the strategical concept, a common framework for the entire 

company was created. A subsequent measure was  to create the awareness in 

the individual sectors that optimization measures within the sectors in the 

context of the overall concept had been the target. 

During the strategic development, the employees had been asked with 

respect to the entire company. Now, the own sector was in the spotlight.  

The proven instrument of an employee attitude survey was used for this.  

Subject matter of the attitude survey were:* 

 My work area 

 Professional development and appreciation 

 Cooperation with colleagues 

 Behaviour of superiors 

 Cooperation of divisions 

 Management and organization 

 Implementation of the strategy 



The resulting 10 tops and 10 flops were made public. The 10 flops, 

subsequently, were subject matter at various division workshops resulting in 

clear obligations. 

The employee attitude survey was made an inherent instrument of the 

division and company management to be repeated every two years. 

To establish the „new thinking“, various modules were developed, now 

forming an integral part of the management culture. 

For instance: 

 Dialogue between senior managers and employees; a structured 

dialogue process was installed to make sure that employees meet their 

superior at group discussions at fixed periods. Such meetings take place in 

addition to regular technical meetings, etc. 

 Feedback from employees, i.e. a structured procedure for the 

feedback of employees to their superiors 

 Structured visualization of important company data and information 

in all divisions at the same time, establishment of information terminals in the 

production sector 

 Institutionalization of the described employee attitude survey 

 Intensification of the consisting team development process 

 Development and implementation of target agreements as 

management instrument 

By nature, such a process implicates an upheaval of the company 
culture resulting in considerable requirements on employees and senior 
managers.  

Employees actively participating in company matters help shaping the 

company, bear responsibility in addition to their usual work on site. Senior 

managers are called upon in a very different way as, in the course of time, 

another type of employee is formed. Their management task gets different.  

For both groups, training measures have to be provided so that each 

employee will be able to cope with the new responsibilities. 

The implementation of these measures had been monitored by the 

employees with much interest and comments regarding negligence, errors or 

inconsistencies make clear that the employees had understood their 

contribution to strategic development, their integration in the overall process 

and to regard the strategy as “their” strategy. Comments such as “…we didn’t 

discuss the strategy and the vision of future  this way …” clearly reveal this. 

As mentioned earlier, the development of a new strategy serves of 

course and with priority for the reorientation of the company with the 

objective of an economic optimization.  



This of course also applies to the integration of the employees, because 

it is to increase motivation and increase the contribution of the employees to 

economic success. 

Some examples show that this could be achieved to a great extent. 

 

At first, after the strategic reorientation, a restructure  of the operational 

organization was required. Due to the new objective, e.g.  a new division was 

set-up, existing divisions were restructured and one division was discontinued 

by merging with another division.  

Here, in an offensive manner, open and again with the inclusion of the 

participating/affected employees, the reorientation, its purpose, pros and cons 

were revealed and a new concept was mutually developed.  

Obviously, a time-consuming process, but a process which, on the one 

hand had not been possible without the previous integration of the employees 

in the strategy process and, on the other hand, would not have been successful 

without such intensive participation.  

Making persons concerned to persons involved! A credo also for the 

appreciation of employees. Also for this, accompanying measures were 

required. For instance, an intensive team development process was started, 

which particularly improved the development of a new “we” feeling, 

particularly when combining previously separated divisions. 

New procedures were not ordered but developed mutually. 

Two particularly significant and cost-reducing results are to be 

emphasized as an example. 

On the one hand, the optimization of the continuous improvement 

process, the idea management and, on the other hand the absenteeism of 

employees. 

The improvement process (employee suggestion scheme) was 

restructured, procedures were simplified, responsibilities newly regulated, but 

above all, the responsibility of the individual employee for the improvement 

at his workplace, in his direct environment was made clear and emphasized. 

And all this, with great success. 

Through this bundle of measures, participation could be increased. With 

respect to the group of companies, approx. 30% of all employees took part in 

the idea management. During the years after the new thinking, approx. € 70 

million could be saved, whereas, according to a specific premium system, 

approx. € 18 million were paid as premiums. 

One of the problems attacked in the course of the reorientation was the 

absenteeism of the employees, particularly in the production area. 



It is beyond dispute that sick employees do not appear at work. But 

investigation has shown that a great part of the sick notes is a result of poor 

motivation. 

The decision not go to work in the event of, for instance, headache, also 

depends on the well-being at work, how one is integrated in a work group and 

whether you care that the foreman or your colleagues might have problems 

with your absenteeism. 

These soft facts, for a large number of employees, are relevant to cost 

and it makes sense to look for an improvement in this respect. 

By integrating the employees in the important components of a strategy, 

by the cooperation regarding the vision of the future of the company, part of 

the responsibility has been transferred to each employee resulting in a 

different behaviour compared with the behaviour without such an integration.  

Transferred responsibility for the development of the strategy was 

reduced to the component „absenteeism“. For this, a strategy to reduce 

absenteeism was developed, a continuation of the basic idea “strategic 

development by the integration of employees”.  

Previously, sick notes were handed over and filed, without any 

feedback and without any interview. 

A work group as „germ cell“ of the new thinking addressed the 

employees with the situation, the arising problems, costs, etc.  

Managers were trained, visualization was started and, most of all, 

employees were integrated in the process of handling absenteeism - another 

form of employee-oriented management. 

Absenteeism now was not just a figure to be handled at the human 

resource department or by the foremen but was a fact important to everyone. 

This transferred responsibility was not considered as a burden but as an 

impression of appreciation expressed across all levels of hierarchy from the 

company management down to the foreman.  

Such an alteration, which is also an alteration of the culture, cannot be 

started at the push of a button. 

It has to be assumed that such a process takes several years. For the 

project described, a preparation time of two years was set. Upon that, die 

individual steps of implementation were started.  

Finally, over the period of five years, absenteeism of production 

workers could be reduced by 6%, i.e. from 11% to 5%. A reduction by 1% 

saved € 1 million, i.e. a reduction of costs of € 6 million over this period.  

In conclusion, a mobilization campaign, an employee-oriented company 

management with the integration of employees into the managerial strategic 

development are not only important factors for the satisfaction of the 



employees and resulting in an increase of the identification of the employees 

with the company but is also an important economic factor. 

Satisfied, motivated employees do not only have - as described above - 

low absenteeism rates but are more committed to improve work procedures, 

produce much less waste and are significantly more friendly towards 

customers. 

 

Another factor not to be underestimated is that such employees less 

often change their job and thus the costs for recruiting replacements would be 

less. They talk about their company much more positively and thus provide a 

positive marketing. 

Appreciation by the company management from the development of the 

future up to the smallest step in operations. 

Nowadays, all companies have access to new technologies and new 

trends. Transfer and implementation periods are decisive. The human being 

factor looms large. 

 

And that will endure, when looking forward to industry 4.0! 

Employee-oriented principle of leadership will have validity in this new 

world, when employees/workers and robots will work together, Worker will 

never be Robot number two! 

But in a digitized working system leaders will have significant changes 

in leadership roles! 

Hierarchy oriented leaders will lost influence more and more; the 

challenges will be, to be a teamplayer,  to use networking, to be flexible in 

special situations, to give the employees freedom of decisions. For a leader it 

will be important to be a kind of talent manager, who is able to develop 

special abilities of the groupmembers and to integrate them in the process 

chain and to increase to effectiveness of the group. 

That means a new role of leadership, but a employee oriented 

leadership nevertheless. 

 

Furthermore it is right and important: People make the difference! 
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Abstract: Improving the administrative service and providing quality public services in a 

transparent, efficient and effective way is one of the main goals of the administrative 

reform in Bulgaria. To achieve this goal, many strategies, concepts and models have been 

adopted at national level over the years. Their implementation in practice has highlighted 

the need for a radical change in the governance style of public administration.  

The aim of the study is to clarify the crucial role of the operations function of public 

institutions in this change through the application of successful business administration 

models in the management of administrative services delivery processes. 
 

 

The administrative reform in Bulgaria has posed some important targets 

and tasks before the Public Administration. To improve the administrative 

service and to provide quality public services in a transparent, efficient and 

effective way is one of the main targets before the administrative reform. In 

order to achieve this,  a few number of strategies, concepts and models have 

been accepted on a national level over the years. Their in accomplishment 

into practice has outlined the necessity of a deep change in the style of 

governing the public administration.   

This research aims to clarify the critically important role of the 

operational function of the public institutions, part of that change, by applying 

some successful models from the business administration into the governance 

of  the processes of providing administrative services.   

So as to achieve this, in the present paper , a brief overview of the basic 

government documents has been made , where the strategic goals in the 

sphere of administrative service of the citizens and the business  in the last 

fifteen years  are  set, their level at which they could be achieved and the main 

tasks which the administration has to solve in that respect until the year 2020. 

The operational function, especially the one of the working processes for 

solving the problems in the administrative services has been outlined . Several 

useful approaches and instruments from the business administration have 

been suggested and also some conclusions have been made regarding their 



applicability in order to improve the processes in the provided administrative 

services for the clients.   

 

Strategic documents, defining the  guidelines in the modern 

development of the administrative service in Republic of Bulgaria and the 

role of the processes for providing administrative services to reach their 

goals.  

During the last fifteen years, which cover the period before and after the 

accession of Bulgarian to the European Union, a number of strategies, models 

and plans  to achieve the strategies  have been adopted,  each targeting the 

successful development of the public administration. Only for a period of six 

years, form 2007 to 2013, 550 strategic documents have been developed and 

approved , 210 of them on a national level. [12] 

Among this great variety of documents, the number of the ones related 

to the optimization and modernization of the processes for providing 

administrative services is rather  limited. The following could be mentioned in 

chronological order:  

- Basic model of "one stop shop" administrative service, adopted 

with Decision № 878 of the Council of Ministers from 2002. [2] 

- Basic model of complex administrative service, adopted with 

Decision of the Council of Ministers from 19th June 2013. [3] 

- Methodology for improving the working processes for 

providing administrative services, adopted with Decision of the Council of 

Ministers from 30th September 2013. [9] 

- Public Administration Development Strategy 2014-2020, adopted 

with Decision №140 of the Council of Ministers from 17th March 2014. [12] 

- Е‐governance development strategy‐2014 – 2020 in the Republic of 

Bulgaria, adopted with Decision №163 of the Council of Ministers from 21st 

March 2014. [5] 

- Action Plan for implementing the Strategy for the period 2014-

2015, adopted with Decision №302 of the Council of Ministers from 15th 

May 2014. [1] 

- Road Map for implementing the Strategy for the period 2015-2020, 

adopted by the Administrative Reform Council in January 2015. [13] 

- Report on Action Plan for implementing the Strategy for the period 

2014-2015, adopted with Protocol №431 of the Council of Ministers from 

19th October 2016. [14] 



Each of the listed documents contributes to guiding the administrative 

reform into track in order to be conducted.   Every other contribution builds 

up and adds in logical order the previous models. What appears to be the 

problem is that the introduction of the principles and the practices, the 

fulfillment of the main tasks, which they contain does not happen fast enough, 

comprehensively and ubiquitously in the administrative institutions thus 

meeting the expectations of the society.  

What the current research focuses on is how far the operational function 

has been covered in them and especially in the working processes so as to 

achieve effectiveness, efficiency and quality of the administrative services.  

In relation to that, the role of  “Concept for  improving the 

administrative service in the context of the principle  “one stop shop” and 

“The basic model for administrative service at “one stop shop” should be 

noted and which have been adopted in 2002 by the Council of Ministers. [2] 

These documents initiated the change towards a new organisational culture of 

the institutions in the public sector, without which the complex administrative 

service and the electronic governance were unthinkable. In the model, four 

consecutive phases of development have been set  in time for the 

administrative service system as the final goal is to provide complex services 

of the type “phases of life” . The phases set a frame to expand the potential 

which is necessary to provide complex services and it includes: 

- Phase 1: Provision of services by a separate administrative structure 

within the system of one ministry. 

- Phase 2: Integration of the provided services by separate 

administrative structures within the system of one ministry. 

- Phase 3: Integration of the provided services by two separate 

administrative structures from the system of different  ministries. 

- Phase 4: Provision of services by multiple administrative structures 

under the form of  the type “phases of life”. 

In order to reach the final phase in the development of the system for 

administrative service it was necessary to start and go through the previous 

ones. The level of progress was  dependent on the specific features of  every 

separate administration, but the basic line of the model was to meet the 

necessities of the customers of the administrative services through the easiest, 

the most accessible and rewarding for them way.  

Before anticipating any practical actions for providing complex 

administrative services, it was necessary to assess the level that had been 

reached at each phase, which differs for the different administrative 

structures. The model for administrative service lying on the principle "one 

stop shop" laid down the necessity of evaluation of the defined as “ levers of 

change” - processes, human resources, technologies and governance of the 



activity. Each of those targeted spheres is directly related to the decisions in 

the function of operations. They build the basis, round which the 

improvement of the administrative service should be structured in order to 

achieve the phase of complex administrative service.  The problem lies in the 

fact that the level of development is different and many of the administrations 

could not reach the goals set in 2002, could not apply in practice and 

thoroughly the strategic principles for the provision of administrative services 

and establish effective working systems for “one stop shop” service, which is 

evident from the analysis made in the Basic model of complex administrative 

service in 2013 [3].  

It should be noted that the concept and the model triggered several 

positive changes in the organisation of the work and the organisational culture 

of the Bulgarian public institutions in harmony with the European 

achievements in that sphere. The analysis of the achievements gained after 

introducing “one stop shop” model allows some positive findings to be made, 

such as: 

- As in the management of the business services, the client and their 

expectations and requests have been put in the center of the model of 

administrative service.  

-The working processes have become subject of some analysis, 

description, evaluation, measurement of the result and improvement. In the 

operational structure of the public institutions “front offices” and “back 

offices” have been differentiated and some attempts have been made to draw 

lines between their limits and responsibilities as well as the mechanisms of 

interaction between them. This has allowed a better evaluation of the 

available and necessary capacity of the administration and the improvement in 

the utilization of the resources.  

- One of the most important merits of the “one stop shop” model  for 

administrative service is that it has presented the administration with an action  

plan where the tasks for accomplishment, the critical factors for success and 

criteria for measuring the results have been clearly outlined. It was used as an 

attempt to introduce a mechanism for a constant improvement of the activities 

of the administration.   

The frame of the phases for development has been used in the strategic 

documents that followed [3,12, 13] as a basis to assess the level of expansion 

of the potential of the administrations to introduce a complex administrative 

service and e-governance. The concept has been withdrawn when the Public 

Administration Development Strategy (2014-2020) was adopted, but it also 

has triggered several necessary changes. For the first time the importance of 

the working processes to achieve effectiveness, efficiency and quality in 

administration services has been considered as valuable. The need for 



optimisation and re-engineering of the processes has been justified, as one of 

the prerequisites for the introduction and development of a complex 

administrative service and e-governance in Bulgaria.   

Another strategic document, which relates to this sphere of the 

researched issues is “Basic model of complex administrative service (CAS)”. 

The model has been developed as a response to the necessity of a universal 

frame and guidelines for the introduction of a complex administrative service 

in the state administration. The main goal of the model has been to present a 

complete methodology for practical introduction of  CAS and dissemination 

of the experience in that field form other existing good practices in other 

state-members of the EU,  in order to facilitate and encourage the 

administration in Bulgaria to complete this necessary, for the continuation of 

the administrative reform, step. The necessity of such a document has been 

justified in the context of the current state of the administrative service, 

where, after ten years of work on the Concept for service at “one stop shop”, a 

delay and some problems  related to fulfilling the conditions and the creation 

of the necessary environment for implementing the complex administrative 

service have been found. What was pointed out in the analysis of the current 

state of the administrative service towards 2013, was the following: [3] 
- real existing difficulties in the communication, integration 

and co-ordination between the different administrative structures in the state 

when providing services to the citizens and the business; 

- low level of automatisation of the processes for providing 

administrative services - around 30% of the administrations declared that they 

provide electronic services,  where the biggest share is limited only to  given 

access to electronic forms of documents and information; 

- the services that allow electronic processing of documents 

or making transactions in electronic way are with  merely 5% relative share; 

- the exchange of data and documents between the 

departments, which create and maintain registers with primary information is 

obstructed  due to clumsy procedures and limited communication; 

- it is a well-established practice in the administration to refer 

to the maximum deadlines, established by law for providing services without 

making the necessary efforts to eliminate the losses and reduce the time for 

fulfilling the processes, which directly influences the clients’ satisfaction  and 

the effectiveness of the administrative services; 

- services, which need the integration of several 

administrations or services of the type  “business events” and “ phases of life” 

are not provided. 



From operational point of view „Basic model of complex administrative 

service“ is the assignment of specific tasks to the institutions in the public 

administration such as : 

- to specify and unify the necessary set of  documents, 

information and/or evidence for which there is available data in the 

administrative authorities, as well the processes of their collection; 

- to define and analyse the working processes for production 

of the services in the administration, which accepts an order for service, the 

moments and way of interaction with other administrations in the due course 

of its realisation;  

- to suggest measures for improving the working processes in 

order to increase their effectiveness ; 

In order to facilitate the solution of those tasks the model has been 

completed with „Methodology for improving the working processes for 

providing administrative services“ [9], which offers some possible approaches 

and techniques for optimisation and re-engineering of the processes. The 

methodology and the handbook for its application are practically oriented and 

this makes them very useful  in order to improve the processes for providing 

of administrative services. The aim is to create “one unified approach which 

applies the principles of the process-oriented governance of the public 

administration at a central and local level through a description and analysis 

of the working processes for providing administrative services”. [9] 

The methodology is operationally oriented and is an instrument 

consisting of various potential applications - for description, analysis and 

improvement of the working processes, for performing benchmarking on the 

processes within the limits of one or more administrations, for ensuring 

correspondence between the written documents and the practices for fulfilling 

the processes in reality , for training staff who perform the optimisation 

processes, for implementing internationally recognised quality standards. And 

as a natural result deriving from these applications - the implementation of a 

complex administrative service in the public administration. 

In 2014 “Public Administration Development Strategy (2014-2020)” 

was created and adopted as a basic strategic document of national importance 

for the new programme period. [12] It has been developed in accordance with 

“The National  Programme for Development: Bulgaria 2020” and is targeting 

the fulfillment of priority 6 “Strengthening the Institutional Environment for 

Greater Efficiency of Public Services for the Citizens and Business.” [10] The 

strategy contains the basic recommendations made by the European 

Commission, the World Bank, and other international institutions, the 

business and the non-governmental organisations in Bulgaria, for improving 

the governance. 



The Strategy as well as the „Report on Action Plan for implementing 

the Strategy for the period 2014-2015“ contain  analysis with criticism  about 

the state of the administration where, regarding the development of the 

administrative service , some worrying findings are made: [12,14] 

- In the last few years a delay in the development of the 

administrative service and reaching the set goals has been registered; 

- only 1/4 of the administrations declare that they apply the 

principle of office collection of documents, and 1/3 provide electronic 

services. 

- The principle of “one stop shop” has been introduced in 

76.6% of all 517 administrations. 

- The administrative service in the country is fragmented and 

practically a complex administrative service does not exist.  

- Integrated services, services from the type “phases of life” 

and “business events”, that should be provided by several administrations are 

not introduced. 

Based on the analysis of the state of the administrative service in the 

Strategy and the „Road Map for implementing the Strategy for the period 

2015-2020“[14] some important conclusions have been formulated and some 

actions have been outlined, which are necessary to meet the challenges and 

the problems facing the Bulgarian administration during the programme 

period. One of the strategic targets is to improve the processes of providing 

administrative services. In order to achieve them the administrations will be 

supported while performing optimisation and re-engineering of the working 

processes when providing administrative services based on one unified 

methodology. The provision of “one stop shop” services by the 

administrations will be developed further by introducing better optimisation 

models for the provision of the services. [12] 

Modeling of the working processes of the administrative services as a 

condition needed for the transition of providing quality electronic services is a 

main task, included in the Е‐governance development strategy‐2014 – 2020 in 

the Republic of Bulgaria,  [5] 

As a consequence from the review that has been made here and the 

analysis of strategic documents, which are deeply related to problem that has 

been researched, the following conclusions could be made: 

- The working processes are the core of the administrative 

services regardless of the technology and the level of automatisation, which 

are used for their completion. They build the connection and interaction 

between all resources (information, employees, registers, etc.) and users of the 

services. 



- The accent on the necessity for optimisation of the 

processes, which is made in the strategic documents, is a prerequisite to 

achieve both the goals of the administrative reform, related to effectiveness, 

efficiency and quality of the administrative services and the introduction of a 

complex administrative service and electronic governance.  

- The definitions about the essence of the working processes, 

approaches and instruments for their description and optimisation, which are 

presented in the documents that have been considered, are adopted from the 

experience in the business administration. Moreover, it would be useful to add 

some theoretical and practical solutions and models, tested  in the business. 

Possibilities to apply instruments from the business administration to 

describe and optimise the working processes in the administrative services. 

The administrative services are characterised by their great variety of 

activities, tasks and procedures in the process of their provision, which 

defines the diversity of the working processes themselves. The list of the 

unified titles of administrative services in Bulgaria contains 2200 services, 

provided by the administrations at a central and local level. If to complete 

non-complex administrative services an individualized, customized process is 

used, that would generate a loss in terms of time and labor. At the same time, 

completing a complex service which requires flexibility and specific 

professional knowledge and competence, with standard routine process would 

affect the quality of the service. In order to avoid  the loss of resources , 

repetitions of procedures, problems with the quality, the business 

administration uses different classification schemes and matrices, which allow 

the differentiation of the processes according to the characteristics, which are 

important for their fulfillment.[7,16]  The different types of processes require 

the application of different approaches and instruments to describe and 

optimise them.  

In that respect, before choosing and instrument which could describe 

one working process of an administrative service, it is suitable to assess its 

basic features, which could enhance the right choice. Suitable indexes, which 

are known in the business administration to differentiate the types of 

processes are: The participation of the client in the activities, the level of 

standardization/customization, repetition of the process per time unit and etc. 

Another essential prerequisite to choose a suitable instrument for description 

and optimization of the processes is to have a clear view on the problems, 

which it is expected to solve - whether it is a loss of resources, low 

productivity, full use of staff’s skills, not enough co-ordination between the 

participating parties, etc.   

In the enterprises, which produce material but lately in the industry of 

services, the useful for description and optimisation of the working processes 



tool is the Lean tool. Some authors support the statement that modern 

production is built on the basis of the Lean concept. [4] From the specialised 

literature sources, [8,15,16] a number of definitions and interpretations are 

known to be based on the Lean principles and the benefits from the adoption 

of the concept as a complete philosophy of management. Lean could be 

defined as one whole, which includes the knowledge and instruments, used by 

the organisation to let free all activities, which the organisation uses in the 

process of production, but which do not create an added value for the clients 

of its products. What makes her attractive and applicable in public services 

are the various intelligent methods, techniques, instruments, which it contains 

as well as its principles and opportunities: Teeuwen [16] supports the 

statement that: “Important basic principles of the Lean program include: 

- Putting the customer center stage 

- Adding value for the customer 

- Making wastes visible and eliminating them 

- Aiming for your employees to own the processes 

- Making your employees champions 

Lean is very useful in the public sector if it is aspires to these 

principles.”  

In his research Teeuwen  justifies the opportunities and the big 

advantages for the clients of the public administration and the whole society 

by applying the concept in order to achieve better governance.  By analysing 

the above interpretation of the essence of Lean, it could be concluded that 

these principle moments with their content are laid down in the strategic 

documents which have been discussed in the first part. The concept offers 

several techniques and instruments for description and visualization of the 

current state of the working processes as well as the future optimised 

versions, which is one of the important tasks, marked down in the strategic 

documents. In the administrative services, the visualisation of the working 

processes is explained with the high level of intangibility. But also with the 

necessity to find out the sources of  loss in these non-material, and often 

happening in the employees’ conscience  or in the information system, 

working processes or  in part of them.  

The visualisation of the processes through the development of viewable 

documents (maps, charts, diagrams, tables) is known in the literature as 

„mapping” [6,8,11,15]  and it is not an instrument used in Lean concept only. 
As mentioned before, the choice of an instrument should be done after taking 

into consideration various factors as:  the type of the process depending on the 

client’s participation, its place in the hierarchy of the business processes in the 

organisation, the necessary level of going into detail, the aim of the 

description and the re-engineering of the process and other. The subject of 



this research are the working processes. To fulfill the governance needs of 

this level in the hierarchy of the business processes of one organisation, Lean 

offers a few instruments. Part of them are aimed to describe the flow of the 

process of service and the flow of value, which includes added value for 

clients and losses. The most widely applied are: value stream maps – VSM, 

process observation, process flowcharts, time value maps, value-add charts,  

which present the distribution of value between the separate tasks in the 

process and the movement of the production, service blueprint plan, Swim-

line maps,  transport charts, etc.[6,8,11, 15,16]. This wide variety of 

techniques makes it possible to describe the process, which is based on facts 

and key data. This allows the main problems such as delays, expectations, 

repetitions of the separate tasks and procedures, something intermittent in the 

flow of the process and others, which lead to losses, to be identified  The 

future improved processes could be described with the same instruments.   

What is specific about their usage in the practice of the administrative 

services is that the content of the working processes and the deadlines for 

their completion on a large scale are defined by law beforehand. In many 

cases the observations show that the strict adherence to the requirements of 

the normative documents regarding procedures and rules about deadlines, 

content and flow of the process of service leads to repetitions of actions and 

sometimes unnecessary operations of control, which is a waste of time. This 

supports the thesis, advocated by the author about favor of the application of 

that toolbox in the practice of administrative services.  

As a continuation of this statement, the choice of a viewable instrument 

could be completed, depending on the type of the process and the problems 

that have arisen VSM maps are especially useful to describe the standardized 

and chain processes [16], which are usually with great repetitiveness. To 

govern such processes it is also important to find the place of unfinished 

production - files with documents or clients, waiting to be served.  

The circumstances with processes, which are characterised by the active 

participation of the client, such as the individualised processes and the ones 

which contain an element of self service, could differ.  Such is the case in the 

processes for providing a complex administrative service where employees 

from the front office, back office and other administrations co-operate. A key 

moment in the description of these working processes is to present the contact 

points between a client and an employee so that the interactions and the co-

ordination between the participating parties could be managed. To describe 

this type of processes, the service plans are mostly suitable [11]; they give the 

opportunity to follow to the place and the performers of the activities at the 

front office and the back office, the moments of integration between them, as 

well as the physical evidence, supporting their fulfillment. 



The opportunities to use the afore mentioned Lean instruments, the 

methodology of their development and their aprobation on the basis of 

separate administrative service are presented in detail in another research 

done by the author [16].  

 

Conclusion 

The brief review and analysis of the strategic documents, the goals and 

the tasks which underlie in them, show that the main problems and challenges 

before the Bulgarian administration in its work and also for better governance 

in the interest of the people during the new programme period. The research 

confirmed the thesis that in order to achieve effectiveness, efficiency and 

quality in the administrative services it is necessary to ensure one successfully 

working operations system. The main conclusion is that the way towards 

achieving this, starts with the optimisation and re-engineering of the working 

processes for providing public services by using the theoretical and practical 

solutions from the business administration and to continue with the creation 

of reliable mechanisms for their constant improvement. 
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