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Editorial Comments

"Economic development" is a phrase rich with associations, not all of them positive. Vast
disparities in opportunity and wealth mean that for many any supposed trickle down is either
infrequent or non-existent. There are many instances where there is clear evidence of the
propensity that mankind has to not only to fail to learn from mistakes, but to repeat them with
alarming regularity. To some it appears that the concerns raised in such seminal works as Rachel
Carson's Silent Spring and E.F. Schumacher's Small is Beautiful: Economics As If People Mattered
have gone unheeded. We can all benefit from visiting or re-visiting such books, for in so doing
we may come to appreciate the degree of our own fallibility.

This edition of the International Journal of Business & Economic Development (IJBED)
contains eight scholarly articles conforming to the principal objective of the journal, namely the
dissemination of both applied and theoretical knowledge. The papers provide a stimulating
insight into a range of issues, both with local and global significance, and afford us an
opportunity to appreciate the way in which various sectors and economies are wrestling with
various challenges. The findings of a number of these papers are significant not only for
academicians, but also for professionals, policy makers and those responsible for local, regional
and national strategy. It is evident that whilst there is clear evidence of mankind's ingenuity in a
range of circumstances, there is also a wealth of evidence presented herein of a lack of foresight
in a variety of sectors and areas of human endeavour. Short-termism continues to blight lives
and impoverish entire nations and the world as a whole. As ever the Editorial Board is grateful
to the contributors for making IJBED the platform by which they have chosen to put their
research into the public arena, and trust that they will use their good offices to ensure that others
do the same.

The first paper of this edition is by B. Kuch and is entitled: The impact of operational
closure and reflection on juncture system. Reassuringly this paper anchors itself firmly in
relevant theory, whilst aspiring from the outset to develop an appropriate model that explains
and improves the managerial process. Central to the research is the contribution played by
reflection, an activity that for all its benefits requires honesty, time and space. Herein lies one of
the greatest challenges, how does an organisation help shape the optimal conditions for
meaningful reflection? For many, what might be desirable for an ideal world often appears
utterly impractical for a reality that sees the pressures of quarterly targets, periodic
organisational restructuring and day to day firefighting in order to survive another day. Some
organisations appear permanently frenetic, whilst others are enveloped in a sense of ennui. The
human dimension provides that permanent variable that is the je ne sais quoi that has a habit of
knocking theories and models off kilter.

Kuch is quite right to emphasise the role of communication, yet even here working
patterns are changing so rapidly that it is difficult to anticipate where things will be in five
years’ time let alone by 2050. That said, we must endeavour to make the most of the here and
now, and a clearer understanding of operation dynamics and the role of operational closure has
to be a good thing. Considerable play is made of various synergies, yet maybe we all would
benefit from reflecting upon the symbiotic relationships that exist both within and without an
organisation. The workplace is often replete with examples of mutualism and commensalism,
and if we are honest there is usually some evidence of parasitism. Our ability (or not) to take an
holistic approach to viewing an organisation surely will inform both our capacity for meaningful
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reflection, but also the ideas and solutions that we contribute to the daily discourse in respect of
taking matters forward.

There is a tendency in academia to reach for the low hanging fruit, a fact that results in
seemingly endless research and case studies that focus on major multinationals. Thus our second
paper is all the more refreshing as it endeavours to elucidate the informal economy. Informal
economy in emerging economies: not a substitute but a complement! - Deepraj Mukherjee
offers the reader some fascinating insights into the reasons for the existence of the informal
economy, both in developed and developing nations. Whilst there is a growing body of research
into this 'sector’, it is multifaceted and as such requires a nuanced and careful handling. What
was once dubbed 'the Black Economy' is more often than not a series of various shades of grey.
Context is king, especially in societies where judicial redress is near non- existent. Mukherjee in
his attempt "to fill the lacuna that exists" in this regard uses his extensive literature review and
cogent analysis to explain that matters are not only more complex than they might at first seem,
but also more worthy of our attention. The section on "Existence" and "Persistence" deserve
particular attention.

Whilst there is some mention made of carers, maybe there was scope to acknowledge the
immense economic contribution that they make. In 2015 a joint report by Carers UK and the
University of Sheffield entitled Valuing Carers 2015 - the rising value of carers' support claimed that
carers saved the UK £132 billion a year. Similarly the Office for National Statistics have
calculated that the value of unpaid work in the UK is £1.01 trillion.

When it comes to informal work there is a general assumption that this is largely illegal,
yet this research clearly demonstrates that the picture is much more complicated than this. Add
in issues such as bureaucracy and corruption and it is evident that the topic has dimensions that
warrant a concerted effort to avoid simplistic conclusions. Those that operate in the informal
economy are not necessarily on the margins, and all need to be mindful of the actions and edicts
of those in authority. Recent actions in relations to 100 bolivar notes in Venezuela and
demonitising of certain denominations of Indian rupee notes underscores the perils that exist.

Mukherjee makes clear that there is a symbiotic relation between the formal and informal
economy. In many respects the informal economy is in rude help, and he concludes with
conviction that in some respects it has the potential to outperform and outgrow the formal
economy. With that in mind maybe we all need to take the sector far more seriously.

The ability to develop and perfect existing structures, systems and mechanism is
something that speaks volumes of man's capacity for progress. In various fields of endeavour
there is a constant quest to reduce risk and optimise the means by which informed decisions can
be made that results in a competitive advantage, and potentially greater profit. The third paper
of this edition fit neatly into such an ambition. An enhanced artificial neural network for stock
price predictions - Ma, Huang & Kwok. The design and use of an information processing
paradigm offers a means by which modelling can be deployed as a means of stock price
prediction. Process enhancement and product fine tuning tells us as much about human
ingenuity, as it does about the factors that have the capacity to throw calculations out of kilter.
In 2016 we have plenty of examples of experts being confounded at nearly every turn, thus any
means that can drill down on available data and enable reason extrapolations, has to be of value.
As for what makes up "reasonable extrapolations" that is another avenue for research altogether.

Rwanda has in the minds of many become synonymous with inter-ethnic hatred and
genocide. For all that has gone before the country has made extraordinary progress in a number
of areas of endeavour, and is certainly worthy of a number of case studies. It might surprise
many to hear that Rwanda has the highest percentage of women legislators of any country in the
world, although serious gender imbalances still persist. Thus the next paper is especially
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pertinent: Promoting gender equality in access to microcredit through flexible lending
approaches of female targeting MFIs. Evidence from Duterimbere MFI of Rwanda -
Mukamana, Sengendo&Okiria. This paper highlights a number of challenges faced by women
when it comes to accessing micro finance, more often than not these results come about due to
gender stereotyping and the fact that male designed business models and services take
insufficient note of the reasons why women may wish to access finance in the first place. The
point about rural women being excluded, marginalised or overlooked is well made, and whilst
Rwanda generally has a better record than most in regards to gender, processes still need to be
further streamlined. The issue about collateral is an interesting one, as is the fact that all too
often women are offered very small loans, a fact that in some cases would not happen to men.
In patriarchal societies men still have a hold and the issue of forms requiring a signature by a
spouse is very telling.

The company studied here demonstrates a willingness to adapt, whilst this is heartening,
it must be remembered that is often the exception and not the rule. Rural communities remain
significantly disadvantaged, a point further underlined in the Rwanda Financial Sector Strategy
(http:/ /www.minecofin.gov.rw/fileadmin/templates /documents/sector_strategic_plan/Finan
cial Sector_Strategic_Plan_June2013.pdf). Whilst progress is being made, institutions clearly
need to be far more pragmatic and responsive to the needs of various stakeholders. That said, it
would have been interesting to have any available data on how the loans being sought by
women are being used, then again, maybe that it is somewhat outside the scope of this
particular research.

For the next paper we move to the issue of procurement, a topic that can be a thorny one,
not least because theoretically things should be straightforward, and yet the situation in reality
never seems to be quite as clear cut as it might be. How does procurement capacity maturity
affect e-Procurement adoption and leverage purchasing in supply chain - Pongpanga
Pongsuwan is a paper that underscores the centrality of procurement in business operations.
Whilst great play is made of the importance of e-procurement, we would all too well to
remember that the lion's share of purchasing is still paper-based. Problems concerning the
compatibility of systems are widespread, as is the challenge of the fact that not all enterprises
can afford to upgrade ageing or obsolete systems. E-procurement is essentially involves
deploying a comprehensive integrated IT network, and as such the challenges should be
evident. Such systems and processes are replete with security and data protection issues, and are
often dogged by the use of different systems. Furthermore efficiency and effectiveness is highly
dependent upon personnel competency. This paper highlights the role of investment, for the
size of spend would appear to yield significant returns. Such investment is often spasmodic in
nature, and here in lies the danger of disconnect and misalignment. Convincing those in
leadership roles to sustain and where possible increase investment is a Sisyphean task.

As we survey the employment landscape there is clear evidence of change. Many
traditional areas of employment such as banking are shedding many thousands of jobs as
technological innovation sees more and more customers banking online. Similarly others sectors
are seeing certain roles replaced as a result of automation, and all the signs are that this trend is
set to continue. Traditional those who work in the arts and creative industries have been used to
less conventional employment methods, yet more often than not this sector is invariably
overlooked when it comes to meaningful research as per its contribution to the wider economy.
The next paper offers some new and in some respects surprising insights into this sector. The
economic role of the cultural and creative industry in Europe in the years of crisis 2008-2012 -
Slawomir Kotylak seeks to examine some of the drivers in the design and creative industries
with a view to seeing how this sector can be developed further, and possibly help create
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employment opportunities for those who in former times might have opted for supposed areas
of employment. Kotylak makes a compelling case for a wider appreciation of the contribution
being made by this often overlooked sector.

Whilst the analysis takes as its focus the years 2008-2012, the findings have a relevance to
the debate post-Brexit, especially as the UK accounts for just under a quarter of all activity in the
EU. Germany performs far less well and this provides considerable food for thought in relation
to the prevailing mind-set and willingness to embrace degrees of nonconformity and originality.
The paper has a clear message in regard to funding, with this sector consistently being
underfunded. There seems to be something of an explanation here, if indeed wider society has
yet to appreciate the contribution being made by design and creative sector, then maybe herein
lies the reason why those providing access to funding streams are largely ambivalent or indeed
appear risk averse. There is also the issue of tangible outcomes, something that is not always as
concrete when it comes to the creative sector.

Countries that have traditionally languished well down the league table when it comes
to creative and design sector would do well to explore further what the likes of the UK, Italy and
the Nordic nations are doing that ensures that have such a broad and fertile base.

The penultimate paper of this issue is: The impact of the Kingdom of Saudi Arabia’s
joining the World Trade Organization (WTO) on local marketing of national products - Najah
Hassan Salamah. The decision to begin the process of seeking to join the WTO is a momentous
one, rich with possibilities, but equally charged with a whole panoply of responsibilities. No
country undertakes the process likely, and it is imperative that the process will not be without
some degree of discomfort. Inevitably members of such a process comes at a price, and often
there are foreseen and unforeseen costs for local businesses. Saudi Arabia’s skewed economy is
already endeavouring to wean itself off is near total dependence on petroleum related
industries, and by exposing itself to tariff free trade is certain to put certain sectors under new
strains once they have to face intense competition. Whilst this study appears to highlight a
general welcome to the country’s desire to become a WTO member, it also makes clear that
Saudi companies will have to raise their game. As things stand there are substantial regional
disparities, and these would appear to have been largely overlooked.

In trading terms Saudi Arabia has been used to wielding a certain amount of power,
something that was recently visible in its unilateral decision to halt live animal imports from
Somaliland and others parts of the Horn of Africa. Being part of the WTO may well prove to be a
veritable cold shower to some Saudi businesses, not least because for years they have been
cossetted and shielded by the Saudi state. From a benchmarking and viability perspective the
process is likely to be a healthy, if challenging one. As for the issue of demographic changes,
especially a growing population, this should ring alarm bells, especially in the light of rising
youth unemployment and under-employment, a fact that the Royal House and those it appoints
foolishly tends to downplay. I am pleased to see Vision 2030(http://vision2030.gov.sa/en)
mentioned in this paper, this document provides some useful pointers about future priorities,
but in so respects it is all the more revealing for what has been omitted as to what has been
included.

Having earlier made mention of E. F. Schumacher it is fitting that the final paper of this
edition should take as its focus quality of life and human happiness. So enslaved have societies
become to pursuit of profit and material gain that we have become blinded to those dimensions
that have a lasting worth, and which bring an inner calm that is beyond price. Impact of
economic development on quality of life and human happiness: a study on urban socio
economic classes of suburban Mumbai - Debjani Banerjee raises some extremely important
points that those who frame the current socio-economic debate actively sidestep. Whilst Banerjee
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acknowledges the importance of economic development as a key dimension of development, it
is evident that conventional thinking, I deliberately used the word ‘thinking’ rather than
‘wisdom” eschews the spiritual and the long term. Some believe that society has become more
and more prescriptive and has shed the spiritual along with vernacular dress. The fact that this
paper makes mention of a meaningfully creative life should jolt us all. Few organisations and
institutions are concerned about anything being meaningful, and cynics might say that the only
creative element is the accounting that takes place. A paper of this nature is a challenge for us to
reassess the priorities, especially is regards to taking the long view, something which society
seems to have utterly failed to do, hence the manner in which it lurches from one crisis to
another.

For some in leadership roles the mere mention of ‘well-being’ causes them to roll their
eyes. Anything that smacks of the spiritual often elicits strong, even violent reactions from those
who have an overtly secular agenda. That said, it does seem rather odd that companies are quite
willing to accept the importance of work life balance, yet are troubled by any exploration of
human happiness. By incorporating various extant indices this paper provides some useful
starting points, which themselves are telling about what is currently not included. The criteria
features in the Fragile States Index (http:/ /fsi.fundforpeace.org/) provides some useful pointers
of how things might be calculated differently. Rather than dismissing that which challenges our
current way of doing things, we would do well to look afresh, and in so doing we might well
begin the journey to taking a far more holistic approach one that sees us profit in ways that we
have rarely done before.

So much of how we act is based on our ways of seeing, yet one of the greatest challenges
we face is learning to look as well as see. It behoves us to endeavour to see the world differently,
and to read that which surprises and challenges our preconceptions and misconceptions. If small
is indeed beautiful, maybe we can make a start by looking at what some of the smaller countries
are doing, in that respect: The success of small countries and markets (Natella& O’Sullivan, 2015)
makes for an interesting read - See:
http:/ /publications.credit-suisse.com/ tasks/render/ file/index.cfm?fileid=EA9D1EC6-FABEF-
0E39-3FDOE5B31ED70F48

Mark T Jones
Editor-in-Chief of the International Journal of Business & Economic Development (IJBED) and

Director of the Centre for Innovative Leadership Navigation (CILN), London, UK
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The impact of operational closure and reflection
on juncture systems
Benjamin Kuch

University of Stuttgart, Germany
Graduate School of Excellence advanced Manufacturing Engineering (GSaME)

Keywords
Business Strategy, Case Study Design, Operational Closure, Social Systems, Strategic Change,
and System Dynamics.

Abstract

Business organisations can be seen as social systems encompassing multiple scales. The more
functionally differentiated a system landscape becomes the higher the need to coordinate different processes
between these systems is. This helps to develop sound business strategies supporting the identification of
synergy potentials. Induced by turbulent markets, especially multinational enterprises have to
continuously adapt their strategies and introduce new junctures between parts of their organisations. The
current article contributes to the effective management of those junctures whilst adopting a systems
theory perspective. Novel insights on the coordination of strategic change processes, which are most
relevant to businesses in order to implement new strategies, are derived from a system dynamics model.
They are subsequently applied to a single case study in the medical device industry for the purpose of
discussing implications for international enterprises. It is shown how the concepts of operational closure
and reflection impact on the junctures between complex social systems. Therefore, it is arqued that the
analysis of the systemic communication patterns should be considered an integral part of any strategic
change process within multinational enterprises.

Moreover, the findings are generic enough to be transferred to the regional level as well. The
presented approach on the coordination of complex social systems provides valuable impulses, even if the
involved systems come from the political or scientific sector. Hence, the investigation of mixed systems
coordination is suggested to be part of a future research agenda.

1. Introduction

Business organisations are often described in the literature on the basis of systems theory
(Bullinger et al., 2009; Westkdmper and Zahn, 2009; Schenk et al., 2014; Wiendahl et al., 2015).
Especially against the backdrop of turbulent markets, the changeability of socio-technical
structures becomes one of the most vital managerial capabilities with a great impact on
organisational performance (Westkdmper and Zahn, 2009: 47). The ongoing functional
differentiation within the economy and society in general leads to a multitude of structural
couplings between communication systems (Luhmann, 1997: 618). This also increases the
importance of the junctures between systems due to possible synergy potentials. Given this
context, it seems necessary to consider businesses as complex social systems which are
operationally closed and structurally bound to their environment. Social systems are constituted
by selection processes that reduce complexity (Luhmann, 2005a: 10), and especially
organisations continuously try to reduce the contingency they are based on (Schoeneborn, 2011:
671). Moreover, an organisation's communications follow an idiosyncratic and selective logic
(Willke, 1994: 59-61). This leads to an operational closure (OC) of the system in which
controllability can only be achieved in the form of self-organisation (Willke, 2001: 1). Hence,
separate social systems can only irritate each other, but never produce actual operations within
the communication patterns of another system (Luhmann, 2005b: 98-99). Even when systems
only observe and describe each other, this basic self-reference holds true because the logic of
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observation equals the logic of the describing system (Maturana, 1982: 64). Without dissolving
their OC, complex systems are structurally bound to their environment and can make use of
these relations in order to evolve new and beneficial characteristics. An important factor in this
context is reflection (RF), which facilitates the perception and evaluation of external rationalities
against the own identity (Kegelmann, 2007: 185). Therefore, RF can be seen as an internal
platform that helps the system to observe itself critically and to identify risks and opportunities
related to its environment.

The research technique of system dynamics (SD), which rests upon systems-thinking, has
been used for a whole spectrum of case applications. Among others, the domains of supply
chain management (Ge et al., 2004: 507), strategy and change (Snabe and Grofiler, 2006: 476;
Lyneis et al., 2001: 258; Schwaninger and Groesser, 2012: 360), software (Madachy and Tarbet,
2000: 145), and operations research (Coyle, 1978: 95) have benefited from this approach. Some
attention has also been paid to the combination of SD and the case study method (Williams,
2002; Papachristos, 2012). However, most approaches are lacking the theoretical equipment for
the analysis of social systems, their self-referential character in particular. Therefore, systemic
communications and the actual consequences of the two basic concepts of social systems, OC
and RF, have been widely neglected so far. For instance, no arguments or explanations have
been presented to account for the influence of communication and its patterns in terms of social
systems theory on the way businesses should organise internal change processes.If OC and RF
are relevant to the performance of cooperative activities between social systems, however,
practitioners as well as scholars may want to consider these concepts to a larger extent in order
to ground their future work in social systems theory. In this case, an approach is needed that is
arrayed on the characteristics of a social system and puts emphasis on its basic constituents:
communications.

Hence, assuming that synergies can cooperatively be levered on the juncture of two or
more systems, this paper examines the effects of OC and RF on the performance of synergistic
interface activities. In the sequel, the consequences of these effects for an international business
organisation are presented. Emphasis is placed on the effective analysis of the communication
structures of the focal systems. The value of the SD method as a tool to learn about the impact of
OC and RF on juncture systems is stressed, as well as the opportunity to use it as a reflection
platform during a case study in order to evaluate various communication-based change
measures.

2. Methodology

The methodological deliberations of this article have two aspects: (1) case study design,
(2) systems theory and SD. The focal research method is the case study, the framework within
which the discussion shall be led is systems theory and the tool being used to approach new
insights is an SD simulation. Hence, the paper aims at new insights and requirements for the
coordination of complex social systems, which is most relevant to international enterprises in
order to effectively implement new business strategies.

The literature provides valuable approaches concerning how to learn about the
sequences of organisational processes (Van de Ven and Poole, 1990: 315; Van de Ven and Huber,
1990: 213). Building theory from case studies involves an iterative process alternating between
theory and empirical data (Eisenhardt and Graebner, 2007: 30), and case studies are traditionally
based on data from multiple sources involving qualitative as well as quantitative approaches
(Eisenhardt, 1989: 534). It is typically stressed that, besides direct observations, also overarching
data is needed to complete the canon of data collection (Yin, 1997: 69-70). Hence, this approach
essentially encompasses grounded theory and mixed methods. Grounded theory is one of the
basic constituents of the theoretical fundament beneath case study research (Eisenhardt, 2007:
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534). The connection to mixed methods is established by the concept of triangulation, which
means a multi-perspective analysis, e.g. in terms of methods, investigators, or theories
(Schneider, 2014: 20-21). Although mixed methods is considered to encompass multiple designs
(Creswell and Clark, 2010: 59), the thought of triangulation serves as an implicit foundation. On
a more abstract level, this means that both codified and tacit knowledge must be incorporated,
analysed, and evaluated.

Based on the theory of Talcott Parsons, Niklas Luhmann developed a systems theory
focusing on communications as primal constituents (Luhmann, 1997: 140) in order to allow for
self-reference (Luhmann, 1980: 12). Essentially, communications shape and drive a social system,
which remains stable through a set of implemented structures. With Luhmann, the concept of
autopoiesis was for the first time applied to social systems. Autopoiesis had previously been
conceptualised in a biological context, characterising systems which produced and defined their
components and boundaries autonomously by their own operations (Varela et al., 1974: 192-
193). In order to operationalise the concepts of systems theory, systems-thinking can be
considered as the basis, which recognises the recursive relations within and between systems
(Senge, 1990:73). Drawing on systems-thinking, SD is an analysis method which acknowledges
the non-linearity of complex systems while implementing feedback loops with the aim to
integrate several functional areas into one single concept (Roberts, 1999: 3). In terms of
implementation, the software “Insight Maker” is used to build a model, including all stocks,
flows, auxiliary variables, links, and parameters. “Insight Maker” is a free and web-based
simulation tool which particularly covers SD and Agent-Based Modelling (Fortmann-Roe, 2014:
28).The concrete qualitative or quantitative relations between system elements are typically
influenced by parameter values. Since these values are sources of uncertainty, multiple
simulations with various parameter configurations are performed and conjectures are
subsequently derived from a whole dataset of results.

3. The System Dynamics Simulation Model

The system under examination represents the structural coupling between two complex
social systems. Hence, the framework is as follows: Two social systems, e.g. two business
organisations, have a common interface, conceivably due to a function which requires
cooperation between them. The aim of the communications across the juncture is to facilitate
synergistic cooperation activities (SCA). A single communication, therefore, is modelled as a
requirement for such an SCA. SCA could, for instance, address economies of scale or the transfer
of knowhow on a particular subject matter. The performance of the juncture system is
operationalised by three variables: (1) the velocity with which the confidence in the structural
coupling rises, (2) the upper bound of the system’s competencies in regard to SCA, and (3) the
total number of successfully concluded SCA. An SD approach is employed in order to model the
evolving and interconnected processes which are assumed to affect and steer the behaviour of
the interface system. From a corporate change management perspective, a similar approach was
followed by Schwaninger and Groesser (2012). They conducted a case study with an insurance
company on organisational change and developed an SD model to obtain details about the
system’s behaviour. The model of the current study builds upon the insights of Schwaninger
and Groesser (2012), and applies their basic logic to a scenario of SCA between social systems.
Although the sources of change in both SD models are OC and RF, the objectives and structures
are different. As opposed to Schwaninger and Groesser (2012), the current model does not deal
with different paradigms and direct external perturbations. It rather targets the impact of
making the structural coupling a system itself by implementing OC. Furthermore, Schwaninger
and Groesser (2012) differentiate between OC and self-reference. However, the basic constituent
of OC is a self-referential mode of the organisation-specific communications (Willke, 1994: 149).
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Therefore, self-reference is a concept for operationally closed systems rather than a separate
variable. Despite this shift of perspective, the crucial parameters under consideration remain the
same: OC and RF.

Operational Closure (OC): Willke (1994: 59-61) considers a system to be operationally closed if
there are semantic structures and principles in place which influence and design all the
communications within it. Hence, OC is a condition which causes the system to reproduce itself
in an autopoietic manner. For the purpose of this paper, OC manifests itself in the model by
closing the link between concluding and creating organisation-specific communications, i.e.
requirements for SCA.

Reflection (RF): RF of a social system is based on self-observation and self-description
(Luhmann, 1991: 234), and causes the system to define and evaluate its own identity against its
environment (Luhmann, 1991: 252). Therefore, RF can be seen as the observation of
communications, their latent patterns and structures. RF, as a process for the generation of
mutual comprehension between the various system elements, is modelled by a stock and a flow
variable with values ranging from 0 to 1 and an adjustable parameter value, respectively. The
flow fills up the stock until the maximum level, whereas the fill rate depends on the parameter
value.

In regard to social systems theory, both concepts seem worthwhile to be anchored in the
study of social systems. Whether or not their impact is significant for the analysis of a juncture
system, however, is yet to be evaluated. Therefore, OC and RF are taken into account while
running the SD model and their influence on the juncture system’s performance is assessed.

3.1. Stock Variables of the Model
The logic of the model, as depicted in the stock-flow diagram in Figure 1, is structured by
nine stock variables (51 to S9) whose characteristics and relations shall now be explained.
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Figure 1: The SD stock-flow diagram
Requirements SCA (S1): This variable contains the requirements for synergistic cooperation
activities. As an assumption of this paper, requirements are generated on a regular basis, which
means that, at every interval, some requirements for SCA will emerge. In regard to the real
world, this points out that every now and then an opportunity exists to lever a potential by
launching a cooperation activity between two complex systems. In this context, utilising an
opportunity is equal to preventing a risk from materialising. The requirements occur and are
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stored into the stock variable. However, they are not conserved forever but slowly disappear
over time, which is comparable to the process of forgetting.

Successful, unsuccessful and missed SCA (S2-4): The stock of requirements in S1 serves as the
basis for SCA. At each period, there is the possibility to conduct cooperative activities and a
certain proportion of the SCA requirements is launched. The rest remains untouched in the
repository and may be discarded by the flow “forgetting”. The requirements which are
recognised and transformed into SCA can either be successful or they fail, being indicated by a
certain success rate. As per Schwaninger and Groesser (2012) the failure of an activity will at first
be a latent issue, which has to be discovered in order for the system to be able to make use of
this information. Another way of removing activities from the repository is the discovery of a
missed opportunity, e.g. a possibility which has become obsolete.

Unsuccessful SCA discovered (S5): Initially, the stock of unsuccessful SCA is not obvious to the
system. A process of discovering is necessary in order to gain an insight into what had
happened. Controlled by a discovery rate, a portion of the latent unsuccessful activities is
followed up at each period, and hence becomes visible to the system.

Concluded successful SCA (S6): Concluding a cooperative activity implies withdrawing the
resources and reallocating them to other projects. Following Schwaninger and Groesser (2012), a
basic assumption is that if the system under consideration is operationally closed, the conclusion
of an activity leads to the creation of a new requirement in order for the system to reproduce
itself.

Coordination activities (S7): The identification and implementation of SCA is supported by
coordinating the requirements of the different systems. On the one hand, this is triggered by
external entities, such as strategic programmes. On the other hand, requirements can also be
formulated by the system itself, provided that an adequate level of reflection exists.
Competencies in SCA (S8): In order to perform SCA effectively, certain competencies are
beneficial. The level of competencies is increased by a learning process and lowered by the
required knowledge fading away. The learning process is supported by the confidence in the
structural coupling, leading to a reinforcing cycle as the level of competencies at the same time
facilitates structural coupling.

Reflection level (S9): For the purpose of this paper, RF is modelled by a stock variable that is
filled by a reflection process. RF is considered to be a cumulated effect, representing the ability
of a system to perceive itself in the context of its environment. It is assumed that there is an
upper level of RF so it cannot be increased to infinity. This level was operationalised with the
value 1, implying that this is 100 % of the possible reflective capabilities of the system. RF affects
the system in two different ways. Firstly, it positively influences the internal creation of
coordination activities, as it combines an internal and external view with respect to the focal
system. Secondly, a high level of RF provides the basis for discovering both missed chances of
cooperative activities and latent unsuccessfully performed ones.

3.2. Parameters

The relations within the model are affected by certain parameter values. Most important
in this context are six parameters: P1 controls the portion of concluded SCA which leads to new
requirements. Since this is the linkage between source and sink, P1 represents the degree of OC
of the system. P2 influences the development of the reflective capabilities of the system,
represented by the stock variable S9. P3 is related to both the forgetting of SCA requirements
and the fading away of SCA-related competencies. P4 equals the maximum success rate for the
transformation of requirements into actual SCA. The rest of the requirements, either
unsuccessful or not considered, remains latent to the system and can be discovered as missed
opportunities. P5 controls the capabilities of the system to solve problems which occurred while
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implementing SCA. Hence, failed SCA can be reconsidered and successfully deployed on a
second try. P6 defines the conclusion rate with which successful SCA are completed and
discarded. All parameters have been conceptualised with values from 0 to 1 and enter the
respective equations as factors.

3.3. Further Variables, Loops, and Performance Measures of the Model

Besides the stock variables, another variable V1 was introduced to the model in order to
account for an important characteristic. As the model represents the interface of two complex
systems, it actually is an entity of structural coupling. The involved systems can be assumed to
have a certain degree of confidence in the structural coupling, which is affected by the
conditions of several stock variables. Successfully performed SCA will help to build trust and
therefore increase the level of confidence in the structural coupling. Likewise, discovered missed
SCA lead to the same effect, as they show opportunities the systems could have benefited from.
On the contrary, discovering failed SCA will hamper confidence. The active coordination of
differences between the systems should support the confidence level. Furthermore, the relations
between V1 and the SCA competencies’ stock variable S8 represent a reinforcing loop.

Besides the reinforcing loop, which describes the learning process of the interface system,
the level of competencies S8 leads to another loop. It takes another route through the model, but
is also a reinforcing one. Starting from a rising level of SCA competencies, the solving rate will
be accelerated. This produces higher numbers of successfully implemented SCA, which support
the confidence in the structural coupling. As structural coupling is positively related to the level
of SCA competencies, the loop closes. This, however, is not only possible in the positive
direction. While the number of failed but discovered SCA rises, the confidence level regarding
structural coupling decreases. In the sequel, this reduces the SCA competencies, which then
leads to a higher number of failed and discovered SCA. A third loop can be identified when
looking at the relation between the success flow rate and SCA competencies. A high level of
competencies is assumed to strengthen the success rate. Likewise, a high success rate increases
the level of competencies, as the system acquires more experience.

In order to be able to evaluate the fitness of different model configurations, three
variables have been chosen as performance measures. The variables V1, S8, and S6 represent the
level of confidence in the structural coupling, the level of SCA competencies and the number of
concluded successful SCA, respectively. As opposed to the first two variables the stock variable
S6 is not limited to a certain upper level. The restraining level for confidence in structural
coupling and SCA competencies is 1. This shall express the maximum level the system under
consideration can achieve. It accounts for the fact that an organisation can neither increase its
confidence in itself to infinity, nor can it significantly improve its competencies for a given task
without any limit.

4. Results of the SD Simulation and Development of Conjectures

The different configurations of the SD model have been evaluated against each other on
the basis of three performance measures (i.e. V1, S8, and 56). The model was simulated multiple
times to compare different parameter value combinations. Each simulation comprised 48
periods in which the model and its variables could evolve. Figure 2 depicts the resulting curves
of the three performance measures for a specific parameter combination. Since the parameters
had not been collected in the field, basically all combinations were possible. However, in order
to achieve a manageable set and testing schedule, two general situations were discriminated:
The parameters were assumed to be either high or low, corresponding to concrete values of 0.8
and 0.1, respectively. By this dyadic division 2¢ = 64 combinations were left over for
consideration. By means of the particular parameter combination depicted in Figure 2, the
interpretation of the performance measures shall be explained. The confidence in the structural
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coupling (auxiliary variable V1) was limited by the value 1, which was reached by all parameter
combinations. Interesting, however, was the amount of periods it took the system to do so.
Hence, the particular period when the level exceeded the value of 0.99 was recorded as a proxy
for the system’s responsiveness. The curve of the stock variable S8 revealed the system’s upper
bound in regard to its SCA competencies. The horizontal asymptote in Figure 2 shows a
maximum level of approximately 0.65, missing the absolute upper bound of 1. An explanation
for this would be that the success parameter is set low in this particular combination.
Combinations with a higher success parameter generally showed an SCA competencies level of
over 0.9. However, as soon as the oblivion parameter P3 was set to a high value, the level of
competencies dropped. The number of successfully concluded SCA was gathered from the curve
of the stock variable S6. As it was a cumulative progression, the absolute value at the last period
was especially interesting in terms of comparison. Figure 2 depicts that the curve of S6 gains
momentum in period ten and then follows a quite linear slope.
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Figure 2: Curves of the performance measures for a specific parameter combination

The parameter configuration had a strong impact on the values of the performance
measures. Crucial for the research task were the parameters P1 and P2 and their influence on the
system’s performance.

Hence, the aforementioned 64 combinations under consideration were pooled into
groups of four, representing the 22 combinatorial configurations of P1 and P2. In each of the
created groups, the configuration of the parameters P3 to P6 remained stable, whereas the
values of P1 and P2 altered. Consequently, the contribution of P1 and P2 could be observed. The
specific configuration that assigned low values to both parameters was chosen as a basic
reference configuration and was assigned 100%. In each group, the performance measures were
evaluated against this reference. Figure 3 depicts an overview over the parameter
configurations, which were tested in the course of the SD simulation. It also explains the
influence of other parameters on the system’s performance. P4, for instance, which represents
the maximum success rate of requirements implementation, has a positive impact on the SCA
competencies. This is reasonable as there is a reinforcing loop connecting the success flow rate
with the level of competencies. P3, however, influences competencies even more compellingly. If
the value for the oblivion parameter is high, the level of competencies drops sharply.

From the SD simulation schedule the following conclusions can be drawn: (1) the
increase in confidence in the structural coupling is mainly driven by RF; (2) the level of SCA
competencies is mainly driven by OC; (3) the number of successfully concluded SCA at the last
period is influenced by both OC and RF, but more clearly driven by OC. The arguments were
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derived from the simulation results by considering the rank orders within each group in regard
to the performance measures. Additionally, the results were regarded as a statistical dataset and
three linear regression analyses were carried out, each of which comprising one endogenous and
two exogenous variables. The population in this case was the entirety of parameter
configurations. The explained variables were the three performance measures (V1, S8, and S6),
whereas the explanatory variables were P1 and P2. For the three regression models, the
coefficients for OC and RF and their respective p-values were calculated. Model 1 had the
velocity of the increase in confidence in the structural coupling (V1) as a dependent variable.
The coefficients (and p-values), for P1 and P2 were -0.004 (0.70) and -0.289 (5.14 * 1073),
respectively. This supports the aforementioned conclusion that confidence in structural coupling
is mainly driven by reflection. Model 2 tried to explain the upper bound of the SCA
competencies by P1 and P2. The coefficients (and p-values), for P1 and P2 were 0.223 (1.19 * 109)
and 0.000 (0.99), respectively. Hence, SCA competencies seem to be governed by OC. Model 3,
which presented the number of concluded SCA as a dependent variable, delivered coefficients
(and p-values) for P1 and P2 of 0.410 (1.88 * 10%) and 0.042 (0.47), respectively.

absolute relative absolute relative
ID PL P2 P3 P4 P5 P6 VI S8 S6 VI S8 S D PL P2 P3 P4 PS5 P6 VI S8 S6 VI S8 S6
1 low low low low low low 15 088 20 100% 100% 100% 33 low low high low low low 10 009 5 100% 100% 100% P1: Operational Closure
2 high low low low low low 14 078 34 03% 122% 117% 34 high low high low low low 10 009 & 100% 100% 105% P2: Reflection
3 low high low low Jow low 9 064 30 60% 100% 104% 35 low high high low low low 7 009 & 70% 100% 104% P3: Oblivion
4 high high low low low low 9 078 35 60% 122% 123% 36 high high high low low low 7 009 & 70% 100% 110% P4: Success
S low low low low low high 11 065 46 100% 100% 100% 37 low low high low low high 10 009 16 100% 100% 100% P5: Solution
6 high low low low low high 11 081 63 100% 125% 135% 38 high low high low low high 10 011 18 100% 122% 114% P6:  Conclusion
7 low high low low low high 8 065 48 73% 100% 103% 39 low high high low low high 7 009 17 70% 100% 104%
8 high high low low low high & 081 65 73% 125% 141% 40 high high high low low high 7 011 19 70% 122% 119% e
9 low low low low high low 16 064 42 100% 100% 100% 41 low low high low high low 10 009 & 100% 100% 100%
10 high low low low high low 16 08 59 100% 125% 140% 42 high low high low high low 10 01 8 100% 111% 109% V1: Confidence in
11 low high low low high low 10 064 43 63% 100% 103% 43 low high high low high low 7 009 8 70% 100% 104% Structural Coupling
12 high high low low high low 9 08 61 56% 125% 146% 44 high high high low high low 7 01 8 70% 111% 113% 88: SCA Competencies
13 low low low low high high 12 065 63 100% 100% 100% 45 low low high low high high 10 009 22 100% 100% 100% $6: Concluded SCA
14 high low low low high high 12 083 117 100% 128% 186% 46 high low high low high high 10 012 28 100% 133% 127%
15 low high low low high high 8 065 64 67% 100% 102% 47 low high high low high high 7 009 23 70% 100% 103% -
16 high high low low high high 8 083 121 67% 128% 192% 4% high high high low high high 7 012 29 70% 133% 131%
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20 high high low high low low 8 097 70 73% 104% 147% 52 high high high high low low 7 023 12 70% 128% 121%
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24 high high low high low high 8 096 79 80% 103% 153% 56 high high high high low high 7 029 26 78% 153% 126%
25 low low low high high low 12 093 64 100% 100% 100% 57 low low high high high low 10 018 14 100% 100% 100%
26 high low low high high low 12 096 128 100% 103% 200% 58 high low high high high low 10 025 18 100% 139% 128%
27 low high low high high low 9 093 65 75% 100% 102% 53 low high high high high low 7 018 15 70% 100% 104%
28 high high low high high low 9 096 132 75% 103% 207% 60 high high high high high low 7 025 13 70% 139% 133%
29 low low low high high high 10 093 69 100% 100% 100% 61 low low high high high high 10 019 28 100% 100% 100%
30 high low low high high high 10 096 148 100% 103% 216% 62 high low high high high high 10 03 38 100% 158% 137%
31 low high low high high high & 093 70 80% 100% 102% 63 low high high high high high 7 019 29 70% 100% 102%
32 high high low high high high & 096 152 80% 103% 222% 64 high high high high high high 7 03 39 70% 158% 140%

Figure 3: Overview over 64 dyadic parameter configurations
On the basis of the results outlined above, three hypotheses have been derived. Most
importantly, they constitute requirements for an effective management of coordination and
change processes and hence are valuable anchor points for practitioners who want to apply
insights from systems research to their real world challenges.

Hypothesis 1 (H1): “The operational closure of a system that represents the juncture of two (or
more) social systems leads to an increase in successful interface activity.” For a business
organisation, this implies that direct and latent communication patterns have to be identified
and analysed. The consideration of OC in particular, requires a specific understanding of
communication, which is missing in most of the current case studies (or at least is not being
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adequately emphasised). The precondition that allows for self-referential communications in the
first place, is their threefold selection process of information, utterance, and understanding
(Luhmann, 1991: 203). The difference between information (what is selected) and utterance (how
it is transmitted) builds a basis for the system to attach an additional communication by
understanding (observing the difference between information and utterance), and subsequently
accepting or rejecting the content (Luhmann, 1991: 194). Hence, communication cannot be
regarded as delivering an ontological form of information. It rather has to be seen as the ongoing
process of dealing with different perspectives which significantly influence the change process.
Due to the genuine contingency, the actual occurrence of communicative events is fairly
unlikely. However, communication can be facilitated by a dedicated medium which enhances
connectivity and therefore increases the probability of communications to be accepted and
continued (Krdamer, 1998: 559). Most important in this context is the step of “understanding”, for
it can orient one communication toward a succeeding one (Luhmann, 1997: 87). The managerial
approach has to provide the background for a detailed analysis of the several steps of
communication.

The emphasis should be put on the communication medium and the juncture between
communications. This insight was also applied in the course of the presented case study. In
more methodological terms, a shift was required within the composition of data collection
channels that is typically suggested by scholars in regard to case study designs. Codified sources
of information (e.g. role descriptions, process guidelines, archive records) introduce a distance
between the system under consideration and the actual communication patterns. Consequently,
in order to minimise this distance, sources of tacit knowledge (e.g. deep-dive interviews,
processes analyses) gain importance because they provide the opportunity to look beyond the
obvious organisational structures.

Hypothesis 2 (H2): “The operational closure of a system that represents the juncture of two (or
more) social systems leads to an increase in competencies in synergistic cooperation
activities.”In accordance with H1, this conjecture stresses the importance of tacit knowledge, a
dedicated communication medium, and the threefold communication process for the managerial
approach.

Hypothesis 3 (H3): “A higher level of reflection of an interface system reduces the time needed
to adapt to unexpected circumstances, and therefore increases the changeability of all involved
complex systems.” In regard to an effective managerial change technique, this hypothesis
constitutes the requirement to address meta-structures of communication. Not only is the
consideration and examination of processes of relevance, but also the observation of
observations, e.g. the analysis of management instruments, platforms, and approaches the
system uses to reflect, discuss and alter its own procedures. This requires the design of
communication platforms, for instance implemented as SD models.

5. Case Application

In order to illustrate the points made in this article, the deliberations are applied to a case
study in the context of organisational change. Although some scholars suggest that multiple
cases are required to reach closure in regard to the theory-building process (Eisenhardt, 1989:
545), many scientists have developed and enhanced their theoretical arguments with only one
case at a time (Dyer and Wilkins, 1991: 614). This article uses a single case study to illustrate how
to emphasise OC and RF while analysing a social system. The company within which the case
was carried out produces medical devices (e.g. surgery equipment, custom procedure trays) and
operates in several European countries. It has about 800 employees and reaches an annual
revenue of approximately 65 m€ (50 m£). The issue which constituted the relevance for the
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current research and triggered the case study (conducted from January to May 2016), was the
formation of a new juncture between several social systems within the international
organisation.

The company deals with changing requirements (e.g. shifts in customer requirements,
market segmentation, labelling, and regulatory affairs) and has to translate them into internal
activities and processes against the backdrop of a multi-site structure. The set of social systems is
composed of the top-management and the production sites. The initial situation was
characterised by a strong top-management team who analysed market changes and conveyed
the derived tasks to the respective locations. These tasks equal the requirements in terms of the
SD model that shall be translated into synergistic activities. A collaboration of multiple social
systems is needed to fulfil them. However, in the initial situation, the requirements were
governed by multiple communication patterns. The case analysis showed that this was mainly
due to different managerial styles, media disruptions, and alterations in the management-
location combination. Notably, this was the case although there was a consistent technical
platform available for all sites. In order to enhance the interface management, a new role was
created and endowed with resources and competencies. The current article wanted to go beyond
codified information on roles and processes and sought to study basic communication patterns
within and between social systems. A new role might alter or redefine parts of the
communication, but another part definitely influences and defines the new role. Hence, the
decisive level of analysis remains the communication patterns in contrast to the role itself.

The main challenge was to operationally close the newly created interface system, which
was addressed by a dedicated communication medium. Moreover, the observation of
organisational observations was enabled while introducing interdisciplinary reflection phases to
the routines. Firstly, the focus was shifted from the metaphor of information transmission,
which implies an ontological understanding of information, toward an understanding of
communication as the processing of different perspectives. The content, such as process
dependent and codified information, is only half of the story. Instead, the emphasis was put on
the analysis of how the information was processed and fed back into the system (e.g. how is an
ongoing critical assessment of the delivered information encouraged? Is the information
embedded in an adequate context that people can conceive of a bigger picture of the process?).
Secondly, phases of analysis (e.g. in-depth interviews and process examinations) were combined
with phases of creative reflection. The latter was used as a means to scrutinise and reflect on
study insights and directly feed them back to the research, as recommended by the case study
methodology literature (Eisenhardt, 1989: 539-540). Moreover, these phases served as platforms
to evaluate alternative change measures. In particular, the parameters of the generic SD model
presented earlier in this paper were altered in the course of a continuous process during the case
study. Current and prospective measures within the organisation were evaluated against each
other regarding their impact on the SD parameters.

In more operational terms, the analysis was structured by the threefold communication
process, i.e. information, utterance, and understanding. The content level of communication, i.e.
the information which changes a system’s current state, requires multiple partners and systems
to cooperate. The respective concept was elaborated during one of the creative reflection phases.
It essentially involved the creation of discussion platforms to integrate several functions (e.g.
purchasing, production planning, sales, and production site managers) in a reflection process.
Thus, many issues about organisational communication surfaced for the first time. An
explanation can be found in the selection process a social system performs at each
communication. Reflecting on an ideal state, e.g. in terms of information or decision procedures,
places emphasis on the more vital parts of the communication process. For instance, the first
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interviews addressed merely obvious and codified information flows. Providing space for
reflection, including tabula rasa sessions during which communication goals were conceived of
and analysed apart from existing restrictions, led to a focus shift. Instead of talking about
operational tasks (e.g. how to evaluate weekly statistics about dwelling times of formal change
requests within the system), more strategic aspects were introduced (e.g. discussion about
important roles and stakeholders for the overall change process in regard to a certain product
line). Hence, decisions could be made about how to select information (e.g. a more central
coordination versus decentralised responsibilities), considering the peculiarities on product line
level.

In regard to utterance, different possibilities were evaluated on how to convey
communications. Again, the reflection phases were used in order for the system to observe its
own observation strategies. This observation process was substantiated by an evaluation of the
impact of a particular strategy on the SD parameters. A communication medium has been
conceptualised on the basis of the existing technical structure in order to allow for a high
connectivity between the different social systems (i.e. site-management teams, juncture system,
and top-management). The medium is based on change requests that are processed partly
within the IT-system and partly through interaction systems. This is necessary due to the
interdependent and recursive character of a typical change request. On the one hand, the
technical system provides a clear structure to depict linear progress. The interaction systems
(e.g. meetings of involved managers from different departments), on the other hand, provide
hubs for the coordination of more complex situations. The proportion of direct interaction
between employees, as opposed to fully software-based organisation procedures, has been
translated into higher values of the parameter driving the reflection process (P2). More
specifically, an element of the communication medium is an extended image of a change
request. It conveys all information about current tasks (which was the before-case standard of
the organisational process), but is additionally embedded in a broader perspective (it shows
previous and subsequent tasks and requirements and indicates when and in which composition,
personal interaction is needed). The medium is technically implemented in an “MS-SharePoint”
environment, however, transcends these technical boundaries while explicitly encompassing
and requiring human interaction systems. Since the current case accompanied merely the
conceptualisation and initialisation phase, long-term effects of newly defined communication
media are yet to be examined.

The step of understanding, which serves as a juncture between two communications, has
been taken into account while providing each communication with a docking point for a
subsequent one. The determination of a requirement should always be linked to reflection about
its impact on the current structure and future challenges leading to new requirements that take
the change process further. More importantly, however, each communication in the
organisational change request process equals a reduction in complexity being performed by the
respective system element. Each complexity reduction is necessary for subsequent tasks to be
effective. In the classical process, however, the task descriptions were rather isolated and did not
provide task owners with the possibility to take on the perspective of previous or subsequent
tasks. The dedicated communication medium now allows for transparency along the process. It
visualises the set of tasks and triggers reflection phases in order to coordinate recursive steps.
The case study showed that a common and dedicated communication medium can connect
potentials between different parts of the organisation. For instance, a problem-driven knowhow
transfer along the change request process can be implemented across the organisational
structure. The selection and design of the communication medium was accompanied by an
impact evaluation on the SD-level. Various ideas were conceived of and explicated during
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reflection phases and subsequently transferred into lower or higher parameter values (in this
case P1).

The benefit for practitioners, therefore, is twofold: On the one hand, the
conceptualisation of a dedicated communication medium introduces transparency and a more
collaborative perspective to the change process. On the other hand, the SD approach presents
how the suggested reflection phases can be facilitated. Hence, the basic concepts from systems
theory, operational closure and reflection, are properly being dealt with.

6. Discussion and Conclusion

The current article contributes to the understanding of managerial processes in
international businesses from a systemic and communication-based point of view. It starts with
theoretical deliberations on organisations as systems and uses an SD approach to build a model
representing the juncture of two social systems. Emphasis is put on the influence of OC and RF,
on the juncture system’s performance. The results indicate that OC leads to an improvement of
synergistic interface performance and that RF supports the system’s changeability. Hence,
synergy potentials occur on the interface between complex social systems which can be levered
in the course of change processes. It requires the analysis of the communication structure and
the implementation of OC and RF.

It is argued that communications should be considered as an imperative for managerial
approaches addressing organisational change. On the basis of system analysis, requirements
regarding such a managerial approach are formulated: (1) the approach has to put emphasis on
communication within and between systems and has to provide the tools to uncover latent
communication patterns. Most important in this context is the connectivity between consecutive
communications in order to ensure OC. The transition from one communication to another has
to be facilitated which can be addressed by the development of a dedicated communication
medium; (2) the approach has to look for, support, or establish communicative platforms for the
purpose of social systems” RF. Whereas OC causes communications to be compatible to one
another, RF addresses the structures within which those communications flow. RF is crucial
because it removes sources of opacity and exposes what can be considered the actual nature of a
social system.

In operational terms, strategic business activities should be arrayed on the process steps
of communication: information, utterance, and understanding. These steps address issues about
what is communicated, how and why it is communicated and possible responses in order to take
the communication further. The proposed SD model can help to operationalise reflection phases
as the case study evolves. Particular issues and measures, e.g. different ways how to organise a
change request process, can be evaluated against each other in regard to the impact on the SD
model’s parameters. Hence, a concrete environment is provided fostering the reflection process
and helping the system to observe itself.

The article’s consolidated conclusion can be formulated as follows: The insights from an
SD simulation suggest a communication imperative for managerial approaches concerning the
business strategy of multinational enterprises. This leads to requirements in regard to the
operational closure of the systems as well as their ability to observe their own structures. It is
argued that these requirements have to be met in order to allow for an effective analysis of
synergistic cooperation between social systems regarding organisational change processes. This
can be achieved by conceptualising a dedicated communication medium and utilising an SD
approach in order to operationalise reflection platforms within the organisations.

7. Limitations and Future Research Directions
Insights obtained from an SD simulation were applied in the course of a single case
study in order to substantiate the theoretical argument developed in this article. Building theory
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from a case methodology, however, is limited to the particular context and scope of the actual
study (Eisenhardt, 1989: 547; Van de Ven and Huber, 1990: 216). Although many scholars have
applied single case studies to derive their theoretical arguments from (Dyer and Wilkins, 1991:
614), increasing the number of studies could enhance the validity of results (Eisenhardt, 1989:
545).

The scope of the present case took place against the backdrop of a conceptualisation and
initialisation phase of an organisational change process. This limits the insights insofar as long-
term effects of newly defined communication media could not be evaluated. Since it was
observed that communications come about through numerous channels (e.g. through
implemented processes, regular and occasional tasks, infrequent contacts, and latent
communication patterns), extending the case study would require considerable resources.
Moreover, working with an SD model requires some initialisation efforts in order for the
participants to familiarise with the approach. The SD environment might be perceived as rather
abstract since it does not entail concrete agents. In this context, the use of a browser based SD
environment is favourable because the model can be opened and analysed virtually anywhere.
The points mentioned above constitute practical problems and limitations of the current study.
Some of the limitations, likewise, deliver impulses for a future research agenda. Especially the
need for more sources of empirical evidence (e.g. in different contexts) and the extension of the
project scope (e.g. evaluating the impact of long-term effects of dedicated communication media
on the business strategy) are suggested as important research directions in order to obtain a
more complete understanding of strategic change processes in multinational enterprises.
Furthermore, the arguments developed in the form of the three hypotheses H1-H3 are generic in
character, i.e. their relevance does not seem to be limited to organisations within enterprises.
Rather, the involved systems could stem from different sectors, e.g. from the political or the
scientific one. Hence, the findings of the article should be transferable to a perspective of
regional development placing emphasis on the communication-based coordination between
firms, political departments, and scientific institutions.
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Abstract

Contrary to the conventional belief of diminishing presence of informal entities in a more
globalized world, there has been an upsurge in the size of the informal economy in the recent decades. The
article summarizes the factors behind the existence and persistence of such economy and explains the
advantages of the informal economy in reducing transaction costs, in sidestepping the bureaucratic
obligations, and in complementing the formal economy. The paper refutes the idea that the informal firms
act as a weak substitute for the formal firms. The paper uses anecdotal evidence and highlights the linkages
between the two sectors.

1. Introduction

An informal economy refers to the “set of illegal yet legitimate (to some large groups)
activities through which actors recognize and exploit opportunities” (Castells & Portes, 1989;
Feige, 1990). A significant amount of activity takes place in the informal economy, suggesting
its theoretical and practical importance. Schneider (2002) estimated that informal economy
activities account for approximately 17 percent of gross domestic product (GDP) in developed
economies and approximately 40 percent of GDP in developing economies. The World Bank
estimates that this informal economy generates 40 percent of the GNP of low-income nations
and 17 percent of the GNP of high-income ones. In some industries, such as retailing and
construction, informality can account for as much as 80 percent of employment (Farell, 2004).
According to the International Labor Organization (ILO) it “comprises half to three-quarters of
all non-agricultural employment in developing countries”

(http:/ /www.ilo.org/ global/ topics/ employment-promotion/informal-economy /lang-
-en/index.htm). Further, six countries (India, Brazil, Mexico, Vietnam, Pakistan, and the
Philippines) constitute three-fourths of the total informal employments (ILO, 2012).

The informal economy grows when stringent tax laws, stiff regulations, and complicated
bureaucracy make the formal economy unattractive in terms of high entry costs to the
potential entrants. The concern of high entry cost is well documented in the existing literature,
as shown by De Soto (1989) in the case of Peru, and further documented by Djankov, La
Porta, Lopez-de- Silanes and Shleifer (2002) in their 85 country study. They observed that
firms incur significant “entry costs”, in the form of registration and license fees, in order to
operate formally.

What is an informal economy?

The conceptual terrain of the informal economy intertwines several academic disciplines
that span the last four decades. The term “informal sector” was first coined by social
anthropologist Hart (1973) and analyzed by the International Labor Organization (hereafter
referred to as the ILO) in its mission to Africa in the early 1970s. It encompasses an array of
economic activities, from street vendors in Bangkok or Calcutta to garbage collectors in Cairo;
rickshaw pullers in Dhaka to home-based garment workers in Manila, Mumbai or Mexico City;
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home-based electronic workers in the Leeds or Kuala Lumpur to low priced software producers
in Bangaluru Many definitions were introduced by different authors and ILO itself has
redefined it several times. An excellent body of literature is available on this topic that
covers statistical and ethnographic studies (Bromley,1978; Hart,1973; McGee & Bassett, 1976)
and also studies related to the theoretical validity of the concept of the informal market along
with its implications on developmental plans and policies (see for e.g., Smith, 1981;
Sethuraman, 1976 ; Moser, 1984). Another branch of literature linked the informal market as a
subsidiary of the prevailing capitalist system. This line of research has linked informal sector
with the “petty commodity production”, an integral part of a capitalist system (Moser, 1978;
Babb, 1985).

In 1999, the international symposium of ILO categorized the workforce in the informal
sector in three broad groups: “(a) owner-employers of micro enterprises, which employ a few
paid workers, with or without apprentices; (b) own-account workers, who own and operate one-
person business, who work alone or with the help of unpaid workers, generally family
members and apprentices; and (c) dependent workers, paid or unpaid, including wage
workers in micro enterprises, unpaid family workers, apprentices, contract labor, home
workers and paid domestic workers.” This contemporary definition of ILO separated the
concept of ‘informal economy’ from other closely related notions, for instance, the formal
economy, criminal economy or care economy. The formal economy is understood to be the world
of regular, stable, and protected employment and of legally regulated activities. In addition,
the informal economy should not be confused or conflated with the criminal economy.

While production or employment arrangements in the informal economy are often semi-
legal or illegal, the informal economy produces and distributes legal goods and services. In
contrast, the criminal economy deals with illegal goods and services. The care economy which
is comprised of unpaid domestic work and care activities is also not part of the informal
economy. This is because the informal economy is defined as part of the market economy:
that is, as producing goods and services for sale or some other form of remunerations. Some
early conceptualizations believed that the informal sector is simply too variegated and
heterogeneous in order to be a meaningful concept to understand (Peattie, 1987; Peattie, 1980;
Richardson, 1984). However, a growing body of recent research acknowledges that informal
economy significantly contributes towards the employment and output of an economy and
hence cannot be ignored (Goldberg and Pavcnik, 2003; Carr and Chen, 2004).

For instance, Tokman (1992) highlighted that the informal sector grew in Latin
America and was a solace to the majority of working people during periods of economic crisis in
the mid-1980. Relatedly, it was observed that millions of people who lost jobs during the East
Asian economic crisis found employment in the informal economy (Lee, 1998). However, even
before the Asian crisis, official statistics by the ILO indicated that the share of the informal
economy in the nonagricultural work force ranged from over 55 percent in Latin America to 45-
85 percent in different parts of Asia to nearly 80 percent in Africa (Charmes, 1998). Consequently,
we can reasonably argue that the informal sector has and will continue to have an indelible
impact on economic, political and social network and, therefore, needs to be better understood.

The remainder of the paper is organized along the following lines. The next section outlines
the transformation of the informal sector to the new expanded concept of the “informal
economy” that includes small entrepreneurs, own account operators, informal wage workers,
and industrial out workers. Section three discusses extant literature and summarizes the
motives behind the existence of such an economy. The related literature is vast though
views are sparse and uncorrelated. The paper attempts to fill the lacuna that exists in the
related field and presents all the motives in a diagrammatic form that identifies future
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research avenues. The international economic development of the informal economy is
discussed next. Formal-informal linkages are explained in the context of emerging countries.
The growing importance of the informal economy is stressed throughout this paper especially
in understanding its role in the economies of the post- liberalization era.

2. The Genesis of Informal Sector

Early studies about the informal sector in less developed countries considered the
informal sector as a subsistence level employment for the “reserve army of labor.”
Swaminathan (1991) claimed that “the substantial presence of the informal sector in those
countries” as the main reason for mass poverty and unemployment. Fortuna and Prates (1989)
noted that in developing countries the flourishing period of the export of manufactured
items resulted in high levels of benefit for entrepreneurs, advancement in technology used,
and growth in the scale of production. In addition, it promoted a process of going informally,
disguised as small independent entrepreneurship. Grossman (1982) presented an interesting
synopsis of various forms of informal activities that were utilized in the former USSR. He
showed that demand for informal income and supply of informal goods and services
reinforced each other and exchange of favors in terms of access to informal goods and services
are prominent characteristics of informal sectors. Additionally, Kornai (1993), Schneider (1997)
and Lacko (1998) provided theoretical and empirical evidence about the informal sector in
former socialist countries.

The articles showed that the informal sector activities in those countries, especially in the
last period before transition, were much more widespread than the commonly held belief that
these countries experienced a relatively small informal sector, compared to developed
countries. Johnson, McMillan, and Woodruff (1999) argued that in the transition countries that
are exposed to a market economy, the informal economy cannot play any significant role.
Informal activities cannot make use of market-supporting institutions (like courts of law)
and this may discourage investments and economic growth. This has occurred in Peru, as
reported by De Soto (1989). Kaufmann and Kaliberda (1996) shared the same viewpoint and
claimed that even if it is large, the informal sector is mostly a survival sector where the short-
term turnover dominates the long-term one, and where large-scale and vital investments do
not take place. Table 1 provides representative studies of informal economy post millennia.

Tablel:SummaryofRepresentativeStudieson Informal Economy

Author(s) Setting Key Arguments/Findings

Akintoye, Case Study with Informal sector  Informal Sector backed by state support reduces the
2008 of Nigeria unemployment rate.

Anjaria, Street Vendors in Mumbai, Predatory behavior of the state against the street
Jonathan India vendors

Shapiro, 2006 ’

Carr and Globalization, Informal Unfavorable terms of inclusion in various aspects of

work and employment are important drivers of
poverty and inequality.

suggests why and how more equitable linkages
between the informal economy

and the formal economy should be promoted

Chen, 2004 Employment, and Gender

Chen, 2007 Informal-Formal Economy

Linkage through an appropriate policy and regulatory
environment.
Dijankov et al Data on the regulation of entry of Cf)untries witb heavier regula'tion of entry haVFz
2002 start-up firms in 85 higher corruption and larger informal economies
countries than countries with the lighter regulation of entry.
Friedmanet = Macro data from 69 countries Higher tax rates are associated with less informal
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al, 2000

Godfrey, 2011

Goldberg and
Pavcnik,2003

Kesteloot and
Meert, 1999

Kus, 2010

La Porta and
Shleifer 2008

Maloney, 2004

Ordoiiez, 2010

Portes, and

Model of Informal Economy

Brazil and Colombia, country-
level study

Different categories of the
informal economy and their
spatial distribution in the
geographical setting of Brussels

Macro-level study across a
broad set of countries

World Bank firm level data

Latin American informal sector

Informal sector and economic
development

November 2016

activity as a percent of GDP but corruption is
associated with the more informal activity.
Provided a 2x2 matrix and analyzed the presence of
informal economy

The study examines the response of the informal
sector to liberalization. In Brazil, no evidence of a
relationship between trade policy and informality is
found. In Colombia, evidence of such a relationship
is found, but only for a specific time period.

Offers a powerful tool to understand informal
economic activities as a set of interrelations between
households and other economic actors in order to
gain access to their living resources

Countries have different types of regulatory
environments that help explain why some nations
have more informal economic activity than others.
Informal firms are small and unproductive,
compared even to the small formal firms, and
especially relative to the larger formal firms.
Growth comes from the creation of the highly
productive formal firms.

Forward a view of the informal sector in developing
countries primarily as an unregulated micro-
entrepreneurial sector and not as a disadvantaged
residual of segmented labor markets

Informality is associated with resource
misallocation. This is drivenby the government
inability to enforce tax and regulation policies on all
firms. As a result, the tax base is small, and high
taxes have to be levied on a small subset of firms,
usually the most productive ones.

Offer views of the informal economy not as a

Schauffler, Latin American informal sector =~ manifestation of the problem of poverty but a
1993. potential solution to it.
The average size of the shadow economy as a
Schneider, proportion of official GDP in 1999-2000 in
2005 developing countries was 41%, in transition
countries 38%, and in OECD countries 17%.
Reducing export barriers for the informal sector
s would benefit the average Moldovan household
Case study with informal . e
Porto, 2005 economy from Moldova across the whole income distribution. Poverty
Y would also decline, affecting 100-180 thousand
individuals.
The interdependence between Judicious policy choices ensure that the presence of
Turnovsky . . .
tax policy and enforcementina  the informal
and Basher . . . s .
2009 developing economy that hasa  sector need not hinder its ability to raise tax
substantial informal presence revenues
Examining the multiple types of informal
Williamand ~ Russia, 313 households during employment, more posmve.lmpacts emerge as it 1s
the key seedbed for enterprise development and
Round, 2007  2005/06 o ) S .
principal mechanism for delivering community self-
help.
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According to the ILO (2012), informal economy, broadly defined, comprises of one-half
or three -quarters of the non-agricultural employment in developing countries: 48 percent in
North Africa; 51 percent in Latin America; 65 percent in Asia; and 72 percent in sub-Saharan
Africa. Informal employment is comprised of both self-employments in informal enterprises
(i.e., small and/or unregistered) and wage employment in informal jobs (i.e., without secure
contracts, worker benefits, or social protection). In all developing regions, self-employment
comprises a greater share of informal employment (outside of agriculture) than wage
employment: specifically, self- employment represents 70 percent of informal employment in
sub-Saharan Africa, 62 percent in North Africa, 60 percent in Latin America and 59 percent in
Asia. Three categories of informal wage employment- self-employment, part-time work, and
temporary work - comprise 30 percent of overall employment in 15 European countries and 25
percent of total employment in the United States. Table 2 reported the 5- year data of the
percentage of informal workers in agriculture and in the non-agriculture sector from 2009-2013
in a selected number of developing countries (based on the data availability from the
International Labor Organization)

Table 2: Data from Selected Developing Countries

Agricultural Economy Activity Non-Agriculture Economic Activity
Year # of Countries Mean Standard # of Countries Mean Standard
Deviation Deviation

2009 NA NA NA 20 52.96% 17.53
2010 NA NA NA 21 55% 21.35

2011 7 85.35% 11.72 17 46.50% 20.6

2012 10 89.37% 12.36 20 49.25% 24.35
2013 8 85.99% 11.96 20 47.20% 23.1

*Average % of informal workers in the agricultural economic activity for that year based off the
International Labor Organization's data when refining the search to total sex's and national geographic
coverage.
**Average % of informal workers in the non- agricultural economic activity for that year based off the
International Labor Organization's data when refining the search to total sex's and national geographic
coverage
Table 2 reflects that for the non-agriculture economic activity (see the list of countries in
the appendix below) the number of informal workers contributes fifty percent of total
workforce. The number is significantly larger in the agricultural activity, both reflecting the
importance of the informal sector in the growth and development of a developing nation.

3. Drivers of informality: Existence and Persistence
3.1. Existence

Why do entities and entrepreneurs operate informally? The literature offers four-fold
explanations though the reasons are not mutually exclusive and each demands a distinct
policy implication. First, entrepreneurs operate informally when the tax rates are high and
other official regulations are grueling (De Soto, 1989; Schneider and Enste, 2000). Reduction in
the tax rate and relatively quicker unbinding of red tape are considered to be the ways to
induce the entrepreneurs to operate formally. Second, informal sectors can also emerge
from predatory behaviors of government officials who extract bribes from registered firms
(Shleifer and Vishny, 1993; Kaufmann, 1994; Shleifer and Vishny, 1994; Kaufmann, 1997;
Shleifer, 1997; Shleifer and Vishny, 1998; S. Johnson, Kaufmann, and Zoido-Lobaton, 1998). The
plausible solution according to this line of argument is to address bureaucratic corruption. In
addition, firms’ may seek to hide their activities to avoid extortion from antisocial groups or
criminal gangs (Zhuravskaya and Frye, 2000). As De Soto (1989) documented in the

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

Peruvian economy that small entrepreneurs do not expand their business even if they can,
in order to avoid the mafia threats. According to this view, the state needs to enforce a better
law and order system to protect the entrepreneurs from antisocial elements.

The role of the state in terms high regulation costs in the formal sector motivate
participation in the informal sector (Gershuny, 1979). Most common government
regulations are related to environment protection, consumer protection, quality control, labor
protection in terms of the inflexible formal labor market, and financial capital availability. Of
all types of regulations, labor protections in various forms, such as minimum wages, fringe
benefits, social security benefits and strong labor union considerably increases the cost of
staying formal. Tokman (1992) in his study of Latin American countries reported that such
regulations increase labor costs by an average of around 20 percent. A similar study had been
done by Nipon (1991) for informal businesses in Thailand found that by ignoring labor-
protectionlaws, these businesses save about 13 to 22 percent of labor wages.

Finally, the existence of informal sectors in many countries could be due to the presence of
inadequate and inefficient institutional environments. For example, a weak contract
enforcement environment and ineffective legal system may discourage entrepreneurs from
operating in a formal environment. Bhattacharya and Ghose (1998) note that informality is a
response to the pervasive level of bureaucratic corruption: they show that foreign firms in India
avoid reporting sales and income in order to protect themselves from the reach of corrupt
police, tax, and bureaucracy.

3.2.  Persistence

Why do entities and entrepreneurs continue to operate informally? Are there external
motives as mentioned in the previous paragraphs or there are internal reasons for those
entities to persist informally? The rationality of staying informal can be analyzed considering
the cost and benefits that a legal status entails. The costs of formality can be divided into costs
of entry and costs to remain formal. For a potential entrant in the formal sector, there are
certain costs to the entrance. The access costs that are often highlighted in the literature are
bribes to the government officials to complete the registration process or to obtain the license
and other requirements. De Soto (1989) studied the informal sector in Peru. The author
conducted a few real-time experiments in order to quantify the entry cost. The study revealed
that the total cost of registration and license was equivalent to 32 times the minimum monthly
salary that was prevalent at that time. In addition, it took almost ten months to complete the
registration process. In another study, Tokman (1992) reported similar results for other Latin
American countries. To circumvent such costs, many firms continue to stay in the informal
sector.

The costs of staying formal can be further categorized into taxes, government regulations,
and bureaucratic obligations. Tax collected from the formal sector is an important source
of government revenue. In developing countries, corporate income taxes are set up at a higher
level to compensate for its lack of well-administered tax system, required in order to efficiently
monitor the informal firms. Burgess and Stern (1993), in their study, reported that in developing
countries, corporate income taxes represent 17.8 percent of total tax revenues, while individual
income taxes, only 10.6 percent. In contrast, for industrial countries, corporate income taxes
account for only 7.6 percent of total tax revenues while individual income taxes constitute 27.7
percent. Bureaucratic obligations are also a significant cost of continuing in the formal sector.
As discussed in Alonzo (1991) for the Philippines, and Chickering and Salahdine (1991) for
Egypt, bureaucratic obligations to unbind the red tape and to finish the paperwork is time-
consuming and an arduous task for the entrepreneurs. Next, we present a thematic diagram that
presents the tone of the previous sections and sets up the discussion section that follows:
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Figure 1
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4. Implications for Economic Development

Studies related to the informal economy in the field of emerging economies have

gained momentum with increasing attention on emerging markets (McGahan, 2012; Godfrey,
2011; Carpenter et al., 2001; Spreitzer, 1997). Organizations need a group of global managers
who are able to manage the necessary global integration and cross-border coordination
activities within or between organizations. These trends suggest a compelling need for
managerial commitment to developing or acquiring international expertise as global markets
continue to expand. Along with that line, focusing research on the dynamics of the informal
sector is a valuable contribution to the field of international business in particular and
organizational management in general. In spite of the recognition of the importance of research
pertaining to informal economy and its intricate relationship with institutional developments
of emerging economies (Hambrick and Mason, 1984), inadequate effort and attention have been
devoted to better understand the factors that contribute to the development of such economies,
and the theoretical and practical implications of such development. The present paper seeks to
draw attention in the related field to fill this lacuna in international business and
management literature.

Informal Economy and Vertical Linkage

For instance, India has achieved an average of significantly high annual growth for the
last two decades. Conventional wisdom depicted informal sectors as weak substitutes for
its formal counterparts and hence predicted that greater integration in the world market
would shrink informal markets in size and capacity in the emerging economies. As the ILO
study (2002) and Chen (2004) suggest that the informal economy in India has also expanded
simultaneously. Such a paradox can be explained from the direct vertical linkage of the
formal and the informal economies. India primarily grew due to the supernormal growth of
the Indian service sector. Such growth in emerging market economies was well supported
through an excellent and cost effective supply chain mechanism. Informal suppliers provided
cost-effectiveresources that helped thelarge firms to stay competitive globally. Partly because,
the cost of operating informally is less, the suppliers stayed cost effective and competitive.
Below, we present a table that illustrates the presence of informal employment in the formal

sec’cor1 .
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Table 3: Informal Workers in the Formal Sector for Selected Countries
% of informal

workers in the
formal sector*

% of informal workers in
the formal sector*

Countries in 2009 Countries in 2010

Argentina 64.7 China 98
Armenia 75.9 Colombia (II) 58.4
Brazil 53.1 Liberia 66.1
Costa Rice 58.4 FYR Macedonia 85.2
Dominican Republic | 61.9 Serbia 84.9
Ecuador 70.2 South Africa (IV) 39
El Salvador 59.7 Uganda 67.5
Honduras 78.4 West Bank Gaza 81.3
India (2009-2010) 88.4 India (2009-2010) 88.4
Indonesia 79.4 Pakistan (2009-2010) | 95
Mexico 67.9

Moldova 90.4

Pakistan (2009-2010) | 95

Panama 64.2

Paraguay 69.9

Peru 80

Sri Lanka 90.3

Uruguay 40.7

Venezuela 89.4

Vietnam 59.5

*Informal employment outside the informal sector, i.e. employees holding informal jobs in formal
enterprises (incl. government units and non-profit-institutions) or as contributing family workers in

formal enterprises.

The data collected from the International Labor Organization reveals the significant
contribution of informal workers to the formal sector. The data refers to a crucial implication,
about the two sectors that looking at these two sectors as separate and mutually exclusive
entities would be incomplete. Rather, it should be acknowledged from the start that the
activities that are normally considered part of the informal economy are often in one way or
another linked to the activities in the formal economy (Portes, Guarnizo, and Haller, 2002;
Gereffi, 1999; Lund and Srinivas, 2000). The supply chain vertical aspect of formal and
informal linkage needs further attention as it has not been explored effectively yet.
Evidence from Bangladesh garment industry suggests the importance of informal workers
who operate at informal sector. They offer low-end labor of the value chain with sewing,
stitching, and packing at a low piece rate that allows the formal garment enterprises to stay
globally competitive. Though the huge gap in the profit distribution is clearly something that
needs to get the attention of the policymakers. Laborers at the lowest level (or the start) of the
chain receive very little return relative to the final sale price of a commodity or a good.

Informal Economy and the Horizontal Linkage

In a similar vein, the formal-informal linkage may have horizontal aspects too. In
recent years, intra-industry competition has not only intensified, its nature has fundamentally
changed: it has become more knowledge-based, and the sources of competitive advantage
have shifted unmistakably from physical assets to intellectual resources (Prahalad and
Hamel, 1990; Quinn, 1992; Stewart, 1997). This is particularly true for the emerging market
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formal firms attempting to stay competitive internationally. Here again, informal firms in the
same industry play a crucial role. Because of the lax of strong enforcement of property rights
in the emerging markets, the knowledge transfer is quite pervasive. Hence, the emulation of a
product by the informal firms, and selling it at a cheaper price puts the formal firms at a
disadvantage. One way to overcome this challenge is to stay innovative through new product
developments. Again, this horizontal competition from the informal firms’ act as a boon in
disguise for the formal firms and requires further academic attention in the field of
international business.

5. Conclusion

The informal economy is huge and it is safe to predict that the informal economy is going
to persist as well. In fact, depending on how informal economy is defined, it might be the most
dominant model of economic organization, and hence calls for an appropriate policy
response that can promote equitable linkages between formal and informal economies. All
stakeholders that include government and formal firms require understanding the
importance of incorporating informal economies in policy making. Surveys like Global
Competitiveness Report, surveys of entrepreneurs about their own activities, or the World
Bank Enterprise Surveys that collect data from entrepreneurs and managers in both formal and
informal firms on their sales and inputs, employee and manager education, as well as a variety
of assessments of the institutional environment, can shed further light on the role of the
informal economy in management practices and in international business.

References

Akintoye, LR., 2008. Reducing unemployment through the informal sector: A case study of
Nigeria, European Journal of Economics, Finance and Administrative Sciences, Vol. 11, pp.
97-106.

Alonzo, R., 1991. The Informal Sector in the Philippines: the Silent Revolution. (Eds). A.

Chickering and M. Salahdine. International Center for Economic Growth, San Francisco.

Anjaria, ]. Shapiro, 2006. Street hawkers and public space in Mumbai. Economic and Political
Weekly, pp.2140-2146.

Babb, Florence. E., 1985. Middleman and ‘Marginal Women’: Marketers and Dependency in
Peru’s Informal Sector, Markets and Marketing: Monographs in Economic Anthropology
No. 4, University Press of America.

Bhattacharyya, D.K., and Ghose, S., 1998. Corruption in India and the hidden economy

Economic and Political Weekly, Vol. 33 No. 44, pp. 2795-2799.

Burgess, R. and Stern, N., 1993. Taxation and development, Journal of economic literature, Vol.
31 No. 2, pp.762-830.

Bromley, R., 1978. Organization, Regulation and Exploitation in the So-called Urban Informal
Sector: The street traders in Cali, Columbia. World Development, Vol. 6, No. 9-10, pp.
1161-1171.

Carpenter, S.R., Walker B., Anderies J. M., and Abel N., 2001. From metaphor to measurement:
resilience of what to what? Ecosystems, Vol. 4, No. 8, pp. 765-781.

Carr, M. and Chen, M., 2004. Globalization, Social Exclusion, and Work: With Special Reference
to Informal Employment and Gender.Working paper No. 20, International Labour Office
Policy Integration, Geneva, May 2004.

Castells, M. and Portes, A., 1989). World underneath: The origins, dynamics, and effects of the
informal economy In A. Portes, M. Castells, & Benton (Eds.), The informal economy:

Studies in advanced and less developed countries, Baltimore, Johns Hopkins Press, pp. 11-
37.

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

Charmes, J., 1998. Street vendors in Africa: data and methods, New York: United Nations
Statistical Division.

Chen M.A., 2007. Rethinking the Informal Economy: Linkages with the Formal Economy and the
Formal Regulatory Environment.Working paper No. 46, Department of Economic and
Social Affairs, New York, July 2007.

Chen, M.A., Vanek ]., Carr M., 2004. Mainstreaming Informal Employment and Gender in
Poverty Reduction: A Handbook for Policy-Makers and Other Stakeholders,
Commonwealth Secretariat, London.

Chickering, A., Salahdine M., 1991. Introduction and the Informal Sector Search for Self-
Governance: the Silent Revolution, (Eds.). International Center for Economic Growth, San
Francisco.

De Soto, Hernando., 1989. The Other Path: The invisible revolution in the third world, Harper
and Row, New York.

Djankov, S., La Porta R., Lopez-de-Silanes F., Shleifer, A., 2002. The Regulation of Entry, The
Quarterly Journal of Economics, Vol. 117, No. 1, pp. 1-37.

Farrell, D., 2004. The Hidden Dangers of the Informal Economy. McKinsey Quarterly, No. 3,
pp. 27-37.

Feige, Edgar L., 1990. Defining and Estimating Underground and Informal Economies: The New
Institutional Economics Approach, World development, Vol.18, No.7, pp. 989-1002.

Fortuna, J.C. and Prates, S., 1989. Informal Sector Versus Informalized Labor Relations in
Uruguay, The informal economy: Studies in advanced and less developed countries,
pp.78-94.

Friedman, E., Johnson, S., Kaufmann, D. and Zoido-Lobaton, P., 2000. Dodging the grabbing
hand: the determinants of wunofficial activity in 69 countries, Journal of public
economics, Vol.76, No. 3, pp.459-493.

Frye, T. and Ekaterina Z., 2000. Rackets, Regulation, and the Rule of Law. Journal of Law,
Economics, and Organization, Vol. 16, No .2, pp. 478-502.

Gereffi, G., 1999. International trade and industrial upgrading in the apparel commodity
chain, Journal of international economics, Vol. 48, No. 1, pp. 37-70.

Gershuny, J.I., 1979. The Informal Economy: Its Role in Post-Industrial Society, Futures, Vol. 11,
No. 1, pp. 3-15.

Godfrey P.C., 2011. Toward a theory of the informal economy, Academy of Management
Annals, Vol. 5, No. 1, pp. 231- 277.

Goldberg, P., Pavcnik N., 2003. The response of the informal sector to trade liberalization,
Journal of Development Economics, Vol. 72, pp. 463- 496.

Grossman, ].B., 1982. The Substitutability of Natives and Immigrants in Production. Review of
Economic and Statistics, Vol. 64, No. 3, pp. 596-603.

Hambrick, D.C., Mason, P.A., 1984. Upper echelons: The organization as a reflection of its top
managers, Academy of Management Review, Vol. 9, No. 2, pp. 193-106

Harris, J. R., Todaro M. P., 1970. Migration, Unemployment, and Development:

A Two-Sector Analysis. American Economic Review, Vol. 60, No. 1, pp. 126-142.

Hart, K., 1973. Informal Income Opportunities and Urban Employment in Ghana.

Journal of Modern African Studies, Vol. 11, No. 1, pp. 61-89.

International Labour Office, 2012. International Standard Classification of Occupations, ISCO-08

(Geneva). ------- 2012. Women in Informal Employment: Globalizing and Organizing
(WIEGO). 2012. Women and men in the informal economy 2012 - A statistical picture
(Geneva).

International Labour Office, 2002. Conclusions Concerning Decent Work and the

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

Informal Economy. Geneva: International Labour Office. Available online at:

http:/ /www.ilo.org/ public/english /standards/relm/ilc/ilc90/ pdf/ pr-25res.pdf

International Labour Office, 1972. Employment, Incomes and Equality: A Strategy for

Increasing Productive Employment in Kenya. Geneva: International Labour Office.

Johnson, S., McMillan, J. and Woodruff, C., 1999. Contract enforcement in transition. Working
paper No. 211, CESifo, Germany, November 1999.

Johnson, S., Kaufmann, D., Zoido-Lobaton, P., 1998. Regulatory discretion and the unofficial
economy, The American Economic Review, Vol. 88 No. 2, pp.387-392.

Kaufmann, D. and Kaliberda, A., 1996. Integrating the unofficial economy into the dynamics of
post-socialist economies: A framework of analysis and evidence. World Bank Policy
Research. Working paper No. 1691, Washington D.C., December 1, 1996.

Kaufmann, D., 1997. Corruption: the facts. Foreign policy, No. 107, pp.114-131.

Kesteltoot, C., Meert, H., 1999, Informal spaces: the geography of informal economic activities in
Brussels, International journal of urban and regional research, Vol. 23, No. 2, pp. 232-251.

Kornai, J., 1993. The Evolution of Financial Discipline Under the Postsocialist System, Kyklos,
Vol. 46, No. 3, pp. 315-336.

Kus, B., 2010. Regulatory governance and the informal economy: cross-national
comparisons, Socio-Economic Review, Vol. 8, pp. 487-510.

Porta, R.L., Shleifer, A., 2008. The unofficial economy and economic development. Working
paper No. 14520, National Bureau of Economic Research, Massachusetts, December 2008.

Lacko, M., 1998. The hidden economies of Visegrad countries in international comparison: a
household electricity approach. Edited by L. Halpern and C. Wyplosz, Hungary: towards
a market economy, Cambridge University Press, Cambridge, pp. 128-152.

Lee, E., 1998. The Asian Financial Crisis: The Challenge for Social Policy, International Labour
Organization, Geneva.

Lund, FJ., Srinivas, S., 2000. Learning from experience: A gendered approach to social
protection for workers in the informal economy. International Labour Organization,
Switzerland.

Maloney, W.F., 2004. Informality revisited, World development, Vol. 32, No. 7, pp. 1159-1178.

McGahan, A.M., 2012. Challenges of the informal economy for the field of management,
Academy of Management Perspectives, Vol. 26, No. 3, pp. 12-21.

McGee, J. S., Bassett, L. R., 1976. Vertical Integration Revisited, The Journal of Law & Economics,
Vol. 19, No.1, pp. 17-38.

Moser, C.O., 1978. Informal Sector of Petty Commodity Production: Dualism or Dependence in
Urban Development, World Development Report, Vol. 6, No. 9, pp. 1041-1064.

Moser, C.O., 1984. The Informal Sector Reworked: Viability and Vulnerability in Urban
Development. Regional Development Dialogue, Vol. 5, No. 2, pp. 135-178

Nipon, P., 1991. The Informal Sector in Thailand, The Silent Revolution. (Eds.) A. Chickering

and M. Salahdine. International Center for Economic Growth, San Francisco.

Ordéiiez, ].C.L., 2010. Informal sector, productivity and tax collection, Centro de Investigacion y
Docencia Econémicas, October 2010.

Peattie, L., 1980. Anthropological perspectives on the concepts of dualism, the informal sector,
and marginality in developing urban economies, International Regional Science Review,
Vol. 5, No. 1, pp. 1-31.

Peattie, L., 1987. An idea in good currency and how it grew: The Informal Sector. World
Development, Vol. 15, No. 7, pp. 851-860.

Portes, A., Castells M., Benton L., 1989. The Informal Economy: Studies in Advanced and Less-
developed Countries, John Hopkins University Press, London.

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

Portes, A., Guarnizo, L.E., Haller, W.J., 2002. Transnational entrepreneurs: An alternative form
of immigrant economic adaptation, American sociological review, Vol. 67, No. 2, pp. 278-
298.

Portes, A., Schauffler, R., 1993. Competing perspectives on the Latin American informal sector,
Population and development review, Vol. 19, No. 1, pp. 33-60.

Porto, G.G., 2005. Informal export barriers and poverty, Journal of international Economics, Vol.
66, No. 2, pp. 447-470.

Prahalad, C.K., Hamel G., 1990. The Core Competence of the Corporation, Harvard Business
Review, May/June 1990: 79-91.

Quinn, J.B., 1992. Intelligent enterprise: A knowledge and service-based paradigm for industry,
The Free Press, New York.

Richardson, Harry W., 1984. The role of the informal sector in developing countries: an
overview. Regional Development Dialogue, Vol. 5, No. 2, pp. 3-54.

Schneider, F., 1997. The Shadow Economies of Western Europe, Journal of the Institute of
Economic Affairs, Vol. 17, pp. 42-48.

Schneider, F., 2002. Size and Measurement of the Informal Economy in 110 Countries around the
World,” Rapid Response Unit, World Bank.

Schneider, F., 2005. Shadow economies around the world: what do we really know?, European
Journal of Political Economy, Vol. 21, No. 3, pp. 598-642.

Schneider, F., Enste, D.H., 2000. Shadow Economies: Size, Causes, and Consequences. Journal of
Economic Literature, Vol. 38, pp. 77-114.

Sethuraman, S.V., 1976. The Urban Informal Sector: Concept, Measurement, and Policy.
International Labour Review, Vol. 114, No. 1, pp. 69-81.

Shleifer, A., 1997. The government in transition. European Economic Review, Vol. 41 No. 3, pp.
385-410.

Shleifer, A., Vishny, R., 1993. Corruption, Quarterly Journal of Economics, Vol. 108, pp. 599-618.

Shleifer, A., Vishny R., 1994. Politicians and firms, Quarterly Journal of Economics, Vol. 109,
pp-995-1025.

Shleifer, A., Vishny, R., 1998. The grabbing hand. Harvard University Press.

Smith, A., 1981. The informal economy, Lloyds Bank Annual Review, Vol. 141, pp.45-61.

Spreitzer, G.M., 1997. Toward common ground in defining empowerment”, in Woodman R.-W
and W.A. Pasmore (Ed.), Research in Organizational Change and Development, JAI Press,
Greenwich.

Stewart, T., Ruckdeschel, C., 1998. Intellectual capital: The new wealth of organizations,
Doubleday/Currency, University of Michigan.

Swaminathan, M., 1991. Understanding the informal sector: A survey. Working paper No. 95,
World Institute for Development Economics Research of the United Nations University,
Finland.

Tokman, V., 1992. Beyond Regulation: The Informal Economy in Latin America, Lynne Rienner
Publishers, Boulder, CO.

Turnovsky, S.J., Basher, M.A., 2009. Fiscal policy and the structure of production in a two-sector
developing economy, Journal of Development Economics, Vol. 88, No. 2, pp. 205-216.
Williams, C.C., Round, J., 2007. Beyond negative depictions of informal employment: some

lessons from Moscow, Urban studies, Vol. 44, No. 12, pp. 2321-2338.

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

An enhanced artificial neural network for stock price predications

Jiaxin Ma
Silin Huang
S. H. Kwok
The Hong Kong University of Science and Technology
Hong Kong SAR

Keywords
Artificial Neural Network (ANN), Min-Max Normalization, Iterative Approach, Stock Price
Predication

Abstract

Predicting stock price of a particular stock is a difficult non-linear problem. Artificial Neural
Network (ANN) is a tool to solve this kind of problem and has received much attentions in the field of
financial modeling in recent years. This paper proposes an enhanced ANN for predicting stock prices with
a novel Max-Min normalization method as well as an iterative approach. Our experimental results
confirm that the predication accuracy outperforms other existing ANN predication mechanisms.

1. Introduction

Stock price prediction is one of the most important topics in finance and business.
However, the stock market is highly changeable and unpredictable. Fundamental analysis and
technical analysis are two main schools of approaches trying to solve the problem from different
perspectives. Unlike fundamental analysts who look into the intrinsic implications of the stock
indicators, technical analysts evaluate stocks based on patterns or trends recognized from data
analysis. One of the novel, yet highly discussed techniques is Artificial Neural Network (ANN).
With the ability to solve complex such as nonlinear and stochastic problems with simple
computational operations as well as the self-organizing feature (Daniel Graupe, 2013), ANN is
progressively considered as one appropriate approach for stock price prediction.

Though much work has been done on finding the best configuration of ANN for stock
price forecasting, little attention has been given to data pre-processing and training-testing set
division. This paper aims at proposing an enhanced ANN to improve prediction accuracy by
adopting a new Min-Max normalization method as well as the iterative approach with fewer
inputs. The proposed ANN was tested with stock price data of the Hong Kong and China Gas
Company Limited (0003.HK).

2. Proposed Artificial Neural Network

The objective of the proposed ANN is to predict the closing price of a given stock, and to
modify the existing ANN model to increase the prediction accuracy.

The performance of the ANN model mainly depends on the data processing method,
neural network configuration and network training approach. The proposed ANN is presented
in Table 1.

(1) Data collection

(2) Choose appropriate network architecture and algorithm. Multi-layer perception model trained with
back propagation algorithm was primarily chosen

(3) Determine the data pre-processing (cleaning and normalization) method

(4) Choose appropriate network configuration (number of hidden layers, number of hidden neurons)

(5) Adopt the Iterative approach

(6) Perform the training and testing for each cycle

(7) Choose the network with the smallest MSE results among all the tested cycles

Table 1: Algorithm for the proposed ANN.
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a) Data Collection

The dataset used in this paper is extracted from daily data of the Hong Kong and China
Gas Company Limited (0003.HK), also known as “Towngas”, which is the first public utility in
Hong Kong and currently one of the Hong Kong's largest energy suppliers. As one of the
constituents of the Hang Seng Index (Hang Seng Indexes, 2016), it is considered to be a typical
stock in the Hong Kong stock market, and thus it is more likely that the methodology used for it
can be further applied to other similar stocks in Hong Kong.

The dataset contains the date, opening price, daily highest price, daily lowest price,
closing price, daily transaction volume and adjusted closing price of the stock in every trading
day from 2014-01-01 to 2015-12-31. The data was collected from the website of Yahoo! Finance
(Yahoo! Finance, 2016).

b) Basic Architecture and Algorithm

This paper adopts resilient back propagation for the optimization of neural network
(Anastasiadis, Magoulas & Vrahatis. 2005). The logistic function was chosen for the activation
function and the sum of squared errors was used as the error function. In the training process,
the number of repetitions for training was set to be 5. The maximum step of the training is set to
be 10°

c¢) Data Pre-processing

i.  Cleaning of Incomplete Data

To ensure the overall prediction accuracy, the daily data containing missing entries
should be removed from dataset. The database selected for this research contains daily data with
zero volume possibly because of company’s restructuring operation or other issues. They were
removed from the dataset. After cleaning those incomplete data, there are data of 494 trading
days remaining in the dataset.

ii. =~ Data Normalization

For data normalization, the Max-Min normalization method was adopted to the training
set, and the scaling range of [-1/2, 1/2] was used. The function used is:

_ ") + min (i’
i' — center(i") B i — max(i) > min (i)

' T scale (i  max(i') —min (i)
where i =a normalized value
i' = value to be normalized
max (i') = maximum value of the variable series to be normalized
min (i") = minimum value of the variable series to be normalized
d) Network Configuration
The proposed ANN uses a three-layer multilayer neural network model with one 5-node
input layer, one 5-neuron hidden layer, and a single node output layer as shown in Fig. 1

Inpuat 1: Q.
Inpuat 20 M,

Input 3 L,

- Crutpet: O,
Crutput

Input 4: <, Layver

Iprat 50V,

Input Eliddden
Taver [aver

Figure 1: Neural network configuration with three layers.
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According to the objective of the proposed ANN, the output variable is the closing price
of day i(C;). According to the findings from the literature review, five basic daily stock
parameters were considered as input variables, which are: &;_;: opening price of day (i - 1);
H_;: the highest price of day (i - 1);L;_: the lowest price of day (i - 1); £;_;: closing price of day
(i-1); and V,_;: transaction volume of day (i - 1).

e) Iterative Training Approach

To fully utilize the given data, an iterative training approach is proposed for training.
The length of the training set is fixed to be 474 days, while the length of the testing set is 1 day.
The testing set starts from 2015-12-03. In other words, the closing price for 2015-12-03 is
predicted using the training result of 474 trading days right before it. In the end of 2015-12-03,
when its exact closing price is known, the training set is updated by adding the latest
observation in 2015-12-03 and discarding the oldest one. Thus the new training set for the
prediction of 2015-12-04, is the previous 474 days. For the particular dataset selected for this
paper, the data of the last 20 trading days were to be predicted. The remaining daily data were
used at least once as training data. Before the iterative training process, the series of the input
variables in the training set were normalized. The input data in the testing set were scaled
according to the training set.

3. Experiments
a) Measurement Criteria for Network Performance
The network performance is assessed mainly by prediction accuracy. Each neural
network was first trained for 5 times. In each trial, the mean squared error (MSE) of the de-
normalized predicted closing price was calculated. The prediction accuracy was measured by
the mean and the standard deviation (SD) of the five-trial MSEs.

1 v, 2
MSE = — X Z‘[Ci - C)

where n = the number of the predictions in the testing set
¢, = the de-normalized predicted closing price of day i

€, = the actual closing price of day i

1 1
Mean = —z MSE:J-
m

=1
|

2| X7 (MSE; — Mean)?
SD = |' =
\ m — 1

where m = the number of the training trials
MSE; = the MSE of the trial j

b) Comparison with Existing Model
In our experiments, six different combinations of two commonly used normalization
methods (Max-Min method and Z-score method) with three different scales ([-1/2,1/2], [-1,1],
[0,1]) were tested. The dataset we used was a two-year (2014-03-31 to 2016-03-30) daily data of
Towngas, with the first 95.94% (472 days) being the training set and the last 20 days is the testing
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set. For all the 6 combinations, the network structure of 6 inputs, 1 output with 1 hidden layer
was constructed. Inputs were o;_,, H;_,, L;_,, €;_,, V;_, and 4;_, respectively, where

A;_, represents adjusted closing price of day (i - 1). Output was ;. Different numbers of

nodes (6, 12, 18 or 24) in the hidden layers were tested. For Max-Min method, calculation was

Normalized Training-set Range Center Scale
[-1,1] min(i) + max(i) | max(i) — min(i)
' 2 2
[1/2,1/2] M max(i) - min ()
[0,1] min(i) max(i) - min (i)

Table 2: Max-Min normalization method with three scales (“i” refers to each input variables).
performed according to Table 2.

For Z-score method, raw data was first normalized. After pre-normalization, Max-Min
normalization method was then used to scale the data to the range of [-1/2,1/2], [-1,1] and [0,1]
respectively.

No. imed 1=t Norma_]l;ization g 2nd Normalization
Training-set Range Center Scale Tra;:?lgrf;t R;ge Center Scale
1, 1] l\inial_n S]Z)i of S = [a, b] max(s) . min(s) max(s) > min(s)
[1/2,1/2] Mean | SDof S = [a, b] mings) & max®) | max(s) - min(S)
[o, 1] Mean | SD ot S = [a, b] min(s) max(S) — min(S)

Table 3: Z-score normalization method with three scales.

In each combination, we set 6, 12, 18 and 24 as the number of hidden-layer neurons
respectively and found out the best configuration that gives the best MSE. The result for each
combination is shown in Table 4. In this table, configuration is displyed in the form of “number
of inputs - number of hidden-layer neurons - number of outputs”. For example, 6-12-12-1
represents the network with 6 inputs, 2 hidden layers containing 12 neurons in each hidden
layer and 1 output.

Normalization :;.:D . i ec: Best Mean of 5- SD of 5-trial < ts

Method * Rangge_-se Configuration trial MSEs MSEs ©
Max-Min [-1. 1] 6-6-1 0.17649292 0.01174585

Max-MMin [(1/2.1/2] 6-6-1 0.16306232 0.00273675 1\45];5:
Masc-Main [0, 1] 6-12-1 0.16490424 0.00570716

Z-Score [-1. 1] 6-6-1 0.16628546 0.00930811

Z-Score [-1/2,1/2] 6-6-1 0.16390940 0.00492479

Z-Score [0, 1] 6-6-1 0.16932494 0.00875395

Table 4: Results for different normalization methods and scales.

Table 4 shows that all the 6 combinations perform similarly. However, the Max-Min
normalization with the scale of [-1/2,1/2] gives the best combination of mean and SD of MSEs.
Thus we will adopt the Max-Min normalization with scale of [-1/2,1/2] in our model.

Forecast performance is shown in Table 5 for the same training and testing set using two
methods - without consideration of iteration and the purposed iterative training approach.

Method Window size | Configuration | Mean of 5-trial MSEs | SD of 5-trial MSEs
Without iteration 1day 5-5-1 0.01031 0.0008352
Iterative Approach 1 day 5-5-1 0.00968 0.0008228

Table 5: Forecast performance.
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According to Table 5, it can be concluded that the iterative training approach gives better
prediction results. However, for predicting the same 20 days, the iterative approach takes longer
time.

4. Conclusions and Future Works

This paper proposed an enhanced ANN to predict the closing price of a stock in the
Hong Kong stock market. Prediction of the stock closing price of the next day was modeled
using a three-layer neural network trained with back propagation function. The paper enhanced
existing neural network models to increase the prediction accuracy. The major contribution of
this paper is to advance the normalization method and the training approach. For data
normalization, the Max-Min normalization method was adopted and the scaling range were
proposed to be [-1/2, 1/2]. For the training process, this paper proposed the iterative training
approach, which limits the testing set length to be 1 day and kept updating the given data
information while training the network. To compare with the existing model and to assess the
prediction performance of the proposed model, empirical implementation was conducted on the
stock of the Hong Kong and China Gas Company Limited (0003.HK). The mean and standard
deviation of the MSEs obtained from the 5-trial trainings in every pair of comparison were used
to measure and analyze the model performance. The empirical results show that the proposed
ANN performs better with a higher level of prediction accuracy. A possible explanation for this
is that the proposed normalization method keeps the distribution of the original data unchanged
after scaling, and that the relatively small scaling interval contains both positive and negative
values, which could make the data information more sensitive for prediction. And the iterative
training approach also ensures that network training can make full use of the latest updated
data information to provide more accurate prediction results. In conclusion, the application of
the proposed model to the prediction the stock’s closing price of the selected database has
demonstrated its potential to be used in other stocks in Hong Kong stock markets. It will play a
supportive role in helping investors make decisions in the stock market to achieve better
prediction.

Since stock price is sensitive to many factors, five basic input variables used in the
proposed model might not provide enough information for prediction. For future studies, we
will introduce more input variables and figure out a better combination of the input sets.
Potential input variables may include technical indicators, such as SMA (simple moving
average), EMA (exponential moving average), MACD (moving average convergence), etc.
Fundamental indicators like exchange rate and price per annual earning might be considered as
well.
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Abstract

Access to loans is one of the most important areas of focus by many development practitioners for
reducing the existing gender gap in access to productive resources. Microfinance Institutions which target
females as key clients were promoted for their lending approaches which avoid previous discriminatory
practices that excluded women in the financial system. The current study examines the role of
Duterimbere MFI of Rwanda in promoting equality in access to microcredit between female and male
borrowers.

The results of the study are generated by analyzing quantitative data collected from 244 females
and 94 males using the questionnaire and qualitative data collected from focus group discussions and
interviews with key informants. The study findings revealed that Duterimbere has been able to adapt its
requirements to the specific needs of poor women. A significant number of poor women have been able to
join the MFI through group solidarity, a method that has upgraded their borrowing capacity to the level of
getting individual loans on equal basis as male peers. This study recommends further research that should
g0 beyond access to loan and consider the dynamics of power relations about utilization of the loan
received by female and male borrowers.

1. Introduction

Microfinance institutions (MFIs) have been introduced in 1970s by development partners
as a strategy of promoting economic development through equal access to productive resources.
These MFIs were given mandate to provide small loans to the poor who were previously
excluded from the financial system by commercial banks. By having access to microcredit,
beneficiaries of microfinance were believed to actively participate in the development of their
localities through entrepreneurship, increased income and bargaining power in social and
political matters (Maes and Foose, 2006).

Gender gap in financial access: Despites this enthusiasm of financial inclusion for both
women and men, global empirical research documented that women’s access to finance is
relatively low compared to men (Triki and Faye, 2013). These researchers have shown that in
Africa 4 out of 5 women lack access to an account at a formal financial institution, compared to
only 1 man out of 4. This gender gap in financial access is worse in rural areas where women
receive only one tenth of the credit given to small farmers and less than 1% of total credit to
agriculture. This low status of women results from discriminatory practices that limit their
ability to have access to available financial services such as compulsorily collateral as most
women are less likely to own assets than men (DFID, 2013).

Elimination of gender discrimination: For promoting gender equality in financial
access, Boros, Murray and Sisto (2002) supported the intervention of female-targeting MFIs that
focus more on gender concerns and women’s specific needs in financial matters as the majority

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

of previous Microfinance programs had gender neutral policies and targeted women for the
high repayment rate and poverty alleviation arguments. The pledge to support women’s access
to finance is central to international development initiatives such as the launch of the Global
Partnership for Financial Inclusion (GPFI) by G20 leaders and their commitment to finance over
200,000 SMEs with at least £5 billion of which 25% of loans should be given to women-headed
SMEs (DFID, 2013). African leaders have also decided to take into account women’s specific
needs in access to finance in the Post 2015 Development Agenda (Report of the African Union
Assembly, 2015).

Gender focused Policy interventions: The government of Rwanda also made
commitments of promoting women’s economic capacity through increased access to finance in a
number of development initiatives articulated in different documents namely the Vision 2020,
the National Poverty Reduction Strategy Paper and the Decentralization Policy of Rwanda, the
overall objective of the National Gender Policy of 2004 (Dejene, 2008). In this regards, the
government supported the creation of female- focused microfinance programs whose focus was
to serve at least 70% of female clients in their financial services (The National Microfinance
Implementation Strategy, 2007). However, despite these initiatives of tailoring financial and
non-financial services that match with the specific needs of women, little is known about the
extent to which women benefit from the available microcredit programs (Dejene, 2008; Mayoux,
2005; Cheston and Kuhn, 2002; Mayoux and Hartl, 2009). Moreover, little research has focused
on the contribution of the MFIs that target women as their primary beneficiaries in reducing the
existing gender gap in financial services. This paper addressed this gap by comparing the
ability of women and men to have access to microcredit and non-financial services provided by
Duterimbere, as one of the female-targeting MFIs that operate in Rwanda. The key research
questions addressed during the study included:

a) How do female-targeting MFIs take into account the specific needs of poor women and men
in their requirements of accessing to loan?

b) How do women and men access to loan and non-financial services offered by female-
targeting MFIs?

2. Literature review

For promoting equal access to microcredit, Gender sensitive MFIs should avoid
replicating credit terms developed by other institutions from different contexts, sometimes on
gender neutral context with little or no consultation of borrowers. Instead, they should revise
their lending methodologies to fit with the business capacities of their clients (Mayoux, 2002;
Mayoux and Hartl, 2009). Some of the most pervasive requirements in question include physical
collateral requirement, loan amounts which are too small compared to women’s business need,
compulsory signature of the male guarantor of women’s loans, short loan repayment terms that
do not match with the productivity plan of the borrowers, and interest rates that are too high
(DFDI, 2013).

Adjustment of the collateral requirement: Female-targeting credit programs have a
mandate of designing flexible collateral alternatives to better serve poor clients and women in
particular (Triki and Faye, 2013).The dominant type of women flexible collateral is the social
collateral or group loans whereby women organize themselves into group and members are
jointly responsible for the repayment of each other’s loans (Boros et al., 2002). Other substitutes
of the formal collateral that were developed by female focused MFIs include movable collateral
or unconventional collateral such as jewelry and household utensils, warehouse receipts,
accumulated savings and micro-leasing loans (Triki and Faye, 2013). From their empirical
research on women'’s access to finance in Yemen, Burjorjee and Jennings (2008) argued that these

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

women-friendly collaterals have been efficient in promoting women’s opportunity to start up or
expand their own businesses when they couldn’t get such support elsewhere.

Cost of serving poor and rural clients: The interest rates charged by MFIs have been
critiqued as being much higher than commercial lending rates, the reason being that MFIs want
to offset the cost of serving poor and rural clients (Burjorjee and Jennings, 2008). According to
Mayoux and Hartl (2009),the interest rate should be much higher than the cost of service
provision for ensuring the sustainability of the MFI. However, these authors also suggest that
MFIs must set lower interest rates than the interest charged by money lenders for promoting
easy access to their services. Mitra(2009) recommended an interest rate of 15 percent per year as
appropriate and sufficient to cover the cost of lending operations in MFls. He considered MFIs
that charge an interest rate that exceeds 15 percent per year as the MFIs that left the micro-credit
area and joined the loan-shark area.

Size of loan and women’s needs: Concerning the loan size, it was generally argued that
women’s needs are related to smaller loans offered on group basis as they can’t afford to meet
the requirements and conditions of accessing larger individual loans (Haq and Safavian, 2013).
But this was found to be true only for the initial stage and for poor women (Mayoux, 2005;
Goetz and Gupta 1996). There are some women who have business projects necessitating larger
loan amounts like men, but face numerous challenges in accessing such loans (GPFI and IFC,
2011). To avoid this risk of discriminating against women accessing to larger loan by
ghettoizing them in small loans, Gendered Microfinance Institutions were required to initiate
loan graduation programs for facilitating women to undertake more profitable activities
(Mayoux, 2005)

Provision of non-financial services: The measure of tackling traditional barriers to loan
access was found to be part of the solution of improving women’s economic capacity, as poor
women need more than access to money. In general, low-income women lack educational and
financial skills and this limits their ability to access of the financial system (Driemeier, 2013).
That is why non-financial services including financial competency training and business
development are needed to enhance women’s competency in financial management (UNCDF,
2011). This approach of lending known as “credit plus” or “maximalist lending approach” is in
line with the comprehensive approach to poverty alleviation of Hickson(1999), which assumes
that very poor clients are basically incapable of running small businesses and hence unable to
use financial services before receiving any training from capacity-building programs.

Customer care in service delivery: Staff attitude in dealing with female and male clients
has been viewed as one factor that helps the clients to benefit from the available financial
services and avoid becoming over-indebted as staff aim at providing adequate information and
helping the clients to understand and muster the working conditions of the MFI (Hartl and
Mayoux, 2009). Due to the importance of good customer relations, Ledgerwood and White
(2006) proposed to incorporate customer care into the objective and philosophy of the MFI and
to give it priority in staff training. Another priority issue in promoting good customer relations
is the recruitment of female staff, particularly among loan officers of the MFIs. Female loan
officers help to deal with different forms of gender stereotypes that female clients face in their
relationship with some male loan officers who consider women less entrepreneurial than men
(Triki and Faye, 2013). The importance of recruiting female staff is not limited to retaining
female clients but also extends to financial benefits. A global study on 339 microbanks in 73
countries revealed that female leadership is positively related to micro bank performance as a
result of MFI's female market orientation (Strem, D'Espallier and Mersland, 2010).

In addition to promoting female staff, previous researchers such as Barros, Murray, and
Sisto (2002), Murray (2005), Mayoux and Hartl (2009) suggested that gender sensitive training
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must be offered to all staff as both female and male staff may be insensitive to gender issues.
Gender training help to change the mindset and attitude of the staff in the ways they view and
treat both female and male clients (Murray, 2005). Staff members should be aware of gender
differences that exist amongst their clients and be able to understand the consequences of such
differences in empowering poor clients in their daily activities (Murray, 2005).

3. Study methodology

This study used structured questionnaire to collect data from male and female
beneficiaries of microcredit services offered by Duterimbere MFI. The questionnaire was made
up by two different sections. The first section employed a Likert-type scale in which respondents
were given a choice of answers that were assigned an ordinal value. This first section provided
information relating to the lending approach that takes into account the specific needs of poor
women and men in accessing loans. The second section of the questionnaire contained a set of
responses that focused on a certain themes and each respondent was asked to indicate his or her
choice. This concerned mainly the information regarding the loan amount taken by the
respondents and whether the respondents have received any training from Duterimbere MFI.
The answers of the questionnaire produced quantitative data that were presented and
interpreted in frequency tables and charts. Z-test helped to test whether there was a significant
difference on the loan amount obtained by male and female borrowers. This research used also
qualitative data that were collected from interviews with key informants selected from the staff
of Duterimbere MFI, and Focus Group discussions with some respondents selected from those
who have enough experience in the lending program. Qualitative data were collected verbally
and recorded through a voice recorder and transcribed later as text. To select respondents, three
techniques were combined: stratified sampling, quota sampling and simple random sampling.
As a gender sensitive research, sampling that uses multiple techniques was very important for
obtaining a sample that is representative of the target population by respecting both
geographical and sex specific characteristics for all the groups concerned by the study. This
sampling strategy came up with 99 male and 253 female respondents but only 94 males and 244
females gave the answers that were used in this research. The response rate of this research was
96% which is sufficient to allow generalization to the whole population as it was greater than the
average response rate of 80 percent for most social research surveys as noted by Bryman (2008).

4. Study findings
4.1 Taking into account specific needs of poor women and men in the requirements of
accessing to loan

This study used the questionnaire to collect information related the provision of loan
services. Respondents were asked to give their views on how they value different services using
a five-point Likert-scale where 1 signified strongly disagree, 2 disagree, 3 indifferent, 4 agree,
and 5 indicated strongly agree. The views of respondents are presented in table 1 below:

Table 1: Opinions of respondents about the flexibility of the requirements of accessing to
loan

Z;i;vi:n ditions nts 3:22;522 Disagree |Indifferent |Agree ggrzzgly Total
The interest rate charged is|% within males 1.1 3.2 12.8 56.4  |26.6 100.0
affordable % within females  |0.0 41 19.7 467 |295 100.0
Maximum loan amount is|% within males 1.1 6.4 34.0 457  |12.8 100.0
convenient % within females 2.0 94 32.8 385 |17.2 100.0
The collateral requirement|% within males 1.1 3.2 8.5 36.2 511 100.0
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is flexible % within females 0.4 2.5 12.7 340 |50.4 100.0
The repayment plan is|% within males 21 3.2 9.6 436 |41.5 100.0
appropriate % within females  |1.2 5.7 13.1 393|406 100.0
The staffs care about the|% within males 0.0 0.0 3.2 415 [55.3 100.0
clients of the MFI % within females  |0.0 0.0 2.5 365 |61.1 100.0

Source: Primary data, 2014
4.1.1 Interest rate

Duterimbere MFI charges a fixed interest rate of 2% per month on group loans and 15%
per year on individual loans. The majority of respondents accepted that the interest rate charged
by Duterimbere MFI is affordable. 56.4 percent of male and 46.7 percent of female respondents
“agreed” with the affordability of the interest rate while 26.6 percent of male respondents and
29.5 percent of female respondents “strongly agreed” with the affordability of the interest rate of
the MFI. Similarly, in the focus group discussions, female and male respondents who were
members of other financial institutions revealed that they are happy with the interest rate
charged by Duterimbere MFI. One man of Muhanga branch said that he was charged an interest
rate of 16 % on an individual loan in Goshen Finance before joining Duterimbere MFI. Likewise,
one woman from Kigali branch said that the interest rate of 2 per month is common on group
loans in different MFI by giving reference to COOPEDU (Cooperative d’Epargne et de Credit
Duterimbere) and Inking Microfinance. Despite the dominance of a positive appreciation, some
respondents (12.8 percent of male and 19.7 percent female respondents) had an indifferent
opinion. Some men who were present in the focus group discussion in Kigali branch said that
they do not like fixed interest approach used by Duterimbere MFI as the total interest paid
through this approach is much higher than the interest paid through declining balance approach
mostly used by commercial banks. These two approaches of calculating interest differ from the
principal amount on which the interest rate is applied. In fixed interest approach, monthly
installments are calculated on the original loan amount given to the borrower for the whole the
term of the loan. But in declining balance approach, monthly installments are calculated on the
remaining loan balances.

4.1.2 Maximum loan amount given

The maximum loan amount given by Duterimbere depends on the type of the loan
requested by the borrower. For group solidarities, every group member is eligible to a
maximum loan of 500,000 Rwf while individual loans depend on the collateral given by the
borrower and the viability of his or her business project. Overall, the maximum loan amount
given to individual borrowers is fixed at 20,000,000 Rwf ( 24,800US$; exchange rate, 1
US$=806.4 Rwf).

The findings of this research have shown that the majority of female and male
respondents were happy with the maximum loan amount given by Duterimbere MFI. Among
them, there are 45.7 percent of male respondents and 38.5 percent of female respondents who
revealed that they “agree” with the statement that the loan amount given by Duterimbere MFI is
convenient and 12.8 percent and 17.2 percent of male and female respondents respectively who
said that they “strongly agree” with the same statement. Likewise, participant of the focus group
discussion have shown a positive attitude on the loan amount. One woman said:”“We know that
the maximum loan amount is 20,000,000 Rwf. But who can have access to that amount among us?
Everyone puts on the size of the shoe that fits his or her foot, to mean that everyone takes the loan that
matches with the size of his/her business and his/her capacity to repay it (Female participant, women
FGD, Nyagatare branch) ”
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Despite this positive attitude of the majority of respondents, there is a significant
percentage of respondents (34 percent of male respondents and 32.8 percent who were
indifferent about the maximum loan amount given). On this concern, the management of
Duterimbere MFI revealed that there are some clients who want to get a loan amount that
exceeds 500,000 Rfw per borrower on group basis. However the institution cannot offer such
amount in order to avoid transferring a huge burden of non-repayment to other group
members. On this point he said that: “A loan amount that exceeds 500,000 Rwf must be covered by the
collateral as a safety of the borrowed amount” (Male key informant, Musanze branch).

4.1.3 Flexibility of the collateral requirement

The findings of this study revealed that the majority of respondents were satisfied with

the collateral requirements of Duterimbere MFI. 51.1 percent of males 50.4 percent of females
indicated that they strongly agree with flexibility of the collateral requirement while 36.2 percent
of male respondents and 34.4 percent of respondents indicated that they “agree” with the
flexibility of the collateral requirement of Duterimbere MFI. In agreement with this, one key
informant mentioned that:”Duterimbere MFI has a strategy of relaxing the collateral requirement by
developing a variety of loan products that favors every person who is morally credible to get access to
microcredit services even in the absence of asset to offer for mortgage. I can give an example of 2 types of
loan products that can be easily afforded by poor people without prior assets. One is group loan which is
based on social collateral; another is micro-leasing loan where the clients give the leasing material itself as
a guarantee (Female key informant, Muhanga branch). This was also confirmed by one female
participant of the focus group discussion who said that: ‘For the moment, Duterimbere has made life
easier for poor entrepreneurs who were constrained by the problem of collateral. The MFI doesn’t require
much for group loans. We only sign an agreement that every member is responsible for the non-repayment
of other group members (Female participant, women FGD, Nyagatare branch).
The only problem that was reported by female participants in their focus group discussion was
related to the requirement of the signature of a guarantor. One woman said: “When I was
applying for the loan for the 1st time, my husband refused to sign on my loan agreement by saying that 1
will not be able to manage my business and hence fail repay the loan and leave the burden of repayment to
him. Fortunately, as I was applying for a group loan, there was a possibility to replace his signature by
any signature of a family member. When I explained the challenge I faced to my parents, they have
accepted that my mother can be a guarantor for my loan. I finally got the loan, did my business and
completed the repayment. When I was about to apply for the loan for the 21 time, my husband accepted to
sign on my loan application as he has seen that I have the capacity to manage the repayment of the loan
and obtain additional profits.” (Female participant, women FGD, Musanze branch).

Whereas some female clients have seen the signature of their husband as challenge for
their access to loan, the management of DUTERIMBERE MFI has a different opinion on this
point: “The signature of the spouse (either male or female) is an indication of a prior consent among
family members about the decision to take the loan, which promotes better utilization of the loan and limits
defaulting loans”.(Female key informant, Kigali head quarter office). Female borrowers also
support this point of view. One woman who was in the focus group discussion of Rubavu
branch said that: “I remember one day, my husband has taken a loan from Duterimbere MFI to buy a
taxi moto. At that time, I was informed because I signed on his loan agreement. After only two months,
my husband got sick. As I knew that our house which was given as collateral will be sold if the loan is not
repaid, 1 was obliged to work hard in order to repay the loan. I decided to start a business of mobile forex
here at the border of the Republic of Congo and Rwanda. I was even given a name of “Gatara” by my
colleagues meaning “light” because of working until late in the evening. I was able to repay the loan and
secured the welfare of my family” (Female participant, women FGD Rubavu branch).
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4.1.4 Convenience of the repayment plan

The findings of this study established that most respondents were happy with the
repayment plan of Duterimbere MFI which is monthly for individual and group loans that are
given for various business activities and semi-annual repayment plan for group loans that
invested in agricultural projects. 43.6 percent of male and 39.3 percent of female respondents
“agreed” with the statement that the repayment plan fits with the profitability of their
businesses while 41.5 percent of male and 40.6 percent of female respondents indicated that they
“strongly agree” with the convenience of the repayment plan. Female respondents who were
members of other group lending mechanisms such as Urwego Opportunity Bank and Vision
Finance argued that they have decided to join Duterimbere MFI due to better repayment
conditions (1 month repayment period in Durerimbere compared to 2 weeks repayment period
offered by other MFIs). They also revealed that Duterimbere MFI has a particularity on group
loans invested in agriculture projects where borrowers are asked to pay when their harvests are
ready. One female participant said: “The maximum duration for agriculture loans is one year but the
repayment is made in two installments of six months. As most crops that are grown in this region are
harvested after 4 months, this repayment plan is convenient for being able to get profit and pay back the
loan without delay” (Female participant, women FGD, Rubavu branch).

4.1.5 Good customer care in the provision of financial services

The study findings revealed that almost all female and male respondents said that the
care provided by the staff of Duterimbere MFI was pleasing. 55.3 percent of males and 61.1
percent of females evaluated the customer care of the staffs of the MFI with “strongly agree”
while additional respondents (41.5 percent of males and 36.5 percent of females) have chosen
“agree” likert scale on the customer care statement. Similarly, the information collected through
focus group discussions confirmed that the clients of Duterimbere are well received by all the
staff irrespective of their position. One participant said that: “In Duterimbere MFI, there is no
discrimination, all clients whether rich or poor, rural or urban, woman or man are given equal treatment.
Whenever you ask information or assistance, it is given on time” (Female participant, women focus
group discussion, Muhanga branch).

Some of the strategies that help the MFI to promote good customer relations are the
recruitment of both sexes in different positions, and gender training offered to all staff members.
The Director General of the MFI told the researcher that good customer care starts with gender
disaggregated data in staffing whereby the MFI makes sure that there is equal numbers of
females and males in all the positions of the MFIL. He said that: “WWe managed to achieve 50% of
females in all the positions of the MFI but our target is to go beyond this percentage in some positions like
credit officers and cashiers due to the predominance of female clients in our MF1.” (Male key informant,
Kigali headquarter office). However, Duterimbere MFI recognizes that equal number of females
and males in staffing is not sufficient to ensure that all staff members take into account gender-
based differences that affect the provision of financial services. The MFI offers gender training to
all its staff for enhancing their understanding and commitment to gender issues in service
delivery. It was said by one key informant that: “All staff members are trained to be flexible while
dealing with female and male clients. We specifically focus on being polite and attentive to the specific
needs of women and men in their daily activities. They must ensure that individual client receive enough
information and any support needed to enable her/him to easily have access to available services”(Female
key informant, Kigali headquarter).

4.2 Access to non-financial services

Duterimbere design and offer non-financial services in addition to its core activity of
providing loans, for enabling its clients to utilize the loan more efficiently and effectively. Table
2 below shows the number of respondents who were trained:
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Table 2: Provision of training in Duterimbere MFI * Sex of respondents Cross-tabulation

Sex of respondents
Male Female Total
Have you received any Yes Count 21 119 130
training from Percentage 223%  [48.8% 38.5%
Duterimbere MFI
No Count 73 125 208
Percentage 77.7% 51.2% 61.5%
Total Count 94 244 338
Percentage 100.0% 100.0% 100.0%

Source: Field research, 2014

Table 2 shows that 48.8 percent of female respondents were trained while only 22.3
percent of male respondents received training in Duterimbere MFI. Due to limited funds,
Duterimbere MFI prioritizes members of solidarity groups as the most vulnerable category. The
coordinator of the lending program said that they have put in place a training program for
empowering their clients with SMEs” management skills namely how to make a business plan,
how to keep the records of their activities, how to evaluate and decide on a profitable
investment activity, how to respect the repayment plan among others. She also explained that in
each and every session of the training, gender equality and women’s rights issues are discussed
in order to promote self-confidence of women and better gender relations within the household
as fundamental components of women’s empowerment. The importance of training offered by
Duterimbere MFI was reflected in the focus group discussion of women held at Muhanga
branch where it was noted that business training helped women to expand and diversify their
businesses. One woman said that:“I make a local wine known as Kanovera from Pineaple . I was used
to sell my wine to neighbors from home. When I was trained by Duterimbere MFI, I got new skills on how
I can expand my business. In those trainings, I was also able to meet other entrepreneurs who do the
business of food and beer processing and were able to exchange experiences and share the market
opportunities. My market has now expanded to other cities such as Huye, Nyanza and Ruhango. In the
nearest future, I plan even to go to Kigali” .(Female participant, women FGD, Muhanga branch).
Men also acknowledge the importance of the training on their businesses. One man said: “I
joined Duterimbere MFI with the purpose of taking the loan for expanding my cattle project. I had 3 local
cows by that time; When I attended training on modern livestock farming methods, I was able to
understand the benefits of modern cattle particularly the quantity of milk got on daily basis. That training
helped me to get out from traditional biases that modern cattle are weak. I was also able to know where 1
can get veterinary services for additional advices. I decided to shift from traditional to modern cattle. I see
that the earnings from my project are increasing.” (Male participant, men FGD, Nyagatare branch).

4.3 Loan amount taken by female and male clients
Figure 1: Latest loan amount obtained in Duterimbere MFI
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Figure 1 above shows that the loan amount that is in the range of <500,000 Rwf
dominates other ranges of loan amount taken by respondents. It also shows that females
comprise the majority of the borrowers in this group of small loans as 43 percent of female
respondents took a loan that is <500,000 Rwf while only 19.1 percent of male respondents fall in
this category. For serving this group of people who don’t have guarantees for accessing larger
loan amounts, Duterimbere MFI designed a collateral-free group loan product that is offered to
solidarity groups. For reaching its objective of serving more women on group solidarity,
Duterimbere MFI has a requirement of having at least 2/3 of female members in every group.
This helped many women to borrow small loan amounts that match with the need of their small
businesses. In support of that, one woman said: Duterimbere koko ni ‘Igicumbi cy’iterambere
ry’umugore’ to mean that Duterimbere is really a cornerstone for the development of a woman. Before I
know Duterimbere, I could not even dream about loan even though I had a need. You can ask me why?
Collateral problem......I believe that if there was no alternative of having access to loan though solidarity
groups, some of us could stay outside the financial sector. I thank Duterimbere for thinking about
vulnerable women”(Female participant, women FGD, Nyagatare branch).

Figure 1 also shows that men dominate women in accessing loan amount exceeding
500,000 Rwandan Francs. For instance, 17 percent of male respondents vs 9 percent of female
respondents obtained a loan amount that was in the range of “500,001 to 1,000,000 Rwf”, 30.9
percent of male respondents vs 26.6 percent of female respondents took a loan that was in the
range of”1,000,001 to 3,000,000 Rwf” and 28.7 percent of male respondents against 16 percent of
female respondents obtained a loan that was in the range of “3,000,001 and 5,000,000 Rfw.

4.4 Gender difference or gender equality in access to loan services?

The above difference in loan amount obtained by female and male respondents
motivated the research to compute the mean of loan amounts obtained by female and male
respondents. The results obtained are presented in table 3 below:

Table 3: Loan amount taken by female and male respondents

Sex of respondents Mean N Std. Deviation
Male 2,404,787 94 1872926.368
Female 2,067,868 244 2346862.621
Total 2,161,568 338 2227638.548

Source: primary data, 2014
For checking whether statistical analysis support or contest this claim of difference in
loan amount obtained by female and male borrowers, the researcher tested for difference in
sample means using z test.
Z test was chosen due to the following reasons (Bluman, 2009):
e The samples were independent of each other
e The populations from which the samples were obtained were normally distributed as both sample
sizes were greater than 30 according to the central limit theorem
e The true variances of the population were unknown but the sample variances were known
(X =Ko)=(py =)
=, 52,
|Si.lfn1+ Szr;nz
-
Steps followed for testing the hypotheses

The test statisticis £ =
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a) Data
52 = 1,872,926.368 ny =9 X, =2,404,787
s2= 2,346,862.621 n, =244 X,=2,067,868
% =05
b) Hypotheses
Ho:uy £ 1, w4 represents the mean of loan amounts given to men
H.:uy >y, (Claim) lL, represents the mean of loan amounts given to women

c) Appropriate test statistic: one tailed test as the assumption is that the mean of the loan amounts
obtained by men is greater than the mean of the loan amounts obtained by women
d) Decision rule: With ® = .05, the critical value for one-tailed test is +1.64, we reject H, if z > +1.64
e) Calculation of the test statistic
(X, —X,)—(uy - (2,404,787 —2,067,868) —0 335,519
y — i (a—pz) (2,404, ,067,868) _ . — 138

Is2, +s2 ((1872.526.368)7 , +(2.346,862.621)% 244725.13
| ,H'nl ,Hrnz {5g {244
.\J

f) Make decision: do not reject the null hypothesis at &« = 0.05, since z=1.38 1.64

5

g) Interpretation of the result: There is not enough evidence to support the claim that loan amounts
obtained by men are greater than loan amounts obtained by women. This implies that Duterimbere
MFI was able to promote gender equality in access to loan services

In agreement with this finding, the credit officer of Duterimbere MFI Kigali-Nyarugenge
city market confirmed that women can get access to larger loans like their male counterparts.
She even revealed that the highest loan that was given in her branch is 15,000,000 Rwf which
was obtained by a woman to finance her project of growing and selling mushrooms.

The findings of this study established that for most women, the opportunity to have
access to larger loans is made possible by their ability to prevail in the lending operations for
graduating their businesses and their borrowing capacities: “I joined Duterimbere MFI when group
members were given 50,000 Rwf per person and it was in 1998. From that time, I still member. I took
many loans on group basis and gradually shifted to individual loan. For the moment (2014), I have a loan
of 5,000,000 Frw”(Female participant, Women FGD, Kigali branch). This point of view was also
supported by one loan officer who said that: “Provision of small loan amounts is a worthwhile
intervention for poor women particularly for those who live in the rural areas. At our branch, the majority
of women who are taking loan on individual basis have started on group basis. A loan amount of 500,000
Ruwf or less that was given to an individual woman within the group helped them to start or support their
small business, remain and being familiar with lending operations and in the long run accumulate enough
profits for buying an asset that can be used as collateral for individual loan” (Female key informant,
Muhanga Branch).

5. Discussion and conclusion

The findings of this study revealed that Duterimbere MFI played a significant role of
promoting gender equality in financial access, mainly by adjusting some of the rigid
requirements that limit women’s opportunity to loan services. The majority of respondents
evaluated the interest rate as being affordable; the maximum loan amount has been accepted as
convenient, some respondents revealed that they could not even request the half of the
maximum ceiling. The collateral requirement of Duterimbere MFI has been revised to include
loan products that are given to clients who could not get access to physical collateral. The
repayment plan of Duterimbere MFI takes into account the productive cycles of the investment
activities in which the loans of the clients are invested. According to Mayoux (2005), female-
targeting MFIs are supposed to adjust financial services such as interest rates, repayment
schedules, application procedures, loan size, and so on to better address women’s needs, achieve
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gender equality and women’s empowerment. Similarly, Gobzie(2010) noted that the strategy of
promoting equal access to microcredit requires particular attention in the design of financial
services. His proposition was that MFIs should concentrate their efforts in simplifying the
procedures by staying away from burdensome appraisal processes and other rigid conditions
that are compulsory in conservative banks. This coincides also with the suggestion of the
Women World Bank (2003) that MFI should design flexible loan amounts and repayment
schedules to match the income flows and repayment capacity of the borrowers. In addition to
these measures of improving access to financial services, Boros, Murray and Sisto (2002) stated
that the process of empowerment requires complementary services such as skills trainings for
improving technical and management skills of micro-entrepreneurs. That is why the strategy of
relaxing the conditions of accessing loan services of Duterimbere MFI has been combined with
the provision of non-financial services for enhancing women'’s experience in loan services.

The study findings revealed that inclusive lending approaches of Duterimbere MFI,
promoted equal access to microcredit. Group loans have been an entry point in the lending
programs for many women who could not meet the collateral requirement. Therefore, women’s
increased experience in the lending programs helped them to upgrade their borrowing capacity
and get individual loans on an equal footing to the men. Gupta and Goetz (1996) established that
progressive lending enabled women to graduate from group loan to individual loan due to
increased experience of managing their businesses and mastering credit procedures of the MFI.

For tackling gender discrimination in loan provision, Duterimbere MFI designed
collateral-free loan products such as group loans that meet the need of low income women and
leasing loans that respond to the specific need of poor men of having their own
motorcycles/automobiles that they use for earning an income in transport services. Moreover,
the MFI requires all the clients, women and men, to get the signature of their spouses on their
loan contracts for promoting prior consent and better utilization of the loan. Provision of gender
training to all staff is also a strategy used by the MFI for promoting the custom of not
differentiating the clients in service delivery.

6. Future research agenda

This study left a room for further researches that should take into account the
relationship between access to loan services and the process of women’s empowerment. It was
noted by Longwe(1994) that equality of access to the factors of production including microcredit
is at the lower level of gender equality and women’s empowerment. This limitation proposes to
carry out a forward research on how women invest their loans and how they control their
investment activities and the resulting profits.
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Abstract

This study refers to the research model of Batenburg (2008) which defined procurement functions
to six maturity dimensions; strategy, processes, control, organization, information, e-Technology as the
starting point and indicates twenty two items to support capability maturity measurement which is called
“Procurement Competitive Capability Maturity”(PCCM). This model is used for a company to assess
current practices of procurement function and perceives the level of its capabilities. The data collection is
from a survey of fifty-two selected procurement organizations in Southeast Asia (SEA) countries; from
Thailand, Vietnam, Philippines, Indonesia, Malaysia and Singapore. The objective of this study is to
demonstrate the significant value of industry type, size of spending and centralized/decentralized
procurement that affect procurement capability maturity. The results show that the industry has no
relation to the capability maturity; the size of procurement spend has a positive relation to the capability
maturity; and the centralized procurement has higher capability maturity than the decentralized.
Moreover, this study extends the knowledge of e-Procurement and digital context to leverage procurement
processes and visible procurement integration in an organization and across the supply chain.

1. Introduction

Procurement is defined as “All activities that are required in order to get the
product/service from the supplier to its final destination” (Well Van Weele,2004). Procurement
refers to a process in which organizations establish agreements for the acquisition of goods or
services (contracting) or purchase of goods or services in exchange of payment (purchasing)
(Robinson et al, 2010, Rolstadas et al, (2011). Spend on average at least one third of the budget on
acquiring goods and services (Segev et al, 1998),therefore procurement has a key role of cost
saving in an organization. Procurement is an important strategic function rather than as an
operational function (Peter Kraljic,1983). Procurement attempted to transform to a strategic
function and leverage technology to drive a greater value and make differentiation of suppliers.
Today’s technology provides a new channel for procurement to achieve its objectives and be
more efficient in managing transactions and processes. According to the internet technology,
ithas migrated procurement from paper based to e-Procurement processes; sourcing of buyers
and sellers, a digital catalogue of products, online bidding, ordering, payments, goods
dispatching notices, logistics and supply chain management (Thomson & Singh, 2001).

In 2015, the establishment of four pillars of ASEAN Economic Community
(AEC),creating a single market and production base, increasing competitiveness, promoting
equitable economic development, and integrating into the global economy
(http:/ /aseanup.com/benefits-asean-economic-community-aec). This leads to an increased
number of competitors, strengthens relativity of competitors, increases level of demand and
supply, and eases the competitors into the market. The consequence is that procurement
functions may struggle with the negotiation of low cost contracts and a broader of strategic role
in the competitive environment. This requires procurement to find a new/different approach of
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purchasing products and services to ensure that the company receives the best value for their
money. Capable procurement should provide value not only for internal functions, but also for
external functions of suppliers and customers. Moreover, organizations must have
comprehensive visibility into supply chain performance to maximize competitive advantage
(Croom and Johnson, 2003). With the fast growing technological needs, procurement functions
have to adapt them properly in order to improve communications, collaboration, analytic
reports, and applications along P2P processes. It is therefore essential to explore the factors
which determine the relationship perspective to the capability maturity and how to improve the
performance in the functions in order to extend procurement value in the supply chain.

The outline for this paper is to introduce the background and to theoretically follow with
research questions and the research model. Subsequently, the outline will present the results of
significant relationships of industry, size of procurement spend, and centralized/ decentralized
procurement that influences the capability maturity in procurement organization. Then the last
session proposes the conclusion, contributions, limitations, and directions for the future
research.

2. Theory and Research model
2.1Procurement Maturity

Procurement maturity is viewed as a broad and aggregated concept of organization
structures, strategies, supplier relationships, internal processes and systems (Van Weele, 2010).
Maturity of procurement is referred to “the level of professionalism in the purchasing function”
(Rozemeijer et al., 2003).Maturity levels indicate an organization’s current (or desirable)
capabilities in regards to a specific class of entities (Rosemann and de Bruin, 2005). Maturity
models are commonly applied to assess the as-is situation, to derive and prioritize improvement
measures, and to control progress (Iversen et al., 1999) also to establish auditable, cumulative
stages which require the order from purchasing function to achieve a greater level of
sophistication, typically from a process orientation through to a strategic value-based
contribution (Rozemeijer et al., 2003; Schiele and McCue, 2006).

In this study the Procurement Competitive Capability Maturity (PCCM) framework is
applied for as-is assessments where the current capabilities of organization can be assessed with
the respect to the given criteria. In this model, there is an initial stage of procurement capability
building a foundation to a final stage of excellence. The indicative of capability maturity in each
stage shows in the Table 1as below;

Foundation - siage J Established - siage 2 Leading — stage 3 Excellence — sicge &
i Success of the capabilities Procurement knowledge is Procurement functions work |Practice knowledge is very

%’3 depends on certain performed, but lacks of as cross functional team high and leads to

specialist cross-functional team competitive advantage

MNo measurement and Foundation capabilities Operating models and skills |Processes are analyzed
oo
] performance adjustment with business processes, alignment to practice are optimized and adjusted to
,ﬁ_’ methods and projects are zeeded changes in market
= becoming more formalized requirement systematically
- A the basic lewel with A process for conducting Business process Procurement goal's, metrics
2F [phone and fax considered basic sourcing events likely |capabilities are integrated are part of the daily life and
E the primary tools via emails with spreadsheet |with blend of methods, become visibility across the
o tools and technologies enterprise
= Cuality and cost of efforts Basic spend analysis likely Proper spend analysis Benchmarking and leading
‘z-:: are not predictable at all spreadsheet basis using business intelligence |practice are continuously
E times across business units, used to identify
= regions improvement potential
R Seldom perform supplier Perform supplier Supplier networks Supplier networks
= performance on paper basis |assessment for risk, integrated into the sourcing |integrated into the sourcing
5 performance capability solutions to improve solutions to improve
= likely managed via company supplier base company supplier base
= |Basic technology and Basic technology and E-procurement used to Integrated source to pay
% platform components are in | platform components are in  |reduce paper, Po and (52F) into cloud online via
:E__ place, store record in paper place, likely on premise ERP |invoices to a bare minimum  |web browser
= |base solution
[

Table 1: Four stages of Procurement Competitive Capability Maturity (PCCM)
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2.2 e-Procurement

e-Procurement is a comprehensive approach using electronic tools to manage
procurement activities and streamline process efficiency between organization and its suppliers.
e-Procurement is defined as using internet technology in the purchasing process excluding old
applications like ordering by telephone or by fax (De Boer, 2002). The use of information
technology in the procurement process (Abu-Elsamen, Chakraborty, & Warren, 2010: Garrido,
Gutierrez, & Jose, 2008; Gunasekaran & Ngai, 2008). e-Procurement helps a company to reduce
business costs (Gunasekaran & Ngai, 2008), to reduce purchasing time (Lefebvre, Elia, &Boeck,
2005)to streamline purchasing processes (Teo, Lin, & Lai, 2009). In addition, it enables “just in
time” strategy, streamlining of the supply chain by removal of inefficient intermediaries, better
access to information and transparency and removal of market barriers like time difference and
geography (Leonard and Cochran, 2003). Moreover, it creates a higher profile for supply
management and boots its visibility to top management (Presutti, 2003).

A properly implemented e-Procurement system will connect company and business
processes directly with suppliers while managing all interactions between them (Giner et al.,
2011). Since the late 1990’s, the rise of e-business and new opportunities related to procurement:
e-Procurement, spend management, outsourcing, joint product design, and more (Lacioneé&
Smith & Oliva 2000). Incrementally improving technology utilization for automation will
increase in cost savings of sourcing from 3.2 % to 7.4% (Aberdeen Group, Spend Analysis, page
16, August 2007). As companies go forward in 2020, Procure-to-Pay (P2P), sourcing, contract
management and other automation engines will be de rigueur; they will be integrated up and
down supply chains, fully adopted, providing full transparency and real-time insight (Vision
2020, October 2013).

2.3 Research Model

This study develops "Procurement Competitive Capability Maturity "model as shown in
Figure 1. The model is applied to assess the current capabilities in procurement organization
referred to Table 2.

Budget & ﬂ’oh’cy&l’roc,
Func. plan Strategy
S;sitie;ls\}or égﬁ gt;aiten'c
sourcing assessment & sourci(f):g\
&contract S training &tran. roy ———
Automa.ted .. 7/ Compliance to
transaction Organization Policy&Proc.

Web app. —
supplier —

collaboration E-Technology Process Ethic, bus.
Conduct, Fair
Procurement

Competitive Capability

o Maturity L
Supplier . Sourcing
segmentation Monltorlng Strategy devel.
S Strategy
L. Supplier P —
S;gsslﬁfmrﬁtk @ Information Constract Prioritize &
Mgnt & sourcing target
— — ~ Send centralized
. en
Supplier Report P . _
@ tracking, KPI analysis,saving Perform
target -
sourcing

=

] —— steps
Sustainable Cleansing Naming L
development Master data, conventsion
auth.access master data

Figure 1: PCCM model with the indicators of capability maturity in each dimension
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Level of procurement capability maturity (score from 1-4)

Dimensions Foundation1 | Established 2 Leading 3 Excellence 4

Organization

Process

Strategy

Tndustey Type

Information

Size gf Spending
Centvalized Decentralized

Monitoring

e-Technology

Table 2: PCCM framework with the levels of procurement capability maturity
The focus group is procurement organizations in Southeast Asia which include Thailand,
Philippines, Vietnam, Indonesia, Singapore and Malaysia. Score is given by perceptions of the
respondents from an online survey. Table 3 shows the aspects of PCCM model and criteria for
measurement.

Dimension Measurement
1Organization What is your skills and operating model to drive leading process in procurement
2Process How is your procurement in line with the process
3 Stratezy What is your performance in strategic procurement
4 Information What is your visibility in spend analysis and key performance
5 Monitor How good is your supplier management
6 e-Technology How good is your deployment and adoption of technology

Table 3: Criteria for measurement in PCCM model
This is an empirical study and adopts a quantitative approach which draws inferences
from the findings on relationships of capability maturity/performance and independent
variables; industry type, size of spending, centralized/decentralized procurement.
Result of assessment shows the capabilities of procurement function in addition to
benchmarking with the others. As a result, it will be beneficial for a procurement organization to
use as a guideline to formulate an effective in procurement process, strategy and organization.

3. Research questions
3.1 Problem statement:

Today there is a highly competitive and rapidly changing technological environment;
therefore, only businesses that are responsive, adaptable and flexible will thrive. Consequently,
it is necessary for a company to enable procurement agility due to its involvement in the
majority of the spending activities and cost savings for the company. Thus the study is
interested in procurement function and attempts to explore significantly the value of industry,
size of spend and centralized/decentralized procurement that influences capability maturity,
including a dynamic view of procurement maturity. Additionally, there is no research
framework that applies-Procurement systems to the digital context along a supply chain.

Our research questions:

RQ1: Is there a significant relationship between capability maturity and industry type?

RQ2: Is there a significant relationship between capability maturity and size of procurement
spend?
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RQ3: Is there a significant relationship between capability —maturity and
centralized /decentralized procurement?

In this study centralized procurement(regional) is defined as the control in policy &
procedure, purchasing & sourcing by a central/regional team, but allows procurement functions
in a local country for flexibility to find products and suppliers that best match to their needs;
Decentralized procurement(local) is defined as the control policy & procedure, purchasing &
sourcing performed by its own entity/country.

4. Data Collection
4.1 Data Analysis:

The reliability of measurement scales are determined by analysis of internal consistency
and Cronbach's coefficient alpha (a) test. The threshold value of coefficient alpha 0.70 or above is
sufficient for a measure to be acceptable (Nunnally,].C.,, 1978). In this study, Cronbach’s
coefficient alpha (a) =.95 which exceeds the minimum threshold value.

Data collection is from anon line survey with the follow up interview of fifty two
companies consisting of twenty two questions related to capability maturity of procurement.
Each question was scored on a four-point scale with Foundation = 1, Established=2, Leading
and=3,and Excellence=4. The indicative in each capability maturity refers to Table 1. High score
means high capability maturity. This study infers high maturity is high performance from the
finding of “A positive relation of procurement maturity and performance” (Batenburg and
Versendaal, 2008).

Variables:
Dependent variables the determinant of capability maturity in procurement function.
Independent variable is the explore determinant of industry type, size of spend and
centralized / decentralized procurement that affect to capability maturity in procurement.

Table 4 shows the data profile of this study by industry type, size of spend (in million $
US) and procurement strategy of centralization and decentralization.

Industry type Procurement Spend $ Procurement Strategy
<50 50 -200 > 200 Centralized Decentralized
Manufacturing 4 4 5 4 9
Consumer Products 4 4 5 7 6
Retails 4 4 5 8 5
Foodé&Beverage 4 4 5 8 5
Total 16 16 20 27 25
Table 4:Data profile

5. Results
From the study the result of significant value as is shown below
R1: Procurement capability maturity is not significantly different by industry
R2: Procurement capability maturity is significantly different by procurement spend
R3: Procurement capability maturity is significantly different by procurement
centralized / decentralized structure

In summary, procurement capability maturity has no relation to the industry type, but it
depends on size of spend and centralization/decentralization of procurement structure. Thus
this study has furthered the investigation of the relation of procurement spend and
centralized/ decentralized structure to the capability maturity in a procurement organization
with regardless of the industry.
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Figure 2showsthat the larger spending has a higher capability maturity/ performance in
all dimensions than the smaller spending. The average score on the e-Technology has the least
score compared to other dimensions.

Organization
40

e-Technobbgy Process
Monitoring Strategy
information
—e— 2550 mil. =S50 200 mil. 4= 5200 mil.

Figure 2:Compare and benchmark by procurement spend
Figure 3 shows that centralized procurement (Regional) has a higher capability
maturity/ performance than decentralized procurement (Local) in all dimensions of capability
maturity. Also e-Technology has the least score compared to other dimensions.

Crganization
40

1 e

e-Technology o Process
&

Montoring * stratemy
)
Information
—m— Centralized &— Decentralized
Figure 3: Compare and benchmark by centralized/decentralized procurement

Table 5 shows the average score in each of the six dimensions of capability maturity,
with the assumption that each dimension has equal weight. The highest score is the process 3.26,
monitoring and e-Technology is 2.88, 2.61 respectively. It concludes that procurement functions
mainly develop on the process dimension. E-Procurement systems only support for the
operational transaction, not for sourcing activities along with P2P process. In addition, there are
the possible areas for improvement in the region.

Mean
COrganization 291
Process 26
Strategy 3.00
Information 311
Monitoring 288
e-Technology 261

Table 5: The mean score of procurement capability maturity
Table 6shows the average capability maturity score detailed in six dimensions. This
represents the capability maturity status of procurement functions in this region.
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Drimension Item Ihlean 5D
Organization: 29, 0.70
Crperating Budget & Functional Flan 313 0.66

Policies and Procedures & Strategy 265 0.95

Strategic Sourcing & Transactional role 287 0.99

Skill Aszeszment & Training 298 111

Process: 3.26 0.70
Compliance to Policies and Procedures 315 0.67

Ethics, Bus. Conduct & Fair Competition 3.37 0.93

Strategy: 3.00 0.78
Sourcing Strategy Developed 296 1.0

Prioritized and Sourcing Targets 288 1.08

Contracts Management & Centrally store 313 1m

Perform Sourcing steps 3.02 1.08

Information: in 0.85
Spend Analysis, Savings lever & Benefit targets 283 1.13

Report Tracking Performance and EFT's 3.29 0.91

Cleaning Master Diata & Authorization Access il 1.02

IMaming Convention of material master 3.10 1.09

Mlonitoring: 288 0.75
Supplier Performance Evaluation 310 0.91

Supplisr Qualification/ Assessment 3.23 0.67

Supplier Segmentation 244 1.09

Supplier Risk Assezsment 252 1.20

Sustainabkle Development with supplier 310 0.93

E-Technology: 261 1.08
Automated transacton 2.50 1.26

Systems for Sourcing Activities & Contract 290 1.07

Web Application for Supplisr Collaboration 242 132

Table 6: Shows the detail scores in each capability maturity of six dimensions
The study has extended the knowledge of PCCM model with the digital technology.
“Procurement Digital Framework” (PDK) is defined and depicted as shown in Figure 4.1t shows
the six dimensions of PCCM, Procure to Pay (P2P), e-Procurement systems and digital context in
a framework in order to leverage procurement processes and visible procurement integration in
an organization and across the supply chain.

~ NN NN A NN N,

it N e X N 1 N N
P2P Process Source Requisition Order Receipt Pay
/ 3
Perform Pr(])zc);e:eul:en " éﬁ;l;ii Payment to Strate
Strategic Sourcing Transaction Relationships Supplier &
6
Systems & Platform
g
=
<] . w
E e-Sourcing e-Transaction e-Content e-Payment H]
< g3
@) w o
3 5 § g
.i Data and Information Management T
]
5 3
A Analytics Mobile Social
1 Report Enablement Collaboration 2
4

Figure 4: Procurement Digital Framework (PDK), depicted with six dimensions of PCCM
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Digital technology will help procurement increase communication, collaboration,
analytic reports, and engagement using a spectrum of tools along P2P process from planning
and sourcing to contract negotiations, order delivery, payment, and supplier management.
Digitalization will support procurement organization and its capabilities to the new
opportunities for globalization and new challenges to speed up communications and close up
the network. In addition, layout an IT architecture strategy and e-Procurement platform will
specify procurement processes, organization structure and a road map for procurement
function.

6. Discussion and Conclusions

In this study we applied the six dimensions of procurement maturity (Batenburg, 2008),
strategy, processes, control, organization, information and e-Technology and defined twenty
two determinants of procurement capability maturity. This model is called “Procurement
Competitive Capability Maturity” (PCCM).

The PCCM enables procurement functions to visualize their capability maturity stage
and be able to point out the missing capabilities in order to reach the higher level of capability
maturity and balance them in its organization. This study selected fifty two procurement
organizations in Southeast Asia as the target group. The approach of the study is applicable only
in four business categories; manufacturing, consumer products, retails, and others. More
industries and case studies should help in determining of the validity of PCCM.

From the study we found that procurement capability maturity has no relation to the
industry, but it is dependent on the size of procurement spend and centralization/
decentralization structure in the procurement function. The larger spend and centralized
procurement has a positive relation to the capability maturity. In addition, the need to
encourage companies which have an opportunity on a larger-scale and optional for procurement
structure to extend vision of the capability maturity and leverage it in order to gain the benefit in
the complex and dynamic environment in this region.

With e-Procurement solutions, internet technology makes the purchasing activities more
efficient and cost effective for a business to reduce the transaction costs, making better decisions,
minimizing order cycles, improved relationship with suppliers and increase their value of
customer service. A good e-Procurement system will support the interaction of suppliers in a
network globally not an individually. This will lead to the sustainability for collaboration and
relationships with a supplier in the supply chain. PCCM will help management to assess and
benchmark procurement functions across the company for balanced capability maturity in order
to improve value in the organization. In addition, if procurement standardizes the ordering
process it will increase compliance which reduces the confusion and misinterpretation.

Based on the results of this study, it has been realized that there are many opportunities
for procurement functions to drive additional value into their organizations and enhance value
in the procurement model with the proper technology implementation. Moving to the digital
strategy companies must be able to identify and evaluate its own capabilities in order to build a
solid foundation.

Procurement should become a strategic know-how about suppliers and an expertise
about the goods and services that are procured and gain the value from today’s competitive
market. Capable procurement organizations can provide the value not only for the internal, but
also external to suppliers and customers. People, organization and systems will increasingly
connect to a network through the digital technology to benefit the entire group.

Moreover, the positive significance of the capability maturity is strategic leaders who
have a lower cost of growth, greater business flexibility, increased market certainty and a
significant competitive advantage. The importance of CPO collaboration and the Supply Chain

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

Director is to articulate the tangible benefits of embedding procurement into the business
planning and direction making processes, and bringing spend under contract, auditing and
monitoring progress, reducing costs and making better use of systems and technology.

The challenge for the further study is how to influence the business to improve the
existing process and transform their organization to the desired maturity stage. Future research
should aim at a larger number of the organizations and extend the study group in diverse
industries. And it is possible to apply Kraljic’s Portfolio matrix by the product categories and
procurement segmentation to capability maturity with respective of IT technology. The
centralization and decentralization procurement organizations have been an on-going
discussion for several decades to understand and manage it. The future study may extend the
model to indicate the applicable of e-Procurement in this area.
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Abstract

Currently is the main factor driving the world economy is creation of new values through the
products and services innovations in the area of technology. Yet the modern market poses a new challenge.
This new challenge is “the Creativity” which is the corner stone of economic strategy based on products
and process innovation — which are so desired in the modern economy. “Creative Subjects” with their
creativity are capable of finding all new solutions in order to improve the services offered in the particular
sector in the scope of design, products’ traceability, reference of identity and special values, individual
fulfillment etc. In this way creativity is helping to increase versatility of products and companies’
competitiveness in turn stimulating the economic growth.

Taking into account the above statements one needs to notice that technological development on
its own is not enough to create original concepts of economic growth that would meet the demands of
individuals regarding the material and non-material needs. Therefore, it is important to conduct the
analysis of the role of the cultural sector and creative industries for the future development of the national
economies. For this analysis to be useful one needs to reflect upon the reaction of the creative sector and
the creative industries to the economic crisis in the years 2008-2012.

Research methods used are: scientific analysis of the literature, comparative analysis, synthesis
and generalization, graphical visualization.

Introduction

Design and the creative business are today two of the biggest development potentials of
Europe. In the “post-industrial” era of economy the culture sector and the creative industries are
becoming as important as the automotive or drilling sector. The competitiveness in the future
will be highly dependent on the development of the culture sector and creative industries where
creativeness is the key competitive element. In the twenty-first century the biggest success will
be achieved by these economies and societies that will be creative” (Polish Ministry of Culture,
National Development Strategy for the years 2004-2013, p.13). Policy aimed at supporting
creativity should include both the people and the industry ability to be creative, since creativity
is not only restricted to the traditional world of art, but also stimulates various sectors of
economy.

For this reason, it is important to analyze the role of the culture sector and creative
industries for the future development of national economies. However, for this analysis to be
useful it is needed to reflect upon the reaction of the creative sector and the creative industries to
the economic crisis in the years 2008-2012.

1. What exactly are the sector of culture and the creative industries

Enterprises compiling various branches of creative industries co-create the new sector of
economy dubbed creative industries. The effect of the creative industries are products and
services of intellectual, artistic and scientific nature. Individual creative work is dominant as
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well as team cooperation connected with research and development and artistic and cultural
actions (Klasik 2009, p. 31-32).

Creative industries are connected with such notions as: culture industry and creativity.
The works of T. Adorno and M. Horkheimer published in 1947 are considered to be the
beginning of the research on culture and creative industries issues. They have introduced the
difference between the “mass culture” and “culture industry” (Adorno, Horkheimer 2002, s.
242.). The first, in the view of Adorno is the culture that spontaneously arises from the masses
(Adorno 1999, p. 13), the modern version of the folk art. Whereas when writing about the culture
industry Adorno wrote: the culture industry differs massively from [mass culture]. It sums the old
habits into new quality. In all the branches the products are steadily overshadowed more or less by the
measure of the mass consumption and to a large extent define this consumption themselves. The core
value of the culture industries - according to the canonical definition of Adorno - is imposing on
the receivers (consumers) sameness standards of culture goods perception and unanimous
evaluation system of esthetic values. (Adorno 1999, s. 14).

As result, the notion of culture industry was now being used in reference to such
industries in which the culture goods and services are produced and copied in industrial way.
Such industries are the radio and television, book or photography. When adopting such an
approach the significance of the industrial infrastructure is highlighted, where the state, the
organizational structure and the management highly influence the type and the offer range of
hereupon mentioned industries. This led to the situation where the culture elements are
differentiated not because of their culture-creating character, but rather because of the character
of the end products (goods and services) manufactured with engagement of human creativity
(Kotylak, Michalowska, Danielak, 2015).

So what exactly is the culture and the creative industries sector? The answer is difficult to
define as unambiguous, therefore for the purposes of this article a notion formulated by the
British Department for Culture Media and Sport (DCMS?) shall be adopted from the report on
the sector of culture and creative industries.In this report “those industries which have their
origin in individual creativity, skill and talent which have a potential for job and wealth creation
through the generation and exploitation of intellectual property”. DCMS list 11 creative sectors
including: architecture, film, video, photography, fashion, music and performance art, software,
computer games, electronic publications, press and books; radio; advertisements; artistic
craftsmanship, art and antiques; Applied arts (design); television. Also the classification of
UNCTAD? is similar to the one above, here four sectors constitute the culture and creative
industries: heritage, art, media and utility project.

2. Economical paradigm of culture sector and creative industries

For many decades of the twentieth century it was thought that the economical and
culture and art sectors exclude each other. Today however they converge in so many points that
we can start considering a new economic model in which the functioning of art and culture
sectors can tell us a lot about the functioning of the economy itself. Many examples of such
convergence can be found. One of each is the fall of the Bretton Woods system. Not by accident
it converged together with an unprecedented scale of increase in price paintings in the world
market that was mainly reached through speculations. Hence the formal sophistication of the
culture and art shows its resemblance with formal sophistication of the financial market tools
based on the tools and algorithms containing all the signs of creativity.

IDCMS Investing in creative industries - a guide for local authorities, UK Government, Department of Culture, Media
and Sport (DCMS), London 2009
2UNTCAD - United Nations Conference on Trade and Development
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Modern artists and artist that grew to the business model presented in concepts by R.
Floryda (Floryda, 2005) resemble more managers of well prospering enterprises rather than
romantic artist not interested in wealth of everyday life. However, the convergence of both
sectors i.e. sector of culture and art as well as the sector of economy is mutual. This is the result
of second side of post-Frodism work which more and more resembles the work of an artist.
Corporate motivation model includes ethics, according to which the employee is to define and
develop himself in the constant process of development and devotion to his/her work, which is
to be for him/her a true area of creative actions. So the division between the time of work and
rest is fading away, seemingly the division between the school, factory, enterprise and
university.

In addition, the model of economy and art convergence can be well observed in the
economic phenomenon described in the literature under the notion culture sector and creative
industries. According to the theories of Richard Florida on the creation and functioning of the
creative class,it is assumed that the social and economy panacea for the economy slowdown or
stagnation of particular cities, regions or whole countries is the creative sector that is becoming
the main element in theoretical and political disputes regarding the factual influences on the
economy. The ideological discussion on the creativity and creative industries is focused on the
market value of products and services’ profitability of the culture sector and creative industries.
This overshadows the commercial mechanism of “creative” actions.

So the starting point is somewhat forgotten heritage of the first Frankfurter school and
also the Marxism notion of real subsumption which today can be used as theoretical tool for
analysis of the economic paradigm. Paradigm defined as cognitive capitalism states that
additional value is produced first of all in the area of production of knowledge, information,
nonmaterial goods and services. Of the same opinion are John Roberts and Francis Mc Gimsey
(Roberts, Mc Gimsey, 2011), that focus on analysis of the anthropological aspect of the cognitive
capitalism stating that for the purpose of producing value, all of the human capabilities have
been employed including the language and communicative nature of the human. This leads to
posting a renewed issue of the work alienation and work time so called “post-workerism” in
other words a category of nonmaterial work.

Expansion of the cognitive work based on creation of new productive relationships
between the capital and work force as a complete process forces for revaluation of such notions
as productive forces and capital forces and also for the notions of specific and abstract work. The
philosophical reinterpretation of these core categories was conducted by Matteo Pasquinelli
(Pasquinelli, 2008). Pasquinelli, while creating a structure between the mechanical ontology of
Deleuze'a and Guattariego (Deleuz, Guattari, 2009) and the Marxism critique of economics,
denoted it as common intellect. Common intellect by Marks is the knowledge accumulated in
the capital. Today, however the common intellect is not only the property of machines but it is
ascribed to the societies of humans communicating with each other of an undefined network
size. Analysis deriving from these categories turns out to be really interesting, for instance, when
analysing the economics value being the core-driving-element of the culture sector and creative
industries.

So the modern economy reality in the sector of culture and creative industries is the
world in which the social creativeness is being freed from the abstract shackles of the capital and
the work. This work is driven by profit towards the use of the “creative” potential in order to
focus the needs of today’s society. This builds the ground for the culture sector and creative
industries to have a direct and stronger effect on the economy. But is this really happening?
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3. Culture sector and creative industries as a measure of influence they have on economy
during the crisis

The enterprises from the sector of creative industries with the income in the amount of
535.9 billion in the year 2012 generated 4.2% of the European GDP. This sector took the third
place for the employment value after the construction industry and service enterprises
connected with gastronomy including bars and restaurants. Picture no. 1 shows the amount of
income of the creative industries sector in Europe in 2012.
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Figure 1. Creative industries sector income in Europe in 2012
Source: Creating growth. Measuring cultural and creative markets in the EU. Ernst & Young
Global Limited, Paris 2014, p. 10.

More than 7 million of Europeans were directly or indirectly employed in the enterprises
from the creative industries sector, which constituted 3.3% of the EU active working population.
Sectors of performance art (1 234 500), visual arts (1 231 500) and music (1 168 00) employ over 1
million people each, following advertisement (818 thousand), press market (646 thousand) and
film (641 thousand). Picture no.2 illustrates detailed division of employment in the creative
industries sector in Europe in 2012.
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Figure 2. Employment in the creative industries sector in Europe in 2012 (in thousands)
Source: Creating growth. Measuring cultural and creative markets in the EU. Ernst & Young Global

Limited, Paris 2014, s. 10.

The data from the departments of Statistical Classification of Economic Activities in the
European Community can be used to perform a sectoral analysis within the cultural sector and
in the sector of creative industries for the period of economic crisis.

In 2009 when the worldwide economic crisis was clearly visible the total employment in
the above listed five departments in the UE in 2009 was estimated for 3.6 million people that
constituted around 1.7% of the total employment in the EU in that year. The highest
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employment in the creative sectors of the total employment was noted in the Nordic countries
and the lowest in Portugal and Rumania. When considering the employment structure in the
creative sectors in The European Union from the gender perspective it must be stated that
participation of women in the creative employment was higher than in the total employment.
The employers of the creative sectors are well educated. In all the countries EU-27 the
participation of the employed in the creative sectors, having the higher education greatly
exceeded the participation of these people in the total employment. For the whole European
Union, the total difference was 24 percentage points.

A common characteristic of the creative sectors in Europe is the common presence of
non-standard forms of employment and work time. In some countries (Italy, Netherlands,
Ireland and Austria) the self-employed together with the supporting family members
constituted over 30% of the employment in the creative sectors, whereas in the total employment
the percentage was much lower. The employment for temporal time is much more common in
the creative sector than in the total of employments among others in France, Denmark, Slovenia
and Belgium and less common in Poland, Netherlands and Italy.

In Most of Europe the part-time employment is much more common in the creative
sector than in the total of employments; for EU-27 it is respectively 25% and 19%. Also another
common unifier in the creative sector is the frequent work from home approach and the work
simultaneously for several employers.

One needs to underline that in 2009 the five creative sectors discussed, provided
employment in the whole UE-27 only to two-thirds of the employees employed in the
professions of the core creativity (group of specialists from culture and art). There were however
significant differences in particular countries: whereas in Belgium and Sweden the creative
sectors employed less than half of representatives of the 245 professions, in Poland, Estonia,
Lithuania and Slovenia it was around 80%. This points how greatly can the scale of employment
in the creative sector be misevaluated. Due to the lack of access to comparative aggregated data
on the adequate level the analysis is restricted only to the sector data and neglects the
representative of the creative class working outside the sectors considered as creative.

The creative sector connects then the art, culture and new technological solutions with
business enterprise. Taking the above into consideration in the first part of the economic
evaluation the role the culture sector and creative industries had on economy in the context of
the economic crisis, one needs to mention the parameters that constitute the base for comparison
in the area of employment level in the sector and the participation of that said sector in the GDP
of particular country at the time of the economic crisis breakout. Table no.1 presents the amount
and the percentages input of the creative and culture industries in the development of the
economies of the European Union countries in 2008.

Table no.1 Input of the creative and culture industries in the development of EU economies
in 2008.

0
Citizenshi /o C e Turnover in | %
participation c e Value added
p number | . 2008 participation
No. | Country in the total | |, . . to the
[thousands (in millions | in the total
number of | . GDP[%]
1 . . in Euro) turnover
citizenships
1 Great Britain 60975 12,14 132 632 24,522 3,0
2 Italy 59 418 11,83 84 559 15,634 2,3
3 France 63 753 12,69 79 424 14,684 3,4
4 Spain 46 157 9,19 61 333 11,340 2,3
5 Netherlands 16 418 3,27 33372 6,170 2,7
6 Belgium 10 584 2,11 22174 4,100 2,6
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7 Sweden 9196 1,83 18 155 3,357 2,4
8 Norwegian 4769 0,95 14 841 2,744 3,2
9 Austria 8 348 1,66 14 503 2,681 1,8
10 Germany 82 060 16,34 12 606 2,331 2,5
11 Finland 5313 1,06 10 677 1,974 3,1
12 Denmark 5484 1,09 10111 1,869 3,1
13 Ireland 4422 0,88 6922 1,280 1,7
14 Greece 11 216 2,23 6 875 1,271 1,0
15 Portugal 10 677 2,13 6 358 1,175 1,4
16 Poland 38 139 7,59 6 235 1,153 1,2
17 Czech 10 425 5577 2,3

Republic 2,08 1,031
18 Hungary 9931 1,98 4 066 0,752 1,2
19 Slovenia 5455 1,09 2493 0,461 2,0
20 Romania 22 245 4,43 2205 0,408 1,4
21 Slovakia 2 039 0,41 1771 0,327 2,2
22 Bulgaria 6 262 1,25 884 0,163 1,2
23 Lithuania 3350 0,67 759 0,140 1,7
24 Luxemburg 474 0,09 673 0,124 0,6
25 Estonia 1307 0,26 612 0,113 2,4
26 Latvia 2261 0,45 508 0,094 1,8
27 Cyprus 796 0,16 318 0,059 0,8
28 Island 319 0,06 212 0,039 0,7
29 Malta 403 0,08 23 0,004 0,2

TOTAL: 502 196 TOTAL: 540 878 AVERAGE: |20

Source: own study on the base of: Creative Economy Report, ONZ 2010

When analyzing the changes in the employment in the whole economy of that European
Union one can notice, that beside the year 2011, in which a slight improvement was observable,
since 2008 till 2013 the employment declined (by total of 2.8%)

The biggest reduction in employment in the economy took place between the years 2008
and 2009, when the decreases was nearly by 2%. When considering the above, the change in the
volume of the employed in the five creative divisions in total was better and it was different for
various sectors of analyzed industries. The biggest decline was noted from year to year in 2011
when 1% of working assets in the five creative industries vanished in comparison to the
previous year. Year 2012 brought about a significant improvement of the number of employed
in the creative sectors, increase in employment by 0.4% in 2008 and in 2011 by 1.8%

The worst results when considering the dynamics of employment had the press industry
as in 2012 78 thousand less people worked there compared to 2008. It is difficult to evaluate how
much this phenomenon had to do with the restructuring of the business due to the way the
industry functions in the era of electronic media development and the changes in the way the
media are consumed and how much it had to do with the decrease in demand for the goods of
the higher sort due to the economic crisis. The other four industries of the creative sector were
doing quite well - beside the industry 91 (libraries, archives, museums, other cultural
businesses) - and the employment between the years 2008 and 2012 grew. During that time in
the creative business connected with culture and entertainment the employment grew by 35
thousand more working people and in the business including the production of multimedia it
grew by almost 22 thousand more working people.

When considering the broadcasting industry and the employment numbers one need to
be cautious. Its great result in the years 2008-2012 (increase of the working by 12.3%) was mainly
caused by a sudden increase in employment in 2009. After that the industry was doing worse
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(2.5% less employed in 2012 in comparison to 2009) than the total economy (0.9% decrease
during the same period).

In order to accurately show the role that the culture sector and creative industries played
at the time of the economy crisis, detailed data is presented in pictures 3,4,5 regarding the
employment, participation in the GDP and in the export. The data concerns the period discussed
above and is relevant for the culture sector and creative industries in relation to averaged values
from other sectors for the whole economy. For the comparison purpose Great Britain economy

was used.
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Figure 3. Change in creative employment indexed to 1997 = 100
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Figure 5. Changes in Exports of Services indexed to 2009 = 100
Source, ONS Methodology Estimates and ONS Annual Population Survey. DCMS Creative
Industries Economic Estimates 2015 Statistical Release, London 2015, p. 27.

Looking at the statistical data, a visible growth in the number of employed in the culture
sector and in the creative industries is visible after 2008 in UK. At the same time also the number
of job offers has increased. This can indicate that a large number of people, that have lost their
job in the respective fields of economy such as automotive or banking, took the initiative to
create own businesses based on their individual element of creativity. The increased number of
employed people together with the increase of businesses active in the culture sector and
creative industries caused nearly 20-point increase in the gross added value(GVA) in the
analyzed period that, is in the years 2008-2012. At the same time the export of products of
culture sector and creative industries in Great Britain was almost 16% higher than the average
value of export of products from other parts of the economy.

One can state that the presented data confirms the adopted thesis about the significant
role of the culture sector and creative industries have on the European economy during the crisis
in the 2008-2012.

Recapitulation

Conducted analysis of the changes in employment in professions and creative business
of culture sector and creative industries show that creative sectors - especially production of
multimedia contents and business connected with culture and entertainment - have the distinct
potential to create work places, also in the time of recession or economy slowdown.
Nevertheless, in order to use the potential of creating work places, during the time of coming
out of the economy downturn, one needs to understand the uniqueness of how this sector
functions and hence the dangers it brings.

First of all, the culture sector and creative industries suffer constant deficiency in access
to development capital. Industries with large participation of the public sector are greatly
dependent on the condition of the national budgets, hence their development is strongly
connected with the macroeconomic situation of the given country. For the private entrepreneurs
the low evaluation of the potential growth of the industry by the financial institutions effectively
hinders the chance to obtain a credit. Another obstacle that can stop the development is the
sector policy and legal regulations at the central level.

Full use of economy’s creative potential requires cooperation of departments: Ministry of
Culture and National Heritage, Ministry of Sport and Tourism, Ministry of Science and Higher
Education, Ministry of Regional Development and others. Programs that are being realized

www.ijbed.org A Journal of the Academy of Business and Retail Management (ABRM)



International Journal of Business and Economic Development Vol. 4 Number 3 November 2016

within the scope of one area may not be enough, and cross department disputes in
interdisciplinary projects my hinder their realization and deployment of needed legal
regulations. The market of creative economy cannot be perceived only through the scope of
demand. Insufficient supply in highly qualified workers may be as well a serious blocker for
development. What is more, this risk cannot be mitigated in short term as the requirements for
these industries are quite specific.

A large part of creative professions require form the employee untrainable element of
talent and individual born predispositions, that need to be aligned with hard skills and specific
knowledge, for example, in the film industry, media, programing industry, architecture or
journalisms. The last issue that requires significant improvement is the introduction of
commonly accepted legal solutions regarding the intellectual rights upon which many industries
basses their business model.

However, from the presented data it is clear that at the current state of the world
economy there is no turning back from the creativity as the main element giving the advantage
and the culture sector and the creative industries are the main “actors in this play”.
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Abstract

Saudi Arabia is one of the wealthiest nations per capita in the world, as well as an economic power
through its possession of a large share of global oil resources. This study has been carried out to identify
the benefits, which are likely to be enjoyed by Saudi Arabia after its accession into World Trade
Organization. A total of 15 entrepreneurs completed questionnaires, which were designed on the basis of
Likert scale. In order to analyze the outcomes, a descriptive statistics technique has been applied after data
collection from the respondents. Most of the participants consider Saudi Arabia’s joining the World Trade
Organization as a beneficial decision for the Saudi market. This accession is advantageous as it helps to
enhance the marketing and investment opportunities, as a consequence of which the economy of Saudi
Arabia flourishes and the population rises. The marketing techniques are required to be established and
adopted to manufacture high-quality products. The study outcomes are helpful for the policymakers and
Saudi companies as it emphasizes the production of high-quality products, as well as the importance of
implementing the strategies for more effective marketing of their products in the local market.

1. Introduction

To benefit from the opportunities of trade and perceived globalization, the Kingdom of
Saudi Arabia (KSA) has made a strategic decision to join the World Trade Organization (WTO).
The influence of global liaison has been observed to reach far beyond the openness of mere
markets as well as introducing the measures of international competition. For the majority of the
service and manufactured goods, Saudi Arabia is one of the largest markets in the world
(Ramady and Mansour, 2006). The Saudi companies enjoy real opportunities to enter into an
effective partnership with international companies, due to the joining of the KSA in World Trade
Organization (WTO), in order to take advantage of their accumulative experience in trans-
borders economy. In fact, there are different challenges that may confront small and medium
companies, as a result of the joining of the KSA in WTO. This necessitates that these companies
embark upon structural changes, enabling them to stand in the face of the competition from
huge companies. Furthermore, marketing is considered as one of the most significant activities
that will be affected by the joining of the KSA in World Trade Organization. The reason is that
there are a number of matters that may weaken the capabilities and strengths of the marketing
department or section to stand effectively, competitively and defiantly before the foreign
products (Aldhomour, 2004). Saudi Arabia is skillful enough at using its economic and cultural
strength to ensure that its trading arrangements are advantageous to itself. The KSA has decided
to regulate private market-based economic activities. To achieve this objective, the Kingdom has
joined World Trade Organization to enable itself to attain a bigger market share in the world
(Ramady, 2010).

The impact of World Trade Organization on Local Marketing of national products and
services can be observed through the example of Jordan. The average contribution of the
Jordanian agricultural sector to GDP is only 4%, and it is one of the most important sectors, and
it is the nucleus of development and income of the rural areas. The government of Jordan has
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made effective efforts in the last years and raised the productivity of the agricultural production
(Beblawi and Luciani, 2015). It has cut the subsidies, which were distorting trade in line with the
World Trade Organization obligations (Hoekman and Mavroidis, 2015).

Saudi Arabia has been almost completely reliant on the oil-export revenues since the
innovation of commercial oil in March 1938 at Dammam (Burton, 2016). The budget of Saudi
Arabia is still dependent on oil revenues to the tune of ninety percent. Saudis needed a broad-
based comprehensive economy, and the country requires that it creates additional opportunities
that free it of its oil revenue dependency. The current situation is unsustainable and as a result
the country has launched the Vision 2030, which aims to reduce unemployment by expanding
the non-oil sector. This document has been planned to create 21st-century economy almost from
scratch. Vision 2030 is a step in the right decision no matter how it will achieve the goal since it is
not bold enough on the field that matters most of the developing countries (Salameh, 2016).

1.1 Problem Statement

It is essential that the impact of joining of the KSA in WTO seems to have an economic
impact on the country at a partial or comprehensive level, i.e. the level of state and individual.
Hence, the primary emphasis is on answering the following question: What is the impact of
joining of the KSA in World Trade Organization (WTO) on the local marketing of the national
products?

1.2 Significance
The World Trade Organization has been considered as the first institutionalized framework
for international free exchange. Therefore, it is expected that the outcomes and suggestions
established through this study will lead to the following;:
e Assist the local companies that are covered by this study to avert the negative aspects of
joining World Trade Organization (WTO).
e Help the business sector lay the scientific foundation for marketing of products.
e Open new horizons for researchers in this field via continuing the study regarding the
impact of joining of the KSA in WTO on the local marketing of the national products.

1.3 Research Objectives

The primary objectives of the study are mentioned below in detail:

1. To know the new marketing mechanisms, which have been imposed on the Saudi
companies after joining of the KSA in World Trade Organization (WTO)

2. To specity the new means and techniques that assist in increasing the opportunities for
local marketing of national products under the framework of joining of the KSA in
World Trade Organization (WTO).

3. To propose certain recommendations and solutions that help eliminate or overcome the
marketing problems that may confront the companies after the KSA joins into World
Trade Organization (WTO), as well as utilize them to have a positive reflection on
companies.

2. Methodology

As the study has been carried out to evaluate the impact of Saudi Arabia joining the WTO on
the local marketing, the quantitative research design has been adopted. The data collection has
been done through a structured questionnaire, designed on the basis of Likert Scale. There are
five different ranges of Likert scale, which include Strongly Agree, Agree, Neutral, Disagree,
and strongly disagree. The population of study includes entrepreneurs, who were the members
of Chamber of Commerce and Industry of Jeddah city. A total of 15 entrepreneurs have been
selected as study participants, through random sampling technique. The selected sample has
been considered as the probable sample, which is appropriate to generate the study outcomes.
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The statistical technique of descriptive statistics has been used to analyze the outcomes. The
descriptive statistics establishes the association among variables of the study (Hopkins, 2008).
The study has been classified into theoretical and field study.

2.1 Preamble

Taking into consideration the international law, it has been designed under the World Trade
Organization (WTO) to favor a competitive outcome of the trade. Under this agreement, the
countries should be penalized in the case if they attempt to use trade restrictions to extract the
rents from their trade partners (Balistreri et al., 2015). In fact, the World Trade Organization
(WTO) has been considered as an extension to General Agreement on Trade and Tariff (GATT);
and that it has created to avoid the shortcomings of GAAT. The World Trade Organization is
generally considered the only organization, which deals with the principles of international
trading among countries. The primary function of World Trade Organization is to secure the
process of trade flow among countries with due easiness, smoothness, and freedom (Jeddah
Chamber of Commerce, 2016). Numerous advantages achieved by various sectors of the
economy in Saudi Arabia resulted due to the joining (accession) of the KSA in World Trade
Organization (WTO). These salient features are mentioned below in detail:

1. Develop the quality of goods and services in particular, and the performance of the Saudi
economy in general, as a result of the pressures of international competition.

2. Make goods and services available for the residents of Saudi Arabia at competitive
prices, which is appropriate for them according to their varying incomes.

3. Settle professionally commercial disputes and conflicts via the World Trade Organization
(WTO) in a manner that retains for Saudis and their respective economic partners their
due rights.

4. Achieve justice for all at the international markets without discrimination for any
country at the expense of other, since that country is a member of WTO (Turkustani,
2005).

5. Encourage the World Trade Organization (WTO) to achieve international economic
growth, let alone securing commercial opportunities at local and regional levels.

6. Confirm that joining WTO assists in developing commercial laws at international,
transparent level.

7. Take advantage of commercial information possessed by international centers and
organizations, such as International Trade Centre in Geneva.

8. Benefit from the technical consultations provided by WTO to the member states via
International Trade Centre in Geneva (Department of Commerce, 2016).

The KSA has also been observed to face some negative aspects internally after becoming a
member of World Trade Organization. Some of these aspects are mentioned below:

1- The increase in the prices of the commodities protected by intellectual property rights,
such as computer programs (software), medication and genetically modified cereals. The
foreign companies will have a strong presence at the local market. This, in turn, is
negatively reflected on certain small local companies that will be compelled to exit the
market due to their inability to compete effectively or vigorously.

2- The income of the state from customs duties will decrease, because the Trade Agreement
on Commodities, one of the agreements of the Organization (WTO), holds the member
state liable to reduce gradually their customs duties and cancel them totally at the end.
Furthermore, the restrictions on the country’s importation of modern technology will
become more complicated under the framework of the agreements of WTO (Al-Jarf,
2006)
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Besides this, the Saudi companies are also likely to face marketing challenges in the case as
other countries enter into the World Trade Organization. Some of the marketing related
challenges are mentioned as follows:

- Certain cheap products of other Asian countries threaten the national products when

local producers desire to market their national products on the local or global basis.

- The national exports, which enjoy preferential characteristics treatment at foreign
markets, will be affected by all such preferential characteristics treatment that was given
to national products and exports will be canceled after getting into accession with WTO
(Zaid, 2006).

- The foreign products that enter the local markets without the imposition of customs
duties will be in a position to vigorously compete for the national products.

- The cost of virtual foreign commodities will increase for Saudi consumers because
government subsidy ceases for foreign products at the source country.

- The competition of foreign products that enter the local markets increases due to the high
quality of imported goods, when compared with national products.

- The ability to market national products at internal markets seems to weaken, due to the
big difference in marketing experience between the foreign marketing department and
the local one (Alaskar, 2005).

3. Discussions and Conclusion
3.1 Data Analysis
3.1.1 Descriptive Statistics

From the outcomes of descriptive statistics, it has been observed that 40% of sample
members were less than, equal to, and more than 50 years of age. Moreover, 20% of the members
belong to an age group of 30 to 40 years. It is conspicuous from Table 1 that the sample is
represented at the different age groups, although the great portion of them is concentrated
between 40 years to 50 years and more.

Age Bracket Number Percentage
18 to less than 30 years -

20%

50 to less than 40 years 1
40 to less than 50 years 2 40%
50 vears and more 2 40%
Total 5 100%

Table 1: Distribution of Sample according to Age Group

With respect to the qualification level of study participants, it has been examined through
descriptive statistics that 60% of participants have a university qualification. On the other hand,
a ratio of 40% participants holds secondary and intermediate school certificate, which can be
observed from Table 2. The outcomes of Table 3 revealed that around 40% of participants have
an experience of 10 to 14 years. Moreover, approximately 60% of the participants have work
experience of 15 years and above. Table 3 provides a detailed descriptive analysis of working
experience.

Educational Level Category Number Percentage
Elementary School Certificate - -
Intermediate School Certificate 1 20%
Secondary School Certificate 1 20%
University Certificate and above 3 50%
Total 5 10024

Table 2: Distribution of Sample according to Educational Lewvel
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Experience Years Category Number Percentage
Less than 3 years - -
From 5 to less than 3 years - -
From 10 to less than 15 years 2 40%
From 13 years and more 3 60%
Taotal 5 100%

Table 3: Distribution of Sample according to Years of Experience

3.1.2 Analysis of Exploration Data

When the respondents were asked whether the accession into World Trade Organization
assist to confront the undesired change in the price of the product of markets, it has been
reported by 60% of participants thought that joining into WTO does not assist in the undesired
change in the price of the product of markets. On the contrary, approximately 40% of the
participants responded that the accession assists to confront the undesired change in the price of
the product by foreign products.

Responses Frequency Percentage
Strongly agree 2 40%
Agree 1 20%
Neutral - -
I don't agree 1 20%
I strongly don't agree 1 20%
Total 5 100%

Table 4: Joining (Accession) of World Trade Organjzation (WTO) and Undesired change in the price
of product by Foreign Products

Taking into consideration whether some particular cheap products of Asian countries
threaten local products, 60% of the participants responded that certain commodities threaten
local products, when there is a desire to market the products internationally or locally. On the
other hand, certain cheap products of Asian countries do not threaten local products of Saudi
Arabia, when there is a desire to market products on the local or global basis. The frequency of
responses about this phrase can be observed from Table 5.

Eesponses Freguency Percentage
Strongly agree 3 &60%
Apree 1 20%
Neutral - -
I don’t agree 1 20%
I strongly don't agree - -
Total 5 100%

Table 5: Threat of Cheap Commodities of other Asian Countries for Local Products

When the respondents have been asked regarding the use of new techniques for marketing,
the outcomes demonstrate that all participants showed a positive response. A total of 60%
participants strongly agree; whereas, the remaining 40% agree that the Saudi companies should
emphasize on adopting new marketing techniques after joining the World Trade Organization.
Table 6 revealed the outcomes for usage of marketing techniques.

Responses Frequency Percentage
Strongly agree 3 60%
Agree 2 40%q
MNeutral - _
I don't agree - -
I strongly don’t agree - -
Total 5 100%0

Table 6: Usage of New Marketing Techniques
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It has been observed through results that all participants agreed that the Saudi companies
are required to develop their products continuously. Table 7 shows the frequency of responses
obtained through statistical analysis.

Responses Frequency Percentage
Strongly agree 4 30%
Agree 1 20%
Neutral - -
I don’t agree - -
I strongly don’t agree - -
Total 5 100%

Table T: Development of National Commodities to cope with Openness

The response rate of participants has been evaluated regarding the launch of innovative
products by Saudi companies; it has been identified that all participants agree with this
statement. Thus, it can be said that the countries that join the WTO necessitate launching
innovative promotional campaigns, enabling to confront foreign competition. Table 8 represents
the response rate of study participants.

Responses Frequency Percentage
Strongly agree 4 0%
Agree 1 20%
Neutral - -
I don’t agree - -
I strongly don’t agree - -
Total 5 100%

Table 8: Launching of Innovative Promotional Campaigns to confront Foreign Competition

Taking into consideration the concept that Saudi companies after joining the WTO should
emphasize on the manufacturing of high-quality products with reasonable prices, 20% of the
members responded that it is not essential to manufacture high-quality products. On the other
hand, approximately 80% participants reported that Saudi companies are required to produce
high-quality products at reasonable selling prices. This production is beneficial for them to reach
the level of international competition. Table 9 provides the detail of responses obtained through
outcomes.

Responses Freguency Percentage
Strongly agree 4 80%
Agree 1 20%
Neutral - -
I don’t agree - -
I strongly don’t agree - -
Total 5 100%

Table 9: Manufacturing of High-Quality Products with reasonable Selling Prices

The respondents have also been asked whether entering into World Trade Organization is
one of the reasons for rising prices of national products. From the results, it has been revealed
that 60% participants reported the rising prices of national products as a reason for joining the
WTO. The price of national products are enhanced because of an increase in the cost of raw
materials. Moreover, 40% of the participants disagree with this statement, as they do not
consider it as one of the major reasons for rising costs. Table 10 illustrates the percentage of
responses obtained for this question.
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Responses Frequency Percentage
Strongly agree - -
Apgres 2 40%
Neutral - _
I don’t agree 2 40%
I strongly don’t agree 1 20%
Total 5 100%

Tahle 10: Increase in the Prices of certain National Products

Concerning the design of high quality of products, it has been the indication by 80% of the
participants that Saudi companies are required to design their products similar to the foreign
products with a view to coping with openness. But a sample of almost 20% participants
disagrees that there is no need to imitate the design of foreign products. The response rate for
this question can be observed from Table 11.

Responses Fregquency Percentage
Strongly agree 2 40%
Agree 2 40%
Neutral - -
I don’t agree 1 20%
I strongly don’t agree - -
Total 5 100%

Table 11: Design of High-Quality Products

Another question showed that all participants agreed with the statement that innovation and
development in production techniques enhance the capability of the company to market its

product more efficiently. The percentage of respondents about this query can be observed from
Table 12.

Responses Freguency Percentage
Strongly agree 3 60%
Apgree 2 40%
Neutral - -
I don’t agree - -
I strongly don’t agree - -
Total 5 100%

Tahle 12: Development and Innovation in Production Technigues

When the respondents have been asked regarding the required marketing mechanisms, it
has been identified that all participants reported the creation of internet sites by Saudi
companies as an essential medium of marketing. Hence, the outcomes of Table 13 demonstrate
that Saudi companies should emphasize on providing the information of their products on
internet sites in an attractive and engaging manner. This medium serves as one of the most
fundamental mechanisms for marketing.

Responses Frequency Percentage
Strongly agree 2 40%
Agree 3 &60%
Neutral - -
[ don’t agree - -
I strongly don’t agree - -
Total 5 100%

Table 13: Creation of Internet zites for Saudi Companies
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From the outcomes of Table 14, it can be observed that Saudi companies are not sufficiently
capable of marketing their products within the domestic markets due to the difference in the
experience of marketing. On the contrary, almost 40% of the participants disagree with this
statement. They do not think that the difference in marketing experience of local and foreign
marketing departments is the reason for the weakness of Saudi companies.

Responses Frequency Percentage
Strongly agree 1 20%
Agree 2 40%
Neutral - -
I don’t agree 2 40%
I strongly don’t agree - -
Total 5 100%

Table 14: Weakness in ability of companies in Marketing of their Local Products

Taking into consideration the creation of opportunities regarding marketing and investment,
it has been evaluated from the outcomes of Table 15 that all participants agreed with this
statement. According to the study participants, entering into the WTO is beneficial for the Saudi
companies to generate new investment as well as marketing opportunities.

Responses Frequency Percentage
Strongly agree - -
Agree - -
Neutral - -
[ don’t agree 4 50%
I strongly don’t agree 1 20%
Total 5 100%

Table 15: Creation of New Investment and Marketing Opportunities

Another important question asked of the respondents is that entering into WTO results in
the flourishing of the Saudi market. The outcomes of Table 16 demonstrate that all participants
showed a positive response towards this query. It has been reported by the participants that
results that increase the opportunities for marketing and investment are beneficial for the
economy of Saudi Arabia.

Responses Fregquency Percentage
Strongly agree - -
Agree 5 100%

Neutral - -

I don’t agree - -
I strongly don’t agree - -
Total 5 100%

Table 16: Flourish of the Saudi market

3.2 Discussion

Through detailed analysis, it has been evaluated that the joining/accession of the country
into WTO does not assist in confronting the undesired change in the price of the product of
markets by foreign products at a ratio of 60%. Moreover, certain cheap products of other Asian
countries threaten local Saudi products, when there is a desire to market products on the local or
global basis. Another study findings is that the accession of the country for World Trade
Organization necessitates that Saudi company should focus towards using new marketing
techniques. The accession of Saudi Arabia to the WTO seems likely to have a profound impact
on different industrial sectors of the country, particularly on high-tech industries. With respect
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to the marketing of new products on the global basis, the production of high-quality products is
essential, and Saudi companies should emphasize on promoting these products through
promotional campaigns. These promotional campaigns are beneficial for the companies to
confront the foreign competition. The country’s joining the World Trade Organization (WTO)
may well lead to the creation of new investment and marketing opportunities. Hence, it can be
said that the accession of Saudi Arabia to the WTO results in an expectation of a general
flourishing of the Saudi market, which leads to enhanced opportunities for marketing and
investment. This ultimately results will augment the Saudi Arabia's economy.

3.3 Limitations of the study

The primary limitation of the study was to restrict the impact of joining the World Trade
Organization to Saudi Arabia only. The study has been conducted with the entrepreneurs of
KSA, particularly the Saudi nationals.

4. Recommendations

Taking into consideration the aforementioned outcomes of the study, some suggestions have
been provided. These recommendations will lead the Saudi companies to progress further
regarding the local marketing of their products with a view to coping with the openness and
competition by joining (accession) of the KSA for the World Trade Organization (WTO).

e It is essential to establish a national centre that is concerned with the affairs of WTO and
renders relevant technical consultations, whether these be economic, legal,
administrative or marketing. The centre will also help the private sector in dealing with
the laws and regulations of WTO, particularly those about conflict resolution issues and
marketing undesired change in the price of product ones, conducting of specialized
studies on various agreements of WTO on commercial activities in the Saudi business
market.

e [t is necessary to develop marketing services and create new marketing techniques and
to take advantage of modern technology that is reflected on the quality of products and
transformation to electronic establishments. Moreover, it is also essential to adopt
presentation of electronic commerce solutions, whenever they are possible, so as to
enhance the competitive position of company at the market. Besides this, it also increases
the market share of the company, augments the consumer’s confidence in the company’s
products, and concentrate on the items acceptable at the market, so as to cover a greater
segment of consumers.

e [t is worthy to mention that we take advantage of the openness of Saudi market in a
manner that companies become more competent and capable of confronting the
challenges imposed by imports. Moreover, it is also advantageous, as we benefit from the
marketing opportunities of respective products of the companies via securing due
qualification for marketing personnel. This seems to help the marketing personnel to
reach the desired level by encouraging them to attend various training programs and
courses, as well as specialized workshops, in addition, to read freely rich, useful, and
informative and relevant literature.
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Appendix
Questionnaire
Question 1: Please tick with (V) the box that expresses most your point of view.
Clause I strongly I Iam I I
agree agree | neutral | don't | strongly

agree don't

agree

1- The joining “accession” of the country
for World Trade Organization (WTO)
doesn’t assist in confronting the undesired
change in the price of product of markets
by foreign products

2- Certain cheap products of other Asian
countries threaten local Saudi products
when there is a desire to market products
locally or internationally

3-The joining “accession” of the country
for World Trade Organization (WTO)
necessitates that Saudi companies should
use new marketing techniques

4- The joining “accession” of the country
for World Trade Organization (WTO)
necessitates Saudi companies to
continuously develop their products with
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a view to coping with openness

5-The joining “accession” of the country
for World Trade Organization (WTO)
necessitates that Saudi companies should
launch innovative promotional campaigns
so as to confront the foreign competition
6- The Saudi companies should
manufacture high quality products with
reasonable prices with which they can
reach international competition

7-The joining “accession” of the country
for World Trade Organization (WTO) may
be a reason in the increase of prices of
certain national products due to the
increase in the cost of raw materials

8-The Saudi companies should design
high quality products that imitate foreign
products in order to cope with openness
9-Development and innovation in
production methods increase the ability of
the company for marketing its products
10-The creation of Saudi companies for
Internet sites for provision of information
about the company and its products in an
attractive manner is considered one of the
essential marketing mechanisms

11-There is weakness in the ability of
companies in marketing local Saudi
products at domestic markets due to the
huge difference between local and foreign
marketing departments

12-The joining "accession" of the country
for World Trade Organization (WTO)
leads to the creation of new investment
and marketing opportunities

13-The joining "accession" of the country
for World Trade Organization (WTO)
leads to - at the percentage of 100%- the
flourish of the Saudi market, an act that
leads to increasing the investment and
marketing opportunities that augment the
economy in the KSA

Question 2: Please tick with (V) for the choice that suits you well.

1- Age: 18 to 29 years 30 to 39 years 40 to 49 years 50 years and above

2- Educational Level: Elementary School Intermediate Secondary University

3- Years of Experience: Less than 5 years 5 to 9 years 10 to 14 years 15 years and above
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Abstract

This paper emphasizes that for a nation to revitalize in terms of development, not only does it need
to evaluate in terms of GDP growth rate, but also has to consider the Quality of Life of its citizen and their
human happiness. There is strong correlation between macro-economic development parameters like
health, education, GDP growth rate and Quality of Life Index, expressed through HDI. It also has
correlation with subjective quality of life based on the perception of urban socio economic classes, as
measured in this study. The subjective quality of life is studied through five parameters like Quality of
house, education, health care, transportation and recreation facilities. Human happiness is evaluated
through the perception of respondents towards change in their financial conditions and consumption
expenditure influencing their quality of life.

This empirical research through spearman’s rank correlation tried to establish the relationship
between macro-economic indicators with the quality of life parameters as perceived by people.

The study was conducted in Mumbai, and its suburban areas .with a sample of 850 respondents
taken through structured questionnaire, during 2012-13. It was observed from A. T. Kearney’s GRDI
report that India was ranking between first five positions, consistently in terms of Modern Trade Retail
Business since 2000.

The managerial implication of the study highlights the association of quantitative economic
development with larger aspect of human development, for the policy makers to understand the various
areas which needs to be taken care to cater towards revitalizing the development of the nation

1. Introduction

Historically it has been observed through cross country research, that economic
development enables societies to improve their quality of life. The past 50 years lessons indicates
that different parameters of economic development provides a wider picture reflecting its
influence on quality of Life and Human happiness. In-order to revitalize, every nation needs to
evaluate the quality of life of their human capital understanding their perception and
expectation of betterment to attain happiness in life. This would facilitate the public policy
makers to understand the need to fulfill attainment of a wider approach of development which
is both quantitative and qualitative in nature.

Human Development reflects the position of citizens of a country who are the back bone
of a nation. An exploratory study by Srikant Devraj, Sushil Sharma, Michael Hicks and Dagney
Faulk, (2014) had brought out its scope, which was much beyond the Human Development
Index (HDI). The HDI confines this to healthy life, good education, and a decent standard of
living. But it does not encompass various other important dimensions like political freedom,
guaranteed human rights, and self-respect. (Ranis, Stewart, and Samman, 2006). Porter (1989)
finding which stated that poor quality of human capital resulted in poor economic performance
of Italy. Singapore’s remarkable economic development being an outcome of human
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development, as studied by Aahad M.Osman-Cani et al (1998). Mexico’s study by Pedro Flores-
Crespo (2007), who applied Amartya Sen’s Capability Approach and observed economic
development to have strong relation resulting from improvement in human development.

The Human Development Report has been commissioned by United Nations
Development Program (UNDP) since 1990 with an objective of encouraging government,
different international organizations and policy makers. This index enables to understand the
need of the human capital and measures needed to be adopted to address the different statistical
indicators of human development and thus exhibit the relative socio-economic progress of the
nation. The dimension of HDI reports have changed over the years, yet the three parameters of
health, education and living standard had always remained the focus area (Alkire,2002, 2010).

The 1990 Human Development Report gave the clear and fundamental articulation of the
concept of human development. It was the only report to date to focus on the concepts and
measures of Human Development, hence provides the richest introduction of any of the reports.
The first Chapter of that report, entitled “Defining and Measuring Human Development”, opens
with the idea that, the real wealth of the nation are its People. The basic objective of development
should be creation of an environment which would enable its people to live Long, Healthy and
Meaningful creative life. This simple truth gets overlooked with the accumulation of financial
wealth and commodities (HDI Report 1990).

Human development brings forth the usage and expansion of human capabilities, in the
process of production and distribution of commodities. The focus goes on choices about what
people should do, have and be, to determine their own livelihood. Human development is, not
only concerned with fulfillment of basic needs and satisfaction obtained out of it but also,
observe human development as a participatory and dynamic process. There is no difference in
its application to less developed and highly developed countries. Sen-Fittousi commission, and
the OECD taxonomy on efforts to measure the progress of societies, echo this similar
observation(Alkire,2010).

HDI has an association with the economic development of a nation. Studies have also
shown that the perception of people towards anticipation in their change in financial condition
over a period of time also influences their consumption. Thus economic development, an
anticipation of improved financial condition and better quality of life creates a state of happiness
in the mind of the people. Quality of life and people’s perception of human happiness has a
strong correlation with the quantitative growth of the nation measured through the gross
domestic product (GDP) of any country. In India 67% of GDP comprises of Consumption and
that is influenced by people’s standard of living

This analysis extends the literature in the following ways: First, this paper uses the HDI
of India for a period of 10 years and correlates with the quantitative development statistics given
by GDP of the nation for the same period. Then the perception towards the quality of life
enjoyed by the urban socio economic classes of Mumbai is studied through five parameters like
i) the quality of house they live in, ii) the quality of education facility they get, iii) the quality of
health care facility available to them, iv) the quality of transportation facility they can avail, v)
the means of recreation facility that can be obtained by them. These population’s perception
towards their change in consumption and change in financial situation is also studied to
understand their quality of life and happiness as perceived by them.

2 A Brief Review of Literature

The concept of Quality of Life (QOL) was developed by Ferrans Carol and Powers in
(1984)to measure quality of life in terms of satisfaction of life. The study identified the QOL
being expressed as a state of Happiness or unhappiness of an individual from various aspects of
day to day living. Thus the basic objective of human development and quality of life is to link all
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those external aspects which influences the perception of happiness within an individual.
Different studies had taken different approaches to conclude the concept of human well-being.
John Finnis as in Alkire(2002) had considered the set of dimensions identified by the Sarkozy
Commission on the Measurement of Economic Development and Social Progress led by Stiglitz,
Sen and Fitoussi, the Gross National Happiness Index of Bhutan, the categories identified in
Voices of the poor, and the categories identified by Ranis, Samman and Stewart as being
relevant to measures aspects which were beyond human development.

The history of development research has many distinction between growth and
development. Sen( 2000) gives one of its most articulate rationales and states that role of wealth
is important in influencing living condition and quality of life. But development needs to
consider parameters beyond income related variables. Hence it needs to consider other day to
day aspects of life to understand the broader picture of human development.

The concept of human development was established in the United Nation Development
Programme's Human Development Reports. The specific purpose of this body was to establish a
broader and complete picture of development which helps in the achievement of growth. It
extended this through obtainment of healthy human capital- with good education, health and
standard of living. These are the tools through which a person can live happily and add on to
the country’s progress.

Development, according to the UN, should have as its basic objective the creation of an
environment that would enable its people to live long, healthy and creative lives. The Human
Development programme of 1990 also emphasised on the fact of enlarging people’s choice to
remain happy.

World-wide every nation's development is expressed through GDP which is considered
to be the measuring yard stick of quantitative growth of the nation, but scholars like Sen (1980)
believes that health of a nation lies in the well-being of its human mass. Clark’s report, (Clark,
1980) , was based on the “capability approach” of Sen, which explained that the well-being of an
individual has focus upon the significance that an individual gives towards capability of
achieving the kind of life they have reason to value. Thus it has divergence from the concept of
subjective well-being which has utilitarianism or resources as the base of evaluation of good life
enjoyed by people. Clark (1980) proposed a life’s capability to be good based on the set of
valuable ‘beings and doings’ like being in good health or having loving relationships with others
to which they have real access. Subjective Well-Being (SWB) was defined by Diener,( 2009) as the
general evaluation of one’s quality of life. The concept has been conceptualized as the three
components: (1) a cognitive appraisal that one’s life was good (life satisfaction); (2) experiencing
positive levels of pleasant emotions; (3) experiencing relatively low levels of negative moods.

Human Development is about expanding the choices human beings have, to lead life that
they value. Which are reflected through various capability sets and are expressed through their
quality of living parameters. Different numerical value is given by different country which
expresses the rank that the country occupies with respect to others Gaertner & Yonhsheng
(2008). Gough et al (2006) stated this concept of Human Development through well-being
relating to what people have notionally been able to do and be and what they have actually been
able to do and be. Eric, (2008), the philosophical literature refers to the simple notions of well-
being, as has been perceived by a person likebenefit, advantage, interest, prudential value,
welfare, happiness, flourishing, eudemonia. Shin & Johnson(1978) have defined well-being to be
a form of happiness as an individual’s quality of life from their own chosen criteria.

Quality of life has also been stated by Emerson (1985) as the satisfaction of an
individual’s values, goals and needs expressed through their actualization based on abilities or
lifestyle. This definition is consistent with the conceptualization that satisfaction and wellbeing
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stem from the degree of fit between an individual’s perception of their objective situation and
their needs or aspirations as observed by Felce& Perry(1995). The World Health Organization
observation on Quality of life as stated by Oort (2005) is based on an individual’s perception of
their position in life in the context of the culture and value systems in which they live and in
relation to their goals, expectations, standards and concerns. It is a broad ranging concept
affected in a complex way by the person’s physical health, psychological state, personal beliefs,
social relationships and their relationship to salient features of their environment.

Quality of life is a broad concept that incorporates all aspects of life and has been used in
a variety of disciplines such as: geography, philosophy, medical sciences, social sciences, health
promotion, and advertising. (Oort, Visser, & Sprangers, 2005) Rerrell, (1995) who has carried out
a large research programme on pain and quality of life, defined quality of life as well-being
covering four areas: quality of life in physical, mental, social and spiritual well-being.

The new Socio Economic Class (SEC) was defined by Market Research Society of India
(MRSI) in May 2011 for both, Urban and Rural area of India and were categorized under
different SEC based on two variables.

i) The education of the Chief Wage Earner (CWE)

ii) The number of “Consumer Durables” owned or used by the family out of 11 items
predefined, ranging from Electricity connection to owning of Agricultural land.

Thus 12 Grades have been identified from Al to E3 based on their educational qualifications and
possession of the consumer durables.

All the above mentioned items asked uniformly to every respondent as a standard list of
items were used for both cities and villages. An item might appear irrelevant, or too ordinary to
be asked but in order to maintain same parity of evaluating parameters all inputs were given
equal weightage by this new classification.

The advantage of this new SEC was that it had more discrimination as compared with

current systems and comprised of a single system for urban and rural India. The new
classification became less subjective- as occupation of the CWE was no longer used. Thus it
became simple -easy to answer, not very time consuming, hence easy to classify.
The challenge for this classification is that it needs to be better prepared to handle minor
changes to the system, because “consumer durables” penetration will change faster than
education or occupation. This will give a wider scope to the marketers in expanding their
market share in various product category.

Economic Development

Economic development as stated by Sheffrin and Sheffrin (2003) aims toward a policy
intervention endeavor for a nation which intends economic and social wellbeing of its people.
Economic development is a sustained and concerted action of policy makers striving towards
promotion of better living standard and economic health of the nation. The scope of it thus
extends towards political economic and social well-being of its population.

The European and Asian proponents have argued economic development to be,
government contribution towards transportation, housing, education and health care. Thus the
concern of Economic development was towards expansion of people’s entitlement and their
corresponding capabilities with the different socio economic indicators like, morbidity,
nourishment, literacy, and education, (Todaro and Smith2011).

Since long the economic development was evaluated with the rising per capita GDP or
GNP, which was considered to be the best index to measure the nation’s economic well-being. It
was believed that the other basic needs like education and health care would be taken care as a
by-product of GDP or GNP growth. But different studies of Morris (1979) Ram 1982, Burket
1985) have changed this approach. Their studies stated that economic growth in national
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accounting terms cannot cover the broader picture of quality of human life. Better economic
growth creates an environment in which people develop their full potential, to lead a creative
and productive lives as per their needs and choice. Thus human development enlarge’s choice of
people, which enables them to expand the accessibility of opportunities to have a long and
healthy life, and avail a decent standard of living to lead a life which they value. Their
perception towards betterment of financial status increases their consumerism and they feel
happy to attain better and higher standard of living.

The QOL index has been developed by Carol ,Ferrans and Powers (1984) also on the
basis of satisfaction and importance of the various aspects of life. Which emphasized on five
broad parameters, and the over-all satisfaction towards life as perceived by an individual. The
different areas were health and functioning domain, psychological/ spiritual domain,
economic/social domain and that with family. So it can be said that researcher who emphasizes
on human development, feels that the satisfaction aspect of an individual towards their life acts
as the yard stick to measure their perception towards QOL and not the economic worth alone.
HDI is thus a summary which measures and assessing the long-term progress in three basic
dimensions of human development:

i) along and healthy life,
ii) access to knowledge and
iii) a decent standard of living.

In this research I have tried to find an association of GDP and HDI, to observe type of
correlation that exists between economic development measured through GDP (which indicated
the material well-being) and HDI which takes human well-being. Apart from that the research
included five components of life, like house they live-in, education facility they can avail, health
care facility that can be availed by the sample population, transportation facility available to
them and the access to means of recreation available to them. The expense budget of an average
consumer are made towards house, health care, education, transportation and recreation once
their basic needs are fulfilled, as they obtain better satisfaction with these consumption
expenditure which has been observed from the various studies done by Deaton and
Muellbauer(1980);Pollak and Wales (1978); Phaneuf, Kling, and Herriges(2000);
Kockelman(2001);Blanciforti, Green and King ( 1982); Mann (1980). These increased
consumption signifies movement towards higher needs and attainment of better standard of
living, which happens to be the third parameter of HDI identification, influencing Quality of
living of an individual. Similar correlation has been found in this study also. The variables
studied in the above researches enables to identify the five areas this paper would be focusing to
understand quality of life of people.

3. Research Methodology-

In this study the researcher has focused on an exploratory research, based on
convenience sampling technique. The objectives were framed based on reviewed literature of
past researches across globe and the published data set provided by various bodies like NCAER,
ICRIER, CII, KPMG, CRISIL, Mckinsey, Ernst & Young, and the data published on economic
development and Human development Index,by Government of India, between 2000 and 2010.
Thus hypothesis were formulated to have new interpretation of existing facts. This study
focused on these variables to understand to understand the current economic condition, their
expectations and perception towards quality of life
(i) Mode of transportation for regular shopping.

(if) Has the financial condition of household changed within a year.
(iif)  Expectation of change of financial status of household within a year.
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(iv) Perception of QOL from perspective of housing, education, health care facility,
transportation facility, access to recreation.
v) Perception of correlation of individual living condition with economic development.

(vi)  Perception of association of economic growth with social welfare.

Hypothesis Framing

Relationship of Economic Development with Quality of Life i.e Human Happiness

*HO1 : There is no relationship between economic development and quality of life

*Hal : There is positive correlation between economic development and quality of life.

*HO2 : There is no relationship between economic development and human happiness

*Ha2 : There is positive relationship between economic development and human
happiness.

4. Analysis and Findings

HO : There is no relationship between economic development and quality of life
Hal: There is positive correlation between economic development and quality of life.

In order to prove the relationship between Economic development and Quality of life,
First the secondary data obtained from GDP indicator for analyzing economic development is
taken and its correlation is tested with HDI data which indicates QOL through three approaches,
Health, Education and Standard of living.

Majority of the correlations are found significant (Except for GDP world bank and GDP
Per Capita Current). Majority correlations are also showing strong positive correlations between
variables. Hence it can be concluded that there is positive
correlation between Economic Development and QOL.
Table 1: Correlation of GDP and HDI

HDI_IMNDILA
MPCE Pearson Correlation 9037
Sig. (1-tailed) 007
N ]
Food Pearson Correlation TFHE)
Sig. (1-tailed) 034
N ]
MNonfood Pearson Correlation J9E2(*)
Sig. (1-tailed) 001
N ]
ST GF FPearson Correlation -671
Sig. (1-tailed) 072
N ]
ST REIL FPearson Correlation A25
Sig. (1-tailed) 71
N 7
SGDEP_WEBank Pearson Correlation A72
Sig. (1-tailed) 356
N 7
?H:DP PC_ Curre | Pearson Correlation 007 (")
Sig. (1-tailed) 002
N 7
GDTF_FC_2000 Fearson Correlation _O5L()
Sig. (1-tailed) 000
N 7
CDTF_PC_FPPP Pearson Correlation _955(*)
Sig. (1-tailed) 000
N 7

** Correlation is significant at the 0.01 level (1-tailed).
* Correlation is significant at the 0.05 level (1-tailed).
Thus it’s proved that there is positive and strong association with economic development
expressed through quantitative approach of GDP and the quality of life as estimated through
HDI. Hence the null hypothesis is rejected and alternative hypothesis accepted.
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To identify if economic development has positive association with human happiness. -17, 18,
22,24,

In order to study the relationship between Economic growth and Social welfare, the
variables which measures the Economic growth are identified as Q17 (How is the financial
situation of your household now, compared to what it was 12 months ago? ) Q18 ( How do you
think the financial position of your household will change over the next 12 months? ) Q 22 Up
to what extent is the increase in your consumption directly proportional to the increase in your
earnings? Q 24 ( (Do you agree that quality of life with reference to living conditions has
improved with the improvement in Indian Economy?) The Social Welfare is measured from
Quality of life which is measured from five variables- with individual respondents perception
towards their own quality of life as the feel from the house they live in, education facility, health
care facility available, transportation facility prevailing and the means to recreation available.

Ho; : There is no relationship between economic development and human happiness
H.> : There is positive correlation between economic development and human happiness.

The correlation between Q 17 (How is the financial situation of your household now,
compared to what it was 12 months ago? ) and Q 18 ( How do you think the financial position of
your household will change over the next 12 months? ) and ( Quality of life shows positive
correlation correlation. Hence as the financial situation of the household increases their quality
of life also increases.

The Q 22 and Quality of life have negative correlations. It indicates that whenever the
consumption pattern increases in direct proportions their quality of life also increases.

The Q 24 and Quality of life have positive correlations. It indicates that whenever the agreement
on quality of life with reference to living conditions has improved with the improvement in
Indian Economy increases from strongly agree to strongly disagree, the QOL increases from
poor to good

Table 2: Correlation of Economic Development and Quality Of Life

Quality Ouality
Quality | Quality of Of access | Quality
of of available | to of access
house Educatio | health transport | to
vou live | mal care atiomn recreatio
in facility facility facility n
Correlation 079" 031 024 .0e6 072"
Q17 | Coefficient
Sig. (2-tailed) |.022 370 -AT6 056 035
Correlation a9 051 011 000 034
Spear Q18 | Coefficient
man's Sig. (2-tailed) |.046 139 A .988 316
rho o 2 Correlation —.024 —.00s - .015 — |- 060
= Coefficient 030
Sig. (2-tailed) |.490 .S18 669 379 082
Correlation A38T JA33 P BT S P - S 2367
Q24 | Coefficient
Sig. (2-tailed) |.000 000 000 000 o000

5. Discussion and Summery

Economic development enormously influences

living standard of people but as

suggested by Sen (2000) GDP or GNP cannot act as an end in itself. On the contrary the means
generated through this should be utilized for things people value. The relationship of economic
development and advancement of living standard is greatly based on how public revenue is
utilized keeping in mind social cause.
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Quantitative and qualitative growth needs to go hand in hand and facilitate each other,
this study focused to find out this association. Hence the quantitative data of economic
development from GDP was studied to observe its association with HDI data. Similarly to
understand the perception of people towards their living condition, five aspects of living was
studied. When the perception of the respondents was analyzed, observation showed that54.9%
of the sample respondents believed that their financial position had improved within a span of
12 months and 64.1% expressed that they expected yet more improvement in the next 12 months
span. 74.6% of the respondents either agreed or strongly agreed that their QOL had changed in
12 months span. In terms of their living standard as measured through their quality of house
they lived in, 73.2% of population expressed it to be good and 26.1% sample felt it was
moderate. 79.9% of respondents expressed that they had good education facility,21.9% found it
to be moderate. 71.6% of the respondents found their health care facility to be good, while 25.4
found it to be of moderate level. 61.4% of the population expressed transportation facility to be
good, while 32.5% observed this facility of moderate standard. 40.4% of the respondents
expressed access to recreation facility to be good, while 47.8% observed it to be of moderate
quality. Consumerism is an outcome of increased income and observed in nations having
healthy development. Almost 84% of the population sample also indicated that they consider
consumption to be important to improve quality of life. It has been observed that consumption
was more compared to increase in income, so they were more disproportional in correlation to
increase in income. 60.8% of the sample population expressed that their quality of life with
reference to living standard has improved with the improvement in Indian Economy.

The study thus established that as a nation develops in terms of material wealth
expressed through GDP, it creates a positive impact in influencing the human development.
India observed a rising trend in its GDP and its HDI index also went on rising showing positive
association. The sample population had positive expectation from this development as they
expressed their living standard to go up with the development of the nation. Even their current
living condition in terms of the five variables studied showed positive association with
economy’s development.

6.Further Scope Of Research

Based on the findings of the study, future research may replicate the same model using a
different data set of other metro and tier two cities to observe if any change occurs with the
change of SEC (Socio Economic Class).It will be interesting to test the same model using data on
other states .

Future research may also consider using different indicators like environment, observe
impact due to access of Information technology , wealth, technological diffusion, and
environmental quality in addition to other indicators to capture the human development
construct.

More over this study was done during 2012-13, the period when India was ranking
within first five position as per A.T.Kearney’s Global Retail Development Index(GRDI) report.
The scenario has changed hence a further study can understand what new changes in policy
implementation is required.
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