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Adam Szyszka*

Editorial

https://doi.org/10.2478/ijme-2019-0027

Welcome to the last issue of the International Journal of Management and Economics in 2019. This time we 
offer three papers in management and three in economics. Five of them are based on empirical research 
and one is an original conceptual work. From the geographical perspective, one paper is on China, one 
on the Eurasia region, another two on the eurozone and Poland, and also there are two papers of general 
international orientation.

In the first article, entitled “Does the Compensation Gap Between Executives and Staff Impact Firms’ 
Future Performance? Moderating Roles of Managerial Power and Overconfidence”, Liu Ping, Hosain 
Sajjat, and Li Liyan aim at identifying the influence of the interior pay gap between senior executives and 
ordinary employees on the company’s performance. They use a relatively large sample of 1,189 publicly 
traded companies from Shanghai and Shenzhen stock exchanges. They find that there is a moderate 
positive relationship between the pay gap and firms’ future performance. However, managerial power and 
overconfidence tend to weaken the relationship between pay gap and corporate performance.

Marlena Smuda-Kocoń in her paper “Corporate Governance vs Management of the Intellectual Capital 
of Banks – Structural Equation Modeling (SEM)” focuses on intellectual capital, corporate governance, 
and financial performance in the banking sector. With the use of an original causal model (structural 
model equation), she demonstrates a positive relationship between intellectual capital efficiency, quality 
of corporate governance, and financial results of banks publicly listed at the Warsaw Stock Exchange in the 
period 2007–2017.

The third paper, “Antecedents of Loyalty Intentions Among Young Adult Tourists: A Survey”, is by 
Elżbieta Wąsowicz-Zaborek. The study is concerned with the overall loyalty tendencies of individuals, 
comprising the two dimensions of revisit intentions and recommendation intentions. The research uses 
an Internet survey with a total sample of 305 university students from two Polish universities. The results 
indicate that destination recommendation intention is mainly driven by social ties, while revisit intention 
is influenced positively by risk and uncertainty avoidance and negatively by novelty and variety seeking. 
In addition, income is found to be a significant moderator in the relationship between risk and uncertainty 
perception and recommendation intentions. The research also demonstrates that there is no significant 
difference between male and female young tourist’s loyalty intention. The paper concludes with several 
practical suggestions for tourism entrepreneurs and destinations.

The fourth article is dedicated to the so-called sharing economy – an increasingly important new trend 
covering activities of individuals, social groups, and enterprises as well as local and state authorities, which 
aim to enable, facilitate, or even organize the sharing of resources. Anna Rutkowska-Gurak in the paper 
entitled “Sharing Economy and the City” focuses on the impact of three significant start-ups in this sector, 
namely, Uber, BlaBlaCar, and Airbnb, and analyzes their impact on urban economics. The author argues 
that although the idea of sharing creates new opportunities, it also is a source of new challenges for cities’ 
functioning and development, especially when considering the influence of large sharing economy firms 
on other stakeholders. The findings also show that sharing economy not only has an uneven impact on the 
functioning of different cities but also has heterogeneous consequences for different groups of stakeholders 
within the same city.

The next paper remains in the area of urban economics, but it focuses on a specific category of global 
cities. Shahed Khan in his paper “Response to Urban Challenges by Global Cities within Developmental 
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States” presents two vibrant Asian metropolises – Tokyo and Seoul – and describes within each of these 
cities the competition between the municipal and the state central government. The author underlines 
tensions between priorities of the cities as competitors in the global economy and as national capitals by 
analyzing the relations between municipal governments and central government agencies representing 
the developmental nation state. Particularly, the paper investigates whether global cities within the 
developmental state tend to become “disembedded” from their national context as they seek to integrate 
with the global economy.

The final paper of this issue entitled “The Productivity Growth Slowdown in Advanced Economies: 
Causes and Policy Recommendations” is written by Marcin Wroński. The paper identifies and discusses 
the structural forces and legacies of financial crisis, explaining the slowdown in the productivity growth 
and suggesting possible policy solutions. Slowing pace of innovations, population aging, slowing human 
capital accumulation, limits of structural transformation, capital misallocation, and firm-level factors are 
identified as structural obstacles to total factor productivity growth. The author argues that in response 
to unfavorable tendencies, states should modernize education systems and encourage lifelong learning. 
Policies that reduce consequences of population aging ought to be implemented. Production market 
reforms should be introduced and international trade should be further encouraged, however with caution 
to distributional consequences of these policies. Public policy should be targeted to increase aggregate 
demand and to support innovation.

This is the last issue of the International Journal of Management and Economics in 2019. As usually on 
this occasion, at the end of the issue, we list the reviewers who helped us to assess nearly 100 submissions 
considered for publication over the past year (vol. 55, issues 1–4). We would like to thank them cordially 
for their time and expertise in keeping our academic standards high. We express our appreciation also on 
behalf of the many authors who benefited from inspiring remarks and suggestions on how to improve their 
articles.

Traditionally, at the turn of the year, I would like to wish all readers, authors, and other members of our 
academic community a Happy New Year 2020. In the coming year, we wish you many intellectual challenges 
completed with a success and a source of true satisfaction. Stay with us for more scientific reports and 
inspiring papers in further issues of the coming new volume.
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Abstract: The study aims at identifying the influence of interior pay gap between senior executives and 
ordinary employees on the organization’s future performance for listed Chinese firms. In addition, two 
other moderator variables have been included in the study referring management power as the percentage 
of senior managers holding “A” category shares for more than one position. The other one is managerial 
overconfidence defined as the change in management holdings by themselves (managers) positively. The 
paper is based on secondary data extracted from China’s ‘A’ listed companies in Shanghai and Shenzhen 
Stock Exchanges with a valid sample size of 1,189. After detailed analysis (Pearson correlation and regression) 
between the variables, it was found that there is a moderate positive relationship between the pay gap 
and firms’ future performance. The results further indicate that management power and overconfidence 
weaken the relationship between pay gap and corporate performance. The authors hope that this empirical 
study can guide the academicians intending to further excavate in this relatively uncharted area as well as 
the corporate body and top managers who seek some guidelines to formulate an effective pay plan.

Keywords: China, pay gap, performance, firm, managerial power, managerial overconfidence
JEL Classification: M1, M14

1  Introduction
With the dynamic development of market economy, the pay gaps in the diversified jobs are widening 
gradually and have become a center of attraction for academia and corporate world. However, the views 
of the academic community regarding economic consequences of pay gap within the firms have not been 
unified yet, and they have consequently developed two unique theories: tournament theory and behavior 
theory. The first theory argues that pay gap can have a positive incentive effect on senior executives and 
ordinary employees, saving the agency cost to the client and promoting sustainable development in the 
firm. On the other hand, behavior theory believes that pay gap would undermine the fairness of internal 
compensation and reduce enthusiasm and team cohesiveness of employees, thereby hindering the 
progress of the organization. Both of these perspectives have been supported by scholars despite having 
a few disagreements regarding the severity of impact. Therefore, it is crucial to pay special concentration 
to the fact that such pay gap requires a systematic procedure that is frequently absent. In recent years, the 
“abnormal pay gap phenomenon” between senior executives and ordinary workers has been quite common 
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all over the world. Such difference is clearly evident in both developed and developing countries where the 
executive pay is almost hundred times higher than the pay of average employees. Irrespective of local or 
multinational firms, or big or small firms, this issue has become a matter of discontent among the countless 
ordinary employees and has got the attention from academicians and policymakers.

Listed Companies Executive Pay Index [2017] pointed out that in United States in 2016, the annual 
payment of the top three senior positions in most large companies, particularly involved in technology, 
has exceeded billions. However, in China, the average monthly salary in 2017 in Beijing was 8,315 
RMB, whereas in Shanghai and Shenzhen, it was 8,962 RMB and 8,315 RMB, respectively [China Salary 
Guide, 2017]. As it is already known, although the average wage in these three cities has ranked the 
top in China, the pay gap between the managers and ordinary workers has already become a center 
of debate. In fact, the Chinese Central Government has issued a series of regulatory measures to curb 
“malformed” executive pay. As an example, during 2002, the Central Government began implementing 
a “Yearly Salary System” for state-owned enterprise (SOE) executives, pointing that the total annual 
income should not exceed the average employees’ income. However, with the economic expansion and 
improvement in the efficiency of SOEs, this proportion has been violated largely. In 2009, the Ministry of 
Human Resources issued a guide to further standardize the management and control of payment of sky-
high remuneration. In order to establish and improve the level of performance and responsibility and to 
reduce risk, “Management Enterprise Pay System Reform” was implemented in January 2015. However, 
the existing measures are only applicable for the SOEs to control the payment of executives, and hence, 
the effect is very limited.

It cannot be denied that employees are the core of organizational resources; the substantial pay gap 
between senior executives and general staffs in fact reflects that the organizations have not really paid 
attention to the value of their human resources. The rationality of compensation scheme would affect 
the degree of satisfaction of employees, which, in turn, would influence the individual and business 
performance. A scientific and effective remuneration package should include a reasonable design and 
redesign of job level and incentive (horizontal and vertical pay gap) to motivate employees in creating value 
and achieve desired performance goals. Therefore, the question arises how to reduce the undesirable salary 
gap among various job ranks without hurting the senior executives. The answer requires us to carefully 
formulate and execute a scientific and rational income distribution between executives and ordinary 
employees. The abnormal pay gap is not only embarrassing from the perspective of ordinary employees 
but also a dilemma from the viewpoint of the organizations to relate social income and even the overall 
harmony of the society.

At present, academic evidences about the association between pay gap and enterprise performance are 
quite abundant based on tournament and behavioral theories. However, there are still a few disagreements 
among the scholars and they have not yet reached in a consensus regarding the relationship between these 
two theories. Therefore, the current study has considered the same period of cross-section data where the 
actual research interest is to investigate the impact of pay gap on individual and enterprise performances 
to avoid the lag. Furthermore, the study focused on the analysis of internal and external environmental 
factors such as organizational size, capital structure, equity nature, and the size of top management 
team. The managerial characteristics on internal pay gap were rarely involved in previous literature. In 
particular, the study of the effect of extreme managerial overconfidence on the firm performance is not 
yet available. However, it has been assumed in this study that managerial overconfidence and power are 
the two subdivisions of management characteristics. Considering these two moderating variables, the 
relationship between pay gap and organizational performance is worth exploring. As the economic reform 
in China is entering into the deepening stage, the issue of pay gap and its impact on the organizational 
performance is becoming a center of debate. Therefore, the authors put forward two research questions 
for this study:

RQ: What is the exact impact of pay gap on firms’ future performance?
RQ:  What are the roles of management power and overconfidence over the relationship between pay 

gap and performance?
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2  Theoretical overview

Scholars have conducted sufficient explorations to endeavor the relationship between pay gap and enterprise 
performance and got many conclusions. Academic relationship between pay gap and organizational 
performance is affluent. At present, more attention is being given to other moderators such as the attitude of 
internal and external stakeholders. This section of the paper provides a brief overview of different concepts 
related to this study and literature evidence on the relationship between the factors.

2.1  Tournament theory perspective

One of the most influential theories regarding pay gap is the tournament theory proposed by Lazear and 
Rosen [1981]. Rosen [1986] focused on the salary gap within the executive team and concluded that larger 
pay gap can actually promote the growth of organizational performance, indicating the tournament theory 
is more suitable to explain the relationship between pay gap and organizational performance. O’Reilly et al. 
[1988] made an investigation on listed US firms and found that tournament theory can articulate more the 
pay gap between CEO and other executives. McLaughlin [1988] and Prendergast [1999] concluded that as 
the size of the executive team expands, its internal participation in tournament competition increases, thus 
reducing the probability of participants to win. For expecting the benefits of incentive effect uncompromised, 
there is a real need to broaden the income gap among the levels within the executive group. Milgrom and 
Roberts [1992] found that the larger the pay gap, the stronger is the incentive to attract more talented people. 
According to them, high rewards for high performers contribute to the promotion of corporate value and 
help motivate low performers to actively improve efficiency to share more income cakes. Lambert et al. 
[1993] concluded that the salary gap between the higher ranks of senior executives is often greater such as 
the pay gap between CEO and the number two. They further concluded that the salary gap certainly plays 
a role in promoting the business environment. Joskow and Nancy [1994] exploring through an empirical 
analysis reported a positive correlation between executive stock ownership and firm performance, and such 
an absolute pay gap has a much stronger incentive to overall organizational performance.

Main et al. [1993], based on the investigation in 210 US firms from 1980 to 1984, found that the pay gap 
between the executives has a positive impact on the total asset yield and return on equity. At the same time, 
it was also found that as the management team enlarges, the probability of getting a promotion is smaller. 
Thus, the enterprises actually require increasing the competitive reward to ensure the incentive of pay gap to 
reach the expected level. Eriksson and Lausten [1996] also considered that the difference between CEO pay 
and the average pay increases the performance with the size of the latter one. Henderson and Fredrickson 
[2001] in their analysis of 189 US home enterprises discovered that the salary gap of internal executive team 
has a positive influence on organizational performance, and thus, it is more appropriate to use tournament 
theory to explain the salary gap within the executive team. Bognanno [2001], Conyon et al. [2001], Audas 
et al. [2004], and Lallemand et al. [2008] have also confirmed the rationality of tournament incentive from 
various perspectives. According to Reeves et al. [2009], the companies’ internal employee ownership is 
becoming more a common phenomenon and it can efficiently reduce the income gap between the owner 
and the general staffs, while increasing the performance level. Milkovich et al. [2011] believe that with the 
salary gap among the executives, the incentive effect is far less than expected leading to dissatisfaction with 
higher ranked managers, which affects organizational performance. Lee et al. [2015] found that the salary 
gap among the managers has a positive effect on organizational performance. He also found that agency 
costs within the company have an enhanced effect on the positive relationship between the two.

The Chinese scholars began their research on internal pay gap in 2003. Chun et al. [2003] analyzed the 
listed companies from 1999 to 2000 and found that salary gap within the executive team has a significant 
positive impact on organizational performance. They proposed to increase the incentive effect by enlarging 
the pay gap. At the same time, they explored that the incentive effect of absolute pay gap is greater than 
its impact on the market performance and that of pay gap on long-term accounting performance is larger 
than on short-term accounting performance. Chen et al. [2014] in the study of equity incentive found that 
with the expansion of different management staffs in the company, the performance level of enterprises 
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improves, thus verifying that the tournament theory is applicable to the local Chinese executive equity 
incentive. Zhou [2000] believes that there is no significant difference in the variables that affect the 
differential compensation, e.g., the variables that affect the pay gap of high growth enterprises are mostly 
the size of the executive team, the location of the firm, the size of the firm, and salary level. On the other 
hand, the variables that affect the salary gap of the low growth firms are the size of the executive team and 
the location of the firm. However, in both cases, the difference in executive level pay has a positive influence 
on the performance level of the firm. Lu [2007] using the data of listed companies from 2001 to 2006 
concluded that the internal monetary pay gap between the executives has a significant positive impact on 
the current market performance. According to Zhao [2012], regarding the executive pay gap in the industry 
segmentation research on China’s listed manufacturing firms, the presence of an appropriate income gap 
within the executive team strengthens the level of organizational performance. Li et al. [2007] in their study 
of executive team’s internal pay gap examined the managerial power characteristics of regulatory role. 
They found that management power features and pay gap interaction have a negative impact on corporate 
performance, indicating that the organization’s internal managerial power weakens the incentive effect of 
the pay gap to some extent.

Kato and Long [2006] using a sample of the listed companies from Shanghai and Shenzhen stock 
exchanges discovered that the internal pay gap in the senior management team has a positive influence 
on the performance of the organizations, but not in a significant manner. However, after employing the 
cooperative demand variable, they found that the interaction with the executive pay gap has a significant 
positive impact on organizational performance showing that cooperative demand variable has an extended 
effect on the relationship between the two. In other words, when the cooperation demand among senior 
executives is at a higher level, the proper expansion of pay gap can effectively save client’s monitoring 
cost, improve the performance of the team members, and promote the development of the firm. Jun [2014] 
explored the relationship between pay gap and organizational performance profoundly and concluded that 
pay gap between the CEO and other members of the executive team contribute positively to the total asset 
yields and earnings per share (EPS).

Wanli and Shaoxiang [2006] and Chun et al. [2003] commented that the salary gap between executives 
and employees still has incentive effect although it is the priority of enquiry. Liu [2016] studied the 
nature of equity among the SOEs and found that the pay gap between the executives and employees is 
more obvious. The pay gap between the executives and employees in the SOEs has stronger incentive to 
enterprise performance. In another words, the pay gap between the CEO and senior executives with high 
collaboration needs is more conductive to the company performance. Shaorong et al. [2011] in their study 
of the relationship between executive team members’ pay gap and organizational performance concluded 
that the vertical pay gap has a significant positive impact on the performance of organizations, while the 
salary gap and technological intensity in the industry play a significant role in adjusting the incentive effect 
of the vertical pay gap. Lu [2007] in the domestic listing section of the enterprises as a sample discovered 
that the financial position is normal on the basis of sample enterprises into two groups; the tournament 
incentive effect is more obvious at the enterprises, while CEO’s power can effectively enhance the positive 
relationship between the two. Additionally, Tong [2008], Lin et al. [2013], Wang [2014], and Wang [2015] 
adopted different points of different industry samples for the analysis and found the influence of tournament 
theory on organizational performance.

2.2  Behavioral theory perspective

Scholars at China and abroad also conducted some empirical analysis on behavioral theory and confirmed 
that internal pay gap has a negative impact on business performance. Cowherd and Levine [1992] reported 
that the salary gap between the lower level staffs and executives has a significant negative impact on 
work quality. Joskow and Nancy [1994] and Reeves et al. [2009] agreed that the timely narrowing of pay 
gap between senior executives and ordinary employees can promote the development of enterprises and 
improve performance. Mason et al. [2004] confirmed that the pay gap between the CEO and other executive 
members has a negative influence on organizational performance. Cooper et al. [2009] introduced future 
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performance variables to study the lagging effect of pay gap and found that non-CEO compensation has 
positive incentive for future performance but the pay gap between the CEO and other executives is a negative 
disincentive to future performance. This conclusion provides us a new perspective that the incentive to pay 
for current performance and the impact of future performance is not the same. Siegel and Hambrick [2005] 
using the high-tech listed companies as a sample found that the widening pay gap will undermine the 
senior management team within the exchange of cooperation among members and thus adversely affect 
the performance of the firms indicating that the behavioral theory in the high-tech industry had certain 
applicability.

Zhang et al. [2008] took the total asset yield and EPS to represent the organizational performance. 
In their study, they selected 2001 to 2006 for collecting the data of the listed firms in China to study the 
influence of salary gap between the executive team and the whole management group on the performance 
of organizations. Using the absolute and relative pay gap of these two indicators showed that the two gap 
indicators have a significant negative impact on organizational performance. The result suggests that 
behavioral theory can better explain the pay gap between the CEO and other core executives. In addition, 
after introducing three regulatory variables, such as company size, technical complexity, and executive 
team collaboration, it was found that the first two regulatory variables has a strong negative relationship 
with the two, while the third variable weakened the negative relationship with the two. Lu [2007] using 
cooperative demand variable to study the gap between executive pay and performance of the adjustment 
of the effectiveness of firms found that when senior management does not collaborate demand motivation, 
the widening pay gap damages the company’s operating performance.

In terms of industry segmentation, Zhou et al. [2009] conducted the research on the manufacturing 
industry of Chinese listed enterprises and reported that the salary gap between the executive team members 
and the business performance is not positively correlated. Rather, the relationship depicted a negative 
correlation indicating that the increase in salary gap between executive members does not necessarily 
promote the growth of enterprise performance. Liu and Sun [2010] studied the domestic listed enterprises in 
the year 2009 and found that the executive team members’ pay gap difference and the business performance 
are in a reverse relationship to promote the growth of a corporate performance. Additionally, Carpenter and 
Sanders [2004], Lu et al. [2009], and Zhang and Yanan [2013] tried to authenticate the behavioral theory 
from different aspects.

2.3  The concept of management power

According to assumption of management power theory, managers will use their own power advantage with 
the board. As the managers are “Rational Economic Person” and they can participate in board meetings, the 
board inclining to gain private interests. This makes the compensation contract difficult to show its original 
incentive effect that is not conductive to the promotion of corporate performance.

Power is essentially an incentive whereas a promotion means having more power. To achieve it, 
managers will work harder to increase their contribution to the organization and promote the organizational 
value for winning the promotion competition. But in reality, a higher rank indicates higher responsibility. In 
the face of more difficult performance goals, executives are destined to devote more effort. Secondly, service 
consumption and other benefits are often accompanied by high power and managers’ share of personal 
spending will be reduced. Managerial power is also a monetary incentive improving external reputation of 
executives, strengthening influence within the enterprise and intangibly increasing monetary remuneration. 
Thus, promotion can be regarded a more effective incentive and a good source of management power that 
can weaken incentive for compensation.

He and Fang [2015] in their study concluded that executive compensation has a strong impact on power. 
They added that executive pay level and organizational performance are positively correlated. However, the 
impact of increase in executive pay over the increase in remuneration of workers is much greater. Li [2015] 
believes that management will be based on the increase and decrease in corporate performance to develop 
income distribution system. If the performance growth is strong, management will magnify the relationship 
between pay and corporate performance for their own greater self-interest. Conversely, when performance 
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is weak, management will try to weaken the correlation between the two. These findings greatly enriched 
the management power theory.

Theoretically, the expansion in management authority is accompanied by a rise in pay levels, but it 
does not mean that the executives can do whatever they want. When managers get far more than market 
average, they face accusations and pressures from the media, shareholders, employees, and so many 
other stakeholders, creating a kind of “anger costs”. Often the executives disguise their income levels and 
weaken the relationship between earnings and performance, which also explains the reason behind weaker 
correlation between executive pay and performance when management power is larger.

2.4  Management overconfidence theory

From a psychological point of view, overconfidence grows due to the external environment and declines 
due to own cognitive errors. However, people often mark the success as their own talent and ignore external 
factors such as luck and opportunity [Hayward and Hambrick, 1997]. This is actually a “better than average” 
mentality and in all aspects shows superior talent and decision-making beyond average [Langer, 1975]. This 
kind of overconfidence is a manifestation of irrational psychology opposite to excessive pessimism that 
indicates lack of confidence. Different psychological states will have various impacts on the development 
and performance of enterprises.

Psychology argues that professionals are more prone to overconfidence when making decisions. 
Therefore, overconfidence in management appears more in the following groups: investment bankers, 
government officials, artists, lawyers, and corporate executives. Managers with overconfidence tend to 
have the following manifestations.

2.4.1  Self-attribution

When people become successful, due to cognitive errors, it is easy to attribute success to their own factors. 
Conversely, at the time of failure, they automatically ignore their own limitations and put the blame on 
external objective conditions such as fate and lack of opportunity. Fiske and Taylor [1991] in their study found 
that the “self-reinforce attribution” after victory is more common than the “self-protection attribution” after 
defeat, illustrating overconfidence as psychological bias, which is more likely to occur in the population.

2.4.2  Controlling hallucinations

At the time of performing a task, people tend to think that it can be manipulated by them, ignoring the 
existence of some uncontrollable factors. Langer [1975] studied the betting events where people tend to 
choose their own numbers rather than machine numbers in order to achieve the psychological satisfaction 
of improving the “odds” of winning. Based on this conclusion, he had a more in-depth analysis of the 
executive team and found that the same mentality is true for senior executives too. Executives often feel 
that the development of enterprises and investment decisions are under their own control, ignoring other 
uncertainties, overestimating the profit, and underestimating the risks. Such overconfidence often results 
in drastic decision failure.

2.4.3  Overly optimistic

Excessive optimism refers to the tendency to think of future events as being in the right decision. 
Cooper et al. [1988], an American entrepreneur, found that the percentage of entrepreneurs thinking 
their company is successful is almost 80%, while the percentage of others thinking they can succeed 
is as low as 60%. The real findings are surprisingly close to the companies involved in the survey was 
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later ended is dismal and the percentage was 60%. Researchers such as Heaton [2002] confirmed this 
phenomenon.

2.5   Summary of the previous researches on executive pay gap, managerial power 
and firm performance

Some scholars [Henderson and Fredrickson, 1996; Conyon and Peck, 1998; Elhagrasey et al., 1998; 
Finklestein and Boyd, 1998; Core et al., 1999; Grinstein and Hribar, 2003; Cheng and Firth, 2005; Shin, 
2008; Lu et al., 2010; Xiao and Wu, 2010;  Choe et al., 2014; Dai, 2014; Yan et al., 2015; Graham et al., 2017] 
have confirmed that there is a significant positive correlation between managerial power and the pay gap. 
According to them, as managerial power increases, the income levels of employees in various ranks will 
be more significant. The management-level power characteristics as an important element of corporate 
governance increase the likelihood that managers will gain more self-interest, particularly in SOEs. 
Theoretically, the board and the managers are the principal agents. They will act for their own interests, 
and as the management power increases at the board, the game becomes imbalanced. Therefore, managers 
tend to make their own decisions with a motive to make decisions for more self-interest. This would result in 
further widening the pay gap between the senior executives and the general staffs that will not only reduce 
the need for collaboration of management teams but also inhibit the enthusiasm of the employees. This 
will greatly endanger the improvement of organizational performance and future development. Reviewing 
the literature from China and abroad, it was found that the number of scholars arguing that the managerial 
power is directly related to pay gap is very high. Scholars, in addition to performing research in management 
power and pay gap, made in-depth discussion on managerial relationship between power and corporate 
performance [Adams et al., 2005; Wang and Wang, 2007], making the management power characteristics in 
the field of corporate governance research results more solid and comprehensive.

However, for management power, the study of the moderating effect between the pay gap and enterprise 
performance has only begun in recent years and the academic literatures are still quite a few. Through 
the management of the executive power of the pay gap and corporate performance of the regulatory role 
literature, different scholars [Conyon, 1997; Core et al., 2001; Lu, 2007; Lee et al., 2008; Lu et al., 2008;  
Kale et al., 2009; Xiao and Wu, 2010; Jiwa, 2015; Lin, 2015; Rouen, 2017] recommended different measures 
to regulate managerial power, leaving the conclusion uncompromising and different. This indicates that 
the discussion on managerial overconfidence in the adjustment of pay gap is critical as well as difficult.

2.6   Summary of the research on the gap between executive pay,  
managerial overconfidence, and corporate performance

The study on the psychological field of overconfidence started in early 20th century. Frank [1935] suggested 
that people tend to be overly optimistic in the face of uncertainty and overestimate their ability to 
underestimate potential risks and such optimism is related to the degree of importance of their role, e.g., 
the more important the role of optimism, the more the overconfidence. Weinstein [1980] and Taylor and 
Brown [1988] found that the individuals are always accustomed to be optimistic about their own talents and 
knowledge. Schneider [1981] also found that people tend to think of success because of their own talents 
but blame their failure on the external environment interferences.

Larwood and Whittaker [1977] introduced the concept of overconfidence into the field of management 
and argued that executives, as the elites in the society, are a group of people who are more prone to 
overconfidence. Langer [1975] suggests that senior executives tend to have far high levels of overconfidence 
than the ordinary workers. There are comparatively few attempts to analyze the relationship between 
overconfidence and firm performance. Large volumes of literature have been analyzed to extract the 
mainstream of the three distanced views. First, some academicians support the argument that managerial 
overconfidence has a positive impact on the enterprise performance [Fairchild, 2007; Gervais et al., 
2009; Hribar and Yang, 2010]. Second, some scholars such as Roll [1986], Doukas and Petmezas [2007], 
Malmendier and Tate [2008], Huang et al. [2011], and Yilmaz and Mazzeo [2014] have found a negative 
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impact of managerial overconfidence on the firm performance. There is also a third view of researchers 
[Chen and Findlay, 2002; Goel and Thakor, 2008] who believe that the positive and negative views should 
be integrated, and they proposed a nonlinear correlation among the two variables.

Through the carding relationship between management overconfidence and enterprise performance, it 
can be concluded that the scholars are not in a uniform agreement, which may be related to the measurement 
index of different management overconfidence. As the managerial overconfidence is a state of mind, there 
is no means to get direct access to financial and micro indictors. Most of the scholars use their substitution 
variables to measure such overconfidence. In addition, some scholars use comprehensive indicators, while 
others use a single indicator. All these indicators have a certain degree of impact on the accuracy of results. 
Still now, the researchers are trying to explore more management layer of overconfidence characteristics 
of substitution variables or more scientific and reasonable measurement methods in order to achieve the 
management level of psychological characteristics of the research breakthrough.

2.7  Research assumptions and development of hypotheses

2.7.1   Executive research on the relationship between employee pay gap  
and future performance

Based on the previous articles on elaborate pay gap incentive effect, as well as domestic and foreign 
literature, it is evident that most of the current scholars confirmed that there is a real correlation 
between employee pay gap and organizational performance. However, regarding the direction of 
influence, debates still exist. In recent years, it has been announced that China’s economy will further 
be pushed forward with supply side and financial reform will be the main focus of deepening reform. 
The economic state of affairs will be more complex, and technology updates will be more rapid. The 
result will definitely affect the listing of company executives than the ordinary business executives who 
need to process more information, resulting in more working stress and energy investment. Therefore, 
it would be justifiable to give higher remuneration to them. In addition, it is well known that “higher 
power distance” has a long history in the Chinese society and there are obvious differences in social 
status and income of enterprises. Therefore, to the executives, the income reward not only indicates its 
compensation for the contribution of enterprise value but also shows its social status and the advantage 
of power in the organizations. Numerous scholars such as Wanli and Shaoxiang [2006], Chun et al. 
[2003], Shin [2008], and Banker et al. [2016] have concluded that the pay gap between executives 
and employees can indeed motivate managers to improve performance and to work harder improving 
organizational performance.

However, it is important to pay special attention to the long process in which the pay gap plays a significant 
role. Management is mainly composed of decision making, planning, organizing, etc. Comparing to other 
ordinary and technical functions, its timeliness will be longer where the beginning of the implementation 
to the effect will have a certain time lag. On the other hand, according to the operating conditions, most 
of the listed firms have developed a salary assignment for the (t+1) year at the end of t (or even earlier). It 
covers basic salary, performance pay, and bonus income. This program started in the first t+1 year. At the 
end of the year, according to the actual performance, salary compensation for the executives as a means 
to define the period of business year’s end income remuneration, leading to the first t+1 year pay gap. This 
pay gap will also affect the management’s pay satisfaction and the next year’s t+2 year performance. This 
shows that from the view of time continuity, the T at the end of the year worked out the first t+1 revenue 
distribution system, the t+1 year generates the economic consequences and pay gap for the remuneration 
received, and the t+2 year performance of the year has an impact. Therefore, from the perspective of the lag 
of salary incentives, the relationship between executive pay gap and future performance can be derived 
through the following hypothesis:

H1:  Executive–employee pay gap is positively correlated with the company’s future performance, i.e., the 
greater the pay gap in T year, the higher the first t+1 enterprise performance level in that year.
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2.7.2   Executive research on the relationship between pay gap and management 
power characterizes future firm performance

Based on management power theory, as managerial power increases, it has the strength and motivation to gain 
more self-interest through other channels. At this time period, it does not make due contribution to the enterprise 
value and in more mainstream performance assessment, income compensation to achieve growth is highly 
unlikely. The income compensation of the ordinary workers has also been misplaced, unreasonably widening 
the pay gap between the executives and employees. However, this gap cannot only encourage the executives 
to improve performance but will make ordinary workers feel that their normal income is violated. They have 
inequitable feelings and dissatisfaction resulting in work slack, idleness, and other negative performance 
indicators having a bad impact on the organization. In combination with previous hypotheses, the authors think 
that the incentive lag does still exist when managerial power increases, which led to the following hypothesis:

H2:  The greater the managerial power, the weaker the positive relationship between pay gap and future 
performance of the enterprise.

This paper uses the executive shareholding ratio and the two-level concurrent indicators to measure 
management authority features to analyze the moderating effects of variables in the lag of compensation 
incentive. Higher executive ownership indicates that management is further elevated in the corporate 
sector and has more clout in voting and designing payroll system. When executives combine dual roles of 
managers and shareholders, they exacerbate information asymmetry with their clients and increase the 
likelihood to manipulate their surplus to achieve personal gain. At this point, even if the board managers 
ensure higher pay gap to stimulate management to work hard, they will not be able to achieve the desired 
incentive as the equity dividend has already been partially replaced by the original incentive effect of 
monetary reward along with higher executive shareholding. Up to this point, the executive layer has reached 
a higher position in addition to getting more paid income. However, if the ordinary workers are not provided 
with reasonable compensation, the incentive effectiveness will be weakened and the income satisfaction 
will be declined, creating some negative emotional performance and hindering company’s development. In 
combination with hypothesis 1, it has been assumed that the lag incentive of pay gap still exists under the 
situation of higher executive shareholding, which leads to the following assumption:

H2A:  The higher the executive ownership, the weaker the positive relationship between pay gap and 
future performance of the enterprise.

If two positions concurrently such as the Chairman and CEO are held by the same person, in which case 
his/her managerial authority increases but the board power is reduced, the management-friendly income 
distribution scheme is easier to pass at board resolutions. Conversely, if the two jobs can be separated 
where a form of mutual supervision and gaming balance can be enabled, it would save some supervision 
costs to some extent. It would also help the CEO to reduce some rent-seeking risks where management can 
effectively restrain its ability to gain wealth through its own power advantage, design a more reasonable 
as well as scientific salary distribution scheme, improve the salary satisfaction level of the ordinary 
employees and thus stimulate all the staffs to work hard to create more enterprise value [Wang et al., 2013]. 
In combination with hypothesis 1, it has been assumed that the lag incentive of pay gap still does exist 
under the circumstance of two positions, which leads to the following hypothesis:

H2B:  Both the Chairman and CEO will weaken the positive relationship between the pay gap and future 
performance of the enterprise.

2.7.3   Pay gap between executive–employees, management overconfidence 
characteristics, and future performance

The management overconfidence theory points out that executives, as in the top of the corporate decision-
making sequence, are more likely to generate overconfidence by virtue of specificity of their positions and 
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advantages of power. In fact, when executives appear to be overconfident, they produce a better than average 
mentality and tend to control illusion. However, at the same time, management uses their own power to seek 
greater private interests, manipulate the corporate surplus or custom pay, and run the risk of rent-seeking. 
However, when the overconfidence of senior management of their own income growth increases, it does not 
make a contribution to the firm up to same extent. Heaton [2002] and Goel and Thakor [2008] found that 
overconfident executives tend to be optimistic about the corrections of information they own for expected 
return, ignoring possible risks. Gervais et al. [2009] argued that overly assertive executives are more likely 
to attribute higher performance of an organization to their superior talent and decision-making power, 
creating a negative relationship between business performance and managerial overconfidence. In other 
words, the higher the managerial overconfidence, the higher the pay gap between executives and ordinary 
employees but the lower the corporate performance. In combination of hypothesis 1, it has been assumed 
that the lag incentive of pay gap exists under managerial overconfidence, thus making the third assumption:

H3:  The higher the managerial overconfidence level, the weaker the relationship between executive pay 
gap and the future performance of the organization.

2.8  Theoretical framework

Considering the above literature works and hypotheses, the following theoretical framework (Figure 1) has 
been developed for this study:

3  Research methods

3.1  Sample selection

The initial sample size to be used for this study was 2,749. The samples for this study have been derived from 
“A” categorized firms in China’s shanghai and Shenzhen stock exchanges between the years 2016 and 2017. 
To eliminate the problematic data, the following principles have been adopted:

H2A (-) H2B (-)

H2 (-)

H1 (+)

H3 (-)

Enterprise 
growth

Firm size

Tech.nical
complexity

Capital
structure

Company 
nature

Industry

Executive–
employee pay 

gap Enterprise 
future 

performance 
(revenue)

Managerial 
power

Managerial 
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Number of shares 
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Salary gap between 
the executives and 

employees

Figure 1. Theoretical framework of the study.
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– The firms with doubtful or problematic financial situation that can influence the overall accuracy of the 
result have been excluded from the sample.

– The firms having a significant difference in actual and academic standards in their reports have been 
eliminated.

– The firms with a zero or negative pay gap between employees have been also excluded.
– This article discusses the t-year-pay gap effect on the future performance of the firms in the t+1 year and 

requires that data such as compensation level and enterprise performance for each sample in the year 
2015 and the two year study period (2016 and 2017) are available. Therefore, the missing samples of the 
variables involved are also excluded.

After eliminating the problematic, irrelevant, and incomplete samples, the valid sample size has been 
stood to 1,189.

3.2  Types and sources of data

Secondary data have been utilized for this study. The data source for this article originates from “China 
Stock market and Accounting Research Database” (CSMAR). In order to ensure the validity of research 
results, the annual reports of selected firms have been extracted from the database. Finally, 1,189 data have 
been extracted after filtering initial 2,749 samples. At the empirical analysis phase, data are processed and 
analyzed using Excel and SPSS 24.

3.3  Design of variables

3.3.1  Future company performance

The explanatory variables involved in this study are first T year (i.e., 2016 executive–employee pay gap) and 
t+1 year (enterprise performance in 2017). The other variables used are ratio of executives’ stock holding 
and two posts to measure the characteristics of management power. In addition, the characteristics of 
management overconfidence are measured by the change in management shareholding and the adjustment 
effects between the two factors on the pay gap and future performance of the enterprises studied. The 
control variables are the growth of enterprise, technical complexity, capital structure, firm size, and firm 
and industry nature.

Future enterprise performance has been assumed to be indicated by EPS, which is the result of the 
efforts of all employees and can be measured by accounting and market index. The former is based on 
the accounting index of the company in a certain period of time. It is the reflection of the performance of 
organization such as return on net assets and total asset yield. The latter one is an estimate of the expected 
performance of business and an assessment of the future value of the enterprise such as Tobin’s Q value. The 
previous scholars’ metrics to value the future performance of Chinese domestic firms have been depicted 
in Table 1.

Table 1. Common measures for future performance of domestic (Chinese) firms

Author(s) Performance metrics

Zhang [2008] and Cao et al. [2016] t+1 total asset yield for the year
Hou et al. [2016] t+1 EPS for the year
Chen [2004] t+1 total asset return and net assets utilization for the year
Lin [2015] Company future performance (first year, second year, and third years’ average 

performance)
Chen et al. [2005] The total asset yield of the company in the second year and the average total asset 

yield for the following 3 years

EPS, earnings per share.
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This paper draws on Hou et al. [2016], using t+1 year [2017] EPS, to measure the companies’ future 
business performance. EPS is the core index to measure the value of stock investment reflecting the level of 
the profit. Therefore, it is more reasonable to use it as a measurement level of enterprise performance. EPS 
is calculated as follows:

Final net profitEPS
Total stock number

=

3.3.2  Management–employee pay gap

Pay gap between executives and ordinary employees has been denoted as Megap. This paper adopts the 
practice drawn by Lu and Gao [2013] who define the executive–employee pay gap as follows:

Pay gap between executive staff = average executive pay – average employee pay

As required by the formula, we need to define executive compensation and employee compensation 
separately.

(1) Executive compensation: The previous measurement indicators of executive pay were 
diverse. Table 2 indicates the common measures used by the Chinese scholars to measure 
compensation. Based on the available data and the effectiveness of the indicators, this paper 
draws on practice of Li et al. [2013] who calculated the pay of first three directors, supervisors, 
and senior executives.

(2) Employee compensation: Scholars have not yet agreed on a formula for calculating employee 
remuneration. Table 3 lists several metrics for the current mainstream. In this paper, the authors 
refer to Chen and Li [2011] and other scholars’ metrics for measuring employee compensation:

Employees’ compensation =  yearly cash paid to employees + total annual remuneration for executives  
supervisors/total number of executives and employees

3.3.3  Administrative layer power features

Scholars have discussed the features on management authorities that have arisen in recent years. Among 
them, Finkelstein [1992] first established a model arguing that management power can be divided into the 

Table 2. Common metrics for executive pay

Author(s) Compensation indicator metrics

Xin and Lin [2006] and Fang [2009] Logarithm of the average remuneration of the top three directors
Lurui [2007], Zhou et al. [2013],  
and Wang [2015]

Logarithm of the average remuneration of the top three highest paid executives

Tong and Lu [2005] and Lu and Zhao 
[2008]

Ratio of total annual salary of directors, supervisors, and senior executives to the 
total number of salaried executives

Zhang [2008] and Chen and Xu [2001] Total annual salary of directors, supervisors, and senior executives
Haung and Yao [2013] The ratio of directors, supervisors, and executives’ salaries to the total number of 

executives
Lu [2014] Ratio of total annual salary of directors, supervisors, and senior executives to the 

total number of executives
Kato and Long [2006] Logarithm of the average remuneration of the top three directors, supervisors, 

and senior executives
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organizational structure of power, owner power, expert power, and reputation power. After that, based on 
this model, researchers began to carry out further investigations. Some adopted multiple metrics, while 
some others were dependent on a single metric such as large shareholdings [Core et al., 1999] and two 
concurrent jobs [Cohen and Lauterbach, 2008]. In addition, some scholars took comprehensive indicators 
to measure management power. Table 4 systematically combines the indicators of management power used 
by the researchers.

In this paper, based on previous research, the authors choose the executive shareholding ratio (Share) 
and two posts (Duality) to measure management power:

(1) Executive ownership ratio (Share): The ratio of top managers to total shares. The higher the 
value, the greater the power.

(2) Two posts concurrently (Duality): When the positions of the chairman and the CEO are held 
by the same person, the power is considered as greater. When the chairman and the CEO are 
concurrently the same person, the variable value is 1, otherwise it is less than 1. The higher the 
value, the greater the management power.

Table 3. Common metrics for employee compensation

Author(s) Compensation indicator metrics

Philip and Paul [2008] Cash paid to employees-total management salary/cash received from sales of goods or service
Shen et al. [2013] Cash paid to employees/average number of employees per year
Fang [2009] and  
Lu [2014]

(Cash paid to workers+employee compensation at the end of the quarter)-(employee 
compensation at the beginning of the quarter-executive annual pay)/(total employees-executive 
number)

Chen and Li [2011] (Cash paid to employees and supervisors-the total annual remuneration of supervisors)/(total 
number of employees-total number of executives)

Table 4. Common metrics used for management authority

Author(s) Management power metrics

Bebchuk et al. [2002] CEO term and number of years of service, board independence, whether 
the CEO serves as chairman, whether the CEO retires within 2 years, 
and whether the CEOs are the major shareholders or not

Cheng et al. [2008] Whether the CEO is the founder, chairman, and sole internal director 
with a large representation of the right or not

Coombs [2007] Term of office, shareholding ratio, and two posts concurrently
Lurui [2007] Second grade, share diversification, and senior executive tenure
Yan et al. [2015], Graham et al. [2017], Grinstein 
and Hribar [2003], Shin [2008] and Dai [2014]

Years of service as CEO, double duty, equity concentration, and whether 
the CEO is the founder or not

Schwab and Thomas [2006] CEO’s preference of rights to bargain for 
Justin et al. [2016] Degree of decentralization and concurrent and independent directors 

ratio
Chen and Li [2008] and Shaojian De and Zhang 
[2014]

Integration of two posts, internal director ratio, board size, and 
shareholding ratio of the first major shareholders

Yu [2015] Unification of two posts, diversification of shareholding, and proportion 
of management

Becht et al. [2003] The proportion of control rights, the degree of separation of two rights, 
and the unification of two posts

Graham et al. [2017] Unification of two posts, diversification of shareholding, size of board 
directors, and proportion of independent directors

Long and He [2018] The number of board, executive title, senior management 
qualifications, senior management executive ownership, senior 
management tenure, and stock rights dispersed
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3.3.4  Management overconfidence features

Exploring the degree of overconfidence of managers is the key and most difficult part of this study. As 
overconfidence is primarily a state of psychology, there is hardly any way to link it directly to financial 
indicators and macro metrics. Nevertheless, scholars are still trying and proposing some substitute variables 
as summarized in Table 5.

From the point of view of data availability and accuracy, this paper chooses the management 
shareholding change to measure overconfidence in management. Zhang [2008], Zhu and Tang [2010], Sun 
and Zhao [2014], Liang et al. [2015], and other Chinese scholars have adopted the management stock change 
as the indicator of representing the management overconfidence characteristics as desirable.

Management shareholding movements (overconfidence) in a 2-year study period (2015–2016) increase 
the level of overconfidence in management, at which point the variable takes a value of 1 or 0.

3.4  Control variable design

3.4.1  Enterprise growth (Growth)

Enterprise growth indicates the ability to develop continuously during the future business period. The 
more mature the firm, the more scientific the design of its pay structure [Brockman et al., 2010; Eisdorfer  
et al., 2013; Hosain, 2014]. When the goals of the firm and the employees match, it can not only make the 
employees get the expected income remuneration but also let the enterprise toward the better direction of 

Table 5. Common metrics used for managerial overconfidence

Substitution variables Measurement method Principle

Management relative 
compensation

Top three executive compensation/all 
executive compensation

The higher the management’s relative pay, the 
stronger its ability to control the firm with confidence 
[Hayward and Hambrick, 1997; Liu et al., 2010; 
Kang, 2016]

The historical 
performance of the 
enterprise

High performance in company’s annual 
reports

Managers tend to attribute high historical 
performance to their outstanding talent and 
decision-making power [Bettman and Weitz, 1983; 
Hayward and Hambrick, 1997]

Mainstream media 
evaluation

The vocabulary used to collect reports, 
as shown in self-confidence, optimism 
and so on with overconfidence, 
appears robust and reliable

The more number of words describing optimism, 
the more overconfident they are [Hayward and 
Hambrick, 1997]

Deviation of enterprise 
profit forecast

Compare the forecast profit of the 
enterprise with actual one

The more assertive an executive, the easier it is to 
estimate its profitability optimistically [Lin et al., 
2005; Xia et al., 2014]

Management stock 
change

Management to increase shareholding If management is optimistic about the future 
development of enterprises, it increases their 
holdings [Carpenter, 1998; Claessens et al., 2002; 
Malmendier and Tate, 2008]

How often the 
management implements 
mergers and acquisitions

Number of merger acquisition 
decisions made by executives over a 
period of time

The more assertive executives are inclined to 
overestimate mergers and acquisitions, the more 
they are engaged frequently with mergers and 
acquisitions [Doukas and Petmezas, 2007]

Industry sentiment index Index interval is 0–1, if >100 is 
considered as overconfident

The larger the index, the more overconfident the 
executives are [Zou et al., 2006; Baker and Jeffrey, 
2007]

Consumer confidence 
index

Consumers’ estimation of current 
market situation and subjective 
perception of consumption psychology

The larger the product value, the more 
overconfidence the executives represent  
[Oliver, 2005]
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development. This shows that the firm growth changes due to the change in salary structure. The paper 
takes the total asset growth rate with the following formula:

Firm growth = total assets at the end of the term – opening total assets)/total assets at the beginning of  
              the period

3.4.2  Technical complexity (Tech)

Zhang [2008] found that the increase in technical complexity of the enterprise increases the information 
processing activities of executive team members, affecting the cooperation demand among them. The 
cooperation demand can adjust the relationship between the pay gap and enterprise performance. The 
results found by Li et al. [2008] also point out that when the industry is in a high degree of technical intensity, 
the vertical pay gap of the executive team will be offset against the performance of the championship. 
When the technical complexity of the enterprise is higher, the interdependence among the workers will 
increase, and at this point, the widening pay gap will destroy the cooperative behavior among the workers, 
thus reducing the cohesion in the teamwork. This negative impact may exceed the expectations of the 
tournament incentive, thus adversely affecting the performance of the enterprise. Therefore, it is necessary 
to control the technical complexity. This paper uses the number of research and development personnel 
accounted for. The calculation formula is as follows:

Technical complexity = number of development/total number of employees

3.4.3  Capital structure (Lever)

Capital structure is an indicator of financing theory based on different financial options such as internal 
financing, debt financing, and equity financing. When the firm’s internal capital is adequate, it is more 
inclined to use own capital to complement the operational needs. In this case, the ratio of assets and 
liabilities are kept at a lower level. If the external debt is higher, its day-to-day operations tend to be more 
cautious, abandon high-risk projects, and depress the wages of employees as far as possible to maintain 
the stability of the performance or the trend of decline. Based on this, it can be said that the asset–liability 
ratio does have a certain impact on enterprise performance. Therefore, it is necessary to control the ratio. 
This paper takes the capital structure (Lever) to represent the asset–liability ratio, which is calculated as 
follows:

total liabilityLever
total assets

=

3.4.4  Firm size (Size)

The theory of economies of scale holds that when the factors such as the land area, production level, and 
human capital of the firm expand, its day-to-day operation and market transaction cost reduce due to the 
formation of scale effect. However, the size of expansion also increases difficulty for management. The 
organization then needs more competent managers to conduct internal control, requiring paying more 
attractive pay to the executives. At the same time, if the increase in the size of general staff is not really big, 
it indirectly pulls up the pay gap. Therefore, the size of the firm needs to be controlled. This paper uses the 
measurement of logarithm of total assets.

Total assets = total fixed assets + total current assets
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3.4.5  Company nature (SOE)

Rosen [1986] believes that in the tournament incentive process, if the participants differ in their own nature, 
the promotion of the incentive will be different and will interfere with the original allocation of resource 
efficiency. This phenomenon is particularly evident in SOEs. Owing to the existence of political interference, 
the promotion opportunity of the internal competition of SOEs does not necessarily depend on the ability 
to work and performance; rather, it can be obtained through political contract or catering to the preference 
of superior managers. On the other hand, comparatively speaking, the administrative appointment of the 
private enterprises is produced from inside, valuing the ability and performance of the employees. On the 
basis of whether a listed company is a state-owned or a private holding, regardless of its corporate culture, 
organizational structure or business strategy will have a large difference. Based on this, the nature of the 
firm will have different effects on the incentive of compensation. Therefore, it is necessary to know the 
nature of the firm. If it is a fully state-owned firm, the variable takes the value as 1, otherwise it is 0.

3.4.6  Industry (Ind)

The same industry, which is affected by risk, profit patterns, competitive strength, and corporate performance, 
will provide different results. Based on this, this paper, in the discussion of enterprise performance, needs to 
fully consider the industry difference. Therefore, industry factors need to be controlled. This article adopts 
the industry classification standard with the value of manufacturing firms as 1; if otherwise, the value is 0.

3.4.7  Variable tools

To sum up, all the variables selected are shown in Table 6.

3.5  Regression model

In order to test the previous hypotheses, the following regression models have been established:

3.5.1  Model 1

EPS =  α  +  B1*Megap  +  β2*Share  +  β3*Duality  +  β4*-Overcon  +  β5*Growth  +  β6*Tech  +  β7*Lever  +  β8*Size 
+ β9*SOE + β10*Ind + ε

3.5.2  Model 2

EPS =  A + β1*Megap + β2*Share + β3*Duality + β4*Overcon + β5*Megap*Share + β6*Growth + β7*Techbβ8*Lever 
+ β9*Siz + β10*SOE + β11*Ind +ε

3.6  Explanation

Model 1: As the variable is EPS, the explanatory variable is Megap, and the incentive effect of the executive–
employee pay gap on the future performance of the enterprise is studied.

Model 2: As the variable is EPS, the explanatory variable is Megap and interaction Megap*Share. 
Megap*Share is an interactive term between executive–employee pay gap and executive shareholding ratio, 
which is used to examine the regulatory role of managerial power in listed enterprises between executive–
employee pay gap and enterprise future performance.
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Table 6. Variable tools

Variable type Variable code Measurement formula

Explained 
variables

Future performance of the firm EPS Final net profit/total number of closing units

Interpreting 
variables

Pay gap between employees and 
executives

Megap LN (average remuneration for directors, 
supervisors, and top three employees-
average pay for general employees)

Adjusting 
variables

Management power 
characteristics

Executive 
shareholding 
ratios

Share Total executive stock holdings/total number 
of shares

Two posts 
concurrently

Duality If the chairman and general managers 
concurrently hold two posts, the value is 1; 
otherwise, it is 0

Management power 
features
Management 
overconfidence 
features

Management 
holdings
Changes

Overcon If the management holdings increased 
during the 2-year research period, the value 
will be 1; otherwise, it is 0

Control variables Growth of enterprise Growth (Final total assets-opening total assets)/
opening total assets

Technical complexity Tech Total number of developments/total 
employees

Capital structure Lever Total liabilities/total assets
Enterprise scale Size LN (year-end total assets)
Company nature SOE The value of state-owned firm is 1; 

otherwise it is 0
Industry Ind The value of manufacturing industry is 1; 

otherwise, it is 0

EPS, earnings per share; Megap, pay gap between executives and ordinary employees; SOE, state-owned enterprise.

4  Empirical findings and analysis

Based on the theoretical foundation and research design, empirical analysis has been conducted using 
descriptive statistics. This paper explores the deferred effect of pay gap on the future performance of the 
firm with the help of Parson’s correlation and multivariate linear regression. After this, the authors try to test 
the relationship between the ratio of executive shareholding, two posts, and management shareholding. 
Finally, a robustness model has been established to verify the accuracy of the above discussion and further 
enhance the rigor of the research design.

4.1  Descriptive statistical analysis

4.1.1  Descriptive statistics for samples

The study makes a statistical analysis of industry distribution of sample firms as shown in Table 7.
In valid 1,189 sample data, the number of manufacturing companies is 933 (78.5%), followed by 

information transmission, software, and information technology services 80 (6.7%) and the wholesale 
and retail industry 34 (2.9%). The minimum sample for accommodation and catering and education 
is 1 each with a ratio of 0.1%. This reflects in Shanghai and Shenzhen A shares of listed firms; the 
manufacturing firms accounted for the bigger portion, while information transmission, software, 
and information technology services industry is also raising inline currently to pursue the economic 
status quo.
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Table 7. Industry distribution of samples

Industry code Industry type Number of firms Percentage

B Mining 30 2.5
C Manufacturing 933 78.5
D Electricity, heating, gas, and water production and supply 18 1.5
E Construction 29 2.4
F Wholesale and retail trade 34 2.9
G Transportation, warehousing, and postal services 13 1.1
H Accommodation and catering 1 0.1
I Information transmission, software, and information technology 80 6.7
K Real estate 12 1
L Leasing and business services 9 0.8
M Scientific research and technology 9 0.8
N Water conservatory, environment, and public facilities management 6 0.5
P Education 1 0.1
Q Health and social work 2 0.2
R Culture, sports, and entertainment 12 1

Table 8. Variables involved in descriptive statistics

Variable Full sample

Average Medium Standard deviation Minimum value Maximum value

EPS 0.32 0.21 0.63 -3.12 14.27
Megap 13.26 13.22 0.65 10.75 16.09
Share 0.11 0.01 0.16 0.00 0.70
Duality 0.24 0.00 0.43 0.00 1.00
Overcon 0.20 0.00 0.40 0.00 1.00
Growth 0.22 0.12 0.47 -0.38 8.55
Tech 14.23 11.29 12.97 0.00 85.53
Lever 0.43 0.41 0.19 0.04 1.04
Size 22.39 22.24 1.12 19.21 27.83
SOE 0.41 0.00 0.49 0.00 1.00
Ind 0.78 1.00 0.41 0.00 1.00

EPS, earnings per share; Megap, pay gap between executives and ordinary employees; SOE, state-owned enterprise.

4.1.2  Descriptive statistics on variables involved

All the model variables involved with this descriptive statistics have been highlighted in Table 8.
In Table 8, the average EPS of listed firms is 0.32, a bit above the median value (0.21), indicating that 

most firms have higher after tax profits per share and better profitability ratio. However, the maximum 
value is 14.27, while the minimum value is -3.12, showing a substantial gap between the firms’ profit level.

Executive pay gap between employees (Megap) has a range of 10.75 and 16.09. Although it is the result 
of the pay gap after the logarithm, it is still able to a certain extent to show current China’s listed enterprises 
where the pay gap is relatively large, reflecting the practical significance of research regarding the salary 
gap.

Executive ownership ration (Share) is 11%, which is much higher than the median value (1%), showing 
that most of the listed companies have higher executive shareholdings. However, the range is 0.00% to 
70.00%, indicating a large disparity in the proportion of executives held by different companies.

Holding two positions concurrently (Duality) and management shareholding movements (Overcon) are 
virtual variables with the maximum and minimum values of 1 and 0.
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Enterprise growth (Growth) is 0.22, which is significantly higher than the median value (0.12), showing 
that most of the listed firms in China have strong development power. However, the range is -0.38 to 8.55, 
indicating that there is a big gap in the sustainable development potential of various firms.

Technological complexity (Tech) has the average value of 14.23, which is well above the median value of 
11.29, indicating that the research and development personnel of the listed firms are higher in number than 
the whole samples. The range is 0.00 to 85.53, showing that there is a significant gap between the research 
and development technicians in different enterprises, which may be related to the industry in which they 
belong. In general, the ratio of research and development personnel in the information transmission, 
software, and information technology services industry is much higher than that in other industries.

Capital structure (Lever) is 43%, describing that the ratio of current assets and liabilities of “A” listed 
firms is reasonable. The minimum value is only 4%, but the maximum value is 104%, indicating the debt 
ratios in different enterprises.

Enterprise size (Size) is 22.39, and the median value is 22.24, indicating that the asset scale distribution 
of the firms listed in Shanghai and Shenzhen stock exchanges is more balanced.

For a clearer understanding of the relationship between executive–employee pay gap and future 
performance of the firms, the EPS and Megap have been divided into descriptive statistics for the industry 
as detailed in Table 9.

From the point of future performance indicator, EPS of P (education) has the largest value, i.e., 0.70, 
followed by K (real estate), which is 0.63. The smallest value is of the mining industry (B), which is 0.06. 
From the point of mean value of pay gap (Megap), the real estate (K) has the biggest value of 14.33, followed 
by culture, sports, and entertainment (R) having the value of 13.59; the mining industry (B) has the smallest 
value, which is 13.12. It can be observed that regarding pay gap and future performance, there is a certain 
correlation between high profit level and pay gap. In case of lower profitability industry like mining, the gap 
is correspondingly smaller. In fact, it reflects that the future performance of the enterprise and the executive 
pay gap are linked. However, to answer the questions such as how do they affect each other, how do they 
affect the direction, or are there any factors affecting the relationship, further exploration is needed.

4.2  Correlation statistics analysis

Before returning to further analysis, we need to test the internal dependencies between the variables 
involved, as shown in Table 10.

Table 9. Descriptive statistics of dependent (EPS) and independent variables (Megap)

Industry EPS Megap

Average Minimumvalue Maximum value Average Minimumvalue Maximumvalue

B 0.06 -2.17 0.74 13.12 11.99 14.23
C 0.31 -3.12 14.27 13.22 11.12 16.09
D 0.41 0.02 0.95 13.14 12.45 13.94
E 0.39 0.05 1.37 13.33 10.75 14.42
F 0.40 -0.32 3.16 13.59 12.45 14.84
G 0.36 0.19 0.82 13.24 12.52 14.43
H 0.49 0.49 0.49 13.43 13.43 13.43
I 0.35 -0.48 2.25 13.46 12.25 15.09
K 0.63 0.19 1.44 14.33 13.34 15.57
L 0.41 0.04 1.63 13.38 12.60 14.47
M 0.20 -0.51 0.72 13.45 12.56 14.58
N 0.44 0.12 1.27 13.03 12.54 13.43
P 0.70 0.70 0.70 13.25 13.25 13.25
Q 0.36 0.16 0.56 13.24 13.19 13.28
R 0.51 0.05 1.06 13.59 12.78 15.17

EPS, earnings per share; Megap, pay gap between executives and ordinary employees.
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In Table 10, the Pearson correlation factor shows that correlation coefficient of internal variables is less 
than 0.8, indicating that the variables used in this model do not have multiple collinearity and the next 
level of the study can be carried out.

First, EPS and Megap are significantly (1%) related at this level, having a Pearson correlation factor 
of 0.248. This validates H1, describing there is a positive correlation between employee pay gap and future 
performance of the firm.

Second, Growth, Lever, Size, and EPS are significantly interrelated (1%) at this level, having the values 
0.090, -0.084, and 0.208, respectively, indicating that the selection of control variables is reasonable and 
that these variables can indeed affect future performance of the enterprise.

In addition, Share and Megap are significantly (5%) related, having a value of -0.064, showing that there 
is a certain degree of correlation between executive ownership ratio and pay gap. At the next level of this 
analysis (regression analysis), the authors have attempted to find the influence of management authority 
and management overconfidence on the relationship between pay gap and corporate performance.

4.3  Linear regression analysis

4.3.1   Regression analysis between the ratio of executive stock holding and the 
relationship between pay gap and future performance

Executive pay gap between employees (Megap) is an explanatory variable and future performance (EPS) 
is the dependent variable that has added interactivity to the model. To explore the management power 
characteristics of the executive stock ratio to pay gap incentive adjustment effect (Megap*Share), the 
following regression analysis has been conducted (Table 11).

Table 11 shows that change in R2 values are 0.104, 0.022, and 0.004, respectively, indicating the fitting 
of the model is acceptable. Additionally, the significance of F has changed to 0.021, which is less than 0.05, 
indicating that the model has passed the F-test and is statically significant. In this study, the VIF value is 
used to analyze the collinearity problem among the variables. As it can be seen from Table 11, the VIF values 
are far below 5, indicating that no multiple collinearity among the variables were involved.

Megap’s beta value is significantly positive, and the coefficients are 0.158 and 0.149, indicating that its 
pair EPS represents a significant positive impact on future performance, matching the tournament theory. 
Therefore, H1 (the higher the salary gap, the higher the level of future performance of the firm) is supported. 
In addition, Megap*Share has a significant negative moderating effect on the future performance of the 
enterprise, indicating that when the proportion of senior executives in a listed company rises, it weakens 
the positive relationship between the salary gap and corporate future performance, supporting H2A.

Table 10. Pearson’s correlation factor among the relationship between the variables

Variables EPS Megap Share Duality Overcon Growth Tech Lever Size SOE Ind

EPS 1
Megap 0.248** 1
Share -0.026 -0.064* 1
Duality 0.000 0.001 0.258** 1
Overcon 0.020 0.035 0.203** 0.060* 1
Growth 0.090** 0.073* 0.175** 0.079** 0.156** 1
Tech -0.014 0.057* 0.232** 0.092** 0.106** 0.156** 1
Lever -0.084** 0.026 -0.304** -0.113** -0.092** -0.042 -0.246** 1
Size 0.208** 0.347** -0.263** -0.141** -0.003 0.044 -0.229** 0.540** 1
SOE 0.043 -0.037 -0.512** -0.284** -0.204** -0.186** -0.178** 0.311** 0.290** 1
Ind -0.027 -0.123** 0.024 0.024 -0.066* -0.027 -0.150** -0.147** -0.232** -0.071* 1

*p<0.05 at two tailed.
**p<0.01 at two tailed.
EPS, earnings per share; Megap, pay gap between executives and ordinary employees; SOE, state-owned enterprise.
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The results show that, as a measure of managerial power characteristics, the ratio of executive stock 
ownership can really play a role in the relationship between pay gap and future performance, and this 
is a weakening effect. As the company’s senior executives, their professional competence and internal 
information superiority are the cornerstones of leading the development of enterprises; as shareholders, 
they can express their opinions and exercise their power in the general meeting of shareholders. Comparing 
to the simple salary incentive, the advantage (for the executives only) of the equity dividend is that the senior 
executives can use their own identity advantages to decide the company’s decision or even to set the salary, 
which will lead to the reduction of the incentive effect of monetary reward, thus making the organization’s 
performance target difficult to achieve. In addition, when the ratio of executive stock is higher, the pay gap 
between ordinary employees and senior executives is actually widening. If the company does not “share” a 
certain stake to the employees, then it will inevitably breed dissatisfaction; when this is not satisfied with 
the unfair feelings of money to bring the incentive effect, workers will appear slack, “idle”, and so on; even 
if executives work hard, they still have a negative impact on business performance.

4.3.2   The regression analysis between holding two positions concurrently and the 
relationship between pay gap and future performance

Since the value of the two posts (duality) is 1 and 0, it is not possible to add interaction items directly to 
the regression model when studying the moderating effect of the power characteristics of the management 
layer. According to the statistical principle, using the method of Liu and Sun [2010], the samples are divided 
into two groups: “two-post-concurrent group” and “non-two-post-concurrent group”. After putting the two 
sets of data into the model, the following results have been discovered.

From the regression results of Table 12, it can be seen that the change in R2 values are 0.188 and 0.130, 
respectively, which indicates that the fitting degree of the model is acceptable. In addition, the significant 
F change is 0.000, which is below 0.05, indicating that the model passed the F-test and is statistically 
significant. In this study, the VIF value is adopted to analyze the collinearity problem among variables, and 

Table 11. Executive ownership ratio, pay gap, and future performance of the enterprise

Predictor variables EPS

Model 1 Model 2 Model 3 Variance Inflation Factor

Step 1: Control variables
Growth 0.097* 0.094* 0.096* 1.074
Tech 0.000 -0.001 -0.001 1.192
Lever -0.922*** -0.821*** -0.802*** 1.571
Size 0.197*** 0.151*** 0.148*** 1.853
SOE 0.055 0.078 0.079 1.476
Ind 0.026 0.033 0.032 1.114
Step 2: Interpreting variables
Megap 0.158*** 0.149*** 1.252
Share 0.003 -0.035 1.478
Step 3: Adjusting variable
Megap*Share -0.441* 1.058
Step 4: Predictor variables
R2 0.104 0.125 0.129 Durbin-Watson1.410
F 22.788*** 21.159*** 19.470***
Change in R2 0.104*** 0.022*** 0.004*

*p<0.05 at two tailed.
**p<0.01 at two tailed.
***p<0.001 at two tailed
EPS, earnings per share; SOE, state-owned enterprise; Megap, pay gap between executives and ordinary employees. 
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it can be seen from Table 12 that the VIF value of each variable is far below 5, which indicates that there is 
no multiple collinearity among the variables involved.

In the regression model of the two-post group, Megap’s beta is positive, with a coefficient of 0.088, 
indicating a positive correlation between the executive–employee pay gap and future performance as 
the chairman and CEO. After controlling other variables, Megap can increase EPS by 0.088 per 1%. In the 
regression model of the two-post group, Megap’s beta is also positive, with a coefficient of 0.181, indicating 
a positive correlation between the executive-employee pay gap and future performance in the separation 
of the chairman and CEO posts. In this case, after controlling other variables, for every 1% Megap, the EPS 
can be increased by 0.181%. The regression results of both sets of data support the tournament theory, 
supporting H1 again.

By comparing the β value of the Megap of two sets of data, we can find that the beta value (0.181) in the 
regression model of the second-grade group is much higher than the beta value (0.088) in the regression 
model of the two-post group. Such results indicate that whether or not two roles exist in the incentive to pay 
gap, there is a certain difference. When the chairman and CEO is the same person, it will weaken the pay 
gap to the future performance incentive. Therefore, H2B is supported.

The results show that the two posts, also as another measure of managerial power, can indeed regulate 
the relationship between the pay gap and the future performance of the firm, and this is a weakening effect. 
When the chairman and CEO is the same person, management power increases and board independence 
is lowered, meaning that the management-friendly income distribution scheme makes it easier to pass the 
board’s resolution, indicating that executives can get higher monetary rewards. In addition, management 
has the strength and motivation to obtain more wealth through other channels, such as manipulating salaries 
and rent-seeking. However, if the management does not offer some compensation to the ordinary workers, 
the positive pay incentive attitude will be greatly reduced, employee satisfaction to pay will be lowered, and 
even some emotional negative behavior might arise, thus affecting the company’s development.

4.3.3   Regression analysis between management overconfidence (stock change) 
and the relationship between pay gap and future performance

Since the value of management shareholding movements (Overcon) is also between 1 and 0, it is not 
possible to add interaction items directly to the regression model when studying the regulatory role of 

Table 12. Executives holding two posts, pay gap, and future performance of the enterprise

Variables Two posts concurrently Non two posts concurrently

Coefficient Significance VIF Coefficient Significance VIF

Constant -3.326*** 0.000 -5.393*** 0.000
Megap 0.088* 0.037 1.366 0.181*** 0.000 1.200
Growth 0.173** 0.002 1.161 0.065 0.152 1.045
Tech -0.001 0.679 1.279 -0.002 0.354 1.151
Lever -0.425** 0.007 1.531 -0.937*** 0.000 1.520
Size 0.123*** 0.000 2.055 0.161*** 0.000 1.784
SOE -0.026 0.703 1.249 0.110* 0.017 1.162
Ind -0.136* 0.038 1.197 0.082 0.129 1.105
R2 0.188 0.130
F 9.236*** 19.088***
Change in R2 0.188*** 0.130***

 *p<0.05 at two tailed.
**p<0.01 at two tailed.
***p<0.001 at two tailed.
Megap, pay gap between executives and ordinary employees; SOE, state-owned enterprise; VIF, variance inflation factor
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overconfidence represented by the management. Consistent with the test of H2B, the data are divided into 
two groups: the management overconfidence group and the non-management overconfidence group. Then, 
the two sets of data are put into the model for analysis. The regression results are shown in Table 13.

Megap, pay gap between executives and ordinary employees; SOE, state-owned enterprise.From the 
regression results of Table 13, it can be seen that the change in R2 values are 0.098 and 0.132, respectively, 
which indicates that the fitting degree of the model is acceptable. In addition, the value of significant F is 
changed to 0.001 and 0.000, having the value less than 0.05, indicating that the model passed the F-test 
and is statistically significant. In this study, the VIF value is used to analyze the collinearity problem among 
variables, and it can be seen from Table 13 that the VIF values of each variable are far below 5, which 
indicates that there is no multiple collinearity among the variables involved.

In the regression model of the management overconfidence group, the β value of Megap was positive 
and the coefficient was 0.125, which meant that there was a positive correlation between the executive–
employee pay gap and the future performance of the enterprise with overconfidence in management. 
After controlling other variables, 1% increase in the Megap value can increase the EPS by 0.125%. In the 
regression model of the non-management overconfidence group, Megap’s beta value is also significantly 
positive, with a coefficient of 0.164, indicating that there is no overconfidence within the management and 
there is still a positive correlation between the executive–employee pay gap and future performance. In 
this regard, after controlling the other variables, 1% increase in the Megap value can increase the EPS by 
0.164%. The regression results of both sets of data support the tournament theory, validating H1 again.

By comparing the Megap beta values of the two sets of data, we can find that the beta value (0.164) 
in the regression model of the overconfidence group is much higher than the beta value (0.125) in the 
regression model of the management overconfidence group. This shows that the management of excessive 
self-confidence on the incentive to pay gap has a certain difference in the impact. When the internal 
management shows overconfidence, it will weaken the pay gap in the future performance of the positive 
effect. Therefore, H3 is supported.

The result shows that the change in management shareholding is a measure of overconfidence 
of management, which can influence the relationship between pay gap and future performance and is 
a kind of weakening effect. When management overconfidence increases, it will produce a “better than 
the average” mentality and will tend to “control illusion”. As a result, management will use their identity 
advantage to gain more personal benefits. However, at this time, managers do not create more value for 
the company. If the ordinary employees will not be paid sufficient compensation, the executive–employee 
pay gap will be indirectly widened and pay to the staff incentive will be weakened, resulting in negative 
behavior of employees, which will finally damage the corporate performance.

Table 13. Management share change, pay gap, and future performance of the enterprise

Variables Management overconfidence Non-management overconfidence

Coefficient Significance VIF Coefficient Significance VIF

Constant -3.425*** 0.000 -5.097*** 0.000
Megap 0.125** 0.004 1.214 0.164*** 0.000 1.242
Growth 0.052 0.0281 1.046 0.108* 0.023 1.059
Tech -0.001 0.561 1.285 -0.001 0.729 1.154
Lever -0.386* 0.041 1.767 -0.908*** 0.000 1.521
Size 0.101* 0.015 1.948 0.158*** 0.000 1.879
SOE 0.022 0.739 1.136 0.093* 0.040 1.204
Ind 1.886 1.000 1.209 0.052 0.333 1.105
R2 0.098 0.132
F 3.646*** 20.319***
Change in R2 0.098** 0.132***

*p<0.05 at two tailed.
**p<0.01 at two tailed.
***p<0.001 at two tailed.
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4.3.4  Adjustment effect diagram

Based on the shareholding ratios held by the executives, the following diagram (Figure 2; also see Table 14) 
has been developed. However, it should be noted that such corresponding diagram can be made only for 
the first adjustment.

4.3.5  Summary of validation of hypotheses

By collating and analyzing the collected data, the hypothesis is tested by multivariate linear regression 
method. The test results of the five research hypotheses are shown in Figure 3 and Table 15.

Considering the above literature works and hypotheses, the following theoretical framework has been 
developed for this study: 

4.4  Summary of the findings

In the descriptive statistics of the research data, Pearson and multivariate linear regression analysis, it is 
found that the relationship between pay gap and the future performance of the enterprise accords with the 
tournament theory and the relationship between management power and overconfidence is weakened. The 
results show that the five research hypotheses mentioned earlier are all well supported. After the robustness 
model test, it has been found that the hypotheses are still valid, which shows that the regression model 
constructed by this research study has good robustness.

5  Theoretical and rational significance of the study

Based on the information of listed companies in Shanghai and Shenzhen stock exchanges, this paper has 
studied the diversified effects of the pay gap between senior executives and employees on firms’ future 
performance and has verified the applicability of the tournament theory and behavioral theory in Chinese 
perspectives. The sample covered a wide range of industries including manufacturing, IT, software, 

Figure 2. Adjustment effect diagram to depict the executive shareholding ratio.

Table 14. Adjustment effect for the executive shareholding ratio

Constant X coefficient M coefficient X*M M value X value Low executive 
shareholding ratio

Low executive share-
holding Ratio

-2.726 0.149 -0.035 -0.441 -0.164 10.750 -0.34208 -1.90642
0.16378 16.09 0.839274 -1.49645
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technology, and real estates in order to fully understand the impact of executive–employee pay gap on 
the organizations’ future performance of a certain value. The salary gap and the performance data have 
been considered on a (t+1) basis to study the effect of the salary gap of T year on the performance. Since 
in the real environment, the pay results of the economic consequences have a certain time interval, the 
future performance data usage can be influenced by the performance on the enterprise distribution and 
formulation, ease of endogenous interference between the salary, and the use of performance section data 
in order to find out the deferred effects of the salary gap and future performance. In exploring the deferred 
effects of pay gap, managerial overconfidence and power have been added as moderating variables that 
are quite different from those in the previous studies from the viewpoints of organizational internal and 
external environments. At present, the influence of management characteristics such as managerial 
power and overconfidence on the internal pay gap is seldom involved in literature, particularly on the 
organizational performance. In this paper, the managerial power is measured by the ratio of executive 
shareholding and holding dual positions. On the other hand, managerial overconfidence is measured by 
the change in managerial shareholding.

In an ordinary view, excessive pay gap as the key link in the enterprise salary arrangement and design 
would destroy the enthusiasm of the staffs, reduce the cohesion of the organizational teamwork, and affect 
the level of performance negatively. It also causes internal staff slack and free rider of negative behavior. 
Therefore, the effective use of the appropriate pay gap to maximize the performance is the focal point and 
hotspot in business circles and is a difficult problem to be solved urgently. The salary distribution within the 
firms belongs to the social allocation of resources that not only is related to the satisfaction of the individual 
but also concerns whether the society can balance the fairness and equity. The reports of “Sky high” income 
of senior executives and slow increase in income level of workers are not uncommon. Therefore, how to 
ease the construction of income distribution gap is a higher ranked priority for the management planners 
of the government.

-0.035* -0.164*
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Figure 3. Depiction of validation of hypotheses through theoretical framework.
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6  Conclusions, limitations, and future research directions

6.1  Research conclusions

Based on the data analysis results of the previous chapter, the conclusions of this study are extracted and 
the countermeasures are proposed. This paper reviews the shortcomings of this study and then points out 
the direction of future research.

6.1.1   Tournament theory is better for explaining the relationship between pay gap 
and future firm performance

At present, the internal executive–employee pay gap in Chinese listed enterprises has a significant positive 
impact on the future performance of the enterprise, which shows that the tournament theory is more 
suitable to explain the salary incentive among senior executives–employees in Chinese perspective. The 
authors believe that there are two reasons leading to this positive relationship. First, this may be related 
to China’s current economic environment. In recent years, the speed of China’s labor market development 
and the competition between workers has gradually become normal inside the company. Whether it is 
a senior manager or the general staff, a slight lag in performance may be eliminated. To make someone 
irreplaceable, he/she needs to have strong performance and cutting-edge innovative thinking. Second, the 
difference in salary compensation can satisfy the manager’s “vanity” psychology and stimulate the staff’s 
achievement desire. On one hand, the high income and high positions that managers can provide them 
with enough superior psychology allows management to take the initiative, maintaining a state of passion 
in front of ordinary workers. On the other hand, when workers realize that the pay gap between themselves 
and management has not reached the “unattainable” level, their desire for success will grow with full 
passion and outstanding performance. This shows that within the listed companies, the tournament theory 
can better explain the incentive effect between the executives and the staff, while the compensation scheme 
makers can use this feature to design the reasonable pay gap.

6.1.2   Management power negatively affects executive incentives for employee pay 
differentials

Under the influence of different management power characteristics, the pay gap has a weakening 
effect on the future performance of the enterprise. In particular, the increase in the ratio of executive 
shareholding and the incentive effect of the two positions will reduce the salary gap. This shows that the 

Table 15. Validation of hypotheses

Hypotheses Content Verified or not

H1 Executive–employee pay gap is positively correlated (0.248) with the firm’s future 
performance, i.e., the greater pay gap in t the year (the first t-1), the higher the 
performance level in that year.

Verified

H2 The greater the management power, the weaker (-0.441) the positive relationship 
between employee pay gap and future performance

Verified

H2A The higher the percentage of executive ownership, the weaker (-0.035) the positive 
relationship between pay gap and firm future performance

Verified

H2B Chairman and general manager holding two posts concurrently weaken (-0.164) the 
positive relationship between pay gap and firm future performance

Verified

H3 The higher the level of management overconfidence, the weaker (-3.425) the positive 
relationship between pay gap and firm future performance

Verified
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level of internal management power of the enterprise does have a role in the future performance of the 
enterprise. When the management power expands, executives have the motivation and ability to obtain 
more wealth through other channels, such as manipulation of pay and rent-seeking. However, if the 
company does not give ordinary workers certain compensation, the salary incentives for workers will be 
greatly reduced; the employee’s income satisfaction will decrease and can even show some of negative 
emotional behavior. At this time even if the senior executives work hard, they will have a negative impact 
on the organization’s operating performance due to lack of commitment and teamwork from the ordinary 
employees.

6.1.3  Overconfidence in management has a negative impact on pay differentials

As a measure of the overconfidence of management, the change in management stock ownership can 
actually adjust the relationship between the pay gap and the future performance of the enterprise, which 
actually is a weakening effect. When management is overconfident, it produces a “better than average’ 
mentality and tends to “control illusion”. In this case, management will use their power to grab more 
wealth. However, when overconfident executives grow their own wealth, they do not contribute to the 
improvement of corporate value. At this time, if the ordinary workers are not given a certain amount of 
additional compensation, the salary gap between the executives and the staff will be indirectly expanded. 
This will weaken the incentive motivation, leading to negative work performance of ordinary workers, 
which is not conducive to enterprise development.

6.2  Research limitations and further scope of study

Owing to the authors’ academic level and energy constraints, this study still has a few deficiencies that 
indicate that future investigations can be further strengthened in these areas mainly with the following 
three points:

1. First, due to the impact of data availability, this paper only uses management stock changes 
to measure overconfidence level. However, some scholars use the earnings forecast deviation, 
management relative compensation, and the company’s annual report of 3  years. The other 
indicators may still have possibly to be excavated from other management layer overconfidence 
variables. The selection of the index may produce some error to the research results. The next 
step is to explore other overconfidence indicators to test their adjustment effects on the pay 
gap and future performance of the enterprise and strive to show the overall management of 
overconfidence.

2. Second, scholars can easily ignore the influence of salary decision and issuance process on 
employee’s income satisfaction. The present study indicates that only the result of income 
distribution is fair and the effect on procedure fairness is less. This will give higher requirements 
to the scholars who will continue to be deep in the field in the future. It is necessary to collect more 
valuable data from the field research and draw more convincing conclusions.

3. Third, the research in this field takes the listed enterprises as sample and the proportion of 
these enterprises is changed by the SOE. It continues the characteristic of the extensive 
participation of the government, leading to the centralization of the management power and 
the deep influence on the operating performance. Therefore, the future research needs to put 
the corporate politics, administrative damages, and other disturbing factors into the research 
model, which will enhance the accuracy of the research results of executive pay to some extent. 
At the same time, the collection of sample data from private enterprises and family enterprises 
should also be considered. Last of all, the study was conducted considering the data for 
only 2  years. It could have provided more interesting results if more years would have been 
incorporated.
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Abstract: 
Objective: The aim of this paper is to identify basic relationships between intellectual capital efficiency in 
banks, their corporate governance, and their financial performance. Examining these relationships seems 
justified as up to now the topic has been investigated relatively rarely.
Methods: Structural Equation Modeling was used to accomplish the research objective. The structure of the 
research tool and the subject matter analysed in the study were drawn from reviews of the subject literature. 
Quarterly data for the years 2007-2017 published in reports and financial statements of banks listed on the 
Warsaw Stock Exchange formed the basis for the analysis. 
Findings: The results of the conducted analysis do sustain the postulated hypothesis that corporate governance 
and intellectual capital of banks listed on the Warsaw Stock Exchange have a concurrent, positive impact on 
financial performance At the same time the relationship between intellectual capital efficiency and (selected 
features of) corporate governance turned out to be ambiguous and statistically insignificant.
Practical implication: The proposed model of structural equations may be used to identify the relationship 
in question, or its lack, in other areas of organisational activity. Furthermore, the study results provide 
guidelines for executives with respect to intellectual capital management and corporate governance.
Originality/value: SEM is a new, original proposal for measurement and presentation of the relationship 
between intellectual capital efficiency in banks, their corporate governance, and their financial performance.

Keywords: corporate governance, intellectual capital, structural equation modeling
JEL Classification: G14, G21, G34, M12, O34

1  Introduction
A review of literature shows that intellectual capital is important in the development of every organization, 
and its methodology is still being developed by many researchers [Edvinsson and Malone, 1997; 
Blankenburg, 2018; Fazlagić and Skikiewicz, 2018 and others]. The authors emphasize the need to develop 
an objective method of measuring its value and efficiency of use [Pulić, 2000; Dumay and Rooney, 2016; 
Sveiby, 2018]. The principles of corporate governance and the importance of their proper implementation 
are also frequently dealt with in national and international studies [Tricker, 2000; Jerzemowska, 2002; 
Marcinkowska, 2012; Adamska and Dąbrowski, 2015; Zagorchev and Gao, 2015; Mesjasz, 2016; Plessis 
et al., 2017; and others]. Multi-aspect research on corporate governance in Polish banks is being carried 
out [Urbanek, 2013; Słomka-Gołębiowska and Urbanek, 2014]. Topics related to both the management of 
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intellectual capital and corporate governance have become the subject of numerous studies, particularly 
at a time of financial market turbulence. So far, however, these issues were usually addressed separately. 
A research gap thus exists in the identification of relationships between these issues and of their impact on 
financial performance. English language studies are few, and their results do not allow wider generalizations 
in this respect with reference to the Polish context because of the specific nature and distinctness of the 
Anglo-Saxon corporate governance model. We therefore attempt to answer the following research questions: 
Do selected features of corporate governance and intellectual capital management impact the financial 
performance of banks, and if so, to what extent? The answer to this question is not obvious.

In many studies so far, intellectual capital has been presented as a panacea for problems of survival and 
market success of companies from various branches of industry [e.g., Edvinsson and Malone, 1997; Stewart, 
1997]. However, the experience of the 2007–2008 crisis has caused the approach based on emphasizing 
the role of intellectual capital to come under criticism [e.g., Chaminade and Catasus, 2007]. According to 
some researchers, the global crisis undermined the heretofore widespread belief that intellectual capital 
is a factor that guarantees an organization’s success. Chaminade and Catasus indicate that, as a result 
of the influence of the financial crisis, the concept of intellectual capital does not find full application 
[2007]. In the face of increasing turbulence, the question arises as to what extent intellectual capital can 
continue to fulfill its task. Experts consider that the global financial crisis also revealed serious weaknesses 
in corporate governance [e.g., Kirkpatrick, 2009; Strebel and Lu, 2010; Samborski, 2011; Aktan et al., 2018]. 
The period of financial market destabilization has caused the sayings “you can bank on it” and “too large 
to fall” to lose their validity. Instances of bank fraud that took place in the last crisis are often accounted for 
by the lack of sufficient supervision in financial institutions [Karkowska, 2016, p. 609]. As a result, it has 
become necessary to review the importance of the concept of both intellectual capital and the principles of 
corporate governance, especially in banks.

The aim of this paper is to establish whether selected features of corporate governance and intellectual 
capital management in banks impact their financial performance, and if so, to what extent.

The methodological goal is to enrich research methods with a new way of measuring and presenting 
relationships between the variables: intellectual capital efficiency, corporate governance, and financial 
results, in terms of their applicability in banks.

A review of the literature of the subject is the starting point for further analysis. Nevertheless, it should 
be noted that it has the nature of a synthesis, while abroad discussion on corporate governance is still 
ongoing both in international and in Polish literature [Hilb, 2006; Jeżak, 2010; Adamska and Dąbrowski, 
2015; Aluchna and Postuła, 2016; Hanazaki, 2016; Plessis et al., 2017; Switzer et al., 2018].

The remainder of the paper is organized as follows: literature review, description of the methodology, 
and presentation of the empirical results.

2  Literature review
The literature on corporate governance and owner supervision is so extensive that even an attempt to 
reconstruct the approaches to writing about it would be an interesting undertaking. The number of 
conferences and discussions engaged in by theoreticians and practitioners in this field is evidence of the 
topic’s relevance. Academic studies give many different definitions of the term “corporate governance”. 
Their diversity provides rich analytical material. The terms “ład korporacyjny” (corporate order), “nadzór 
korporacyjny” (corporate supervision), and “władztwo korporacyjne” (corporate control) are used as 
translations in Polish literature. The authors also often use the original English term [Federowicz, 2000, 
p. 25–35; Aluchna, 2007]. A review of the works on corporate governance shows that it is a complex and 
constantly evolving category. Its multidimensional character and the variety of factors shaping it have 
produced a wide spectrum of definitions. For the sake of the presented arguments, several of them were 
quoted. They are the starting point for further analysis.

The definition developed by the Organization for Economic Cooperation and Development (OECD) 
indicates that corporate governance is a set of relationships among a company’s management board, its 
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supervisory board, shareholders and other stakeholders, determining the company’s objectives, the means 
of achieving them, and the means of monitoring performance [OECD, 2004, p. 11].

According to Cadbury, the pioneer of good corporate practice, corporate governance is a system by 
means of which companies are run and controlled [1999, p. 12–19].

All the abovementioned definitions primarily emphasize rules, management, and control. In the context 
of this discussion, the position taken by Mesjasz [2010, p. 355], who underlines that proper corporate order 
should promote a more effective use of resources and improve the decision-making process, is noteworthy. 
The author also indicates that problems associated with the definition of corporate governance translate 
into a lack of unambiguous criteria for its assessment, which should be based on the relationship between 
corporate governance and the company’s operational efficiency [Mesjasz, 2006, p. 53]. Taking into account 
the specific nature of the conducted research, this position is particularly notable because it underlines 
the importance of efficient resource use. One of the leading resources of each organization is intellectual 
capital, in which with the support of appropriate corporate governance practices corporate governance can 
decide about the success of the entire organization.

It is impossible to disagree with Marcinkowska [2014] that “the fundamental condition for the financial 
system’s stable operation is ensuring financial stability of its institutions and strong practices for its 
governance.” This is why banks listed on the WSE are investigated in this study. During the last crisis, it 
was banks that were the focus of economic politicians’ attention,  and bank management was treated as the 
most serious challenge for executives. Events of the crisis also launched a heated debate concerned with 
establishing which resources have a strategic significance in the case of bank operations. The big corporate 
scandals of a decade ago have been superseded by the much greater problems associated with the financial 
crisis of 2008 onward [Aras and  Crowther, 2016].

As in the case of corporate governance, it is currently difficult to indicate which definition of intellectual 
capital has gained general recognition as the most accurate.

Sveiby points out that intellectual capital and knowledge management are synonymous, twin branches 
of the same tree [Sveiby, 2018]. According to Roos, Pike and Fernström, intellectual capital can be defined 
as “all non-monetary and non-physical resources that are fully or partly controlled by the organization and 
that contribute to the organization’s value creation” [2005, p. 19]. According to Dobija, intellectual capital 
is “a  value of economic means, capitalized in physical and human resources” [2003]. According to the 
definition proposed by the OECD, intellectual capital is “the economic value of two categories of intangible 
assets of a company: organizational (“structural”) capital and human capital” [OECD, 2004]. The definition 
and understanding of intellectual capital by Edvinsson and Malone seem to be the most widespread – it 
is the starting point for analysis in many publications. According to Edvinsson and Malone, “intellectual 
capital is the sum of human capital and structural capital” [1997, p. 45].

Already this very concise review of definitions shows that many different definitions are provided with 
respect to both governance and intellectual capital. This breadth of definitions translates into difficulties in 
measuring and identifying mutual relationships. At the same time, it implies the need for thorough analysis 
to establish which of the features of intellectual capital and corporate governance influence the economic 
results achieved by the company. The wide scope of issues included under topics related to governance 
makes the selection of variables particularly difficult [Klepczarek, 2016].

To achieve the goals of the paper, the challenge was to identify studies that combine issues of intellectual 
capital and corporate governance. Anglo-American studies proved dominant in this respect. Therefore, the 
search focused on English language literature. Research in this area has been conducted among others 
by Keenan and Aggestam. They state that intellectual resources are strategic assets forming the basis of a 
company’s success and should be protected by appropriate practices within corporate governance [Keenan 
and Aggestam, 2001, p. 259–275]. The few studies that cover both corporate governance and intellectual 
capital include those presented by Rodrigues et al. The research team analyzes the influence of the board 
of directors on the nature of disclosures concerning intellectual capital in the reporting of Portuguese 
companies [Rodrigues et al., 2017]. Hanazaki [2016] analyzes the impact of changes in corporate order 
structure on financial performance of Japanese companies, but without taking into account the matter of 
intangible assets. Switzer et al. [2018] investigated the impact of corporate order on value creation, primarily 
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taking into account the structure and composition of supervisory bodies in Spanish companies. The growth 
of an organization’s value is often identified with the intellectual capital held by the organization. According 
to this author, the most important variables that had a positive impact on value creation were size and 
independence of supervisory bodies. Larger supervisory and management boards have the ability to create 
“links” with their environment [Garcia-Castro et al., 2010]. When economic environmental conditions are 
very turbulent, the ability to form a larger number of “links” or relationships with the company’s environment 
helps the company achieve good results. According to Bai et al. [2013], the growth of value is influenced 
by the autonomy of supervisory board members, particularly in unstable environmental conditions. Aktan 
et al. investigated the impact of corporate governance on financial performance of companies in Bahrain. 
Regression analysis showed among others that the percentage of independent directors and board size has 
a significant impact on Return on Equity (ROE) [Aktan et al., 2018]. Williams also undertook to empirically 
verify the relationship between intellectual capital and corporate governance and indicates a positive link 
between, among others, the duality of the chairman role and women’s participation in the supervisory 
board, and results in the area of intellectual capital [Williams, 2000]. Interestingly, further research by 
Ho and Williams does not show a relationship between selected features of corporate governance and the 
value-added intellectual capital (VAIC) coefficient [Ho and Williams, 2003, p. 465–491]. In 2012, Zamani et 
al. undertook to investigate and identify the relationships between selected features of supervisory bodies 
and the VAIC coefficient, this time indicating a positive link between them [2012, p. 1–7]. The results of 
studies conducted so far are thus ambiguous and do not permit broader generalization in the Polish context 
due to different specific nature of the Anglo-Saxon corporate governance model.

This very concise review of the literature leaves no doubt that both corporate governance and intellectual 
capital management are important issues for banks. Often, these elements determine the improvement of 
its functioning.

The methodology for measuring intellectual capital, like its definition, is not yet established either in 
literature on management or in economic practice. In the literature, many authors study the relationship 
between intellectual capital efficiency and the basic measures of company efficiency using the VAIC 
coefficient. It measures to what extent and how effectively intellectual capital contributes to value creation, 
based on connections between physical, human, and structural capital [Pulić, 2000].

The structure of the coefficient is shown by the formula (1.1).

VAIC = VACA + VAHU + VASC (1.1)

VACA = VA/CE VAHU = VA/HU VASC = SC/VA

where VAIC is the value added intellectual coefficient, VACA is the value added capital employed coefficient 
(value added assets coefficient), VAHU is the value added human capital coefficient, VASC is the value 
added structural capital coefficient, VA is the value added, CE is the physical and financial capital employed 
(total assets), HU is the human capital, calculated as the cost of remuneration and employee benefits, and 
SC is the structural capital (SC = VA – HU).

A higher VAIC means a more favorable situation for the company. The coefficient measures the new 
value created from a monetary unit invested in the resources. A high VAIC indicates a high level of value 
creation through the use of the company’s resources, including its intellectual capital [Fijałkowska, 2012, 
p. 419].

This method of measuring intellectual capital, applied especially to companies listed on world stock 
exchanges, is cited in numerous articles. The results of Patton’s research [2007] indicate that company 
efficiency is based on intangible assets and intellectual capital. Maditinos et al. show a positive relationship 
between human capital and return on assets (ROA) in Greek companies [2011, p. 132–151]. Shui-ying 
[2008], who investigated the level of intellectual capital in 11 high-tech companies listed on the Shenzhen 
Stock Exchange in the years 2000–2006, emphasizes the importance of intellectual capital for promoting 
sustainable development of companies in developing countries. Interestingly and quite unexpectedly, a 
slight negative correlation between VAIC and productivity and market value was demonstrated by Kujansivu 
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and Lonnqvist for Finnish companies, and Kamath [2007, p. 272–287] and Williams [2000] for Indian 
companies. Some studies using VAIC that aim to diagnose relationships between intellectual capital and 
other economic values related to the enterprise give statistically insignificant results. As a result, further 
in-depth empirical research becomes necessary, especially on large samples or over a long period of time, 
to reassess the relevance and usefulness of methods of quantifying intellectual capital and its relationship 
with economic indicators of company performance over time.

3  Hypothesis and methods
Based on a review of the literature on the subject, a research hypothesis was formulated as follows: 
intellectual capital efficiency and corporate governance (its selected features) impact the financial 
performance of banks listed on the WSE.

To achieve the goals of the paper and verify the research hypothesis, a quantitative analysis of 
relationships between variables was conducted. The structure of the tool was developed on the basis of 
literature studies. Thematic studies indicate that the most difficult and essential part of structural modeling 
(structural equation modeling, SEM) is the construction of a theoretical model [Sroka, 2009, p. 198]. This 
study attempts to construct such a model based on theoretical knowledge derived from the literature on the 
subject. The causal model proposed in the further part of the study may become a starting point for further 
empirical verification. To build the model, we used the assumptions of Pulić and the structure of the VAIC 
ratio he proposes [Pulić, 2000, p. 702–714], with particular emphasis on the two parameters that focus on 
human capital and structural capital. SEM was applied to assess the strength of the influence on the financial 
results achieved by banks (or more broadly: their financial situation) of selected features of corporate 
governance, on the one hand, and of intellectual capital efficiency on the other. The application of SEM 
makes it possible to “verify hypotheses put forward on the basis of theoretical considerations concerning 
relationships between these variables, regarding the identification of their occurrence, as well as their 
strength and direction” [Korol, 2005, p. 30]. The structural equation method is the effect of a combination 
of factor analysis historically developed mainly in psychology, and modeling of cause and effect equations 
applied in econometrics [Januszewski, 2011, p. 213-245]. As Januszewski points out, structural equation 
models allow multidimensional analysis of empirical data pertaining to specific aspects of reality, giving 
greater possibilities than those offered by classical statistics [2011, p. 213–245]. The features of structural 
equation models have been presented in detail in the works by Bollen [1989]. The terminology and basic 
assumptions used in the methodology of SEM model construction have also been added to by Pearl [2000]. 
In Polish literature on the subject, SEM models have been referenced by Gatnar [2003], Osińska [2008], 
and Konarski [2010]. The possibility of including hidden variables measured indirectly by many partial 
indicators in the model is a great advantage of structural modeling, especially for the social sciences where 
studied phenomena very often cannot be subject to simple measurement [Bedyńska and Książek, 2012, 
p. 231]. The authors indicate that the SEM methodology allows relationships between independent and 
dependent variables as well as measurable (observable) and nonmeasurable (non-observable) variables to 
be taken into account simultaneously. Furthermore, it is possible to include in the model potential errors in 
the measurement of all observable variables and to estimate and test the variance and covariance between 
variables, as well as to study direct and indirect relationships between them [Bedyńska and Książek, 2012, 
p. 231–240].

According to Bollen [1989, p. 303-306], the structure of the SEM model consists of the following:
-	 an internal (structural) model describing the relationship between hidden variables; this model is a 

path analysis that allows causal relationships between variables to be determined.
 – an external (measurement) model – a model for measuring endogenous and exogenous non-observable 

variables.

The basic tool used in structural modeling is the path diagram [Bedyńska and Książek, 2012, p. 231–240], 
which graphically presents causal relationships between variables. The study used the possibilities offered 
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by Analysis of Moment Structures (AMOS) software together with the Statistical Package for Social Sciences 
(SPSS) to construct a path diagram. Figure 1 shows the path diagram which is the starting point for further 
analysis after taking specific variables into account.

The proposed structural model with hidden variables is divided into a structural and a measurement 
part. The structural part illustrates the postulated relationships between the intellectual capital efficiency, 
corporate governance, and financial performance of banks. The measurement part, on the other hand, 
covers indirect measurement of the relationships and variables that are not directly measurable. A hidden 
exogenous variable, intellectual capital efficiency, is represented by means of two explicit exogenous 
variables: the value-added human capital coefficient (VAHU) and the value-added structural capital (VASC) 
coefficient, taken from the intellectual capital valuation method proposed by Pulić [2000, p. 702–714]. 
The hidden variable does not explain the entire volatility of its subindices, so there is a separate random 
component “e” for each of them. Corporate governance is the second hidden exogenous variable. It is 
represented by means of four explicit exogenous variables – participation of experts (b_exp), participation 
of women (b_fem), participation of outside directors (b_out), and size (b_size) of the supervisory board. 
With respect to corporate governance, the focus was on four explicit exogenous variables, but the number is 
not closed (features such as the dual role of the president, typical of the Anglo-Saxon model, were rejected). 
Inclusion of the indicated features of corporate governance is dictated by the need to verify previous 
literature research. At the same time, the choice of variables is limited by requirement of model traceability.

To quantify the financial performance variable, we referred to the literature, in which this term is taken 
to mean: “financial condition of an economic entity in a given time interval expressed by its solvency, ability 
to generate profits and increase property and capital resources” [Kowalak, 2003, p. 11]. Two explanatory 
endogenous variables have therefore been proposed ‒ net operating profit after tax (NOPAT) and ROA. ROA 
is calculated as net income/total assets. This represents the return generated by the use of the firm’s assets. 
It is shown as a percentage.

Figure 1. SEM causal model. 
Source: Own work.



 Structural equation modeling   325

Verification of the normality of variable distribution in the proposed model allowed the maximum 
likelihood method to be applied for further estimation. This is one of the estimation methods implemented in 
the AMOS package, along with the method of generalized least squares and the asymptotically distribution-
free method.

The study covered banks operating in Poland and listed on the WSE throughout the whole analyzed 
period, i.e., in the years 2007–2017 (Bank Millennium, BOŚ, BPH, BZ WBK, Getin Holding, Getin Noble Bank, 
Bank Handlowy, ING Bank Śląski, MBank, Pekao, PKO BP). The selection of the sample was influenced not 
only by substantive reasons but also by limitations related to the availability of source data (exclusion of 
UniCredit Italiano S.A. and inclusion of Alior Bank data from 2013 – stock exchange debut in December 
2012). It was mainly banks that drew the attention of economic politicians and were treated as the most 
serious challenge for managers in the economic slowdown and crisis. The great significance of the valuation 
of intellectual capital in banks is also related to the intangible nature of banking services. It is not negligible 
that banks, which had been so far worldwide considered model institutions with respect to best practices 
in management, were the source of the crisis that imposed the necessity of adopting a new perspective on 
matters of corporate order [Diaz et al., 2018]. Moreover, banks are subject to strict prudential regulation of 
their capital and risk. This is reflected in corporate order practices.

The analysis was based on quarterly data published in reports, financial statements, and stock quotes 
of these banks (the sample is made up of 450 observations, allowing estimation using the maximum 
likelihood method within the AMOS package). Table 1 presents the selected estimates of intellectual capital 
efficiency and corporate governance features in the last year of analysis. Although individual banks operate 
under similar conditions, they achieve different financial results. The question of what factors determine 
their economic success thus arises. Results of previous research [Komnenic and Pokrajcic, 2012; Chen et al., 
2005] indicate that only a part of the effects of economic activity can be attributed to real or financial capital 
outlays. As Grudzewski and Hejduk emphasize, it is impossible to overestimate the identification of factors 
that contribute to the creation of a company’s value, including that of a bank [Grudzewski and Hejduk, 
1999, p. 66]. As underlined in numerous studies and indicated in the previous subsection, intellectual 
capital is one of the key resources.

4  Research results
The proposed conceptual model can become a starting point for further verification of the empirical 
relationship among intellectual capital efficiency, the attributes of banks’ corporate supervision, and the 
financial performance of these banks. The described model allowed relationships that are quite diverse to 
be shown. Model estimation results are presented in Figure 2. The obtained estimates of model parameters 
indicate the existence of relatively strong relationships between the hidden exogenous variable (intellectual 
capital efficiency) and its VAHU and VASC coefficient variables. Strong relationships may be observed in 
the case of the second exogenous variable ‒ corporate governance. As for the hidden endogenous variable, 
the NOPAT coefficient had less significance for its description than ROA.

Based on the relationships presented in Figure 2, it may preliminarily be said that intellectual capital 
efficiency influenced the financial performance of banks in the analyzed period. This is not the case for the 
corporate governance variable, defined by four attributes ‒ participation of experts (b_exp), participation 
of women (b_fem), participation of outside directors (b_out), and size (b_size) of the supervisory board.

The proposed model shows relatively strong and statistically significant relationships between hidden 
exogenous variables and their coefficient variables.

In the description of intellectual capital variable, human capital efficiency (changes in human capital 
efficiency account for 97% of variability in the level of intellectual capital efficiency of the banks) and 
structural capital efficiency (comparable changes in structural capital efficiency account for 93% of 
variability in the level of intellectual capital efficiency of the banks) have a similar significance. Analysis 
of the relationship between the financial performance variable and its coefficient variables shows that the 
greatest importance should be attributed to the ROA (value of 0.84). NOPAT (value of 0.60) had a smaller 
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significance in the analyzed period. Thus, it may be said that in the examined period, changes in the ROA 
coefficient explained the variability of the financial results achieved to a greater extent than the value of 
the NOPAT variable. Moreover, there is a slight and statistically insignificant relationship between the 
exogenous variables (value of 0.031).

As regards the assessment of the quality of the proposed model, the value of the minimum fit function 
(FMIN) is 0.077. This is a measure of mismatch between the model and real data. A low value indicates a 
good fit, while a high value indicates that modification of the model is needed. It measures the discrepancy 
between the observable variance–covariance matrix and the theoretical variance–covariance matrix 
resulting from the model and the already estimated values of the parameters [Bedyńska and Książek, 2012, 
p. 183]. F0 is the value of the function of the discrepancy between the variance–covariance matrix from the 
model and the matrix from the population [Bedyńska and Książek, 2012, p. 186]. The value of this function 
is 0.065, and its 90% probability range is (0.010, 0.206), so it contains the desired value of 0.065, i.e., the 
model can be considered to reconstruct the population of the variance–covariance matrix relatively well, 
and thus it describes true relationships between variables.

Analyzing the main focus of the model, namely the impact of variables describing intellectual capital 
and corporate governance on the financial results of banks, it should be stated that these results were 
significantly affected by intellectual capital efficiency. The most important information from the perspective 
of the purpose of the study also concerns the influence of the exogenous corporate governance variable on 
the endogenous financial performance variable. Surprisingly, in this case, the coefficient equaled only 0.44. 
This relationship is difficult to assess unequivocally, and it should be remembered that determining the 
nature of the relationship observed here requires further in-depth exploration.

5  Conclusion
Summing up, the conclusion may be made that there is a need for further research or improvement in the 
existing quantitative or qualitative methods of quantifying intellectual capital and corporate governance 
to ultimately achieve a standardized, consistent method of measurement, allowing multidimensional 
comparisons. Bearing in mind that the literature on the subject suggests different ways of calculating the 
value and efficiency of intellectual capital, verifying to what extent the results of their application provide 
similar directional guidelines in the area of intellectual capital management is also indicated.

Figure 2. Model of structural equations for quarterly data Q1 2007–Q4 2017.  
Source: Own work using AMOS software.
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Due to significant limitations on drawing conclusions concerning the application of the VAIC coefficient, 
it also becomes necessary to establish whether the methods of quantifying intellectual capital presented in 
the literature reflect the same behavioral trend and provide a similar ranking of banks from the perspective 
of held and valued intellectual capital and its efficiency.

Although the study results confirm the theories cited above stating that intellectual capital has 
a fundamental importance for companies irrespective of industry, full verification of the postulated 
hypothesis requires further exploration. To reiterate, the results of the analysis conducted do sustain the 
postulated hypothesis on concurrent positive impact of corporate governance and intellectual capital of 
banks listed on the WSE in the years 2007–2017 on financial performance. The results obtained turned out 
to be ambiguous, and the relationship between intellectual capital and corporate governance turned out to 
be statistically insignificant.

We are aware that the conducted study, which resulted in this paper, is based on a simplified approach 
that assumes a series of generalizations. At the same time, it should be noted that the measurement 
performed here will not reach the level of measurement appropriate for mathematical sciences. However, on 
the other hand, the high generality of the presented model gives room for maneuver for further verification 
of this issue. It is also the starting point for the construction of more extensive variants. The proposed 
causal model may be used to identify relationships or their lack in other areas of research. The question 
emerges whether the results obtained for banks arise from research sample selection. Intellectual capital 
and corporate governance researchers thus face serious challenges, particularly in the context of dynamic 
change and a crisis of confidence in financial institutions. Identifying actions that should be taken to 
ensure conditions conducive to creation of intellectual capital with the support of corporate governance is 
particularly important.

When designing a more detailed research process in future, it will be justified to divide the study period 
into a period of crisis and a period of stability on the financial markets. Such a move will allow deeper 
analysis of the causal relationships between the studied variables in different economic situations. In 
consequence, the results of such an analysis will make it possible to indicate actions and mechanisms 
that may be recommended with respect to corporate governance and intellectual capital management 
in special economic conditions. Moreover, the relationships identified in this area may provide further 
recommendations for managers of banks. If current recommendations concerning the need to manage 
intellectual capital and introduce principles of corporate governance in banks are valid, the slowdown or 
destabilization period should differentiate the situation of banks in which the level of intellectual capital 
management and scope of corporate governance is high and those in which it is low. These issues are 
particularly important for different groups of stakeholders, theoreticians, and practitioners. The current 
study and its results may, together with a more detailed model, form the basis for the construction of an 
integrated model.
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Abstract: The purpose of this paper was to examine the antecedents of young adult tourists’ loyalty intentions. 
The study is concerned with the overall loyalty tendencies of individuals, comprising the two dimensions 
of revisit intentions (RVIs) and recommendation intentions (RIs), and thus does not explore their loyalty 
to a specific destination (as in most previous studies). The research uses an Internet questionnaire with a 
total sample of 305 university students recruited from two Polish universities. Statistical analysis with the 
partial least squares structural equation modeling method indicates that destination RI is mainly driven 
by social bonding, while RVI is influenced positively by risk and uncertainty avoidance and negatively by 
novelty and variety seeking. In addition, income is found to be a significant moderator in the relationship 
between risk and uncertainty perception and RIs, such that a transition from very low to very high incomes 
tends to reverse the focal relationship from positive to negative. In addition, the research demonstrates that 
there is no significant difference between male and female young tourist’s loyalty intention. Implications 
for tourism entrepreneurs and destinations are suggested in the concluding section of the article.

Keywords: loyalty in tourism, destination loyalty, recommendation intention, revisit intention, PLS-SEM
JEL Classification: Z32, Z33, M31

1  Introduction
One of the attributes of tourism demand is its restitution [Dziedzic and Skalska, 2012], caused by the constant 
renewal of tourists’ needs. An emerging tourist need may be associated with a desire to repeat a similar trip or 
may manifest itself in a preference to visit the same location but in a different form or for a different purpose 
(e.g. different accommodation, meals, different trip organization). Given how widespread this phenomenon 
is, the issue of loyalty and its determinants becomes particularly relevant in the tourism sector.

Customer loyalty is a broad and complex concept. It refers to the overall behavior towards a specific offer, 
company, product, facility, institution, person or place. Oliver [1997] believes that full loyalty occurs when 
a customer is deeply convinced that he will buy a particular product again in the future and recommend it, 
regardless of the market conditions and other contextual factors that may cause a change in their behavior.

Seweryn [2012] pointed out that current trends in consumption (hedonism, sublimation, and 
individualism) may result in a lower inclination to stay loyal. All manifestations of loyalty behavior can 
have a positive impact and bring benefits to vendors [Reichheld et al., 2000]. Retaining existing customers 
may be cheaper than acquiring new ones [Fornell and Wernerfelt, 1987]. Loyal customers are also more 
likely to share positive information about the product with their friends, relatives, and other potential 
consumers [Foscht et al., 2009]. Meleddu et al. [2015] indicated that the tendency to recommend a tourist 
product is a result of being satisfied with staying at a destination. At the same time, different elements of 
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the destination offer may diversely affect the level of satisfaction, and consequently revisit intention (RVI) 
and share positive information. Therefore, understanding the reasons for tourist loyalty to destinations may 
help regions and locations compete in an increasingly challenging market [Chen and Gursoy, 2001].

One of the factors differentiating loyalty behavior in tourism may be the age of travelers. Members of 
different generations tend to demonstrate different willingness to return to places already visited. In this 
article, the preferences of young adults – the so-called Generation Y – will be investigated.

The manuscript presents the results of the author’s own research conducted on a sample of young 
adults. Constructed on the basis of a literature review, concepts used in the research tool allowed for the 
estimation of a structural model showing the relationships that exist between the novelty and variety 
seeking (NVS), uncertainty and risk perception, social bonding (SB), and loyalty inclination expressed 
through its two dimensions: RVI and intention to recommend the destination.

2  Literature review and hypotheses

2.1  Research gap identification

Loyalty is a multi-dimensional concept, and many authors present different approaches to defining its 
dimensions. Proponents of a one-dimensional approach focus mainly on the volume and repetition of 
purchases or repeat buying intention [Farley, 1964; Sheth, 1968; McConnell, 1968], which underscores the 
behavioral facet of the concept.

In contrast, Worthington et al. [2009] considered loyalty as a three-dimensional phenomenon 
encompassing three aspects:

 – cognitive (cognitive), related to the evaluation of the features of an offer,
 – affective, relating to the emotions that the product evokes,
 – behavioral, as an intention to:

 – buy the same product again,
 – buy a greater quantity of the same product, and
 – give a positive opinion about the product.

Accordingly, achieving loyalty in the cognitive, affective, and behavioral sense induces lower sensitivity to 
competitors’ actions and leads to many top- and bottom-line benefits for the company [Strum and Thiry, 1991].

Yet another popular perspective identifies two basic dimensions to loyalty: attitudinal and behavioral 
[Day, 1969], which are also what the author adopted for the current study. The attitudinal dimension views 
loyalty in terms of consumers’ strength of affection toward a brand [Backman and Crompton, 1991]. When 
comparing the two- and three-dimensional conceptualizations of loyalty, one can observe that cognitive 
and affective dimensions can be combined with repurchase intentions to form the attitudinal dimension, 
while all factual actions are classified as behavioral. Attitudinal loyalty can be measured with product 
preferences, buying intentions, supplier preferences, and willingness to recommend. Behavioral loyalty 
is usually operationalized as the frequency and quantity of the repurchase of a product, sometimes 
supplemented by metrics of other purchasing patterns. Many researches accommodate behavioral and 
attitudinal aspects of loyalty by using a composite definition of customer loyalty, which is a combination of 
both [Jacoby and Kyner, 1973; Backman and Crompton, 1991; Oliver, 1999; Chen and Tsai, 2007].

Even though there is lack of research comparing tourists across generations, age is a frequently 
controlled demographical variable, as individuals of various ages might show differences in loyalty to a 
tourist destination. There is evidence that older customers (>50 years) tend to be more satisfied and more 
loyal than their younger counterparts [Hsu, 2000], but some studies do not show any meaningful age-
related differences [Chi, 2011]. The current study focuses on the generation of young adults, who, unlike 
their predecessors, grew up in the age of ubiquitous information and progressive globalization. They have 
always been accompanied by almost unlimited opportunities to travel and knowledge acquisition and also 
by an unprecedented variety of options for destinations and travel arrangements.
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Generation Y, also known as the Millennials, is broadly defined as those born between 1980 and 2000 
[Richard K. Miller and Associates, 2011]. However, there is no commonly accepted consensus and different 
authors might use dissimilar timeframes, e.g. 1977–1994 [New Strategist, 2004] or 1982–2005 [Howe and 
Strauss, 2007].

In Poland, Generation Y is often defined as people of the demographic boom, born in the second part 
of the 1980s and in the 1990s [Gołąb-Andrzejak, 2014]. Similarly, in this research, the time horizon was set 
at 1986–2000 and the Millennials aged 18–32 years old were studied.

Members of Generation Y are characterized as [Moscardo and Benckendorff, 2010; Gołąb-Andrzejak, 2016]:
 – being well informed about current affairs and trends through their intense use of electronic media,
 – using the Internet for shopping,
 – looking for shopping deals,
 – having relatively low awareness and skills in financial planning,
 – inclined to extend adolescence with a longer period of formal education,
 – having a positive attitude toward diversity, flexibility, social issues, and the future, and
 – oriented toward family and their close social groups (friends and acquaintances).

It is important to note that the profile of people born at any given time is determined by the changes 
in the macro environment. The Polish Generation Y does not remember the times of the People’s Republic 
of Poland. They grew up in the free market economy with the possibility of traveling without limitations. 
Sustained rapid economic development has also removed many economic barriers. Therefore, travel is an 
important part of the leisure time activities of the young adult Poles.

There is a dearth of studies on the tourist loyalty behavior of Generation Y. Most researchers investigating 
loyalty concentrate on frequency of travel [Richards, 2007], travel motivation [Todorović and Jovičić, 2016], 
or the modes of tour organization and realization [Kowalczyk-Anioł, 2012]. Those who have investigated 
RVIs studied mainly travel motivations and satisfaction from previous visits [Kozak and Rimmington, 2000; 
Bigne et al., 2001; Bowen, 2001; Kozak, 2001; Um et al., 2006; Huang and Hsu, 2009; Ramseook-Munhurrun 
et al., 2015]. As was already mentioned, the overwhelming majority of authors explored loyalty intentions 
or loyalty behavior in the context of specific, explicitly defined destinations, which lowered validity of 
any general conclusions about drivers of loyalty [George and George, 2004; Yoon and Uysal, 2005; Chen 
and Tsai, 2007; Kim and Brown, 2012; Assaker and Hallak, 2013; Artuger and Cetinsoz, 2017] and on Polish 
tourist market [Seweryn, 2010]. The current study, by measuring overall loyalty intentions separately from 
any particular place, attempts to provide insights into general loyalty forming patterns. The author did not 
identify a similar survey conducted on the Polish tourism market on a sample of young adults.

2.2  Destination loyalty intention

Loyalty intention toward tourism destinations has been a subject of research and discussion for many 
authors. There have been numerous attempts to establish models of loyalty to tourist destinations [Kozak, 
2001; Oom do Valle et al., 2006; Chi, 2011; Emir et al., 2016; Su et al., 2017; Ribeiro et al., 2018]. Most authors 
agree on the importance of satisfaction as a key driving factor of loyalty intentions [Duman and Mattila, 
2005; Oom do Valle et al., 2006; Chi, 2011; Sabiote et al., 2012; Su et al., 2017; Ribeiro et al., 2018]. Researchers 
investigating reasons for choosing destinations identified a list of push and pull factors that can increase 
or decrease loyalty behavior, such as desire to escape, variety seeking, social factors, health recovery, need 
of rest, health recovery (push), tourist attractions, resources, local culture, local communities, services, 
shopping and entertainment opportunities, events, and tourist infrastructure (pull) [Kim, 2008; Mechinda 
et al., 2009; Sato et al., 2016; Wąsowicz-Zaborek, 2017].

The construct loyalty intention can be measured in different ways. In this research, after extensive 
literature studies, the author decided to use a framework of two main dimensions: re-visit intention (RVI) 
and recommendation intention (RI). Similar approach can be found in Oppermann [2000], Kozak and 
Rimmington [2000], Yoon and Uysal [2005], Oom do Valle et al. [2006], Chen and Tsai [2007], Rajesh [2013], 
Guzman-Parra et al. [2016], Su et al. [2017], and Chi and Qu [2008].
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2.3  Risk and uncertainty perception (RUP)

A major factor in the choice of destination, crucial for research on risks and uncertainties, is the difficulty 
for tourists to anticipate or imagine the situation at a destination before travelling and therefore having to 
rely on information from sources such as media, friends, relatives, and tourist organizations [Karl, 2018].

Uncertainty avoidance is not the same as risk avoidance [Hofstede, 2011]. Uncertainty is vague and 
defies calculation, while risk is quantifiable and thus can be considered more consciously. Perception of 
risk accompanies almost all purchasing decisions through the assessment of benefits and costs connected 
with the purchase. One way to reduce risk is searching for and collecting information related to purchases, 
which may lead to increased loyalty to a brand if the choice made was satisfactory. Perceived risk is often 
an essential factor discouraging from changing the supplier of a product [Lee and Cunningham, 2001]. 
Perceived risk is established in literature as a potent determinant in the decision-making process of 
tourists. It is owing to the characteristics of the tourist product, such as its complexity, intangibility, and 
inseparability of its consumption and creation. Researchers identify several dimensions of risk in tourism: 
1) physical, 2) functional, 3) psychological, 4) social, 5) temporal/time, 6) financial, and 7) overall (e.g. 
Boksberger and Craig-Smith [2006], Fuchs and Reichel [2008], and Çetinsöz and Ege [2013]). Owing to the 
general nature of this current research and the lack of reference to any specific destination in the survey, the 
overall dimension and its indicators were used for measurement.

Perceived risk related to the choice of a tourism destination may be considerable. An unknown and 
never visited before destination can be difficult to assess, and thus, the level of uncertainty will be high. 
In consequence, choosing a well-known destination decreases uncertainty and the perceived risk becomes 
lower. This close relationship between the concepts of risk and uncertainty and their similar influence on 
purchasing behavior, as indicated in the literature, led the author to decide to merge the two constructs into 
one. Hence, the following hypotheses were proposed:

H.1 RUP has a positive impact on RI

H.2 RUP has a positive impact on RVI

2.4  Novelty and variety seeking

The search for variety is an internally motivated behavior, where a change in one’s everyday routine is 
rewarded with a sense of satisfaction [Niininen and Riley, 2008]. For some people, a daily routine may 
lead to low stimulation and boredom. Thus, a trip to a new place has a high stimulation potential and 
can increase one’s level of satisfaction [Bello and Etzel, 1985]. Variety seeking may also manifest itself 
in traveling to places visited before, but to spend time differently by participating in other activities than 
previously.

Novelty seeking is the difference between a current perception and past experiences. This implies 
a desire to take physical, psychological, and social risks for the sake of diverse, new and sophisticated 
experiences [Coudounaris and Sthapit, 2017]. Novelty seeking is particularly important in tourism as it is 
an important motivation for travel [Duman and Mattila, 2005] and it is an innate feature of some travelers 
[Lee and Crompton, 1992]. The novelty seeking construct developed by Lee and Crompton [1992] consists of 
change from routine, thrill, surprise, and boredom alleviation.

It can be assumed that tourists motivated by the search for novelty or variety are less likely to visit the 
same destinations again because such trips will not provide them with sufficient excitement and therefore 
are boring and can be associated with a waste of time and money. However, being very satisfied with a new 
trip can make them more willing to recommend the visited place. Thus, the author hypothesizes:

H.3 NVS has a positive impact on RI

H.4 NVS has a negative impact on RVI
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2.5  Social bonding

Low and Altman [1992] note that SB relates to social relationships among individuals, between individuals 
and communities, and individuals and culture. SB is a construct that is primarily of interest to the literature 
in the field of environmental psychology as one of proposed dimensions of the place attachment concept 
[Kyle et al., 2005; Saxena, 2006; Chen et al., 2014]. As place attachment may be a very significant factor 
influencing tourist destination choice, SB has recently become a more commonly studied construct in the 
tourism literature [Kyle et al., 2005; Seweryn, 2013].

Strong social relations can lead to strong emotional ties to places, and these emotions are often the 
product of repetitive interactions and experiences that shape sentiment [Kyle and Chick, 2007]. As a 
consequence, social relations may cause higher RVI. Furthermore, increasing emotional involvement may 
influence the willingness to share information about the place to which a tourist is attached. Accordingly, 
it is possible to posit:

H.5 SB has a positive impact on RI

H.6 SB has a positive impact on RVI

3  Conceptual framework and research methods
Having identified the research gap, the author decided to conduct a survey to collect data from Generation 
Y members to test the six research hypotheses.

In this study, the author models the relationships between destination loyalty dimensions and their 
antecedents with a framework that involves five composite variables (or constructs): 1) RUP, 2) NVS, 3) SB, 
4) RI, and 5) RVI. The links among the variables and pertinent hypotheses are illustrated in Figure 1.

Figure 1. Conceptual model and hypotheses of the study. 
Source: own elaboration.
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The model indicates that motivations and attitudes of tourists may influence their loyalty behavior. 
The research purposefully omits the specific features of the visited destination and the tourist’s satisfaction 
with the stay, which are most frequently studied by other researchers in the context of loyalty. The author’s 
intention was to determine general factors that might be important when returning to or recommending 
a destination, having more to do with individual attributes of the tourist rather than the specifics of a 
particular destination.

In order to collect empirical data, an Internet questionnaire was used. It was divided into three parts. 
The first part included questions about previous tourist experiences and motivation for travels. Questions 
in this part were constructed using nominal and Likert scales. The second part of the questionnaire referred 
to the tendency to revisit and to share opinions about the visited place, as well as the reasons for (not) 
returning to the visited places. Questions were designed with the use of Likert scales. Likert statements used 
for measuring the constructs are presented in Table 4. The questionnaire concluded with demographical 
items.

The survey was conducted on a group of 305 respondents recruited from the students of the SGH Warsaw 
School of Economics and the WSB University in Gdańsk from October 2018 to April 2019. All respondents 
were aged 18–32 years. Groups of students are a common subject of research in the tourism sector (e.g. 
Michael et al., 2003; Gallarza and Saura, 2006; Kim et al., 2006; Xu et al., 2009; Kim and Park, 2016). This 
is because this group of young adults is very active in tourism and involved in many tourist trips. It is partly 
because they have more free time to spend on traveling. They are also involved in many different tourism 
activities, e.g. active, cultural, educational, and leisure tourism. So, their experiences are very differentiated 
and potentially interesting for researchers. In addition, most students are unmarried and have no children, 
which allows them to make purchasing decisions based on their own preferences and likes, without the 
need to adjust to the needs of other family members. Thus, it can be assumed that the opinions expressed 
in the research reflect their own needs and not those shaped by the circumstances they find themselves in.

Table 1 describes demographical characteristics of the sample.
Because of a filter question at the beginning of the questionnaire, all respondents had traveled for 

tourist purposes at least once in the five years preceding the interview. The vast majority declared traveling 
both in Poland and abroad (89.2%). A total of 5.6% of respondents traveled only abroad, while 5.2% visited 
only Polish destinations.

Table 1. Descriptive Summary of the Sample (n = 305)

Demographic n %

Gender
Female 187 61,3%
Male 118 38,7%
Size of the place of living
village 18 5,9
town up to 50 K 15 4,9
town 51-150 K 15 4,9
City 151 – 500 K 20 6,6
City more than 500 K 237 77,7
Work or Study
student 208 68,2
working student 97 31,8
Income
very low (difficult to cover maintenance costs) 4 1,3
low 32 10,5
moderate 156 51,1
high 93 30,5
very high 20 6,6

Source: own elaboration
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The initial statistical analysis was performed using SPSS 25. In the second phase, to explore regression 
paths among variables, SmartPLS 3.2.8 was used.

4  Research results
It seems that out of the two dimensions of destination loyalty, respondents are more likely to share opinions 
(both positive and negative) about visited places than to return to them (see Table 2). This may be related to 
the popularity of Internet tools and social media among Generation Y, and social media are among the most 
commonly used channels for sharing opinions about trips and destinations [TripAdvisor, 2016].

Regarding frequency of travel to the same places and not returning to previously visited ones, the 
average level of indications was similar and relatively low (2.18 and 2.32, respectively; there were no 
statistically significant differences between the mean values). This should be interpreted as a lack of a 
dominant preference in this regard – somewhat surprisingly, the young people were equally likely to travel 
to the same locations as new ones.

What is more, the respondents did not consider traveling to familiar places as overly boring (2.69). 
Curiosity about new destinations probably limits the tendency to return to those already visited, but with 
the mean value of 3.08, this is not a very strong sentiment. On the other hand, respondents recognized 
traveling to well-known places as somewhat less risky (3.09) but rather did not agree with the opinion that 
visiting a new place may be stressful (2.06) (see Table 3).

Table 2. Mean, maximum, minimum, and median values for answers concerning recommendation intention and revisit intention

Items Minimum Maximum Mean Standard 
deviation

Median

I return to visited destinations, but usually after a long time (a few years) 1 5 3.16 0.923 3.0
I mostly travel to the same destinations 1 5 2.18 0.797 2.0
I never return to destinations I have visited before 1 5 2.32 1.005 2.0
I am willing to share negative opinions about the destinations I visit 1 5 4.03 0.976 4.0
I am willing to share positive opinions about the destinations I visit 1 5 4.57 0.762 5.0
If I liked the destination, I encourage other people to visit it 1 5 4.54 0.786 5.0

Source: own elaboration.
1 – strongly disagree and 5 – strongly agree.

Table 3. Mean, maximum, minimum, and median values for the answers concerning risk and uncertainty perception, novelty 
and variety seeking, and social bonding

Items Minimum Maximum Mean Standard 
deviation

Median

If I were to visit the same destinations, it is because I am curious how 
the place and people have changed

1 5 2.84 0.991 3.0

I return to a destination I have already visited to show it to other people 1 5 3.30 1.077 4.0
I return to the previously visited place for people who are living there 
(family, friends, acquaintances)

1 5 3.32 1.181 4.0

I like to spend my holidays in a familiar place 1 5 3.23 0.987 3.0
Traveling to the same places is less risky 1 5 3.09 1.092 3.0
Visiting new places is stressful 1 5 2.06 1.051 2.0
Traveling to destinations already visited is a waste of money 1 5 1.99 0.970 2.0
There are so many places to see that I do not have time to visit the same 
destinations again

1 5 3.08 1.216 3.0

Traveling to the same places is boring 1 5 2.69 1.140 3.0

Source: own elaboration.
1 – strongly disagree and 5 – strongly agree.
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The main statistical method for testing the research hypotheses was a structural model estimated by 
the partial least squares (PLS) method. According to the best practices outlined in the literature, the first 
step in investigating a partial PLS model is to establish the quality of the so-called measurement model, 
which defines relationships between latent constructs and their indicators.

According to the procedures recommended by Hair et al. [2017], the metrics for average variance 
extracted (AVE) and composite reliability (CR) were calculated in order to verify the correctness of 
the investigated constructs (Table 4). For each factor, CR was greater than 0.7 and AVE exceeded the  
0.5 threshold. These figures, combined with the absolute values of factor loadings exceeding 0.6, 
demonstrate the high reliability of all the extracted factors [Hair et al., 2017].

For further confirmation of the quality of the constructs, discriminant validity was investigated to 
check if sufficient differences exist between latent variables. Fornell and Larcker [1981] suggested that 
discriminant validity could be established when the square root of AVE for each construct is higher than 
the correlation coefficients between the focal construct and all the other constructs in the model (Table 5). 
Since all the correlations are smaller than the square roots of AVEs, it can be concluded that all latent 
variables show appropriate separation from each other and there are no big overlaps in their meaning.

To provide additional insights about the quality of the model, Stone–Geisser’s Q2 metrics were computed 
for the two endogenous constructs, using the blindfolding procedure with an omission distance of 7. Their 
respective values for RVI and RI were both positive and equal to 0.196 and 0.061, respectively, which point 
to predictive relevance of the structural model [Hair et al., 2016, p. 212].

Table 4. Indicators of construct variables in the study

Indicators Sources of scale  
indicators

Factor 
loadings

Composite 
reliability

Average 
variance 
extracted

Risk and uncertainty perceptions (RUPs) 0.833 0.625
RUP 1. Visiting new places is stressful Boksberger and Craig-

Smith [2006]; Fuchs 
and Reichel [2008]

0.740
RUP 2. Traveling to the same places is less risky 0.748
RUP 3. I like to spend my holidays in a familiar place 0.877
Novelty and variety seeking (NVS) 0.858 0.669
NVS 1. Traveling to the same places is boring Lee and Crompton 

[1992]; Kim and Kim 
[2015]

0.811
NVS 2. There are so many places which I want to see that I do not 
have time to visit the same destinations again

0.853

NVS 3. I would prefer to spend my money for visiting new places 
than the already known

0.787

Social bonding (SB) 0.812 0.598
SB 1. I return to the previously visited place for people who are 
living there (family, friends, acquaintances)

Jang et al. [2009]; 
Luo and Hsieh [2013]; 
Kyle et al. [2005]

0.653

SB 2. I return to a destination I have already visited to show it to 
other people

0.958

SB.3 If I were to visit the same destinations, it is because I am 
curious how the place and people have changed

0.653

Recommendation intention (RI) 0.864 0.684

RI 1. If I liked the destination, I encourage other people to visit it Alexandrov et al. 
[2013]; Chi and Qu 
[2008]

0.895
RI 2. I am willing to share positive opinions about the 
destinations I visit

0.902

RI 3. I am willing to share negative opinions about the 
destinations I visit

0.661

Revisit intention (RVI) 0.771 0.619

RVI 1. I never return to destinations I have visited before Luo and Hsieh [2013];  
Kozak [2001]; 
Bello and Etzel [1985]; 
Chi and Qu [2008]

−0.875
RVI 2. I mostly travel to the same destinations 0.802
RVI 3. I return to visited destinations, but usually after a  
long time (a few years)

0.670

Source: own elaboration.
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An extension of R2 values are f2 coefficients that capture changes in R2 when specific exogenous 
constructs are omitted from the model, drawing on the drop in R2 before and after the omission. The metric 
is standardized with three recommended thresholds conventionally used for interpretation [Cohen, 1988]: 
0.02 (small effect), 0.15 (medium effect), and 0.35 (large effect). In the current analysis, the strongest effect 
found was the link between novelty seeking and RVI (f2 = 0.391). Other predictors, showing small but 
significant effects, were found for the regression paths: risk and uncertainty avoidance – RVI (f2 = 0.050), 
emotional solidarity – RI (f2 = 0.052), incomes – RI (f2 = 0.023), and incomes*risk and uncertainty avoidance –  
RI (moderating effect, f2 = 0.035).

Even though the main object of the PLS method is maximizing the predictive accuracy of endogenous 
constructs, and not – unlike the covariance-based structural equation modeling (CB SEM) – minimizing 
errors between empirical and model-implied covariance matrices, it is useful to see how well a PLS 
model performs in this regard. Accordingly, if it shows small errors (residuals) between the empirical and 
theoretical covariance matrixes, it can be assumed to not only work well as a predictive tool but also to 
accurately reflect hypothesized relationships embedded into the model. To this end, one can use the metrics 
of standardized root mean square residuals (SRMR) and root mean square residual covariances (RMS theta). 
It is generally considered that for CB SEM, a good fit with empirical data is indicated by SRMR <0.08 and 
RMS theta <0.12. At the moment of this writing, there were no widely acceptable thresholds for PLS SEMs, 
but many researchers were in agreement that the values of 0.08 and 0.12 were too restrictive [Henseler et al., 
2015; Hair et al., 2016, p. 204]. In the current study, the coefficients of SRMR and RMS theta were almost 
exactly at the cutoff point (0.083 and 0.189, respectively), which corroborates the adequate quality of the 
analytical framework.

Once the quality of the measurement model was found acceptable, standard regression weights and 
p-values between constructs in the structural model were used to test the hypotheses (Table 6).

From Table 6 three estimated regression paths were statistically significant, which gives support to 
three hypotheses: H.2, H.4, and H.5.

Specifically, there is a statistically significant relationship between RUP and RVI. The greater the RUP 
level, the more tourists are likely to return to the places they have already visited.

The standardized regression weight values for NVS and RVI indicate a negative correlation, which 
means that higher levels of NVS tend to coincide with a lower inclination to revisit already known places.

The analysis also shows that RI is significantly influenced by SB so that higher SB levels are linked to 
greater RI.

To account for the possibility of dissimilar regression patterns in distinct demographical groups, the 
author investigated possible moderation effects of the focal relationships with gender and income. The 
significance tests for all possible two-way interactions showed that males and females are no different in 
terms of the investigated regression weights. Indeed, the only significant moderation effect was found for 
income and the way it affects the association between RUP and RI. It transpired that for average levels of 
income, RUP and RI are not significantly correlated. However, for very large and very small incomes (about 

Table 5. Discriminant validity of latent variables according to Fornell–Locker criteria: Square roots of average variances 
extracted and correlations between all pairwise combinations of latent variables

Social bonding (SB) Novelty and variety 
seeking (NVS)

Revisit intention  
(RVI)

Recommendation 
intention (RI)

Risk and uncertainty 
perception (RUP)

SB 0.773

NVS −0.070 0.818

RVI 0.085 −0.573 0.787

RI 0.230 0.019 0.052 0.827

RUP 0.152 −0.264 0.329 0.077 0.791

Source: own elaboration.
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2 standard deviations from the mean), RUP has a significant influence on RI. Interestingly, the direction of 
the relationship is not constant and is positive for respondents with low incomes and negative for those 
with high earnings. This moderating effect of income provides partial support for hypothesis H.1, which 
can be deemed validated for those tourists whose incomes are substantially lower than the average. In this 
group, RUP has a positive impact on RI.

To conclude this overview of the research results, it should be noted that the estimated structural model 
explained 11.1% of variance in RI and 36.4% of variance in RVI. The diagram of regression paths between 
research constructs is presented in appendix (see Figure A.1 in Appendix).

5  Conclusions and limitations of the study
The aim of the study was to address the existing research gap concerning the loyalty to tourist destinations 
of young adults. The hypotheses and the conceptual model were developed from previous research by other 
authors, in particular the works by Kozak [2001], Boksberger and Craig-Smith [2006], Kyle et al. [2005], Chi 
and Qu [2008], and Kim and Kim [2015]. The unique aspect of the study was investigating loyalty intentions 
in general and not toward a particular place, as was the case in most previous research.

The study demonstrates that members of Generation Y are split between the willingness to travel to 
familiar places and getting to know new destinations. It seems that a factor that can be a potent influence 
on them in trying to encourage loyalty behavior is SB. It was found that the social context represented by 
SB has a significant positive impact on RI. Han et al. [2019] in their research on community-based tourism 
came to a similar conclusion. Although a broader context of the sense of belonging was analyzed, of which 
SB is one aspect, it was observed that higher levels of this category correspond with a greater willingness 
to make recommendations.

In the present research, traveling to new destinations is not generally perceived as a stressful situation, 
but RUP is not a negligible factor and could play a role in consumer decisions. This was validated by a 
significant positive regression link demonstrating that high uncertainty and risk association with new 
places can lead to the choice of well-tested destinations. Rittichainuwat and Chakraborty [2009] also 
found that tourists may be less interested in destinations with high-risk perceptions. On the other hand, it 
should be stressed that the most important discouraging factor from visiting the same place is NVS. Similar 
observations can be found in Kim and Kim [2015], who report that novelty seeking decreases the overall 
level of satisfaction with travel and thus reduces the tendency to revisit.

Table 6. Regression weights and p-values for estimated path models

Hypotheses Regression paths Standardized Sample 
Regression Weights

Bootstrapping*
p-values

H.1 RUP -> RI 0,086 0.224

H.2 RUP -> RVI** 0,187 0.010

H.3 NVS -> RI 0,036 0.561

H.4 NVS -> RVI** −0,526 0.004

H.5 SB -> RI** 0,231 0.000

H.6 SB -> RVI 0,019 0.734

Regression terms for significant controlled variables

Main Effect: Incomes -> RI** 0,145 0,010

Moderating Effect: Incomes - RUA -> RI** −0,168 0,004

Source: own elaboration.
*Based on 5000 subsamples.
**Significant values at the 0.05 level.
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An interesting finding was the role of income in the investigated conceptual framework. It turns out 
that the tourist’s income should be considered in anticipating their intentions to recommend familiar 
destinations. This effect is twofold: first, there is a significant positive main effect of the income variable, 
implying that those with higher incomes are more willing to share opinions with all the other variables 
kept constant (ceteris paribus rule). Second, there was a significant moderating effect of income on the 
regression path from RUPs to RIs. If an individual’s level of perceived risk and uncertainty is high, those with 
low incomes will share their opinions more willingly, while more affluent young tourists will demonstrate 
the opposite tendency.

The moderating influence of gender on factors affecting loyalty intentions has not been confirmed. 
Apparently, there are no differences between young men and women in terms of the explored processes 
leading to the formation of loyalty intentions. This might suggest that when catering to Millennials, tourist 
offers do not have to be differentiated by gender. A similar conclusion was reached by Chi et al. [2009] who 
concluded that male and female tourists displayed comparable loyalty toward the destination analyzed 
by them.

It should be stressed, however, that the author’s study did not investigate destination preferences of 
tourists in depth. So even though factors like RUPs seem to work in the same way for both genders, the 
specifics of what attributes of a tourism destination make it more risky or exciting could be different for 
males and females. This is one of the limitations of this study and also a suggestion for further research.

This study has a number of limitations. First, the collected sample allows to generalize findings to the 
populations of students from only two Polish universities located in two large urban centers of the country. 
The findings from a broader sample, encompassing universities in other parts of Poland, especially in less 
populous areas may give different results. Also, the Millennials from countries other than Poland could 
possibly yield different results. One of the possible directions for future research could be a comparison 
of different generation cohorts to see if the same factors contribute to loyalty intentions. In addition, the 
study could benefit from the inclusion of other control variables, to better model interpersonal differences 
between respondents; as a result, new interesting interaction patterns could be revealed. A replication of 
the study in other country settings could demonstrate if the relationships found here are only specific to 
Poland or could be considered universal for the whole Generation Y.

The developed model can be used as a guide for tourist enterprises and institutions managing tourist 
destinations to prepare more successful products and more effective promotional initiatives. For example, 
when preparing a tourist offer for young adults who are familiar with the destination from previous visits, it 
is advisable to introduce new activities in response to their expectation of variety and novelty. Because of the 
significance of RUP, it is instrumental to design marketing communications so that they provide sufficiently 
exhaustive and persuasive information to lower this sentiment. The important role played by SB points to 
possibly effective tropes and motives in the content of promotional campaigns, as well as suggests that 
social media could be a viable communication channel. To further leverage the positive effects of SB, social 
media could be used to create online communities around tourist destinations to foster loyalty intentions.
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Appendix

Figure A1. Structural equation model for antecedences for destination loyalty intention among young adults. Diagram of 
regression paths between research constructs. 
Source: own elaboration.
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Abstract: Sharing economy is a very broad term, covering various areas and forms of human activity. It 
includes activities of individuals, social groups, and enterprises, as well as local and state authorities, 
which aim to enable, facilitate, or even organize the sharing of resources. Sharing economy has an 
increasing importance and is accompanied by large-scale changes of revolutionary character embodied 
in innovative thinking. In this paper, a multidimensional assessment of the sharing economy from the 
perspective of various groups of stakeholders is undertaken. In order to analyze this phenomenon in 
more depth, the analyzed field of sharing economy has been narrowed subjectively (to the sphere of 
operations of for-profit corporations from this sector) and territorially (to the area of cities, as special 
places attracting sharing economy start-ups). The analysis has found that although the idea of sharing 
creates new opportunities, it also causes new challenges for cities’ functioning and development, 
especially when considering the influence of large sharing  economy companies on other stakeholders. 
The findings also show that not only does sharing economy have an uneven impact on the functioning 
of different cities but it also has heterogeneous consequences for different groups of stakeholders in the 
same city.

Keywords: sharing economy, city, sharing city, innovation, ridesharing, homesharing, city’s stakeholders, 
Uber, BlaBlaCar, Airbnb
JEL Classification: R1

1  Introduction
Sharing economy is a modern trend of the 21st century, which is based on new technologies. It is expanding 
across the world unpredictably fast, spreading from the digital to the physical urban world [McLaren and 
Agyeman, 2015; World Economic Forum (WEF), 2017]. Although different forms of cooperation in the 
production and consumption of goods have been observed in various civilizations over the centuries, 
sharing is now becoming a convenience rather than a survival mechanism [Belk, 2018]. The term 
“sharing economy” has recently become popular, together with the growing digitalization of the economy 
[Sundararajan, 2016, p. 5].

The role of technology in the development of the sharing economy is very fundamental because “with 
technology as facilitator, sharing opportunities can be scaled” [Perera and Albinsson, 2018, p. 4]. In a basic 
sense, sharing economy is linked to the information revolution, and it consists of only four types of activities: 
open-source software, online collaboration, file sharing, and peer-to-peer financing [Hamari et al., 2016]. 
In a broader sense, sharing economy is perceived as a significant change in the society, concerning many 
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aspects of business and human life [Rifkin, 2000]. One of the essential characteristics of these changes is 
the social transformation from “having to using”.

The novelty and the importance of the changes are reflected in the dynamically growing number of 
scientific publications in which attention is paid to various aspects of the analyzed phenomenon [Botsman 
and Rogers, 2011; Sundararajan, 2016; Perera and Albinsson, 2018]. Despite that, there is still a lack of 
uniformity in the approaches used to define sharing economy and to assess this phenomenon. As the 
term “sharing economy” is primarily about the ways in which to organize the use of scarce resources, 
increasingly more concepts emerge on various aspects of its functioning. Collaborative consumption is 
one of these concepts; it emphasizes the manner in which to organize the exchange of goods. This term 
“encompasses any economic model based on sharing, swapping, trading or renting products and services – 
enabling access over ownership and continuous group interaction rather than one-time, linear buyer/seller 
relationships” [WEF, 2017, p. 7].

There are three types of driving forces that fuel sharing economy: economic, social, and environmental 
[WEF, 2017, p. 10]. The importance of these drivers varies across different groups of main actors. For 
example, sharing enterprises may be economically motivated (for-profit enterprises) but also socially or 
environmentally motivated (social enterprises, cooperatives, nonprofit enterprises, and so on). Moreover, 
the motivation of the users varies for different ages, life cycle stages, education levels, or sex groups [Böcker 
and Meelen, 2016]. For example, sharing is generally more popular among younger generations, males, and 
more-educated and single people; however, users in various sectors differ, with females and families with 
children showing higher interest in homesharing; furthermore, new groups of users such as businessmen 
emerge [Global Investor, 2015; Rimer, 2017]. The mosaic of motives of the main actors of the sharing economy 
causes the creation of various models of action.

As can be observed around the world, cities are special recipients of sharing economy start-ups 
because they create favorable conditions for their local development, attributable to the density of 
their population and intensity of social interactions, which are greater compared to the same in rural 
areas. Citizens create not only higher demand as individuals and groups but also structurally different 
demands, which stimulates the growth of sharing activities. The cities accumulate resources and create 
a specific innovative economic and sociocultural environment that inspires innovative activities, such 
as sharing activity.

The purpose of the paper is to analyze both positive and negative consequences of the chosen aspects 
of sharing economy on the cities. The analysis is based on the exemplification of innovative international 
sharing start-ups, such as Uber, BlaBlaCar, and Airbnb, in order to show the scale, intensity, and character 
of the impact of the emerging sharing activities. The analysis shows a mutual relationship between sharing 
economy companies and the city, which is discussed from the perspective of various stakeholders of the 
city. These dynamic relations include both the impact from the companies’ activities and the adaptation of 
the companies to the market response.

All the three analyzed companies are dominant players in different market segments of ridesharing 
and homesharing. The subject of the study is discussed exclusively based on the examples of the three 
selected profit-making enterprises operating on a global scale, which serves the purpose of the unification 
of the research field. The methodology comprises a systematic review of multiple sources, such as academic 
publications, periodicals, companies’ reports, and other reports presented by the European Union (EU), the 
Organization for Economic Cooperation and Development (OECD), and the World Economic Forum (WEF) . 
The methodology is based on the qualitative analysis of various secondary sources and uses the deductive 
method of research supported by comparative analysis of information and findings.

The first section of the paper is focused on the conceptual approach to sharing economy. It underlines 
the novelty of the processes and the importance of the influence of sharing economy companies. It is seen 
all over the world as a process forcing deep and comprehensive changes in the global economy and is, as 
such, perceived from the perspective of a changing paradigm.

The second section highlights the role of cities as places, which are reflections of glocalization [Kuciński, 
2011] with reference to the sharing economy. The urban perspective is initially analyzed with regard to the 
spatial expansion of the exemplified sharing activities of Uber, BlaBlaCar, and Airbnb. It presents the local 
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impact of these companies in different cities worldwide. This is discussed in terms of the complex relations 
between different groups of stakeholders with diverse interests.

The third section comprises the discussion and conclusions from the study, revealing the complexity 
of the interactions that result from the expansion of the sharing services (ridesharing and homesharing), 
transforming cities around the world into “more sharing” cities. The research shows that the novel and 
intensive character of changes imposed by rapidly developing sharing economy start-ups creates huge 
opportunities but also threats and challenges, which are addressed globally and locally and, as such, are 
subject to the continuous supervision of local governments, which act as both promotors and inhibitors on 
behalf of the interests of all stakeholders and the general city. They support and regulate the sharing practices 
during the continuous process of adjustment of activity of sharing economy start-ups, whose impact reveals 
strong transforming (both creative and destructive) power for the city and its stakeholders. The study 
shows that the expansion of sharing services, with the inherent complexity of interactions, transforms 
cities into more sharing spaces with increasing peer–to-peer architecture, resulting in more collective social 
coexistence and more sustainable background for development, however with some uncertainty related to 
wealth stratification due to the complexity of conflicting interests of city’s stakeholders.

2  Literature review
The sharing paradigm can be approached strictly from an economic perspective of owned goods (e.g., 
pooling or allocation of resources) or, more broadly, in a sense of sharing things, services, and activities 
[McLaren and Agyeman, 2015] (Table 1).

The novelty, complexity, and comprehensiveness of the sharing economy are expressed in the 
differentiation of the terms that are used to define, describe, and analyze the processes associated 
with sharing. It may lead to oversimplification, when the terms are being used interchangeably, or 
misunderstanding, when separate division is used because many sharing companies can be labeled 
under different terms depending on the character of their activity: collaborative consumption [Botsman 
and Rogers, 2011]; collaborative economy [Aluchna and Rok, 2018]; peer-to-peer economy [Brescia, 2016]; 
circular economy [Andersen, 2007]; access economy [Denning, 2014]; or gig economy [Friedman, 2014]. 
Such comment refers also to Uber, BlaBlaCar, and Airbnb’s activities, which are the company cases analyzed 
in the paper. These companies are classified not only as sharing economy start-ups; due to the exposition of 
different features of their activities, they are also presented as follows: parts of collaborative consumption, 
benefiting from the exchange of assets between individuals; peer-to-peer economy, enabling the sharing 
of assets between individuals [Botsman and Rogers, 2011]; or collaborative economy [WEF, 2017], linking 
providers of services and users in ways that bypass traditional institutions.

The term “sharing economy” has become very commonly used as the best term describing this changing 
paradigm. However, it does not mean that academic and public discourse around sharing has stopped [the 
problem with defining such complex phenomena is exemplified in the extended discussion  over the term 
“culture”, as discussed by Brdulak, 2011]. Commenting on this issue, Teffer [2017] argues that it is rather an 
umbrella term combining different aspects, such as behavior, benefit, business model, market structure, 
and status of participation, in the process of sharing.

Table 1. Different scales and applications of the sharing paradigm in modern communities

Things Services Activities

Individual Swapping, bartering, gifting Ridesharing, couchsharing Skill sharing
Collective Car clubs, tool banks, fab-labs Childcare, time banks, crowdfunding Sports, clubs, open-source software
Public Libraries, freecycling Health services, public transport Politics, public space

Source: D. McLaren, J. Agyeman, Sharing Cities – A Case for Truly Smart and Sustainable Cities, The MIT Press, Cambridge, 
Massachusetts, London, England, 2015, p. 8.
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Although the process of sharing is perceived in different ways, its major characteristics is the new 
role of consumers, whose behavior has been transforming from “having” to “using”, as a result of the 
technological progress seen in constantly increasing digitalization of the economy [Sundararajan, 
2016]. The changes from “Generation Me” to “Generation We”, for whom sharing, participation, and 
collaboration become fundamental values, are possible due to the availability of infrastructure for 
participation and the “immersion” of its users in innovative information and communication technology 
(ICT) platforms, specifically online social networks and mobile devices. Due to the accessibility of the 
Internet, the network necessary for sharing has the capability to redefine its scope, meaning, and 
possibility, thus transforming principles into the behavior of the “we” mind-set [Botsman and Rogers, 
2011, 51–55].

The new position of consumers in the sharing economy is emphasized by Frenken and Schor [2017] 
in their words defining sharing economy as “consumers granting each other temporary access to under-
utilized physical assets (idle capacity), possibly for money”. This aspect is stressed also by Sundararajan 
[2016, p. 27], who sees one of the basic characteristics of sharing economy as the new opportunities it 
creates related to sharing, ranging from sharing assets and skills to sharing time and money, which are to be 
used at levels closer to their full capacity. PwC  highlights the role of contemporary technology in providing 
benefit of access to consumers, which is put in the following way: “sharing economy uses digital platforms 
to allow customers to have access to, rather than ownership of, tangible and intangible assets” [Vaughan 
and Hawksworth, 2014].

The EU, at the beginning of changes associated with the emergence of the sharing paradigm, used the 
term “collaborative consumption”. The present approach highlights the concept of “sharing economy”  
and the participation of business providers, defining it as “business models where activities are facilitated 
by collaborative platforms that create an open marketplace for the temporary usage of goods or services 
often provided by private individuals” [A European Agenda for Collaborative Economy, 2016].

Considering the above-presented approach to the herein-discussed phenomenon, sharing economy 
can be defined as “organized interactions in which individuals and entities exchange with others the 
untapped surplus or idle capacity of their assets, typically for some type of payment or service” [WEF, 
2017, p. 6]. The specification of this new market is seen in the use of digital technologies to match buyers 
and sellers; capitalizing on idle capacity and trust verification (through, e.g., peer review ratings, third-
party validation). Such an approach asserts the economic behavior of individual actors related to the more 
optimal management of resources.

The specific nature of assets results in the scenario that they are used as both a possibility and an 
opportunity with regard to idling capacity, which enables the respective actors to use their untapped 
social, economic, and environmental value [Botsman, 2015a]. The environmental aspects are often 
highlighted while discussing the effects of various sharing activities, because sharing by changing needs 
and habits contributes, as a principle, to increasing usage of goods and saving of resources. Therefore, the 
sharing economy is often described as a new relationship, which saves resources and energy and creates 
local jobs [Stahel, 2016]; moreover, it is also generally expected to be highly ecologically sustainable 
[Prothero et al., 2011].

The scale and intensity of the sharing economy have been expanding extremely rapidly. According to 
the estimates of the OECD [2016], the global revenue of the sharing economy is expected to increase from 
$26 billion to $335 billion over the period between 2013 and 2025. It denotes a nearly 13-fold rise just within 
a little more than a decade. One of the aspects of this rise associated with the intensity of connections is 
seen in the unprecedented increase in the number of things connected, which is even described as an 
explosion. It is perceived to triple to 30 by 2020 up from 10 in 2014; this figure is also estimated to increase 
to >100 within the span of the next 30 years. Automatization and robots will have an increasingly important 
role in the new economy.

The sharing economy has already started to change the socioeconomic life in cities as areas naturally 
suitable to be tailored to sharing. Generally speaking, the pragmatic character of sharing embodied in 
human nature is evident. The changes can be highlighted within the context of the statement that sharing 
economy is about organizing our lives and our cities [Dodwell, 2018]. Cities, as natural environments for 
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sharing, favor these processes also in the strictly economic sense reflected in business behaviors. Sharing 
companies use the socioeconomic benefits offered by cities, drawing on the various categories of resources 
concentrated in cities, particularly bigger cities, such as the population and its demographic and cultural 
characteristics, talents, and skills; capital; market; and dense infrastructure, including ICT and research 
and educational facilities. The “popularity of smartphones” in cities and “lower data costs”, together 
with “high population density”, are crucial drivers for urban sharing [WEF, 2017, p. 10]. Cities create high 
potential of demand, resulting in highly increasing general level of demand for sharing practices and a 
widening range of needs, from food and tools to cars and homes, which are being increasingly shared. 
Sharing companies can grow very fast in many cases due to critical mass, which can be reached in cities as 
they are population-dense areas enabling successful connections.

McLaren and Agyeman [2015, p. 28] stress that, in recent periods, sharing behaviors have spread 
from cyberspace to urban space across the world, which is seen in the growing interest in promotion of 
sharing-related practices in cities. Cities remain under the increasing influence of the sharing economy 
because many service providers and producers offer new services with sharing access. Implementation of 
the attributes of sharing economy, seen in peer-to peer-architecture, opens up new possibilities for their 
functioning and growth (sharing of resources, as well as entrepreneurial and collective participation), 
which are based on change and adaptation to change. This model is important for them because it 
may ease many problems of their functioning and thus stimulate their growth. The ICT-enabled urban 
sharing offers novel and promising ways of interaction and resource use between urban actors [Zwolska 
et al., 2018].

Cities that are recognized within the sharing paradigm are described using the term “sharing 
cities” [Gorenflo et al, 2018]. This term refers directly to the idea of sharing, which is usually treated as 
embracing a broader context rather than just the economic perspective of sharing of underused assets. 
Considering the case for “sharing cities”, MacLaren and Agyeman [2015, p. 4] emphasize that this means 
the understanding of cities as shared spaces and also as spaces that are shared fairly. Sharing behaviors 
multiply through the establishment of sharing norms and trust building online [McLaren and Agyeman, 
2015, p. 28]. They help to overcome the obstacle of “stranger danger” associated with the novelty of an 
offer and strengthen the social basis for the reshaping of cities into “sharing cities”. By adopting the 
“sharing paradigm” enabled by ICT technology, cities have been changing their economic, sociocultural, 
and environmental characteristics, which gives them  the opportunity to lead the transition toward 
sustainability.

Cities introduce sharing behaviors through online markets and, for this reason, they are called “the 
original sharing platform”. It was the role assigned by Jay Nath – the first chief innovation officer in 
San Francisco – while discussing the character of changes in the city and the region, which became 
the experimental field for implementation of the idea of sharing, because of the status of being the 
home city of the most innovative sharing companies in the world (in the context of ridesharing and 
homesharing).

3  Research and results

3.1  Framework of approach

The sharing economy changes many perspectives of a city’s life by implementing innovations and innovative 
solutions to the extent that, in some areas, it can act as a disruptive innovation in the sense that it changes 
the nature of the market concerned. This process is driven by the accelerating pace of implementation of 
their activities across the urban world and within a defined city.

Innovative sharing start-ups create new groups of actors on the urban scene and soon become powerful 
players in cities, which thus become places of particular interplay of changing interests represented by 
different groups of actors directly or indirectly involved in urban sharing (Figure 1). Although collective 
actions, including sharing, which constitute the essence of the process of shaping of the urban scene, 
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have a cooperative character, they are the result of the mixture of conflicts and coordination [Sagan, 2017,  
p. 25]. The emerging sharing economy, exposing new collaborative dynamics (large-scale, intense, and 
multi-interactive), does not eliminate conflict, being strictly associated with innovation embedded in this 
new approach to economy, and even often escalates it. This is because it induces change, which is favorable 
for forerunners and disruptive for incumbents acting in the economic sphere, and has different types of 
impact on other groups of social participants of urban life, who are the users of technological and social 
innovations [Norman, 2015].

3.2   Global urban impact of innovative sharing start-ups:  
Airbnb, BlaBlaCar, and Uber

The scale and intensity of the sharing economy have been expanding extremely rapidly. The potential is 
huge, and the changes are happening right now. It is evidenced in the high increase of global revenue of 
the sharing economy [OECD, 2016], as well as by the large scale and intensity of development of various 
sharing practices implemented by different entities, including emerging sharing start-ups. Multinational 
corporations become crucial participants of the sharing economy of various countries, with a huge impact 
on the local scene.

It can be stated that the process of a city’s transformation into a “sharing city” is run by big, international 
corporations – sharing economy start-ups, which are expanding extremely quickly and becoming hugely 
popular around the world. Uber, BlaBlaCar, and Airbnb, which are exemplified as powerful globalization 
actors [Lassere, 2018, pp. 310–311], are among the leaders of this process. Particular business success 
is attributable to highly innovative enterprises such as Uber and Airbnb, which invested in two of the 
most prospective areas of the economy for sharing: ridesharing and homesharing. Their financial heft is 
reflected well in the level of venture funding invested in their operations. As the Boston Consulting Group 
(BCG) reveals – while presenting changes in venture funding into the asset-sharing economy since 2010 – 
venture funding growth, particularly in ridesharing and accommodations, has increased greatly since 2013  
(Figure 2). Of the $23 billion spent for sharing economy platforms since 2010, more than half was only for 
Uber and Airbnb which shows the financial roots of their rising dominance on the global market (general 
indicators for the different sectors are shown in Figure 2). The spatial reflection of their expansion is visible 
in their “global urban path”.

Figure 1. Impact of innovative sharing economy start-ups on the city: interplay of interests of various stakeholders in the city.
Source: Own elaboration.
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3.3   Sharing economy in cities – perspective of sharing start-ups  
(Uber, BlaBlaCar, and Airbnb)

The intensification and spread of Uber in cities around the world are so fast and deep that, after a 
decade from its start, the term “uberization of a city” has already been coined to denote this process. 
Using modern technology and the peer-to-peer business model, Uber expanded from San Francisco in 
2011 to other US cities. The global expansion of Uber across cities is astonishing – until May 2011, Uber 
was available only in San Francisco, while in 2018, it continued operations in >400 cities worldwide 
located in more than 60 countries around the world [Computer Business Review (CBR), 2018]. Consumers 
in Poland have been able to use the Uber app since 2014, after it was launched in major Polish cities, 
including Warsaw, Krakow, Lodz, Wroclaw, Poznan, Tricity, and the cities of the Silesian conurbation 
[Uber, 2018].

The expansion of BlaBlaCar, gradually gaining the position of the world’s leading carpooling service 
(classified as a ridesharing service), also confirms the success of new sharing start-ups delivering peer-to 
peer and on-demand service. By putting into practice a slogan “together, you share the journey and split 
the costs”, BlaBlaCar successfully connected increasing numbers of drivers with empty seats to passengers 
going the same way from a given city to another one. The range of impact of this French start-up spread 
within a decade from Paris to other cities across Europe, including the Czech Republic and Slovakia, which 
joined the platform in 2016. Participants of the Polish BlaBlaCar long-distance carpooling platform were 
included in 2012. In 2015, BlaBlaCar acquired its biggest competitor Carpooling.com and the Hungary-
based AutoHope to become Europe’s largest ridesharing service [Cowan, 2015]. The activity, present in  
19 European countries, has expanded gradually to other regions such as Asia and South America, with 
the entry in 2016 into such huge markets as India, Brazil, and Mexico. The scale of adoption of its services 
is reflected in the figure of 60 million users, including 8 million active drivers. BlaBlaCar’s website has 
approximately 1.5 million registered users.

The fact that French carpooling is consequently “taking the world by storm” [BlaBlaCar, 2015] is also 
reflected in another innovative offer of BlaBlaCar, which is mytaxi match, the world’s first taxi booking 
application. The new business proposal is offered only for urban dwellers using specific software within 
defined city limits. Mytaxi match, the taxi journey to share with others, was launched for the first time in 
September 2017 and Warsaw was chosen as the first market for this application. This new technological 
innovation “made by BlaBlaCar” has had apparently successful and very fast urban adoption, because it 
is offered already in 70 cities in 12 European countries. Polish citizens have the opportunity to share the 

Figure 2. Cumulative funding for asset-sharing start-ups from 2010 to 2016.
Source: Wallenstein and Shelat, BCG analysis [2017], p. 5.
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taxi trip also in other cities, the number of which is still increasing and includes such cities as Krakow, 
Tricity, Poznan, Lodz, and 17 cities of the Silesian agglomeration [Fedoruk, 2018]. The case of Warsaw 
and other major Polish cities shows favorable urban environment for innovative sharing practices related 
to carsharing and generally to sharing services. It results from the positive approach of governments at 
different administrative levels to international sharing companies (as far as the local governments are 
concerned, Warsaw city’s government is being perceived as a creator of one of the most favorable investment 
climates in Europe). The second major factor is the societal approval (growing awareness of city dwellers 
and openness to changes, as well as digital readiness) necessary to gain enough critical mass to perform 
operations in a sharing economy.

Encouraged by the success of long-distance carpooling, BlaBlaCar plans to launch innovative 
carpooling lines – a new application that enables commuters to share shorter-distance trips. Passengers 
are offered a line that most closely matches their needs just like a route on public transport. Since May 2018, 
regular commute from home to work has been tested on two 45- to 50-km-long lines: Reims–Châlons-en-
Champagne, and Toulouse–Montauban [BlaBlaCar, 2017].

Airbnb is another example of collaborative consumption successfully gaining new markets in 
hospitality service around the urban world. It is gaining worldwide attention as the leading example 
of the mediated commercial sharing platforms spreading through the urban global North [McLaren and 
Agyeman, 2015, p. 28] and probably the most promising start-up of the sharing economy [The Sharing 
Economy: Accessibility-Based Business Models for Peer-to-Peer Markets, 2013]. It has developed one 
of the savviest public relations and marketing capabilities among all the sharing economy start-ups 
[Sundararajan, 2016, p. 8]. Airbnb, similar to Uber, has expanded rapidly from its headquarters in San 
Francisco to many cities around the world, including a lot of European locations. Hamburg and London 
were chosen as its first and second international offices. The urban path of progress was associated 
with acquisition of city-based rivals such as Hamburg-based Accoleo or London-based rival CrashPadder 
[Gobry, 2011; Kerr, 2012].

International expansion of the company is reflected in the increasing number of cities across the 
world that have shared their properties using Airbnb. The number of cities with lodging listings much 
more than doubled during the period 2014–2018, from 34,000 cities to 81,000 cities offering lodging 
listings in >190 countries [Forbes, 2018]. Rising interest in homesharing on Airbnb was also expressed in 
the huge increases in the number of listings offered worldwide, rising from 600,000 to 4 million during 
the period 2013–2018.

The “global urban path” of Uber, BlaBlaCar, and Airbnb is reflected in their within-city expansion 
(Table 2). It is evidenced largely in American cities, from where American-based companies Uber and Airbnb 

Table 2. Timeframe and expansion of the three studied companies

Uber  – spread of activity from US to all regions of the world 
  2011 San Francisco
  2018 >400 cities worldwide in >60 countries

BlaBlaCar  –  spread of activity between cities from France across Europe to 19 countries, as well as to Asia (India) and 
Latin America (Brazil, Mexico)

 –  diversification of activities aimed at cities, with mytaxi match being an application only for urban dwellers
  2017 Warsaw
  2018 70 cities in 12 countries in Europe
  e.g., Hamburg, Vienna, Zurich, Barcelona, Madrid

 –  spread of activity (diversification of carpooling) between cities to daily commute through BlaBlalines: pilot 
launch in France

  2018 Reims-Châlons-en-Champagne and Toulouse-Montauban
Airbnb  – spread of activity from US to all regions of the world

  2008 San Francisco
  2018 >190 countries in 81,000 cities

Source: Own study based on literature.
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originated and spread to the world [Bliss, 2018]. Uber, together with other smaller sharing companies of 
the Transportation Network Company (TNC), has transformed transportation in American cities and the 
positions of incumbent businesses within the span of just a few years. In 2012, Uber and Lyft ridership was 
marginal, but within 5 years, the introduction of ride-hailing into cites occurred at such a rapid pace that, 
in 2017, TNC trips accounted for about three-quarters of the total annual taxi and TNC ridership. The scale 
of the increase in ridesharing in US cities is very rapid, and the forecast for 2018 sees further substantial 
increase of around 1.4 billion trips. The effect of this phenomenon in the US is already substantial because 
it cut taxi ridership by half and stimulated a drop in bus ridership. A very significant scale of changes in 
city transportation, which illustrates the “uberization” processes, has been registered in San Francisco, 
the home city of Uber, where the two ridesharing services combined (Uber and Lyft) log more than 200,000 
daily rides within the city limits (based on data regarding typical Fridays in the fall of 2016; Charlton, 2017). 
The impact of Uber Technologies on urban transportation is even deeper because it is involved in projects 
that change future modes of urban transportation, such as self-driving cars (the first launch took place in 
2016 in Pittsburgh and San Francisco) and fully electric flying vehicles, named vertical-takeoff-and-landing 
(VTOL) planes.

The data show also an increasing local interest in homesharing using Airbnb. Only in 2016, in major 
cities hosting Airbnb offices such as Paris, San Francisco, and Seattle, the size of the host-and-guest 
community accounted for about 20% of the population. High annual growth of the community in other 
regions (>200%) brought new cities such as Sydney and Tokyo to high positions in the ranking of top 
markets of Airbnb – among the first five [Airbnb, 2017a].

3.4  Sharing economy in cities – perspective of incumbents

The emerging businesses in sharing economy, supported by considerable venture funds and the 
capital of the taken-over competing sharing start-ups, leave decreasingly less room for the incumbents 
operating in traditional economy sectors such as city (or intercity) transport and hotel services. It leads 
to aggravation of conflicts on the urban scene between the main groups of actors involved: sharing 
businesses and traditional businesses from the conventional economy. The incumbents argue that the 
companies achieve high incomes by using unfair competition, which causes a reduction in demand 
for taxi services and a subsequent drop in revenues and wages of the taxis and hoteliers. Start-ups in  
the sharing economy have a privileged position as they can leverage the largest pools of resources  
in the world: the assets and skills owned by peers. They represent an outstanding competitive potential 
because they are able to compete promptly with the established incumbent businesses in industries, 
which normally have substantial entry barriers [The Sharing Economy, 2013; Sobiecki and Pietrewicz, 
2017, p. 15].

Taxi drivers emphasize that Uber’s activity fails to comply with national/local legislations requiring 
taxi drivers to fulfill costly regulations, such as stringent licensing involving psychological tests and 
demanding, time-consuming training. TNCs are also accused of tax evasion because, as unregistered 
services, they are free from taxes [The Nation, 2017]. It creates highly competitive conditions in terms of 
time costs, which tends to be otherwise a barrier difficult or even impossible to overcome for some groups 
of residents. Commenting on this issue, Farronto and Levin [2015, p. 12] stress that cab drivers in London 
historically have had to study for several years to learn the city routes, but  acquiring the status of  an Uber 
driver might be limited to just a few days.

The situation is similar with Airbnb, where people rent owned rooms free from hotel taxes. It 
worsens the position of individual businesses and the total industry. Thus, the estimates based on the 
example of New York City revealed that in the fiscal year ending August 2015, $451 million in direct 
revenues were lost by hotels to Airbnb, representing a nearly 5% share of the overall city lodging 
market, with revenue potential to double within the next few years. During this period, Airbnb has 
provided nearly 2.9 million room nights in New York City only [HVS, 2015, p. 20]. A serious problem is 
highlighted in another US top city, Washington, where Airbnb “mushroomed into a leading short-term 
service” [Bhattarai, 2017]. The example of Vancouver also illustrates this problem as about one third 
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of the Airbnb rental units was owned by hosts who had them in intense commercial usage. Such a 
situation has also a negative effect, expressed in the rise in property prices [Edwards, 2016]. Networked 
hospitality businesses have been expanding very fast in Europe also, causing problems in local real 
estate markets, which changed the hotel industry markets created over entire decades of the tourism 
industry development. According to a study by Exceltur, the Industry Business Association operating in 
Spain [Gutierrez, 2017], in 2016, available beds in so-called “tourist apartments” exceeded the number 
of hotel beds across Spain’s major cities. During 2012–2016, the supply skyrocketed by 1,633% in the 
22 cities that account for 84.5% of all city tourism in the country. The major share in this impact is 
attributed to Airbnb, growing at a yearly pace of nearly 100%, which resulted in the increasing of the 
company’s share, accounting for >54% of all available vacation rentals [Gutierrez, 2017]. In London, 
the fast development of Airbnb also brought about commercial usage: 41% of the listings belonged to 
hosts who are renting more than one rental [Edwards, 2016]. The results of studies [Housing Solutions 
Platform, 2019] related to the impact of Airbnb on the housing market, conducted in US cities during the 
period 2011–2016, show that Airbnb increased the rental rates by 0.59% and housing prices by 0.82% 
yearly. Similar effects were noticed on the European housing market, namely, in Barcelona, where the 
study concluded that a one-point increase in Airbnb density would entail increasing rents by 0.5%–1% 
and increase in housing prices by 1%–1.8%.

The situation in the real estate and housing market in Prague also show the high scale of accommodation 
offer via Airbnb, which is compatible with the capacity of Prague hotels. The data from Prague substantially 
outstrips the European average and reveals both the potentially significant misuse of the Airbnb platform 
for normal entrepreneurial activity and the associated potential tax evasion. As such, 7.4% of the Airbnb 
users offer five or more accommodation units and thus control approximately 40% of all accommodation 
options offered via this platform (based on data from March 2016 to April 2017). A similar level of market 
concentration evidenced by the share of users offering five or more accommodation units can be found only 
in Barcelona (Table 3).

The impact of Airbnb becomes increasingly powerful, because it has started to absorb also the business 
segment, which could multiply the negative effect on the hotel industry in the longer term. In the face of a 
possible future threat, many big hotels have already begun to invest in homesharing rivals [Global Investor, 
2015].

Escalating discontent causing aggravating conflicts on the urban scene often takes the form 
of organized protests on the streets of cities around the world, which exerts pressure on the local 
authorities to change legislations. It is particularly evident in the case of Uber and Airbnb as businesses 
violating the local status quo. BlaBlaCar represents the more regional option of expansion and has 

Table 3. European comparison of the number of Airbnb listings per user

Source: Ključnikov et al. [2018]. International Sharing Economy: the Case of Airbnb in the Czech Republic,  
Economics and Sociology, No. 2, Vol. 11, p. 132.



356   A. Rutkowska-Gurak and A. Adamska

been dedicated up to 2018 only to intercity journey and, therefore, has raised much less controversy 
around the world. However, it can become more controversial as it is diversifying its activities into 
carpooling lines.

Local governments around the world have to tackle the issue of ridesharing and homesharing. The 
activities of Uber, treated as a transportation company competing directly with local taxis, was partially, 
temporarily, or completely banned in many cities, regions, and countries of the world. Although “the map of 
resistance” is constantly changing, it shows how problematic and disruptive can be one of the world’s most 
popular apps [Craggs, 2017]. The regulations impose various labor law requirements on Uber drivers, such 
as licensed taxi drivers through a cap on the number of minicabs to a total ban on its services. The areas 
include the UK (London), Denmark, Italy, Finland, France, the Netherlands, Spain, Bulgaria, Hungary, the 
US (Austin, Texas, Alaska), Canada (Vancouver, British Columbia), Australia (Northern Territory), China, 
Taiwan, Pakistan (Punjab), and India (Delhi), [Hao, 2017; Rhodes, 2017]. In April 2018, Uber ceased its 
operations in most of the East Asian regional markets [Iwamoto, 2018]. As far as Poland is concerned, 
Uber’s activities are not banned; however, the Polish government plans to introduce a new law on January 1,  
2020, imposing strict rules on app-based companies such as Uber [Voa News, 2019]. The new law will 
require Uber to use licensed taxi drivers under a governmental plan aimed at creating fair competition in 
this market segment. Planned regulations are a response to the waves of protests of incumbent businesses 
in Polish cities.

Local authorities are also under pressure to cope with the issue of homesharing available on Airbnb. 
To lessen the problems on the local rental market, authorities impose different types of restrictions on 
homesharing sites, directly or indirectly, by limiting the number of short-term rentals by Airbnb hosts or 
changing financial regulations. US cities such as San Francisco, New York City, and Santa Monica have 
passed strict regulations on Airbnb, which include ban on short-term rentals of 30 days or less (New York). 
Washington’s authorities are now at the stage of tightening existing restrictions targeted at people who are 
too speculative while using owned properties for short-term rentals. Legislation will limit hosts to renting 
out one unit at a time, and only in their permanent homes [Bhattarai, 2018]. Restrictions on Airbnb were 
also adopted in large Canadian cities, namely, Vancouver and Toronto.

European cities are also engaged in the battle against Airbnb, passing more or less strict regulations. 
This group embraces, first of all, the capital cities of Western Europe, including London (its largest city 
based on listings) and Amsterdam, where the authorities imposed restrictions, starting in 2018, making 
the shortest possible length of renting out entire homes longer than 90 and 60 days a year, respectively, 
in the central city districts. Prior to these regulations, Amsterdam incorporated a tourist tax on rentals. 
Barcelona imposed differentiating regulations in various neighborhoods, including a ban on new tourist 
accommodation in the city center. In order to decrease short-term rental activity, the Dublin City Council 
decided to introduce legislation for property owners to seek planning permission from June 2019 before 
letting properties out for short-term rent [Housing Solutions Platform, 2019]. Restrictions were adopted in 
Paris, Berlin, and Madrid also [Petroff, 2017].

Airbnb is the second company, among the three discussed in the paper, the activity of which is planned 
to be legally restricted in Polish cities by the end of 2019. It is the direct consequence of the intervention 
of the Chamber of Commerce of the Polish Hotel Industry, which submitted a request to the Ministry of 
Sport and Tourism. The Ministry intends to introduce time limits for short-term rentals and an obligation to 
register rented apartments [Zalewski et al., 2018].

Airbnb, on its part, reports willingness for collaboration to ease problems resulting from its activity to 
adjust more to local conditions and defend its local position. It is reflected in the declared collaboration with 
governments across the world and evidenced in 400 agreements made with local and national authorities 
on fairer homesharing rules [Petroff, 2017; Housing Solutions Platform, 2019].

3.5  Sharing economy in cities – perspective of users of sharing platforms

The impact of the sharing economy on the urban scene depends on not only the entities representing 
opposing positions in the city stakeholders’ structure (sharing companies and incumbent businesses) 
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but also the citizens, who act as participants of both supply-driven and demand-driven sides of the local 
sharing economy.

Many users in a sharing economy rely on sharing activities as a basic source of income or to earn extra 
cash, which can be spent, for instance, on education (example of a host described by Kramer, 2016). Extra 
income and living expenses induce demand and support local development, as Airbnb reports. According 
to its data, the company’s services brought in $500 million to the New York City economy, $300 million 
to London, and $150 million to the Barcelona economy alone [Herman, 2014]. Users of sharing platforms 
benefit from sharing services because these platforms enable them to save money. According to the EU 
report on sharing economy [The Sharing Economy: Accessibility-Based Business Models for Peer-to-Peer 
Markets, 2013], the rent price of most of the luxurious apartments in London was about one third cheaper 
on sharing platforms compared to the cost per night in an average hotel.

Ride hailing creates new comfort and quality of life with a possibility of replacing traditional movement 
and communication with sharing alternatives. Studies confirm that people use ridesharing instead of both 
walking and traveling by buses, trams, and self-owned cars [Charlton, 2017; Bliss, 2018]. New alternatives 
for traditional modes of transport induce cheaper access to the incumbent services, which is an additional 
benefit for the clients.

Nonusers of sharing services are also being involved in the sharing economy, although social support 
for sharing practices on their part is more ambiguous. It is particularly evident in cities with overtourism, 
where additional number of tourists renting Airbnb apartments creates excessive commotion and 
overcrowding. In all the cities, there is a more general problem rooted in the location of the rented sharing 
apartments within housing areas, unlike hotels, which are usually situated within areas with commercial 
developments. Residents complain about bad-mannered behaviors of tourists not respecting the fact that 
they use “unconventional services”, which should put more limitations in that matter because of the 
closeness of the neighborhoods to other residents [Spinks, 2018].

On the other hand, one of the positive social consequences of sharing is the process of socialization 
based on the use of the Internet and social networks. This so-called “new socialization” leads to the 
creation of new communities interconnected both virtually (by the collective use of sharing platforms) and 
in reality (by face-to-face interactions). Using the same platform allows to “create a unique space” for new 
communities and also create immaterial values [Poniatowska-Jaksch, 2017, p. 61].

Sharing platforms spread particularly quickly among younger generation; thus, this new online offer 
is addressed mainly to the Millennials, also known as Generation Y and Generation Z (born within the 
technological age 1995–2009). V. Rosso, the Director of BlaBlaCar for Spain and Portugal, confirms that most 
of BlaBlaCar users are young: 60% are below 35 years of age and 40% are younger than 25 years [Gualtieri, 
2014]. He also strongly emphasizes the great importance of the role of the Internet and social network usage 
(it explains the position of Spain as one of the most cutting-edge countries in the company’s network) 
in the company’s policy of expansion. The opposite situation is found in countries and societies that are 
weakly virtually connected and do not have the critical mass necessary for sharing operations [McLaren 
and Agyeman, 2015, p. 156] or have a cultural barrier regarding ridesharing with strangers. Another issue is 
the matter of quality and safety, which makes traditional companies more preferable for older people, who 
are usually also financially stable and appreciate quality over price.

Sharing start-ups, on their part, promote and support emerging communities by strengthening 
individuals’ feelings of belonging and identity based on the noneconomic effects of joining the platform 
(e.g., the community of Helpers created by BlaBlaCar). Members of the carpooling community notice 
that carpooling has made them more open to other cultures and opinions because carpooling creates a 
unique space and opportunity for meeting and for exchanges between people who share a ride and who 
might have never met otherwise. People declare (45% of BlaBlaCar carpool members) that they travel 
more and organize more weekend trips. Hence, share riding develops tourism and strengthens social 
interactions or family ties (Bringing People Together. BlaBlaCar study, 2016). The BlaBlaCar community 
has grown to the largest size of carpoolers in the world (40 million users), which coincides with the positive 
image of its services and satisfaction with its offer. According to the “Exploratory study of consumer 
issues in online peer-to-peer platform markets” [2017] studying the BlaBlaCar case in comparison to 
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other platforms, the visibility of BlaBlaCar was the highest. The survey showed that such factors as 
satisfaction of consumers with the overall experience and the likelihood of using BlaBlaCar again in the 
future were the highest both among sharing/hiring ride platforms and across all surveyed peer-to-peer 
platforms (87.2% of peer consumers and 86.9% of peer providers were satisfied or very satisfied with  
BlaBlaCar). Less than half reported experiencing problems on the platform. They mainly indicated  
(15%–19%) the poor quality of rides, cancelation of the ride, or the ride not being performed as described 
(all these figures, except regarding cancelation, were again the lowest for BlaBlaCar).

Similar benefits are associated with Airbnb service. Due to the much cheaper offer and greater 
diversification of locations, the number of travelers is greatly increasing. In some cases of top tourist 
destinations, inflow of tourists can lead to overcrowding and cause troubles in the city’s daily life, as in 
Spanish cities [Gutierrez, 2017], but generally, it is a favorable trend for both inhabitants and cities. For 
example, because Airbnb listings offer attractive short-term rentals in places with limited hotel availability, 
tourist attractiveness of the cities increases as does the popularity of locally organized events, which is 
beneficial for both cities and visitors. For example, the festival in Austin, Texas, has grown exponentially 
due to Airbnb listings [Kramer, 2016, p. 20]. To help clients who are members of the Airbnb community 
become more local and integrate with local communities, Airbnb supports its basic activity of a broker with 
additional services. It publishes an online travel magazine under the brand name Airbnbmag [Bloomberg, 
2018], formerly known as AirBed&Breakfast. It also offers other less-standard digital content, marketing 
products such as “Neighborhoods travel guide” (presenting 23 US cities), “Airbnb stories” (which connects 
hosts with guests through videos), or the social media campaign “Live There” (aiming to encourage people 
to live like a local).

Due to sharing activities, people rely less on ownership, which creates a sphere of comfort for those 
who are interested in reconstruction of the individual (family) budget or who just want to save on the partial 
costs of possession. This aspect has numerous crucial implications for the economy of cities, expressed in 
the environmental dimension. However, recent studies reveal that the flow of revenues to housing markets 
is geographically uneven and creates a new form of rent gap contributing to gentrification, a process 
observed, for instance, in New York City, especially in nonwhite areas, which are becoming culturally 
desirable and internationally recognizable neighborhoods, a change associated with an increase in prices 
[Wachsmuth and Weisler, 2018].

Use of sharing services provides environmental gains over traditional services due to reduced 
environmental impacts owing to the leverage of underused assets. Airbnb’s [2017b] study, Airbnbcitizen, 
highlighting its role as a supporter of an environmentally conscious way to travel, presents the comparative 
statistics of the environmental benefits of home sharing with reference to energy, water, and emissions. The 
analysis made for North America and Europe in 2016 reveals substantial energy savings equal to the yearly 
use of energy in about 900,000 homes and reduction in greenhouse gas emissions that would be emitted 
by 1.8 million cars.

Airbnb’s role in creating sustainable tourism does not limit its area of interest to providing its clients 
with the opportunity of accommodation at homes instead of hotels. The company sees its role also in 
contributing to creating environmentally conscious services and products. Its concern for eco-friendly 
travel is seen in its partnerships with policymakers, nongovernmental organizations, and the security 
system provider Vivint Smart Home (which helps to use energy effectively). Moreover, Airbnb joined the 
World Tourism Organization’s campaign for the International Year of Sustainable Tourism for Development, 
which supports the United Nations in caring for sustainable travel [Airbnb, 2017b].

Uber and BlaBlaCar also take part in creating sustainable travel from the environmental perspective, 
changing the need for a car fleet due to the more optimal usage of cars. The opportunity that Uber and 
BlaBlaCar create for the clients reduces the need for ownership of personal cars, which consequently leads 
to a decrease in air pollution. Estimates of carsharing for the global market indicate that, by 2020, there 
will be about 26 million users of carsharing globally (compared to 4 million in 2014), which could lead to a 
reduction in new vehicle sales by 0.7% in 2020. The sharing economy promotes new business models and 
new management of resources by different categories of individual actors to optimize productivity [Global 
Investor, 2015, p. 20].
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However, the impact of Uber on traffic congestion and journey speed is inconsistent as studies 
show different results (London versus Copenhagen) depending on the horizon of research [European 
Parliamentary Research Service (EPRS), 2016, p. 73]. Present-day transport problems with congestion, such 
as those observed nowadays in London, might be temporal because there is a strong incentive to maximize 
utilization, which is likely to improve the situation in the medium or long term. The situation on city roads 
is challenging, which is seen in two contradictory tendencies that are being observed nowadays. Sharing 
economy platforms tend to increase congestion by increasing the number of journeys overall as they 
substitute for walking, cycling, or public transport. At the same time, sharing economy platforms reduce 
congestion as they substitute private cars and taxis, which improves traffic and parking capacity [EPRS, 
2016, pp. 17, 74]. According to the annual Carplus survey, one shared car could remove 17 privately owned 
cars (Urban sharing in London, 2019).

On its part, Uber takes steps to improve its image and ease the present-day consequences of ridesharing 
on traffic congestion. The “Uber Movement” serves as an example for the cooperation in this area. This 
Uber project, which started in 2017, provides urban planners with extensive data on the commuting habits 
of citizens of certain cities gathered by the company. The aim is to indicate how best to invest in new 
infrastructure [Gilbertson and Salzberg, 2017]. The program uses data from >2 billion trips and includes 
data from cities in all the regions of the world: North America (Boston, San Francisco, Washington DC, 
Toronto, Pittsburgh, and Cincinnati); Central and South America (Bogotá); Europe (London, Paris, and 
Amsterdam); Africa (Johannesburg, Pretoria, Cairo, and Nairobi); South Asia (New Delhi, Hyderabad, 
Mumbai, and Bangalore); Australia and New Zealand (Sydney, Melbourne, Brisbane, and Perth).

The new business models of sharing companies have to struggle much to fit within the reality of the 
cities’ economies. After many tensions in the area of communication with the institutions and some groups 
of stakeholders, Uber and other companies such as Airbnb or BlaBlaCar try to contribute to the cities’ life 
in a way that would somehow create a counterweight to the disruptive impact that they cause to the city’s 
social and economic life and its participants, namely, citizens and local businesses.

4  Discussion
Due to the scale and intensity of sharing economy activities enabled by technological progress, sharing 
economy is being perceived as an emerging and novel phenomenon and, as such, is gaining the interest 
of business and public sectors, government entities, academy and mass media, and also society, whose 
members increasingly act as users of sharing practices. Analyzing the changes taking place nowadays, it 
is, however, necessary to keep in mind the universal and historical role of sharing and its embeddedness in 
socioeconomic relations through human history.

The sharing economy processes, which bring together various actors (sharing companies, citizens 
as providers or users of sharing practices, and governments) embrace different spatial levels. The ICT-
enabled urban sharing is regarded as a particularly promising example of smart innovation [Zwolska 
et al., 2018]. Activities that are contributing to urban sharing have much in common with those promoted 
by smart city agendas in terms of values and comprehensive goals contributing to digital-led sustainable 
growth, because both phenomena (urban sharing and smart city) “frame the concepts of innovations 
led by citizens’ and consumers’ needs functioning in well-defined communities, whose aim is to share 
resources” by taking advantage of ICT [Zwolska et al., 2018]. For example, urban sharing organizations 
are included in the Greater London Authority’s efforts under the agenda of the Smart London Plan, 
while mobility organizations are cooperating with Transport for London – the authority responsible for 
operating public transport in London, which is heavily involved in the smart mobility plan for London 
(Urban sharing in London, 2019).

A sharing economy implies a disruptive and creative impact on a city and its citizens, who are under 
pressure for the necessary adjustment to the rapid changes. They are exemplified in the innovative 
processes forced on them by the rapidly developing global companies of the sharing economy, such as 
Uber, BlaBlaCar, and Airbnb. Although the activity of the three sharing economy companies discussed in 
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the paper is limited to selected areas of the sharing economy, they have already put a huge and transforming 
urban impact in many countries of the world. The analyzed start-ups represent very successful profit-making 
international sharing companies leading in innovative changes in their respective urban market segments 
such as ridesharing and homesharing. Their economic success is seen in their global urban path (so far, 
only BlaBlaCar has a more regional-oriented strategy of development) and the very fast internal expansion 
seen in many cities around the world. It is worth noticing that after 8 years of its functioning, Uber was 
still presented by its cofounders as a modern start-up experiencing continuous development, seen in the 
increasing network of city-based independent businesses [Bartczak, 2015].

Sharing companies develop their activity mainly in cities as these are densely populated places providing 
various locational advantages, which are the catalyst for innovative changes. Such an urban environment 
creates and stimulates interactions through the abundance of quickly developing sharing platforms and 
their fast progress. Sharing economy companies rapidly transform cities around the world. It is reflected in 
the increasing number of cities that are being influenced by the sharing economy; the impact is economic, 
sociocultural, political, and also environmental, which is differentiated locally. Successful monetization of 
the process of sharing instead of real sharing has many consequences for a city’s functioning, which are 
both positive and negative. The fact that such companies as BlaBlaCar, Uber, or Airbnb turn ridesharing and 
couch sharing into multimillion businesses causes an ongoing public debate [Cowan, 2015]. The companies 
illustrate the disruptive potential of the sharing economy, which is especially highlighted while discussing 
the impact of large, international, quickly expanding companies involved in the sharing economy. As 
disruptive businesses, they have a tremendous and complex impact on the economy at different levels. It is 
worth noting that although Uber was established in 2009, later than the term “sharing economy”, the word 
“uberization” began to be used regularly as its synonym to emphasize the scale of changes, as well as to 
show its negative aspects [Gross, 2017]. Donald [2017], commenting on Uber’s impact, stated that it became 
“one of the most vexing problems facing cities today, because it exploded on the market without much 
warning, leaving policymakers to react quickly”.

The sharing economy unleashes the various interests of different urban actors involved in the 
city’s growth machine [Moloth, 1976]. The impact of the analyzed sharing companies threatens existing 
local structures and sparks activities defending economic local status quo. The disruptive influence of 
sharing economy companies leads to local conflicts, expressed in the opposing approaches of different 
stakeholders: incumbent companies and sharing economy companies. The incumbents argue that the 
companies achieve high incomes by using unfair competition, which causes a reduction in demand for taxi 
services and a subsequent drop in revenues and wages for the taxis and hoteliers. Sharing economy start- 
ups are developing extremely quickly because they have small entry capital barriers and vast potential for 
demand as they offer services in a new way [Rutkowska-Gurak, 2016] and at very low prices (the impact of 
price changes on the shrinkage of local markets is seen largely in Poland with reference to the BlaBlaCar 
price policy; see Stankiewicz, 2018). The peer-to-peer business model allows these companies to reduce all 
costs related to ownership (does not refer to Uber) or costs related to employment (Uber relies on private 
contractors), allowing citizens/clients to act as both third-party service providers and users of the services, 
while keeping to themselves the position of intermediaries. Both parties are financially motivated and have 
a common goal, such as gaining increasing number of consumers and maximizing income from them. The 
fast development of the discussed companies shows that scale enabled by technology becomes a base 
for their business models (and constitutes a characteristic feature for all business models of the sharing 
economy). It is a condition for their functioning and business operations and constitutes a base for their 
competitive advantage. Fast and aggressive accumulation of large value in a short run by some sharing 
companies such as Uber, which has little to do with sharing (which is contrasting, e.g., with BlaBlaCar’s 
model) is a reason for the criticism of such business models [Cicharska et al., 2018, p. 128] or for just 
excluding Uber from the category of sharing companies (Botsman, 2015b).

Fast-developing sharing economy companies have been radically modifying existing local markets 
and business models, leading to a change in the structure of market segments such as transportation and 
accommodation. This disruptive economic influence is being partially diminished through the positive 
socioeconomic effects, expressed in the entrepreneurial character of the sharing economy. It is seen not 
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only in the rapid growth of sharing start-ups but also in the inclusion of different groups of citizens, mainly 
nonprofessionals, as service providers. The unconventional supply of cheaper services positively influences 
the individual budgets of citizens. It also has a positive multiplying effect on a city’s economy (shift of 
demand to new groups of citizens), including the strengthening of a city’s economic base (e.g., tourist 
function). The sharing economy quickens the better utilization of underused assets (cars, apartments), 
enables savings on individual assets, encourages sharing of resources, and induces the multiplication 
of environmental benefits (projected drop in total sales of cars). By promoting new business models and 
new management of resources by different categories of individual actors, the sharing economy helps to 
optimize productivity.

One of the important social consequences of sharing economy causing social changes is the creation 
of sharing communities, whose participants’ values and norms are shaped and reshaped, contributing to 
the multiplying and strengthening of sharing behaviors. As McLaren and Agyeman [2015, p. 28] underline, 
establishment of sharing norms and trust building online is a key condition for the multiplying of sharing 
behaviors. Using the same platform allows to “create a unique space” for the functioning of established 
communities. Sharing behaviors increasingly characterize younger generations, which constitute the major 
category of users of sharing practices. The younger generations appreciate the new features of sharing 
businesses, such as mobility, freedom of activity, variety of choice, and flexibility. Sharing behaviors are 
reflected in the new approach to ownership, expressed in the changing of attitudes and mind-sets from 
having to using.

In general, citizens who use sharing practices present a positive approach to the sharing economy 
companies. However, the characteristics of users of sharing platforms imply uneven access to the service. It 
is stressed that sharing companies such as Uber create selective income opportunities, which are favorable 
only for one group of citizens, namely, those who are young, single, the mobile, and able-bodied, whereas 
traditional transportation companies are left with the others (elderly people who are less digitalized, 
families with children, and so on), creating a gap in income and opportunity between the two types of 
services operating for different segments of the population [Norman, 2015].

Another questionable aspect associated with sharing practices, which arouses social concern and local 
protests of citizens, appears when they disturb the functioning of their local neighborhoods, which occurs 
in the case of rentals of apartments through Airbnb listings (e.g., in Spanish cities).

The city authorities, who favor a special status in the city growth machine, are engaged in a more 
multidimensional way in the conflicts arising on the urban scene. Their approach has to be more ambiguous 
and their position more balanced as they represent the general perspective of a city’s socioeconomic interests. 
The activity of local governments with reference to the sharing economy is relatively pragmatically oriented 
toward sharing practices [Zwolska, 2017]. On the one hand, they observe the painful loss in tax payments 
due to the negative effect of the growing market of black economy on the city budget. Depending on the 
character and scale of the local impact of sharing businesses, the city authorities are under moderate-to-
high pressure from dissatisfied traditional business entities, which are important contributors to current 
city budgets. On the other hand, the authorities realize that new peer-to-peer activities have huge social 
support as nourishing a new kind of entrepreneurship for various groups of people, resulting in both the 
earning and the saving of money by citizens, supported by the additional impact of new socialization. This 
part of local society, which is more attributed to younger generations, has to be also taken into consideration  
not only, from the perspective of fulfilling needs, which is the basic purpose of a city’s development but 
also  from the perspective of the voting power of those who treat the sharing economy as contributing 
to life betterment. The entrepreneurial and digital character of the sharing economy constitutes a crucial 
force for the betterment of living conditions for many citizens, including disadvantaged groups of people, 
helping to build trust and enable social inclusion of strangers [WEF, 2017]. The inclusive character of the 
impact of the sharing economy from the societal point of view is, however, weakened by the exclusion of 
other groups of citizens, who are not technologically capable of following the rules of the digital market of 
sharing services. However, some barriers for sharing are partially surmountable by increasing the trust of 
the community to this new category of services. This explanation can be addressed to the results of the BCG 
survey [Wallenstein and Shelat, 2017] devoted to this issue, which reveals that nonusers cited three main 
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reasons against the use of sharing platforms, namely, convenience of ownership, distrust of the sharing 
platforms that they have never used before, and unwillingness to share payment information.

One more perspective of the urban impact of sharing enterprises is resource oriented. The sharing 
economy highlights the environmental aspect of socioeconomic sharing behaviors due to the promotion 
of the usage of underused assets, resulting in reduction of pollution and consumption of media. Although 
environmental aspects are fundamental for a discussion about the sharing economy’s potential, its basic 
three benefits, which attract consumers to sharing economy – as the BCG reports, are the following: variety, 
access to better products and services, and the ability to have a unique experience. The environmental 
dimensions, such as reducing the carbon footprint and societal relations, i.e., connecting with interesting 
people, are ranked lower [Wallenstein and Shelat, 2017]. It shows the high complexity of interests and 
expectations of the various stakeholders of a city. Local expression of these compound interactions is 
expressed in both unified and place-specific manners (Table 4).

Table 4. City as an arena of contrasting interests, represented by different stakeholders

City’s
stakeholders

Approach 
+ for 
- against

    Characteristics of approach

Sharing 
economy
companies

+

------
-

•	 Connect citizens: drivers–riders and landlords–guests to generate revenues (gain loyalty)
•	 Successfully attack the market position of incumbent companies
•	 Have low entry barriers
•	 Gain profits from platforms: revenues from users and advertisers, selling databases, etc.
•	 Create new jobs for contractors/employees, including people who were not previously 

employed
•	 Generate additional demand
•	 Contribute to new socialization by creation of a community
•	 Lower transaction costs
  ----------------
•	 Face fierce competition in sharing economy sector
•	 Face increasing resistance of incumbents and rising (governmental, municipal) restrictions 

on sharing services

Incumbents +
----------

-

•	 Face competitiveness, which leads to higher standard of services
  ------------------
•	 Are under disruptive impact of sharing companies with reference to revenue and profits
•	 Question legality, price policy, and tax policy of ridesharing and lodging, because of their 

status as unlicensed (Uber, Blablacar) and lower-priced competitors (Uber, Blablacar, and 
Airbnb) using peer-to-peer low-cost service practices with low capital entry with reference to 
possession (Blablacar carpooling, Airbnb)

•	 Suffer decline in standard of living due to lower wages

RESIDENTS
 
Users
(consumers) 

----------
Contractors 
(peers)

----------

+

-------
-

----------

+

-----
-

-----

•	 Save money by getting cheap access to goods and services offered by sharing  
companies

•	 Save money by getting cheaper access to traditional services being under competitive 
pressure

•	 Benefiting from improved standard of living
  ------------------
•	 Become less dependent on ownership
•	 Are exposed to risk (quality of goods and services)
  ------------------
•	 Earn money paid for peer-to-peer jobs 
•	 Earn money paid for assets owned by them
•	 Have more flexibility
•	 Appreciate participation in communities created by users of platforms
•	 Benefiting from improved standard of living
  ------------------
•	 Are exposed to risk of lack of payments, poor working conditions, etc.
  ------------------

(Continued)
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Taking the above considerations into account, local governments (supported also by national 
governments) act as regulators by limiting the scale of activity of the selected sharing start-ups (cases of 
Uber and Airbnb) by the imposition of laws and regulations for sharing platforms, to ensure the rights of all 
participants and other city users such as incumbents and opposing groups of citizens. They also play the 
role of facilitators and collaborators participating in innovation programs and acting as partners with Uber, 
BlaBlaCar, and Airbnb by promoting ridesharing (e.g., BlaBlaLines, Mytaximatch) and by cooperating with 
Uber concerning betterment of the existing urban transportation (Uber Movement) and implementation of 
new modes of transport (self-driving cars, electric flying vehicles). Generally speaking, local governments can 
act as promoters or inhibitors and fulfill selective urban policies, which is evidenced well in London. Although 
the city declares [The Sharing Economy in London]  the promotion of urban sharing organizations (USOs), 
such as support for a pioneer nationwide trade association of nonprofit and for-profit sharing organizations 
(SOs) or support to mobility organizations or the platform JustPark (by the Mayor of London), the authorities 
underline the necessity of control over some large SOs, which is reflected in the restrictions imposed on Uber 
and Airbnb, conditioned by public safety and security implications and the necessity for counteracting the 
exacerbation of the city’s housing crisis [The Sharing Economy in London,; WEF, 2017]. It is symptomatic that 

Table 4. (Continued)

City’s
stakeholders

Approach 
+ for 
- against

    Characteristics of approach

Nonusers

----------
All residents

+
----------

-
-----

+
-----

-

•	 Use tourist-driven demand to earn money
  ------------------
•	 Complain about tourists behavior in neighborhood areas
  ------------------
•	 Favor better quality of life (environmental aspects)
  ------------------
•	 Have unequal access to sharing services operating for different segments of population 

(ridesharing)

Local 
authorities

+

-------

-

•	 Sharing businesses contribute to jobs and local economic growth induced by increasing 
demand (total and sectorial, e.g., tourism)

•	 Help to solve transportation problems (urban planners are provided with data, which  
helps design cities in a way that would reduce congestion and reduce car usage)

•	 Offer alternative possibilities of services, such as commuting and apartment renting
•	 Favor social inclusion (particularly for disadvantaged groups of citizens and strangers) 
•	 Shape sociocultural features desirable for entrepreneurial attitudes, such as openness  

and innovativeness 
•	 Contribute to the creation of sharing communities  
•	 Help to develop new functions in cites (cultural, tourist activities)
•	 Ease environmental problems due to better use of underused assets: e.g., cars, apartments; 

and help to create more environmentally friendly urban environment for all citizens
•	 Help to enhance quality of life in the city
•	 Change possibilities of city and intercity transportation (additional alternatives, more 

frequent traveling, lower cost of travel)
•	 Totally change future of urban transportation (self-driving cars, vertical-take-off-and-landing 

planes) 
  ------------------
•	 Concern about tax losses associated with growing “black” economy are aroused
•	 Problems in local labor market are induced (e.g., massive protests of incumbent companies 

threatened by the risk of decreasing revenues and even bankruptcy)
•	 Position of traditional urban transportation (taxis, buses, trams, and trains) is  

threatened
•	 Stability of local real estate markets is threatened due to increases in real estate prices 
•	 Problems of overtourism might arouse and be increased

Source: Own elaboration.
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the processes for regulation of sharing companies’ activity start to be the subject of continuous revision based 
on empirical evidence, which is exemplified with regard to London’s urban policy related to Uber. Although 
this ridesharing company temporarily lost its license to operate in London, which took place in September 
2017, the renewal of its activity with London’s transport authorities was possible under new terms, such as, 
for example, obtaining medical certificates for its drivers and carrying out criminal background checks to 
reduce physical risk to users and service providers [The Sharing Economy in London;  WEF, 2017].

The complexity and differentiation of sharing practices embrace a whole city’s economy and spread 
across selected sectors such as transportation, the activity of which is not limited to traditional modes 
of transport but also involves new vehicles such as shared scooters designed initially for “last mile” 
commuting. Even such nonrevolutionary vehicles such as shared scooters, which were implemented in 2017 
(Uber also acts as one of the operators on the e-scooter market), have been arousing such controversies (for 
security reasons) that San Francisco, which has a particular status on the sharing market, tried to impose a 
total ban on their services, and other American cities, such as Nashville and Portland, are planning to ban 
or limit the activity of its operators [Garrity, 2019].

5  Conclusions
The sharing economy uses the attributes of cities in terms of being “platforms for innovations”, where 
innovations can thrive, leading to change, novelty, and transformation toward more “sharing cities”. The fast 
development of sharing practices is possible due to new, flexible business models offering great economic 
value, quality, and variety, which have unexpectedly quickly overcome the barriers of social distrust, which 
is seen in the market response showing rising investments of venture funding in new sharing start-ups, in 
particular, in ridesharing and homesharing, since 2010. The economic benefits of sharing, combined with 
increasing protections of their users, and the gathering trust in terms of user reviews contributed to the 
growth of communities of users of sharing services, leading to fast transformation and unification of values 
making sharing a social norm.

The analyzed for-profit sharing start-ups (Uber, BlaBlaCar, and Airbnb) used the potential created by 
the sharing economy, such as quickly rising societal support and starting operations in a favorable period 
for such a business offer, namely, in the period of the world crisis. The huge support of venture funds, the 
right choice of the operating field, and a far-reaching strategy, including a policy of continuous innovation 
and global expansion, allowed these three start-ups to become global players with tremendous impact at 
both global and local levels.

The urban context of the above influence caused the cities to become a special arena for the sharing 
economy’s takeoff. Over time, the disruptive character of these for-profit sharing start-ups, called “large 
sharing vanguards”, started to create unprecedented challenges for urban authorities in the quickly 
transforming urban scene. Deep inner-city expansion by the new participants of the city’s economic and 
social life revealed conflicting interests of the different stakeholders in the city (Table 4). Their disruptive 
visibility in many cities around the world diversified the emerging array of urban sharing organizations, 
somehow disturbing the simplicity of the positive picture of sharing as enabling the transformation of 
the urban economy from excess to access in the environmental spirit of changes, resulting in increasing 
prosperity of urban inhabitants. Rapidly escalating processes related to the sharing economy forced adaptive 
regulative processes at the national and local levels, contributing to locally specific forms of legislative 
regulations, subject to processes of constant changes based on empirical evidence. Such activities are 
aimed at maintaining a balance between the creative freedom for businesses and the necessary regulations 
protecting the interests of all stakeholders of the city.

The conducted analysis gives the basis for understanding the importance of the impact of sharing 
companies on the city and on each group of a city’s stakeholders. The adopted approach focused on the 
analysis of global sharing economy companies, representing for-profit business models in two economy 
sectors (ridesharing, homesharing), acting formerly as sharing economy innovative start-ups enabled to 
follow the pace and scale of changes imposed by their activity. The findings should be treated as the basis 
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for a better pragmatic approach referring to regulations of activities of such companies, first, because their 
products are often ahead of the existing legal environment and, second, because the scale of the disturbing 
impact of some of them is too heavy for local markets.

Sharing city is a phenomenon difficult to grasp in its entirety, not only because of its complexity 
but also its variability. Even limiting the perspective for analyzing the impact of for-profit corporations 
in this sector on the functioning of cities allows one to notice not only the scale of influence but also 
the heterogeneity of consequences for individual groups of stakeholders. Moreover, the identified 
consequences are not constant over time but are subject to change due to the multilateral interaction 
between different players – the results are altered with changes in the strategies of the corporations 
themselves, as well as with the adaptive actions of other stakeholders. An example would be the changing 
rules of the game of local and state authorities, which attempt to introduce regulations aimed at limiting 
the negative impact of sharing economy enterprises on the city’s stakeholders, e.g., tax regime, licensing, 
and insurance legislation related to Airbnb in Prague (and other Czech cities), new license law for Uber 
in London, restrictions on renting flats in Barcelona, and ban on e-scooters in San Francisco.

The analysis also shows that externalities occur at every stage of the life cycle of the sector’s enterprises –  
start-up, growth, and decline. Given the dynamics of the sector, the process of adjusting regulations to protect 
the most vulnerable groups of stakeholders is a continuous process – problems cannot be solved once and for 
all - the changing paradigm requires constant attention from governmental bodies to reduce market failure.

Sharing companies are changing not only present-day life in cities but also the future of the cities, 
contributing to irreversible and revolutionary changes, and, as such, they should be intentionally 
included in the smart cities’ model of development. However, the impact of sharing economy should be 
locally shaped and regulated by the cities’ authorities who represent the “general city interest”, to ensure 
environmentally friendly, sustainable, smart development linking all city’s stakeholders and strengthening 
social participation as a result of access to the underused assets or services, better resource availability, 
and improvement in living conditions. The research shows that the expansion of sharing services, with 
the inherent complexity of interactions, transforms cities into more sharing spaces, with increasing peer-
to-peer architecture, resulting in more collective social coexistence and more sustainable background for 
development, however with some uncertainty related to wealth stratification due to the complexity of the 
conflicting interests of a city’s stakeholders.

The ongoing processes related to sharing economy in cities, as the analysis confirms, are complex and 
multidimensional in character and affect the economy and society, which justifies the need for further in-depth 
research and studies. Following the discussed topic, it is worthwhile to study the impact of the analyzed 
sharing start-ups on selected cities more in depth, taking into consideration the economic or sociocultural 
and/or environmental dimension. Analyzing the impact of sharing start-ups, the issue of collaboration 
among cities is also worth noting. Considering the analyzed topic, the following questions arise:

(1) If and how to regulate the activity of sharing start-ups at the city level, particularly those, such as 
Uber, BlaBlaCar, and Airbnb, whose activity is very expansive and reshaping the existing cities’ 
socioeconomic structures?

(2) How to offset the impact of such companies as Uber, whose basic activity is controversial in the 
categories of pure sharing but whose other activities contribute to benefits for the city?

(3) Should the cities work out partially common, universal patterns of policy toward particularly 
“disturbing” sharing start-ups acting at the global scale?

(4) To what extent do the practices of sharing start-ups contribute to the transformation of the cities into 
“sharing cities”?

(5) How to coordinate the development of the cities into smart cities and “sharing cities”?
(6) Should some areas of urban activity be excluded from sharing for the general benefit of a city’s 

development?

The sharing economy arouses many expectations but also fears and objections. The question is how 
to include sharing organizations in the city’s growth machine for the general benefit of the city’s economy 
and the lives of its citizens. Despite the fact that it is difficult to foresee long-term trends on the market, it 
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is likely that the sharing economy will escalate its economic influence in various urban market segments 
and that it will strengthen its local social impact. However, legislative regulations tend to diminish the 
inappropriate business advantage of sharing start-ups such as Uber and Airbnb, which grew on the supply–
demand gap and the ability to function over the existing regulatory system. Obeying rules prepared for 
this category of new companies could change their global position as well as their local manifestation on 
the global urban scene in the medium- or long-term run. Another issue that is being observed is the start 
of the process of the gradual partial inclusion of incumbent businesses into the so-called new sharing 
economy in sectors experiencing the highest business risk such as the hotel industry. One thing seems 
certain: sharing economy is on the way to transform cities around the world. This transformation should 
be included in the cities’ strategies and not left out of continuous supervision.
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Abstract: Tokyo and Seoul, the two leading East Asian global cities, operate under “developmental states.” 
They often struggle for control over major urban initiatives against their strong state government agencies 
as they seek prominence in the global city hierarchy. Through comparative review of approaches to national 
policy development, this paper traces the similarities of the two countries in approaching national economic 
development and how that influences their capital city’s capacity to manage growth and urbanization 
pressures. We focus on some major urban development initiatives in Tokyo and Seoul between 1970 and 
2010 to test the notion whether global cities get “disembedded” from their state or national context as they 
integrate into the globalized economy. We contend that national and local societal developments continue 
to drive the cities’ growth patterns, albeit influenced by overall global forces, while the global cities and 
their nation states evolve ways to compete and collaborate in the pursuit of common interests.

Keywords: global city, developmental state, global projects
JEL Classification: O20, R0

1  Introduction
Tokyo and Seoul represent the world’s most populous metropolitan areas. In 2016, the greater Tokyo 
metropolitan area had an estimated population of more than 36 million, while the population of Seoul 
metropolitan region (SMR) was 25.6 million [World Population Review, 2017]. Both cities have high 
population densities, feature among the world’s affluent urban areas and figure prominently on the global 
city hierarchy. Tokyo tends to be ranked among the very top global power cities based on its ability to 
attract global investment and human resource. Seoul also features as a leading global city with strengths 
in information technology. Situated within the same geographic region, Tokyo and Seoul also share the 
distinction of being recognized as capitals of East Asia’s only two Organisation for Economic Co-operation 
and Development (OECD) member countries with a high per capita gross domestic product (GDP).

While both cities compete as rivals in the global economy and seek to establish higher rankings in the 
global city hierarchy, the two cities share many aspects of history and culture and have followed similar 
trajectories of urbanization. For example, Tokyo became the first Asian country to host the Olympics games 
in 1964, showcasing and announcing its attainment of economic development. Seoul, similarly, became the 
second Asian city to host the Olympics games in 1988.

The two cities resemble each other more than other cities sharing similar levels of economic development 
and global city status. The extent of their inherent differences in comparison to the other top order global 
cities, mostly from Western developed countries, distinguishes these two East Asian major global cities 
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from the rest. This fact has perhaps prompted those seeking to challenge the global or world city hypothesis 
(as promoted by Sassen and Friedmann 1986) to refer to Tokyo and Seoul as case studies.

In this paper, we describe within each of these cities the competition between city and the state 
government. We seek to explain how global cities situated within strong developmental nation-states 
respond to demands for local developments and global challenges to remain relevant in the global 
economy. We highlight tensions between city government’s priorities as competitors in the global economy 
and as national capitals by studying the relations between global city governments and central government 
agencies representing the developmental nation-state. In doing so, we seek to investigate whether global 
cities within developmental state tend to become ‘disembedded’ from their national context as they seek to 
integrate with the global economy.

This paper seeks to address the above questions through a broad overview of urban developments 
occurring in the two cities over the past few decades. It begins with a description of the changing patterns 
of population movements in Tokyo and SMR, respectively. For Tokyo, we focus on the repopulation of the 
central Tokyo mainly through two major urban development projects, the Tokyo waterfront development 
at Odaiba and the OMY1 redevelopment project in the central business district (CBD). For Seoul, we focus 
on suburbanization and expansion processes around the SMR focusing on the creation of Songdo city as 
a business district within the SMR. We then seek to determine the nature of processes and partnerships, 
and the collaboration and competition that transpired in implementing spatial plans and strategies in the 
form of the major urban planning initiatives by the city dealing with a developmental state or nation-state.

1.1  Tokyo and Seoul as global cities

Around late 1980s, as the globalization of the economy firmed up, the Global City theory (Saskia Sassen) 
and World City paradigm (John Friedmann) were introduced. The global/world city theory continues to 
remain influential to date, judged by the plethora of global city ranking indices that are regularly updated 
and published. Sassen referred to Tokyo as one of the three leading examples of a Global city, linking it to 
New York and London, i.e. cities that underwent “massive and parallel changes in their economic base, 
spatial organization, and social structure” (1991, p.4).

Friedmann asserted the usefulness of the world city paradigm because it could capture the influences of 
a wide range of factors related to economy, society and culture of the city, including city building processes 
“into a single meta-narrative” (1995, p. 43). Hill and Kim [2000] noted that Sassen and Friedmann, through 
global or world city paradigm, assumed that a single global system was being superimposed on nation-
states producing “a world city system”. This implied that national institutions, politics and culture that 
characterize nation-states would become less important in the shaping of the cities, as global forces would 
transform the economic base, spatial organization and social structure of world’s major cities [Hill and 
Kim, 2000]. Jacobs [2015] described the contention of world/global city theorists, including Friedmann and 
Sassen, that cross-border flows in capital weaken the authority of nation-states such that multinational 
corporations (MNCs) are freed from state constraints. Consequently, “MNCs have re-organized human 
settlements to best achieve their corporate objectives, and in the process, disembedded cities from their 
national boundaries” (p.87).

Interest in studies on ranking world/global cities has been sustained over the years, focusing on the 
idea of “control and command centers” as a key feature to explain the role of top-ranking global/world 
cities within the globalized economy. These studies seek to assess “the quantity of revenue generated in 
cities by firms headquartered there”, interpreting it as “an indication of the importance of a city as an 
economic power; the corporate concentration within a city to wield power in a dynamic world economy” 
[Taylor and Csomós, 2012, pp. 408-409].

Globalization and the rise of global cities have seen the transfer of some aspects of governance from 
the nation-state or central government agencies to the level of city government. This decentralization of 
governance functions is justified in a number of ways. For example, in the context of Hong Kong, Shen 

1  “OMY” is an abbreviation for three districts within the Tokyo’s CBD: Otemachi, Marunouchi and Yurakucho.
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[2004] concluded that solely ensuring profit margins of firms and businesses operating in the city cannot 
enhance urban competitiveness; the scope has to be widened to cover various aspects of quality of life. 
This puts city governments or local governments in a much stronger position over central government 
agencies in terms of decision making regarding urban planning and development as being closer to the 
local community; they can deal effectively with the matters relating to the quality of built environment and 
social concerns. Decentralization also provides sufficient autonomy for local or city governments to enable 
them to command required authority and flexibility to deal with powerful potential partners such as MNCs 
as well as local communities and engage in public private partnership (PPP) initiatives.

This phenomenon of decentralization is also referred to as rescaling. Referring to observations by 
Dunning [1995] and Macleod and Goodwin [1999] suggesting the decline of the role of the nation-state and 
a corresponding rise in that of local state or urban governments, Shen maintained:

the nation-state has rescaled much of its authority to the local and regional level such as cities to take full advantage of 
globalization’s benefits at the scales where the process is most active. [Shen, 2004, p. 20].

Another trend reported in the literature suggests that the globalization-inspired urban restructuring has 
prompted a transition from a welfare state to an economic-developmental state. Brenner [1999] reported 
that such transition processes in Western developed economies are being led by local states (or urban 
governments) as the main actors. The economic-developmental state role assumed by city governments 
can be further justified in the face of global economic crises. Shen reported on such a case in Hong Kong, 
observing that the government’s approach to urban governance before the Asian economic meltdown of 
1997 was one characterized by “laissez-faire non-intervention policy” with no direct market intervention by 
the local government (p. 32). Following the 1997 Asian economic meltdown and other crises, a perceptible 
change occurred. The local state resorted to “aggressive” intervention “different from the non-intervention 
policy before”, initiating measures to enhance urban competitiveness along with promoting sustainable 
development along social, economic and environmental dimensions (pp. 32–33).

Hill [2004] suggested that rather than being influenced predominantly by a top–down global city 
hierarchy, cities operate within nested hierarchies. Each city, thus, participates at different levels within 
its “global niche, regional formation, national development model, and local historical context”. Hill 
maintained that while cities bound “neighbourhoods, households, families, the individual”, they are also 
“bounded by entities with wider sweep: sub-national regions, nation-states, transnational regions, and the 
world” (pp.374–375).

In their criticism of Sassen’s [1991] theory about the creation of “a single global system”, Hill and Kim 
[2000] referred to Tokyo and Seoul to point out fundamental differences that continue to persist among 
global cities in different geographic zones. They maintained that Tokyo, “the world’s largest urban 
agglomeration, departs from the world city paradigm on most salient dimensions. Seoul, center of east 
Asia’s second OECD member and the region’s second-largest metropolis, exhibits the same anomaly” [Hill 
and Kim, 2000, p. 2168]. It should be noted that Friedmann (1986) himself did “express reservations about 
the nature of Tokyo’s fit” with other first tier world cities (Waley 2007, p. 1465).

Much of the similarity between these two global cities and the dissimilarity of the two with the 
rest are explained by the fact that Japan and Korea were latecomers to industrialization. They took 
up exceptional urbanization and developmental measures to catch up with those on the ‘western 
development path’ distinguishing themselves from those non-western nations that were held 
back due to missing out on industrialization, being colonized or opting for non-capitalist ideology 
[Dutt et al., 1994]. This catching up was possible as it was mainly driven by adopting a ‘developmental 
state’ approach. A strong relationship based on reciprocity between state policies and private enterprise 
was institutionalized to facilitate and direct industrialization as part of nation building [Hill and Woo, 
2000]. Of course, this ideology is also shared by the two nations largely because of their cultural 
similarities. Hill and Kim [2000] emphasized that both Tokyo and Seoul economies are not ‘market-
centred and bourgeois’ as is the case for Western cities like New York; they are, instead, ‘state-centred 
and political bureaucratic’.
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Chalmers Johnson coined the term ‘developmental state’ in his 1982 book, ‘MITI and the Japanese 
Miracle’. While the term was used essentially to describe how Japan, a late comer to industrialization, was 
enabled to catch up with others in terms of economic development by State-led macroeconomic planning, 
the term ‘developmental state’ has been widely adopted ever since to refer to mainly East Asian economies, 
such as South Korea, with national governments showing similar characteristics.

Similar to Japan, South Korea is also a late industrializer that then experienced rapid economic 
development after mid-1950s, following the Korean War. This rapid development is generally explained by 
intense and close involvement of the bureaucratic governmental state. The Korean government is also seen 
to not only exert tight control to stimulate private initiative but also manipulate the market to that effect 
[Amsden, 1992].

1.2  Competitiveness among Tokyo and Seoul as players in the global economy

1.2.1  Similarities in traditional role of the national state

Tokyo and Seoul compete as rivals as the administrative and financial capitals of two major players within 
the global economy. A comparative study carried out by Lee and Chung [2013] showed that South Korea 
seems to be following the path of the Japanese economy with both economies following similar trajectories 
of growth and declines during global financial crises. In the process, starting from a smaller relative base, 
South Korea is rapidly catching up with Japan.

The similarity of their trajectories can be explained to a large extent by common traits of the economy 
found around the time when both Japan and South Korea set out to catch up with other industrialised 
nations as late comers to industrialization. Historically, during the Meiji period in Japan, ‘zaibatsu’ 
(financial cliques) had developed around conglomerations of industries and financial businesses owned 
by a single family. These were very large and powerful enterprises with formidable command and control 
structures that controlled large sectors and dominated the pre-war Japanese economy. Following Japan’s 
defeat in WWII, Allied occupation forces disbanded the four surviving zaibatsu on the pretext that they 
were “potential sources of militarism” [Nakamura and Odaka, 1999, p. 340]. Zaibatsu was never completely 
dissolved by Allied reformers as they were replaced by individual companies, not associated with the 
zaibatsu, banding together as enterprise groups around leading companies and major banks, forming 
subsidiaries or ‘keiretsu’ [Nakamura and Odaka, 1999]. The keiretsu did not have the strong vertical chain 
command structure of zaibatsu but pooled together their resources to set up industries that led to the 
rapid economic development of post-war Japan (New World Encyclopedia). In the case of South Korea, the 
situation has not been very different. The term ‘chaebol’ carries similar connotations in Korea as ‘zaibatsu’ 
and ‘keiretsu’ in Japan. Chaebol came into being in a similar manner as keiretsu and developed the same 
type of structure.

The close workings and support in terms of subsidies and investments by government agencies to 
certain favoured private groups led to the creation of huge privately owned enterprises or conglomerates with 
many diversified affiliates, referred to as ‘keiretsu’ in Japan or ‘chaebols’ in South Korea. The nation-state 
tended to engage very closely with powerful private sector enterprises, directing them along strategic paths 
of national economic development and strengthening them as required to gain an edge over competitors in 
the international arena. This active and forceful role of the central government agencies, such as the Japan’s 
Ministry of International Trade and Industry (MITI) behind the private sector in international market to ensure 
national economic development, prompted Chalmers Johnson to coin the term ‘developmental state’ in 1982.

1.2.2  A contemporary comparison of economies of Tokyo and Seoul

In terms of the scale of their economies in recent times, South Korea’s per capita GDP has stood at about half 
that of Japan but that is changing. In 1995, the nominal per capita GDP of South Korea was $11,779 while 
that of Japan was $42,516. By 2012, these figures were projected at $23,021 and $46,896, respectively, with 
South Korea rapidly narrowing the gap between the two economies since then (Figure 1).
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Taylor and Csomós [2012] compared revenues generated by 2010 Forbes2000 list of largest corporations, 
aggregated for the cities where in they are headquartered. Their results revealed that Tokyo not only ranks 
first in the world but also represents an extreme level of global primacy (p. 410). They concluded that it is 
Japan’s historical legacy of economic creativity from the mid 1960s up to 1990 that propels its economic 
power even today, despite its ‘lost decade’ of economic progress in the 1990s [Taylor and Csomós, 2012]. The 
same study also reports Seoul in the 13th position on the list of world’s top 20 headquarter cities by individual 
sectors, leading in the industrial sector. While Tokyo housed 46 headquarters, Seoul hosted headquarters 
of 19 corporations, placing it at the 5th position, tied to London. On the list of top 20 headquarter cities by 
total revenues, while Tokyo tops again, Seoul is listed in the 5th position.

In the area of science and technology as well, South Korea is rapidly chasing Japan. A sectoral 
assessment of science and technology competitiveness of the two economies in 2011 showed that in terms of 
composite index of absolute indicators, South Korea measured only one-third that of Japan’s index, but this 
also represented a narrowing of gap since 2001 (Figure 2). South Korea’s improved scientific competitiveness 
ranking translated into technological competitiveness, with South Korea overtaking Japan in 2004. The gap 
has since widened, with South Korea ranking 11th and Japan 21st in 2013 (Figure 3).

1.3  Similarities and differences in urban population changes

Owing to many similarities in political, bureaucratic and socioeconomic characteristics as well as spatial 
configuration, many sociospatial issues in Japan and Korea seem to be comparable. For example, being 

Figure 1. Per capita gross domestic product (GDP) of Japan and South Korea. Source: Lee and Chung [2013].

Figure 2. Science and technology competitiveness – Japan and South Korea. Source: Lee and Chung [2013].
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the national administrative, political and economic centers of their nations, both Tokyo and Seoul have 
witnessed massive population influx due to internal migration from regions within the nation. Unlike 
most major Western cities, however, both cities have not relied on immigrants from overseas to meet their 
labour requirements due to their postwar national policies. Japan is especially noted for having resisted the 
pressure to import migrant workers despite facing severe labour shortages exasperated by a super-aging 
population. Until recently, South Korea has also acted similarly.

International immigration has been significant among OECD countries, driven mainly by recruitment of 
foreign workers to make up the labour force. Compared to most OECD countries where foreigners make up 
significant proportions of the workforce, Japan and Korea had extremely low percentage of foreign workers 
in their workforce. As Figure 4 illustrates, during the 1990s, both Japan and Korea have had very few foreign 
workers contributing to their national work force, measuring less than 1% [OECD, 2001]. This is despite 
the severe shortage of labour force mainly attributed to the negative population growth rates experienced 
by both countries. Since as far back as 2000, both countries have experienced negative population growth 
rates (United Nations 2014), earning the Japanese the status of a super-ageing and shrinking population, 

Figure 4. Proportion of foreign workers by country (1990–1999). Source: Trends in International Migration 2001 (Organisation 
for Economic Co-operation and Development (OECD)).

Figure 3. Global technological ranking – Japan and South Korea. Source: Lee and Chung [2013].
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with South Korea not too far behind. In Japan, 34.6 million people (i.e. 27% of the total population) were 
older than 65 years in 2016; similarly, albeit less strikingly, in South Korea, the number of people older than 
65 years reached 6.8 million (or 13.6% of the total population) in 2016, placing it “on the cusp of becoming 
an ‘aged society’” (Korea Times website: http://www.koreatimes.co.kr).

In more recent years, Korea has increased its intake of foreign workers. According to OECD estimates, 
while the share of foreigners in the work force has more than doubled in Korea between 2005 and 2016, rising 
from 1.6% to 3.6%, it is still lower than most OECD countries. In Japan, meanwhile, the share has remained 
low, with no significant increases over the years [OECD, 2019], albeit in recent years, the government has 
pushed numerous changes to legislation to ease entry of foreign workers via various training programs.

Attracting migrants from all over their respective nations, the two capital regions, Tokyo Region and 
SMR, account for 25% and 49% of the national population, respectively, and even higher proportions of 
the economy [Lee et al., 2016; World Population Review, 2017]. Managing population movement into the 
capital cities positioned at the top of their national urban systems and keeping the land market pressures 
reasonably manageable to avoid massive suburbanization have been a major concern for planners in both 
cases. In 1943, Central Tokyo expanded its boundaries from its 23 ku (ward) areas, i.e. Tokyo-shi (Tokyo 
City) as it grew westwards into Tama, forming the Tokyo metropolis, i.e. Tokyo-to (Tokyo Prefecture). 
Subsequently, it also incorporated three prefectures – Kanagawa, Chiba and Saitama – to form the Greater 
Tokyo metropolitan region to balance and accommodate Tokyo’s growing population (Figure 5). Yokohama 
in Kanagawa Prefecture, for example, began assuming a bed-town role with reference to Tokyo already 
by the mid-1970s [Marshall, 2003]. Similarly, as Seoul’s population grew alarmingly rapidly, the SMR was 
established to facilitate population growth in the surrounding region (Figure 6). The SMR played the role of 
deflecting Seoul’s potential growth and its distribution across Incheon and Gyeonggi provinces.

1.3.1  Effects of global economic events

While both cities were influenced by globalization of the economy that took hold since early 1990s, the two 
cities have experienced different manifestations of the phenomenon affecting their urbanization patterns 
differently. In Tokyo, suburbanization had set in since 1960s as people tended to move out to the suburbs 
in search of more affordable housing as the central areas became unbearably expensive. Sanger [1988] 
described the phenomena in terms of increased residential mobility to less central but more affordable 
locations.

However, Tokyo’s growth pattern shows an anomaly due to the bubble economy entrenched during 
the latter half of the 1980s. Suburbanization gathered momentum between 1986 and 1991 due to an ‘asset 
price bubble’ driven by spectacular rises in real estate and stock market prices, fueled by uncontrolled 
credit expansion. However, monetary tightening by Bank of Japan led to bursting the ‘asset price 
bubble’ with the Nikkei stock index dramatically plummeting in value as property asset prices started 
to fall drastically in 1992. This ushered in unprecedented and anomalous population movement patterns 
within Tokyo Region. This bursting of the asset bubble also marked the beginning of a long period of 
economic stagnation that saw other Asian cities overtake it (Figure 7). Fluchter [2012] reported that Tokyo 
experienced a turn around of population due to the process of reurbanization that set in around 1995. This 
forced Tokyo into a position where it had to consider initiating spatial transformations primarily driven by 
drastic changes in its population movement patterns as well as the imperative to retain Tokyo’s standing 
as a major global city.

In contrast to Tokyo’s situation, the population of Seoul grew alarmingly rapidly before it began 
to decline after reaching its peak of 10.7 million in 1993. The decline of Seoul has coincided with a 
corresponding significant rise of population in its surrounding cities and provinces that were constituted 
within the SMR. The effective integration of Seoul with the economies of Incheon and Gyeonggi provinces 
enabled Seoul to manage and distribute its population pressures across the wider region. In order to 
integrate the populations and economy within the SMR, a number of initiatives to facilitate the creation of 
new towns were launched.
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In January 1997, a Korean industrial conglomerate (chaebol) collapsed under huge debts, raising 
questions about the sustainability of Korea’s rapid growth strategy. Similar incidents began to occur in 
other East Asian economies, as the South Korean stock market collapsed, triggering debt and confidence 
crises. By November, Korea was forced to ask the IMF for assistance. While continuing to facilitate 
decentralization of Seoul, the 1997 ‘East Asian Economic Crisis’ put pressure upon policy makers to 
consider initiatives to further engage with the global economy. These included the creation of economic 
free trade zones and setting up of new business districts or cities within them. As in the case of Tokyo, 
these initiatives were driven by not only the need to contain and deflect growth pressures on the capital 
city Seoul due to in-migration from across the nation but also to ensure the integration of the SMR within 
the global economy.

1.3.2  National and global agendas

Major urban projects can shape or reshape the spatial configuration of cities. It is contended that while 
such projects are conceived and implemented in global cities while seeking to connect to and engage 

Figure 5. Central Tokyo and Tokyo Metropolitan Area (Greater Tokyo). Source (Base map): Encyclopedia Britannica inc. Modified 
by the authors.
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with the globalized economy, they also have to be balanced against national development concerns. 
This could lead to tensions especially in nations characterized by a developmental state wherein central 
government agencies tend to engage aggressively in the market. Key agencies representing the nation-state 
or central government and the metropolitan authorities governing the city could each influence the nature 
of processes and types of engagement that unfold and the nature and shape of projects that are created 
and delivered. The nature of urban planning responses by Tokyo and Seoul to impacts of major economic 
upheaval against the background of the globalizing of the economy could explain the mindset of major 
actors in urban development in the context of developmental state. In the following sections, we focus on 
how central government agencies representing the nation-state and the city government view and handle 
global projects that are needed to respond to local and global imperatives. In doing so, we seek to observe 
the dynamics and phenomenon of ‘disembeddedness’ of global cities from their national contexts defined 
by developmental states.

2  Changes in population and residential trends in Tokyo and Seoul

2.1   Population movements within Tokyo Region due to asset price bubble – 1980 to 
2010

The Greater Tokyo metropolitan area (or Tokyo Region) comprises the Tokyo Metropolis as well as the 
prefectures of Saitama, Chiba and Kanagawa (Figure 5). It recorded a population of 35.63 million in 2010, 
representing 27.8% of the total national population. The Tokyo Metropolis comprises 23 ku or special 
municipal wards (formerly collectively referred to as City of Tokyo) and another 39 municipalities. The 
term “Central Tokyo” is used in this paper to refer to the 23 ku (wards) collectively. The Central Tokyo area 

Figure 6. Seoul and Seoul Metropolitan Region (SMR). Source: Wan and An [2017].
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recorded a population of 8.95 million residents in the 2010 Census, amounting to 68% of total population of 
Tokyo metropolis (Figures 8 and 9).

According to Fluchter [2012], while both Tokyo and Osaka had been established as the top urban 
centers within Japan’s national urban system by 1920, a series of developments since the 1930s led to 
the predominance of Tokyo over Osaka. In 1937, many government agencies relocated to Tokyo as part of 
centralization of government policy that saw private companies also shifting their headquarters. In the 
initial postwar period, the Allied occupation force continued the Tokyo-oriented development. The staging 
of the 1964 Tokyo Olympics further strengthened Tokyo’s predominance nationally, and the signing of the 
Plaza Agreement for Global trade in 1985 brought about the need for concentration of central functions in 
this global city [Fluchter, 2012].

1985 Plaza agreement and the beginning of the bubble economy resulted in rapid rises in demand 
for office space to accommodate central functions as the city’s economy adopted new roles in the global 
control of capital. This saw global businesses concentrating into Central Tokyo. While land available for 
office buildings increased by 30% in the five years from 1986 to 1991, the office vacancy rates in Central 
Tokyo had dropped to extremely low levels of around 0.3% [Mitsui Fudousan, 2015]. This led to abnormal 
rises in land prices, with the average price of commercial land almost quadrupling in three core inner city 
ku areas – Minato, Chuou and Chiyoda – and another five surrounding inner city wards between 1983 
and 1991. Confronted by such alarming situation, the Tokyo Metropolitan Government (TMG) devised the 
strategic policy of transforming Tokyo from a monopolar to a multipolar city, by designating multiple city 
centers (sub-centers).2 The TMG’s creation of the city sub-centers was meant to ease the congestion within 
CBD while facilitating accommodation of global businesses and supporting infrastructure functions and 
services of the global capital city in other centers (Sorensen 2001).

2  This seems to be more or less aligned to Harris and Ullman [1945] model of cities – wherein cities with a single CBD develop 
into multiple nuclei cities to accommodate expansion and growing complexity of urban functions.

Figure 7. Tokyo’s long period of economic stagnation. Source: IMF quoted in The Economist [2012].
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While the overall population of Tokyo Region has grown steadily between 1980 and 2010, this period 
saw great fluctuations in population levels within the region (Figure 8). The spectacular rise of the Japanese 
economy accompanied by the asset price bubble affecting Central Tokyo and its bursting around 1991 
sparked major movements of urbanization and population changes within the Tokyo Region. In the 1980s, 
the three prefectures counted within Tokyo Region experienced very high levels of net in-migration from 
across Japan. After peaking in around 1987/1988, net in-migration in these prefectures steadily declined 
until the mid-1990s. While the decline was arrested in the latter half of 1990s, the net migration rates were 
much lower than they were around the mid-1980s.

2.1.1  Fluctuations of population pressures within Central Tokyo wards

During the 1980s, while Central Tokyo experienced a significant hollowing out of population, the rest of the 
Tokyo Metropolis population had remained quite stable. Sharp hikes in land and property prices squeezed 
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out Central Tokyo residents to more peripheral and affordable locations. This set in motion a massive 
suburbanization process, with Central Tokyo recording a loss of 80,000 residents in 1988 alone.

The burst of the asset bubble in early 1990s, however, drastically changed the scenario. Residential land 
prices in Central Tokyo dropped spectacularly, triggering off the process of reurbanization with a significant 
net in-migration into the 23 central wards. By 1997, a different pattern of urbanization emerged with net 
migration in Tokyo’s peripheral prefectures dropping steadily, while Central Tokyo’s population began to 
pick up. This trend saw Central Tokyo surpassing its population of early 1980s by around 2005, and in 2007 
alone, Central Tokyo recorded a net gain of about 77,000 people (Figure 9).

Various policy initiatives at state, prefecture and municipality levels were considered to guide the 
repopulation of Central Tokyo, capitalizing on the reurbanization process (Yabe 2003). Measures were put in 
place to facilitate an increase in desirable housing supply to ensure that Tokyo could function as command 
post of the global economy. A push for “vertical, compact, multifunctional city” model was facilitated by 
legislation passed in 2002 to promote urban revitalization [Fluchter, 2012, p. 25]. This facilitated massive 
construction of condominiums, spurring a rapid population increase in inner city areas. In the five years 
between 1996 and 2002, there was a net inflow of 160,000 migrants into the 23 wards, regaining approximately 
half of the population lost during the bubble economy period. While only around 42,000 new condominium 
units were built between 1988 and 1992, in the following four years, about 199,000 units were added. In 
particular, in the three core wards, the number of condominiums multiplied almost ten-fold, increasing from 
1,701 in 1988 to 16,776 units by 1996. In 2004, the number of condominiums peaked at over 39,000 units.

The interplay of population fluctuations occurring within Tokyo Region as depicted in Figure 10 reveals 
the counterbalancing role the three prefectures have played in accommodating the inflow of population 
into the Tokyo Region from the rest of the country between the mid-1980s and mid-1990s. Around mid-
1980s, Tokyo Metropolis was loosing significant numbers of residents, mainly due to out-migration from 
within the 23 inner ku areas, while the three prefectures absorbed high rates of in-migration. Between then 
and the mid-1990s, annual population losses within Tokyo Metropolis decreased, while population gains in 

Figure 10. Net-migrations in Tokyo Metropolitan Area. Source: Nomura Real Estate Urban Net based on the data provided by 
Ministry of Internal Affairs and Communications Statistics Bureau. Modified by the authors.
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the three prefectures reduced conversely. From there onward, population levels more or less steadied in the 
three prefectures, while the Tokyo Metropolis continued to rise up to 2007.

2.2  Population trends within Seoul due to integration into SMR – 1960 to 2010

Seoul city is located within the National Capital region, referred to as the SMR comprising Incheon and 
Gyeonggi provinces (Figure 6). At the time of ceasefire of the war with North Korea in 1953, Seoul’s population 
stood at approximately 1 million. In 1978, its population had reached nearly 8 million. For reference, while 
it took London 130 years to grow from a city of 1 million to one with 8 million residents, Seoul achieved 
that in only 25 years. Since the start of industrialization in the 1960s, rural to urban migration and outward 
expansion of the city boundary were the most visible forces pushing the city’s rapid growth. As a result, 
Seoul’s population rose to 5.5 million in 1970 as its share of the national population reached 18%. Between 
1966 and 1970, Seoul maintained an annual population growth rate of 9.8% in contrast to the national 
population growth rate of only 1.48%. These figures highlight the magnitude and pace of in-migration into 
Seoul over a relatively short period of time.

Although the trend of population concentration into Seoul eased gradually since 1970, the rate of 
population growth still remained high. By 1980, Seoul had become a large metropolis with about 8.4 
million people, accounting for 22.3% of the national population. Despite the rapid and massive influx of 
population into the city, some areas on the city’s outskirts remained rural up to the late 1970s until the 
time when land use conversion from rural to urban started in the Gangnam area (south of the Han River). 
From around the mid-1970s, the population of the surrounding Incheon and Gyeonggi provinces also began 
to increase, although at a slower rate compared to that of Seoul. The combined population of SMR or the 
national capital region consisting of Seoul, Incheon and Gyeonggi provinces reached over 13 million in 
1980, accounting for 36% of the national population. Nonetheless, the relationship between Seoul and its 
immediate surrounding areas and satellite cities had not been strengthened until 1980.

As depicted in Figure 11, in aggregate terms, the population of the overall SMR has been steadily 
increasing between 1960 and 2010, albeit the pace has begun to ease somewhat after 1990. A distinctive 
feature in the growth trend of Seoul and its surrounding areas emerged from the middle of the 1980s onward 
as the rates of population increases in the surrounding areas overtook that of Seoul. The annual rate of 
population growth during the 1980–1990 period in the surrounding areas became twice that of Seoul. These 
developments indicate that rapid metropolitanization occurred whereby interdependence of population 
and economic activities between Seoul and its surrounding areas was established and strengthened over 
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time. As a result, the combined population of the SMR increased to 18.1 million, representing 42% of the 
national population. On the other hand, even though the population growth rate of Seoul decreased, 
the absolute size of Seoul’s population still continued to increase with the resident population in Seoul 
exceeding 10 million for the first time in 1990.

2.2.1  SMR’s role in arresting Seoul’s hyper growth

The population of Seoul began to decline after peaking at 10.7 million in 1993 and dropped to 9.9 million in 
2000. “One of the reasons for the decreased population of Seoul around 1990 was the drop in the number 
of migrants to Seoul due to the land and real estate prices” [The Seoul Institute, 2015, p.17]. Meanwhile, 
the population of Incheon and Gyeonggi provinces increased by 43% between 1990 and 2000 (Figure 11). 
The year 1995 marked the turning point as the population share of the surrounding areas within the SMR 
had been larger than that of Seoul’s, rising from 43% in 1990 to 54% in 2000. By 2000, the SMR region had 
grown further, accounting for 46.2% of the entire national population.

The decentralization of population and economic activities from Seoul was facilitated by a deliberative 
strategy that saw the construction of new towns in nearby areas. In 1980, the region surrounding Seoul 
housed only one city with a population of over 500,000 that had increased by four by 1990. The large-
scale new towns constructed in the early 1990s also increased functional interaction between Seoul and its 
surrounding areas. This trend has continued, and by 2000, there were seven such cities, while another two 
were added to the list by 2010.

Thus, Seoul’s surrounding areas seem to have played an effective role in absorbing the population 
flowing into the SMR from other provinces. They have contributed to the pacification of the rate of 
population increase in Seoul (Figure 12). Since 2000, the trend of population moving out of Seoul and 
the concentration of population in the surrounding areas of SMR have not changed considerably. The 
population of Incheon and Gyeonggi provinces, meanwhile, grew by approximately 3.5 million people 
during the 1990s and by another 2.5 millions during the 2000s. As a result of Seoul’s population decline 
and the growth in its surrounding region, the population of Seoul was surpassed by the Gyeonggi province 
alone during 2000s.
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Figure 12. Population growth in Seoul city. Source: Cox [2011]. Graph created by the authors.
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In 2010, the total population of SMR increased to 23.5 million, representing 49% of the national total 
population. This means that nearly half of the Korean population lives in the metropolitan region occupying 
just 11.8% of the nation’s land.

3  Urban restructuring strategies in Tokyo and Seoul
In this section, we describe initiatives from Tokyo and Seoul conceived and implemented within the time 
period of 1980 to 2010 to explain how each city deals with global and local agendas in taking up major 
urban development measures. As Jacobs observed, Tokyo and Seoul represent municipal authorities 
whose “local functions and implementation have frequently been guided by national policy objectives” 
(2015, p. 89). We contend that despite being major global cities, the policy objectives of their major urban 
development projects are tempered to a large extent, even if not ultimately shaped, by a unitary state 
capable of influencing urban development.

We focus on two major ‘global’ project undertakings in the late 1980s and 1990s in Tokyo that unfolded 
during a period of major turmoil and uncertainty due to the formation of ‘asset price bubble’ and its bursting 
followed by extended period of economic recession. We explain how the conception and implementation 
of two projects, Tokyo Waterfront Development (at Odaiba) and Tokyo CBD redevelopment (Otemachi–
Marunouchi–Yurakucho (OMY)), became intertwined as they dealt with global and local pressures within 
their urban context. For reference, both these developments are located in the inner core of Central Tokyo. 
While the Tokyo Waterfront development is located on reclaimed land in Tokyo Bay, adjacent to the three 
core wards (Minato, Chuo and Chiyoda), OMY is located right in the heart of the CBD in the centre of Chiyoda 
ward (Figure 13).

We then focus on the conception and implementation of Songdo, a Korean example of a major urban 
development initiative. Songdo is an international business center within Incheon’s Free Economic zone 
(Figure 14). The physical layout and outlook of this development are quite similar to that of the Tokyo 
waterfront development in Odaiba. Songdo represents a massive global scale project that was also developed 
with a major national economic crisis unfolding in the background. In this paper, we seek to explain how 

Figure 13. Map of Tokyo CBD and waterfront projects. Source: Wikipedia Map. Modified by the authors.
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Incheon city, a part of the SMR that plays a vital role in managing population pressures affecting Seoul, 
dealt with global and local pressures in managing the creation of Songdo city.

3.1  Tokyo – waterfront development

The concentration of global command-and-control functions in Tokyo was officially endorsed in the Fourth 
Comprehensive National Development Plan by the central government [Japan Kokudocho/NLA 1984]. 
Accordingly, TMG “devised a policy of selective concentration and stratification emphasising the need 
to facilitate globalization and an information infrastructure in the Central wards and relocate back office 
functions to the periphery” [TMG, 1986, p. 292]. In 1986, a multipolar urban structure through the creation 
of several sub-centers for Tokyo had been proposed to accommodate business expansion and relieve 
congestion from the CBD [TMG, 1986]. Around this time, in 1986 the central government also passed the 
Private Participation Promotion Act, referred to as the Minkatsu Act, to promote the utilization of private 
capital in public construction and infrastructure projects [Hayakawa and Hirayama, 1991]. Critics of the 
Minkatsu policy blamed it for promoting rapid private development on public land that contributed to 
exacerbating housing unaffordability [Hayakawa and Hirayama, 1991; Vliet and Hirayama, 1994]

During the bubble economy, a major waterfront development spreading over reclaimed land in Tokyo 
Bay was conceived as a comprehensive urban development in the shape of a self-contained new town 
at Odaiba. The significance of this particular waterfront development could be seen from the fact that it 
featured as one of the two Japanese ‘global’ projects selected by Marshall [2003] in his book showcasing ten 
‘global’ projects from across Asia. Built on reclaimed land with no prior development and located centrally 
in relation to the city, the waterfront area offered the ideal urban expanse to accommodate new office 
development (Figure 13). Saito noted, “The waterfront sub-centre was chosen as a primary area to enhance 
Tokyo’s global communication and exchange function” (2003, p. 295). On this site, Tokyo’s governor Suzuki 
also planned to set up a very ambitious open-air international exhibition called ‘Tokyo Frontier’ “to show 
off how the futuristic city was to be built with the aid of new technology to improve human life in the city 
[TMG, 1989]” [Saito, 2003, p. 297].

The economic recession following the bursting of the bubble economy slowed down the implementation 
of the project as investors pulled back. In 1995, Yukio Aoshima successfully contested the election of 
Governor on the pledge to cancel the Tokyo Frontier exhibition [Seguchi and Malone, 1996] and “promises 
of revising the project” [Saito, 2003, p. 299]. However, while the exhibition was cancelled, despite going 
through extensive reviews, the main framework of the plan largely remained in place, with only minor 
modifications [Seguchi and Malone, 1996; Saito, 2003]. The next governor, Ishihara, who took office in 
1999 and set about to revitalize the economy of Tokyo, gave the project a shot in the arm by reemphasizing 

Figure 14. Map of Songdo project. Source (Base map): Prang. Modified by the authors.
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its role as “a strategic area to lead the globally orientated economy [TMG, 2001]” [Saito, 2003, p. 299]. The 
waterfront development was officially designated as one of the sub-centers, aimed at accommodating the 
socioeconomic trend of globalization and strengthening Tokyo’s economic advantage.

Saito [2003] commented on how the nation-state went about trying to influence the outcome of the 
development project through debates and decision making. Saito contended that the state did not influence 
the conception and implementation of the planning project by imposing “government order, or command-
and-control in crude forms”. Instead, the strategic national policy was influenced “through carefully 
crafted institutional arrangements in which the public and private sectors maintained a delicately balanced 
relationship with consensus and conformity within the framework of the capitalist developmental state” 
[Saito, 2003, p. 304].

While the original idea of the waterfront development as a teleport was a TMG initiative in association 
with the Bureau of Port and Harbour (BPH), within months, it was reviewed and transformed into a new 
business center development through central government influence. The responsibility for coordination 
of the project was shifted from BPH to other entities under the influence of national ministries. TMG was 
pressurized “to allocate more space for redevelopment to contribute to the Minkatsu Policy” [Saito, 2003, 
p. 300]. The Governor was clearly annoyed at this interference and insisted that TMG should be in charge 
of making the basic plan and lead the process, albeit in consultation with central government ministries. 
He objected to the central government’s focus on short-term interests of “boosting consumption and easing 
trade frictions with the US” [Saito, 2003, p. 300].

Siato concluded that the project was a political initiative by the Governor that almost got hijacked by the 
central government’s insistence on expanding office space component. There was an eventual compromise 
through a process involving “mutual dependence with strong rivalry”. It was clear that “they both needed 
each other despite fierce competition for the leadership” [Saito, 2003, p. 301]. In short, both actors had to 
learn to cooperate and collaborate to see the project implemented.

3.2  Tokyo – OMY development in Tokyo CBD

The evolution of the future development trajectory for Greater Tokyo and the status of OMY as its CBD are 
described as an “ideological battle” by Dimmer [2012, p. 94]. The Tokyo Waterfront Development project 
discussed above also played a major role in this battle.

In the spirit of decentralization, TMG had released ‘My Town Tokyo’ [1982, 1986] strategy to prevent 
over-congestion and further CBD growth by proposing a multipolar metropolitan region with sub-centers 
to absorb future development in Tokyo. “This policy change was symbolically stressed by the relocation 
of the city hall [Office of Tokyo’s Governor] from Yurakucho to Nishi-Shinjuku” [Dimmer, 2012, p. 94]. The 
relocation occurred between 1988 and 1990.

Deviating from the TMG’s decentralization policy, however, the National Land Agency (NLA) and several 
ministries continued to suggest the utilization of the land around Tokyo Station to accommodate high-
intensity development with high-rise towers. This was inspired by the opportunities for private development 
created due to the privatization of Japan National Railway in 1987. The NLA advocated the need to create 
a grand design for downtown Tokyo, perhaps in the spirit of the central government’s Minkatsu policy. A 
particularly bold proposal by this lobby was seen as having negative visual impact on the Imperial Palace 
drawing strong public criticism. Taking advantage of the public backlash, TMG promptly moved to counter 
the pressure of such CBD renewal plans by announcing its ‘Waterfront Sub-centre Basic Development Plan’ 
[Dimmer, 2012]. The development plan at this stage re-emphasized Odaiba’s role as Tokyo’s information 
and communication hub, retaining its characteristics as a major business cum leisure center, decentralizing 
new office space development within the city.

A relentless push by NLA for redevelopment of the downtown won the support of Chiyoda ward and 74 
private companies, forming the ‘OMY District Development Council’ in 1988. The council came up with a 
redevelopment strategy that proposed a unified international business center at the CBD [Dimmer, 2012, p. 
95]. The Governor, while maintaining Odaiba waterfront initiative, eventually endorsed the NLA narrative 
of the need for a grand downtown for Tokyo. To this effect, he proposed a reimagination of “the old mono-
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functional CBD as a new ‘amenity business core (ABC)’, effected through the setting up of new development 
principles for Tokyo’s central wards” [Dimmer, 2012, p. 95].

Referring to TMG’s policy of decentralizing Tokyo from a unipolar to a multipolar city to facilitate 
Tokyo’s functions as a global city, Dimmer [2012] described the dealings between TMG and LMA as an 
ideological battle to shape the center of Tokyo. He contended that the revaluation of the built environment 
“did not simply stem from a changed mindset of ‘the government’” but evolved through a “complex interplay 
between local and global actors and discourses, hard and soft institutions and a specific spatio-culturally 
induced system of perception, interaction, representation and language” [Dimmer, 2012, p. 98].

3.3  Seoul – The creation of Songdo City

The 1997 economic crisis served as a stimulus for the Korean government to increase its engagement with 
the globalizing economy. In the preceding years, the City of Incheon was promoting the idea of developing 
a new town, Songdo. Songdo or Songdo International Business District eventuated as a master-planned 
city spread over 1,500 acres of reclaimed land situated 65 kilometers to the west of Seoul (Figure 14). Within 
the SMR, Incheon had played a major role in relieving population pressure from Seoul over the previous 
decades. Sondgo was primarily a business district, developed as one of the towns within Incheon Free 
Economic Zone.

Songdo was conceived in the 1980s, as the Incheon city government began reclaiming wetlands 
to develop a new international city and replace its outdated industrial structure and reliance on the 
manufacturing industry. Songdo was envisaged as a major global project that sought to raise the nation’s 
competitiveness to attract foreign direct investment. In order to maintain its competitive edge within 
the globalizing economy, the Korean central government commissioned the town in 2001, signing an 
memorandum of understanding (MOU) with Gale and Wentworth, a US real estate investor and developer 
in a partnership with POSCO, a large industrial chaebol [Lichá, 2015]. This could also be seen as a measure 
to consolidate Seoul’s global city status due to its location within SMR.

Songdo was clearly conceived as a global project. Lichá notes that Songdo was planned “as a city for 
foreigners [Kuecker, 2013; Shwayri, 2013] and their convenience has been repeatedly pointed out. A non-
Korean city for non-Koreans with large avenues, Central Park and English street names … with English used 
as the lingua franca [Kuecker, 2013]” [Lichá, 2015, p. 9].

In 2003, Songdo was designated by the national government as part of the Incheon Free Economic Zone 
[Kim, 2006]. However, there was a long period between its inception and official designation. During this 
period, due to the project’s scale and complexity and the involvement of an overseas investor, it became 
a “product of complicated interactions between the national and city governments” [Lichá, 2015, p. 1625].

This global scale undertaking potentially affected the nature of politics of urban development under 
the prevalence of a developmental state. Shin et al. [2015] have analyzed the project from a perspective of 
scalar changes it brought about in the growth regimes. They contended that through this experience, a 
range of actors including “the Incheon city government, international developers, and civic organizations 
in addition to the nation state [came] to form a growth regime”. They described “how scalar tensions [arose] 
within the dynamics of collaboration and competition” [Shin et al., 2015, p. 1626].

The established dominance of the nation-state and a hierarchy between the government and businesses 
had meant that it was expected that the nation-state would control or interfere in the activities of businesses 
of mega-city projects [La Grange and Jung, 2004]. The dominance can be seen from 1962 Land Expropriation 
Act that enables the state to expropriate land for industrial and commercial/residential development. This 
is rationalized by the prioritization of national economic growth over free market operations, as part of the 
developmental state mentality.

To a large extent, however, the development of Songdo entailed collaboration and competition between the 
city government and international developers with the nation-state and its ministries as key actors. Shin et al. 
described how “their common interests emerged as a crucial driving force of the growth regime” [2015, p. 1626].

Incheon city government emerged as an active actor. It was the initiative of some local officials in the late 
1980s that envisioned the transformation of Incheon into an international city. They sought permission from 



 Response to urban challenges by global cities within developmental states   387

the state to circumvent the Capital Region Management Law, enacted in 1984 that controlled development 
within SMR and eventually succeeded after 15 years in 2001. While the project enjoyed strong support from the 
Mayor during the first eight years, the new Mayor who took over office in 2010 was critical of the development 
pointing to “inequality between Songdo and the old city center of Incheon” [Shin et al., 2015, p. 1626].

There was a significant friction between the various key actors, between the city and the nation-
state and even between two government ministries about who had the authority to influence and control 
the development. Shin et al. reported that early signs of friction appeared when the nation-state sought 
to appoint the Director for the authority following complaints by a former chair of undue interference by 
the Mayor and the city parliament in the working of Incheon Free Economic Zone Authority (FEZA). The 
state then tried to bring FEZA under nation-state control by installing a Special Purpose City government, 
a move that was fiercely objected to by the city government. This incident seems to be a defining 
moment, marking “the shift from local initiatives and national reluctance to national dominance and 
local resistance” [Shin et al., 2015, p. 1630].

As Shin et al. [2015] explained, the East Asian Economic Crisis served as a national crisis reaffirming 
the ideology of national interest. It “brought about the reemergence of the nation-state as an umpire in 
competitions among cities”. The crisis “effected a power shift from a selected city, Incheon, to a selector, the 
nation state”. The Ministry of the Knowledge Economy assumed the role of selecting and rejecting proposed 
FEZA initiatives for consideration (p. 1630). It seems that the city’s position had already been weakened in 
terms of influencing the shaping of the project before the formal signing of the MOU for the project with an 
overseas partner.

The East Asian Economic Crisis hit Korea in 1997, before the Incheon airport became operational, and 
an MOU for the project was signed off with Gale and Wentworth Company in 2001. In 2002, the President 
of Korea announced his support assuring smooth implementation of the project. Table 1 shows the key 
actors in urban development that emerged over time in relation to the Songdo development. It is interesting 
to note how the number of actors playing key roles increased as the project progressed. Although the 
city government initiated the project and played a key role in leading the project, the nation-state took 
more control in later years. “The discourse of globalization has further promoted the ideology of national 
competitiveness” [Shin et al., 2015, p. 1629].

Local civic organizations appeared in the process as “antigrowth regime” and opposed the FEZ 
policy, describing it as being neoliberal and pro-capital and claiming that it would undermine “labor 
rights, environmental regulation, and public education”. However, they could not impact the processes or 
structures whereby they could play a role in “the development or in the decision-making, as their financial 
and political resources were limited” [Shin et al., 2015, p. 1630]. Once the Ministry of the Knowledge 
Economy designated Songdo as a promising FEZ in 2004, the project’s implementation became inevitable 
and the opposition put up by civic organizations dissolved.

4  Discussion
The two examples from Tokyo discussed in this paper clearly show how Tokyo is not ‘disembedded’ from 
its national boundaries as it engages with the global economy, as global city theory suggests. While the 

Table 1. Changing of key actors in Songdo development

1986–1988 1989–2001 2002 2003–2010

Key actors City government City government, 
nation-state

Nation-state, city 
government, international 

developer, domestic 
developer

Nation-state, city 
government, international 

developer, domestic 
developer, civic 
organizations

Scales Local Local, national National, local, global National, local, global
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city strives to meet its urban planning challenges of a global command center, it still needs to negotiate 
with national stakeholders and their interests. The NLA and various ministries were able to exert pressure 
to counter, negotiate and effectively contribute to the shaping of the city’s spatial structure. Another 
point to note is that the city sought to use the public sentiment to its advantage in dealing with the other 
stakeholders. This suggests that the city also needs to consider the local context and views of the local 
community.

The adventurous Tokyo waterfront development, for example, survived the economic crisis as well as 
competition for attention by the CBD. TMG could defend the development by re-emphasizing its role as a 
sub-center of a decentralized global Tokyo, but it also accommodated LMA’s push to refurbish the CBD 
through initiatives probably reflecting central government’s Minkatsu policy.

The unfolding of the major urban development projects from their inception to execution shows how 
the process involves negotiations and compromises by the city (TMG) and central government agencies 
(such as NLA and government ministries). As such, it is evident that while the city responded to pressures 
of maintaining its global status, it also remained embedded within its larger territorial state.

The collapse of bubble economy was a key determinant of the spatial transformations witnessed 
in Tokyo because it directly influenced the consumer’s housing choice and the developers’ market 
strategy. It is clear that the wide range of public interventions in the late 1990s was worked out through 
debates and negotiations and not by a certain mindset of either the city or the nation-state. Overall, 
urban regeneration strategy and policies during and in the aftermath of global economic turbulence 
have facilitated the population recovery in Central Tokyo. Spatial policies thought out at national and 
metropolitan government levels to reinforce the function of Tokyo as a competitive global city have 
effectively channelized the phenomenon of re-urbanization to facilitate an organized repopulation of 
Tokyo’s urban core.

In the case of Seoul, the changing of population patterns have not been as dramatic as that seen 
in Tokyo, mainly because Seoul has not experienced the asset price bubble burst and the fact that its 
population was effectively distributed within its larger metropolitan region. The rapid urbanization 
and population expansion in Seoul right after the Korean War was seen and recognized as a concern by 
the nation-state. The developmental sate took upon itself to set up elaborate arrangements to manage 
Seoul’s phenomenal growth and expansion. The creation of the SMR ensured that the capital region 
could accommodate the flow of migration from the rest of the country within the region while not 
overwhelming Seoul itself. By developing Incheon and Gyeonggi provinces as integral parts of the SMR, 
it allowed the further potential growth of Seoul to be absorbed into the region. Over time, links have been 
strengthened between Seoul and its surrounding area, ensuring that the process of metropolization has 
occurred. By 2010, Seoul’s population had stabilized and it began to lose its population with respect to 
its surrounding areas.

The creation of the new city of Songdo was a spatial planning initiative meant to revive the position 
and engagement of Korea within the global economy. Similar to Tokyo’s waterfront development initiated 
around the same time period, Songdo was assigned the role of an information technology center to 
strengthen the global city status of Seoul. The city of Incheon conceived Songdo as a business center 
that would cater to the needs of global investors, as is evident from the emphasis provided on English 
street names, for example. The ‘global’ character of the project is exemplified by the involvement of 
an overseas private real estate developer as a partner signing an MOU with the Korean government. 
The Songdo experience reveals how the range of actors including the city government and the nation-
state in the form of a developmental government compete to exert influence and control over major 
development projects.

5  Conclusion
Both Tokyo and Seoul, as national capitals, also aspire to become and remain major global cities. While the 
developmental state supports and facilitates its city in the external competition with other global cities, it 
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also tends to compete with the city government internally to influence developments within the cities. The 
city governments thus compete externally with other global cities with state support, while internally they 
compete with the influence of the central government agencies representing the developmental state in 
shaping their physical form.

In this milieu, the city and the state have worked out ways to compete and collaborate with each other 
in handling major urban spatial planning undertakings necessitated by various developments globally and 
nationally. While intense, negotiations between the city and the nation-state remain largely attentive to 
global developments and are ultimately guided by the need to enhance the global city’s functioning as a 
global command post.

The struggle witnessed between the metropolitan government and central government agencies in 
pushing through their development agendas in both Tokyo and Seoul shows that in the course of time, the 
mutual concern of all actors toward strengthening the global role of their city teaches them to collaborate 
to pursue their common objectives.

In each case, the crises provide a justification for the developmental nation-state to take firmer control 
of the processes and act as an umpire to prioritize the national interest over other agendas. However, 
the central government agencies representing the developmental state also appear to be mindful of the 
significance of providing sufficient room and leverage for their global cities to engage with global players. 
It is thus uncommon for the nation-states to unilaterally impose their will or viewpoint.

It may be concluded that cities in developmental states remain fully integrated with the global economy 
while they are under pressure to consider and work out ways to accommodate national concerns and 
imperatives for development. In this way, global cities in developmental states do not get disembedded 
from their national contexts.
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Abstract: The growth of total factor productivity (TFP) in advanced economies has slowed significantly 
after the 1970s. The global financial crisis (GFC) has resulted in the second productivity growth slowdown. 
This paper, on the basis of a broad literature review, identifies the structural forces and legacies of the 
financial crisis, explaining the productivity growth slowdown and providing possible policy solutions. The 
mismeasurement hypothesis is also discussed. The slowing pace of innovations, population aging, slowing 
human capital accumulation, limits of structural transformation, capital misallocation, and firm-level 
factors are identified as structural forces slowing TFP growth. Lack of capital deepening, financial frictions, 
and slowdown of international trade are the most important legacies of GFC affecting productivity growth.
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1  Introduction
As Paul Krugman famously wrote, productivity is not everything, but in the long run, it is almost everything. 
Rising output per worker is crucial in improving living standards over time [Krugman, 1994]. Different 
productivity levels are significant in explaining why countries having similar amounts of production factors 
produce different amounts of output [Hall and Jones, 1999]. Total factor productivity (TFP) growth has 
been identified as the most important source of economic growth during the many decades of US history 
[Hulten, 2001], as a crucial source of industrial revolution in East Asia [Hsieh, 2002], and as a main or – in 
some countries – the second most important contributor to economic growth in Central Eastern European 
economies after the economic transition [Levenko et al., 2018]. Productivity growth is also a determinant of 
the success on the firm level [Syverson, 2011]. Due to its importance, productivity growth is one of the most 
important topics in macroeconomic research.

Between 1920 and 1970, the advanced economies of the world experienced high and stable growth 
of TFP; but, after 1970, TFP growth has slowed significantly. In the United States, in the late 1990s, TFP 
growth increased temporarily; however, after 2004, it slowed down again. If the post-2004 productivity 
growth slowdown had not happened, the US gross domestic product (GDP) in 2015 would have been 
$3  trillion (17% of the US GDP in 2015) higher than it actually was. This value corresponds to an 
additional $9,300 for every person or $24,100 for every household in the United States [Syverson, 2017]. 
This estimate shows that productivity growth slowdown is an interesting research topic not only because 
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of its theoretical importance, but also, foremost, due to the huge costs associated with it. It has immense 
consequences that affect all American citizens. Productivity growth slowdown is not constrained to 
the US economy. A broad sample of advanced economies showed similar productivity developments 
[Bergeuad et al., 2016]. 

This paper presents the explanations of this phenomenon that have been identified in economic 
literature and provides possible policy solutions. First, the recent developments in productivity growth 
are placed in the historical context and the mismeasurement hypothesis is discussed. Then, structural 
factors, such as the slowing pace of innovations, population aging, slowing human capital accumulation, 
slowing transition from low- to high-productivity sectors, capital misallocation, divergence among firms, 
and lack of business dynamism, are debated. Lack of capital deepening, presence of financial frictions, and 
slowdown of international trade are indicated as the important legacies of the financial crisis that affect 
productivity growth.

Section 2 presents how economists define and measure productivity growth. Section 3 contains data 
on productivity growth in selected advanced economies. Section 4 describes the ongoing debate between 
techno-optimists and techno-pessimists on the basis of influential books written by Gordon [2016] and 
Brynjolfsson and McAfee [2014] while also dealing with the mismeasurement hypothesis. Section 5 contains 
a review of the long-term forces explaining productivity growth slowdown, while Section 6 deals with the 
legacies of the financial crisis slowing productivity growth. Section 7 presents possible policy solutions that 
would enhance TFP growth. The last section concludes the paper.

2  Methodology and measurement
Productivity is commonly understood as the ratio between the volume of input and the volume of output 
factors. Economists have established production functions to represent the relationship between the 
amount of inputs and the amount of output that can be produced using existing technology. Among the 
many existing production functions, the Cobb–Douglas production function is the most widely used.

The Cobb–Douglas production function has the following form:

 Q = ALaKb

where Q is the quantity of production, L is the quantity of labor, K is the quantity of capital, A is a positive 
constant representing the TFP, while α and β are constants between zero and one, representing the output 
elasticities of labor and capital. The Cobb–Douglas production function is homogeneous of degree one. The 
marginal products of each input are positive and declining.

Further, if: α + β = 1, the production function has constant returns to scale. However, if α + β < 1, returns 
to scale are decreasing, whereas if α + β > 1, returns to scale are increasing. Assuming perfect competition, 
α and β can be shown to be the shares of the outputs in terms of labor and capital.

TFP (also called multifactor productivity) measures that growth of the output that cannot be explained 
by the growing volume of production inputs. It is often interpreted as the contribution of technological 
progress and better organizational techniques. Such a definition of TFP is very useful and intuitive, but it 
has an obvious limitation. We know that the TFP growth is “everything other than growth of inputs,” but 
we do not know what it exactly is. If we try to understand why TFP growth has slowed, this constraint is 
especially significant because we have to identify the factors that affect a very broad phenomenon, which 
we have defined and measured only indirectly.

In the simple model, aggregate TFP growth is a result of two forces: within-firm productivity 
growth and allocation of resources across firms [Adler et al., 2017]. Within-firm TFP growth is based 
on innovations, as well as adoption of better technologies and management practices. It is important 
to underline that within-firm TFP growth is heterogeneous [Andrews et al., 2016]. Some firms actively 
innovate at the technology frontiers, while other firms lag behind and adopt existing innovation. 
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Empirical research presented in this paper suggests that increasing firm heterogeneity is one of the 
important sources of TFP growth slowdown.

If markets are competitive and function properly, resources move to firms that use capital and labor 
most productively at the margin. In this case, resource reallocation leads to TFP growth. Many markets 
are imperfect, and it is possible that production factors are misallocated due to real or financial frictions, 
market power, low mobility, or regulation [Gopinath et al., 2017]. A negative impact of the misallocation of 
production factors on TFP growth is a robust result in empirical research [Restuccia and Rogerson, 2017]. 

Although the concept of productivity is straightforward and intuitive, its measurement is challenging. 
An array of methodologies is available for researchers working on this issue. Discussion on the structure 
and the pros and cons of available methodologies can be a topic for a separate article [Del Gatto et al., 2011; 
Van Beveren, 2012] or a book [Grifell-Tatjé et al., 2018]. Therefore, we have decided to constrain ourselves to 
description of the methodology of productivity measurement contained in the Organisation for Economic 
Co-operation and Development (OECD) Productivity Manual [OECD, 2001], which is a canonical work on 
this issue used by statistical offices in OECD member states and researchers.

The OECD Manual adopt the index number approach. More advanced econometric approaches can also 
be used for the calculation of productivity growth, but their description is out of the scope of this paper. 
Moreover, they are usually challenging to implement at the level of statistical offices. Growth-accounting 
techniques examine the extent to which the observed change in output can be explained by the change 
in combined inputs. Therefore, growth accounting evaluates productivity growth residually. The OECD 
Productivity Manual is focused on the measurement of productivity on the sector level, which is the usual 
unit of analysis.

To develop the index of industry output, different outputs have to be weighted with their share in the 
total output. It should be remembered that price indexes for output can be difficult to measure, especially in 
the case of high-technology industries and advanced service sectors such as finance, health, or education. 
Moreover, measurement of output prices should be augmented by the inclusion of the quality change. Proper 
inclusion of rising quality is crucial in the context of the information and communications technology (ICT) 
revolution. Most of the ICT-intensive goods today have much better characteristics than 20 years ago, but 
also lower prices. If the prices of ICT-intensive goods used in the calculation of productivity growth do not 
reflect the quality gains of the produced output properly, our measure of productivity growth would be 
biased down.

Measurement of output can be based on the gross output or the value-added approach. In the first 
approach, output is equal to the sum of goods and services produced within a producer unit available 
for use outside the producer unit. In the value-added approach, purchases of intermediate inputs are 
deducted from the gross output. Therefore, we can interpret output in the value-added approach as a 
net measure.

To construct the index of combined inputs, different inputs have to be weighted with the factor 
income shares. Although the number of hours worked is the most important input in many sectors, 
this measurement can be challenging and requires the combining of information from many statistical 
sources. Usually, household-level and firm-level surveys are combined to summarize the household and 
the firm perspectives. To calculate the number of hours worked, first, salary-based employment and self-
employment have to be combined. Thereafter, the number of persons employed should be converted to 
the number of normal hours worked. In the third step, the number of normal hours worked should be 
corrected by the overtime and work absences such as sick leave or vacation time. Sometimes, labor input 
is measured using the concept of full-time equivalent job, where the part-time employees are counted with 
smaller weights than for persons working full time. Moreover, measurement of the number of hours worked 
should be extended by the productivity-relevant characteristics of workers, such as education, skills, and 
experience. Otherwise, we would be treating the hours of work of an experienced surgeon or software 
developer as being equal to the hours of work of a teenager in a grocery shop.

Capital input is measured by the flow of productive services from the cumulative stock of past 
investments. Service flows are usually not directly observable and have to be approximated by assuming 
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that they are in proportion to the stock of assets. The price of capital services is measured by their rental 
price. In some cases, rental price is directly observed on the market. In other cases, productivity researchers 
have to approximate user costs, which represent the amount of rent that would be charged on a given asset. 
Measurement of capital inputs should be corrected by a depreciation on the basis of age–price profiles and 
by loss of efficiency over time on the basis of age–efficiency profiles.

Productivity is measured as a quantity index of output over a quantity index of inputs. Although 
many different index formulas are available, the Laspeyres and Paasche index, the Fisher index, and the 
Törnqvist index are most widely used. The choice of index should be based on a series of criteria or the 
economic theory. After the establishment of sector-level productivity, the indexes should be aggregated on 
the economy level. Simple aggregation, however, does not account for the link between sectors such as, 
for instance, the flow of intermediate inputs. If two connected sectors experienced productivity growth of 
1% each, the combined productivity growth will be >1% because the productivity gains of the first sector 
combine with the productivity gains of the second sector as the first sector buys intermediate inputs from 
the second sector. To form an aggregate measure of productivity growth, the sectors are usually integrated 
into larger units, which thereafter are further integrated in increasingly larger units. In this process, intra-
industry deliveries are netted out to obtain consistent higher-level productivity measures.

Investigating the causes of productivity growth slowdown, we should separate the structural forces 
from the cyclical factors. On the one hand, productivity growth slowdown began in the 1970s, while on 
the other, the global financial crisis resulted in the second productivity growth slowdown. The reasons for 
both of these could be connected, but they may also be different and may require distinct policy responses. 
Economists should carefully chose the econometric techniques used to achieve this aim.

3  Data
Even in the case of advanced economies, the possibility of measurement of TFP growth in the long term 
is limited due to the availability and quality of macroeconomic data. The United States and the United 
Kingdom give us the best opportunity to analyze productivity growth over a period extending more than a 
century and to place TFP growth slowdown in a long-term perspective.

Figure 1 present the annualized growth of the output per person, output per hour and hours per 
person in the US in years 1870-2014. The past 150 years of the economic history of the United States can be 
divided into three periods. Between 1870 and 1920, the average growth rate of output per person equaled 

Figure 1. Annualized Growth Rate of Output per Person, Output per Hour, and Hours per Person, United States 1870–2014.  
Source: Gordon [2016].
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1.84% per year, while the average growth rate of output per hour stood at 1.79% per year. Number of hours 
worked per person increased on average by 0.05% per year. During the second period, the growth rates 
were significantly higher. Between 1920 and 1970, output per person rose on average by 2.41% yearly, while 
output per hour increased on average by 2.82% per year. High growth of output was accompanied by the 
decrease of working hours per person at the rate of 0.41% per year. In the third period spanning from 1970 
to 2014, growth was remarkably slower than in the previous one. Output per person and output per hour 
grew on average only by 1.77% and 1.62% per year, respectively. Number of hours worked increased again 
by 0.15% per year. According to the Solow model, economic growth can be decomposed into (i) the growth 
in the amount of production factors available in the economy and (ii) the growth in TFP, which represent 
the technological progress and innovations leading to the more effective usage of production inputs. 
Contributions of education (representing the growing value of labor) and capital deepening were roughly 
the same in all periods. TFP growth in the 1920–1970 interval was three times higher than in the other two 
periods [Gordon, 2016].

Although different countries have their own unique economic history, sometimes, similar patterns 
can be observed. The Figure 2 presents the annualized TFP growt in the UK in years 1870-2014. In the  
United Kingdom, the TFP growth equaled 0.69% per year in the first period, increased to 1.95% per year in 
the second one, and decreased to 1.02% per year in the last one [author’s own calculations on the basis of 
data from Bank of England, 2016]. A surge in the productivity growth resulting from the second industrial 
revolution has been also identified in the sample of 13 advanced economies [Bergeuad et al., 2016].

If we compare the precrisis and postcrisis TFP growth levels, we can identify the second productivity 
growth slowdown. During the last decade before the financial crisis, labor productivity grew on average by 
1.1% in the euro area, while over the period 2008–2016, growth slowed significantly to 0.8% per year. This 
slowdown is even more significant if we consider only the period of economic recovery because, after 2013, 
the annual labor productivity growth equaled just 0.6%. This slowdown is evident regardless of how we 
measure productivity [European Central Bank (ECB), 2017]. The TFP growth slowdown following the global 
financial crisis is widespread and persistent across a broad sample of advanced, emerging, and low-income 
countries [Adler et al., 2017].

Productivity growth slowdown is even more surprising in the context of intellectual property statistics. 
According to the World Intellectual Property Organization [2017], the number of patents granted per year 
has been growing fast since the beginning of the statistics for 1980s. In 2016, 1,400,000 patents were granted 
worldwide, while in 1996, this number stood at <600,000. In 1983, only 397,530 patents were granted. The 
number of patents granted is, of course, not a perfect measurement of technical progress, but the fact 

Figure 2. Annualized TFP growth in the United Kingdom, 1870–2014.  
Source: Own calculation on the basis of data from the Bank of England [2016].
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that the “computer age,” as famously quoted by Robert Solow (1987), can be seen everywhere, but in the 
productivity statistics, it is clear.

4   Impact of ICT on productivity growth and the issue  
of mismeasurement

Job automation and the broader impact of the ICT revolution on economy and society are today among the most 
important topics in public debate. Techno-pessimists usually place development of the digital technologies 
in the context of the Second Industrial Revolution and indicate that, in comparison with the latter, the impact 
of the ICT revolution on the economy is quite limited. Techno-optimists acknowledge that TFP growth is 
slowing, but according to many of them, it is only an artificial fact. They argue that modern macroeconomic 
statistics were developed after the Second Industrial Revolution, and their ability to measure the impact of 
digitalization on the macroeconomic aggregates is highly limited. Moreover, the ICT revolution is only at the 
beginning and we have not yet seen its whole impact. “The Rise and Fall of American Growth,” written by 
Robert Gordon [2016], who is a Professor of the Social Sciences at Northwestern University, is a canonical 
book for the first group, while “The Second Machine Age,” written by Brynjolfsson and McAfee [2014], who 
are both based at the Massachusetts Institute of Technology, states that ICT will wholly transform our lives 
in the coming decades. Both books gained the broad interest of scholars and policy makers, in addition to 
acquiring significant visibility in public debate. Therefore, we have decided to dedicate a part of this section 
to the description of their most important arguments, put forward the mismeasurement hypothesis, and 
further discuss the productivity growth slowdown sources in their context. 

4.1  The ICT revolution in the context of the Second Industrial Revolution

The main axis of Gordon’s [2016] book is a comparison between the impact of the Second Industrial 
Revolution, which according to the author completely transformed the US economy between 1920 and 1970, 
and the Third Industrial Revolution, which produced only a short acceleration in TFP growth in the 1990s. 
Gordon is pessimistic about the future of the US economy. In his view, productivity growth slowdown is not 
only a temporal phenomenon, but the new norm. He estimates that productivity growth in the 21st century 
will be much slower than during the past 100 years.

The Second Industrial Revolution occurred between the final third of the 19th century and the 
beginning of the 20th century. Its most important inventions were electricity, telecommunication, and the 
internal combustion engine. They have been applied in all sectors of the US economy and have completely 
transformed the latter. During and shortly after the Second Industrial Revolution, households got networked 
owing to the rapid development of railroads and the invention of cars, which made traveling much faster 
and more comfortable. At the same time, new organizational techniques led to the better organization of 
production and commerce. After the Second Industrial Revolution, its impact could be seen everywhere, 
while the ICT revolution changed mainly the manner of entertainment.

In 1890, <30% of households had running water, while <15% had indoor flush toilets. In 1910, <20% 
of households used electricity as primary lighting, while central heating with adaptation rate <10% was 
even rarer. In 1940, all modern house conveniences were used in 50–70% of households, while in 1970, 
the adaptation rate reached nearly 100%. By 1940, 57% of Americans lived in cities, which means that 
urbanization doubled relative to 1870. During the Second Industrial Revolution, American housing stock 
was nearly completely replaced. Only 7.3% of dwellings existing in 1940 were built before 1880 [Gordon, 
2016]. If we compare house conveniences broadly available in the United States in 2017 and 1977, the 
microwave oven will be the only difference.

After the Second Industrial Revolution, railroad and cars changed the way of traveling. The car 
was probably the fastest-implemented invention in the history of the United States. The ratio of motor 
vehicles to the number of American households reached 90% by 1929. Telephone, radio, and new printing 
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technologies revolutionized communication. Mass production and standardization of mechanical parts 
highly increased the productivity in manufacturing. Invention of department stores and supermarkets, 
which was possible due to the progress in transportation systems, decreased the costs of disposal, for both 
sellers and customers. New technologies, advantage of scale available due to the urbanization process, 
revolution in communication, and better organization and management techniques transformed the 
economy and highly increased the TFP.

The Third Industrial Revolution was born in the second half of the 20th century, while its full impact 
started in the 1980s. Electronics and ICT were the most important technological inventions of that period. 
Even though inventions of the Second Industrial Revolution are seen everywhere, ICT is responsible for only 
7% of US GDP today. The Third Industrial Revolution produced short acceleration of productivity growth in 
the 1990s, but its impact is already utilized. Moreover, Moore’s law, stating that each 2 years, the number 
of transistors that can be squeezed onto integrated circuit doubles, which highly increases the computing 
power of processors, does not hold anymore. The pace of the doubling power of computer chips has slowed 
from an interval of every 16 months to a period of 4–6 years since 2006 [Gordon, 2016].

4.2  Future of digitalization: Is the machine age still ahead of us?

Brynjolfsson and McAfee [2014] acknowledge that productivity growth, as measured by macroeconomic 
statisticians, is slower than in the past. They state, however, that the Third Industrial Revolution is just 
beginning and that we should wait to see its whole impact. They also argue that macroeconomic statistics 
ignores much of the impact of digitalization.

According to Brynjolfsson and McAfee [2014], our civilization is now at an inflection point – early 
achievements of the Third Industrial Revolution have been already implemented, but much more is still 
ahead of us. According to their forecasts, over the next 24 years, the increase in computer power will be over 
a thousand-fold. Moreover, the amount of data digitalized is growing faster than it was assumed in Moore’s 
law. In their view, the creation of true machine intelligence and the connection of all people via a common 
digital network will transform world economy [Brynjolfsson and McAfee, 2014].

The first phase of the ICT revolution could have ended, but miniaturized products, artificial intelligence, 
robotics, self-driving cars, 3D printing, and cloud services and big data are still ahead of us. According to 
the OECD [2017a], the next production revolution will occur because of a confluence of technologies, which 
range from bioproduction and nanotechnology to 3D printing and digitalization.

Although the Second Industrial Revolution provided many visible and easy-to-commercialize 
inventions, much of the impact of the Third Industrial Revolution is indirect and hence missed in the 
calculation of TFP growth. The Internet makes purchase of goods much easier than before, and search 
machines have significantly reduced the time needed to find information. According to the experiment 
conducted by Varian [2013], by using Google, we can find an answer to a query four times faster than by 
using a traditional library, which corresponds to a gain of about $500 per adult worker per year.

According to Brynjolfsson and McAfee [2014], macroeconomic statistics does not provide an accurate 
measurement of digitalization. Free content creation is a crucial characteristic of Web 2.0, but it is completely 
ignored by macroeconomic statistics. Furthermore, much of the commercial content is downloaded illegally, 
which is also missed by statisticians. We spend thousands of hours using social media, but we do not have 
to pay for them, which means that consumer surplus increases, while the GDP does not. Although the ICT 
revolution is silent, it has immense consequences.

4.3  Mismeasurement hypothesis

Are productivity statistics missing the impact of the ICT? This question is crucial for any research on productivity 
growth slowdown and, therefore, requires careful consideration. If the answer was positive, the productivity 
growth slowdown would be only an artificial phenomenon and, thus, not the fact. Syverson [2017] provides 
us with a reliable review of literature dealing with this issue. He compares the TFP growth in the United States 
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in two periods, namely, 1995–2004 and post-2004, and investigates whether the slower productivity growth in 
the second period could be an artificial phenomenon resulting from measurement problems.

The mismeasurement hypothesis could take two forms. It is possible that today, prices are a worse 
indicator of the utility provided by products than in the past because the most popular technologies used 
by consumers (smartphones, social networks, and media) are monetarily relatively cheap, but they are 
highly time-expensive. If it is true, GDP will not provide as good a measurement of total surplus as before. 
The second option is that the price deflator of new technology products is rising too fast or falling too slowly 
and, therefore, the price indexes used to calculate the value of output do not reflect the output value as 
reliably as in the past.

If the TFP growth post-2004 had been the same as that between 1995 and 2004, the US GDP in 2015 
would have been $3 trillion (17% of US GDP in 2015) higher than it actually was. This value corresponds 
to $9,300 for every person or $24,100 for every household in the United States. If the mismeasurement 
hypothesis is true, we should be able to identify the growth of the total surplus equal to nearly 20% of the 
American GDP, which is ignored by macroeconomics statistics. Moreover, the fact that the extent of TFP 
growth is slowing in each sector of the economy, not only in the ICT-intensive sectors, ought to be taken into 
account. Furthermore, the scope of TFP growth slowdown among countries is unrelated to the share of ICT 
in the GDP of any given country.

Greenstein and McDevitt [2009] estimate that consumer surplus created by the replacement of dial-up 
Internet access by broadband connection totaled $4.8–6.7 billion, while in 2015, the total US broadband 
revenues are estimated to be $55 billion. If we update the estimation of Greenstein and McDevitt to 2015 data, 
we reach $17–26 billion, which is two orders of magnitude smaller than the missing $3 trillion [Syverson, 
2017]. Even the highest estimation of surplus created by broadband [Nevo et al., 2016] is equal to <5% of the 
$3 trillion in missing GDP. Time-use valuation approaches provide higher estimates of the surplus created 
by the Internet, but even the highest of these estimates [Goolsbee and Klenow, 2006] equals only a third of 
the missing output.

Syverson [2017] estimates an upper bound of the lost output that can be explained by the 
mismeasurement hypothesis on the basis of those sectors of the economy in which mismeasurement is 
most likely because they are ICT intensive. Value added by the chosen industries stood at $813 billion 
in 2004 and $1,384 billion in 2015; therefore, these industries experienced real value-added growth 
of $571 billion between 2004 and 2015. If the mismeasurement hypothesis is true, the incremental 
consumer surplus that these industries would have created will need to be more than their measured 
incremental value-addition by more than six times. This is an enormous and highly improbable amount 
of mismeasurement.

It should be noted that productivity measurement is based on the formal economy. Development of 
platforms, such as Uber or AirBnb, switches a part of the services from the formal to the informal economy 
[Goldin et al., 2018]. Although both firms have high capitalization, they are still too small to be responsible 
for a significant part of the gap in productivity growth. Ahmad et al. [2017] estimate that in the UK, total 
investment would increase by only 0.04% if Uber drivers’ cars were accounted for as investment. Similarly, 
growing profit shifting and tax evasion of multinational corporations pose additional challenges for 
productivity measurement. Empirical research shows that growing profit shifting virtually lowers the 
output of the US economy. Its impact is, however, too small to explain a significant part of the post-2004 
productivity growth slowdown [Guvenen et al., 2018]. 

If the mismeasurement hypothesis would be true, the TFP growth should be slower in ICT-intensive 
states. Analysis of TFP development across the US states shows that this is not true. TFP growth 
slowdown is a widespread phenomenon, and it is not stronger in this group of states [Cardarelli and 
Lusinyan, 2015]. 

Although it is possible that mismeasurement partially explains the gap in TFP growth, there is no full 
explanation due to the fact that the gains of consumer surplus left that need to be identified are extremely 
big. The mere fact that GDP is an imperfect measure of welfare is insufficient as an evidence for the 
mismeasurement hypothesis. Therefore, supporters of the mismeasurement hypothesis have to prove that 
the relation between GDP and total surplus changed significantly around 2004.
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5  Long-term forces slowing TFP growth

5.1  Slowing pace of innovation

In the United States, the TFP growth in ICT-intensive sectors slowed significantly in the early 2000s after 
the temporary surge in the late 1990s. The pace of innovation in other sectors may have slowed earlier and 
remained more stable, but it is still a subject of debate. Productivity growth slowdown is more pronounced 
in the sectors in which ICT is produced or intensively used [Cette et al., 2016].

Analysis using TFP growth rates at the country–industry level for a group of advanced economies over 
the period 1970–2010 shows TFP shocks in the United States produce important spillovers for the whole 
group. A 1% drop in TFP at the technological frontier in each industry lowers the TFP by about 0.2% on 
average across all advanced economies overt the medium term. Intra-sector and inter-sector levels are 
responsible for one-half of this slowdown each. The identified impact is significantly higher in countries 
with high exposure to the technological frontier through international trade [Adler et al., 2017].

The slowing pace of innovation can serve as an explanation for the TFP growth slowdown in the 
United States, which experienced a boost in productivity in the 1990s. It can, however, not explain  
the slowdown in the euro area, which experienced much less surge in productivity growth in the 1990s. 
Even if the impact of ICT on productivity has run its course in the United States, it could not have 
simply missed Europe.

Has technological progress really slowed? The answer to this question is highly controversial. It is possible 
to decompose TFP growth into technical progress and efficiency components. According to this decomposition, 
technological progress has not slowed in the United States in the years 1961–2014 [Diewert and Fox, 2018]. 
The expenditure on research and development (R&D) and the number of high-technology patents remain 
high by historical standards [ECB, 2017]. Moreover, as indicated earlier, some researchers argue that the full 
impact of the ICT revolution has not yet been attained [Brynjolfsson and McAfee, 2014]. Although growing 
social economic inequalities can weaken innovation according to some post-Keynesian theoretical models  
[Neto and Ribeiro, 2019], this hypothesis is not confirmed by empirical research [Aghion et al., 2019]. 

5.2  Population aging

It is clear that workers’ productivity varies over their working life, but the economic theory provides no clear 
insight about the impact of population aging on TFP growth. On the one hand, accumulation of experience 
leads to higher productivity, whereas on the other, depreciation of knowledge and age-related reduction of 
physical and mental capabilities result in lower productivity. The former effect is probably more important 
in the first decades of a worker’s career, while the latter dominates in the preretirement period.

Empirical analysis shows that the relationship between changes in the age structure of the working 
population and TFP growth is significant. Aging may have slowed TFP gains from the 1990s through the 
2000s by as much as 0.2–0.5% points per year on average across the advanced economies and by about 
0.1% point on average across the emerging and developing economies [Adler et al., 2017].

The negative impact of the aging of the population on productivity growth been also confirmed by 
other empirical papers [Feyrer, 2007; Aiyar et al., 2016]. On the other hand, recent research by Acemoglu 
and Restrepo [2017] does not find any negative impact of population aging on economic growth, indicating 
the faster adoption of labor-saving technologies in rapid-aging societies as the reason for this contradictory 
outcome. 

5.3  Slowing human capital accumulation

Human capital accumulation leads to increased productivity and wages. Returns from schooling are high 
for individuals, while for the society, they may be even higher due to positive externalities. Better quality of 
human labor is crucial for economic development.
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Human capital accumulation has slowed across the broad sample of economies [Barro and Lee, 2013; 
Morrisson and Murtin, 2013]. Calculation based on social returns to education established in the literature 
suggests that, in the average advanced and emerging economies, about 0.3% points per year of the 
slowing labor productivity during the 2000s can be attributed to the slowing human capital accumulation. 
Contribution of human capital to labor productivity growth in the 2000s was twice as small as in the 1980s 
[Adler et al., 2017].

5.4  Limits of structural transformation and growing importance of services

Migration of the workforce from low-productivity sectors, such as agriculture, to high-productivity sectors 
increases productivity. This effect is especially important for emerging market economies and low-income 
countries due to the big share of agriculture in total employment.

The growth in the share of people living in cities in the whole-world population has slowed significantly. 
In 2016, >54% of the world population already lived in cities [World Bank, 2018]. There is strong evidence 
that the growth of cities supports productivity growth in developing countries [Duranton, 2008]. The 
possibilities for transferring workers from agriculture to manufacturing and services have been already 
exhausted in advanced economies. Additionally, many emerging countries have also already made the 
easiest and most significant part of the transition.

Advanced economies have already experienced the second wave of structural transformation. Today, 
in the average OECD country, 70% of the employed population works in services. On average, TFP growth 
in services is weaker than in manufacturing because of the lower level of standardization than in the case 
of goods, lower level of competition, and the fact that services have to be delivered in person Therefore, the 
growing importance of services weakens the overall TFP growth [Sorbe et al., 2018].

5.5  Capital misallocation

Since the early 1990s, countries in southern Europe have experienced low level of productivity growth, 
accompanied by declining real interest rates. Using a large and representative sample of Spanish 
manufacturing firms, Gopinath et al. [2017] identify an important increase in the dispersion of the return 
to capital across firms, leading to productivity losses from capital misallocation over time. They develop a 
model consisting of heterogeneous firms, financial frictions that depend on firm size, and capital adjustment 
costs. The authors show that decline in real interest rates resulted in an increase in the dispersion of the 
return to capital and lower TFP.

According to the developed model, when financial markets are imperfect and underdeveloped, capital 
flows to the firms that have the highest net worth but not necessarily the highest productivity. As the next 
step, Gopinath et al. [2017] extend their sample and find that capital misallocation resulting in slower TFP 
growth is observed also in Italy and Portugal, but not in Germany, France, and Norway.

Restuccia and Rogerson [2017] provide us with a review of research on the link between the impact 
factor misallocation and productivity growth. Misallocation of production factors has also been identified 
as an important factor decreasing the TFP level in China and India [Hsieh and Klenow, 2009]. In the 
United Kingdom, one-third of the postcrisis productivity growth slowdown can be explained by the slower 
reallocation of resources [Barnett et al., 2014]. Although there is consensus that the weaker contribution of 
resource reallocation to TFP growth after the financial crisis is a significant factor explaining the productivity 
growth slowdown in the United Kingdom, some researchers are skeptical toward the possibility of exact 
measurement of the explanatory power of this factor [Riley et al., 2015].

5.6  Firm-level factors: zombies, heterogeneity, and lack of business dynamism

Old firms that have persistent problems meeting their interest payments are known among economists as 
“zombies.” The impact of zombie firms on economic growth and productivity has been investigated for 
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the first time in the case of Japan after the experience of the Lost Decade [Caballero et al., 2008]. Existence 
of zombie firms lowers the TFP growth by decreasing the productivity at the industry level and deters 
the potential entry of young firms, which could increase productivity growth. Zombie firms hinder the 
reallocation of resources across industries. They inflate wages relative to productivity and lower the market 
prices as well as the value of (also nonzombie) market shares.

Today, zombie firms are an important phenomenon also in the European Union. The share of capital 
sunk in zombie firms in 2013 ranges between less than 5% in Slovenia to nearly 20% in the case of Italy. 
The share of zombie firms increased between 2007 and 2013 in the nine OECD countries with enough data 
for intertemporal comparisons. Had the zombie share not risen from the precrisis levels, the contribution 
of capital reallocation to TFP would have been around 0.7–1% higher in Italy and Spain. In other countries, 
reducing zombie congestion to the lowest level observed within each industry could increase TFP by about 
0.5%. The business investment by the typical nonzombie firm would have been on average 2% higher in 
2013 had the zombie share not risen from its 2007 level. The econometric specification using the fixed-effect 
structure and a number of robustness tests confirm that these effects are not influenced by the impact of the 
financial crisis [McGowan et al., 2017]. The negative impact of zombie firms on productivity growth in OECD 
countries has been confirmed by other empirical research too [Gouveia and Osterhold, 2018].

Productivity growth slowdown is a heterogeneous phenomenon. In OECD countries, labor productivity 
is still rising fast at the technological frontier, but the productivity divergence between the frontier and 
laggard firms is increasing. The divergence is significantly higher in sectors in which pro-competitive 
product market reforms were least extensive. It is important also that the productivity of most elite firms 
(the top 2%) has risen relative to that of other frontier firms (the top 5%). TFP growth was significantly 
weaker in those industries in which TFP divergence was more pronounced [Andrews et al., 2016].

Among the firm-level sources of productivity growth slowdown, lack of diffusion of technologies 
is probably the most important one. The slowing diffusion could have two reasons. The first one is the 
growing complexity of technologies, which increases the amount of investment required for the successful 
adoption of new technology. It is also possible that new technologies are held by the few early adopters who 
are learning while everyone is still lagging behind. Stagnation of TFP growth of laggard firms may also be 
related to rising barriers to entry, rising market power of frontier firms, and decline in competitiveness of 
markets.

A growing body of literature demonstrates the secular decline in a variety of measures of business 
dynamism in the United States in the past few decades, particularly the post-2000s. Declining business 
dynamism is evident in data on formation of new firms, job creation as well as destruction, and worker 
flows. Many important innovations, especially in ICT, have been developed in start-ups, so the slowdown 
of business dynamism may mean that there are fewer new innovative firms to replace old laggard firms 
[Decker et al., 2016]. The share of young shareholders has also declined, which could lead to higher risk 
aversion of firms, subsequently slowing the growth in number of shares traded daily at the New York Stock 
Exchange and probably resulting in worse capital allocation. Decline of net private business investments 
also reduces productivity growth [Gordon, 2016]. Slowdown of business dynamism has been documented 
in the EU also [ECB, 2017]. Since the 1980s, the average markups in the United States have more than tripled 
across the majority of industries, which reflects a rise in market power. Distribution of markups has widened 
substantially [De Loecker and Eeckhout, 2017]. The rise of markups is especially significant in sectors that 
intensively use intangible capital [Haskel and Westlake, 2017]. Rising market power, which by definition 
means lower competition, can decrease the pressure on productivity improvements. 

6  Legacies of the Great Recession

6.1  Lack of capital deepening

Increasing the amount of capital per unit of labor is one of the basic ways to increase both labor productivity 
and economic growth. During the financial crisis, the capital–labor ratio experienced “artificial” deepening 
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because the reduction in employment was bigger than the reduction in net investments. After the financial 
crisis, capital deepening in the euro area and in the United States stagnated. Much of this stagnation can 
be explained by the accelerator response of investments to weak demand, resulting in the decrease of 
total output via hysteresis-like effects [Ollivaud et al., 2016]. Economic recovery began in 2013, but net 
investments in the United States halved from the precrisis rates and fell much more in the euro area. On the 
other hand, growing employment reduced the capital–labor ratio [ECB, 2017].

Capital deepening is one of the crucial factors affecting the productivity, economic growth and living 
standards. Three postcrisis years is, however, too short a period to be sure that lack of capital deepening is 
or will be an important problem in advanced economies. Nevertheless, more research on this issue should 
be encouraged.

6.2  Financial frictions

Duval et al. [2017] studied the role of financial frictions as an explanation for the post-financial crisis 
productivity growth slowdown. They used cross-country firm-level data showing that the combination of 
financial fragilities and tightening credit conditions was an important reason for the slowdown.

Firms that had a more fragile balance sheet before the crisis experienced a decline in TFP growth 
relative to their financially robust counterparts. The identified difference was higher in countries in which 
credit conditions deteriorated more. Financially fragile firms reduced intangible capital investments, which 
led to slower TFP growth.

According to recent empirical research, financial frictions account for between one-quarter and one-
third of the productivity growth slowdown during a financial crisis [Besley et al., 2016]. Economic theory 
and empirical research indicate that financial frictions resulting from crises are especially important for 
TFP growth in emerging countries [Queralto, 2010]. 

6.3  Slowdown of international trade

Growth of the international trade has slowed significantly after the financial crisis. World export, measured 
in terms of the current United States dollar (US$), increased from 19.68 trillion in 2008 to 20.819 trillion 
in 2016. Growth of the international trade after the financial crisis was slower than the growth of GDP on 
average, leading to a decline of the value of world exports – from 30.87% of world GDP in 2008 to 28.56% of 
world GDP in 2016 [World Bank, 2018].

A positive impact of international trade on productivity is a robust result in economic research [Choudhri 
and Hakura, 2000; Alcala and Ciccone, 2004; Caliendo and Rossi-Hansberg, 2012]. Trade with China alone 
may have produced as much as 10% of the TFP growth in median-advanced economies over the period 
1995–2007 [Adler et al., 2017]. Greater foreign competition increases pressure on domestic firms to produce 
more efficiently and to innovate. Imported inputs enhance the variety and quality of intermediate goods 
available for domestic firms. The learning effects are also important. Slowing growth of the international 
trade should reduce productivity growth, while new trade restrictions in advanced economies would 
reverse some of the earlier gains. 

7  Public policy recommendations
The productivity growth slowdown does not win much attention in the public debate due to its complexity. 
Its importance and immense consequences make it, however, one of the most discussed issues among 
policy makers. Many international institutions, such as the International Monetary Fund, the OECD, the 
World Bank, the International Labor Organization, the European Commission, and the European Central 
Bank, have issued publications on this topic. The European Council [2016] published a recommendation 
calling on the Eurozone member states to establish national productivity boards to analyze developments 
and policies that can affect productivity and competitiveness. Although pro-productivity institutions are 
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not a panacea, they improve the policy process and political debate, in addition to providing an important 
input to evidence-based policy making [Renda and Dougherty, 2017].

Economic theory indicates clearly that higher competition leads to higher productivity growth due to 
bankruptcies of ineffective firms and changes in resource allocation. Andrews et al. [2016] identify that TFP 
divergence is much more extreme in sectors in which pro-competitive product market reforms were least 
extensive. They estimate that if the reforms in the retail trade and professional services had been equivalent 
to those in the best service sectors, the extent of TFP divergence may have been up to 50% smaller. Andrews 
et al. [2016] recommend introducing pro-competitive product market reforms that will strengthen the 
incentives for laggard firms to adopt frontier technologies. The positive impact of pro-competitive reforms 
on resource allocation is also confirmed by empirical research [Andrews and Cingano, 2014].

Adler et al. [2017] advise to develop better migration policies and encourage workforce migration. They 
find that a 1% point increase in the share of migrants in an adult population raises the labor productivity 
of the host economy up to 3% in the long term through higher human capital and improved TFP. Peri [2012] 
finds that in the United States, immigration has a strong positive association with TFP growth. On the other 
hand, however, a good migration policy of the receiving country can decrease the TFP growth in the sending 
country due to the resulting brain drain. Although Adler et al. [2017] also recommend to further liberalize 
international trade, currently, such recommendation probably will not win much democratic legitimacy 
and have low chances of being implemented.

We should modernize our education systems by teaching our children how to use the benefits of 
the digitalization age, while ensuring and enhancing equality of opportunities [World Bank, 2019]. 
Digitalization has already changed many workplaces, which will probably continue. We have to encourage 
lifelong learning because there are many indicators that we will have to learn new competencies and skills 
more often than in the past. It will be beneficial to further support science, technology, engineering, and 
mathematics (STEM) education, especially among disadvantaged groups.

We ought to introduce reforms inhibiting the impact of population aging. On the one hand, governments 
should use active labor market policy tools while, on the other, increase the implementation of good 
migration policies. Governments have to increase the sustainability of pension systems and modernize 
health care to control its growing costs.

Public policy should also consider the role of weak aggregate demand [Bughin et al., 2018]. Weak 
demand holds back investments, which counteracts capital deepening and innovations. Governments 
ought to invest more in sustainable infrastructure and renewable energy sources, as well as increase public 
support for R&D. In the past decades, many critical innovations – from ICT and biotechnology to green 
technologies – have been developed on the base of state support. The state can not only fix existing markets 
but also actively shape and create new markets [Mazzucato, 2013].

8  Conclusions
The productivity growth slowdown is one of the most important macroeconomic problems of our times 
because, in the long term, TFP growth is a crucial factor in increasing living standards. It has not only a huge 
theoretical importance but also immense consequences. If the post-2004 productivity growth slowdown 
had not happened, The US GDP in 2015 would have been 17% higher than it actually was [Syverson, 2017]. 
Although it is often argued that macroeconomic statistic does not measure the impact of ICT properly, such 
a hypothesis cannot explain the productivity growth slowdown, which is simply too big to result only from 
measurement problems.

Growth in TFP is measured as everything else except the growth of inputs. This term has an extremely 
broad meaning, which makes investigation of the reasons of productivity growth slowdown very difficult. 
The slowing pace of innovation is often indicated as the reason, but this approach is highly controversial. 
Among the structural factors, we could – with high level of confidence – identify population aging, 
slowing human capital accumulation, capital misallocation, divergence among firms, and lack of business 
dynamism. After the financial crisis, financial frictions and slowdown of international trade have further 
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reduced TFP growth. Although some researchers state that lack of capital deepening is one of the sources of 
slow productivity growth in the euro area after the financial crisis, it is too early to be sure that developments 
in terms of capital–labor ratio are not artificial.

Attacking the productivity growth slowdown requires public policy response. States have to modernize 
education systems and encourage lifelong learning. Product market reforms should be introduced and 
international trade should be further encouraged, while taking care of the distributional impact of those 
policies. Policies that reduce the consequences of population aging ought to be implemented. Governments 
should increase aggregate demand and support innovation.
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