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Adam Szyszka*

Editorial

https://doi.org/10.2478/ijme-2020-0015

Welcome to the second issue of the International Journal of Management and Economics in 2020. Despite the 
Covid-19 outbreak we continue our efforts to timely process all incoming papers and publish the accepted 
ones in the regular quarterly schedule. We had been working exclusively on-line already for a long time, 
so the editorial board is used to distance work-processing. We operate the peer review and submission 
software ScholarOne Manuscripts by Clarivate Analytics. All our publications are automatically covered by 
citation monitoring. We maintain a wide international exposure thanks to our presence in indexing and full 
text databases. Currently the IJME is covered by nearly 40 different services, including among others Web 
of Science Emerging Sources, ProQuest, EBSCO, and EconLit. 

The current issue contains six papers covering various areas in economics and management. There 
are five empirical papers and one orignal conceptual work. The geographical scope of this issue is truly 
international and covers aspects of German, Indian, Turkish, Sub-Saharan, as well as Polish and other 
Central and Eastern European economies.

Lilli Zimmermann and Michael Frenkel in the first article entitled “What drives Germany’s exports” 
review a number of different hypotheses that aim at explaining the development of German merchandise 
exports. They use cointegration estimation techniques and the data from the period 1992-2016. The 
estimation results indicate that, in addition to the traditional factors such as world demand and price 
competitiveness, other determinants, such as energy prices and the increasing fragmentation of production 
processes are also significant in explaining German exports.

In the second paper, “The determinants of Foreign Direct Investment (FDI) outflow from India to 
Poland.”, Robert Dygas discusses FDI outflow from India to Poland. The paper also offers a few wider and 
more general remarks on Poland’s competitiveness in attracting FDI from Asia.

Mehmet Yasar and Ender Gerede in the paper entitled “Identification of factors affecting competitive 
tension in the domestic air transport market in Turkey” draw our attention to the issue of competitive 
tension defined as a pressure among firms operating in a competitive market and forcing them to take 
action against each other. The authors identify a number of variables related to market characteristics and 
test whether these variables have an effect on competitive tension among domestic airlines in Turkey. The 
findings reveal that market commonality has a positive effect and market concentration has a negative 
effect on competitive tension. On the other hand, resource similarity and competitive asymmetry were 
found to have no significant impact.

In the next paper, Beata Stępień and Michał Młody examine the grounds and possibility to induce and 
develop reshoring activities in the luxury goods sector. They demonstrate that reshoring activities spread 
unevenly in the luxury goods sector (both regarding the luxury pyramid tiers and within industries) and 
attempt to find the grounds for this discrepancy. They also notice that the luxury home base production either 
has deteriorated in its meaning and value to modern’ luxury buyers or it is blurred by a communication bias. 
However, they argue that the country of origin of luxury brands still remains important for the consumers 
from both developed and luxury aspiring countries. 

The fifth article, “The comparative empirical analysis of the social protection system in selected Central 
and Eastern European countries: Emerging models of capitalism”, is by Piotr Maszczyk. The study evaluates 
the level of similarity between social protection system in selected Central and Eastern European countries 
(CEE11) and the four models of capitalism identified by Amable. The author takes two snapshots of the 
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institutional arrangements, at 2005 and 2014. The analyses point out that in 2014 in the area of social 
protection almost all CEE countries were the most like the Continental model of capitalism represented by 
Germany, with the exception of from Latvia and Romania. Nevertheless, the author argues that the variety 
of results for the individual variables and substantial changes between 2005 and 2014 suggest that the 
model of capitalism prevailing in Central and Eastern Europe in the area of social protection system is 
evolving at a very fast pace and thus currently may be called a hybrid or even patchwork capitalism.  

The final article of this issue, “Growth effect of income inequality in Sub-Saharan Africa: Exploring the 
transmission channels”, is by Ibrahim Odusanaya and Anthony Akinlo. The authors draw our attention 
to the fact that Sub-Saharan Africa (SSA) ranks as the second most unequal region globally in terms of 
income distribution. They offer a study over the period 1995-2015 with data from 31 Sub-Sahara African 
countries. Findings from two-step system generalized method of moments (GMM) suggest that income 
inequality exerts significant positive effect on economic growth via the saving transmission channel and 
it has statistically significant negative effect on economic growth in the region through the fertility, capital 
market imperfection and the fiscal policy channels.

We hope the current issue of the International Journal of Management and Economics will be a source of 
good scientific inspiration for our Readers. Please enjoy reading!
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Abstract: This article reviews several hypotheses that aim at explaining the development of German 
merchandise exports. Based on cointegration estimation techniques, we examine different determinants 
for their ability to explain German exports during the period 1992–2016. The estimation results indicate 
that, in addition to the traditional determinants (world demand and price competitiveness), other 
determinants, such as energy prices and the increasing fragmentation of production processes, are also 
crucial in explaining German exports.

Keywords: international trade, export demand, cointegration
JEL Classification: C22, F4, J3

1  Introduction
The question of what drives exports at the country level is one of the longest-standing discussions in 
international macroeconomics. Especially in Germany, which has traditionally been one of the countries 
with the highest exports in the world, fluctuations in merchandise exports indeed represent a substantial 
component of domestic economic growth volatility. Therefore, policy makers closely monitor these 
fluctuations.

Given Germany’s export dependence and recent changes in the world economy, it seems highly relevant 
to analyze which factors other than the traditional export determinants (price competitiveness and foreign 
demand) are crucial in explaining Germany’s export performance. To find out more about the driving 
forces of Germany’s exports, our study goes beyond the standard export demand function and tests a wider 
range of factors and a longer time period than is typically analyzed. To assess the relative importance of the 
determinants, we employ the multivariate estimation technique of Johansen [1988, 1992a,b]. This approach 
allows for simultaneous estimation of the long-run relationship and the short-run adjustment process of the 
variables under consideration. Our study also examines the contribution of different determinants to the 
development of German exports over the more recent past.

Empirical Paper
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The remainder of the article is structured as follows. Section 2 provides a literature overview. Section 3 
explains the econometric methodology and the dataset. Section 4 presents the empirical results. Section 5 
summarizes the main findings of the study and concludes.

2  Literature overview
Research papers based on firm-level data show that exporting firms are more productive than non-
exporting firms and that they boost economic growth in the respective economy [De Loecker, 2007, 
2011; Hansen, 2010]. Traditionally, the demand for exports is specified as a function of a country’s price 
competitiveness and a foreign economic activity variable [Goldstein and Khan, 1985]. Both an improvement 
in price competitiveness and a rise in foreign demand are expected to lead to a rise in exports. Several 
studies estimate export demand elasticities for Germany and find the absolute values of the long-run price 
elasticity to range between 0.2 and 1.0 and the long-run income elasticity to range between 0.8 and 1.6 
[Senhadji and Montenegro, 1999; Hooper et al., 2000; Strauß, 2000]. Although the results of these studies 
suggest that traditional determinants are essential in explaining German exports, substantial unexplained 
residuals remain. This outcome points towards the existence of crucial unobserved or omitted variables in 
the traditional export demand function. Therefore, this article aims at identifying some of these additional 
factors.

So far, there are only very few studies that go beyond the traditional export demand function and test 
the relevance of variables other than price competitiveness and foreign economic activity. Based on the 
arguments of the new trade theory [Krugman, 1983, 1985] and the endogenous growth theory [Grossman and 
Helpman, 1991], such studies mainly concentrate on factors such as globalization and quality differentials 
of traded goods. To capture the effects of globalization, introducing linear trends and dummy variables into 
the regression models has become predominant in the literature [Stephan, 2005; Barrell and Pomerantz, 
2007]. Although there seems to be a consensus about the overall positive effect of globalization on German 
exports, the interpretation of the estimated coefficients is largely intuitive and indirect. For instance, a 
statistically significant trend in the export demand function can be attributed to different causes and, 
therefore, leaves significant room for interpretation. Hence, it is inevitably important to concentrate on 
isolated aspects of globalization to provide specific economic reasoning for the estimation results. In this 
study, we focus on the ongoing fragmentation of production processes as one potential determinant.

Concerning quality differentials of traded goods, Grossman and Helpman [1991] highlighted the 
importance of technological competitiveness in explaining trade flows. They argued that spending more on 
research and development enables firms to improve their product quality leading to an increased market 
share relative to competitors. To control the quality differentials, some empirical studies introduced specific 
R&D measures or patenting activities to the traditional export demand function [Madsen, 2004]. The findings 
of the existing studies, however, did not yield conclusive results for the case of Germany. Therefore, it seems 
useful to further investigate the importance of quality aspects for German export performance.

So far, empirical studies have generated little consensus about which factors are most important in 
explaining German exports. Most of them have examined either the effects of globalization or the effects 
of quality differentials as potential determinants. The objective of this article is to combine the two strands 
in the literature in one empirical analysis to derive the results that are more conclusive and contribute 
to explaining part of the large residuals of the traditional German export demand function. Besides, our 
analysis goes beyond the already existing explanations and includes the aspects of energy efficiency which 
is a characteristic often ascribed to German products.

3  Empirical methodology and dataset
As we are interested in the key drivers of German exports, we first discuss potential determinants before 
turning to the empirical analysis of factors that affect export performance in Germany. In the following, we 
list the factors that our analysis takes into account.
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i. Price competitiveness: As pointed out earlier, the traditional determinants of export performance 
include the domestic price level, and the development of exports is determined by changes in relative 
prices and foreign demand. Since the mid-1990s, German firms put a lot of effort into restoring 
price competitiveness in international markets. Especially, the wage moderation policy before the 
outbreak of the worldwide financial crisis in 2008 helped the economy to strengthen its international 
competitive position vis-à-vis the rest of the world [Blanchard and Philippon, 2004]. The real effective 
exchange rate provides one possibility to measure international price competitiveness. It is a weighted 
average of a country’s currency relative to an index or basket of other major currencies adjusted for 
the effects of inflation. A rise in the real effective exchange rate implies a worsening in international 
price competitiveness for a country vis-à-vis its main trading partners. In line with previous studies, we  
use the real effective exchange rate based on unit labor costs in the manufacturing sector (REER) to 
control for price competitiveness in our empirical analysis [Stahn, 2006]. In the case of Germany, 
this measure seems to be most appropriate, as German export goods mainly represent manufactured 
products.1 Although the real effective exchange rate entails crucial information concerning price 
competitiveness, it does not capture the effects of quality enhancements on prices. Therefore, we take 
into account an explanatory variable controlling for quality aspects as well.

ii. Foreign demand: The fact that German exporters have well-established links not only to highly 
industrialized countries but also to fast-growing emerging markets might have significantly contributed 
to the upsurge in exports. Although the biggest share of Germany’s exports still goes to industrial 
countries and especially to the old members of the European Union (EU), the share of exports to the new 
member countries of the EU almost doubled over the period 1992–2016. German exports to emerging 
markets outside the EU experienced a similar pace of expansion. Well-established trade links with the 
BRIC countries probably allowed Germany to benefit more than its competitors from rising demand in 
these economies. A reason for this development often pointed out was possibly linked to the fact that 
the catching-up process of these countries was accompanied by rising demand for capital goods, which 
have traditionally constituted German export goods. Usually, empirical studies use the volume of 
world trade, foreign real GDP, or, in some rare cases, the demand for investment goods to model foreign 
demand [Sawyer and Sprinkle, 1999; Strauß, 2004; Stephan, 2005]. Other studies, however, discuss the 
advantages of using export market trends calculated based on import activities of the trading partner 
countries to measure the economic activity [Stahn, 2006; Danninger and Joutz, 2007]. This approach 
allows eliminating the endogeneity problem significantly. Based on their arguments, we also use real 
imports of Germany’s main trading partners weighted by the average export share to measure foreign 
demand (Demand).2

iii. Fragmentation of production processes: One additional explanation that seems worthwhile to examine 
is based on the progressive openness of capital markets and the ongoing integration of emerging 
markets into the world economy. These developments allow firms to geographically segment different 
production stages across the world to optimally exploit the comparative advantages of different 
locations. In contrast to Sinn [2006a,b, 2014], we interpret the fragmentation of production processes 
globally as positive economic developments. To conclude the fragmentation effect, we include the 
amount of domestic value added as a percentage of total production output (Domestic VA) into our 
model. A decline in domestic value added is a reflection of an increase in the share of intermediate 
goods. Therefore, a negative relationship between this variable and exports can be interpreted as 
evidence for the increased fragmentation of production processes.

iv. Quality differentials: The real effective exchange rate entails important information concerning the 
international competitiveness of a country. However, it does not capture all aspects of competitiveness. 

1 For robustness purposes, we also use the real effective exchange rate based on unit labor cost as an alternative.
2 Based on the assumption that Germany is a small country, the advantage of this variable is that the estimated elasticity in-
dicates whether German exports have grown to the same extent as export markets. A value of one indicates a constant market 
share. A value that is smaller than one reflects a loss in global export market share. For the construction of the variable, we use 
constant weights that are calculated as German export share averages over the period 2000–2003.
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While improvements in productivity are directly reflected in the real effective exchange rate, it 
neglects important factors, which cannot be attributed to changes in productivity. For example, higher  
prices could reflect superior design or reliability of goods. When the value of output is deflated by these 
higher prices, Germany appears to be less productive than its competitors, while in reality, consumers’ 
willingness to pay is increased by higher product quality. In this context, Grossman and Helpman [1991] 
stress the importance of innovation in developing new products that are of higher quality than similar 
goods available on the market. Based on their arguments, we use R&D expenditure as a proxy variable 
to control for quality differentials. More specifically, we employ the gross R&D expenditure share in 
GDP relative to this share of OECD countries (R&D) in our empirical estimations.

v. Foreign direct investment activities: Traditionally, two general motives of FDI strategies can be 
distinguished. The market seekers are companies that invest in a particular region to increase their 
market share in that region. The resource and efficiency-seeking companies invest abroad to lower 
production costs, for example, access to labor at lower costs. While market-seeking FDI activities can be 
regarded as substitutes for exports, resource-seeking FDI activities might be complements of exports.  
A study by the Bundesbank [2006] establishes an empirical link between Germany’s FDI and trade flows 
with respect to a very specific region, namely the new member countries of the EU.3 The results indicate 
that increased outward FDI from Germany to new EU member countries appears complementary to 
an increase in both imports and exports to these countries. However, in addition to Eastern Europe, 
which has become one of the most important destinations for Germany’s foreign direct investment, 
German investment activities in other countries and especially in the BRIC countries also increased 
significantly since the mid-1990s. Therefore, it is interesting to analyze the effects of Germany’s overall 
outward FDI activities on its overall export performance. To capture the effects of the internalization of 
production processes, we include Germany’s outward FDI stock deflated by the GDP deflator of the euro 
area countries (FDI) to our baseline model.4

vi. Efficient technologies and alternative energy sources: Albeit the label “Made in Germany” is regularly seen 
as synonymous to high-quality goods, German products are increasingly said to be also exceptionally 
energy-efficient. With increased energy conscientious attitudes around the world, the world demand 
for energy-efficient products and alternative energies has significantly increased. Concerning energy-
efficient technology and new energy solutions, Germany is one of the global market leaders. In 
particular, Germany’s Renewable Energy Sources Act has helped the economy to become the world 
leader in using solar photovoltaic and solar thermal systems and to develop a thriving manufacturing 
and R&D industry in this field.5 According to the German Renewable Energy Federation [2008], the 
world market volume for renewable energy sources has doubled from €30 to €60 billion, since the 
turn of the century and is estimated to increase further to €400 billion by 2020. To our knowledge, no 
studies have yet examined the effects of energy prices on German exports. Using the petroleum crude 
price index as an indicator of energy prices in general (Energy), we investigate the relationship between 
the oil price and German exports.

Having outlined the potential factors affecting Germany’s exports, we now turn to the estimation 
technique. We employ the multivariate cointegration estimation approach to assess the relative importance 
of the factors discussed earlier. Theoretically, the export demand function reflects a long-run steady-state 
relationship. From an econometric point of view, this would imply a cointegration relationship between 
the variables under consideration. We apply the Johansen’s [1992a,b] cointegration technique to determine 

3 The relationship between trade, foreign direct investment, and the activities of multinational corporations is studied in detail 
by Kleinert [2001].
4 We use the FDI stock variable rather than the flow variable, since stocks allow us to treat the FDI strategy as a long-run phe-
nomenon, while looking at year-on-year evolution of FDI might blur the proper FDI strategy.
5 The Renewable Energy Sources Act (EEG) draws on more than 15 years of experience. It has its origin in The Electricity Feed 
Act (StrEG) which became effective in 1991. In 2004, this act was replaced by The Renewable Energy Sources Act (EEG). Accor-
ding to the International Enegry Agency [International Energy Agency (IEA), 2008], it is the most important and successful 
instrument to promote the expansion of renewable energies in the electricity sector.
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the number of cointegration vectors in each model.6 The Johansen’s procedure is based on a multivariate 
vector autoregression (VAR) model which can be transformed into a vector error correction model (VECM) 
to test for the number of cointegration relationships. Therefore, we conduct different specifications of an 
unrestricted VECM of the following general form:

∑αβ ψ ε∆ = + Γ ∆ +
− −

=

−

z z z D( )
t t i t

i

p

t t
'

1 1
1

1

, (1)

where zt is a vector of endogenous I(1) variables identified through the Augmented Dickey-Fuller test, 
Dt represents the set of stationary exogenous variables including seasonal dummies and a constant, p 
indicates the lag length of the model, which was identified in the VAR set up employing the Hannan–Quinn 
information criterion. The a vector measures the speed of adjustment to restore a long-run equilibrium 
and the b vector includes estimates of the long-run cointegration relationships between the variables. et 
represents the remaining error term.

The list in the Appendix details the variables used in our study. All estimations use quarterly 
observations between 1992Q1 and 2016Q4. Data before 1992 are either missing or are dropped due to 
unification-related fluctuations. We use all variables in logs. This procedure allows us to interpret the result 
as export elasticities.7 Since seasonally unadjusted data are used, constant and centered seasonal dummies 
are included in the estimations. The results of the long-run relationship can be interpreted as a structural 
export demand function.

4  Estimation results
We consider five alternative model specifications of our export demand function to derive the final 
cointegration relationship. This final specification (Model 6) comprises all significant variables, which were 
identified in the previous estimations. Table 1 shows the different specifications considered in our analysis.

Model 1 includes of two explanatory variables, Demand and REER. The traditional model is extended 
by additional variables to analyze the relevance of this potential determinant (Models 2–5). The final 
cointegration relationship (Model 6) includes all statistically significant variables identified in the 
previous estimations. We will elaborate on the variables entering Model 6 below. To test for the number 
of cointegration relations in the considered models, we apply the maximum eigenvalue. Table 2 shows 
the results. They suggest a single cointegration relation for each model specification. Unlike a correlation 
that measures how well two or more variables move together, cointegration rather measures whether the 
difference between their means remains constant.

Together with the weak exogeneity of the explanatory variables leads us to continue with the analysis of 
a single equation error correction model. This allows us to interpret the long-run relationship as a structural 
export function. As in standard I(1) cointegration, the timing of variables in the cointegrating relation does 

6 The models under consideration entail more than two variables. Therefore, more than just one linear independent cointegra-
tion vector could exist. The Johansen’s [1992a,b] procedure allows to test for more than just one cointegration vector, whereas 
the Engle and Granger’s [1987] methodology only allows to test for one cointegration relationship and would, therefore, yield 
inconclusive results.
7 Since our data do not include zero values, we do not need to adjust the data before converting them into logs.

Table 1. Variables included in the different models

Model Exports Demand REER R&D Energy prices FDI Domestic VA

1 x x x
2 x x x x
3 x x x x
4 x x x x
5 x x x x
6 x x x x x
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not interfere with the cointegration property (Nielson, 2005). Therefore, we continue with the estimation of 
the conditional single equation error correction model of the following general form:

∑ ∑α β γ ε∆ = − + ∆ + ∆ +Ψ +
− − −

=

−

−
=

−

z z x z b x D( )
t t t j t

j

p

j t j
j

p

t t1 1 1
1

1

0

1

 (2)

where zt now represents German exports only. xt is a vector of the determinants, which are found to be 
weakly exogenous. Vector a measures again the speed of adjustment to restore a long-run equilibrium and 
the b vector includes estimates of the long-run cointegration relationship between the variables. The short-
run dynamics are now determined not only by the lagged first differences of the endogenous variables gj but 
also by the lagged first differences of the exogenous variables bj.

Table 3 contains the reduced rank cointegration relations with the numbers in parentheses and 
brackets representing the standard errors (SE) and the statistical significance levels, respectively. Table 
2 also shows the adjusted R2, the results of the Breusch–Godfrey LM test for autocorrelation (LM(4)), and 
the normality test using the Jarque-Bera criterion. The results suggest that in all models, the residuals are 
normally distributed at 1% significance level and are not autocorrelated up to the fourth order. For the final 
cointegration relationship (Model 6), a Wald test is run to examine whether the long-run impact of foreign 
demand is significantly different from unity.

The traditional determinants are highly significant and have the expected signs in all models. The 
estimation results are also robust to changes in model specifications. Furthermore, the estimation results 
indicate that two out of four additional determinants are crucial in explaining German exports.

Table 2. Johansen’s cointegration test

Model 1 Model 2

H0: rank Trace test
[Prob]

Max test
[Prob]

H0: rank Trace test
[Prob]

Max test
[Prob]

0 44.653*** 25.327** 0 72.332*** 37.686***
[0.003] [0.018] [0.000] [0.003]

1 19.326* 12.013 1 34.646* 18.102
[0.067] [0.185] [0.057] [0.174]

2 7.313 7.313 2 16.545 12.020
[0.110] [0.111] [0.150] [0.185]

Model 3 Model 4

H0: rank Trace test
[Prob]

Max test
[Prob]

H0: rank Trace test
[Prob]

Max test
[Prob]

0 64.402*** 37.484*** 0 058.588*** 33.641***
[0.005] [0.003] [0.004] [0.007]

1 26.918 12.644 1 24.947 19.285*
[0.293] [0.592] [0.163] [0.089]

2 14.274 8.305 2 5.661 3.801
[0.271] [0.512] [0.735] [0.880]

Model 5 Model 6

H0: rank Trace test
[Prob]

Max test
[Prob]

H0: rank Trace test
[Prob]

Max test
[Prob]

0 64.249*** 35.174*** 0 111.458*** 51.920***
[0.000] [0.004] [0.000] [0.000]

1 29.076* 18.923* 1 59.539 27.113
[0.060] [0.099] [0.110] [0.181]

2 10.153 8.465 2 32.425 19.588
[0.269] [0.333] [0.366] [0.268]

The table shows the estimates of the Johansen’s cointegration test for Models 1–6 as specified in Table 1. ***, (**), [*] denote 
significance at 1, (5), [10%] level, respectively.
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Table 3. Reduced rank cointegration relations

Model 1 2 3 4 5 6

βExports 1 1 1 1 1 1
βDemand –0.973*** –0.976*** –0.815*** –0.943*** –0.910*** –1

(0.067) (0.057) (0.041) (0.122) (0.056) [0.113]a

βREER 0.630*** 0.746*** 0.682*** 0.687*** 0.605*** 0.426***
(0.237) (0.217) (0.131) (0.229) (0.210) (0.142)

βR&D 0.030
(0.835)

βEnergy prices –0.081*** –0.071***
(0.022) (0.021)

βFDI –0.013
(0.079)

βDomestic VA 1.304* 1.837***
(0.796) (0.643)

αExports –0.256*** –0.294*** –0.377*** –0.257*** –0.213*** –0.424***

(0.071) (0.048) (0.063) (0.049) (0.065) (0.069)

Adj. R2 0.638 0.600 0.645 0.581 0.614 0.651
S.E. (0.027) (0.028) (0.027) (0.029) (0.028) (0.027)
LM(4) [0.658] [0.359] [0.701] [0.341] [0.058] [0.169]
JB [0.739] [0.349] [0.949] [0.603] [0.139] [0.942]

The table shows the estimates of the long-run coefficients for Models 1–6 as specified in Table 1.
***, (**), [*] denotes significance at 1, (5), [10%] level, respectively; standard errors are given in parentheses.
aResults of the Wald test: H0: βdemand = −1: p-values from the LR-statistics are given in brackets.

The energy variable turns out to be highly significant. A rise in the oil price leads to an increase in 
German exports in the long run. This positive long-run relationship between the oil price and German 
exports can be interpreted as evidence of increased global demand for energy-efficient products and 
alternative energy technologies.

The estimation results further suggest that increased specialization by the ongoing fragmentation of 
production processes benefits the German export sector. In our analysis, we use the share of domestic value 
added in total output as a proxy of specialization. The sign of the coefficient indicates that a decline in the 
share of domestic value added in total output improves Germany’s export performance. This indicates that 
increased regionalization of production processes contributes to the export performance in the long run.

While the energy variable and the domestic value-added variable turn out to be statistically significant 
determinants, the quality variable and the FDI variable seem to be statistically insignificant in explaining 
German exports. Hence, we do not find support for the hypothesis according to which Germany-specific 
quality aspects are crucial in explaining German export performance. Even in the case when the R&D 
variable enters the export demand equation in its lagged representation because of the argument that 
the contemporaneous effects of quality variables are unlikely, the results do not change. One reason for 
this outcome might be linked to the fact that R&D expenditure only entails information about the input to 
innovation but not information about successful research and therefore does not appropriately capture all 
quality aspects. In this respect, a more disaggregated approach might shed more light on the relationship 
between innovation and export performance [Cassiman et al., 2010].

The FDI variable also turns out to be statistically insignificant in explaining German exports. This 
outcome might be linked to the fact that the results of the Wald test for weak exogeneity suggest that the 
a-coefficient of the FDI variable is significantly different from zero indicating that FDI cannot be treated 
as weakly exogenous. However, if we treat the FDI variable as endogenous as well, we end up with a 
multivariate system which cannot be interpreted as a structural export demand function.

Based on the before-mentioned conditions, our final export demand model is given by the following 
explanatory variables: Demand, REER, Energy prices, and Domestic VA. The adjustment coefficient of the 
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model suggests that over 90% of the disequilibrium is corrected in four quarters, which is a common 
outcome when analyzing export demand models [Danninger and Joutz, 2007]. The adjusted R2 of Model 
6 is higher in comparison with Models 1–5. This indicates that our final demand model succeeds in 
explaining some of the unexplained residuals of the other models. Since the demand elasticity is close to 
one in Models 1–5, we perform a Wald test to examine whether the long-run impact of foreign demand is 
significantly different from the one in Model 6. The test result suggests that we can treat demand as unit 
elastic. Hence, given that everything else remains unchanged, a 1% increase in global demand leads to an 
increase in German exports of the same size. The price elasticity is around 0.4%, indicating that a 2.5% 
real depreciation of the Euro will lead to a 1% increase in exports. The empirical results concerning the 
relationship between the oil price and German exports appear particularly interesting. An increase in oil 
prices by 1% leads to an increase in exports by 0.07%. This outcome can be interpreted as some evidence 
for the increasing demand for alternative energy solutions and energy-efficient products. Since Germany 
is striking in these industries, the scarcity in natural energy resources and the high oil prices benefit 
the German export sector. Another interesting outcome is that a decline of the share of domestic value 
added in total output increases German exports by almost 2%. This result has interesting management 
implications: Obviously, the exports of German manufactures increase with a stronger use of international 
fragmentation of production processes.

5  Summary and conclusions
In this study, we examine different hypotheses for their ability to explain German export performance 
during the period 1992–2016. The estimation results of the single-equation error correction model 
indicate that world demand, price competitiveness, energy prices, and the fragmentation of the 
production process are the main factors explaining Germany’s exports. By contrast, we do not find 
conclusive evidence of Germany’s exports being determined by R&D expenditure or FDI activities. The 
econometric results suggest that world demand is one of the key drivers of German exports. According 
to the estimation output, it is possible to treat demand as unit elastic. Hence, given that everything 
else remains unchanged, a 1% increase in global demand leads to an increase in German exports of 
the same size.

Further, the results indicate that German exporters have benefited from the ongoing specialization. 
Because German companies have optimized their value chain of production in such a way as to make use 
of the comparative advantages of individual firms and locations, they were able to increase their exports.

Price competitiveness plays a comparatively smaller role in explaining export growth. Even 
though prolonged effort in containing costs through wage moderation was significant, the effect is, 
in particular, diluted by the nominal appreciation of the euro before the outbreak of the worldwide 
financial crisis.

Further, the results of the study indicate that Germany particularly benefited from the ongoing 
globalization and the possibility of optimizing the value chain of production globally. Hence, the 
EU enlargement and the worldwide liberalization of capital and goods markets enable German 
manufactures to make use of the comparative advantages of different locations. Therefore, Germany’s 
policy makers should continue to safeguard open borders as well as strong trade and investment links 
between economies worldwide.

The results on the relationship between the oil price and exports are of particular interest. The positive 
long-run relationship supports the argument that with rising energy prices and natural resources becoming 
scarce, the demand for energy-efficient products and alternative energy technologies increases. Since 
Germany is leading in these industries, the result might support the view that German manufacturers and 
the export sector strongly benefit from this development. However, further research is required to address 
this link more specifically. An alternative interpretation of the result might be that German exporters benefit 
from the petrol dollar effect. For instance, an analysis of a disaggregated product level might lead to more 
insights on that topic.
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Appendix
Description of the variables used in the analysis: (Sample period: 1992Q1-2016Q4).

Exports
Germany’s total goods export volumes
Index 2000 = 100
Source: German Federal Statistical Office

Demand
Real imports of Germany’s main trading partners (the first 15 destinations for Germany’s exports for the 
considered period on average) weighted by the average export share of the considered country.

∑= x MDemand ( )
t i itt

With xi = Xi/XG where xi is Germany’s exports to country i and XG is Germany’s total exports. The ratio is 
averaged over the period 2000–2003. Mi is real imports of country i in period t.

Index 2000 = 100
Source: IFS

REER
The real effective exchange rate is based on relative unit labor costs in the manufacturing sector.

Index 2000 = 100
Source: IFS

R&D
Germany’s gross expenditure on R&D as a percentage of GDP relative to gross expenditure on R&D as a 
percentage of GDP of OECD total.

Index 2000 = 100
Source: OECD

Energy prices
Crude oil price index
Index 2000 = 100
Source: IFS

FDI
Germany’s outward FDI stock is deflated by the GDP deflator of euro area
Index 2000 = 100
Source: OECD

Domestic VA
Domestic value added as a percentage of total production output
Index 2000 = 100
Source: German Federal Statistical Office
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Abstract: This article concerns the determinants of foreign direct investment (FDI) outflow from India to 
Poland with some insights to other European countries. This topic strongly relates to globalization of foreign 
trade and especially new economic initiatives between European Union (EU) and India, which was one of 
the first countries to develop trade relations with EU. According to CEIC data – Financial Data and Economic 
Indicators, India’s FDI outflow increased slightly to 1.4 billion USD in September 2019 in comparison with 
996.5 million USD in September 2018, but it is still below the average of 1.8 billion USD for a period of 
2007–2019.1 Very limited number of the scientific research can be found in European literature about India’s 
FDI outflow to EU countries in period of 2004–2019. Indian economists made some research on that topic. 
Professor J. Ramachandran (listed among the Best Management Thinkers for the year 2015, the first Bain 
Fellow in India) from Indian Institute of Management Bangalore in 2004 and Professor Jaya Prakesh Pradhan 
from Central University of Gujarat in 2008 explored the evolution in Indian outward FDI, referring to a shift 
in the pattern of overseas expansion and basis of competitiveness of Indian companies. The main goal of this 
article is to explain what really triggers Indian investors to go to Poland and what kind of businesses they 
form. Some examples of the Indian-based companies are mentioned to support the analysis. The author of 
this article also researched on different governmental bilateral trade agreements and initiatives, trying to 
find any direct impacts of that on the India FDI outflow to Poland and other EU countries. He used empirical 
method of the analysis based on accessible data for period 2004–2019 and literature in that topic and also 
direct interviews with private Indian investors who made decision to start and run their business in Poland 
or other EU countries. The main conclusion is that Poland the leader of Visegrad Group is an interesting 
investment for India and India can be for Poland a counterpart investment partner to China.

Keywords: FDI, vertical FDI, horizontal FDI, India–EU strategic partnership, BTIA, multinational 
companies, determinants, technology spillovers, FDI Confidence Index
JEL Classification: F21

1  Introduction
The economic relation of India with European Union (EU) was established in 2004 as the Strategic 
Partnership. As a result of economic cooperation, India and EU entered the different phases of negotiations 
of the Broad-Based Trade and Investment Agreement (BTIA) during EU summits in 2009–2012. India and 
EU expressed the willingness to conclude and sign the agreement. According to Asian Development Bank, 
India signed 13 out of 29 different trade agreements in June 2018 but mainly within Asia.2 The Free Trade 

1 Available at: https://www.ceicdata.com/en/india/foreign-direct-investment-outflow/foreign-direct-investment-outflow 
( accessed October 19, 2019).
2 Asian Development Bank (n.d.) Asia Regional Integration Center, Free Trade Agreements, India. Available at: https://aric.
adb.org/fta-country.
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Agreement (FTA) between India and EU requires time for both partners to better understand the concerns 
from each side and try to find a consensus to reach FTA. India wants more flexible approach in terms of 
movement of professionals and market access for agricultural products, pharmaceuticals, and textiles while 
EU forces more protective approach by introducing a safeguard clause, which will take effect whenever a 
20% sector limit is reached. It concerns, of course, IT sector as well which is very important for India from 
the perspective of free movement of IT specialists within EU countries (visa regime). The 2018 EU Strategy 
on India represents a significant change in the Union’s perception of India in that it recognizes that a strong 
partnership with India is “key for a balanced EU policy towards Asia as a whole” [European Commission, 
2018]. On the contrary, India prefers to have trade talks with EU member state countries instead of whole 
EU as a bureaucratic organization. Also taking into consideration a current situation in world trade market 
in which China becomes more assertive with US trade policy and unclear economic consequences of Brexit, 
India gains more attention of EU regarding trade cooperation and FTA. This situation on macroeconomy 
level and bilateral trade agreements influences foreign direct investment (FDI) outflow of India to Poland 
and other EU countries. Indian–Polish trade relations are developing since 1951.3 According to the recent 
statement of the Minister of External Affairs of the Republic of India Dr. Jaishankar Subrahmanyam during 
the official visit to Poland in August 28–29, 2019, India’s desire is to engage with Poland in the Visegrad (V4) 
format.4

Before further analysis is conducted regarding India FDI outflow to EU countries, an academic 
perspective needs to be done on earlier literature in this topic. At the end of this article, the point of views 
of Indian investors on investing in EU countries are presented.

2  Review of the literature regarding the topic
In general, the theory of FDI answers the question as to why a firm would want to produce in a foreign location 
instead of entering other alternatives such as exporting their products or having the license agreement 
with a host market company. FDI concept is well known and developed in International Economics by 
authors such as M.E. Porter with his competitive advantage concept [Porter, 2011], J. Dunning, S. Hymer, J.F. 
Hennart, R. with his theory of multinational firm [Hennart, 1982] Vernon, or D. Cushman pointing out real 
exchange risk in FDI [Cushman,1985], A. Kokko who examined the relation between observed technology 
spillovers from FDI and proxies for the complexity of MNC technology [Kokko, 1994] At present, a real 
challenge for the contemporary economists is to create an unified theory that explains a complexity of 
FDI impacts and its determinants in the world economy. The nature of FDI makes it a multidimensional 
subject within the sphere of economics and an interdisciplinary one which is a real cumbersome task for 
economists. The existing FDI theories can be grouped into traditional ones that are based on neoclassical 
economic theory and explain FDI defining the advantages of international production known as OLI 
Paradigm [Dunning, 1979], radical ones as a criticism of multinational companies (MNCs), and modern 
ones that are trying to elaborate the most unified FDI theory. For the purpose of this article, modern theories 
are mainly in focus, due to the fact that such theories are closer to the real world economy activities. Till the 
first decades of twentieth century, FDI mainly concerned the exploitation of oil and natural resources with 
a shift to manufacturing and services in late 1990s when a phenomenon of transnational companies started 
to have more attention of the economists. The reviews of the FDI theories done by many authors confirmed 
the importance of FDI in economic development in each country [Denisia, 2010]. The FDI theories explain 
the reason why FDI occurs and the determinants of FDI. Interesting study was done also by S. Morris and  
P. Jain in 2016 regarding relationship between outward foreign direct investment (OFDI) stocks pertaining to 

3 More historical facts can be found in Weresa (1990) and Baker D.C, Diggs H.T., (1956), A monthly inventory of information 
from U.S. Government Foreign Service Offices and other sources that may not otherwise be made available promptly, United 
States, US Department of Interior, Bureau of Mines, Division of Minerals, Trade Mineral Notes, III. Miscellaneous Information. 
India- Poland (Trade and Technical Assistance Agreement), Vol. 43, No 1, page 40.
4 Joint Statement of the Ministers of Foreign Affairs of Poland and India, Warsaw August 29, 2019. Available at: https://www.
gov.pl/attachment/6a5a06c8-7cd7-4694-8ab7-5406839fb56a (accessed October 28, 2019).
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34 OECD source and 160 destination countries. They proved using the gravity model that variables explain 
nearly 50 per cent of the variation in the OFDI stock [Morris, Palakh, 2016].

 The impact of FDI on country economy is complex and it depends on which area of impact is explored 
as suggested by the author. Some authors showed that FDI helps to promote a competitiveness of local 
firms [Blomstrom et al., 1994; Caves, 1996; Smarzyńska, 2002; Kowalewski and Weresa, 2008] and can 
have technology spillover effects in local markets [Findlay, 1978; Borensztein et al., 1998]. Other authors 
either saw negative effects of FDI on local markets or did not see the link between FDI stock and economic 
development of the country [Hanson, 2001; Gorg and Greenaway, 2002; Lipsey, 2002]. FDI can also have 
a different impact depending on the economy sector such as manufacturing, service, textile, agriculture, 
mining, fossil [Hirschman, 1958; Alfaro, 2003].5 To be efficient, FDI requires from company in home country 
to have some advantages and the host market should be imperfect in the sense of required products or 
services [Kindleberger, 1996]. Interesting part of some recent studies of FDI is its determinants and its 
influence on economic growth. In general, there is a consensus in modern theories that FDI influence on 
economic growth is rather positive than negative in developing countries6 (magnitude of that influence can 
be arguable) and that FDI has a very close connections with MNC activities especially in areas of technology 
transfer and knowledge diffusion referred as externalities or efficiency spillovers [Ewe-Ghee, 2001]. This 
observation was confirmed by R. Findlay in 1978 and developed further in 1980 by S. Lall in his empirical 
study which stated that MNC–supplier interactions helped to increase the efficiency and productivity of 
local companies [Lall, 1980]. The magnitude of these spillovers depends on the technology gap between 
host and home countries [Kokko et al., 1996] and also on the liberalization level of the host country for 
the export-oriented operations of MNCs and investments which allow to cluster foreign investors and 
competitors in the host market [Moran, 1998].7 If the liberalization level is low (restrictive), then FDI is 
focused on production for the host market as restrictive investment policy of the host country will not 
allow for MNC’s business integration which as a result will lead FDI to some inefficiency and even negative 
impact [Mansfield and Romero, 1980; Shapiro, 1993; Klein, 1995; Rodrik, 1999]. Besides technology gap and 
liberalization level, human capital is also an important factor for FDI success in the economic growth of the 
host country [Borensztein et al., 1998]. Then FDI can lead to increase in growth by being more productive 
than domestic investment as MNCs prefer to locate in fast-growing and profitable economies. Important 
aspects of FDI theory are determinants of FDI. According to J.H. Dunning, the company should have the 
profits from the ownership advantages of its brand name firm-specific assets over the competitors to locate 
its business or production in the host country [Dunning, 1977, 1988]. In the literature, determinants called 
“vertical FDI” (VFDI), production cost minimizing or raw material seeking, relate to cost reduction of the 
whole production chain, and the other determinants named “horizontal or market seeking FDI (HFDI)” are 
to serve the host market in a more efficient way. VFDI is usually export-oriented and are not much affected 
by the market size of the host economy and they are used when there are differences in international input 
prices and raw materials in the different parts of the production process and technology. HFDI are export 
replacing due to the establishing production plants by MNCs in the host market also to reduce the supply 
cost. The bigger host market size (lower production unit cost) and more expensive export (tariffs and 
transport) are commonly used HFDI. Both types of FDI are not mutually exclusive and can cluster in the 
host market as the regional service of the group suppliers [Shatz and Venables, 2000]. The impact of FDI 
determinants is presented in Table 1. In some cases of the determinants namely transport cost (TC) and trade 
barriers (TB), the net impact on FDI is ambiguous. This effect can be explained by the nature of VFDI which 
is export-oriented particularly to the multinationals’ home markets, thus it may be negatively impacted by 
high TC because of vast amount of imports and exports of components and final goods shipment need, while 

5 More information regarding empirical model of FDI impact on the manufacturing and services sector was obtained from the 
article by Alfaro (2003).
6 Although some econometric evidences of FDI positive spillovers for developing countries such as Mexico, Indonesia, and 
Uruguay were done, there are few dedicated research for India FDI outflow to OECD countries for period 2004–2019 which can 
be founded in the literature.
7 A strong spillover example: when General Motors used plants in Mexico to produce its engine cars, other competitors follo-
wed in 1990s and a similar case was with General Electric in Asia in 1968.
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low TB smooth the final goods shipment process VFDI is positively impacted. The size of the host market 
(SoM) has no significant impact on VFDI as the export-oriented type FDI. In case of abilities of mother 
company to repatriate profits (AP) VFDI as focuses on export the impact is not relevant as the main profit 
is done in home country. This simplicity of impact reasoning of the FDI determinants helps to distinguish 
a difference between these two types of FDI. Another important aspect is the direction flow of FDI (inflow 
or outflow) from the perspective of the home country. For the purpose of this article, India FDI outflow is in 
focus, which means that interest of the author was to examine FDIs made by India in Poland and other EU 
countries even though the home country of the author is Poland. In the research literature, the topic related 
to India FDI outflow determinants to Poland and other EU countries in 2004–2019 is quite limited. The 
reason is that India has rather host economy and majority of the India outflow FDI are in Asian countries. 
It means also that it can be further explored. In general, there are strong commercial links between EU and 
India as presented in the introduction of this article. Historical economy links between India and UK may 
impact India FDI outflow in UK and make UK as the main FDI country for India. It is a just statement that 
needs scientific evidences but it can be used as the starting point. Time-series data, vector autoregressive 
(VAR) model, and Granger causes used by some researchers regarding FDI outflow determinants of India 
show the link with national technological capability of India and level of FDI outflow impacts a national 
interest rate. Besides, the national macroeconomic characteristics of the home country including income 
per capita, openness of the economy to international trade, interest rate, human capital, technological 
capability, exchange rate, and exchange rate volatility are strongly considered while analyzing the impact 
on FDI outflow [Tolentino, 2008]. Also interesting study that analyzes the relationship between outward 
FDI (OFDI) stocks pertaining to 34 OECD source and 160 destination countries was presented by Professor  
S. Morris and Dr. J. Palakh from Indian Institute of Management. They did an overview of the previous studies 
in that specific topic done in 2003–2011 which confirms a statement of author of this article that number 
of the researches regarding India outflow FDI from one country into various countries is very limited. By 
review of these previous studies, some of the FDI outflow determinants were identified, namely the size 
and geographical distance between the countries, market potential of neighboring countries, FTAs in place 
between the home and host country, home GDP growth, and political stability. FDI outflow is also impacted 
by capital market imperfections [Aliber, 1970], motives of natural resource seeking, and other factors such 
as colonial linkage (e.g., UK and India colonial linkages). These conditions of the FDI determinants are 
more explored in the following sections.

3   India’s FDI outflow to Poland and other EU countries in period 
2004–2019: Empirical analysis of the main determinants

There are several India FDI outflow determinants that need to be considered, namely national income per 
capita, openness of the economy to international trade, interest rate, human capital, national technological 
capability, exchange rate, and its volatility. The 8-equation unrestricted VAR model presented by  

Table 1. Impact of the foreign direct investment (FDI) determinants

FDI determinant Vertical FDI Horizontal FDI Overall FDI impact

Transport cost (TC) Negative if TC is high Positive if TC is high Ambiguous
Size of the host market (SoM) Positive if SoM is large No impact Positive
Cluster (C) Positive if C is attractive Positive if C is attractive Positive
Taxes in the host country (TX) Positive if TX is low Positive if TX is low Positive
Raw material cost (RC) Positive if RC is low Positive if RC is low Positive
Investment climate (IC) Positive if IC is more friendly Positive if IC is more friendly Positive
Trade barriers (TB) Positive if TB are low Negative if TB are low Ambiguous
Abilities to repatriate profits (AP) No impact Positive if AP are high Positive

Source: Author’s own study based on Ewe-Ghee L. (2001), pp. 13–14.
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P.E. Tolentino showed the relations between India FDI outflow and these determinants mentioned earlier. 
The most impact on India FDI outflow are caused by income per capita, national technological capability, 
and Indian economy openness to international trade. FDI outflow affects national interest rate (Tolentino, 
2008). India is a rather FDI inflow than FDI outflow oriented country and has a rather stable FDI intensity 
ratio as a percentage of GDP which is 1.5% in the period 2017–2018.8 Data for FDI in 2017 presented by 
Statista showed that India FDI inflow was almost 40 billion USD while FDI outflow value was 11.3 billion 
USD.9 India FDI outflow by country shows asymmetry comparing EU countries and other parts of the world. 
Top India FDI destination countries are USA, UAE, Australia, Singapore, Bangladesh, Egypt, China, and 
Russia. In Europe, the most chosen countries are Germany, France, the Netherlands, UK, Switzerland, 
Cyprus, Belgium, Poland, Czech Republic, and Romania. Poland is becoming a more attractive country for 
Indian companies to invest in Central and Eastern European (CEE) region. The Indian companies active 
in Poland include those of the IT and BPO, such as GE Money, Genpact, Infosys, KPIT-Infosystems, HCL, 
Tata Consultancy Services, Wipro, and Zensar Technologies. UFLEX has started a plastic wrap factory 
in Września in 2012 and proceeded to open a second manufacturing unit in the same town in 2018. The 
two Indian companies that are running their factories in the town of Kostrzyń are Essel Propack (where it 
produces laminated tubes) and Novo Tech (a manufacturer or polymer products), while VVF is managing 
a soap factory in Racibórz. Some of the companies that have entered the Polish market in previous years 
through acquisitions include Berger Paints India, Escorts, Glenmark Pharmaceuticals, Indorama, Lambda 
Therapeutics Research, and Tata Global Beverages. According to recent investment project data of Polish 
Investment & Trade Agency (PAIH) regarding FDI in Poland by 11 Indian companies, the total amount of the 
investment for period 2009–2019 was 125 million EUR and 2,335 jobs were created across Poland mainly in 
BSS-BPO sector. The data are presented in Table 2. This is just a part of overall India FDI in Poland which is 
valued at 3 billion USD in total in 2016.10

According to CEIC report, the India FDI outflow to Poland in September 2018 was reported 0.252 million 
USD only and it has an upward tendency.11 There was a big difference in the investment in May 2009 (over 
27 million USD) where one of the explanations is the investment of Uflex in packaging factory in Września. 
Although some economists do not see an obvious and direct relation between FDI and GDP growth (it was 

8 Passport Statistic Data (accessed November 15, 2019).
9 India Statista Country Report, April 2019, p. 40. Available at: www.statista.com.
10 Poland’s Promise for Investors from India by Agata Dyndo head of Mumbai-based trade office of the Polish Investment 
and Trade Agency. Available at: https://indiaincgroup.com/polands-promise-for-investors-from-india-india-global-business/  
(accessed November 15, 2019).
11 Available at: https://www.ceicdata.com/en/india/foreign-direct-investment-outflow-by-country?page=5 (accessed  
November 15, 2019).

Table 2. India FDI outflow to Poland in period 2009–2019

Company Sector Investment (million EUR) Jobs created Year

Intelenet Global Services BSS-BPO 3.0 300 2009
Uflex packaging 65.0 130 2011
Wipro BSS-BPO 2.0 200 2011
Mphasis BSS-IT 1.0 80 2012
Qburst BSS-B&R 0.3 35 2012
Infosys BSS-BPO 1.5 300 2013
WNS Global Services BSS-BPO 2.5 500 2013
HCL Poland Sp. z o.o. BSS-IT 1.00 250 2017
Varroc Lighting Systems Sp. z o. o. Automotive 42 400 2018
Varroc Lighting Systems Sp. z o.o. BSS-B&R 1.5 150 2019
ALLIANCE RENTALS Sp. z o.o. Tourism 5 10 2019
Total 124.8 2,355

Source: PAIH, 2019.
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presented in the part of this article regarding theories and review of the literature), there is an interesting 
observation regarding GDP growth of Poland and increasing value of India FDI outflow in recent years. 
Poland attracts Indian investors with its stability in the region and investment atmosphere with accessible 
well-educated human capital. Poland is still economical than other Western EU countries in the context of 
workforce and it has strategic location between Russia and EU. According to a study by the Europe India 
Chamber of Commerce (EICC), Indian companies have invested more than 50 billion EUR in Europe since 
2003. Out of this, 16 billion EUR was invested on greenfield projects and the rest was spent on mergers and 
acquisitions [Charlie, 2012]. As a matter of fact, India is a more FDI inflow than outflow oriented country 
and there are no specific instances of the Government which influence the investment decisions of Indian 
companies in Europe. The raise of EU market protectionism related to recession in Germany and other EU 
countries diminishes the chances for high volume of the investment in Europe from Indian companies even 
though that sectoral mix in Europe is in-line with investment strategy of the Indian companies. It does 
not only refer to MNCs but also the smaller ones that plan to start their business in Poland and other EU 
countries. After introducing Foreign Exchange Management Act in 2000 by Government of India, there was 
an increase in OFDI made by the Indian companies. In 2003, the Indian companies were allowed to invest 
100% of their capital in overseas business including EU. It allows Indian MNCs to invest 116 billion USD12 
between 2003 and 2012. Concerning Europe, the most desired destination for Indian investments during 
2008–2012 were three countries, namely the Netherlands (6.54 billion USD), UK (1.53 billion USD), and 
Switzerland (0.41 billion USD). In global terms, tariff tensions, US trade policy, China’s shrinking outflow 
FDI, upcoming Brexit make FDI change to drop its value over the last 3 years by 13% every year. FDI into 
Europe fell down by 55% while Developing Asia had a FDI growth by 3.9%.13 Looking on the ranking of 
Global Finance—FDI Superstars 2019, Spain got the fourth place which was mostly driven by M&A sales 
that UNCTAD estimates at 44 billion USD in 2018.14 The acquisition of Spanish highway operator Abertis 
by Italian Atlantia, Spanish ACS, and German Hochtief alone drew in some 19 billion USD. The growth of 
Spain also spurred real estate deals: Blackstone acquired some assets of the old Banco Popular Español 
for 6 billion USD, and Cerberus signed a similar deal with BBVA for 4.7 billion USD. Another country in 
ranking was Czech Republic which got the fifth position, where FDI inflow recovered from 2016 was mainly 
due to the fact that almost one-third of all the jobs in Czech Republic were created by MNCs particularly 
in automotive and metallurgy sectors. FDI/GDP ratio of 600% from 1993 is an outstanding result in whole 
CEE region. The biggest M&A deals in 2019 were in pharma and telecom, with the acquisition of generics 
producer Zentiva by private-equity firm Advent International from Sanofi for 1.9 billion EUR,15 and 
Vodafone’s acquisition of Liberty Global systems for 19 billion EUR (also including Hungary, Romania, and 
Germany).16 Czech Republic offers a stable environment, a skilled and relatively inexpensive workforce, 
good quality of life, and a favorable location at the heart of Central Europe. The Czech Government has 
strived to offer tax incentives and subsidies, especially in the manufacturing and technology sectors. In 
2018, a new visa program was set up to award residency to non-EU citizens who invest a minimum of 1.9 
billion EUR (2.1 billion USD). Another country that was highly ranked number 7 by Global Finance was 
Hungary. Hungary introduced new investment procedures that limit a corporate tax burden. According to 
The Hungarian Investment Promotion Agency (HIPA), 98 projects came to Hungary in 2018, backed with 
capital of more than 4.3 billion EUR (4.7 billion USD), and created up to 17,000 jobs.17 Major investments of 
new operators and existing companies were mainly in the automotive industry, the electronic sector, and 
the tertiary sectors. Surprisingly, Poland was not in the ranking list of Global Finance—FDI Superstars 2019. 
According to the recent presentation of PAIH that was performed during the seminar at SGH Warsaw School 
of Economics for Indian companies investing in Poland, FDI inflow to Poland was 2.3 billion EUR in 2018. 

12 Estimation made by EICC, 2012.
13 Available at: https://www.gfmag.com/magazine/october-2019/fdi-superstars-2019? (accessed December 9, 2019).
14 Available at: https://unctad.org/en/PublicationsLibrary/wir2019_overview_en.pdf, p. 20 (accessed December 9, 2019).
15 Available at: https://www.adventinternational.com/advent-international-completed-acquisition-of-zentiva-from-sanofi/ 
(accessed December 9, 2019).
16 Available at: https://www.ibc.org/manage/eu-approves-liberty-global-19bn-sale-to-vodafone/4149.article.
17 Available at: https://hipa.hu/investors-keep-trusting-in-hungary-a-record-number-of-investment-projects-and-volume-in-2018.
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Opinions and main determinants regarding FDI investments in Poland from the perspective of the Indian 
companies are presented further in this article.

According to the data obtained from PAIH and Indian Embassy in Warsaw, there are 15 different Indian 
companies that invested in Poland in period 2009–2019. Most of them are operating in BPO/BSS sector but 
there are still quite a few in the industry such as Lumel SA and Escort Farmtruck. The biggest world steel 
producer ArcerolMittal, which is registered in Luxemburg and invested directly in Poland, is not treated 
as the Indian company even though it is present in Poland for many years. On November 28, 2019, SGH 
Warsaw School of Economic, World Economy Research Institute in cooperation with PAIH organized closed 
seminar for Indian companies operating in Poland.18 What is an especially noteworthy take away is that 
from October 2019, there are new criteria in force for the government cash grants for new investments, 
allowing investors to cover up to 15% of eligible investment costs. A very interesting presentation was done 
by CEO of Lumel SA, Mr. Dinesh Musalekar, who shared his experiences related to investing in Poland. 
One of the key problems he described was the regulatory issues related to the liquidity of fixed assets 
(e.g., land) which impede the company’s reinvestment plans. Another important aspects raised up by the 
Indian companies are the steep increase of wages which forces the companies to automate their operations 
and the lengthy bureaucratic process necessary to obtain foreign workforce from India (taking close to 
a year). According to Polish Government data statistics, there were 10,181 visa applications in period of 
January–November 2019 by Indian citizens to Poland mainly as temporary residence permit (increased by 
22% compared with 2018).19 What mainly impacted the choice of Poland as the target country for FDI were 
its steady GDP growth and the stability as part of the EU. Indian companies impact local human capital 
development by technical knowledge transfer, investing in their own engineering class in cooperation with 
various universities (Lumel SA). It is the real example that confirms the fact that FDI inflow to Poland helps 
to develop the economy although there is no consensus among the economists regarding a direct impact of 
FDI on the GDP growth. Another important aspect is the policy of EU host country to receive workforce from 
Asia. This requires further studies that can be the topic for another article.

4  Summary
The significance of Indian FDI outflow to Poland in period of 2004–2019 proved that Poland needs Indian 
investments to grow although there is no consensus among economists that FDI directly impacts GDP 
growth of the country receiving investment. According to PIAH’s data in Poland, Indian FDI with value of 
128.4 million EUR created 2,355 jobs in period of 2009–2019. It is not impressive comparing the results with 
other countries in EU. Surprisingly, Poland was not even included in the ranking of Global Finance—FDI 
Superstars 2019. This is the real signal that Poland may face a challenge in competing for Asian FDIs. It 
is also a chance for Polish economy to review its strengths and opportunities for trade cooperation with 
India. Due to long-time cooperation between India and Poland which was started in 1951 and bilateral Trade 
Agreement with EU, there are interesting perspectives for the future. Some concerns still exist regarding the 
stability of GDP growth in Poland and government’s policy employment of Indian workforce in Poland. It 
has a link with current situation of US–Chinese trade war which impacts the whole economy slowdown. 
When the country faces such conditions, it is common that the government has started using protective 
mechanisms. As a result, the previously mentioned FDI outflow from India to Poland has a decreasing 
trend taking into consideration the period of 2004–2019. The main determinants of FDI outflow from India 
to Poland are Polish economy stability growth, size of the market, cost of the skilled workforce, and the 
fact that Poland is in EU, which allow Indian companies to expand to neighbor countries such as Germany, 
Czech Republic, and Slovakia. These determinants should be developed by Polish Government FDI 
incentives instruments such as Grant Cash introduced in October 1, 2019 which can cover up to 15% of the 

18 Available at: https://gazeta.sgh.waw.pl/?q=konferencje-debaty-spotkania/seminarium-dla-indyjskich-firm-dzialajacych-w-
polsce (accessed December 7, 2019).
19 Available at: www.migracje.gov.pl.
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eligible investment costs. Some of the minimum level of the foreign investment should also be reconsidered 
as investment of 100 million PLN can be too heavy for medium-sized Indian companies. Poland is still an 
interesting option for Indian companies to invest but the question is how long it will sustain taking into 
consideration that other European countries compete for Asian companies to establish their business in 
these countries. To have much better perspective and comparison of the Poland’s position regarding not 
only Indian but also Asian FDI outflow to EU nations, another research needs to be done.
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Abstract: Competitive tension refers to pressure that is considered to exist among firms operating in a 
competitive market and that forces them to take competitive action against each other. An imaginary upper 
limit of competitive tension symbolizes the difference between whether to take competitive action or not. The 
antecedents of competitive tension are examined in this study. Within this scope, market commonality and 
resource similarity are the variables studied as components of competitor analysis; market concentration 
that provides clues for the competitive structure of competed markets; and finally, competitive asymmetry, 
presuming that the competition among the companies is not equal and rivals do not consider each other 
at the same level as competing firms, were taken as primary variables of competitive tension. In order to 
test whether these variables have an effect on competitive tension among airlines, airlines operating in the 
domestic air transport market in Turkey were examined in this study. The perceived competitive tension that 
was detected as a result of regression analyses was studied on three different dimensions, namely, internal 
tension, external tension, and total tension, and each dimension was analyzed as a different model. The 
findings of the study revealed that market commonality and market concentration have a significant effect 
on competitive tension. These effects were found to be positive for market commonality and negative for 
market concentration. Resource similarity and competitive asymmetry were found to have no significant 
effect.

Keywords: strategic management, competition, competitive dynamics, perceived competitive tension, rival 
analysis
JEL Classification: L13, L25, L93

1  Introduction
Rivals and competition are the focus of strategic management [Weigl, 2008, p. 19; Chen and Miller, 2012, 
p. 4]. Therefore, the analysis of both rivals and competitive behavior among rivals has an important role in 
the success of strategic management [Porter, 1996, p. 64]. Besides knowing them independently, being aware 
of how they interact together, simultaneously, is of great importance for successful strategic management. 
Understanding competitive behavior is dependent on effective analysis of rivals [Bergen and Peteraf, 2002, 
p. 157]. The hypothesis suggested by Chen [1996], stating that, “each firm has a market profile and resource 

1 This study was produced from a Master’s thesis of the first author entitled, ‘A Study of Factors that Affect Competitive Tension: 
An Application in the Turkish Domestic Air Transportation Market’ under the supervision of the second author.
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structure peculiar to its dynamics”, brought the approach of examining competition in the real market and 
in the context of rival dyads to the agenda. However, looking at competition in industry through Porter’s 
Five Forces model [Porter, 1980] makes it difficult to truly understand and describe competition among rival 
dyads in the real market. On the other hand, within the scope of the classical strategic management literature, 
it is not true to suppose that there is equality in the competition among rival firms [Chen and Miller, 2012, 
p. 8]. Since market commonality and resource similarities of rival dyads might appear at different points, 
there exists competitive asymmetry [Chen, 1996, p. 116; Más-Ruiz et al., 2005, p. 717; DeSarbo et al., 2006, 
p. 103]. Competitive dynamics has not considered competition from an overall perspective at the industry 
level. Instead, it has brought a different perspective to the classical understanding of competition peculiar 
to rival dyads based on competition in real markets.

As Chen [1996] pointed out, competitor analysis can be carried out with objective criteria, such as 
market commonality and resource similarity, as well as with subjective tools that involve the perceptions of 
managers and industry stakeholders. In this context, there is also competitive tension between firms, seen 
as a result of the overlapping between markets and resources, which leads to competitive actions between 
firms. Competitive tension can be defined as a tension-based situation that may result from the attacks of a 
target firm against its rival in their mutual competition [Gündüz, 2013, p. 554].

The airline industry is an industry that has severe competition both in domestic routes and on the 
global scale [Cento, 2009, p. 13]. In addition to this, the airline market is known to have an oligopolistic 
structure [Hanlon, 2007, p. 67]. An approach that can reveal the competitive dynamics of a few airlines 
that compete in real city pair markets will contribute to the Positioning School and the Resource-based 
Approach. Moreover, being able to make such rival and competitive analyses will doubtlessly affect the 
success of airlines. Therefore, the airline industry has been a research area for competitive dynamics 
involving competition through moves and retaliation on the basis of rival dyads in genuine markets.

The domestic air transport market was totally liberalized in 2003 in Turkey [Orhan and Gerede, 2013, 
p. 45]. As a result, the number of companies operating domestic routes increased, and this caused competition 
to increase [Dursun et al., 2014, p. 108; Gerede and Orhan, 2015, p. 189]. However, the number of scientific 
studies on competition in the Turkish domestic air transport market remains limited [Yaşar and Gerede, 
2018, p. 172]. Within this framework, whether the hypotheses suggested by the literature on competition 
dynamics are valid for the Turkish domestic air transport market, and the effect of common markets and 
resources on the perception of competition, is relatively unknown. Moreover, there is not enough empirical 
evidence on the extent to which different market structures affect competitive tension. Another point that is 
worth studying is whether competitive asymmetry influences perceived tension among airlines.

Within this framework, competitive tension and the components that are seen as its antecedents 
are examined through a model developed in the context of the Turkish domestic air transport market. 
Focusing on the antecedents of competitive tension, this study analyzes the relationship between market 
commonality, resource similarity, market concentration, and competitive asymmetry variables, as well as 
competitive perceptions of internal and external stakeholders on the basis of rival dyads. Market structures 
and competitive asymmetry are also included in the model in the study, unlike previous studies. Market 
structures are examined on a market basis, whereas competitive asymmetry is examined on an airline duo 
basis.

2  Theory and literature review

2.1  Competitive dynamics theory

Several major approaches have emerged and become effective in the field of strategic management 
since the early 1980s. Among these are the resource-based view [Barney, 1991], the dynamic capabilities 
perspective [Teece et al., 1997], industrial structure [Porter, 1980], strategic groups and configurations [Cool 
and Schendel, 1987; Miller, 1996], game theory [Osborne and Rubinstein, 1994], network theory [Tsai, 2002], 
and population ecology [Freeman et al., 1983]. Unlike the above-mentioned approaches, studies regarding 
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competitive dynamics that appeared during these years are provided [MacMillan et al., 1985; Bettis and 
Weeks, 1987; Smith et al., 1989; Chen and MacMillan, 1992; Baum and Korn, 1996; Chen and Miller,  
2012, p. 3]:

•	 An approach on understanding the actions of firms when they encounter a rival.
•	 The examination of measurable actions in the context of real markets.
•	 An examination of interactions among the rivals, focusing not only on moves but also on responses to 

those moves.

Because of the above-listed characteristics of competitive dynamics, the abstractness that was observed 
in the area of strategic management has disappeared. Moreover, Porter, who is one of the founders of the 
Positioning School, proposed the Five Forces model, which is still used today. In contrast, competitive 
dynamics has the following features:

•	 Competitive dynamics considers the competition as a dynamic and interactive process.
•	 While analyzing, competitive dynamics reaches real markets and analyzes competitive action (at the 

action level) of (micro)firms.

As in other strategic management areas, competitive dynamics studies also seek answers to some basic 
questions. Some of these are listed below [Chen and Miller, 2012, p. 4]:

•	 Why do the firms try to compete in particular ways?
•	 How do the firms interact while they are competing?
•	 How does the competitive behavior of firms influence organizational performance?

Studies regarding competitive dynamics differ from traditional approaches in one particular aspect, and 
this aspect makes competitive dynamics almost unique in this respect. Studies of competitive dynamics examine 
the actions that help firms gain a competitive advantage in real markets and the reaction to these actions.

Furthermore, a competitive dynamics approach suggests that, unlike the Five Forces Model, the 
interaction between firms is asymmetric. In other words, two firms consider each other from different 
perspectives in terms of competition. Competitive strategies are identified by the action and reaction 
repertoires of firms rather than Porter’s generic strategies [Chen and Miller, 2012, p. 69]. While the 
Positioning School describes strategy as the positions taken in the market [Porter, 1980; 1985], competitive 
dynamics deals with what the firm does in the position it takes in the market.

Research on competitive dynamics tries to build a bridge among the disciplines. However, claiming 
that this has not happened yet, this study proposes a new model that shapes the framework for this bridge 
[Chen and Miller, 2012, p. 4]. This competitive interaction model, called Awareness–Motivation–Capability 
(AMC), is shown in Figure 1.

According to the model demonstrated in Figure 1, the firms (attacker or responder) conducting rival 
analyses are expected to be aware of the actions and reactions of their rivals in the competitive market before 
they take action (awareness); to have motivation to take action (motivation); and to have the capability to 
succeed in this. The firm is likely to encounter certain handicaps without awareness. The firm might either 
miss an opportunity that could provide it with a competitive advantage or it will be unprepared for possible 
action. In addition, the firm also needs to be motivated to take action. Motivation includes the subjective 
encouragement the firm perceives (gains it will have in the market) prior to its actions or reactions to a 
move [Albers and Heuermann, 2012, p. 9]. In order to be in competitive interactions, the firm is supposed to 
have suitable resources and basic capabilities for indulging in this. In the AMC model, a firm that is aware 
of the situation is motivated to take action and, if capable of doing this, will either take action to receive 
the above-average profit it notices in the market and take advantage of being the first in the market [Gal-Or, 
1985; Lieberman and Montgomery, 1988] or it will respond to a competitive move made by another firm in 
order not to lose its own market share or even its position.
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2.2  Interfirm rivalry and competitor analysis

Unlike the AMC model, as seen in Figure 2, firms in the marketplace primarily undertake rival analysis and, 
as a result of this analysis, their awareness is shaped in the Interfirm Rivalry Model. The model variables 
that are indicative of the firm taking action are the advantages that the firm has for being the aggressor 
or the effect of factors such as the size of the firm (from an aggressor’s position). As for the responder’s 
position, the type of move that it is exposed to and the responder’s dependence on the market – in other 
words, whether its loss of market will cause a deformation or not – are effective [Smith et al., 2001, p. 29]. As 
a follow-up model of the AMC Model, the model can be used to guess rivals’ moves and to reduce uncertainty 
by firms. Being able to guess the moves of rivals will contribute positively to achieving an advantageous 
market position and to reaching a profitable financial performance, which are the outcomes of the model.

As the strategy part starts dealing with firm-specific factors that contribute to the competitive 
advantage more gradually, the target firm feels the need to analyze its rivals and to predict the competition 
and interaction between rival dyads [Chang and Xu, 2008, p. 497]. A contribution that meets those needs is 
the study by Chen [1996], called Competitor Analysis and Interfirm Rivalry. In this study, Chen [1996] uses 
market commonality and resource similarity in competitor analyses and provides theoretical integration. 
As a result, he has developed a model to help firms identify their most serious rivals and to guess their 
moves.

Competitor analysis is the first step in analyzing competition at a rival-dyad level [Ireland et al., 2011, 
p. 121]. In this way, it is possible to identify a rival or rivals that the firm competes against, and a firm’s 
awareness and motivation either increases or decreases after this analysis [Chen, 1996, p. 114; Markman 
et al., 2009, p. 433; Chen and Miller, 2012, p. 177]. Increased or decreased awareness and motivation play 
a decisive role in the actions and reactions of firms [Chen et al., 2007, p. 104]. Competitor analysis, which 
helps to identify rivals, is conducted in two dimensions. The first one is market commonality, which 
measures the degree of similarity of the common markets that the firms compete in; and the other one 
is resource similarity, which reveals the degree of similarity of resources that the firms have [Chen, 1996, 
p. 105; Pei et al., 2015, p. 86].

Competitor Analysis
Competitive Asymmetry

Competitive Tension

Attacker Responder

Action Reaction

Antecedents of Action/Reaction

Awareness
Motivation
Capability

Figure 1. Competitive interaction model.  
Source: Chen and Miller, 2012, p. 71.
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Each firm is unique in terms of its own resource structure and customers, the value it holds for its 
customers and business, the characteristics of customers and target audience, and existing and potential 
rivals (market profile). For this reason, analyzing the firms in the market in terms of resources and 
market profiles will help in predicting possible attacks and counterattacks in the market, in addition 
to helping us to understand where those possible attacks might come from. Considering these benefits, 
conducting an efficient competitor analysis is of utmost important for the success of a firm [Chen, 1996, 
p. 106].

Market commonality is a concept regarded at a firm pair level within the perspective of each firm [Chen, 
1996, p. 101]. An increase in market commonality among the firms increases competitive tension as well. 
This is because encountering rivals in critically important market and/or markets [even if they do not tend 
to attack] will increase the tension on executives and stakeholders, and perceived tension will increase in 
this respect [Chen et al., 2007, p. 109].

Resource similarity stands for the degree of similarity between the resources of two firms operating in 
the competitive market in terms of the type and amount of abstract and concrete resources. Firms having 
the same type and amount of resources are likely to have similar strengths and weaknesses, and they use 
similar strategies [Chen, 1996, p. 107; Ireland et al., 2011, p. 122]. As for companies that have dissimilar 
resources, they will have distinctive competitive repertoires due to the differences in strategic resources 
[Chen, 1996, p. 107]. It is important to understand the concept of resource similarity in gaining competitive 
advantage as resources provide a firm with a basic orientation in terms of shaping its long-term strategies; 
moreover, it appears to be a significant component in making profit [Grant, 1991, p. 116]. If the firm does 
not have enough resources to gain competitive advantage in the market, it will not be able to attack, or its 
attacks will remain weak [Teece et al., 1997, p. 514]. The most important resource that airline companies 
have is, undoubtedly, airplanes. Considering the issue from the aspect of a rival pair, when an airline enters 
a new market or when it increases the frequency of an existing route, the reaction of a rival airline to this 
attack depends on its being convenient in terms of type (plane type) and amount (number of planes) of the 
resources that it has (planes).

2.3  Competitive asymmetry and competitive tension

Asymmetric competition, which can also be defined as a one-way competition [Weiner 1990], refers to 
the circumstance of rival companies not approaching each other with an equal perception of competition 
[Tversky, 1977, p. 327; Chen, 1996, p. 116]. Chen [1996] conducted rival analysis in his study and found that 
the target firm considered the rival that had the highest market commonality as its primary competitor. He 
conducted analyses for each rival dyad and found that competition between rival dyads was asymmetric. 

Competitor 
Analysis

Market 
Commonality

Resource 
Similarity

Antecedents of 
Competitive 
Behaviour

Awareness
Motivation
Capability

Interfirm Rivalry
Likelihood of Action

*First-mover 
Advantages

*Organizational Scale
*Quality

Likelihood of Reaction
*Action Type
*Reputation

*Market Dependence

Outputs

Market Position

Financial 
Performance

Feedback
Figure 2. Interfirm rivalry model.  
Source: Chen, 1996, p. 111.
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In other words, while Airline A has the highest market commonality with Airline B, and while Airline B is 
the primary competitor for Airline A, the primary competitor for Airline B appears to be Airline C, which has 
the highest market commonality with Airline B.

The importance of competition asymmetry appears in estimation of the competitive actions and 
reactions of airlines. While conducting its action, Airline A may consider Airline B and perhaps it will not 
make any move. On the contrary, Airline B may make its competitive moves considering another airline 
more. Even Airline B is likely to ignore an attack that comes from Airline A.

Competitive tension is a hidden tension that gets rivals into trouble and leads to the creation of a 
breaking point. In other words, tension is an energy accumulation that will force firms into hostile behavior 
and start a competition war. Competitive tension can be defined as a tension situation that may result 
from the attacks of a target firm against its rival in the competition between these firms [Gündüz, 2013, 
p. 554]. Tension that gradually increases between competing firms prior to their competitive action will 
finally force them into competition wars. The breaking point functions as a milestone of this war. Tension 
defines the conditions in which static relations among the firms evolve into dynamic behavioral changes 
(actions and reactions) [Gündüz, 2012, pp. 72–73]. Static relations refer to the potential of tension turning 
into action.

Perceived competitive tension, as one of the two aspects of competitive tension, deals with the topic of 
which firm considers which firm as its rival from the perspective of executives and external stakeholders 
among certain identified rivals. Objective structural tension deals with the market conditions (market 
commonality and multiple market relations) of rivals. Perceived competitive tension is an important 
factor in the decisions made by external stakeholders, including executives, consultants, and financial 
analysts, based on their perceptions of competitive tension in terms of whether to compete against a 
rival or not [Chen et al., 2007, p. 103]. This is because it is important to understand the perceptions of a 
rival and/or rivals toward a firm and to know what the possible threats and opportunities are. This will 
help the firm initiate the necessary attacks to reach a superior position against its rivals [Gündüz, 2013, 
p. 554].

If the tension that a firm feels against its rival is high, the firm will either try to gain competitive 
advantage or will start a move against its rival to regain an advantage it has lost against it. In this way, it 
will try to decrease the tension created by the rival. Conversely, if the tension is low, the possibility of the 
firm starting the attack will be relatively less. Such a situation also forces firms into ongoing competition 
[Gündüz and Semerciöz, 2012, p. 31]. Within this framework, the existence of competitive tension in interfirm 
competition becomes important as tension implies the last moments of a static situation that exists prior to 
competitive action.

2.4  Previous studies

Examining the studies conducted on the airline industry in the literature of competitive dynamics, it can 
be seen that early studies focus on the moves and countermoves of airlines [Smith et al., 1991; Chen and 
MacMillan, 1992; Chen et al., 1992, Chen and Miller, 1994; Miller and Chen, 1994; Chen and Hambrick, 1995; 
Miller and Chen, 1996]. The following studies focus on multiple market relations that include confrontation 
in more than one market simultaneously [Evans and Kessides, 1994; Baum and Korn, 1996, 1999; Gimeno 
and Woo, 1996; Young et al., 2000]. These studies examine the connection between multiple market 
relations and certain components, including strategic and tactical moves, ticket pricing, and market entry 
and exit.

The above-mentioned studies are seen to only use secondary data sources. For this reason, not having 
the opinions of executives who make decisions regarding the commencement of moves under competitive 
conditions has caused the studies focusing on competitive dynamics to be restricted by a limited framework. 
Regarding this lack, Chen et al. [2007, p. 101] state that researchers conduct their studies based only on 
observable market data or certain structural variables and that the perceptual dimension of competition 
among firms has been ignored. Within this context, these researchers find that there are a number of 
antecedents forcing airlines to make certain moves and countermoves, bringing the subject of competitive 
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tension, which is the tension that firms feel against rivals and which forces them to take competitive action, 
into the literature of competitive dynamics. In this way, the human factor has been included in competitive 
dynamics studies. Chen et al. [2007] have studied the relationship between the three primary antecedents, 
viz., relative scale, attack volume of rivals, and the capability to compete, of rivals. These are thought to 
affect competitive tension and the severity of action performed against a rival as a result of competitive 
tension. On the other hand, Gündüz and Semerciöz [2012] examine the antecedents and results of perceived 
competitive tension on a model in Turkey and focus on the relationship between competitive tension 
and strategic innovation. In another study, focusing on the results of competitive tension, Gündüz [2013] 
evaluates the moderate effect of competitive tension in the context of the Turkish domestic air transport 
market.

The limited number of studies conducted on competitive tension shows that a number of cognitive 
processes take place before airlines commence competitive action in the market place. The subject of 
competitive tension focuses on the human component of the process and provides us with the antecedents 
and results of the perceived tension.

Unlike the studies by Chen [2007], Gündüz and Semercioz [2012] and Gündüz [2013], market 
concentration and competitive asymmetry components were added to the dimensions of competitive 
tension, which are considered to be determinant in this study. In addition, the data collection tool used in 
previous research has been modified in order to make the measurement more reliable during the process of 
obtaining data on competitive tension. The differences are as follows: (1) the utilization of scoring instead of 
ranking scale; (2) the same score can be awarded to more than one competitor, considering the probability 
that two companies will be seen as competitors to the same extent; and (3) the companies that are not 
considered competitors are also subjected to an evaluation.

3  Methodology

3.1  Research setting

The aim of this study is to identify the interaction among various variables to find out the competitive 
tension indicators in the context of Turkey and, a relational screening model has been used to achieve 
this. There are a number of objective antecedents to detect competitive tension. As can be seen in  
Figure 3, a research model has been developed to find whether there is any significant relationship between 
four variables that are thought to provide convenience to firms, in terms of estimating perceived tension 
between them and perceived competitive tension.

Market 
Commonality

Resource 
Similarity

Market 
Concentration

Competitive 
Asymmetry

H3

Perceived 
Competitive 

Tension

Figure 3. Research model.
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3.2  Hypotheses

Four hypotheses have been identified within the light of the relevant literature in order to achieve the aims 
of the study.

Market commonality indicates the overlapping degree of the target firm and its rival in the market 
within which they operate simultaneously [Chen, 1996; Chen et al., 2007; Upson et al., 2011; Chen and 
Miller, 2012, p. 22]. The increase in market commonality with rivals affects the awareness and motivation 
level of firms. Awareness and motivation appear as components that affect the perspectives of firms 
toward each other in terms of both competition and considering each other as rivals [Chen and Miller, 
2012, p. 23] since awareness comprises perception and motivation is directed by perceptions. If executives 
are unaware of the advantage or threat in the marketplace, they will not be in competitive action even if 
they are talented enough to take action [Chen and Miller, 2012, p. 27]. Market commonality indicates the 
degree of existence of firms, which confront in one or more than one market, in each other’s markets. 
Since operating in the same market will force firms to take a greater share from the same cake, they 
will occasionally confront and be in hot contact, and the degree of feeling the existence of a rival in 
the market will affect the tension between the firms. Such a situation will also increase the competitive 
tension between the firms. Deriving from the above-mentioned information, the first hypothesis of this 
study aims to question the existence of the relationship between the market commonality of firms and 
competitive tension.

H1:  The increase in market commonality between rival dyads increases the perceived competitive 
tension between them.

Resources are important identifying factors in terms of the competitive talents of firms. A firm that 
plans to attack or counterattack will make its moves considering its resources and talents. Firms having 
similar resources are less motivated in terms of conducting competitive moves against each other. Each 
firm has its own market profile and strategic resources [Chen, 1996]. Chen and Miller [2012, p. 22] state that 
comparing firms in terms of rival dyads regarding the market and resources would help to identify tension 
between dyads and to estimate their behavior in the marketplace. A degree of similarity of resources affects 
the competitive tension between two rivals in a competitive marketplace as rivals with similar resources are 
likely (i) to apply similar strategies and competitive moves, and (ii) to have similar competitive repertoire 
of actions [Miller and Chen, 1996, p. 420; Ferrier and Lyon, 2004, p. 320; Chen et al., 2007, pp.105–106]. 
When one of the two firms with similar resources starts an action, it will not take long for the other one to 
react [Chen, 1996, p. 115]. Therefore, the perceived tension between rivals with similar resources and talents 
will be high before a possible competitive war. Resource similarity becomes effective in the competitive 
perception of firms as well as due to the reasons explained earlier in this context. The second hypothesis of 
the study concerns the existence of a relationship between resource similarity and the perceived competitive 
tension that the firms have.

H2:  The increase in degree of similarity of resources between rival dyads also increases perceived 
competitive tension between the dyads.

Market concentration is an economic term used to express the phenomenon whereby a limited number 
of firms dominate the majority of the market. An increase in the market concentration means that a few firms 
dominate the whole market [Shim, 2017, p. 569]. As a result, there is an inverse relationship between market 
concentration and competition. In markets with high concentration, firms tend to start competitive moves 
less as they dominate the majority of the market [Doukas and Switzer, 1992, pp. 96–97]. Deriving from the 
idea of each market [airport pairs] being unique with its own characteristics, it is possible to see different 
concentration levels at various airport pair markets. Market concentration will lead firms to have different 
competition perceptions in different markets. The third hypothesis of the study concerns identification of 
whether market concentration has an effect on competitive tension.

H3:  An increase in market concentration between rival dyads decreases perceived competitive tension.
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Competitive asymmetry is an approach that claims that firms do not consider each other as equal rivals. 
If firms consider each other as being different in terms of competition, this will affect their perception 
and opinions toward each other. For this reason, the tension that Airline A feels against Airline B and the 
one that Airline B feels against Airline A are expected to be different. The fourth hypothesis of the study 
concerns the effect of competitive asymmetry on perceived competitive tension.

H4:  Competitive asymmetry has a significant effect on perceived competitive tension.

3.3  Sample and data

Sectoral characteristics, including the existence of multiple market relations, similarity of possessed 
resources, intensive observation of mutual interactions, and high competition, make the airline industry 
one of the most suitable areas for research [Gimeno and Woo, 1996, p. 327]. As for the Turkish context, the 
liberalization of the domestic market in 2003 led many different airlines to enter the market besides the 
Turkish Airlines, and the increase in competition in this area in the following years makes this context a 
suitable field for research. For this reason, the Turkish domestic air transport market was selected as the 
scope of this study.

The study is conducted on the basis of firm dyads. In this respect, the universe of the study is rival dyads 
created by airline firms, and the sample is rival dyads in airlines operating scheduled flights in the Turkish 
domestic air transport market. For this reason, 42 rival dyads formed from seven different airline firms (7*6) 
comprise the sample of the study.

In order to test the hypotheses, secondary data are used for independent variables and primary data 
for dependent variables. Reports of the General Directorate of State Airports Authority (GDSAA) and the 
Directorate General of Civil Aviation (DGCA), as well as activity reports gathered from the websites of 
airlines that are included in the study, have been used as secondary data. In order to identify the extent 
of the competition in domestic routes, the above-mentioned documents were scanned, and 402 domestic 
airport pair markets for 2012, 520 for 2013, and 530 for 2014 were detected.

In order to measure resource similarity, the annual activity reports of the period 2012–2017, which were 
designed for each year independently, were taken from the DGCA’s official website, and the information 
about the airlines fleets was obtained from these reports.

In order to measure market commonality, information regarding the routes and the number of passengers 
carried by each airline between 2012 and 2017 was needed. First, the active routes were identified, and then 
the routes that had been used in the past were identified through a backtracking search from the official 
DGCA website, official announcements, and declarations of airlines, as well as resources that reported 
aviation news. The numbers of passengers from the identified routes were taken from the GDSAA.

In order to collect primary data, a questionnaire aimed at airline managers and external stakeholders 
was developed. The first part of the questionnaire included questions regarding demographic data and, 
in the second part, there were questions aimed at measuring tension. The questionnaire was applied to 
midlevel and senior airline managers. A different questionnaire was used to perform external evaluation, 
and participants were asked to make separate evaluations from the perspective of each airline firm. This 
questionnaire was administered to the employees of International Air Transport Association (IATA) member 
travel agencies; executives and employees working for the GDSAA and other airport service providers, as 
they might potentially know about competition in domestic routes; and to the employees of airlines that 
were out of the scope. The data that would help to measure competitive tension was gathered from the 
answers given to the last question in the questionnaire. A sample from the questionnaire is shown in Table 1.

Accordingly, 85 out of the 132 questionnaire forms that were sent for internal evaluation were returned 
completed, and 81 of these were regarded as valid for the study.

Furthermore, 536 questionnaire forms were sent to participants. These were the senior executives of 
IATA-certified travel agencies, agency owners, experts working in ticketing departments, and midlevel 
senior managers of airlines that were left out of the scope. Thus, 62 of these forms were returned completed, 
and 57 of them were regarded as valid for the study.
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3.4  Research model

The dependent and independent variables of the study are shown in Table 2, with their names, types, and 
abbreviations.

The regression model developed for determining the factors that identify competitive tension among 
airlines and the formula of the model are as follows:

β β β β β εPCT = + MC + RS + MCT + CA + .
ij ij ij ij ij ij0 1 2 3 4

 (1)

Perceived competitive tension is studied in three different dimensions in this model. These are internal 
tension (PCTin), external tension (PCTout), and total tension (PCTtotal).

Explanations regarding the variables used in the model are as follows:
Market commonality: This is a continuous variable representing the degree of overlap of the market 

in which the target company competes. Market commonality value is calculated using the formula shown 
below [Chen, 1996, p. 118]:
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MCij is the market commonality between airlines i and j [market commonality]. Pik is the number of 
passengers that Airline i carried on route k. Pi is the total number of passengers carried by Airline i on all 
routes. Pjk is the number of passengers carried by Airline j on route k. Pk is the number of passengers carried 
by all firms on route k.

Market commonality is calculated independently for all rivals with this formula on the basis of rival 
dyads. For the seven airlines that participated in the study, 7 × 6 = 42 rival dyads were created, and the 
calculations were made by including values into the formula given above.

By identifying the number of passengers of the two firms (e.g., firms i and j) through the formula, the 
amount of their market overlap is calculated from the number of passengers. In the first step, an evaluation 

Table 1. Perceived competitive tension scale

Please tick the other airlines that you consider as rivals, according to the degree of rivalry, from the highest [5] to the 
lowest [1]. For airlines you do not consider as a rival, tick [0]

Airlines I do not see as 
a rival
[0]

I consider it 
as the least 
important 
rival
[1]

I consider it as 
a less impor-
tant rival
[2]

I consider it as 
a moderately 
important 
rival
[3]

I consider it as 
an important 
rival
[4]

I consider it 
as the most 
important 
rival
[5]

A
B
C

Table 2. Variables of the study with their types and abbreviations 

Variables Type of variable Abbreviation

Perceived competitive tension Dependent PCT
Market commonality Independent MC
Resource similarity Independent RS
Market concentration Independent MCT
Competitive asymmetry Independent CA
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is made from the perspective of the target airline (Firm i), and the significance of route k for the firm is found 
by dividing the number of passengers that the airline carried on route k by the total number of passengers 
that the airline carried. Next, the number of passengers carried by the rival Airline j on route k is found, 
and the results are multiplied. This process is continued for each common route by making calculations for 
each route independently and, finally, the total value is found. The result gives the market commonality 
between airlines i and j.

Resource similarity: Resource similarity is a continuous variable that gives the amount of similarity of 
resources between the target firm and the rival firm. It indicates the amount of resources of the target firm 
which the rival firm has. Airplanes, which are the most important properties and the sole indicators in the 
competitive talent of firms, were accepted as the resources of the airlines. The resource similarity between 
airlines was calculated using the following formula:
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RSij is the degree of resource similarity between the airlines i and j. 
Aim is the number of m-type planes that Airline i owns. 
Ai is the total number of planes that Airline i has. Ajm is the number of m-type planes that Airline j owns. 

Am is the total number of m-type planes all airlines have.
The resource similarity calculations conducted for the common airplanes that the airlines i and j had 

was carried out from the perspective of the target firm i. For each airplane of the same type, the percentage 
of the relevant airplane (e.g., B737-800) in the fleet of the target firm i was calculated separately. Next, the 
percentage of the same airplane in the country was calculated by taking into account the number of the 
same airplane type that the rival airline j operates. These two percentage values were multiplied, and this 
operation was carried out for each airplane of the same type separately. The values obtained as a result of 
each operation were added, and the resource similarity between firms i and j was obtained.

Market concentration: Market concentration is a variable found through the Herfindahl–Hirschmann 
Index (HHI) to determine the structures of markets within the scope of the study. Unlike previous 
approaches, competitive dynamics claims that each firm is unique in terms of the markets it operates 
in and the resources that it has [Chen, 1996; Chen et al., 2007; Chen and Miller, 2012]. Similarly, each 
market is also unique with its own characteristics. Deriving from these assumptions, it was considered 
necessary to determine the market structures for each airport pair markets included in the research. After 
obtaining the HHI values for each market pair, the values were put into the formula used for identifying 
market commonality and resource similarity, and the overlap of market structures was found with the 
help of the HHI values. The formula given below was used for calculating the degree of overlap in market 
structures:
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MCTij is the concentration similarity between the firms i and j. Hir is the HHI index value of firm i on 
route r. Hi is the HHI index value of firm i on all routes. Hjr is the HHI index value of firm j on route r. Hr is the 
total HHI value of all firms on route r.

Competitive asymmetry: Competitive asymmetry is the state in which firms do not consider each other 
as equal rivals [Chen, 1996, p. 116]. Competitive asymmetry was examined under two dimensions in this 
study. Market asymmetry was constituted from the data of market commonality and the resource similarity 
of airlines. Perceived asymmetry was studied under another dimension, and perceived asymmetry data was 
gathered from the questionnaire. For market asymmetry, the firm having the highest market commonality 
among the rivals the target firm competed against was expressed with a value of “1” to indicate that it was 
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Table 4. Codes given to airline firms

Codes used in descriptive statistics

AL1 Airline 1
AL2 Airline 2
AL3 Airline 3
AL4 Airline 4
AL5 Airline 5
AL6 Airline 6
AL7 Airline 7

the biggest rival, and the others were given the value “0”. As for perceived asymmetry, the rival that had the 
highest tension among the others was assigned the value “1”, and the others were given “0”. The simulation 
created for competitive asymmetry is shown in Table 3 below.

Perceived competitive tension: The dependent variable in the model developed was competitive tension. 
Competitive tension observed among the firms was measured from the primary data gathered through the 
questionnaire. Participants gave five points to the most important rival and one point to the least important 
for each competitor separately and independent from each other. Moreover, one more column was added to 
the five-point evaluation table considering that firms might not see each other as rivals. Participants were 
asked to mark “0” in this column provided that they did not see each other as rivals. The mean score of the 
responses of the participants for each airline rival dyad on the basis of airline was taken, and values related 
to competitive tension were calculated. This variable was examined under three different dimensions, viz., 
insider, outsider, and total, and the dependent variable was predicted under these dimensions. Among 
them, insider tension was formed from the responses of airline employees, outsider tension was from 
another airline’s employees, and total tension was formed from the cumulative responses of all participants.

3.5  Analysis

Since the data occupied a lot of space in memory, in order to reduce errors that might occur in calculations, 
a Visual Basic program was used in the data analysis. An SPSS 22 Package was used in the analysis of 
primary data. On the other hand, multiple linear regression analysis was used to determine the effect of 
each independent variable on perceived competitive tension and to form models.

4  Findings and discussion

4.1  Descriptive statistics

In order to ensure the confidentiality of airlines, the codes given by the researchers were used instead of the 
real names of the firms. Codes given to airline firms are shown in Table 4.

Table 3. Simulation of competitive asymmetry

Firms Most important rival?

Focal Rival Yes No Value

Firm A Firm B  1
Firm A Firm C  0
Firm B Firm A  0
Firm B Firm C  1
Firm C Firm A  1
Firm C Firm B  0
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Table 5. Number of domestic passengers carried and airplanes of airlines

Number of domestic passengers
[number of airplanes] 

2012 2013 2014 2015 2016 2017

AL1 671,861 460,730 655,625 828,892 841,486 Ceased***

[6] [6] [8] [8] [14] [4]
AL2 3,691,150 4,729,292 4,723,709 3,888,392 3,435,230 3,645,466

[15] [16] [18] [20] [25] [24]
AL3 5,282,311 6,272,085 6,098,701 6,265,720 6,138,954 4,817,484

[32] [23] [21] [28] [25] [24]
AL4 10,229,798 20,447,828 23,938,738 27,628,898 30,578,318 33,778,276

[40] [49] [55] [65] [78] [73]
AL5 4,739,717 4,162,862 4,395,227 5,178,940 5,077,130 5,391,148

[22] [19] [23] [54] [49] [52]
AL6 9,086,577 15,223,427 17,206,697 21,322,344 22,951,372 27,396,372

[18] [27] [26] [30] [29] [33]
AL7 21,228,489 24,837,184 28,315,313 26,300,437 27,287,325 29,874,443

[184] [200] [225] [258] [271] [260]
Total** 54,949,103 76,146,913 85,416,166 97,041,210 102,499,358 109,511,390

[337] [361] [401] [463] [491] [470]

Notes: ** There are three more airlines that had nonscheduled flights. *** AL1 interrupted its flights in April 2017.
Source: GDSAA Statistical Annuals and DGCA Activity Reports (2012–2017).

4.1.1  Secondary data statistics

Table 5 shows the numbers of both passengers carried and airplanes belonging to the different 
airlines. The information given in the table belongs to the scheduled airlines; three airlines that had 
nonscheduled flights and whose passenger numbers occupied <1% of the total figures are not included 
in the table.

As can be seen in Table 5, there was an increase of >44 million (100.35%) in the total number of 
passengers carried from the end of 2012 until the end of 2017. As for the total number of airplanes, there was 
an increase of 133 airplanes (39.46%) at the end of 2017 compared to 2012. Total figures reveal that there was 
a continual increase in the number of passengers carried. As for the number of airplanes, although there 
was a decrease in the period 2016–2017, there was a continual increase in other years.

4.1.2  Primary data statistics

Table 6 shows the distribution of participants in terms of the airlines they work for, the department they 
work at, and the business types of the external evaluators.

As can be seen in Table 6, AL6 and AL5 had the least participation with four participants for the 
former and five for the latter. On the other hand, AL7 had the highest participation with 24 participants. 
A total of 81 participants were included in the study on behalf of the airlines. Fearing that firms 
might be biased in identifying competitive tension, the external evaluators are also included in the 
study as they are thought to make unbiased evaluations. Travel agencies constituted the majority of 
external evaluators. IATA member travel agencies are known to have close relations with commercial 
air transportation due to the agreements they have made with airlines, their ability to see the number 
of tickets sold through the reservation systems on an airline basis, and their being aware of customer 
demands coming to them. In this context, travel agencies are important contributors in the identification 
of competitive tension.
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4.2  Investigation of relationships

4.2.1  Correlation results

The relationship between market commonality and perceived competitive tension was analyzed using 
a Pearson correlation coefficient test, and the results are shown in Table 7. According to this, there is 
a significant relationship between internal tension and market commonality (r = 0.722; p < 0.001). For 
this reason, it is possible to talk about a strong relationship between market commonality and internal 
tension [Field, 2009, p. 173]. There is a relationship between external tension and market commonality 
(r = 0.629; p < 0.001) as well. There is also a moderate relationship with market commonality in external 
tension, as in internal tension. The relationship between total tension and market commonality is seen in 
the following values: r = 0.705; p < 0.001. Considering the results, overall, it can be seen that statistically 
significant, moderate and strong relationships are found for each component of perceived competitive 
tension.

Table 7. Mean values, standard deviations, and correlations

Variables Mean Standard 
deviations

1 2 3 4 5 6 7

[1] MC 0.078 0.132 1 0.781** 0.878** 0.798** 0.722** 0.629** 0.705**

[2] RS 0.099 0.161 0.781** 1 0.788** 0.515** 0.494** 0.487** 0.548**

[3] MCT 0.028 0.083 0.878** 0.788** 1 0.586** 0.568** 0.403** 0.469**

[4] CA 0.170 0.377 0.798** 0.515** 0.586** 1 0.616** 0.557** 0.596**

[5] PCTin 2.147 1.193 0.722** 0.494** 0.568** 0.616** 1 0.821** 0.846**

[6] PCTout 2.998 0.873 0.629** 0.487** 0.403** 0.557** 0.821** 1 0.969**

[7] PCTtotal 2.856 0.878 0.705** 0.548** 0.469** 0.596** 0.846** 0.969** 1

Notes: **Correlation is significant at the 0.01 level (two-tailed).
MC, market commonality; RS, resource similarity; MCT, concentration ratio index; CA, competitive asymmetry; PCTin, internal 
competitive tension; PCTout, external competitive tension; PCTtotal, total competitive tension.

Table 6. Demographic information about the participants 

Insider Outsider

Airline firms Airline employees Departments Number of  
participants

Code Number of  
participants

Departments Number of  
participants

AL1 9 Cost control 24 Travel agency 45
AL2 15 Sales–marketing 8
AL3 13 Tariff planning 3
AL4 11 Revenue 

management
4 Airport 2

AL5 5 Station 
management

6

Ground operation 19 Other airlines 8
AL6 4 Operation control 4

Agreements 
management

1 News, Websites 2

AL7 24 Trade 3
Ticket sales 9
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There is a weak positive relationship between resource similarity and internal tension (r  =  0.494; 
p < 0.001). There is a positive and weak relationship between external tension, which is another component 
of perceived competitive tension, and resource similarity (r = 0.487; p < 0.001). Finally, there is a moderate 
relationship between resource similarity and total tension (r = 0.548; p < 0.001).

There is a statistically significant relationship between market concentration and competitive tension 
for all three components (internal tension, external tension, and total tension). The relationship between 
internal tension and market concentration is at a moderate level, with r = 0.568; p < 0.001. There is a weak 
relationship between external tension and market concentration (r  =  0.403; p  <  0.001). As to the total 
tension, this revealed by a weak relationship [r = 0.469; p < 0.001].

It is possible to mention a statistically significant relationship between competitive asymmetry and 
perceived competitive tension. There is a moderate relationship between competitive asymmetry and 
internal tension (r  =  0.616; p  <  0.001); a moderate relationship between competitive asymmetry and 
external tension (r = 0.557; p < 0.001); and again, a moderate relationship with total tension (r = 0.596; 
p < 0.001).

4.2.2  Results for impact on perceived competitive tension

Models belonging to perceived competitive tension were examined in three different dimensions, viz., 
internal, external, and total tension. Independent variables thought to affect perceived competitive tension 
were modeled by regression analysis, and three different models were obtained independently for each 
dimension of perceived competitive tension. The regression results are shown in Table 8.

Examining the model related to internal tension, the value of R2 shows that the relationship makes a 
prediction of 54% on the result variable (R2 = 0.546). Seen as the adjusted R2 value in the table, the adjusted 
R2 indicates how generalizable the model is (adjusted R2 = 0.497). Analyzing the coefficients in this model, 
it can be seen that market commonality and market concentration variables have a significant effect on 
perceived competitive tension. As for the competitive asymmetry and resource similarity variables in the 
model, no significant effect was observed.

In the model related to external tension, the value of R2 shows that the relationship makes a prediction 
of 50% on the result variable (R2 = 0.506). Seen as the adjusted R2 value in the table, the adjusted R2 indicates 
how generalizable the model is (adjusted R2 = 0.453). Analyzing the coefficients in this model, it can be 
seen that market commonality and market concentration variables have a significant effect on perceived 

Table 8. Results of regression analysis on determinants of competitive tension

Models

Variables 1 2 3

MC 9.211** 7.758** 8.923***

RS −0.872 0.963 0.932
MCT −3.377 −7.839** −8.248**

CA 0.004 −0.075 −0.242
Observations 42 42 42
R2 0.54 0.50 0.61
Adjusted R2 0.49 0.45 0.56
Durbin–Watson 2.024 2.208 1.710
Cronbach’s alpha 0.831

Notes: *Significant at the 0.05 level; **significant at the 0.01 level; ***significant at the 0.001 level.
Figures in the table show the unstandardized coefficients.
MC, market commonality; RS, resource similarity; MCT, concentration ratio index; CA, competitive asymmetry.
Dependent variable in Model 1: Internal Tension; Dependent variable in Model 2: External Tension; and Dependent variable in 
Model 3: Total Tension.
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competitive tension. As in the previous model, resource similarity and competitive asymmetry variables 
have no significant effect.

The R2 value shows a prediction of 68% on the result variable of the correlation for the total tension in 
the model (R2 = 0.611). Seen as the adjusted R2 value in the table, the adjusted R2 indicates how generalizable 
the model is at the 56% level (adjusted R2 = 0.569). It can be seen that market commonality and market 
concentration values have a significant effect on perceived competitive tension when the coefficients in this 
model are analyzed. It is also seen that resource similarity and competitive asymmetry variables have no 
significant effect on perceived competitive tension in this model.

As can be seen in Table 8, the alpha value that determines the internal consistency coefficient of the 
seven items measured in the study is 0.831 (Cronbach’s a = 0.831). This value shows that the measurement 
has a high level of reliability.

The findings of the study show that market commonality and market concentration variables have 
an effect on competition tension. Therefore, it is inevitable that market commonality will affect tension 
between competitors as the tension the airline feels against its rival in constant contact is high. Operating 
in more markets at the same time requires more competition. Namely, a competitive action conducted by 
an airline will affect to a greater extent a rival having much more market commonality with the airline, and 
the perceived tension will differ in this context. Hypothesis H1 was created and verified considering this 
situation in the study.

Knowing whether market commonality is high or low for two airlines competing under real market 
conditions will guide decision-makers who want to initiate the necessary move before possible moves are 
likely to occur. The impact of market commonality on competitive tension affects the position of airlines 
competing continuously in more than one route in the marketplace and the competitive actions they will 
initiate. On the other hand, airlines are likely to encounter unexpected reactions following competitive 
action taken by them if they ignore the effects of market commonality on competitive tension and, therefore, 
the impact on a tendency to initiate attacks. When one of the two airlines whose competitive markets largely 
overlap threatens the markets of the other, it will receive quite a rapid and harsh reaction provided that its 
resources are sufficient. For these reasons, it is important for the decision-makers not to ignore the impact 
of the research findings. Evaluating the current study from the perspective of the interaction between 
market commonality and competition tension in the relevant literature, it can be seen that the findings are 
no different from those of previous studies. However, adaptation of the relevant studies into the context of 
Turkey, and research findings being consistent with studies conducted in other regions, is thought to make 
the current study worthwhile.

It was also found that market concentration, another independent variable used in the study, has an 
effect on competition tension. The level of concentration is expected to be inversely proportional to the 
degree of competition in the market. Analyzing the regression coefficients, it can be seen that the effect of 
market concentration on competitive tension is negative. H3 was created within the light of this information 
and verified in the study. In a market with a high market density, an airline is expected to face two different 
situations. The first of these is that the airline stands alone in the market, i.e., the market becomes a 
monopoly. In the second case, there is more than one airline in the market, but one of these has such a 
high market share that the presence of other airlines in the relevant market is almost ignored. When both 
situations are evaluated together in the context of competitive tension, it is normal that the tension between 
airlines is very low. As there is only one airline in the first case described above, there is no mention of any 
situation that will pave the way for competitive tension. In the second case, one of the airlines having a high 
market share, in other words, its high market dominance, will cause the tension it feels against its rivals 
to be relatively less. Since the low degree of concentration allows competition to increase, the opposite of 
the previously described situation will be expected. This study is significant in terms of focusing on the 
relationship between market structure and competitive tension. As will be recalled, research on competitive 
dynamics does not approve the general view of the Porterian approach toward the industry and indicates 
that each market should be handled separately. Chen [1996] has stated that each market is unique. In this 
sense, examining concentration on airport pairs forms the basis for objections made against the generalist 
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approach. The study is thought to contribute to this reference point. Undoubtedly, even if it is difficult to 
measure, if the relationship between tension and concentration can be handled separately for each market, 
the competitive dynamics literature will be enriched in terms of the relationship between strategy and 
economy.

On the other hand, resource similarity and competitive asymmetry variables were found not to have any 
significant effect on competitive tension. Resource similarity was measured using different airplane types 
found in the fleets of airlines. For example, between the two airplanes most airlines own in their fleets, 
the Airbus A320 has an average capacity of 165 passengers and a flight range of 6500 km, and the Boeing 
737-800 has a capacity of 162 passengers and a range close to that of the A320. Although they are quite 
similar, these two airplanes are considered different airplanes in the study since they are from different 
manufacturers and of different types. For this reason, the resource similarities of two airlines with only 
these airplane types in their fleet (AL1: Airbus 320; AL2: Boeing 737) are zero. When the airplane types in 
the fleets of the airlines, which are included in the research, are considered, it is known that there are rival 
dyads (such as Atlas Global–Pegasus or Anadolu Jet–Onur Air) similar to the situation described above. 
Therefore, unlike previous studies in the field, the finding in this study that resource similarities do not 
have a significant effect on competitive tension (H2: Rejected) is thought to stem from this situation. In 
previous research where resource similarity was discussed and found to be effective on competitive actions, 
26 different classifications were obtained using parameters, such as airplanes owned by airlines, engine 
characteristics, flight distance, and number of passengers. Even if such a classification is made, it is not 
possible to make such a distinction in this research. This is because airlines in Turkey usually do not 
prefer airplanes other than the Airbus 320 family and the Boeing 737. These factors raise the question as to 
whether other resources should be considered for measuring the degree of resource similarity. Therefore, 
the fact that the findings of previous studies do not overlap with those of the current study, in the context 
of resource similarity, paves the way for a number of positive developments. It is proposed in this context 
that in order to measure resource similarity among airlines, certain new components should be taken into 
consideration.

Competitive asymmetry, in brief, is the expression of the condition in which two airlines do not 
accept each other equally in terms of competition and rivalry. Considering the characteristics of the seven 
airlines that participated in the study, the bigger picture is as follows; Anadolu Jet (AJA) is a subsidiary of 
Turkish Airlines (THY), Sun Express (SXS) is a joint venture of the German origin Lufthansa and Turkish 
Airlines. In this context, although THY, SXS, and AJA are considered three different airlines, in fact, 
they are branches of a single airline that adopts different business models. Borajet (BRJ) was an airline 
that only operated in regional markets (when it was active). Pegasus (PGT) is an airline using a cost 
leadership strategy and competes against different rivals at different bases: Sabiha Gökçen, AJA, Izmir 
and Antalya; SXS, Istanbul Ataturk Airport–Izmir flights only; and THY. As to Atlas Global (KKK) and 
Onur Air (OHY), they were using Atatürk Airport in Istanbul and compete with THY to a large extent. This 
complex situation that occurs in domestic lines raises many different situations in terms of competitive 
asymmetry. For example, while THY, OHY, and KKK were rivals of each other at Atatürk Airport, PGT, AJA, 
SXS, and THY compete with each other at Sabiha Gökçen Airport. Four airlines seem to be competing at 
Sabiha Gökçen Airport, but in fact, the situation is only THY–PGT competition. When the other airports 
used as bases are examined, it can be seen that while competition between SXS and PGT takes place 
in Izmir, in Antalya, all airlines except BRJ, are in severe competition, especially for Istanbul–Antalya 
flights. Factors such as different hubs used, partnerships between airlines (THY–SXS–AJA), competition 
taking place at different levels in city pair market levels, and different business models complicate the 
question of who is in competition with whom. Considering the competitive asymmetry together with the 
contextual characteristics of airlines and the industry is thought to provide different results for future 
studies.

Table 9 shows the validation status of the hypotheses established in the study. Accordingly, while the 
H1 and H3 variables established with independent variables thought to affect perceived competitive tension 
are verified, H2 and H4 hypotheses are rejected.
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5  Conclusions, limitations, and future directions

In this study, the explanatory power of the competitive tension of four different variables (market 
commonality, resource similarity, market concentration, and competitive asymmetry) that are considered 
to determine competitive tension among airlines competing in the Turkish domestic airline market was 
tested. Four different hypotheses were developed to investigate the effect of each variable on perceived 
competitive tension. As a result of the analyses, two of the hypotheses were accepted and two were rejected. 
The relationship between perceived competitive tension and market commonality and resource similarity 
has been tested for airlines with different characteristics in different contexts in previous studies, and 
significant relationships were found in these studies. For this reason, what makes this study different 
from previous studies, in terms of market commonality and resource similarity, is the evaluation of earlier 
assumptions in the context of Turkey. However, unlike previous studies, resource similarity was found to 
have no significant effect on competitive asymmetry. This is thought to be due to the fact that only airplane 
types were used in the measurement of resource similarity.

One aim of the study was to test the functionality of the assumptions of competitive dynamics 
in the context of Turkey. In this respect, the study has achieved this aim. On the other hand, a study 
testing significant relationships between perceived competitive tension and market concentration 
and competitive asymmetry was not encountered in national and international review of the relevant 
literature. One important assumption of competitive dynamics is that each market is unique with its 
unique characteristics. This assumption implies that the concept of market concentration should be one 
of the main research topics for further studies. In this respect, this research differs from previous studies 
and tests the relationship between market concentration and perceived competitive tension. Significant 
statistical relationships are achieved in the study. Moreover, analyzing the regression coefficients, it 
can be seen that market concentration has an adverse effect on competitive tension. This is due to the 
fact that markets with high concentration point to monopoly markets, and it is difficult to consider 
competition in monopoly markets. Only the existence of the variable of competitive asymmetry has been 
tried to be proven in previous studies, and no systematic analysis had been performed on it. In this 
study, beyond the determination of whether competitive asymmetry exists in the context of Turkey, the 
phenomenon has been studied through systematic analysis. The existence of a significant relationship 
with perceived competitive tension has been determined by analyses. In consequence, the correlation 
of competitive asymmetry with perceived competitive tension is supported by the findings. However, its 
effect on competitive asymmetry is not significant. The organizational effects of competitive asymmetry 
on the firm, the effects of the senior management team on decisions that will produce competitive 
actions, and the effects of possible situations in the attacks or counterattacks of the target firms to the 
competitors may be researched within the framework of the literature of competitive dynamics in future 
studies.

Competition tension is discussed in three different dimensions, viz., internal tension, external tension, 
and total tension. Models were formed by estimating these variables under each dimension in this study. 
Three different models with different determinants and different explanatory powers were obtained from 
the different dimensions under tension.

Table 9. Verification status of the hypotheses 

Independent variable Dependent variable Hypotheses Accepted Rejected

Market commonality Perceived competitive tension Hypothesis 1 [H1] 

Resource similarity Perceived competitive tension Hypothesis 2 [H2] 
Market concentration Perceived competitive tension Hypothesis 3 [H3] 
Competitive asymmetry Perceived competitive tension Hypothesis 4 [H4] 
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The research has some limitations on dimensions such as the context and time period chosen. First of 
all, this research was tested and evaluated in the context of the Turkish domestic air transport market. There 
are a number of reasons why the scope of work should be restricted to domestic air transport. The first of 
these is the liberalization of domestic air transport in 2003. With the liberalization, the restrictive practices 
against the entry of private airlines into the market were abolished and the number of airline companies 
operating in the market increased. Thus, between 2004 and 2015 (based on years after liberalization), 
an increase in the number of passengers was observed each year compared to the previous year. When 
we examined the reasons behind the increase in the number of passengers, the decrease of airline ticket 
prices was the result of the incentives provided by the state in the period after liberalization. Thus, the 
current environment has become more competitive than that prevailing before the 2003 liberalization 
program.

Another reason why the research is limited to domestic air transport is the difficulties that would be 
encountered in the process of obtaining data of international (foreign) airlines operating on international 
routes. Since the market commonality data used in the research is determined by taking into account the 
total number of passengers carried on the routes (lines) in which the airline operates, the inclusion of 
international (foreign) airlines in the research may result in the failure of the other party (foreign airlines) 
to share the data. As a matter of fact, even though Turkish domestic airlines were included in the research 
data collection, because of the idea that the data collection process would be easier, the data were obtained 
from the airport statistics rather than from the airline companies themselves.

Another limitation encountered in the study is related to the time period of the study. The research in 
its ultimate form covers the period from 2012 to 2017 (6 years). Airport statistics used in the study started to 
be recorded from 2012 and, therefore, it was not possible to retrieve the data before 2012. Another limitation 
of this research is that data on perceived competitive tension are limited by the experts’ own personal 
perceptions.

Since air transportation is a highly competitive industry, it is suitable for research on competition 
dynamics. In studies conducted to date on competition dynamics, a strong relationship has been observed 
between strategic management and microeconomics. Of course, the role of competition dynamics as a 
subdiscipline in strategic management research is decisive in advancing research on the basis of these two 
issues. For this reason, research is examined in the context of position school and resource-based approach 
and handled through economic models. In recent years, it has been observed that although the field of 
competition dynamics is not completely detached from the field of strategic management, it has turned 
its direction toward organizational behavior issues. The cultural characteristics and demographics of the 
senior management team were discussed and the impact of these elements on competitive actions was 
investigated. Of course, the aforementioned research has been conducted outside the country (especially, 
in the USA) and shows the characteristics of a situation that has only recently developed in our country. 
However, when we look at the literature review on the subject, it is seen that research on competition 
dynamics remains far from the marketing field, whereas marketing research is the gate to allow airline 
companies to make themselves accepted among and gain advantages over other airlines. In addition, the 
most important area where competitive actions both to the industry and to other companies are reflected 
is also through marketing activities. Therefore, in future research, the field of competition dynamics can 
be linked to marketing both in international literature and in our country, giving a new perspective to this 
particular discipline.

It is appropriate to say that research on competition dynamics should continue in line with predictions 
about global investments and growth in international flights, as the rapid development seen after domestic 
liberalization has not yet reached saturation point. In this context, with research including a longer time 
period, the differences in the competitive actions of airlines against each other can be analyzed within a 
time series and the future predictions can be supported with stronger findings.

Competitive dynamic research is a study that includes economic models and shows intense quantitative 
characteristics. Research with this degree of quantitative content brings to mind the problem of stationarity, 
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which is seen in Game Theory approaches. In other words, getting inductive results through some numerical 
analyses will bring the possibility of avoiding the other elements of the industry (in the case of airline 
companies: government policies or slot allocations). For this reason, research should not be limited to a 
number of numerical findings, and the findings should include primary data and/or qualitative elements 
that reflect the views of stakeholders within the industry.

This research has various academic and administrative applications. First, the use of firm pairs in 
competition research, in contrast to the use of industry- and group-level evaluations in previous studies, is 
important because there are significant differences even between companies that are directly attributed as 
competitors. Each firm has different levels of tension with its competitor, and from the firm’s point of view, 
each competitor is unique with its own unique characteristics. The tension between firms can also provoke 
a desire to attack the competing firm or it can provoke the competing firm to counterattack. In addition to 
this situation, the focus may be the basis for decisions to avoid the opposing firm or to compare itself with 
the rival firm depending on the size of the firm and some of its characteristics. In this context, out research 
is going to help to develop research based on competition in multiple markets, aggressive attitudes of firms, 
and relationships between firm pairs.

This study considers the conditions under which competitive tension occurs among firms. For this 
reason, to what extent the factors thought to determine competitive tension explain the tension is the 
central focus of the study. Therefore, a further study of how successful competitive tension is in explaining 
attacks and counterattacks among firms will contribute to the literature.
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Abstract: This article analyzes the grounds and possibility to induce and develop reshoring activities in 
the luxury goods sector. The premise of this analysis is the contemporary redefinition of the luxury goods 
sector, which relates to the increasing volume of goods marketed as luxuries. In this paper, we examine 
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1  Introduction
Due to the rapid global expansion, luxury goods lose their exclusiveness, which is an imperative to price 
these items highly and call them luxury [Phau and Prendergast, 2000; Dubois and Czellar, 2002; Kapferer 
and Bastien, 2009]. Luxury goods, traditionally characterized by uniqueness expressed in design, high-
quality materials, precision, craftsmanship, high price, and a social desire [Tsai, 2005; Chevalier and 
Mazzalovo, 2008; Hudders et al., 2013; Cristini et al., 2017; Becker et al., 2018], are subject to aggressive 
brand extensions, going along with a marked increase in the volume of production. The reason for this 
expansion is the rapid increase in demand for luxury goods from aspiring consumers living in emerging, 
fast-growing markets [Altagamma, 2019]. The need to satisfy the global demand by mass production of 
cheaper (but still labeled as luxuries) goods has made many producers shift their production to cheap-labor 
force-containing offshore countries. But is the offshoring trend in the luxury goods sector still financially 
viable and marketable?

A growing number of research reports show that the offshoring (captive offshoring/offshore 
outsourcing) shifts in production (mainly in the 1980s and 90s) have not proven to be the long-term optimal 
solution for many companies [Kinkel, 2012; Ancarani et al., 2015; Wiesmann et al., 2017]. Offshore recipient 
countries have been losing their global cost-competitive advantage due to the gradual upgrading of their 
manufacturing capacity and efficiency accompanied with the rise of local production costs [Gray et al., 
2013], whereas political instability in many parts of the world raises the risk and costs of long-distance and 
on–time deliveries [Sardar et al., 2016].
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The consumers’ perception (toward the place of production and its consequences) has also been 
changing. Sustainability awareness grows, bolstered up by human rights or environmental violations in the 
offshore production, farming, or mining plants. Ethnocentrism relapses partly as a result of growing fear of 
terrorism and rise of populism in many countries. Sustainable local production serves as a value category 
that is growing greatly in importance [Urry, 2015, p. 241]. Additionally, in the luxury goods sector, violating 
the traditional attributes of luxury by making it more accessible makes many “core luxury” consumers turn 
away from aggressively marketed brands [Boston Consulting Group (BCG) and Altagamma, 2017, 2019].

Despite the fact that offshoring has been, and still is, a strategy used by the luxury business, information 
about such relocations of production is not publicized. Luxury goods are associated with the places 
where the brands were created; therefore, communicating both offshoring or reshoring activities reveals 
inconsistency between the created image and reality.

This results in the scant body of literature on reshoring (or the forecast of its development) in the luxury 
goods industry (Burberry is an exception; Robinson and Hsieh, 2016). Fratocchi and Di Stefano [2019b] have 
reviewed and analyzed the literature on manufacturing reshoring in the fashion industry and imply that 
reshoring decisions appear mostly in the market segments ranging from the midrange to the luxury sector. 
Thus, this phenomenon does not seem to be spreading in lower-market segments, where manufacturing 
processes tend to remain offshored. However, Uluskan et al. [2017] claim that luxury goods have both 
potential and reasons to reshore manufacturing activities not only to sustain the image of the brand being 
produced in its cradle but also to manage the short delivery times.

This article attempts to analyze what are the chances of developing the reshoring trend in the sector of 
luxury goods. Can such a phenomenon develop in a similar manner as in other industries on all the tiers 
of the luxury pyramid? What is the relation between the luxury tier of luxury and the premises of reshoring 
development? Can reshoring save the traditional perception of luxury?

The remaining parts of the article are organized as follows. The theoretical part describes the luxury 
goods in the fashion, automotive, and jewelry industries; the basic goals and premises of reshoring; and 
consumers’ perception of such activities and features. These considerations are the grounds for a conceptual 
framework, describing the premises and the likelihood of the reshoring development on each tier of the 
luxury ladder in the three analyzed industries using a model. The empirical part illustrates the conceptual 
layer by showing the examples of reshoring activities in the luxury goods sector. The article ends with the 
conclusions, which consider the chances for reshoring to develop in each industry on each tier of the luxury 
ladder. The final part of the conclusions includes the managerial implications, limitations, and possible 
directions of research in this area.

2  Theoretical background

2.1  Luxury goods – luxury pyramid and sector characteristics

Over the centuries, luxury products have been associated with outstanding quality, brand heritage, master 
craftsmanship, high price, uniqueness, polysensuality, and scarcity [Vigneron and Johnson, 1999; Phau 
and Prendergast, 2000; O’Cass and Frost, 2002; Okonkwo, 2007; Kapferer and Bastien, 2009]. Superfluous, 
yet desired, luxury products can bring pleasure, increase self-confidence, and improve social status [Berry, 
1994; Dubois and Paternault, 1997; Wong et al., 1999; Tsai, 2005; Hudders et al., 2013; Becker et al., 2018]. 
The high price is the substantial cost for this palette of functional, social, and individual benefits associated 
with luxury goods or services.

Luxury comes in varieties and can be degradable. This article uses the Bain & Company and Altagamma 
classifications; however, it emulates other researchers and divides luxury into three parts: absolute, 
aspirational, and accessible [e.g., Kapferer and Bastien, 2009; Brun and Castelli, 2013; Castelli and Sianesi, 
2015].

Absolute luxury brands are characterized by heritage and high level of elitism. This market covers mainly 
heritage brands that created the luxury segment from scratch and until now have been arousing strong 
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emotions and a sense of exclusivity among consumers. These brands do not use traditional advertising 
but rather public relations (PR) strategies that enhance company reputation targeted at a selected group of 
recipients.

Aspirational luxury brands are still considered as prestigious yet targeted at less-affluent consumers. 
The range of products is wider and changes more often. This group’s image is created on the basis of cultural 
reference and art, which are used to justify the high price. Marketing communication is more developed and 
advertising plays a supportive role.

Accessible luxury brands appeal to consumers in the upper-middle and middle classes, who want 
to possess the symbols that show social status and those who want to stand out. This segment needs to 
maintain the communication with consumers; therefore, various tools are implemented: advertising, PR, 
sponsoring, and events [Brun and Castelli, 2013; Castelli and Sianesi, 2015].

Since the mid-1990s, we have observed a dynamic and continuous increase in the number of luxury 
goods consumers. The absolute luxury segment has remained fairly stable for years, yet, at the same time, 
an increase in the aspirational and accessible luxury segment has been noticed. The dynamic increase 
in consumption on the Asian markets has become the major driving force. The creation of smaller and 
smaller segments of luxury goods market, even among consumers of the same social class, involves mainly 
the two lowest tiers of the luxury pyramid. As the number of goods and buyers increases, the sense of 
exceptionality and uniqueness is achieved by the artificial group division [see, e.g., Silverstein and Fiske, 
2003a]. Such a division has resulted in the rise of competitiveness over the middle-class consumer in the 
sector [Silverstein and Fiske, 2003b] and changed the picture of the luxury pyramid in the past 2 decades; 
the highest tier has become smaller and thinner, while the bottom and the middle tiers of the luxury 
pyramid have swollen.

The luxury industry encompasses the production and sales of vehicles, yachts, clothes, footwear, 
spirits and wines, jewelry, watches, perfume, and toiletries and cosmetics. Fashion items, cars, and jewelry 
constitute the biggest portion of production and sale in this sector, being labeled the core of the so-called 
private luxury (i.e., luxury purchased for private usage; see, e.g., Delloite [2019]). In 2018, the value of 
the global luxury goods market grew to nearly 1.2 trillion EUR, with two thirds being accounted for by 
luxury cars and personal luxury goods (5% growth in 2018, with positive performance across most luxury 
goods segments). It is estimated that by 2025, the global luxury personal goods market will be growing by 
3%–5% annually [Bain & Company, 2019]. Sales of luxury cars continue to dominate the market, growing 
5% year on year (2017–2018; starting amount 471 billion EUR) to 495 billion EUR. Personal luxury goods 
have outperformed the remainder of the market, climbing 6%, reaching a record level of 260 billion EUR. 
An increase is also seen in the cases of luxury cars, luxury cruises, hospitality, wines, spirits, and fine wood. 
A 3% reduction has been noticed in private jets. The other categories have become stable. Bain & Company 
[2019] forecasts a significant growth in apparel, leather, shoes, related accessories, jewelry, and watches, 
as well as in fragrances and cosmetics. The personal luxury goods market has experienced growth across 
most regions of the world. Europe remains the top region for sales (32%), followed by the Americas (31%), 
Asia (including mainland China), Japan (8%), and the rest of the world (5%).

Although the luxury goods sector has observed dynamic growth in the past decade, currently, we can 
see stagnation in personal luxury goods, along with sales of luxury cars rapidly rising (as the cars are 
purchased mainly by Chinese consumers). There might be a few reasons why the personal luxury market 
is in the doldrums. Lower number of tourists in Europe due to the risk of terrorist attacks is the first one. 
France, Italy, and Spain are the countries where 70%–80% of luxury personal goods’ demand is generated 
by foreigners. In the cases of the UK and Switzerland, demand is 50%–55% on average. Approximately 66% 
of Russian and >40% of Chinese luxury purchases are done abroad. Secondly, the fall in oil and gas prices 
has resulted in a decrease in demand from consumers living in Russia or in the Middle East countries. 
The third reason is the introduction of some limitations by the Chinese government to stimulate domestic 
consumption and stop purchases outside China [see Solca et al., 2016].

The fourth premise may be related to the visible retreat of many high-net-worth-value consumers to 
less-mass and digital, more-traditional, bespoke, salient, and free from “logo fatigue”, slow and experience-
based luxury [Wealth, 2015; Beverly Hills Conference and Visitors Bureau (BHCVB), 2016].
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Global disturbances, such as political conflicts, terrorism, and financial crises, have made the world 
more volatile and less stable. The findings of McKinsey’s Global Executive Survey [Amed et al., 2016] 
indicate some dangerous trends such as the slowdown of the economic growth in China and the risk of 
internal problems in the European Union (EU) and the Eurozone. The risk of supply chain (SC) disruption is 
one of the factors that have led to the halt of the delocalization (relocation) trend of production by European 
companies in recent years.

As all these considerations make the development of the luxury goods market less predictable, the 
importance of reliable marketing communication is increasing in order to build strong loyalty and trust 
between brands and consumers. Such communication must be adjusted to values that are important to 
consumers, in addition to creating the brand image through not only advertising campaigns but also clever 
location of operations, appropriate selection of distribution channels, and tailoring assortment to local 
preferences.

2.2  Reshoring drivers

Reshoring refers to a generic change of manufacturing location with respect to a previous offshore 
location; back-reshoring is a transfer of manufacturing activities back to the company’s home country; 
and near-reshoring means bringing back manufacturing to a country geographically close to the 
company location [Fratocchi et al., 2014]. As Gray et al. [2013] indicate, back-reshoring is essentially 
related to “where” the relocated production activities are to be performed, regardless of “who” ultimately 
performs them.

The evidence of reshoring activities has multiplied over the past few years in the economic press and in 
white papers of consulting firms and the international organizations [e.g., The Economist, 2013; Sirkin et al., 
2014; Cranfield University, 2015; De Backer et al., 2016]. A.T. Kearney, Inc., the BCG, the Reshoring Initiative, 
the European Parliament, the World Bank, the Organization for Economic Cooperation and Development 
(OECD), and the Reshoring Initiative [2016] survey reshoring motives and analyze reshoring activities and 
agree with the state of knowledge presented by academic researchers [e.g., Sirkin et al., 2014; Van den 
Bossche et al., 2015; Di Mauro et al., 2018; Heikkilä et al., 2018a, 2018b; Johansson et al., 2018; Stentoft et 
al., 2018].

The available body of scientific literature, together with the reports published by consulting companies 
and professional organizations, has contributed to the understanding of the premises and potential of 
reshoring. The growing number of publications has led to the need to organize the knowledge through 
systematic literature reviews, which allowed classifying and analyzing reshoring drivers [e.g., Stentoft et 
al., 2016; Wiesmann et al., 2017; Barbieri et al., 2018].

The recent literature reviews on reshoring point out that some aspects of this phenomenon should be 
investigated in more depth and in some other geographical locations [e.g., Fratocchi et al., 2014; Barbieri 
et al., 2018] as the empirical research on reshoring has been so far predominantly conducted in developed 
economies, such as the US, Japan, and New Zealand, and in Western European countries (Italy, Sweden, the 
UK, Germany, Spain, and Denmark).

Most of the reshoring studies have concentrated on activities within the value chain or the motives 
of manufacturing transfer [Bals et al., 2016; Zhai et al., 2016]. Some other studies distinguish the drivers 
and barriers experienced during the process of reshoring [see, e.g., Engström et al., 2018a, 2018b]. Several 
frameworks classify and analyze reshoring drivers [see, e.g., Stentoft et al., 2016; Benstead et al., 2017; 
Wiesmann et al., 2017; Barbieri et al., 2018].

Reshoring can be perceived as a reaction to one or more of the following:
•	 Internal changes (e.g., quality issues, emotional elements, communication and coordination 

costs, reduced operational flexibility, automation of manufacturing processes, company’s global 
reorganization/changes at the strategic level);

•	 External environment (e.g., made-in effect, labor costs’ gap reduction, lack of skilled workers in host 
country/availability of the same in home country, lack of appropriate infrastructure in the host country, 
poor quality of local products, production and delivery time impact); or
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•	 A correction of previous managerial mistakes (i.e., miscalculation of actual cost, lack of knowledge, 
bandwagon effect).

The significance of individual factors may vary depending on many factors, ranging from the 
characteristics of the company itself, through the industry in which it operates, to the characteristics of the 
home and host countries.

According to the framework proposed by Fratocchi et al. [2016], reshoring motives may be classified 
by the level of analysis (internal vs external environment) and the goal (customer-perceived value vs cost-
efficiency). Motivations related to customer-perceived value explain reshoring as a company activity that 
is performed in order to stimulate buying behaviors and influence consumers’ preferences. Cost-efficiency 
motivations are associated with a willingness to reduce logistics costs and to increase the production 
efficiency. Value-based motivations can increase and strengthen positive associations with the corporate 
brand in the consumers’ minds.

Reshoring in the luxury goods sector seems to be the result of not only a cost-and-risk analysis [Larsen 
and Pedersen, 2014; Benstead et al., 2017] but also a smart long-term marketing strategy with patriotic and 
sustainable implications amply communicated to the public. In the luxury goods sector, reshoring can serve 
as the restoration of luxury home base production, which is still perceived as a vital value for many luxury 
consumers. The country of origin (COO) may be an important element of luxury goods positioning, affecting 
both the overall perception of the company brand and consumer purchasing decisions [Krupka et al., 2014]. 
By activating various social and cultural attributes, it can be an indicator of the values characteristic of 
luxury brands [Roxana-Denisa et al., 2016].

Di Mauro et al. [2018] focused on reshoring of companies operating in the textile, clothing, leather, and 
footwear industry, which is sensitive to the COO effect. The concept of COO is deeply associated with the 
“made-in” effect, having an impact on the brand image, especially in industries with a strong and long-
standing reputation [Bertoli and Resciniti, 2013], e.g., the luxury goods industry. The “made-in” driver is 
among the most frequently mentioned reshoring motivations [European Foundation for the Improvement 
of Living and Working Conditions (Eurofound), 2019], which may be associated with consumers’ pressures 
on firms, resulting from perceived higher quality of goods manufactured in developed countries [Di Mauro 
et al., 2018]. Thus, the customers tend to assign a higher value to the goods offered by companies that 
reshored some manufacturing activities [Grappi et al., 2015].

Grappi et al. [2018] analyzed the drivers of reshoring from a demand-side perspective. The authors 
developed the Consumer Reshoring Sentiment scale, based on six dimensions: superior quality of the 
reshored production and the “Made-in” effect, followed by government support, competence availability, 
greater ability to fulfill needs, and ethical issues in host countries. Using this scale, authors tested consumers’ 
willingness to reward reshoring companies. Demand-side perspective emphasizes value creation for 
consumers, which differs from the firm-side point of view generally adopted by researches analyzing 
reshoring drivers and motivations [Grappi et al., 2018; Grappi et al. 2020].

The so-far underanalyzed reasons that drive reshoring are sustainability and ethical issues [Fratocchi et 
al., 2016; Grappi et al., 2018]; therefore, paying more attention to the relationship between manufacturing 
relocation decisions and social and environmental issues gains in importance [Eurofound, 2019]. Uluskan 
et al. [2017], based on data gathered from the US textile and apparel industry, found that speed to market, 
made-in effect, and green sustainability were three of the four most important strategic approaches inducing 
companies to reshore their manufacturing activities. The shift in emphasis to experience and sustainability 
is particularly noticeable in the luxury goods sector; thus, some luxury brands are changing their competitive 
strategies accordingly [Harvard Business Review (HBR), 2019].

2.3  Impact of luxury SC configuration on consumers’ value perception

Business operations deliver both positive and negative values for companies within the SC and for consumers 
[see Polonsky et al., 2003]. The same SC generates benefits and harms, although the same groups are not 
necessarily equally affected by both of them.
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A steady stream of new products and effective marketing campaigns stimulate consumer demand but, 
at the same time, contribute to increase in pollution. The continuous endeavor to lower costs by offshoring 
to cheap-labor-providing countries results in shameful examples of human rights violation in offshore 
mines and sweatshops [see, e.g., Zwolinski, 2006; Rouge, 2016; Wöhrle et al., 2016], together with the 
boosting of unemployment rates in the companies’ home markets.

With the growing expectation for companies to become socially committed [e.g., Young, 2004; Matten and 
Crane, 2005], enterprises must reconsider the composition of their SCs to address this issue and demonstrate 
their responsible and caring face to the public. Sustainability awareness is a sign of consumer reaction in a 
postmodern society, where individuals not only weigh up but also actively react to environmental hazards, 
violations of human rights, or bad working conditions in the third world [Tallontire et al., 2001].

The luxury sector tends to be morally condemned, as it is identified with excess and vanity, producing 
expensive goods for the fraction of the population that is wealthy. For this reason, luxury and sustainability 
seem mutually exclusive [e.g., Voyer and Beckham, 2014; Kapferer and Michaut-Denizeau, 2015]. In order 
to diminish social stigma and make luxury and sustainability more complementary areas, the concept of 
sustainability is being increasingly implemented in the strategies of luxury companies [Joy et al., 2012; 
Ho et al., 2016; Stępień, 2019]. One of the important means to prove sustainable efforts is to highlight the 
quality and control of production performance.

Reshoring serves well to prove the tight control over the production and additionally creates and 
presents an ethical value for the customer [see, e.g., Fratocchi and Di Stefano, 2019b]. As Ashby [2016] 
proves in her empirical case study analysis, the reshoring of previously offshored processes can enable 
greater supplier control and more transparency [see also Caputo and Palumbo, 2006]. Caniato et al. [2011], 
as well as Castelli and Sianesi [2015], claim that success in the luxury business depends not only on the 
brand and communication but also on the choices made along the SC.

Caniato et al. [2009] identified a set of critical success factors for competing in the luxury market: 
premium quality, brand building, emotional appeal, style and design, craftsmanship, exclusivity, 
uniqueness, COO, lifestyle creation, performance, and innovation. Most of these factors are related to the 
location of manufacturing. Low complexity and high volumes of products allow for adoption of offshoring 
strategies in the case of luxury products. Still, these are seldomly used because the quality perception, COO, 
and brand image might be negatively affected. Offshoring improves cost performance; however, it is not (or 
at least it should not be) a major objective for luxury brand owners. It can also negatively affect service level 
and delivery lead times. That is why, according to Caniato et al. [2011], in order to reconcile economic and 
marketing objectives, luxury products are often manufactured in nearby countries.

A significant problem in estimating the scale of offshoring for luxury brands is the fact that their owners 
keep this fact secret, hiding the location of production even in official companies’ reports. Some information 
is available in the case of the fashion industry, which has been characterized by a huge wave of offshoring 
decisions in recent decades. It is estimated that during the 2010s, >90% of apparel and footwear companies 
from the US moved (entirely or partially) their manufacturing activities overseas [Yu and Kim, 2018]. The 
Business of Korea [2018] notes that apparel luxury labels have been using offshoring locations for years, but 
mostly in Eastern European countries. According to this organization, brands such as Louis Vuitton, Prada, 
and Gucci sometimes produce goods in countries like Romania, Serbia, or Slovenia but eventually use the 
tag “Made in Italy”, because the final manufacturing process is carried out in the home country. Stępień 
and Młody [2017] pointed out numerous examples of nearshoring luxury brands to Poland. Subcontractors 
in the Central and Eastern  Europe (CEE) region are used by such well-known brands as Burberry, Max 
Mara, Marc Aurel, Hugo Boss AG, Bugatti GmbH, Dressler, and Pikeur. Among the declared grounds of near-
reshoring were flexibility, fast response to clients’ supply requirements, and the high quality of production, 
combined with relatively low labor costs. Polish manufacturers are suppliers to German, French, British, 
Dutch, Belgian, and Danish premium apparel brand owners. On the other side, due to the necessity for 
quick delivery, some clothing luxury brands have shifted some production lines to on-site factories in China 
to meet consumer demands. The automotive sector is an industry that has largely implemented offshoring, 
even in its luxury segment. Since the end of the 1980s, carmakers in Europe, Japan, and the US have moved 
a significant share of production to emerging countries in order to benefit from lower manufacturing costs. 
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Despite the fact that German brands such as Audi, BMW, Mercedes-Benz, and Porsche retain most of their 
assembly lines in the home country [Chiappini, 2012], the offshoring in the car industry is rising because of 
the “cost (dis)advantage of the home country relative to foreign locations” [Head and Mayer, 2018].

Sustainability and credibility are significant attributes associated with brands [see, e.g., Clark, 1987; 
Thakor and Kohli, 1996]. Sustainable high quality along the whole SC is also one of the key requirements 
for success in the market [Vigneron and Johnson, 1999; Lamming et al., 2000]. Providing appropriate 
quality control –of both materials and production processes – should go along with managing close, long-
lasting, and fruitful relations with suppliers, contractors, and trainings and human resources management 
[Christopher and Towill, 2002; Caniato et al., 2009].

These characteristics relate to the perception of the COO. Many global firms highlight the origins of 
their brands and believe it is the synonym for quality, heritage, competence, and high social standards 
[Balabanis and Diamantopoulos, 2008]. The more premium the brands are, the more frequent and more 
important is the use of the COO tag in the communication strategy [see, e.g., Calori et al., 2000; Shukla, 
2011; Godey et al., 2012].

Numerous studies have proven that the COO has a considerable influence on the perception of quality 
[see, e.g., Bilkey et al., 1982; Roth and Romeo, 1992]. Empirical evidence also shows that the least developed 
countries are believed to be both riskier production destinations and lower-quality producers, but for many 
buyers (both consumers and business purchasers), the COO bias can be offset by price concessions [see, 
e.g., Schooler and Wildt, 1968; Haakansson and Wootz, 1975; Hampton, 1977]. In the case of production 
in the Far East countries, the protection of key resources along the whole SC is not fully ensured in spite 
of the introduced supervision procedures. Near-reshoring seems to be a viable method to ensure cost-
effectiveness while increasing control over the production process. Statistics from recent years reveal such 
a (even though slowly emerging) trend.

Taking account of the rich EU-15 countries (being the home base of most of the top- and midlevel 
luxury companies), between 2013 and 2016, the major destinations for production relocations were the EU 
countries with lower labor costs (EU-13). Job losses connected with offshoring were the result of production 
relocation to the tune of >10% to China, 3% to India, and about 9% to other Asian countries. As the share of 
EU-13 has dropped in recent years, the importance of other European and non-EU countries, mainly Russia, 
Turkey, and the Balkan region countries, has increased [Eurofound, 2016].

According to the Eurofound [2016, 2019], one of the sectors that suffered most due to offshoring 
(considering work places) is the apparel industry. At the same time, in recent years, we can observe an 
increasing trend in employment in high-tech manufacturing sectors, including motor vehicles. The increase 
in employment in the automotive sector is concentrated mainly in the CEE region. A rise in employment 
since 2008 in the automotive industry has been observed in Poland, the Czech Republic, Hungary, Romania, 
Slovakia, and Slovenia. The activities of the large EU motor vehicle manufacturers confirm that in this 
sector, nearshoring turned out to be economically justified [Eurofound, 2016].

3   Reshoring grounds and types in luxury goods sector – a 
 conceptual framework

Our conceptual framework presents the push-and-pull factors affecting back-reshoring or near-reshoring 
decisions in the luxury sector. Many empirical studies have examined and successfully used push (reactive: 
discouraging offshoring) and pull (proactive: fostering reshoring) factors as the main drivers of international 
production activities [see, e.g., Bailey and De Propris, 2014; Ernst & Young, 2015b; Joubioux and Vanpoucke, 
2016; Vanchan et al., 2018].

Regarding the general premises of reshoring, we selected the push and pull factors by analyzing the 
determinants of such actions described by Stentoft et al. [2016], Fratocchi et al. [2016], Wiesmann et al. 
[2017], Barbieri et al. [2018], and Eurofound [2019]. This palette was then limited to the most significant ones 
for the luxury sector after analyzing the reasons for the configuration of value chains in this sector [Caniato 
et al., 2011; Castelli and Sianesi, 2015] and the importance of particular factors, such as sustainability, 
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quality [Joy et al., 2012; Kapferer and Michaut-Denizeau, 2015; Ho et al., 2016; Stępień, 2019], and COO, for 
luxury consumers [see Calori et al., 2000; Shukla, 2011; Godey et al., 2012]. The pyramid of luxury serves 
here as a kind of filter for the influence of particular factors on the decisions about back-reshoring/near-
reshoring. We assume that the pull strength from the consumers’ side results directly from the importance 
they attach to quality, COO, or sustainability as factors creating the value of luxury.

Figure 1 depicts the push and pull factors considered the crucial ones while deciding about SC location 
and relocations.

One group of factors is connected with the marketing benefits. Bringing production back to a home 
country (perceived as the cradle of luxury) will significantly increase the perception of the goods’ value. On 
the other hand, returning to the home country or region (near-reshoring) increases the supervision over the 
SC and can prove that the “new” SC is more sustainable.

Underlying premises of reshoring are those that limit the risk of quality deterioration and attempt to 
optimize costs. The reasons why luxury goods companies opt for back-reshoring or near-reshoring will 
depend on the luxury ladder tier; the higher the position on the ladder, the more important it is where and 
how skillfully the goods are made and their production controlled.

In the following section of the paper, we focus on three industries within the luxury goods business, 
namely, cars, fashion, and jewelry, as they constitute the biggest and stablest portion of private luxury 
being produced and sold globally [Bain & Company, 2019].

Each of the industries discussed has a different setup of the SC and, therefore, the decisions for 
reshoring vary.

Table 1 presents the reshoring premises in the three discussed industries, indicating at the same time 
the likelihood of increase in this trend in the particular segments of the luxury ladder.

The model presentation of the premises of back-reshoring or near-reshoring shows that such activities 
are best justified in the fashion industry, mainly on the middle tier. Back-reshoring or near-reshoring in this 
industry can bring all the possible advantages connected with the changed setup of the SC. The first tier 
of the luxury ladder, regardless of the industry, should not even consider offshoring related to production. 
However, in the case of, e.g., production of automotive parts, it seems to be not possible. Shimp and Sharma 
[1987] found that consumers hired in threatened-by-offshoring industries, such as automobiles and textiles, 
show higher degree of consumer ethnocentrism than those in other industries; however, it seems that 
consumers slowly get used to the fact that the assembly is not done in the brand heritage country due to the 
complexity and international distribution of the SC in the automotive industry. The consumers of the lower 
luxury tiers, regardless of the brand, show relatively low sensibility to COO; therefore, the premises of back-
reshoring and near-reshoring are or will be more of a cost and risk optimization nature.

4  Reshoring/near-reshoring examples
The empirical part of this paper presents published examples of back-reshoring and near-reshoring in the 
luxury sector. We used the publicly available European Reshoring Monitor data set [2019],2 which is one of 

2 www.reshoring.eurofound.europa.eu.

Figure 1. Push and pull factors determining back-reshoring and near-reshoring decisions in the luxury goods industry.  
Source: Own elaboration. 
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the most comprehensive available data sets collecting reshoring cases, as the main source. This data set 
collects information on individual reshoring cases from media, press, as well as scientific and practitioner 
literature. We also analyzed Internet press releases and reports, using search engines and such keywords 
and phrases as “luxury brand” + “reshoring”, “backshoring”, “nearshoring”, “back-reshoring”, and “near-
reshoring”. These activities allowed a total of 10 examples to be identified. Table 2 could have been longer if 
not for the lack of details of the production relocations. We get snippets of information from the press about 
the increase in production in the home countries or about plans to start production there.

4.1  Fashion industry

Ernst & Young [2015] analyzed the case of Italian manufacturers’ relocation back to the home country by 
dividing the companies engaged in that process into three groups: (1) Italian luxury groups, which increase 
their production capacity and relocate part of the production to Italy; (2) international luxury groups, which 
increase production in Italy via outsourcing or purchasing the manufacturing companies; and (3) medium 
companies of the luxury fashion industry, which relocate part of the production to Italy. The first two types of 
the companies see an increase in the luxury goods consumption as the key to the increase in the production 
share in Italy. For international consumers, “Made in Italy” is the symbol of high quality; therefore, the 
motivation for back-reshoring of the large luxury groups seems natural. The research was conducted among 
45 smaller groups in the luxury segment, whose total market value equals 4.5 billion EUR. Of these, 27% 

Table 1. Reshoring premises in the luxury sector in the respective luxury pyramid tiers 

Tier Luxury fashion Luxury cars Luxury jewelry

Ab
so

lu
te

Luxury – home production base 
as the core value. Offshoring 
activities kept secret, reshoring 
communicated only when offshore 
production is publicly disclosed 
and condemned. 

Luxury – home production 
base as one of the core values. 
No need to reshore: assembly 
at brand heritage country, 
control over SC in producer’s 
hands. Producer is the brand 
owner 

Bringing the mining of gemstones, 
silver, gold, etc. home not possible.
Local design and production add value 
mostly to niche – local brands.

As
pi

ra
tio

na
l

Bringing production home 
(back-reshoring) adds COO value; 
near-reshoring regains control over 
SC, makes SC more flexible and 
consumer demand responsive

Defragmented SC; production 
dispersed all over the world, 
many suppliers concentrated 
around assemblies. 
Assemblies placed in lower-
labor-cost regions. Some 
finishing activities, aimed 
at changing COO into luxury 
home base, visible. 

Production place not regarded as very 
important, offshored mainly to Far 
East countries. The brand owners are 
mostly distributors, to a much-lesser 
extent, producers themselves. Some 
early signs of near-reshoring visible, 
mainly due to quality problems. The 
consumers’ attention is mainly on the 
gems’ origin, although SC sustainability 
plays an important role. 

Ac
ce

ss
ib

le

Reshoring drivers are mostly push 
factors: the method of regaining 
control over the SC, diminish the 
risk of international SC, transport 
costs, and time etc. Brand’s COO 
is usually outside the traditional 
luxury home base; Far East 
production location accepted as 
a price concession for accessible 
luxury 

More often near-reshoring 
than back-reshoring drivers 
both push and pull factors: the 
method of tightening control 
over the SC, diminish the risk 
of international transport 
costs

Reshoring drivers mostly are push 
factors; the method of regaining 
control over the SC, diminish the risk 
of international SC, transport costs 
and time, more flexible and consumer 
demand–responsive SC

Source: Own elaboration based on previous papers [Caniato et al., 2009; Larsen and Pedersen, 2014; Benstead et al., 2017; 
Uluskan et al., 2017; Fratocchi and Di Stefano, 2019a].
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declared that the whole production takes place in Italy, and 71% claimed that they produce goods both 
in Italy and abroad. When asked about the production location in the following years, they gave various 
answers depending on the segment they operate in. The high-end luxury companies declare that they will 
probably increase their production share in Italy, whereas the companies offering the midrange products 
must take a strategic choice: position their products higher (by “Made in Italy” production) or offer their 
products at more affordable prices, which will be connected with keeping the production in the offshore 
countries.

Consumers, including aspiring ones, are willing to pay more for products that are tagged as “Made in 
Italy”, “Made in France”, or “Made in UK”. The production in low-cost countries is more often perceived as 
an activity that undermines the value of the product and the brand image. Some companies try to maintain 
the European label by contracting production limited only to manufacturing certain parts to the Chinese 
supplier. The end product is manufactured in Europe. Another doubtful procedure is connected with the 
employment (quite often illegal) of Asian workers in the European factories, where they work at lower 
wages [USA Today, 2014]. Thereby, the consumers receive goods with “Made in Italy, France” label, and the 
image remains intact.

4.2  Jewelry industry

The examples of reshoring in the jewelry industry are less noticeable. There might be a few reasons for 
this. Firstly, reshoring does not concern the resource base – diamond and mining of precious metals - and 
even though instances of worker’s rights violation are reported, reshoring is not a solution to this problem. 
Secondly, while offshoring is a case in this industry, the consumers are either unaware or not interested in 
this fact, as they do not consider these actions as value adding. This, however, concerns mostly jewelry, 
while watches are the distinct exception.

Switzerland, the most important watches’ exporter in the world,3 is a good example of a country that 
protects its “made-in” label. In 2007, the Federation of the Swiss Watch Industry (FH) started to work on 
strengthening the Swiss Made label. It mainly meant changes to the regulations on using the names of Swiss 
watches. One of the main objectives was a long-term guarantee of reliability of the geographical meaning. 
As of January 1, 2017, if the watch is to be labeled Swiss, 60% of its production costs must have been incurred 
in Switzerland (Swiss Federal Institute of Intellectual Property). There are no such regulations for the EU 
countries – not even for the cradles of luxury, such as Italy or France.

Table 2 presents two jewelry brands that reported relocation of their production from China and India. 
Mauboussin can be considered as luxury – it has a long production tradition and the prices of jewelry 
are around several thousands of USD (on the border of aspirational and absolute luxury). The Forever 
Companies Jewelry Group comprises three interrelated companies: Diamond Nexus, Forever Artisans, and 
1215 Diamonds. Each of them is positioned differently on the market. The highest segment is represented by 
1215 Diamonds, which may be perceived as an aspirational luxury brand. Despite significant discrepancies 
among the companies, the reshoring reasons are similar; for the lower tier brands, the host country does 
not seem cost-attractive anymore, while Mauboussin finally noticed that the “made-in” effect actually plays 
a role for consumers.

4.3  Luxury automotive industry

Just as in the case of the luxury jewelry industry, reshoring examples in the luxury automotive industry are 
rather scarce. Most of the luxury brands use components imported from various parts of the world through 
a compound SC; however, the absolute luxury cars are finally assembled in their home countries. Therefore, 
we cannot say that this is “classical” reshoring. Bentley cars (and engines) are assembled in Crewe (UK), 
Bugatti in Molsheim (France), Lamborghini in Sant’Agata Bolognese (Italy), Porsche in Zuffenhausen, Leipzig 

3 In 2014, Switzerland exported 29 million watches. It accounted for 1.7% of the global market as far as quantity is concerned; 
however, if we take value into consideration, it was 58% of global watch sales [Courier, 2016].
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(Germany), and the top of the range Audi cars in Neckarsulm (Germany); so, they finally get a tag of “Made 
in … the luxury cradle”. It is quite similar for Rolls-Royce Motor Cars, which belong to the BMW group – the 
assembly takes place in the Goodwood plant in the UK. Other British brands - Lotus and Aston Martin - are 
also finally put together in the UK. But the place of the car assembly does not mean that the production of 
individual key components takes place in the same location – for instance, the engines for leading models 
of the Volkswagen Group are manufactured in Győr, Hungary. Porsche Cayenne is an interesting example – 
it is produced in Bratislava and then brought over for engine assembly to Germany, which changes its COO 
into German. It proves that within one tier, the country where the goods are manufactured is still a very 
crucial purchasing factor.

In the case of vehicles that are positioned lower in the luxury pyramid, e.g., Mercedes or BMW, the 
production approach of the automotive companies is more flexible, which is caused by the bigger production 
scale. The US Manufacturing Company of BMW is in Spartanburg, South Carolina. Assemblies are also done 
in India, Brazil, and Mexico. Mercedes-Benz also has a dispersed production even of the leading cars (e.g., 
Thailand, Mexico, and Vietnam). Vietnam has become the first market outside Germany to produce the 
S-Class. So, offshoring does not refer only to standard cars but also to those considered as luxury ones.

The chances for reshoring in the segment of accessible and aspirational luxury cars are quite small 
bearing in mind the growing car demand in the world. German car companies are facing problems with the 
shortage of labor force; therefore, they quite often move to distant locations. The Volkswagen Group itself 
operates in 118 production locations in 20 European countries and 11 countries in the Americas, Asia, and 
Africa. The European Reshoring Monitor (ERM) Annual Report 2016 [Eurofound, 2016] makes a clear-cut 
point that automotive companies are planning to increase their production in low-cost countries and are 
focusing mainly on the CEE region.

Chances for the growth of the production base in the home countries can be seen only in the case of the 
absolute luxury car brands. For example, Aston Martin is developing its second UK manufacturing plant 
in South Wales [The Manufacturer, 2017], and the other luxury supercar manufacturer McLaren intends to 
build its factory in South Yorkshire worth 50 million GBP [British Broadcasting Corporation (BBC), 2017]. 
BMW and Audi also increased employment in Germany in the automotive sector between 2015 and 2016.

5   Conclusions – are luxury brands ready for reshoring and is 
it justified?

The conceptual framework, together with empirical illustration of reshoring activities, contributes to the 
existing literature in the following way.

First, we demonstrate that reshoring activities emerge and spread unevenly in the luxury goods sector, 
both over the tiers of the luxury pyramid and within industries. Second, we attempted to find the grounds 
for this discrepancy, namely, the different compositions of the reshoring drivers and the SCs in the analyzed 
luxury industries (fashion, cars, and jewelry). Third, by analyzing both the SC in three luxury goods 
industries and the relative importance of COO to different segments of consumers, we demonstrate that 
the luxury home base production either has deteriorated in its meaning and value to modern luxury buyers 
(especially to those from lower pyramid tiers) or is blurred by a communication bias.4 Lastly, but not least 
importantly, even though we see the role of reshoring in “regaining” the traditional traits of luxury, it is not 
likely to happen on a massive scale. Democratization of luxury, backed up by rising profits that constitute 
the sufficient but short-sighted reason to ignore potential threats, has probably gone too far to reverse this 
trend.

The most back-reshoring and near-reshoring “prone” industry is the luxury fashion in its accessible 
tier, while the top luxury (irrespective of the industry) tier either is not subject to any offshoring or these 

4 For example, labels with the “designed in Italy/ France/ Germany/ USA”, the products of the brands Versace, Karl Lagerfeld, 
Hugo Boss, and Michael Kors confirm their authenticity,  as does the attached hologram, although all the goods are produced 
either in the Far East or in Eastern Europe.
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activities are kept top secret. The upper the tier of the pyramid level, the less are the offshoring activities 
that should be undertaken, as it means destroying the meaning of luxury [Kapferer, 2012, 457]. Top luxury 
brands are the ambassadors of the exceptional lifestyle and culture of the home country, and offshoring 
simply distorts brand reliability [Phau and Leng, 2008; Keegan and Green, 2013, p. 300]. The lower the tier 
of the pyramid, the more the luxury brands move production outside the home countries, as the risk of 
losing the image is moderated by cost benefits. The main reason for reshoring of the luxury brands (or, more 
often, near-reshoring) is not to reduce production cost, but more to lower the risk in the SC itself, improve 
the quality, and prevent the brand from downgrading.

The COO of luxury brands, even though slowly being deteriorated by lower-tier luxury brands, still 
remains important for consumers from both developed and luxury-aspiring countries. The COO builds 
trust, is the symbol of certain values, gives the feeling of prestige and uniqueness, and provides information 
about product quality. European heritage countries are important for middle-class Asian consumers (the 
largest luxury goods consumer group in the world), and they are willing to pay premium for “made in…
luxury cradle” tags.

5.1  Managerial implications

The reshoring activities of companies in the luxury sector can be used in marketing communication 
strategies as the important component of brand equity reclaim with social awareness and environmental 
responsibility components. Consumers can read it as a sign of the development toward a more traditional 
meaning of luxury that is additionally sustainability oriented. There are a growing number of very wealthy, 
as well as reflexive and ethical, consumers. While the first group reverses from too popular brands and looks 
for uniqueness, the novelty for them can be not only the limited number of items, or COO, but also socially 
and environmentally responsible SC composition. The second group actively reacts to environmental and 
social hazards and, therefore, may be willing to support reshoring initiatives, aimed at global harm reduction 
or local economy development. Because an active social awareness (and aptness to cover additional costs 
of such activities) is the domain of rather well-educated high earners, these grounds for reshoring activities 
are likely to incubate and evolve in the luxury goods sector.

Reshoring not only favors competitiveness of international production but also prevents job losses 
and polarization of income. Relocation to the home countries and near-reshoring can change the global 
value chains [United Nations Conference on Trade and Development (UNCTAD), 2016], yet the changes 
will only affect selected segments of products. Analysis of the SC of the luxury fashion brands shows many 
examples of reshoring and boosting of the domestic production base. For instance, the Burberry example 
shows increased supervision of the SC and the possibility of gradually repositioning the brand [Robinson 
and Hsieh, 2016]. The trend of relocation to home countries will deepen for key product lines but will not 
necessarily do so in the case of brand positioning. While the “Made in Italy or France” tag surely serves as 
an additional value to the most demanding consumers, it does not necessarily have the same meaning for 
aspiring consumers.

But, even if required, back-reshoring or near-reshoring cannot always be procured. Few years 
after the production is relocated to the offshore locations, there is a problem with deterioration of 
local competencies and suboptimal efficiency of local or regional suppliers’ networks. Therefore, 
the phenomenon of reshoring usually comes together with large capital investments, for instance, in 
robotization and production automation with the least involvement of the qualified workforce [De Backer 
et al., 2016]. The shortage of labor force becomes an important barrier for the labor force itself. That is why 
companies such as Mulberry (UK luxury bagmaker) make efforts to develop long-term training programs 
for potential employees.

5.2  Limitations and further research areas

The research suffers from some limitations. The first regards the scarce evidence of reshoring activities in 
the luxury goods sector, as the common policy of luxury brand owners is to not disclose any information, 
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which would diminish the brand value. Reshoring activities are then announced only in cases where the Far 
East offshore production has already caused damage and has been widely publically communicated, or the 
brand wants to move up in the luxury pyramid and reshapes its business model.

The question whether the reconfiguration of luxury SC strategy through reshoring will lead to 
strengthening of the values and the competitiveness of luxury brands depends on the industry and the tier 
of luxury pyramid that we analyze. Luxury car brands from the absolute luxury segment are produced in the 
COOs despite the changes in the ownership structures. It means that their owners see the importance of COO 
for potential buyers. Limited production of such cars justifies the economic idea of the production in the 
local factories. We can observe a further offshoring trend in the other segments of cars perceived as luxury, 
mainly those in the accessible tier. Even though Mercedes, Audi, and BMW have relocated production to 
low-cost countries, the sales of those cars have increased dramatically – the image of those brands does 
not suffer from offshoring. At the same time, such a big demand makes it impossible to move production to 
Germany because of the labor force shortage.

Reshoring is more complicated in the case of jewelry and luxury watch industries. The example of 
Swiss watches shows that the value of COO is huge and is directly reflected in sales. Luxury jewelry industry 
needs search resources in various parts of the world, which makes reshoring of most operations in the SC 
impossible. Nevertheless, luxury jewelry companies should focus on building sustainable SCs, bearing in 
mind the infamous blood diamond accusations. More detailed, qualitative search of SC composition, as 
well as the near-reshoring and back-reshoring motives and actions, is needed here.

Future research should also focus on the grounds of consumers’ COO value perception of different 
brands from different tiers of the pyramid in the context of the three luxury goods industries and their 
attitude toward reshoring activities and its impact on overall luxury goods’ value.
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Abstract: This article analyzes the institutional architecture and the level of similarity between the social 
protection system in 11 new EU member states from Central and Eastern Europe and chosen Western 
European countries, representing four different models of capitalism identified by Amable. In the selected 
institutional area, a comparative analysis was performed, and based on it, similarity hexagons were 
created. They serve the purpose of comparing Central and Eastern European (CEE) countries with Western 
European countries of reference. The dynamic approach adopted in this study—two different time periods 
were compared—allows an analysis of path dependence and the evolution of institutional architecture 
over time. The analysis indicates that in 2014, in the area of social protection, almost all CEE countries, 
apart from Latvia and Romania, were most comparable to the Continental model of capitalism represented 
by Germany. Nevertheless, the variety of results for the individual variables (especially input and output 
variables) and substantial changes between 2005 and 2014 also show that the model of capitalism prevailing 
in Central and Eastern Europe in the area of the social protection system is evolving constantly at a very fast 
pace and thus currently may be called a hybrid or even patchwork capitalism.

Keywords: varieties of capitalism, institutions, CEE countries, post-communist capitalism
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1  Introduction
Analyzing the possible institutional dispersion of the social protection system, some key elements must 
be underlined. First, the most important factor influencing the institutional architecture of this area is 
path dependency, mainly on the historical, political, demographical, and cultural determinants, which 
differ substantially even in a relatively homogenous group of countries like Central and East European 
EU New Member States. Because of this, it is much harder—compared to the rest of institutional areas—to 
define possible similarities or dissimilarities because local variables play the most important role in the 
social protection system. To some extent, each country in the analyzed group could create its model, or 
the whole group of both “old” and “new” EU member states, could be—up to the point—classified in two, 
undifferentiated models.
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Second, this particular institutional area is par excellence “non-tradables”; in that sense, it was 
created and then evolved almost without the influence of foreign entities.2 The hypothesis of “Dependent 
Market Economies” (DMEs) presented by Nölke and Vliegenthart [2009] suggests that DMEs (mostly 
Visegrad countries) are coordinated largely by hierarchical intra-firm relationships within transnational 
corporations, and due to that, decisions regarding knowledge production are not dominated by concerns 
regarding the long-term innovation potential of national economies, but rather by their current profitability. 
The same type of influence could and still can be observed in areas such as “product market competition,” 
“financial intermediation,” “labor market and industrial relations,” and in “knowledge system.” But the 
social protection system, as it was out of interest of multinational corporations, was designed in fully 
autonomous way in each country from the interesting group. Of course, it would be a substantial mistake 
to neglect informal institutions that influence the design of this institutional area, like—natural to some 
extent—tendency to copy well-functioning institutions from countries seen by political and social elites 
in Central and Eastern Europe as “institutional benchmarks.” But in such a case, the decision of both, the 
copying scope and the country selected as a muster, were limited by internal, mostly political factors, which 
could not be ignored by any government.

Third, the institutional architecture of social protection system, especially the scope of government 
involvement, is constantly evolving in line with economic development, demographical and technological 
changes, and most of all revisions in values and commonly shared by the society, believes in the desired 
level of solidarity and welfare state [Amable, 2003]. Certainly, some movements are common for the whole 
analyzed group. The constant increase in public and private spending on healthcare and pension system 
(due to demographical changes) and fluctuations in unemployment compensation as a consequence of 
recession or expansion are most likely the most visible of that kind.

Fourthly, as we know from Amable’s [2003] trailblazing book, it is not easy to define whether the given 
set of institutions fulfills the criteria of efficiency. The one and only possible evaluation of this dimension 
should be always undergoing with additional question: “efficient for whom?” It is not easy to settle, even 
if one can use some nonjudgmental measures like it is in case of “product market competition,” “financial 
intermediation,” or “knowledge system.” Is it better to have the labor market institutions that maximize 
the participation rate, or maybe to design them in the way which will supply a needed number of skilled 
and cheap workers, with unemployment lowering the wage increase expectations and negotiation power 
of the labor demand side? The first case scenario is, of course, better for the society as a whole, but the 
second solution would be desirable by a foreign investor and for the entrepreneurs in a broader sense. In 
case of “social protection system” with its enormous component of political economy and public choice 
decisions, such judgment seems to be almost impossible. According to Amable [2003], the final shape of 
institutions is always the result of a political compromise between groups of interest that tried to force the 
most possible favorable conformation of a given institution. As in the area of the social protection system, 
it is easy to hide such a strategy because it is difficult to measure the efficiency of the sole mechanism, 
and the whole system is vulnerable to the lack of complementarity, both internal and external. Moreover, 
as the institutional change requires—according to Amable—the support of the distributive coalition, 
powerful enough to force such modification, the situation in which the shape of the whole institutional 
area is suboptimal—from the complementarity point of view—could be kind of medium- or long-term 
equilibrium.

The fundamental switch in Polish institutional architecture of social protection that took place 
after last parliamentary elections in 20153 can be seen as an example of such a situation. A new 
government program called “Rodzina 500 Plus” (“Family 500 Plus”) was introduced. According to this 
mechanism, every second and next child is supported by monthly, public transfer equal to 500 zloty. 
A broadly shared consensus between sociologists and political scientists is that it was one of the most 

2   Using the framework presented by Balassa [1964] and Samuelson [1964], institutional areas can be divided into two 
groups: “tradables,” which were created and then evolving under at least partial influence of nondomestic entities and 
 “non-tradables,” in principle free of such influence.

3  Because of that, this substantial institutional change is above the scope of analysis of this article.
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important pillars of voting success and that currently there is no serious political party supporting the 
termination of this program. The main reason for this was the widely shared belief in Polish society 
that the best type of policy that can be introduced by the government is just the direct money transfer 
(instead of tax credit or increasing public spending on nurseries or educational infrastructure). This 
new mechanism thus assured the complementarity that was understood as law and values between 
institutions. At the same time, the consensus among economists and researchers keen in demography 
is that even if this mechanism positively influenced fertility rate (FR), the direct (ca. 25 billion zloty) 
and indirect (e.g., negative influence on the participation rate of women) costs of this program are far 
too high, compared to its gains. So, this substantial institutional change cannot be objectively judged as 
efficient or increasing efficiency of that institutional area, and the area of “labor market and industrial 
relations” and “product market competition” cannot be considered as external complementarity. 
Nevertheless, it was efficient for both the party that introduced this mechanism, and due to that won, 
the parliamentary elections and those households are currently receiving public support. Considering 
a stable macroeconomic situation, winning the next parliamentary elections without supporting this 
program seems to be impossible. In that way, inefficient change would be a stable part of Polish social 
protection system.

It is worth to admit that the above-described mechanism is typical for both “old” and “new” EU member 
states. Direct support of children in the families could be treated as a new and revolutionary mechanism 
in Poland, but it has a very long history in Germany and other countries from Western Europe. No matter 
of its effectiveness (taken into account more or less the same relative amount of money spent in that way, 
and in 2005, in Germany, the FR was lower by more than 0.4 points compared to Sweden and more than 
0.6 points compared to France, and in 2014, those differences did not change, respectively4), they seem to 
be very long-lasting.

This article has been structured as follows. Section 2 provides the theoretical background for our study. 
Section 3 presents the variables and describes the methodology. Section 4 discusses the empirical results of 
the presented exercise, and Section 5 concludes the article.

2  Background
Originally, the idea of “comparative capitalism” was reserved only to the co-existing varieties of capitalism in 
Western industrialized countries. As a derivative, the methodological and conceptual frameworks developed 
toward this end were designed for developed market economies alone. This was true for one of the major 
contributions to the field made by Bruno Amable [2003] to the area described earlier. His proposition has 
triggered a new offspring of research geared toward a direct application of the original framework5 involved in 
the former socialist countries undergoing a systemic transformation from a centrally planned toward a market-
driven economy, with an end to explain and better understand the nature of the emerging post-communist 
models of capitalism there. Simultaneously, based on the original methodology, some attempts have also 
been made to take account of institutional peculiarities inherent in the post-communist transition and to 
extend the existing standard classifications with derivative categories that would accommodate transition 
countries too, as the emerging types of post-communist capitalism. These trends have become particularly 
pronounced since the Eastern enlargement of the European Union in 2004 and 2007 encompassing 10 
Central and Eastern European (CEE) new member states [followed by Croatia in 2013].

As the first step in his novel methodology, Amable singled out five major institutional areas or key 
elements of the overall institutional architecture of a country, namely: (i) product market competition, 
(ii) wage-labor nexus and labor market institutions, (iii) financial intermediation sector and corporate 
governance, (iv) social protection sector, and (v) education and knowledge sector.

4  If it is not set differently, all mentioned data are taken from the Eurostat.
5   This also applies to another important contribution, made 2 years earlier by Hall and Soskice [2001]. For more details, see 

Próchniak et al. [2016].
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Next, for each of the five areas concerned, he selected a set of indicators, mostly input variables, which 
best describe the most salient features of institutional setup. Finally, based on the application of principal 
components and cluster analyses, Amable identified five models of capitalism co-existing in the Western 
hemisphere, that is:

•	 the Anglo-Saxon model (the UK, the USA, Australia, New Zealand, and Ireland),
•	 the social-democratic model (also dubbed the Nordic or Scandinavian model: Sweden, Norway, 

Denmark, and Finland),
•	 the Continental European model (France, Germany, the Netherlands, and Austria),
•	 South European (or Mediterranean) capitalism (Greece, Italy, Spain, and Portugal),
•	 the Asian model (Japan and South Korea).

The original proposition put forward by Amable inspired other researchers to apply and extend the 
original DoC framework to incorporate countries undergoing a systemic transformation. An analysis of the 
most important theoretical and empirical research in the literature on the emerging varieties or models of 
post-socialist capitalism in the CEE countries was carried out by Próchniak et al. [2016]. Hence, the survey 
suggests that there is still much room for new studies on the models of capitalism existing in the CEE 
economies, with different extensions and modifications.

There are many differences between various models of social protection systems existing all over the 
world, but the  most important one is the type of risks which the citizens of a given country are protected 
against by the government, and the scope of this protection [Amable, 2003]. Seen from this angle, there 
are six major areas to which government spending is channeled: healthcare, housing, pensions (and more 
generally, elderly people), sick and disabled persons, families, and the unemployed. The relative weight 
of each risk can be calculated using two different measures. The first measure is the share of a category of 
public spending in total public expenditure. Using this yardstick, one can assess the relative importance of 
a given area for the public sector. The second gauge compares the amount of public expenditure in the area 
involved with gross domestic product (GDP), which points to the relative macroeconomic significance of 
this area. To complete the picture, some other indicators that emphasize the most salient features of the tax 
system in a country (the relative burden of taxation, the main sources of tax revenues, and the top personal 
income tax rate) are considered.

The above-described set of measures led Amable [2003] to the conclusion that the dispersion of 
institutional characteristics in the social protection area in the group of countries examined in his study 
(mostly developed, at least medium-sized European economies as well as the USA, Canada, Australia, Japan, 
and South Korea) can be explained by three principal factors or indicators. The first is the ratio of benefits 
to total public expenditure and to GDP. These variables, according to Amable, enable a distinction between 
countries with a well-developed social protection system and those in which this area is (financially) 
underdeveloped. Amable indicated that this factor explains approximately 60% of institutional variance 
in the social protection systems in his sample [2003]. The second factor draws on a comparison between 
the relative level of public expenditure targeting families and the relative level of public spending targeting 
elderly people. The third indicator boils down to a relative amount of public money channeled to the 
healthcare system or the ratio of that expenditure to total public expenditure and to GDP.

Based on these findings, Amable identified five European clusters or models of the social protection 
system [003]. His first cluster consists of four countries (Sweden, Denmark, Finland, and Norway) with a 
high ratio of benefits and social spending to both total public expenditure and GDP. In addition, all countries 
in this cluster concentrate social spending on families and display a high ratio of income tax revenue to 
GDP. The second cluster contains Ireland and Australia and is characterized by a relatively low level of 
public spending on social protection and a low ratio of consumption tax revenue to total tax revenue. The 
third model embraces the UK, the Netherlands, Spain, and Portugal. It is like the first cluster, but it exhibits 
a lower relative level of social spending and benefits. The last two clusters encompass Italy and Greece (with 
a generally low level of social spending and concentration on elderly people and pensions), and France, 
Germany, Austria, Belgium, and Switzerland, respectively.
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Boeri [2002], in his earlier work, compared the performance of the four identified models of social policy 
(Mediterranean-Southern, Continental, Anglo-Saxon, and Nordic) in terms of meeting three objectives of 
this policy:

•	 reduction of income inequality and poverty,
•	 protection against uninsurable labor market risk, and
•	 reward to labor market participation.

Protection against uninsurable labor market risk can be provided either by employment protection 
legislation (EPL), which to some extent safeguards workers against firing or by unemployment benefits 
(UB). The differences between these two mechanisms are clear: EPL protects those who already have a job 
and does not impose any tax burden, whereas UB provide insurance to the population at large and are 
typically financed by a tax on those who work. Thus insiders, those with a stable and regular job, typically 
prefer EPL to UB. The four European social policy models vastly differ in their design and institutional traits. 
The Mediterranean model is characterized by very strict employment protection regulations and quite low 
coverage of UB. On the opposite side of the spectrum, the Nordic model provides UB that are both generous 
and comprehensive, but the strictness of the EPL is quite low. The Continental model provides generous UB 
too, but its EPL is stricter. Finally, the Anglo-Saxon model ensures comparatively less protection than its 
peers, with much less EPL strictness but as much unemployment insurance as the Continental and Nordic 
models.

Applying the methodological framework introduced first by Boeri [2002] and then by Amable [2003], 
Sapir [2006] proposed his classification of the European social models, varying in their most salient 
features and performance in terms of efficiency and equity. He argued that models that are not efficient 
are not sustainable and must be reformed. According to his calculations, the combined GDP of countries 
embodying inefficient social models accounts for two-thirds of the entire EU and 90% of the Eurozone. The 
four models singled out by Sapir cover four different geographical areas. The Nordic countries (Denmark, 
Finland, Sweden, and the Netherlands) feature the highest levels of social protection expenditures and 
universal welfare provision. There is extensive fiscal intervention in labor markets based on a variety of 
“active” policy instruments. Strong labor unions ensure highly compressed wage structures. The Anglo-
Saxon countries (Ireland and the UK) feature relatively large social assistance of the last resort. Cash 
transfers are primarily targeted at people in the working age. Activation measures are important as well 
as schemes conditioning access to benefits to full-time employment. On the labor market side, this model 
is characterized by a mixture of weak unions, comparatively wide and increasing wage dispersion, and 
a relatively high incidence of low-pay employment. The Continental countries (Austria, Belgium, France, 
Germany, and Luxembourg) rely extensively on insurance-based nonemployment benefits and old-age 
pensions. Although their membership is on the decline, unions remain strong as regulations extend the 
coverage of collective bargaining to non-union situations. Finally, the Mediterranean countries (Greece, 
Italy, Portugal, and Spain) concentrate their social spending on old-age pensions and allow for a high 
segmentation of entitlements and status. Their social welfare systems typically draw on employment 
protection and early retirement provisions to exempt segments of the working-age population from 
participation in the labor market. The wage structure is, at least in the formal sector, covered by collective 
bargaining and strongly compressed.

According to Sapir, both the Continental and the Anglo-Saxon countries seem to face a trade-off 
between efficiency and equity. While the former enjoy much more equity but exhibit relatively lower 
efficiency, in the latter the opposite pattern is true—comparatively more efficiency and less equity 
are present. The Continental model countries are reasonably successful in mitigating poverty, but, in 
terms of job creation, are blighted with high unemployment. Socially, the model is fractious, splitting 
highly taxed workers (“insiders”) against a growing population of welfare recipients (“outsiders”), who 
despite being adequately cared for by the state may lack a measure of social inclusion that employment 
provides. The Mediterranean countries apparently face no such trade-off: their citizens live in a social 
system that, according to Sapir, delivers neither efficiency nor equity. These countries are generally 
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unsuccessful in both combating poverty and unemployment. Traditionally, social security was provided 
by social insurance funded by contributions from workers, with minimal benefits being offered to the 
unemployed or people with childrearing or caring responsibilities. By design, the family consequently 
has a strong role in social welfare, headed by a male breadwinner with strong job security. The 
paternalistic Mediterranean model has been criticized by Sapir not only for providing poor outcomes 
in terms of fixing unemployment and poverty but also for not addressing long-term issues around 
sustainability, such as financing pensions and addressing falling fertility among women unable to 
survive without adequate government support. In the Nordic countries, there is no efficiency-equity 
trade-off either; according to Sapir, they appear a bit successful in combining the impossible (i.e., a 
good economic performance without economic incentives distorted by high tax wedges or generous 
social security systems).

Regarding the reduction of income inequality and poverty, Sapir found that the extent of redistribution 
effected via taxes and transfers is the highest in the Nordic countries (with 42% reduction of inequality) 
and the lowest in the Mediterranean countries (35% reduction), with the Anglo-Saxon and Continental 
countries in the middle (39% reduction).

He also pointed out that rewards to labor market participation vary a great deal across the four European 
social models. Employment rates are far higher in the Nordic and Anglo-Saxon countries (72% and 69% in 
2004, respectively) than in the Continental and Mediterranean economies (63% and 62%, respectively), 
with much disparity being attributable to differences at the two ends of the age spectrum. For workers 
aged 55–64, the employment rate is considerably higher in Nordic (56%) and Anglo-Saxon (53%) countries 
than in Continental (34%) and Mediterranean (40%) states. For workers aged 15–24, the unemployment 
rate is significantly lower in Nordic (13%) and Anglo-Saxon (10%) countries than in Continental (17%) and 
Mediterranean (22%) economies.

Yet another typology of welfare capitalism, which is worth mentioning, is the proposal put forward 
by the Danish sociologist Esping-Andersen [1990]. In his view, such typology should rely on three criteria:

•	 The capacity for de-commodification of social rights that captures the degree of independence from the 
market, which is necessary for people to protect their livelihoods;

•	 The impact of redistribution on social stratification (status or class inequality) and thus its contribution 
to the reproduction of the existing institutional context;

•	 The respective contributions of the state, the market, and the family to the financing of social protection.

Based on his analysis of social protection systems in 18 industrialized countries, Esping-Andersen 
identified three types of welfare-state models, which are characterized by a specific post-industrial 
employment trajectory. Liberal regimes (the USA, Canada, Australia, Ireland, and New Zealand; the 
UK was indicated to be close to this model) are characterized by modest means-tested assistance and 
targeted at low-income, usually working-class recipients. The strict entitlement rules of such assistance 
are often associated with stigma. This model of welfare state encourages market-based solutions to social 
problems—either passively by guaranteeing only a minimum or actively by directly subsidizing private 
welfare schemes. Conservative regimes (Germany, Italy, Finland, Japan, Switzerland, and France) are 
typically shaped by traditional family values and tend to encourage family-based assistance dynamics. 
Social insurance in this model typically excludes nonworking wives, and family benefits encourage 
motherhood. State assistance will typically only step in when the family’s capacity to aid its members is 
exhausted. Social democratic regimes (mostly Scandinavian countries as well as Austria, Belgium, and the 
Netherlands) feature universalistic systems that promote equality of high standards rather than equality 
of minimal needs. This implies de-commodifying welfare services, reducing the division introduced by 
market-based access to welfare services and pre-emptively socializing the costs of caring for children, the 
aged, and the helpless, instead of waiting until the family’s capacity to support them is depleted. This, in 
turn, results in a commitment to a heavy social service burden, which introduces an imperative to minimize 
social problems, thereby aligning the system’s goals with the welfare and emancipation (typically via full 
employment policies) of those it supports.
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The classification brought into scholarly circulation by Esping-Andersen gave birth to many empirical 
studies, which applied his methodology for different groups of countries and time brackets [Wood and 
Gough, 2006; Fenger, 2007; Rudra, 2007, 2008].

Other typologies refer mostly to labor market institutions. Worth referencing in this context is the study 
by Estevez-Abe et al. [1999], who extensively used the concept of internal and external complementarity 
of social protection system institutions, primarily with the knowledge sector. The authors pointed out that 
“social protection does not always mean ‘politics against markets’.” They argued that social protection 
rescues the market from itself by preventing market failures. They rejected well established in the literature 
thesis that protection of employment and income is seen as reducing workers’ dependence on the market 
and employers. They also claimed that employment and income protection can be seen as efforts aimed to 
increase workers’ dependence on employers as well as their exposure to labor market risks. Moreover, in 
their view, social protection often stems from the strength rather than the weakness of employers. The key 
argument behind this claim is the link between social protection and the level and composition of skills. 
In a modern economy, skills are essential for firms to compete in international markets and depending on 
a particular product and market strategy involved, they rely on a workforce with a certain combination of 
firm-specific, industry-specific, and general skills. To be cost-efficient, firms need workers who are willing 
to make personal investments in these skills. If enterprises want to be competitive in product markets 
that require an abundance of specific skills, workers must be willing to acquire these skills at the cost of 
increasing their dependence on a particular employer or group of employers. As investment in specific 
skills increases workers’ exposure to risks, firms can satisfy their need for specific skills only by insuring 
against these risks.

Thus, this article primarily aims to present the results of empirical analysis of the social protection 
system in 11 Central and Eastern European (CEE11) countries who joined the European Union between 
2004 and 2013 against the backdrop of the established models of Western-type capitalism co-existing in 
the European Union. According to Amable [2003], the social protection system is one of the most important 
institutional parts of not only the whole architecture of given country institutional system but also the 
national political economy. For this study, each model is represented by one “ideal-typical” Western 
country: that is, Germany for the Continental model, Italy for the South European (Mediterranean) model, 
Sweden for the Social-democratic (Nordic or Scandinavian) model, and the UK for the Anglo-Saxon model.

This study allows adopting a dynamic approach because the results for the years 2005 and 2014 are 
compared. So, it is possible then to ask the questions of the path dependence to find out to what extent the 
current institutional environment of the social protection system results from past development trends of 
the examined countries.

3  Data and methodology
This article includes two types of variables. Variables representing, on the one hand, the determinants of 
the type of risks that the government protects the citizens of a given country, and the scope of this protection 
[Amable, 2003] and, on the other hand, the variables showing the effectiveness of social protection system 
are considered.

The selection of pertinent variables was based on the results of earlier studies on the subject [Próchniak 
et al., 2016], the economic significance of a particular variable, data availability, cross-country variance, the 
range of values assumed by a variable, as well as on its theoretical justification. At the same time, the list of 
indicators selected for this study reflects, to some extent, the author’s judgment on their relevance.

The list of used inputs and outputs variables are as follows:

(a) total benefits/% of GDP/(Eurostat) [BtGDP];
(b) total government expenditure directed to families to total government expenditures ratio (Eurostat) 

[GFtE];
(c) total government expenditure on healthcare to total government expenditure ratio (Eurostat) [GHtE];
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(d) Gini coefficient (Eurostat) [GC];
(e) FR (Eurostat); and
(f) healthy life expectancy for people aged 65 (Eurostat) [HLY65].

For each CEE11 countries and four reference economies, the values of the foregoing variables were 
collected. Hence, a complete data set encompassed six indicators for each country. As it was emphasized 
above, two snapshots for two different years were made to add a more dynamic perspective to comparative 
exercise. Thus, time series comprised two data sets—one for the initial year (2005 or—in case of missing or 
incomplete data—the closest year) and one for the end year of our study (most recent available data, usually 
for 2014 or 2015).

Based on these variables, the hexagons that compare a CEE11 countries with the respective reference 
economies in terms of individual indicators were created. The coefficients of similarity to make a more 
general comparison between the countries involved were also computed. On this basis, the model of 
capitalism in a CEE11 countries with the model of capitalism in the reference Western European economy 
was compared.

The axes of the hexagons plot the ranks of similarity between a CEE country and the reference economies 
in terms of a particular indicator (upward and downward deviations are equally treated). Thus, the axes 
represent the percentage scale and range from 0 to 100. The higher the value, the greater is the similarity of 
the countries involved.

The ranks are calculated in the following way. The highest score (100) corresponds to the situation when 
the value of a variable for a CEE country is the same as the value for the benchmark economy. It implies full 
similarity between a CEE11 countries and a reference Western European economy in terms of this variable. 
In other words, it is the case when a CEE11 countries match exactly a particular model of capitalism.

The lowest score (0) occurs when the value of a variable for a CEE11 countries is outside the following 
range:

(XrefC – 3 × SD (X1,..., X15); XrefC + 3 × SD (X1,..., X15)), (1)

where XrefC is the value of the variable X for the reference country (representing a specified model of 
capitalism), while SD (X1, …, X15) is the standard deviation of the variable X in the whole analyzed group 
encompassing 11 CEE countries and four reference economies. Hence, if the value of a given variable for a 
CEE11 countries exceeds the value for a reference country by three standard deviations or more (regardless 
of the direction), score 0 is ascribed meaning that there is no similarity whatsoever between the two 
countries concerned.

If the value of a given variable for a CEE11 countries is inside the interval described by formula (1), the 
scores are calculated in percentage terms, that is proportional to the distance between the reference value 
(XrefC), for which the score 100 is assigned, and the boundary value [XrefC – 3 × SD (X1, …, X15) or XrefC + 3 × SD 
(X1, …, X15), depending on the direction of dissimilarity], which is associated with the score 0.

4  Empirical results
This section presents and interprets the empirical results of the application of the hexagon method. The 
institutional architectures in individual CEE11 countries with their peers prevailing in four reference 
Western European economies are compared.

For the institutional area of the social protection system, the hexagons that compare a CEE11 countries 
with four reference economies in the beginning and final year of the analysis are drawn. Each CEE 
country is plotted on a separate hexagon. Hence, the total number of hexagons amounts to 22 (11 CEE 
countries × 2 years). Due to the space constraint, however, in the ensuing subsections of the paper, only the 
pertinent hexagons—for the initial and end year of the study—for one CEE sample country, that is Poland 
(Figures 1 and 2), are shown, and the rest of the hexagons for the year 2014 are presented in the Appendix. 
The bigger is the area marked by a respective curve, the greater is the similarity of a country toward a 
reference Western European economy in terms of six analyzed indicators on a given hexagon.
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Tables 1 and 2 show the aggregated coefficients of similarity for the initial and end year, respectively. 
They are calculated as the arithmetic average of the ranks associated with individual indicators. The 
data in the tables are averages of the scores plotted on the axes of respective hexagons. Dark gray cells 
indicate the Western European model of capitalism to which a given CEE11 countries converge most 
significantly while the shaded cells point to the second-closest benchmark (if the score differential does 
not exceed 3%).

The first three indicators (total benefits to GDP ratio [BtGDP], total government expenditure 
directed to families to total government expenditures ratio [GFtE], and total government expenditure 
on healthcare to total government expenditure ratio [GHtE]) are treated as proxies that best describe the 
institutional architecture of the social protection system (input variables), while the three remaining 
variables (GC, FR, and healthy life expectancy for people aged 65 [HLY65]) represent outcomes of social 
protection.

Analyzing the 2005 values of similarity, it seems justified to claim that the interesting group of CEE11 
countries in the area of social protection system does not represent one specific model of capitalism 
prevailing in “old” EU countries (Table 1). In opposite, different countries indicate the highest similarity 
with different models represent by Western European countries or were similar to more than one country. 
Nevertheless, some appealing tendencies can be recognized.

First, data in Table 1 indicate that eight CEE11 countries (except Bulgaria, Estonia, and Poland) exhibit 
the greatest resemblance to Germany which is to the Continental European model of capitalism. But only 
in the case of four countries of this group (Croatia, Czech Republic, Hungary, and Slovenia), the value of 

Figure 1. Poland: hexagon of similarity for social protection system, 2005.  
Source: The author.

Figure 2. Poland: hexagon of similarity for social protection system, 2014.  
Source: The author.
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similarity coefficients is higher than 70%. So, in the case of the rest of those countries, the similarity to the 
Continental model of capitalism is relatively low. In addition, in the case of Romania and Slovenia, which 
show the highest similarity to Germany, the coefficients of similarity with Italy are only insignificantly 
lower, by 1.8 and 2.1 p.p., respectively.

Second, Bulgaria and Poland indicate the highest similarity to Italy (Mediterranean model), with values 
higher than 65%, whereas in the case of Estonia, it is Great Britain. Estonia, together with Romania, seems 

Table 2. Coefficients of similarity, 2014 (%)

Country Reference country

Germany Italy Sweden UK

Bulgaria 57.0 51.0 49.0 55.1

Croatia 86.2 74.8 48.4 64.7

Czech Republic 70.6 54.4 48.1 67.5

Estonia 65.7 57.0 49.5 55.2

Hungary 71.7 57.2 48.4 54.0

Latvia 49.3 50.8 31.2 44.8

Lithuania 70.5 62.6 36.5 64.4

Poland 75.9 72.3 42.5 59.6

Romania 61.5 62.8 30.9 47.3

Slovakia 73.8 66.7 52.7 53.2

Slovenia 72.3 61.6 62.2 60.7
Mean 68.6 61.0 45.4 57.0

Notes: Shaded cells indicate the highest similarity of a given CEE country to a benchmark, whereas light-shaded cells point to 
the second-closest benchmark with a difference below 3%.
Source: The author.

Table 1. Coefficients of similarity, 2005 (%)

Country Reference country

Germany Italy Sweden UK

Bulgaria 61.9 67.6 55.7 55.5

Croatia 75.3 62.3 57.6 61.6

Czech Republic 79.8 73.1 51.4 47.6

Estonia 50.6 35.6 49.6 56.1

Hungary 80.2 65.5 58.6 41.2

Latvia 61.7 52.4 35.7 43.6

Lithuania 66.7 55.4 35.5 45.6

Poland 65.4 69.6 49.3 45.5

Romania 49.0 47.2 31.3 39.1

Slovakia 67.5 53.6 40.2 29.9

Slovenia 80.2 78.1 73.0 46.9
Mean 67.1 60.0 48.9 46.6

Notes: Shaded cells indicate the highest similarity of a given CEE country to a benchmark, whereas light-shaded cells point to 
the second-closest benchmark with a difference below 3%.
Source: The author.
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to be different than any model prevailing in Western European countries with the highest value of similarity 
equal to 56.1 and 49.0, respectively.

Third, for the majority of analyzed countries, Great Britain ranks last with regard to the level of 
similarity; in the case of Croatia, Latvia, Lithuania, and Romania, it is Sweden, and for Estonia, it is 
Italy.

Figure 1 shows the hexagon of similarity for Poland in 2005. The figure confirms that Poland was most 
akin to the Mediterranean model of capitalism represented by Italy. The similarity took place in terms of 
both input and output variables. The highest coefficient was recorded for total benefits to GDP ratio [BtGDP] 
(93%) and healthy life expectancy for people aged 65 [HLY65] (90%) while the lowest coefficient was noted 
for GC (25%).

The values of similarity coefficients for 2014, so 10  years later, and in the case of a majority of the 
analyzed group, almost the decade after the first EU Eastern Enlargement, demonstrate some interesting 
changes in the area of social protection.

Continually, as the data in Table 2 indicate, the majority of the analyzed group (all except Latvia and 
Romania) exhibit the greatest resemblance to Germany which is to the Continental European model of 
capitalism. But now, in the case of until seven countries from this group (compared to four countries in the 
previous period), the value of similarity coefficients is higher than 70%, and only in the case of Bulgaria, it 
is lower than 65%. The structure of this group has also changed throughout 10 years. Bulgaria, Estonia, and 
Poland have joined this cohort, while Latvia and Romania have left.

Moreover, the picture seems to be clearer. The coefficients of similarity with the other two models 
of capitalism in the social protection area are—in the case of nine CEE11 economies (except Latvia and 
Romania)—lower by more than 7.7%. The highest coefficients of similarity with Germany are recorded in 
Croatia (86.2%), Poland (75.9%), and Slovakia (73.8%), which implies that—in terms of the analyzed six 
variables—the institutional arrangements in these countries seem to be the closest to those prevailing 
in the Continental model of capitalism. Although Latvia and Romania show similarity with Italy 
(Mediterranean model), the level of resemblance is relatively lower than the rest of the CEE11 group 
(62.8% in Romania and 50.8% in Latvia). Above and beyond, the coefficients of similarity with the other 
models of capitalism in these two countries are only insignificantly lower by 1.3 and 1.5%, respectively. 
More significantly, the second-closest benchmark for Romania and Latvia is the Continental model of 
capitalism (Germany).

In addition, 10 out of 11 analyzed countries (except Slovenia) demonstrate the lowest resemblance to 
Sweden, embodying the Nordic/Scandinavian model of capitalism (10 years earlier, it used to be only four 
countries). This result may imply that—at least in the social protection system—the model of capitalism 
emerging in the CEE region is the least akin to the Nordic benchmark. It is even more visible when we 
consider only the output variables (outcomes) of social protection (especially FR and HLY65). In the case 
of these two variables, the level of resemblance to Sweden is well below 50%, and for eight countries in 
the sample (except Bulgaria, Czech Republic, and Slovenia) equals zero. Thus, this result could be treated 
as some evidence that the main problem CEE11 countries appear to face boils down to the efficiency of 
institutions in this domain, as the Nordic states are widely deemed as the world leaders in solving social 
protection problems.

An in-depth analysis of hexagon created for Poland (Figure 2) reveals that, in the case of this country, 
substantial changes have occurred during the period of 2005–2014. Figure 2 clearly confirms that Poland 
moved from the highest similarity to the Mediterranean model represents by Italy, toward Germany 
(Continental model). What is gripping, both coefficients of similarity (to Germany and Italy) increased 
during EU membership, but in the case of Italy only by 2.7 and in the case of Germany 10.5%, respectively. 
Nevertheless, the highest similarity with Germany mainly demonstrated in terms of the outcomes of social 
protection system (GC—93%, healthy life expectancy for people aged 65 [HLY65]—88%, and FR—67%) while 
the similarity concerned in terms of institutional arrangements (inputs) is slightly weaker (total government 
expenditure directed to families to total government expenditures ratio [GFtE]—93%, total benefits to GDP 
ratio [BtGDP]—83%, and especially as regards the relative amount of public resources directed to healthcare 
[GHtE]—25%).
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5  Conclusions

Analyzing the changes in the institutional architecture of the social protection systems in the interesting 
group of CEE11 between 2005 and 2014, some key elements have to be underlined.

First of all, even considering the objectives described above, the picture of the social protection system 
institutional architecture drawn for the whole analyzed group of CEE11 seems to be more cohesive in 2014, 
compared to the situation in 2005. The first “snapshot” made for this group in 2005 has indicated that 
8 out of 11 countries showed the greatest similarity to the continental model of capitalism representing 
by Germany, and the rest three countries exhibited the highest similarity to another two countries and 
represented by those economies models of capitalism (Bulgaria and Poland to Italy, thus Mediterranean 
model and Estonia to Great Britain representing Anglo-Saxon model of capitalism). The second “snapshot” 
was made 9 years later when already nine countries have shown the greatest similarity to Germany and 
the rest two (Latvia and Romania) presented the highest similarity to the same Mediterranean model of 
capitalism—Italy. Moreover, in 2014 for the whole group except Slovenia, the least similar country was 
Sweden (Nordic model of capitalism), whereas in 2005, this indicator was much more dispersed, with the 
highest number of countries least like Great Britain.

Second, only in the case of one country (Bulgaria), the value of the similarity coefficient was lower 
than that of all four countries representing models of capitalism existing in Western Europe. For the group 
of six countries (Croatia, Estonia, Lithuania, Poland, Romania, and Slovakia), the value of the similarity 
coefficient calculated for the most similar country was higher in 2014 than in 2005—the fact that could 
be taken as at least indirect proof of some kind of institutional convergence of social protection system 
institutional area in those countries toward institutions existing in so-called “old EU.” In the case of 
Croatia, Estonia, Poland, and Romania, the dynamics of this convergence, measured by the value of the 
similarity coefficient, was double-digit. The most obvious and “natural” explanation of this convergence 
trend is the membership or pre-membership in the European Union. The exact and detailed information 
which illustrating the coefficient of similarity direction and the rate of growth change pattern for each of the 
analyzed countries are presented in Table 3.

Last but not least, it is worth to admit that in almost the whole analyzed CEE11 group, the similarity 
coefficient calculated for Great Britain in growing at a very fast pace. Only in the case of two countries 
(Bulgaria and Estonia), its value was lower by less than 1% in 2014 compared to 2005. In the case of the Czech 

Table 3. Change of the coefficients of similarity between 2005 and 2014

Country Reference country

Germany Italy Sweden UK

Bulgaria −4.1* −16.6 −6.7 −0.4

Croatia 10.9* 12.5 −9.2 3.1

Czech Republic −9.2* −18.7 −3.3 19.9

Estonia 15.1* 21.4 −0.1 −0.9

Hungary −8.5* −8.3 −10.2 12.8

Latvia −12.4 −1.6* −4.5 1.2

Lithuania 3.8* 7.2 1.0 18.8

Poland 10.5* 2.7 −6.8 14.1

Romania 12.5 15.6* −0.4 8.2

Slovakia 6.3* 13.1 12.5 23.3
Slovenia −7.9* −16.5 −10.8 13.8

Notes: Bold values indicate the double-digit change. * indicates countries with the highest similarity coefficient in 2014.
Source: The author.
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Republic, Lithuania, and Slovakia, the growth rate of this similarity coefficient value was equal or even 
higher than 20%, for Hungary, Poland, and Slovenia was “only” double-digit. Consequently, as in 2005, the 
institutional architecture (both inputs and output side) of the Anglo-Saxon model of capitalism representing 
by Great Britain was least similar to 6 out of 11 countries in the analyzed group; in 2014, the same situation 
was characteristic only for Slovenia. Moreover, for Bulgaria, Czech Republic, and Lithuania, Great Britain 
became a second similar country, and for Croatia, Czech Republic, Lithuania, and Slovenia, the value of 
the similarity coefficient for the UK was higher than 60%. Again, it is probably too early to formulate such 
a conclusion, but this dynamic change of the social protection systems institutional architecture in some of 
the analyzed countries seems to be a kind of indirect proof of constant evolution of this institutional area 
toward the Anglo-Saxon model. Still, in 2014, in the case of this group, similarity coefficients are the highest 
compared to Germany, but the same analysis made especially for Czech Republic, Hungary Lithuania, 
Slovakia, and Slovenia could bring by far different results.
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Figure A3. Latvia: hexagon of similarity for social protection system, 2014.   
Source: The author.

Figure A2. Slovakia: hexagon of similarity for social protection system, 2014.  
Source: The author.

Figure A1. Croatia: hexagon of similarity for social protection system, 2014.  
Source: The author.

Appendix
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Figure A4. Romania: hexagon of similarity for social protection system, 2014.  
Source: The author.

Figure A5. Bulgaria: hexagon of similarity for social protection system, 2014.  
Source: The author.

Figure A6. Czech Republic: hexagon of similarity for social protection system, 2014.  
Source: The author.
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Figure A7. Estonia: hexagon of similarity for social protection system, 2014.  
Source: The author.

Figure A8. Hungary: hexagon of similarity for social protection system, 2014.  
Source: The author.

Figure A9. Lithuania: hexagon of similarity for social protection system, 2014.  
Source: The author.
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Figure A10. Slovenia: hexagon of similarity for social protection system, 2014.  
Source: The author.
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Abstract: Sub-Saharan Africa (SSA) ranks as the second most unequal region globally (in terms of income 
distribution), harboring 10 of the 19 most unequal countries in the world. This paper explores the channels 
through which income inequality exerts its effects on economic growth in SSA. The study spans the 
period 1995–2015, focusing on 31 SSA countries. Findings from the two-step system generalized method 
of moments suggest that income inequality exerts a significant positive effect on economic growth via the 
saving transmission channel, while it has a statistically significant negative effect on economic growth in 
the region through the channels of fertility, credit market imperfection, and fiscal policy.
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1  Introduction
The relationship between income inequality and economic growth is undoubtedly intricate as inequality 
can promote the effective functioning of the economy and provide incentives required for investment and 
growth. It could, on the other hand, amplify the risk of crisis and pose a serious difficulty for the poor to 
invest in education, thereby constituting a threat to the economic growth process. It has generated a series 
of protests in the Middle East and North Africa (MENA) region since 2011, with unprecedented demand 
for more economic and political inclusion, as several individuals can no more bear the prevailing gross 
socioeconomic inequality [Ncube et al., 2013]. The rise in the concern over the widening gap between the 
rich and the poor also led to the Occupy Wall Street movement,1 as well as motivating a series of backlashes 
against international trade in many industrialized nations. Economists across the world remain perturbed 
as the lopsidedness in the sharing of growth dividend can undermine the support required for progrowth 
policies and could probably lead to political instability [Yang and Greaney, 2017]. Ferreira [1999], Barro 
[2000, 2008], Neves and Silva [2014], Knowles [2005], Charles-Coll [2013], Yang and Greaney [2017], 
Kennedy et al. [2017], and Grundler and Scheuermeyer [2018], among others, identified six main channels 
through which income inequality can exert an effect on economic growth. These channels are as follows: 

1  A protest movement that began on September 17, 2011, in Zuccotti Park in New York City’s Wall Street financial district in 
reaction to widespread economic inequality across the world.
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the saving channel, the credit market imperfection channel, the human capital investment channel, the 
political economy or fiscal policy channel, the fertility differential channel, and the sociopolitical instability 
channel.

Emerging trends on the inequality–growth nexus for Africa indicate rising levels of income inequality in 
the region, which poses serious and potential challenges for the economic growth in Africa. In accordance 
with Bhorat and Naidoo [2018], the average Gini coefficient in Africa stands at 0.43, constituting 1.1 times 
the coefficient for the rest of the developing economies (at 0.39), therefore depicting extreme inequality in 
income. Specifically, the Gini coefficient for countries such as Namibia, Botswana, South Africa, and Zambia 
lies above 0.55, while those for Tanzania, Democratic Republic of Congo, and Nigeria are in a relatively 
lower range, between 0.34 and 0.44. Nearly 50% of Africans reside in economies having Gini index in the 
range of about 0.40–0.51. Based on the share of income of the top 20% of the population relative to the 
bottom 20%, the top 20% of earners in Africa, on average, have an income that is >10 times above that of 
the bottom 20%. Ten2 out of the 19 most unequal countries in the world are in Sub-Saharan Africa (SSA). 
Meanwhile, over the years, the African region has recorded a boom in its growth, with rates of per capita 
GDP growth being higher than those of the Caribbean region and Latin America but lower than those of 
East Asia. Despite recording remarkable and historic growth in her economy, South Africa (the only African 
member of the G-20) has the highest income inequality in the SSA region. Therefore, the consequences of 
income inequality tend to be graver for the region. However, empirical studies unraveling its implications 
for growth and ascertaining the channels through which it affects growth in SSA economies are very rare. 
Due to the peculiarity, ubiquity, and severity of income inequality in SSA, it is quite apt to explore the 
channels of transmission of these effects for a better understanding of its features and mechanisms for 
appropriate policy measures. This study is novel in this regard. It contributes to knowledge as it provides 
insight into the channels through which income inequality affects economic growth in SSA. The study 
establishes credit market imperfection, fertility differential, human capital investment, and fiscal policy (or 
political economy) as channels through which the negative effects of income inequality are transmitted to 
economic growth in SSA.

2  Literature review
Despite the overarching effect of income inequality on economic growth, empirical studies investigating the 
channels of transmission of its effect on economic growth are sparse. Persson and Tabellini [1994], Alesina 
and Perotti [1996], Perotti [1996], Deininger and Squire [1998], Deininger and Olinto [2000], Barro [2000], 
Sylwester [2000], Pineda and Rodríguez [2006], Cingano [2014], and Grundler and Scheuermeyer [2018] 
have assessed the relevance and validity of savings, credit market imperfection, fiscal policy (political 
economy), fertility differentials, and the sociopolitical channels via which income inequality exerts its 
effects on economic growth. Deininger and Squire [1998] confirm, for a panel of 81 countries, credit market 
imperfections as the channel through which income inequality negatively affects economic growth. Barro 
[2000] has tested but refuted the saving mechanism as the channel through which income inequality exerts 
positively on economic growth. However, Cingano [2014] finds evidence in support of human capital as the 
channel via which income inequality affects economic growth.

Grundler and Scheuermeyer [2018] examine the fertility differential, credit market imperfections, 
fiscal policy, sociopolitical instability, and the saving rate channels in a panel of 164 countries. Evidence 
from system generalized method of moments (GMM) reveals acceptance of the transmission of the effect 
of income inequality on economic growth via the fertility, human capital accumulation, and the saving 
channels. They deduce that income inequality hinders access to education and brings about increase 
in fertility rate. Madsen et al. [2018] also investigate the transmission of the effects of income inequality 
on economic growth through the saving, investment, education, and knowledge production channels. 

2 South Africa, Namibia, Botswana, Central African Republic, Comoros, Zambia, Lesotho, Swaziland, Guinea-Bissau, and 
Rwanda [United Nations Development Programme (UNDP), 2017].
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Estimates from models using instrumental variables provide evidence in support of these pathways for 
transmitting the effects of inequality in income distribution in 21 Organization for Economic Cooperation 
and Development (OECD) countries from 1870 to 2011. Studies examining the transmission channels of 
the effects of income inequality on economic growth are quite rare for the SSA region. Table 1 provides a 
synthesis of these studies.

3  Methodology

3.1  Model specification

In line with Perotti [1996], Barro [2000], and Mo [2000], to examine these transmission channels, it 
is necessary to examine the effect of income inequality on the measures of each channel; and how the 
measure of the channel directly affects economic growth. Subsequently, an interaction term for income 
inequality and the measure of the respective channel is introduced to ascertain the validity of the channel 
[Perotti, 1996; Deininger and Olinto, 2000; Grundler and Scheuermeyer, 2018]. Following this approach, the 
models on the tested transmission channels are specified.

3.1.1  Saving channel

ln yi.t = a0 + α ln yi,t–1 + ϕ ln SAVi,t + γINQEi,t + βXi,t + πINEQ* SAVi,t + μi + εi,t. (1)

Saving (SAV) in the economy contributes positively to growth; hence, ϕ should be >0 [Barro, 2000]. 
Here, π is the coefficient of the interaction term for income inequality and saving, viz., INEQ* SAV.

3.1.2  Credit market imperfection channel

ln yi.t = a0 + α ln yi,t–1 + ϕ ln M2i,t + γINQEi,t + βXi,t + σINEQ* M2i,t + μi + εi,t. (2)

M2/GDP is the proxy for this channel. It measures the level of development of the financial sector. This 
is in line with Barro [2000]. INEQ* M2 is the interaction term, and the coefficient should be negative [Galor 
and Zeira, 1993; Perotti, 1996; Deininger and Squire, 1998; Cingano, 2014; Kennedy et al., 2017].

3.1.3  Human capital investment channel

ln yi.t = a0 + α ln yi,t–1 + ϕ ln Hi,t + γINQEi,t + βXi,t + θINEQ* Hi,t + μi + εi,t. (3)

The coefficient of INEQ* H, i.e., θ, should be <0, as inequality in the income distribution exacerbates 
the inability of the poor to invest in quality education and health. This could indirectly retard growth, given 
the crucial role of human capital investment in the growth process [Deininger and Olinto, 2000; Mo, 2000; 
Charles-Coll, 2013; Cingano, 2014; Madsen et al., 2018].

3.1.4  Fiscal policy channel

ln yi.t = a0 + α ln yi,t–1 + ϕ ln GGOVi,t + γINQEi,t + βXi,t + θINEQ* GGOVi,t + μi + εi,t. (4)

INEQ*GGOV is the interaction term for income inequality and fiscal policy. We used general government 
expenditure (GGOV) as the measure for this channel. The choice of this variable as a proxy for the fiscal 
policy channel is consistent with Gouveia and Masia [1998].
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3.1.5  Fertility rate transmission channel

The relationship between fertility rate and economic growth tends to be negative. As fertility rate rises, 
human capital investment (or investment per child) tends to decline. This eventually undermines the 
growth process [Liu et al., 1996; Bleaney and Nishiyama, 2004; Barro, 2008; Bonner and Sarkar, 2018]. 
Thus, the coefficient of fertility rate should be negative.

ln yi.t = a0 + α ln yi,t–1 + ϕ ln FRi,t + γINQEi,t + βXi,t + θINEQ* FRi,t + μi + εi,t. (5)

In the same vein, income inequality has a negative effect on economic growth via the fertility 
transmission pathway [Barro, 2000; Knowles, 2005; Charles-Coll, 2013; Cingano, 2014; Grundler and 
Scheuermeyer, 2018]. Hence, the coefficient of INEQ* FR should be negative. Here, X is the vector of the 
control variables that affect economic growth, apart from our variables of interest. These variables are 
capital labor force, trade openness, urbanization, and inflation rate.

The sociopolitical instability channel could not be examined, as data on its measure were not readily 
available for virtually all the SSA countries considered in this study.

3.2  Estimation technique

Given the nature of these models and the inherent problem of endogeneity, we used the system GMM 
of Blundell and Bond [1998]. This GMM technique makes it possible to use more instruments than the 
difference GMM. In addition, our panel data have the feature of large cross section (N) but short time (T), 
which makes the use of the GMM appropriate.

3.3  Sources of data

The sources of data and the variables used in the study are presented in Table 2.
The study covers 31 SSA countries: Angola, Botswana, Burkina Faso, Burundi, Cameroon, Cape 

Verde, Central African Republic, Cote d’Ivoire, Ethiopia, Ghana, Guinea, Guinea-Bissau, Kenya, Lesotho, 
Madagascar, Malawi, Mali, Mauritania, Mauritius, Namibia, Niger, Nigeria, Rwanda, Senegal, Seychelles, 
Sierra Leone, South Africa, Swaziland, Uganda, Zambia, and Tanzania. Our country coverage is based on 
availability of data.

4  Results and findings
Table 3 shows that all the series display a high level of consistency as their mean and median values of 
these series. The core variable in the study, the market Gini coefficient, a measure of income inequality, has 
an average value of 40.5 (normalized as 0.405). This depicts a high level of income disparities in the SSA 
region. The table also shows that average inflation rate for the region stands at 48.88%. Both fertility rate 
and infant mortality rate are still high, with mean values of 5.06 children per woman and 70.46 per 1,000 
live births, respectively. Meanwhile, the average life expectancy at birth is 57 years. It is also obvious that 
the degree of trade openness in the region is very high, which could be partly accountable for the high rate 
of growth in the region. The SSA has a number of economies ranked among the fastest growing in the world. 
However, this has not reduced the level of income inequality in the region.

4.1   Analysis of the effect of income inequality on economic growth via the saving 
channel

The results for effect of income inequality on economic growth through the saving channel are shown in 
Table 4.

Results from the estimation of the saving model show that income inequality has a positive but 
insignificant relationship with saving. This suggests that higher income inequality tends to increase 
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Table 2. Sources of data, description, and measurement of variables 

Variable Description Measurement Source (s) of data

INEQ Market Gini Gini index of inequality in equivalized 
household (pretax and pretransfer) income

Standardized World Income 
Inequality Database (SWIID)

Y GDP per capita Income per head for individuals in the 
population obtained as the GDP divided by the 
total population

WDI

K Physical capital Gross fixed capital formation WDI
L Labor force Total labor force WDI
H Human capital Primary school enrollments WDI
OPEN Openness Exports plus imports/GDP WDI
FR Total fertility rate Number of births per woman WDI
HCE Health care 

expenditure
General government expenditure on health per 
capita in constant (2005) dollars

World Health Organization 
(WHO) 

INF Inflation rate  Consumer prices (annual %) WDI
GGOV General government 

expenditure
General government final consumption 
expenditure

United Nations database

M2 M2/GDP Broad money as a percentage of GDP WDI
SAV Saving Gross national savings IMF World Economic Outlook
UPR Urbanization Urban population growth (annual %) WDI
LE Life expectancy Life expectancy at birth WDI
IMR Infant mortality rate This is expressed per 1,000 live births WDI

GDP, gross domestic product; WDI, World Development Indicator.

saving in the economy. The coefficient of per capita GDP is also positive and statistically insignificant 
in terms of its relationship with saving. The coefficient of capital formation is positive and statistically  
significant at 5%.

On the other hand, the coefficient of GGOV is negative and statistically significant at 5%, with about 
0.11% reduction in saving attributable to 1% increase in government expenditure. The result in Column 
2 shows that the coefficient of income inequality is negative, depicting the inhibiting effect of unequal 
income distribution on growth.

By controlling for saving in the growth equation, the coefficient of the Gini index becomes positive 
but insignificant after introducing saving into the growth model. This is contrary to its negative sign in the 
growth equation without the saving variable (Column 2). The coefficient of saving is positive and statistically 
significant at 5%, with a 1% increase in saving resulting in about 0.03% increase in per capita GDP. Our 
models also consistently show that initial per capita GDP has a positive and statistically significant effect 
on the contemporaneous per capita GDP.

We introduced the interaction term for saving and income inequality into the growth model (in Column 
4). The coefficient of income inequality is positive and statistically significant at 1%. The result indicates 
that inequality in income distribution promotes growth via the saving channel in the SSA region. This 
is in line with Kaldor’s postulation. Kaldor argued that the rich, who are usually the beneficiaries of the 
dispersions in income distribution, tend to save and undertake huge investments because of their high 
marginal propensity to save. These investments promote growth in the economy.

4.2   Analysis of the effect of income inequality on economic growth via the credit 
market imperfection channel

Column 1 of Table 5 contains the results on the effect of income inequality and other variables on the 
measure of credit market imperfection. Column 2 provides the result from the estimation of the growth 
model without the measure of credit market imperfection, while results in Column 3 are from the model that 
controlled for this variable. The interaction term for the measure of credit market imperfection and income 
inequality is then included in the growth model, and the results thereof are shown in Column 4. The results 



 Channels of effect of income inequality on economic growth   182

Ta
bl

e 
3.

 D
es

cr
ip

tiv
e 

st
at

is
tic

s

Va
ria

bl
e

GD
P

SA
V

IN
EQ

L
OP

EN
IN

F
LE

M
2

H
UP

R
HC

E
IM

R
FR

M
ea

n
15

70
.0

8
14

.9
2

40
.5

0
68

95
88

6
44

5.
39

48
.8

84
50

56
.5

5
85

.7
3

24
01

45
0

56
76

36
0

33
.5

4
70

.4
6

5.
06

M
ed

ia
n

83
5.

97
14

.7
6

43
.5

0
40

81
38

9
20

2.
80

5.
82

64
29

56
.1

7
23

.2
4

98
00

33
22

14
52

6
31

.0
0

68
.6

0
5.

31
M

ax
im

um
94

68
.9

4
45

.8
4

68
.5

0
55

78
94

27
61

81
.4

4
24

41
1.

03
77

.7
9

18
34

7.
09

26
16

75
44

86
56

13
90

93
.0

0
15

2.
30

7.
73

M
in

im
um

18
2.

70
–1

8.
03

0.
00

13
21

68
0.

15
–9

.6
16

15
4

33
.3

3
0.

00
0.

00
00

00
18

97
69

3.
00

12
.7

0
1.

36
St

an
da

rd
 

de
vi

at
io

n
18

85
.5

3
10

.5
6

17
.9

6
99

38
66

3
84

6.
39

95
7.

58
49

7.
58

10
01

.3
5

39
75

38
6

11
20

11
48

20
.2

7
27

.1
7

1.
34



 Channels of effect of income inequality on economic growth   183

Table 5. Effect of income inequality on growth (credit market imperfection channel)

Dependent variable  M2/GDP Per capita GDP Per capita GDP Per capita GDP

M2/GDPt-1 0.8675*** (0.0183)
Per capita GDPt-1 0.9847*** (0.0094) 0.9868*** (0.0169) 1.0098*** (0.0165)
Per capita GDPt 0.0560*** (0.0127)
Gini index –0.1213* (0.0727) –0.0204 (0.0355) –0.0054 (0.0468) –0.0544* (0.0310)
Gross capital formation 0.0269 (0.0239) 0.0272*** (0.0092) 0.0168* (0.0099) 0.0285* (0.01609)
M2/GDP 0.0001 (0.0025)
Human capital 0.0127 (0.0103) –0.0159 (0.0142)
General government 
expenditure

–0.0397* (0.0230)

Labor force 0.0013 (0.0082) –0.0259*** (0.0104) –0.0277*** (0.0099) –0.0282 (0.0176)
Openness –0.0274*** (0.0094) –0.0196* (0.0107) –0.0370** (0.0181)
Inflation –0.0015*** (0.0002) 4.73e–07 (3.63e–07) –0.0004 (0.0002) –0.0007* (0.0004)
Life expectancy –0.0100 (0.0262) –0.0071 (0.0627) 
Gini index*M2 –0.0498 * (0.0288)
Constant 0.8562 (0.3647) 0.0495 (0.2226) 0.0247 (0.1785) 0.4040 (0.2861)
Cross sections 31 31 31 31
Instruments 28 28 29 19
Hansen test 0.428 0.281 0.282 0.528
AR (1) 0.243 0.000 0.001 0.009
AR (2) 0.308 0.877 0.593 0.528

Notes: The values in parentheses are the standard errors. The values for AR (1), AR (2), and the Hansen test are the p-values. 
***, **, and * denote 1%, 5%, and 10% levels of significance.
AR (1), first-order autocorrelation; AR (2), second-order autocorrelation.

Table 4. Effect of income inequality on economic growth (saving channel)

Dependent variable Saving Per capita GDP Per capita GDP Per capita GDP

Savingt-1 0.7874*** (0.1302)
Per capita GDPt-1 0.9633*** (0.0216) 0.9628*** (0.0177) 0.9724*** (0.0133)
Per capita GDP 0.0748949 (0.0860451)
Gini index 0.0141 (0.2531) –0.0169 (0.0839) 0.0148 (0.0944) 0.0898*** (0.0343)
Gross capital formation 0.1207** (0.0554) 0.0608*** (0.0222) 0.0377* (0.0201) –0.0005 (0.0104)
Saving 0.0305** (0.0153)
General government 
expenditure

–0.1141** (0.0521)

Labor force –0.0438 (0.0302) –0.0248 (0.0327) 0.0025 (0.0122)
Openness –0.0634*** (0.0231) –0.0404 (0.0222) 0.0012 (0.0110)
Inflation –0.0005*** (0.0001) 0.0001 (0.0004) 0.0015 (0.0016)
Life expectancy –0.1852* (0.1031) –0.0274 (0.1247) 0.2073** (0.0777)
Saving*Gini index  0.0194*** (0.0069)
Constant –0.1916 (0.7285) 0.4571 (0.7065) –0.1704 (0.9698) –1.1311 (0.3665)
Cross sections 31 31 30 30
Instruments 19 21 21 28
Hansen test 0.557 0.300 0.328 0.229
AR (1) 0.027 0.009 0.004 0.000
AR (2) 0.361 0.328 0.786 0.697

Notes: The values in parentheses are the standard errors. The values for AR (1), AR (2), and the Hansen test are the p-values. 
***, **, and * denote the 1%, 5%, and 10% levels of significance.
AR (1), first-order autocorrelation; AR (2), second-order autocorrelation.

in Column 1 suggest that the coefficient of the Gini index is negative and statistically significant at 10%, 
with income inequality causing about 0.12% decline in money supply. This implies that disproportionate 
income distribution exacerbates imperfection in the credit market.



184   I. A. Odusanya and A. E. Akinlo

The coefficient of per capita gross domestic product (GDP) is statistically significant at 1%, implying 
that the growth in the economy increases money supply and contributes positively to growth in the financial 
market. The result indicates that a 1% increase in per capita GDP causes an increase of about 0.06% in the 
broad money supply. By controlling for the measure of credit market imperfection, the result in Column 3 
suggests that income inequality still has a negative effect on economic growth. Inflation and trade openness 
have consistently negative effects on economic growth.

In Column 4 of Table 5, we controlled for the effect of the interaction term for income inequality and 
credit market imperfection (Gini index*M2). Income inequality affects economic growth adversely as the 
coefficient of the Gini index is negative and statistically significant, suggesting that income inequality 
inhibits economic growth through credit market imperfection. When there is high inequality in the 
dispersion of income, it causes unequal effects on credits and investible funds.

4.3   Analysis of the effect of income inequality on economic growth via the human 
capital investment channel

Column 1 of Table 6 shows the effect of income inequality and other relevant variables on human capital. 
Column 2 contains the result from the estimation of the growth equation excluding the measure of human 
capital investment, while the results in Column 3 are from the growth model including the measure of 
human capital. The result in Column 1 reveals that the coefficient of the Gini index is negative and 
statistically significant at 1%. This implies that imbalanced income dispersion is detrimental to human 
capital investment in SSA.

In addition, investment in human capital enhances economic growth, as the coefficient is positive and 
statistically significant at 5%, indicating that a 1% increase in human capital brings about a 0.04% increase 
in per capita GDP. The results in Column 4 indicate that income inequality has a significant negative effect on 
economic growth. On the other hand, the coefficient of the interaction term for human capital and income 

Table 6. Effect of income inequality on economic growth via the human capital channel

Dependent variable Human capital Per capita GDP Per capita GDP Per capita GDP

Human capitalt-1 0.9987 (0.0054)
Per capita GDPt-1 1.0001*** (0.0062) 0.9857*** (0.0077) 0.9998*** (0.0148)

Gini index –0.0723*** (0.0246) –0.0446* (0.0248) –0.0541 
(0.0410)

–0.1811* (0.0975)

Gross capital formation 0.0147** (0.0077) 0.02029*** (0.0057) 0.0548*** (0.0223) 
Fertility rate 0.0538** (0.0219)
Human capital 0.0428** (0.0216)
Labor force –0.0107 (0.0076) –0.0626*** (0.0241) –0.0394 (0.0488) 
Openness –0.0179** (0.0087) –0.0236*** (0.0061) –0.0623*** (0.0225)
Inflation –0.0004*** (0.0001) –0.0005*** (0.0001) –0.0018* (0.0010)
Life expectancy –0.0271 (0.0318) –0.4167*** (0.1601) 
Urbanization 0.0041 (0.0051)
Human capital*Gini index –0.0173 (0.0543) 
Constant 0.2330 (0.1351) 0.1633 (0.1895) 0.2483 (0.1915) 2.1651 (0.8149) 
Cross sections 31 31 31 31
Instruments 22 31 29 18
Hansen test 0.204 0.288 0.651 0.847
AR (1) 0.028 0.008 0.013 0.000
AR (2) 0.651 0.429 0.974 0.561

Notes: The values in parentheses are the standard errors. The values for AR (1), AR (2), and the Hansen test are the p-values. 
***, **, and * denote 1%, 5%, and 10% levels of significance.
AR (1), first-order autocorrelation; AR (2), second-order autocorrelation.
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Table 7. Effect of income inequality on economic growth via the fiscal policy channel

Dependent variable General government 
expenditure

Per capita GDP Per capita GDP Per capita GDP

General government 
expendituret-1

1.0033*** (0.0050)

Per capita GDPt-1 1.0183*** (1.0183) 1.0182*** (0.0041) 1.0106*** (0.0150)
Gini index 0.0218 (0.0744)  –0.0307 (0.0327)  –0.0474** (0.0211)  –0.0016** (0.0574)
Gross capital formation 0.0007 (0.0020)  –0.0125 (0.0099) 0.0683*** (0.0214)
General government 
expenditure

0.0119 (0.0097)

Life expectancy  –0.1193** (0.0612)
Labor force 0.0014 (0.0037)  0.0038 (0.0028)  –0.0084 (0.0182)
Inflation –8.09e–06*** 

(1.57e–06)
1.46e–06*** 
(3.64e–07)

 –0.0004***  
(0.0001)

 –0.0013*  
(0.0008)

Health care expenditure 0.0242* (0.0144)
Urbanization 0.0137*** (0.0052) 0.0063*** (0.0015) 0.0048*** (0.0011)
Openness  –0.0185 (0.0189) 
Gini index*General 
government expenditure

 –0.0568** (0.0268)

Constant  –0.2489 (0.3794)  –0.0544 (0.12780) 0.0253 (0.1207) 0.5546 (0.3173)
Cross sections 31 31 31 31
Instruments 24 29 21 20
Hansen test 0.583 0.293 0.336 0.570
AR (1) 0.048 0.001 0.002 0.000
AR (2) 0.346 0.831 0.958 0.850

Notes: The values in parentheses are the standard errors. The values for AR (1), AR (2), and the Hansen test are the p-values. 
***, **, and * denote 1%, 5%, and 10% levels of significance.
AR (1), first-order autocorrelation; AR (2), second-order autocorrelation.

inequality is not statistically significant. This implies that the effect of inequality in income distribution on 
economic growth via the human capital channel is tenuous in the SSA region.

4.4   Analysis of the effect of income inequality on economic growth via the political 
economy (fiscal policy) channel

The result in Column 1 of Table 7 shows that the coefficient of the Gini index is positive and statistically 
insignificant. This result suggests that an upward trend in income inequality is likely to increase 
government expenditure. Urbanization also increases government expenditure, as the coefficient is 
positive and statistically significant at 1%. This indicates that urbanization is a core driver of GGOV through 
increased spending on provision/maintenance of socioeconomic infrastructure, waste management, 
security, and so on.

Juxtaposing the coefficients of the Gini index in Columns 2 and 3, they are both negative. However, 
the estimate of the coefficient as shown in Column 2 is insignificant. With the inclusion of the GGOV in 
the growth equation (Column 3), the coefficient becomes statistically significant at 5%. This result shows 
that, through the GGOV channel, income inequality affects economic growth, i.e., income inequality 
impedes growth in the economy via this channel. The results in Column 4 indicate that income inequality 
has a significant, adverse effect on economic growth in the SSA region through the fiscal policy channel. 
The coefficient for the interaction term for government expenditure and the Gini index is negative and 
statistically significant at 5%. Therefore, the fiscal policy or the political economy is a strong avenue through 
which income inequality adversely affects economic growth in the SSA region. This finding conforms to 
theoretical descriptions. The estimated model also shows that the coefficient of the Gini index is significant 
and negative in its effect on growth.
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Table 8. Effect of income inequality on economic growth via the fertility channel

Dependent variable Fertility rate Per capita GDP Per capita GDP Per capita GDP

Fertility ratet-1 1.0304*** (0.0198)
Per capita GDPt-1 0.1497*** (0.0435)  1.0082*** (0.0096)  1.0298*** (0.0147) 0.9853*** (0.0083)
Per capita GDP  –0.1473 (0.0438)
Gini index 0.0098 (0.0158)  –0.0285 (0.0384)  –0.0729* (0.0409)  –0.0180 (0.0514)
Adolescent fertility rate 0.0083*** (0.0033)
Infant mortality rate  –0.0146** (0.0072)
Gross capital formation 0.0095** (0.0046) 0.0021 (0.0023)  –0.0268*** (0.0092)
Labor force  –0.0087* (0.0049)  –0.0051 (0.0046)  –0.0247** (0.0109)
Fertility rate  –0.0103 (0.0394)
Openness  –0.0096* (0.0051)  –0.0285*** (0.0097)
Inflation 1.22e–06***  

(3.73e–07)
2.48e–06*** 
(6.00e–07)

 –0.0006***  
(0.0001)

Urbanization 0.0060*** (0.0021) 0.0104*** (0.0018)
Life expectancy  –0.2286*** (0.0917)
Gini index*Fertility rate  –0.0686*** (0.0215)
Constant  –0.0910 (0.0637)  –0.0235 (0.1402) 0.0923 (0.1358) 1.2872 (0.5421)
Cross sections 31 31 31 31
Instruments 26 28 16 21
Hansen test 0.371 0.121 0.553 0.777
AR (1) 0.110 0.001 0.003 0.001
AR (2) 0.339 0.808 0.423 0.980

Notes: The values in parentheses are the standard errors. The values for AR (1), AR (2), and the Hansen test are the p-values. 
***, **, and * denote 1%, 5%, and 10% levels of significance.
AR (1), first-order autocorrelation; AR (2), second-order autocorrelation.

4.5   Analysis of the effect of income inequality on economic growth via the fertility 
differential channel

Results from the estimated fertility model are shown in Column 1 of Table 8. The coefficient of income 
inequality is positive, suggesting that income inequality raises the fertility rates in SSA. This is in line with 
the hypothesized positive relationship between income inequality and fertility rate.

The coefficient of the contemporaneous per capita GDP is negative and statistically significant at 1%, with 
every 1% increase in income translating into about 0.15% decline in fertility rate. Higher income earners are 
likely to wish for a smaller number of children than the low-income earners, as they place a high premium 
on the investment per child. When income inequality increases, fertility tends to increase, while human 
capital investment (investment per child) declines. Individuals and households that are disproportionately 
poor tend to have little investment in child education and health. This finding is justifiable based on the 
inference from the economic analysis of fertility behavior, which indicated a trade-off between quality and 
quantity of children in rich and poor households [Liu et al., 1996; Odusanya and Adegboyega, 2015; Bonner 
and Sarkar, 2018; Hatton et al., 2018].

The coefficient of adolescent fertility rate (i.e., births per 1,000 women of ages 15–19 years) is positive 
and statistically significant at 1%. This indicates that higher adolescent fertility rate significantly increases 
the total fertility rate. The results in Column 2 are from the estimation of the growth model (excluding the 
measure of fertility). The results suggest that the coefficient of the Gini index is negative. This shows that 
income inequality is inimical to economic growth in the SSA region.

With the inclusion of the fertility rate in the growth model, the coefficient of income inequality becomes 
negative and is statistically significant at 10%, with a 1% increase in the Gini index leading to a decline of 
about 0.072% in per capita GDP. This reveals that fertility, as a key channel, hinders economic growth in SSA 
through income inequality. To further confirm the validity of this channel, we introduced the interaction 
term for the Gini index and fertility rate (Gini index*Fertility) into the growth model. The coefficient is 
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negative and statistically significant at 5%. Thus, income inequality also affects growth through this 
channel. Many of the countries in the region (such as Mali, Niger, Nigeria, and so on) still have very high 
fertility rates.

5  Discussion and implications of findings
Theoretically, saving is the only channel through which income inequality could exert a positive effect on 
economic growth. We have confirmed this as the interaction term between saving and income inequality 
is positive and statistically significant. The results from the analysis of this channel imply that income 
inequality in the SSA region promotes, rather than inhibits, economic growth via this channel. This view 
is in line with the results of Voitchovsky [2005] and Yang and Greaney [2017]. This observation is quite 
reasonable for the SSA region, as few but stupendously rich individuals undertake massive investments in 
capital-intensive projects that promote economic growth.

We also find evidence for the validity of the credit market imperfection channel as a strong avenue 
through which income inequality influences economic growth in SSA. This hinges on the significance 
of the interaction term for the measure of credit market imperfection and income inequality, as well as 
the significance of the Gini index in the growth model that controlled for the measure of credit market 
imperfection. These findings corroborate those of Deininger and Squire [1998], Alesina and Perotti [1996], 
Perotti [1996], De Mello and Tiongson [2006], as well as Grundler and Scheuermeyer [2018]. The coefficient 
of the Gini index is negative and significant in the model on the measure of financial development. This 
reveals the negative consequences of income inequality on financial development. However, our finding on 
the validity of this channel is inconsistent with the study of Madsen et al. [2018]. Madsen et al. [2018] report 
a positive coefficient of the interaction between the Gini index and the measure of financial development 
for the OECD countries. This shows that the negative effect of income inequality is not transmitted via this 
channel in developed economies where capital markets are devoid of pronounced imperfections.

The impact of income inequality on economic growth through the human capital investment channel 
is negative. This is in line the theoretical argument that families/households with subsistence incomes lack 
investment in human capital (like enrolling their wards in schools) as poor individuals find it extremely 
difficult accessing quality education. This finding supports the findings of Mo [2000]. The negative value 
of the interaction of the human capital variable with the Gini index implies that income inequality retards 
growth via this channel. Other studies that confirm the validity of this channel include those by Deininger 
and Olinto [2000] and Cingano [2014].

The coefficient of the interaction term for GGOV and the Gini index is negative and statistically 
significant. This indicates that inequality in income distribution negatively affects economic growth via the 
fiscal policy pathway. Bleaney and Nishiyama [2004] find similar evidence. The coefficient of the Gini index 
becomes statistically significant in the growth model after the inclusion of the measure of fiscal policy. 
These results confirm the transmission of the effect of income inequality on growth through this channel 
and corroborate the findings of Persson and Tabellini [1994], Deininger and Squire [1998], and Pineda and 
Rodríguez [2006]. This is also consistent with the studies of Perotti [1996], Barro [2000], and Bagchi and 
Svejnar [2015]. In addition, the more an economic system is unequal, the more expedient becomes the 
redistribution, with more redistribution causing impediment to growth [Alesina and Rodrik, 1994; Persson 
and Tabellini, 1994].

The estimation result of the fertility model indicates a positive relationship between income inequality 
and fertility rate, i.e., as inequality in income increases, the fertility rate tends to rise. This finding 
corroborates the inference drawn by, among other authors, Liu et al. [1996] in their study on the Chinese 
economy, as well as Odusanya and Adegboyega [2015] for Nigeria. This notion relies on the concept that 
fertility tends to be high among the poor than the rich as rich households give higher preference to child 
quality than child quantity, i.e., they place high premium on investment per child and tend to give birth 
to lower number of children [see Bonner and Sarkar, 2018]. It is also in line with the view of Grundler and 
Scheuermeyer [2018] that poor parents see an increase in the family size as a means of increasing the family 
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income and bear more children for support during their old age. When income inequality is high, many 
people are disproportionately poor and are likely to place little or no premium on child quality, and they 
end up giving birth to higher number of children than do rich households.

6  Conclusion
The study explored the channels through which income inequality affects economic growth, as well as the 
direct effects of lopsidedness in income distribution on growth in the economies of SSA countries. We deduced 
that income inequality influences economic growth strongly via the saving, credit market imperfection, and 
the fiscal policy (or political economy) channels, while the fertility and human capital investment pathways 
are weak. The saving channel is the only pathway through which income inequality affects economic 
growth positively. This finding is consistent with the view of Kaldor [1956] that income inequality affects 
capital accumulation and economic growth positively through savings of the disproportionately rich. 
Findings on the credit market imperfection channel specifically indicate that high rate of income inequality 
causes fettered access to investible funds by poor individuals in SSA. It debars them from undertaking 
profitable investments. Barro [2000] specifically noted that the credit market imperfections channel has 
more implications for growth in the poor countries than in the rich countries.

Our findings also suggest that income inequality directly undermines human capital accumulation in 
SSA. Currently, the region has a very high number of children from poor homes, who are out of school. 
The interaction of the human capital variable with the Gini index is negative and thus shows that income 
inequality retards growth via this channel. These findings have serious implications for the achievement of 
Goal 6 of the Sustainable Development Goals [United Nations, 2015], which focuses on ensuring inclusive 
and equitable quality education and promoting lifelong learning opportunities for all. The achievement of 
this goal may be difficult in many SSA countries.

We also found evidence for the negative effect of income inequality on growth via the fiscal policy 
mechanism. The reasons behind these findings are not far-fetched. With high disparity in income inequality 
in the SSA region, the redistribution expenditure of the government rises. This increases the recurrent 
components of government expenditure due to spending on special intervention programs and projects to 
mitigate the effects of income inequality. It unduly increases government transfers to poor households. It 
also causes a reduction in the capital expenditure relative to recurrent expenditure and reduces the incentive 
for investments in capital projects that will genuinely promote productivity and growth in the economy. 
One other important inference from this study is the adverse effect of income inequality on growth via the 
fertility channel. Perotti [1996] has inferred that societies that are more equal have lower fertility rates but 
higher rates of investment in education. Evidence from the World Development Indicators (WDIs) of the 
World Bank [2015] reveals that the OECD member countries have an average fertility rate of 1.75 per woman, 
while countries in the SSA region have an average fertility rate of five births per woman. Thus, income has 
an inverse relationship with fertility, while income inequality has a direct relationship with fertility.

Based on the findings, the study recommends the following:
a) Due to the significance of credit market imperfection in the income inequality–growth nexus, there is a 

need to put in place policies that will remove rigidities in the financial market toward providing equal 
and better access to loanable funds. This is achievable via deliberate monetary policy initiatives that 
will reduce the cost of borrowing and minimize inaccessibility to funds by low-income earners. This 
will increase productivity, reduce income inequality, and enhance growth.

b) Efforts should be geared toward improving the capital components of government expenditure relative 
to the recurrent or redistributive components toward provision of quality socioeconomic infrastructure. 
This has the tendency to improve the business environment; promote innovations, self-employment, 
and investments; stem income inequality; and reduce redistributive spending.

c) Government should initiate policies that will alleviate the challenges of human capital accumulation 
for the disproportionately poor. This could involve massive investment in education at all levels of the 
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government, as well as increased funding for research and development. The promotion of human 
capital accumulation is vital given its long-term socioeconomic implications.

d) High fertility has been found to increase income inequality and inhibit economic growth in the SSA 
region. Therefore, efforts should be geared toward improving the knowledge and practice of family 
planning in the region.

It is important to reiterate that the current study could not examine the sociopolitical instability 
channel due to lack of data on its measures for most SSA countries. Hence, further studies need to explore 
this channel for the region in order to understand how income inequality-induced sociopolitical crises or 
protests affect economic growth.
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