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Editorial
Adam Szyszka *

Editorial

https://doi.org/10.2478/ijme-2018-0015

Welcome to the second issue of the International Journal of Management and Economics this year (volume
54). In this issue, we offer three papers in management and three in economics. Five of them are based on
original empirical research, and there is one paper of conceptual character. As is usual in our Journal, we
offer a vast geographical coverage and international perspective – one paper is dedicated to the Eurozone,
one focuses specifically on the consequences of Brexit to Polish export, and yet another evaluates the
efficiency of value-added tax (VAT) in Germany and Poland in the context of European efforts at tax
harmonization. This issue also includes a comparison study between Polish and Scottish organizations
delivering support to small- and medium-sized enterprises, a study on Polish transportation companies, as
well as a paper on human capital aspects in the management of farmers’ cooperatives in China.
The current issue opens with the paper by Leokadia Oręziak, entitled “Fiscal Federalism and a
Separate Budget for the Euro Area”. The author deliberates on the main political and economic conditions
and challenges related to the possible integration process toward fiscal federalism and fiscal union in the
Eurozone. In particular, the idea of a separate budget for the euro area has recently become the subject of
lively public discussion in the European Union. The analysis carried out by Professor L. Oręziak leads to
the conclusion that under the current conditions, despite some political declaration and intentions, there
is little chance of introducing such regulatory and institutional changes that would significantly increase
the scale of financial transfers between the euro area member states.
The second article also touches on recent challenges to the European Union (EU) – namely, the Brexit
– but, more specifically, in the context of its impact on the Polish economy. Jakub Borowski, Jakub Olipra,
and Paweł Błaszyński present a paper under the title “The Impact of Hard Brexit on Polish Exports”. The
authors present several possible scenarios of future trade relations between the United Kingdom (UK) and
the EU and assume that, at least in the nearest-future post-Brexit scenario, the rules of the World Trade
Organization might be in place. This would mean the imposition of tariffs on trade between the UK and the
EU members, including Poland. Using the real exchange rate of the Polish zloty against the British pound
as a proxy for the changes in price competitiveness of Polish exports due to the imposition of tariffs, the
authors estimate that in the first year after Brexit, the dynamics of Polish exports to the UK will decrease –
due to the imposition of customs duties – by 1.3 percentage points (pp) and by 0.1 pp when it comes to total
Polish exports.
The third paper, “Collection Dilemmas and Performance Measures of the Value-Added Tax in Germany
and Poland” is by Małgorzata M. Hybka. The study evaluates the efficiency of the VAT model in the context of
European efforts at tax harmonization and the concurrently progressing globalization. The author focuses
in particular on the fiscal consequences of VAT preferences, as well as on the origins, components, and
implications of the so-called “VAT gap”. On the basis of national and Eurostat data, the author calculates
the VAT performance indicators and discusses the factors that decrease VAT efficiency in two neighboring
EU countries, namely, Germany and Poland, comparing them with the other EU member states.
The next paper, “Value Creation by Support Organizations Through the Prism of Conflicting Institutional
Logics” is by Joanna Markiewicz. The article aims to explore how conflicting institutional logics of support
organizations (i.e., entities with a mission of helping predominantly small- and medium-sized enterprises,
but also other companies, in their development) influence value creation. The author argues that value
*Corresponding author: Adam Szyszka, ???
Open Access. © 2018 Adam Szyszka, published by Sciendo.
This work is licensed under the Creative Commons Attribution-NonCommercial-NoDerivs 4.0 License.
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creation undertaken by support organizations does not directly reflect their missions. Support organizations
frequently struggle with the conflict between mission delivery and survival needs, which affects the value
proposition of their services. The analyses were conducted on a sample of Polish and Scottish support
organizations.
The fifth article, “Net Promoter Score, Growth, and Profitability of Transportation Companies”, by
Piotr Korneta, aims to verify the Net Promoter Score (NPS) as a customer loyalty measure and tests its
predictability power over future growth and profitability. The author uses a sample of companies from the
Polish transportation sector. The findings of the study reject the proclaimed relationship between NPS and
growth; however, they confirm a positive relationship between NPS and profitability.
The final paper of this issue, “Director General’s Human and Social Capital, and Management
Performance of Farmers’ Cooperatives: Evidence from China’s Fujian”, is by Bin Liu and Zhongbin Li.
The authors analyze the questionnaire survey data of 303 standard cooperatives in nine cities of Fujian
Province. They confirm a strong role of human and social capitals on many dimensions of cooperatives’
performance. Taking into account China’s national conditions, the authors propose measures to improve
director-generals’ human and social capitals by the Internal trust, Government policy support, and Business
network (IGB) model.
We hope that the variety of subjects considered in the current issue will interest many readers and will
provide a good source of inspiration. Have a good read!
Adam Szyszka
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Abstract: The core objective of this paper is to determine the main political and economic conditions
and challenges related to the possible evolution of the integration process in the euro area toward fiscal
federalism and fiscal union as a way to increase the capacity of the area to cope with future economic and
financial crises. The issue of a separate budget for this area is of particular interest in this article. The idea
of such a budget has recently become the subject of lively public debate in the European Union and has
been a factor in encouraging the European Commission to propose new solutions at the end of 2017 in
the field of economic governance of the euro area, including the establishment of a European Monetary
Fund. The analysis carried out in this article leads to the conclusion that under the current conditions,
there is little chance of introducing such regulatory and institutional changes that would significantly
increase the scale of financial transfers between the euro area member states.
Keywords: EU, euro area, EMU, fiscal federalism, fiscal policy, fiscal transfers, budget, monetary union
JEL codes: E62, F36, H72, H77

1 Introduction
In contrast to monetary policy, fiscal policy in the euro area is not determined at the central level. It is
decentralized, as it is the competence of Member States authorities to shape and implement it. These
authorities have the right to decide themselves both about the size and structure of revenues, as well as
expenditures, of public finance. However, they must take into account the restrictions, mainly, regarding
the ratio of the budget deficit to gross domestic product (GDP) and public debt to GDP. Practice has shown
that these restrictions are not sufficient to effectively limit the process of overindebtedness of some Member
States. This was particularly evident during the financial crisis of 2007–2009 and in the years that followed.
Experience related to this crisis has highlighted the weakness of the then-existing institutional and legal
solutions in the euro area. It turned out that some countries without external financial assistance would not
be able to cope with the problems associated with a significant increase in public debt.
The crisis also revealed the problems arising from macroeconomic imbalances within the Eurozone,
reflecting the structural weaknesses of economies and a lower competitiveness of some countries in relation
to other Member States. In a situation when monetary policy is set uniformly for the entire euro area by the
European Central Bank (ECB) and when its Member States, due to the resignation from national currencies,
no longer have the opportunity to change the exchange rate according to their preferences, fiscal policy
has become a key tool for stabilizing the economy and indispensable, especially for cushioning against
various shocks, both internal and external. Practice, however, has shown that too high public debt not only
severely limits the possibilities of active use of fiscal policy to combat such shocks but may also threaten the
disintegration of the euro area and strongly undermine confidence in its currency. In this situation, there
are more and more voices that a solution to this problem may be a closer integration within the euro area,
*Corresponding author: Leokadia Oręziak, Collegium of World Economy, Warsaw School of Economics, Poland,
E-mail: lorezi@sgh.waw.pl
Open Access. © 2018 Leokadia Oręziak, published by Sciendo.
This work is licensed under the Creative Commons Attribution-NonCommercial-NoDerivs 4.0 License.
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going in the direction of so-called “fiscal federalism”. This step would allow the euro area to strengthen its
resilience to future shocks.

2 Fiscal federalism as a direction of evolution of the European
integration process
Fiscal federalism is usually defined as a system of financial relations between the central level and other
levels of government in the state, which means that the central authorities have a sufficiently high budget
to perform functions that are important for the entire state organism, and regional authorities and local
governments manage budgets that perform functions that are important to individual regions [Brooks,
2014; Grennes and Strazds, 2016; Schelkle, 2016; Snell and Jaakkola, 2016]. Fiscal federalism is therefore
an element of a specific division of power between different decision-making levels in a state with a federal
structure, i.e., a structure characterized by a large degree of decentralization of power and, at the same time,
with a strong position of the central authorities in areas recognized as common to all regions, e.g., foreign
and defense policy, public security, and income redistribution policy. Fiscal federalism functions through
the application of various instruments by the federal government, mainly federal taxes, subsidies, and
financial and material transfers to social groups and regions. Hallett [2017] points out that fiscal federalism
introduces risk sharing by taking regional surpluses from those in good times (relative to trend) to those in
bad times.
The concept of fiscal federalism was introduced to economic literature by Richard Musgrave [1959].
Then, federalism had become the subject of research by many different authors, such as Wallace E. Oates
[1972] or James Buchanan [1995]. Fiscal federalism is often perceived as a way of dividing the risk between
the constituent parts of the federal organism. Thus, while resource allocation functions are assigned to
lower-level authorities, because they can be filled out most efficiently, the central government primarily
has to provide an insurance function as a result of the various redistribution and stabilization programs
implemented at the federal level [Brooks, 2014].
The idea of fiscal federalism was the axis of political debates that preceded the beginning of the process
of economic integration in Western Europe in the late 1940s and early 1950s. This idea has also been one
of the key issues undertaken each time in the discussion on the next stages of European integration. The
roots of the concept of establishing a common market with a supranational currency can be found, among
others, in The Manifesto of Ventotene of 1941, whose authors were Altiero Spinelli, Ernesto Rossi, and
Eugenio Colorni, counted among the founding fathers of the European Communities [Vayssière, 2005]. In
the postwar period, the development of the federalist idea in Western Europe was based on the conviction
that only uniting states into one strong federal political and economic organism could be a safeguard
against the repetition of the tragedy that Europe had experienced as a result of two world wars. However,
this organism was supposed to be characterized by a high degree of decentralization, reflecting the diversity
of its components, under the slogan “Unity in Diversity”. The federalist idea had a significant impact on
the initiation of the European integration process in the 1950s, although this process has never reached the
level of advancement advocated by the supporters of this idea.
Two important documents published in the 1970s contained proposals on concrete steps toward fiscal
federalism as an indispensable prerequisite for the future common European currency. The first of these
documents was the so-called Werner Report, published in 1970 and containing relatively radical proposals
for the construction of economic and monetary union in the Community within 10 years. It was assumed
that the establishment of a common currency and the centralization of monetary policy at the level of the
Community would be accompanied by an even-closer coordination of the Member States’ fiscal policies.
Although some increase in the common budget was envisaged, it would be still relatively small compared
to the national budgets [Werner Report, 1970]. In turn, in the second document, the McDougall Report,
published in 1977 and prepared by a group of independent experts appointed by the then-Commission of
the European Communities, it was proposed that the common budget should increase during the prefederal
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period from the then level of 0.7% of GDP to 2.5% of GDP and in the final, federal, phase up to 5%–7% of
the total GDP of countries forming the monetary union [McDougall Report, 1977]. It is necessary to stress
that even in this case, the common budget would be rather small in comparison with the level of the federal
budget amounting to 20%–25% of GDP in such federations as the United States or Germany. The practice of
the following decades has shown that proposals for setting, at the Community/Union level, a budget of even
a few percent of the GDP have proved impossible to be implemented, mainly for political reasons.
Difficulties encountered in the attempts to create a common currency in the 1970s and the cooperation
initiated between the states of the Community in the field of stabilizing foreign exchange rates stimulated
the search for more realistic integration solutions when another attempt was undertaken in the late
1980s to establish economic and monetary union. Presented in 1989 by a group of experts led by Jacques
Delors, then Chairman of the European Commission (EC), another document (the so-called Delors Report)
included proposals for concrete actions to establish such a union [Delors Report, 1989]. It became the basis
for negotiating the provisions of the Treaty on European Union in its part concerning the Economic and
Monetary Union (EMU) and, as a result, strongly influenced the shape of the existing Eurozone. The main
message arising from the Delors Report was the conviction that a common currency is possible without
deepened budgetary integration or fiscal federalism. The creators of the current euro area have reached a
certain consensus assuming that private financial markets will be able to fill the lack of a common budget
and federal institutions. Such a pragmatic approach allowed to create the common currency, issued by
a supranational central bank, despite the failure to establish a political union, which was necessary to
create a fiscal union with a large common budget. Therefore, a solution was adopted in which, within the
monetary union, a single monetary policy, defined at the central level by the supranational central bank,
is accompanied by decentralized fiscal policy, i.e., the policy shaped and implemented independently by
the Member States.
This consensus functioned without any main problems during the first few years of the existence of
the euro. Its weaknesses became clearly visible in the global crisis that began in the United States in 2007
and then spread to Europe and the rest of the world. From a financial crisis affecting mainly banks, it has
become a crisis of public indebtedness. Among the euro area countries, Greece, Ireland, Portugal, and Spain
found themselves in the most difficult situation. Without external financial assistance, these countries will
not be able to cope with problems related to high public debt. Important anticrisis measures taken within
the European Union (EU) included the establishment, in May 2010, of the European Financial Stability
Facility, which was subsequently transformed into a permanent solution in the form of the European
Stability Mechanism (ESM)1 from September 2012, under an intergovernmental treaty, constituting a source
of financial support for countries affected by the crisis. The banking system of the euro area has been
strengthened due to the implementation of the project in the form of a banking union, under which a joint
banking supervisor was created and the rules of action for bankrupt banks were adopted. The extensive and
unconventional actions taken by the ECB, including the large-scale purchase of Treasury debt securities
issued by the Member States of the euro area, were also important for overcoming the crisis in the euro area.
All these measures have proven to be a fairly effective response to the crisis, but they do not constitute
a systemic solution to the problem arising from the existence of a decentralized fiscal policy in the euro area
and the lack of a common budget. Thus, the Eurozone is not a fiscal union. The scope of a given fiscal union
depends on how much of the budgetary resources and competences in the sphere of shaping fiscal policy
are transferred by the Member States to the supranational level for management by common institutions.
Only the monetary union is fully functional in the euro area in its current form. After surrendering
sovereignty in the sphere of monetary policy and the right to issue their own currency, Member States no
1 The European Stability Mechanism (ESM) is a crisis resolution mechanism established by the euro area countries. The ESM’s
mission is to provide financial assistance to ESM Members experiencing or threatened by severe financing problems, to safeguard the financial stability of both the euro area as a whole and its Member States. The ESM raises funds by issuing debt instruments, which are purchased by institutional investors. The proceeds enable the intergovernmental institution to provide its
Members with different types of financial assistance, addressing weaknesses in their economies through reforms that are jointly
agreed by that Member, the European Commission, in liaison with the European Central Bank (ECB) and, where applicable, the
international Monetary Fund (IMF) – European Stability Mechanism [2018, p. 7].
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longer have the opportunity to use this currency’s devaluation to stimulate exports or to use their own
monetary policy to lower interest rates in order to stimulate consumption and investment. They can only
act in other areas of macroeconomic policy, especially in fiscal policy.

3 A separate budget for the euro area
Taking into account the experience of the euro area related to the financial crisis of 2007–2009 and the
resulting public indebtedness crisis, in June 2015, the EC published The Five Presidents’ Report containing
proposals for action to complete Europe’s Economic and Monetary Union [EC, 2015]. It was pointed out in the
document that progress toward a fiscal union is necessary for ensuring both long-term budgetary stability
and a fiscal stabilization mechanism. In the first half of 2017, the EC [2017a, 2017b, 2017c] presented several
studies containing proposals on directions for further integration within the EU. These general proposals were
followed by the Commission’s documents published on December 6, 2017. The main documents relate to the
following: (i) further steps toward completing Europe’s Economic and Monetary Union [EC, 2017e], (ii) new
budgetary instruments for a stable euro area within the union [EC, 2017f], (iii) a European Minister of Economy
and Finance [EC, 2017g], and (iv) the establishment of the European Monetary Fund (EMF) [EC, 2017h].
The practical implementation of these proposals will not be an easy process, but finally it would be a
fairly significant change compared to the role that the general budget of the EU has so far held. This budget
has evolved gradually, as the process of economic and political integration into further areas has been
expanding during the past decades. For a long time, the dominant item in the budget expenditure was the
financing of the common agricultural policy. In the 1970s and 1980s, agricultural expenditure accounted
for >80% of the total expenditure from the common budget. An important stimulus to change this state
of affairs was the completion of the establishment of a single market for goods and services in the early
1990s. This was accompanied by the allocation of increasing funds from the EU budget for the purpose of
supporting economic and social cohesion, as well as for goals such as research and development, transport,
education, and assistance to less developed countries. Expenditure supporting the cohesion policy became
especially important after the enlargement of the EU to include the countries of Central and Eastern Europe.
Despite these changes, the general budget of the EU is still relatively small, since its expenditure does not
exceed 1% of GDP of the Union as a whole and is <2% of the total public expenditure implemented by all
Member States (EC, 2017c, p. 7).
The EU budget is therefore relatively small compared to the GDP and public expenditure of the EU
as a whole. It can be concluded that in relative terms, the budgets of member countries (the entire public
finance sector) are much higher than the EU budget, as the expenditure from them, for instance, in 2016,
ranged from 28% of GDP in Ireland to 55% of GDP in Finland or France, while in the case of the entire euro
area, this percentage was 47.6% of GDP [Eurostat, 2017]. This state of affairs results from the role that the
EU budget plays at the current level of economic and political integration within the Union. This level, and
hence the scope of the competences conferred on the Union, determines that the EU budget performs far
less functions than the budgets of the Member States. Therefore, it has relatively much smaller resources.
It is also of key importance that the proposals of the EC presented in the past to increase the ratio of the
Union’s budget revenues to the EU’s GDP have generally met with strong opposition from the Member States
being net contributors to this budget.
It is worth considering whether two separate budgets are indeed needed, namely, the general budget
of the EU and the euro area budget, and whether all the functions that the euro area budget would fulfill
could be implemented by the existing general budget of the Union. Wolff [2017a] draws attention to the fact
that after the exit of the United Kingdom from the EU, the share of the Eurozone in creating the GDP of the
Union as a whole will amount to 85% and in the whole population to 76%. At first glance, it would mean
that the EU budget is essentially the Eurozone’s budget, but it must not be forgotten that the EU budget
in its present shape is of great importance for the Member States from Central and Eastern Europe. And
moreover, with relatively modest resources, the EU general budget is not able to perform the redistribution
and stabilization functions on a wider scale for the benefit of the euro area countries.



Fiscal federalism and a separate budget for the euro area

89

The debate on a separate budget for the euro area has gained momentum after the proposals presented
by the current French President Emmanuel Macron during his campaign before the presidential elections
in May 2017 and after the election. These proposals, concerning deepening integration in the EU, are still a
part of the French government’s program. The issue of a separate budget for the euro area and the creation
of the post of Minister of the Economy and Finance of the Eurozone has so far raised the most discussion
and controversy [Geeroms, 2017]. This separate budget, according to Macron, would fulfill three main
specific functions, namely, investing in development, providing urgent financial support to Member States,
and responding to economic crises. The use of funds from this budget would be conditional on compliance
by Member States with common rules in the field of fiscal and social policies in order to avoid dumping in
the euro area. The proposed Minister of Economy and Finance would be responsible for the budget of the
Eurozone. The minister would be subject to control by the euro area parliament, similar to the European
Parliament. These solutions would be accompanied by the establishment of a set of basic European social
rights, which would be defined by minimum standards regarding the right to education, health protection,
unemployment insurance, or minimum wages, taking into account the varied levels of development of the
Member States [En Marche, 2017].
Justifying the need for radical changes in the Eurozone, the French President has repeatedly pointed out
that the former’s functioning has contributed to the deepening of differences between its Member States,
and that, as a result, the previously heavily indebted countries have become even more indebted and those
that were highly competitive have become even more so. Germany strongly benefited from such functioning
of the euro area, and this is an unhealthy and unsustainable situation in the long run. A separate budget
for the euro area would support countries with the greatest economic problems. Ensuring the development
of the euro area in the future, therefore, requires the creation of a “strong solidarity mechanism” [Macron,
2017].
President Macron’s proposals are seen by Rodrik [2017] as an ambitious step toward a fiscal union in
the euro area. The union would ensure permanent fiscal transfers from the economically stronger countries
to those having problems in functioning in the area of single monetary policy. A separate budget for the
euro area, which would be funded by tax revenues from Member States, would be subject to scrutiny by a
separate parliament. The fiscal union, supported by deeper political integration, according to Rodrik, has
sense because it is a coherent way of redirecting the Eurozone from the current status of no man’s land. The
fiscal unification proposed by Macron would enable countries such as France to increase infrastructure
spending and create new jobs without having to exceed budget deficit limits. Rodrik also emphasizes that
such transfers from the remaining Eurozone countries, combined with the French government’s program
to make the labor market more flexible, would help France overcome problems in the field of economic
growth and employment. Referring to the idea propagated by the President of France regarding the Finance
minister of the Eurozone, Wolff [2017b] emphasizes that it is closely related to the idea of a separate budget
for this zone and the need to create a proper institution entitled to manage it, as well as having significant
competence to coordinate national budgetary policies [see also Geeroms, 2017].
A different approach to the concept of a separate budget for the euro area was presented by Schmidt
[2017], who points out that the establishment of such a budget or unemployment insurance regime at the
level of the euro area will be a source of future conflicts between member countries. National decisionmakers, defending the interests of their states, will not be able to prevent the transformation of such
agreements into a permanent system of asymmetrical transfers. In order to avoid possible conflict, which
would undermine the integration project, all institutional reforms proposed under Franco-German
cooperation should undergo a strict sustainability test. European decision-makers would have to show that
there is consistency between decision-making powers and commitments resulting from decisions made.
According to Schmidt, it would be naïve to think that Member States will not pass on the costs of their
choices to other Member States if they would be able to do so. As long as the societies of the Member States
are in favor of maintaining national sovereignty in matters of fiscal policy, a system of shared responsibility
for obligations is an unrealistic solution. It is also important that the introduction of such a system would be
a disincentive to governments to carry out structural reforms necessary to achieve higher economic growth.
The relatively radical nature of the proposal submitted by the President of France regarding a separate
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budget for the euro area has become a factor encouraging other politicians, as well as researchers, to seek
alternatives to this solution.

4 The ESM and the EMF as alternatives to a separate budget for
the euro area
One of the most discussed alternative solutions to a separate euro budget is the concept of strengthening
the ESM and possibly transforming it into the EMF. It is worth noting that the idea of establishing the EMF
was developed much earlier, among others, by Mayer and Gros [2010]. As Wolff [2017b] points out, the key
difference between the budget and the fund is that a separate budget for the euro area would mean that
it would have its own specific expenditure and means of revenue collection. On the other hand, the fund
would have funds raised for some extraordinary purpose, but these funds would not come from taxes,
rather from direct contributions from national budgets.
The ESM, in cooperation with the International Monetary Fund (IMF), has so far participated in
providing financial support to those Member States of the euro area that had the biggest problems in
raising funds on financial markets. In March 2017, German Finance Minister Wolfgang Schäuble [2017]
proposed to increase the possibilities of the ESM by transforming it into the EMF. In his proposal, Schäuble
pointed out that any new aid programs for the benefit of the Eurozone countries should be implemented
without the participation of the IMF and only with the forces of the Eurozone countries. Transforming the
ESM into the EMF would, in his opinion, contribute to reducing the risk of future crises in the euro area
due to the fact that the latter would monitor the state of public finances of all its Member States. The idea
of entrusting the EMF with such a role met with reservations primarily from the representatives of the EC,
recognizing that monitoring the budgetary situation in the euro area is within its competence. However,
the Commission’s action in this area in relation to some Member States was sometimes perceived by
Germany as being too weak. The establishment of an EMF would therefore ensure a more effective
disciplinary action on the fiscal policies pursued by individual countries, which in turn would reduce the
risk of crises in the euro area. The EMF would have an important role to fulfill, especially when Greece,
after completing the third aid package, would need further financial support, which could be granted to
the country without the IMF [Meier, 2017].
Criticism of the proposal concerning the EMF was presented, among others, by Boone [2017]. He
pointed out that the role of the proposed future EMF would be limited to crisis management in the euro
area. It would provide only relatively modest security in exchange for the possibility of interfering in
economic policy, i.e., it would be something that the ECB ex-president Jean-Claude Trichet once described
as “federalism by exception”. Instead of that, as Boone suggests, the euro area should go toward fiscal
federalism, which would mean that a real common budget would be created. It would be crucial for
shaping macroeconomic policy in the area and the ECB would be freed from taking on the perplexing
responsibility in the case of a crisis. According to Boone, the idea of the EMF, presented by Schäuble, is
aimed at forcing indebted countries to carry out unilateral and often poorly shaped adjustment policy –
similar to the current framework. To ensure the economic and political stability of the euro area, it needs a
budget capable of supporting investments during periods of weaker economic conditions and to ensure at
least limited temporary transfers through a special unemployment insurance scheme. Boone emphasizes
that the history of fiscal federalism in the United States indicates that there is probably no other solution
for the Eurozone than a federal budget that would have sufficient power to stabilize the macroeconomic
situation. The EMF, which could arise from the transformation of the ESM, would not be able to do this. The
main threat associated with the EMF is the possibility of continuing the existing dysfunctional management
solution in the euro area based on unanimous decision-making. In contrast, the budget of the euro area,
managed by the EC, would allow for the change of ineffective intergovernmental management in the euro
area by increasing the powers of the Economic and Financial Commissioner instead of the President of the
Eurogroup.



Fiscal federalism and a separate budget for the euro area

91

The tool in the form of ESM, which resulted from the crisis, as indicated by Barbieri and Vallé [2017],
is too narrow in scope and, besides, it does not have enough democratic legitimacy. The EMS should, in
their opinion, be subordinated to the EC and become the nucleus of the Eurozone budget managed by
a competent Minister of Finance of this zone and subject to the control of the Eurozone Chamber in the
European Parliament. According to these authors, this initial federal budget should fulfill three key
functions: provide management during the crisis (as the EMS has so far provided to support the financial
system), macroeconomic stability in the case of regional crisis (in the form of a common insurance system
from unemployment), and financially support the Member States from the funds of a special fund pursuing
the goal of convergence within the monetary union [Barbieri and Vallé, 2017].
On numerous occasions, the French President Emmanuel Macron had declared himself in favor of the
idea of a multispeed Europe and upheld his demand that the countries in the “avant-garde” should lead the
way toward deepening integration within the EU. Referring to these demands, Chancellor Angela Merkel
underlined that Germany could support the idea of a separate budget for the euro area so that it would
be possible to transfer funds to economically weaker Member States of the euro area in need of help in
implementing difficult economic reforms. However, it would not be hundreds of billions of euro, but rather
small amounts to start with, which could be used to support the reformers [Valat, 2017]. This means that
Germany, similar to other member countries, is strongly against significant fiscal transfers within the euro
area.

5 Fiscal transfers between the euro area countries
An important feature of the discussion on fiscal federalism taking place not only at the forum of the
EU institutions is a clear emphasis on the fact that the transfer of higher powers to the Eurozone level
in the sphere of fiscal policy should not lead to permanent or unidirectional transfers between Member
States. This specific fiscal union should not be considered an income redistribution instrument. Such an
approach by these institutions reflects concerns about the risk of a moral hazard occurring in all insurance
systems and is crucial for obtaining political support for a given solution. Thirion [2017] points out that
in the ongoing debate in the Eurozone on deepening integration, it is often emphasized that a fiscal risk
sharing possible in any future fiscal union should be combined with mechanisms ensuring implementation
of structural reforms and should protect against a fiscal policy that is too loose. In this context, Schelkle
[2016] notes that the key element, still to be determined, of the possible fiscal union in the euro area should
be the responsibility of its central budget for the obligations of the Member States. In particular, it would
be necessary to determine the manner in which the no-bailout principle, generally binding in federations,
would be combined with the principles of granting of various forms of financial support to Member States
by the central level.
The phenomenon of moral hazard, i.e., the possibility of excessive indebtedness by lower-level
authorities at the expense of the central budget, is a fundamental problem of fiscal federations. Grennes and
Strazds [2016] emphasize that this problem is painfully obvious in the case of euro area countries wishing
to reduce their risk related to, among others, Greece’s debt. In their opinion, budgetary discipline can be
achieved either through the application of hierarchical rules or through the impact of financial markets.
As a result of hierarchical rules, by limiting the expenditures or the level of indebtedness of lower-level
authorities, higher-level authorities may limit their liabilities in this respect. Alternatively, they may refrain
from imposing restrictive rules on lower-level authorities and, at the same time, announce that they will
not pay back lower-level government obligations. The functioning of this solution requires that financial
markets have the appropriate capacity to assess the creditworthiness of the borrowing countries and that it
is credible to announce that the higher level is not responsible for the obligations of lower-level authorities.
As Grennes and Strazds note, in the United States, for the past 200 years, Congress has never agreed to take
over the obligations of individual states, even in times of crisis. In the Eurozone, so far, repeated rescue
operations in the case of Greece and other Member States make for incredible reading any declarations that
some countries are not responsible for the obligations of other states.
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Dreyer and Schmid [2015] stress that fiscal transfers are a necessary condition for the proper functioning
of the monetary union because they increase the possibilities of participating regions to react both in the
case of symmetric shocks, i.e., affecting all these regions, and asymmetric shocks affecting only some.
In the United States, net fiscal transfers (which are the difference between what a given state receives
from the federal budget and what it pays to it) from richer to poorer states have a significant stabilizing
and redistributive effect. In the event of an economic shock, the state pays less into the federal budget for
taxes and, at the same time, various forms of federal spending for it, including unemployment benefits,
automatically increases. For example, in the period 2000–2010, as many as 27 out of 50 states were net
beneficiaries of funds from the federal budget and, in 13 cases, the total value of received net transfers
was higher than their GDP level in 2010. Dreyer and Schmid estimated the net transfers in the case of the
euro area, which would have taken place in the period 2000–2010 if the area were characterized by fiscal
federalism of a scale similar to that in the United States. It turned out that transfers between countries
belonging to the Eurozone would have to be much higher than those realized so far, even a dozen times.
These real net transfers, being the difference between the payments to the general budget of the EU and
the payments received from it, were so far small and actually insignificant compared to transfers between
states in the United States both in absolute amounts and in relative terms. Fiscal federalism would mean
economically weaker countries of the euro area possibly obtaining huge transfers for themselves and, for
countries that have been net contributors so far, a significant increase in the burden necessary to finance
these transfers. At the same time, it is important that some countries such as Italy (a net payer) would
become net beneficiaries of funds from the common budget while others, such as Ireland, would cease to
be such beneficiaries and would become net payers, which can be explained mainly by their relatively high
GDP per capita [Dreyer and Schmid, 2015].
This estimated distribution of future benefits and costs largely explains the current approach of
individual countries to the idea of fiscal federalism in the euro area. The Germans are skeptical about this
idea, while Spain, e.g., is very enthusiastic. In this situation, the question arises regarding the reasons for
the strong support of France for a separate budget for the euro area, given that as a result of fiscal federalism
of the American scale, the country would bear a much higher burden than now. Answering this question,
one can say that probably France does not expect such a negative scenario and assumes that establishing
a stronger mechanism of fiscal redistribution in the Eurozone could be a way to mitigate the problems
affecting some Member States. In practice, however, copying the American solution is not possible due to
the different structures of the euro area, as well as the institutional framework in which it operates. In the
United States, fiscal federalism is the result of a certain balance provided by state and federal elections,
while in the Eurozone, there is no such solution or something similar to it. Dreyer and Schmid [2015] point
out that the introduction of a large-scale system of transfers without a proper democratic system may end
up destroying the euro project. Therefore, the long way is to go through to achieve, in the Eurozone, an
institutional order that would provide similar fiscal federalism as in the United States.
Generally, it would be unjustified to treat the existing fiscal union in the United States as a model for the
Eurozone because the creation of such a union in this country was a very long process (lasting from 1790 to
1930). In addition, unlike in the United States, most euro area countries are opposed to the idea of a union
for fear of losing sovereignty. In the case of the Eurozone, in real terms, according to Borodo and James
[2017], there may be a compromise between the status quo and a fiscal union similar to that in the United
States, which can be defined as a partial fiscal union or partial fiscalization. It would include a banking
union, a tax union, a union of capital markets, a social security union, an energy union, and a military
union. All of these elements would constitute insurance mechanisms that protect against various types of
risk concerning the Member States. Referring to this proposal, it can be stated that the implementation of
some of its elements, such as the banking union or the capital markets union, is well advanced, while the
others are only at the initial stage, and the chances are small that they will be established in the foreseeable
future. This is due to the relatively diverse priorities implemented so far by individual countries, as well as
the awareness that in each of these areas, apart from transferring significant national competences to the
Eurozone level, it would also be necessary to transfer significant budgetary resources.
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Supporters of the fiscal union propose various solutions in the context of sources of revenues that
would go the euro area’s common budget. For example, Ruiz Devesa [2016] proposes that receipts from the
Financial Transaction Tax (FTT) and carbon dioxide tax (CO2 tax) be transferred to this budget. In addition,
this budget could receive a portion of tax revenues using a uniform EU-wide solution in the form of the
so-called “consolidated corporate tax base” if the solution was implemented throughout the Union. The
source of revenue could also be a part of the receipts from VAT (apart from the one that is already in the
EU general budget) and the tax on air travel outside the EU, as well as part of the profit earned by the
ECB. Here, it is worth noting that all these sources were discussed in the period when the current financial
perspective for 2014–2020 was created as a possible new revenue to the EU general budget. These proposals
did not receive sufficient support from the Member States and, as a result, the range of sources of income
for this budget remained unchanged. The chances that the budget of the euro area would be fed from the
above-mentioned sources are still rather small. For example, regarding the tax on financial transactions,
interest in its application within the framework of the so-called “enhanced cooperation”2 has so far only
been expressed by some EU countries, including only a part of the countries belonging to the euro area. On
the other hand, regarding the other taxes indicated above, the basic obstacle to assigning the euro budget
to the Eurozone – even a part of the proceeds from it – boils down to the Member States’ refusal to limit
the national budgets that would result from such a change. In addition, obtaining the consent of the other
EU members not belonging to the euro area to such an amendment to the Treaty on the Functioning of the
European Union, necessary for establishing a separate budget for the euro area, is unlikely.
Assuming that without a fiscal union the monetary union is incomplete, Demertzis and Wolff [2016]
postulate three steps to achieve more centralized budget functions in the euro area. The adoption of each
of these three steps should be preceded by the fulfillment of certain preconditions. Progress in the field of
fiscal integration must necessarily be a matter of trust between Member States, which is still, however, at a
low level. The first step would be to complete the banking union and establish a more reliable rule that the
euro area and its Member States are not responsible for the obligations of other Member States (no-bailout
clause). The second step would be to create funds to finance public goods and investments in the euro area,
in particular, the framework for financial support for Member States in combating major economic shocks.
It would be necessary to review the EU’s general budget and provide it with additional revenues. In order
to better deal with country-specific shocks, an important condition would be to achieve the appropriate
structural convergence of their economies. The third step would be to shift a significant amount of public
expenditure to the central level. This would allow full stabilization of the budget stabilization function at the
level of the euro area. For such a step to be possible, the real economic divergencies between the countries
of the euro area should be reduced. It would also be necessary to establish an appropriate political union
with democratic legitimacy. This means that the level of political integration would significantly differ from
what it is today. Given the scope of actions required to implement these steps, especially the second and
third, it should be emphasized that the large scale of transfer to the central level of both budgetary resources
and national powers calls into question the possibility of making these changes in the foreseeable future.
This is all the more difficult because, as Eijffinger [2017] notes, the fiscal union is not just a mechanism
for sharing the present and new debts together. It must also set out the conditions for taking decisions at
the national level in the field of fiscal policy, including the relevant budgetary rules. Just as the reforms
undertaken by Alexander Hamilton in the United States in the past led to a shift of power from the states
to the level of the federal government, the Eurozone countries would have to give up part of their national
2 Enhanced cooperation is a procedure in which at least nine EU countries can establish advanced cooperation among themselves within the framework of the Union‘s nonexclusive competences. Such cooperation is open at any time to all Member States
and aims to support the Union‘s objectives, protect its interests, and strengthen the integration process. Enhanced cooperation
can be used to overcome paralysis when the proposal is blocked by a single country or a small group of countries that do not
want to participate in the project. However, it does not allow the extension of powers beyond those allowed under the EU Treaties. Consent to enhanced cooperation shall be granted by the Council on a proposal from the Commission and after obtaining
the consent of the European Parliament. Enhanced cooperation has been used, inter alia, in the field of divorce law and patents. The possibility of applying enhanced cooperation was first introduced in 1999 by the Treaty of Amsterdam. In the Treaty
of Lisbon of 2009, the procedure was formalized and the possibilities of its application were extended to the field of defense.
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sovereignty. The fiscal union, according to Eijffinger, is the only real solution to the structural problems of
the euro area. Keeping what is now, including the Stability and Growth Pact, will mean that the fate of the
euro will go from crisis to crisis. On the other hand, Henning and Kessler [2012] point out that the absence
of a full political union in Europe is neither reason to despair nor an excuse for low expectations or half
measures. Hamilton and the other founding fathers of the United States implemented their project under
financial conditions considerably less favorable than what European policymakers face today.

6 Difficult path of reforms in the Eurozone
The long-standing divisions between the Eurozone Member States in relation to the future of the EMU and
the lack of agreement between them, on how to make it more resilient to future economic shocks, was an
important factor slowing down the changes in its architecture. Hacker and Koch [2017] reveal the lines
of profound conflict affecting efforts to reform the Eurozone. They identify that fundamental differences
between Member States over the ultimate objective of the monetary union form the central divide in the
debate on necessary reform shape. Authors point out that a relatively coherent group around Finland and
Germany would like to repair the existing status quo of the EMU in the context of the lessons learned in
the euro crisis, but, in principle, preserving the perspective of a stability union, while a rather less clearly
defined group led by Italy and France sees the lessons of the crisis as an essential shift toward a fiscal union.
It is known that creating a fiscal union would require enormous political capital and determination,
which will be difficult to achieve [Sandbu, 2017]. Even if it was possible to implement it, it would not be
able to prevent the outflow of capital from individual countries, as long as within this union, there is no
ban on the government’s indebtedness for their own account. As long as governments can do this, investors
can decide to escape from bonds issued by governments, whose credibility would be jeopardized. Sandbu
emphasizes that the only real reason for establishing a common budget and taking out loans would be
to finance projects of mutual interest to all Member States. However, it would be difficult to answer the
question why this would specifically apply to the euro area. If the aim was to implement such projects, it
would be better to increase the volume and effectiveness of financing from the EU general budget. When
assessing this proposal, it can be said that its implementation would not constitute a significant change
compared to the current situation.
On the other hand, a more radical reform of the functioning of the euro area would require a change
in the Treaty on the Functioning of the European Union. Without this, the deeper integration in this area
will be less real. After the crisis of 2009, the majority of extraordinary intervention measures were based
on agreements between governments because the Member States did not have enough determination to
take up painstaking work to change the treaty. Negative experience related to the crisis showed the need
to supplement the rules-based fiscal framework at the EU level by binding regulations at the national
level to support sound fiscal policies in all Member States and create a sustainable mechanism against
the emergence of excessive deficits. It turned out, however, that the European Council, when meeting in
December 2011, failed to reach agreement on the application of the Community method for this purpose.
In this situation, Member States that wished to adopt such domestic rules started intergovernmental
cooperation, which led to the conclusion in 2012 of the Treaty on Stability, Coordination and Governance
in the Economic and Monetary Union (TSCG).3 The key part of the TSCG is its Title III, which defines the
so-called “Fiscal Compact”. The “Fiscal Compact” is binding on the Eurozone Member States4. It sets an
obligation to incorporate in permanent national provisions, preferably constitutional, a balanced-budget
rule in structural terms, equipped with a correction mechanism automatically triggered in case of significant
deviation. Article 16 of the TSCG stipulates that within 5 years of its entry into force (i.e., by January 1, 2018),
necessary steps are to be taken with the aim of integrating its core provisions into the EU legal framework.
3 The TSCG was signed on March 2, 2012 by all EU Member States (except the Czech Republic and the United Kingdom), and it
entered into force on January 1, 2013. Croatia, which acceded to the EU in July 2013, also signed the TSCG.
4 And on a voluntary basis on Bulgaria, Denmark, and Romania.
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It means that the Fiscal Compact, being an effect of intergovernmental cooperation, was seen only as a
temporary device. The intergovernmental approach used to adopt the TSCG was a way to take the necessary
measures without delay when, at the height of the economic and financial crisis, progress in applying the
Community method was blocked in the European Council.
When it comes to the way of incorporating the Fiscal Compact into EU law, Luckner [2018] points out
that there are two main viable options: it could be incorporated either into secondary law or into EU primary
law through a treaty amendment. In practice, the first option was chosen, as, in December 2017, the EC
[2017i] published, as a part of its December 6, 2017, package of proposals, a proposal for a directive that
would implement the Fiscal Compact into EU law. The proposed directive stipulates that each EU Member
State should set up a framework of binding and permanent numerical fiscal rules that are specific to it. This
framework should include in particular a medium-term objective in terms of structural balance, in order to
ensure that the ratio of government debt to GDP at market prices does not exceed the reference value5 (i.e.,
60%) or approaches it at a satisfactory pace [EC, 2017i]. According to Horvath [2018], the proposed directive
would explicitly hand a lot of control over budgetary affairs to Member States, as long as their conduct is
consistent with a commonly defined long-term target for public debt. The result could be a much simpler
system, with a lot less intrusion “from Brussels” in the absence of gross failures. Despite this positive
potential effect, the idea of incorporating the Fiscal Compact into EU law arouses much controversy. This is
mainly due to the concerns of some countries about the negative impact of reducing debt on the economic
situation.
Brugnolini and Corrado [2018] estimated the macroeconomic effects of a debt consolidation policy in the
euro area taking into account one of the main rules enshrined in the Fiscal Compact, i.e., the rule requiring
the signatory states to target a debt-to-GDP ratio <60%. The authors studied different debt consolidation
scenarios, assuming different timings for absorption of the excess debt, and showed that compliance with
the debt consolidation rule can exacerbate the effects of the shocks in the economy and that the effects on
output, employment, real wages, inflation, and interest rates may be sizable.
Opponents of the Fiscal Compact point out that, enshrining it in the EU’s legal framework will restrict
Member States’ ability to respond to the economic cycle through fiscal policy and commit EU countries to
permanent austerity. After a decade of stagnation, some authors see austerity as a failed ideology, with
piling evidence showing that economic crises are triggered and prolonged by austerity programs [Matias et
al., 2017]. Previously, in 2013, a very large group of economists from various EU countries, as well as from
countries outside the EU, published in the Financial Times [2013] a warning that austerity policies may
cause severe damage for the economic prospects of the Eurozone. In December 2017, another large group of
economists also published an appeal against the inclusion of Fiscal Compact in the European treaties or the
EU secondary law [Arestis et al., 2017]. Authors of the appeal emphasize that it would be counterproductive
and undesirable to do this, because it would reinforce the usual deflationary environment. In general, it
can be said that the issue of the Fiscal Compact reflects the above-mentioned significant conflict of interest
between the countries of the euro area, a conflict affecting the direction and speed of reforms.
In the speech on the State of the Union, delivered on September 13, 2017, to the European Parliament,
Jean-Claude Juncker, Chairman of the EC (2017d), opposed the creation of parallel structures for the
Eurozone, in addition to those already existing in the EU, including the idea of creating a separate
parliament for the euro area. He stressed that the parliament for this zone is the European Parliament. The
directions of changes presented in the address indicate that the EC is in favor of not separating the euro area
from the rest of the EU countries by establishing a separate budget and a separate parliament for it. The EC’s
proposals published on December 6, 2017, mentioned previously, show that significant changes are to be
made in the euro area governance system, although they will not be as radical as those proposed by fiscal
federalism supporters. The Commission has advocated that the EMF, established under intergovernmental
treaty, be included in the EU Treaty and be supervised by the new Minister of Finance and Economy of the
euro area. This minister would be not only a Commissioner but also a member of the Eurogroup. One can
5 Set out in Article 1 of Protocol No. 12 (annexed to the Treaty on European Union and to the Treaty on the Functioning of the
European Union) on the excessive deficit procedure.

96

L. Oręziak

generally say that after these changes, the euro area would continue to rely mainly on national budgets for
macroeconomic stabilization.
This situation will not change significantly even if, according to the recent Franco-German proposal,
a separate budget for the euro area would be implemented. The proposal is about establishing a Eurozone
budget in 2021 within the framework of the EU to promote competitiveness, convergence, and stabilization in
the euro area, as stated in the so-called “Meseberg Declaration”, agreed by the French President Emmanuel
Macron and the Chancellor of Germany Angela Merkel on June 19, 2018 [Meseberg Declaration, 2018].
According to the Declaration, decisions on funding should take into account the negotiations on the
next Multiannual financial framework. Resources would come from national contributions, allocation of
tax revenues. and European resources. The Eurozone budget would be defined on a pluriannual basis and
would support competitiveness and convergence through investment in innovation and human capital.
It could finance new investments and come in substitution of national spending. Strategic decisions on
the Eurozone budget would be taken by the Eurozone countries and decisions on expenditures should be
executed by the EC. When analyzing this proposal, it should be noted that the size of a separate budget
for the euro area, or specific sources of its financing, have not been indicated. It can be assumed that both
issues can be the subject of a serious dispute between the euro area countries, as well as between them
and other EU Member States. For the latter, it is important whether the funds that will be directed to the
Eurozone budget will reduce resources available from the EU general budget.

7 Conclusions
The public debt crisis in the Eurozone, which is one of the consequences of the financial crisis of 2007–2009,
has contributed to the introduction of various changes in the management of the euro area since 2010. The
purpose of these changes was to increase the effectiveness of existing regulations aimed at disciplining the
fiscal policy of countries belonging to this zone, in particular, reducing the risk of excessive budget deficits.
Only recently, a debate was held on such systemic changes that would overcome or at least mitigate the key
weakness of the euro area construction resulting from the decentralized nature of fiscal policy.
The problems that have hit the euro area as a result of the recent sharp public debt crisis have
highlighted the need to create solutions that would enable the joint institutions to respond more effectively
to the crisis than was the case in practice after 2010. This need revived the discussion in the Eurozone on
fiscal federalism and the possibilities of the evolution of the integration process toward a fiscal union. This
discussion has been reflected in the proposal recently put forward by the EC, especially in 2017.
In the search for alternatives to the idea of a separate budget, the attention of politicians and
representatives of EU institutions has been focused in the recent period, among others, on proposals to
strengthen the role of the ESM and, in the longer term, transform it into an EMF, which would be able to
not only provide Member States with financial support in crisis situations but also oversee their policies.
However, putting these even less-radical measures into practice may prove difficult, given the profound
divisions between Member States over the direction of needed reforms. As regards the prospects of a fiscal
federation, the Eurozone Member States are not ready to make any significant political leap. For reforming
the Eurozone, these countries will rather opt for a small-step method. Taking this into account, it can be
considered that the hope is quite weak that a comprehensive anticrisis mechanism will be established in
time before the next crisis inevitably comes.
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Abstract: The decision of the United Kingdom (UK) to leave the European Union (EU) is unprecedented,
especially considering the recent trend in the global economy toward economic integration. There is a
multitude of research concerning the implications of economic integration; however, research in the
field of disintegration is scarce. Brexit serves as an interesting case study to investigate the effects of
economic disintegration. The implications for trade are especially fascinating as trade liberalization is
one of the most important benefits of economic integration. Existing studies focus mainly on Brexit’s
impact on the UK’s exports and imports, while less attention has been paid to Brexit’s effects on the trade
of other countries. The main objective of our research is to estimate Brexit’s influence on Polish exports.
We present several possible scenarios of future trade relations between the UK and the EU and assume
that, at least in the nearest-future post-Brexit scenario, trade under the World Trade Organization rules
is most likely. This will result in the imposition of tariffs on trade between the UK and the EU members,
including Poland. In our research, we used the real exchange rate of the Polish zloty against the British
pound as a proxy for the changes in price competitiveness of Polish exports due to the imposition of
tariffs. We find that in the first year after Brexit, the dynamics of Polish exports to the UK will decrease
due to the imposition of customs duties by 1.3 percentage points (pp) and by 0.1 pp when it comes to
total Polish exports. This paper contributes to the discussion on the effects of disintegration on trade. We
propose a new method for assessing changes in trade volume due to increase of trade barriers.
Keywords: Brexit, international trade, European integration
JEL codes: F13, F14, F15, F17

1 Introduction
The trend toward the deepening of international economic integration by reducing trade barriers has been
observed in the global economy over the past few decades. According to the World Trade Organization
(WTO), the number of regional trade agreements increased from ~40 in 1990 up to almost 280 in 2016 [WTO,
2016]. Considering the growing global economic integration, the decision of the United Kingdom (UK) to
leave the European Union (EU) was unexpected and extraordinary. On 23 June 2016, the Brexit referendum
took place, and a majority of British voters opted for the UK to leave the EU. The proponents of Brexit raised
arguments concerning the protection of the British labor market and the autonomous economic policy1.
Following the provisions of Article 50 of the Treaty on European Union2, the EU was officially notified by the
1 Lord Ashcroft Polls, How the United Kingdom voted on Thursday… and why, 24 June 2016, available at: http://lordashcroftpolls.com/2016/06/how-the-united-kingdom-voted-and-why/, accessed: August 21, 2017
2 European Union, Consolidated version of the Treaty on European Union, art. 50, 2012 OJ C 326, available at: http://eur-lex.
europa.eu/legal-content/EN/TXT/?uri=celex:12012M/TXT, accessed August 21, 2017
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UK about its intention to leave. This triggered negotiations, which should result in a withdrawal agreement
within 2 years of the notification. If no agreement is reached within this time frame, the UK will leave the EU
without any additional provisions, unless the European Council, in agreement with the UK, unanimously
decides to extend this period. The official notification was presented on 29 March 2017; therefore, by the
end of March 2019, the UK will cease to be an EU member, unless an extension of the negotiation period is
applied.
Since economic integration has been observed for many years, there exists a wealth of research
concerning its impact on the economies of participating counterparties. Brexit, on the other hand, is a
movement in the opposite direction – toward disintegration. As a part of the EU, the UK has reached a
degree of integration with other EU members that will not be achievable in any other possible outcomes
following Brexit. First and foremost, leaving the EU means that the UK will lose its unconstrained access to
the EU Single Market, which is available only for EU members. Therefore, Brexit serves as an incentive to
conduct studies on the effects of economic disintegration.
We assume that trade relations between the EU members and the UK after Brexit will be defined by the
WTO rules (henceforth referred to as Hard Brexit scenario). Other less likely options are as follows: the UK’s
accession to the European Free Trade Area (EFTA); a customs union between the EU and the UK; and a free
trade agreement (FTA) between the UK and the EU.
In our study, we focus on Brexit’s impact on Polish exports. There are already publications covering the
effects of Brexit on international trade; however, these studies focus mainly on the impact to the UK, while
trade effects for other countries have not been investigated fully.
The analysis of Brexit effects is relevant from Poland’s point of view, since according to the
international trade data obtained from Eurostat, the UK was the second biggest importer of Polish goods in
2016, receiving ~7.3% of total Polish exports. Hence, the UK is an important economic partner for Poland.
In order to estimate the change in Polish export dynamics due to Brexit, we created a model in which
fluctuations of the real exchange rate of the Polish zloty against the British pound (PLNGBP) serve as a
proxy for the change in price competitiveness of Polish exports. Assuming the Hard Brexit scenario, we can
assess the deterioration of price competitiveness of Polish exports to the UK due to imposition of tariffs in
mutual trade. The presented approach is complementary to the existing literature. Our understanding is
that approximation of customs duties’ impact on the price competitiveness caused by fluctuations of the
exchange rate has not yet been applied by other authors. Our paper is, to the best of our knowledge, the first
research providing a methodology that is truly country specific.
Our results indicate that in the first year after Brexit, the dynamics of Polish exports to the UK will
decrease by ~1.3 percentage points (pp) and, therefore, the total exports dynamics will be lower by ~0.1 pp.
Hence, the results indicate that the impact of Brexit on the gross domestic product (GDP) growth rate of
Poland will be negligible.
This paper is organized as follows. In Section 2, we present a literature review concerning the effects
of economic integration and the latest research on Brexit effects. In Section 3, we discuss the possible
scenarios of the UK’s trade relations with the EU after Brexit. Section 4 includes a presentation of the
applied methodology and data used in our research, followed by our results in Section 5, and concluding
remarks in Section 6.

2 Literature Review
The consequences of economic integration agreements (EIAs) have been a topic of extensive research for
>5 decades. Considering our analysis, the impact on trade flows is especially interesting. The gravity model
is one of the most popular methods used to examine the impact of integration on trade. In short, this
model describes bilateral trade flows as a function of the size of the countries’ economies (measured in
GDP) and the geographical distance between them. There is a positive correlation between trade flows and
countries’ GDP, while the dependence between trade and distance is negative. The gravity model is usually
augmented either by additional exogenous variables, such as exchange rate or by dummy variables (e.g.,
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for the existence of an FTA between trading partners). The effects of EIA can be derived by estimating the
trade flows in two counterfactual scenarios: in the presence of such agreement and without it [Busch and
Matthes, 2016].
The first application of the gravity model can be found in the study by Tinbergen [1962], where the
author evaluated the effects of a membership between the British Commonwealth (BC) and participation
in the Benelux Free Trade Agreement (BFTA) on trade flows using data from 1959. The results of his
calculations indicate that BC membership was associated with an ~5% increase in a country’s exports to
other BC members, while in the case of BFTA, the exports between partners were higher by ~4%.
The results of the research that emerged in the following years do not give a clear answer about the
significance of the EIA impact on trade [Baier and Bergstrand, 2007]. However, as Baier and Bergstrand
pointed out in their research, these results were often biased downward and underestimated the effects of
preferential trade agreements (PTAs) because of an assumption that PTA dummies are exogenous random
variables, while, in reality, they are not. Baier and Bergstrand addressed this issue by using panel data
about PTAs between 96 potential trade partners in the years 1960–2000 and found that the existence of a
trade agreement approximately doubles bilateral trade flows after 10 years.
In the study by Bergstrand et al. [2011], six trade agreements in which the EU participates are analyzed.
The results show that in four cases, there was a statistically significant increase of trade flows between
partners. The FTAs were associated with an increase of EU exports to Chile, Tunisia, and Morocco, while in
the case of an FTA with Mexico, the increase was observed in EU’s imports.
Another comprehensive study was conducted by Saucier and Rana [2017]. The authors point out that
up to the year 1990, trade agreements usually did not include following provisions that are not regulated by
the WTO rules: financial capital mobility, competition policy, labor mobility, and environmental standards.
In their research, the authors analyzed the impact of including these provisions within the framework of
a trade agreement. Using data on the existing trade agreements and trade flows for 188 countries in the
period between 1960 and 2010, the authors applied the gravity model. Their results show that, in general,
inclusion of these provisions has a positive effect on bilateral trade flows, increasing their volume by 35%
in the case of environmental standards and up to 43% in the case of capital mobility.
Trade effects of Brexit are a relatively recent subject of research, yet even before the UK decided to leave
EU, Springford and Tilford [2014] had conducted a study based on the gravity model and used data on the
trade flows and trade agreements between the UK and 181 countries between 1992 and 2010. They found
that due to EU membership, trade in goods between UK and other EU members is, in general, 55% higher
than the results from the size of the countries’ economies and other controls.
The dominant method applied to forecast future effects of Brexit is known as the computable
general equilibrium (CGE) model. This form of analysis simulates the impact of trade policy measures on
endogenous variables, such as GDP or exports. The general idea behind the CGE model is to present a
simplified version of the economy by capturing the number of interdependencies between countries and
sectors. The results are measured by the difference between two simulated future equilibria – one assuming
the implementation of a given policy; and the other without it [Busch and Matthes, 2016].
Dhingra et al. [2016] applied the CGE model to estimate the economic impact of Brexit. Their results
vary. However, they all point to a decline in the UK’s foreign trade due to Brexit. In the short term, i.e., in the
first year after Brexit, the total British export is expected to decrease by 4% in the optimistic scenario and
up to 12% in the pessimistic one, while the decrease in total imports can range from 5% to 12%.
In another study, Kierzenkowski et al. [2016] applied the Organisation for Economic Co-operation and
Development (OECD)’s trade model, termed the ModElling Trade at the OECD (METRO), which is a new
form of the CGE approach. Their research of the Brexit effects indicates a possible drop in British exports
amounting to anywhere from 6.4% to 8.1%, depending on the assumed scenario.
Her Majesty’s Treasury [2016] estimated the long-term impact of Brexit (within a 15-year horizon) on
the UK trade volume using the gravity model. The results show that in comparison to remaining an EU
member, the trade volume for the UK will drop by 9% in the optimistic scenario and up to 24% in the most
pessimistic one.
According to our best knowledge, there is only one study directly presenting Brexit’s impact on Polish
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exports. Lawless and Morgenroth [2016] calculated the effect on each of the EU members by combining
trade elasticities on the sector levels obtained from Imbs and Mejean [2017], the rise in trade costs due to
imposition of tariffs under the Hard Brexit scenario, and the trade structure between the UK and a given
country. Their results indicate that the UK’s exports to the EU would fall by 22.25%, implicating a decrease
in total UK exports by 9.83%. The effects for Poland show that Brexit will cause 30.58% reduction in the
country’s exports to the UK, which means a drop of 2.08% in total Polish exports.
We find shortcomings in the approach of Lawless and Morgenroth, due to issues resulting from the
application of trade elasticities. Imbs and Mejean calculated elasticities on the sector level for 28 developed
and emerging markets from all over the world. Lawless and Morgenroth applied a cross- country median
for each sector, meaning that they did not use the UK’s import price elasticity for a particular sector, but a
median that could be derived from another country. It should be noted that, as shown by Imbs and Mejean,
there is a significant difference between countries’ elasticities, e.g., in the case of the petroleum sector, the
median elasticity is equal to –4.6, while the minimum value of –26.3 occurs for Spain and the maximum of
–2.5 occurs for the UK.
Further, Imbs and Mejean calculate an aggregate elasticity, which means that they do not present the
price elasticity of UK’s imports against a particular trading partner but as a whole. These authors even
point out that Poland is one of the countries excluded in their computations. It is to be expected that UK’s
import price elasticity varies across trading partners. An exemplary explanation of these differences could
be the country-specific preferences among immigrants in the UK. Polish was the most common non-British
nationality in the UK in 2015, accounting for 916,000 residents, while the second most common nationality
(India) accounted for 362,000 residents3. Therefore, preferences of Poles can influence the price elasticity of
imports from Poland, and it can be expected that this indicator is different from the aggregate value.
Finally, Imbs and Mejean calculated trade elasticities based on data from the years 1995–2004.
However, the EU has grown since 2004, which has caused changes in the relative price competitiveness of
imports from new member states. As Poland entered the EU in 2004, it is to be expected that its current price
elasticity varies compared to the period before accession. In addition, globalization causes imports to be
more price elastic, as the substitutes are available to a wider extent due to lower customs duties and freer
international trade. Thus, the more appropriate approach would be to calculate elasticities based on more
recent data, in order to capture changes that occur in global economy.
For these reasons, we find the method applied by Lawless and Morgenroth to be too general and
inadequate to calculate the impact on a single country, Poland in particular. Therefore, we would like to
contribute to the existing studies by proposing a different approach to the estimation of the changes in
imports dynamics due to the imposition of customs duties, which is specifically designed for trade between
Poland and the UK. In our study, we apply the ordinary least squares (OLS) model in which imposition of
tariffs is captured by changes in dynamics of the real exchange rate of the Polish zloty against the British
pound. According to our best knowledge, our study is the first application of such an approach. Furthermore,
in the method applied by Lawless and Morgenroth, it is assumed that the elasticity of imports from Poland
is the same as that of imports from any other country. We address this issue by estimating the parameters
of our model using specific data on the trade between Poland and the UK. This gives us the model, which is
free from the generalizations present in the study by Lawless and Morgenroth.

3 Scenarios
Negotiations concerning the terms of Brexit are in progress, and their outcome is unknown. Given the
existing forms of international cooperation, we can identify four possible scenarios. As each one of them
would result in different limitations to trade between the UK and the EU, we present possible outcomes in
3 Office of National Statistics, Population of the UK by Country of Birth and Nationality: 2015, available at: https://www.ons.gov.
uk/peoplepopulationandcommunity/populationandmigration/internationalmigration/bulletins/ukpopulationbycountryofbirthandnationality/august2016, accessed August 21, 2017
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more detail with an assessment of the probability of their occurrence in the short term.
In the first scenario, trade between the EU and the UK will be carried out within the framework of the
WTO, of which both the UK and other EU States are members. WTO covers trading in goods (under the
General Agreement on Tariffs and Trade [GATT]) and services (under the General Agreement on Trade in
Services [GATS]). One of the most important rules of WTO is the most favored nation (MFN) rule. It means
that a member state must not use preferential rates of customs duties with regard to only one WTO member
state, thus discriminating other WTO members. Once customs duties have been reduced for one member
state, the remaining ones should be offered the same terms. Exceptions from the MFN rule are allowed,
e.g., in the case of FTAs (e.g., the EU agreement with Switzerland) or customs unions (e.g., the EU). In these
cases, trade may be liberalized under a trade agreement, providing its scope of goods is wide enough and
it does not directly deteriorate the situation of other WTO members. Individual rates of customs duties,
limits on imports and exports at lower customs duties, and other terms of foreign trade applied by the
respective WTO members are agreed on a country’s negotiations with the remaining WTO members and
are included in the so-called schedules of concessions. The EU members apply a common schedule of
concessions, although each of them is individually a WTO member. This means that on exiting from the EU,
the UK will have to establish its own schedule of concessions. The UK will most likely adopt the schedule of
concessions currently applied by the EU. The adoption of the same customs duties as those used by the EU
vis-à-vis the remaining WTO members should not be met with their objections, as it will not deteriorate the
terms on which they are currently carrying out trade with the UK.
The second scenario is the conclusion of an FTA between the UK and the EU. In addition to trade
in goods, they may include other provisions, which may for instance apply to services or movement of
people and capital. However, the scope of the mutual economic cooperation would largely depend on the
compatibility of the future UK legislation with the EU law. At the same time, an FTA must have a wide scope
(it cannot apply to single sectors) in order to comply with the WTO rules. An FTA is not a customs union
and does not imply membership in the Single Market. Consequently, the UK would maintain independence
from the EU in shaping its customs policy vis-à-vis third countries. We believe that, compared to other
scenarios, an FTA provides the UK with the most freedom in shaping the terms of future relationship with
the EU and, in our view, this is the most preferred option. However, signing an FTA is a lengthy process,
judging by the negotiation of the agreement between the EU and Canada (Comprehensive Economic and
Trade Agreement or CETA).
The third scenario is a customs union between the UK and the EU. A customs union assumes the lifting
of tariff and nontariff barriers in trade in goods between its members, as well as a common trade policy visà-vis third countries. This would mean the necessity of subordinating a significant portion of British law to
the EU law and no independence in conducting trade policy with the countries that are not EU members.
In addition, a customs union would need to have a wide scope and could not apply to single sectors. At
the same time, a customs union would not govern issues relating to movement of services, where most
restraints are of a nontariff nature. In our view, due to the reasons for which the UK decided to exit the EU
(Brexit proponents were most often raising arguments concerning the freedom of conducting economic
policy), the probability of this scenario is low.
The fourth scenario is the UK’s accession to the EFTA, currently affiliating Norway, Iceland, Liechtenstein,
and Switzerland. Membership in the EFTA would allow the UK to join the European Economic Area (EEA),
which currently affiliates the EU, Norway, Iceland, and Liechtenstein. The EEA is based on the principle of
free movement of goods, people, services, and capital. Consequently, this solution would be the closest to
the current status. Countries belonging to the EEA are members of the single market of services. However,
the EEA does not mean full participation in the EU Single Market of goods, because the EU and the EFTA
members belonging to the EEA do not form a customs union and, consequently, they are not obliged to
apply the same tariff rates to third countries. This allows the EEA members to shape independent trade
policy vis-à-vis third countries but also creates limitations in the mutual trade in goods, which remains
based on the rule of origin. In short, the rule of origin consists in determining the main country of the origin
of goods based on the origin of their components. It allows the UK to determine the rate of customs duty
to be applied on products made from components originating from different countries. In addition, the
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free movement of goods does not apply to all the markets and does not cover agriculture or fisheries. Due
to the high level of economic integration and liberalization of movement of goods, services, capital, and
people, the EFTA members affiliated in the EEA are required to implement into national law the EU single
market legislation, including legislation on consumer protection, company law, environmental protection,
and social policy. At the same time, they have no formal influence on the decisions of the EU institutions
responsible for those regulations. The EFTA countries affiliated with the EEA are required to contribute to
the EU budget. Considering that membership in the EEA would mean the need of significant harmonization
of British law with the EU law without a possibility of influencing the EU legislative process and the need to
maintain free movement of people, we consider that the probability of the implementation of this scenario
is low.
Considering the political and social background of Brexit and the will to minimize the impact of its
costs on British consumers and producers, the most beneficial option for the UK would be signing an FTA
with the EU. According to the EU law [Munro, 2016], no deal can be struck before UK officially ceases to
be an EU member. This was confirmed by the President of the European Council, Donald Tusk, according
to whom, unless sufficient progress has been made in negotiations concerning the terms of withdrawal of
the UK from the EU, no parallel talks on the possible signing of the FTA can take place [Bloomberg, 2017].
The negotiations on the terms of Brexit will be a lengthy process. Thus, our base scenario assumes that the
UK will not manage to negotiate an FTA with the EU before leaving it. Taking into consideration the main
reasons for Brexit, both EFTA/EEA and customs union with the EU are options that the British government
is unlikely to accept. This means that once the UK has left the EU, until a possible FTA is signed, their trade
relations are likely to be defined by the rules resulting from the membership of the UK and of the remaining
EU states in the WTO. The main risk to our scenario is that the UK will negotiate a temporary solution, the
form of which is impossible to predict at the current stage of the negotiations.

4 Methodology and Data
We deviated in our study from traditionally applied methods, i.e., gravity and CGE models, and developed
our own approach. It can be presented by the following OLS linear regression:

tradet =
α + β1exratet + β 2 pmit + β3 AR (1)t + ε t

(1)

The dependent variable trade denotes an annual dynamics of Polish exports to the UK, adjusted with the
Polish exports deflator. In the group of independent variables, we have included the annual dynamics of
real exchange rate of the Polish zloty against the British pound (PLNGBP) lagged by two quarters (exrate),
change in the UK’s manufacturing Purchasing Managers Index (PMI)4 in annual terms (pmi), and the firstorder autoregressive process AR(1). The parameters a and e stand for an intercept parameter and a random
error term, respectively.
Our method is based on the assumption that changes in the annual dynamics of real PLNGBP
exchange rate serve as a proxy for changes in the price competitiveness of Polish exports to the UK due
to the imposition of customs duties. Hence, we can implement changes in ad valorem customs duties as
the changes in exchange rate, as both values directly affect the price competitiveness. In our model, we
assume that an increase in duties will be completely reflected in the final prices of exported goods. It means
that the consumers will bear the customs duties costs, as the exporters will not reduce their margins. This
assumption is a common approach in existing literature [Dhingra et al., 2016; Lawless and Morgenroth,
2016]. The use of a lag of two quarters is motivated by the fact that the price-adjusting process to the changes
4 Manufacturing Purchasing Managers Index (manufacturing PMI) is a survey-based indicator of an economic activity in the
manufacturing sector. The questionnaire covers aspects such as output, new orders, suppliers’ delivery times, purchases, employment, and others. Each month, executives in manufacturing companies are asked to describe each aspect as better, worse,
or the same, compared to the previous month. The net balance of the survey responses is taken into account. PMI values >50
mean an improvement of economic activity, while values <50 mean deterioration [IHS Markit, 2017].
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in foreign exchange (FX) rates is gradual.
Adding FX rates as an explanatory variable in trade equations may pose a risk of endogeneity.
Weakening/strengthening of currency is negative/positive for the value of exports, while lower/higher
level of exports is conducive to the depreciation/appreciation of currency. Nevertheless, we have avoided
the problem of endogeneity. Firstly, Polish exports to the UK account for only 7.3% of total Polish exports.
Therefore, even marked fluctuations in Poland–UK trade do not significantly affect the equilibrium rate
of the Polish zloty. Secondly, the PLNGBP rate, which was used in our equation, is a cross rate of PLNEUR
and GBPEUR. In other words, PLNGBP is determined by the GBPEUR rate, which fundamentally remains
unrelated to the Polish economy.
The next independent variable, change in the UK’s manufacturing PMI in annual terms, reflects
economic fluctuations in the UK’s manufacturing sector. It allows us to capture changes in demand on
imports from Poland and the stage of a business cycle in the UK. An improvement of the economic situation
in the sector results in an increased demand for the intermediate goods that are used in final production.
As shown in Figure 1, this type of goods accounts for 38% of Polish exports to the UK. Therefore, it is to be
expected that changes in the UK’s manufacturing PMI have significant impact on the imports from Poland.
The change in the manufacturing PMI is calculated as the difference in the index level in a given quarter
compared to the same quarter from a previous year. Instead of PMI, we also tried to apply the annual
dynamics of: private consumption, GDP, investments, and domestic demand. Nevertheless, none of these
had sufficient explanatory power in describing changes in the Polish exports dynamics. Similarly, as in the
case of FX rates, adding business survey indicators to the trade equations may lead to endogeneity. Trade
activity may affect business sentiment in the same way as business sentiment may influence trade. In the
case of our research, there is no risk of such causality. While business sentiment in British manufacturing
may affect Polish exports, it is not likely that Polish exports to the UK, which amounts merely to 1.96% of
total British imports, would have any significant impact on the situation in British manufacturing.

Figure 1. Distribution of Polish exports to the UK by Broad Economic Categories (BEC) groups in 2016 (euros). Source: Główny
Urząd Statystyczny (GUS).

The final variable, which is a first-order autoregressive process, reflects the time series memory occurring
when using trade data.
Our model was calculated using quarterly data from the period 2006–2016, which were obtained from
the following sources:
–– Eurostat: data on Polish exports to the UK, Polish exports deflator
–– Datastream: data on PLNGBP real exchange rate
–– Markit: data on PMI values
Estimation of the coefficient for the variable exrate in the regression (Equation 1) allows us to capture the
reaction of Polish exports to the UK on the imposition of customs duties. These new costs of trade vary
across different product categories that are represented by two-digit Harmonized System (HS) codes, as
shown in Table 1. In order to capture an uneven increase in tariff rates, we have calculated the weighted
average ad valorem customs duties increase. The average of MFN applied rates imposed on each of the
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Table 1. Exports structure and ad valorem customs duties
HS code Average ad valorem
duties in the EU (%)

Share of exports of given category HS code Average ad valorem
in total exports to the United
duties in the EU (%)
Kingdom (%)

Share of exports of given
category in total exports to
the United Kingdom (%)

01
02
03
04
05
06
07
08
09
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48

0.0
3.8
0.4
0.9
0.1
0.1
1.1
0.5
0.3
0.1
0.1
0.0
0.0
0.0
0.2
2.4
0.3
2.3
1.6
0.7
1.0
0.6
0.3
1.0
0.0
0.0
0.9
0.2
0.1
0.9
0.5
0.3
3.0
1.2
0.0
0.0
0.0
0.3
3.1
2.1
0.0
0.1
0.0
3.0
0.0
0.0
0.1
1.4

0.8
0.0
0.0
0.0
0.0
0.0
0.0
0.1
0.1
0.0
0.0
0.0
0.3
0.6
0.1
0.3
0.0
0.0
0.0
0.3
1.0
1.5
3.3
0.1
2.0
0.1
0.0
0.9
0.0
0.0
0.0
0.0
0.6
0.8
14.5
12.7
0.1
14.4
0.3
0.1
1.3
0.1
0.0
0.0
6.7
1.2
0.4

1.2
5.1
11.1
5.3
0.1
6.9
8.5
5.9
2.3
2.2
12.2
1.2
2.3
0
5.4
18.2
6.8
6.1
10.7
17.5
9.2
3.9
0.8
44.7
0.2
0
0.8
4.5
4.3
0
4.8
5.5
2.4
2
4.6
6.3
5.5
5.4
6
2.6
2
4.6
1.2
2.2
2.7
3
0
0

Source: WTO, Eurostat.

49
50
51
52
53
54
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
78
79
80
81
82
83
84
85
86
87
88
89
90
91
92
93
94
95
96

0
3.1
3.5
6.1
2.8
6
6.2
6
7.3
7.3
6.1
7.9
11.7
11.3
10.1
11.1
2.3
4.3
2.8
1.4
4.6
5
0.6
0.3
1.7
3.3
0.7
6.4
2.3
3.1
0
3
3.1
2.5
1.8
2.8
1.7
5.8
3.3
1.1
2.2
4.2
3.2
2.2
2.3
2.3
3.3
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product categories has been weighted by the share of a given product category of exports from Poland
to the UK in the total Polish exports to the UK in 2016. For example, in the category HS 31, which stands
for fertilizers, the average ad valorem duty is 4.8% and it has been weighted by 0.5%, which is the share
of fertilizer exports to the UK in the total Polish exports to the UK in 2016. The MFN rates and shares of
each category are presented in Table 1. The ad valorem customs duties values were derived from the rates
currently applied by the EU on imports from third countries, obtained from the WTO database5. Our results
show that in the assumed Hard Brexit scenario, we can expect an average increase of ad valorem customs
duties imposed on Polish exports to the UK by 4.55%.
Figure 2 presents the geographical structure of Polish exports, showing that the UK was the second
biggest trade partner for Poland in 2016.
An important assumption in our research is that we consider only the effect of customs duties imposition
on Polish exports and omit other potential effects resulting from Brexit, such as depreciation of the British
currency, increase of transactional costs, a return migration of Poles, the reorientation of Polish exports
to other markets, or reallocation of some British export-oriented companies to Poland. The negotiations
concerning Brexit are not advanced enough to realistically predict the final arrangements. If we assume
the Hard Brexit scenario, for the reasons given in Section 3, it provides us only with information about
future ad valorem customs duties because most of the other provisions are outside the scope of the WTO
framework. Thus, any assumptions concerning factors other than tariffs would be burdened with a too high
level of uncertainty to make our estimates reliable. For this reason, we have decided to focus solely on costs
resulting from imposition of customs duties, which is an approach taken by Lawless and Morgenroth [2016]
as well.

Figure 2. Geographical structure of Polish exports in 2016 (euros). Source: Eurostat database.

5 Results
We estimated our model with the autoregressive moving-average (ARMA) maximum likelihood method. The
results are presented in Table 2.
Table 2. Estimation results
Variable

Coefficient

p-value

a

9.2907

0.0000

exrate

–0.2947

0.0685

pmi

0.4140

0.0800

AR(1)

0.4909

0.0043

Source: own elaboration.
5 Available at: http://tariffdata.wto.org/; accessed: April 20, 2017.
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According to the results of our estimates, a 1 pp decrease in PLNGBP exchange rate dynamics leads to
a decrease in the dynamics of Polish exports to the UK by ~0.29 pp. In the case of PMI, its increase by 1
point on an annual basis results in, ceteris paribus, exports dynamics being higher by ~0.41 pp. All of the
exogenous variables are statistically significant at 10% level of confidence.
According to the results of our model, in the assumed Hard Brexit scenario, the imposition of ad
valorem duties by an average amount of 4.55% leads to, ceteris paribus, a decrease in the annual dynamics
of Polish exports to the UK by ~1.3 pp in the first year after Brexit. Taking into account that in 2016, ~7% of
Polish exports was directed to the UK, the impact on the dynamics of total Polish exports would be equal
to a decrease by 0.1 pp. Hence, the imposition of duties would have a negligible effect on the growth rate of
GDP of Poland.
As our results show an impact on trade dynamics, they are not directly comparable with the existing
research of other authors [Lawless and Morgenroth, 2016]. What can be said, however, is that all results are
consistent in terms of the direction of Brexit impact, indicating that its outcome for Poland will be negative.

6 Concluding Remarks
The most common view in existing research is that the UK’s membership in the EU is economically beneficial
for the UK as well as for other EU members. Empirical papers suggest that Brexit will have a negative impact
on trade flows between the UK and other countries associated within the EU. The results of our research are
in line with that view, indicating that in the year following Brexit, the annual dynamics of Polish exports
to the UK will decrease by 1.3 pp compared to the situation when the UK remained an EU member, while
the total Polish exports dynamics will decrease by 0.1 pp. Our analysis is based on the assumption that
future UK–EU trade relations are defined by the WTO rules, at least in the short period following Brexit.
We find this scenario most possible because other arrangements would not be preferred by the UK or they
would not be achievable within the time frame designed for Brexit negotiations. Under this scenario, we
can estimate a direct impact on trade due to the deterioration of Polish exports’ price competitiveness,
caused by imposition of customs duties.
It is noteworthy that we omit Brexit effects other than those that are tariff-related, since any assumptions
about arrangements concerning those factors would be burdened with a very high degree of uncertainty.
However, it is likely that adding those effects would deepen the negative impact of Brexit on trade. In fact,
nontariff costs (NTCs) could potentially have a significant impact on overall trade costs. Dhingra et al.
[2016] mentioned that in an optimistic scenario, NTC could amount to 2.01% in tariff equivalent, while in
a pessimistic one, it could equal 6.04%. These numbers are based on the assumption that after Brexit, the
UK would face a fraction of the NTCs calculated for the EU and the USA by Berden et al. [2009], who used
business surveys and econometric methods for estimations. Such values may indicate that our assumptions
are conservative, as we focus solely on tariff costs, which amount to 4.55%. Nevertheless, in order to avoid
the necessity of making arbitrary assumptions about NTCs, similar to Dhingra et al. [2016], we decided to
dedicate our research to the Brexit effects that we can reliably estimate.
On the other hand, the relatively low labor costs in Poland and the low geographic rent due to its
attractive location in the center of Europe may encourage some of the British companies to reallocate their
activity to Poland. It would allow them to lower production costs and maintain their free access to the EU
Single Market, which would have a positive impact on Polish exports, including exports to the UK. This
creates room for further research in the field of Brexit implications for Polish exports.
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Abstract: In the European Union Member States, value-added tax (VAT) is undergoing a continuous process
of harmonization, which was initiated in the 1960s by the introduction of the First and Second Council
Directives and which resulted in the implementation of the common tax assessment base. Currently, the
European Union VAT system faces multiple challenges related in particular to the negative side effects
of certain design features and progressing globalization. The main aim of this article is to discuss some
dilemmas of the common VAT model. Particular attention is placed on the fiscal consequences of VAT
preferences, as well as on the origins, components, and implications of the VAT gap. For the purpose of
this analysis, 2 neighboring countries were selected, namely, Germany and Poland. On the basis of the
national and Eurostat data, the author calculates the most significant VAT performance indicators and
reviews the factors decreasing VAT efficiency in these countries in comparison to other European Union
Member States.
Keywords: value-added tax, collection performance, tax gap, tax expenditures, tax fraud, Germany, Poland
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1 Introduction
Due to its revenue-raising potential, value-added tax (VAT) has become one of the most popular tax levies
in the world. According to the statistics of the Organisation for Economic Co-operation and Development
(OECD), the number of countries applying VAT increased from 10 in 1969 to 166 in 2016. As a result, VAT
generates currently about one-fifth of global tax revenue. As is often indicated in the economic literature,
VAT prevalence is a testament to its important virtues, such as efficiency, relative neutrality, simplicity,
transparency, invisibility to taxpayers, and low administration and compliance costs. VAT implementation
is also one of the preconditions for European Union membership. In the European Union Member States,
VAT is regarded as the principal revenue source both in the budgets of particular countries as well as in the
European Union budget. Its relation to the gross domestic product (GDP) in the EU-28 is nearly 7.0%, and
VAT-based contributions represent approximately 12.3% of the total EU budget.
The present European VAT model is far from being ideal. Design deficiencies may threaten its
functionality, distort economic agents’ decisions, harm the competitive position of private businesses, and
be one of the reasons for its decreased efficiency. Bettendorf and Cnossen (2014, p. 2) even indicate that
in view of the VAT shortcomings, the European Union model is in danger of becoming an anachronism
compared with other VATs. Widely applied diversified VAT expenditures significantly lower VAT yield.
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They increase not only the complexity of tax regulations but also the administration and compliance
costs. In addition, the multitude of tax exemptions, reduced tax rates, and special schemes may create an
opportunity for VAT fraud or evasion.
VAT performance and selected challenges faced by legislators in order to design a more efficient VAT
system are debated in this article. Most of the papers discussing VAT analyze its performance by comparing
collection efficiency indicators in all the European Union Member States, on the basis of Eurostat data only.
They do not take into account national discrepancies in tax design. Although VAT base is harmonized,
there are still some design features that differ more or less among countries and have considerable effect
on VAT collection. Among these are inter alia certain VAT expenditures, which are addressed very rarely
in international comparison – recently in the OECD publication that appeared in 2010 (Tax expenditures,
2010, pp. 1–242). Moreover, some harmonized principles, e. g., destination principle, may have a different
influence on the scale of VAT fraud as a result of diversified measures applied to safeguard VAT collection.
The author attempts to answer the question regarding the extent to which these features may affect collection
efficiency in Germany and Poland. It verifies the opinion that the German VAT is more efficient than the
Polish one as a result of both narrower application of tax expenditures and smaller VAT fraud scale.
The article is composed of 3 parts. The first part presents VAT efficiency measures such as the efficiency
ratio, c-efficiency ratio, and VAT revenue ratio (VRR) to compare VAT performance in Germany and Poland.
The second part discusses issues such as VAT expenditures and the VAT policy gap. The last part is devoted
to VAT fraud and VAT evasion. The indicators are calculated on the basis of the data published by the
Ministries of Finance of both countries. The period of analysis depends on the availability of the data and
covers in particular the years 2007–2016. Selected VAT performance measures and application problems,
e.g., VRR and VAT gap, are also addressed in a wider European Union context–.

2 Evaluating VAT performance in Germany, Poland, and the other
European Union Member States
European Union Member States vary markedly with respect to the importance and structure of their tax
revenue. In the ranking of the countries with the highest ratio of total taxes (including social security
contributions) to GDP, prepared by the European Union in 2017, Germany occupies the 9th position (38.6%)
and Poland – 22nd (32.5%). If social security contributions are excluded, the relative positions of these
countries change: Germany ranks the 17th (23.5%) and Poland – 24th (20.0%). Germany has a tax system
that is based on high social security contributions. The ratio of direct taxes to total taxation is oscillating
in this country around the EU-28 average. Indirect taxes in Germany as a percentage of total taxation have
been the lowest in the EU-28, and they have accounted for approximately 28.5%. In the same period, in
Poland, they have represented as much as 40.1% of total taxation. It has to be noted that the European
Union average in this regard is 35.1%. In Germany, the proportion of revenue collected from consumption
taxes is definitely lower than in Poland and equals 27.0%. Poland is among the countries with a high share
of social security contributions in total taxation (38.9%) and, at the same time, a relatively low share of
direct taxes in total taxation (21.4%). However, contrary to Germany, the share of consumption taxes in
Poland is higher (by 6.5 percentage points) than the EU-28 average and reaches 35.2% (Taxation Trends in
the European Union, 2017, p. 193).
The taxation system in Germany is more complicated than in Poland. Germany imposes 38 different
taxes (not taking into account social security contributions), while Poland imposes 17. Many German taxes
are transaction based or have a local character (Steuern von A bis Z, 2016, p. 28). As a result, they have
a relatively low revenue-generating potential. The VAT (Umsatzsteuer) makes a significant contribution
to government tax revenue both in Germany and in Poland. In 2016, this tax raised approximately 217.1
billion euros in Germany and 29.8 billion euros in Poland, which represent, respectively, 30.98% and
46.93% of total tax revenue (Figures 1 and 2). Other important revenue sources in Germany include wage
withholding tax (Lohnsteuer), assessed income tax (veranlagte Einkommensteuer), corporate income tax
(Körperschaftsteuer), excise duties such as tobacco tax (Tabaksteuer) or energy tax (Energiesteuer), and
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trade tax (Gewerbesteuer), which is one of the taxes imposed and collected by municipalities. In Poland,
excise duties are notably more fiscally efficient than in Germany. Personal income tax in Poland, however,
plays a less important role as a source of revenue than the German wage withholding tax and assessed
income tax together. When it comes to VAT revenue (VR) in nominal terms, Germany ranks as the 1st and
Poland 8th in EU-27 (Table 1). Poland collects more revenue from VAT than Belgium, Austria, and Denmark
and less than Italy or Spain.

Figure 1. Structure of tax revenue in Germany in 2016. Source: Own elaboration (based on Kassenmäßige Steuereinnahmen,
2017).

Figure 2. Structure of tax revenue in Poland in 2016. Source: Own elaboration (based on Analiza wykonania budżetu państwa,
2017, p. 85).
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Table 1. VR, VRR, and VAT rates in the EU-27
EU Member State

VAT revenue
A
B
C=
(2010)
(2014)
(B – A)/A×100
(million euros) (million euros) (%)

Germany
United Kingdom
France
Italy
Spain
Netherlands
Sweden
Poland
Belgium
Austria
Denmark
Finland
Portugal
Greece
Romania
Czech Republic
Ireland
Hungary
Croatia
Slovak Republic
Bulgaria
Luxembourg
Slovenia
Lithuania
Latvia
Estonia
Malta

180213
113687
135578
97586
57649
42654
33825
27466
25262
22735
23040
15533
13527
15958
9494
10420
10067
8442
–
4182
3299
2600
2926
2180
1202
1257
477

203081
157428
148129
96897
63756
42708
38846
29317
27518
25445
24985
18948
14672
12676
11650
11602
11498
9754
5368
5021
3799
3725
3154
2764
1787
1711
642

12.7
38.5
9.3
-0.7
10.6
0.1
14.8
6.7
8.9
11.9
8.4
22.0
8.5
-20.6
22.7
11.3
14.2
15.5
–
20.1
15.2
43.3
7.8
26.8
48.7
36.1
34.6

VRR
(2014)

Tax rates (2014)
A
Standard
(%)

B
C =A – B
Average
percentage
weighted (%) points

0.55
0.44
0.48
0.37
0.41
0.48
0.57
0.44
0.47
0.59
0.59
0.54
0.48
0.37
–
0.58
0.49
0.57
–
0.48
–
1.23
0.60
–
0.51
0.70
–

19.0
20.0
19,6
22.0
21.0
21.0
25.0
23.0
21.0
20.0
25.0
24.0
23.0
23.0
24.0
21.0
23.0
27.0
25.0
20.0
20.0
15.0
22.0
21.0
20.0
20.0
18.0

10.5
9.2
9.8
10.1
8.6
10.1
13.0
11.9
9.8
11.3
14.7
12.3
11.4
10.6
17.6
12.8
11.2
15.9
15.8
12.5
14.4
14.5
12.1
15.5
12.6
13.0
15.7

8.5
10.8
9.8
11.9
12.4
10.9
12.0
11.1
11.2
8.7
10.3
11.7
11.6
12.4
6.4
8.2
11.8
11.1
9.2
7.5
5.6
0.5
9.9
5.5
7.4
7.0
2.3

Source: Own elaboration (based on Consumption Tax Trends, 2016, p. 118; TAXUD/2015/CC/131, 2016, pp. 12 and 68).

VR depends on tax rates. In the past 15 years, VAT rates have been on the rise in the EU-28. The average
standard rate for EU-28 increased from 19.6% in 2003 to 21.5% in 2017 (Taxation Trends in the European
Union, 2017, pp. 24-25). This is one of the reasons for the substantial growth rate of VR, both in nominal
terms as well as in relation to total taxation in some of the EU Member States. In the years 2003–2015,
VAT as a percentage of total taxation grew by 2.5 percentage points in the United Kingdom and by 2.3
percentage points in Hungary and Lithuania. In Germany, with effect from 1 January 2007, the standard
VAT rate changed from 16% to 19%. Since 1 January 2011, Poland applies a standard rate of 23% instead of
the previously imposed 22%. Moreover, the reduced rate was also increased from 7% to 8% and a new rate
of 5% was implemented. In comparison to other European Union Member States, the growth rate of VR
in Poland was negligible in the period 2010–2014 (Table 1). VR increased by 48.7% in Latvia, by 43.3% in
Luxembourg, by 12.7% in Germany, and only by 6.7% in Poland.
In international comparison, the standard VAT rate in Germany in 2014 was one of the lowest. A lower
rate was applied only in Luxembourg and Malta. However, the average weighted VAT rate in Germany is
higher than in the UK, France, Italy, Spain, Belgium, or the Netherlands. This rate, called also implicit, gives
an indication of total tax incidence and is defined as a rate that, if applied to all goods and services subject
to VAT, gives – ceteris paribus – the same VAT receipts. The smaller the difference between the standard
rate and the average weighted rate, the less significant is the impact of reduced, super-reduced, parking,
and zero rates on the tax revenue. Neither Germany nor Poland applies the super-reduced or parking rate.
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Germany uses a single reduced rate of 7%, unchanged since 1 April 1983. Poland applies 2 reduced rates
of 5% and 8%. The reduced rates in Germany and Poland apply to a variety of goods and services, inter
alia to foodstuffs, water supplies, medical equipment, newspapers and periodicals, hotel accommodation,
agriculture input, admission to cultural services, and sporting events (under statutorily defined conditions).
In Germany, a reduced rate is imposed on medical and dental care; in Poland, however, standard VAT rate
is used. The range of applied reduced rates in Poland is broader than in Germany. For example, in Poland,
the reduced rate applies to labor-intensive services such as repair of bicycles, repair of footwear and leather
goods, repair and alteration of clothing and household textile articles, and hairdressing. Moreover, Poland
uses a reduced rate to tax children’s car seats, supplies by undertakers and cremation services, restaurants
and catering services, social housing, and admissions to amusement parks. In Germany, all the abovementioned products and services are taxed at the standard rate (VAT Rates, 2017, pp. 3-4).
VAT and income taxes in Germany are shared, which means that the revenue collected from them is
divided among the federation, the states, and the municipalities in the proportions 53.37%, 44.63%, and
2.00%, respectively, as in 2017 (Datensammlung zur Steuerpolitik, 2017, p. 10). The VAT share of the states
and the federation tends to vary from period to period, and although the states codetermine the horizontal
allocation of VAT, the final shares are totally disconnected from the revenue actually collected by particular
states on their territory (Spahn 2013, p. 93). The revenue from VAT is allocated to subcentral jurisdictions
on the basis of a formula that takes into account, in statutorily regulated ratios, the following factors: the
number of employed obliged to pay insurance contributions, the amount of wages paid from which social
insurance contributions must be made, and the revenue from the trade tax (Hybka, 2016, p. 695). In Poland,
VR accrues only to the central government.
In economic literature, 3 indicators are used to evaluate VAT performance: efficiency ratio, c-efficiency
ratio, and VRR. The first 2 calculated for Germany and Poland in the years 2007–2016 are shown in Table 2
and the last one – taking into account the values for 2014 (in international comparison) – is shown in Table
1. The efficiency ratio is described as the share of VR in GDP divided by the standard VAT rate, expressed as
a percentage, and may be defined by the following formula:

E=

V
τ S GDP

where E is the efficiency ratio, V is the VAT revenue, and tS is the standard VAT rate.
The c-efficiency ratio takes into account national consumption instead of GDP and is calculated as
follows:

EC =

V
τ SC

where EC is the efficiency ratio, V is the VAT revenue, tS is the standard VAT rate, and C is the consumption.
In Germany, both ratios are currently significantly higher than in Poland. The efficiency ratio fluctuated
from 35.5% to 37.9%, and the c-efficiency ratio increased in the years 2007–2016 by almost 1 percentage
point. In Poland, both ratios peaked in 2007 – the efficiency ratio at 36.9% and the c-efficiency at 47.1%,
before declining during the financial crisis to 32.94% and 41.03%, respectively. After a short period of
growth, they continued falling rapidly after the VAT rate increase in 2011.
Another indicator of VAT performance is the VRR. It is designed by OECD and builds on the concept
of the c-efficiency ratio applied previously by the International Monetary Fund (IMF). This indicator
takes into account loss of revenue due to tax exemptions, reduced rates, fraud, evasion, and tax planning
(Consumption Tax Trends, 2016, p. 102). It is measured using the following formula:

VRR =

VR
( FCE − VR ) x r

where VRR is the VAT revenue ratio, VR is the VAT revenue, FCE is the final consumption expenditure, and
r is the standard VAT rate.
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Table 2. VAT performance measures in Germany and Poland in the years 2007–2016
Years

2007
2008
2009
2010
2011
2012
2013
2014
2015
2016

Germany

Poland

VR
(% GDP)

Efficiency
ratio (%)

C-efficiency
ratio (%)

VR
(% GDP)

Efficiency
ratio (%)

C-efficiency
ratio (%)

6.75
6.87
7.19
6.98
7.03
7.06
6.96
6.95
6.92
6.93

35.52
36.16
37.86
36.73
37.00
37.14
36.66
36.56
36.43
36.46

48.93
49.42
49.18
48.85
49.98
49.78
49.15
49.60
49.78
49.75

8.11
7.91
7.25
7.46
7.71
7.36
6.85
7.23
6.84
6.84

36.88
35.97
32.94
33.93
33.53
32.02
29.76
31.42
29.75
29.73

47.08
44.75
41.03
42.05
42.17
40.30
37.64
40.18
38.92
38.86

Source: Own calculation (based on the following: Inlandsproduktberechnung, 2017, p. 24; Kassenmäßige Steuereinnahmen,
2017; Analiza wykonania budżetu państwa, 2009, p. 50; 2011, p. 57; 2012, p. 58; 2016, p. 96; 2017, p. 85; Roczne wskaźniki
makroekonomiczne, 2017). Both ratios, as a measure of VAT performance, were 1st applied by Ebrill et al. (2001, p. 41). According to these authors, the key difference between these ratios is that the former is normalized by reference to an incometype VAT and the latter, to a consumption type. Errors in the measurement of GDP may contaminate the 1st indicator. A more
accurate measure of VAT collection efficiency is therefore the c-efficiency ratio. A c-efficiency ratio other than 100% indicates
deviation from a single-rate tax on all private consumption. If it is lower, this may be a result of application of exemptions and
reduced rates, tax arrears, and tax fraud; if it is higher, this may be caused by inclusion of investment in the VAT base.

The VRR illustrates the difference between the VR actually collected and the revenue that would
theoretically be raised if VAT was applied at the standard rate imposed on the whole taxable base
(consumption). In an ideal VAT system, where all consumption is taxed with a uniform standard rate, the
VRR equals 1. A lower value of VRR may indicate the scale of derogations from the ideal VAT model and
a certain degree of tax noncompliance. Among the factors affecting the value of VRR, the following are
commonly considered: structural features of VAT (exemptions, reduced tax rates, registration thresholds,
and special VAT schemes), evolution of consumption patterns (where the part of the potential tax base is
exempt), the place of taxation provisions for international trade that diverge from the destination principle,
the capacity of the tax administration to manage the tax system in an efficient way, the scale of tax evasion,
fraud, and avoidance (Consumption Tax Trends, 2012, p. 113).
Table 1 shows the value of VRR in the EU-27 in 2014. Luxembourg is the only country with a VRR
exceeding the theoretical maximum. It is attributed to a combination of factors, such as a relatively low
standard VAT rate, the liberalization of financial services, the boom of e-commerce, the application of a
special VAT regime on e-commerce, and financial services (Tax Administration, 2015, p. 205). Poland and
10 other European Union Member States have a VRR <0.5. The lowest VRR may be observed in the case
of Greece and Italy. This may be ascribed to the relatively inefficient tax administration and high degree
of tax noncompliance. At the opposite end, Estonia and Slovenia have the highest VRR in the European
Union. Poland has a VRR 0.11 percentage points lower than Germany and comparable to that of the United
Kingdom. According to OECD statistics, the VRR in Poland steadily increased in the years 1996–2007. In
the years 2008 and 2009, it declined by 0.08. The next upward trend in the value of VRR was visible in the
years 2010 and 2011, when it reached 0.47. In Germany, this ratio remained relatively stable and its value
oscillated in the years 1996–2014 between 0.54 and 0.60.

3 Scale and structure of tax expenditures as a factor influencing
VAT performance
As previously stated, one of the major factors determining tax performance is its design. In the case of VAT,
a detrimental role is played by tax preferences having the form of tax exemptions, reduced tax rates, and
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special tax schemes. Their effect on tax revenue has been a subject of estimations of many governments and
institutions. Due to the fact that tax preferences represent departures from the ideal tax model (standard),
they result in revenue loss and resemble spending; hence, tax preferences are often referred to as tax
expenditures. Germany was the 1st country to measure their fiscal consequences in the 1960s (Burton and
Sadiq, 2013, p. 66).
According to the estimations of the European Union, Germany is one of the EU countries with the lowest
ratio of tax expenditures to tax revenue. This ratio is especially low in the case of VAT expenditures. On the
contrary, Poland is among the member states with relatively high VAT expenditures (Tax expenditures in
direct taxation, 2014, p. 9). Their value represented nearly 35.2% of VR and 54.8% of tax expenditures in
total in 2014. The cost of tax expenditures is, however, hardly comparable among European Union Member
States due to differences in their definition and the diversified methods used to calculate their value. Some
countries include in the notion “VAT expenditures” all the measures derogating from the harmonized tax
provisions and consider as tax expenditures all the reduced rates and exemptions. Others regard some VAT
preferences as miscellaneous tax benefits.
In 2007, the Federal Ministry of Finance in Germany commissioned the Centre for European Economic
Research, the consultancy Copenhagen Economics, and the FiFo Institute for Public Economics in Cologne
to evaluate the 20 biggest (in terms of the revenue loss incurred) tax expenditures (Thöne, 2012, p. 5). In the
report published, the authors provide a description of tax expenditures, estimations of their value, and the
recommendations for their potential future maintenance, revision, or abolition. The list of the most costly
tax expenditures in Germany contains 3 reduced VAT rates, namely, a rate applicable for cultural goods and
books, public transport, and dental technician services. Comparing the data included in the subsidy report
published every 2 years by the Federal Ministry of Finance, it has to be underlined that some of the other
miscellaneous tax benefits not classified as tax expenditures also result in a relatively high tax loss (Table
3). Such measures include, inter alia, VAT exemption for medical services; reduced VAT rate on orthopedic
appliances, medical equipment for the disabled, swimming pool services, and medicinal baths; or reduced
VAT rate on supplies of goods and services by legal persons whose only statutory purpose are religious,
social, or charitable activities specified in § 51– 68 of the Tax Ordinance Act.
Table 3. Selected VAT expenditures and miscellaneous VAT benefits in Germany and Poland in the years 2012–2014 (million euros)
GERMANY
Category of VAT expenditures or miscellaneous VAT benefits

2012

2013

2014

VAT exemption for medical services
VAT rate on cultural services and entertainment
VAT rate on transport of people in urban and suburban areas
VAT rate on accommodation services
VAT rate on orthopedic appliances, medical equipment for the disabled, swimming pool
services, and medicinal baths
VAT rate on activities specified in § 51– 68 of the Tax Ordinance Act
Other VAT preferences
Total VAT preferences
POLAND
VAT rate on construction works in the residential housing sector
VAT rate on pharmaceutical products
VAT rate on meat and preserved meat products
VAT rate on restaurant services
VAT rate on transport of people in urban and suburban areas
VAT rate on dairy products
Other VAT preferences
Total VAT preferences

13410
3455
1050
955
590

14710
3415
1120
1060
620

15090
3440
1160
1090
640

325
505
20290

335
485
21745

335
485
22240

2641
1147
675
430
406
420
4302
10021

2668
1197
664
430
446
444
4378
10227

2429
1223
691
480
457
392
4641
10314

Source: Own elaboration (based on the following: Preferencje podatkowe w Polsce, 2013, p. 29; 2014, p. 30; 2015, p. 32; Fünfundzwanzigster Subventionsbericht, 2015, pp. 68–98).
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An insight into the fiscal consequences of the application of reduced rates in Germany may be gained
from certain simulation analyses. Such an analysis was conducted by Schmidt and Wiegard (2011, p. 74).
According to these authors, the abolition of selected reduced VAT rates could lead to an increase in VR of
nearly 26.7 billion euros. Abolishing reduced VAT rates on foodstuffs and water supplies alone may result in
the growth of VR by approximately 16.6 billion euros.
Table 3 lists the most expensive VAT expenditures for the Polish budget. They include, above all, the
reduced VAT rates of 5% and 8%. The first 3 expenditures on this list account for 42.1% of the total value of
VAT expenditures. Reduced VAT rate on construction works in the residential housing sector is among the
3 major tax expenditures in the Polish tax system. As can be noticed on the basis of the table, contrary to
Germany tax, expenditures in Poland also include reduced VAT rates on foodstuffs (e.g., reduced rate on
dairy products).
The effect of VAT preferences may also be assessed on the basis of the so-called policy gap (Table 4). As
the VRR measures both the scale of application of these preferences and the extent of tax noncompliance,
it is usually decomposed into a policy gap and a compliance gap. The policy gap is an indicator of the
additional VR that could theoretically be collected (assuming perfect tax compliance) if a country applied
a uniform VAT rate on the supply of all goods and provision of all services. It is calculated by using the
following formula:

PG =

NIV − VTTL
NIV

where NIV is the notional ideal value (indicates an upper limit of VR, i.e., the revenue that may be obtained
in the environment of perfect tax compliance if VAT was levied at a uniform rate), VTTL is the VAT total
(theoretical) tax liability (VR that is theoretically collectable based on the VAT legislation and ancillary
regulations; estimated as the sum of the liability from 6 main components: household, government, and
nonprofit institutions serving household (NPISH) final consumption; intermediate consumption; gross
fixed capital formation, and other largely country-specific adjustments).
Table 4. VAT policy gap in selected European Union Member States in 2014
Country

Type of tax gap
Policy gap

Rate gap

Exemption gap

Belgium

53.68

12.40

41.28

Denmark

41.81

0.91

40.91

France

51.81

9.97

41.84

Germany

44.79

7.15

37.64

Ireland

51.83

17.08

34.75

Malta

12.41

12.72

-0.31

Poland

49.06

15.86

33.20

Spain

59.00

14.51

44.49

United Kingdom

53.78

3.29

50.49

EU-27

43.80

5.32

38.48

Source: TAXUD/2015/CC/131, 2016, p. 53.

According to Keen (2013, p. 16), the policy gap may be divided into rate gap and exemption gap. In the
European Union, there exists a considerable dispersion in the value of the policy gap across Member States.
This value ranges from 12.41% in Malta to 59.00% in Spain. Both in Germany and in Poland, its value exceeds
the EU-27 average. While the rate gap is in Poland more than twice as much as in Germany, the exemption
gap is approximately 4.4 percentage points lower. The lowest rate gap was recorded in 2014 in Denmark and
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the highest in Ireland. The exemption gap is definitely higher than the rate gap and varies from –0.31 in
Malta to 50.49 in the United Kingdom.
In 2008, the European Commission decided to review the legislation on VAT reduced rates in the EU
Member States taking into account arguments pro and contra for their application and initiated public
consultations in this regard. In the conditions of decreasing VAT efficiency in some EU Member States, a
need was perceived to broaden the tax base and to remove unjustified VAT preferences. According to the
summary report published in 2017, only 14% of VAT stakeholders strongly support the current VAT rate
structure in the European Union and do not see any need for reform (Summary Report, 2017, p. 6). In view of
the results of the consultation, the European Commission recommended granting the member states more
autonomy on setting VAT rates, subject to appropriate safeguards, to prevent distortions of competition on
the Single Market and excessive complexity of tax rules.

4 VAT fraud and VAT evasion in the European Union
For nearly 2 decades, VAT fraud and VAT evasion have represented an unprecedented challenge for the tax
authorities of the European Union Member States. The main sources of these phenomena were defined and
their scale measured; however, countries were so far unable to devise effective methods to prevent their
occurrence. One of the 1st authors to list VAT evasion practices was Tait (1988, pp. 306–313). A typology of
VAT fraud and VAT evasion schemes is also presented in the publication by Keen and Smith (2007, pp. 7–10).
Such schemes include, in particular, failure to register, tax collected but not remitted, underreported sales,
imported goods not included in tax, omission of self-deliveries, misclassification of commodities, bogus
traders (invoice mills), false claims for credit or refund, and credit claimed for VAT on purchases that are
not acceptable for such credit.
The most serious, complex, and frequent schemes in the European Union are related to the so-called
missing trader intracommunity fraud (MTIC). According to Bukhsh and Weigan, the following categories
of this fraud exist: acquisition fraud, carousel fraud, and contra trading. Acquisition fraud is the simplest
form of MTIC. It consists of intracommunity acquisition and, following this acquisition, the domestic sale
of goods by the same entrepreneur without supplying a tax return or a recapitulative statement and without
accounting for the VAT due in the country of destination.
Carousel fraud occurs when goods are acquired zero-rated and sold in the country of destination by an
entrepreneur conducting its taxable activity in one of the European Union Member States. When this type
of fraud is committed, the acquirer goes missing without remitting the VAT due on both the intracommunity
acquisition and supply of goods to another domestic entrepreneur. However, the goods are not consumed in
the country of acquisition but are sold through a series of traders and then exported outside the European
Union or supplied to a trader from another EU Member State. This procedure can be repeated over and over
again and, as a result, goods may be circulating in a carousel.
Contra trading involves 2 overlapping carousels (fictitious and legitimate) that are used to evade
detection by tax authorities, as a result of the concealment of the fraud and applying an accounting scheme
aimed at the neutralization of input and output VATs. The so-called “contra trader” takes part in 2 different
types of the transaction chain at the same time. Within the 1st type, the trader deducts input VAT on
purchases from domestic traders and makes zero-rated supplies to customers in other EU Member States
(tax loss chain), and within the 2nd, the same trader acquires goods from another EU Member State and
sells them domestically, generating an output tax liability (contra chain). The 1st chain will trace back to a
missing trader or another contra trader.
VAT fraud and VAT evasion are the principal factors generating a VAT gap that reached nearly 159.5
billion euros in the EU-27 in 2014. Table 5 illustrates its value for Germany and Poland in the years 2010–2014.
The VAT gap (compliance gap) and the policy gap, analyzed in the section on “Evaluating VAT performance
in Germany, Poland, and the other European Union Member States”, are closely interrelated. Multiple and
diversified tax rates and exemptions may increase the complexity of the tax system and, at the same time,
the scale of tax noncompliance. Reducing the policy gap could be considered as a method to minimize the
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compliance gap. On the other hand, attempts to curtail the scale of tax noncompliance may encourage
taxpayers to exploit opportunities offered by preferential tax measures.
Table 5. VTTL, VR, and VAT gap in Germany and Poland in the years 2010–2014
Country

Germany

Poland

Specification

VTTL

million euros
V (VTTL)%
VAT revenue
million euros
V (VAT revenue) %
VAT gap
million euros
V (VAT gap) %
VAT gap, as % of VTTL
VTTL
million euros
V (VTTL) %
VAT revenue
million euros
V (VAT revenue) %
VAT gap
million euros
V (VAT gap) %
VAT gap, as % of VTTL

Year
2010

2011

2012

2013

2014

199390
–
180213
–
19177
–
10%
32582
–
25863
–
6719
–
21%

213145
6.90
189910
5.38
23235
21.16
11%
36526
12.11
28910
11.78
7615
13.34
21%

218749
2.63
194034
2.17
24715
6.37
11%
37063
1.47
27406
-5.20
9657
26.81
26%

221107
1.08
197005
1.53
24102
–2.48
11%
36834
-0.62
27487
0.29
9348
-3.20
25%

226570
2.47
203081
3.08
23489
–2.54
10%
38090
3.41
28916
5.20
9174
-1.86
24%

1 euro = 4.2423 PLN, as on 04 August 2017.
VTTL – VAT total (theoretical) tax liability.
V (value) = (Vt2 – Vt1)/Vt1 × 100, where Vt2 represents the VTTL, VAT revenue, and VAT gap in year t2, and Vt1 represents the VTTL,
VAT revenue and VAT gap in year t1.

Source: TAXUD/2015/CC/131, 2016, pp. 25 and 43.

In Germany, the VAT gap as a percentage of the theoretical revenue has been relatively stable. In Poland,
however, it has increased considerably in the past 10 years. It accounted for as much as 26% of VTTL in
2012. This value places Poland among the member states with the highest VAT gap in the European Union.
In 2014, the VAT gap was higher only in 6 countries: Romania, Lithuania, Malta, Slovak Republic, Greece,
and Italy. In Germany, the VAT gap was lower than the EU-27 average in 2014 (Figure 3).

5 Conclusion
From the revenue collection point of view, VAT is an indispensable element of the tax systems in all the
European Union Member States. To reiterate Keen and Lockwood, it may be confirmed that in both Germany
and Poland, VAT “is a money machine” (2006, p. 905). Germany raises its VR in a relatively efficient way,
while, in Poland, the VAT system is still far from being perfect. All the VAT efficiency indicators in Germany
are markedly higher than in Poland. Moreover, Poland is one of the countries in the EU with the lowest VAT
efficiency ratios. Such a situation is a consequence of diverse factors, in particular, a comparatively wide
range of VAT preferences and the growing scale of VAT fraud and evasion.
In the EU-27, the policy gap is more than twice as high as the VAT gap. It indicates that the most
considerable loss of revenue in the member states is due to the application of reduced VAT rates and
exemptions and not due to VAT noncompliance. Germany and Poland are in a group of countries with a
policy gap exceeding the EU-27 average. Differences may be noticed in respect to the structure of the policy
gap. Its main component in Germany is the exemption gap, which is approximately 5 times as high as the
rate gap. In Poland, the relation between these 2 gaps is not as substantial. The exemption gap is definitely
higher than the rate gap.
Extensive revenue loss in Poland is caused by VAT fraud and evasion. The VAT gap in Poland in the past
5 years due to these phenomena was twice as much as the EU-27 average and nearly 13.7 percentage points
higher than in Germany in 2014. This gap grew from only 9% of theoretical tax liability in 2005 to 26% in
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Figure 3. VAT gap in the EU-27 in 2014 (% VTTL). Source: TAXUD/2015/CC/131, 2016, p. 16.

2012. Being faced with such an astronomical rise in the scale of tax noncompliance, the Polish government
is undertaking multiple measures to narrow the VAT gap by 2020. These measures include, inter alia, the
following:
–– tax audit organizational reform that is aimed at unifying the competencies previously assigned to 3
types of institutions, namely, tax administration (tax offices and tax chambers), fiscal audit offices,
and customs administration (customs offices and customs chambers), in the hands of a new authority
– National Treasury Administration;
–– introduction of a standard audit file that results in an obligation being imposed on taxpayers conducting
businesses to keep their books and provide predefined accounting data to the tax authorities in the
electronic form;
–– the so-called fuel package, which means the introduction of a set of regulations for entrepreneurs
operating in the fuel sector;
–– the application of a split payment mechanism that consists in dividing the payments for goods and
services into 2 parts; the one corresponding to the net value of sale would be paid to the supplier’s
bank account and the remaining part corresponding to VAT would be transferred to the separate special
account, the so-called VAT account.
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Abstract: The article sets out to explore how conflicting institutional logics of support organizations
influence their value creation. Value creation undertaken by support organizations does not directly
reflect their missions. Even though one can generalize that all support organizations should adjust
their offer according to the idea of helping companies (especially small- and medium-sized enterprises
[SMEs]) in their development, support organizations very often struggle with the conflict between mission
delivery and survival needs, which affects value proposition of services. Moreover, support organizations
are also shaped by institutional logics, which, embedded in social systems, govern all social agents.
Therefore, the study explains the challenge of value creation from the perspective of the conflict of
competing institutional logics that govern support organizations. The study also has its academic impact
by contributing to existing literature on value creation by support organizations through the use of
institutional logic theory. To gain this knowledge, discourse analysis is utilized in the study.
Keywords: institutional logics, support organizations, support services, value creation
JEL codes: L31, L84, D46, Z13

1 Introduction
The main aim of support organizations is to deliver support services for small- and medium-sized
enterprises (SMEs) in order to boost their development. The nature of support organizations is diverse
– some support organizations are connected with public bodies, so they are dependent on regional or
local institutions. Others belong to the third sector (called “nonprofit organizations [NPOs]”) and are
associated with bottom–up initiatives and charitable missions to serve SMEs. They all have to face survival
and development needs. These strands reflect in the complex nature of institutional logics enacted by
support organizations. On the one hand, adjustment to the expectations of the main income provider
(government/regional authority, bodies managing European Union [EU] money, or founders) can be
observed. On the other hand, support organizations are established to support and help SMEs, so they
should be able to meet the changing market needs and current expectations of their main customers, to
be efficient in their support provision. Therefore, the main aim of the article is to examine how struggling
with the conflict between mission delivery and survival needs affects the value proposition of services
and also, hence, how conflicting institutional logics of support organizations influence value creation.
To gain this knowledge, qualitative research based on semistructured interviews is utilized in the study.
The study also has its academic impact by contributing to existing literature on value creation by support
organizations through the use of institutional logic theory.
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Taking these facts into account, the article is organized in the following way: the first theoretical part
presents the nature of support organizations, emphasizing their sectoral duality. The second theoretical
part presents the basis of institutional theory in relation to support organizations. The study then explains
the challenge of value creation from the perspective of the conflict among competing institutional logics
that govern support organizations. In this part, two propositions are also indicated. The presentation of
the findings of the research is preceded by the justification of the method of discourse analysis. The study
closes with the Conclusion. showing the main contributions of the study.

2 The Complex Nature of Support Organizations
2.1 Sectoral Duality
Support organizations constitute one of the tools used by governments to foster the development of
enterprises, especially microenterprises and SMEs [Hailey, 1985; Markiewicz, 2010]. Support organizations
provide services “originating in a public policy initiative, that aim to assist enterprises or entrepreneurs
to successfully develop their business activity and to respond effectively to the challenges of their
business, social, and physical environment” [European Commission, 2001, p. 12]. Two types of services
can be distinguished: 1) technical, including, e.g., consultancy, trainings; and 2) financial, including, e.g.,
preferential credits and loans, grants. The fundamental principles of the business support service provision
should involve client orientation, comprehension and rationalization, high quality, and adjustment to
the modern economy [European Commission, 2001]. The functioning of support organizations and the
provision of support services create a support system. Such a system is a part of creating a businessfriendly environment, which also encompasses interactions between government and enterprises in terms
of taxation, administration, and legal regulations.
Country characteristics emerging from social, economic, and political conditions affect the nature of
support organizations. Quangos and NPOs are the most dominant types of support organizations, in both
countries included in the study. To describe quangos, various terms are used such as “quasi-autonomous
nongovernmental organizations (NGOs)”, “quasi-government”, or “semiautonomous authorities”. There is
no agreed definition of quangos [Doig, 1979; Bochel and Bochel, 2004]. McGarvey and Cairney [2008, p. 143]
pointed out that they are “government bodies at arm’s length from government, ‘sponsored’ and overseen
by government department”. These organizations are responsible for the delivery of public services, but
in contrast to the government, a degree of independence makes them more “democratic” [Flinders, 2004].
“Quangos” is the term used in the UK. In Poland, one would rather define this kind of organizations as units
of the public finance sector, as defined in the Public Finance Act [Dz.U, 2009]. Hence the examples of Polish
quangos operating in the business support system can be enterprise agencies, technology centers operating
within universities, industrial parks, and so on.
NPOs belong to the third sector. As Gunn underlined [2004, p. vii, 1, 6], the third sector depicts
“organizations in the economy which are neither for-profit business nor government agencies (...). NPOs
fall into two broad categories: some serve only their members, and others perform a broad array of public
services.(...) The first group includes social clubs, political parties, labour unions, business associations and
cooperatives”. On the face of it, the distinction between market sector and third sector is clear. Private sector
practices are focused on demand, which generates profit, whereas the third sector is needs-oriented and
should lead to financial and social return. This, of course, influences the strategy approach, which in private
businesses can be characterized as being led by product/market, while in NPOs, it is mainly driven by need/
competences/value. Dissimilarity can be also perceived in culture, which – for business – means viability and
independency. NPOs’ culture can be described as more dependent and grant-driven [Bridge et al., 2014].
In practice, NPOs exhibit a hybrid nature. Many scholars point out that the line between commercial
and public organizations is blurring [Hammack and Young, 1993]. This sectoral convergence is called
“mixed social economy” [Knapp et al., 1997; Ferris and Graddy, 1999] and include for-profit, nonprofit, and
governmental institutions.
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The blurring of lines between commercial and public organizations can be also explained by the
evolution in public governance. As Osborne [2006] argues, the shift from the nature Public Administration
(PA) through New Public Administration to New Public Governance has resulted in the change from the
statist and bureaucratic tradition to the embryonic and pluralist tradition. Increased consumerism and
market-like arrangements, together with pubic management practice, create hybrid forms in the public
management sector [Clarke et al., 2007]. Such an evolution is reflected in the engagement of NPOs in public
life and policy implementation.

Emphasis
Public
Administration

Partners
Elements of the political
system

Policy implementation.
Hierarchy.

New
Public
Management

New
Public
Governance

Service inputs and
outputs. Market
contracts

Service processes and
outcomes. Trust and
relations.

Independent contractors
within a competitive
market-place

Preferred suppliers, and
often inter-dependent
agents with ongoing
relations

Figure 1. Influence of the nature of public sector management on the choice of partners in the context of engagement of business support organizations. Source: Osborne, Stephen P., The New Public Governance? Public Management Review, 09/2006,
Volume 8, Issue 3, p. 383.

Analyzing the engagement of external partners (Figure 1), one can notice that in the case of NPOs, despite
the distance from political entities, relations or interdependency is preferred in the choice of external
partners. Considering business support organizations, such an approach can be seen in the increased
engagement of quangos1 in the UK. In the Polish context, political changes connected with rejecting “only
market orientation” mainly affected the rules and potential groups of beneficiaries applying for EU funds2.

2.2 Institutional Logics of Support Organizations
In order to analyze the value creation by support organizations considering their complex nature, the
institutional logics theory is used in this article. Institutional logics that govern organizations are helpful
to understand the challenges that support organizations have to face in combining mission delivery and
market survival and thus study how institutional logics influence the value offered for their clients.
The concept of institutional logics is closely related with institutions and institutional fields. Institutional
logics define the main principles that guide the field participants. The idea of institutional logics was the
answer on how to combine the concept of institutions, defined inter alia by North [1990] or Veblen [1989],
1 Growth in the role of quangos can be presented by the increase from £41.6 billion in 1978/79 to £61.6 billion in 1994/95 [Bochel
and Bochel, 2004, p. 143]
2 Over 1.8 billion PLN was received by Polish third sector from the UE regional programmes. Third sector became a 4th beneficiary of the UE money in 2014-2020 perspective.
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with organizations. The academic world has been making attempts to explain how organizations respond
to various forces from the environment and from internal arrangements. Some scholars have highlighted
the influence of various external demands [Selznick, 1949], and some have indicated that organizations
need to respond to expectations of internal groups [Ceyert and March, 1963]. One of the solutions comprised
institutional logics, which encompass a set of material practices and symbolic constructs [Friedland and
Alford, 1991; Thornton and Ocasio, 1999, 2008; Thornton et al., 2012]. Friedland and Alford [1991] distinguish
the main societal logics of democracy, capitalism, state, family, and religion, while Thornton and Ocasio
[2008] identify state, market, profession, corporation, family, religion, and community. Others point the
influence of factors such as history, geography, and culture associated with the environment in which the
organization operates [Greenwood et al., 2010] or key resource providers [Jones et al., 2012].
In order to examine value creation by support organizations, this study uses the definition of
institutional logics coined by Thornton and Ocasio [1999, p. 804], who depict them as “socially constructed,
historical patterns of material practices, assumptions, values, beliefs, and rules”.
This presence of multiple logics is perceived by scholars in various contexts. Some academics underline
coexistence, which makes organizations more adaptable to the field level [Reay and Hinings, 2009], whereas
some emphasize the hybridity [Battilana and Dorado, 2010; Jay, 2012; Pache and Santos, 2013]. Greenwood
et al. [2011] depict the coexistence of multiple institutional logics as institutional complexity, while Knutsen
[2012] proposes the idea of adapted institutional logics, which should be understood as an overtaking of
innate institutional logics by external institutional logics.
For the purpose of this study, the concept of conflicting institutional logics shaping the hybridity of
organizations [Battilana and Dorado, 2010] is used. Battilana and Dorado [2010] argue that organizations
that have to struggle with tensions between conflicting institutional logics can maintain their hybrid
nature. Based on the example of new microfinance organizations, which were established as spin-offs from
NGOs, they showed how they could reconcile the banking logics with the development logics of helping the
poor to get access to finance. The authors emphasize the challenge to maintain hybridity as it can “trigger
internal tensions that may generate conflicts among organization members, who are ultimately the ones
who enact institutional logics” [Battilana and Dorado, 2010, p. 1420].
The conflicting institutional logics shaping hybrid organizations seem to fit the nature of support
organizations encompassing NPOs and quangos. NPOs are often depicted by scholars as “hybrids”
combining the nature of private and public organizations [Evers, 2005; DiMaggio, 2006]. There is also
a debate concerning quangos, mainly about their identity and role in delivering public services. Due to
their partial independency and unaccountability, they cannot be only seen through the lenses of the state
and delivering policy. There has been criticism concerning their consumerist approach to public services
[Wright, 1994] and their dependency on various stakeholders, from individual board members to users and
external stakeholders [Skelcher, 1998].
To analyze the conflict of institutional logics in support organizations, the approach proposed by
Friedland and Alford [1991] is utilized herein. They recognized three main types of logics enacted by
organizations: state, democracy, and capitalism. The logic of capitalism assumes accumulation and
commodification of human activity and converting this activity to a price. The basis of the logic of democracy
encompasses citizen participation and popular control over human activity. The pillars of the logic of the
state lie in legal and bureaucratic hierarchies and also in regulation of human activity [Thornton et al.,
2012]. Democracy is associated with quangos, mainly because of their participation in public governance.
But it can also be associated with NPOs, which very often are grassroots initiatives with the mission to help
in a specific area of human activity. Quangos demonstrate the logic of the state (delivery of government
strategy), as do many NPOs (dependency on public program). The logic of capitalism can explain the
behavior of some support organizations as they all have to respond to market needs and be effectively
governed in order to survive and develop. Both NPOs and quangos seem to exercise the logic of professions
[Thornton and Ocasio, 2008], as they need to be specialized in providing services for business.
The institutional logics of business support organizations are also shaped by their sectoral orientation.
Public orientation is definitely observed in quangos. But in Poland, some support organizations are public
sector oriented, especially those that were created to help specific branches, e.g., where big, state-owned
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companies dominate. Many business support organizations appointed at higher education institutions also
represent the public sector orientation. Private sector orientation tends to be enacted by those support
organizations that provide help mainly to the SME sector and often compete with commercial consulting
companies in offering support services. Such organizations have to be flexible and react to changing market
conditions, which does not exclude the fact that they also benefit from state/EU programs. In both cases,
the conflict between state and capitalism logics is observed. The private sector-oriented business support
organizations sometimes adjust their offer to EU/state programs in order to gain financial resources,
whereas public sector-oriented ones have to enact efficiency orientation in order to provide substantiation
for their services.
The explanation of rising marketization of those business support organizations that represent the
nonprofit sector can be explained by the resource dependency theory [Pfeffer and Salancik, 1978]. As
Eikenberry and Kluver [2004] stated, such marketization can bring, for NPOs, short-term benefits, but in
the long-term perspective, it can be harmful for civil society. Another theory that can contribute to the
explanation of the conflict between mission orientation and survival needs is the contingency theory.
According to this theory, only those organizations whose characteristics fit with the contingencies are able
to be effective [Donaldson, 2001; Bradshaw, 2009]. No strategy and characteristics are good if contingencies
change; therefore, the structure of the organization has to adapt to external environment. Furthermore,
population ecology theory can bring valuable insights to the development of business support organizations.
The theory assumes that survival of organizations is based on environmental selection. This means that
organizations that can adjust to a specific environment would survive and will be a part of the organization
population [Hannan and Freeman, 1977; Carroll, 1988; Manjula and Raymond, 2011]. Institutional logic
standpoint, together with the herein-mentioned theories, is helpful to understand the dual nature of
business support organizations, which affects their value creation.

3 Value Creation Facing Conflicting Institutional Logics
Support organizations are perceived to have a mission to serve business. This charitable perception is
mainly associated with providing services for free or at a preferential and affordable price compared to
average market fees. This is usually stated in statutory documents, such as statutes, missions, or strategies,
constituting pillars for the functioning of support organizations. The goals of support organizations are
imposed by the individuals or bodies that establish these organizations. In the case of NPOs, it can be
individuals or legal entities that organize their mission-related activity in legal forms such as associations,
chambers of commerce, foundations, or even commercial companies3. Quangos emerge from public
bodies and usually enact a form of agencies, funds, or bodies separate from the parent organizations (e.g.,
innovation centers created at universities).
Taking these considerations into account, members and bodies that have established support
organizations define the vision of provision of services for business and the value of these services. Such
visions are mainly related with the accessibility, meeting the business needs, professional value, and
impact on economic development on the region/country. On the other hand, support organizations have to
face the real economic challenges related with survival needs and the rapidly changing economic reality,
imposing various expectations from their main clients, i.e., businesses.
The question “How is value creation by support organizations affected by the conflict between the
mission-related approach and survival approach?” remains crucial in this study. To answer this question, it
is necessary to focus on the issue of value creation itself. Value creation is vital for organizations. Identifying
the target group of support organizations and choosing appropriate value for them constitute the basis for
entering markets. According to Rintamaki et al. [2007], value proposition encompasses economic value

3 Polish legislations allows commercial companies to gain the title of public benefit organisations providing that the statutory
documents explicitly state that all benefits should contribute to the achievements of organisations’ goals, and should not be
distributed among owners or shareholders.
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(related with price), functional value (reflecting specific functional needs), symbolic value (connected with
self-expression needs), and emotional value (based on experimental needs). Payne and Frow [2014, p. 240],
argue that “value proposition is an organisation’s offering to customers, representing a promise of benefits
of value that customers will receive during and after the usage experience. It identifies both product and
experiential benefits and costs (or sacrifices) that result from the relationship between customer and
organisation. A superior value proposition represents an offering to customers that adds more value or
solves a problem better than other similar competitive offerings”.
One may say that the main principles shaping the support organizations’ services is the help for
business, especially targeting microcompanies and SMEs (perceived as a disadvantaged population of
companies compared to big corporations). Based on this assumption, support organizations should provide
services for SMEs that are accessible, of high quality, and are professional, as well as meet the business
needs emerging from the turbulent environment. These mission-related values may face the limitations
resulting from common survival needs related to access to finance or human resources. To deliver services,
appropriate resources should be utilized. In a majority of support organizations, employees are the most
important as they deliver training or consulting services for businesses. In the case of support organizations
based on more tangible offers, such as letting premises, people are still very important resources as they
deliver support related to running a business or implementing new technology (in business incubators
or technology parks). Therefore, all types of support organizations have to employ a sufficient number of
employees, who should have professional knowledge in order to offer professional support and have to
provide appropriate trainings to the staff for increasing their competences. In order to meet the expectation
of entrepreneurs concerning sectoral new technology trainings, support organizations very often have to
hire well-known specialists from the market. One should remember that in the majority of cases, support
organizations do not earn money from such activities4. Hence, on the one hand, support organizations are
expected to offer high quality of services that meet the current market needs of the businesses. On the other
hand, survival and development needs of support organizations constrain the mission-related orientation
and define limitations to the value proposition of services. These mentioned arguments are the bases for
the first preposition.
Proposition 1. The value of services provided by support organizations is affected by the conflict emerging from the overlapping of resource dependency and prevention of drift from the mission.

Referring to the Friedland and Alford’s [1991] concept of various logics enacted by organizations and the
hybridity of support organizations, value creation can be influenced by competing institutional logics of
the state, democracy, and capitalism. The existing literature states that some NPOs exercise the logics
of democracy as they reflect the civil society concept [Knutsen, 2012]. This may imply that these support
organizations that belong to the third sector are open for every business, as they should represent the
approach of equality and accessibility. But many support organizations, in order to get external funds for
their survival and development, decide to cooperate with commercial entities (e.g., banks), who pay for
trainings and usually provide their trainers but expect in return that participants will meet their potential
target group criteria. In such cases, they enact business logic. Support organizations belonging to the NPO
group also exercise the logic of the state, when the value of their offer is based on the frames of the funding
programs that finance the activities of these support organizations through various projects. In such cases,
many support organizations are forced to offer the value assumed in the funding programs instead of the
value expected by business.
Quangos functioning as support organizations apparently enact the logic of the state, as they are
mainly responsible for the delivery of the state or regional development strategy. They are also perceived to
enact the logic of democracy, as they should provide services for all businesses that need help. In reality,
4 Most of services provided by support organisations are free. If any fee is charged it should be preferential and affordable price
compering to average market fees. This money should cover part of the costs related with paid services.
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many strategies are focused on selected sectors, and funding bodies are very result oriented. Therefore,
such support organizations only help those businesses that are likely to achieve the assumed results
(concerning, e.g., increase of employment, entering foreign markets, or investing in new technologies).
As a consequence, the value of services is also interrelated with the achievement of the results, which
makes such support organizations exercise also the logic of capitalism. This leads to the following second
preposition:
Proposition 2. The value proposition of services offered by support organizations is influenced by the conflict among the
logics of the state, capitalism, and democracy.

4 Method
The research design guiding this empirical study is based on qualitative research. In order to explore the
conflicting institutional logics of business support organizations and find how this influences their value
creation, discourse analysis is utilized. The plan of the research assumed reaching support organizations of
at least two cities located in different parts of Europe. This research was part of a bigger research conducted
in Szczecin and Glasgow (in May 2014 and May 20155), the main aim of which was to explore and compare
the business models of business support organizations that function in Szczecin and Glasgow and that
provide services for creative industries. The research on value creation was introduced to all potential
organizations from Szczecin and Glasgow. Only six organizations accepted the invitation to the research
and consented to take part in interviews.
Semistructured interviews were conducted among the six support organizations (three from Glasgow
and three from Szczecin). The interviewees were recruited from the management level; therefore, chief
executive officers (CEOs) or managers of departments were interviewed. In order to ensure that interviewees
had enough experience and knowledge about their organizations’ functioning, only those managers
who had been employed by their organization for at least 3 years were invited to the interview. No other
information was collected about interviewees. Information about the business support organizations that
took part in the research is presented in Table 1.
Table 1. The Characteristics of Support Organizations Included in the Research
I Identification
number

Glasgow

Identification
number

Szczecin

1G

NPO

Generic

1S

NPO

Generic

2G

NPO

Sector specific

2S

NPO

Generic

3G

Quango

Generic

3S

Quango

Sector specific

Type of organization Type of services

Type of organization Type of services

Source: Author.

Discourse analysis, used in this study, enabled exploration of the data collected through the semistructured
interviews. To explain the idea of discourse analysis, it is worth citing du Gay [2000, p. 67], who argues
that discourse analysis “is a group of statements that provide a way of talking about and acting upon a
particular object. When statements about an object or topic are made from within a certain discourse,
that discourse makes it possible to construct that object in a particular way”. The broad understanding of
discourse analysis makes this term vague, as some academics relate it with historical studies and others
with critical analysis. Grant stated that discourse analysis is the “structured collection of texts embodied
in the practices of talking and writing (as well as a wide variety of visual representations and cultural
5 The research was conducted thanks to the Junior Dekaban-Liddle Fellowship and Senior Dekaban-Liddle Fellowship on the
University of Glasgow in Scotland which the author was awarded in 2014 and 2015
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artifacts) that bring organizationally related objects into being as these texts are produced, disseminated
and consumed” [Grant et al., 2004, p. 3]. One can say that discourse analysis indeed encompasses wide,
multiple, and heterogeneous areas. This is its advantage, as it can be utilized to investigate various topics
such as organizational logics [Spicer and Sewell, 2010], institutions [Phillips et al., 2004], or strategy
[Vaara et al., 2010]. Therefore, I assume that discourse analysis contributes to a cognizance of the role of
institutions that shape the relations between social actors and influence the institutional logics enacted by
organizations. They are revealed in meanings and understandings that dominate in social lives. To prove this
approach, I would like to refer to Hardy and Phillips’ arguments [Hardy and Philips, 1999, p. 2], who depict
discourse “as a system of texts that bridges an object into being (...) Discourse is therefore the foundation of
the process of social construction upon which social reality depends”. In terms of organization, in discourse
analysis, “the communicative practice of members are examined for the ways that they contribute to the
ongoing (and sometimes rather precarious) process of organizing” [Mumby and Robin, 1997, p. 181].
The work on data collection was conducted in accordance with the assumptions of discourse analysis.
After the semistructured interviews were transcribed6, the key phrases were found in the text. As a result, 176
codes were identified, which were then grouped in 75 categories (second-level coding). Before the categories
were labeled, all of them were revised and filtered; therefore, at the third stage of coding, 23 categories
were labeled (first-order categories), which then were adjusted into second-order themes (six themes were
identified). The theoretical dimension was achieved by searching for connections and relations between
categories, which is presented in Table 2.
Apart from the interviews, supplementary data sources were also reviewed. These sources included
information on the support organizations’ websites and their promotional materials, which allowed the
comparison of materials from interviews with formal texts.
Table 2. Data Structure
First-Order Categories

Second-Order Themes

1. Statutory assumptions
2. Relations with local society/members/clients
3. Brand perception

Role in a business society

4. Local and regional policy
5. National policy
6. EU support
7. Features of regional support system

Theoretical Dimension

Legitimacy
Position among policy actors

Value creation

8. Equal access to support services
9. High-quality services
10. Free of charge or preferential price of services
11. Easy access to support

Mission-related values

12. Sponsors
13. EU programs
14. Improving competences of employees
15. Survival needs

Resource-dependent values

16. Equality
17. Bottom–up activities
18. Self-government initiatives

Logic of democracy

19. Policy-oriented services
20. Public financing
21. Services shaped by EU programs

Logic of the state

22. Achievement of results
23. Cost and revenues of services
24. Paid services for business

Logic of capitalism

Source: Author.

6 The author translated the transcripts from Polish into English.

Conflicting institutional logics
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4.1 Findings
Taking into account the interviews from Szczecin and Glasgow, one should notice that distinction between
quangos and NPOs is mainly observed in terms of self-centered and developmental needs. Quangos usually
do not see many problems with financing of their needs, which are covered by establishing bodies. The
evidence of such conclusion can be found in some quotes, for instance,
Needs? ‘3G’ is funded by the government. (laugh)

Another quango (3S) underlines that the need for modernizing the building, which stands out among the
average standards of office, is urgent and then adds that “money is never enough”.
NPOs underline financial needs, indicating the possibilities of development services for businesses
that are limited by access to finance. 1G indicates:
Yes, of course, we would like to develop our organization. Therefore, access to finance is a key issue. Our services are provided by people, and human resources cost. I would also be interested in getting new technology so that we could increase
the efficiency of our services by using IT solutions. We have a list of ideas. But access to money is a problem (...) generally.

It is worth to add that 1G also admits the following: “We need to act like a real company. (...) we have to focus
on profits, which enable us to finance our organization. We don’t want to rely only on public programs”. One
Polish interviewee (2S) indicates that it is difficult to find funding for services other than the EU programs.
“Our services are fully dependent on various EU or national programs”, says 2S. 1S provides an explicit
example of the tensions between the mission and the development needs.
It’s hard to act as a nonprofit organization and provide services for business. It was business, I mean entrepreneurs, who
established our organization. They expect high-quality services, which are up-to-date with the newest trends. That costs.
(...) We’ve tried to get some money from sponsors or from the EU programs. Sponsors can pay for experts, but they expect
us to invite a very specified group of firms and also book some time of the training for the sponsor’s presentations. Companies don’t like when they are interrupted with promotional activities or when we can’t invite all who are interested in
the topic of the training. This is the reality. (pause). Many times we feel awkward. (...) The same with the EU programs
supporting SME development, in which we try to get involved. On the face of it, they can bring a lot of support to companies. But, in reality, very strict rules of realization of the projects affect the value of the deliverables, which meets only the
expectations of the EU, not the entrepreneurs. The truth is that EU programs, which were elaborated in the past, are rarely
up-to-date with current business needs. (pause) Anyway, it’s a very important financial support for our organizations.

Taking this view into account, the strongest tensions between financing and mission delivery can be
observed among the NPOs. Interviews provide evidence of a gap between the vision of providing support for
business and the financial capacities of the support organizations. But, in order to generalize about support
organizations encompassing NPOs and quangos, quangos themselves deserve a closer look.
Seemingly, quangos act effectively and in accordance with their missions, as they were established to
deliver the economic strategies. They are perceived as support organizations financed by public money with
the mission to help any business that is interested in such help. In reality, many quangos are constrained by
strategies and current government/EU programs. As 3G says: “There are some sectors in which we don’t see
much employment growth. Raising numbers is important for us”. Therefore, the value of their offer is often
targeted at selected sectors, while some sectors are even neglected7. In consequence, they cannot provide
help for all, and hence they are often criticized about unfair support division. To survive for quangos means
to act strictly according to the assumptions of the realized programs/strategies, which ensure financing.
Based on the assumption that all support organizations are perceived with a charitable mission to
serve SMEs, the main associations with the value of the support services are equitable and easy access, as
well as charge-free nature. This general understanding of the mission of support organizations is in reality
7 The majority of EU programmes excluded companies representing transport sector from applying for EU money for investments.
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modified by the survival and development needs, which vary depending on whether support organizations
are NPOs or quangos. Thus, Proposition 1 that the value of services provided by support organizations is
affected by the conflict emerging from tensions between resource dependency and prevention from drift in
mission is proved.
The gathered data allows exploring the findings through the prism of the institutional logics proposed
by Friedland and Alford [1991] and Thornton and Ocasio [2008]. All participants of the research claim the
importance of the logic of profession, which can be demonstrated by the following quotes: “Our advisors are
professionals. This approach is embedded in business culture, I think” (3G); or “Our staff has a professional
experience in co-operations with business. We also collaborate with many experts from different fields”
(1S). This logic shapes these organizations and hence influences the value of services.
Examining the group of NPOs, the democratic values appear in their discourse. 1G associates them with
their charity work of collecting money from entrepreneurs for people who need them in a local community.
“Establishing of (...) (1S) is a result of democratic activity of entrepreneurs, so called bottom–up initiative.
We have to support our members, who have democratic power to control our functioning. Besides, we’ve
been engaged in many regional issues related to economic development”, says 1S. The opposite of the logic
of democracy is the logic of the state, which can be observed among all the interviewed NPOs. Already-cited
quotes indicate the role of the EU and regional programs in the value creation of services. Apparently, the
dependency on this type of financing is very strong, in one case, even creating the value of the entire offer
(2s). The source dependency can also redefine the main target group. 2S gives such an example: “Once
we were focused on long-term unemployed people and even prisoners. (...) We were providing training,
improving their job competences. (...) Because of money, we had to adjust to the available EU and regional
programs”. The existence of two opposite logics: democracy and the state, demonstrates that value creation
is affected by conflicting institutional logics. What is more, exercising the logic of capitalism also kindles
this conflict, as the logic of capitalism denies the logic of the state or democracy. The previously cited quotes
about sponsorships can be followed by quotes describing the commercial activity of NPOs. 1G says, “We
offer commercial services, especially for those institutions that wish to use our experience in supporting
SMEs and the knowledge about them. We charge for analysis or reports. It helps our organization a lot”. 2G
also admits that the work of their experts related to market analysis has a commercial price. 2S states that
they rent some of their rooms for commercial clients. 1S concludes, “In my opinion, commercial activity
is inevitable. It has an influence on our survival. On the one hand, it reshapes the whole value creation
process by adjusting it to the commercial clients’ needs. But on the other hand, earned money contributes
to the services delivered to our target group”.
Even though the logic of the state prevails among quangos, they seem to have enacted the logic of
capitalism. “All industries are important, although the government prefers to prioritize something to focus
on, to intensify the speed of growth potential, so we can go to invest and export. (...) We are all interested
in sustainable results”, admits 3G. This is clear evidence that quangos are very result oriented; therefore,
their value proposition is shaped not only by the goals of the state or regional strategies but also by the
necessity of achieving results. Therefore, their value proposition is closely related to the feasibility of
assumed indicators, e.g., investments in new technologies, export activities, and so on. In reality, support
services are mainly provided for those who, for instance, are about to internationalize, even without such
support, and not for those who have the potential to export goods but need more time for this. Such an
approach illustrates the conflict between the logic of the state (mission delivery) and the logic of capitalism
(achievement of the results).
These examples prove Proposition 2, which states that conflict among the logics of the state, capitalism,
and democracy influences the value proposition of services offered by support organizations.

5 Conclusion
Value creation undertaken by support organizations does not directly reflect their missions. Even though
one can generalize that all support organizations should adjust their offer according to the idea of helping
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companies (especially SMEs) in their development, support organizations very often struggle with the
conflict between mission delivery and survival needs. The existence of competing values, which ultimately
create the value proposition of support organizations, can be explained by the interference of conflicting
institutional logics. Institutional logics, embedded in social systems, govern all social agents. The logics of
capitalism, democracy, and the state, despite their antagonistic nature, coexist and overlap on the process
of value creation taking place in business support organizations.
The idea of a supporting system is generally perceived as a provision of services (a charge-free service or
at preferential prices), which can help companies in their development. Therefore, the values associated with
such services are accessibility, equality, high quality, professional, and also up-to-date nature (reflecting
turbulent environment). Such values prevail in the missions of support organizations. Nevertheless, as the
study shows, support organizations have to struggle with survival needs. As a result, the value creation of
their services is influenced by different institutional logics and, therefore, the value proposition very often
does not emerge purely from their missions but is redefined by the main money sources. The study provides
examples of how institutional logic of the state (EU or state programs, strategies), institutional logic of
capitalism (commercial activity, survival and development needs, strong result orientation), and logic of
democracy (bottom–up initiatives, representing the interests of founders) are interrelated and, therefore,
interfere on the value creation of services (Figure 2).

Mission -related values

Survival needs values

Logic of the
State
Logic of
Capitalism

Logic of
Democracy

Value Preposition

Figure 2. The influence of competing institutional logics on the value creation of business support organizations. Source:
Author.

The study also contributes to the understanding of the nature of two main types of support services (quangos
and NPOs), which reflects the dominance of specific institutional logics and, hence, their influence on the
value creation. These conclusions also provide valuable insights proving that the line between the market
sector and the third sector – and even the public sector (quangos) – is blurring. The distinction between
what is purely a nonprofit service and what emerges purely from public policy can be difficult due to resultoriented approach and survival needs of support organizations. Institutional logics that govern business
support organizations can be utilized to explore the issue of sectoral duality in further studies.
Exploring resource dependency theory, together with the influence of isomorphism on value creation,
seems to be another interesting issue for future research on business support organizations. As shown
herein, mission-related values are often dominated by survival needs in the case of business support
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organizations. The resource dependency theory assumes that organizations are not autonomous but
constrained by multiple relations and interdependencies with other actors. When organizations undertake
actions to manage the uncertainty resulting from relations with other organizations, they in fact get involved
in new networks of new interdependencies [Pfeffer, 1987]. Taking this into account, one may say that
noncommercial missions of support organizations are doomed to failure as these organizations function in
the commercial market and are partially dependent on commercial relations.
What is more, considering a potential influence of isomorphism (tendency to homogeneity), identified
by DiMaggio and Powel [1983], another area of convergence can be noticed. Conflicting institutional
logics, combined with resource dependency theory, seem to have much in common with three types of
isomorphism. Normative isomorphism should be investigated among the executive management of support
organizations in order to find out how their professionalism shapes their organizations (data on education
and former experience was not collected in the research). Mimetic isomorphism seems to overlap with
resource dependency theory and the logic of capitalism. Coercive isomorphism does have the potential to
contribute to understanding the influence of the institutional logic of the state.
Summing up, I hope I would encourage scholars for conducting further research exploring the complex
nature of business support organizations.
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Abstract: Introduced in 2003, net promoter score (NPS) very quickly gained popularity, as a customer loyalty
measure, among companies and a part of researchers, due to its simplicity, the ease of interpretation,
low costs of calculation, and, overall, its assumed impact on future growth and profitability. In due
course of literature review, it was identified that not all researchers endorsed NPS, rejecting its presumed
impact on growth and its superiority over other loyalty measures. This study aims therefore to verify the
influence of NPS on the growth and profitability of Polish transportation companies. This objective is
achieved with the use of Spearman correlation ranks and linear regression. The findings of this study
reject the proclaimed relationship between NPS and growth; hence, in that matter, the results are aligned
to criticism presented in literature. The study, however, confirmed a positive and statistically significant
relationship between NPS and profitability. Accordingly, the study recommends Polish transportation
companies to include NPS in a portfolio of metrics, however, not as a stand-alone diagnostic tool.
Keywords: net promoter score (NPS), customer loyalty, customer satisfaction, performance measurement,
transportation
JEL codes: M30, M31, R49

1 Introduction
Strategies of many contemporary companies are almost entirely focused on consumers. These companies,
with the use of, inter alia, surveys or focus groups, constantly put their consumers under a microscope,
aiming to understand their behavior. This is, however, not a straightforward task. Typically, companies tend
to look at satisfaction measures, market shares, or sales figures. According to research undertaken by Bain
Company, there exists a certain body of consumers, who, despite providing scores indicating “satisfied”
in surveys, soon move to competitors. Analysis of the information stemming from market share, although
realistic, can temporarily mask significant trends due to heavy spending on promotions or advertisements.
Additionally, both market shares and customer satisfaction surveys, according to Blasberg et al. [2008],
look backward – not forward; accordingly, these metrics provide little or no information on future consumer
behavior. The authors [2008, p. 16] further recommend the companies to look for more advanced tools for
examination of consumers’ contentment, in particular, in the loyalty area. According to Anderson et al.
[2014], due to the commercial omnipresence of Internet customers, loyalty is harder than ever to achieve.
Although customers’ loyalty has been a subject of many studies, there is no consensus on the perfect loyalty
measure. One of the recent and modern customer loyalty measures is the net promoter score (NPS). This
score is significantly reliant on promoters (i.e., people willing to recommend a product or a company to a
friend or a colleague) and detractors, being the opposite [Reichheld, 2003]. Opinions, i.e., word of mouth,
of clients are widely acknowledged in the literature as a mean of the client’s influence (positive or negative)
on organizations [Lotko, 2012]. The value of word of mouth is generally considered in the literature to be
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significant, because it costs the retailer nothing, it can be immediately communicated through modern
channels, such as the Internet or mobile phones, and it has an immediate sense of credibility [Grewal et
al., 2003]. Moreover, it should be noted that pursuant to considerable online dialogue during social media
development, word-of-mouth marketing has become increasingly important [Deszczyński, 2017].
Considering the significance, complexity, and difficulties of loyalty measurement, followed by the recent
[Reichheld, 2003] proposal of the NPS index as an efficient tool for loyalty measurement and management,
the objective of this paper is to verify whether the stated index has an impact on a company’s growth and
profitability. The relevance of the subject of the study is further supported by the high popularity of NPS
among companies and the split opinions presented in the literature, i.e., some researchers endorse the
NPS, whereas others have criticized it. In this research, the impact of NPS on the growth and profitability of
Polish transportation companies has been studied.
The paper is organized as follows. In the first section, the characteristics of customer loyalty are provided.
In the second section, the NPS index is described and discussed. In the third section, the criticism of the
considered index, based on literature review, is presented. Based on the work done in the aforementioned
sections, hypotheses are developed. In the following research section, key figures concerning the selected
study transportation companies are provided. The research follows with descriptive statistics of the studied
variables. In the next step, normality tests are performed, based on which, the relevant correlation tests of
significance are conducted to verify the hypotheses developed. The hypotheses are also verified with the
use of linear regression. Finally, the conclusions of the study, practical implications, and directions for
further research are presented.

2 Customer loyalty
Customer loyalty has been the subject of many studies in the past decades, e.g., Tucker [1964], Jacoby and
Chestnut [1978], Pearson [1996], Griffin [1997], Oliver [1999], Dziewanowska [2007], and Rahim [2016].
According to Pearson [1996], customer loyalty is defined as the customer’s mind-set concerning the company,
its products, or services, which provides a favorable attitude toward an organization, a commitment to
repurchase the company’s products, and a tendency to recommend the product or a company to other
clients.
Loyalty is closely related to satisfaction, however, as it requires an action; it is, therefore, a larger term
than satisfaction. According to Jones and Sasser [1995], loyalty increases together with satisfaction. The
relationship between these variables is neither simple nor linear, and it depends on the industry. The higher
the competition, the more important is the customer satisfaction. Authors claim that since customers are
reasonable, if they are not completely satisfied and if they have a choice, they can be lured away easily. It is
essential, therefore, to keep clients completely satisfied. Completely satisfied customers are, in turn, much
more loyal than satisfied customers. They are, therefore, a key in generating sound long-term financial
performance. The authors divide loyalty into true long-term loyalty and false loyalty. The latter results from
several factors that make customers seem loyal, when indeed, they are not. These factors include high
switching costs, strong loyalty-promotion programs, government regulations that limit competition, and
others.
Reichheld [2003] defines loyalty as the willingness of someone to make an investment or personal
sacrifice in order to strengthen a relationship. In the case of a customer, it can mean, e.g., sticking with a
supplier even when a supplier does not offer the best price in a particular transaction, hoping for a good
and fair value in the long term. Reichheld [2003] also notes that loyalty is not about repeating purchases,
however. Someone might repeat purchases because of high exit barriers, indifference, or lack of alternatives.
Conversely, a loyal client may not repeat purchases frequently because of the reduced need for a product.
An important characteristic of a loyal customer, however, is that such a person talks up a company or a
product to friends and family, thus promoting it.
The loyalty of clients tends to be very important through recessions. As indicated by Anderson et al.
[2014], the strategy to invest in customer loyalty, as opposed to cost-cutting strategies, during significant
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economic downturns, although counterintuitive, was found to be superior in terms of the companies’
survival, while simultaneously gaining a long-term competitive advantage.
A significant portion of research has indicated the dependence of NPS or customer loyalty on the
company’s growth or profitability [Anderson et al., 1994; Wansink, 2003; Blasberg et al., 2008]. Reichheld
et al. [2000] state that a small increase in customer loyalty contributes to a high growth of profits.

3 Characteristics of NPS
The NPS was introduced by Frederick F. Reichheld in a 2003 article in the Harvard Business Review. The
author initially criticized the use of customer retention rates, which despite substantial usage in business,
were a poor indicator of customer loyalty and growth. Other conventional customer satisfaction measures,
including the American Consumer Satisfaction Index (ACSI), were also not reliable, mainly because of their
complexity, difficulties in interpretation, high preparation costs, and no overall significant connection with
the growth of sales.
Reichheld [2003] noticed that the key to measuring customer loyalty was to give priority to the most
satisfied clients. Delighted customers promote the company’s products to their friends, becoming – in
effect – an unpaid marketing department of the company. Reichheld [2003] also noted that it is not only
enthusiasts who count: the level of frustration and disappointment among customers of the company is
also of utmost importance, as the company is likely to lose these clients, unless corrective actions are taken.
The critical question in loyalty measurement is neither about satisfaction nor about loyalty, but about the
willingness to recommend a product or service to a friend, colleague, family, or just someone else.
The NPS is calculated based on the survey responses of a likelihood-to-recommend question on
a 0–10 scale. This question is “How likely is it that you would recommend ‘a company’ to a friend or
colleague?” The rank of ten means the customer is very likely to recommend a company to someone,
while zero means that the client is unlikely to recommend a company to someone, and five is neutral.
Typically, this question is followed by several auxiliary open-ended questions, in which the companies
ask consumers to describe the reasons for their score. In order to calculate the NPS, the proportion of
respondents who rated the company ≤6.0 (Detractors) is subtracted from the proportion of respondents
who rated the company 9.0 or 10.0 (Promoters). The difference represents a company’s NPS. Respondents
who rated the company 7.0 and 8.0 are called passively satisfied. The division of customers into these
three stated clusters was a result of the examination of referral and repurchase behaviors [Reichheld,
2003; Blasberg et al., 2008].
According to Blasberg et al. [2008], measuring a brand’s NPS and subsequent comparison of the results
with the NPS of competitive brands gives some insight on both the rational and the emotional sides of
consumer behavior. This is because NPS is supposed to indicate future consumer behavior [2008].
Pursuant to an issue of the Harvard Business Review containing articles on NPS, many articles appeared
confirming its significance and benefits in practical application [Korneta, 2014; McGregor, 2006; Reichheld,
2006a, 2006b; Lotko, 2015]. The possibilities for the practical application of NPS in business environments
were confirmed by the use of that score in the following, inter alia, prominent companies: Allianz, American
Express, Procter & Gamble, and Amazon [Gajewska and Szewczyk, 2012, s. 413; Pomaskow, 2014].
Nonetheless, despite the considerable benefits attached to the NPS, shortly after that score had
been introduced, criticism from other researchers has begun to appear [Kristensen and Westlund, 2004].
Grisaffe [2007] stated that because the NPS is calculated based on only two out of the three categories of
customers (promoters and detractors), a significant portion of information is being lost. The author also
raised considerable doubts regarding the cutoff points in the recategorization of the initial 0–10 scale.
For instance, a response of 6.0, despite being above the midpoint of the scale, was placed among the
detractors and, therefore, interpreted as negative. Grisaffe further questioned the sensitivity of choice of
all the cutoff points. Finally, the author criticized the low precision of NPS, claiming that better, i.e., more
precise, predictive power would be obtained with the application of the original 0–10 scale. The issue of
NPS precision was also touched on by Seal and Moody [2008].
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A significant portion of the criticism referred to the simplicity of the measure, stating that NPS is overly
simplified and therefore cannot measure complicated sets of relationships [Brandt, 2007; Pingitore et al.,
2007].
Keiningham et al. [2008] claimed that NPS is not a reliable indicator of growth and that it cannot be
considered superior to other loyalty measures. Similar claims were also raised by Morgan and Rego [2008]
and Kristensen and Eskildsen [2014].
Pollack and Alexandrov [2013], following a study based on 159 surveys, research, and an analysis of a
set of pros and cons, recommended to include the NPS in a portfolio of customer metrics, however, not as a
stand-alone diagnostic tool, as proclaimed by Reichheld [2003].

4 Hypotheses
Given the considerable benefits of NPS presented in the literature, its simplified and low-cost approach
toward description and interpretation of complex customer loyalty matters, set against significant criticism
received from some researchers, the objective of the study is to verify whether NPS is, in fact, an effective
loyalty measure. The study has been undertaken in the Polish transportation industry. The limitation in
terms of studying only one country and one industry is introduced deliberately. This is primarily because
the findings presented so far in the literature, from different countries and different industries, are often
contradictory, i.e., some support NPS, while the others criticize it. The papers supporting NPS or loyalty
often link high loyalty or NPS with growth or profitability [Jones and Sasser, 1995; Reichheld, 2003; Blasberg
et al., 2008]. The paper aims therefore to verify whether there is a relationship between NPS, growth, and
profitability of Polish transportation companies. In order to achieve this objective, it was hypothesized as
follows:
H1: NPS contributes positively to a growth of the Polish transportation companies.

H2: There is a positive and significant relationship between NPS and profitability of Polish transportation companies.

5 Research design
The sample for this study comprises figures relating to 34 Polish transportation companies in three
consecutive periods 2014–2016. The data used in the study were obtained from the following two data
sources:
“Operator logistyczny roku” reports on logistic operators for the years 2014–2016 issued by EuroLogistics [2015, 2016]. The
aforementioned reports were prepared based on surveys with clients of logistic companies participating in these reports.
Eurologistics sent questionnaires directly to the clients of participating logistic operators, received answers, compiled
information, and published reports in all the stated consecutive years. The objective of these reports was to measure logistic quality, satisfaction, and loyalty from the client’s perspective and to compare and rank logistic companies. Among
the several ratios provided in these reports, NPS – contemplated in this study – appeared. Although the reports had been
published for a significantly earlier period than from 2014, the period of study commences in the year 2014, because NPS
has been measured and published for the first time in that year.

The Emerging Markets Information Service (EMIS) database, from where financial statements of all the 34 studied companies for the four consecutive financial years between 2013 and 2016 were obtained. The periods of studied financial
statements commenced 1 year prior to the logistic reports, i.e., in 2013 instead of in 2014, as the computations of the three
variables related to growth required the use of the previous year’s (2013) figures.

Because either not all the companies participated in the logistic reports in each of the considered years or
the EMIS database did not contain the financial statements of the analyzed companies in each of the three
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studied periods, only 76 observations, instead of 102, were subject to analysis. Accordingly, as shown in
Appendixes 1 and 2, the observations of 18 companies appeared in all three periods, the observations of six
companies occurred only twice in all figures and so were used only twice, whereas the observations from
the remaining 10 companies were used only once. It should be noted that no company, nor any observation,
was intentionally removed from the studied sample, i.e., the data set is unbiased, while the removal of the
most atypical observation would enhance the result of the tests undertaken in the study.
Growth is primarily considered in the literature as the growth of sales [Glancey, 1998]. In this study,
however, the growth is also measured as the growth of earnings before interests, tax, depreciation, and
amortization (EBITDA) and the growth of net results.
In the case of H2 verification, return on assets (ROA), return on equity (ROE), and return on sales
profitability (ROS) are selected as the profitability measures. Each of the stated ratios is of particular interest
to various stakeholders and is frequently used in studies in literature [Dawkins et al., 2007; Lyngstadaas
and Berg 2016; Nauriyal, 2017]. ROE, however, is considered as the closest ratio to the shareholder value
and, in that respect, it is considered superior to other profitability measures [Wright, 1975]. All the three
above-described ratios are calculated using both the net result and the EBITDA; again, this is a common
practice already seen in the literature [Dawkins et al., 2007]. The variables used in the study are described
in Table 1.
Table 1. Variables used in the study
Variable

Acronym

Net promoter score NPS
Growth of sales

GRS

Growth of EBITDA GRE
Growth of net
result
Return on assets

GRNR
ROA

Description
The difference in the proportions of respondents ranked as promoters and detractors. The
variable ranges between –100 and 100.
The difference in sales between this year and previous year divided by the previous year’s
sales
The difference between this year’s earnings before interests, tax, depreciation, and
amortization (EBITDA) and previous year’s EBITDA divided by previous year’s EBITDA
The difference between the net result and previous year’s net result divided by previous
year’s net result
Ratio of the net result to the total of assets

Return on assets 2 ROAE

Ratio of the EBITDA to the total of assets

Return on sales

Ratio of the net result to the total of sales

ROS

Return on sales 2 ROSE

Ratio of the EBITDA to the total of sales

Return on equity

Ratio of net result to equity

ROE

Return on equity 2 ROEE

Ratio of EBITDA to equity

As indicated above, the studied sample consisted of 34 companies. The studied sample comprised the most
prominent logistic companies, e.g., three DHL companies, DPD or FM Logistic; principal national mail
operator Poczta Polska, as well as several minor companies. As a consequence, the mean sales revenue of
the studied companies varied highly from several million PLN to > 5 billion PLN. More details on the mean
values of the selected variables of the studied companies are shown in Appendixes 1 and 2.
Table 2 contains the descriptive statistics of the variables used in the study. Mean of 54.4, standard
deviation (SD) of 24.8, minimum of –0.20 (negative), and a maximum of 100 of NPS suggest great differences
among the companies within the studied period. Negative minimum values of variables, resulting from
negative results in terms of both net result and EBITDA, or a higher proportion of detractors than promoters
in the case of NPS appeared within the studied sample of observations. Mean growth of sales revenues of
0.18 can be considered high; however, a median of 0.09 points out that half of the companies grew slower
than 0.09 per year. The highest mean profitability of shareholders’ funds (ROEE) measured with EBITDA
amounted to 0.73, while when measured with net result, it totaled 0.3, confirming that the industry is, in
general, highly profitable. A wide range of variations among the profitability variables is apparent in Table
2, as represented by their minimum and maximum values.
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Table 2. Descriptive statistics of selected variables in the period between 2014 and 2016
Variables

Mean

SD

Median

Min

Max

Skewness

Kurtosis

NPS

54.3855

24.8462

58.3000

–20.0000

100.000

–0.7746

0.4991

GRS

0.1823

0.5009

0.0943

–0.1098

4.246

7.1909

55.5921

GRE

0.4613

3.2578

0.1508

–16.0941

19.4218

1.1577

22.2057

GRNR

–0.1262

16.4389

0.0364

–101.858

98.4515

–0.2878

34.2880

ROA

0.1006

0.1215

0.0621

–0.0973

0.5335

1.6242

3.0076

ROAE

0.1544

0.1158

0.1369

–0.0413

0.5673

1.3022

2.3971

ROS

0.07173

0.2024

0.0263

–0.0260

1.3573

5.4915

30.1281

ROSE

0.0756

0.0632

0.0598

–0.0109

0.2591

1.2583

1.0294

ROE

0.2987

0.5099

0.3232

–2.9689

1.4221

–3.2564

20.5446

ROEE

0.7281

0.8062

0.5496

–0.6704

3.4954

1.7762

3.3465

Source: Author’s compilation based on 76 observations, from the EMIS database, 2018.

Since a normality assumption is a key assumption in the majority of statistical tests of significance in the
very beginning of an empirical study, all variables were subject to verification that they follow a normal
distribution pattern. This is mainly because almost all the statistical tests are developed by keeping a
normal distribution in mind. And so, e.g., the frequently used Pearson correlation coefficient requires that
a set of data upon which a statistical test of significance is being undertaken must either exactly, or at least
approximately, follow a normal distribution. Since not all the normality tests are equal nor are suitable for
all the situations [Siddiqi, 2014, pp. 290–291]; in Table 3, the results of four different normality tests are
provided. All the four statistical test have the same null hypothesis, i.e., the data are normally distributed.
Table 3. Tests of normal distribution
Test/variable

Doornik-Hansen

Shapiro-Wilk

Lilliefors

Jarque-Bera

NPS
p
GRS
p
GRE
p
GRNR
p
ROA
p
ROAE
p
ROS
p
ROSE
p
ROE
p
ROEE
p

8.87298
0.0118374
1827.37
0
241.86
3.03E–53
454.902
1.66E–99
43.5001
3.58E–10
20.6735
3.24E–05
1414.12
8.46E–308
38.6542
4.04E–09
56.592
5.14E–13
60.8214
6.21E–14

0.943362
0.00202184
0.333067
7.14E–17
0.480801
6.03E–15
0.255406
9.23E–18
0.855083
4.17E–07
0.909117
4.66E–05
0.327221
6.08E–17
0.873817
1.87E–06
0.73652
2.28E–10
0.811631
1.90E–08

0.140474
0
0.281243
0
0.317229
0
0.399927
0
0.156707
0
0.105374
0.04
0.338316
0
0.157428
0
0.14864
0
0.21205
0

8.38871
0.0150805
10441.5
0
1578.43
0
3723.99
0
62.0592
3.34E–14
39.6753
2.42E–09
3256.38
0.0E+00
23.4112
8.25E–06
1470.91
0
75.4237
4.19E–17

*

*

Note: *Significance at 0.01.
Source: Author’s compilation based on 76 observations, from the EMIS database, 2018.

From the data shown in Table 3, it is apparent that the majority of variables have no normal distributions,
assuming a p-level of 0.,05, i.e., none of the variables have a p-value >0.05. Therefore, the null hypothesis
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that the data are normally distributed must be rejected. It should be noted, however, that the null hypothesis
could be accepted with a p-value of 1% in the case of two variables: NPS and ROAE.
With respect to the results of the normality test presented in Table 3, the decision was made that Spearman’s
coefficient of rank correlation is the most appropriate choice for further research. This statistics is a nonparametric
correlation based on ranked data and not on the actual data. This test is frequently used in the literature for
ordinal or interval data and when normality assumption is not being met [Brau et al., 2009, Chan et al. 2009].
Table 4. Analysis of Spearman and Pearson correlation between NPS and selected growth and profit variables
Variable

Pearson correlation coefficient

Spearman correlation coefficient

GRS
GRE
GRNR
ROA
ROAE
ROS
ROSE
ROE
ROEE

0.16752526
0.155635068
0.088937199
0.325424301
0.206332032
0.152675197
0.186006935
0.181569744
0.230083687

–0.043691115
0.150436919
0.025886473
0.316394781
0.139961991
0.249374388
0.047260248
0.364680642
0.26248856

*

*

*
*
*
*

Note: *Significant at a <0.05; p>0.2257.
Source: Author’s compilation based on 76 observations, from the EMIS database, 2018.

Table 4 reports the Spearman and Pearson correlation coefficients; however, as the normal distribution
assumption is not met in the studied variables, the most appropriate is the Spearman correlation coefficient;
hence, the Pearson correlation coefficients are shown only for indicative and comparison purposes. The
results of the estimations confirm the statistically significant and positive relationship between NPS and
the three profitability variables ROA, ROS, and ROE – measured with net result – and one profitability
variable ROEE – measured with EBITDA. The highest coefficient of 0.3646 referred to ROE, indicating the
most significant relationship between NPS and that particular variable.
Next, the developed hypotheses were verified with the application of linear regression methodology.
Table 5 provides the results of the regression coefficient calculations. Since none of the NPS coefficients have
a p-value <0.1, the results are aligned to those obtained through analysis of Spearman correlation ranks, i.e.,
the relationship between growth of sales, net result, or EBITDA and NPS is econometrically insignificant.
Table 5. Regression analysis of growth and NPS
GRE

GRNR

GRS

NPS

Const.

NPS

Const.

NPS

Const.

Coefficient
Std. error
t-ratio
p-value

0.020407
0.015057
1.3553
0.17943

-0.64851
0.899239
-0.7212
0.47307

0.058843
0.076608
0.7681
0.44487

-3,3264
4,57536
-0,727
0,4695

0,003377
0,002311
1,4618
0,14804

-0,00134
0,137994
-0,0097
0,99227

Mean dependent variable
Standard dev. dependent var.
Sum squared residuals
S.E. of regression
R2
Adjusted R2
F(1,74)
p-value (F)

0.461319
3.257801
776.714
3.239774
0.024222
0.011036
1.836943
0.179432

-0.126168
16.43895
20107.61
16.48407
0.00791
-0.005497
0.589994
0.444866

Notes: ***, **, * indicate significance at the 0.01, 0.05, and 0.1 levels, respectively.
Source: Author’s compilation based on 76 observations, from the EMIS database, 2018.

0.182342
0.500917
18.29069
0.497164
0.028065
0.01493
2.136756
0.148039
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The results of the regression calculations between the profitability measures and NPS are shown in Table
6. The results of regression analysis endorse the findings obtained through Spearman correlation ranks,
i.e., confirmed the positive and econometrically significant relationship between NPS and profitability
measures. The results are, however, slightly different in case of selected profitability measures. Regression
analysis confirmed the positive relationship between NPS and ROA and between ROAE and ROEE.
Accordingly, in due course of the research part of this study, the positive and statistically significant
relationship between profitability variables and NPS was confirmed. Consequently, H2 was accepted. The
empirical study has not, however, confirmed the impact of NPS on growth of sales revenues. Therefore, H1,
stating there is a positive and statistically significant relationship between NPS and growth, was rejected.

6 Conclusions
Introduced by Reichheld in 2003, the NPS, due to its simplicity, the ease of interpretation of its results, and
the assumed impact on future growth and profitability very quickly gained popularity among companies,
including the most prominent ones. Although considerable research has endorsed the NPS concept, a
significant proportion of researchers have criticized it. Due to the ambiguity of the indications presented in
literature and the practical application of NPS by many companies, the objective of the paper was to study
the impact of NPS on the growth and profitability of Polish transportation companies. In the due course
of study, the Spearman correlation rank and regression analysis were found to be the most appropriate
influence measures. Neither regression, nor Spearman correlation rank, confirmed the impact of NPS on the
growth of the analyzed companies. This study confirmed, however, that NPS has a statistically significant
and positive impact on ROA, ROS, and ROE profitability measures. This was confirmed by both regression
analysis and Spearman correlation rank, which cumulatively confirmed H2. Therefore, the findings of the
study can be considered material. The above-presented findings are aligned to those presented by Pollack
and Alexandrov [2013], who recommended the inclusion of NPS in a portfolio of customer metrics, however,
not as a stand-alone diagnostic tool, as proposed by Reichheld [2003].
The study, however, has several limitations, mostly concerning the studied sample. First, and overall,
the size of the studied sample was relatively small. Although the findings are statistically significant with
respect to the sample size, the number of observations could have been higher, so as to generalize the
findings identified. Second, the studied sample comprised only Polish companies; therefore, the findings
should not be considered applicable to other countries. Third, the study focused solely on transportation
companies; as a consequence, companies from other industries should not rely on these findings. The
second and third limitations have been embraced deliberately; given the dichotomy of the indications
presented by various researchers, it was more convenient to focus on one country and on one industry, so
the findings cannot be questioned in that matter. With respect to the first limitation, the key problem was
lack of relevant bigger data. It should be understood, however, that NPS was introduced as recently as 2003.
Accordingly, NPS is less mature as compared to other ratios; consequently, less information is available. On
the one hand, from a scientific point of view, it would be better to wait with research until a bigger sample
of data is being gathered; but, on the other hand, given that NPS is already working in businesses with full
speed, proceeding with research comprising smaller samples of observations seems to be justified.
The aforementioned limitations can be, however, seen as an indication for further research since the
question regarding the effectiveness of NPS as a loyalty measure in other industries, countries, and – overall
– its presumed relationship with growth remains unsettled.
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0.24

0.1

ROSE

0.71

0.05

–0.62

2.44

0.05

0.89

2.64

0.53

2.71

–0.03

1.23

0.18

0.14

0.45

0.75

0.98

1.2

–0.01

ROE

1.2

1.73

–1.36

5.61

0.14

3.06

8.18

0.66

3.65

2.05

1.73

0.29

0.34

1.02

1.46

1.6

1.64

0.39

ROEE

Source: Author’s compilation based on 76 observations, from the EMIS database, 2018; and “Operator Logistyczny Roku” Eurologistic reports.

Note: Variables: N, number of observations; Sales, sales revenue in million PLN; EBITDA, earning before interests, tax, depreciations, and amortization in million PLN; NR, net result in million
PLN; TA, total of assets in million PLN; E, sum of equity in million PLN; NPS, net promoter score in absolute figures (–100,100); GRS, growth of sales; GRE, growth of EBITDA; GRNR, growth of net
result; ROA, ratio of net result and total of assets; ROAE, ratio of EBITDA and total of assets; ROS, ratio of net result and total of sales; ROSE, ratio of EBITDA and total of sales; ROE, ratio of net
result and equity; ROEE, ratio of EBITDA and equity.
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Maszoński

Delta Trans

Damco

Farmada

Fiege

Diera

ID Logistics

Uni-Logistics

Seifert

IFB

PartnersPol

Allport

DSV

Marathon

VGL

20

21

22

23

24

25

26

27

28

29

30

31

32

33

34

6.6

564.2

76

48.8

51.8

53.8

54.2

55

89.6

102.4

111.8

117.9

119.1

125.6

138.7

153.7

162.6

166.2

Sales

2

2

3

3

1

3

2

1

3

3

1

2

1

1

3

3

N

36.7

0.7

11.8

2.3

3.1

1.4

2.6

2.6

3

2.6

2.5

17.9

18

4.1

15.1

27.7

3.1

EBITDA

17.5

8.2

5.4

0.3

2.6

0.8

2

2

1.7

–1.3

2

8.3

13.4

2.9

4.1

23.5

0.3

NR

350.7

15.5

45

27.8

14.3

15.7

13

22.1

22.3

36.8

30.5

85

32

63.8

79.3

149.1

49.3

TA

104.5

13.2

13.2

8.1

7.8

7.7

3.7

4.8

4.5

–3.5

8

29.6

21.6

32

36.2

34.8

10.4

E

54.4

64

51.7

22.4

61.6

47.3

66.1

26.9

50

46.7

72.8

50

67.6

15

59.1

95.9

37.1

NPS

0.19

0.32

0.16

0.47

0.12

0.02

0.19

0.19

0.22

–0.02

0.04

0.01

0.14

0.03

0.01

1.56

0.04

GRS

0.47

2.25

0.57

0.32

0.12

8.45

0.26

0.29

0.54

–5.06

2.08

0.18

1

–3.48

–0.03

6.39

0.11

GRE

–0.13

0.96

2.09

–0.52

0.22

–3.28

0.25

0.21

0.57

–0.78

–33.79

0.06

0.94

–3

0.27

32.71

1.04

GRNR

7.65

1.06

0.23

0.02

0.57

0.05

0.47

0.18

0.08

–0.12

0.19

0.1

0.84

0.05

0.06

0.48

0.02

ROA

11.74

0.1

0.54

0.23

0.67

0.09

0.59

0.24

0.14

0.2

0.24

0.22

1.13

0.07

0.2

0.57

0.19

ROAE

5.46

2.52

0.22

0.01

0.15

0.02

0.11

0.05

0.02

–0.04

0.05

0.07

0.22

0.03

0.03

0.46

0.01

ROS

5.75

0.22

0.48

0.13

0.17

0.03

0.14

0.06

0.03

0.08

0.07

0.16

0.29

0.03

0.1

0.54

0.06

ROSE

22.71

1.25

0.79

–0.04

1.07

0.1

1.85

0.83

0.37

–2.08

0.52

0.28

1.25

0.09

0.12

2.03

0.08

ROE

55.34

0.11

1.84

0.83

1.26

0.19

2.37

1.1

0.67

6.95

0.68

0.61

1.68

0.13

0.42

2.4

0.89

ROEE

Source: Author’s compilation based on 76 observations, from the EMIS database, 2018; and “Operator Logistyczny Roku” Eurologistic reports.

Note: Variables: N, number of observations; Sales, sales revenue in million PLN; EBITDA, earning before interests, tax, depreciations, and amortization in million PLN; NR, net result in million
PLN; TA, total of assets in million PLN; E, sum of equity in million PLN; NPS, net promoter score in absolute figures (–100,100); GRS, growth of sales; GRE, growth of EBITDA; GRNR, growth of net
result; ROA, ratio of net result and total of assets; ROAE, ratio of EBITDA and total of assets; ROS, ratio of net result and total of sales; ROSE, ratio of EBITDA and total of sales; ROE, ratio of net
result and equity; ROEE, ratio of EBITDA and equity.
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Abstract: Purpose – This study aimed to assess the impact of director-generals’ human and social capitals
on the organizational performance of farmers’ cooperatives in Fujian Province.
Design/Methodology/Approach – Questionnaire survey data of 303 standard cooperatives in nine cities
of Fujian Province were statistically analyzed.
Findings – We identified that director-generals’ human and social capitals affect all four dimensions of
cooperative performance, through the mediating role of management effectiveness.
Practical Implications – We offer suggestions and measures for improving cooperatives’ performance
by enhancing the human and social capitals of director-generals. Based on China’s national conditions,
we propose measures to improve director-generals’ human and social capitals by the Internal trust,
Government policy support, and Business network (IGB) model, which emphasizes establishing a social
network of cooperatives’ director-generals, accumulating social capital, and promoting cooperative
development through internal members, government departments, and commercial organizations.
Keywords: Farmer cooperatives, Director-general, Human capital, Social capital, Operational performance
JEL codes: Q13, J24

1 Introduction
Professional farmers’ cooperatives represent a new form of agricultural production and management
formed through the voluntary organization, management, and cooperation of farmers. In the management
of cooperatives, the central director-general plays a key role in operational and decision-making processes,
in addition to being closely tied to organizational performance [Bond, 2009; Xu and Zhang, 2016].
An enterprise is a combination of related resource elements, of which the most important resources are
tangible capital and intangible human capital [Stigler and Friedland, 1983]. Entrepreneurs have obvious
advantages in market transactions, as well as information acquisition and utilization [Lewin, 2002]. Studies
have shown that entrepreneurs with greater human capital are more likely to discover opportunities and
mobilize resources [Ucbasaran et al., 2008; Bhagavatula et al., 2010]. Another intangible capital is social
capital, which was first defined from the perspective of enterprise organization [Nahapiet and Ghoshal, 1998].
Scholars have regarded social capital as the social resources or social competence of an enterprise, whose
networking resources may be relevant to enterprise behavior, thus affecting the business outcomes [Wyrwa,
2014]. The effect of social capital on organizational performance has been investigated in the context of
enterprise organization, mainly analyzing the types of social capital existing in enterprises and their influence.
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Recently, the relationship among individual human capital, social capital, and organizational
performance was discussed. For example, the interaction of chief executive officers’ (CEOs’) social capital
and Western experience of entrepreneurs has a positive effect on the survival likelihood of Internet firms,
whereas the interaction of social capital and startup experience of entrepreneurs has a negative effect on
firm performance [Batjargal, 2007]. Industry-specific managerial experience and firm-specific founding
experience of outside directors have strong additive effects on firm growth [Kor and Sundaramurthy,
2009]. A study on small- to medium-sized enterprises found that general managers’ cognitive ability affects
organizational performance [Felício et al., 2014]. However, due to differences in conditions between different
nations, studies on the relationship between human capital, social capital, and performance under different
cultural environments can have different outcomes [Schneider et al., 2000]. The “acquaintance trust”,
unique to rural China, restricts the development of cooperatives [Zhao and Li, 2007]. Moreover, there are
relatively few research reports on the relationship between social capital and cooperative performance, and
the literature on the social capital of cooperatives’ director-generals is inadequate. A study of the irrigation
cooperatives found that successful rural cooperatives relied on leaders with good reputations or deep
social connections [Zhao and He, 2007]. In addition, the influence of core members on the development of
cooperatives from the social capital perspective was investigated [Lv and Gong, 2012]. However, research on
the association of director-generals’ human capital, social capital, and farmers’ cooperative performance
has not been reported.
For this study, we analyzed the compositions of the human capital and social capital of directorgenerals, who are the key figures in farmers’ cooperatives in China, and studied their effect on organizational
performance. In terms of research methods, we used normative analysis, empirical investigation,
and quantitative statistical analysis. We constructed a Human Capital, Social Capital, Efficacy, and
Performance (HSCEP) research model for director-generals’ human resources and social capital against
cooperative performance, and we proposed the relevant theoretical assumptions. Briefly, we developed
a questionnaire, “Research on the Impact of Director-Generals’ Human Capital and Social Capital on the
Performance of Farmers’ Professional Cooperatives”. We statistically analyzed the sample data obtained
from the questionnaire surveys of 303 cooperatives that met the standards for model cooperatives in nine
cities in Fujian Province of China. We obtained the relevant factors regarding the influence of human and
social capitals on the operational performance of cooperatives using factor analysis, structural equation
modeling, and other methods. In this way, we empirically analyzed the data and tested the assumptions
contained in the model. Lastly, based on the findings, we suggested measures for improving the human and
social capitals of cooperative director-generals.

2 Literature Review
2.1 Human Capital
For human capital, some scholars focused on the relationship between business performance and
the personal characteristics of entrepreneurs, such as age, education, personality, remuneration, and
professional background. For example, researchers studied 508 telecommunications companies in the
USA [Karami et al., 2006]. They found that entrepreneur education and work experience, but not age,
affected business performance. However, earlier studies found that an entrepreneur’s age was negatively
correlated with business performance, and another study suggested that formal education does not
seem to be a determining factor of cooperative success [Bantel and Jackson, 1989; Davidsson and Honig,
2003]. A relationship also exists between business performance and entrepreneur’s personal background
and ability. For example, researchers argued that work experience, management experience, and prior
entrepreneurial experience are related to firm activity, and that entrepreneurial experience is a prerequisite
for starting a company and ultimately affects organizational performance [Cooper et al., 1994; Dimov and
Shepherd, 2005]. In addition, directors’ human capital, including prior experience and education, benefit
firm performance because human capital is likely to make them more effective at monitoring management
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and providing advice [Khanna et al., 2014]. It is suggested that entrepreneurial competencies include both
innovation and management abilities [Chandler and Hanks, 1994]. Management abilities are linked to
economic performance by boosting corporate profits and market share [Becker and Gerhart, 1996]. Skills,
such as computer skill, have a significant impact on human capital [Eicher, 1996]. Research found that
stronger leadership through enhanced relational skills underlines communication skills as an element of
individual competency [McCallum and O’Connell, 2009]. Moreover, honor and rewards are thought to be
able to create human capital [Coleman, 1988]. Survey data from several hundred US companies proved that
the remuneration level of managers had an obvious influence on the performance of organizations [Hall
and Liebman, 1998]. Thus, we propose three constructs for human capital, as shown in Section 3.2 and
Table 1. The hypotheses (H1a)–(H3d) about the relationship between human capital and performance are
proposed in Section 4.2 and Table 2.

2.2 Social Capital
Social capital refers to the assembly of relationships, context, trust, and norms that encourage suitable
behavior for knowledge sharing [Anklam, 2002]. Affection relationships, and the diversified relationships
that help to build bridges between agents, are sources of social capital [Davidsson and Honig, 2003].
Scholars have argued that social capital is generated from the internal networks of organizations through
which tangible and intangible capital can be obtained and used to help organizations achieve their goals
[Leenders and Gabbay, 2013]. Actually, social networks are heterogeneous due to member diversity and
associational type [Stolle and Rochon, 2001; Ruben and Heras, 2012]. Both internal and external social
capitals provide a basis for the creation of organizational advantage [Yli-Renko et al., 2002]. It has been
shown that social capital building was associated with enhanced business, knowledge, and innovation
performance [Cooke and Wills, 1999]. Furthermore, the use of social capital by organizational managers can
play an active role in productive activities, improvement of the organizational environment, and optimization
of the organization’s relationships with business institutions, the public sector, and customers [Westlund
and Bolton, 2003]. Social capital developed from managerial networking and social relationships with top
managers at other firms, government officials (political leaders and bureaucratic officials), and community
leadership enhance organizational performance [Acquaah, 2007]. Trust relationships based on strong and
weak bonds lead to the creation of cognitive social capital, contributing to entrepreneurial learning and
exploration of opportunities [Lechner and Dowling, 2003]. Moreover, commercial relations of social capital
improve the business performance of startups [Bosma et al., 2004]. Consequently, four constructs for social
capital are proposed in Section 3.2 and Table 1. The hypotheses (H4a)–(H7d) about the relationship between
social capital and performance are proposed in Section 4.2 and Table 2.

3 Experimental Design
3.1 Research Objects
To avoid deviations that may be caused by the areas and industries of the cooperatives, we chose farming
cooperatives in Fujian Province as the research objects. Referring to the evaluation standards for model
farmers’ cooperatives, we selected as the study objects those cooperatives listed in the 2014 roster of model
cooperatives announced by the Agriculture Department of Fujian Province.

3.2 Scale Design Principles and Procedures
Data were collected using the questionnaire method. The measurement scale and questionnaire were
designed according to the rules proposed by Hinkin [1998]. We prepared the initial questionnaire based on
literature review. Following discussion with industry experts, we then selected an appropriate measurement
scale and descriptions for the questionnaire. After exploratory and confirmatory factor analysis, we tested
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the validity and reliability of the questionnaire, then deleted any unscientific measurement scale. Once the
scales were finalized, it was presented as a formal questionnaire, and a large-scale survey was conducted.
The questionnaire included the human and social capitals of farmers’ cooperatives’ director-generals and
business performance. The questionnaire had five parts: basic information, human capital, social capital,
management effectiveness, and cooperative performance. There were 45 items related to the relevant
variables, and a five-point measurement method was adopted.
Table 1. Human capital, social capital, and performance survey items
Constructs
Human capital
Knowledge

Ability

Motivation
Social capital
Internal relations

Variables (codes)

References

Education (ZSRL1)
Training times (ZSRL2)
Agricultural skills (ZSRL3)
Computer skills (ZSRL4)
Internet communication skill (ZSRL5)
Working experiences before the farmer cooperative work
(NLRL1)
Working years in cooperative (NLRL2)
Shareholding ratio (JLRL1)
Honor and reward gained (JLRL2)

[Schultz, 1961], [Blundell et al., 1999],
[Arvanitis and Loukis, 2009], [Lazear,
2009], [McCallum and O’Connell, 2009]

Trust between directors and supervisory board members
(NBSH1)
Trust from cooperative members (NBSH2)
Networking with cooperative members (NBSH3)
Commercial relations Trust from financial institutions (SYSH1)
Networking with financial institution members (SYSH2)
Networking with other cooperatives or cooperative managers
(SYSH3)
Networking with agricultural product wholesalers or buyers
(SYSH4)
Political relations
Networking with government departments (ZZSH1)
Trust from village cadres (ZZSH2)
Trust from government leaders (ZZSH3)
Innovative relations Networking with technical services/research institutes
(CXSH1)
Networking with social media or reporters (CXSH2)
Performance
Financial
Operating income can make ends meet (CWJX1)
Annual distributable surplus (CWJX2)
Cooperative profit (CWJX3)
Customer-focused
Market share (GKJX1)
Increased cooperative farmer number (GKJX2)
Satisfaction of cooperative members (GKJX3)
Internal process
Proportion of production sale (NBJX1)
Proportion of production purchased and distributed (NBJX2)
Technical guidance for cooperative members (NBJX3)
Council meeting times (NBJX4)
Learning and growth Training times for members (CZJX1)
Members can actively offer advices (CZJX2)
Brand development (CZJX3)
Number of certificated brands (CZJX4)

[Xu and Zhang, 2014]

[Xu and Zhang, 2016]

[Putnam, 1993], [Lv and Gong, 2012], [Ju,
2014]

[Uzzi, 1999], [Yao et al., 2016], [Adler and
Kwon, 2002]

[Faccio, 2006], [Wu et al., 2008]

[Siomkos and Kurzbard, 1994], [Tsai and
Ghoshal, 1998]

[Kaplan and Norton, 1995], [Chibanda et
al., 2009]

[Carlucci et al., 2004], [Liang et al., 2015]
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3.3 Data Acquisition
We selected 400 cooperatives as survey candidates based on geographic area and business scope. The
completed questionnaires were then collected and screened. Incomplete questionnaires and those with
obvious errors were regarded as invalid and excluded. Of the 400 questionnaires administered, 356 were
collected. Excluding invalid questionnaires, 303 questionnaires were obtained (85.1%).

3.4 Scale Evaluation Method
Reliability and validity are metrics for evaluating whether the structure of a theoretical model, the design
of the indexes for each variable, and the observation data are reliable and accurate. Reliability refers to
consistency within the scale, measuring the deviations caused by different measurement items. Cronbach’s
alpha is a tool for assessing the reliability of scales [Santos, 1999]; generally, reliability is high when
Cronbach’s alpha is >0.7.
Human capital, social capital, management effectiveness, and operational performance comprise
several dimensions. Since each dimension contains different measurement factors, it is necessary to analyze
its structural validity. When Bartlett’s test of sphericity is significant, factor analysis is recommended.
In that case, no further analysis is needed for Kaiser–Mayer–Olkin (KMO) values <0.6. For KMO values
ranging from 0.6 to 0.7, theoretical analysis is used as the basis to decide whether to perform factor analysis
according to the actual situation. For KMO values >0.7, factor analysis is conducted [Ferguson and Cox,
1993]. In this study, SPSS 17.0 and AMOS 17.0 were used for factor analysis.

3.5 Confirmatory Factor Analysis of the Measurement Models
To verify the degree of consistency between the factor model of the scale and the data collected from
the questionnaire, i.e., the fitness of using the index variable to measure the latent variable, construct
reliability was further checked. We verified whether the variables fit well by validating the structural
equation modeling (SEM)-based measurement model.

3.6 SEM Analysis
The SEM model integrates regression analysis, confirmatory factor analysis, and path analysis, which
are often used to construct, evaluate, and test causal relationship models. In our study, the exogenous
latent variables included knowledge, ability, and motivation with regard to human capital; internal,
commercial, political, and innovative social capital; resource acquisition ability and management ability
in management effectiveness. The endogenous latent variables included financial performance, customerfocused performance, internal performance, as well as learning and growth performance in the overall
operational performance.

4 Experimental Results
4.1 Scale Reliability and Validity Test
4.1.1 Reliability Analysis
A reliability test was used to analyze all subscales. The results showed that while the reliability of innovative
social capital was slightly low (0.71), all others had high reliability, with values >0.75. Therefore, the
measurement terms for all variables, including human capital, social capital, management effectiveness,
and cooperative performance, met the requirements.
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4.1.2 Validity Analysis
The structural validity of the scale was tested by factor analysis. When the KMO value is >0.7, and the load
coefficient of each item is >0.5, each index item of the same variable is integrated into one factor by factor
analysis. According to our results, Bartlett’s test of sphericity is all significant, and KMO values were all >0.6,
except for innovative social capital (0.57). These indicators were suitable for the following factor analysis.

4.1.3 Confirmatory Factor Analysis of the Measurement Models
To verify the degree of consistency between the factor model of the scale and the data collected, the validity
of the constructs used in the scale were verified for separate subscales and scales. The confirmatory factor
analysis for human capital measurement model, social capital measurement model, management effectiveness
measurement model, and cooperative operational performance measurement model all showed a relative
chi-squared of <5, root mean square error of approximation (RMSEA) <0.01, goodness of fit index (GFI) >0.90,
comparative fit index (CFI) >0.90, suggesting that the measurement models for variables are reasonable.

4.2 Relationships among Human Capital, Social Capital, and Operational
Performance
4.2.1 Modified Model for the Impact of Human and Social Capitals on Operational Performance
We used the relationship between the three factors of human capital, four factors of social capital, and
operational performance to analyze the theoretical models and obtained the model-fit results. In the process
of testing the theoretical models, the final test model was obtained. Among them, five hypotheses (H1a,
H1b, H1c, H2b, and H3b) for human capital did not have data support, and the corresponding five paths
were deleted. There was a large error covariance between the knowledge human capital items ZSRL1 and
ZSRL4, between ability human capital item NLRL1 and motivation human capital item JLRL2, and between
internal performance item NBJX3 and growth performance item CZJX2. Therefore, the corresponding error
term was defined as the correlation. Finally, the modified version of the theoretical model was obtained
(Figure 1). All parameter estimates were revealed to be statistically signiﬁcant at P< 0.05 in the ﬁnal model
of SEM estimation. The ﬁt measures indicate an acceptable model ﬁt, with relative chi-squared of <5 (3.86)
and values of CFI, GFI, and Tucker–Lewis Index (TLI) >0.9. Table 2 summarizes the hypotheses and the
test results for human capital, social capital, cooperative management effectiveness, and operational
performance proposed in this study.

4.2.2 Mediating Role of Cooperative Management Effectiveness in the Influence of Human and Social
Capitals on Operational Performance
To further explore the mechanism of the influence of human and social capitals on operational performance,
we analyzed the mediating role of cooperative management effectiveness in the influence on operational
performance. We used the Sobel test to check the mediating effect for the path of human and social capitals
affecting operational performance [MacKinnon et al., 2012]. The results are shown in Table 3. Resource
acquisition ability mediates the influence of ability and motivation human capital on financial, internal
process, as well as learning and growth performance. Resource acquisition ability also mediates the
influence of internal, commercial, political and innovative social capital on financial, customer-focused,
internal process, as well as learning and growth performance. Thus, resource acquisition ability plays
mediating roles in the influence of human and social capitals on performance. Moreover, management
ability mediates the influence of ability and motivation human capital on financial, internal process, as
well as learning and growth performance. Management ability also mediates the influence of internal,
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Figure 1. Corrected model path coefficient diagram for the relationship between human capital, social capital, and performance. KHC: knowledge human capital; AHC: ability human capital; MHC: motivation human capital; ISC1: internal social
capital; CSC: commercial social capital; PSC: political social capital; ISC2: innovative social capital; FP: financial performance;
CP: customer-focused performance; IP: internal process performance; GP: learning and growth performance.
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Table 2. Summary of test results for the proposed hypotheses
No.

Hypothesis

Result

H1a

Positive correlation between knowledge human capital and financial performance

×

H1b

Positive correlation between knowledge human capital and customer-focused performance

×

H1c

Positive correlation between knowledge human capital and internal process performance

×

H1d

Positive correlation between knowledge human capital and learning and growth performance

√

H2a

Positive correlation between ability human capital and financial performance

√

H2b

Positive correlation between ability human capital and customer-focused performance

×

H2c

Positive correlation between ability human capital and internal process performance

√

H2d

Positive correlation between ability human capital and learning and growth performance

√

H3a

Positive correlation between motivation human capital and financial performance

√

H3b

Positive correlation between motivation human capital and customer-focused performance

×

H3c

Positive correlation between motivation human capital and internal process performance

√

H3d

Positive correlation between motivation human capital and learning and growth performance

√

H4a

Positive correlation between internal social capital and financial performance

√

H4b

Positive correlation between internal social capital and customer-focused performance

√

H4c

Positive correlation between internal social capital and internal process performance

√

H4d

Positive correlation between internal social capital and learning and growth performance

√

H5a

Positive correlation between commercial social capital and financial performance

√

H5b

Positive correlation between commercial social capital and customer-focused performance

√

H5c

Positive correlation between commercial social capital and internal process performance

√

H5d

Positive correlation between commercial social capital and learning and growth performance

√

H6a

Positive correlation between political social capital and financial performance

√

H6b

Positive correlation between political social capital and customer-focused performance

√

H6c

Positive correlation between political social capital and internal process performance

√

H6d

Positive correlation between political social capital and learning and growth performance

√

H7a

Positive correlation between innovative social capital and financial performance

√

H7b

Positive correlation between innovative social capital and customer-focused performance

√

H7c

Positive correlation between innovative social capital and internal process performance

√

H7d

Positive correlation between innovative social capital and learning and growth performance

√

H8a

Positive correlation between resource acquisition ability and financial performance

√

H8b

Positive correlation between resource acquisition ability and customer-focused performance

√

H8c

Positive correlation between resource acquisition ability and internal process performance

√

H8d

Positive correlation between resource acquisition ability and learning and growth performance

√

H9a

Positive correlation between management ability and financial performance

√

H9b

Positive correlation between management ability and customer-focused performance

√

H9c

Positive correlation between management ability and internal process performance

√

H9d

Positive correlation between management ability and learning and growth performance

√

Note: “√” in the results column indicates that the hypothesis is supported by data.
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commercial, political and innovative social capital on financial, customer-focused, internal process, as well
as learning and growth performance. Thus, management ability plays mediating roles in the influence of
human and social capitals on performance.
Table 3. Summary of the test results for mediating effect
Mediator

Dimension

Resource acquisition Knowledge human capital
ability
Ability human capital
Motivation human capital
Internal social capital
Commercial social capital
Political social capital
Innovative social capital
Management ability Knowledge human capital
Ability human capital
Motivation human capital
Internal social capital
Commercial social capital
Political social capital
Innovative social capital

Financial perfor- Customer-focusedInternal process Learning and
mance
performance
performance
growth performance
N
Y
Y
Y
Y
Y
Y
N
Y
Y
Y
Y
Y
Y

N
N
N
Y
Y
Y
Y
N
N
N
Y
Y
Y
Y

N
Y
Y
Y
Y
Y
Y
N
Y
Y
Y
Y
Y
Y

N
Y
Y
Y
Y
Y
Y
N
Y
Y
Y
Y
Y
Y

Note: “Y” indicates mediator role supported by our data.

5 Discussion
Based on the empirical test, the initial theoretical model was modified, and the modified model was
reasonable. Among the 36 hypotheses regarding the relationship between a director-general’s human
capital, social capital, cooperative management effectiveness, and cooperative operational performance,
five hypotheses were proved null (Table 2). These included H1a, H1b, H1c, H2b, and H3b. The remaining
hypotheses were verified. According to the test results, different factors that comprise a director-general’s
human and social capitals have different effects on the operational performance of a cooperative.
Regarding the mediating role, two hypotheses were verified. It was confirmed that management
effectiveness plays a mediating role between the director-general’s human and social capitals and
cooperative operational performance. The results also verified the HSCEP theoretical model for cooperative
operational performance (Figure 2).

Figure 2. Human capital, Social capital, Efficacy, and Performance (HSCEP) theoretical model.
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5.1 Effects of Types of Human Capital on Cooperatives’ Operational Performance
First, in terms of the impact on financial performance, motivation human capital had the greatest impact,
with an impact coefficient of 0.43. This indicates that director-generals’ motivation human capital,
composed of the material and spiritual awards received, has a great impact on the financial performance of
cooperatives. In particular, the higher the shareholding ratio of the director-general, the more the directorgeneral is concerned with the cooperative’s financial performance, which may result in higher levels of
performance.
Second, in terms of the impact on internal process performance, motivation human capital had the
greatest impact, with an impact coefficient of 0.31, followed by ability human capital, with an impact
coefficient of 0.18. This indicates that a director-general who has a certain shareholding ratio or has
received more awards pays more attention to the standardizing of internal processes and maintains normal
cooperative operating activities.
Third, in terms of the impact on growth performance, motivation human capital had the greatest
impact, with an impact coefficient of 0.31. Knowledge human capital was next, with an impact coefficient
of 0.19. Ability human capital also had a certain impact (0.16). These results indicate that the higher the
human capital of the director-general, the more emphasis the director-general may place on the ability of
cooperative members and the innovation ability of the cooperative. Thus, the training of cooperative members
is promoted, and the brand development and product certification of cooperatives are strengthened.

5.2 Effects of Types of Social Capital on the Operational Performance of
Cooperatives
First, in terms of the impact on financial performance, the impact coefficient of commercial social capital
on financial performance was the greatest, reaching 0.70. Internal social capital was next, with an impact
coefficient of 0.25. The impacts of innovative social capital and political social capital were relatively
small (0.15 and 0.15, respectively). This shows the importance of commercial social capital in cooperatives’
financial performance.
Second, in terms of the impact on customer-focused performance, the impact coefficient of political
social capital on the customer-focused performance of cooperatives was the greatest, reaching 0.22. The
impact of commercial social capital was second, with an impact coefficient of 0.18. Internal social capital
also had an impact, with an impact coefficient of 0.15. This suggests that several types of social capital have
certain impacts on the customer-focused performance of cooperatives, but those impacts are low.
Third, in terms of the impact on internal process performance, internal social capital had the greatest
impact, with an impact coefficient of 0.56, followed by commercial social capital, with an impact coefficient
of 0.45. Political social capital had a small impact, with an impact coefficient of only 0.14. These results
suggest that the trust and support that director-generals receive from other members of the organization
have a great impact on the operations of cooperatives and the processes of operating activities. Establishing
good internal key processes is, therefore, an important precondition for maintaining long-term normal
operational activities.
Fourth, in terms of the impact on growth performance, commercial social capital had the greatest
impact, with an impact coefficient of 0.43, followed by innovative social capital, with an impact coefficient
of 0.29. Internal social capital also had a fairly large impact (0.27), while political social capital had a weak
impact (0.16). This suggests that commercial social capital has a significant impact on cooperative members’
abilities and cooperatives’ innovation abilities.
Lastly, based on these results, we can see that while a certain positive relationship exists between a
director-general’s political social capital and the cooperative’s operational performance, the relationship
is weak due to the smaller path coefficient. This suggests that director-generals have inadequate ability to
cultivate, accumulate, and exert political and social capital. Thus, the extent of the impact of political social
capital on the performance of cooperatives is not significant.
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5.3 Test and Analysis of the Mediating Role of Cooperative Management
Effectiveness
We have proposed that there may be a mediating effect between a director-general’s human and social
capitals and the cooperative’s operational performance. In other words, the director-general’s human and
social capitals influence the performance of cooperatives through mediating variables. This assumption is
supported by the empirical results.

5.3.1 Mediating Role of Management Effectiveness in the Relationship between Director-Generals’
Human Capital and Cooperatives’ Operational Performance
Resource acquisition ability and management ability were found to play a mediating role between human
capital ability on the one hand and financial performance, internal processes, and growth performance of
cooperatives on the other hand. So does human capital motivation. This further suggests that management
effectiveness plays a partial mediating role in director-generals’ human capital and cooperative’s operational
performance. The reason for this could be that a director-general’s human capital reflects the knowledge
and skills he/she possesses for managing cooperatives. Although the knowledge human capital signified by
educational level cannot be intuitively reflected in management ability, years of work experience and the
director-general’s share in the cooperative reflect his/her management desire and ability. To an outside agency,
the more competent a director-general is in these two aspects, the higher is his/her credibility. By improving
the organizational image of cooperatives, outside organizations can more easily trust and cooperate with
them, thus making it easier for them to externally obtain the necessary organizational resources.

5.3.2 Mediating Role of Management Effectiveness in the Relationship between Director-Generals’ Social
Capital and Cooperatives’ Operational Performance
In verifying the path model of the relationships between director-generals’ social capital and cooperatives’
operational performance, all four variables were entered into the mediating role test. The results showed
that resource acquisition ability played a mediating role between internal, commercial, political, and
innovative social capital on the one hand and financial performance, customer-focused performance,
internal process performance, as well as learning and growth performance on the other hand.
Management ability mainly played a mediating role between four social capital variables (internal,
commercial, political, and innovative social capital) and four performance variables (financial performance,
customer-focused performance, internal process performance, as well as learning and growth performance).
Thus, management ability plays a mediating role between a director-general’s social capital and operational
performance.

6 Conclusions and Policy Implications
6.1 Influence of Director-General’s Human Capital Elements on Cooperative’s
Performance
1.

2.

The impact of knowledge human capital on the performance of cooperatives is mainly reflected in
learning and growth but is not significant for financial performance. Higher educational level does
not necessarily improve organizational performance. As such, knowledge-based human capital has a
relatively small impact on cooperative performance.
The impact of ability-based human capital on the performance of cooperatives is mainly reflected in
three aspects: finance, internal processes, as well as learning and growth. Among them, the impact on
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financial performance is significant. The length of a director-general’s work experience is significantly
and positively correlated with a cooperative’s performance.
The impact of motivation-based human capital on the performance of cooperatives is mainly reflected
in three aspects: finance, internal processes, as well as learning and growth. Among them, the impact
on financial performance is more significant. When a director-general holds a greater share in the
cooperative, it is beneficial for the improvement of the cooperative’s performance.

6.2 Influence of the Director-General’s Social Capital Elements on Cooperative’s
Performance
1.

There is a positive relationship between the director-general’s internal social capital and the
cooperative’s performance in terms of finance, customers, internal processes, as well as learning
and growth. Internal performance is more affected by internal social capital. With higher internal
social capital, there are increases in agricultural product sales, the procurement and distribution of
agricultural products and capital goods, and member satisfaction with the cooperative’s services. Thus,
the implementation of the system is also relatively good.
2. Commercial social capital has a significant impact on the performance of cooperatives. It has the
greatest impact on financial performance, followed by the impact on internal performance, then on
learning and growth performance, with the least impact on customer-focused performance. This
indicates that the external commercial network owned by the director-general greatly influences the
cooperative’s operating activities.
3. The director-general’s political social capital has a direct influence on the performance of the cooperative,
but the influence coefficient is relatively low. This indicates that currently, the accumulation and
application of the director-general’s political social capital is not sufficient. As a result, its effect on
cooperative’s performance is not significant.
4. Innovative social capital mainly concerns the director-general’s scientific research and media relations.
Its overall influence on operational performance is low. To some extent, this reflects deficiencies among
current director-generals in terms of grasping technology and media relations. In practice, technology
has been proven to bring about advanced productivity. For cooperatives, new technologies have an
effect in terms of boosting production and increasing income. Active cooperation with scientific
research departments can serve to not only obtain advanced and relevant technologies but also train
cooperative members with the aid of teachers from research institutes to promote their growth. Positive
media propaganda can help to establish good marketing images for cooperatives and may, in fact, have
a positive impact on customer-focused performance.

6.3 Improvement Measures for Director-Generals’ Human and Social Capitals
6.3.1 Improving Director-Generals’ Human and Social Capitals Based on a Two-Dimensional Model
In developing cooperatives, the role of the director-general’s human and social capitals is increasingly
important. Based on our results, a director-general’s human and social capitals can be summarized into
four types (Figure 3). According to these different types, different measures should be adopted to improve
director-generals’ ability and promote the growth of cooperatives.
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Figure 3. Two-dimensional model formed from director-general’s human capital and social capital.

6.3.2 Improving Director-Generals’ Human Capital and Promoting Cooperative Development
According to our results, director-generals’ current level of human capital is low. This is reflected in the low
level of knowledge human capital and the generally low level of education. Director-generals cannot fully
grasp cooperative management systems and norms, hindering cooperatives from meeting the government’s
requirements for normative and long-term sustainable development. Director-generals lack knowledge
about Internet tools and have a weak ability to grasp market opportunities. In this regard, government
departments and related agencies should give full play to their respective functions and responsibilities,
integrate different kinds of resources, and cultivate better personnel for cooperatives. To meet the
requirements for cooperative development, multilevel training systems for director-generals, diversified
training methods, and practical training courses should be established and improved according to local
conditions. Trainings should provide cooperatives with qualified management personnel with management
ability, management desire, and a sense of innovation. Training should focus on results and effectiveness.
To elevate effectiveness, feedback should also be sought to improve personnel training (Figure 4).

Figure 4. Triangle model for professional training procedure for cooperatives’ director-generals.
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6.3.3 Improving Director-Generals’ Social Capital Based on the Internal Trust, Government Policy
Support, and Business Network (IGB) Model
As economic organizations, cooperatives must possess the qualities of internal trust and cooperation. It is
only with outside support in terms of fund, talent, and technology that a director-general’s human capital
function can be fully and effectively demonstrated. In addition to focusing on the director-generals’ human
capital, we should also focus on improving their social capital elements. Based on our empirical analysis,
we propose that the improvement of the director-general’s social capital should be based on internal trust,
government policy support, and the cultivation of business networks. Director-generals should build an
image among internal members to enhance trust and maintain the necessary government contacts to obtain
policy support and receive technical support and public support. At the same time, they should broaden
their social networks, strengthen business network relations, and create a sound business environment.
The improvement path for social capital based on the IGB model is shown in Figure 5.

Figure 5. The social capital enhancement pathway for director-generals based on the internal trust, Government policy
support, and Business network (IGB) model.

6.4 Limitations and Future Research
Some limitations of this study should be noted. First, similar research reports about farmers’ cooperatives’
director-generals are relatively few, so we refer to enterprises for some of the indicators. Thus, our theoretical
model may not consider all the potential factors. Second, the performance may be influenced by many
other factors, such as policy support, sector type, and business size, apart from director-generals’ human
and social capitals. Although the criterion for inclusion of standard cooperative samples is introduced,
these factors may also work on performance. Therefore, these factors may be taken into account in
future research. Third, the farmers’ cooperative performance measurement is not mature, so indicators
are borrowed from the Balanced Scorecard approach [Kaplan and Norton, 1995]. National conditions and
properties of farmers’ cooperatives are incorporated into performance measurement items. Although
optimized, these measurements may introduce some scholarly described items, which may cause variation
in understanding the questionnaire. Finally, the investigated territory is restricted to nine cities of Fujian
Province, making our conclusions applicable to limited areas, i.e., similar coastal regions of East China.
However, it is not clear whether the imbalance in the development of the regional economy could cause
significant differences in performance attributed to director-generals’ human and social capitals. Currently,
no statistics is available, and no related research has been reported about the differences. Future large-
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scale and cross-region investigations should be performed to address the generality of our conclusion.
The proposed implications can be absorbed by other country regions, but with caution according to local
circumstances. Overall, the outcomes of this study can benefit cooperatives’ director-generals and human
resource personnel in terms of understanding the influence of director-generals’ human and social capitals
on organizational performance. The results may also be useful for policymakers to establish a better
environment for the development of cooperatives.
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