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EDITOR’S NOTE 
Dear readers, 
Dear authors and friends,  
 

This is first issue for 2015 of the scientific Journal KSI Transaction on 
Knowledge Society. Since now we have been published 28 issues in the period of 
the seven consecutive years, 4 issues of the magazine per year, in March, June, 
September and December. During the last year we published 40 scientific papers 
created by 53 authors from 6 countries representatives of the 26 universities and 
scientific organizations. 

Each issue of the journal contains three types of papers. The first of them are 
traditional in form and demonstrate a sound theoretical and/or methodological 
underpinning and a clear contribution to knowledge in the field developed in the 
magazine. The second provide important empirical researches. We are focus on 
the empirical researches that explore experience in several counties. They can be 
an important contribution for solving major problems. The third and final type of 
paper provides a short contemporary and provocative “opinion piece” on an issue 
or synthesis of issues. Thus the magazine gives opportunity for young researchers 
to present their viewpoints.  

All types of papers, however, are subject to the journal’s double-blind review 
process. 

This issue of the KSI Transaction on Knowledge Society that you are holding 
in your hands contains 10 papers, dedicated to the actual and significant scientific 
problems in the following fields in traditional focus of the magazine: Economics 
and Finance Management, Human Capital Management, Security and Defense 
Management, International Relations and geopolitics. 

All papers are indexed in EBSCO, Open-J-Gate, SJIF, Directory of Open 
Access scholarly Resources and others, that allow for intensive dissemination of 
the scientific results.  

International Editorial Board takes the opportunity to invite you to take part 
in VIII International Science Conference “Knowledge Society” that will be held 
next year in June in Bulgaria. Invitation for the conference is published at the 
previous number of the magazine. 

Best wishes and thank you for all contribution to the Journal KSI Transaction 
on Knowledge Society. 

 
Kind regards of all our readers! 

 
International Editorial Board 
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Theoretical aspects of fundamental analysis 
Edvinas Juozapaitis1, Viktorija Stasytytė2 

 
 

 
Abstract Present economic situation in the world, especially 

in the Europe does not allow investors to hope for expected 
return from conservative investment instruments - 
government securities, bonds or deposits. Therefore, such a 
situation in the market leads to choose riskier investments in 
shares of the company of both professional and non-
professional investors. In order to reduce the investment risk 
and to increase the possible return, investors often rely on 
fundamental analysis. This analysis is the homework of the 
investor before making the investment portfolio: research of 
the country, industry branch, company. Therefore, in this 
article the proper application of fundamental analysis is 
reviewed, while maintaining the logical its sequence in order to 
evaluate the suitability of various financial measures to be 
included in investment portfolio.  

Index Terms: fundamental analysis, evaluation of shares, 
financial market, securities, investment. 

JEL: D53, G32.  
 

I. INTRODUCTION 
 

The market of securities, as the one of the main 
components of financial market performs an allocation 
functions between the investors, who are willing and able to 
invest monetary funds in order to get the growth of profit, 
interests and capital and issuers, who are trying to attract 
capital for development, modernization or achievement of 
other goals by distributing their share and bonds.  

The market of the securities formed in Lithuania quite 
recently, only in 1993, when the National Securities 
Exchange was founded. Over more than two decades 
exchange got stronger, and after the privatization it changed 
the name to the NASAQ OMX Vilnius and became 
attractive enough place for trade of local and foreign 
investors. However, most of the economic entities for a long 
time were choosing the conservative investment solutions: 
securities of the government, savings bonds or bank 
deposits. However, such investments do not longer meet the 
expectations of investors as interest rates in Lithuania as 
well as Europe are at record lows. Such an investment 
environment, especially relevant today, makes the 
professional and non-professional investors, seeking for 
higher returns, to look back at the securities market. In order 
not to put a foot wrong and properly select the investment 
direction it is necessary to have adequate knowledge about 
the shares, which will help to accurately evaluate the prices 
of the securities and thus reduce the rising risks.  

 
 

1, 2Edvinas Juozapaitis and Viktorija Stasytytė are with the Faculty 
of Business Management, Department of FinancialEngineering, 
Vilnius Gediminas Technical University, Saulėtekio ave. 11, 
Vilnius, Lithuania 

 

One of the most widely used methods of analysis by 
investors is the fundamental analysis- a set of financial 
analysis methods, techniques to determine the “true” value 
of the financial units. Research conducted by A. C. F. 
Moube and J. M. Jannach (2003) show, that absolute 
majority (7 of 10) of investment fund managers by forming 
an investment portfolio prefer the fundamental analysis. 
Fundamental analysis is as the main instrument for choosing 
shares in relatively new exchange, such as NASDAQ OMX 
Vilnius, because there is not enough historical data to 
exploit all the advantages of technical analysis.  

The main goal of the article is to determine the logical 
sequence of steps of this analysis by structuring and 
summarizing the theoretical aspects of fundamental analysis 
in order to apply it properly for the inclusion of the financial 
measures to the investment portfolio. 

The goals of the article: 
1. to determine the essence of fundamental securities 

analysis; 
2. review the peculiarities of the general economic 

analysis; 
3. to determine and summarize the state analysis steps 

of the main branches of the industry;  
4. to describe the performance peculiarities of the 

company activity.  
The object of the research is the fundamental analysis of 

the securities market.  Three methods are applied to the 
research: the analysis of the related scientific literature, 
synthesis, comparison and generalization. The 
methodological peculiarities of the fundamental analysis of 
the securities are examined and evaluated in the article. 

 
 

II. THE CONCEPT OF THE FUNDAMENTAL ANALYSIS  
 
Fundamental analysis as the analysis method of the 

securities, first time was introduced and popularized in the 
book Security Analysis written by Benjamin Graham and 
David Dodd. According to the authors, fundamental 
analysis includes selection methods of the securities, which 
include the wide extensive use of publicly available 
information for evaluating the former company efficiency 
and trying to foresee its future perspectives. Exactly eighty 
years after the first introduction of fundamental analysis 
method, it is still the most popular one among the investors, 
such as B.Graham student billionaire Warren Bufffet, “keys 
to make the rational investment decisions ” (Bernstein 1975: 
59). 

According to D. Cibulskienė and M. Butkus (2009), 
fundamental analysis is the interpretation of the most 
important economic indicators and evaluation of country’s 
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activity factors. S. Valentinavičius (2010) complements the 
conception of fundamental analysis stating that the latter 
examines the movement of the prices, depending on macro-
economic factors: event or conditions of political or econo-
mic origin, trade balance, interest rates and inflation size, 
various other economic indicators. G. Kancerevyčius (2009) 
describes fundamental analysis slightly differently.  Accor-
ding to him, fundamental analysis is such an analysis of the 
company, financial instrument or whole economic develop-
ment, that when trying to determine which facts are long-
tem, i.e. doing a long-term fundamental influence to the 
development, progress of the examined object, changes of 
price or value. A. Lileikienė & A. Dervinienė (2010) by 
emphasizing the influence of the factors agrees with G. 
Kancerevyčius (2009). These authors also exclude the fact 
the in order to perform fundamental analysis, the company’s 
profit, dividends, the market, the quality of company 
management, company market part and branch of the 
industry, and it eventually comes down to all the economic 
analysis. R. Norvaišienė (2005) with already mentioned 
authors agree that fundamental analysis is focused on long 
term and fundamental indicators, she considers  that the 
most important assumption of this analysis  is that the price 
of the security in the market is determined by its true value, 
which is caused by macroeconomic, microeconomic and 
specific factors of own issuer 

D. Cibulskienė & M. Butkus (2009), S. Valentinavičius 
(2010), G. Kancerevyčius (2009), A. Lileikienė & A. 
Dervinienė (2010), R. Norvaišienė (2005), J. Kartašova & 
D. Venclauskienė (2014) & Richard C. Grimm (2012) state 
in their works, that fundamental analysis must be performed 
in three stages, i.e. to make three different analysis: general 
economic analysis, analysis of industry branch state and 
analysis of company activity.  

According to J. Kartašova & D. Venclauskienė (2014), 
analysts and investors mainly use two alternative 
fundamental analysis methods: “top-down approach” and 
“bottom-up approach) (Table I). 

Both Lithuanian and foreign scientific literature authors 
acknowledge, that the most often used in practice and most 
popular fundamental analysis method is “top-down”. 
Investors prefer it because of the fact, that according to 
logical principle, in order to perform a comprehensive 
analysis of the company activity firstly it is necessary to 
analyze macro economy of the country, on which directly 
depends the indicators of company efficiency performing in 
it. Meanwhile, using other methods of fundamental analysis 
the consistency and accuracy of fundamental analysis 
reduces. Nevertheless, G. Cibulskienė & Ž. Grigaliūnienė 
(2006) emphasize fundamental analysis more as company 
analysis. According to authors, fundamental analysis does 
not examine the condition of capital market, but includes 
only those indicators, that are related to the same company, 
i.e. sales income, dividends, profit and etc. D. Ulys (2007) 
agrees to such claims. Author considers that by performing 
the fundamental analysis it is necessary to evaluate the 
company efficiency in more detailed way, which will 
require to examine the activity results of several years, to 

perform their forecast, evaluate the effectiveness of 
company management, competitiveness in the market. 

 
TABLE I  

FORECASTING APPROACHES USED IN FUNDAMENTAL 
ANALYSIS (KARTAŠOVA, VENCLAUSKIENĖ 2014) 

Analysis method Method sequence  

„top- down 
approach“ 

First of all, investors analyze and predict the 
overall economic condition of the country, 
then the situation of the industry branches 
and finally the activity of the company. The 
analysis of the industrial branches is based 
on general economic analysis, and the 
analysis of the company activity is based on 
both industrial branches and general 
economic analysis. 

„bottom-up 
approach“ 

Investors start by analyzing and predicting 
the activity of the companies, then take the 
analysis of industrial branches and general 
country’s economic state.   

Mixed 

The country’s economic situation is 
analyzed using the “top-down approach” 
and then the activities of separate companies 
are analyzed using “bottom-up approach”. 

 
 

III. THE PECULIARITIES OF GENERAL ECONOMIC 
ANALYSIS 

 
Fundamental analysis “bottom-up” is started by 

examining general economic conditions. It is important for 
investor to not only understand main economic environment 
processes, but also to evaluate the current condition of 
economy, predict its future development trends. Economic 
analysis is performed by detailed examination of each 
economic sector or by rather informal way (Norvaišienė 
2006: 46). 

According to Kancerevyčius G. (2009), economic 
conditions have a significant impact to the financial markets 
and markets in turn also influence investors and their 
decisions. According to the studies, 30 to 50 percent of 
changes of separate share price are caused by various 
macroeconomic phenomena which also cause about 90 
percent of well diversified profitableness of securities 
portfolio. After concluding the market analysis properly, the 
company sales analysis can be performed, using which the 
planned company’s net income and paid dividends can be 
calculated. 

To take the first step of fundamental analysis and carry 
out a general economic analysis in order to obtain a holistic 
picture and form its impact results for possible further 
analysis areas it is necessary to evaluate three main 
indicator groups, which are highlighted by G. 
Kancerevyčiaus (2009) as well as D. Cibulskienė & M. 
Butkus (2009): country’s economic condition and economic 
policy, country’s political situation and social condition 
(Table II). 
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TABLE II 

ECONOMIC INDICATORS USED IN NATIONAL 
ECONOMIC ANALYSIS (COMPILED BY THE AUTHOR 

USING CIBULSKIENĖ, BUTKUS 2009 AND 
KANCEREVYČIUS. 2009)  

Indicator group Indicator 
Gross domestic product (GDP) and its 
dynamics 
Monetary policy 
Foreign trade balance and its changes 
Inflation in the country 

Unemployment in the country 
Competitiveness 
Fiscal policy 
Economic sensitivity to energy prices 
Exchange rates and interest rates 
Consumer price index 
State budget surplus (deficit) 

Country’s 
economic 
condition and 
economic policy  
 

The volume of foreign direct investments 
Occurrence of unconstitutional and  
violent forces, timing and strength in the 
country of political changes 
The readiness of the government to 
monitor changes 

Country’s 
political situation  

The country’s relationships with other 
countries 
Population changes 
Distribution of property and income 

Social condition 
 

Country’s climate and possibility of 
catastrophes 

 
All, without exception, mentioned indicators and their 

changes influence the country’s economies and investors’ 
decisions made whether invest or not. But there are several 
macroeconomic indicators, which are equally important in 
both developed and still developing countries, which are 
excluded by almost all authors: 

Gross domestic product (GDP) – is most often used 
indicator to measure country’s industrial activity results and 
compare economies of the countries. The essence of gross 
domestic product, as the most general economic indicator is 
described as sum of finite goods and services estimates, 
which were created by country’s population over a period of 
time (Kancerevyčius 2009: 735). Constantly growing value 
of the indicator, indicated a healthy country’s economic 
condition and improves the attitude of investors to the 
business environment of the country. 

Inflation – an important macroeconomic indicator, which 
varies depending on the stage of economic cycle. According 
to V. Snieška (2011) it is described as the depreciation of 
money, which is expressed in rising prices of goods and 
services. Inflation means, that general level of prices of the 
goods and services rises. In addition, it is not a one-time 
price increase, but rather constant, long-lasting 
phenomenon. “Inflationary price pressure creates a sense of 
uncertainty and lack of the confidence in the future. These 

factors tend to reduce the company profitability and prices 
of equities. Inflation causes the growth of work equipment 
and labor power costs. If it is aimed to maintain high 
profitability, it can be compensated by selling the products 
at higher prices. When failing to avoid rising costs, the 
resistance of the consumers is growing which lead to the 
decrease of the company’s profit and reflecting through 
price of lower equities” (Cibulskienė & Butkus 2009: 19). 
Also, high inflation reduces the competitiveness of the 
country, because the price of exported goods and services 
will be high.  

Interest rate – the lower the real interest rate is, the 
higher the country’s attractiveness to business investments 
is, because the current value of future money flows will ne 
higher.  

Unemployment – the unemployment rate is understood as 
the part of unemployed, but willing and able to work 
persons between the total labor powers. The unemployment 
is closely related with other macroeconomic indicators: the 
larger number of employees producing more goods and 
services create bigger GDP. Lower unemployment increases 
the purchasing power of the population, thereby the 
business revenues increase. Finally, when unemployment 
increases, usually the share prices are falling, because 
investors expect the company’s revenue reduce.   

Government deficit (surplus) – the budget deficit forms 
when the expenditures of the government exceed the 
revenue. In order to balance the budged the government 
must raise taxes or borrow. Both options affect business 
environment in the country negatively: by rising taxes the 
investments are withdrawing, the profitability of the 
companies is reducing, the business environment becomes 
less attractive, meanwhile by increasing the volume of 
borrowing government, interest rate also grows and slows 
down the business investments. Countries, whose budgets 
are balanced or even in surplus, are evaluated as best for 
investments. S. Valentinavičius (2010), as well as D. 
Cibulskienė & M. Butkus (2009) especially emphasize four, 
in their opinion main factors of general economic analysis: 
external events, fiscal and monetary policy of the country 
and business cycles.  

External events, according to D. Cibulskienė & M. 
Butkus (2009) can be sudden, unpredictable and can 
favourably or adversely affect the country’s economy and 
the prices of securities.  According to authors, international 
crisis, such as wars, revolutions, crop failure and starvation, 
currency devaluation, not expected election results, 
financial defaults, trade agreements, tariff barriers and other 
can be attributed to the external events. S. Valentinavičius 
(2010) attributes technological change, often accompanied 
by worldwide demand and supply change 

Fiscal policy – it is “the formation principles and practise 
of budget revenue, which is implemented by changing the 
level of government’s taxes and expenditure” (Davulis 
2009: 286). This author also highlights, that government 
which implements fiscal policy, changes the size of 
aggregate demand and through it and volume of GDP and 
level of unemployment. D. Cibulskienė & M. Butkus (2009) 
adds, that fiscal policy is very important for both market 
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participants, because it influences the whole economic 
activity and determines the profitability of individual farms. 
In the long term the increase of government expenditures 
will result in stimulating effect of country economy or its 
specific segments, meanwhile the increase of taxes will 
reduce the consumer expenditures and profitability of the 
business and vice versa. Nevertheless, these authors 
emphasize, that long period of time, required to approve the 
tax laws and fiscal policy to affect economy, limits the 
effectiveness of this policy.  

Monetary policy, according to V. Vaškelaitis (2006), is 
the activity, relative to management of money turnover in 
the country: increase or reduction of the money demand, 
which is performed by the country’s Central Bank. 

D. Cibulskienė & M. Butkus (2009), writes, that  the 
maintenance of sufficient country’s growth and state’s 
currency value is the most important goals of credit policy 
performed by Central bank. They are achieved by 
application the  economic regulatory measures: by changing 
the level of monetary growth and promoting the interest 
rates to reflect changes in the economy. According to the 
authors, monetary policy application affects the expectation 
of the business , which in turn has an impact on securities 
prises. This view is shared by S. Valentinavičius (2010), 
arguing that the rumours reaching investors, the activity of 
central bank, interest rate change or even the expectation of 
changes in monetary policy can change the prices and hopes 
of shares.  

Business cycles. Fluctuations of the economy happen all 
the time, after the higher ups the downturns come, although 
the trend of the economy activity is rising in the long 
period. Economist do not doubt in economic cycles, but 
none of them can specifically identify, in which cycle state 
the economy is at the present time and when its direction 
will change. According to the opinion of D. Cibulskienė and 
M. Butkus (2009) the economy fluctuates due to sudden 
outbreaks of economy growth followed by falls, recessions 
or even depressions of a different nature .These irregular but 
frequent fluctuations of the economic activity are called 
business cycles. In most of the science sources four man 
business cycle phases are identified: the bottom, carpet, 
peak and fall (Mackevičius, 2012; Žėkas & Žigienė, 2009; 
Cibulskienė & Butkus 2009; Davulis 2009). 

R. Mackevičius (2012) describes all cycle phases and 
identifies the economic phenomena occurring at their time- 
the higher point of cycle elevation (also called the peak)  
shows the biggest activity of economy, the lowest point of 
cycle (also known as recession) reflects the lowest activity 
condition or the economy, the rise and fall stages reflect the 
economic growth and decline. The highest and lowest 
points of economic cycle show the points of change, while 
the rise  and recessions  are the main stages.  

“Due to future uncertainty business cycles can affect the 
prices of securities depending on certain conditions. <…> it 
is usual, that the prices of equity grow before and through 
the periods of business growth, because the expectations of 
profit are becoming more strong, and increases the 
possibility of higher dividends. The prices of equity rend to  

 

TABLE III 
INVESTMENT STRATEGIES AT DIFFERENT PHASES OF BUSINESS CYCLE 

(COMPILED BY THE AUTHOR USING CIBULSKIENĖ & BUTKUS 2009; 
EMSBO-MATTINGLY, ET. AL. 2014) 

Business 
cycle stages 

Investment strategy 

Growth 
phase 

• The fastest growth on average lasts about a 
year and the annual return of the shares 
during this period reaches up to 25 %.  

• A business cycle pinnacle is not yet reached, 
the share market is still strong and continues 
to grow due to bigger profit ad expectations 
of dividends, but the growth period is 
ending soon, and the economic declines will 
begin, so it is not recommended to buy 
shares.  

• The interest rates are growing and the 
demand of the credit is high, so it is advised 
to invest cash in short term securities, 
because at the presence of monetary 
limitation policy the short term interest rates 
usually are higher than long term ones.  

The peak 

• Slow growth rate lasts approximately 3 
years, and the annual share return in the 
stage of the peak reaches up to 15 %. 

• After reaching the peak of the current cycle 
the prices of equities are falling due to 
reduced profit forecasts, so investors should 
sell equities of the companies which operate 
in the cyclical industry branches. 

• The highest possible level of profitability 
can be achieved by investing in short term 
bonds.  

The fall 
stage 

• The fall stage lasts about one and a half 
years, and annual share return does not 
exceed 5 %. 

• Recessive conditions are notable and 
economic perspectives become uncertain, so 
investors should not buy equities, and due to 
reducing interest rate sell the short term and 
buy medium term bonds.  

Crisis 

• Minimum duration is about 9 months; the 
average annual share return is 10%. 

• The end of the recession is already seen, so 
the prices of the equity begin to rise and 
investors should buy shares of industry 
branch companies which are valued 
unfavourably, while waiting for the profit 
and dividend growth.  

• After the credit conditions become lighter 
and drop of the interest rate it is 
recommended to sell the securities of fixed 
income.  

 
reduce in the time of business decline and also can predict 
the business peak., i.e. when the economic conditions are 
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still looking favourable. The reason of the decrease of share 
prices is related to forecasts of lower profit, and this can 
lead to dividend reduction and lower accountable value 
growth of company property. Concerned about their income 
investors sell the equities in order to get capital for 
reinvestment of fixed income securities to maintain or 
increase the return on asset.” (Cibulskienė & Butkus 2009: 
20). The behaviour of the investors depend on the specific 
business cycle phase, because it affects the price of financial 
assets. In each phase investors act differently and rely on 
favourable to that stage investment strategies (Table III). 
For investors it is very important to accurately determine on 
which phase of the cycle the state is and to choose proper 
investment strategy: buy financial instruments in the time of 
crisis, when they are at least expensive, and sell, when they 
look the most attractive and bringing profit. 

 
 

IV. THE PECULIARITIES OF THE ANALYSIS OF 
INDUSTRY BRANCH CONDITION 

 
After the investor conducts the general economic analysis 

and becomes sure, that the investment time is appropriate, 
G. Kancerevyčius (2009) advises to switch to the second 
fundamental analysis indicator, which have the biggest 
impact to profitability of shares- the search of effective 
industry branch. The industry branches reflect the 
fluctuations of whole economy, but in different levels, so 
the industry analysis allows to choose the most perspective 
branch for investments. 

R. Norvaišienė (2006) claims that in the same industry 
branch operating companies have an analogous production 
characteristics, also are conditioned by the same social 
economic factors, but can differ in their size, production 
methods and the assortment of produces production. 
According to author’s opinion the industry branch should be 
analysed in two different phases: firstly, determine the 
competitiveness of specific branch and then find out the 
companies operating inside the branch, which have special 
perspectives of development.  

G. Kancerevyčius (2009) writes, that in order to 
determine the share price changes of industry branch 
companies it is necessary to calculate indexes separate for 
each of them. These indexes are different form the indexes 
of the whole market, so by comparing them it can be 
determined, which share prices of the industry branches are 
correlate with the whole market, and of which branch the 
profitability is higher than the whole market’s. According to 
the author, the forecast of industry branch profitability as 
the profitability of whole market can be performed by 
calculating the predicted coefficients of profit to one share 
(EPS) and Price/Earnings (P/E). 

By analyzing the industry branch it is very important to 
determine the stage of its cycle and to evaluate possible 
growth potential. Authors specify the different number of 
main life stages and their names. G. Kancerevyčius (2009) 
and E. V. Karniouchina et. al. (2013) identify three main 
stages of development cycle: looking around, development 
and stabilization and R. Norvaišienė (2006) & S. 

Valentinavičius (2010) identify four stages and name them 
differently. However, the cycle stages indicated by all 
authors can be identified as described investment solutions 
in each of them are very similar.  

According to G. Kancerevyčius (2009) in the stage of 
looking around the demand grows suddenly. Most 
companies fail because of fierce competitiveness, but the 
sales and profit increase very much of the survived ones. 
The investment risk of these newly emerged unknown 
companies is very high, but planned profitability is also big. 
In this stage the biggest potential profits and risk are 
possible. The development stage is most suitable for 
investment- the companies in the branch are stable and 
large, they are no longer at the unexpected fail, often paid 
dividends. Such companies attract many investors, who 
easily notice their future potential. When the industry 
branch reaches stabilization stage, its rate of growth 
reduces, although the sales of the company can still 
increase. The market becomes full, growth reduces, so the 
companies can pay a relatively large, steadily growing 
dividends. 

By the opinion of S. Valentinavičius (2010) there are four 
main life cycles of the industry: the level of the beginning, 
when the branch growth is especially big, the stabilizing 
level, when the industry branch grows faster than whole 
economy; mature level, when the growth of industry branch 
is equal to economy growth and fall level, when the growth 
of industry is slower that the gwoth of the economy or 
growth does not exist at all.  

R. Norvaišienė (2006) also describes  four development 
cycle stages of industry branch- risky for investment 
because of unexamined industry branch; growth- the most 
attractive for investments, because the growth of industry 
branch is big and the uncertainty reduces; mature- the most 
sensitive for economic changes and less attractive for 
investment; and stability or decline- the worst for 
investments.  

By conducting the analysis of industry branch condition it 
is also necessary to know, how much the examined industry 
branch is related to cyclic movement of the economy. So, 
the industry branch must be evaluated according its activity 
in the general context of economy. G. Kancerevyčius (2009) 
& R Norvaišienė (2006) are classify business branches: the 
companies of growing business branch are most attractive to 
investors, because their profitability is bigger than 
profitability of general industry average and the growth do 
not depend on economic cycle. Such business branches can 
be of communications, medical, computer and software 
production. Protective (stable) branches are weakly affected 
by the economic fall and inclusions, and the industry 
branches of utilities and food are included in it. Mostly 
cyclic industry branches change with the cycle, they thrive, 
when the economy grows and dying in the time of 
recession, for example, the branches of car, construction, 
household equipment production. The opposite to cycle 
industry branches move to opposite directions to economic 
changes: the industry of gold production. The interest rates 
that are sensitive for changes include sectors of financial 
services, real estate, construction, insurance.  
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G. Kancerevyčius (2009) also mentions that by analyzing 
the industry branch it is appropriate to define, what 
competitiveness forces (according to Porter) affect a 
specific branch. It can be a threat of new competitors 
emerging, the threat of substitutes, the bargaining 
possibilities of buyers and suppliers and competitions 
between already existing competitors. These forces lead to 
the ability of a specific industry branch companies to earn 
costs exceeding the investment profitability, so investors 
should evaluate them and take them into account. 

 
 

V. THE CHARACTERISTICS OF COMPANY ACTIVITY 
ANALYSIS 

 
After evaluating the time suitability for investments, 

fining the most perspective industry branch, it remains to 
find the most perspective company in that branch 
Kancerevyčius 2009). A. V. Rutkauskas & P. Stankevičius 
(2006) claim, that fundamental analysis is based on careful 
research of economic condition (state) of security issuer. 
Such an economic condition of the issuer evaluation can be 
performed by financial statements and calculating main 
company financial analysis indicators. These indicators 
according to many authors (Aleknevičienė 2011; 
Juozaitienė 2007; Kancerevyčius 2009; Mackevičius et. al. 
2011) in unison are divided into such groups: of 
profitability, solvency, effectiveness, stability and market 
indicators. Various authors exclude different indicators 
from these group, which, in their opinion, should be used 
for further step of fundamental analysis- company activity 
analysis. However, among the many authors’ Achelis 2013; 
Cibulskienė & Butkus 2009; Cibulskienė & Grigaliūnienė 
2006; Griciūtė et. al. 2007; Kancerevyčius 2009) purposed 
indicators dominant ones are shown in the Fig. 1. 

 
 
 
 
 
 
 
 

 
 
 
 
 

 
 
 

Fig. 1. The company's financial condition assessment 
indicators (compiled by the authors) 

 
 

D. Cibulskienė & Ž. Grigaliūnienė (2006) writes that by 
firstly conducting the fundamental analysis at the level of 
company it must be evaluated, what size of net profit was 
earned by the company over the analyzed period of time. 
The value of this indicator is very important for investors, 
as the size of earned profit determines the decision of 
meeting of shareholders, what size and whether at all to pay 
the dividends to shareholders. The indicator if company’s 
earned net profit also allowed to predict the development 
possibilities and potential of capital gain. However, small 
company’s earned profit, or even loss does not mean, that 
the latter is not attractive to the investment, because it often 
happens to new companies which are preparing for big 
development. Therefore, it is very important to determine, 
what factors had influence on company’s profit, which 
would help to indicate whether the planned investment will 
give the expected return. As it is very difficult to establish 
to what number of shareholder in each case the company 
profit will be allocated in the form of dividends, only the 
company’s earned profit is not the best indicator for share 
selection to the portfolio of the securities. 

Therefore Griciūtė et. al. (2007) proposes to calculate the 
profit of share (EPS). It is calculated by dividing the net 
profit from the number of shares released in circulation. 
Silviana & Rocky (2013) writes that by knowing the share 
profit investors can calculate the profitability of 
investments, because this indicator reflects the future 
income, capital gain or losses due to capital reduction. It is 
used, when it difficult to analyze the inner activity of the 
company. However, this indicator, does not show the 
evaluation of analyzed company in the market.  Small 
indicator can mean, that company underestimates or the 
market does not believe that company will work 
successfully in the future” (Norvaišienė 2006: 64). This 
indicator is calculator only for profit making companies. 

By the opinion of G. Kancerevyčius (2009), when the 
company is working at a loss, does not get the profit and 
does not pay dividends is suitable calculation of market 
price and rate of sales (P/S). The bigger the market price 
rate of sales and share is, the bigger the possibility, that the 
company will soon become profitable. It is known that 
profit often fluctuated due to accounting reasons, so the 
bigger benefit is given by using more stable sale data. If P/E 
indicator is distorted by large fluctuations in profit, then this 
indicator is appropriate to change by the rate calculation of 
market price and sale.  

Indicator, which helps to evaluate the growth of future 
income is called PEG. It is calculated by dividing P/E 
indicator from profit growth rate expected from the next 
year in percentage terms. According to D. Cibulskienė & Ž. 
Grigaliūnienė (2006), the smaller calculated company’s 
PEG value, the more attractive its share value is, because 
for each additional profit unit investor will pay less. “Small 
PEG indicator shows, that the company is underestimated. 
The right evaluation is when the PEG is equal to 1. If PEG 
exceeds this vale- the company is overvalued.<…> PEG 
indicator is usually used by conducting the analysis of 
growing companies” (Cibulskienė & Butkus 2009: 48). 
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D. Cibulskienė & Ž. Grigaliūnienė (2006) write that 
investors, conducting fundamental analysis, often want to 
compare paid dividends of various companies. Absolute 
dividend expression is not very appropriate for that, so into 
analysis the dividend profitability indicator is included. It is 
calculated by dividing one share dividends from share price. 
If the company is young, growing, its indicator value will 
usually be small, while the dividend profitability of the 
strong, mature companies will be quite high. Dividend 
profitability cannot be calculated for small companies, as 
they usually do not pay dividends to shareholders. This 
fundamental analysis instrument can be useful not to all 
shareholders, especially those, who do not seek to generate 
income from dividends.  

Many of authors also indicate that for fundamental 
analysis the coefficient of dividend payout is especially 
important, which is calculated by dividing one share 
dividends from share profitability or by dividing the whole 
dividend amount from general profit amount. “The 
coefficient of dividend payout reveals what kind of profit 
part is given to dividend payout to the shareholders 
(Mackevičius 2011: 142). This coefficient not always 
allows to optimally evaluate the attractiveness of the 
investments, as new, developing companies are more likely 
to reinvest profit rather than paying dividends to 
shareholders. The high, attractive dividend profitability can 
also mask the irrational company management and profit 
allocation. R. Kancerevyčius (2009) also advises to pay 
attention to the fact, that different industry branches have 
different fund need and different profit fluctuation, so it is 
the best to compare dividend payout coefficient with branch 
average. 

The calculation of balance value is one more important 
element of fundamental analysis, as D. Cibulskienė & Ž. 
Grigaliūnienė (2006) claim, that previously mentioned 
indicators are not enough to form the portfolio of securities. 
Balance value is determined by company’s property minus 
liabilities. In this way, it is evaluated what net material 
value of the company will be if company decides to go out 
of business. According to authors, all companies expect to 
remain on the market, implement development and earn 
profit, so their market value significantly exceeds the 
balance value. For this reason balance value is valuable 
indicator to investors, who are looking for undervalued 
shares, current price of which is very attractive to buy. In 
order to compare balance values of several companies it is 
necessary to evaluate balance value per one share.  

The ratio of share price and book value (P/B) compares 
the share price in the exchange with real property price of 
the company. P/B is calculated by dividing the share market 
value of the company from share nominal value. The 
smaller this indicator values, the better shares are evaluates 
in the market. By using P/B indicator it is attempted to find 
such companies, market value of which is smaller than 
actual value of its property. The low indicator value shows 
that company’s shares are not evaluated enough or that it is 
managed poorly, and high P/B ratio allows to understand, 
that shares in the market are overvalued or the rapid 
company growth is expected. If this ratio is lower than 1, it 

means, that the price of share is right, meanwhile if it is 
higher- the company is considered to be overvalued. D. 
Cibulskienė and M. Butkus (2009) highlight that the 
advantage of this indicator is its simplicity, because it show 
certain safety limit (when the accountable profit litas is 
purchased for a smaller price), and disadvantage - the 
possibility to manipulate with indicator value, depending on 
the accounting differences. 

Return on equity (ROE) shows what percentage of profit 
part goes to property litas. Sometimes this indicator is used 
for selecting companies which earn big profit with small 
capital (Cibulskienė & Butkus 2009: 53). The indicator is 
calculated by dividing net profit from capital of the owners. 
Griciūtės et. al. (2007) claims that ROE indicator is suitable 
measure for evaluation of investment effectiveness: to find 
out how much of profit is earned by one unit of currency, 
invested by the shareholders. The more ROE indicator value 
is higher, the more company is attractive to investor.  

After conducting the fundamental analysis, determining 
the prognosis of the calculated indicators’ future values and 
after using the chosen discounting (reductionism) scheme, 
investor- analyst find their current value, i.e. “inner” value 
of the share. Later this value is compared with current share 
market price. If share market price is smaller than calculated 
“inner” value, then it is said, that share in the market is 
“underestimated” and according to fundamental analysis 
principles it should be bought. In this case, it is believed, 
that in the future the market price will be close to “real” 
one. Meanwhile, when the share market price is bigger than 
“inner” one, then it is said, that the share is “overvalued” 
and it should not be bought while expecting price increase 
(Rutkauskas & Stankevičius 2006: 57). 

In addition to all the above mentioned company financial 
indicators evaluation, when conducting the fundamental 
analysis, to the investor it is also very important evaluate 
qualitative parameters of the company. The fundamental 
analysis on the level of the company loses its essence if 
qualitative indicators are not included into general company 
evaluation. The investor, in order to make most optimal and 
long term investment solutions must be well aware of the 
qualitative criteria and rely on general logic, although it 
may be difficult to objectively evaluate one or other 
qualitative indicator (for example, the company’s 
management, which is not well known). D. Savickaitė & V. 
Valvonis (2007) identify four main groups of company 
qualitative parameters: company’s management; business, 
production, customers, market; plans strategies, forecasts 
and other qualitative factors. By the opinion of the authors, 
investor conducting the fundamental analysis on the level of 
the company can evaluate each qualitative indicator with 
points.  

By conducting the qualitative company analysis, firstly it 
is needed to evaluate the company management. At this 
stage, the investor must access to the company’s 
management structure, personal and marketing. The biggest 
attention must be paid to evaluate qualification, experience 
and expertise of managers, Also the information about the 
company’s owners is collected, the provided information 
reliability is tried to be evaluated, as well as the 

KSI Transactions on KNOWLEDGE SOCIETY

11



effectiveness of management to the company. Not least 
important must be the evaluation of marketing, image, 
reputation. Also, if there is a possibility, the company risk 
management and company structure can be analyzed. 

By evaluating the business, production, customer or 
market it is recommended to take into account the 
company’s market share, competitiveness of products and 
services provided, dependence on suppliers and buyers. 
Additionally, the company’s level of activity diversification 
and cost structure can be taken into account.  

The second qualitative analysis stage- the evaluation of 
plans, strategies, forecasts. If the available information is 
enough the most important is to evaluate the company’s 
financial planning, control, also take into account the 
accuracy of the financial forecasts, its frequency and 
monitoring. Also the company’s activity (business) plan or 
strategy can be evaluated.  

Finally, the qualitative company analysis is completed 
with evaluation of other indicators. At this stage it is 
recommended to take into account the level of the 
technologies used by the company, environmental or other 
risk types and implementation of previous company’s 
commitments. 
 
 

IV. CONCLUSION 
 
By conducting fundamental analysis, i.e. examining 

everything what is behind the limits of securities market in 
order to determine the share market prices and fundamental 
indicators which influence them over the long term, firstly, 
the most suitable country is selected, then the effectively 
operating industry branch and finally, the effectiveness 
indicators of company activity are analyzed.  

Both the country’s and global economic state is very 
important for the investor, who plans the expected 
investment profitability and money flows. So it is 
appropriate and important to determine and evaluate the 
main macroeconomic indicators of the country: gross 
domestic product, inflation, level of unemployment, interest 
rated and budget deficits. Not less important is to properly 
analyze the fiscal and monetary policies, current business 
cycle phase and predict possible various external 
phenomena consequences to prices of securities. After 
evaluating and structuring the whole information, the 
investor can decide whether it the time is proper of 
investment, or it is better to refrain.  

By conducting industry branch condition analysis, firstly 
the profitability of a certain industry branch is calculated 
and compared to general market profitability. Later, the 
branch development cycle stage must be determined and 
interfaces with economic cyclic movement must be found. 
Generally, industry branch analysis includes the research of 
branch structure and main characteristics, main economic 
and industrial and research of branch perspectives. 

In order to determine the real company’s share value it is 
necessary to use both quantitative and qualitative indicators. 
The general analysis of these indicators helps to evaluate 
which company’s shares are “underestimated” and which – 

“overvalued”. It allows the investor to make optimal 
investment decisions and evaluate in which investment in 
company’s shares is more profitable. A more detailed 
analysis allows the investor to evaluate better the 
investment risk and expect the higher investment returns. 
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financial stability and aggregated debts 
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Abstract: The aim of this paper is to review current 
research problems in analysis of relationship between 
financial stability and aggregated debts and define research 
problems which are not well explored and can inspire further 
researches. 

First, concept of financial stability was briefly reviewed and 
macro prudential approach explained, as the further analysis 
is based on this approach. Further it was reviewed what 
questions are raised while analyzing each aggregated debt’s 
impact and overall influence of all debts on financial stability. 
Aggregated debts are the debts of institutional sectors which 
are households, enterprises and government.  

It was noticed that most research problems concentrate on 
analysis of how either household debt or public debt impacts 
financial stability. The influence of enterprise debt is much 
less researched. In particular how non-financial business 
sector’s debt is related with financial stability of the country.  

And finally, the overall impacts of all aggregated debts is 
the least researched, therefore there is obvious need for 
further research problems in this area. 

Index Terms: Financial stability, household debt, enterprise 
debt, public debt. 

JEL: E50, E55. 
 

I. INTRODUCTION 
 

Financial stability is a rather new academic topic in 
economics. Its importance significantly increased during 
global economic crises which began in 2008. Events of 
financial instability has huge negative impact on economy 
and social welfare. Therefore it is very important to analyze 
the ways how to safeguard financial stability. Historically 
microeconomic point of view dominated while researching 
financial stability, but recently scientists agree that 
macroeconomic approach is required. Financial system has 
to be analyzed as a whole, systemic risk factors has to be 
identified. One of the most important source of risk for 
financial system is debt. 

The aim of this paper is to review current research 
problems in analysis of relationship between financial 
stability and aggregated debts and define research problems 
which are not well explored and can inspire further 
researches. First, it is important to briefly describe the 
concept of financial stability. Further, relationship between 
financial stability and aggregated debt will be described. 
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with the Faculty of Economics and Finance Management, 
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And finally, research problems which are currently 
researched and these which need further analysis will be 
identified. 

 
 
II. FINANCIAL STABILITY AND AGGREGATED 

DEBTS 
 

A. Financial stability concept 
 

Financial stability can be approached from two 
perspectives which are microeconomic and 
macroeconomic. The main differences of the approaches 
are stated in Table I. 

TABLE I  
MACRO-VERSUS MICRO PERSPECTIVE 

 Macroprudential Microprudential 
Immediate 
objective 

To limit instability 
at system level 

To limit problems 
at institutions’ 
level 

Ultimate 
objective 

To avoid 
macroeconomic 
costs 
associated with 
financial instability 

Consumer 
protection 
(investor/deposito
r ) 

Risk 
characterizati
on 

Endogenous 
(dependent on 
collective 
behavior) 

Exogenous 
(independent 
from the 
behavior of 
individual agents) 

Correlation 
and common 
exposures 
across 
institutions 

Important Irrelevant 

Calibration of 
prudential 
filters 

Targets risks at 
system level 

Targets risks at 
institutions’ level 

   
Research of financial stability began from 

microeconomic perspective. But during last decade 
macroeconomic approach emerged. This approach is much 
less researched therefore provides more research problems 
which can be further analyzed. 

By utilizing macroeconomic approach financial stability 
is analyzed from systemic perspective and on macro level. 
Problems in individual institutions or financial markets 
does not create threats for financial stability until it is not 
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expected that these problems damages economy as a whole 
or triggers spreading of problems across whole financial 
system (Maliszewski, 2009). Therefore number of research 
problems can be raised in order find out what factors 
influence financial stability on macroeconomic level; how 
these factors should be measured and monitored; how these 
factors influence financial stability; and what policies 
should be applied in order to manage these factors and 
safeguard financial stability. 

Some authors state that in a broad sense general purpose 
of macroeconomic policy is to reserve financial stability. 
As specific goals it is possible to underline aim to decrease 
systemic risks and losses causes by financial crisis 
(Chiriacescu, 2013). On the other hand, other group of 
important research problems are related to systemic risk. It 
is important to research how systemic risk should be 
measured and managed. 

 
B. Financial stability and debt 
 

During last two decades debts increased substantially in 
OECD countries (Sutherland, D. et al., 2012). Which is a 
warning signal as indebtedness level is a very important 
variable influencing financial stability. High indebtedness 
level increases the sensibility of financial system to 
economic fluctuations. 

While analyzing debt dynamics and its influence to 
economy and financial stability debt is usually defined as 
three separate variables: government debt, enterprise debt 
and household debt. Consequently researchers raise 
different research problems while analyzing relationship 
between financial stability and each mentioned debt. 

Current debt trends show that high debt periods may 
continue. Total economy debt was rising persistently with 
short falls, but debt fluctuations across institutional sectors 
were significant (Table II). Consistent debt decreases in 
household and financial sectors appears rarely and debt 
increase trend dominates. The fluctuations into both sides 
are more consistent in government and non-financial 
sectors, but upwards trend can be also noticed. 
Deleveraging episodes show that debt do not decrease to 
previous lows (Sutherland, D. et al., 2012). 

 
C. Financial stability and household debt 
 

Household debt was increasing rapidly before the rise of 
year 2008 global crisis. Liberalization of financial markets 
and financial innovations stimulated investments. Credits 
became available for individuals with low income and it 
became easier to borrow for the first home (Girouard et al., 
2006). Number of authors raised questions on how 
increased indebtedness of individuals influence financial 
stability. 

Kask (2003) analyzed increase of household debt in 
Estonia by raising the following questions. Is rising debt 
burden of households in Estonia is exceptional 
phenomenon while considering international environment? 
What risks are created to overall financial stability by 
increased indebtedness of households? 

 
TABLE II  

DEBT CYCLE CHARACTERISTICS 

 Averaging increasing 
 Length 

(years) 
Size 

(% of GDP) 
Total economy 6.9 76.8 
Non-financial 
corporate 

4.4 24.6 

Financial 10.7 72.5 
Government 6.0 22.9 
Households 10.2 16.4 

 Average reductions 
 Length 

(years) 
Size 

(% of GDP) 
Total economy 3.0 -27.8 
Non-financial 
corporate 

4.5 -17.9 

Financial 3.4 -21.5 
Government 5.0 -14.4 
Households 3.5 -5.0 

 Large reductions 
 Length 

(years) 
Size 

(% of GDP) 
Total economy 5.0 -60.1 
Non-financial 
corporate 

6.6 -42.1 

Financial 5.6 -55.3 
Government 8.3 -34.9 
Households 6.3 -10.7 

 

Note: data from OECD national accounts. Non-consolidated debt, 
sample between 1950 (or earliest available year) and 2010. The 
debt cycles are in relation to GDP with the dating determined by 
business cycle dating approach, with the peak being followed by 
at least two years of a declining debt-to-GDP ratio. Large 
reductions show the average of the largest 25% of debt level 
reductions. 

 
Beer and Scurz (2007) raise similar questions while 

analyzing Austrian case. They try to find out whether 
household debt in an important issue for central banks, 
what are the sociodemographic characteristics of indented 
individuals in Austria and risks household debt creates to 
financial stability? 

Debelle (2004) analyzes how household borrowing 
influences financial stability and macroeconomic situation 
of the country. It is important to understand whether 
household debt is sustainable? How increasing 
indebtedness is related to sensitivity of individuals to 
interest rate changes? How household debt correlate with 
consumption and how changes of debt and consumption 
impacts macro economy?  

Number of researchers analyze how household sector’s 
financial fragility should be measured in order understand 
its impact on unexpected fluctuations of financial stability. 
Gadanecz and Jayaram (2009) suggest the following 
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indicators, net assets (assets minus liabilities) and net 
disposable income (earnings minus consumption minus 
debt service and principal payments). 

Many other researches deal with similar research 
problems as mentioned above just they concentrate on 
other chosen countries (Davies, 2009; Santoso and Sukada, 
2009; Endut and Hua, 2009). 

 
D. Financial stability and enterprise debt 
 

Relationship between financial stability and enterprise 
debt is substantially less researched topic comparing to 
household case described in the section before. Therefore it 
was noticed that research problems which inspire analysis 
of enterprise debt influence on financial stability are not 
well researched and need further consideration. 

Some authors are building frameworks for assessing 
financial stability and their frameworks include variable 
reflecting enterprise debt (Adrian et al., 2014). For analysis 
enterprise debt is divided into debt of nonfinancial 
businesses and financial institutions. It is important to find 
out how enterprise debt should be measured and what 
variable most suitably picture it? 

Other researches analyze whether increase of private 
sector debt (enterprise debt and household debt summed 
up) can indicate increase of systemic risks (Borio, 
Drehmann, Tsatsaronis, 2011; Borio, Furfine, Lowe, 2001; 
Borio, White, 2003). 

How performance of enterprises effect balance sheets of 
financial institutions is other research problem. How 
increased indebtedness of businesses influence credit 
availability and overall financial stability of banking sector 
(Bernanke and Gertler, 1989; Gertler and Kiyotaki, 2012). 

It was difficult to find research problems where authors 
solely concentrate on relationship between financial 
stability and enterprise debt. Usually that kind of research 
problems were considered while analyzing other broader 
topics. 

Also it is important to note that while analyzing debts of 
institutional sectors enterprise debt is usually divided into 
two subsectors which are financial institutions and non-
financial institutions. Therefore research problems may 
differ depending on whether financial institutions which 
are important part of financial system are analyzed or it is 
concentrated on non-financial businesses which influence 
financial system pretty different. 

 
E. Financial stability and government debt 
 

The relationship between financial stability and 
government debt is researched in the similar level as in 
household debt case mentioned above and much more 
compared to enterprise debt case. 

A few authors concentrate on public debt management. 
They analyze how public debt should be managed in that 
way that it does not become source of threats to financial 
stability. Also researches tries to define public debt 
management policies which contribute to safeguarding 

financial stability (IMF and the World Bank, 2003; 
Hoogduin et al, 2010). 

It is also analyzed how public debt management, fiscal 
policy and monetary policy are related while pursuing 
financial stability (Togo, 2007; Dodge, 2010). Research 
problems concerning spill-overs between different policies 
are raised (Figure 1). 

 
Fig. 1. Linkages between public debt management and the 

macroeconomic framework 
 
Number of authors analyze last European sovereign debt 

crisis (Lane, 2012; Ardagna and Caselli, 2012). Different 
research problems are raised aiming to understand reason 
of European sovereign debt crisis, its progress and 
prevention. This crisis is the latest and still in progress 
example of how government debt problems leads into 
financial instability. Moreover the problems in one country 
contaminates financial systems of other countries, 
consequently financial stability of all region suffers. 
Therefore research problems analyzing spill-over effect are 
raised. It important to find out how financial problems in 
one country transfers into others and affect whole region. 

Similar analysis are conducted in other regions, where 
similar research problems are considered. Capraro and 
Perrotini (2012) analyze foreign debt crisis of Latin 
America in the 1980s and suggest the model for prevention 
of similar financial instability examples. Mendoza (2009) 
raises questions about relationship between financial 
stability and public debt in emerging market economies. 
The author maps policy related instruments that can 
contribute to dealing with public debt related problems. 

 
F. Overall impacts of all aggregated debts on financial 
stability 
 

The least number of research problems are analyzed 
while considering overall impact of all aggregated debts 
(household, enterprise and public debts) to financial 
stability. 

Some authors argue that it is more important to 
concentrate on private debt (households and enterprises) 

Debt 
management 

Financial 
stability 

Fiscal 
policy 

Monetary 
policy 
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comparing to public debt while searching for policies 
towards financial stability (Schularick and Taylor, 2012). 
Before the last year 2008 financial crisis economists 
concentrated on government debt indicators, but as history 
showed it was a mistake. For example, in 2007 Spain’s and 
Ireland’s public debt did not exceed 40% of GDP, both 
countries met Maastricht criteria, public budgets were well 
balanced. But in two years their financial system collapsed. 
Government debt indicators did not predict any financial 
problems, but on the other hand financial situation of 
private sector could indicate upcoming financial turmoil.     

In the beginning of the last global financial crisis some 
authors analyzed relationship between increase of private 
borrowing and banking crisis (Schularick and Taylor, 
2012), others research relationship between fiscal policy 
and financial crisis (Almunia et al. 2010). But there were 
little attention towards analysis of joint public and private 
debt impact on financial stability (Jorda` et al. 2013; 
Schularik, 2014). This finding shows the need for research 
problems in that area, where complex approach is 
employed. 

Schularik (2014) analyzed relationship between financial 
stability and public and private debts in developed 
economies during last 140 years (1870-2010). This 
research allows to compare effects of public and private 
debts on financial stability, also the joint influence may be 
noticed. Such research provides full picture of country’s 
sectors indebtedness levels relationship with financials 
stability and helps to notice problematic issues. 

Summarizing, there are two research trends. One group 
of researches concentrate on private debt and the other 
analyze the impact of public debt. Therefore there is lack of 
research problems which help to find the complex effect of 
all aggregated debts on financial stability. 

Main reason of concentration on one type of aggregated 
debt may be that in different countries financial instability 
events were triggered by particular aggregated debt. But as 
it was noticed each type of aggregated debt is 
interconnected just one’s impact to financial stability is 
much stronger. In order to create sufficient model for 
safeguarding financial stability all aggregated debts 
(household, enterprise and public) should be included, 
because each of these debts may cause financial distress in 
the country or complex effect may occur. In other words, 
all aggregated debts should be monitored as it is hard to tell 
which sector’s over-indebtedness may cause financial 
instability or overall excessive debt of the economy will 
cause problems for financial system. 
 
 
 
 
 
 
 
 
 

III. CONCLUSION 
 

Most research problems are raised while analyzing how 
financial stability is influenced by household debt or public 
debt. Much less researched is the impact of enterprise debt 
of financial stability. In particular how non-financial 
business sector’s debt is related with financial stability of 
the country. Authors concentrate more on debt of financial 
institutions as they are part of financial system, but 
problems in non-financial enterprises may also create 
systemic risks to financial stability.  

Finally, the least researched topic is the relationship 
between financial stability and all aggregated debts 
together. There is lack of composite approach towards 
aggregated debts and further research problems should be 
considered in this area. 

As it was noticed there is not enough to concentrate on 
one aggregate debt, as problems on other sectors may be 
overlooked. Also there may occur a complex effect of all 
aggregated debts on financial stability. As all institutional 
sectors are closely interconnected and debt problems in one 
sector may weaken another sector’s financial situation. 
Therefore it is important to further consider research 
problems concerning overall effect of aggregated debts on 
financial stability. 
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Assessment of the Effectiveness of Maritime Industry  
in the Post-Crisis Period 

Jelena Belova1, Rima Mickiene2  

 
Abstract Post-crisis period, 2010-2013, in Eastern Coast 

Baltic Seaports starts in different ways, related to the 
geopolitical changes in the region. Results of financial key 
performance analysis define the actual financial situation of 
the maritime company. It is necessary for its owners, 
shareholders and investors. A good financial situation of 
company creates an opportunity to attract new port service 
users, cargo owners, shipping lines, and investors. The 
financial analysis of key performance indicators acts as 
guidelines: for the port authority in order to develop an 
investment strategy; for the maritime industry– in their 
business development. 

Index Terms: Seaport, Maritime economics, Economic 
crisis. 

JEL: D53, G32. 
 

I. INTRODUCTION 

The efficiency of activities of the maritime sector 
generally strengthens the international and political 
positions of the country as the activities and development 
in the sector have a direct link with international economic 
cooperation, attraction of foreign investments, 
membership in international organizations and other 
crucial factors.  

The scientific relevance of the problem justifies the 
idea that by defining the problems of efficiency from the 
point of view of globalization and integration, we can 
determine some problematic analogies the analysis of 
which is especially urgent in post-crisis period restoration 
activities of economic entities.  

Port and maritime industry is a strategic area of 
economic activity in the Republic of Lithuania. It is 
significant when attracting the foreign investment, 
promoting the development and growth of country’s 
transport sector and whole economy.  

Nevertheless, there is a lack of financial and economic 
research of maritime industry in Lithuania. Financial 
analysis of maritime companies, evaluation of efficiency 
and principles of economic behaviour formation according 
to economic cycles is an insufficiently analyzed area. 
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Foreign authors (Cariou, Ferrari, Parola, 2015; Talley, 
2012; Branch, 2009, Cullinane, 2009; Stopford, 2009; 
Harwood, 2009; Baird, 2002, etc.) studies and researches 
focus more on economic impact than efficiency.  

According to the authors’ point of view, the peculiarity 
of this area is when modelling the economic behaviour of 
marine company, it is necessary to take into account the 
mismatch of marine sector and general economic cycles, 
its scale effect and influence of macroeconomic indicators 
(Belova, Mickiene, 2008, 2010, 2011, 2012). 

The object of research is the economic effectiveness of 
maritime industry companies in the post-crisis period. The 
time period of 2010-2013 is to be considered as the post-
crisis. The behavior of different specializations maritime 
sector companies is determined by the efficiency level of 
companies under the conditions of economics fluctuations.  

Despite having a strong macroeconomic basis, the 
maritime sector was severely affected by the global 
financial crisis during its early stage.  

Once the global financial market collapsed, maritime 
business companies found themselves facing significant 
funding difficulties in the international capital markets. 
Maritime sector activities are characterized by the scale 
effect, so efficiency particularly significant in attracting 
foreign investments. 

The objective of the research is to determine the 
assessment criteria and effectiveness formation problems 
in the maritime industry in the post-crisis period, 
according to the cyclic development tendency in the 
maritime industry.  

The main objectives of the research are the following: 
1. To theoretically support the cyclic development 

tendency in the maritime industry of local and global 
economics point of view. 

2. To rank financial performance of maritime industry 
companies in the post-crisis period. 

3. To evaluate the economic behavior of Lithuanian 
maritime industry companies in the post-crisis period. 

Research methods: analysis of scientific literature, 
statistical analysis, financial analysis, comparison of key 
performance indicators, structural interview. 

Empirical research was done in 3 different activities 
stevedoring companies and Klaipeda State Seaport 
Authority. The influence of cyclical fluctuations on main 
port freight indicators can be summed up on the basis of 
main activities.  

The hypothesis of the research is that the effectiveness 
of the port must be understood as being a complex 
category which is determined by various factors and that 
the effectiveness of the maritime industry is directly 
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dependent on the business interests and effectiveness of 
the actors in the maritime sector. 

One of the components of the research is a structural 
interview with representatives of the main Lithuanian 
maritime company to highlight the general opinion and 
facts about the changes in the maritime industry from the 
company’s perspective. The thorough analysis of the data 
gathered from the representatives in the structural 
interviews clarifies the acting conditions of the companies 
and shows the complexity of the relevant issues that the 
maritime industry has to cope with. 

According to the key performance analysis of 
companies efficiency in the global economics point of 
view, there are possibilities also to define economic 
behavior of a company under the global economic 
recession conditions and in post-crisis period by 
assessment on two levels: internal, within management 
functions, and external, via adaptation of a company under 
the changing market conditions. 

 

II. THEORETICAL ASPECTS OF CRISIS 
MANAGEMENT IN THE CONTEXT OF LOCAL AND 

GLOBAL ECONOMICS 

From the point of view of content and axiomatic the 
problems of the global economic crisis are examined and 
analyzed by two competing paradigms – methodological 
individualism and methodological holism. The 
globalization process is usually reflected by complicated 
regional, trans-national and global networks of 
relationship, and responds to the new knowledge making 
paradigm and the reasoning of collaborative and 
networking activities (Giddens 2000, Bauman 2002; Held, 
McGrew, Goldblatt, Perraton 2002). 

The generalized reasoning of the globalization process 
from the point of view of Bauman (2002) and Tomlinson 
(2002) is based on a postmodernism philosophy which 
questioned the idea of the entire world outlook thus 
creating the possibility for neo-liberalism and free 
business doctrine to become predominant in economics 
and it revealed itself by great mobility of labor force and 
capital, Harvey (2005) which is still called as “time and 
space compression” or the notions in synergy science “in-
placed time” and “in-timed space”. All this is applied 
when speaking about globalization processes, the 
consequence of which is – the on-going “shrinkage” of the 
world covering all parameters of the human life and his 
activities. 

Nonetheless under the context of globalization, next to 
universality the significance of place also must be 
emphasized, i.e. locus, when the financial and information 
activity flows reach the global level, the complete opposite 
process of localization begins, which forms and restricts 
the space. Nevertheless, for some layers of population the 
the same processes are global and providing the freedom, 
but from a different perspective – locals, limiting their 
discretion of making choices (Bauman 2002).  

The tendencies of the modern economic thinking of 
Lithuanian society in the national and European context 
are transforming from individualistic to institutional, 
following Western European standards, when deep 
common national traditions and a universal national 
community are recognized both by the rights of an 
individual person and political freedom and independence 
of all nations (Kubilius 2006). Even though the dominant 
economic doctrines follow the principle of methodological 
individualism, the paradigm of methodological holism is 
more adequate for economic reality. 

From the point of view of the paradigm of universality 
and integration, the effectiveness can be treated in two 
ways: as the achievement of the goals of the organization 
(external effectiveness) and as the optimization of activity 
processes of the organization (internal efficiency). In both 
cases it means efficiency and the best results.  

Following by economics theory (Аnsoff, McDonnel, 
1998; Valackiene, 2005) there are allowed formation of 
several general statements about the crises:  
• crises are different (according to time, reasons, forms 

and etc.); 
• crises have the effect of resonance (inter-active, 

artificial, interlocked and etc.); 
• crises are multi-staged (latent period, falling, 

depression or lower balance, livening); 
• crises are necessary (though the periods of the end of 

them significantly depend on subjective factors); 
• crises are unavoidable (as unavoidable is the phase in 

the life of any system); 
• crises are progressive (from the point of view of 

renewal and intensification of development). 
Assessing the impact of a crisis on a separate company, 

it may be stated that the crisis effects appear, as a rule, 
unexpectedly and immediately creating problems finding a 
solution which seems not existent at that particular period 
of time.  

In similar situations quick reaction is necessary which 
cannot be worked-out within the frame of usual systems 
and methods of economic management. Non-adjustment to 
quick reaction leads to missed possibilities and direct 
economic losses.  

Usually different indicators are used to analyze the 
cycles. They reflect national business or economic 
activities. The ones that mostly affect national economics 
are the pace of total gross product and the internal national 
product growth, the inflation rate, unemployment rate, 
money rate, currency fluctuations, resource cost (basic 
stores, energy, etc.) and investment climate. The maritime 
business indicators for the cyclic development tendency 
analysis are ton-miles, profit from activities, sales, capital 
profit and others (Stopford, 2009; Harwood, 2009, Branch, 
2009). A cyclic development affects all factors of port 
activities: freight (amount, types); ships (number, types, 
rate of freight); capital (needs, price and the efficiency for 
the owners); staff (number, salaries); business efficiency 
(profitability of freight carries and other transport 
companies). 
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According to the economics theory (Ansoff, McDonnel 
1998), there are different attitudes to the definition of 
effectiveness, which are connected with the search of 
different assessment criteria of the results of activities as 
well as with a number of changes influencing the result. 
For example, when assessing the financial efficiency we, 
as a rule, speak about the level of compliance of indices 
given for assessment (the compliance of actual indices 
showing the profitability of an organization to the 
recommended level of the given indices). Summarizing 
different attitudes to the assessment of effectiveness, it 
may be considered to be a degree of achievement of the 
given tasks.  

It is necessary to emphasize that a crisis changes the 
understanding of economic environment, – from stable one 
to the developing and unstable. From the point of view of 
the management of the organizations, crisis in the 
organization creates the feeling of distinctness, losses and 
often assurance that changes will not bring anything good. 
The crisis creates a new approach towards the perspective 
and one’s place in the organization. Under crisis 
conditions changes to the system of management functions 
are evident, i.e. there are also changes of the types of work 
which are re-distributed between the managers and the 
specialists.  

Rationality and effectiveness of the taken decisions 
concerning the re-distribution of functions is based on the 
introduction of market relationships inside the company 
(Valackiene, 2005). In the period of crisis the indicators of 
economic processes are chronically beyond the framework 
of standards and it turns to normal phenomenon of 
business life. For this reason the assessment of the 
effectiveness, i.e. correspondence to the indicated criteria, 
of activities in the period of post-crisis, turns to the 
assessment of rationality is the assessment of optimality 
with given constraints. 

 

III. THE CYCLICAL NATURE OF NATIONAL 
ECONOMICS AND PORT ACTIVITIES 

It is necessary to point out that the beginning of a crisis 
in the sea freight market usually falls behind the onset of 
pan-economic crisis (normally it emerges a half year 
later). That is why the beginning of 2008 crisis is March 
and April, however it started influencing the maritime 
sector only at the end of the year.  

Total transfer volumes in European ports from 2002 
until 2007 were steadily increasing, and they reached 3,9 
billion tons in 2007 and basically did not change in 2008. 
In 2009, after the onset of crisis at freight markets, the ton-
miles decreased 12% up to 3,4 billion tons. There was 
some increase in 2010, and in 2011 ton-miles were 3,7 
billion, however, it did not reach the level of 2008. The 
increase in ton-miles in 2011 compared to 2010, was 2%. 
The permanent growth of cargo turnover of the all 11 
Eastern Coast Baltic Seaports up to 2008, started to 
decrease since the second half of 2008. The tendency of 
decrease continued in 2009 (Eurostat, 2014).  

Similar trends are characteristic for Lithuania as well. 
Following the results of the statistical analysis of Klaipeda 
port freight and Lithuanian GDP changes, it can be proved 
being of cyclical nature and the analogy between 
tendencies of national economics and the indicators of port 
activities (Fig. 1). 

 
Fig. 1. The Cyclical Nature of Lithuanian Economics and Port of 

Klaipeda Acitvities 
 
The dynamics of the development of the main economic 

indices of Lithuania was negative in January of 2008-2009 
(Fig. 1).  

Lithuanian economics was at its worst in 2009, when 
national product decreased nearly 18%. From 2010 
onwards the situation improved, there was the positive 
growth of GDP in relation to significant European loans. 
Cargo handling volumes in the Port of Klaipeda decreased 
by 7%, in 2010 the growth reached almost 12%. It is worth 
to note that the growth in the volumes of handled cargo 
shows the increase in consumption and the economic 
growth.  

After the growth in 2010-2011, indices of cargo 
handling of the Port of Klaipeda decreased again since 
2012, but in 2013 it increased again.  

The period of fluctuations in cargo turnover in the Port 
of Klaipeda takes approximately two times longer as the 
period of GDP fluctuations, i.e. through one cycle of 
handling change, GDP experienced the change of two 
cycles in 2011-2014.  

The analysis indicates that the crisis increases the 
competition in market of port services. It determines the 
methods of competitive rivalry and positions in the market 
of port services. It should be noted that in Lithuanian 
maritime sector the crisis starts later than in the whole 
country’s economy, however in Lithuanian maritime 
sector cycle’s peculiarity is that the „decline“ is lower and 
the „growth“ is higher than the national economy (Fig. 1).  

This can be explained by the fact that port activity 
depends on both: fluctuations of national economy of 
Lithuania and fluctuations of transit freight.  

The post-crisis period, which generally began in 2010, 
in Eastern Coast Baltic Seaports starts in different ways 
(Fig. 2). After the restrictions of the Russian Federation on 
transport policy, the majority of freight flows, which 
moved through the ports of the eastern coasts of the Baltic 
Sea, were directed through the ports of Russia. 
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Fig. 2. Eastern Coast Baltic Seaports Cargo Turnover 2011-2014 

Source: Annual Klaipeda State Seaport Authority Cargo 
Handling Reports 2007-2014 

The activity of the newly built port of Ust-Luga 
dramatically changed the situation of cargo handling of 
ports (Fig. 2). The cargo turnover of the port of Ust-Luga 
in 2012 increased by 108%, comparing with 2011, in 2013 
– by 34%, in 2014 – by 21%. Projected volume of cargo 
handling in the port of Ust-Luga is 180 million tons.  

At the same time the cargo handling of the other ports in 
the region decreased.  

The cargo volume in 2012  in the east coast of the Baltic 
Sea region, in the Russian ports (Primorsk, Ust-Luga, 
Saint Petersburg, Vysotsky, Vyborg) increased in 
comparison with the previous years by approximately 
22%, while in the other ports (Klaipeda (Lithuania), Riga, 
Ventspils, Liepaja (Latvia) and Tallinn (Estonia)) 
increased only by 8%, respectively in 2013, in the Russian 
ports it increased by 8%, while in the other ports in this 
region a decrease of 10% is evident.  

Cargo handling volumes in the Russian ports increased 
in 2014 as well, however less intensively, increase of only 
5% is observed, in comparison with 2013.  

It is likely that it was influenced by a more intensive 
increase of cargo handling in the other ports of region – 
cargo handling increased approximately by 14% in 
comparison with 2013 (Fig. 2).  

However, this increase of cargo handling, meaning the 
recovery of entire maritime sector, does not reduce the 
negative increase intensity of cargo handling in the 
Russian ports – overall average of cargo handling change 
in post-crisis period in the Russian ports is 12%, while in 
the other ports of region – only 1%. 

Nevertheless, it is significant to assess not only the 
competitive environment of the port, but also to take into 
consideration the geopolitical situation. 

The role of the Port of Klaipeda is significant in the 
country’s economy – it creates 4,5% of the total 
Lithuanian GDP’s.  

Taking into account all the related activities (motor 
transport, logistics, etc.) – it is related to 18% of 

Lithuania’s total GDP,  1 EUR of port incomes brings 78 
EUR cents to Lithuania’s budget, each ton of handled 
cargo in port in 2013 brought about 3,25 EUR in taxes.  

More than 800 different types of companies are engaged 
in port-related activities. Approximately 185,000 jobs are 
created by the operations of the Port of Klaipeda thus 
showing the importance of the port not only to the 
economy of the country but the society as well. 

On the basis of a port activity management classifier, a 
port of Klaipeda belongs to Land Lord group. The state, 
represented by the port authority, leases the territory on a 
long term basis to the port companies. Superstructure 
development projects are funded by the companies, 
operating in the port. Port administration funds the 
projects related to the infrastructure development with its 
own and attracted funds.  

The main sources of budget are the harbor dues (over 
85%) and income from renting out the port land. 

Cyclical fluctuations are typical of port profit, which is 
based on income (mainly – port dues) indicators. Port 
dues, which depend on a vessel type and size, are 
estimated for gross tonnage of the vessel. The correlation 
between the number of vessels, their tonnage and the 
income from the ship dues shows the impact of cyclical 
fluctuations (Fig. 3). 

 

 
Fig. 3. Cyclical Fluctuations of Shipping Indicators 2008-2014 

Source: Annual Klaipeda State Seaport Authority Cargo 
Handling Reports 2007-2013; Annual Klaipeda State Seaport 

Authority Reports 2008-2014 (Port Dues in 2014 – prognosis.) 

It is characteristic of a crisis year 2009 that all the 
indicators decreased, and in 2011 they were higher than 
pre-crisis indicators. In the crises period port dues 
decreased only in 2009 and was 3%.  

The port of Klaipeda is located on the crossing of two 
European transport corridors (first motor and ninth rail) 
and the port of Klaipeda is multi-modal.  

Since 2001 there were significant changes made to the 
directions of cargo in the port of Klaipeda more 
particularly, the direction of cargo when dominated local 
goods is export (Fig. 4). 
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Fig. 4. Freight direction in Port of Klaipeda 1994-2013 

Source: Annual Klaipeda State Seaport Authority Cargo 
Handling Reports 2007-2013 

Transit freight composes about 40% of port ton-miles. It 
makes a significant impact on port indicators (Fig. 4). The 
port is strategic object for the country’s economy as well 
as for its neighbors and long-term business partnerships 
(Belarus, Germany, Russia, Kazakhstan, etc.). It is 
reflected in export, import and transit port freight traffic 
indicators.  

The main freight of the port of Klaipeda is fertilizers, oil 
products, containers and ro-ro.  

They make up about 75% altogether (Fig. 5).  

 
Fig. 5. Structure of Freight in the Port of Klaipeda in 2014 

Source: Port Statistics, 2015 

Analyzing the structure of freight, it is necessary to 
point out that all of them are characterized by different 
tendencies.  

Ro-ro and container transfers coincide with the 
economic cycle. The main ro-ro freight is the consumer 
goods, which is why the ro-ro market is mostly affected by 
the consumer demand. Klaipeda is the main port of the 
Eastern Baltics for ro-ro transfers.  

All ro-ro freight is transported via 3 ro-ro lines that 
connect Klaipeda with Sweden and Germany.  

About 55% of this freight is import and 45 – export. 
Container freight has one of the best tendencies in the 
Eastern Baltics – 2013 increase of 5,5%.  

A significant increase in freight traffic is related mainly 
to the construction and capturing of container terminals 
and new container distribution center, established by the 
stevedoring company ”Klaipedos Smelte”. 

Transfer of fertilizers greatly depends on the 
agricultural market. The crisis of this market, which is the 
characteristic of the Baltic Sea region, also affected the 
transfer indicators.  

According to the latest crisis influence, in 2009 the 
crisis did not significantly affect this type of freight traffic, 
but in 2012 they dramatically decreased by 16%.  

Nevertheless, this cargo is the main one in the Port of 
Klaipeda, which composes 26% of total cargo handling of 
port in 2014. Oil product transfers are considered to be 
stable, as they were increasing during the crisis years, but 
in 2013 decreased by 14%. This kind of freight traffic 
greatly depends on contracts with Russia and Belarus and 
not only on economical but rather political factors.  

The Baltics are characterized by the active construction 
of oil terminals by Russia and its monopoly politics in this 
sphere. It is likely that this flow of freight will decrease 
additionally, because new LNG terminal starts it’s activity 
and it will reorient the energy market, by decreasing the 
handling from Russia and increasing the handling from 
other regions.  

Therefore while overcoming the consequences of 
economic crisis, the activity of Port of Klaipeda was 
affected by the port’s universality. The Port of Klaipeda 
handles the different types of cargo. There is no 
dominating cargo type in the port.  

Therefore, when business and economic conditions are 
varying, there is a higher probability to retain the handling 
volume. It should be noted that even the Port of Klaipeda 
is universal, however the cargo handling companies tend 
to specialize in their activities. 

 

IV. STEVEDORING COMPANIES OF 
KLAIPEDA PORT FINANCIAL PERFORMANCE 

ANALYSIS 

The influence of cyclical fluctuations on main port 
freight indicators can be summed up on the basis of main 
activities indicators: freight ton-miles (the part of market), 
profit, and revenue position. 

There are 19 stevedoring companies in the Port of 
Klaipeda. Most of the companies specialize in accordance 
with the types of cargo.  

The companies that have a dominant position in the dry 
cargo market and handle the main cargo in the Port of 
Klaipeda are analyzed in the research: 
• JSC “Klaipeda Stevedoring Company (KLASCO)” 

specialize in bulk cargoes, it accounts for 36% of handling 
market of the Port of Klaipeda;  
• “Klaipeda Container Terminal”, Ltd (KCT) handles 

containers; it accounts for 10% of handling market;  
• JS stevedoring company “Klaipedos Smelte” (KS) – 

the company is changing its specialization in crisis period 
from the general cargo to the containers, at the moment; it 
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accounts for 6% of handling market, however in 2015 
when new build Mediterranean Shipping Company (MSC) 
container distribution center starts, the company plans to 
increment the volume of handling several times; 
• The activity of companies is directly related to the 

activity of Klaipeda State Seaport Authority (KSSPA), 
thus the results of this organization and these companies 
are analyzed together. 

The influence of cyclical fluctuations on main port 
freight indicators can be summed up on the basis of main 
activities. The key performance indicators of companies 
profit and yield of 2012 was analyzed. Whereas the 
activity of companies and its indexes are different, the 
method of rating will be applied. The received assessments 
of the indicators will be ranged from the lowest (1) to the 
highest (4) (Table 1). 

 
TABLE 1 

RANK OF KEY PERFORMANCE INDICATORS OF PORT OF KLAIPĖDA 
COMPANIES IN 2012 

a) Current Ratio (Solvency) b) Financial Independence 

  
c) ROE, ROA, ROCE d) RONOA 

  
e) ROS f) EBIT 

  
Source: Annual Klaipeda State Seaport Authority Reports 2008-
2013; KLASCO, “Klaipeda Container Terminal”, “Klaipedos 
Smelte” Balance, Profit and Loss Accounts 2010-2013 

Analysis of rank of EBIT index of port and stevedoring 
companies (Table 1, f), shows that best index of 
stevedoring companies’ is KLASCO, main general cargo 
stevedoring company in the Port of Klaipeda, worst – 
“Klaipedos Smelte”.  

Detailed profit analysis reveals the situation, that despite 
the fact that the profit of all the companies decreased in 
crisis period, the profit of Klaipeda State Seaport 
Authority (KSSPA) steadily increasing and in 2012 EBIT 
index rank was 4, maximum (Table 1, f; Fig. 6).  

The profit of stevedoring companies (Fig. 6), 
dramatically decreased in 2009. In the container handling 

company “Klaipeda Container Terminal” (KCT) it 
decreased by 94%, and in “Klaipedos Smelte” by 75%. 
However, the profit of all companies tended to increase in 
the post-crisis period. 

 
Fig. 6. EBIT Indicator of Port of Klaipeda in 2012 

Source: Annual Klaipeda State Seaport Authority Reports 2008-
2013; Lithuanian Stevedoring Companies Association Report 

2012-2013 

Especially it is related to the companies of container 
handling, when their profit increased accordingly, 14 or 10 
times in 2010. “Klaipedos Smelte” incurred losses, 
because the company that operated the general cargo 
handling, since 2008 started to change its specialization – 
the new container terminal was built and exploit for the 
MSC container line. Thus, it explains the recession of 
“Klaipeda Container Terminal” (KCT), because this 
company cooperate with MSC until 2008 and lost this 
business partner.  

Decreased profit of handling companies in 2009, which, 
presumably, decreased the development of stevedoring 
companies in 2010, indirectly influenced the decreased 
profit of KSSPA. According to RONOA indicator the 
capital of profit and profitability of company are assessed 
(Table 1, d). “Klaipeda Container Terminal” (KCT) 
indicator is assessed best; it demonstrates appropriate 
management of company activity.  

ROCE indicator of invested capital profitability (Table 
1, c) is the highest in “Klaipeda Container Terminal” 
(KCT), and the lowest is in “Klaipedos Smelte” (KS). It 
explains the fact that at the crisis period after the decrease 
of company’s profit “Klaipeda Container Terminal” KCT 
explored every avenue in order to adjust the situation and 
to attract new investments. The worst indicators, in 
comparison to the other companies, are those of 
“Klaipedos Smelte” (KS) and demonstrates especially 
complex and dynamic situation in company till 2012. 
Slightly better RONOA indicator (Table 1, d) depicts 
incoming positive alterations. 

To summarize the analysis of indicators, it emerged that 
the most inviting company to invest is “Klaipeda 
Container Terminal” (KCT), which has the beneficial 
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indicator RONOA, ROCE and combination of Solvency, 
in comparison to “Klaipedos Smelte” (KS) (2, 1, 1). 

While analyzing indicators of companies of solvency 
and financial dependence (Table 1, a, b), it was assessed 
that the KSSPA has the highest indicator of solvency and 
the lowest financial dependence. Such values of indicators 
can make the presumption to consider that in the company 
the money is accumulating, the unoriginal capital is not 
attractive, the policy of credits is inactive, and thus it is 
essential to enhance utilization of finances in stock.  

On the other hand, accumulation of finances was 
inevitable in relation to the construction of newest LNG 
terminal. The lowest indicator of RONOA is in KSSPA, 
because the main capital of company is composed of 
leasehold property, which constitutes only 15% of all the 
income. The highest values of indicators of KSSPA are 
Current Ratio, Financial Independence and Return on 
Sales (Table 1, a, b, e), it justifies the direction of 
investment of seaport authority, and appropriate policy of 
levies.  

It should be noted that all indicators of KSSPA 
decreased in 2010. It is related to alterations in the 
management system and in the policy of reclamation 
investment. The variation of key performance indicators of 
companies not always match the variation of indicators of 
GDP, consequently of the global maritime business 
market, and may have different tendencies. The efficiency 
of the port’s companies determined the level of integration 
of the companies in the national economics; level of 
integration to the international transport business, as this is 
the activity directly connected with international economic 
cooperation; attraction of foreign investments; strategies of 
freight and company‘s development in cycling. 

 

V. POST-CRISIS BEHAVIOR MANAGEMENT OF 
MARITIME INDUSTRIES COMPANIES 

The crisis phenomena in the maritime industry has made 
a significant impact on the economic indices of the 
participants of the maritime business (affecting income, 
profit, salaries, number of employees and etc.). In order to 
analyze the crisis impact and to highlight the behavior of 
relevant companies there has been a structural interview 
carried out in different stevedoring companies of the 
Lithuanian maritime sector. 

Accordingly to data provided by the informants, it was 
highlighted that previously used methods may be a way 
out of the crisis for port companies (Table 2).  

Analysis of activities of maritime sector organizations 
under crisis conditions describe that in order to achieve the 
efficiency of the company activities, general and separate 
solution ways of problems are possible.  

General solutions are the following:  
• re-structuring of the organization; 
• internal budget control; 
• rationalization of use of internal resources. 

Separate solutions of the efficiency of the company 
activities appear in those fields of activities: 
• finances and budget management; 
• solutions in organizational structure; 
• management solutions. 

TABLE 2 
WAY OF CRISIS MANAGEMENT METHODS 

Short term methods Long terms methods 
• Decreased administration 
costs; 
• Decreased number 
employees; 
• Decreased salary; 
• Got rid of non-productive 
assets; 
• etc.  

• Decreased tariff and cargo 
dues; 
• Rearranged freight 
structure; 
• Changed marketing 
strategies; 
• Activated investment policy 
• etc. 

 
For example, as many as there are maritime business 

companies with different perspective, as much of ways 
there may be to solve the problem of payment for work. 
Summarizing the data of the interview it is evident that 
different decisions are taken – in some companies the 
previously used methods are used more vastly; in other 
ones they the methods were not changed or even less 
applied. In some organizations the elements of 
authoritarian management are strengthened, in other ones 
the management is getting more democratic. 

As a rule, all organizations need thorough overview, 
also organizational and structural changes, but the 
organization is far from coming to such a conclusion at 
once as there are such ideas about the possible effects of a 
crisis as “it is harmful only in the country“, there are “only 
minor disadvantages“ within the organization and it is 
necessary “to live-through“ this complicated time of crisis 
without alterations. 

Analysis of interview data highlighted the peculiarities 
of economic behavior of maritime industries companies in 
post-crisis period. The data collected from the interview 
proves, that crisis’ are treated as an organization's 
competitiveness rating (88% of informants), new approach 
to the formation period of the company (75%) and the 
possibility of reorganizing (50%).  

Crisis of the organization is characterized by lack of 
individual stocks, financial flows disorder, and lack 
attention for making management decisions.  

Organization has implemented several performance 
optimization crisis measures (Fig. 7). The analysis of 
interview data formed opinion, that operational activity 
carried out at least change (84%) is business area 
adjustment, communication management (86%) and 
increasing of segmental operating efficiency (88%).  
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Fig.7. Implemented Performance Optimization Crisis Measures 

According to the opinion of the respondents, the 
occurrence of a crisis of an organization is the only real 
external cause (market demand, inflation, taxes, insolvent 
clients etc.), however the companies also engage in a 
closer contact with the “internal” partners (employees, 
shareholders, customers) and detected unsatisfactory level 
of communication with the “outside“ – communicate with 
state institutions and society 88% of respondents, with 
political parties only 25%.  

On the other hands, the most popular measures used in a 
company are cost management and financing (Fig. 7).  

This approach is related to the organizations taken post-
crisis actions. Most popular are financial instruments and 
departmental budget planning implementation or 
strengthening (100%) and the changes in the strategy the 
organization.  

Other actions: teamwork (88%); organization structure 
changes (50%); closer cooperation or even alliances with 
other organizations (38%); concentration of government, 
strengthening the management (25%); organizations 
fragmentation (13%). 

The general overview of the data provided by the 
interview not only presupposes the general approach of the 
companies in order to cope with the crisis but also unveils 
what measures are most commonly used in the post-crisis 
period. Primarily the possibilities of further development 
are proposed as well as taking of urgent measures of 
reaction, including:  
• creation of a team of specialists to overcome the 

crisis and able to make the post-crisis action program; 
• review of the methods of management (centralization 

of power according to separate aspects, stimulation of 
creative ideas, integration of efforts, inducement of 
interchange of information etc.); 
• initiating economic measures (budget planning, 

economy programs); 
• initiating financial measures (cash flow control, 

attraction of additional financial steps etc.). 
Analysis of development of crisis situation proposes the 

re-orientation of the main strategies of the company and its 
structural reorganization.  

The interview data regarding the main features of 
economic behavior in Klaipeda port, can be divided into 
standard ones, peculiar to traditional economic behavior, 
and non-standard ones. The features of behavior are 
systemized using the principle of diada (Table 3). 

TABLE 3 
DIADAS OF ECONOMIC BEHAVIOR OF MARITIME INDUSTRY 

ORGANIZATIONS IN POST-CRISIS PERIOD 

Nr. Features of traditional 
behavior 

Features of  
non-traditional behavior 

1. Striving for stability and 
forecasting 

Openness to everybody with 
proposals 

2. Support on geographical 
location and the capital 

Support of human resources 
potential and new ways of 
problem solutions 

3. Positioning of 
production, specialization 

Migration of capital invest-
ments and sources of income 

4. Long-term planning Execution of orders in real time
5. Protection of products, 

canals, markets 
Refusal of non-profitable 
products, markets, canals 

6. Analysis and forecast of 
future possibilities 

Formation of future or 
adaptation to it 

7. Tendency of repetitions Tendency towards experiments 
8. Comprehensive instruct-

tions and activity plans 
Possibility of choice of 
management methods 

9. Antipathy to failures etc. Anticipated failure etc. 

The activities of the organizations in post-crisis period 
may be efficient, but it is not necessary to limit by the only 
solution and permanently correct the economic behavior of 
the organization – the companies must constantly review 
their strategy and try to adjust the changing conditions. 

 

VI. CONCLUSIONS 
 
The analysis of business cycles influence on port 

activities allows making assumptions, planning the 
activities as well as increasing stability and effectiveness. 
Due to the fact that seaport operates globally, its activities 
reflect the trends of economics development of the 
countries the port cooperates with. That is why port 
activities depend on economic growth or national 
economic crises to a great extent as well as on regional 
and world economic processes.  

In order to ensure the development of the marine sector 
and the consistency of its activities, a port constantly 
invests into growth of turnover capacity, performs harbor 
deepening, builds new terminals and modernizes the 
existing ones. However, the efficiency of such investments 
depends on internal factors (strategic planning, marketing, 
operations management) as well as on external factors 
(cyclical fluctuations of economics in particular). 

The success of activity in post-crisis period of the Port 
of Klaipeda was affected by the port’s universality. 
Therefore, when business and economic conditions are 
varying, there is a higher probability to retain the handling 
volume. It must be noted that even though the Port of 
Klaipeda is universal, the cargo handling companies tend 
to specialize in their particular activities and narrow down 
their scope of services. The variation of key performance 
indicators of companies not always match variation of 
indicators of GDP, consequently of global maritime 
business market, and may have different tendencies.  
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The efficiency of the port’s companies determined the 
level of integration of the companies in the national 
economics; level of integration to the international 
transport business, as this is the activity directly connected 
with international economic cooperation; attraction of 
foreign investments; strategies of freight and company‘s 
development in cycling. It will affects to the activities of 
the organizations under crisis conditions, but it is not 
necessary to limit company’s activities and to seek a sole 
solution in order to permanently correct the economic 
behavior of the organization as it is constantly developing 
and altering itself. 

The Lithuanian maritime industry companies in post-
crisis period changed their operational activity, 
communication management and increased the companies’ 
segmental operating efficiency. The occurrence of a crisis 
of organization is the only external causes, but an effective 
solution was also brought up by introducing “internal“ 
partners (employees, shareholders, customers) to the 
decision making process. Lack of communication and 
cooperation with the politicians and parties indicate a low 
level of lobbyism and political decision making.  

The possibilities of further development in the post-
crisis period are proposed as well as taking of urgent 
measures of reaction in the short term, including creation 
of a working group of specialists, trusting in the 
possibilities to overcome the crisis impact and able to 
make the post-crisis program; review of the methods of 
management (centralization of power according to 
separate aspects, stimulation of creative ideas, integration 
of efforts, inducement of interchange of information etc.); 
introducing economic measures (budget planning, 
economy programs); introducing financial measures (cash 
flow control, attraction of additional financial steps etc.).  

Characterizing the economic behavior of the companies 
of the Lithuanian maritime industry and determining the 
rules of this behavior, it is necessary to take into 
consideration the geopolitical situation of the region.  
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Credit Union‘s Theoretical Aspects and Performance 
Analysis 

 

Filomena Jasevičienė1, Rima Tamošiūnienė2, Simona Vidzbelytė3 
 
Abstract In recent years, the role of credit unions (credit 

cooperatives) has gradually become more and more 
significant in financial sector of Lithuania. The number of 
credit unions grew as well as their assets, number of 
members and deposits. The beginning of rapid process of 
credit unions establishment and development caused 
unmeasured risks, which led to suspended activity of several 
credit unions in 2013. In order to assess factors that affect 
stability of credit unions, the study using the economical – 
statistical methods was performed. 

Index Terms: Credit unions, performance analysis, loans, 
financial ratios. 

JEL: G21, G00 
 
 

I. INTRODUCTION 
Despite the fact that credit unions do not have a 

significant share in financial markets, their rapid 
development, connecting more than 145 thousands 
members, certainly has significant importance in servicing 
small customers and solving certain social issues. Credit 
unions play an important role in country‘s regions by 
providing financial services to residents in the most remote 
areas of Lithuania, thus contributing to the development of 
agriculture, small and medium business, developing rural 
communities, attracting even the lowest savings of 
residents. In our country, credit unions for their members 
are able to offer not only traditional saving and crediting 
services, but also electronic banking products: internet 
banking, payment cards. 

Considering the short history of credit unions in 
Lithuania, there was no significant demand for scientific 
studies. Activity of credit unions, business development 
and perspectives of the business are little analyzed. 
Considering the increasing perspectives of credit unions, it 
is important to analyze and evaluate their activities. 

Due to the fact that it is not always possible to identify 
negative changes in economy, it is very important to know 
factors which have significant impact on loan portfolio of 
credit unions as one of the most largest and important part 
of assets and which needs to take a closer look at to 
identify further perspectives in development of these credit 
institutions. 
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The evaluation of these macroeconomic and 
microeconomic indicators is very important as these 
indicators affect growth of loans portfolio and thus 
increase the possibility for development-related risks to 
emerge.  

The purpose of this article is to study and evaluate 
certain theoretical aspects and also to analyse the 
macroeconomic and microeconomic factors affecting the 
performance and growth of credit unions by applying 
multivariate linear regression model. 

 
 

II. THEORETICAL APPROACHES OF CREDIT 
UNION PERFORMANCE 

 
The main purpose of credit union is to bring two groups 

of people together: ones who have free funds and wants to 
use it effectively and ones who wants to borrow money 
and thus fulfill their aspirations.The business of credit 
union should be devoted to increase the benefit of their 
members, i.e. depositors should get the higher rates for 
deposits and borrowers should pay the lower rates for 
loans (Kėdaitis, Žilinskas 2013; Jasevičienė at al 2014). 

Each credit union is autonomous, i.e. individual subject 
which is managed and controlled by it’s members which 
mainly consist of local residents. By purchasing the shares 
of credit union customers become members of credit 
union. Each member has one equal part, i.e. one voting 
right. This democratic control helps to ensure that the 
needs of members would be fulfilled properly.  Members 
vote in making key decisions, for instance, electing the 
board members, approving financial reports, etc. 
(Freshwater 2007; Levišauskaitė, Kaupelytė 2005). 

Commercial banks mainly hadserviced trade sector, 
unwillingly provided financial services to other sectors, 
especially ignoredindigent individuals. Latter wanted to 
borrow in small amounts what was of no benefit to 
commercial banks, because the granting of each loan 
required addional expenses. This extraordinary situation 
urged community members to unite and establish credit 
cooperatives (later named credit unions). These 
cooperatives provided services to community members, 
worked in various sectors, especially in agricultural, had 
solved certain social issues (Okurut et al 2004). 

In Lithuania, it is common acceptable to name credit 
cooperatives as credit unions, but while analyzing foreign 
scientific studies, there are common concepts of naming as 
cooperative banks, cooperative financial institutions, 
mutual aid organizations, etc. (Dubauskas 2012, 
Jasevičienė, Valiulienė 2013). Although in different 
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countries different concepts of credit unions are used, 
principles of their activities are similar.  

The importance of membership principles in credit 
unions is revealed by the same author, i.e. Dubauskas 
(2012). He claims that credit union is credit cooperative 
which provides financial services to people group which 
are united on common membership principles. So the 
credit union is an organization which is united on 
cooperative basis to common savings fund, using which 
people grant loans to each other for acceptable interest 
rates.  

Certain foreign authors (Chambers, Ryder 2009) claim 
that credit unions are financial cooperatives which fulfill 
the needs of their members and Fergusonand McKillop 
(1997) define that credit unions are mutual aid, saving and 
lending organizations serving to the needs of their 
members. According to Mazure (2011) the credit union is 
cooperative financial institution, governed on the basis of 
democratic principles, seeking to urge the saving and use 
accumulated financial resources for granting loans to its’ 
members, and also provide other necessary services to its’ 
members. This author also emphasizes that credit unions 
help to develop the business, especially small business 
(granting micro loans), support local communities. The 
author especially emphasizes micro loans benefit to 
economic development.  

McKillop et al (2006) distinguish the main factors 
which determine successful development of credit unions 
systems and transition to higher development level: 
• leadership; 
• professionalization; 
• regulation of credit unions’ activity; 
• legal environment and technologies. 
Credit unions have to become the place of providing 

society with services which meet the needs of society the 
best (Bartlett 2011). 

Kaupelytė and McCarthy (2005) noted that the role of 
credit unions as financial institutions often constitute an 
opposition to cooperative nature of unions: as cooperatives 
they are not profit seeking organizations, but while 
operating in competitive financial intermediary system 
environment, the seek for profit is a guarantee of survival 
and operational stability for financial institution. 

Lucas (2007) claims, that credit unions have gradually 
increasing perspectives to grow and develop and become 
more competitive in the sector of financial services. There 
is a difference in culture and services in credit union. 
Chilingerian (2012) claims that members of credit unions 
have more confidence in its’ financial situation and 
manage their personal finance better than people who are 
not members of credit unions. Račkauskas, Liesionis 
(2013) in their study revealed main aspects why people 
choose credit unions. Also they evaluated the people’s 
satisfaction with credit unions in case when the customer 
can compare and already has experience as a customer. 
They also identified that financial behaviour of members 
of credit union can positively affect the performance of 
whole credit union.  

By analyzing tendencies of credit unions‘development 
in different foreign countries, researchers usually 
distinguish three developmental stages of credit unions 
and other cooperative financial institution systems 
(Igarytė, Ramanauskas 2011). To mention, these are initial 
development stage, transition stage and developed stage of 
credit unions‘ system. Some other authors reveal the 
differences between banks and credit unions (Bikas 2013). 
Klinedinst (2010) also claims, that credit unions have 
more competitive advantages than banks, although the 
products offered by credit unions are very similar 
compared to banks. Credit unions operate in niche market 
– they are servicing only certain group of people – their 
members, what makes them feel exeptional. 

 
 
III. PERFORMANCE ANALYSIS AND FACTORS OF 

LOANS IDENTIFICATION OF CREDIT UNIONS 
 
As of 1st January, 2014 76 credit unions operated in 

Lithuania, connecting more than 151 thousands members. 
63 credit unions belonged to Central Credit Union of 
Lithuania (LCKU), 13 – operated independently. Credit 
unions started their business in 1996. The figures of credit 
unions growth was not even each year as the most credit 
unions were established only in 2000-2002. In this period 
even 20 credit unions were established. After wards 
establishment process substantially slowed down. In 2008-
2010 none of credit unions were granted with a license. 
Assets of credit unions increased substantially. Total 
increase in the period of 2008-2013 was even 2.7 times. 
But market share of such institutions remained relatively 
small and at the end of 2013 took 2.7 percent of total 
assets of all operating banks. The establishment of credit 
unions are stimulated by relatively low capital 
requirements and relatively liberal membership criteria. 
During the analysed period, assets growth of credit unions 
was strongly affected by significantly increased volumes 
of loans granted to their members. Total increase in the 
period of 2008-2013 amounts to 3 times. Rapid increase in 
volumes of taken deposits undoubtedly was affected by 
deposit interest rates, which were a few times higher than 
in other credit institutions. The growth of loans, as 
opposite to deposits, was influenced not by interest rates, 
which in most credit unions were higher than in 
commercial banks, but by application of more liberal 
crediting policy, i.e. credit unions applied lower 
requirements for their members, also decisions were 
approved faster than in other credit institutions. But due to 
increase of requirements by Bank of Lithuania and 
revoked licences for previously mentioned credit unions, 
loan portfolio decreased significantly in 2013. 

For several years credit unions suffer losses. Although, 
at the end of 2013, yearly losses decreased but still 
remained large and amounted to 38,3 mln. Litas (~11,1 
mln. EU). 

Due to unprofitable performance, during whole 
analysed period (except year 2008) profit margins, return 
of assets and return on equity ratios were negative (see 
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Table 1). This shows, that assets and equity of credit 
unions were used ineffectively. Meanwhile, the decrease 
of income ratio and increase of equity coefficient was 
influenced by significantly increased assets of these credit 
institutions. The increase of equity coefficient shows, that 

the risk of these credit institutions increased. Therefore, 
we could claim that the performance of credit unions was 
unprofitable and ineffective. 

 

 
TABLE 1.  

PROFITABILITY RATIONS OF CREDIT UNIONS 
 

Ratios 2008 2009  2010 2011  2012* 2013 
Profit margin (%) 1,06 -6,46 -5,86 -12,52 -43,84 (1,01) -29,24 
Return on assets (%) 0,08 -0,57 -0,42 -0,86 -2,92 (0,07) -1,79 
Equity coefficient (times) 7,93 8,44 9,59 10,08 12,57 (9,95) 13,12 
Return on equity (%) 0,66 -4,80 -4,06 -8,68 -36,76 (0,65) -23,46 

* In parenthesis there is represented the data of credit unions without ratios of National Credit Union, credit union “Švyturys savings 
c.u.” and credit union “Credit of temporary capital city”. Operating licences were revoked for these credit unions.  
Source: Authors’ compilation, according to data of Statistics of Lithuania and Bank of Lithuania 

 
On the other hand, although profitability ratios got 

worse annually during the analysed period, i.e. operating 
loss increased annually, but amount of unprofitable credit 
unions annually decreased. This shows that worsening 
performance results and financial condition were mostly 
affected by losses of individual credit institutions. For 
some more than one year unprofitably operating credit 
unions, not covered losses reached significant volumes for 
these credit unions, causing capital base reduction and 
difficulties to secure fulfilment of capital-related activites 
risk requirements. In addition, it was noticed that share 
capital of credit unions is unstable, because it’s size 
fluctuates in accordance to granted loans and repayment of 
them. 

There are different ways to strengthen capital base and 
reduce risk. In order to ensure stability and opportunity to 
amortize possible losses of credit unions, there is a 
proposal to set that equity of credit union should not be 
lower than 0,5 mln. litas instead of current 15 thousands 
litas, to set that the lowest membership amounts to 150 
members instead of 50 and that retained earnings above 
half of share capital of credit union would be covered.  

As aforementioned, the largest part of assets of credit 
unions is comprised of loans. Loans of credit unions 
closely relates to the country and other countries economic 
situation. 

From 2008 till 2010 unemployed figures increased (see 
Fig. 1), if in 2008 there were 73 thousands unemployed, 
then in 2010 this rate reached 312,2 thousands. Although, 
in recent years, decrease tendencies of unemployed is 
observed, but this level remains high enough. While 
analyzing why this happened, several factors are to be 
mentioned: while economy is slowing down, the enterprise 
investments decreased, bankruptcy casesincreased, what 
led to massive redundancies, reduced opportunities for 
employment, therefore the duration of unemployment 
extended. Due to growing unemployment, disposable 
income of households and, due to falling stock prices,the 
value of investment units or financial assets decreased. 
Unemployment growth tendencies changed the behaviorof 
households borrowing and also made a negative impact on 
volumes of loans.  
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Fig. 1. Dynamic of loans of credit unions and unemployed figures in 2008-2013 
Source: Authors’ compilation, according to data of Statistics of Lithuania and Bank of Lithuania 

 
While comparing years 2008 and 2009, the average 

monthly wage in Lithuania decreased by 4 percent, and in 
2010 – by 3,3percent.This possibly made negative impact 
on loans of credit unions (see Fig. 2). From 2010 the 
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average monthly wage started to increase. Such an increase was affected by recovering economy of Lithuania.  
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Fig. 2. Dynamics of loans of credit unions and average monthly wage (gross) in 2008-2013 
Source: Authors’ compilation, according to data of Statistics of Lithuania and Bank of Lithuania 

 
In 2009 average annual inflation rate decreased (Fig. 3) 

in comparison with 2008, the decrease of prices amounted 
to 62 percent. The main reason was increased VAT rate, 
canceled or decreased VAT exemptions for individual 
goods and services (e.g. farmaceutical products, cultural 
and accomodation services). In 2011 annual inflation was 

greaterin comparison with 2010 and this was mainly 
affected by increased prices of food and energy what was 
related to external factors. Meanwhile, while Lithuania 
was seeking to join the Eurozone and adopt the Euro, in 
2013 inflation considerably decreased.  
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Fig. 3. Dynamics of loans of credit unions and average annual inflation in 2008-2013 
Source: Authors’ compilation, according to data of Statistics of Lithuania and Bank of Lithuania 

 
As it is not always possible to identify negative trends 

in economy, it is very important to know the factors, 
which can more or less influence the dynamic of loans of 
credit unions and which should be considered in order to 
identify further developmental perspectives of these credit 
institutions. Due to this reason, in this study there is a goal 
to identify loans and deposits of credit unions, inflation, 
wage, unemployment level and also loans granted to legal 
entities relationships. Identifying of relationships is made 
using pair and multivariate correlation and regression 
analysis, which provides us with opportunity to identify 
the strength and nature of relationship between two or 
more variables.Correlation and regression analysis is made 
considering 11 years old historical data of analyzed 
factors.  

Correlation and regression analysis – quantitative 
analysis method, which allows to identify if there is a 
relationship between variables – stochastic relationship. 
Stochastic relationship is dependence when changing 
independent variable there is a change in dependent 

variable. In order to get results, first of all, the correlation 
coefficients are calculated for chosen factors by applying 
the following formula: 

xy

xyyxr
δδ *
*−

=
                                                        (1) 

where r – correlation coefficient; xy ,  - averages of 
analyzed factors; δy, δx – standard deviations of analyzed 
factors (Kancerevičius 2009). 

Analysis of all chosen factors revealed that strongest 
direct relationship exists between loans of credit unions 
and deposits of these credit institutions (see Table 2). This 
relationship is self-evident, because deposits of credit 
unions are the only funding source for these credit 
institutions. In 2012 deposits comprised 96,3 percent of 
total liabilities. Strong relationship represents that growth 
pace of deposits of credit unions completely corresponds 
to growth pace of assets of credit unions. Also strong 
direct relationship was identified between loan portfolio of 
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credit unions and for legal entities granted loans of these 
credit institutions. This represents that for legal entities 
granted loans significantly affect the volume of loans of 
these credit institutions. 

Slightly lower but still strong direct relationship 
between loans of credit unions and annual wage fund was 

identified. Identified relationship shows that in case of 
increasing annual wage fund, or salaries in other words, 
members of credit unions more and more are tend to fulfill 
their expectations and take new loans.  

 
TABLE 2.  

IDENTIFICATION OF FACTORS’ RELATION WITH LOANS OF CREDIT UNIONS 
 

 
CU loans and 
CU deposits  
(y; x1) 

CU loans and 
inflation  
(y; x2) 

CU loans and 
annual wage 
fund (y;x3) 

CU loans and 
unemployment 
(y; x4) 

CU loans and CU 
loans granted for legal 
entities (y; x5) 

Correlation coefficient 
(r) 0,932 0,376 0,768 0,498 0,905 

Strength of relationship Very strong Weak Strong Medium Very strong 

Student coefficient (t) 7,696 1,217 3,598 1,723 6,399 

tlabled 1,833 1,833 1,833 1,833 1,833 

Source: created by authors 
 

Also inflation and unemployment influence on changes 
of loans of credit unions was analyzed. Usually, increasing 
unemployment level, crediting should decrease (inverse 
direct relationship exists), meanwhile increasing inflation, 
volumes of loans and also assets should increase (direct 
relationship exists). 

But analyzed loans of credit unions and inflation and 
also loans of credit unions and unemployment level 
relationship, there was identified that very weak 
relationship exists between these factors. This represents 
that changes of unemployment level and inflation only 
slightly affect volumes of loans of these credit institutions. 

Because correlation coefficients are calculated using 
only data from specifc period, inevitably certain errors 
appear. Due to this reason it is necessary to evaluate the 
reliability of correlation coefficients. In order to do this, it 
is necessary to identify student's t-distribution and critical 
values of student's t-distribution (ttabled). Values of student's 
t-distributionare calculated by applying the following 
formula: 

21
2

r
nrt
−
−

=
,                          (2) 

 
where t – coefficient of student's t-distribution, n – years 

of analyzed factor, r – correlation coefficient. Meanwhile 
critical values of student's t-distribution are calculated 
using MS Excel and applying the following formula: ttabled 
= TINV (0,1; n-2) (assumption is made that distribution 
with (n-2) degrees of freedom level is 0,1). If we get that t 
≥ ttabled, then relationship between factors is probabilistic 
and indeed strong. 

FromTables 2 and 3 data, it is clear that for values of x1, 
x3 and x5 factors student coefficients are larger than critical 

values of student's t-distribution, therefore obtained 
correlation coefficients can be treated as reliable. 
Meanwhile, calculated student’s coefficients of x2 and x4 
factors revealed that its’ values are smaller than critical 
values of student's t-distribution. This represents that 
obtained correlation coefficients are not significant, 
therefore they are eliminated from further analysis.  

Therefore, in further part of study only x1, x3 and 
x5factors are analyzed. In further analysis,in order to 
identify if between dependent variable (y) and all factors 
are relationship, linear multivariate regression and 
correlation analysis is applied.Multivariate correlation and 
regression analysis, as opposite to pair correlation and 
regression analysis, gives a chance to evaluate dependent 
variable (y) and independent variables (x) relationships as 
a whole. But in case of multivariate correlation, 
relationship of two variables can be affected not only by 
their interaction but also relationships of independent 
variables (multicollinearity). Due to this reason, the 
correlation coeffcients matrix of dependent variable and 
independent variables was compiled and, due to 
multicollinearity, factors, which prevent to properly 
evaluate and calculatecoeffcients of linear multivariate 
regression equation, were eliminated (see Table 3). 
 

TABLE 3.  
MATRIX OF CORRELATION COEFFICIENTS 

 
 y x1 x3 x5 

y 1    
x1 0,932 1   
x3 0,768 0,689 1  
x5 0,905 0,925 0,530 1 

Source: created by authors 
y – dependent variable; x1,x3, x5 – independent variables. 
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From Table 3 data it is obvious that between x1and x3 
factors there is strong direct relationship (r = 0,689), and 
between x1and x5factors there is very strong direct 
relationship (r = 0,925), therefore x1 factor due to 
multicollinearity is eliminated. Therefore only x3 and x5 
factors are included in the equation. After calculation, 
there was equation obtained which represents relationship 
between loans of credit unions (y), annual wage fund (x3) 
andfor legal entities granted loans (x5): yx = -1,273 + 
0,068x3 + 1,700x5 + �. After the calculated elasticity of 
multivariate regression equation, there was identified that 
in case of increase by 1 percent in for legal entities granted 
loans, loans of credit unions would increase by average 
0,31 percent. Meanwhile, in case of increase by 1 percent 
in annual wage fund, loans of these credit institutions 
would increase by average 2,95 percent. 

Performed calculations represents that regression 
equation is adequate to real situation, because Fisher 
coefficient F >Ftabled, student’s coefficient t >ttabled (see 
Table 4). Moreover, the eligibility of composed equation is 
also confirmed by small differences between actual y and 
calculated values according to equation yx and high 
correlation and determination coefficients. This means that 
dynamic of y is accurately described by x3 and x5 factors 
by applying equation of multivariate regression. 
 

TABLE 4.  
INDICATORS CONFIRMING THE RELIABILITY OF MULTIVARIATE 

REGRESSION EQUATION 
 

Year y yx y – yx Other indicators 

2003 0,152 0,164 -0,012 
2004 0,209 0,267 -0,058 

r = 0,912 

2005 0,280 0,264 0,016 
2006 0,367 0,374 -0,007 

F = 21,865 

2007 0,459 0,409 0,050 
2008 0,529 0,495 0,034 

Ftabled = 4,459 

2009 0,651 0,665 -0,014 
2010 0,786 0,735 0,051 

t = 8,517 

2011 0,873 0,723 0,150 
2012 0,987 1,037 -0,050 
2013 0,862 0,909 -0,047 

ttabled= 2,365 

Source: created by authors 
 
y – values of actual dependent variable; yx – values of 
actual dependent variable calculated using the result of 
multivariate regression equation. 

Therefore, the analysis of loans of credit unions and 
chosen factors relationships revealed that the strongest 
direct relationship exists between loans of credit unions 
and deposits of these credit institutions, loans of credit 
unions and for legal entities granted of credit unions and 
also loans of credit unions and annual wage 
fund.Meanwhile, unemployment level and inflation 
changes have slight impact on changes of loans of these 
credit institutions. Correlation and regression analysis 

identified macroeconomic and microeconomic factors 
which affect loan portfolio of credit unions. But how loans 
of credit unions will change depends on changes in the 
legal basis (due to stricter prudential requirements, 
deposits and crediting of legal entities they can decrease 
considerably as well as loans of these credit institutions), 
chosen future business strategy, policy conducted by 
commercial banks, changes in society’s attitude to these 
credit institutions and others.  
 
 

IV. CONCLUSIONS 
 
Despite the fact that credit unions do not have a 

significant share in financial markets, their rapid 
development (especially after bankruptcy was declared for 
two banks) has significant importance in servicing small 
customers, farmers, citizens and solving certain social 
issues. Credit unions play an important role in country 
regions by providing financial services to residents in the 
most remote country areas, aiding to develop agriculture, 
small and medium business, developing rural 
communities, attracting even lowest savings of residents. 

Analysis of tendencies of credit unions disclosed that 
during analyzed period credit unions were characterized 
by rapid business development, which allowed to make its 
situation stronger in credit market of Lithuania. On the 
other hand, such a fast business change also had negative 
consequences: business results and financial condition 
deteriorated, credit unions moved away from classic 
principles of cooperative business, business risk increased, 
financial stability, business efficiency decreased, therefore 
it is likely that deposits decreased slightly. Because not 
always one succeeds to identify negative changes in 
economy, it is very important to know the factors which 
are able to affect changes in loan portfolio of credit unions 
and which should be considered in order to identify further 
developmental perspectives of such credit institutions. 
Correlation and regression analysis identified 
macroeconomic and microeconomic factors which affect 
loan portfolio of credit union. After the analysis of loans 
of credit unions and relationship of chosen factors, there 
was identified, that the strongest direct relationship exists 
between loans of credit unions and deposits of these 
institutions. Strong relationship represents that growth 
pace of deposits of credit unions completely corresponds 
to growth pace of assets of credit unions. Also strong 
direct relationship was identified between loan portfolio of 
credit unions and for legal entities granted loans of these 
credit institutions.This represents that for legal entities 
granted loans are significant and affect common growth of 
loan portfolio. Meanwhile, unemployment level and 
inflation changes have slight impact on changes of loans 
of these credit institutions. This represents that 
unemployment level and inflation changeshave only slight 
impact on volumes of loans of these credit institutions. 
Usually, increasing unemployment level, crediting, loans 
of credit unions, and also assets, where loans comprise the 
largest part of assets, should decrease (inverse direct 
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relationship exists), meanwhile increasing inflation, 
volumes of loans and also assets should increase (direct 
relationship exists). 

Also, the relation exists between loans and loans to 
legal entities and between loans and annual wage fund. 
Meanwhile, unemployment level and inflation changes 
have slight impact on changes of loans of these credit 
institutions. In addition, slightly lower but still strong 
direct relationship between loans of credit unions and 
annual wage fund was identified. Identified relationship 
shows that in case of increasing annual wage fund, 
members of credit unions more and more are tend to fulfill 
their expectations and take new loans, which represent the 
largest part of assets of credit unions. 
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of the audit quality 
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Annotation The rationalization of the theoretical issues of the 

audit through the prism of its quality is not an aspiration 
towards originality in the science, but an attempt for a more 
complete and complex revelation of the specific sides of this 
specific process. The good theory and the modern auditor's 
framework are necessary conditions for the audit quality. The 
consideration of the management of the audit through the 
prism of its quality is not an aspiration towards originality in 
the science, but an attempt for a more complete and complex 
revelation of the specific sides of this unique process called 
audit. 

 
Index Terms:  audit, control, quality, management 
 
JEL: D53, G32.  
 
 

I. INTRODUCTION 
 
The changes in the constitutional laws of the control 

bodies are always causing a polarization in the opinions 
and motives of their makers and opponents. But 
irrespective of that, the science has to contribute for the 
introduction of rational ideas and to motivationally criticize 
the flaws and weaknesses. The presented changes in the 
new National Audit Office Act are approbated, in their 
greater part, during the operation of the Act since 2010. 
The accent has been put on the new legal norms which are 
regulating management and organizational approaches. 

The presentation of the quality control is encompassing 
its essence and the requirements towards the structure of 
the quality control system which are regulated in the 
applicable auditing standards. 

The goal of the present article is to make an analysis of 
the transformations in the management of the National 
Audit Office's activity during the last five years, caused by 
the political decisions, while accentuating on the 
requirements towards the audit quality control.  

 
 
 
 
 
 

 

1Krasimir Yordanov, Assoc. Prof. Dr., is with New Bulgarian 
University, Sofia, Bulgaria. 

 

II. NEW CIRCUMSTANCES IN THE ACTIVITY 
OF THE NATIONAL AUDIT OFFICE 

 
The last three National Assemblies are drafting with 

priority and adopting new acts for the National Audit 
Office. Most of the politicians and experts are estimating 
the “lawmaking“ in this specific area of the social 
governance as a reason for substitution of the members of 
the National Audit Office. Irrespective of the political fore-
shortenings, this process deserves a scientific 
rationalization and evaluation of its positive and weak 
sides. The scientific issues, to which answers can be sought 
for, are linked with the dynamics of the legislation as a 
process, in the analysis of which can be found arguments 
for improvement of one or another part of the management, 
structure and the activity of the Supreme Audit Institution. 

The first National Audit Act from 1995, with which has 
been restored the Supreme Audit Institution in the state 
governance system after its liquidation and in 1948, 
introduced the collective governance model – president and 
ten members. 

This model has been established and further developed 
with the National Audit Office Act from 2001, as it existed 
throughout 2010, when with a new act has been constituted 
a membership of the audit office consisting of a president 
and two vice presidents. The new management model of 
the institution moved closer to those of the comptroller 
general. But in practice despite that everyone of the 
membership has separate powers; the three of them formed 
a college for taking explicit decisions. The audit activity in 
the National Audit Office is organized in directorates. 
Units have been formed to the directorates, as well as 
distant working positions on the country's territory, and the 
territorial divisions have been closed down. This way the 
management of the audit activity is being centralized. The 
Consulting committee was a new body in this management 
model. It has been compared in its statute and powers with 
an audit committee in the meaning of art. 18 of the Act of 
the internal audit in the public sector. (Dimitrov, V. The 
new National Audit Office Act – a balance of a sustained 
reform, Audit in Bulgaria, Sofia, 2012) The Audit 
committee has been constituted by experts from the 
financial control, finance and bookkeeping field with the 
goal to support the work of the National Audit Office in 
submitting advices and recommendations on a wider topic 
area, but most of all in the field of audit quality. The scope 
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of the audit activity has been extended with this act. It 
involved the state enterprises and trade companies with 
over 50 percent state and/or municipal participation in the 
joint stock, as well as the privatization, concession granting 
and granted public resources and public assets to people 
outside the public sector.  

In the beginning of 2014 has been adopted a new 
National Audit Office Act. With it the National Audit 
Office has been constituted again as a collective body in 
the membership of 9, including president. Every member 
has been directorate manager and entirely responsible for 
the quality of the audit activity. The power of the National 
Audit Office on inflicting administrative penalties for 
infringements of the Public Procurement Act has been 
waived. The Consulting committee has been closed down.   

The legislative dynamics in this area turned into a 
precondition in the society for rise of mistrust and the 
impression that the frequent change of laws is not lead by 
motives for improvement of the external audit in the public 
sector, but solely by the political will of the governing 
parties or coalitions to elect an administration of the 
National Audit Office nominated by them. 

The main circumstances in the management of the 
National Audit Office, introduced with the entering into 
force of the National Audit Office Act from 2015 (National 
Audit Office Act, State Gazette vol. 12//2015), are entirely 
based on the established models in the world practice. It is 
an improved version of the act from 2010. A new structure 
of the institution's membership is regulated in it. It is 
consisting of president, two vice presidents and two 
members, who are elected by the National Assembly. In 
compliance with the principles of publicity and 
transparency has been conducted informed election of the 
membership of SAI after conducted public procedure. In 
this regard the National Assembly, with its resolution, has 
adopted procedure rules for the conditions and order for 
proposing candidates for president, vice presidents and 
members of the National Audit Office, presenting and 
public announcement of the documents and hearing of the 
candidates in the Budget and finance committee. The 
Parliament has also adopted the procedure for the election 
of the institution's membership. A proposal for a candidate 
for NAO president is made by the parliamentary groups or 
by Members of Parliament, who are not members of a 
parliamentary group, in written to the Budget and finance 
committee through the president of the National Assembly. 
The candidates for vice presidents are proposed by the 
president of the National Audit Office. The proposal for 
vice presidents and members is submitted in written by the 
NAO president to the Budget and finance committee 
through the president of the National Assembly. For the 
argumentation of a good professional reputation of the 
candidates for president, for vice presidents and for 
members of the NAO, written motives are attached to the 
proposal. The proposal, together with the documents 
attached to it, is posted in a specialized subject site in the 
internet homepage of the National Assembly not later than 
7 days prior to the hearing. 

It is given the opportunity for non-profit legal persons, 
who are registered for the conducting of social welfare 
activity, and professional organizations to submit to the 
Budget and finance committee statements for the candidate, 
which are including also questions to be posed to him 
during the hearing. Representatives of the media can send 
questions too in the parliamentary committee, which are to 
be addressed to the candidate during his hearing.  

The statements and the questions are published in the 
specialized subject site in the internet homepage of the 
National Assembly in keeping the requirements of the Act 
for protection of personal data and the Act for protection of 
the classified information. 

During the introduction of the candidate there are layed 
out data for the specific preparation, the motivation, the 
public reputation and the support of the society for him. 

The hearing of the candidate is conducted in an open 
hearing of the Budget and finance committee, which is 
broadcast in real time in internet through the internet 
homepage of the National Assembly. Those rules are 
approving the publicity as a leading principle in the 
election of the candidates. 

An input for reinforcement of the professionalism and 
introduction of good audit practices is the requirement one 
member to be proposed by the Governing Board of the 
Institute of the Certified Public Accountants, and one 
member proposed by the Governing Board of The Institute 
of Internal Auditors Bulgaria. With this decision definitions 
like „populous“ collective body are eliminated and is 
introduced a lesser number of the membership of the 
National Audit Office, while keeping the collegiate model 
for increasing the capabilities for a greater operativeness 
and effectiveness in the senior management of the 
institution. It is regulated a requirement for the NAO to 
adopt its resolutions with open voting and majority of 4 
votes, while not admitting abstention (art. 20, para. 2). The 
method of voting of every voter and the motives of 
everyone voted against are entered in minutes and posted in 
the internet homepage of the National Audit Office 
together with the audit report.  

The audit activity is organized again in directorates, 
specialized in the conducting of concrete type of audit, 
instead of the former practice of outlining of the units 
compared to the audited organizations. 

With the last law are introduced new circumstances in 
the field of the financial audit. The stipulated annual 
financial audits of the Annual financial statements (AFS) of 
all municipalities are cancelled. Each year there will be 
audited AFS of municipalities for which the total sum of 
the accounted expenses under the budget, the accounts for 
the European Union funds and the accounts for the foreign 
funds for the preceding year are exceeding 10 Ml n. The 
statements of the municipalities, which are under this 
substantial threshold for the preceding year, are audited 
with periodicity appointed by the National Audit Office or 
on the basis of risk assessment. 

As an intermediary stage from the implementation of the 
financial audit of the Annual financial statement is re-
established the preliminary study, risk assessment and the 
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current control of the periodic (quarterly) accounts of the 
budget execution, of the accounts for European union funds 
and of the accounts for foreign funds of the budget 
organizations, whose AFS are audited annually.  

In compliance with the internationally renowned audit 
standards* are regulated the types of audit and opinions 
with statement of assurance, of statement of assurance with 
disclaimer thereof or of expression of opinion with 
disclaimer thereof on the respective financial statement. 
The audit opinion for statement of assurance can be:  

- audit statement of assurance with unqualified opinion 
(unmodified opinion) 

- audit statement of assurance with unqualified opinion 
with remark (unmodified opinion); 

- audit statement of assurance with qualified opinion 
(qualified opinion). 

The procedure of the reporting of the financial audit is 
approaching closer the one of the other types of audit. The 
draft of audit report and of the audit statement of assurance 
are handed out to the manager of the audited organization 
or to persons authorized by him. There is foreseen a 
possibility that the manager of the audited organization 
and/or authorized by him persons to give written statements 
on the handed out draft audit report and audit opinion, as 
well as to submit additional evidence and/or additional 
written explanations in 14-day term as of the day of the 
handing out. In case of written request of the manager of 
the audited organization and/or of authorized by him 
persons the responsible vice president can prolong the term 
with 7 days. This way is ensured a legal opportunity for the 
audited organization to submit opinion, additional evidence 
and explanations, with which are kept one of the basic 
principles of the administrative process in the financial 
audit too. 

In the law are regulated two procedures for approval of 
the final audit report and statement of assurance, depending 
on the type of the opinion. When the audit statement of 
assurance is unmodified, i. e. for statement of assurance 
with unqualified opinion and for statement of assurance 
with remark, the vice president of BNAO in charge, as well 
as in the other types of audit, is drafting a motivated 
conclusion on the statements of assurance in 14-day term 
from their receiving, with which approves the final audit 
report and the audit opinion, which are sent to the audited 
organization in 7-day term.  

The second procedure is applied when the audit 
statement of assurance is for qualified opinion, for 
statement of assurance with disclaimer thereof or for 

                                                 
* According Para 1, p. 13 from the additional Rules of the 
National Audit Office Act „international renowned audit 
standards“ are: 

a) The audit standards, issued by the Auditing Standards 
Committee of the International Organization of the Supreme 
Audit Institutions – INTOSAI (ISSAI); 
b) The International Standards on Auditing, issued by the Board 

of the International Federation of Accountants – IFAC, 
appropriate for financial audit under tasks with included 
additional questions, which are specific for the budget 
organizations in the public sector. 

opinion denial. In this case the vice president is also 
drafting a motivated conclusion on the opinions. After this 
he is submitting for consideration on a meeting of the 
National Audit Office the report, the audit opinion, the 
opinions of the audited organization, as well as the 
motivated conclusion. The National Audit Office can with 
its resolution adopt or reject completely or partially the 
conclusion and the proposals made to it and to adopt, 
amend or cancel in whole or partially the conclusion and 
the proposals made to it and to adopt, amend or cancel in 
whole or partially findings, conclusions, assessments and 
recommendations in the audit report and the form of the 
audit statement of assurance. 

The National Audit Office sends to the manager of the 
audited organization the final audit report and the audit 
statement of assurance in 7-days term as of the day of their 
adoption. 

This way regulated, through the second procedure, will 
be enhanced the objectivity and impartiality of the Supreme 
Audit Institution in implementing the financial audit in the 
cases of expressing a modified opinion and will be 
prevented the emerging of conflict situations with the 
stakeholders. 

With the new law has been re-established the 
administrative-penal competency of the president of the 
National Audit Office for malpractices under the Public 
Procurement Act (PPA), found by bodies of the BNAO. 
This power of the National Audit Office is assigned in its 
capacity of a body, which - together with the State 
Financial Inspection Agency, is implementing the control 
on the implementation of PPA, as well as the control on the 
implementation of public procurements contracts and of the 
frame agreements (para 9 from the preceding and 
concluding orders from the National Audit Office Act, with 
which is re-established art. 127c from the Public 
Procurement Act). The Acts for establishing infringements 
are drawn up by authorized auditors, and the penal 
ordinances are issued by the president of the National 
Audit Office or by persons authorized by him. 
 

III. THE EXTERNAL AUDIT QUALITY 
CONTROL IN THE PUBLIC SECTOR 

 
The audit activity quality control is a priority for the 

institution's management. The study of the nature and 
circumstances of the quality as a category for the audit 
goals can be based on the known theories, but also on the 
rules, requirements and definitions, given in the 
international and national quality standards. The audit 
quality in general and in particular of the separate types of 
audit is imposing the application of a conceptual approach 
towards it from the point of view of the specifics of the 
studied object. The quality is defined as a level up to which 
totalities of inherent characteristics are satisfying 
requirements (Bulgarian State Standard BDS EN ISO 
9000:2007). The characteristic is representing a feature. It 
could be inherited or attributed, but also quantitative or 
qualitative. 
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Usually the public sector audit in the sense of ISSAI 100 
Basic principles of the public sector audit is including at 
least three separate parties: auditor, responsible party and 
target users. The relationships between them are regulated 
legally, but they have to be considered also in the context 
of the specific requirements toward the audit quality. As 
long as the auditors are directly responsible for the audit 
quality they are conducting, the parties in charge are 
bearing responsibility for the information for the entity, for 
the management of the audited entity, or for the 
implementation of the recommendations. In the sense of 
the standard responsible parties can be separate persons or 
organizations. The target users are separate persons, 
organizations or groups and some of them, for which the 
auditor is drafting the audit report. They can be bodies of 
the legislative, supervision bodies or those, which are 
entrusted with the general governance, or the society. The 
good quality of audit allows them to be sure in the 
reliability and relevance of the information, which they use 
as a decision making basis. 

The mission of the National Audit Office is to work for 
ensuring of quality external audit in the public sector. In 
this sense it is responsible for the design and maintaining of 
an adequate quality control system, which has to 
encompass its entire activity and to respond to the risks, 
linked to the quality. 

As to have an effective the quality control system, it is 
necessary that it is a part of the strategy, culture and 
politics of the National Audit Office. In this sense the 
quality lies in the grounds of the management of the 
institution's activity, and is not an additional process, which 
follows the procedures until the audit report's drafting.   

The quality control in the management system of the 
National Audit Office has to be based on ISSAI 40 Quality 
control for SAIs. This standard is based on the key 
principles of the International Standards on Quality Control 
– ISQC 1 Quality control for companies conducting audits 
and reviews of financial statements, and other assignments 
for expressing assurance and content linked services, the 
International Federation of Accountants (IFAC), and this 
way is adapted to be applied for SAIs. ISQC - 1 is 
involving some specific topics for the audit organizations 
in the public sector. ISSAI 40 is reflecting the SAI's 
mandate, which in many cases is broader than those of the 
registered auditors in conducted audits and reviews of the 
financial accounts, and other assignments for expressing 
assurance and content linked services. It supports SAIs to 
apply the basic principles of ISQC – 1 in its entire work. 
This standard is describing quality control measures, 
different requirements from those for ISQC – 1 and is 
regulating a common framework for quality control in 
SAIs. This framework is applied in the quality control 
system of the entire audit activity, conducted by the 
National Audit Office. In this sense the framework is 
applied in the separate types of audit – financial audits, 
compliance audits, performance audits, specific audits, as 
well as any other work performed in the institution.  

ISSAI 40 is focused on on the organizational aspects of 
the audit quality in the entire National Audit Office. It 

ensures a framework as well, which supplements other 
guides of INTOSAI, including those for quality control on 
the level of a particular assignment. 

Instructions for quality control of the separate types of 
audit, performed by the National Audit Office, are given in: 

- ISSAI 1000, ISSAI 1220 and ISSAI 1620 regarding the 
quality control for financial audits; 

- ISSAI 3100, section 2.5 for the quality control for 
performance audits; 

- ISSAI 4100, section 5.2. and ISSAI 4200, section 5.2 
regarding the quality control of compliance audits. 

 
The basic elements of the quality control system of the 

National Audit Office, described in ISQC – 1 and 
recommended in ISSAI 40, are as follow: 

1. Management's duties for quality. The National 
Audit Office is creating policies and procedures, whose 
aim is to encourage the internal culture on the grounds of 
the fact that quality is of substantial importance in the 
performance of its whole activity. Those policies and 
procedures have to be defined by the institutions' 
engagement, which is bearing the entire responsibility for 
the quality control system. According to art. 21, p. 2 from 
the National Audit Office Act the president is defining 
powers in management, organization and control of the 
audit activity and its quality to the vice presidents. On their 
side the vice presidents, in the sense of the arrangement of 
art. 22, para 1, p. 5, are responsible for the audit activity 
organization and its quality. The importance of the quality 
has to be underlined by competent and consistent actions 
on all levels of the institution's management. 

2. Applicable ethical requirements. The National Audit 
Office has to design policies and procedures, which to 
ensure a reasonable level of confidence that the institution 
and its personnel and other persons, to whom is entrusted 
the activity performance, are keeping the respective ethical 
requirements. It has to develop policies and procedures, 
which to reinforce the basic principles of professional 
ethics. 

3. Adoption and continuing the customer 
relationships and specific agreements. For the purposes 
of  the NAO activity the term „agreement“ means the 
performed work at exercising the functions of the Supreme 
Audit Institution. In regard to applying of this principle in 
p. 5, „c“ of ISSAI 40 is defined that SAI has to design 
policies and procedures, which to ensure for it a reasonable 
level of confidence, that it will perform audits and other 
activity. For all performed audits and other arrangements 
the National Audit Office has to develop systems, which to 
assess the risk for the quality, which arises in performing 
its activities. Those systems differ, depending on the art of 
the work performed. As usually the resources are limited, it 
has to be assessed if the programmed scope of activities 
can be implemented at the necessary quality level.   

4. Human resources. An important goal, linked with the 
reinforcement of the administrative capacity of the 
National audit Office, is conducting of quality audit 
activity under keeping the principles for professionalism 
and good faith. 
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The National Audit Office is ensuring policies and 
procedures in regard to the human resources, which have to 
guarantee the quality and commitment with the ethical 
principles of the SAIs. These policies and procedures, 
linked with the human resources, involve: 

- recruitment of staff (and the qualification of the 
assigned staff); 

- performance assessment; 
- professional development; 
- possibilities (including sufficient time for task 

completion under keeping the necessary quality standard); 
- competence (including ethical and technical 

competence; 
- career development; 
- promotion; 
- compensations; and  
- assessment of personal needs. 
 
5. Implementation of arrangements. In the Strategy for 

development of the National Audit Office in regard to the 
presentation of the principles for independence, objectivity 
and good faith is appointed that the professional skills, 
applied during every audit, are ensuring the achievement of 
the necessary quality level (Strategy for Development of 
the Bulgarian National Audit Office for the period 2013 – 
2017). The policies and procedures should involve here: 

a) questions, which are appropriate for encouraging of 
the consistency from the point of view of the quality of the 
activity performance; 

b) responsibilities for supervision activity; and 
c) responsibilities for conducting review. 
 
6. Current monitoring. The National Audit Office is 

establishing a current monitoring process aiming to ensure 
a reasonable level of confidence, that the policies and 
procedures, linked with the quality control system, are 
appropriate, adequate, and are working effectively. 

 
The quality control of whichever activity involves the 

use of the universal rules of the International and national 
quality standards. The comparison between the structure of 
the audit quality control system and the one for quality 
management after the rules of ISO 9001:2008 can be 
presented in the Table 1. 

In the standardized framework is defined the 
requirement to document the policies and practices of the 
quality control institutions and to announce them to the 
staff. 

The elements of the quality control system, contained in 
the ISQC – 1, are applicable to the scope of work, 
performed by the SAIs, which can be broader than the 
arrangements in the sense of ISQC – 1. In the sense of 
ISSAI 100, p. 29 in the practice of the SAIs is included two 
types of arrangements, namely: 

- arrangements for statement of assurance where the 
responsible party, i.e. the persons in charge for the 
management of the audited entity, is measuring it against 
the criteria and is submitting information to the auditor. For 
this information the auditor has to collect afterwards 

sufficient and relevant audit evidence, to get a reasonable 
base for expressing an opinion. Arrangements for statement 
of assurance always are the financial audits, as the financial 
statements are drafted and submitted by the responsible 
party in the sense of ISSAI 100. 

 
TABLE 1 

COMPARISON BETWEEN THE BASIC ELEMENTS OF THE QUALITY 
CONTROL SYSTEM IN THE SENSE OF ISSAI 40 QUALITY CONTROL 

FOR SAIS AND OF THE QUALITY MANAGEMENT SYSTEM ACCORDING 
TO BDS EN ISO 9001:2008. 

 

Elements of the 
system for quality 

control according to 
ISSAI 40 Quality 
control for SAIs 

Elements of the system for 
quality control according to 

BDS EN ISO 9001:2008 
Elements of the system for 

quality control 

Duties of the management 
for the quality in the 
company; 

Responsibility of the 
management 

Applicable ethical 
requirements 

 

Adopting and continuing 
of the relationships with 
the clients and specific 
arrangements 

 

Human resources Resource management 

Performance of 
arrangements 

Design of the product (service) in 
compliance with the requirements 
and the satisfaction of the clients 

Current monitoring Measuring, analysis and 
improvement 

 
Main audit principles in the public sector. 
- arrangements for direct reporting, where the auditor is 

the one which is measuring and assessing the audited entity 
against the criteria. The auditor is choosing the audited 
entity and the criteria based on the risk assessment and the 
materiality. The result from the audited entity's measuring 
against the criteria is presented in the audit report under the 
form of findings, consequences/conclusions and the linked 
with them recommendations or opinions. Such type of 
arrangement is the performance audit.  

It must be born in mind that the compliance audits can 
be arrangements for statements of assurance as well as 
arrangements for direct reporting or both together. This is 
imposed by the circumstance that the compliance audit can 
be conducted in three forms – as separate audit task, in 
connection with performance audit or in connection with 
the financial statement audit.  

The goal of the National Audit Office is to pay attention 
to the risks which are threatening the quality of its work 
and on the ground of this to create a quality control system, 
which one to respond adequately to those risks. The risks 
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for the quality can arise on different occasion and on every 
stage of the audit process. They depend on its stipulated 
powers and functions, as well as on the environment where 
it is working. Those risks can arise with many different 
aspects from the SAI's work depending on the conditions 
and the environment. For instance risks for the quality can 
arise at applying the professional assessment, planning and 
performing of policies and procedures or the methods, used 
by the National Audit Office, for announcing the results 
from its activity. 

The quality control has to give a reasonable confidence 
that the planning, organizing and the conducting of the 
audit is performed in a way ensuring an effective use of the 
resources and achieving the audit goals. In this sense it is 
pointed out correctly in specialized literature that in the 
National Audit Office the quality control is accomplished 
on all stages of the audit process and is organized on all 
management levels (Tzvetkov, Tz. The seven axioms of 
financial audit in the public sector. Audit in Bulgaria, 
Sofia, 2012). 

 
IV. CONCLUSION 

 
In conclusion, it should be noted that the audit quality 

control will continue to develop and to contribute to the 
accurate implementation of the auditing procedures to 
minimize the risk from incorrect findings, consequences 
and recommendations, i.e. the auditor's reports to 
correspond with the circumstances.  

Undoubtedly the qualities and effectiveness of the 
institutional policy in regard to the maintaining and 
development of the quality control system include the 
common intentions or directions, as well as the concrete 
resolutions and management skills of NAO's management, 
which are supporting the accomplishment of this policy. 
Being acquainted with it, not only for the auditors, but also 
for all stakeholders, allows the maintenance and 
development of the control system in compliance with the 
leading international practices. 

It is necessary to apply a complex of scientifically based 
efforts of scientists and practitioners for the development of 
the quality management of the Supreme Audit Institution, 
so that the society to undoubtedly take the audit as a 
superior from of confidence.  
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Bulgarian evidence 
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Abstract The paper analyses some dimensions of Bulgarian 
national cultural environment as well as their impact on 
management behaviour. Formulations from significant studies 
(e.g. of H. Hofstede, M. Bond, A. Laurent and other authors, 
as well as some Bulgarian authors) are reviewed in this field. 
Data from an empirical survey are used for testing hypotheses 
about the impact of three main cultural dimensions 
(individualism, masculinity and avoidance of uncertainty) 
upon the formation and development of managerial behaviour 
in Bulgarian enterprises. 

 
Index Terms: cultural environment, organizational 

behaviour, managerial behaviour, dimensions of cultural 
environment. 

 
JEL: M10, M13, M14 

 
 

I. INTRODUCTION 
 
In the 1990s the trend towards globalization of economic 

relations is gradually becoming clear and obvious. Goods, 
capital and human resources are interdependent on a global 
scale, business units are expanding beyond the limits of 
national markets to reach the global world market. 
According to Peter Drucker, “the global competitiveness 
becomes a strategic objective of every organization. “Every 
institution must apply the standards, enforced by the 
leaders in the relevant field, irrespectively of the point of 
the world where it is located” (Drucker, P., 2000). It is 
naïve to believe that an individual business unit can 
succeed and have economic growth within the limits of the 
national market.  

The actuality of the set of problems related to 
globalization comes from the fact that the evolution of 
business from orientation mostly towards national markets 
towards globally oriented activities requires new ways of 
thinking and management habits, as well as the frequent 
need to overcome existing stereotypes – values, beliefs and 
norms, which persist as a result of the established 
dimensions of the national cultural environment. It is 
especially important to take into account culture and 
cultural differences, and problems that managers face every 
day in order to be able to apply successfully competitive 
strategies in an environment of swift and dynamic changes. 
The present article deals with the influence of some of the 
dimensions of the national cultural environment on the 
process of advancement and progress of the managerial 
behavior in the case of Bulgarian entrepreneurs. 

 
1 Matilda Alexandrova is with Faculty of Management and 

Administration, University of National and World Economy, 
Bulgaria 

Hypotheses on some of the dimensions of the national 
cultural environment have been tested on the basis of an 
empirical study (characteristics as individualism, 
“masculinity”, avoiding insecurity) and their influence on 
the managerial behavior on the example of enterprises in 
Bulgaria. The objective of the present study is by means of 
the verification of the proposed hypotheses to prove or to 
reject the thesis of the author – that there is influence of the 
national cultural environment on the phenomenon 
(managerial behavior) under scrutiny.  

The following study tasks follow from the main 
objective: 

1. A retrospective study of the problem in its global 
projection 

2. Application of a model for the influence of the 
dimensions of the cultural environment on managerial 
behavior. 

3. Verification of the hypotheses on this influence. 
 
The expected results from the study are oriented towards 

an evaluation of the extent of the relation of managerial 
behavior and the specifics of national culture, to the extent 
that the bridge between national culture and organizational 
culture is composed by the way of thinking, the values and 
behavior of people in the organization. In the present study 
the term “managerial behavior” is used to denote the 
behavior of a manager in complex situations involving 
flexible decision making resulting in interrelated actions in 
the management of the organization. This behavior is 
operationalized by its two main characteristics: 
proactiveness and innovativeness. The first characteristic is 
interpreted as consistent expression of the aspiration for 
vigorous activity, directed towards fast and timely use of 
favorable opportunities offered by outside environment. 
Innovativeness, in turn, is interpreted as the capability of 
searching for new untraditional decisions in the 
problematical situations the entrepreneurial organization is 
facing. 

 
 

II. SHORT RETROSPECTIVE PRESENTATION 
OF THE PROBLEM: GLOBAL PROJECTION  

 
1. Contemporary views on the national cultural 

environment 
National culture is a set of values, beliefs and norms 

accepted by the majority of inhabitants of a given country. 
Traditionally they find their representation in the formal 
legal system, as well as in the social norms and values. 
According to R. Farmer and B. Richmond, the factors 
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related to cultural environment are considered as 
determinants of efficiency in the managerial decision-
making. These factors influence the way managers 
comprehend problem situations and the way they resolve 
them. The Dutch analyst G. Hofstede describes national 
culture as a determinant of managerial behavior and defines 
it as “a group programmed consciousness, which makes 
one human community distinct from another one” 
(Hofstede G., 1980).  

G. Hofstede affirms that not only practice, but also 
management theories are strongly influenced by national 
cultural environment and are developing within its limits. 
According to him, management as a type of activity is 
virtually a USA patent– in American culture management 
is surrounded by an “aura of esteem”. Other cultures, 
however, demonstrate different attitudes to management 
and managers. In Germany, for example, engineers are 
those who benefit from such high valuation and esteem, not 
managers. Germans expect from their manager to be a 
technical specialist.  

In Japan, the central body of organizations is the 
permanent work groups, not managers. When young 
specialists in Japan start work, they become part of such 
permanent work groups and after accumulating certain 
experience they are appointed to different positions. 
Control as a managerial function is performed mostly by 
the colleagues in the group, not so much by the formal 
managers. G. Hofstede believes that traditional and cultural 
particularities are explanatory for the behavior of managers 
in different management situations – in organization 
restructuring, in planning work tasks, in decision-making, 
and in business communications (Hofstede, G., 2001).  

 
2. Model of the dimensions of the cultural 

environment of G. Hofstede 
One of the main issues for a study of intercultural 

aspects of management is to determine how much culture is 
influencing the behavior of individuals in the organization. 
G. Hofstede has created a unique model of cultural 
dimensions in order to describe and explain the national 
differences in organizational behavior. He proposed an 
analytical framework to analyze the interrelationship 
between organizational activity and cultural attitudes. 
According to G. Hofstede’s theory, the determinant 
characteristics of national culture are:  

1. Distance from authority; 
2. Avoiding insecurity; 
3. Individualism; 
4. “Masculinity/femininity” 
 
2.1. Distance from authority as a dimension of 

national cultural environment  
Distance from authority is an aspect that determines to 

what extent people accept differences in their social status. 
In national cultures where distances between people with 
different social status are insignificant (for example 
Austria, Israel, Denmark - Hofstede G., 1980), the existing 
norms and values presuppose minimal perception of these 
differences. Such cultures tolerate participation of workers 

in management and in the process of managerial decision-
making. The stereotypes in existence include the idea that 
the employees should always have access to their manager. 
The use of authority in itself is neither good nor bad – 
everything depends on the goals and results from the use of 
the mechanisms of authority. In contrast, national cultures, 
where differences in social status are clearly perceived (for 
example, Mexico, Arab countries, India, Yugoslavia - 
Hofstede G., 1980), norms and values based on hierarchical 
ideas prevail. The representatives of these cultures use their 
power and authority to coordinate the activity of their 
subordinates. In cultures with large authority distance the 
idea that people having authority are entitled to special 
privileges and rights and managers and employees are 
different categories of people are accepted stereotypes. In 
such cultures, the participation of subordinates in 
management is not stimulated. Employees themselves 
perceive the possibility of taking an important decision and 
assuming the responsibility for it in a negative way the 
possibility.  

The authoritative management style can be found mostly 
in cultures, where differences in social status are sharply 
perceived and a large authority distance is in place. In this 
type of management there is strong probability for 
centralization of managerial decision-making.  

The methods of G. Hofstede have been applied several 
times in Bulgarian conditions (Genov, Y., 2002, Genov, Y. 
and S. Karabeliova, 2001, Davidkov, Zv., 2002, Durankev, 
B., 2000). The results of these studies show that Bulgaria is 
a country with large authority distance. The effect on 
organizations is a strict hierarchical system based on 
existential inequality. In cultures with a small authority 
distance hierarchy is perceived as a difference in roles, 
which can be changed, so that today’s subordinate can be 
tomorrow’s manager. In the opposite case (which is the 
case in Bulgaria) the subordinates are expected to receive 
orders about what they are expected to do, so that 
communication between managers and subordinates is 
initiated only by managers. The existing approach is a 
“paternalistic” one – the ideal manager is the well-
intentioned autocrat or “the good father”. There is a large 
distance present in the system of payment between the 
higher level in hierarchy and the lower levels.  

 
2.2. Avoiding insecurity as a dimension of the 

national cultural environment 
Avoiding insecurity (indefiniteness) is related to the 

degree of comfort experienced by people when they happen 
to be in indefinite situations. People who don’t pay much 
attention to insecurity feel comfortable even if they are not 
sure in their future. In contrast, people who don’t accept 
insecurity believe that it is a danger for their future and 
they must permanently fight to avoid it. In cultures where a 
high level of avoiding insecurity and a refusal to accept 
indefinite situations are present (for example Greece, 
Portugal, Belgium - Hofstede G., 1980) the behavior of 
their representatives is highly determined by fear of the 
unknown. The effort to avoid or minimize insecurity by 
defining rules and procedures for each activity is 
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characteristic for such cultures. At the work place, the 
avoidance of insecurity translates into high level of stress, 
low initiative, elimination of unknown risks, unwillingness 
to work in a team, negative attitude to change.  

On the criterion insecurity avoidance in the G. Hofstede 
method, Bulgaria is closer to countries with high level of 
avoiding insecurity. Cultures with high level of avoiding 
insecurity perceive difference as a danger, while for those 
where avoiding insecurity is at low level of difference is 
perceived as something funny. The following 
characteristics are valid for cultures with high levels of this 
indicator: more stress at the work place, resistance to 
change, less risky undertakings, clear hierarchical structure 
of the organization, observed by everybody. 

 
2.3. Individualism as a dimension of the national 

cultural environment 
The aspect “individualism-collectivism” as a dimension 

of the national cultural environment indicates whether the 
values and norms in a society are oriented towards the 
satisfaction of individual or group needs.  

Individualism emphasizes on attainment of individual 
goals – the philosophy of individualism is contained in the 
statement “success is individual” and people are more 
productive in their actions when they are independent and 
can do things on their own, irrespectively of what others 
might say (for example USA, Australia, Great Britain - 
Hofstede G., 1980). On the contrary, the collectivist view 
accentuates on well-being and attainment of objectives 
within the group. In the conditions of collectivistic cultures, 
the individual is ready to make personal sacrifices in the 
name of the interests of the group. A strong feeling of 
attachment and loyalty to the group are characteristic for 
such national cultures (Latin American countries, South 
Korea, Malaysia Hofstede G., 1980).  

The study of B. Durankev paid attention to the fact that 
collectivistic and equalization attitudes in Bulgarian 
societies come from the long period of existence of the 
majority of small low income farms – traditionally focused 
on family and kinship, as well as from the social equality 
ideas from the recent past (Durankev, B., 2000). The group 
– family, friends, etc. – is a defender of the private interest 
of the individual and personal goals are achieved by 
common efforts and support. The same study points out the 
attitude for a Bulgarian individual to distribute 
responsibility among close relatives and friends or 
colleagues that he/she can rely upon. Nevertheless, a 
necessity for personal self-assertion is gradually arising. 
For example, in the study performed by M. Draganov, 61% 
of the respondents assign a positive value to independence 
as a factor for the appeal that a specific job has for them. 
Initiative is perceived as a quite valuable characteristic. 
More than one third of respondents perceive it as a 
precondition for becoming rich, and about 30% explain 
poor condition by the lack of initiative (Draganov, M., 
1994). Initiative, in fact, is one of the most specific 
characteristics of individualism and this is why B. 
Durankev pointed out the existence of serious first 
indications of transformation of collectivistic attitudes into 

individualistic (entrepreneurial) in Bulgarian society 
(Durankev, B., 2000). 

G. Hofstede used the dimension “individualism-
collectivism” to describe different national cultures from 
the point of view of their bias towards individualistic or 
collectivistic values. On the basis of the empirical material 
accumulated for Bulgaria, Y. Genov and S. Karabeliova 
have revealed an interesting cultural phenomenon - 
Bulgarians in fact perceive themselves as individualists and 
the individualistic values are most important for them. The 
daily behavior, however, is quite different (Genov, Y. and 
S. Karabeliova, 2001). The main dimensions of 
individualism-collectivism has been also studied in the 
framework of a comparative study of five cultures 
including Bulgaria (Ramamoorthy, N., et al., 2010). 

A more precise analysis makes possible to discriminate 
between persons who perceive themselves as 
individualistic and really value individualism in their 
behavior from those who value the importance of 
individualism, but their daily behavior is more oriented 
towards collectivistic values. As a whole, it can be said that 
Bulgaria is on the collectivistic side in the continuum 
(Genov, Y., 2002). The influence of collectivistic values on 
an organization is demonstrated by the following:  

- The participation of individuals in an organization is 
motivated by moral reasons; 

- Employees expect from the organization to perform the 
role of a family and will be disappointed if this expectation 
is not fulfilled; 

- Employees expect that the organization defends their 
interests; 

- The hierarchical growth is on the basis of seniority; 
- The interest for new ideas in management is weak; 
- Management policy and practice are influenced by 

family relationships (friendships). 
About 70% of the interviewed persons in Bulgaria 

believe that nothing depends on the individual, that life is 
controlled by incidental occurrences, that chance plays a 
significant role, that success is not achieved by professional 
competence, but because of luck, personal connections etc. 
(Genov, Y., 2002). It is obvious - individuals with “outside 
localization of control” are not inclined to take on personal 
responsibility and to show personal initiative and 
managerial behavior. It can be found that Bulgarians strive 
to a great extent to personal self-expression, but at the same 
time they welcome every opportunity to hide in the group 
where their responsibility is more or less vague. The 
Bulgarian prefers to be “his own boss” but also he/she 
would rather transfer responsibility to somebody else. The 
inter-organizational entrepreneurial behavior oriented 
towards higher quality, and lower costs is quite difficult to 
be achieved here.  

 
2.4. “Masculinity” as a dimension of the national 

cultural environment 
G. Hofstede has introduced the notion of “masculinity-

femininity” to denote the place of qualities as persistence, 
domineering, and independence within the national cultural 
environment. The following stereotypes are dominant at 
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places where the culture is oriented more towards 
“masculinity”: 1) the social roles must be clearly defined 
depending on gender: males must always be on the lead; 2) 
The main motives of behavior should be ambition and 
persistence. In countries where “masculinity” is the 
predominant model as a cultural dimension (Japan, Italy, 
and Switzerland) people are more inclined to sacrifice free 
time for their professional career. “Femininity” is a 
characteristic for cultures where values like mutual help 
and interdependence, compassion and emotional openness 
are important (Sweden, Norway, the Nederland, for 
example (Hofstede G., 1980).  

With respect to the dimension “masculinity-femininity” 
related to the idea of allocation of social roles according to 
gender, it can be said that countries with “masculine” 
culture are striving towards a success society, while 
“feminine” cultures are oriented towards a social state. 
According to the results of a study performed by a team 
under the supervision of M. Davidkov, Bulgaria is situated 
at the middle of the range and cannot be defined 
exclusively as a “masculine” or a “feminine” culture 
(Davidkov, Zv., 2002). The team of Y. Genov – S. 
Karabeliova came to the conclusion that the majority of 
respondents in Bulgaria have “feminine” attitudes (Genov, 
Y., S. Karabeliova, 2001). These conclusions can be 
interpreted in the context of organizational behavior as an 
orientation emphasizing on interpersonal relations and 
restructuring of the work process in order to create 
opportunities for integration in the group. In practice, the 
measured values of our national culture with regard to 
“masculinity-femininity” are favorable for business 
cooperation and partnership relations.  

Each country can be ranked according to the above 
dimensions of the national cultural environment. G. 
Hofstede considers that together with the other South and 
East European states, in Bulgaria the distance from 
authority is too large, and the desire to avoid insecurity is 
too strong. The organizational culture in Bulgaria, 
determined by national culture, is more a collectivistic than 
an individualistic one, and more “feminine” than 
“masculine” * . According to G. Hofstede no universal 
solutions exist for organizational and management 
problems. There is neither a universal definition of 
organization efficiency, nor a universal recipe for its 
achievement. 

The analysis of the results of the study peformed by D. 
Durankev are quite persuasive describing Bulgaria as part 
the group of “feminine” societies, where the dominant 
values are: lack of self-assertion, a priority of people 
relationships over material products, paying attention to 
quality of life and environment, mutual help, solidarity, 
charity etc.(Durankev, B., 2000).  

 
 

                                                 
* The job is not the most important thing for Bulgarians, the 
intercultural studies expert professor G. Hofstede said for the 
newspaper “Capital”, interview with G. Hofstede, “Capital”, No 
42/2001. 

 
3. Other dimensions of the national cultural 

environment 
 
In contrast with the method of G. Hofstede using 

continuums “masculinity-femininity” and “individualism - 
collectivism”, other researchers are using the pair of 
opposites “traditionalism – modernism” as an instrument to 
define the influence of cultural differences on individual 
behavior (Lachman R., A. Nedd, B. Hinings, 1994). 
Individuals oriented towards traditionalism are trying to 
preserve the existing status quo by staying with the 
traditional methods of problem-solving. Individuals 
oriented towards modernism are actively looking for 
change and they are prone to accept deviance from the 
customary practice when this could improve the situation. 

Another possible way of interpreting the spectrum 
“tradition – modernity” is the degree of abiding to the 
accepted social values and norms. Cultural values are 
important for individuals with traditional attitude because 
of their strong “normative” orientation; unlike them the 
individuals with modernistic attitudes don’t share their 
specific attraction to these values. Individuals with strong 
traditionalistic orientation are disposed to reject change on 
the ground that practices, activities and decisions, proven 
during a long time period are more vital. On the contrary, 
modernists are oriented towards the future – they are 
independent and less prudent in their preferences for 
innovativity (Nedd A., 1989).  

M. Bond has introduced a fifth dimension of the national 
cultural environment, which he calls “Confucian 
dynamism”, or orientation towards time (Hofstede, G. and 
M. Bond, 1988). This is the degree of perception by people 
of moral values like persistence, frugality, sense of shame, 
preserving reputation, observance of traditions. “Confucian 
dynamism” includes some cultural values of countries of 
East Asia that are part of the teaching of Confucius – it 
determines to what degree the individual is attached to 
those basic moral principles and virtues.  

 
4. Alternative models of study of the national cultural 

environment 
 
The French researcher A. Laurent has studied the 

philosophy and behavior of managers in nine countries of 
West Europe, USA, Japan and Indonesia (Laurent, A., 
1983). He analyses the specific characteristics of the 
behavior and style of managers in each of the countries of 
the study, based on their reactions in different production 
situations. The researcher has summarized the opinions of 
the respondents on 60 theses defined in advance. He has 
arrived to the conclusion that the nationality of managers 
directly influences their views and their management style. 
One of the theses is the following: “the meaning of the 
hierarchical structure consists in the fact that everybody 
knows who is under his/her supervision”. The results of the 
study show that the majority of American and German 
managers disagree with this statement as they believe the 
meaning of hierarchy is to distribute tasks in such a way so 
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that the organizational goals can be fulfilled. In contrast, 
Italian, Japanese and Indonesian managers usually agree 
with this statement, relating hierarchy to social status and 
to the position occupied by the manager.  

Another research aspect treats the command chain with 
the principal thesis: “To ensure efficient work 
relationships, it is often necessary to go round the 
command chain”. The results show that Swedish managers 
don’t see a big problem in passing up the subordinate 
chain. The main thing for them is to find an appropriate 
person for the specific task. On the other hand, Italian 
managers consider this approach as a denial of hierarchy 
and categorically disagree with it. A. Laurent concludes 
that in the Italian culture of subordination such breakage of 
subordination order must be punished and the hierarchical 
structure of subordination must be modified (Laurent, A., 
1983). 

One of the most important management characteristics – 
the capacity to resolve problematic situations has also been 
studied by A. Laurent from the point of view of its growth 
and of how much it is influenced by national culture 
(Laurent, A., 1983). Managers have been asked whether it 
is important for them to have ready and precise answers to 
questions related to work that could be asked by their 
subordinates. According to American, Swedish and Dutch 
managers, there are no ready and precise answers related to 
the problem situations arising in the process of work and it 
is not possible to have such answers. The vocation of the 
manager is to participate in the process of dealing with 
such situations, to coordinate this process and to help 
his/her subordinates to handle the problem situation. 
French managers, however, believe that one should not be 
in a managerial position if he/she does not have precise 
answers to the questions arising in the process of work.  

The results of completed studies demonstrate that a 
range of national and cultural differences influence on the 
growth of organizational behavior and management style. 
For example, S. Karabeliova presented an empirical study 
of Bulgarian organizations, which displays the 
interrelationship between the type of organizational culture 
and the management style (Karabeliova, S., 2001).  

The study distinguished between three types of 
organizational culture: the prevailing management style in 
Bulgarian organizations is related to cultural practice 
characteristic for the market type of organizational culture. 
The basic values in it are competitiveness, productiveness, 
the achievement of high profits and risk-taking. Managers 
in organizations with market type culture are persistent 
leaders, producers, competitors. The main task of a 
manager is to motivate and inspire his/her employees to 
handle work in a better way and to achieve a higher 
competitive level of performance.  

The second place is occupied by management skills 
characteristic for the hierarchical type of organizational 
culture. In this context the manager is proud to perform the 
role of a good coordinator and to organize those who are 
efficient. He is an extremely well-informed technical 
expert. His/her influence is based on the control over 
information.  

Next are values and behavioral norms accepted in the 
clan-type cultures - loyalty, tradition, devotion. In this case, 
an extremely high value is attached to solidarity, 
coordination, interdependence, and high moral. The 
priority managerial skills in such an organization are 
teamwork management, participation of the associates in 
decision-making, and reaching a consensus. Employees 
perceive a manager of this type as a counselor and even a 
parent, i.e. he possesses authority, and is a man of 
confidence, respected and loved at the same time.  

The lowest place in the hierarchy of managerial 
competence is occupied by skills corresponding to the ad 
hoc type of organizational culture. These organizations are 
dynamic, entrepreneurial and creative, oriented towards 
risk-taking. The principal emphasis is placed on 
experiment, and new ideas. Therefore some of the 
characteristic skills of their managers are the readiness to 
take risks, innovativeness, flexibility, adaptation. The 
manager plays the role of an innovator; he/she is ingenious, 
inventive, creatively oriented towards the future.  

 
 

III. CONTEXTUALITY OF MANAGERIAL BEHAVIOR: 
NATIONAL PROJECTION  

 
National cultures can differ in many aspects, and all 

those aspects definitely influence the organizational 
behavior, structure and processes. In certain moments, the 
differences can provoke misunderstandings, disagreements 
and even conflict. The particular characteristics of the 
cultural type have an effect on motivation, communication, 
and work organization, on decision-making. The notions of 
good and bad, of correct and incorrect in the organizational 
behavior and in management as a whole, are highly 
dependent on the specifics of the specific national culture.  

As a consequence, the empirical study of cultural 
differences and their effect on organizational behavior and 
management style becomes a necessity. In the process of 
exploration of cultural differences, it is essential to study 
those cultural aspects that are difficult to measure with the 
classical instruments of economic studies. From this point 
of view, the present study differentiates between three 
dimensions of the cultural environment and their potential 
influence on the behavior of Bulgarian managers-owners of 
micro enterprises. For the objectives of the present study, 
three research hypotheses are explored:  

H1. Managerial behavior is directly proportional to the 
level of “individualism”. 

H2. Managerial behavior is directly proportional to the 
level of “masculinity”. 

H3 Managerial behavior is in opposite relationship with 
the degree of “avoiding insecurity”.  

 
Taking into account that more than 93% of the 

companies, representing Bulgarian economy, are micro-
companies, this determines their importance as a target of 
economic studies. Companies that are active, and have not 
more than 10 employees have been selected for study. The 
study target is Bulgarian entrepreneurs – owners and 
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managers of micro-enterprises. Detailed methods have 
been developed for the monitoring, processing and analysis 
of the necessary data about the influence of the above 
mentioned three elements of national cultural environment 
on the growth of entrepreneurial potential of managers. The 
methods include operationalization of the covered 
elements, and their reduction to practically measurable 
indicators. The approbation has been organized as an 
empirical survey using unified instruments to gather 
primary information.  

Empirical data for the study have been provided using a 
quota sample of micro-enterprises. It has been formed 
according to three characteristics - geographical location, 
branch of the economy and number of employees. There 
are official statistical data published on the active economic 
units in Bulgaria treating these characteristics. As more 
than 90% of the sample is micro-enterprises, the present 
structures of this aggregate are taken to be valid regarding 
the sub-aggregate of micro-enterprises as well. The 
maximal representative quality of the sample is assured by 
a practically unintentional choice of units within a given 
planning region, observing their correspondence to the 
indicators “number of employees” and “branch of the 
economy”. The idea is that the sample formed by this 
method is not significantly different from the purely 
accidental one. A rough maximal degree of error of about 
5% has been included, and a guaranteed probability of 
95%. Taking into account the specific character of the 
estimates, which are of main importance for the study, the 
probable value of the relative volatility is evaluated at 50%.  

The managerial behavior has been operationalized using 
two indicators – proactiveness and innovativeness. 
Respondents have been asked to evaluate the degree of 
their agreement or disagreement with a set of statements, 
where a unified seven degrees Likert scale has been used. 
For example, proactiveness has been measured by attitude 
questions to express the propensity to actively resolve 
complex problematic business situations. Innovativity has 
been measured through preferences for the application of 
original ideas and new approaches in management practice. 
For this, the dichotomy “new (tested) ideas – old (not 
tested) ideas” has been used. Each indicator variable has 
been obtained by averaging the above mentioned ranks of 

the respective sets of questions treating the specific 
dimension of cultural environment.  

Individualism has been measured through the degree to 
which respondents value the opposite sets: 1) Taking care 
for themselves and their family versus commitment to 
larger groups of people and society as a whole; 2) oriented 
towards the self versus oriented towards the group; 3) 
individual initiative and achievement versus group 
affiliation; 4) the right to personal life and personal opinion 
versus opinions determined by the group; 5) believing in 
individual decisions versus believing in group decisions. 

“Masculinity” as an element of the cultural environment 
has been measured by the degree of domination of 
orientation towards personal success and independence 
over the orientation towards serving others and mutual 
help.  

Avoiding insecurity has been measured by how much 
respondents feel threatened by insecurity, how much they 
are subject to instability and stress while trying to avoid 
such situations. Such feelings are related to the fear of 
failure, conservatism and desire to avoid risk, to the need of 
having written rules and regulations.  

 
 

IV. VERIFICATION OF HYPOTHESES 
 
The hypotheses formed as a part the theoretical model 

have been tested using the following multiple regression 
models:  

 
РА= а0 + а1Unс + а2Маsс + а3Ind + е ,                                       (1) 
Innov = b0 + b1 Unс + Ь2 Маsс + Ь3 Ind + u ,                           (2) 

 
where PA is an indicator variable for “active behavior” 

and Innov is the variable for “innovativeness” both as 
characteristics of managerial behavior. The factor variables 
Unc, Masc and Ind represent the three dimensions of the 
cultural environment: “avoiding insecurity”, “masculinity” 
and “individualism”. The coefficients a1, a2, and a3 are used 
to test the hypotheses for the influence on the formation of 
the attitude toward proactive behavior of managers, and the 
coefficients b1, b2, and b3 – respectively of the attitude 
towards innovative behavior 

. 
TABLE 1.  

CORRELATION MATRIX OF INDICATOR VARIABLES 
 

 Avoiding insecurity Masculinity Individualism Proactivity 
Avoiding insecurity 1,000    
Masculinity -0,643 1,000   
Individualism -0,893 0,539 1,000  
Proactivity  -0,530 0,426 0,510 1,000 
Innovativity -0,767 0,539 0,725 0,353 

Note: All correlation coefficients are statistically significant with a level of significance 0,01. 
 
The content of the correlation matrix of indicator 

variables allows determining the degree of dependence 
between each of the indicators of the cultural environment 
and the two indicators of managerial behavior (Table 1). 

Only one of the three correlation coefficients between the 
independent variables is over 0,7 which gives ground to 
expect insignificant negative effect of multicollinearity 
between the included factors.  
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Although the explanatory capacity of the evaluated 
regression models is not high (R2

(1) = 0,296, R2
(2) = 0,598), 

especially regarding the equation of active behavior, 
several conclusions about the modeled functions can be 
made on the basis of the obtained results (Table 2). The 
hypotheses related to the influence of individualism and 
“masculinity” on managerial behavior, operationalized 
using active behavior and innovativeness, has been 
positively verified. All the coefficients of the two variables 
are positive and statistically significant with a level of 
significance about 5%. The weakest net effect is observed 
for the “masculinity” variable, which confirms the 
conclusions of the above mentioned studies, finding 
Bulgarian culture to be closer to a “feminine” cultural type. 
The strongest effect is established in the case of “avoiding 
insecurity” that shows negative correlation to the two 
resulting variables. This confirms the formulated 
hypothesis (H3) about opposite relationship between 
managerial behavior and avoiding insecurity, respectively a 
direct relationship between managerial behavior and the 
willingness to take risks.  

The empirical results corroborate the formulated 
hypotheses about the influences of the dimensions of 
cultural environment on management behavior and 
especially on the growth of managerial behavior of the 
owners and managers of micro-enterprises in Bulgaria. As 
a result of the study, it becomes obvious that characteristics 
as individualism and “masculinity” create incentives for the 
development of entrepreneurial values, which result in 
active and independent behavior and innovative 
management approaches. In addition, the attitude of 
avoiding risk and insecurity is lowering the entrepreneurial 
potential and preventing economically active behavior. As 
a whole, the study demonstrates that culture can be 
considered as an important determinant of management 
style and behavior in micro-enterprises. National culture 
has an indirect effect on the overall behavior of economic 
units. Cultures with a low degree of avoiding insecurity, 
individualistic orientation and dominance of “masculinity” 
undoubtedly have more positive influence on 
entrepreneurial activity as a driving force of economy 
compared to other cultural configurations.  

 
TABLE 2. 

 RESULTS FROM THE REGRESSION MODELS 
 

Dependant variable Proactivity Innovativity 
Independent variable Beta. Statistical significance Beta. Statistical significance 
Constant  - 0,000 - 0,000
Avoiding insecurity  - 0,243 0,022 - 0,520 0,000 

Masculinity  0,158 0,005 0,092 0,032 

Individualism  0,208 0,031 0,211 0,004 

Level of significance of  
Р-test  

0,000 0,000 

Corrected R2  0,296 0,598 

 
V. CONCLUSION 

 
As a whole, the results of different studies show that 

some national and cultural differences influence the 
development of organizational behavior and management 
style. To explain a complex phenomenon like culture is a 
rather difficult task. Another limitation comes from the fact 
that the phenomenon “cultural environment” cannot be 
adequately described by four or five dimensions. The 
development of a detailed and multi-aspect model in order 
to study the influence of the national cultural environment 
to evaluate its effect on management style and behavior is a 
vital task in the context of the world globalization trends.  

Mutual understanding between different cultures can 
exist only in cases when managers and researchers are 
ready for a global approach and orientation. Such an 
approach in the management of behaviors, structures and 
processes is of primary importance nowadays. The time 
when management of organization was limited by narrow 
national concerns has been replaced by globalization, 

which is gradually becoming reality in every point of the 
globe.  

It is important to note that the evaluation of different 
cultures and their comparison according to defined 
indicators is not intentioned to qualify certain cultures as 
bad and other cultures as good. The question which 
orientation is correct or incorrect is not a part of the study. 
It is obvious that values, ways of thinking, and behavior are 
culturally determined. The cultural dimensions strongly 
influence organizational culture, motivation, management 
style, decision-making and the organization as a whole.  

The present study is to some extent indicative about the 
fact that the development of management behavior and of 
managerial behavior in particular is strongly linked to the 
particularities of national and individual culture. Certainly 
the bridge between these specific characteristics and 
organizational culture is in the way of thinking, the 
behavior and the values of people. From this point of view, 
cultural differences make possible the identification of the 
factors, which support or obstruct the building of strategic 
alliances and other forms of efficient collaboration in the 
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economy. In this respect, the demonstration of empirical 
results, verifying the three defined global hypotheses, and 
the clarification of the interrelationship between the main 
dimensions of national culture can be regarded as principal 
contributions of the present study.  
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Ensuring the sustainable of countries development at the 
intersection of K-waves through the regulation of the 

labor migration 
Irina N. Grinko1 

Sergii V. Voitko2 

 
 

Abstract The article analyses labor migration and its impact 
on key indicators that provide sustainable development of 
countries such as security of life component, quality of life 
component, index of sustainable development, harmonization 
degree, index of economic freedom, growth competitiveness 
index, unemployment rate, human development index. The 
evaluation of these indicators allowed identifying the causes 
that arise in the providing sustainable development of the 
states at the intersection of K-waves through the regulation of 
the labor migration. Recommendations on effective labor 
migration regulation at the international level to ensure 
sustainability of the top 10 countries, Bulgaria, and Ukraine at 
the intersection of K-waves grounded and proposed. The 
overall result of research and elaboration is further developed 
scientific and practical of the regulation of labor migration of 
these countries through a combination of institutional, 
organizational, economic, social, legal and other mechanisms 
for the effective regulation of labor migration to ensure the 
sustainable development of countries. 

Index Terms: labor migration, migration process, sustainable 
development, K-waves, labor migration regulation. 

JEL: Q01, F22, E32 
 

I. INTRODUCTION 
 

Justification of the theoretical and methodological, 
organizational, informational resource bases of labor 
migration and its social consequences, development of 
practical recommendations to improve the efficiency of 
migration policy is the key to implementation the effective 
strategy of socio-economic development of any country at 
the intersection of K-waves. It is also characteristic for each 
region of the country. The problem is quite topical, because 
a significant influence on the ensuring the sustainable 
development at the intersection of K-waves causes 
deformation the quality parameters of the labor market, the 
lack of raising migration capital in the economy of any 
state, reducing economic security. The above is due to 
domestic and external migratory movements. Labor 
potential, increasing in the quality and safety of life, human 
development, improving economic competitiveness is a 
priority for ensuring the sustainable development at the 
intersection of K-waves. 

 
 
1 Irina Grinko and 2 Sergii Voitko are with a National technical 
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The practical and theoretical aspects of the study of labor 
migration regulation to ensure sustainability of states 
development are examined in the scientific works by  
(Baranyk and Romanenko 2014; Bidak and Tsapok 2013; 
Bil 2014; Glushchenko 2010; Gorbacheva 2014; 
Gorbacheva 2013; Gumenyuk 2011; Gurgula 2013; 
Kostenko and Svitaylo 2009; Kudlak 2013; Kuriy 2012; 
Malinowska 2013; Trofimova 2010) and others. In addition, 
the works of scientists B. Ghosh, R. Eppleyarda, C. Castle, 
J. Simon, M. Toffler and others who have studied the 
specifics of state and regional labor migration should be 
mentioned. The problem of labor migration and its 
accordance with the current requirements in ensuring the 
sustainability of states development remains insufficiently 
studied. There is no general approach on labor migration for 
the sustainable development of the states at the intersection 
of K-waves in the academic studies. 
 

II. PROBLEM 
 

The objective of the article is to study the migration of 
top 10 countries, Bulgaria and Ukraine in order to identify 
problematic elements. This will allow suggesting ways of 
labor migration regulation to ensure sustainability of states 
development at the intersection of K-waves. 

 
III. THE RESULTS OF THE STUDY 

 
Labor migration has economic nature and should be 

researched at the level of countries sharing human resources 
and at the individual level (migrant and his human capital). 
The migration affects such basic indicators of the state as 
security of life component, quality of life component, index 
of sustainable development, harmonization degree, index of 
economic freedom, growth competitiveness index, 
unemployment rate, human development index and so on. 
In the study, we analyze the above indicators of the top 10 
countries and compare them with indicators in Bulgaria and 
Ukraine. This will show problems in the ensuring of 
sustainable development of the states at the intersection of 
K-waves. 

The results of analyze net migration in terms of security 
of life component and quality of life component are 
presented in Fig. 1. At the beginning of the study, we 
determined the average value for these indicators in selected 
countries. Average security of life component of the top 10 
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countries is 1.450; average value of quality of life 
component is 1.307. The countries like Iceland (1.608), 
Australia (1.605), Finland (1.561), Canada (1.545), Sweden 
(1.539), Luxembourg (1.539) and Denmark (1.483) should 
be marked. In these countries, security of life component 
exceeds the average value of the countries surveyed. 
Security of life component is less than the average value 
only in Switzerland (1.439), which is 0,225 more than in 
Ukraine (1.214) and 0.235 more than in Bulgaria (1.204). 

 

 
Source: World Bank; World Data Center 

Fig. 1. The location of the states in the volume of net 
migration in terms of security of life component and quality 

of life component  
 
Analysis of the quality of life component showed the 

following result: this index is only 0.669 in Ukraine and 
1.019 in Bulgaria. This value is 0.681 (for Ukraine) and 
0,331 (Bulgaria) less than the average value of the quality 
of life component (1.350) of the top 10 countries. Among 
the countries surveyed, a significant value of this indicator 
reached in Switzerland (1.483), New Zealand (1.399), 
Norway (1.389), Sweden (1.377). Quality of life component 
is lower than the average value in Canada (1.286) and 
Iceland (1.297). 

The net migration affects indicators such as index of 
sustainable development and harmonization degree. 
Calculation results are presented graphically in Fig. 2. 

We should note, that the average harmonization degree in 
the surveyed countries is 0.924, in Bulgaria this index 
reaches 0.907, while Ukraine it is 0.721. Average index of 
sustainable development of the countries surveyed is 2.881. 
In Ukraine, the index of sustainable development is only 
1.882, in Bulgaria – 2.222. This is 1.04 and 0.7 less than in 
Switzerland where the index reaches its highest level – 
2.922. After Switzerland in the top 10 countries should be 
mentioned Sweden (2.916), Iceland (2.906) and Norway 
(2.903), where sustainable development index exceeds 2.9 
mark. Not much, but the index is lower in countries such as 
Australia (2.892), Finland (2.892), New Zealand (2.884), 
Luxembourg (2.852), Canada (2,830), Denmark (2.818). 

 
 

 
Source: World Bank; World Data  

Fig. 2. The location of the states in the volume of net 
migration in terms of index of sustainable development and 

harmonization degree  
 

The net migration affects such important indicators of 
countries as growth competitiveness index and index of 
economic freedom. Interpretation of net migration in terms 
of the growth competitiveness index and index of economic 
freedom of the top 10 countries, Bulgaria and Ukraine are 
presented at Fig. 3. 

 
Source: World Bank; World Data Center 

Fig. 3. The location of the states in the volume of net 
migration in terms of growth competitiveness index and 

index of economic freedom  
 
The estimated average value of the growth 

competitiveness index in top 10 countries is 5.2, while the 
average index of economic freedom reaches 76.42. Growth 
competitiveness index is 1.1 in Ukraine (4.1) and 0.9 in 
Bulgaria (4.3) less than the average of the top 10 countries. 
The highest growth competitiveness index is in Switzerland 
– 5.7, Sweden – 5.5 Finland – 5.5. The smallest value of 
this index is in Iceland – 4.7 (which is 0.6 is more than in 
Ukraine and 0.4 more than in Bulgaria). As for the index of 
economic freedom, it should be noted that in Ukraine this 
figure is only 46.3, in Bulgaria – 65.0. It is 30.12 (for 
Ukraine) and 11.42 (Bulgaria) less than the average of top 
10 countries. Highest level of this indicator reached by the 
following countries: Australia – 82.6, New Zealand – 81.4, 
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Switzerland – 81. Below average index of economic 
freedom is in Sweden (72.9) and Iceland (72.1). 

The results of analyze net migration in terms of security 
of unemployment rate are presented in Fig. 4. It should be 
noted that in Canada migration is 1,099,999 people, which 
is the biggest value in relation to other countries in the top 
10 and Bulgaria (-50,000) and Ukraine (-40,006 people), 
where this indicator has negative value. The average value 
of net migration in surveyed countries reached 275,102.7 
migrants. The next countries after Canada with a significant 
amount of net migration are Australia (749,997 migrants), 
Switzerland (320,000 migrants), Norway (149 997 
migrants) and Sweden (200,000 migrants). In the top 10 
countries the lowest value of this indicator is in Iceland 
(5429 migrants), which has 10,945,570 migrants less than 
Canada. 

 
Source: World Bank; World Data Center 

Fig. 4. The location of the states in the volume of net 
migration in terms of unemployment rate  

 
Graphic interpretation of relation between unemployment 

rate and net migration indicates that the unemployment rate 
in Ukraine is 7.9 %, which is 1,025 % more than the 
average value of this indicator (6.875 %). The 
unemployment rate in Bulgaria reached its highest level 
(12.9 %) in comparison with the other top 10 countries and 
Ukraine, which is 6.025 % more than the average value. In 
Finland, this figure reaches 8.2 %, which is the largest value 
comparing to other countries in the top 10. Out of the top 10 
countries the lowest unemployment rate (depending on the 
volume of net migration) is in Norway – 3.2 % (4.4 % lower 
than in Ukraine and 9.7 % than in Bulgaria), Switzerland – 
4.2 %, Luxembourg – 5.1 % of Australia – 5.2 %. 

Analyzing the volume of net migration in terms of human 
development index and the quality of life index (Fig. 5) we 
should note that the highest rate of human development 
index is in Norway (0.955), which is 0.215 more than in 
Ukraine (0.74) and 0.173 more than in Bulgaria (0.782). 
Except Norway other countries in which the figure is higher 
than the average (0.913) should be mentioned: Australia 
(0.938); New Zealand (0.919); Sweden (0.916). Of the top 
10 countries human development index is the least in 
Luxembourg (0.875), which is 0.08 less than in Norway. 

To improve the indicators analyzed above and to provide 
sustainable development of the states at the intersection of 

K-waves labor migration in the countries surveyed should 
be regulated by economic methods. 

 
Source: World Bank; World Data Center 

Fig. 5. The location of the states in the volume of net 
migration in terms of quality of life index and human 

development index  
 

Considering the legal forms of employment of migrant 
workers (the existence of an employment contract) labor 
migration should consist of optimizing transaction costs in 
exchanging property rights for labor.  

Optimizing the transaction costs is related to costs for 
obtaining information about the labor market in the country; 
measuring the quality of labor force and employment 
services; negotiation and conclusion of labor contracts; 
coordination of positions and actions of market agents of 
the country; observance of labor legislation. It should be 
noted that for the illegal migrant worker employment forms 
the focus should be on minimizing or distribution of 
transaction costs to create a possibility to hire a worker, 
which means to strengthen the state's role in implementing 
the worker's right to protect property for labor. 

Implementation of the effective regulation of labor 
migration in ensuring the sustainability of development at 
the intersection of K-waves should be based on the 
elaboration of an effective mechanism of migration 
processes regulation and carrying out immigration controls 
to meet the requirements of national security and national 
demand for foreign labor.  

Effective regulation of labor migration at the international 
level should include the interests of states, international 
organizations and international institutions, because their 
interaction creates a global system of regulation of 
international migration.  

In surveyed top 10 countries, Ukraine and Bulgaria can 
be created a special interstate programs to stimulate the re-
emigration of labor force; interstate training programs for 
re-emigrants; interstate programs of economic assistance 
(for example for a country with mass emigration) from 
other developed countries; programs for informational and 
financial support to re-emigrants; interstate first job 
programs for people educated on special programs in other 
countries; the procedure for recognition of non-formal 
education and skills of migrant workers; programs to 
support the further education of children of immigrants. 
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IV. CONCLUSION 
 

For effective regulation of labor migration the migration 
policy of any state, including surveyed countries should 
include a system of legal, administrative, organizational and 
financial measures and information support for government 
and public associations. It will organize migration sphere, 
regulate migration of the population from the national 
priorities position, quantitative and qualitative composition 
of migration flows, their social, demographic and economic 
structure. 

Scientific novelty of the results of research and presented 
elaboration are further developed scientific and practical 
bases of the regulation of labor migration through a 
combination of institutional, organizational, economic, 
social, legal and other mechanisms for the effective 
regulation of labor migration to ensure sustainability of 
states development at the intersection of K-waves. 

Identifying priorities for reforms in migration policies of 
the top 10 countries, Bulgaria and Ukraine in terms of 
international cooperation for sustainable development of the 
national economy can be further researched.   
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Tendencies of Defence Expenditure and its Structural 
Changes in the European Union Countries 

 
 

Gitana Dudzevičiūtė1, Rima Tamošiūnienė2 

 
Abstract: Nowadays security is one of the most important 

things and a hot issue among politicians. The European 
countries are surrounded by threats and have to be prepared 
to face instability. For every country it is necessary to ensure 
internal as well as external security. That is why many 
policy-makers have to decide how much money should be 
spent on security. This paper investigates the tendencies of 
defence expenditure and its structural changes in the 
European Union countries in the period of year between 2004 
and 2012. Firstly, based on the defence expenditure as a 
percentage of Gross Domestic Product (GDP), the European 
Union (EU) countries have been classified into four 
categories, such as high defence spenders, upper middle 
defence spenders, lower middle and low defence spenders. 
Secondly, the structural analysis of defence expenditure has 
been applied in the context of the EU countries’ groups. To 
that end, the findings suggest the following: 1) over the 
period of 2004-2012, spending for military defence has 
dominated in the structure of total defence expenditure of the 
EU countries; 2) increase in foreign military aid and R&D 
defence  promote growth of the defence expenditure as a 
percentage of GDP, while the drop in military and civil 
defence as well as defence n.e.c. impact on decline of total 
defence expenditure; 3) high defence spenders report 
increase in the share for military defence, while other groups 
of the EU countries show decline of this spending; the 
increase of the share for foreign military aid has been typical 
for all the EU countries’ groups; 4) high defence spenders 
have the most significant intensity coefficient of structural 
changes, while upper middle and low defence spenders’ 
groups have the least changing defence’s patterns.  

Index Terms: defence expenditure, government 
expenditure, Gross Domestic Product (GDP), structural 
changes 

JEL: C10, H5, O47. 
 

I. INTRODUCTION 
The European countries are surrounded by growing 

security instability and conflicts in Ukraine, France, Egypt, 
Libya, Syria, Israel-Palestine and others. According to 
2012 data, EU countries spent an average of 1.5 percent of 
GDP on defence (Eurostat 2012). In 2012, among EU 
member states in North Atlantic Treaty Organization 
(NATO), only United Kingdom and Greece met the 
alliance’s target of 2 percent of GDP on defence. Defence 
expenditure amounted to 1.9 percent of GDP in Estonia  
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and France during the same year. Over a period of 2006-
2012, total defence expenditure has been decreasing an 
average of more than 10 percent in the EU countries. 

Some empirical studies (Irmen, Kuehnel 2008; Ferreiro 
et al. 2009; Sanz 2011; Račkauskas, Liesionis 2012) 
divide government expenditure into productive and 
unproductive. Productive expenditure includes spending 
for defence, education, economic affairs, health, housing 
and community amenities, environmental protection and 
public safety.  Productive expenditures increase the 
productivity of productive factors and accelerate the long-
term rate of economic growth (Ferreiro et al. 2009). 
Defence expenditure as productive impacts on activity of 
soldiers, officers. It promotes income to the state budget, 
helps to reduce the size of black economy. In 2013, the 
research done by the consulting company “Europe 
Economics Research” revealed the defence expenditure 
impact on GDP in the EU. The conclusion has been that 
when defence expenditure increases by Eur 100 million, 
GDP goes up by Eur 150 million. What is more, income to 
the budget increases by Eur 40 million and additionally, it 
creates 3000 jobs (Šavolskis 2014). Unproductive 
expenditure involves spending for recreation, culture and 
religion. On the contrary, this expenditure restricts 
economic development (Račkauskas, Liesionis 2012).  

It is possible to say that defence spending represents the 
economic or financial burden of each country (Danek 
2013; Duella 2014). There is no generally accepted 
attitude, so every country can characterize defence 
expenditure according to their needs. There will be 
significant discrepancy, if we take the comparison in the 
context of the European Union countries or word-wide. 
Taking into account the recommendations of the European 
Commission (Eurostat 2012), in this paper government 
expenditure is analyzed by function as it presents Eurostat 
database. It allows making structural analysis and 
comparing different countries of the EU.  

This research attempts to provide more reliable 
estimates of defence expenditure and its structure in the 
European Union countries and uses annual data of 2004-
2012. 

The rest of this paper is organized as follows. Section 2 
reviews previous studies on defence expenditure in the 
context of economic growth and describes research 
methodology. The investigations are summarized and the 
main insights are provided. Section 3 analyses the main 
trends and structural changes of defence expenditure in the 
EU countries. Section 4 concludes summarizing the main 
trends observed. 
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II. EMPIRICAL RESEARCH REVIEW AND 
METHODOLOGY 

 
A. Empirical research overview 

In recent years, the studies of government expenditure 
and economic development have been the subject to 
promote debate among scientists who adhere to the two 
different schools such as Classical and Keynesians 
(Wijeweera, Webb 2012; Tiwari, Shahbaz 2013; Duella 
2014). According to the Classical School, an increase in 
government spending is offset by a decline in private 
investment which will leave the level of GDP unchanged. 
The Keynesians believe that an increase in government 
spending through the expenditure multiplier effect will 
increase the level of GDP (Duella 2014). Defence 
expenditure can be described by a situation where the 
country ensures its security for the citizens. From the 
economics point of view it means that defence expenditure 
compete with other public goods the citizens may need 
(Mosikari, Matiwa 2014).   

Defence is a classic choice problem affecting rich and 
poor countries (Hartley, Sandler 2011). 

In academic research, the defence expenditure and the 
economic growth is analyzed from different theoretical 
aspects. There are several paths in which defence 
expenditure can affect economic growth and each path can 
lead to different conclusions (Alptekin, Levine 2012). 
Shahbaz et al. (2013) have described two channels through 
which defence spending may affect economic growth. The 
first one has been related with the rise in military 
expenditure which may increase total demand by 
stimulating output and ultimately economic growth. The 
second channel is an increase in defence expenditure, 
which may also lead to improvements of infrastructure. 

According to Pradhan (2010), there are many ways to 
establish the positive impact of defense expenditure on 
economic development: 1) defence expenditure leads to 
formation of human capital, if the part of defence spending 
is used for education, training, etc.; 2) defense expenditure 
provides direct technology benefits and spin- offs, where 
spin- offs applied to the civil sector can promote economic 
growth;  3) defence expenditure promotes growth, if some 
of the spending is used for the creation of socio-economic 
infrastructure like roads, airports, hospitals, etc.; 4) 
defence expenditure provides protection to the citizens; 5) 
defense expenditure can improve productivity and 
generate welfare, if the part of spending is used for 
revamping the economy during crisis times like terrorist 
attacks, earthquakes, etc.; 6) In the period of 
unemployment, defense expenditure stimulates economic 
growth. 

Scientists discuss the issue whether the relationship 
between defence expenditure and economic growth exists 
and what is its nature has been raised. Empirical findings 
have revealed that the effect may be positive or negative or 
non-existent (Pradhan 2010; Feridun et al. 2011; Alptekin, 
Levine 2012; Anwar et al. 2012; Danek 2013; Chairil el 
al. 2013; Duella 2014; Khalid, Mustapha 2014).   

Positive effect has been demonstrated referring to the 
fact that defence spending stimulates economic growth 
through promoting aggregate demand and making 
attractive conditions for foreign direct investments. 
Negative impact on economic growth has been explained 
by the fact that diverting large government expenditure 
towards defence sector would leave other economic 
sectors with less financial resources. The analysis of 
interrelationship between defence expenditure and 
economic growth can also reveal the absence of 
relationship.   

Despite a great number of studies regarding defence 
expenditure and economic growth (Kalyoncu, Yucel 2006; 
Keller et al. 2008; Hirnissa, Baharom (2009); Atesoglu 
2009; Yang et al. 2011;  Danek 2013; Chairil el al. 2013;  
Shahbaz et al. 2013; Dimitraki, Ali 2013; Aye et al. 2014; 
Duella 2014; Farzanegan 2014; Mosikari, Matlwa 2014; 
Dunne, Tian 2015), the results have been inconclusive. To 
sum up the researches done by different authors, there is 
no consensus about the existence of relationship between 
the variables, its nature and direction, due to the level of 
socio-economic development of the countries involved, 
the period analyzed as well as the methodology employed. 
Unidirectional, bidirectional and no causality have been 
reported by researchers. Hereafter, some results from the 
contemporary investigations have been described.  

Dunne and Tian (2015) examined the impact of military 
expenditure on economic growth for 106 countries over 
the period of 1988–2010. The authors grouped countries as 
developed and developing and concluded that only the 
long-run effect for the developed countries was 
insignificant. Consistent results were revealed when 
countries were divided into three income groups. Taking 
into account short-run relationship, coefficient estimated 
negative and significant for all three groups and the long-
run coefficient estimated negative and significant for the 
high-income and low-income groups. 

The research of the EU countries revealed that findings 
reported are not uniformed across all the EU members. It 
is also found that end of Cold War has significant negative 
impact on defense expenditures of former east-European 
countries (Topcu, Aras 2015).  

The study of Tiwari and Shahbaz (2013) confirmed a 
long - run relationship among variables studied and 
showed that economic growth was positively affected by 
defence expenditure in India. By re-examining the long – 
run relationship between economic growth and military 
expenditure in China, the findings revealed that the 
increase in the Chinese military expenditure was rapid 
primarily as a result of the economic development in the 
country (Dimitraki, Ali 2013). 

The studies have concluded that in many cases the 
association between defence expenditure and economic 
growth has been detected, but the practices of different 
countries lead to different results which have not been 
conclusive until now. 
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B. Research methodology 
This research has been guided by the estimation of 

defence expenditure tendencies in the European Union 
countries. The authors refer to methodology considered in 
studies of different countries and researchers (Ferreiro et 
al. 2009; Cоrtuk, Singh 2010; Memedоvic, Iapadre 2010;  
Pradhan 2010; Beeres et al. 2012). Descriptive statistics 
measures (Minimum value, Maximum value, Average,  
Standard Deviation) have been  used (Brink 2010; 
Mathematical Business Methods 2013) and absolute 
structural change rate as well as the intensity coefficient of 
structural changes have been calculated (Cоrtuk, Singh 
2010;  Memedоvic, Iapadre 2010; Dudzevičiūtė et al. 
2014).  

The absоlute structural changes rate shоws structural 
change of the pattern analyzed. Pоsitive rate value means 
that structural change accelerates parttern’s grоwth; and 
negative rate diminishes patern’s grоwth. The absоlute 
structural changes rate is calculated as fоllоws: 
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where: M- the absоlute structural change rate; Di – 
activity’s share, %; D0 – activity’s share, % in the basic 
year; Msum- sum оf the absоlute structural change rate.  

The intensity cоefficient оf structural changes shоws the 
patterns’ changes intensity in time ti , cоmpare with basic 
periоd. As the cоefficient value higher, as mоre intensive 
pattern’s structural changes, and cоnversely. The intensity 
cоefficient оf structural changes is calculated as fоllоws: 
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where: K- the intensity rate оf structural changes; Sti – 
activity’s share; ti, tо- current and basic time; n- activity 
quantity; m- year. 

These indicators are easy tо calculate, they are 
infоrmative fоr interpretatiоn оf their impact оn patterns’ 
develоpment. Hоwever, they give оnly general 
infоrmatiоn and dо nоt reveal the reasоns fоr structural 
changes.  

 
 
 
 
 
 
 
 
 
 
 
 
 

III. THE ANALYSIS OF DEFENCE EXPENDITURE IN 
THE CONTEXT OF THE EU COUNTRIES 

 
A. The tendencies of defence expenditure in 2004-2012 

Therefore, it is of great importance to investigate and 
summarize the main tendencies and structural changes of 
defence expenditure in EU countries. Firstly, referring to 
the empirical studies, general tendencies of defence 
expenditure as a percentage of GDP and economic growth 
as real GDP per capita have been presented (Fig. 1). 
Secondly, EU countries have been grouped into four 
categories, such as high defence spenders, upper middle 
defence spenders, lower middle as well as low defence 
spenders (Table 1). Descriptive statistics has been carried 
out comparing these countries’ groups. Thirdly, within 
defence pattern structural analysis has been applied. 
Finally, the conclusions on the comparative analysis basis 
have been made.  

Over a period of 2004-2012, defence expenditure as 
percentage of GDP as well as GDP per capita have varied 
in the EU countries, as shown in Figure 1. In general, 
defence expenditure as a percentage of GDP has decreased 
from an average of 1.5 percent in 2004 to 1.3 percent in 
2012. At the same time real GDP per capita has increased 
an average of 5 percent.  

 

 
Fig. 1. General tendencies of defence expenditure and 

GDP per capita in EU countries 
Source: authors’ calculations based on Eurostat data 2004-2012. 

 
Within the EU28 countries, there are clearly some 

interesting variations in defence expenditure share of GDP 
and economic performance. Estimating the general 
tendencies of two ratios, a negative association could be 
detected. This suggests that there are economically rich 
countries that are high and upper middle defence spenders 
(United Kingdom, France, Scandinavian countries) and 
rich countries that are low and lower middle defence 
spenders ( Luxembourg, Austria, Ireland, Belgium, 
Germany, the Netherlands) as well as there are 
economically weak countries which spend a lot on defence 
(Greece, Romania, Bulgaria) and countries which are 
economically weak with lower middle defence expenditure 
(Slovakia, Lithuania, Latvia, Poland, Hungary) (Table 1.). 
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TABLE 1. 
THE GROUPS OF EU COUNTRIES BY THE SHARE OF DEFENCE EXPENDITURE IN GDP 

Average, 2004-2012 Average, 2004-2012 
Groups of the countries by defence 
expenditure 

Defence 
expenditure as 
percentage of 

GDP 

Real GDP 
per capita, 

Eur. 

Groups of the 
countries by defence 

expenditure 

Defence 
expenditure as 
percentage of 

GDP 

Real GDP 
per capita, 

Eur. 

High defence spenders   Lithuania 1.4 7 167 
Greece 2.8 17 489 Italy 1.4 24 078 
United Kingdom 2.5 31 000 Portugal 1.4 14 744 
Upper middle defence spenders    Slovenia 1.4 15 211 
Cyprus 1.9 18 556 Latvia 1.2  6 300 

France 1.9 27 578 Poland 1.2  7 433 
Romania 1.7  4 322 Hungary 1.1  8 900 
Estonia 1.6  8 844 Czech Republic 1.1 11 056 
Sweden 1.6 34 100 Spain 1.1 20 967 
Bulgaria 1.5  3 389 Germany 1.0 28 589 
Finland 1.5 30 933 Belgium 1.0 29 522 
Denmark 1.5 38 144 Low defence spenders   
Croatia 1.5  8 689 Austria 0.8 31 133 

Lower middle defence spenders   Malta 0.8 12 911 
Netherlands 1.4 32 722 Ireland 0.4 38 089 
Slovakia 1.4 8 344 Luxembourg 0.3 65 444 

Source: authors’ calculations based on Eurostat data 2004-2012. 
 

 
As table above shows, defence expenditure as 

percentage of GDP varies across countries. According to 
Dunne and Nikolaidou (2012), “some differences reflect 
security issues, but more are likely to reflect internal 
pressures resulting from the existence of military 
industries”.  

Hereafter descriptive statistics has been employed to get 
more complete picture of defence expenditure across the 
EU countries’ groups (Table 2). 

 
TABLE 2.  

DESCRIPTIVE STATISTICS OF DEFENCE 
EXPENDITURE IN THE EU COUNTRIES 

 
Groups of the 
countries by 

defence 
expenditure 

Min 
value 

Max 
value 

Average of 
defence 

expenditure, 
% of GDP 

Standard 
deviation 

High defence 
spenders 2.5 2.8 2.6 0.32 

Upper middle 
defence spenders 1.5 1.9 1.6 0.33 

Lower middle 
defence spenders 1.0 1.4 1.2 0.23 

Low defence 
spenders 0.3 0.8 0.6 0.23 

Source: authors’ calculations based on Eurostat data 2004-2012. 
 
Using average data of 2004-2012, Table 2 reports the 

estimates of descriptive statistics by countries groups. The 

Standard Deviation measures how spread out data values. 
Lower middle and low defence spenders’ groups have the 
same Standard deviation which is smaller than of other 
two groups, such as high and upper middle spenders. The 
smaller the Standard Deviation shows the more 
concentration of data around the mean.   

A more detailed analysis is needed to explain structural 
changes оf the defence pattern. Next section is devoted for 
this issue.   

 
B. Composition of defence expenditure  

Previous section has presented the overview of total 
defence expenditure’s tendencies in the EU countries’ 
group. But breakdown of the defence expenditure on the 
basis of the activities has been also of considerable interest 
to policy makers as well as analysts. In this section, the 
structural analysis has been based оn the Eurostat’s 
classification which provides the data on an internationally 
comparable basis and is known as the Classification of 
Function of Government. According to this classification, 
defence expenditure includes military defence, civil 
defence, foreign military aid, research and development 
(R&D) defence and defence n.e.c. (network-enabled 
capability). The main insights have been provided in the 
period of 2004-2012.  

In 2004 as well as 2012, spending for military defence 
with the share of 88.1 % and 87.7 % respectively 
dominated in the structure of total defence expenditure of 
the EU countries (Fig. 2.).  
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Def ence 
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Military  
def ence
87,7%

 
Fig. 2. Breakdowns of defence expenditure in the EU countries 
Source: authors’ calculations based on Eurostat data 2004 and 2012. 

 
Figure 2 presents, that from 2004 to 2012, the structure 

of defence pattern has remained the same. Overall, the 
most common findings are that foreign military aid and 
R&D defence affect the growth of defence expenditure, 
while military and civil defence as well as defence n.e.c. 
impact on decline. 

In order to evaluate structural changes of defence 
pattern by the EU countries’ groups, the absоlute 
structural changes rate and the intensity cоefficient оf 
structural changes have been applied. The results have 
been summarized in Table 3.  

TABLE 3.  
DEFENCE PATTERNS BY THE EU COUNTRIES’ GROUPS 

Structural changes 
Countries' group / expenditures 2004 2012 

Absolute rate, percentage point Intensity coefficient 

High defence spenders         
Military defence 86.0 86.7 0.7 0.1 
Civil defence 0.3 0.3 0.0 0.0 
Foreign military aid 3.1 6.3 3.2 0.4 
R&D defence 1.5 6.2 4.7 0.6 
Defence n.e.c. 9.1 0.5 -8.6 1.1 

Total 100.0 100.0 0.0 2.2 

Upper middle defence spenders         
Military defence 87.9 87.4 -0.5 0.1 
Civil defence 1.5 0.9 -0.6 0.1 
Foreign military aid 3.3 3.7 0.4 0.1 
R&D defence 4.4 4.4 0.0 0.0 
Defence n.e.c. 2.9 3.6 0.7 0.1 

Total 100.0 100.0 0.0 0.4 

Lower middle defence spenders         
Military defence 90.1 88.7 -1.4 0.2 
Civil defence 1.0 0.7 -0.3 0.0 
Foreign military aid 3.2 3.8 0.6 0.1 
R&D defence 2.7 1.9 -0.8 0.1 
Defence n.e.c. 3.0 4.9 1.9 0.2 

Total 100.0 100.0 0.0 0.6 
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Low defence spenders         
Military defence 87.9 86.2 -1.7 0.2 
Civil defence 0.1 0.3 0.2 0.0 
Foreign military aid 5.0 6.5 1.5 0.2 
R&D defence 0.1 0.1 0.0 0.0 
Defence n.e.c. 6.9 6.9 0.0 0.0 

Total 100.0 100.0 0.0 0.4 
Source: authors’ calculations based on Eurostat data 2004 and 2012. 

 
Over the period of 2004-2012, absolute rates of 

structural changes and intensity coefficients of structural 
changes have varied across the EU countries’ groups, as 
shown in Table 3. The structural analysis of defence 
expenditure has revealed that high defence spenders report 
increase in the share for military defence, while other 
groups (upper middle defence spenders, lower middle and 
low middle) show decline of this spending. The increase of 
the share for foreign military aid has been typical for all 
the EU countries groups. This varies from 0.4 percentage 
points in upper middle defence spenders to 3.2 in high 
defence spenders’ group. The absolute rate of structural 
changes has pointed to growth as well as decline in the 
shares of civil defence, R&D defence and defence n.e.c. as 
well across the countries’ groups. Moreover, estimations 
suggest that high defence spenders could be characterized 
as the countries’ group with the most significant intensity 
coefficient of structural changes which makes an average 
of 2.2. Lower middle defence spenders have less 
coefficients of intensity and this amounts to 0.6. Upper 
middle and low defence spenders have the least changing 
patterns of defence.  

Next section summarizes the results of the research and 
provides the main insights. 
 
 

IV. CONCLUSIONS 
The paper investigates the tendencies of defence 

expenditure and its structural changes in the European 
Union countries in the period of year between 2004 and 
2012.  

Within the EU countries, there have been clearly some 
interesting variations in defence expenditure share of GDP 
and economic performance. Estimating the general 
tendencies of two ratios, a negative association could be 
detected. But the practices of different countries lead to 
different results which have not been conclusive until now.   

The empirical evidence highlights different results 
among the EU countries’ groups regarding defence 
expenditure and its structural changes. It is noticeable that 
in 2004 as well as 2012, spending for military defence 
dominated in the structure of total defence expenditure of 
the EU countries. In the same period of time, the structure 
of defence pattern has remained the same. Given the 
results of the research, the authors argue that increase in 
foreign military aid and R&D defence  promote growth of 
the defence expenditure as a percentage of GDP, while the 

drop in military and civil defence as well as defence n.e.c. 
impact on decline of total defence expenditure.  

The research has shown that absolute rates of structural 
changes and intensity coefficients of structural changes 
have varied across the EU countries’ groups. High defence 
spenders report increase in the share for military defence, 
while other groups (upper middle defence spenders, lower 
middle and low middle) show decline of this spending. 
The increase of the share for foreign military aid has been 
typical for all countries groups.  

Moreover, estimations suggest that high defence 
spenders could be characterized as the countries’ group 
with the most significant intensity coefficient of structural 
changes. The countries which belong to lower middle 
defence spenders’ group have less coefficients of intensity, 
while upper middle and low defence spenders’ group have 
the least changing defence’s patterns.  
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Economic development  
and defense recourse provision  
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Abstract: The article argues that the degree of economic 
development of the national economy as a result of numerous 
factors action is underlying the provision of resources for the 
defense and implementation of the country’s defense 
capabilities. 

Index Terms: national economy, economics structure, 
economic development, Gross Domestic Product (GDP), 
resources for the defense, defense expenditures, defense 
capabilities. 

JEL: H56, E01  
 
 

I. INTRODUCTION 
 
National defense is in direct relation with the level of 

economic development of a country, i.e., economy is 
limiting not only in terms of creating sources but also in 
terms of their use. This is fully valid for the area of 
defense, as in contemporary conditions economic approach 
should be applied to problems related to its resource 
provision. This means that the system of national defense 
and its elements should be viewed as a system of economic 
type, which by processing certain resources produce 
significant public product – national defense and security. 
From that, with high degree of reliability, it follows that the 
level of the defense system of a country is determined, 
primarily, by the state and potential of the country’s 
economy, and there is no other factor that could make up 
for the lack of sustainable national economy. Thus, a 
highly developed economic system guarantees to a great 
extent both national security as a whole and country’s 
defense in particular. 

 
 

II. ECONOMIC DEVELOPMENT AND DEFENSE 
RECOURSE PROVISION 

 
Each national economy is a historically formed 

interconnected aggregate of economy sectors on the 
territory of a country. National economy in modern 
conditions is a part of a certain regional (in our case, 
European) and the world (global) economy. Bulgaria’s 
national economy is a historically formed system of 
sectors, sub-sectors and independent groups of activities in 
continuous interaction mutually influencing one another. It 
operates in an environment of constantly changing 
conditions and is subjected to the impact of multiple  

 
1Lidia Velkova , associate professor is with „Security and 

Defence Мanagement” department at “G. S. Rakovski” National 
Defense College, Sofia, Bulgaria. 

factors. Bulgarian economy as well as the economy of any 
other country consists of production and non-production 
activities. The level and structure of the Bulgarian 
economy is a reflection of the country's development, its 
state, problems, etc., but it directly affects the state of the 
country. A decline of a country leads to a strong decline in 
the level of economy and vice versa. In conditions of 
strong economic downturn, even ruin, the state weakens. 

In any historical period the economy of a country has a 
different level of development and specific characteristics. 
They are due both to the impact of natural conditions and 
resources and the inherited factors – a reached degree of 
division of labor, the number and structure of the 
population, socio-economic and political organization and 
the form and effectiveness of government. The 
development of society is ultimately governed by the 
operation of objective economic laws and regularities. 

Bulgaria’s economy is unevenly developed (historically, 
territorially, economically, technically and 
technologically). This unevenness is true for particular 
economic sectors, sub-sectors and certain types of 
production. In various parts of the country, under the 
influence of a number of factors, mainly natural-
geographical, historical, socio-economic and etc., a specific 
regional economic structure and level of development of 
particular types of production and service activities is 
formed. For this reason, parts of the territory with strong 
economic development and others - with weaker economic 
development have formed in the country. This creates a 
number of differences, which in some cases have the 
character of contrasts. 

A distinctive feature of the country’s economy is its 
being ubiquitous on the territory of the country. There is no 
part of the Bulgaria, which is not developing some kind of 
production or at least some service activity. 

The other characteristic of our economy compared to 
developed European countries is its technical and 
technological backwardness as a result of which production 
of uncompetitive goods is being carried out. 

The territorial specialization of the economic activities, 
especially in the agrarian economy, forestry economy, 
transport and tourism is another specificity of the Bulgarian 
national economy. 

The economy restructuring has been a characteristic 
feature of the last two decades, representing the transition 
from planned (command-administrative) economy to 
market economy. This process has been accompanied by a 
change of ownership of the means of production, which 
moved from state to mostly privately ownership, through 
restitution, privatization and some small part through 
creation of new industries. The transition related to the 
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change of ownership is coming to its end, but the process 
of restructuring the economic sectors still continues, which 
is reflected in the decrease in the share of industry and 
increase mostly in the share of services. The share of 
mechanical engineering decreased drastically while the 
share of dressmaking and tailoring, food, wine and tobacco 
industries and other industries increased. 

Bulgarian economy is characterized by a low level of 
labor productivity, as a result of outdated technologies and 
depreciated equipment of most of the production capacity 
in the country. This leads to a very low level of GDP 
produced per capita. The decline in production in most 
industries as a result of inconsistent and inefficient 
management policies led to reduced exports and increased 
imports, and to the formation of negative foreign trade 
balance. The entering of foreign investors in the Bulgarian 
economy is a process caused by a shortage of capital 
available for investment in the sectors of the Bulgarian 
economy. Direct foreign investments lead to a change of 
ownership of the main production funds, to modernization 
and reconstruction of production facilities, as well as to 
creation of new production capacity. However, at the same 
time they have negative influences such as export of 
profits, undermining the economic independence of the 
country, exports of traditional Bulgarian businesses in other 
countries, etc. In recent years the influx of foreign 
investments in the Bulgarian economy has drastically been 
reduced, which does not further change in its structure in a 
positive direction. 

The achieved level of development of the Bulgarian 
economy is crucial for the state of the country since 
economic potential and economic stability as well as its 
ability to realize high-quality public goods and services 
depend on it. Therefore, economy development is of great 
political and social importance, since besides achieving 
specific economic goals (realization of income and profit) 
it implies improving people’s quality of life and directly 
affects the national security and defense through the 
amount of funds allocated for this purpose.  

Nowadays the global economic environment is 
unfavorable, which directly influences our economy too, as 
it has well-expressed open character. Therefore, the main 
goal of the economic development of Bulgaria should be 
preserving macroeconomic stability and realization of 
sustained rapid growth, based on investment in high-tech 
strategic sectors of the economy in order to generate long-
term production capacity, the establishment of a 
competitive production and sustainable growth. This 
requires changing the character and nature as well as the 
ways of realization of Bulgaria’s economic policy, which 
should be aimed at creating jobs in economy sectors with 
high added value, export orientation and international 
cooperation in high-tech goods and services. That also 
requires using to the maximum the EU's potential for 
expanding Bulgaria participation in the European and 
regional integration initiatives, as well as building a 
predictable and stable institutional environment, which can 
ensure high quality public services, including defense as a 
public service. 

Therefore, the long-term strategic goal of Bulgaria is to 
achieve sustainable levels of accelerated economic growth 
of the gross domestic product (GDP) by 2035 which will 
allow implementation of mutually complementing 
synergistic reforms in all key sectors, aimed at improving 
the quality of economic life and the lives of the citizens, as 
a result of which an increase of the funds allocated for the 
country's defense will be realistic.  

Building on the most important features of the Bulgarian 
economic space in terms of the necessity of formation of 
sustainable economic growth as a condition for exiting the 
economic crisis, we believe it is necessary to examine and 
evaluate the parameters of the economic environment, and 
in that context to try to answer the question of how the state 
of the economy affects the level of defense expenditures. 
For this purpose it is necessary to see what the nature of the 
country’s economic policy is and in what way it affects the 
state of the economic environment as a precondition for the 
amount of defense expenditures that are the basis for the 
creation of security and defense as a public good. The 
problem is extremely complex and includes a number of 
aspects, whose detailed analysis can be made within the 
framework of a complete scientific study. In this sense, we 
do not aim at an exhaustive examination of this specific 
topic, but focus on the economic aspects of the researched 
issue. Therefore, the relationship between economic policy 
and defense expenditures is seen as part of the economic 
practice in the government of country, by making decisions 
related to achieving a certain level of security (especially 
economic and military) on the basis of allocation of scarce 
financial resources among the various sectors of the 
economy. The thesis is that it is necessary to seek a balance 
in determining the amount of funds allocated to the 
respective directions, without giving priority to one area 
over another, as it is inappropriate for the growth and 
development of economy. According to the Chief of 
Defense Vice-Admiral Rumen Nikolov "... trends show 
that the international security environment remains 
dynamic and difficult to predict, and the impact of 
asymmetric and transnational threats will increase. ... In 
these conditions the role of the military factor will be 
increasingly crucial to our national security, which requires 
maintenance and development of defense capabilities 
adequate to modern risks and threats... In the long term 
planning of forces and capabilities we must be able to rely 
on stable resources allocated to defense. ”*. 

The impact of changes in size and growth rate of the 
gross domestic product on the funds allocated for defense, 
is an essential part of the larger issue related to the impact 
of state revenues and expenditures on the national economy 
as a whole. Defense funds, that each government allocates, 
are determined by several factors. First, they are strongly 
influenced by the security environment, the presence or 
absence of military threats and risks for the country. At the 

                                                            
*  http://www.pan.bg/view_article-58-29841-VICEADMIRAL-

NIKOLOV-VOENNIQT-FAKTOR-ShtE-IMA-VSE-PO-
KLJuChOVO-ZNAChENIE-ZA-NACIONALNATA-
SIGURNOST.html 
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same time the capabilities of each country, to devote 
resources to this vital sector, depending on its socio-
economic development, are of crucial importance. 

In Bulgaria, defense expenditures as a percentage of the 
Gross Domestic Product after joining the North Atlantic 
bloc (2004) decreased not only as a rate but in absolute 
value, due to the reduction of its GDP, although after 
joining NATO Bulgaria engaged itself to spend not less 
than 2.55%3† of its GDP for its defense.   

 

III. CONCLUSIONS 
 
The funds allocated for defense in Bulgaria are 

insufficient and only cover the expenses related with 
payment obligations to personnel and current urgent 
expenses. As a result, the goals of the Armed Forces are 
not met as agreed with NATO and the ways of spending 
the defense budget is done without the required 
transparency, "coupled with corruption practices, which led 
to significant delays in the technological modernization of 
the Bulgarian Armed Forces, related to directions important 
for the interoperability"‡. On the eve of the Bulgarian Army 
holiday May 6, 2014 the President and Supreme 
Commander of the Armed Forces of the Republic of 
Bulgaria Rosen Plevneliev said that modernization and 
people are the two key aspects guaranteeing the building up 
of the necessary defense capabilities. "For modernization 
we must harness all the possibilities, including significant 
additional financial resource from the state budget, because 
the budget of the Ministry of Defense, as it is, is not 
sufficient for the mission that we have for the 
modernization of the Bulgarian Armed Forces"§. At the end 
of 2014, the President said that the security environment in 
Europe had changed "drastically and dramatically" and that 
required more defense expenditures, and added that the 
"clear commitment" of NATO countries is not to reduce 
their defense budgets. 

Defense expenditures are a mechanism through which a 
state influences the development of the economy. These 
expenditures represent a significant proportion of the state 
budget, and this in turn, affects significantly the 
reproduction process in which different amounts of 
expenditures act differently when realizing the production 
of the national product. 

TABLE 1. 
MOD BUDGET FOR THE PERIOD 2004 - 2015 

 MoD budget, 
Millions of Euro 

MoD budget, % 
of GDP 

2004 489 2,46 

2005 525,5 2,3 

                                                            
† State Gazette, No.103, 23.11.2004, „Plan for organizational 

structure and modernization of the Armed Forces until 2015”. 
‡ White Book for the Defense and Armed Forces of the 

Republic of Bulgaria, 2010, p. 17. 
§ http://www.dnes.bg/politika/2014/05/05/biudjetyt-za-otbrana-

ne-e-dostatychen.224436 

2006 558 2,16 

2007 707,5 2,35 

2008 662 2,24 

2009 565 1,86 

2010 610,5 1,7 

2011 532 1,39 

2012 490,5 1,21 

2013 540 1,38 

2014** 523 1,28 

2015 489†† 1,15‡‡ 

 

In this sense, a major problem of all government 
spending in Bulgaria and the defense, in particular, is not 
so much its quantity but its spending without clear 
priorities. Thus problems are deferred, and in most cases 
they become larger. Mechanical cutting of government 
expenditures, going along with deepening of the economic 
crisis, constitute a refusal of making decisions and policy. 
It can be regarded as proper only from extreme liberal 
positions, but in practice there is no country that does not 
somehow boost the development of its economy. This 
applies particularly to developed countries which we want 
to join. 

A purposeful stimulating of economy by defense 
expenditures in the years of transition is impossible. 
Especially in the years before the final orientation of 
Bulgaria to NATO membership, defense expenses as a 
main instrument of the defense policy of the state had 
difficulty in fulfilling their main function, namely, to 
strengthen and develop the Bulgarian defensive potential. 
There is a lack of clarity about the relationship between 
national security strategy and the role it assigns to the 
Ministry of Defense and the Bulgarian Armed Forces. In 
the new environment of security, cooperation and 
integration on a global scale, there is a tendency towards 
reducing the absolute share of defense expenditures in the 
state budget (as a percentage of GDP) and redirecting the 
efforts of governments to the social function of the budget 
– education, medical insurance, social insurance. 

Therefore, the question of how to find a balance between 
armed forces, capable of defending national interests, 
meeting the requirements of the National Security Strategy, 
NATO interoperability standards and the corresponding 
available national resources, which society can spare for 
defense, remains open. That is why it is extremely 

                                                            
** http://www.mod.bg/bg/doc/ministry/DeputyMinister2/20131 

118_InterviewPresa.pdf 
†† http://www.investor.bg/ikonomika-i-

politika/332/a/sykrashtavat-4600-dushi-v-otbranitelniia-sektor-
ako-ne-se-aktualizira-biudjetyt-189825/ 

‡‡
 That means that the country will not fulfill its engagements 

for defense expenditures of 1.5% GDP for 2015, as it was 
declared by the Head of  State and the Defense Minister Velizar 
Shalamanov at the summit meeting in Wales.  
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important to manage effectively defense resources and to 
report on the achieved results from implementing the 
defense budget. 

Since in many cases defense spending aim at markedly 
stabilizing effect on the national economy and stimulate 
economic development, setting of a general criterion 
related to the appropriateness of military expenditures in 
the stated versatility and contradictory effects is a very 
complex task requiring a sequence of actions. 
Macroeconomic performance under crisis conditions show 
the need for a complex economic modeling of relationship 
between military expenditures and budget, as the 
effectiveness of military expenditure is to achieve 
maximum results possible with predetermined limited 
resources. The increase of their use effectiveness allows an 
increase in the defense capability of the country in 
conditions of stability and reduction of material costs for 
the defense. 

In other words, although Bulgaria does not have the 
resources the big countries have, it could develop a 
defensive potential adequate for the twenty-first century. 
Without allocating huge amounts of funds for armament 
necessary for conducting a total war, capital expenditures 
in the defense budget should be spent for weapons and 
equipment appropriate for the new millennium. The funds 
spent by the state in the form of defense budget, and the 
way of their spending form government policies in this 
vital sphere for the whole society. 

Summing up everything mentioned above, we can 
conclude that to ensure the amount of funds needed for 
defense, the governmental economic policy must be geared 
towards stabilization and enhancing economic growth in 
2015 and the subsequent years. This could be achieved by 
creating any kind of institutional conditions for using 
advanced technologies, embedding innovation in 
manufacturing, building competitive industries 
characterized by low material, capital and energy 
consumption, repeatedly increased labor productivity, 
production specialization and cooperation, raising of 
capital, improving the quality of the country’s economic 
life, change in the level of competitiveness and a real 
reduction of the difference in economic development levels 
between the EU and Bulgaria. 
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Silk Road economic belt: China’s Marshall plan, pivot 
to Eurasia or China’s way of foreign policy 
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Abstract: People's Republic of China is back to the 
geopolitical map of the world. As China becomes stronger 
economically, Chinese interests become increasingly global 
and diverse, Chinese foreign policy – more assertive. 

Obama’s ‘pivot to Asia’ gives a new impetus to China’s 
westward diplomacy. The concept of a “Silk Road Economic 
Belt” put forward by President Xi Jinping in 2013 challenges 
the regional but also global geopolitical landscape. ‘Labelling’ 
and evaluating, however, the initiative through the prism of 
the Western perception of world politics will certainly distort 
the analysis and lead to wrong political decisions. 

Index Terms: China, geopolitics, Eurasia, SCO 
JEL: F15, F50 
 
 

I. INTRODUCTION 
 
The “Silk Road Economic Belt” initiative put forward by 

President Xi Jinping in 2013 could reshuffle regional and 
global geopolitical landscape. Its potential success would 
allow China to gain strategic depth in Eurasia projecting 
economic influence and control and challenge the Western-
dominated world order. 

In order to accurately predict future implications of the 
initiative, it is necessary to abandon the framework of the 
Western perspectives on international affairs. ‘Labelling’ 
and evaluating the initiative through the prism of the 
Western perception of world politics will certainly distort 
the analysis and lead to wrong political decisions. 

 
 

II. SILK ROAD ECONOMIC BELT: CHINA’S 
MARSHALL PLAN, PIVOT TO EURASIA OR CHINA’S 

WAY OF FOREIGN POLICY 
 
 
Silk Road Economic Belt Rationale  
In September 2013 during his trip to Central Asia, six 

months after taking office, Chinese President Xi Jinping 
announced the Silk Road Economic Belt initiative. In a 
speech delivered at Nazarbayev University in Kazakhstan, 
President Xi proposed that China and Central Asia join 
hands to build a Silk Road economic belt to boost 
cooperation in the region. He outlined the major 
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dimensions of the initiative: policy communication; road 
connectivity from the Pacific to the Baltic Sea and the 
formation of a transportation network that connects East 
Asia, West Asia, and South Asia; trade facilitation; 
monetary circulation; people-to-people exchanges1. The 
concept was formally adopted by the Third Plenary Session 
of the 18th Central Committee of the Communist Party of 
China (CPC) in November 2013. In March 2015 the 
Minister of Foreign Affairs of China declared that 
country’s key focus in 2015 is an all-round progress in the 
"Belt and Road" initiative that is aimed at catalyzing the 
revitalization of the Eurasian continent as a whole2.  

The Chinese president only sketched out this ambitious 
initiative. Then it was the State News Agency Xinhua that 
has provided some more details on the parameters of the 
idea, including a map of the Silk Road Economic Belt and 
21st Century Maritime Silk Road3 (see Map 1).  
 

MAP 1. SILK ROAD ECONOMIC BELT AND 21ST 
CENTURY MARITIME SILK ROAD 

 
Source: Xinhua News Agency 

 
The route of the new Silk Road passes through the 

strategic center of Eurasia, through states in possession of 
huge energy and mineral reserves and solid demographic 
base. The map published by Xinhua News Agency shows 
that beginning in Xi’an in Central China the route of the 
Silk Road Economic Belt will pass through Central Asia, 
Iran, Iraq, Syria, and Turkey. From Istanbul the New Silk 
Road goes northwest to Bulgaria, via Romania, the Czech 
Republic, and Germany before heading north to Rotterdam 
in the Netherlands and Venice, Italy where it will meet up 
with the 21st Century Maritime Silk Road.  

It is a complex, multifaceted project though loose and 
yet not quite clear as structure, parameters and mechanisms 
for implementation. It is still obvious that the Silk Road 
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Economic Belt is more than a transportation corridor such 
as the European project TRACECA (Transport Corridor 
Europe-Caucasus-Asia), for example. It is not only an 
international trade and cultural exchange route between 
East and West. It is an element of a large-scale, long-term 
strategy encompassing also the 21st Century Maritime Silk 
Road, China – Pakistan Economic Corridor4 and the 
Bangladesh – China - India - Myanmar Economic Corridor 
within the Bangladesh–China–India–Myanmar Forum for 
Regional Cooperation (BCIM)5.  

The major focus is put on the infrastructure connectivity 
between Asia and Europe. The initiative envisages a broad 
network of highways, high-speed railways, pipelines and 
fibber optic networks across Eurasia. The implementation 
of this grand strategy will help China enhance its economic 
integration with countries to the West. But it will also 
provide China a platform for projecting its political 
influence in western direction, in the heart of Eurasia. 

China is not only the initiator of the idea for a new Silk 
Road. Beijing declares itself as the major potential source 
of funding for the implementation of different elements of 
the initiative. In November 2014 president Xi Jinping 
announced the establishment of the USD 40 billion Silk 
Road fund which started operation in February 2015. 
According to a statement of the People’s Bank of China, 
the aim of the fund is “to seek investment opportunities and 
provide monetary services throughout the Belt and Road 
Initiatives”6. It is open not only to Chinese but also to 
foreign investors," the statement said. 

In this context, the new Silk Road concept addresses one 
more long-term strategic objective of China - the 
reinforcement of the use of the renminbi for international 
transactions and the reduction of its financial reliance on 
the United States. The Financial Times quotes a senior 
Chinese official who says: “This is a big change and it 
cannot happen too quickly, but we want to use our reserves 
more constructively by investing in development projects 
around the world rather than just reflexively buying US 
Treasuries”7. The Silk Road project turns to be one of the 
major instruments of China for diversifying the deployment 
of its foreign exchange reserves. It will not only channel 
funds for increasing interconnectivity and infrastructure 
construction along the Road but it will also succeed in 
partially decreasing other great powers’ capacity to project 
power in this region.  

The Asia Infrastructure Investment Bank (AIIB)8 
initiated by China in 2013 is another financial institution 
that provokes particular interest among the countries along 
the Silk Road Economic Belt. Objected by the United 
States, AIIB as well as the Silk Road Fund and the 
Shanghai-based New Development Bank, could be 
interpreted as a sign of China’s willingness to gradually 
evade the US-dominated international institutions that 
underlie the existing international order.  

 
China’s Peripheral Diplomacy 
During the last two decades of the XXth century China 

focused on keeping national integrity and political stability 
as well as on guaranteeing stable economic growth. The 

country had been strictly abiding by Deng Xiaoping’s idea 
of “peace and development”. The emphasis in China’s 
foreign policy was put on ensuring stable and peaceful 
external environment that allows for sustainable economic 
development and growth9. Deng Xiaoping legacy 
postulates that China has to "observe developments 
soberly, maintain our position, meet challenges calmly, 
hide our capacities and bide our time, remain free of 
ambition, never claim leadership"10. This fundamental 
guideline was respected and applied for a long period of 
time by the Chinese authorities. There are some 
indications, however, that the recent foreign policy debate 
in the country admits its revision in compliance with 
China’s development, growing role in global affairs and the 
changes in the regional and international context.    

China is already the world’s largest economy and enjoys 
growing self-confidence on the global scene. Its interests 
become increasingly global and diverse. As the global 
environment is dramatically changing, the new Chinese 
leadership seems ready to apply a more assertive foreign 
policy approach and demonstrate stronger geopolitical 
ambitions11. One of the most obvious indicators for this 
change is the increased importance and pro-activism of 
periphery diplomacy of China in the last several years.  

In 2013, at the strategically important Peripheral 
Diplomacy Work Conference the Chinese president Xi 
Jinping declares that “The path of peaceful development is 
the Party's strategic choice, in line the times and the 
fundamental interests of the country. A major purpose of 
this peripheral diplomacy is peace and stability in the 
region”. Xi Jinping has also outlined the major peripheral 
diplomacy guidelines: “Friendship is the consistent 
principle of China's diplomacy with its neighbours and 
sincerity is the way to cultivate more friends and partners. 
Cooperation with neighbours should be based on mutual 
benefit and create a close network of common interests”12. 

These guidelines fully correspond to one of the major 
ideas which the conception of ‘harmony’13 provides for 
Chinese foreign policy i.e. a big power needs to win the 
trust of a smaller state by keeping a low profile and not 
asserting its power. This idea is outlined by Lao Tse who 
says: “What makes a great state is how it is like a low-
lying, down-flowing stream; the bigger state becomes the 
center that tends to all the small states like the smaller 
streams flowing to lower stream. The larger rivers and seas 
are respected by all the streams because of their skill in 
being lower than the smaller streams. Thus, they are the 
king. Since the larger stream does not strive to be 
dominant, the smaller streams and larger rivers and seas 
work together”14. The idea is exemplified by key Chinese 
diplomatic concepts such as equality, mutual benefit, 
mutual aid, cooperation, and “win-win” approach – 
concepts that underlie the Silk Road Economic Belt 
initiative, as well.  

In terms of China’s global interests, East and South East 
Asia remain the most important strategic direction in 
Chinese peripheral diplomacy. However, security and 
stability in south-west neighbouring areas - as a strategic 
rear of China – is of increasing importance both for 
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external and internal reasons. Against the background of 
the increased tensions in East and South East Asia and the 
so-called “Rebalancing strategy in the Asian Pacific 
Region” by Obama administration, the expansion of the 
Chinese influence in Central and South Asia is a 
strategically important step aimed at breaking the US 
containment strategy, as perceived by a significant part of 
the political elite in Beijing.  

The Silk Road Economic Belt concept is an important 
element of China’s strategy of westward extension of its 
strategic security space. It is a supplementary mechanism 
for guaranteeing energy supplies for the Chinese economy, 
decreasing country’s vulnerability, primarily, vis-à-vis the 
United States and ultimately, safeguarding national 
sovereignty. M. Swaine from Carnegie Endowment for 
International Peace points out: “Beijing stress on periphery 
diplomacy is intended to strengthen China’s relations with 
periphery countries in many areas while defending its core 
interests regarding sovereignty issues”15.   

Sovereignty is a central category in China. As Zhongqi 
Pan from Fudan University has pointed out “While, 
historically, sovereignty is what Europeans invented and 
what the Chinese were forced to accept, today it is what 
Europeans try to bury and what the Chinese hold dear” 
(2010)16. National sovereignty is a fundamental part of the 
“core interests” of China. The definition of “core interests” 
evolves in recent years but it definitely includes issues 
related to the form of government, political system and 
stability, national security, sustainable economic and social 
development of the country, energy security and national 
integrity17. This means that such ‘domestic’ issues as Tibet 
and Xinjiang as “core interests” are at the center of the 
Chinese foreign policy.  

Xinjiang Uyghur Autonomous Region is a crucial point 
in China’s Westward policy. The province is the key link 
between China and Central Asia, the Middle East and 
Europe. At the same time, it is one of the major points of 
vulnerability for China because of the separatism among 
the dominant Uighur population. There are some fears that 
external powers could use the separatist tendencies among 
ethnic minorities in the country in order to destabilize 
China. In 2014 the Chinese president Xi said: “"The long-
term stability of Xinjiang is vital to the whole country's 
reform, development and stability; to the country's unity, 
ethnic harmony and national security as well as to the great 
revival of the Chinese nation”18. Hence, stability and 
economic development of the neighbouring states in 
Central Asia are seen as an important prerequisite for 
guaranteeing stability and security in the western regions of 
China.  

 
Pivots, Plans, Roads and Geopolitical Calculations 
Theoretically, the realization of the East-West (trade) 

corridor could be beneficial to all major powers interested 
in the region. From geopolitical perspective, however, it 
will hardly be a win-win situation. Active Chinese policy in 
Eurasia could strongly affect the geopolitical dynamics in 
the region and shift the focus of the geopolitical balance 
that defines the control over the Eurasian space.  

The initiative of the Chinese president affects both the 
interests of the West and of Russia that had or presently has 
their own projects for the Eurasian space. Growing political 
and military supremacy of China in Eastern and Central 
Asia is one of the most serious challenges to the United 
States after the end of the Cold war. Chinese hegemony in 
this part of the world contradicts the traditional US 
determination to prevent the domination of Europe or Asia 
by any single power19.  

The geographic location of Central Asia and its energy 
resources - necessary for Chinese economic development, 
provides good prospects for containing China and 
restraining its influence in the region. The post-9/11 US 
political and military penetration in the heartland of 
Eurasia, in the immediate vicinity of China, brought about 
temporary competitive advantages of Washington vis-à-vis 
Russia and China as the major powers in the region. The 
post 9/11 geopolitical configuration, however, was 
gradually fading away and even the colour revolutions in 
Russia’s and China’s periphery zone had turned unable to 
strengthen US positions in this geopolitical space.  

In 2011 the United States officially announced The New 
Silk Road initiative regarded as a “means for Afghanistan 
to integrate further into the region by resuming traditional 
trading routes and reconstructing significant infrastructure 
links broken by decades of conflict”20. The initiative of 
then-U.S. Secretary of State Hillary Clinton was a new 
attempt to rebalance the geopolitical situation in the 
broader region in accordance with the US interests. The 
emphasis was put primarily on linking Central and South 
Asia while tearing the Central Asian republics away from 
Russia. But it is China that has continued to strengthen its 
influence in Eurasia challenging both Russia’s and US 
positions in the region. Large-scale investments, 
modernized transport infrastructure are the major cannels 
for projecting its influence in western direction.  

The US and the Chinese version of the Silk Road project 
share such common interests as keeping stabilities in 
Central and South Asia, promoting regional economic and 
trade relations and deepening regional cooperation. Still, 
the two initiatives have a completely different underlying 
reasons and strategic considerations. Even if there are some 
similarities in strategies aimed at expanding political and 
economic influence in the region, the approaches applied 
by the United States and China are completely different. 
The former – relying on its soft power solidly backed by its 
hard power has tried to impose its influence and control as 
well as its values. The latter does not impose conditions 
and does not bind the participation in the initiative to any 
political criteria.  It is aimed rather at gaining influence 
relying on the attractiveness of its own model of 
development. As H. Kissinger writes: “China did not 
export its ideas but let others come to seek them”21.  

Chinese understanding is that there exist many 
differences in the universe, nature, and society. However, 
differences do not necessarily result in conflict or 
contradiction. Coexistence and common prosperity is 
possible despite diversity22. This is China’s way of doing 
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foreign policy that does not fit into explanation models 
based on the Western perception of world politics. 

Some experts make an interesting parallel between 
Obama’s ‘Pivot to Asia’ and Xi’s westward policy which 
they provisionally call ‘Pivot to Eurasia’23. There is no 
Pivot to Eurasia. At least, it is not a new direction of 
China’s foreign policy. First, Beijing paid special attention 
to its West in the early and mid 1990s after the dissolution 
of the Soviet Union and the appearance of new independent 
states to its western borders. It realized a number of 
projects aimed at linking Asia and Europe. These were 
infrastructure and energy projects implemented not only in 
Central Asia. For example, taking advantage of the 
temporary inability of the European Union to fully project 
its power in the Balkans because of the economic crisis, the 
Chinese companies have started to acquire strategic assets 
all over the region. The major focus is again on 
infrastructure, energy, natural resources, 
telecommunications, machinery, agriculture. The 
development of the Third Eurasian Land Bridge that will 
link south China with Western Europe via Turkey is 
another element of China’s strategy. One of the major 
components here is the Turkish – China railway that will 
allow China to substantially reduce its geostrategic 
vulnerability and dependence on the sea routes.  

Second, China pro-active Western policy misses one key 
component that the US Pivot to Asia has – the military 
factor. Xinhua News Agency makes reference to the US 
plan to deploy 60 percent of its fleet in the Pacific, and 
equip the Pacific Command with the most cutting-edge 
capabilities by 2020. At the same time, the focus of the 
“One Belt and One Road” strategy is primarily on 
infrastructure, trade and economic cooperation24.  

Some parallels are drawn also between the Silk Road 
Economic Belt and the Marshall Plan after the World War 
II when the United States provided political, economic and 
military support to the Western European states making 
them dependant on the US military power. According to 
Sh. Tiezzi “in both situations, a rising global power wants 
to use its economic strengths to secure foreign policy goals, 
including the basic goal of sustaining its own domestic 
economy”25.  

However, differences between the Marshall Plan and the 
Silk Road Economic Belt are much more than similarities. 
The differences are along the following lines: post-
war/globalized world; containment/engagement of third 
countries; political conditionality/diversity of social 
systems and development strategies; alliances/partnership 
relations, among others. Therefore, any interpretations of 
the new Silk Road concept based on the Western cultural 
and historic background could not be valid and could 
distort the analysis.   

 
China’s Eurasian Activity and Russia’s Plans for 

Eurasia  
It is rather Russia that pivoted to Eurasia in the last 

couple of years. T. Bordachev from the Council for Foreign 
and Defence Policy points out: “For the first time in 300 

years, the Old World has ceased to be Russia’s only pole of 
attraction or source of values”26.  

Russia has demonstrated an increased focus on Eurasia. 
Domestically, the major aim of Russia is to become a 
strong, modern state. In the last years the issue of national 
development was closely related to the development of the 
eastern parts of the country. In December 2013 Putin 
declared that the development of Siberia and the Far East 
was a national priority for the 21st century27. This 
development is not possible without deepened economic 
relations with the East Asian countries and with China, in 
particular. Internationally, Russia tries to guarantee and 
enlarge its sphere of influence in Eurasia as well as to 
defend its position and equality among the other centres of 
power.  

There is a kind of a paradox in the US (West) – Russia – 
China triangle. The Western major concern is a potential 
Russian - Chinese strategic alliance in the Eurasian space 
that would be detrimental to ability of the Western powers 
to advance their interests in the heartland of Eurasia. At the 
same time, the policy actions of the Western countries in 
the last couple of years push the two powers together. 

The Russian and Chinese interests in the Eurasian region 
do not entirely coincide. There are worries and suspicion 
but the processes within the international system and the 
US policy, in particular, bring the two powers closer 
together. The relations of both China and Russia with the 
United States are experiencing increasing strains. The 
United States imposed sanctions on Russia, while 
developing a policy of containment towards China. Against 
this strategic deficit of trust, in 2014 Sino-Russian relations 
were at the best level they have ever been. China and 
Russia do share common goals related to guaranteeing their 
sovereignty, narrowing the US sphere of influence in 
Eurasia, challenging the existing Western-dominated world 
order.  

The two countries maintain a very intensive diplomatic 
dialogue. They agreed on two strategically important gas 
projects with strong geopolitical dimensions (the Power of 
Siberia and Altai pipelines). As a result of these projects, if 
implemented, China will be able to replace Germany as 
Russia’s biggest gas market. Dmitri Trenin, director of the 
Carnegie Moscow Center, compares the deals’ importance 
with the accord concluded in the 1960s that brought 
Russian gas to West Germany for the first time28. What is 
important for Russia is that it has the prospect of 
decreasing its dependence on the European gas markets. 
What is important for China is that it gains access to 
Russia’s natural resources reducing its energy dependence 
on the Middle East and the risks of the maritime routes. 
China has already achieved a direct participation in energy 
projects in Siberia and the Arctic29.  

The countries keep on expanding their military 
cooperation, as well. In November 2014 the Minister of 
Defence of the Russia federation S. Shoigu announced that 
Russia and China plan to hold naval exercises in the 
Mediterranean Sea and the Asian Pacific which is a serious 
geopolitical challenge to the US naval dominance in these 
regions. 
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Still, there is an overlapping of integration projects in 
Central Eurasia - part of them are related to Russia’s 
integrationist plans (CIS, Eurasian Economic Union); 
others are supported by China (SCO, CICA, Silk Road 
Economic belt). The question is whether a modus vivendi 
between the existing Russian and Chinese initiatives in 
Eurasia is possible.  

In his speech in Kazakhstan, announcing the Silk Road 
Economic Belt initiative, Xi Jinping has particularly 
pointed out that “by strengthening the cooperation between 
the Shanghai Cooperation Organization and the Eurasian 
Economic Community, we can gain a greater space for 
development”30. The mentioning of the SCO is quite 
reasonable. The experience of the Shanghai Cooperation 
Organization could give some clues on the future 
interaction between China and Russia on the occasion of 
the Silk Road project.  

The organization that covers three-fifths of the Eurasian 
continent and one-fifth of the world population unites three 
major Eurasian powers – Russia, China and Kazakhstan. 
With its strategic location, vast areas and enormous natural 
resources it is a serious challenge to the US position and 
interests in the broader region. But what is even more 
important is that the structure provides a platform for 
cooperation, problem-solving and dialogue between the 
three powers.  

Some 10 years after the SCO establishment China once 
again calls for engagement and cooperation with Russia for 
the success of the new Silk Road plan. In February 2014 
the presidents of China and Russia Xi Jinping and Vladimir 
Putin reached a consensus about the construction of the 
"Belt and Road", as well as its connection with Russia's 
Trans-Eurasia railway31. In March 2015 the Minister of 
Foreign Affairs of China Wang Yi declared that the two 
countries would sign an agreement to work on the Silk 
Road Economic Belt and begin relevant cooperation32. As 
Zhao Huasheng, director of the Center for Russia and 
Central Asia Studies at Fudan University, concludes, there 
are no reasons for China “to put forward a project against 
Russia at the expense of harming bilateral relations, which 
are highly valued in China”33.  

Russia’s policy towards the initiative will depend on its 
relations with the EU and the prospects for its own 
integrationist projects in Eurasia. For example, a re-
focusing of the Eurasian Economic Union project could be 
expected as a result of the developments in Ukraine. Dm. 
Trenin admits an interesting scenario: “Rather than being 
an element in Putin’s original idea of a Greater Europe 
from Lisbon to Vladivostok, the Eurasian union may 
become an add-on to, or even an extension of, China’s Silk 
Road project. If so, “Eurasia” would morph into something 
that some Russians, a hundred years ago, facetiously called 
Asiopa, making Russia an extension of Asia34”. 

 
 
 
 

 

III. CONCLUSION 
 
In 2012 Zb. Brzezinski wrote: “Both the most immediate 

foreign policy threat to America’s global status and the 
longer-range challenge to global geopolitical stability arise 
on the Eurasian continent. The immediate threat is 
currently located in the region east of Egypt’s Suez Canal, 
west of China’s Xinjiang Province, south of Russia’s post-
Soviet frontiers in the Caucasus and with the new central 
Asian states”35. In 2013 the Chinese President Xi Jinping 
launched the Silk Road Economic belt whose route 
partially overlaps with the space sketched by Brzezinski.  

China’s rise as a global power will further influence the 
international relations and the global geopolitical 
landscape. Chinese policy, however, should not be 
evaluated through the prism of the Western traditional 
values and perception of world politics as it has its own 
logic and underlying motivation. China would rather seek 
gradual change of the international system than try to 
overthrow it. It would most probably try to change the ‘rule 
of the game’ in the system but it will do it the Chinese way.  

The Chinese foreign minister explains that the country is 
focused on “building a new type of international relations 
featuring win-win cooperation, we are taking a new path of 
external relations characterized by partnership rather than 
alliance”36. China will not pursue formation of new 
alliances or democratization. It would rather focus on 
further economic interactions, new transborder 
communication corridors, promoting the infrastructure 
connection between China and Europe. 

It does not mean, however, that China will not be 
determined enough to pursue the advancement of its 
interests in geopolitically and geoeconomically important 
zones as it has already been demonstrated in the maritime 
disputes in the East and South China Seas. Hence, China’s 
evolving penetration in the heart of Eurasia and further 
accumulation of geopolitical power could deliver a 
significant blow to the Western-centered international 
order. The Silk Road Economic Belt could be one of 
China’s instruments for gradually upgrading the existing 
world order in conformity with the Chinese understanding 
of international relations.  

Geopolitically, the greatest loser of the success of the 
initiative would be the United States. The center of gravity 
of global politics has already moved to Asia. In order to 
retain its global power and global influence the United 
States has to increase their presence and control in different 
parts of Asia. Any integration within the huge space of 
Eurasia, however, would significantly hinder the realization 
of this objective. It would allow land powers to withstand 
the attempts of the sea powers led by the United States to 
establish control on them. Any consolidation of Eurasian 
power would challenge Western rules, Western order and 
the US world dominance. 

Recent developments in the Middle East and Ukraine, 
the new geopolitical situation in the Black sea region 
makes it difficult to predict the chances of success of the 
Silk Road Economic Belt concept. Its future will depend 
on: 1) the developments in China and its ability to 
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financially secure the initiative; 2) the relations between 
China and Russia and the extent to which they would 
succeed in balancing their interests and reconcile the 
differences between them; 3) the US assertiveness in 
securing its presence and interests in Eurasia; 4) spread of 
Islamic fundamentalism and future activities of the Islamic 
state that has already threatened to occupy parts of 
Xinjiang and incorporate them in ISIS’s caliphate, etc.  

Certainly, the launch of the initiative itself has 
already provoked turbulence in the geopolitical equation 
in the region and beyond. The outcome is pending. 
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