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Hasus “Hayka n mpakca” HOCHO je 3aKk/by4HO ca 6pojem 1/1973. rog. kafa fo6uja Hasus “ExoHoMuka”
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Humma (ocTamo kao u3faBad 1o Kpaja 1964. roguse). Yapyskeme Kiburopoha mocraje usgaBad moies
oxi 6poja 6-7/1958. ropuHe. Exonomcku daxynrer y Huury Ha ocHOBY cBoje omnyke 6poja 04-
2021 op 26.12.1991. ropuse moctao je cynsnasad “ExoHomuke”. Takobe n ExkoHOMCKM (akynTeT y
IpulllTiau mocTao je cyusgasad of 1992. roguse. [Toues ox 1992. roguue cyusgasad “Exonomuke”
je u IpymBo 3a mapketusr pernona Hum. Kao cynspasau “Exonomuke” durypupanu cy y ToKy
1990-1996. roayue u PoHy 3a HayIHU paj oniTyrHe Huiil, 3aBoj 3a IPOCTOPHO U ypOAHNCTUYKO
rmnanupamwe Hum n Kopnopanuja Bunep bpoxep Hum.

3. Peny6rmuku cexkperapuar 3a nHpopmanuje CP Cpbuje cBojum Pemerem 6p. 651-126/73-
02 op 27. HoBeMOpa 1974. ropuHe ycBojuo je 3axteB “ExoHomuxe” 3a ymuc y Perucrap HOBuHa.
CxkynmtuHa JIpymTea ekoHomucta Huma Ha cepnuiy o 24. ampuna 1990. roguse cTaTyTapHOM
omTyKoM moTBpAmaa je ga “ExoHommka” mma cTaryc mpaBHor imua. Ha cemumiy CKymuTHHe
Ipymra exonomucta Humr ox 11. HoBeMOpa 1999. ropune noHeTta je opnyka na “ExoHomuxa”
OTBOPY TT0CE6AH >KMPO-PAUYH.

4. TIpema Munubewy Penybmuukor cekperapuara 3a kyntypy CP Cp6uje 6p. 413-516/73-02
ox 10. jyma 1973. rogune u MuHKUCTapCTBa 3a HayKy U TexHonorujy Peny6muke Cpbuje 6p. 541-
03-363/94-02 ox 30. jyna 1994. rogune “ExoHoMuKa” 1Ma CTAaTyC HAy<YHOT U PAHI HAIMOHATHOT
vaconuca “Exonomuka” je modes of 1995. nobuna ctaTyc MelyHapoZHOT eKOHOMCKOT 4acOIINca.

5. YPEOHUIIN: np Josau ITerposuh (1954-1958), Muogpar ®umunosnh (1958-1962), Braroje
Maruh (1962-1964), ip Oparomy6 Crojumkosuh (1964-1967), np Muonpar Huxomuh (1967-1973),
np Oparomy6 Cumonosuh (1973-1984), np Muogpar JoBanosuh (1984-3-4/1988), np [Iparomy6
Cumonosuh (1990-2019), ap 3opan Cumonosuh (2019-10 manac).
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FACTORS THAT INFLUENCE CULTURAL TOURISTS TO
USE E-WOM BEFORE VISITING MONTENEGRO

Abstract

Aiming to expend the existing knowledge regarding behavioural patterns of
cultural tourists who are visiting Montenegro, the purpose of this research is to
identify the main reasons that motivate cultural tourists to use e-WOM as a source
of information about this destination. To fulfil this task a structured questionnaire
was designed and a field research was carried out during 2019 among 376 cultural
tourists who used e-WOM to gain more information about Montenegro. Twenty-
seven indicators were identified and grouped in three groups of factors of influence
which were examined using one-way analysis of variance and independent sample
T-test. Besides the respondents’ personal attitude, the research shows that certain
demographic characteristics and the respondents’ country of origin influenced
their propensity in using e-WOM prior to visiting this destination. By identifying
concrete reasons why cultural tourists use eWOM, this study offers insights that
can be useful in designing future destination marketing strategies.

Key words: cultural tourists, e-WOM, main reasons, cultural tourism, destination,
marketing
JEL classification: L82, M31, Z32

PAKTOPHU KOJU YTUUYY HA TYPUCTE KYJITYPHOI'
TYPU3MA JJA KOPUCTE EJIEKTPOHCKY IIPEIIOPYKY
HNPUJE NTOCJETE IPHE I'OPE

AolcTpakT

Texcehu npowupersy nocmojehiee 3narea o 0opacyUMa NOHAWAILA MYPUCIA KYI-
mypHoe mypuzma Koju nocjehyjy Lipny Topy cépxa ucmpagicusara je ymephuearoe
2NABHUX PA302a KOJU MOMUSUULY MYPUCIe KYINYPHOZ MypUusmMa 0d Kopucme ejiex-
MPOHCKY NPENnOPYKY Kao U360p UHGopMucarsa o 060j oecmunayuju. /la ou ce ucnynuo
06aj s3aoamax mokom 2019. 2o0une ouzajuupan je cmpykmypupanu YAumHux u cnpo-
6E0EHO MEPEHCKO UCIMPAdICUBAIbe HA Y30pKY 00 376 mypucma KyImypHoe mypusma
KOJU ¢y KOPUCIULU eLeKMPOHCKe NPenopyke Kako ou oouinu 00 euute ungopmayuja

!aleka@t-com.me, ORCID ID. 0000-0003-2822-3284
? radmila.janicic@fon.bg.ac.rs, ORCID ID. 0000-0001-9466-9984
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o Lpnoj Topu. Ymepheno je 0sadecem u cedam uHOUKAmopa Koju cy epynucau y
mpu epyne paxkmopa 00 Ymuyaja u nomom UCmpatceHu nymem jeOHoCMjepHe ana-
auze sapujance u T-mecma nezasucrux ysopaxa. Iloped auunoe cmasa ucCnumaHuxa
pe3yimamu noKazyjy oa cy oopehere oemozpaghcke Kapakmepucmuke Kao u 3emmsd
NOPUJeKa UCNUMAHUKA USPATU SHAUATHY Y02V HO RUMATLY FoUXO8E CKIOHOCU KA KO-
puwhersy eneKmpoHcKe npenopyke npuje came nocjeme oecmunayuje. Ymephusaroem
KOHKDEMHUX paznoea paou KOjux mypucmu KyanypHo2 mypusma Kopucme e1ekmpoH-
CKY NPENnopyKy UCIPANCUBAILE NPYHCA CA3HARA KOJA MO2Y OUmMU KOPUCHA MOKOM 00-
JIUK08arbA OYOYAUX MAPKEMUHULKUX CIMpame2uja 0ecmuHayuje.

Kwyune pujeuu: mypucmu kyimyproe mypusma, eWOM, anaguu paznosu, Kyimyp-
HU MypUu3am, mMapkemune, decmunayuja

Introduction

Internet and digital media, as modern sources of information, have an inevitable
impact on our daily lives and behaviour. They constantly change the methods of obtaining
information making it easier for us to make our decisions, which reflects itself on the travel
industry as well. While forming the first impression of a destination, tourists increasingly rely
on data obtained independently using devices that support an internet connection (European
Travel Commission, 2019). While researching different characteristics and tourism offers of
several destinations, one can notice a growing number of websites that provide ratings, tips,
opinions, detailed descriptions and different posted experiences shared by experienced tourists
or people who have already had the opportunity to visit and stay for a certain period of time in
the given destinations. These tips, experiences, elaborated attitudes, visual contents like videos
or images and similar pieces of information are integral parts of the electronic word of mouth
promotion, whose essence to facilitate the process of making the right travel decision is very
similar to the essence of the classic word of mouth promotion. Word of mouth marketing is
one of the oldest ways of transmitting information (Dellarocas, 2003) and can be explained as
interpersonal communication between customers about a product, service or company where
the source of information is considered independent in terms of commercial impact (Litvin,
Goldsmith & Pan, 2008). Traditionally, direct sharing of personal experience with another
person is considered to be one of the most significant factors influencing the future behaviour
of a potential customer (Daugherty & Hoffman, 2014). Due to the widespread of the internet
and the digital transformation affecting peoples’ lives, digital platforms caused the emergence
of a new version of word-of-mouth marketing, the electronic word of mouth or eWOM,
which enables instant sharing of information (social media, review websites, blogs, etc.) and
exchange of advice and experiences just online instead of in person, being the main difference
between interpersonal and electronic word of mouth promotion (Cheung & Thadani, 2012). In
essence, digital word of mouth marketing is a positive or negative statement about a product,
company or media personality (in this case a cultural tourism destination) by a potential,
current or former customer/user of the service (in this case a cultural tourist who has gained
personal experience while staying in a given destination) which is widely available to all
interested parties online (Thorson & Rogers, 2006). Since all information is available online,
itis easily disseminated and reaches a large number of potential tourists. Therefore, marketers
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and managers have to know everything about modern technologies and options they carry,
especially when it comes to social networks that nowadays make a huge part of consumers’
life and serve as information systems for the customers (Becic, Stojanovic & Nikolic, 2018).
Interactivity, fastness and a high level of availability of this way of transmitting information
ensures easy exchange of travel experiences and reduces the subjectively perceived level of
uncertainty and risk while choosing a destination that could meet the needs of a given person
or group of people who have the desire and means to travel. Fast and wide spreading of
electronic word of mouth or eWOM is supported by the role that is attributed to the Internet,
as well as the frequency and level of use of technological inventions in terms of modern
communication. The presence of technology in our lives is illustrated by the following data:
58% of the global population uses internet every day; more than one billion people on the
planet use Facebook every day; over 100 million people use Instagram every month; and
330 million use Twitter to promote numerous interesting contents (www.statista.com). Trip
Advisor has an average of 390 million visits, 435 million shared experiences about restaurants,
accommodation units, attractions and services, and counts over 280 experiences, testimonials
and impressions shared via this communication platform every minute (www.tripadvisor.
com). This data illustrates the extent to which the internet and digital marketing have changed
our habits, and thus our lifestyle, as well as how willing experienced tourists are to share their
experiences with others. Therefore, we can conclude that Kotler’s statement that the decision-
making process is no longer a process that implies independence and isolation (Kotler, 2003)
also describes the current market situation very well.

Given that eWOM has a considerable role in influencing and forming attitudes and
behavioural intentions (Amalia, 2018), and yet it is insufficiently researched in cultural
tourism, the purpose of this research is to identify the main reasons that influence cultural
tourists to use e-WOM as a source of information about Montenegro. Understanding this
basic question means understanding the initial driving force that attracts cultural tourists
to choose this means of information, taking into account that they have an abundance of
alternative ways of gaining information about a destination (e.g., catalogues, video contents,
tour operator materials, etc.) at their disposal. This moment makes this basic question, that
might seem simple at first glance, but whose concrete answer is not so easy to find, so essential
in order to gain new insights and better understand how cultural tourists think and what makes
them use eWOM prior to visiting Montenegro. Due to a modest amount of research on this
concrete topic, about this concrete tourism segment and from this desired perspective a small-
scale pilot field research and in-depth interviews were needed and therefore conducted during
the same year, in 2019, prior to designing a structured questionnaire which made it possible
to identify 27 indicators or potential reasons why cultural tourists used eWOM as a source
of informing about Montenegro, which were later included in the main research. The aim of
the study is to identify the main factors that influence cultural tourists to use eWOM prior
to visiting Montenegro, resulting in better understanding of behavioural patterns of cultural
tourists linked to the phase of gathering information about this destination. In line with the
purpose and aim of this paper, the following hypotheses were constructed:

HO: eWOM makes it easier for cultural tourists to choose a destination;

H1: eWOM inspires cultural tourists which attractions and activities to include;
H2: The less well-known a destination the more cultural tourists turn to eWOM;
H3: eWOM lowers the level of uncertainty as to what to expect from a destination.
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Literature review

Advances in technology, internet and social media are changing the way information and
tourism experiences are transmitted (Munar & Jacobsen, 2014). Technological advancements
have upgraded the concept of the recommendation itself and translated it into a digital form
that is able to reach a wide audience in a short period of time (Abubakar & Ilkan, 2013). The
digital world allowing customers easy access to all possible information and their sharing
with a large number of people gave the term recommendation a new dimension and caused
the emergence of a new term which was digital/electronic word of mouth recommendation
that was much more accessible and widespread, compared to the classic word of mouth
recommendation (Akyuz, 2013). In addition, the digital world made an individual more
accessible since by creating digital content it became possible to interact with individuals
without interrupting their usual media interaction (Vidakovic, Vidakovic, 2017). Nowadays,
social media and digital communication platforms for sharing knowledge, expressing
emotions and conveying experiences are used much more frequently and reach many more
people than ever before (Jacobsen & Munar, 2012), which is evident in tourism as well since
it is one of the most popular ways for tourists to get the necessary information about tourist
destinations (Ladhari & Michaud, 2015). eWOM provides abundant information support
assisting tourists’ in making their decisions (Jacobsen & Munar, 2012), affecting tourists’
travel intentions (Doosti et al., 2016), destination selection (Jalilvand & Samiei, 2012) and
destination impression (Abubakar, 2016) emphasising even more the importance of timely
monitoring of tourism trends. Understanding behavioural patterns is a complex task, yet a
crucial one, since understanding the behaviour of tourists helps actors in the tourism sector
shape their products and services, enhance their strategies, and ensures the satisfaction of
their customers (Senic, Milojevic, 2017). Due to its widespread and impact on a global level,
the power of digital referral keeps on being an interesting inspiration to research from several
different aspects: credibility, effect, level of interpersonal impact, etc. (Park etal., 2011). Some
of the most common perspectives are linked to analysing the impact of eWOM on tourists’
attitudes and intentions to visit a destination (Ladhari & Michaud, 2015; Amalia et al., 2018),
tourists’ motives for engaging in eWOM (Bronner & Hoog, 2011; Akyuz, 2013; Khan &
Khan, 2016), the impact of eWOM on tourists’ destination choice (Jacobsen & Munar, 2012;
Jalivand & Samiei, 2012), motivations for sharing tourism experiences via eWOM (Munar &
Jacobsen, 2014) and factors influencing eWOM effects (Park, Yao & Kang, 2011). If we take
into account all of the above, we can better understand why the electronic word of mouth,
or eWOM, keeps on inspiring many marketers and researches to keep on exploring it from
several different perspectives. Research shows that electronic or digital recommendation
is constantly growing in popularity since it can offer significant pieces of information and
needed support to tourists while they are making decisions, as well as influence destination
promotion (Jacobsen & Munar, 2012). Khan and Khan (2016) pointed out that “tourists seek
eWOM for convenience and ease of accessing information” (p.33) linked to experiences of
others who had already had the chance to visit a certain destination. It can increase the desire
to travel, influence the choice of the destination itself and the impression that will be spread
about it (Jalilvand & Samiei, 2012) placing the analysing of digital content at the heart of
digital marketing, making it a trend which doesn’t seem to be revising any time soon since it
keeps on influencing consumer purchasing decisions (Efomi, 2019). The importance of this
type of marketing is supported by the fact that people influence others in the role of a free
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marketer who is much more convincing than any advertisement or seller (Kotler, 2003). Its
accessibility encourages travellers to rely on the opinion of others influencing many travel-
related decisions to be made online, since travellers are relying heavily on social networks
to gain relevant, complete and timely information (Khan & Khan, 2016), supported also by
the presence of keenness to be able to compare evaluations of others and form their own
judgement (Bronner & Hoog, 2011; Kim, Mattila & Baloglu, 2011). Although tourism
motivation has been widely investigated by scholars, yet there are only a few studies on
tourists’ eWOM motivations (Wu & Pearce, 2016; Noh, Lee & Hwang, 2017; Zhou et al.,
2019) making the topic of researching concrete reasons for using eWOM in tourism still a
current topic, especially when it comes to analysing selective forms of tourism and behaviour
of tourism segments of special interest tourism.

Research Design and Methodology

Quantitative research was conducted on a sample of 376 respondents. Data were
collected in April-June and September-November 2019 in the territory of Montenegro. This
study covered the coastal (75% of valid questionnaires) and central region of the country
(25% of valid questionnaires). Taking into account that the target group were cultural
tourists, in order to provide an adequate sample of respondents, data were collected at
highly attractive sites for cultural tourists (Table 1). The survey was conducted during the
pre- and post-tourism season, since that is the period during the year when a significant
concentration of visitors highly interested in cultural attractions visit Montenegro. The
sample included foreign visitors who stated that one of the motives of their trip was linked
to at least one element of the cultural tourism offer of Montenegro, who used the Internet
while researching potential travel destinations, who used digital communication platforms
that allowed sharing and exchanging destination experiences and who spent minimum two
nights in Montenegro. The diversity of the analysed sample in terms of country of origin and
mentality was taken into account to ensure the representativeness of the analysed sample of
respondents and gain better insight into the behaviour patterns and reasons for using eWOM
as a source of information by tourists coming from different parts of the world. In order to
collect the necessary data, as well as to ensure the anonymity of the respondents, a structured
questionnaire was designed. The interviewer kindly explained the research purpose and
future use of gathered data to all potential respondents before they made their decision
to participate in the study. 450 questionnaires were distributed, while the total number of
valid questionnaires was 376. Accordingly, a response rate of 83.5% was achieved, which
is considered very satisfactory for the needs of this research. Data were collected using a
specially designed questionnaire compiled in English and German that consisted of concise
close-ended questions, lists of statements and a few open-ended questions. Each statement in
the questionnaire was accompanied by a five-point Likert scale which expressed the degree
of agreement or disagreement with a particular statement (5 - highest value, 1 - lowest value),
which was used as a base to calculate average scores for each individual statement, as well
as the total score based on average rating, which allowed better insight into the attitudes and
preferences of cultural tourists linked to eWOM. The collected data were analysed using
IBM SPSS Statistics 23. After creating a database, the data were statistically processed using
descriptive statistics, Pearson correlation (r), exploratory factor analysis, independent sample
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T-test and one-way analysis of variance (ANOVA) as analysis tools in order to analyse various
variables and relationships between them. Statistical methods provided a better insight into
the profile of cultural tourists, most popular motives to use eWOM, impact of all three factor
groups on the respondents’ behaviour and insight into propensity in using eWOM in respect
to the respondent’s gender, age, educational level and region of origin.

Research Results and Discussion

In order to analyse the results and identify motivational factors that influence cultural
tourists the most to turn to eWOM as a source of information prior to visiting Montenegro as
their next holiday destination, besides taking into account the results of descriptive statistics,
exploratory factor analysis, independent sample T-test and one-way analysis of variance
(ANOVA) were used as analysis tools. The results are presented below.

Table 1: List of sites where data were collected April-June & September-November 2019 (n=376)

Region Location Type of attraction r:l;:rl:j::tfs %
Coastal region Herceg Novi Old town 46 12.2
Perast Old town 67 17.8
Kotor Old town 82 21.8
Budva Old town 53 14.0

Bar Old town 34 9.0
Central region Cetinje Old historic urban centre 52 13.8
Njegusi Old historic village 28 7.4

Virpazar Traditional fishermen village 14 3.7

Total: 376 100

Total - Coastal region: 282 75

Total - Central region: 94 25

Source: Authors’research

Table 2: Demographic profile of the respondents (n=376)

Variables Description Frequency Valid Percent (%) Cumulag;s Percent
Male 169 44.9 44.9
Gender
Female 207 55.1 100.0
25-38 107 28.5 28.5
Age 39 - 51 142 37.8 66.2
52+ 127 33.8 100.0
High School 3 0.8 0.8
College 44 11.7 12.5
Educational Level University 257 68.4 80.9
Masters 62 16.5 97.3
PhD 10 2.7 100.0
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< 1,500 75 20.2 20.2

Monthly Net 1,500 — 2,500 142 375 57.7
Income (€) 2,501 - 3,500 124 33.0 90.7
> 3,501 35 9.3 100.0

Central Europe 100 26.6 26.6

Northern Europe 118 31.4 32.5

Western Europe 44 11.7 44.1

. . Eastern Europe 3 0.8 53.7

Region of Origin

Southern Europe 9 24 85.1

North America 44 11.7 96.8

Asia 40 10.6 97.6
Other 18 4.8 100.0

Source: Authors’research

Table 2 shows the output of descriptive statistics linked to the demographic profile of
the analysed sample of cultural tourists who spent minimum two nights in Montenegro and
used eWOM as a source of information before they made their final decision to visit that
destination. Descriptive statistics shows that out of 376 respondents who participated in this
study, there were 10.2% more female than male respondents. Most respondents were 39-51
years old (37.8%), had a university degree (60.4%) and a monthly net income of €1,500-
2,500 (37.5%). The highest percentage of the respondents (72.9%) came from Europe.
Further analysis using descriptive statistics showed that most participants originated from
Northern European countries (31.4%) and Central European countries (26.6%). In addition,
the highest percentage (85.1%) of visitors came for the first time and on average they had
compared 3 destinations using eWOM before they made their finial choice.

Table 3: Top 10 reasons for using eWOM as a source of information about Montenegro

Indicator Mean SD Rank
Travel reviews, recommendations and posted experiences gave me ideas
which cultural attractions, activities or experiences to include during my 4.18 0.81 1
stay

Reviews and shared experiences with visual contents like pictures or

videos, helped me make my travel decision 414 0-93 2

Since nobody in my family/circle of friends had had the chance to visit
that destination, I relied on online reviews, recommendations and shared 4.09 0.85 3
experiences posted by people who gained first-hand experience

The more positive the posted reviews and shared experiences are the more

confident I feel to give a cultural experience a chance 4.02 0-89 4

Consulting posted or shared experiences online of a person who had
already had the chance to gain first-hand experience in Montenegro made |  4.00 0.91 5
me feel more confident in making my travel decision

Posted travel reviews, recommendations and experiences help me avoid

‘mistakes 3.97 0.84 6
The less I know about a destination the more I trust travel reviews,
. . 3.88 0.94 7
recommendations and posted experiences
Travel reviews, recommendations and posted experiences about cultural 3.85 0.93 3

sites and attractions in Montenegro motivated me to visit the same places
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Most recent reviews and shared experiences about Montenegro, not older

than 4 months, helped me make my travel decision 384 0-87 0
Detailed reviews and shared experiences offering useful tips about
means of transport, accommodation, cultural attractions and other 3.81 0.84 10

relevant experiences made it easier for me to make my decision and visit
Montenegro

Source: Authors’research

Table 3 shows the list of the most influential factors ranked by their level of strength
(5 — strongest level of impact; 1 —no impact) that influenced cultural tourists to use eWOM as
a source of information regarding Montenegro as a potential travel destination. The strongest
factor, the first one in Table 3, illustrates the importance of the practical and useful side of eWOM
offering ideas and inspiring people which attractions to visit, as well as which activities and
experiences to include during their stay in Montenegro. The second strongest factor emphasises
the high level of attractiveness, importance and usefulness of the presence of visual contents in
online travel reviews, which influenced the outcome of the travel decision among a significant
number of respondents. The third strongest factor shows that respondents are likely to consult
and rely on eWOM as a practical option for accessing information if nobody in their family/
circle of friends had ever had the chance to visit a given destination before. Generally, the results
illustrated in Table 3 indicate that the respondents see eWOM as a source of information that
helps them choose a destination and makes them feel more confident in the choice they have
made, it helps them reduce uncertainty and the feeling of taking a risk of making mistakes
especially while deciding about a destination that the respondents know very little about. The
third strongest motive emphasises the significance of one of the main benefits of eWOM linked
to getting access to first-hand experiences from people who had the chance to visit Montenegro,
especially if nobody belonging to the respondents’ family or circle of friends has had the chance
to visit this destination before.

Table 4: Factors whose level of popularity is below 3.00

Factor Mean SD Rank
Consulting travel reviews, recommendations and experiences is almost
. .. . X 2.97 1.48 1
like receiving advice from a friend
Travel reviews, recommendations and posted experiences have a
. . . . 2.92 1.32 2
bigger influence on me, compared to advice of tourism workers
In choosing my next destination travel reviews and shared experiences
It . . . 2.82 1.38 3
with high ratings strongly influenced my travel decision
I focused on all online reviews and shared experiences and the overall
. . . 2.88 1.53 4
opinion about Montenegro strongly influenced my travel decision

Source: Authors’research

Table 4 shows factors whose level of influence on the respondents’ choice to use
eWOM as a source of information about Montenegro is below 3.00 (5 — strongest level
of impact; 1 — no impact). It is interesting to notice the variations in the respondents’
opinions on whether there is a similarity between consulting travel reviews and receiving
advice from a friend. Further analysis showed that 76% of the respondents saw eWOM
as a really good alternative, almost like getting advice from a friend in case they could
not ask anybody belonging to their family or circle of friends about their impression
of Montenegro. In addition, the relationship between the attitude that consulting travel
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reviews is almost like receiving advice from a friend and the respondents’ age has been
analysed using the Pearson correlation (r). Preliminary analyses were performed to
confirm the assumptions about normality, linearity and homogeneity of the variance.
A strong negative correlation between both variables was calculated, r=-0.55, n=376,
p<0.005, indicating that the younger the respondents were the more likely it was for
them to observe similarly eWOM and advice from a friend. Also, after completing the
preliminary analyses, the relationship between the level of influence of posted travel
experiences vs advice from a tourism worker and the age of the respondents was analysed
using the Pearson correlation (r). A moderate negative correlation between both variables
was calculated, =-0.36, n=376, p<0.005, whereby the respondents belonging to younger
age groups were more likely to trust eWOM.

To identify the level of influence of motivational factors on the decision of cultural
tourists to use eWOM as a source of information prior to making the decision to visit
Montenegro, a principal component factor analysis with a verimax rotation was used.
The Kaiser-Mayer-Olkin (KMO) measure of sampling adequacy is 0.91 (Table 5),
confirming that the data and sample size are suitable since the mentioned value is higher
than 0.6. Bartlett’s Test of Sphericity is significant, p<0.005, confirming that there is a
significant relationship between variables. All factors with an eigenvalue higher than 1
were preferred, as well as factors with factor loadings higher than 0.5. All 27 indicators
had a factor loading higher than 0.5, therefore no item was deleted. Table 5 shows the
results of all 27 factors that influenced cultural tourists to use eWOM before making the
decision to visit Montenegro during 2019. All indicators were divided into three groups
of factors of influence: “need for guidance from experienced cultural tourists”, “personal
attitude towards eWOM?”, “characteristics and content of eWOM?”. The results indicate
that “personal attitude towards eWOM?” with 8.11 eigenvalue and 81.06% variance is the
most essential factor group and main reason for cultural tourists to use eWOM before
they made their final decision to visit Montenegro. The second influential factor group is
“need for guidance from experienced cultural tourists” followed by “characteristics and
content of eWOM”.

Table 5: KMO and Bartlett'’s Test Results

Kaiser-Meyer-Olkin Measure of Sampling Adequacy 0.913
Approx. Chi-Square 12027.871
df 351
Bartlett’s Test of
Sig. 0.000
Sphericity

Source: Authors’research

Table 6: Factor analysis of motives for using eWOM prior to visiting Montenegro

Motivational factor groups with indicators Fact.or Eigen Variance Reliability
loading value
F1 Need for guidance fro.m experienced cultural 6.93 69.27 94
tourists
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Factor Eigen

Motivational factor groups with indicators .
loading value

Variance Reliability

eWOM made it easy for me to choose which

cultural day trips I needed to book 0-90

Since nobody in my family/ circle of friends had
had the chance to visit that destination, I relied
on online reviews, recommendations and shared 0.89
experiences posted by people who gained first-
hand experience

Travel reviews, recommendations and shared
experiences about cultural sites in Montenegro 0.86
motivated me to visit the same places

Online presence and reputation of Montenegro
helped me shape my opinion about that 0.86
destination

Consulting online shared experiences of persons
who had already had the chance to gain first-hand
experience in Montenegro made me feel more
confident in making my travel decision

Reading experiences from people who had already
visited Montenegro made it easy to choose the 0.83
right cultural experiences

Travel reviews, recommendations and shared
experiences encouraged me to visit Montenegro

Travel reviews, recommendations and shared
experiences had a bigger influence on me, 0.80
compared to any advice from tourism workers

Travel reviews and experiences gave me
ideas which cultural attractions, activities or 0.76
experiences to include during my stay

Travel reviews, recommendations and posted
experiences made it easy to choose the most
suitable means of transport, accommodation and
restaurants

F2 Personal attitude towards eWOM 8.11 81.06 97

Consulting travel reviews, recommendations and
experiences is almost like getting advice from a 0.96
friend

I find travel reviews, recommendations and shared

experiences trustworthy 0-94

The less I know about a destination the more I
trust travel reviews, recommendations and shared 0.93
experiences

The more positive the posted reviews and shared
experiences are the more certain I feel that I need 0.92
to give a cultural experience a chance

I find reading travel reviews, recommendations
and experiences fun and very useful in making 0.91
decisions

The more positive the posted reviews and shared
experiences are the more confident I feel that I 0.90
need to book a certain cultural day trip or trips

Travel reviews, recommendations and shared
experiences helped me make a good decision

10 EKOHOMUKA EEX3]



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

Motivational factor groups with indicators Fact.or Eigen Variance Reliability
loading value
Posted travel reviews, recommendations and
. 1. 0.87
experiences helped me avoid mistakes
Reading travel reviews, recommendations and 0.87
experiences is a habit of mine '
The more positive the posted reviews and shared
experiences are the more certain I feel that I need 0.85
to visit a cultural attraction
F3 Characteristics and content of eWOM 6.68 59.87 .81
Mostly I focused on positive reviews and shared
experiences and it strongly influenced my travel 0.89
decision

Most recent reviews and shared experiences about
Montenegro, not older than 4 months, helped me 0.75
make my travel decision

Detailed reviews and shared experiences
offering useful tips about means of transport,
accommodation, cultural attractions and other 0.73
relevant experiences made it easier for me to
decide to visit Montenegro

Reviews and shared experiences with visual
contents like pictures or videos helped me make 0.71
my travel decision

I focused on all online reviews and shared

experiences and the overall opinion about

Montenegro strongly influenced my travel
decision

0.63

Mostly I focused on negative reviews and shared
experiences and it strongly influenced my travel 0.61
decision

In choosing my travel destination, reviews and
shared experiences with high ratings helped
me the most and strongly influenced my travel
decision

Source: Authors’research

Table 7: Differences in factor groups based on gender

Factor group Male Female T Sig.
Need for guidance from experienced tourists 3.59 3.82 -2.66 0.000
Personal attitude towards eWOM 3.37 3.64 271 0.000
Characteristics and content of eWOM 3.69 3.38 -3.20 0.000

Source: Authors’research

The T-test of independent samples compared the results of the levels of influence
of all three factor groups in choosing eWOM with respect to the respondents’ gender.
“Need for guidance from experienced tourists” — male (M=3.59, SD=0.72) and female
respondents (M=3.81, SD=0.89); t (376) =-2.66, P<0.005 (both ways) shows that the
difference between the mean values of the characteristics by groups (average difference
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=-0.22) is very small (eta square=0.018). Also, analysis of the results of the second
factor group “personal attitude towards eWOM” — male (M=3.37, SD=0.89) and female
respondents (M=3.64, SD=1.04); t (376) =-2.71, P<0.005 (both ways) shows that the
difference between the mean values of the characteristics by groups (average difference
=-0.27) is very small as well (eta square=0.019). Same goes for “Characteristics and
contents of eWOM” — male (M=3.69, SD=0.85) and female respondents (M=3.38,
SD=1.01); t (376) =-3.20, P<0.005 (both ways) showing that the difference between the
mean values of the characteristics by groups (average difference =0.31) is very small
(eta square=0.026). The results indicate no great differences in the level of influence of
all three factor groups in choosing eWOM as a source of information about Montenegro
with respect to the gender.

Table 8: Differences in factor group level of influence based on age

Factor group Age M | Eta Square F Sig.

Need for guidance from experienced tourists 25-38 4.17
39-51 3.71

50+ 3.34 0.15 35.049 0.000
Personal attitude towards eWOM 25-38 4.18
39-51 3.58

52+ | 2.89 0.27 69.266 0.000
25-38 4.22
Characteristics and content of eWOM 39-51 3.60

50+ 2.87 0.29 78.781 0.000

Source: Authors research

One-way factor analysis of variance investigated the level of influence of three
factor groups (“need for guidance”, “personal attitude” and “characteristics and content
of eWOM?”) on the decision of cultural tourists belonging to different age categories to
use eWOM as an information source prior to visiting Montenegro. The respondents were
divided into three age groups: group 1 (25-38 years of age); group 2 (39-51 years of age);
and group 3 (older than 52 years of age). A statistically significant difference was found
p<0.005 in the results between all three age groups regarding all three factor groups
(“need for guidance from experienced tourists”, “personal attitude towards eWOM”
and “characteristics and content of eWOM?”). The actual difference between the mean
values of the respondents’ answers in case of all three factor groups is significant, and
the magnitude of this difference is expressed using the Eta square indicator. All three Eta
square values show a high impact level. Subsequent comparisons using the Tukey HSD
test in the first factor group, “need for guidance from experienced tourists”, indicate that
the mean value of group 1 (M=4.17, SD =0.70) differs significantly from the mean value
of group 3 (M=3.34, SD=0.84). Similar results showed the analysis of the remaining
two factor groups: “personal attitude towards eWOM” group 1 (M=4.18, SD=0.70)
and group 3 (M=2.89, SD=0.84) and “characteristics and content of eWOM?”, group
1 (M=4.22, SD=0.68) and group 3 (M=2.87, SD=0.90). The given results lead to the
conclusion that the younger the respondents, the more likely they are to choose eWOM
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as a source of information about Montenegro before they make their decision whether to
visit the destination.

Table 9: Differences in factor groups levels of influence based on education

Factor group Level M F Sig.

High School 4.60

Need for guidance from experienced tourists College 3.86
University 3.75 0.017

Masters 3.47 3.05

PhD 3.38

Personal attitude towards eWOM High School 3.82

College 4.23

University 4.07
Masters 3.28 4.68 0.001

PhD 3.26

High School 3.02

College 3.57

Characteristics and content of eWOM University 4.02
Masters 3.97 4.60 0.002

PhD 3.54

Source: Authors’research

Table 9 shows the mean differences in levels of impact of all three factor groups/
reasons in influencing respondents to choose eWOM as a source of information prior to
deciding to visit Montenegro with respect to their level of education. The first factor group
“need for guidance form experienced tourists” doesn’t show any significant variations in
the level of its impact on the respondents’ choice. The results show significant differences
in the second and third factor group. “Personal attitude towards eWOM” (F=4.68;
p<0.005) influences the most respondents with a college (M=4.23) and university degree
(M=4.07)to choose eWOM as the source of information about Montenegro. The difference
between the mean values of all five categories of the respondents’ education is moderate
(Eta square=0.06), but it confirms the presence of different levels of impact of this factor
group on the respondents’ choice with respect to their level of education. “Characteristics
and contents of eWOM” (F=4.60, p<0.005) results indicate that this factors group has the
strongest impact in choosing eWOM as an information source about Montenegro among
the respondents with a university (M=4.02) and master degree (M=3.97). The difference
between the mean values of all five categories of the respondents’ educational level is
moderate (Eta square=0.06), but it confirms the presence of different levels of impact
of this factor group on the respondents’ choice with respect to their level of education.
The given results lead to the conclusion that personal positive attitude towards eWOM
influenced the most respondents with a college degree to use eWOM as a source of
information about a destination, while characteristics and contents of eWOM motivated
the most respondents with a university degree to use eWOM as a source of information
about Montenegro.
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Table 10: Differences in factor groups with respect to the region of origin

Factor group Region of origin M F Sig.
North America 4.16
Asia 4.08
Central Europe 3.71
Need for guidance from experienced tourists Northern Europe 387
Western Europe 363|364 0001
Eastern Europe 3.57
Southern Europe 3.46
Other 3.36
North America 3.67
Asia 3.78
Personal attitude towards eWOM Central Europe 3.53
Northern Europe 3.29
Western Europe 4.17 4.32 0.000
Eastern Europe 3.76
Southern Europe 3.91
Other 3.28
North America 4.11
Asia 3.71
Central Europe 4.00
Characteristics and content of eWOM Northern Europe 327
Western Europe 334 1416 0.000
Eastern Europe 3.42
Southern Europe 3.52
Other 3.43

Source: Authors’research

Table 10 shows the mean differences in the levels of influence of all three groups of
factors/reasons for using eWOM as an information source about Montenegro with respect
to the respondents’ region of origin. All three factor groups show significant variations
in terms of their levels of impact on respondents’ reason of choice. “Need for guidance
from experienced tourists” (F=3.64; p<0.005) comes to the fore among the respondents
coming from North American (M=4.16) and Asian (M=4.08) countries. In general, the
difference between the mean values based on all eight regions of the respondents’ origin
is moderate (Eta square=0.06), but it confirms the presence of the most significant impact
of this factor group on cultural tourists coming from North America and Asia compared
to others. “Personal attitude towards eWOM” (F=4.32; p<0.005) is emphasised among
the respondents coming from Western Europe (M=4.17) and Southern Europe (M=3.91).
The difference between the mean values of all eight regions of the respondents’ origin is
moderate (Eta square=0.07), but it confirms the presence of the most significant impact of
this factor group on cultural tourists coming from Western Europe and Southern Europe,
compared to other regions of origin. “Characteristics and content of eWOM” (F=4.16;
p<0.005) had the biggest impact on respondents’ coming from North America (M=4.11)
and Central Europe (4.00). The difference between the mean values of all eight regions
of the respondents’ origin is moderate (Eta square=0.07), but it confirms the presence of
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the most significant impact of this factor group on cultural tourists coming from North
America and Central Europe.

Table 11: Hypothesis Test Results Summary

Hypothesis Estlma;t:i:}l :I)alue ® St;‘:if:d Critical Ratio |  P-value Result
HO 0.949 0.049 3.877 0.000 Confirmed
H1 0.802 0.041 4.008 0.000 Confirmed
H2 0.709 0.036 4.186 0.000 Confirmed
H3 0.851 0.044 3.994 0.000 Confirmed

Source: Authors’research

Table 11 illustrates the results of hypothesises that have been tested by this research.
Hypothesises are significant and can be accepted only if they meet the criteria of the value
of'the critical ratio > 1.968 and P-value of <0.05. Therefore, the results of hypothesis that
were tested show all values of t | greater than t = 1,968 (n=376). HO: direct effect
of eWOM in easing the process of choosing a destination by cultural tourists (0.949
and p<0.000) shows a positive and significant influence. H1: direct effect of eWOM in
inspiring cultural tourists to include cultural attractions and activities during their stay in
Montenegro (0.802 and p<0.000) also shows a positive and significant influence. H2: the
extent to which a destination is known on the tourism market (0.709 and p<0.000) proved
to have a direct, positive, strong and significant effect on cultural tourists’ decision to use
eWOM as a source of information about Montenegro prior to their visit and H3: direct
effect of eWOM in lowering the level of perceived uncertainty as to what cultural tourists
can expect from Montenegro as a destination (0.851 and p<0.000) shows a positive and
significant influence. Therefore, all four hypotheses in this study are accepted. These
findings and insights offer contributions to cultural tourism, marketing communications
and consumer behaviour literature.

Conclusion

To better understand the reasons why cultural tourists use eWOM prior to visiting
Montenegro, the respondents were given a list of carefully chosen factors to assess the
level of influence of each factor on their decision to use eWOM as a source of information
about this destination. Several interesting findings emerged from this study. Besides the
processed data confirming the significant positive relationship between convenience and
ease of accessing information and motivation for using eWOM (Khan & Khan, 2016;
Abubakar, 2016; Doosti et al.), this research expended the list of motives for using eWOM
and offered more concrete answers from the cultural tourist’s point of view. It showed
that the practical and useful side of eWOM linked to offering ideas and inspiring cultural
tourists which attractions, sites and activities to include during their stay in Montenegro,
especially among the respondents who could not ask anybody from their immediate
social circle for a piece of advice, since nobody in their family or circle of friends had
ever had the chance to visit Montenegro. Research has also shown that cultural tourists
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used eWOM since it made them feel more confident in making choices, it reduced the
level of uncertainty in what to expect in the destination, especially among the respondents
who know very little about Montenegro. Another very interesting motive driving cultural
tourists to use eWOM as a source of information prior to visiting Montenegro is linked
to getting access to first-hand experiences from people who had the chance to visit this
destination. This insight is very interesting since it explains why the respondents used
eWOM considering the abundance of other sources of information about this as well as
other destinations. This indicates a strong role of horizontal communication between
cultural tourists.

Another interesting observation emerged from analysing relationships between
reasons/motives grouped in three groups of factors of influence and the demographic
characteristics of the respondents. Results showed that the main cause for consulting
eWOM was linked to the personal attitude of the respondents combined with the need
for guidance or need for a piece of advice from an experienced cultural tourist. The
results indicated no great differences in the level of influence of all factor groups in using
eWOM as a source of information about Montenegro with respect to gender, but therefore
significant differences were found with respect to age, level of education and country of
origin. The research results confirmed all hypothesises showing a positive and significant
influence of eWOM on easing the respondents’ process of choosing a destination (HO),
confirming a positive and significant effect of eWOM on inspiring cultural tourists to
include cultural attractions and activities during their stay (H1), showing the presence
of a direct, positive, strong and significant interdependence between the respondents’
level of familiarity with a destination and willingness to turn to eWOM (H2), as well as
proving the existence of a positive and significant influence of eWOM on lowering the
level of uncertainty as to what the cultural tourists could expect form Montenegro during
their vacation (H3).

These findings expend current knowledge about the behavioural patterns of
cultural tourists in terms of reasons for consulting eWOM while gathering information
about a destination. Since the mentality, culture and system of values have a big impact
on how people act, think, and get information, future studies could focus more on
analysing differences in behaviour, needs and preferences of cultural tourists based
on these socio-demographic characteristics. Since the analysed sample size (n=376) is
small, the findings should not to be generalised. The major factor that contributes to
this is the fact that a high percentage of guests exploring the Montenegrin cultural offer
are visitors who stay only a couple of hours in this destination since they are cruise
ship guests or guests staying in neighbouring countries who cross borders and explore
cultural attractions and sites only for a few hours without staying overnight. Because of
the fact that the targeted sample were tourists (people staying in a destination, which is
not the place of their permanent residence, longer than 24 hours), not cultural visitors or
excursionist, the sample size could not be bigger. The primary method of collecting data
was via printed questionnaire and future studies could explore behavioural patterns of
cultural tourists by conducting digital surveys.
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Abstract

Defined benefit pension plans have played an important role in pension sectors
of developed countries in North America, Great Britain and Western Europe
for several decades. However, with the beginning of the 21st century, altered
demographic trends and global financial market fluctuations have significantly
disrupted the financial position of defined benefit pension plans. The aim of this
paper is to examine the long-term movement of indicators of the importance of
defined benefit pension plans in the pension systems of four developed countries:
the United States, Canada, the Netherlands and Great Britain. In these countries
defined benefit pension plans still have an important role. The analysis shows that
the number of occupational defined benefit pension plans in private sector in the
observed countries is declining, along with the continuously decreasing number of
participants and increasing problems in achieving a sustainable financial position
in the long run.
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u oame umajy sHayajuy ynoey. Ananuzom je noxkasamo 0a je 6poj KOMRAHUJCKUX
NeH3UjCKUX NIAHO8A cd O0ePUHUCAHUM NEeH3UCKUM HAOOKHAOaMa y NPUBAMHOM
CEeKmopy y NOCMAMPAHUM 3eMABAMA Y 3HAYAJHOM ONA0AIbY, cd C6e MarbUM dpojem
ocucypanuxa u cee eehum npobiemuma y HOCMU3ARY OY20POUHO O0OPIHCUBE
¢unancujcke nosuyuje.

Kwyune peuu: [lensujcku naanosu ca 0eunucanum neH3ujckuM Haooknaoama,
Cnounsopucanu (Komnanujcku) nemsujcku naamosu, [yzopouna oopoicusocm,
DyHoupanocm neH3ujcKux niaHoea

Introduction

Until the 1990s, defined benefit (DB) pension plans were considered one of the
most important institutions of social security in developed countries in North America
and Europe. Companies have sponsored DB pension plans to attract and retain the most
productive employees. DB pension plans became especially popular during the 1950s and
1960s when many companies established pension plans. This trend was encouraged by
favorable demographic trends (baby boom generation) and macroeconomic parameters.
Considering the legally defined obligation of fixed monthly retirement benefit payments
inherent to DB pension plans, young population of employees with sustainable average
age and life expectancy and a decades-long trend of economic growth provided suitable
conditions for the formation of DB pension plans. Thus, occupational DB pension plans
in private sector became key carriers of pension insurance in a number of developed
countries (e.g., the United States, Canada, Great Britain, the Netherlands, Ireland,
Finland and others).

However, starting in the early 1990s, managing DB pension plans became
increasingly complex. The main reason lies in demographic factors, i.e., the increase
in both life expectancy and the average time period during which pensions are paid to
pension plan participants. This trend is specific to all the previously mentioned countries.
According to Turner & Hughes (2008), a large number of occupational pension plans
in Ireland were facing problems in financing retirement benefits even during the 1980s.
During the 1990s, the share of occupational DB plans’ members in total population
of employees in private sector declined steadily, although this period was marked by
upward trend in global financial market. In Great Britain, from the mid-1990s onwards,
a downward trend in the number of defined benefit pension schemes’ members was
recorded. The decline in the number of occupational DB plans’ participants in the United
States began during the 1980s, with the simultaneous strengthening of the position of
defined contribution (DC) pension plans. A similar development took place in Canada.
On the other hand, in countries where the participation in DB plans is mandatory, such
as in the Netherlands and Finland, DB plans have shown much greater resilience to
demographic trends in terms of both the number of active pension plans and the number
of participants.

In the first decade of the 21st century, DB pension plans faced two financial crises:
dot.com crisis in 2000-2001 and Global Financial Crisis in 2008. Financial market
disruptions have led to a deterioration in the financial position of DB plans. Even in
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the Netherlands, which still has one of the most solvent pension systems in the world,
financial shocks have seriously undermined the funded status of pension funds. Hence,
one of the most interesting research issues in the field of private pension insurance is the
long-term financial sustainability of occupational DB pension plans in private sector.
The paper is organized as follows. In the first part, the theoretical background of the
corresponding research issue is provided. The second part presents the methodology used
in the analysis. In the third part, overview of indicators of the strength of occupational
DB pension plans in North America (the United States and Canada) is given. The fourth
part of paper deals with the indicators of the strength of DB pension schemes in Western
Europe (Great Britain and the Netherlands). In the final part, conclusions are given.

Theoretical background

The decline of DB pension plans is well documented in a number of papers
(Broadbent, Palumbo & Woodman, 2006; Munnell, 2008; De Thierry, Lam, Harcourt,
Flynn & Wood, 2014; Mees, 2019). Broadbent, Palumbo and Woodman (2006) examined
the shift from DB to DC pension plans in four countries (Australia, Canada, the United
Kingdom and the United States) in the period from 1985 to 2005. The authors used
the secondary data on number of pension plans, plan members and asset allocation to
examine the shift away from DB plans in these countries. The analysis results confirmed
the sharp decline of DB pension plans in Australia and the United States, while in the
United Kingdom and Canada the decline was confirmed to be less pronounced. Munnell
(2008) analyzed the shift from DB to DC plans in the second tier of pension systems
in the United States and the United Kingdom in the period from early 1980s to the
beginning of the 21st century. The evidence provided by the author suggests that the shift
from DB to DC pension plans is evident in these countries, but has put the retirement
security of many individuals at risk. De Thierry, Lam, Harcourt, Flynn and Wood (2014)
dealt with the consequences of the decline of DB pension plans for the employers and
employees in the United Kingdom, by using critical literature review. Their findings
suggest that the gradual shift from DB to DC plans in the United Kingdom began in
1980s, but the changes in the accounting and disclosure rules in 2001 accelerated this
trend. Mees (2019) examined the decline of DB pension schemes in Australia, by using
the historical data analysis. The author found that the transition from DB to DC pension
plans had been supported with the improved overall financial performance. Contrary to
the belief that the decline of DB plans is an adverse outcome to employees, the shift from
DB to DC plans was beneficial for Australian workers.

A general consensus exists regarding factors that lie behind the decline.
Demographic trends have substantially endangered the financial viability of DB
pension plans. The increase in expected life expectancy, although beneficial for the
society, poses a challenge for pension plans since they are legally obliged to pay
retirement benefits in a longer time period. Between 1960 and 2015, life expectancy
for the total population in the United States increased by almost 10 years, from 69.7
years in 1960 to 79.4 years in 2015 (Medina, Sabo & Vespa, 2020, p. 3). The feature
that is particularly important to DB pension plans is the ratio between the inflow of
young participants and the overall population of retired participants. According to
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OECD (2020), the share of young population (aged 15 or less) has been continuously
decreasing in OECD countries, from 28.4% in 1970 to merely 17.7% in 2018. This
limits the ability of pension plans to provide themselves with continuous accrual in
active participants. Also, the share of old population (aged 65 or above) has been
continuously increasing, from 5.3% in 1970 to 9.1% in 2019 (World Bank, 2020).
If the demographic structure of insured population in pension plans is reflected in
the structure of the global population, this means that pension plans are facing
diminishing fraction of young population along with the rapidly growing fraction of
older population. Also, the average time period in which benefits are paid substantially
impacts the financial position of DB pension plans. For example, according to Office
for National Statistics (2019a), life expectancy at age 65 in 1981 for males in Great
Britain was 14 years while in 2019 it was 20 years. Projections show that in 2050 life
expectancy at age 65 for males in Great Britain will be 22.8 years. These features
substantially increase pension obligations that has to be met from DB pension plans’
assets in the long run.

Methodology

Regarding the challenges DB pension plans have been facing in the previous period,
it is particularly important to analyze the historical trends concerning the decreasing
number of pension plans, decline of the number of the participants and gradual freezing
and termination of pension plans. In line with these features, the research question that is
to be analyzed in the paper is stated:

Are occupational defined benefit pension plans in private sector able to provide a
sustainable financial source for retirement benefits payments to employed population in
the long run?

In considering this question, the data on the movements of three relevant indicators
in the long-term time horizon are examined, by using the appropriate theoretical
argumentation:

1) Number of pension plans and the composition of pension plans’ participants
- active, inactive and retired;

2) Average funding position of DB pension plans;

3) Position of DB pension plans regarding termination and ,,freezing” of the

pension arrangement.

For the analysis of long-term movements of the selected indicators, secondary
data have been used. In the case of the number of pension plans, the composition of
pension plans’ participants and the funded status available data from national statistical
agencies, regulatory agencies and pension supervisors are selected (Employee Benefits
Security Administration in the United States, Statistics Canada and the Financial
Services Commission of Ontario in Canada, De Nederlandsche Bank in the Netherlands
and Department for Work & Pensions and Office for National Statistics in Great Britain).
The periods for which the data were collected vary from country to country due to the
availability of data: the United States (1975-2017), Canada (2009-2017), the Netherlands
(1997-2019) and Great Britain (1997-2018).
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By examining these indicators, the basic trends in the development of DB pension plans
in the future will be pointed out, with a final assessment of their financial sustainability. Data
analysis is performed for the four most developed countries in which DB pension plans are still
significantly represented in national pension systems (the United States, Canada, the Netherlands
and Great Britain). It should be emphasized that these countries were chosen based on criteria
of the strength of occupational DB pension plans in private sector. Pension plans from these
countries (both public and private) reported the largest assets under management globally with the
addition of Australia. However, Australia is excluded from the analysis since DC pension plans are
dominant in its pension system while DB pension plans are of minor importance.

The decline of defined benefit pension plans in North America

Regarding the United States, DB pension plans in the private sector have been
generating funding gaps for many years. Figure 1 shows the aggregate funding position
of DB pension plans sponsored by Standard&Poor’s 1500 companies between 2007 and
2017. The funded status has been far from satisfactory for many years.
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Figure 1: Funding gap and the aggregate funding position of Standard&Poor s 1500
occupational DB pension plans
z

Source: Mercer LLC (2018). S&P Pension Funded Status Increased. Retrieved October 4, 2020,
from https://www.mercer.com/newsroom/january-1500-pension-funded-status-increased.html
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Funding gaps in occupational DB plans in the United States became particularly
apparent at the beginning of the 21st century. From Figure 2 it can be seen that the
funding position of Fortune 1000 DB pension plans was satisfactory until the dot.com
crisis in 2001. However, the dot.com crisis adversely affected the funded status of U.S.
pension plans. The entire period until 2007 is characterized by rising but insufficient
funding levels. An improvement in the funded status was recorded in 2007 due to
property investments and housing bubble, but then in 2008 the funding gap rose again.
Unlike dot.com crisis in 2001, from the effects of which pension plans recovered in the
following years, Global Financial Crisis has damaged the financial position of pension
plans in the long run, as the funded status has not improved to date.
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Figure 2: Funded status of Fortune 1000 occupational DB pension plans, 2000-2010
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Source: Warshawsky, M. (2012). Corporate Defined Benefit Pension Plans and the Financial
Crisis: Impacts, and Sponsor and Government Reactions. In R. Maurer, O. Mitchell & M
Warshawsky (Eds.), Reshaping Retirement Security: Lessons from the Global financial Crisis (pp.
161-187). Oxford, UK: Oxford University Press, p. 163

Contrary to the trend of increasing funding gaps, which is particularly evident
after the beginning of the Global Financial Crisis, the decreasing trend in the number
of DB pension plans in the private sector and the number of active members in these
plans is of a longer-term nature. Table 1 reports the number of DB pension plans in the
United States between 1975 and 2015 that has been continuously decreasing since the
mid-1980s (in the late 1970s legal framework for the inception of DC pension plans was
introduced).

Table 1: Number of occupational DB pension plans in US, number of active members, pension
plan assets, contributions, and benefit payments, 1975- 2017

Number of §fu ;?g:: Pension Contributions Benefits
Number members plans’ assets disbursed ($
of DB (thousands) members ($ millions) ($ millions) millions)
(thousands)
plans
1975 20,035 33,004 27,214 185,950 24,242 12,903
1980 24,505 37,979 30,100 401,455 42,626 22,148
1985 24,742 39,692 28,895 826,117 41,996 54,466
1990 19,242 38,832 26,205 961,904 23,026 66,363
1995 17,087 39,736 23,395 1,402,079 41,423 85,134
2000 13,557 41,613 22,218 1,986,177 33,369 127,510
2005 11,557 41,925 20,310 2,254,032 92,662 136,555
2010 10,155 41,423 17,172 2,448,361 131,055 169,645
2015 8,715 37,286 14,405 2,862,402 108,552 235,800
2016 8,394 36,028 13,866 2,923,233 124,484 232,395
2017 8,090 34,960 13,475 3,208,820 158,963 243,439

Source: Employee Benefits Security Administration (2018). Private Pension Plan Bulletin
Historical Tables and Graphs. United States Department of Labor

This trend has been accompanied by a continuous decrease in the number of active
members (paying contributions individuals). Total number of members (active, inactive
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and retired) decreased, but to a much lesser extent, which means that in the same period
there was an increase in the number of retired and inactive members. As a result, annual
contributions have been significantly lower than annually disbursed retirement benefits
since the mid-1980s, and this trend has continued to date.

When considering the liquidation and freezing of pension plans, it should be
noted in the first place that these are not the same procedures. Pension plan termination
implies that the sponsor is released from all costs and obligations regarding pension
plan contractual agreement. A pension plan enters the termination procedure if it has
been insufficiently funded in the prolonged time period or if the pension plan sponsor
is financially distressed. Company shifts the burden of retirement obligations to the
government agency that guarantees the payment of retirement benefits. A sponsor can
also terminate fully funded pension plan, but in that case the accumulated retirement
benefits must be paid, as a lump-sum payment or by purchasing lifelong annuities
(Levine & Golumbic, 2014). The termination procedure is complex and involves a large
number of different costs. Hence, sponsors more often decide to freeze the pension plan.
This procedure takes several forms, such as: closing the pension plan for the admission
of new members, preventing future increases in benefits for active members attributed to
additional years of working career or salary growth (so-called “hard freeze”) or allowing
increases in pensions benefits only for salary growth (so-called “soft freeze”).

Table 2: The evolution of Fortune 500 DB pension plans, 2000-2019

2000 2001 2002 2003 | 2004 | 2005 | 2006 2007 2008 | 2009

Open 95% 93% 92% 89% 84% 79% 72% 62% 58% 52%
Closed 2% 3% 3% 5% 7% 10% 13% 18% 19% 21%
Frozen 3% 4% 4% 6% 9% 10% 14% 18% 22% 26%
Terminated <1% <1% <1% <1% | <1% 1% 1% 1% 1% 1%

2010 2011 2012 2013 | 2014 | 2015 | 2016 2017 2018 | 2019

Open 48% 43% 39% 36% | 32% 29% 28% 26% 25% 23%
Closed 22% 23% 24% 24% 24% 24% 22% 23% 23% 22%
Frozen 28% 32% 34% 37% 41% 42% 44% 45% 46% 46%
Terminated 2% 2% 2% 3% 3% 4% 5% 5% 6% 8%

Source: McFarland, B. (2020). Retirement offerings in the Fortune 500: 1998-2019. Insider,
30(6). Willis Towers Watson, p. 3

The share of pension plans involved with the termination or freezing has increased
since the beginning of the 21st century. According to McFarland (2020), in 2019 as
much as 46% of Fortune 500 companies (the 500 largest US companies) have frozen
their retirement plans, and 22% of the retirement plans were closed to the admission of
new members (Table 2). In addition, 8% of companies have been sponsoring terminated
pension plans in 2019, and only 23% of companies kept their pension plans open to new
entrants.

Regarding occupational DB plans in Canada, in the last decade there have been
some doubts regarding their sustainability in the future. Although DB pension plans
from public sector and private sector still comprise almost 80% of the total number of
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the insured employees, the number of new DB pension plans has been continuously
decreasing from year to year. Also, an increasing number of existing plans are becoming
closed to new members. Pension plan sponsors are progressively shifting toward DC
pension plans. Although the declining trend of the importance of DB pension plans in
Canada has not been as rapid as in the United States, there are expectations that it will
accelerate in the future.

As in other countries, unfavorable demographic trends in Canada have led to the
maturation of pension plans, given that the insured population is getting older on average.
As a result, pension liabilities are continuously rising. On the other hand, financial
market fluctuations at the beginning of the 21st century have reduced investment returns,
causing the deterioration of financial position of DB plans. Government regulations in
Canada require pension plan sponsor to make additional contributions to the pension
plan if there is a large funding gap, which significantly increases the cost of sponsoring
the pension plan.

Figure 3: Mercer Pension Health index, 1999-(01)2020
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Source: Mercer LLC (2020). A long month in the long life of Defined Benefit plans as markets
react to coronavirus pandemic. Retrieved October 5, 2020, from https://www.mercer.ca/en/
newsroom/defined-benefit-plans-plummet-in-q1.html

For the assessment of the funded status of pension plans in Canada, Mercer Pension
Health Index is used. This indicator is calculated as the ratio of assets and pension liabilities
for the modeled pension plan. At the beginning of the observed period, this indicator is
arbitrarily set at the level of 100%. In the following time periods index is calculated under
the assumptions that the paid contributions are equal to the sum of the normal cost (servicing
cost) and additional payments in case of a funding gap of pension plan, and that there are no
further adjustments in the pension arrangement. Figure 3 shows that the funded status of DB
pension plans in Canada was satisfactory at the beginning of the 21st century, as the funding
level was approximately 120%. In the following years the index has decreased, so that, in
the period from 2002 to 2014, DB pension plans have been facing a problem of insufficient
funding. In the last few years, the funded status of DB pension plans has improved, due to
favorable trends in the stock market and the long-term bond market, but the funding level is
still lower than at the beginning of the 21st century (about 112% at the end of 2019).

The problem of insufficient funding has become especially relevant with the onset
of the Global Financial Crisis. Table 3 shows the trends in the number of insufficiently
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funded pension plans and the number of participants in pension plans in the province
of Ontario in Canada, in the period from 2009 to 2017, based on annual DB pension
plan funding reports periodically published by the Financial Services Commission of
Ontario. It can be noticed that the problem of insufficient funding has been gradually
mitigated since 2014. However, in 2017 every fifth pension plan from the observed
sample was insufficiently funded. In addition, what is particularly worrying is the fact
that approximately half of the participants in the observed sample of pension plans were
members of underfunded DB pension plans.

Table 3: Number of underfunded pension plans and the number of participants in the
underfunded pension plans in Ontario, Canada, 2009-2017

Number of Share of Share of
Number of | Underfunded participants in underfunded participants in
pension plans plans the underfunded . the underfunded
. pension plans .
pension plans pension plans
2009 1,539 605 - 39% -
2010 1,506 682 1,074,141 45% 58%
2011 1,438 752 1,182,681 52% 65%
2012 1,387 753 1,264,105 54% 69%
2013 1,361 687 1,300,179 50% 70%
2014 1,311 471 1,168,013 36% 64%
2015 1,283 396 1,109,485 31% 60%
2016 1,333 395 1,089,889 30% 58%
2017 1,378 304 961,965 22% 51%

Source: Financial Services Commission of Ontario (2018). Report on the Funding of Defined
Benefit Pension Plans in Ontario. Retrieved October 3, 2020, from
http://www.fsco.gov.on.ca/en/pensions/actuarial/Pages/risk-based _supervision.aspx

Beside the share of insufficiently funded pension plans in the total number of
pension plans, it is important to determine the magnitude of the funding gaps. Table
4 shows the distribution of funding level in the observed sample of pension plans, in
the period from 2007 to 2017. It can be observed that the share of pension plans with a
funding level of less than 60% was particularly high in 2008 (approximately 8%), but
also in 2011, when almost every tenth pension plan faced a grave funding gap. However,
in the following years the share of pension plans with an extremely low funding level
dropped significantly.

Table 4: Funded status of occupational DB pension plans in Ontario, Canada, 2007-2017

<60% 60%-80% 80%-90% 90%-100% 100%-120% >120%
2007 2.0% 17.6% 33.5% 27.0% 15.2% 4.7%
2008 7.7% 53.0% 18.9% 10.0% 7.7% 2.7%
2009 2.1% 41.0% 36.9% 12.2% 6.0% 1.8%
2010 1.7% 31.2% 40.9% 17.4% 6.7% 2.1%
2011 10.6% 65.0% 15.6% 4.8% 2.8% 1.2%
2012 6.0% 66.1% 18.6% 5.2% 2.2% 1.9%
2013 0.8% 8.4% 28.7% 38.1% 21.7% 2.3%
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2014 2.8% 32.6% 19.7% 19.1% 21.8% 4.0%
2015 5.4% 30.0% 23.8% 20.8% 16.1% 3.9%
2016 1.6% 13.4% 38.2% 32.3% 12.0% 2.4%
2017 3.3% 11.2% 30.3% 34.0% 17.5% 3.7%

Source: Financial Services Commission of Ontario (2018). Report on the Funding of Defined
Benefit Pension Plans in Ontario. Retrieved October 3, 2020, from
http://www.fsco.gov.on.ca/en/pensions/actuarial/Pages/risk-based_supervision.aspx

The situation is similar with pension plans with funding levels in the range 60%-
80% and 80%-90%. In 2009, the number of pension plans that had a funding level greater
than 120% was relatively low, but this number continued to increase in the following
period. In 2017, approximately 21% of the total number of observed pension plans were
fully funded and overfunded, while almost 4% of pension plans had an extraordinary
funded status (greater than 120%), compared to only 1.2% in 2011. On the other hand,
the fact that is raising concerns is the share of underfunded pension plans (funding level
less than 100%) that at 2017 stood at approximately 79%.

Due to the aforementioned trends, the number of occupational DB pension plans
in Canada had been continuously declining between 2009 and 2017, which can be seen
in Figure 4. This trend was particularly pronounced from 2011 onwards. In the same
period, the number of active members in DB pension plans had been decreasing.

Figure 4: Number of DB pension plans and active members in Canada, 2009-2017
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Source: Statistics Canada (2020a). Registered pension plans (RPPs), active members and
market value of assets by special retirement conditions. Retrieved October 4, 2020, from https://

wwwli50.statcan.gc.ca/t1/tbl1/en/cv.action?pid=1110006201

This trend had been particularly pronounced in DB pension plans in the private
sector, unlike the public sector. Although the number of active members decreased, the
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market value of assets in DB pension plans shows an upward trend between 2009 and
2017 (Figure 5). This trend can be explained by favorable developments in Canadian
financial market in the observed period, i.e., the stabilization of the financial market after
2009. In the last few years, the market value of assets is in a phase of stagnation, which
is a consequence of the declining number of active members and the amount of paid
contributions.

Figure 5: Market value of assets of occupational DB pension plans in Canada,
2009-2017 (CAD million)
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Source: Statistics Canada (2020b). Registered pension plans (RPPs), active members and market
value of assets by age and service condition for special retirement. Retrieved October 4, 2020, from
https://'wwwl50.statcan.gc.ca/t1/tbl1/en/cv.action?pid=1110006301

Decline of defined benefit pension plans in Western Europe

The average funding level of Dutch pension funds in 2007 was an extraordinary
1.46 (the funding ratio of | indicates that the pension plan is fully funded at the moment
of valuation), while in 2008 the average funding level decreased to 1.02 (Figure 6).
It should be noticed that even after ten years the funded status has not considerably
improved, so the average funding ratio in mid-2018 was 1.084, which is substantially
lower compared to funded status before the Global Financial Crisis (De Nederlandsche
Bank, 2018). In addition, approximately 25% of the total number of pension funds do not
meet the statutory minimum funding level criterion (104.2% in 2018). A special problem
lies in the fact that insufficiently funded pension funds have 3.2 million active members,
1.9 million pension retirees and 4.1 million inactive members, which is approximately
50% of the total number of DB pension funds’ participants in the Netherlands.

The number of pension funds in the Netherlands is continuously declining.
According to PricewaterhouseCoopers (2017), the total number of pension funds
(industry-wide, mandatory occupational and voluntary occupational) fell from more than
a thousand funds at the end of 1997 to only 268 pension funds in 2017 (Figure 7).
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Figure 6: Funding level of Dutch DB pension plans, 2007-2013
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Source: De Haan, L. (2015). Recovery measures of underfunded pension funds: higher contributions,
no indexation, or pension cuts. Journal of Pension Economics & Finance, 17(4), p. 438

These developments are caused by the consolidation of Dutch pension fund sector,
i.e., the merger of small pension funds with large pension funds. The consolidation of the
pension insurance sector made possible for newly formed pension funds to operate with
low costs, due to the use of economies of scale. In addition, major innovations have been
introduced in the Dutch pension system in the past few years, which have additionally
affected the pension fund sector. The formation of general pension funds (so-called APFs)
in early 2016, as a special type of pension funds for one or more companies (which
may or may not be part of the same business group), further increased the competitive
pressure that “traditional” occupational pension funds have been facing.

Figure 7: Number of DB pension funds in the Netherlands, 1997-2016
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Dutch employers have been increasingly establishing a hybrid form of pension
funds, the so-called “collective defined contribution pension schemes”. In these schemes,
the retirement benefit is calculated by using the pension formula, in which the basis for
calculation is the average salary during the working career. However, unlike traditional
DB pension plans, the employer has no additional financial obligations if the investment
returns are lower than expected. Longevity risk and investment risk are borne by the
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participants. On the other hand, unlike defined contribution pension plans, there are no
individual pension accounts, but all the assets are consolidated in a single pension fund,
thus reducing unit costs. Due to the introduction of new pension schemes, the number of
active members in traditional pension funds has been continuously declining.

Table 5: Number and composition of Dutch DB pension funds 'members,
2007- 2020(in thousands)

Active members Final salary Average salary Combined

2007 5,459 189 5,204 66
2008 5,406 74 5,261 71
2009 5,373 63 5,250 60
2010 5,373 60 5,256 57
2011 5,434 55 5,325 54
2012 5,363 36 5,275 52
2013 5,226 33 5,143 50
2014 5,213 22 5,047 54
2015 5,000 5 4,959 36
2016 4,947 11 4,912 24
2017 4,957 11 4,943 3

2018 4,938 11 4,926 1

2019 5,093 10 5,082 1

2020 5,212 12 5,199 1

Source: De Nederlandsche Bank Database (2020a). Number of active members in thousands.
Retrieved October 1, 2020, from https://statistiek.dnb.nl/en/downloads/index.aspx#/details/
pension-agreements-year/dataset/d2c03ef8-1d7a-4132-bc31-35ab45588fdf/resource/4cd41bde-
134d-4257-8¢23-9259b1902bba

From Table 5, it can be seen that in the period from 2007 to 2020 the number of
participants in pension funds in which the final salary pension formula is used for the
calculation of retirement benefits decreased. The situation is similar for the combined
approach (different combinations of final salary and the average salary pension formula).
In 2020, participants for whom the pension is calculated by using the average salary
pension formula dominated the total population of pension funds’participants. In the
same period, due to unfavorable demographic trends, an increase in the number of
inactive and retired participants occured, which was accompanied by a simultaneous
previously stated decrease in the number of active participants (Figure 8).
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Figure 8: Number of active, inactive and retired members in Dutch industry-wide and

occupational DB pension plans, 1997-2019
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As for Great Britain, the declining trend in the importance of DB pension schemes
has long-term characteristics that are similar to the trend observed in the United States.
Table 6 reports that the number of active participants in DB pension schemes in the
private sector has been continuously decreasing in the period from 2000 to 2018. It
should be noticed that the overall number of active members in private occupational
pension plans rose in the same period, from 5.7 million in 2000 to 11.0 million in 2018.
Also, the number of members in occupational pension schemes in private and public
sector rose from 10.1 million in 2000 to 17.3 million in 2018.

Table 6: Number of active members of occupational DB and DC pension schemes in

Great Britain, 2000- 2018 (millions)

Private sector D?dl::::::n DC pension schemes Public sector Total
2000 5.7 - 4.4 10.1
2005 4.7 3.7 1.0 -
2010 3.0 2.1 1.0 5.3 8.3
2011 2.9 1.9 0.9 53 8.2
2012 2.7 1.7 1.0 5.1 7.8
2013 2.8 1.6 1.2 53 8.1
2014 4.9 1.6 3.2 54 10.2
2015 55 1.6 3.9 5.6 11.1
2016 7.7 1.3 6.4 5.7 13.5
2017 8.8 1.1 7.7 6.3 15.1
2018 11.0 1.1 9.9 6.3 17.3

Source: Olffice for National Statistics (2019b). Occupational Pension Schemes Survey, UK:
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On the other hand, in the same period the number of active participants in private
DC pension plans and in public pension plans has been increasing (the upward trend is
particularly evident in DC plans, starting with the introduction of automatic enrolment in
2013). Although the number of active participants in DB pension schemes is continuously
decreasing, the number of inactive and retired participants did not decrease significantly
in the observed period (Figure 9).

Figure 9: Composition of the insured population in occupational DB pension schemes
in Great Britain, 2004-2016
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Source: Thurley, D. & Mor, F. (2018). Defined Benefit Pension Schemes — 2018 White Paper.
Briefing Paper, No. CBP — 8219. House of Commons, p. 6

Moreover, the number of inactive participants in the period from 2004 to 2016
increased from 5.6 million to 6.7 million. Such developments have caused a deterioration
in the financial position of pension schemes, given the rising gap between the amount of
contributions and pension liabilities.

Figure 10: Gap between pension liabilities and assets of DB pension schemes in
Great Britain, 2006-2016
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Figure 10 shows the trend of continuous increase in the gap between the value of
pension liabilities and the market value of DB plans’ assets since 2007. Accordingly, the
funding position of pension schemes is becoming increasingly unfavorable. In addition,
the fact that the funding problem has worsened in the past few years is particularly
worrying, as can be seen in Figure 11, which shows the deficits of pension schemes
sponsored by the FTSE 350 companies.

Figure 11: Funding gap of FTSE 350 DB pension schemes, 2015-2017
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Source: Willis Towers Watson (2017). FTSE 350 DB Pension Scheme Survey 2017, p. 6

In Figure 11 it can be seen that the funding gap of pension schemes in only one
year (end of 2015 - end of 2016) increased from 50 billion pounds to as much as 200
billion pounds, and that in the following period a slight decrease in the funding gap
occurred.

As it can be seen from the previous discussion, the decline of DB pension plans
has been particularly pronounced in the United States and Great Britain. The number
of pension plans and pension plans’ members has been continuosly declining during
the past two decades, while the funded status has been worsening in the same period.
This is in line with the previous research efforts carried out by Broadbent, Palumbo
and Woodman (2006) and Munnell (2008). Also, the decline is much less noticeable
in Canada and the Netherlands which is in consistence with the conclusions given in
Munnell (2008). Unlike pension plans in the United States and Great Britain, pension
plans in Canada and Netherlands are still reporting satisfactory funded status, though the
number of active members has decreased in both countries, while the number of retired
and deffered members is on the rise.

Conclusion

Over the last two decades, the shift from DB pension plans to DC pension plans
and hybrid pension plans has become evident. In some countries (e.g., Great Britain and
the United States), this trend is encouraged through regulation (automatic enrollment or
employer’s matched contributions in DC pension plans). The number of newly opened
DB pension plans is decreasing from year to year, which suggests that the pure DB
pension model is outdated. However, DB pension plans still have an important role in
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the global financial market. This is supported by the fact that most of the largest pension
plans globally are defined benefit pension plans. The size of DB pension plans can be
attributed to the decades-long investing in financial market and accumulation of assets.

The decline of DB pension plans is particularly striking in the private sector. In the
public sector, occupational DB plans will continue to be a dominant model of pension
insurance. The level of their dominance will depend on the ability of government, which
is ultimately the public pension plans’ sponsor, to compensate for the funding gaps of
pension plans and guarantee the payment of retirement benefits to public servants. In
private sector, companies that sponsor pension plans guarantee the payment of retirement
benefits with their own business income, without the possibility of transferring that risk
to a third party in the long run.

Based on the presented data for four countries with the most developed occupational
DB pension plans, it can be seen that their financial position has significantly deteriorated
in the previous period, not only regarding the number of participants but also the long-
term financial sustainability. The analyzed trends in the observed countries are of a
decades-long property, without significant possibilities for their reversal in the future,
especially when it comes to demographic factors. In addition, it should be stated that in
the observed countries private sector is dominant with a large number of companies that
have sponsored DB pension plans for decades. The trend of freezing and termination
of pension plans, which became particularly evident after the Global Financial Crisis,
implies that companies are less and less oriented towards preserving DB pension plans.

As for the scientific contribution of the paper, it should be emphasized that, to
the best of the authors’ knowledge, this research issue has not yet been analyzed in the
Republic of Serbia, although there are many research efforts internationally that dealt
with this subject. The main weakness of the paper is the absence of the empirical analysis.
By using some of the statistical tests to prove the existence of the downward trend in
the importance of DB pension plans, an empirical confirmation could be obtained that
would improve the quality of the paper. This remark also provides the recommendation
to further research.
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EMPLOYEES’ SATISFACTION WITH
COMMUNICATION IN THE ORGANIZATION

Abstract

Success of an organization is connected to employees’ motivation and their
satisfaction. Motivation growth in an organization is directly influenced by
employees’ communication at all levels. The subject of the survey is employees’
satisfaction with communication in an organization. The aim of this work is to find
out how 500 employees in Nis region estimate communication in an organization,
the communication influence to the work motivation and work satisfaction in
organization, how the employed managers value the superiors’ communication
to the employees, and which aspect of communication they are satisfied with, as
well as how the employees and managers value the superiors’ communication
with the employees and which aspects of communication they are satisfied with.
In the work the first to be analyzed were the relevant theoretical attitudes on the
influence of employees’ communication and communicational pleasure amongst
them. The results of the realized empirical survey show that even though the
employees at all levels in organization are definitely conscious of the importance
of communication in organization, the managers have more positive attitude than
the employees concerning the influence of certain communication on the work
motivation and job satisfaction. There are remarkable differences in estimating
satisfaction with certain aspects of communication, too, and the higher the position
level of the observed in the organizational hierarchy is the more positive attitude on
communication as a motivational factor in communication satisfaction is.

Key words: motivation, communication, organization, communication
satisfaction.
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mehy 3anocnenuma na ceum Hugouma. Ilpeomem ucmpasicusarsa je 3a006806CmMeo

! nesapet@mail.ru, ORCID ID 0000-0002-8518-5344
2 mrapajic@jura.kg.ac.rs, ORCID ID 0000-0002-1268-6826

O©JlpyurBo exonomucTa “Exonomuxa” Humr 39
http://www.ekonomika.org.rs



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

3anocieHux KOMyHuKkayujom y opeanusayuju. Lfuw oeoe paoa je oa ce ymepou kaxo
500 3anocrenux y paznuuumum opeanuzayujama HUUABCKO2 OKpyea oyerbyje Ko-
MYHUKayujy y opeanusayuju, ymuyaj oozoeapajyhe komyuuxayuje na nogeharve
Momusayuje 3a pao u 3a00680/6CMBO NOCIOM ) OP2AHU3AYUJU, KAKO 3aNOCIEeHU U
MeHayepu oyeryjy KOMYHUKAYUjy 3anocieHux ca naopehenuma u Kojum dcnek-
MUMA KOMYHUYUPALA CY 3a0060/bHU, ANU U KAKO 3aN0CAEHU U MeHauepu oyernyjy
KOMYHUKayujy Haopehenux ca 3anocieHuma u Kojum acneKmuma KOMyHUuyuparea
¢y 3a00806HU? Y pady cy npeo anarusupaHy peresanmuiy meopujcKu cmagos o
3a0080/6CMBY 3ANOCIEHUX KAO PaKmMOopy uxose Momusayuje, a NOMom U cmeaso-
68U 0 YMUYajy Koju KOMyHUKAyuja uma Ha MOmusayujy 3anocienux u 3a0080,/6Cmeo
KomyHukayujom mehy sanocienuma y opeanuzayuju. Pesyimamu cnposedenoe
EMNUPUJCKO2 UCIPAdICUBAILA NOKA3YJY 0d, UAKO CY 3aNOCienu HA CUM HUBOUMA
Y op2aHuzayuju C6eCHU 3HAYAja KOMYHUKAYUje y opeanusayuju, meHayepu umajy
NOUMUSHUU CIAB 00 3aNnociienux 0 ymuyajy oozoeapajyhe komynukayuje na mo-
musayujy 3a pao u 3a0080/6CME0 Nociom y opeanuzayuju. Takohe, oa nocmoje
3HauajHe paziuke y oyeHu 3a0060/bCMBA HEKUM ACNeKMUMA KOMYHUYUPAara U od
ca nogeharbem HUB0A NO3UYUje UCNUMAHUKA Y OP2AHU3AYUOHO] Xujepapxuju no-
3UMusHUje nocmaje MuuL/berbe 0 KOMYHUKayuju Kao MOmueayuonom Gaxmopy u
3a0080/6CMEY KOMYHUKAYUJOM.

Kwyune peuu: momusayuja, KomyHukayuja, opeanusayuja, 3a0080/6Cmeo Ko-
MYHUKAYUJOM.

Introduction

Without adequate evaluation and motivation of employees, organizations cannot
create and successfully adapt their offer to requirements of the environment. There is a
direct positive relationship between the level of achievement of the organization’s goals on
one hand, and motivation and satisfaction of their employees, on the other hand. Satisfied
and loyal employees create foundation for efficient work of the organization. Aware of
the impact of communication on increasing employee motivation and the importance of
building a communication system that leads to increased motivation and job satisfaction,
managers strive to improve communication at all levels in the organization. The subject of
this research is to assess employee satisfaction with communication in the organization,
and the goal is to determine: Are the employees satisfied with communication in the
organization? How much can appropriate communication increase motivation for
work and job satisfaction in the organization? How employees and managers evaluate
employees’ communication with superiors and what aspects of communication are they
satisfied with? How employees and managers evaluate superiors communication with
employees and which aspects of communication are they satisfied with?

In order to prove that communication among employees at all levels increases
employee motivation and job satisfaction in the organization, and that there is a
difference between managers and employees in assessing satisfaction with some aspects
of communication, the authors systematized and analyzed knowledge from relevant
sources and conducted empirical research of employees satisfaction with communication
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in the organization. The authors analyze employee satisfaction as a determinant of their
motivation, the impact of communication on development of employee motivation in the
organization, and satisfaction with communication among employees in the organization,
explain applied research methodology, and present results of empirical research and
discuss the results.

Employee satisfaction as a determinant of motivation

In the era of accelerated economic processes, with frequent, sudden and
unpredictable changes, organizations see employees as a key resource for achieving
goals and a crucial factor of competitive advantage (Krsti¢, 2009). Employees are the
basis of functioning of the organization, because only highly motivated and satisfied
employees lead organization towards the set goals. The increase in success in performing
employees tasks directly contributes to increase in the overall success of the organization.
The efficiency of engaging human resources as a segment of total intellectual resources
becomes a crucial factor in assessing economic strength of the organization (Veselinovic,
Krsti¢ & Veselinovi¢, 2021).

Motivation and satisfaction of employees with work they perform become the
key to success of the organization (Tanasijevi¢, 2007). Job satisfaction is a pleasant or
positive emotional state that results from a work experience (Locke & Latham, 1990).
It is the result of the employee’s perception that his job enables him to achieve what is
important to him and acquires a positive and mutual relation with life satisfaction (Judge
& Watanabe, 1993) and the impact of satisfaction on personal, social and working life
(Sempane, Rieger & Roodt, 2002).

Development of enthusiasm among employees who focus their efforts on
achieving goals of the organization leads to better results (Vorina, Simoni¢ & Vlasova,
2017). Paying attention to employees can increase their productivity, increase level
of job satisfaction and meeting needs through rewards for achievement, because it is
in human nature to expect a reward for performing a certain activity (Vroom, 1964),
while avoiding vaguely defined roles of team members, lack of trust between them, and
inadequate reward system (Lazarevi¢ & Luki¢, 2018).

In order to increase business management efficiency in the organization, managers
assign employees to those job positions where their characteristics can best be expressed
(Petkovi¢ & Stankovi¢, 2011), strive to “enrich” the work of employees through:
creativity, innovation, greater autonomy in work, flexibility of working hours, teamwork,
and the compensations that employees receive for successfully performed jobs and
special efforts are harmonized with the recognized needs of employees that are different
and require defining an appropriate reward system (Pordevi¢ & DBuki¢, 2005).

Employee satisfaction depends on their expectations and the extent to which they
are achieved, and is measured by discrepancy between level of aspiration and achieved
results. The quality of employee satisfaction assessment is conditioned by defining
priorities of their needs. It is not possible to assess employee satisfaction without knowing
the hierarchies of needs that are specific for them (Tanasijevi¢, 2007). Job satisfaction
is directly related to life satisfaction (Stepanov, Paspalj & Butulija, 2016). Public sector
research shows that four dimensions of organizational climate: reward orientation,
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responsibility, structure, and participation are significant factors of job satisfaction
(Pangil, Yahya, Johari, Md Isa, & Daud, 2011).

Doing jobs that employees do not like leads to dissatisfaction, frustration,
unfulfillment, apathy, envy, and a whole range of other negative states and emotions. A
successful and fulfilled life of an individual who has realized himself is directly related to
his ability to discover potentials he was born with, and to use them. As people often lack
the ability of self-awareness, it is up to managers to discover what talents, knowledge
and abilities employees have, and which they can develop. Encouraging employees to
develop their potentials raises level of employees’ ability to do their jobs more efficiently.
Self-realization and self-affirmation of employees increase their satisfaction, efficiency
and effectiveness of the organization increases, a successful organization invests in
development of employee potential through adequate communication, and employees
further increase efficiency of their work.

Based on how much the organization manages to provide high quality employees,
and then to organize and motivate them, the greater success will be in functioning of the
organization. Due to the diversity of personality structure, specific knowledge and skills,
different needs and preferences, employees are a specific factor of success of organizational
functioning (Francesko & Mirkovi¢, 2008). Organizing and motivating employees by
harmonizing their different characters and expectations is a demanding task for the manager,
especially if we keep in mind that employees primarily strive to achieve personal interests that
may or may not be in line with organizational goals. In organizational culture development,
the balance between business and private life can play a crucial role, employees focus on
work activities, while at the same time creating a healthy counterbalance in the form of
personal interests and family activities, and thus ultimately increasing productivity and other
business performances of the organization (Mladenovi¢ & Krsti¢, 2021).

Influence of communication on employees motivation
in the organization

As the most important life skill for a person, represented in almost all human
activities, communication is inseparable from work, and is a prerequisite for success in
any business. To achieve high business performances of the organization, the quality of
employees, their competencies, loyalty and commitment are important. It depends on
building loyalty and commitment of employees to work they perform whether and to
what extent employees will become factor of competitive advantage of the organization,
and this can be crucially influenced by communication in the organization (Auer Antoncic
& Antoncic, 2011).

Communication is seen as a process of transmitting thoughts and ideas from one
person to another (Francesco & Gold, 2005, p. 70) in a way where it is expressed in a
form the recipient can properly understand. It is the most common mean of exchanging
information between employees at work, and between the organization and business
environment. By exchanging information, between employees in the organization
themselves, and between the organization and the business environment, relationships
are established between people in which they exchange meaningful and clear messages
of importance for whom they are intended.
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Communication is the basic element of socialization of each individual with a
key role in creating relationships on private and business level (Bolfek, Milkovi¢ &
Lukovac, 2017) and an important factor influencing employee satisfaction that results
in higher productivity and business success. It is difficult to imagine business activities
without communication, so naturally organizations are directed to communication, with
successful communication among employees in the organization required for success
(Kolev & Tadi¢, 2017). Communication among employees in an organization is a strong
factor of job satisfaction (Pettit, Goris & Vaught, 1997).2

Communication, realized between all participants within the organization and through
organization’s contacts with environment, affects satisfaction of employees with work, and
thus with success of the organization. Behavior of employees in the organization is directed in
a way where they can meet their own needs, while meeting goals of the organization, because
people become part of the organization guided by personal interests in meeting certain
needs (Stepanov, Paspalj & Butulija, 2016). Within the working hours that employees spend
performing tasks, up to 80% are spent in communication: 9% in writing, 16% in reading,
45% in listening and 30% in conversations with other employees (Kaser, 2013).

Problems in managing an organization are most often caused by poor communication
- the recipient does not always have to understand what the sender of the message wanted
to communicate, given that they have their own limitations and that there is much
influence on message itself during transmission between them. Communication that is
established at a satisfactory level between employees at all levels of the hierarchy and in
both directions - both with superiors and with subordinates - is desirable. In order for the
message to be adequately understood, it is assumed that the sender and the recipient have
a common basis (Clark & Brennan, 1991), such as education, experience, origin, value
system, attitudes (Pordevi¢ & Ivanovi¢ Buki¢, 2013).

Satisfaction with communication in the organization

Employees have different expectations from their communication relationships with
immediate and senior executives (Pincus & Ravfield, 1987). Managers’ communication
with employees, expressed through willingness to hear their problems and help solve
them, will lead to a sense of security among employees, an increased sense of belonging
to the community and self-affirmation. By sending incentive messages to employees,
managers encourage their self-confidence and efficiency (Mihajlov & Mihajlov, 2010).
The greatest impact on employees feeling that the organization shows respect for their
commitment and work results has the introduction of advanced technologies and modern
means of work, with an increase in wages and a fairer distribution of income.

’Having used the data collected from 302 employees in two different production companies by using
of moderated regression analysis, the authors have investigated the influence of communication
between the employees in organization to relationship of performance results and work satisfaction,
and concluded that horizontal communication coordinates the relation between salary satisfaction
and performance results, while the information accuracy has shown the close connection between
the work satisfaction and performance results, where communication dimensions of highest
influence were information accuracy, interaction needs, communication pressure, confidence in
the superior, the influence of the superior, and communication satisfaction.
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Communication increases job satisfaction and consequently develops work
motivation (Milanovi¢, & Dragicevi¢ Radicevi¢, 2019), there is a relation between
satisfaction with communication in the organization and job satisfaction and work
performances (Pincus, 1986)*, increase of communication efficiency between employees
leads to increase in motivation of employees and increases their work capacity
(So, et. al., 2018). There are no differences in the assessment of job satisfaction and
communication among and between subordinate and superior groups (Steele & Plenty,
2015)°. Socio-demographic characteristics of employees have a significant influence
on certain dimensions of satisfaction with communication in the organization. The
results of research on the importance of socio-demographic characteristics and
personality dimensions of employees on communication satisfaction, in a sample of 119
employees was presented that, except for the gender structure of respondents, all other
examined socio-demographic characteristics have an impact on certain dimensions of
communication satisfaction (Nedeljkovi¢ Knezevi¢, Mijatov & Nedeljkovié, 2019)°.
Communication in the workplace can have a lasting effect on employee motivation: good
communication raises quality of employee engagement, a sense of satisfaction with job,
commitment to organization, and increase of trust in the workplace (Rajhans, 2012)’.
The study concludes that there is a demand for effective communication as a result of
employee relationship management, because communication in the organization plays
a vital role in employee motivation and performance; modern organizations face a
new reality - increased employee workload, longer working hours, greater emphasis
on performance and risk, and communication among employees plays a crucial role
in management efforts to redirect employees confused by changes, and informs and
motivates those who adapt more easily.

Internal communication has a significant positive effect on employee satisfaction,
and internal communication and employee satisfaction significantly influence internal
integration, which subsequently affects external integration with business partners

* In a field study conducted on a sample of 327 nurses, Pincus (1986) investigated relationship
between perceived satisfaction with communication in the organization and job satisfaction
and work performances, and found significant positive relationships between: a) satisfaction
with communication and job satisfaction, and b)satisfaction with communication and work
performances.

> The study examined communication competences, satisfaction with communication, and
differences in job satisfaction within and between groups in the supervisor-subordinate relationship,
as well as the relationship between three communication phenomena and satisfaction in a sample
of 152 subordinates and 20 superiors in a public enterprise.

¢ Correlations were determined between certain dimensions of personality (extraversion,
pleasantness, conscientiousness, openness to new experiences, neuroticism) and certain dimensions
of employee satisfaction with communication (communication climate, communication with
superiors, organizational integration, media quality, communication with employees, staff
feedback, perspective of organizations).

7 The paper presents a study with findings on effects that communication in the organization
has on employee motivation and performances, in an example of Vanaz Engineers Ltd., a large
manufacturing company, known in India for various and quality products, specializing in the
production of alternative fuels, auto components, valves, pressure/flow control devices, automatic
LPG filling stations.

44 EKOHOMUKA EEX3]



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

(Jacobs, Yu & Chavez, 2016)8. The process of internal communication directly affects
building of relationships between managers and employees, effective communication
improves climate in the work environment, increases employee awareness of activities
and plans of the organization, through feedback managers receive employee suggestions,
which fully uses accumulated experience of all its employees, improves the role of
manager and gives a more positive attitude towards changes in the organization, increases
opportunities to solve problems before they escalate into crises, creates and maintains
employee commitment and concentrates efforts on ongoing tasks, while achieving
company goals at the same time (Hola, 2012). Good internal communication depends
on knowing and taking into account opinions of employees; if neglected, it can result in
lack of motivation, resignation, and ultimately abandonment of the organization in favor
of competition (Constantin & Baiasa, 2015).

Satisfaction with communication among employees in the organization plays a
significant role in increased employee engagement, internal communication and employee
engagement are “powered” in a continuous virtual circle (Tkalac Verci¢ & Poloski Voki¢,
2017)°. Good communication between managers and other employees contributes to
meeting basic needs of employees. They primarily enter into organization and “alliance”
with other people in order to provide security, belonging and self-affirmation as basic needs,
and communication itself is one of basic means to meet these needs. The communication
climate among team members has a positive effect on creativity and internal motivation,
further encouraged by external motivation (Zhu, Gardner & Chen, 2016).

Research methodology

Research of employee satisfaction with communication in organizations of Nisava
district was realized by applying a survey with 45 questions. The sample included 500
respondents: both sexes; different years of age and years of service; different education;
social parents background; household type; employment status; current positions in the
organization; number of employees in the organization; form of organizing organization;
manufacturing, trade, banking, telecommunications, traffic, service, and administrative
activities. 412 valid questionnaires were used for analysis.

Analysis of relevant theoretical sources in the field of management, psychology,
sociology and marketing, and empirical research of employee satisfaction with
communication in the organization, conducted using the survey method, are aimed
at understanding relationship between employee position in the organization with
communication satisfaction and aspects of communication, defined by the authors,
which are satisfying for the managers and employees.

The method of generalization was used in determining basic concepts, starting
points and appropriate assumptions; comparative method was used to record differences

¢ From the perspective of social capital theory, the study has investigated the effect of internal
communication and employee satisfaction on supply chain integration, in an example of 214
Chinese manufacturers.

® The results of study showed that employees are most satisfied with feedback, informal
communication and communication during meetings.
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between individual categories, in order for these categories to be more completely
determined in relation to each other; in order to record and consider key features of
certain factors, methods of analysis and description were used; in order to contribute to
adequate analysis of influence of employee behavior factors, methods of synthesis and
logic were applied; in order to reach appropriate solutions from the initial hypotheses
used in the research, the deductive method was used, and the inductive method was used
to form and formulate appropriate conclusions. Quantitative data collected using the
survey technique were processed in SPSS, and the use of statistical methods - descriptive
statistics, y2 test, correlation analysis via Spearman’s correlation coefficient, Mann
Whitney and Kruskal Wallis test, contributed to formulation of reliable conclusions.
Out of 412 respondents, 35 (8.50%) are in top management, 57 (13.83%) are the
middle management level, and 61 (14.81%) are first level of management, ic a total
of 153 (37.14%). ) managers. There are 259 (62.86%) respondents in the position of
employees: 128 (31.07%) in the position of administrative jobs (a.j.) and 131 (31.79%)
employees in the position of technical jobs (t.p.).
In the research of employee satisfaction with communication in the organization,
the authors asked following research questions:
1. Are employees satisfied with communication in the organization?
2. How much can appropriate communication increase motivation for work and
job satisfaction in the organization?
3. How do employees and managers evaluate employees’ communication with
superiors and which aspects of communication are they satisfied with?
4.  How do employees and managers evaluate communication of superiors with
employees and which aspects of communication are they satisfied with?

Research results and discussion

1) In assessing satisfaction with communication among employees in the
organization, 16.50% of respondents said that communication is very good, 17.48% that
it is good, 40.29% took a neutral position, expressing opinion that communication among
employees is satisfactory, 18, 69% say it is weak, while 7.04% of respondents think that
communication among employees in the organization is very poor. The above data indicate
that the respondents do not think that communication among employees in the organization
is good (1/3 of respondents, or 33.98%), while 40.29% consider it satisfactory. (Table 1).

Table 1. Assessment of respondents about communication among employees

Evaluation of communication among employees | Number of respondents % of respondents
a) very good 68 16,50
b) good 72 17,48
c) satisfying 166 40,29
d) weak 77 18,69
e) very bad 29 7,04
Total 412 100,00

Source: Author's research
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2) Of the total number of respondents, 35.68% believe that appropriate communication
can greatly increase motivation for work and job satisfaction of employees in the organization,
and 43.93% believe that appropriate communication can significantly increase motivation
for work. The data above indicate that % respondents (79.61%) believe that appropriate
communication can greatly and significantly increase the motivation for work and job
satisfaction of employees in the organization. On the other hand, 17.48% of respondents
believe that communication does not affect work motivation too much, and 2.91% of
respondents believe that communication cannot affect work motivation at all (Table 2).

Table 2. Assessment of the impact of communication on increasing motivation for work and
employee satisfaction with work in the organization

Assessment .Of cpmmunication impact on incrgasing i G S i % of respondents
work motivation and employee job satisfaction
a) greatly 147 35,68
b) quite 181 43,93
v) not too much 72 17,48
g) not at all 12 2,91
Total 412 100,00

Source: Author s research

The Kruskal Wallis test was used to examine differences in opinion on the influence
of appropriate communication on work motivation between respondents at different
positions in the organization (Table 3).

Table 3. Average values of attitudes about the impact of appropriate communication on the
motivation for work of respondents at different positions

Position in organization Average value Standard deviation sig
a) top management 1,67 0,68
b) middle level management 1,79 0,68
v) first level management 1,60 0,72 0,000
g) employees at administrative positions 1,81 0,85
d) employees at technical positions 2,15 0,79
Total 1,87 0,80

Source: Author's research

Based on obtained significance, it can be noticed that there is a significant
difference (sig = 0.000) between respondents at different positions in relation to opinion
on influence of appropriate communication on work motivation. Average values show
that managers have more positive attitude about the impact of appropriate communication
on work motivation than employees, with first level managers having the most positive,
and employees in technical jobs the most negative attitude.

The 2 test was used to analyze influence of position in the organization on attitude
about influence of appropriate communication on work motivation (Table 4).
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Table 4. y2 test results of position influence in the organization on attitude about influence of
appropriate communication on work motivation

L. Management Employees
Communication increases ‘ 2 &
work motivation top Eid first level | adm.jobs t?Chn'
level jobs

a) greatly 16 21 32 52 28
b) quit 15 28 20 56 59

) quite 4493 | 0,000
v) not too much 4 8 9 12 40
g) not at all 0 0 0 8 4

Source: Author's research

Based on results of y2 test, it can be seen that there is a connection between
evaluation of appropriate communication impact on motivation to work with position
of respondents in the organization. From the presented frequencies, it can be seen that
all five categories of respondents according to positions in the organization generally
positively observe impact of appropriate communication on work motivation, but it is
noticeable that percentage of managers with positive opinions is significantly higher than
percentage of employees with high grades.

To verify the fact that employees in all positions in organization generally positively
perceive impact of appropriate communication on work motivation and that percentage
of managers with a positive opinion is much higher than percentage of employees with
high grades, Spearman’s correlation coefficient was used (Table 5).

Table 5. Spearman’s correlation coefficient of position in the organization and assessment of
appropriate communication impact on work motivation

Correlation of position in organization and assessment of Communication increases work
appropriate communication impact on work motivation motivation
s Lo Rs 0,225
Position in organization -
sig 0,662

Source: Author s research

The value of Spearman’s correlation coefficient is statistically significant and
positive. This confirms the fact that with increase of respondents position in organization,
opinion about communication as a motivating factor becomes more positive.

3) In order to determine whether there are differences in employee satisfaction in
communication with superiors in organization, data for employees and managers were
separated.

Employees are most satisfied with availability of superiors to employees (3.76),
using power that superior has to help employees solve problems at work (3.38) and
existence of superiors’ trust in employees (3.34), and least satisfied with stimulating
employees in appropriate manner (2.95), frequency of meetings with employees (2.99),
and creating opportunities for development and improving employees work skills (3.07)
(Table 6).
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Table 6. Assessment of employees’ degree of satisfaction with communication between employees

and superiors

Aspects of communlcatlon' between employees and Min. Max. Average Stand. deviat.

superiors value
a) immediate superiors are available to employees 1 5 3,76 1,16
¢) superior uses his power to help employees solve 1 5 338 1.25
problems at work
e) superior has confidence in employees 1 5 3,34 1,12
b) superior knows problems of employees and helps 1 5 334 114
solving them
1) superior recognizes potential of employees 1 5 3,33 1,30
j) is open and ready to hear remarks of employees 1 5 3,27 1,34
h) sends ' feedbac.k to employees during 1 5 325 114
implementation of daily tasks
k) is open to new ideas and initiatives of employees 1 5 3,20 1,22
e) supports employees and is ready to pledge his | 5 3.17 136
authority
n) there is great trust of employees in superior 1 5 3,10 1,27
.d) addltl(.)nallyA r_notlvate‘s employees by getting 1 5 3.09 126
involved in decision making
i) creates opportunities for development and
. . . 1 5 3,07 1,16
improvement of business skills of employees
m) superior often holds meetings with employees 1 5 2,99 1,42
f) stimulates employees in appropriate manner 1 5 2,95 1,31

Source: Author s research

Managers are most satisfied with availability of immediate superiors to employees
(3.96), using the power that superiors has to help employees solve problems at work
(3.70) and sending feedback to employees during daily tasks (3.60), and existence of
great trust of employees in superior is assessed the least strong (3.23), stimulation of
employees in appropriate manner (3.25) and frequency of meetings with employees
(3.28), which expressed the attitude that there is a lack of trust of employees in their
superior, not to stimulate employees in an appropriate manner and not to hold meetings

with employees often enough (Table 7).
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Table 7. Assessment of managers’ degree of satisfaction with communication

between employees and superiors

Aspects of commumcatlon. between employees and Min. Max. Average Stand. deviat.
superiors value

a) immediate superiors are available to employees 1 5 3,96 1,01
c) superior uses his power to help employees solve 1 5 3.70 1,06
problems at work
h) .sends feedback to employees during implementation of I 5 3.60 1.02
daily tasks
d) the superior has confidence in employees 2 5 3,57 0,96
b) superior knows problems of employees and helps 1 5 3,55 1.08
solving them
j) is open and ready to hear remarks of employees 1 5 3,53 1,17
k) is open to new ideas and initiatives of employees 1 5 3,47 1,12
i) creates opportunities for development and improvement

. . 1 5 3,44 1,10
of business skills of employees
1) superior recognizes potential of employees 1 5 3,43 1,11
e) supports employees and is ready to pledge his authority 1 5 3,39 1,24
¢) additionally motivates employees by getting involved
: .. . 1 5 3,29 1,11
in decision making
m) superior often holds meetings with employees 1 5 3,28 1,16
f) stimulates employees in appropriate manner 1 5 3,25 1,20
n) there is great trust of employees in superior 1 5 3,23 1,17

Source: Author's research

To determine whether there is a statistically significant difference between employees
and managers in assessing satisfaction degree of communication between employees and

superiors in the organization, the Man Whitney test was performed (Table 8).

Table 8. Results of the Man Whitney test to compare differences between average values of

employee satisfaction with communication with superiors, between employees and managers

.. Employee Managers
Aspects of communication between .
employees and superiors Average Stand. Average Stand. Sig
value deviat. value deviat.

a) immediate superiors are available to 3.76 1.16 3.96 0.138
employees

b) superior kr}ows problems of employees 334 114 3.55 0,075
and helps solving them

c¢) superior uses his power to help employees 338 1.25 3.70 0,020
solve problems at work
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d) the superior has confidence in employees 3,34 1,12 3,57 0,96 0,116
e). support's employees and is ready to pledge 3.17 1.36 3.39 124 0.176
his authority

f) stimulates employees in appropriate 2,95 131 325 1.20 0,028
manner

2) .add.ltlonally .motl\faFes emPloyees by 3.09 126 3.29 111 0.170
getting involved in decision making

1.1) sends fe?edback .to employees during 325 114 3.60 1.02 0,002
implementation of daily tasks

%) creates opportumt.les for qevelopment and 3.07 1.16 344 1.10 0,003
improvement of business skills of employees

j) is open and ready to hear remarks of 327 134 3.53 117 0.072
employees

k) is open to new ideas and initiatives of 3.20 122 347 112 0.037
employees

1) superior recognizes potential of employees 3,33 1,30 3,43 1,11 0,544
m) superior often holds meetings with 2.99 142 3.8 1.16 0,081
employees

n) there is great trust of employees in superior 3,10 1,27 3,23 1,17 0,322

Source: Author s research

Based on obtained significance of differences between employees and managers, in
assessing degree of satisfaction with communication between employees and superiors in
the organization, it can be seen that statistically significant difference between managers
and employees exists in assessing satisfaction with following aspects of employee
communication with superiors: the superior uses his power to help employees solve
problems at work (sig = 0.020); supports employees and is ready to pledge his authority
(sig = 0.028); sends feedback to employees during implementation of daily tasks (sig =
0.002); creates opportunities for development and improvement of employees business
skills (sig = 0.003); is open to new ideas and initiatives of employees (sig = 0.037).
Managers are more satisfied with all these aspects of communication.

The Kruskal Wallis test was used to examine differences in average values of
employee satisfaction with communication with superiors, between respondents in
different positions in the organization (Table 9).

Table 9. Average values of satisfaction ratings of communication between employees and
superiors for each position in organization

L Management Employees
Aspects of communication between . si
employees and superiors top middle first dtidn - &
level level ) )

a) immediate superiors are available to 411 3.93 3.93 3.84 3.67 0.172
employees

b) superior kn9ws problems of employees 400 3.50 3.40 341 324 0,004
and helps solving them
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c) superior uses his power to help 42 371 3.40 344 330 0,000
employees solve problems at work

d) the superior has confidence in employees | 4,00 3,50 3,47 3,25 3,39 0,015
e) suppqrts emp_loyees and is ready to 411 336 3.07 3.19 3.12 0.001
pledge his authority

f) stimulates employees in appropriate 400 3.29 2.87 3.00 2.85 0.000
manner

g) additionally motivates employees by | 350 | 350 | 503 | 300 | 303 0,001
getting involved in decision making

h) sends feédback tf’ employees during 3.78 3.50 3.53 341 3.12 0,004
implementation of daily tasks

i) creates opportunities for development

and improvement of business skills of | 4,00 3,50 3,13 3,19 2,91 0,000
employees

j) is open and ready to hear remarks of 400 3.50 3.40 334 3.15 0.012
employees

k) is open to new ideas and initiatives of 3,78 371 3.13 338 3.00 0,000
employees

1) superior recognizes potential of 411 3.29 320 347 3.18 0,001
employees

m) superior often holds meetings with 3,78 3.36 2,93 3.16 2.8 0,001
employees

n) thgre is great trust of employees in 3.89 321 2.87 3.19 3.00 0,001
superior

Source: Author s research

Based on the obtained significance of differences in average values of employee
satisfaction with communication with superiors, between respondents in different positions
in the organization, it can be said that a statistically significant difference between these
categories of respondents exists in assessments of following aspects of communication:
superior knows problems of employees and helps solving them (sig = 0,004), superior
uses the power he has to help employees solve problems at work (sig = 0,000), stimulates
employees in an appropriate way (sig = 0,000), sends feedback to employees during
implementation of daily tasks (sig = 0,004), creates opportunities for development and
improvement of employees business skills (sig = 0.000), is open and ready to hear remarks
of employees (sig = 0.000), is open to new ideas and initiatives of employees (sig=0.012),
superior recognizes the potential of employees (sig = 0.001), the supervisor often holds
meetings with employees (sig = 0.001); top managers are most satisfied with these aspects
of communication, and employees in technical jobs are the least satisfied; the superior has
confidence in employees (sig = 0.015); top managers are the most satisfied, and employees
in administrative jobs are the least satisfied; supports employees and is ready to pledge his
authority (sig = 0.001), additionally motivates employees by getting involved in decision-
making (sig = 0.001), there is great trust of employees in superiors (sig = 0.001); top
managers are the most satisfied, and first-level managers are the least satisfied.

The relationship between degree of satisfaction with communication between
employees and superiors and position of respondents in the organization was examined
by analyzing Spearman’s correlation coefficient (Table 10).
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Table 10. Spearman's correlation coefficient of position in the organization and degree of

satisfaction with communication of employees with superiors

Aspects of communication between employees and superiors Position in organization
. . . . Rs -0,116
a) immediate superiors are available to employees
sig 0,018
) ) Rs -0,156
b) superior knows problems of employees and helps solving them
sig 0,002
. . Rs -0,175
¢) superior uses his power to help employees solve problems at work
sig 0,000
. . Rs -0,109
d) the superior has confidence in employees
sig 0,027
Rs -0,133
e) supports employees and is ready to pledge his authority
sig 0,007
) . . Rs -0,180
f) stimulates employees in appropriate manner
sig 0,000
i : P ; . Rs -0,143
g) additionally motivates employees by getting involved in decision
making sig 0,004
Rs -0,184
h) sends feedback to employees during implementation of daily tasks
sig 0,000
i) creates opportunities for development and improvement of business Rs -0,235
skills of employees sig 0.000
o Rs -0,155
j) is open and ready to hear remarks of employees
sig 0,002
Rs -0,196
k) is open to new ideas and initiatives of employees
sig 0,000
. . . Rs -0,116
1) superior recognizes potential of employees
sig 0,018
R -0,162
m) superior often holds meetings with employees s
sig 0,001
. . . Rs -0,114
n) there is great trust of employees in superior
sig 0,020

Source: Author s research

Based on significance of Spearman ‘s correlation coefficient, there is a statistically
significant correlation between employee satisfaction with communication with superiors
and position of respondents in the organization in all aspects of communication. It can be
noticed that all significant correlations are negative, which means that with increase of
levels in organizational hierarchy, satisfaction with communication between employees

and superiors also increases.
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4) In order to determine whether there is a difference in satisfaction with
communication between superiors and employees in organization, data for employees
and managers are separated.

Employees are most satisfied with responsible behavior of employees in relation
to directives that are given to them (3.60) and responsibility of employees to send
information towards superiors (3.51), and the worst rated was non-overburdening of
superior with communication with employees (3.13) and sending necessary information
from employees to their superior, even before they are asked (3.24) (Table 11).

Table 11. Assessment of employees’ degree of satisfaction with communication
between superiors and employees

Aspects of communication between employees and . Average Stand.
. Min. Max. .
superiors value deviation

d) employees act responsibly in relation to directives 1 5 3.60 1,08
addressed to them
b) emplgyees have responsibility to send information 1 5 3.51 1.06
to superiors
e) emplf)yees accept. eyaluatlon of their work, 1 5 341 1.25
suggestions and criticism
¢) employees send necessary information to their

b 1 5 3,24 1,06
superiors even before they are asked
a) the superior is n‘ot overburdened with I 5 3.13 117
communication with employees

Source: Author's research

Managers are most satisfied with responsible behavior of employees in relation
to directives addressed to them (3.60) and the responsibility of employees to send
information to superiors (3.58), while they are least satisfied with non-overburdening
superiors in communicating with employees (3.38) and sending necessary information
from employees to superior even before they are asked (3.43) (Table 12).

Table 12. Assessment of managers’degree of satisfaction with communication
between superiors and employees

Aspects of communication between employees and . Average Stand.
. Min. Max. o
superiors value deviation

d) employees act responsibly in relation to directives | 5 3.60 0.97

addressed to them

b) employees have responsibility to send information to | 5 3.58 1.01

superiors

e) emPloyees agcfept evaluation of their work, | 5 3.49 0.98

suggestions and criticism

c) erpployees send necessary information to their | 5 343 0.93

superiors even before they are asked

a).the superior is not overburdened with communication 1 5 338 0.97

with employees

Source: Author s research
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To determine existence of statistically significant difference between employees
and managers, in satisfaction degree assessment of communication between superiors
and employees in the organization, the Man Whitney test was performed (Table 13).

Table 13. Results of the Man Whitney test to compare differences in average values of ratings of
communication satisfaction of superiors with employees between employees and managers

Empl M
Aspects of communication between employees and Ll e .
superiors Aver. Stand. Aver. Stand. Sig
val. deviat. val. deviat.
a) the superior is qot overburdened with 3.13 117 338 0.97 0.084
communication with employees
!3) employees have r@sponmblhty to send 3.51 1.06 3.58 1.01 0.582
information to superiors
c) employees send necessary information to their 324 1.06 343 0.93 0.039
superiors even before they are asked to do so
d) employees act responsibly in relation to
directives addressed to them 3,60 1,08 3,60 0.97 0,743
e) empl.oyees accept. eyaluatlon of their work, 341 125 3.49 0.98 0.694
suggestions and criticism

Source: Author's research

Based on obtained significance of difference between employees and managers in
assessing degree of satisfaction with communication between superiors and employees
in the organization, it can be concluded that statistically significant difference between
managers and employees exists in assessment of satisfaction with communication aspect:
“employees send necessary information to their superior even before hey are asked to do
s0” (sig = 0.039). Managers are more satisfied with this aspect of communication than

employees.

Examining differences in average values of communication satisfaction ratings of
superiors with employees between respondents at different positions in the organization
was performed using the Kruskal Wallis test (Table 14).

Table 14. Average assessment values of satisfaction with communication between superiors and
employees for each of the positions in organization

Aspects of communication

Management

Employees

between employees and superiors middle
level

first level

adm.

techn.

sig

a) the superior is not

communication with employees

overburdened with 3,33 3,43

3,33

0,083

b) employees have responsibility
to send information to superiors

3,53

0,141

c¢) employees send necessary
information to their superiors
even before they are asked to
do so

3,07

0,000

EXEIEKOHOMUKA

55



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

d) employees act responsibly in

relation to directives addressed 3,89 3,64 3,27 3,88 3,39 0,000
to them

e) employees accept evaluation

of their work, suggestions and 3,78 3,57 3,13 3,44 3,42 0,070
criticism

Source: Author s research

Based on obtained significance differences in the average values of satisfaction
assessments of communication between superiors and employees, between respondents
in different positions in the organization can be seen that a statistically significant
difference between these categories of respondents exist in satisfaction assessments of
the following aspects of communication between superiors and employees: employees
send necessary information to their superiors even before being asked (sig = 0.000);
top managers are most satisfied, and employees in technical jobs are least satisfied;
employees behave responsibly in relation to directives addressed to them (sig = 0.000);
top managers are most satisfied, and first-level managers are least satisfied.

Connection between degree of satisfaction with communication between superiors
and employees and position of respondents in organization was examined also by
analyzing Spearman’s correlation coefficient (Table 15).

Table 15. Spearman’s correlation coefficient of position in organization and degree of
satisfaction with communication between superiors and employees

Aspects of communication between employees and superiors Position in organization

Rs -0,118
a) the superior is not overburdened with communication with employees

sig 0,016

Rs -0,077
b) employees have responsibility to send information to superiors

sig 0,118
¢) employees send necessary information to their superiors even before they Rs 0,187
are asked to do so sig 0,000

Rs -0,085
d) employees act responsibly in relation to directives addressed to them

sig 0,085

Rs -0,035
e¢) employees accept evaluation of their work, suggestions and criticism

sig 0,481

Source: Author's research

Based on Spearman’s correlation coefficient significance, there is a statistically
significant correlation between superior satisfaction with communication with employees
and position in the organization in terms of communication: “superior is not overloaded
with communication with employees” (Rs = -0.118, sig = 0.016) and “employees send
necessary information to their superiors even before they are asked to do so” (Rs =-0.187,
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sig = 0.000). It can be noticed that significant correlations are negative, which means
that with increase of levels in organizational hierarchy, satisfaction with communication
between superiors and employees also increases.

Conclusion

Summarizing results of empirical research, it can be concluded:
1) Employees and managers evaluate communication among employees in the
organization as good and satisfactory.

2) Appropriate communication can increase greatly and to quite extent motivation
for work and job satisfaction of employees in organization, managers have more positive
attitude about impact of appropriate communication on work motivation than employees,
and with increasing position of respondents in organization, the more positive opinion on
communication as a motivational factor becomes.

3) The results of the survey on employee communication satisfaction with
superiors show following:

a. Employees are most satisfied with availability of superiors to employees,
using power that superiors have to help employees solve problems at
work, and existence of superiors’ trust in employees, and least satisfied
with stimulating employees appropriately, frequency of meetings with
employees, and creating opportunities for development and improvement
employee work skills.

b. Managers are most satisfied with availability of immediate superiors to
employees, using power that superior has to help employees solve problems
at work and sending feedback to employees in implementation of daily
tasks, and least rated is existence of great trust of employees in superior,
stimulating employees appropriately and frequent holding meetings with
employees, thus expressing the view that employees lack trust in their
superior, that employees are not stimulated in appropriate manner, and that
meetings with employees are not held often enough.

c. Significance of differences between employees and managers in assessing
communication satisfaction between employees and superiors in the
organization shows that managers are more satisfied than employees with
following aspects of employee communication with superiors: superior uses
his power to help employees solve problems at work, supports employees
and is ready to pledge his authority, sends feedback to employees during
implementation of daily tasks, creates opportunities for development and
improvement of business skills of employees and is open to new ideas and
initiatives of employees.

d. Astatistically significant difference between respondents at different positions
in organization exists in assessment of following aspects of communication:
— Top managers are most satisfied, and employees in technical jobs are

least satisfied with aspects of communication: superior knows problems
of employees and helps solve them, superior uses power he has to help
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employees solve problems at work, stimulates employees appropriately,
sends feedback to employees during implementation of daily tasks,
creates opportunities for development and improvement of employees
work skills, is open and ready to hear comments from employees, is
open to new ideas and initiatives of employees, superior recognizes
employee potential, superior often holds meetings with employees.

— Top managers are most satisfied, and employees in administrative jobs
are least satisfied with communication aspect: superior has confidence
in employees.

— Top managers are most satisfied, and first-level managers are least
satisfied with communication aspect: supports employees and is ready
to pledge his authority, additionally motivates employees by involving
them in decision-making, there is great trust of employees in superiors.

e. Asthelevel in the organizational hierarchy increases, so does the satisfaction
of employees communicating with superiors.

4) The results of survey on satisfaction with communication between superiors
and employees show following:

a. Employees are most satisfied with responsible behavior of employees in
relation to directives given to them and responsibility of employees to send
information to superiors, and they have rated with lowest grades the non-
overburdening superior with communication with employees and sending
necessary information to employees even before being asked.

b. Managers are most satisfied with responsible behavior of employees in
relation to directives given to them and responsibility of employees to
send information to superiors, while they are least satisfied with non-
overburdening superiors with communication with employees and sending
necessary information to employees even before being asked.

c. The significance of difference between managers and employees in assessing
degree of satisfaction with communication between superiors and employees
in organization shows that managers are more satisfied than employees with
communication aspect: employees send necessary information to superiors
even before they are asked.

d. There is statistically significant difference between respondents in different
positions in organization in assessing satisfaction with following aspects of
communication between superiors and employees:

— Top managers are the most satisfied, and employees in technical jobs are
the least satisfied with communication aspect: employees send necessary
information to their superiors even before they are asked.

— Top managers are the most satisfied, and first-level managers are the least
satisfied with communication aspect: employees behave responsibly in
relation to directives given to them.

e. As the level in organizational hierarchy increases, so does the satisfaction
with communication between superiors and employees.

Although the research, according to statistical population, is extensive, it also
has limitations that are reflected in coverage of local geographical area in which the
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research was conducted, and the use of data from one period - period when research was
conducted. These limitations can be removed by future researching with a larger coverage
of statistical population in a wider geographical area and by repeating the research.
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Abstract

The aim of this paper is to point out the existence of differences in the application
of quality management systems as well as the level of maturity in the companies of the
dairy industry in the Republic of Serbia. The initial assumption is based on the defined
goal which states that the application of quality management systems and the level of
maturity in these companies differ depending on their size. The research was conducted
on the basis of QMMG - Quality Management Maturity Grid model of maturity. The
initial assumption test was performed using the Kruskal-Wallis test as a nonparametric
alternative to one-way analysis of variance of different groups. In addition to this
method, the methods analysis, the synthesis method and descriptive statistics were also
used. Using the mentioned statistical methods, six aspects of the quality management
system were processed (Management understanding and attitude, Quality organisation
status, Problem handling, Cost of quality as percent of sales, Quality improvement
actions and Summary of company quality posture) as well as the entire quality
management system in selected companies. Statistically significant deviations were
found in five of the six aspects as well as in the overall quality management system.
The contribution of this research is reflected in the diagnosis of the level of maturity
in the companies covered by this research together with the possibility of improving
certain aspects of the quality management system in order to develop the skills needed
to increase the companies’ quality performance.
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mneka y Penyonuyu Cpouju. Ha ocnogy nocmasmweroe yumwa Oepunicana je nonasHa
NPemnocmagKka 0a ce NPUMEHA CUCIEMA YNPAas/barbd KEATUMEMOoM U HUBO 3pelocmu
v 08uM npedysehuma paziuKyje y 3a6ucHocmi 00 ruxose eenudune. Mempaxcusarve je
cnposedero Ha ochosy QMMG - Quality Management Maturity Grid mooena 3penocmu.
Hcnumusaree nonaswe mnpemnocmagke uzgpuieHo je npumerom Kpyckan-Banuc-
0602 Mecma Kao Henapamemapcxe aimepHamuge jeOHOCMEPHO] aHATU3U 8apujaHce
paznudumux epyna. Ilopeo ose memooe kopuuihetre cy uMemoo auHanuze, Memoo cuHmese
u deckpunmuere cmamucmuxe. Ilomohy HasedeHux cmamucmuyxux Hemooa oopaleHo
Je wecm acnekama cucmema Ynpasmared KEAIUMemoMm (pasymesarse ynpaebarsd
K8ANUMemom, CImamyc Keanumema opeanusayuje, peuasaroe npooiema, mpoukosu
Keanumema kao % 00 npooaje, akmMuGHOCIU NOOOBUANA KEANUMema U pesume
CMaga KoMnawuje 0 Keaumenty) Kao u YeroKynan cUucmem Ynpasabarsa Keaumenom
v uzabpanum npedysefiuma. Ymephena cy cmamucmuyrky 3Ha4ajHa 00Cmynarea y nem
00 wiecm acnekama Kao u y YenoKynHOM CUCIEMY YNpasbarsa Keanumemom. Jonpuroc
0802 UCIPAaXtCUBAFLA 0211€0d Ce Y OUjacHOCMUGDUKO8ATLY HUBOA 3perocmu y npedysefiuma
obyxseahenum ucmpasicusareem Kao u mo2yhinocmu yHanpelheroa nojeOuHux acnexkama
cucmema Ynpasasarea Keanumemom Kako Ou ce paseune cnocoonocmu nompeoue 3a
noeefiaroe Keanumema nocio6arsd.

Kuyune peuu: ynpasmware Keanumemom, Mmooem 3pelocmu, nepghopmarce
npedyseha

Introduction

The concept of quality management is based on a management philosophy that is guided
by the expectations and requirements of consumers, in other words the market. An efficient
quality management system is required to consistently provide products and services that
meet user requirements as well as all stakeholder requirements, which in business world today
imposes the need for continuous quality improvement of products and services.

An important pillar of quality management is standardization which is the basis for
ensuring a quality system in each business system and the economy as a whole. Therefore,
when it comes to quality, we always start from the assumption that the issue of standardization
has been previously resolved, because it is considered that it is not possible to provide quality
without the existence of appropriate standards. Most countries around the world today apply
quality management systems based on the International Organization for Standardization
(ISO). The most common are certainly the standards from the 9000 series, but also many other
standards of this organization ISO 14001, ISO 45000, ISO 22000, ISO 26000, etc.

The standards of this organization were created on the basis of international experience
in different areas of business and thus provide systematic quality improvement in all companies
to implement them in business. Acceptance of these standards also means a simpler comparison
of the experiences of companies around the world and find a solution for any shortcomings in
the work. (Stepanov S, et al 2017, p. 83-96)

Standard ISO 9001:2015, as well as previous versions, is based on the process approach.
The emphasis is on the adoption of the process approach in all segments of organisation
management which improves effectiveness and efficiency of the quality system management
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and thus fulfills users’ needs and demands and increases their satisfaction. It is essential to
understand interrelated processes within a system and their management that are defined by
quality politics and strategic direction of the organisation. (Mihajlovi¢ M, 2018 p 221-238)

By establishing a quality management system based on a series of ISO standards the
foundations has been laid which has created the conditions for standardization that enables the
comparison between organizations as well as monitoring the performance of the organization
over time. However, it is very important to point out that obtaining a quality management
system certificate from the group of ISO standards is not enough for the great achievements of
the organization because a certified quality management system serves only as a good basis for
its further improvement.

Continuous improvement is a very important factor in the process of certifying and
maintaining the quality management system (Valadao A. F. C. et al 2013 p 96-110.) By
providing continuous improvement of quality, it is necessary to develop a set of planned
activities for improving the functioning of the organization, which are directly related to its
systematic review and evaluation.

As a very good means of continuous improvement of business quality, maturity models
have appeared, on the basis of which the level of maturity of the quality management system
in a certain organization is assessed. Maturity models allow organizations to accurately identify
strengths and weaknesses as well as areas that need improvement in a particular case.

Maturity models show the evolution of an enterprise through individual stages on its way
to increase the performance quality and their main purpose is to describe the phases and ways of
the company’s mature growth. When it comes to their application in practice, maturity models
make it easier to identify the gap between the current and desired level of maturity, as well as the
abilities that need to be improved to bridge this gap. Therefore, it can be said that their purpose
is to diagnose and develop the skills needed to increase the quality performance.

In order to point out the existence of differences in the application of the quality
management system as well as the difference in the level of maturity, this paper presents a
research conducted in the enterprises of the dairy industry in the Republic of Serbia. The
research was conducted on a stratified sample of 14 companies. The representativeness of the
sample was ensured on the basis of selection criteria for the companies covered by the research,
such as: the importance of individual market participants, installed production capacities, their
position in regional market segments as well as the number of employees.

In accordance with the aim of the research, the initial assumption was defined

H1: The implementation of the quality management system and the level of maturity in
the dairy industry vary by company size.

which was examined using the QMMG model of maturity and statistical analysis of the
data obtained by the research. The results of the statistical analysis showed significant deviations
in the implementation of the quality management system and therefore the level of maturity.

Literature Review

Companies are constantly looking for ways to improve their business while striving to
achieve business excellence at the same time. As achieving excellence in a dynamic, global
environment is very challenging, many authors have developed and proposed maturity models
with the intention of facilitating the gradual improvement of the quality performance.
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One of the first maturity models was created by Philip Crosby. The Quality Management
Maturity Grid - QMMG was published in 1979 in his famous work “Quality is free” (Crosby,
1979). It is aimed for companies or organizations as an indicator of how mature their processes are
and how well they are embedded in their culture, given the management of the quality of services
or products. The success of the application of this maturity model has served many authors in
creating their own maturity models for validation and measurement of quality management.

*  World-Class manufacturing (Schonberger R., 1986)

»  The reliability and validity of eight critical factors of quality management (Saraph,
1.V, et. al. 1989 p 810-829.)

»  Seven key dimensions of quality management (Flynn, B.B, et. al. 1994 p 339-366.)

e Identifying seven underlying dimensions of quality management based on 14
Points of Deming (Anderson, J.C, et. al. 1995 p 637-658)

Over time, due to the unequal view of TQM, Business Excellence Models — BEMs have
been developed. These models are created based on the TQM methodology and contain criteria
by which the level of business excellence that the organization has achieved is assessed. The
diversity of criteria for business excellence models, although they represent the operationalization
and quantification of TQM elements, is conditioned by the cultural, technological, organizational
and socio-economic characteristics of a particular country, its companies, organizations and
people. Each criterion is broken down into a number of sub-criteria whose application, both
vertically through all levels of the organization’s business functions as well as horizontally in
all areas and processes, is examined and evaluated. In this way, not only is the general level
of business excellence of the organization determined, but also the possibilities for improving
business performance are realized.

Business Excellence Models (BEMs)

* The Malcolm Baldrige National Quality Award - MBNQA (1988)

 Shingo Prize (1988)

* HKMA — Quality Award in Hong Kong (1991)

* European Foundation for Quality Management (EFQM) — Excellence Model (1992)
* The Japan Quality Award (1996)

Quality management maturity models represent the operationalization of process
orientation. In that sense, they contain a number of elements which level of maturity
(development, quality) should be measured, monitored and improved, in order to increase the
level of maturity of quality management. Given the number of maturity models of process
management, it is not logical to expect their authors to agree on the level of maturity or number
of stages that the company goes through on its path of implementation and development of
process management. Hence the number of models is not surprising

*  Business Process Management Maturity (BPMM) model (Rosemann M., & de
Bruin T., 2004)

*  The Process Performance Index (Rummler-Brache Group, 2004)

*  Maturity of Business Process Re-engineering (BPR) programmes (Maull R. S, et.
al. 2003 p 596-624)

*  The Business Process Maturity Model (Fisher D., 2004 p 11-15).

*  Process Management Maturity Assessment PMMA (Rohloff M. 2009).
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*  Business Process Orientation (BPO) maturity model (McCormack K., 2007)

*  Process and Enterprise Maturity Model PEMM (Hammer M., 2007 p 111-123).

+  Evaluating Business Process Maturity (Harmon P., 2004 p 1-11).

*  Business Process Maturity Model version 1.0. (Weber C., et. al. 2008)

*  Business Process Maturity Model (BPMM) for measuring and improving business
process competence. (Lee, et.al. 2007)

However, all models certainly include phases that follow a logical sequence that shows
improvement in business process management practice, so that the results and achievements of
one phase or achieved at one level are the basis for the transition to a higher level of maturity.

For the purpose of this research which results are presented in this paper, one of the best
known and most applied models was taken into consideration, Crosby’s Quality Management
Maturity Grid - QMMG, which can be used to determine, simply, the stage of quality
management maturity in a particular company.

Crosby Matrix 5x6 shows the different stages of a company’s quality management
maturity in relation to six different categories of quality management (Quality management
understanding and attitude, Quality organisation status, Problem handling, Cost of quality as %
of sales, Quality improvement actions, Summary of company quality posture). Depending on
the stage of implementation of quality management, the maturity of the company is determined,
which Crosby divided into five phases (Crosby, 1979):

*  Uncertainity,
*  Awakening,

*  Englightenment,

e Wisdom,
*  Certainity.

Table 1: Quality Management Maturity Grid — OMMG

Emphasis on
appraisal and
sorting

product. Still part
of manufacturing
or other.

in management of
company.

Quality Management Maturity Grid (Crosby) Assessor Department
Measurement | Stage 1: Stage 2: Stage 3: . Stage 5:
Categories Uncertainty Awakening Enlightenment Stage 4: Wisdom Certainty

No . Recognising . . Participating
comprehension . While going through
of quality as a that quality uality improvement Understand Consider quality
d management may quality imp absolutes of quality q
Management | management be of value b programme learn management
understanding | tool. Tend to ¢ of value but more about quality management. as an essential
. : . not willing to ' Recognise their
and attitude blame quality rovide money or management; ersonal role part of company
department P Y becoming supportive P A system.
for "qualit time to make it all and helpful in continuing
prob?ems”y happen. piul. emphasis.
Quahty 15 hlddcn A stronger . Quality manager
in manufacturing . . Quality department . .
. . quality leader is is an officer of Quality manager
or engineering appointed but reports to top company; effective | on board of
. departments. PP .. | management pany; .
Quality . main emphasis is - status reporting directors.
g Inspection . . all appraisal is . -
organisation still on appraisal | . and preventive Prevention is
probably not part d incorporated and . .
status of organisation and moving the manager has role action. Involved main concern.

with customer
affairs and special
assignments.

Quality is a
thought leader.
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as % of sales

20%

Actual; 18%

12%

Actual: 8%

Problems

are fought as Teams are set u Corrective action Problems are

they occur; to attack mai rp communication identified early in Except in the
Problem no resolution; (;oble(r:ns LJo?l _ | established. Problems | their development. | most unusual
handling inadequate fan o solﬁtion sg are faced openly and All functions are cases, problems

definition: lots arei ot solicited resolved in an orderly | open to suggestion | are prevented.

of yelling and T | way. and improvement.

accusations.
c . .. | Reported: 10 . Qo . £ <o A <o

ost of quality Unknown Actual: Reported: 3% Reported: 8% Actual: | Reported: 6.5% Reported: 2.5%

Actual: 2.5%

Implementation of a

Continuing

. No organised Trying obvious multi-step prlogrammc the multi-step Quallty
Quality .2 T " (e g. Crosby's 14- programme and improvement
. activities. No 'motivational . " .
improvement . step) with thorough starting other pro- | is a normal
9 understanding of | short-range . . . .
actions L understanding and active / preventive | and continued
such activities efforts. . X .
establishment of each | product quality activity.
step. nitiatives.
"Through management
e b
Summary "We don’t know Is it absolutely commitment and M . "We know why
necessary to - Defect prevention
of company why we have quality improvement . : we do not have
. . always have . e is a routine part of .
quality problems with - we are identifying S problems with
- problems with . our operation. -
posture quality". and resolving our quality.

L on
quality? problems."

Source: Crosby P, (1979). Quality Is Free: The Art of Making Quality Certain, McGraw-Hill, New York.

Research Methodology

Based on the presented theoretical framework of the quality management system,
an empirical research is conducted among economic entities within the dairy industry on
the territory of the Republic of Serbia. The data were collected through a questionnaire
and interview method. Structured questionnaire consisting of three parts. The first part
concerned the general information about the company. The second part was related to
information on implemented quality management systems and process orientation of the
company, which determines the level of maturity of the company. The third part of the
questionnaire was about improving the quality of business processes. In this scientific
paper, the results of the second part of the questionnaire are presented, covering the
following aspects of the quality management system: quality management understanding
and attitude, quality organisation status, problem handling, cost of quality as percent of
sales, quality improvement actions and summary of company quality posture.

The aim of the paper is to point out the existence of differences in the implementation
of the quality management system and maturity level according to the size of the
respondents (companies). For this purpose, an empirical survey was conducted, which
included a sample of 14 respondents (companies) of different ownership, the number
of employees in the company, and different organizational structures from the territory
of the Republic of Serbia. According to the form of ownership, the sample consists of
7 limited liability companies (50.0%) and 7 joint stock companies (50.0%). When it
comes to the number of employees (company size), 7 respondents (50.0%) have up
to 50 employees and belong to the category of small enterprises, 1 respondent (7.1%)
has 51-250 employees and belongs to the category of medium-sized enterprises and
6 respondents (42.9%) have over 250 employees and fall into the category of large
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enterprises. By organizational structure, 8 respondents (57.1%) have a functional, while
6 respondents (42.9%) have a process oriented structure of the company.

Using a Likert scale, respondents rated six aspects of the quality management
system (quality management understanding and attitude, quality organisation status,
problem handling, cost of quality as percent of sales, quality improvement actions and
summary of company quality posture) with grades from 1 to 5, whereby a higher grade
implies a higher level of maturity of the company. The overall assessment of the quality
management system and the level of maturity of the dairy industry was obtained as the
sum of the results of each individual aspect. Then, the total score was divided with six
(the number of the quality management system aspects).

Based on the analysed theoretical background and appointed objective of the
research, the following hypothesis was made:

H ,: The implementation of the quality management system and the level of maturity
in the dairy industry vary by company size.

Hypothesis testing is provided by the application of Kruskal-Wallis’ test. Data
processing and testing of the proposed hypothesis were conducted in the statistical
software of IBM SPSS version 21.

Research results and Discussion

The minimum, maximum, mean, standard deviation and variance were used to
obtain descriptive statistical indicators of the quality management system (Table 1).

Table 2: Descriptive statistics of quality management system

- . Std. .
N Mini Maxi Mean Devia Varia nce Kolmggorov— Sha}?nro—
mum mum ) Smirnov Wilk
tion

Quality
Management 14 2 5 3.86 1.17 1.36 0.009 0.010
Understanding
and Attitude
Quality
Organisation 14 1 5 2.86 1.79 3.21 0.004 0.003
Status
Problem Handling 14 1 5 3.00 1.18 1.39 0.042 0.090
Cost of Quality as | I 5 3.07 1.90 3.61 0.002 0.001
% of Sales
Quality
Improvement 14 2 5 3.71 1.38 1.91 0.016 0.001
Actions
Summary of
Company Quality 14 3 5 4.00 0.96 0.92 0.004 0.001
Posture
Quality
Management 14 1.83 5.00 3.42 1.27 1.61 0.052 0.016
System

Source: Author s calculation, SPSS output table

The range of results obtained is from 1 to 5, while the average value of the aspects
is as follows: quality management understanding and attitude 3.86, quality organisation
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status 2.86, problem handling 3.00, cost of quality as % of sales 3.07, quality improvement
actions 3.71, summary of company quality posture 4.00. The overall quality management
system has an average value of 3.42, which indicates the third level of maturity of the
dairy industry. The results of the Kolmogorov-Smirnov and Shapiro-Wilk tests for
individual aspects and the quality management system indicate that the assumption of
normality of distribution is not confirmed, i.e. the magnitude of significance is less than
0.05, which requires the use of non-parametric statistical techniques.

Determining the difference in the implementation of the quality management
system and the level of maturity in relation to the size of the company was investigated
using the Kruskal-Wallis test (Table 2), as a non-parametric alternative to one-way
analysis of variance of different groups.

The Kruskal-Wallis test is used to compare the results of a continuous variable -
individual aspects and a total quality management system for three or more groups of
company size (up to 50 employees, 51-250, over 250). When the significance level is
less than 0.05, it is concluded that the difference in the obtained values of the continuous
variable between the groups is significant (Coakes, 2013, p. 202). Then accompanying
research (Table 3) is applied, which, most often, involves converting the results into
ranks, and comparing mean values of ranks and medians (Green, M., Salking, N., 2014,
p. 410).

Table 3: Test Statistics®”

Quality . . Summary of .
Quality Cost of Quality Quality
[E\A gnag‘em;_m Organisation ]—I:rolzll]gm Quality as % Improvement CQom;iiny Management
nderstanding Status andiing of Sales Actions uaity System
and Attitude Posture
Chi-Square 11.361 11.361 11.197 7.533 7.563 5.185 10.539
df 2 2 2 2 2 2 2
Asymp. Sig. .003 .003 .004 .023 .023 .075 .005

a. Kruskal Wallis Test

b. Grouping Variable: Number of employees (company size)

Source: Author’s calculation, SPSS output table

The Kruskal-Wallis test revealed a statistically significant difference in quality
management understanding and attitude according to company size (Gp1l, n=7: up to 50,
Gp2,n=1:51-250, Gp3,n=06),c2 (2,n=14)=11.361, p=0.003. Quality management
understanding and attitude is at the highest level in companies with over 250 employees
(Mean Rank = 11.50, Md = 5.0), and at the lowest level in companies with up to 50
employees (Mean Rank =4.07, Md = 3.0).

The Kruskal-Wallis test revealed a statistically significant difference in the quality
organisation status according to company size (Gpl, n = 7: up to 50, Gp2, n = 1: 51-
250, Gp3,n=06),c2 (2,n=14)=11.361, p = 0.003. Quality organisation status is at the
highest level in companies with over 250 employees (Mean Rank = 11.50, Md = 5.0),
and at the lowest level in companies with up to 50 employees (Mean Rank = 4.07, Md
=1.0).

The Kruskal-Wallis test revealed a statistically significant difference in problem
handling according to company size (Gpl, n = 7: up to 50, Gp2, n = 1: 51-250, Gp3,
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n=06),c2(2,n=14)=11.197, p = 0.004. Problem handling is at the highest level in
companies with over 250 employees (Mean Rank = 11.50, Md = 4.0), and at the lowest
level in companies with up to 50 employees (Mean Rank =4.07, Md = 2.0).

The Kruskal-Wallis test revealed a statistically significant difference in cost of
quality as % of sales according to company size (Gpl, n=7: to 50, Gp2, n = 1: 51-250,
Gp3,n=06),c2 (2. n=14) = 7.533, p = 0.023. Cost of quality as % of sales are at the
highest level in companies with over 250 employees (Mean Rank = 10.67, Md = 5.0),
and at the lowest level in companies with up to 50 employees (Mean Rank = 4.71, Md
=1.0).

Table 4: Ranks and median

Aspects and Overall Number of
Quality Management employees N Mean Rank Median
System (company size)
Up to 50 7 4,07 3,00
Quality Management 51-250 1 7,50 4,00
Understanding and
Attitude Over 250 6 11,50 5,00
Total 14
Up to 50 7 4,07 1,00
. L 51-250 1 7,50 3,00
Quality Organisation Status
Over 250 6 11,50 5,00
Total 14
Up to 50 7 4,07 2,00
. 51-250 1 7,50 3,00
Problem Handling
Over 250 6 11,50 4,00
Total 14
Up to 50 7 4,71 1,00
Cost of Quality as % of 51-250 1 8,00 4,00
Sales Over 250 6 10,67 5,00
Total 14
Up to 50 7 4,79 2,00
Quality Improvement 51-250 1 7,00 4,00
Actions Over 250 6 10,75 5,00
Total 14
Up to 50 7 521 3,00
Summary of Company 51-250 1 11,50 5,00
Quality Posture Over 250 6 9,50 5,00
Total 14
Up to 50 7 4,00 2,00
Quality Management 51-250 1 8,00 3,83
System Over 250 6 11,50 4,58
Total 14

Source: Author s calculation, SPSS output table

The Kruskal-Wallis test revealed a statistically significant difference in quality
improvement actions according to company size (Gpl, n = 7: up to 50, Gp2, n=1: 51-
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250, Gp3,n=06),c2 (2, n=14) =7.563, p = 0.023. Quality improvement actions are
at the highest level in companies with over 250 employees (Mean Rank = 10.75, Md =
5.0), and at the lowest level in companies with up to 50 employees (Mean Rank = 4.79,
Md =2.0).

The Kruskal-Wallis test did not reveal a statistically significant difference in the
summary of company quality posture according to the size of the company (Gpl,n=7:
to 50, Gp2, n=1: 51-250, Gp3,n=06), c2 (2,n=14) =5.185, p = 0.075> 0.05.

The Kruskal-Wallis test revealed a statistically significant difference in the
implementation of quality management system according to company size (Gpl, n=7:
up to 50, Gp2, n=1: 51-250, Gp3,n=06),c2 (2,n=14) = 10.539, p = 0.005. The quality
management system is most implemented in companies with over 250 employees (Mean
Rank = 11.50, Md = 4.58) and at least in companies with up to 50 employees (Mean
Rank = 4.00, Md = 2.0). At the same time, this implies that large companies have the
highest level of maturity, while small companies have the lowest level of maturity.

Considering that in five of the six aspects of the quality management system, as
with the overall quality management system, are determined a significant difference
compared to the size of company, it may be noted that the proposed assumption of H is
accepted.

Conclusion

Empirical research has performed calculations of the level of maturity of the quality
management system for individual organizations based on the QMMG model. Kruskal-
Wallis test compares the results of quality management systems variable (individual aspects)
and based on statistically significant deviations in five of the six aspects it can be argued that
the starting hypothesis The implementation of the quality management system and the level
of maturity in the dairy industry vary by company size is proven. Additional analysis of the
results obtained by the research found that the most significant deviations are in aspects of
Cost of Quality as% of Sales and Quality Improvement Actions.

Considering that all enterprises covered by this research apply the ISO 9001 standard
and that due to the characteristics of their products they also apply other standards ISO
14000, ISO 22000, ISO 45000, with the latest revisions of the standards ISO 9001: 2015,
ISO 14001: 2015, ISO 22000: 2018, ISO 45001 : 2018 the application of these standards is
greatly facilitated by creating the possibility of creating an integrated management system. In
addition to easier integration with other management systems thanks to the same high-level
structure, identical basic text as well as common terms with key definitions, a reduction in
quality costs should be expected.

Most of the enterprises covered by this research are based on a fairly traditional
organizational culture. In order to achieve better results, it is necessary to improve the
management, which would encourage participative organizational culture. In order for
the process of continuous improvement to work, it is necessary that the value systems of
quality management be built into the entire structure of the organization because it requires
the full participation and commitment of all employees. Continuous quality improvement
of business processes should contribute to the increase of the efficiency, productivity and
profitability of their performance. In that way, it directly affects the improvement of the
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overall performance of the organization, and thus the realization of higher profits, as well as
long-term growth.

Based on the conducted research, it can be stated that the applied maturity model has
proven to be valuable in measuring the level of maturity of the quality management system.
The model presented in this paper and applied in the research can be useful to managers when
measuring the level of maturity of their own quality management system. Using this model,
many aspects of the quality management system within the organization can be analysed and
compared, which makes this model a useful tool for comparison with others in terms of the
level of maturity of the quality management system.

Even though maturity models represent a kind of map for enterprise management and
a guide for the improvement of certain aspects of the quality management system, they should
not only be viewed closely related to the improvement of certain segments. It is necessary
that the chosen maturity model, above all, has a general organizational focus, instead of just
focusing on individual aspects and in that sense provide a common framework for improving
company performance that will enable sustainable growth and the company’s development
as well as better competitiveness in the end.

In that sense, the applied methodology and the results obtained by theoretical and
empirical research presented in this paper, should serve to researchers and managers as a
basis for further research of the most important factors of maturity and opportunities to
improve overall quality in order to improve the business competitiveness regardless of the
type of business.
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caspemere Oanke He cMejy 04 USHOPUULY NOMEHUUAN OULUMATHUX U NAMETNHUX
mexuonozuja. Ilonasehu 00 3Hauaja Oueumanusayuje Kao HO802 CMAaHOApoa y
NOCTI0BHO] NPAKCU cABPeMeHUX Op2aHu3ayuja, npeomem 0602 pada npedcmassva
ouena ymuyaja Oueumanusayuje Ha NOCI06He peynmame 6aHKapcKoz cexmopa —
enobanmo uy peeuory JVIE. Pad uma3a yusb 0a oueHu 041U ynazareay uHMopmayuoHo-
komynuxayuorne mexrnonoeuje (MIKT) donpunoce pacmy mnpopumabunocmu
bankapckoz cexmopa, ooHocHo cmarvervy OIIEX. Y yumwy adexsammoe mecmuparea
ymuuyaja ynazarwa y KT na 6ankapcke nepdopmarice, kopuuheHu cy cmamuuxu
DE modenu nawen ananuse. Pesynmamu ykasyjy oa ce ymuuaj umeecmuiyuja
y VKT na OIIEX pasnukyje Ha 2n00aAHOM U peUOHANHOM HUe0y. Pesynmamu
maxohe ynyhyjy Ha npucycmeo cmamucmu4ky 3na4ajHe nosumueHe eese usmehy
unsecmuyuja y IKT u npogpumabunnocmu b6anaxa y peeuony JVE.

Kmyune peuu: Oueumante mexHonozuje, namemme mexHonozuje, ynazara y
VIKT, OIIEX, npogpumabunnocm, 6aHKapcka uHoycmpuja

Introduction

The traditional financial services industry is confronted with tremendous
challenges, which result in substantial structural developments. In order to remain
competitive on both domestic and global market, it is of great importance for financial
institutions to concentrate on and understand the factors that drive these developments
(Gerlach, 2020).

The importance of banks as financial intermediaries for the functioning of the
contemporary economic systems is essential (Loncar et al., 2016). Banking environment
has changed significantly in the last decade, redefining the main attributes of competition
in traditional business models. In order to adequately understand the course of action
banks should follow in the future, challenges which banking industry is currently
confronted with must be observed first. All changes can be observed on two levels - the
macro and the micro level.

Macro (external) environment. In macro environment, it is widely accepted
that banks hold a unique intermediary role in sustainable development, but also have a
difficult position after the 2008 financial crisis (Yip & Bocken, 2018). Therefore, in the
aftermath of the Global Crisis, conventional monetary policy has been constrained by
low interest rates in many major economies (Lilley & Rogoff, 2020). The era of low or
even negative interest rates (on both European and US market) has changed the banking
environment tremendously. Lowering the key rates by major central banks in order to
recover the economy after the global financial crisis, expectedly transmitted to banks’
offering rates imposing pressure on their earning ability. Thus banks were forced to
change their operating models in order to find new ways to survive in circumstances
banking sector has never been before. Since then, changes in banking industry worldwide
seem only to be increasing.

Diminished interest rates firstly affected smaller banks which, following their size
and no proportionally diminished OPEX, were acquired by the larger ones. In the era of
low interest rates and no proportionally changed OPEX economy of scale seems to be an
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important factor to improve the overall competitiveness. In order to obtain larger number
of clients (both corporate and retail), some banks dumped their selling prices (i.e. offering
rates) even further. The other strategy that has been widely used refers to rising efficiency
in providing services. Practically the “rat race” among the banks during the last decade
has substantially changed their traditional role — in order to compete successfully on the
global level in the era of thin profit margins and more restrictive regulative environment,
banks regard technology and innovation as a top priority.

However, by digitalizing their operations banks become more efficient and more
competitive. Digitalization also enable banks to reduce OPEX size by reducing the
number of employees which are replaced by software solutions. In traditional banks,
approximately 40% of OPEX belongs to employees™ salaries. On the other hand, by
digitalizing their operations banks also respond to changing consumer’ behavior as well
as evolving customers’ needs (the so called “new digital generations”). In new digitalized
environment products and services are more tailored-made in order to reflect distinctions
in customers’ needs and behavior. Banks are increasingly adopting and leveraging
advanced technologies to deliver innovative financial products and services, such as
artificial intelligence, advanced data analytics, machine learning, cloud computing,
distributed ledger technology and application programming interfaces. With ICT now
affecting every aspect of financial services, as well as with the presence of customer-
centric approach in all the major business models, digital platforms became an essential
mechanism for engaging with existing and potential customers.

Micro (internal) environment. Consumer behavior and expectations are evolving,
forcing not just banks, but the financial services industry to redefine their priorities
(Hinton, 2020). In general, digitalization is highly derived by new generation i.e. digital
civilization where consumers’ expectations are oriented towards digital channels, so
banks cannot afford to ignore it. If banks decide not to follow the path of digitalization
they would easily lose the market shares by Fin-Tech companies which are increasingly
present (firstly in the payment processing but also other segments of banking activities).
Younger generations are in high demands for the banking sector to be up to date with the
new digital solutions. Their expectations are based on features such as real-time reports,
online, fast, paperless and customized loans, analytics of a customer’s financial standing,
investment decisions and other real-time actions. Accordingly, it is highly recommended
that banks constantly monitor and evaluate the behavior of the Millennials (generation
of young professionals which is important for banks both in terms of size and of high
demand for banking services) in order to successfully satisfy their needs and expectations.
Furthermore, it is also important to already start evaluating the behavior of the so-called
“Z generation” - the youngest customers whose demand for banking services is expected
to rocket in the following years.

Along with the changing preferences of new generations and their increasing usage
of financial technologies, another challenge that has recently been observed in micro
banking environment coincide with the raising popularity of FinTech companies. Based
on the EY FinTech Adoption Index, the percentage of FinTech users increased significantly
from 16% in 2015 to 64% in 2019, with the current awareness of FinTech on very high
level (Ernst & Young, 2019). These developments emphasize the importance of identifying
potential drivers of FinTech adoption. According to EY Survey (Ernst & Young, 2020)
FinTech (and BigTech) companies benefit from the absence of legacy systems, which
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allow them to invest in the latest technology and customer experiences, rather than just
keep existing systems ticking over. Accordingly, traditional banks are facing a dilemma
on how to address FinTech as new competitors - co-operative or competitive (Gomber et
al., 2017). Valverde and Fernandez (2020) consider that competition between traditional
banks and tech companies is mostly driven by their relative ability to manage information
sharing. Authors came to conclusion that regulation is still considering ways of providing
a level playing field while industry participants are reacting with a mixture of strategies,
many of them based mostly on cooperation.

Taking into account the main challenges that banking industry is currently facing
as well as the importance of digitalization as a new standard in business practice, the
subject of this paper is to evaluate the impact of digitalization on the performance of
banking sector globally and in SEE region. The main purpose of this paper is to test if
the investments in ICT contributes to the growth of profitability of banking sector as well
as to the reduction of OPEX. The main contributions of this study primarily refer to the
comparison of regional and global performance and the implications to the management
of respective regional banks. The authors believe that there is significantly positive
correlation between investments in ICT and the quality of banking services and products.
In order to adequately test the influence of investments in ICT on banking performance,
the static panel data models of fixed effects models were used. The rest of the paper is
organized as follows. After the introductory remarks, the second part provides a brief
overview of relevant literature in the field. The third, fourth and fifth parts refer to data
used, methodology and empirical results. The conclusion is given in the last, sixth part.

Literature review

Digital transformation is becoming standard feature in an increasingly digital
world, which has contributed to significant changes in business processes all over the
world (Rodrigues et al., 2020). Industry 4.0 or Digital Revolution has changed the way
we live by changing interactions with clients and companies, with business models and
financial services as no exception (Mekinji¢, 2019). Changes that business environment
is constantly confronted with call for their identification, monitoring and a constant
adapting of operations to new conditions. An adequate response of the companies requires
them to evaluate and make proper use of the possible chances and avoid or minimize
potential threats (Swacha-Lech, 2017). Kim et al. (2016) focus their research on the use of
new technologies that enable the development of innovative, disruptive and differentiated
financial services or products. Philippon (2016) believes that these services and products
have the potential to disrupt existing industry structures and set new boundaries.

Today’s key challenge for firm growth relies in the integration of digital technologies
and their use in new business models (Bouncken, 2020). Whilst the banking industry is
well-known for being conservative, when it comes to change and the implementation
of new technologies, it is time for the commercial banks to increase their speed of
innovation, focusing on out-of-the-box thinking in constantly changing environment
(Hinton, 2020). Some authors (Mekinji¢, 2019) consider the digitalization of banking
process to be in its full capacity, taking into account that this process also includes
other component parts of the Industry 4.0, such as blockchain networks, artificial
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intelligence, IoT, biometrics, cooperation of banks with FinTech companies, preparation
of the platform and other services for the Generation Z. Banks and other financial
organizations are going toward transition and establishing structures that accommodate
the use of digitalized customer services and operations, in order to increase the level of
organizational performance (Kioko, 2014). In their paper group of authors (Nadella et
al., 2017) emphasized that according to Cap Gemini about 87% of companies consider
implementation of new technologies to be the major competitive advantage, highlighting
that “going digital” is a top priority for everyone and for banks especially. Nevertheless, it
is believed that the optimal level of digitalization ultimately depends on customer base.

Digital banking has modified banking industry considerably, rising its efficiency
and productivity while in the same time delivering ultimate customer satisfaction.
Digital transformation allows banks to provide superior services which result in better
customers’ experience (Belk, 2013; Hoffman et al., 2013; Sheth & Solomon, 2014; Gunter,
2016; Rodrigues et al., 2020). Banks and other financial institutions thus pay attention to
the development, acquisition, and incorporation of related technologies to profit from
these developments. (Nylund et al., 2018). Furthermore, accelerated digitalization has
made banks intensively re-examine traditional business models in order to respond
quickly and efficiently to the new demands of their clients while offering safe and user-
friendly services (Mekinji¢, 2019). According to Price Waterhouse Cooper’s report
(Price Waterhouse Cooper, 2011) digital banking is ready and set to overtake branch
banking practices and networks as a preferred channel by customers, both corporate and
individual. Hinson and Sorensen (2006) find that benefits of this practice are visible in
terms of speed, accessibility, trackability, serving wider market segments, connecting
specific market audiences, no content restrictions, worldwide circulation, efficient use of
technology, modern touch and 24/7 availability.

Changes which have been taking place require banks to take bold action to
transform, to make the most of evolving technologies, stay ahead of new competitors
and meet customer demands (Ernst & Yung, 2020). Effective implementation of ICT
contributes to faster exchange of data and information which has positive implications to
companies’ performance (Ready & Zimmerman, 2000). ICT offers tremendous potential
and variety of opportunities for the banking industry. On the first hand, it provides a cost-
effective, rapid and systematic provision of services to the customer. On the other hand,
ICT saves the time of the customers and employees, cuts down the OPEX and facilitates
the network transactions. However, some authors (Serebrennikova et al., 2019) find
competitiveness and sustainable development of modern banks to be mainly dependent
on innovation and implementation of new technologies. Sustainable competitiveness
encourages nations not only to meet the needs of the current generation but also to
sustain or even expand national wealth in the future without depleting natural and social
capital (Delgosha et al., 2020). Delgosha et al. conducted research on panel data from 127
countries which led them to conclusion that advancing companies’ perception of how to
access ICT infrastructures and capabilities, combined with the adoption and usage of ICT
could result in different degrees of sustainable competitiveness which is of substantial
importance to the overall economic growth and prosperity.

Pousttchi et al. (2015) considered the topic of digital transformation in retail
banking. Consequently, focusing on ICT, digitalization of business processes, models
and networks lead to the new opportunities for profit growth. It is clear that the fast
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development of the Internet as well as the usage of new possibilities which the digital
technologies have brought about, have made significant changes in all the areas of
business (Prokopovi¢ et al., 2016).

In the end, security and trust are still key determinants of banking business
(Mekinji¢, 2019). An efficient use of the opportunities offered by digitalization process
allows banks not only to tailor their services to customer expectations, streamline
processes and reduce costs, but also to increase transactional security by reducing money
laundering and terrorist financing (Swacha-Lech, 2017). While the ICT mostly presents
opportunities, it may also pose new sources of risks. Relying on innovative technologies
requires effective IT support as well as the implementation of other risk management
processes. Besides that, ICT can be developed in-house or outsourced depending on
internal strategy.

Liberalization of the financial market of the SEE region has been carried out in
the last 20 years and was followed by the adaptation to standards and regulation of the
European Union. Accordingly, authors believe that the existing gap between performance
of the global and regional banks is narrowing which implies that the end-users benefit
by higher quality of banking services and products. By comparing the impact of ICT
investments on banking performance in SEE region and on global level the research
conducted in this study aims to fill in the gap in the existing literature.

Data and methodology

In order to adequately investigate the effects of digital technologies on business performance
in banking industry on global and regional level, two different types of analysis were conducted.
Firstly, the impact of investments in ICT on bank’s operating expenses was investigated globally
and in SEE region. Secondly, the impact of the investments in ICT on the profits of respective
regional banks was estimated. For this purpose, the study employed two difterent panel data sets.
The first panel data set consisted of 12 leading banks in SEE region over the period of 2015 and
2019. The choice of banks was based on their regional presence. The following regional banks
were analyzed: Addiko bank, Intesa Sanpaolo, Erste Group, Eurobank holding, KBC Group, NLB
Group, OTP Group, Pireus Bank SA, Procredit Holding, Sberbank international, Raiffeisen Bank
International, Unicredit Bank Group. It is important to highlight that in order to adequately analyze
regional performance of the selected banking groups that operates in SEE region, balance positions
related to the parent company were isolated from the respective consolidated reports. In some
consolidated reports data were already separated by countries, while with others the data were
separated by headquarters from the consolidated reports.

The second panel data set consisted of 30 world’s leading banks across the globe
over the same period. The following global banks were analyzed: Agricultural Bank of
China, China Construction Bank Corporation, HSBC, Industrial and Commercial Bank,
JP Morgran, Bank of China, BNP Paribas, MUFG Bank, Japan Post Bank, Credit Agricol,
Bank of America, Sumitomo mitsui banking corporation, Wells fargo, Banco Santander,
Mizuho Bank, Deutsche bank, Société Générale, BPCE, Citibank, Postal Saving Bank
of China, Barclays Bank, The Toronto Dominion Bank, Royal bank of Canada, ING
bank, The Agricultural Development Bank of China, China merchants bank, UBS AG,
Unicredit Group Goldman Sachs, Intesa Saopaolo.
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The data for both panel data sets were obtained from official financial reports of
the respective banks, as well as from management presentations intended for external
shareholders. With that regard, data on net profit, investments in nontangible assets and
operating (non-interest) expenses - OPEX were obtained. Furthermore, data on net profit
and investments in nontangible assets were obtained directly from the reports, while
OPEX was generated by calculating all non-interest expenses (administrative expenses,
salaries etc.).

As a preliminary analysis, the summary statistics for the variables within first panel
of banks are presented in Table 1.

Table 1: Panel summary descriptive statistics for regional banks

o . Investment in smart information
perating expenses of Profits of Banks and communication technologies
Banks (opex) (mio Euro) | (netprofit) (mio Euro) 10708

(AINVESTNINTAS) )(mio Euro)

Mean 2961.826 887.5983 150.5783

Median 998.8000 574.0000 69.00000

Std. Dev. 3563.748 2327.250 177.5569

Skewness 1.361477 -2.119937 1.456380

Kurtosis 3.622619 16.75624 4.139498

Jarque-Bera 19.50534 509.3928 24.45656

Probability 0.000058 0.000000 0.000005

Source: authors’ calculation

Summary statistics presented in Table 1 indicate that all series are leptokurtic and they
do not have normal distributions provided by Jarque-Bera test results. Also, there is high
volatility in banks’ operating expenses comparing to their profits and investment in smart
information and communication technologies as indicated by standard deviation. Moreover,
profits of banks seem to be more volatile than the investments. Banks in sample differ in
several factors: market share, internal structure, customer base etc. Taking into account the
importance of digital technologies in modern society, the low volatility of investments in
ICT in sample is expected. On the other hand, net profits are highly determined by main
characteristics of client base — both retail and corporate, which is the main factor to explain
their high volatility.

The summary statistics for global banks are presented in Table 2.

Table 2. Panel summary descriptive statistics for global banks

OPEXEUR INTASSETEUR
Mean 23312.60 8351.40
Median 20272.07 3027.50
Std. Dev. 13640.18 13498.05
Skewness 1.18 2.45
Kurtosis 3.64 8.77
Jarque-Bera 37.23 358.40
Probability 0.0000 0.0000

Source: authors’ calculation
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Results presented in Table 3 clearly indicate that both series are leptokurtic and
that they do not have normal distributions (Jarque-Bera test). Also, there is high volatility
in banks’ intangible assets, indicated by standard deviation. Position of intangible assets
per banks showed some volatility which is in line with intensity of investment activity
per banks. Some banks are more intensive and have higher intangible assets’ size, other
are within investment processes and value of digital investment is not fully presented
(booked) among intangible assets position (it is booking gradually). Also, different
accounting standards may also impact the aforementioned volatility.

Figure 1 displays the scattergram between period averages of the logarithmic values
of banks’ operating expenses (log opex) and their investments in smart information and
communication technologies (log AINVESTNINTAS) - regionally and globally.

Figure 1: The scattergram between period averages of the logarithmic values of banks’ operating
expenses (log opex) and their investments in ICT (log ainvestnintas)
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Source: authors’ calculation

On average, there is a positive relationship between two variables in first subsample.
The scattergram displays significant differences in terms of the relationship between two
variables for the respective regional banks (a). For example, two Italian banks Intesa
Sanpaolo (Italy) (2) and Unicredit Bank Group (Italy) (12) have the largest amount of
investments and operating expenses as oppose to lowest amounts of Procredit Holding
(Germany) (9) and NLB Group (Slovenia) (6). Addiko bank’s (Austria) (1) operating
expenses are relatively low comparing to its investments. Eurobank holding’s (Greece)
(4) variables exhibit almost positive perfect correlation. Pireus Bank SA (Greece) (8),
Sberbank international (Austria) (10) and OTP Group (Hungary) (7) banks’ amount of
both variables are less than that of Erste Group (Austria) (3), KBC Group (Belgium) (5)
and Raiffeisen Bank International (Austria) (11).

On average, in the second subsample (scattergram b) there is a negative relationship
between two variables which is expected.

Figure 2 shows the scattergram between period averages of banks profits
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(anetprofit) and their investments in smart information and communication technologies
(ainvestnintas) for regional banks.

Figure 2: The scattergram between period averages of the banks’ profits (anteprofit) and their
investments in ICT (ainvestnintas)
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On average there is a positive relationship between two variables. However,
when examined closely, scattergrams show significant differences in terms of the
relationships between two variables. For example, Addiko banka (Austria) (1),
Eurobank holding (Greece) (4) and Pireus Bank SA (Greece) (8) suffers from loses
over the period on average. Sberbank international (Austria) (10) invests relatively
small amount money in smart information and communication technologies, but
makes high profits. Although amount of investments of Erste Group (Austria)
(3) and KBC Group (Belgium) (5), the latter makes more profit than the former.
Unicredit Bank Group (Italy) (12) makes highest investment, but earns relatively less
profit. Moreover, Intesa Sanpaolo (Italy) (2) makes almost close amount money to
investment with Unicredit Bank Group (Italy) (12), but earns highest profit. Procredit
Holding (Germany) (9) and NLB Group (Slovenia) (6) invest relatively small amount
of money, but still earns profit. Scatter points of OTP Group (Hungary) (7) and
Raiffeisen Bank International (Austria) (11) are on the line, representing perfect
example if implied positive relationship between two variables.

Following the suggestion of group of authors (Samargandi et al., 2015), we use
the static panel data models of fixed effects models to obtain the cross-sectional effects.
In addition, to estimate the effects of banks’ intangible assets on operating expenses, it
is reasonable to assume that the estimator has common slopes and variance, but bank
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specific effects. To estimate this relationship, Fixed Effect Model (FEM) was used. The
model employed in this paper is presented in Eq. (1):
¥ie = oy + .'r}xl'r T U 1)

where the dependent variables y, are the operating expenses of banks (OPEX) in the first
estimation and net profits of regional banks in the second (anteprofit) and independent variable
in both exercises x, is the investments of banks in smart information and communication
technologies Notice in Eq. (1) that an i subscript is added to only intercept #i but the slope
coeflicient (.E) is same for all cross-sectional units. Including an individual constant term, it
is aimed to control for individual-specific and time-invariant characteristics, because FEM
assumes time-invariant individual-specific effects. That intercepts are called fixed effects.
Fixed effects capture the individual heterogeneity, which refers to unobservable bank-specific
factors that are time-invariant. Also, as it is mentioned in Tebaldi et al. (2018), the presence of
heterogeneity causes regression coeflicients to be biased and inconsistent.

To select the most appropriate model in both estimates, two sets of tests are carried
out. With the help of first group of tests, it has been decided whether to use the model of
Common Effect (CE) or Fixed Effect. For this purpose, three sets of tests were used for
testing the significance of cross-section and period fixed effects. In the first set of tests,
by using Cross-section F and Cross-section Chi-square (Chow-test), the significance of
cross-section fixed effects is tested. In the second sets of tests, it is tested whether or not
period fixed effects are significant by using Period F and Period Chi-square tests. Finally,
we test joint significance of cross-section and period fixed effects by using the Cross-
Section/Period F and Cross-Section/Period Chi-square tests.

Results and discussion

Before estimating the relationship between banks’ operating expenses (Log opex)
and their investments in smart information and communication technologies (log
ainvestnintas) for the regional banks, the above tests were carried out to determine the
appropriate model. The Chow-test results (computed value of test statistic 182.668989
and its p-value 0.0000) show that the FEM can be used to estimate the stated relationship
above. The results only indicate significant cross-section fixed effect not the period effects.
Moreover, Hausman test was used to check whether Random Effects Model (REM) is as
good as FEM. Since computed value of Hausman test statistic (Chi-square: 67.699133 and
its associated p-value is 0.0000) is greater than table Chi-square value (also p-value of test
statistic is less than 5% percent level of significance, it was decided to use FEM instead
of REM. Besides the formal test results, to estimate the effect of the investment in smart
information and communication technologies on the operating expenses of the banking
sector, it is logical to assume that the model has common slopes and variance, but bank
specific effects. The same tests were also carried out for global banks. Again the results
of the Chow-test results (computed value of test statistic 188.195902 and its associated
p-value 0.0000) indicate that the cross-section fixed effects are significant; but the period
effects are not leading to the conclusion that the FEM is appropriate to estimate the same
relationship between variables for the global banks as well. These results are also verified
by Hausman test.
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However, the same tests were carried out to determine the appropriate model
to estimate the relationship between banks’ profits (anetprofit) and their investments
in smart information and communication technologies (ainvestnintas). Chow tests’
results indicate significant cross-section fixed effects, but not the period fixed effects.
Since computed value of Hausman test statistic (Chi-square: 5.448218 and its associated
p-value is 0.0196) is greater than table Chi-square value (also p-value of test statistic is
less than 5% percent level of significance, we decide to use FEM instead of REM). Besides
the formal test results, to estimate the effect of growth of investment in smart information
and communication technologies on the growth of profitability of the banking sector, it
is logical to assume that the model has common slopes and variance, but bank specific
effects.

In Table 3, the results of FEM for both global and regional banks are presented.

Table 3: The results of panel data models for global and regional banks

Cross-section fixed model for Cross-section fixed model for
regional banks global banks
Variables
Constant 6.897" 10.41°
LINTASSETEUR 0.065 -0.072"
* indicates that coefficients are statistically significant at 1-percent significance level.

Source: authors’ calculation

According to FEM results for regional banks, there is a positive relationship between
two variables. The results indicate that 1 per cent increase in amount of investments of
banks in smart information and communication technologies will lead to approximately
0.065 per cent increase in banks’ operating expenses on average. On the other hand, unlike
the regional banks, there is an inverse relationship between two variables. Estimated
value of the elasticity of OPEX with respect to intangible assets indicate that one-percent
increase in intangible assets of banks in sample, on average, will lead to approximately
0.072 percent decrease in operating expenses of banks. This is the consequence of the fact
that regional banks in the sample do not develop “in-house” ICT, but rather use parent
bank software instead. Other explanation refers to outsourcing of certain modules of
core banking information systems, which increases the OPEX (not investments) - in the
balance sheets it is not recorded as intangible assets, but as an expense. This is related to
existing trend that CAPEX is transformed in OPEX. Unlike regional banks, global banks
mainly develop “in-house” ICT by investing billions of dollars or euros which is followed
by lesser extent of the outsourcing of certain segments of the information system. Within
the largest global banks billions of data are collected in information silos, which are later
analyzed with artificial intelligence in order to adequately personalize the customers’
needs and to make multi-channels platforms.

Table 4 presents the bank specific cross-sectional effects for regional banks.
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Table 4: Cross-section effects for the regional banks

Banks (Cross-section ID) Cross-section effects
Addiko banka (Austria) (1) -1.790816
Intesa Sanpaolo (Italy) (2) 1.809654
Erste Group (Austria) (3) 1.073538
Eurobank holding (Greece) (4) -0.299051
KBC Group (Belgium) (5) 1.072505
NLB Group (Slovenia) (6) -1.399407
OTP Group (Hungary) (7) -0.120816
Pireus Bank SA (Greece) (8) -0.824989
Procredit Holding (Germany) (9) -1.728986
Sberbank international (Austria) (10) -0.633744
Raiffeisen Bank International (Austria) (11) 0.814424
Unicredit Bank Group (Italy) (12) 2.027688

Source: authors’ calculation

The negative values of cross-section effects for certain banks in SEE region are
mainly due to layofs, reduction of the number of branches and sub-branches, and not an
increase in efficiency which is a consequence of higher investments in ICT. For example,
in the case of Addiko bank (1) the negative cross section effect in the observed period is
probably the consequence of change in organizational structure and management aimed
at a general reduction of costs caused by the loss of competitive position in the regional
market. NLB Group (6) also records negative cross section effect mostly due to radical
haircuts and cost reduction strategies in order to clean balance sheet.

Table 5 presents the bank specific cross-sectional effects for global banks.

Table 5: Cross-section effects for global banks

86

Banks (Cross-section ID) Cross-section effects
Agricultural Bank of China (1) 0.218837
China Construction Bank (2) 0.047288
HSBC (3) 0.736646
Industrial and commercial Bank of China (4) 0.123650
JP Morgan (5) 1.249412
Bank of China Limited (6) 0.112214
BNP Paribas (7) 0.384347
MUEG Bank (8) 0.071499
Japan Post Bank (9) -0.894198
Credit Agricole (10) -0.188204
Bank of America National Association (11) 1.182219
Sumitomo Mitsui Banking Corporation (12) -0.641644
Wells Fargo Bank National Association (13) 1.192583
Banco Santander SA (14) 0.991192
Mizuho Bank Ltd (15) -2.092997
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Deutsche Bank AG (16) -0.172544
Société Générale (17) -0.105195
BPCE (18) -0.182821
Citibank NA (19) 0.794445
Postal Savings Bank of China Co Ltd (20) -0.288727
Barclays Bank PLCn (21) -0.142466
The Toronto-Dominion Bank (22) -0.304350
Royal Bank of Canada (23) 0.050169
ING Bank NV (24) -0.564873
The Agricultural Development Bank of China (25) 0.188064
China Merchants Bank Co Ltd (26) -0.818595
UBS AG (27) 0.212972
UniCredit (28) -0.347139
Goldman Sachs (29) 0.081990
Intesa Sanpaolo (30) -0.893772

Source: authors’ calculation

Cross-section effects presented in Table 5 show that vast majority of respective
banks in our sub-sample record an inverse relationship between investment in information
and communication technologies and OPEX. The vast majority of significantly negative
cross section effects are recorded in Japanese banks. This is the consequence of huge
investments in sophisticated technological solutions in all of the three banking segments
(back office, middle office and front office) which lead us to conclusion that investments
in ICT have positive impact on efficiency of all the banking operations.

The conclusions reached in this study implicate the tendency of smaller banks to
follow the strategy of the largest ones - to base their core operations on digital processes
and platforms. Practically, digitalization process is a matter of necessity. It impacts cost
decrease (as has been showed in our study) which leaves room for banks to increase their
competitiveness by lowering their offering rates. On the other hand, digital solutions
improve time efficiency in providing banking services which is in high demand on the
market. The results also suggest the potential for market concentration in banking industry
in years to come. Digitalization is followed by large investments in ICT (CAPEX) which
usually takes several years to give full result on profitability. Taking into consideration
that smaller banks do not have capacity to invest large amount of money and wait for long
run return, the mergers and acquisitions in banking industry are expected.

After exploring the regional and global effects of banks’ investments in smart
information and communication technologies on operating expenses, the impact of
these investments on net profit of respective banks in SEE region is evaluated. Based
on all relevant tests, after concluding that the usage of FEM is appropriate to estimate
the relationship between profitability of the banking sector and investments in smart
information and communication technologies, the Eq. (1) is estimated by using OLS.

Table 6 represents the results of FEM by using 12 banks data over the period of
2015-2019.
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Table 6: The results of FEM

Variables Cross-section fixed model
Constant -1618.11
INVESTNINTAS 16.61

* indicates that coefficients are statistically significant at 1-percent
significance level.

Source: authors’ calculation

As it is indicated in scattergram, the results imply positive and statistically
significant relationship between investments in smart information and communication
technologies (INVESTNINTAS) and banks’ profitability (NETPROFIT).

Table 7 displays bank-specific effects.

Table 7: Cross-section effects

Banks (Cross-section ID) Cross-section effects
Addiko banka (Austria) (1) 1150.058
Intesa Sanpaolo (Italy) (2) -1919.357
Erste Group (Austria) (3) -1064.003
Eurobank holding (Greece) (4) 785.0559
KBC Group (Belgium) (5) 623.5931
NLB Group (Slovenia) (6) 1619.660
OTP Group (Hungary) (7) 275.0074
Pireus Bank SA (Greece) (8) 717.9462
Procredit Holding (Germany) (9) 1603.751
Sberbank international (Austria) (10) 1752.271
Raiffeisen Bank International (Austria) (11) 456.1183
Unicredit Bank Group (Italy) (12) -6212.902

Source: authors’ calculation

In this case, the cross-section effects basically indicate individual profitability of banks
that could be related to the cross-bank variations in unobserved time-invariant factors, or to
be more precise to factors which did not considerably/at all change in relatively time span
comprised by the sample, such as quality of management, ownership structure etc. Difference
between cross-section effects for two banks in this case can be interpreted as a difference in
profitability due to time-invariant factors that are observed at the same level of investment in
non-tangible assets. For example, if Addiko bank (1) and Intesa Sanpaolo (2) are compared,
estimated cross-section effects indicate that at given X level of investment in non-tangible
assets, Addiko bank makes on average 1,150.1-(-1,919.4)=3,069.5 mil EUR higher net profit
than Intesa Sanpaolo as the result of better utilization of time-invariant bank-specific factors.

As it can be observed from the results presented in Table 8, investments in ICT
recorded growth in almost all banks in the sample, which had the positive impact on the
overall banking profitability. However, it can also be noted that certain banks recorded
a negative cross-sectional effect which may be a consequence of the time required to
optimize new investments. Accordingly, in the forthcoming period the positive effects of
ICT investments on the profitability of these banks are expected.
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Concluding remarks

The results indicate that the influence of investments in ICT on OPEX defers on
global and regional level. On average, there is positive relationship between investments
in digital and smart technologies and operating costs of banks within sub-sample of
regional banks. This is the consequence of the fact that regional banks mostly do not
develop ,,in-house® ICT, but rather use parent bank software instead. Other explanation
refers to outsourcing of certain modules of core banking information systems, which
increases the OPEX (not investments) - in the balance sheets it is not recorded as
intangible assets, but as an expense. Unlike regional banks, global banks mainly develop
“in-house” ICT by investing billions of dollars or euros which is followed by lesser extent
of the outsourcing of certain segments of the information system. Within the largest
global banks billions of data are collected in information silos, which are later analyzed
with artificial intelligence in order to adequately personalize the customers’ needs and
to make multi-chanel platforms. Investments in ICT also have impact on the structure
of employees: they eliminate the jobs with predominantly manual activities, while in the
same time increase the number of employees in the IT sector. In the end, the results of
the research conducted also indicate statistically significant positive relationship between
investments in ICT and banks’ profitability in SEE region.

The conclusions reached in this study imply the tendency of smaller banks to follow
the strategy of the largest ones - to base their core operations on digital processes and
platforms. Practically, digitalization process is a matter of necessity. It results in reducing
costs (as has been showed in our study) which leaves room for banks to increase their
competitiveness by lowering their offering rates. On the other hand, digital solutions
improve time efficiency in providing banking services which is highly required on the
market. The results also suggest the potential for market concentration in banking industry
in the future. Digitalization is followed by large investments in ICT (CAPEX) which
usually takes several years to give full result on profitability. Taking into consideration
that smaller banks do not have capacity to invest large amount of money and wait for long
run return, the mergers and acquisitions in banking industry are expected.

Digitization in banking is more than a change based on technology. Moreover, the
existing knowledge has to be upgraded and adopted without being lost. The whole new
technology process has strong impact on the business, relation with customers, market
and regulation. Technical part, data models, reports, and interfaces should be adjusted to
enable better decision making, better performance measuring and customers” behavior
tracking. Banks should be focused on new digital possibilities such as cloud computing,
big to smart data models, business intelligence etc.

The change from manual processes, which may be time and money consuming, to
automatic processes which may help banks to better understand customersneeds, cost
drivers, and causes of risk is going to mark years to come. However, overall banking
market is going to operate between digital and physical. Several factors should keep this
balance as follows:

- Strategies should be focused on customers’ satisfaction rates, with convenience
becoming primary concern. The easier way to achieve customer satisfaction
is by providing ability to open any type of account through a mobile device
rather than a branch visit (or both).
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- Traditional compensation and targets may be the hugest obstacles banks
are confronted with when planning digital strategy. New focus should be
followed by new targets which are going to be set to employees. No in-branch
products’ sales should be in targets.

- Change in demographic also affects digitalization era (especially visible in
influence of millennials).

In the end, due to data restrictions (especially their availability) the study fails to
use some alternative dynamic panel models. Thus, as we manage to acces the more data
on the banks in the sample, the future study will be developed by using dynamic panel
metods especially considering the cross-sectional dependence and slope homogeneity.
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Apstrakt

Subject of this research is contained in its title. We examined the connection and
the influence of the foreign exchange rate on the foreign trade balance of Serbia as
an independent state in this century, that is, in the period 2007-2017. The aim was to
determine whether the theoretical paradigm applies in concrete terms, and that the
decline in the value of the domestic currency leads to an improvement in the balance
of payments, given the role of price elasticities of import and export demand as
well as the level of domestic consumption. The SPSS software package was used for
statistical data processing. The observed variables: foreign exchange foreign trade
deficit, the exchange rate, the effective nominal exchange rate and the effective
real exchange rate are from the point of view of the Scale type. The data were taken
from official sources, primarily from the National Bank of Serbia and the Ministry
of Finance of Serbia. The obtained results unequivocally confirm that in specific
conditions depreciation of the dinar is favorable to the reduction of the deficit
of the foreign trade balance. The basic value of this result is that such a policy
should continue if the goal is to improve the liquidity of Serbia in international
payments. We conclude that the policy of the exchange rate of the dinar in the
observed period was properly conducted, and that within the framework of other
measures of economic policy, primarily monetary and fiscal, in that sense, gave
satisfactory results. In the paper itself, we first defined the basic concepts related
to the types and exchange rate regimes. We have added additional conditions for
the effectiveness of this policy in order to improve the balance of external trade. By
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period was conducted with due diligence.

Keywords: exchange rate, nominal exchange rate, foreign trade balance.

JEL classification: A10,E58,F14.

1 1010brojevi@gmail.com ORICID ID: 0000-0002-0714-175X
2 aleksandra_penjisevic@yahoo.com, ORICID ID: 0000-0002-0898-6818

O©JlpyurBo exonomucTa “Exonomuxa” Humr 93
http://www.ekonomika.org.rs



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

YTUHAJ AEBU3HOI' KYPCA HA TPITOBUHCKHA
BUJIAHC CPBUJE

AncTpakTt

Tema 0602 ucmpadicusarsa je cadpycana y camom Hacnosy. Mcnumueanu cmo
nOBE3aHOCM U YMmuyaj 0eusHo2 Kypca Ha cnossHompeosuncky ounanc Cpouje kao
camocmarte opacase y 060M 6eKy, 00HOcHo y nepuody 2007-2019. Luw je 6uo oa
YMEPOUMO 0d Jiu Y KOHKPEMHUM YCIIOBUMA 8ANCU MEOPEMCKa Napaouzma oa 0oaparse
epedHocmu domahe eéaryme 600U NOOOLUIAILY NAAMHOZ OUNAHCA, 003UpoM Oa my
UMy Y102y U YeHOBHE eLACMUYHOCTIU YEO3HE U U3B03HE MPAdICHe, Kao U HUo domakie
nompowwe. 3a cmamucmuuky 06pady nodamaxa Kopuuihen je npospamcku naxkem
SPSS. [locmamparne npomensuge: degpuyum cnowte mpeosure Cpouje u deusHu Kypc,
¢y ca cmanosuwima meperva muna Scale. Ilooayu cy y3umanu u3 36aHUYHUX U360PA,
npe ceeea 00 Hapoone banxe Cpouje u Munucmapcmesa gpunancuja Cpouje. Jlobujenu
pe3ymamu Hed8OCMUCTIEHO ROMEPHYJy 0a Yy KOHKPEMHUM YCLo8uMa oenpecujayuja
Ounapa nozooyje cmarservy Oeuyuma CcnowHompeosurckoe ounarnca. OcHosHa
BPEOHOCM 0602 pe3yimama je 0a 08aKey NOIUMUKY mpeda HACMASUmMU YKOIUKO je
yuw nobomuarse uxeuonocmu Cpouje y meliynapoonum niaharuma. 3axmyuyjemo
0a je nonumuxa Kypca OuHapa y nOCMampaHom nepuody 6oheHa npasuito, u od je
VY CKIONY Opyeux mepa eKoHOMCKe NOIumuKe, npe céeed MOHeMAapHe U (DUCKATHE,
odana y HageoeHom cmucity 3a0oeomasajyhe pesynmame. Y camom pady cmo npeo
OehuHucan OCHOBHe NOjMOGe 6e3aHe 3a BpCme U pedcume 0egusHux Kypcesa. Hasemu
CMO U Q00amHe YClose 3a eqUKACHOCT 08¢ NOTUMUKE Y YUbY NONPAGHARA OULAHCA
cnosmre mpeogure. Tlocmynkom mecmuparsa XUunome3a cmo nposepuiiy GaruOHOCH
nonasHe Xunomese UCmpariCuéarsd. 3aKmpyuuiy cmo 0d je eKOHOMCKA NOTUMUKA Y
060M OOMEHY Y HABEOEHOM Nepuody 60hHeHa c8pPCUCXOOHO.

Kwyune peuu: desusnu Kypc, HOMUHATHU OEBU3HU KYPC, CHOTHOMPEOGUHCKU OUWLAHC.
Introduction

In this century, Serbia is characterized by a permanent deficit in foreign trade,
which is also the main cause of the chronic deficit of payments balance. This, on the
other hand, in practice affects high external indebtedness. Therefore, it could be said
that one of the basic current tasks of economic policy of every Serbian government the
elimination, or at least mitigation, the problem of high deficit of the trade balance with
foreign countries.

It is only by itself understood that the key would be to reduce imports and
increase exports, seen in value terms. Current trends in Serbian politics definitely do
not make administrative measures the first choice for action in this direction. Foreign
policy repercussions, such as the drive for EU membership (hereinafter EU), and the
World Trade Organization (WTO) policy, which opposes non-tariff restrictions on
imports, direct Serbia to reduce its import demand primarily through restrictions on
the overall domestic demand. These measures are already in use, especially since the half
of the second decade of this century. Referred to so far primarily to budgetary restrictions,
especially when it comes to pensions and public sector wages and employment of budget
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users. Also, inflation was kept under successful control by keeping a restrictive monetary
policy.

On this side, the government, elected in 2017, did what it could from the aspect of its
jurisdiction over the conduct of economic policy in this short term. It is also the National
Bank of Serbia (hereinafter NBS), pursued a consistent, fundamentally monetarist,
targeted inflation policy. At the moment, we should be interested in another aspect of the
foreign trade deficit, which is the possibility of increasing the competitiveness of Serbian
exports. Taking into account the already explained conditions advocated by the EU and
WTO, as well as budgetary restrictions, it seems that the only remaining short-term
policy is the exchange rate policy. In theory and practice, the prevailing attitude is that the
weakening of the domestic currency, in general, positively affects the foreign trade balance.

When we take into account all the exposed items, we estimate that it is an interesting
question of whether, how and to what extent, exchange rate manipulation can correct the
trade balance of a country. More precisely, the aim of our research is to determine the link
between the movement of the foreign exchange rate of the dinar and the foreign trade balance
of independent Serbia in this century, in the period from 2007 to 2019.

General issues of exchange rate and trade balance

At the beginning of the presentation, methodologically, it would be most useful first to
define the meaning of the terms to be dealt with in our analytic, in order to avoid any possible
ambiguities and misunderstandings that are possible due to insufficiently precise use of
terms. Let’s first see what we mean by the exchange rate. In simplest terms, the exchange rate
is the price at which one currency is exchanged (bought and sold) for the other currency. If
we wanted to be scientifically correct and maximum precise, this definition means the
nominal exchange rate, in the following presentation, we will use even terms such as real
viewing exchange rate, effective, effective nominal and effective real exchange rate. So, we
announce that in this work, when we say only the exchange rate, we will only think about
the nominal, what we encounter normally in banks and exchange offices, everyday life and
regular business.

If we aspire to the maximum deflection of any possible ambiguity in terminology, by
the term exchange rate, if we do not use it with some additional heading, will mean in his
speech already mentioned the nominal exchange rate and with the implementation of direct
notation.

In the previous presentation we have already mentioned the adjustment of the nominal
exchange rate. Because the real and effective exchange rate are calculated categories, which
essentially represent adjustments to the nominal exchange rate, results that a country can only
make adjustments to the nominal exchange rate. Namely, the policy of the foreign exchange
rate of any country is in fact reduced to the adjustment, i.e. change, of the nominal exchange
rate of the national currency. How will these changes affect the real effective exchange rate,
it depends on inflation and structures of international economic relations of a country and its
main partners in the world economy.

As the exchange rate policy is implemented in practice, this is explained by different
models, i.e., exchange rate regimes. According to the classification of the International
Monetary Fund (hereinafter: the IMF), there are the following types of exchange rate regimes:
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. Exchange rate arrangements without special means of payment;
. Arrangements of the Currency Board;

. Other conventional fixed PEG arrangements;

. The fixed exchange rate is within the horizontal range;

. Crawling exchange rate;

. Exchange rate inside the crawling frame;

. Managed floating exchange rate without a predetermined way;

. Independent fluctuating. (Josifidis, Alegret & Beker, 2009)

0N L B W —

The seventh model implies that the monetary authority is trying to influence the
course without a predetermined target exchange rate. Indicators for this course management
may be different, which are usually the balance of payments, foreign exchange reserves or
market disturbances. Intervention during course management can be direct and indirect. This
exchange rate regime does not operate according to the automatic principle, it is a modality
of discretionary economic policy.

Since our research is dealing with Serbian economy, the fluctuating exchange
rate model (model No. 7), which is applied throughout the period to which our research
relates, is important to us here. (Marceti¢, 2017) This seems to be the optimal choice, since
it is applied by many transitional economies. (Jovovi¢, 2011) The National Bank of Serbia
(hereinafter referred to as the NBS) intervenes in its discretion in the circumstances when
it assesses that market forces in the foreign exchange market move the dinar exchange rate
from what it considers acceptable, taking into account the balance of payments situation and
the difference between domestic investment and the one in the markets important for the
Serbian economy. So, as we have already said, the module is most applicable, which most
resembles the seventh variant of the IMF classification.

In practice, the system works by determining daily middle exchange rate of the
euro (since 2011 and US dollars) at the interbank meeting. The average exchange rate is
the average weighted price achieved on that interbank foreign exchange trade. According
to its estimation, the NBS is involved in trade in the purchase or sale of foreign exchange to
influence the exchange rate.

And what is the significance of the change in the exchange rate? The exchange rate
policy has multiple significance for every economy and in every situation. For less developed
countries, as well as for transition economies, the exchange rate has the most impact on
the five aspects that we will list. Firstly, in the context of substantially the price level in
the domestic market, the exchange rate is an important resource allocation factor. Secondly,
the economic development of these countries, the exchange rate, in correlation with other
measures of economic policy, can also accelerate from the aspect of industrialization
and productivity growth through foreign trade. In market-oriented developing countries,
as well as in transition economies, the exchange rate significantly affects the stability of
the financial market. Fourth, in conditions of significant import dependence, an adequate
exchange rate policy can be an important anti-inflationary tool. In the end, but from the aspect
of our research and, most importantly, the exchange rate has a major impact on the balance
of payments, as it depends on the relative relation between domestic and foreign prices of
goods and services.

Therefore, the basic problem of the Serbian economy in the sphere of international
economic relations is the current account deficit. More precisely, the long-term problem is
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a chronic deficit in exchange of goods and services abroad, and foreign trade balance. The
significance of this statement is especially difficult for the tendency of the long-term decline
in foreign exchange in flows based on remittances of workers from abroad. It should be noted
that the trade deficit is a regular occurrence in countries like Serbia, in a middle and lower
level of development, which is expressed in the import dependence of the economy due to
the high demand for investment periods rhyme, raw materials and technology that cannot be
met from domestic sources. Regardless of the fact that there is always a factor in the import
of consumer goods and services, the fact is that the deficit cannot be solved completely
by suppressing domestic consumption. The only sustainable long-term solution is in the
growth of the creation of goods and services for the foreign market and the competitiveness
of such exports.

Shortly, there is a necessity for the growth of exports, above all, with reductions in
the import, which would not be at the expense of the development of economy. So it would
be equalized just to enter the balance as the key of equalized balance of payments as a
whole. This is, of course, an indicator of the current economic policy, where an exchange rate
policy can play an important role. Thus, we should see how the exchange rate policy affects
the trade balance of a country.

With all the basics postulates in mind, the way of thinking could be very simple. Thus,
the weakening of national currency (exchange rate growth), regardless of whether it is a
devaluation (fixed mode) or depreciation (fluctuating mode), it must be beneficial to eliminate
the trade deficit. How this mechanism works? Simply, the weakening of the currency
stimulates exports, and destimulates imports.

The previously stated logic of thinking is traditionally very rooted. It is very common in
everyday reflections on this issue, in numerous media, politics, and with several economists.
However, there are numerous theories in this field that argue that things are not as simple as
it seems at first glance, and as we have shown it in our simplified model. Therefore, in the
next presentation, we will present in short terms the basic idea of the most famous theoretical
considerations of this problem.

At the center of all theories dealing with the influence of the exchange rate on the
correction or balancing of the negative foreign trade balance is the idea that this is not enough
only for the manipulation of the exchange rate, i.e., the collapse of the value of the domestic
currency. In order to achieve the potential positive results according to the simple model
logic described above, it is necessary to fulfill some additional conditions. This is completely
understandable when we know how complicated the macroeconomic processes are, and
especially those related to the foreign trade balance.

Our presentation in this section will begin with the introduction of Marshall-Lenart’s
theorem. This theorem can be summarized in a single sentence shortly. It says that the
weakening of the domestic currency in terms of the growth of the real exchange rate will
have a positive effect on leadership in the trade balance if the sum of the price elasticity
of foreign demand for domestic goods and domestic demand for foreign goods is greater than
one. (Marceti¢, 2017) This certainly depends on the existing economic structures, both in the
country and abroad, given that these elasticities are different for each branch. (Popovi¢, 2009)

It should be noted here that, in case of satisfying elasticity conditions, two phenomena
should be taken into account. Firstly, a positive effect on the trade balance will be seen in
the longer term, which is not shorter than a year, as it takes some time to adjust production
and income. The other thing is, the almost regular occurrence of the J curve effect, that is,
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the improvement of the trade balance due to the drop in the value of the domestic currency,
comes only after the initial deterioration. The main reason for this is that in the first period
after the change in the foreign exchange rate, foreign trade contracts, which are concluded up
to the previous period, are realized as a rule. The size of the effect depends on the structure of
the contracts according to the currencies in which they are made. (Peli¢, 1993)

In addition to this basic idea of the theory of elasticity that is briefly exposed, we
consider another important direction of thinking within this issue important for mentioning in
this place. This is the so-called absorption model, which essentially deepens the analysis of the
impact of depreciation (and devaluation) on the foreign trade balance. Namely, the change in
the exchange rate in this direction will affect the balance in line with the stated elasticities, but
these processes are also related to adjusting production, income and demand in the domestic
economy, which again also affects the foreign trade balance. Thus, this theory, by complicating
the model, takes us closer to real economic developments by considering new variables. There
are also other factors involved, such as the propensity of import and savings are added.

In this model, it is basically argued that for positive changes in the foreign trade
balance due to depreciation, it is necessary that there is domestic real savings, that is, that
real expenditures are lower than real incomes. The logic is simply that domestic demand
does not “eat” surpluses for exports. So, the economy is a complex model, and must take into
account the changes in supply and demand in the domestic market because of this greatly
affect the final aim of the trade balance, not just the price elasticity of demand for imports om
and export.

Therefore, the basic idea of the model is that in addition to depreciation, if the foreign
trade balance is desired, the domestic consumption should be limited by the measures of
monetary and fiscal policy. Everything is based on the famous Keynesian idea, that the
surplus of the trade balance is in fact a surplus of total domestic production.

The basic equation shows that domestic production (Y) represents exactly the sum of
the absorption (A) and the trade balance (X - M), i.e. net exports, where X represents export,
and M imports. It follows:

Y-A=X-M

Therefore, the excess domestic production above total domestic consumption
(absorption) is the only possible source of positive difference between exports and imports. If
domestic consumption is higher than domestic production, it will have a trade balance
deficit. This means that this surplus of production above the absorption is a necessary condition
for improving the foreign trade balance even in the conditions when there is depreciation to
domestic currency, and the sum of the price elasticities of domestic and foreign demand for
import goods and services meets the previously explained conditions.

We have drawn two of the most influential ones, and for us, really the two most
important theories to be kept in mind when pursuing economic policy in this field. Of course,
economic reality is so complex that in any theory and model it is impossible to include all
relevant factors, make their quantification, and precisely define mutual relations. However,
we have so far been said to be a completely sufficient basis for further discussion on the link
between the exchange rate and the foreign trade balance.

After all that we have already said, we can now begin our discussion of the
link between the foreign exchange rate and the foreign trade balance of Serbia in the
period from 2007 until 2019. Our starting hypothesis will be that the depreciation of the
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exchange rate of the dinar against the euro is not firmly related to the reduction of the deficit
of the foreign trade balance.

Empirical study of exchange rate movements
and foreign trade balance

In order to study the mentioned macroeconomic issues, which relate to foreign exchange
rate and foreign policy, it is best to use official published data from authoritative sources such
as specialized international organizations as well as official national authorities. So we will
rely on the data contained in official publications of the World Bank (WB), Eurostat, NBS,
the Ministry of Finance of the Republic of Serbia and the Republic Institute for Statistics.

Once again, we will remind that the subject of research from the mentioned aspects
is the economy of modern Serbia. Here we have in mind Serbia, which in the 21st century
became a state of autonomy in mid-2006. That is why we selected the period between 2007
and 2019 for the period of study. We believe that more than one decade is a sufficient period
for some reliable conclusions regarding the subject of our research to be carried out.

Therefore, we will try to perceive the quantitative and qualitative aspect of the
relationship between the movement of the foreign exchange rate of the Serbian national
currency and the balance of its foreign trade. The first one will deal with the exchange rate
towards the euro that “covers” in the mentioned period for the largest part of Serbia’s foreign
trade. In the following, we will not discuss the modalities of the effective exchange rate,
taking into account other relevant currencies, which are apart from the euro and the dollar, as
well as the Swiss franc, the British pound, the Chinese and the Japanese currency. This is
because a broader analysis would go far beyond the format of this article.

We will methodology expose our report by starting from the foreign trade balance,
and then we will analyze the movement of the exchange rate and investigate the relationship
between it and the balance.

For a statistical data processing we will use a software package SPSS. The observed
variables foreign exchange foreign trade deficit, the exchange rate, the effective nominal
exchange rate and the effective real exchange rate are from the point of view of the Scale type.

We already know that the economy is continuously following the chronic deficit of the
foreign trade balance. The following figure gives an overview of the deficit in the exchange
of goods and services in the period we are studying, expressed in millions of euros.

Table 1: Deficit of foreign trade of Serbia (goods and services) in mil. EUR

YEAR DEFICIT YEAR DEFICIT
2007 -7,376.2 2014 -4,028.7
2008 -8,854.2 2015 -4,047.9
2009 -5,365.7 2016 -3,635.8
2010 -5,030.1 2017 -4,345.2
2011 -5,808.6 2018 -5,636.6
2012 -5,973.9 2019 -6,341.6
2013 -4,472.5

Source: Ministry of Finance, from the site www.mfin.gov.rs (accessed on April 7, 2020)
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By observing the variable Foreign Trade Deficit of Serbia in the period from 2007 to
2019, we can notice that:

1. the average deficit of foreign trade amounts to EUR 5381.28 million ;

95% confidence interval is (4417,38 - 6345,19) which means that with a
probability of 95% we claim that the deficit is moving in this interval;
the data in the series are not homogeneous since the coefficient of variation
S 1517,08
v=—x100=——-=-=%100=28,19%

X 5381,28 smaller than 30%.

Figure 1. Deficit of Serbian trade in the period 2007 —2019
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Source: Authors, according to Ministry of Finance data, available at www.mfin.gov.rs (accessed
7.4.2020.)
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Figure 2. Box-plot diagram Foreign trade deficit of Serbia in the period 2007-2019.
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Source: Authors, according to Ministry of Finance data, available at www.mfin.gov.rs (accessed
7.4.2020.)

On the box-plot chart (Figure 2) Foreign trade deficit for the period 2007-2019. year,
we can see one outlier (an exclusive point, an observation that is different from the others)
data and the value of the foreign trade deficit for 2008.

Now, let’s take a look at how the nominal exchange rate of the dinar and the euro in
the same period.

Table 2: Exchange rate RSD for EUR (end of period)

YEAR EXCHANGE RATE YEAR EXCHANGE RATE
2007 79.24 2014 120.96

2008 88.60 2015 121.63

2009 95.89 2016 123.47

2010 105.50 2017 118.47

2011 104.64 2018 118.19

2012 113.72 2019 117.59

2013 114.64
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Discussion of work results

Atfirst, it should be noted that this study we access just because we have the impression
that in our professional public these works are not sufficiently represented. Namely, in the past
twelve years of Serbian statehood, in our opinion, this problem was not addressed enough
by economists. Occasionally and partially there were critical texts about some aspects of this
issue. The profession is quite justified, for example, against the fixed exchange rate at the
beginning of the transition. However, the impression is that not enough attention paid to the
influence of the foreign exchange rate on the trade balance of Serbia as an independent state
in the first decade of its existence in the 21st century.

In our wider, but also in professional public, there was certainly a reaction to certain
exchange rate fluctuations. It was an assessment that at certain moments the current course
corresponds to the “import lobby”, or that the policy itself is not enough to reduce the trade
deficit of Serbia. Of course, these issues, and that we pointed out in the paper, are very
complex. Therefore, we have decided to specifically quantify only one aspect, and to try
to give a clear answer to at least one question from this complex set of macroeconomic
problems. How and in which extent the course influenced the foreign trade balance of Serbia
in the mentioned period. We finally offered an unambiguous answer to that.

In this we see the contribution of this paper. We picked out a precisely defined question
and gave it a clear answer. We consider such an approach important for all macroeconomic
issues of Serbia in the conditions of its new independence. It should come out of endless
theoretical discussions and outwits. It is necessary to solve one and the same question in a
clear and argumented way and redirect to the next ones to meet. Maintenance is done to serve
the dilemma. Which course to choose? What course policy do you take? It cannot always be
at the beginning. Is there any progress in transition?

We made the effort to contribute to this work by checking the theory in concrete
practice. We believe that the previous analysis showed that in the conditions of the Serbian
economy in the period 2007-2017, the course would be a very important element of foreign
trade policy. Its influence on the foreign trade balance of Serbia in the mentioned period is
undisputed and fully in line with the ruling theory. In other words, we think that topic which
is being studied and the period, the practice fully confirmed the theory.

The practical implication for foreign policy makers of Serbia would be to continue
with the practice of depreciation of the nominal dinar exchange rate against the euro and that
any other behavior would lead to deterioration of the foreign trade balance.

Conclusion

In this paper we were shortly dealing with what is indicated in the title, so the impact
of the exchange rate on the balance of payments of Serbia. We have considered the basic
categories of exchange rates and foreign exchange regimes, as well as the most important
relations between them. We also highlighted the main elements of the balance of payments.
We also looked at the main theories explaining the modalities for alleviating the problem of
the deficit of the foreign trade balance. Research, which could possibly be called a case study
of the independent state of Serbia in this domain during the period 2007-2019, focused on
the verification of the link between the exchange rate and the foreign trade balance. Having
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explained the indisputably great importance of the nominal dinar exchange rate against the
euro, we have just placed the emphasis here. The purpose was to determine and quantify
this relationship on a concrete case. We wanted to check the theory and practice, to end the
unfruitful discussions and to evaluate the economic policy that is being conducted.

As we have already pointed out, focus of the research was at the exchange rate which
is the most important for Serbia. First, the euro is unmatched most important currency for
foreign trade of Serbia, and secondly, the nominal exchange rate is the only domain of foreign
exchange policy that has a great influence on the foreign trade balance. In concrete case, the
connection between theory and practice is confirmed. Namely, the diminution of the value of
the dinar (the growth of the euro exchange rate against the dinar) is very much in line with
the reduction of the deficit of Serbia’s foreign trade. At the same time, it does not corroborate
the initial hypothesis that the depreciation of the exchange rate of the dinar against the euro is
not in tandem with the reduction of the deficit of the foreign trade balance. In the investigated
decade, in the case of Serbia, it was undoubtedly quantified that the depreciation of the
exchange rate of the dinar against the euro was very firmly related to the reduction of the
deficit of the external trade balance.

This research has unequivocally and surely resulted in the claim that the movement of
the nominal exchange rate between the euro (direct invoicing) is affecting the reduction of
Serbia’s foreign trade deficit (2007-2017), which fully corresponds to the prevailing theory of
foreign exchange rates and foreign trade. Certainly, the course of this exchange rate was also
influenced by the significant price elasticity of imports (and exports) of Serbia and its main
foreign trade partners. If it was not there, or it is insufficient, the effect of the exchange rate
would be minimal. Likewise, the correction of the external trade balance through both values
of the domestic currency was facilitated by the restriction of domestic consumption by
keeping inflation under control and by reducing the budget deficit. [9] However, all this does
not change anything on the conclusion nor undermines the result of the research. The balance
would not be corrected without such an exchange rate policy. This is supported by a slight
rise in the deficit in 2017, which also corresponds to a slight increase in the value of the dinar.

With this work we wanted to show three things. Methodologically we had the intention
to promote the approach that it is most appropriate to conduct macroeconomic analysis of the
Serbian economy starting in 2017, because it is only to the first years of independence the
country after many decades. This is simply the case, although we often encounter an approach
where the Serbian economy is analyzed for a much longer period than the last decade. In our
opinion, it is justified in the context of a historical approach on which occasion the emphasis
would be on the position of Serbia within several states in which it was composed after the
First World War. For current economic analyzes, in our opinion, it was sensible to act only as
we did on this occasion.

We also consider the choice of the topic as a certain contribution because we consider
that the papers dealing with the policy of the foreign exchange rate of Serbia in the mentioned
period are missing. As if this is a little important topic that does not deserve the attention of
economists, and as if everything is clear in itself. The fact is that, in the last decade, it has the
least problems in terms of the exchange rate and foreign trade balance, but we consider it to
be shown, proven and confirmed decisively.

Thirdly, the fact is that the phenomena described in this paper on the line of
predominance, could be said to be a “classical” economic approach. Such an approach,
where, in this context , the correction of the foreign trade balance is considered to be a useful
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use of the fluctuating exchange regime, the fall in the value of the domestic currency, inflation
control and the balancing of the budget deficit is, at the same time, the general approach of
the IMF. In this period, this organization has had a considerable influence on the conduct of
macroeconomic policy in Serbia. We would like to state once again that such an approach
obviously gives results in this area. Namely, for this period, governments mainly criticize the
work of the expert public on the direction of the IMF because of the fact that this does not lead
to higher rates of economic growth. However, it should be kept in mind that this organization
primarily deals with the problems of external liquidity of its members, and that it is not a
development agency. In this sense, this policy seems to be the best option. Here, we dealt with
exchange rate and foreign trade deficit, and economic development is another, more complex
topic that still requires more serious analysis in the coming period.
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u noxazamesn cy npugpedne uecmaodburHocmu. Paseoj caepemene mporcune
eKoHOMUje euuie 00 08a 6eKd YHA3A0 HEepACKUOUBO je Nnoge3an ca pazeojem
¢unancujckoe cucmema. Teporwa oa nocmoju eesa usmely paszeoja urancujckoe
U peantoe cekmopa npugpeoe, Cmapa je Komko u cama eKoHomeka Hayka. Pazeujen
Qunancujcku cucmem noocmuie KOHKypeHyujy, npowupyje mpacuuime u nosehasa
eukacnocm QuHancujckux uncmumyyuja. youna u wupuHa @QUHAHCUJCKUX
mocuwima pacme, wimo ce NpeHocu Ha nephopmance u CMpykmypy npuepeoe.
Kpos nosesusare wimeorwe u ungecmuyuja, GUHAHCUJCKU CUCTHEM KOHMPOTUULE
U ynpasma pusuyuma Koju cy KapakmepucmudHu y QUHAHCUJCKOM NOCL08ARY U
ONAKWIABA UHMEPAKYU]Y NPOU3600Ie U nompourse. PUHAHCUJCKU cucmeMu 3emMarja
Y mpausuyuju HUCy 0080/6HO PA3BUjeHlU, CMoed je Y 0602 padda 0a YKaxdce Ha
N08e3aHOC U YMuyaj PUHAHCUJCKOS cUCmeMd Ha MAKPOEKOHOMCK) CINAOUTHOCT.

Kwyune peuu: npuspeonu paszeoj, uuancujcka mpocuwma, npugpeoaq,
MAKpOEKOHOMCKA CIMAOUTHOCM.

Introduction

The economy and economic subjects perform their activities within the financial
system, which are composed of a large number of participants and institutions that are
in the function of companies, individuals, and governments. The main goal of every
national economy is to establish a financial system that will provide economic growth.
Any financial system aspires to connect savings and investments through financial
markets. If the financial market is healthy, then the system is ready for quick adjustments
and efforts required by any development.

Economic development implies the new needs of economic entities, which are
reflected in the financial sector. Analysis of economic development and the financial
sector is crucial for understanding their interdependence. In a period of slow economic
development, inflation is often used as an instrument to achieve goals, and especially to
stimulate employment growth. High inflation rates reduce the credit potential of banks as
a financial sector, which increases liquid reserves. Interdependence exists because rising
consumer prices lead to a decrease in aggregate demand, which slows down economic
activity and a decline in credit demand.

Despite the existence of dilemmas about the interdependence of financial market
development and economic growth, there is great agreement on the connection between
economic growth and financial market development as an integral part of the financial
system. “The misunderstanding arises over the question of whether the development
of the financial market is the driver of development (supply argument) or economic
development causes the development of the financial market (demand argument).”
(Brealey Myers Marcus, 2007). Another question that arises is whether the banking or
non-banking sector and the capital market are more important at a certain economic
level? These and many other issues make this topic attractive for processing and analysis.

A more comprehensive understanding of the impact of the growth of the financial
system on economic growth is possible if other functions of the financial system are analyzed
control of business operations, risk management, and facilitation of exchange of goods and
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services. Each of these functions has an influence on the basic determinants of economic growth
(accumulation of capital, technological innovation, increase in total factor productivity). In this
regard, the good functioning of the financial system allows national economies to make full use
of development potentials, as secure that investment projects finance at a minimal cost.

Financing of economic development

The driver of the national economy is economic development. The basis of
economic growth is domestic savings, which is a deficit factor for developing countries.
In such conditions, developed countries resort to engaging savings from abroad, which
are the supplement the domestic savings. “Savings are a voluntary renunciation of current
consumption, for the sake of higher consumption in the future.” (Ristanovi¢, 2017)
Savings can be at the level of individuals, the economy, and the state. It is the savings
of individuals that are the form of financing economic development in less developed
national economies, while in developed countries, it is important part of the financing.

In addition to domestic savings, foreign sources of financing are of great
importance to the economy. Sources financing outside the domestic one refers to
foreign direct investments and portfolio investments. According to Dasi¢ (2011), the
contribution of foreign direct investment to a country and its economic development is
reflected in the waning of regional inequalities. (Dasic, 2011) Economic growth is the
most pertinent macroeconomic parameter, which assesses the country’s progress and
is appearing in terms of GDP. Economic growth is realized through GDP growth. The
incentive of economic growth covers monitoring of other indicators, such as the level of
capital, employment, imports, exports.

Graph 1. Structure of components that accelerate economic development
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Investment opportunities and institutional frameworks are often analyzed, to
assess the absorption power of the economy, which further affects the different dynamics
of foreign direct investment. The more developed the country, the higher the share of
domestic savings in investment financing, so in developed countries, home

savings are moving from 85-95%. (Economic Analysis Division, UN / ECCE,
2000) Conversely, less developed countries and countries in transition finance their
investment activity mainly from foreign sources, foreign savings, regardless of the form
in which these savings or capital come.

Direct investment is the simplest method of transferring funds from surplus to deficit
entities and is probably the most efficient if the conditions are right. (Rose & Marquis, 2012)
However one of the problems of direct investment is the mismatch between the desires and
economic needs of savings and investment entities. Savings mobilization is the process of
pooling free funds for investment. By performing the function of mobilizing savings, the
financial system overcomes the problems of connecting savings and investment entities, such
as high transaction costs and a lack of information on the other side. Therefore, efficiency
of the financial system in consolidating the savings of individuals can significantly affect the
increase in savings, and consequently the accumulation of capital and economic growth.

The question that arises for many national economies is whether to use the domestic
accumulation of foreign capital. This question has been asked by the simultaneous
action and presence of inflation, the balance of payments deficit, chronic unemployment.
Such relationships pose a new dilemma, which is the limit of external borrowing of the
economy, what is the system of using foreign capital, but also the efficiency of its use.
What is important is that foreign direct investment stimulates economic growth, but if
this process is not followed by the growth of domestic savings, then it is not possible to
maintain long-term and stable rates of economic growth and development.

National savings as an important source of financing economic development must
imperatively respect the difference between the socio-economic environment of market
economies, on the one hand, and developing countries and economies in transition, on
the other. The former has an auspicious savings structure since the domestic currency
is convertible there is no difference between savings in domestic and savings in foreign
currencies. In economically developed countries money savings are covered by real
accumulation, production of goods in whose structure, high-performance products
usually dominate. Developing countries are characterized by extremely low savings
in relative terms as a percentage of the social product, and especially in absolute terms.
Money savings are generally not covered by real accumulation due to the destructive
effect effects of inflation, while money convertibility cannot be talked about, while the
financial market is underdeveloped. (Dragutinovi¢, Cvetanovié, Filipovi¢, 2005)

If the Republic of Serbia could introduce changes that would improve each of
the above components of economic development, it would lead to the expansion of the
national economy. Economic growth is the result of three factors that interact with each
other, capital, labor, and productivity. “Foreign direct investments, which were in the
form of taking over domestic companies, made a great contribution to the economic
development of the Republic of Serbia.” So there was an improvement in their business,
but also GDP growth. However, there was also an unsuccessful implementation of the
privatization process of large companies, which made this growth not achieve even more
significant results.” (Simi¢, 2014)

110 EKOHOMUKA X151



©JlpywtBo ekoHomucra “Exonomuka” Hun http://www.ekonomika.org.rs

Macroeconomic sustainability is a precondition for economic development
because it reduces uncertainty for investors but also for consumers. Capital as a physical
means of production should be maintained and increased through investment. Labor and
human capital represent workers who use physical capital to produce economic results
and whose productivity affects economic growth. Great emphasis is placed on the labor
market as a key driver of economic development, especially for less developed national
economies. The faster the efficiency of the labor force increases, the higher the GDP
growth and the growth of wages without stimulating inflation, which ultimately has a
positive coupling.

A crucial problem in financing economic growth and development for
underdeveloped countries is the low volume of savings, which has stabilized for
decades, and the main growth factor is the import of foreign accumulation. The factor of
structural problems is related to the more dynamic growth of aggregate demand and final
consumption in relation to the growth of gross domestic product.

The impact of the financial sector on economic flows

The development of a modern market economy is linked to the growth of
banking and the entire financial sector. Through basic functions, risk linking, maturity
transformation, banks provide depositors with investment insures, while at the same time
having a high level of liquidity. On the other hand, banks are traditionally an external
source of financing for both companies and household consumption. In this way, the
banking sector has a large influence on economic flows.

Creating an optimal financial infrastructure will be in the function of economic
growth for every national economy are an important question. It is closely related to
the current socio-economic circumstances that affect the performance of the economy,
strategic commitment, and future directions of development. To achieve social and
development goals, it is necessary to establish a strong financial institution that will be
able to significantly influence economic flows.

Weaknesses and scope of private capital in the financial system, regardless of
whether it is economic motives, interests, or opportunities, can limit the basic assumptions
of economic development. (Brkovic, 2013) For this reason, a large number of countries
have special institutions that deal with issues of financing economic development. These
institutions are an integral part of the banking and financial system and their specific
purpose and goals differ from commercial banks. National development banks, which
are established to support economic development, also affect the expansion of overall
services provided by the banking and financial sector.

One of the definitions that best shows the essence of the existence of development
banks is that they are “financial institutions established with the aim of economic
development, taking into account the goals of social development and regional
integration, by providing long-term financing or providing financing for projects that
generate positive externalities “. (UN DESA, 2005) It is especially important to indicate
long-term financing, which is the essence of the existence of development banks.

A significant statement of how banks help the growth of the real sector can be
found in Bagehot (1873), who points out that a higher degree of banking development,
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through the mobilization of savings, positively stimulates the development of the
economy. Bagehot’s understanding of the role of banks in a market economy is the basis
of the dominant view that growth in the capacity of the financial sector is beneficial to
the development of the real sector of the economy. According to this paradigm, a higher
level of development of financial intermediation measured by the ratio of the level of
issued loans and GDP leads to a higher level of investment and a higher level of GDP.
(Urosevi¢, Zivkovié, Bozovié, 2011)

In general, national financial systems, which are efficient in mobilizing savings,
contribute significantly to the growth of economic activity. The financial market and
financial institutions enable the efficient consolidation of existing financial assets in
the economy and the financing of production technologies that require a high level of
the initial investment. Besides, the pooling process allows financial intermediaries to
diversify risks associated with individual investment projects and offer savers higher
expected returns.

The development of the financial system implies easing credit constraints for
indigent households, allowing them to undertake productive investments, such as
investing in education. (Honohan P & Beck T, 2007) In addition to long-term economic
growth, financial development also has an impact on reducing inequalities in income
distribution. The gap between rich and poor and the degree to which this gap changes
from generation to generation are the consequence, among other things, of the availability
of financial products and services and the possibility of their use by the poor.

The financial system of the Republic of Serbia, although it have passed the path
of transition, has failed to develop all its elements. To what extent the financial system is
ready to support economic growth, it is necessary to analyze the banking sector, financial
markets, as well as the role of the state to adequately direct the most important source of
financing economic growth (household savings). According to the data of the National
Bank of the Republic of Serbia, the share of banks in total financial assets is about 90%,
while the relative share of other institutions is much smaller, which is an indicator of a
one-sided and underdeveloped financial system.

Table 1. Savings of the population of the Republic of Serbia in billion dinars

Year Dinar savings Foreign currency savings
2010 13,4 732,0

2012 17,7 910,4

2014 38,0 1014,3

2016 50,3 1070,9

2018 61,1 1075,0

Source: NBS Statistics, Ministry of Finance of the Republic of Serbia

With the enactment of the Law on Public Debt Regulation in 2002 (Official
Gazette of RS, No. 108/2016, 113/2017, 52/2019), the state committed itself to the
return of foreign currency savings of citizens through the issuance of bonds, which is
accompanied by the consolidation of the banking system and the restoration of trust. The
population in the new banks led to a gradual increase in savings. The successful start
of fiscal consolidation after 2014 removed the risks, but a large number of structural
problems remained and are an obstacle to further growth and development. “Credit
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support of the banking sector to industrial investments and the new model of economic
growth of the Republic of Serbia has remained very modest even after 2010.” (Corovic,
2019) T he transition period in the Republic of Serbia is characterized by unfavorable
conditions for lending to the economy (and households), so that loan users often paid
interest and fees, which are the highest in Europe. Such conditions affect the outflow of
capital from the real to the banking sector. (Anici¢, Anici¢, Kvrgi¢, 2019)

The importance of the financial system in the process of mobilizing savings is also
indicated by historical facts. Berthélemy and Varoudakis (1996) that at the beginning
of the 19th century in many countries there was enough accumulated money to finance
industrialization while the main challenge was to mobilize these funds and direct them
to the most productive purposes. This process required the redintegrate of a mechanism
for collecting unused funds and distributing them to entrepreneurs who would invest in
industrial enterprises. Continuing this area, Levin (2004) points out that the difference
between developed and less developed economies is that developed financial systems
have the potential to mobilize funds for large projects so that productive investments do
not fail.

Globally, the financial system, performing the function of mobilizing savings,
overcomes the problems of connecting savings and investment entities, such as high
transaction costs and lack of information on the other side. Therefore, the efficiency of the
financial system in consolidating the savings of many individuals can significantly affect
the increase in savings and the accumulation of capital and economic growth. We cannot
talk about economic development without emphasizing the importance of encouraging
investment. Investments in all their forms must be a priority of the economic policy for
the national economy to achieve a sustainable rate of economic growth.

Financial sector efficiency indicators

Banks are the most pertinent part of the financial sector of a national economy.
Their growth can be follow using a large of indicators, which are defined in both
theoretical and empirical literature. Empirical studies based on standard quantitative
indicators for the calculation data are available in appropriate databases.

Alternative indicators of the size of the financial system include calculating the
share of monetary aggregates (M1, M2, M3) in GDP. The relatively low contribution
of the monetary aggregate M1 in GDP shows that the population does not keep a large
part of cash outside formal financial flows, which is an indicator of a developed financial
system. (Beck, Demirglic-Kun & Levine R, 2009) For the reliability of the obtained
results, as an alternative indicator of the size of the financial sector, the share of banks’
liabilities based on deposits in nominal GDP is used, which excludes cash in circulation
from the wider money supply M2. To determine the effectiveness of the financial sector,
the ratio of private sector claims to deposits of commercial banks is used. It shows
the percentage of savings transferred to private-sector loans. Another indicator of the
efficiency is the net interest margin, as the ratio of the book value of net bank interest
income and total bank assets.

The condition for market liquidity is the existence of many participants, both on
the supply side and on the demand side, who provide transactions at the same value as the
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previous ones. Besides, the market must it is necessary to absorb the purchase and sale
of large quantities of stock exchange material, without affecting the price. The efficiency
of the financial system described in this way is measured by the turnover ratio. The
ratio of turnover and market capitalization shows how many times the securities have
changed owners, how much the turnover is. “The ratio of total turnover to the market
capitalization of companies is known as a turnover ratio or turnover rate.” (Marinkovic,
2011) In the literature, this indicator can also be called the liquidity ratio. A small but
liquid financial market has a relatively high turnover ratio, while a large but less liquid
market has a relatively lower turnover ratio.

To determine the efficiency of the financial market, in addition to the liquidity
ratio, the purchase range is used, which is the difference between the highest price that
the buyer is willing to pay and the lowest price at which the seller is willing to sell. The
small buying range is a direct consequence of the high degree of liquidity. The degree of
financial market instability can be measured in several ways. One of them is volatility,
which is a consequence of random changes in prices of financial instruments.

Important determinants of the growth of the financial system of the Republic of
Serbia are the parameters that determine the depth of the financial system, access and
use of financial services, efficiency and stability of the financial system. The parameter
of financial depth shows that the financial system is a significant segment of the socio-
economic system in the Republic of Serbia. The banking sector is the most important
part of the financial system Republic of Serbia, which accounts for over 90% of the total
assets of the financial sector.

According to the World Bank for the Republic of Serbia, the indicator of the depth
of financial institutions shows growth since 2000. The share of bank loans granted to
private entities about GDP in the Republic of Serbia in 2015 was at the level of 48.2%
and the share of this indicator has been growing since 2000 (when it amounted to 26.7%),
which indicates a positive impact of approved loans of economic growth*.

The relative importance of the role of the financial market concerning GDP in the
Republic of Serbia shows growth. The capitalization of the stock exchange grew in the
period from 2000. to 2015., while the total value of shares on the stock exchange traded
reached a low share in GDP compared to the CES countries.

Table 2. Determinants of the development of the financial system in the Republic of Serbia,
period 2005-2015. years

Indicators 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Financial
institutions

Private bank loans
in relation to GDP

222 17,0 192 238 273 29,7 356 43,0 476 503 482

* The average for CES countries in 2015 was 64.4%, while the share of approved loans in GDP in
the euro area was 119.8%.
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Assets of deposit-
taking financial
institutions in

relation to GDP 228

184 214 263 29,5 314 370 469 533 599 60,7

Financial markets

Total value of
shares traded in
relation to GDP 1,5
0,3 2,0 2,0 33 5,0 4,1 1,9 0,9 0,6 0,7

Efficiency of the
financial system
Net interest margin 6,3 8,9 7,1 7,2 8,2 8,1 8.4 7,4 6,0 5,6 5,2

Non-interest
income

Operating costs 4.6 9,9 17,9 10,8 12,7 72 5,0 15,8 11,9 159 15,7
Return on equity 29,7 74  -11,1 34 8,4 7,9 6,5 2,7 3,5 3,9 2,5

71,8 63,7 80,7 71.9 704 50,6 27,7 726 739 763 76,1

Source: World Bank

According to the indicators that determine the efficiency of the financial system,
it is concluded that in the Republic of Serbia the efficiency of financial institutions is at
a higher level concerning the efficiency of the financial market. The efficiency of the
financial system is burdening by the growth of operating costs, which show a growth
trend much higher concerning countries with the same level of development. The stability
of the financial system of the Republic of Serbia has maintained thanks to the liquidity of
the banking sector, which after the global crisis in 2009 showed a downward trend and
since 2010 a gradual upward trend.

The model of economic growth after 2008, which is based on the growth of exports
and investments, is largely conditioned by economic trends, but also by the strengthening
of external demand. It is very important to stimulate state and private investments and
fulfill the preconditions for better business, such as a more efficient financial system,
efficient administration, and improved competitiveness. In the area of financial sector
growth, it is necessary to establish financial discipline and efficiently resolve problem
loans, the banking sector is a dominant part of the financial system.

Conclusion

Economic growth and development of the national economy depend on numerous
factors, in addition to the development of the financial system, time is also important
factor. The economic development of countries in transition lags behind that of
developed countries, where one of the main reasons is the insufficient fragmentation of
financial markets. The main reason for the underdevelopment of the financial market
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is underdeveloped institutions and the fact that access to external sources of financing
is limited. Economic growth indicates the depth and capacity of the financial system,
including the availability and liquidity of credits, share capital, insurance, and other
financial products.

The interdependence and interaction between economic growth and financial
stability are manifested through financial markets, which enable risk-taking and
financing of more productive and risky projects. Developed financial markets facilitate
the process of risk diversification while providing SMEs with access to finance. Through
capital allocation, the financial system provides a higher level of project productivity. A
developed financial system provides an efficient payment system, which significantly
reduces transaction costs. If the structure of the financial system is disrupted, there is not
only a disturbance in financial intermediation but also an outflow of capital. That is why
a stable, resilient, and regulated financial system is the basis for a stable economy.

Financial support to the economy and expensive business loans are the leading
factors in the unfavorable economic environment. The unavailability of additional
financial resources is a limiting factor for the growth and development of the economy.
The stability of the financial system and the development of the financial market depend
primarily on general reforms, which create more favorable business environment
and improving basic macroeconomic indicators can contribute to the progress of this
segment. The financial markets are not perfect, priority of modern economic systems is
to mobilize savings at the lowest possible cost. More efficiently mobilize savings, it is
desirable to perform internal diversification of the financial sector, through the activation
of diversified forms of banking.

The creators of economic policy are set a great task, to create such an environment
that will have a positive effect on the financial system with the help of adequate economic
measures. In the Republic of Serbia is concerned, it is necessary to continuously monitor
the dynamics of bank loans and accompanying risks, special attention must be paid to the
low share of loans to the private sector in GDP and at the same time high share of non-
performing loans in the total loan portfolio. For all the above activities to give positive
outcomes, first of all, political stability and the existence of a democratic society are
necessary as necessary preconditions for the development of the financial and economic
system of a country.
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Abstract

It is noticeable in business practice that direct sales of goods are very rare which
means that economic entities in the market, which mainly operate at different levels
of production or distribution, are often part of complex distribution systems by
which the product reaches from the producer to the final consumer in the fastest
and easiest way. These distribution systems are formed by means of distribution
agreements, which according to their specifics, can be divided into an exclusive
distribution agreement, a non-exclusive distribution agreement, a selective
distribution agreement and an exclusive purchasing agreement. An exclusive
purchasing agreement, as a special type of distribution agreement, is a framework,
unnamed agreement, with permanent obligation, which contains certain elements
of exclusivity and thus restricts competition, so it is very important to harmonize
it with the relevant provisions of competition law. The subject of this paper is
the study of the exclusive purchasing agreement through the determination of its
concept, basic features, legal nature and sources of law which are applied to it.

Key words: vertical agreements, distribution agreement, exclusive purchasing
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nomohy y2060pa o oucmpudyyuju, Koju ce, Cnpam ceojux cneyuguunocmii, mozy nooe-
JUMU HA Y2080P O EKCKIY3UBHO] OUCTNPUOYYUJU, Y2080D O HEEKCKIY3UBHO] OUCTHPUOY-
Yuju, y2080p 0 CeNeKMuUSHO] OUCIPUOYYUjU U Y2080P O UCK/BYUUBOJ KYNOBUHU. Y2080D O
UCK/BYHUBOJ KYNOBUHLU, KAO NOCEOHA 8PCA Y2080pa 0 OUCHPUOYYUjU, jecne OK8UpHU,
HeUMEeHOBAHU Y2080p, cd MPajHOM 00nuayUjoM, Koju )y cebu cadpicu oopeljene erne-
MeHme UCK/BYUUBOCTU U HA TAJ HAYUH 0SPAHUYABA KOHKYDEHYUJY, Nd je 8e0MA 8AXHCHO
yeknaoumu 2a ca oozosapajyhium oopeobama npasa xoHkypenyuje. Ilpedmem oo
paoa je npoy4asarse y2080pa 0 UCKbYYUE0] KVHOBUHU KPO3 00peliusarse mhe2080e noj-
Ma, OCHOBHUX 0COOUHA, NpasHe npupode U U38ope NPaea Kojd ce Ha Fe2d NPUMERL)).

Kwyune peuu: sepmuraniu cnopazymu, y20680p o OUCMpudyyuju, y2060p 0 UCKbY-
4UB0j KVNOBUHU, poOa, NPAso KOHKYPeKyuje

Introduction

The modern market economy is now facing with increasing competition,
overproduction and business expansion. These market conditions impose on every
manufacturer or service provider to thoroughly consider all ways that can enable them
to conquer new markets, as well as to expand their share in the markets where they
are already present. Constantly growing demand for many products and services, as
well as a wide range of them, literally imposes on producers need to establish their
own distribution system through which distributors can place and sell their products as
quickly, easily, efficiently, successfully and as much as possible.

As aresult of overcoming these problems, the practice has developed a distribution
agreement, which is often a part of a complex network of contractual relationships
between multiple entities. An exclusive purchasing agreement, as a special type of
distribution agreement, will be the subject to further detailed consideration in this text,
through its definition, sources of law, separation compared to other types of agreements
and other details that are specific to this type of agreement.

Concept and types of distribution agreement

Distribution agreement can be defined as a general, framework agreement
on vertical cooperation, according to which the distributor undertakes to buy goods
permanently from the manufacturer or seller on the basis of future individual agreements,
as well as to place and to distribute purchased goods in its own name and for its own
account, at its own risk, but at the same time integrating in the sales organizational
network of the manufacturer (Vilus, Carié, gogorov, Purdev, Divljak, 2012, p. 271).
Based on the existing general contract, the parties subsequently conclude individual
contracts by which further specify the details of delivery, as well as all other related
duties (Spasi¢, 2013, p. 74). From the economic aspect, distributors can be characterized
as intermediaries in trade whose role in this contractual relationship has more similarities
with the role of the agent than with the role of the buyer in classical contract law (Vilus,
Caric, gogorov, DPurdev, Divljak, 2012, p. 273).
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There are different types of distribution agreements and in theory the most
common and most widely accepted division is into an exclusive distribution agreement, a
non-exclusive distribution agreement, an exclusive purchasing agreement and a selective
distribution agreement.

Concept of exclusive purchasing agreement

Exclusive purchasing agreement is a contract by which one contracting party
undertakes to purchase the contracted goods for resale, exclusively from the other
contracting party or from a third party designated by the other contracting party
(Bogaert, Lohmann, 2000, p. 39; Christou, 2011, p. 76). Horak (2005) states that in
this agreement “the purpose of the purchase must be further resale of the goods, not
the further processing of the goods, which means that the goods must retain the same
economic identity” (p. 75). In this contractual relationship is particularly significant that
the distributor is not assigned an exclusive territory to which distributor will be reselling
the goods as is the case with the exclusive distribution agreement. Therefore, distributor’s
position is different from the distributor’s position in exclusive distribution agreements,
as he is exposed to competition from other distributors who also procure goods directly
from the same supplier, but are not limited in terms of the territory in which they can
resell the contracted goods (Horak, 2005, p. 71; Parivodi¢, 1996, p. 35; Divljak, 2004, p.
241). In addition to what is just stated, it is also significant that the distributor can not use
the services or to purchase the contracted goods from other manufacturers or suppliers,
except from the one that is specified in the contract (Spasi¢, 2013, p. 72).

Contracting parties of the exclusive purchasing agreement

Contracting parties are distributor (dealer) and manufacturer or supplier. Both
parties are autonomous and legally independent business entities, operating in its own
name for its own account and they independently bear the risk of their business. Suppliers
are usually large producers of goods, but often they can be smaller manufacturers, who
specialize in a particular type of product, while in the role of the distributor can appear
larger or smaller companies and individual traders who are also usually specialized in the
sale of certain types of goods (Spasi¢, 2013, p. 75).

Features of the exclusive purchasing agreement

In principle, an exclusive purchasing agreement is informal but since it’s a contract
of commercial law that appears in business practice, it is usually made in written form
which is not a condition of validity of the agreement, but it serves for easier proving.

Keeping in mind that these contracts are derived from business practice, they are
not legally regulated in the legal system of Serbia, as well as in the most legislations in
comparative law, and they belong into the category of unnamed contracts. As an unnamed
contract, an exclusive purchasing agreement may be concluded by the contracting parties
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who are free to regulate their relations at their will, but in the limits of compulsory
regulations, public order and good customs (Article 10 of the Law on Obligations).
Exclusive purchasing agreements are double mandatory contracts because they create
mutual obligations of the contracting parties.

These contracts are a kind of framework contracts, which constitutes the general
legal framework for future individual contracts which are concluded by the distributor
and the supplier and by which is specified e.g. delivery, exact quantity and type of goods,
price, method of payment, etc. In addition to the above, another important feature of
these contracts is that they are contracts with a permanent obligation and contracts with
permanent performance of obligations. (Perovi¢, 2010, p. 362).

The intuitu personae element of the exclusive purchasing agreement is especially
characteristic, because in this contract, as in other types of distribution agremeents, the
personal relationship which is established here is of the special importance, since the
supplier chooses the distributor based on his personal qualities and abilities such as
market reputation, knowledge and experience, sales network, which is all of particular
importance for this contractual relationship because it’s often the deciding factor for
contracting.

Subject of the exclusive purchasing agreement

The subject of the contract is a special right of purchasing certain goods from the
manufacturer or supplier or from a third party which is designated by the manufacturer
(or supplier). The purchased goods are only an indirect subject of the contract because
the distributor is not an ordinary buyer, whose role is limited to the reselling of goods
to consumers, but he is focused on organizing the placement of goods and achieving
established sales goals (Vilus, Cari¢, §0gorov, DBurdev, Divljak, 2012, p. 272).

The subject of purchasing is usually goods or products which have no major
differences in their type, such as e.g. fuel or food products, like ice cream or beer.
Basically, it is goods that is in massive use (Spasi¢, 2013, p. 75). The effect of such
an agreement is reflected in the fact that other producers have difficulties to access to
the market, as well as to the end consumers, and thus limit competition between the
same products which are differently branded or which carry different trademarks (Horak,
2005, p. 71).

In terms of determining the characteristics and amount of goods the general rules
of contract law are applied and common business terms are often used in practice to
specify the goods that is the subject of the contract, while certain types of goods often
require additional detailed specifications. (Spasi¢, 2013, p. 75).

Legal nature of the exclusive purchasing agreement
An exclusive purchasing agreement is a contract that is very common in practice
and it’s represented widely in all branches of the economy. This contract, like other types

of distribution agreements, is a complex contract which contains elements of several so —
called “classic contracts”. It contains elements of a special sales agreements, consecutive
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delivery agreement, commercial agency agreement, mandate agreement, commercial
or sales concessions. Although this contract generally contains all the elements of all
the aforementioned contracts, in theory there is agreement that an exclusive purchasing
agreement is a sui generis contract. It is noticeable in practice that sometimes is difficult
to distinguish whether it is some type of distribution agreement or of any of its ilk
contracts.

In particular, in the case of an exclusive purchasing agreement, the distributor
in its own name and for its own account buys goods which he will further resell to
consumers while he bears all the business risk. By purchasing the contracted goods, the
distributor acquires ownership of the goods and pays a certain price to the supplier for
it. Since this is a more permanent business relationship, it is possible that the quantity
of goods is not precisely determined by the general contract, but in that case it must be
determinable, whereby the general contract determines only the unit price while the total
price will be determinable and the exact quantity of goods and the price for the same
will be determined separately and precisely by each individual contract between the
distributor and the supplier (Spasi¢, 2013, p. 75). In addition to the above, payment is
usually carried out successively or in installments, depending on the deliveries and it’s
possible to determine the dynamics of payment by contract depending on the further sale
of goods to consumers by distributors and the distributor’s earnings are reflected in the
difference between purchase and sale price (Spasi¢, 2013, p. 75).

Horak (2005) points that in the business world, exclusive purchasing agreements
“have an important business function, as they guarantee the sure sale to one contracting
party and the continuous supply to the other contracting party” (p. 71). Namely, unlike
classic sales agreements, as well as framework sales contracts, the goal of the exclusive
purchasing agreement, beside further placing the purchased goods on the market, is
primarily the organization of placement of purchased goods, achieving established sales
goals and as well as the establishment of more permanent mutual business cooperation,
everything with the purpose of functioning of the formed distribution system.

In accordance with the above, it is obvious that exclusive purchasing agreements
have certain similarities with sales agreements but also significant differences which are
sufficient to single them out and define them as a special type of contract. In addition,
these agreements also have certain similarities with franchising agreements. In the
broadest sense, franchising agreement is a type of distribution where the franchisor
undertakes to make periodic deliveries and certain business services, as well as to transfer
his knowledge and experience in manufacturing and placeing to the franchisee while the
franchisee undertakes to pay a fee to the franchisor for rendered services and also to abide
by all obligations under this contract (Vilus, Cari¢, Sogorov, DBurdev, Divljak, 2012, p.
266; Spasi¢, 2013, p. 77). The obligation of the franchisor to supply the franchisee with
goods is one of the elements of the franchising agreement which it makes in its broadest
sense a type of distribution while all other elements distinguish it from distribution.
Spasi¢ (2013) points “what is the essence of franchising is the cession of the sales right
and perform services under the franchisor’s name, using the franchisor’s trademarks and
distinctive signs, with the transfer of business knowledge and experience (know-how),
using the franchisor’s marketing methods, and with the obligation of the franchisor to
train the franchisee’s staff and provide the franchisee with business assistance” (p. 77).
Franchisee during the term of the contract pays a fee to the franchisor for all ceded
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rights and knowledge and thus enters into a franchisor’s business system, operating in
franchisor’s framework, as an independent business entity, but in its own name, for its
own account and at its own risk (Spasi¢, 2013, p. 77). Bearing in mind the foregoing,
we conclude that exclusive purchasing agreements, as a special type of distribution
agreement, do not have all the elements of franchising agreement, and therefore these
contracts are a lot less complex than franchising agreements.

Taking into account all the above, no doubt it can be concluded that the exclusive
purchasing agreements are contracts of their own kind, ie contracts sui generis.

Sources of law

Bearing in mind that the distribution agreement is a contract that has originated in
business practice, as well as the fact that in the most European and world legislation it is not
regulated by the law, it is still partially in the phase of legal formation, since this contract belongs
to the category of unnamed contracts. In the absence of specific legislation, to these contracts
in most states are applied a common business practice and autonomous sources of business
law, such as model contracts, general business conditions, standard contracts, etc., such as
e.g. Principles of European Contracts Law — PECL, UNIDROIT Principles of International
Commercial Contracts, Principles of European Law on Commercial Agency, Franchise and
Distribution Contracts, Draft Common Frame of Reference — DCFR, The Common Frame
of Reference — CFR, Distributorship: The ICC model distributorship contract: sole importer —
distributor, ICC Publishing, 2011, ICC Model Contract on Distributorship, ICC Publication, No.
776E, 2016 and other. In addition to autonomous law, the general provisions of the obligation
law, as well as the provisions of competition law, are certainly applied to these agreements,
since these agreements or their certain provisions restrict competition in the area in which they
are concluded between different market participants (Vilus, Caric, gogorov, DPurdev, Divljak,
2012, pp. 272 - 273; Spasi¢, 2013, pp. 79 - 80; Perovi¢, 2010, pp. 361 - 365; Bogaert, Lohmann,
2000, pp. 101 - 102). From a comparative point of view, most of the other states legislations
don’t regulate distribution agreements by the law. Belgium is the exception in Europe, whose
legislation regulate certain issues of exclusive distribution by the special law from 1961, with
amendments from 1971 (Bogaert, Lohmann, 2000, pp. 123 - 138). Namely, the special law in
Belgium regulates the issue of termination of an exclusive distribution agreement concluded for
an indefinite period and the issue of “fair* fee to the distributor upon termination of an exclusive
distribution contract concluded for an indefinite period (Bogaert, Lohmann, 2000, p. 123, pp.
130 - 138).

European Union law

At the level of the European Union, the primary sources of rights for distribution
contracts are the provisions of Art. 101 — 106 of the Treaty on the Functioning of the
European Union (hereinafter: TFEU). The provisions of Art. 101 and 102 TFEU regulate
restrictive agreements and abuse of a dominant position. Under the provisions of Art.
101 different types of restrictive agreements are regulated, which can certainly include
an exclusive purchasing agreement and contract practice.
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Secondary sources of law include decrees, instructions and decisions, which were
adopted by the Council and the European Commission (hereinafter: The Commission)
in order to implement the mentioned provisions of the previous Establishment Contract
(Vukadinovi¢, 2014, p. 392). The Commission, on the basis of its own legislative powers,
passed regulations on block exemptions in which the agreements are stated, which as
such, by their nature, are considered allowed and exempted from the application of Art.
101 (1) TFEU, and their admissibility does not require individual approval, but it is
sufficient for interested parties to draw up their agreement in accordance with a particular
regulation and to invoke such a block of exemptions before the court (Vukadinovi¢, 2014,
p. 430). Thus, among other things, some previous regulations granted block exemptions
for agreements, which refer to the right of exclusive purchase (Vukadinovi¢, 2014, pp.
430 —431).

The source of the law for exclusive purchasing agreements was at first one of the
regulations, which regulated the block of exemptions, namely Commission Regulation no.
1984/83 (Commission Regulation (EEC) No 1984/83 June 22nd, 1983 on the application
of Article 85 (3) of the Treaty to categories of exclusive purchasing agreements), and
Commission Notice concerning Regulations 1983/83 and 1984/83 (Commission notice
concerning Commission Regulations (EEC) No 1983/83 and (EEC) No 1984/83 of June
22nd, 1983 on the application of Article 85 (3) of the Treaty to categories of exclusive
distribution and exclusive purchasing agreements). Regulation 1984/83 comprised of
many provisions, taking into account the specifics of exclusive purchasing agreements,
and the provisions limiting the scope and duration of block exemptions for exclusive
purchasing agreements were of particular importance (Horak, 2005, p. 71). Furthermore,
this regulation also had special provisions, which regulated contracts for the delivery of
beer, as well as the sale and distribution of fuel to gas stations.

The mentioned decree was valid until December 31st, 1997, and with the new
Commission Regulation no. 2790/1999 (Commission Regulation (EC) No 2790/1999
of December 22nd, 1999 on the application of Article 81 (3) of the Treaty to categories
of vertical agreements and concerted practices), which came into force on January 1st,
2000, the positive trend in the application of block exemptions continued. The new
regulation also regulated vertical agreements and replaced previous regulations, which
regulated exclusive distribution, exclusive procurement and franchising (Zindovi¢, 2019,
p. 14; Vukadinovi¢, 2014, p. 404). Regulation 2790/1999 ceased to be valid on May 31st,
2010, and was replaced by a new Commission Regulation no. 330/2010 (Commission
Regulation (EU) No 330/2010 of April 20th, 2010 on the application of Article 101 (3) of
the Treaty on the Functioning of the European Union to categories of vertical agreements
and concerted practices), which began to be applied on June Ist, 2010, and will be valid
until May 31st, 2022. In general, this decree sets three conditions, which must be met by
the agreements in order to be exempted from the prohibitions under Art. 101 (1) TFEU.
The first condition is that the agreement must not contain any ‘“hard limit* (Article 2 of
Regulation 330/2010), the second condition is that the share in the relevant market must
not exceed 30% for both suppliers and distributors (buyers), and finally, the Regulation
sets special conditions (Article 4 of Regulation 330/2010) for three vertical restrictions,
for non — competitive obligations during the contract and after its termination and when
excluding special brands from the selective distribution system (Vukadinovi¢, 2014, p.
434).
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Moreover, significant sources of law are court practice, especially the practice of
the Court of Justice of the European Union (English: Court of Justice of the European
Union, French: Cour de justice de I’Unioneuropéenne) and the General Court, in the
so — called leading cases in which the Court of Justice in the procedure of deciding
on previous issues interpreted certain provisions of primary or secondary legislation
(Vukadinovi¢, 2014, p. 394). The best — known judgments for exclusive purchasing
agreements are in the case of Braserie de Haecht Sa vs. Wilkin (1967), in which the Court
of Justice ruled that exclusive purchasing agreements may fall under Art. 81 (1) of the
Treaty establishing the European Communities (now Article 101 (1) TFEU), and that
the overall economic and legal context of the treaty should be taken into account when
assessing these treaties, then in Delimitis vs. Henniger Brau AG (1991), Lagnese - Iglo
vs. Commission (1993), as well as many other judgments. Also, Commission decisions,
such as BP Kemi and Leibig Spices, are a direct source of law.

Law of the Republic of Serbia

In the law of the Republic of Serbia, the sources of law for exclusive purchasing
agreements, for now, are regulations in the field of competition law. Law on Protection
of Competition (“Official Gazette of RS”, No. 51/2009 and 95/2013, hereinafter: LPC)
the provisions of Art. 10 — 14 regulate restrictive agreements, and the provisions of Art.
11 — 13 envisage and determine the conditions for exemption from the ban, as well as
individual exemptions and exemptions from the ban by categories of agreements. It is
stipulated that restrictive agreements can be exempted from the ban, if they contribute to
the improvement of production and trade, i.e. encourage technical or economic progress,
and provide consumers with a fair share of benefits, provided that they do not impose
restrictions on market participants, which are not necessary to achieve the objective of
the agreement, i.e. not to exclude competition on the relevant market or its essential
part (Article 11 of the LPC). The provision of Art. 12, section 3 of the LPC stipulates
that the period to which the individual exemption applies cannot be longer than eight
years, while the provision of Art. 13 of the LPC stipulates that the exemption from the
prohibition of a restrictive agreement may apply to certain categories of agreements, if
the conditions from Art. 11 of the LPC are complied, as well as other special conditions,
which refer to the type and content of the agreement, i.e. its duration, and that restrictive
agreements, which meet the stated conditions, are not submitted to the Commission for
exemption, as well as that the Government determines the categories of agreements and
prescribes in detail the special conditions for such exemptions.

Draft version of the draft of the new Law on Protection of Competition
(hereinafter: Draft LPC) in Art. 29, section 1 prescribes that agreements between
market participants may be contracts, certain provisions of the contract, explicit or tacit
agreements, harmonized practices, as well as decisions on the form of association of
market participants. Draft LPC in Art. 29, section 5 defines the concept of restrictive
agreements as agreements, which have the goal or consequence of significantly
restricting, violating or preventing competition on the territory of the Republic of
Serbia or its part. The provision of Art. 29, section 4 of the Draft LPC defines vertical
agreements as agreements between market participants operating at different levels of
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production or distribution (agreements of non — competitors, one of which is in the
downstream and the other in the upstream market). Further, section 6 stipulates that
restrictive agreements are especially agreements which directly or indirectly determine
purchase or sale prices or other conditions of trade, bidders coordinate and harmonize
participation in public procurement procedures, restrict and control production, market,
technical development or investment, apply unequal conditions doing business on the
same jobs in relation to different market participants, which puts some of them at a
disadvantaged position compared to competitors, conditions the conclusion of contracts
or agreements by accepting additional obligations that due to their nature and trade
customs and practice are not related to the subject of the agreement, directly or indirectly
exchange information that reduces uncertainty between competitors in the market and
that may affect the business decisions of market participants, market participants agree
to exclude from the market or prevent the entry of a potential competitor (collective
boycott), market sharing and/or sources of procurement. Draft LPC in Art. 30 stipulates
that restrictive agreements are exempted from the general prohibition if, throughout their
duration, they contribute to the improvement of production or trade (distribution), i.e. the
encouragement of technological or economic progress, provide customers and users with
a fair share of benefits, do not impose unnecessary restrictions on market participants in
order to achieve the objective of the agreement and do not exclude competition in the
relevant market or a significant part of it. Draft LPC in Art. 31, 32 and 34 prescribes
special conditions for restrictive agreements, and if these agreements meet the stated
conditions, they will be neither prohibited nor null and void by the force of law.

It is interesting that the draft LPC separates only the contract on selective
distribution from distribution agreements, and in Art. 32, section 1 defines the concept
of selective distribution system as networks of agreements, which obliges the seller to
directly or indirectly sell goods or services only to distributors selected on the basis of
clear and objective criteria, and these distributors bind not to sell those goods or services
to anyone outside the system. Other types of distribution agreements can be subsumed
under Art. 30 and 34, provided that their term is nowhere specifically defined. Article
34 of the Draft LPC defines the notion of an agreement of minor importance. In Art. 1
agreements of minor importance are defined as agreements between market participants,
which may result in restriction, distortion or prevention of competition, but which do not
significantly restrict competition in terms of Art. 29 of this law and are allowed if the
total market share of the participants in the horizontal agreement does not exceed 10% in
the relevant markets where the agreement has effect (competitor agreement), the market
share of each participant in the vertical agreement does not exceed 15% in any relevant
market in which the agreement produces effect (non — competitor agreement), the total
market share of the participants in the agreement does not exceed 10% in the relevant
markets in which the agreement has effect, and has the characteristics of horizontal and
vertical agreement or where it is difficult to determine whether vertical or horizontal, the
total market share of participants in parallel networks with the same or similar restrictions
producing a foreclosure effect of more than 40% of the relevant market, shall not exceed
30%, provided that the individual share of each participant in the agreement referred
to in points 1), 2) and 3) of this paragraph does not exceed 5% in the relevant market
produce effect (Articles 33 and 34 of the draft version of the draft Law on Protection of
Competition). The following paragraph stipulates that agreements of minor importance
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are allowed even if the market shares of the participants in the agreement referred to in
section 1 during two consecutive calendar years increase up to 2%.

Inaddition to the LPC, asignificant source of law for exclusive purchasing agreements
is the Regulation on agreements between market participants operating at different levels
of production or distribution exempted from prohibition (adopted by the Government
of the Republic of Serbia and published in the Official Gazette of RS, No. 11/2010 of
March 5th, 2010, hereinafter: The Decree). The mentioned regulation defines an exclusive
purchasing agreement as a contract, by which the buyer directly or indirectly obliges to
purchase the contract product exclusively from one seller (Article 3 of the Regulation).
The provision of Art. 4, section | of the Regulation stipulates that vertical agreements
are exempted from the ban, provided that the market share of each of the parties to the
agreement in the relevant market does not exceed 25%. Under the provision of Art. 5 of the
Regulation, certain restrictions have been set regarding the content of vertical agreements.
Namely, this provision stipulates that vertical agreements are not exempted from the
prohibition if they directly or indirectly, independently or together with other factors under
the control of the contracting parties contain restrictions aimed at directly or indirectly
restricting the buyer’s right to freely determine the resale price, which does not preclude
the seller’s right to set a maximum or recommended selling price, on condition that this
does not allow fixed or minimum selling prices to be determined by coercion, business
restrictions or convenience, restriction of the territory in which the buyer may sell products
subject to the agreement or restricting the sale of contract products to a certain group of
end customers, restricting the right of members of the established selective distribution
system, operating in the retail market, to actively or passively sell the contract product
to end users, not excluding the right to prohibit each member of the selective distribution
system from selling the contract product outside the approved point of sale, restricting
mutual supply between members of a single selective distribution system, including
supplying members, who do not operate at the same level of sales, and restricting the parts
seller, who sells those parts to the buyer to make a new product, to sell those parts as spare
parts to end users or repairers or other service providers not authorized by the buyer to
repair or service its products. The following paragraph stipulates that vertical agreements,
which contain restrictions aimed at restricting the territory in which the buyer may sell
the products covered by the agreement, or restrict the sale of contract products to a certain
group of end customers, may exceptionally contain provisions aimed at restricting active
sales to the buyer in the territory or group of buyers that the seller has kept for himself, or
in the territory or group of buyers that the seller has exclusively assigned to another buyer,
provided that this does not restrict further sales by the customer, restricting the right of
the customer operating at the wholesale level to actively and passively sell the contract
product to end users, restricting the right of members of a selective distribution system to
actively and passively sell a contract product to distributors who are not members of that
distribution system and restricting the right of the buyer to sell parts he procures to make
a new product to end users who would use those parts to produce a competing product.
The last paragraph stipulates that vertical agreements are not exempted from the ban if
there are several vertical agreements on the relevant market, which due to the cumulative
effect do not meet the conditions for exemption from the prohibition from the Law and this
Regulation, especially when agreements containing similar restrictions cover more than
40% of the relevant market (Article 5 of the Regulation).
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Preliminary analyses are given from the point of view of competition law, primarily
because the exclusive purchasing agreement, as well as other types of distribution
agreements, or its individual provisions restrict competition in the area in which they
are concluded and between different market participants. Additionally, it is necessary
to make a brief analysis of certain provisions of the Draft Civil Code of the Republic of
Serbia (hereinafter: The Draft Civil Code).

The Draft Civil Code in Art. 1232 defines the concept of distribution agreement,
and stipulates that the distribution agreement obliges one contracting party — the supplier,
to continuously supply the other contracting party — distributor with products, and the
distributor undertakes to buy these products for sale to other persons — customers, in its
own name and for its own account. Further, under the provision of Art. 1233, special
distribution cases are determined, namely the exclusive distribution agreement, the
selective distribution agreement and the exclusive purchasing agreement. An exclusive
purchasing agreement is defined as a contract by which the distributor undertakes to
purchase products only from the supplier or from a person designated by the supplier
(Article 1233, paragraph 3 of the Draft Civil Code of the Republic of Serbia).

The provisions of Art. 1237 — 1243 of the Draft Civil Code prescribe the basic
obligations of suppliers, namely the obligation to supply, the obligation to apply the
rules of sale to the obligations of suppliers, the obligation to retain ownership, the
obligation to notify distributors during the contract, the obligation to notify reduced
supply capacity, the obligation to provide advertising materials and preserving the
reputation of the product by the supplier. Analyzing the provision of Art. 1239 of the
Draft Civil Code, which prescribes the obligation to retain property rights, we come to
the conclusion that nomotechnically it would be much more correct if this provision was
provided as the right of the supplier, and not as his obligation. This is primarily due to
the fact that in the case of retention of title to products, which the supplier supplies the
distributor with, until the distributor pays the agreed price in full, it actually protects the
rights and interests of the supplier, not the distributor, thus it is much more correct that
this provision is provided as the right of the supplier. In section 4, which contains the
provisions governing the termination of the distribution agreement, the provision of Art.
1259 prescribes another obligation of the supplier in case of termination of the contract,
namely the obligation to purchase supplies, spare parts and materials at a “reasonable
price at the request of the distributor. This provision stipulates that in the event of
termination of the distribution contract based on cancellation or termination by one of
the contracting parties, the supplier is obliged, at the request of the distributor, to buy the
remaining supplies, spare parts and materials from the distributor at a reasonable price,
if the distributor cannot sell them to third parties at the usual market price. The notion of
reasonable price has not been defined, and it will be left to business, court and arbitration
practice for a framework definition.

The provisions of Art. 1244 — 1253 of the Draft Civil Code prescribe the obligations
of distributors, namely the obligation to sell in its own name and for its own account,
the obligation to promote and protect the interests of suppliers, the obligation to hire
sub — distributors, the obligation to notify suppliers during the contract, the obligation
to inform about reduced orders, the obligation to apply sales to the obligations of the
distributor, the obligation to hold to the instructions, the obligation to provide service, the
obligation to provide control by the supplier and the obligation to preserve the reputation
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of the product by the distributor. As with the prescribed obligation of suppliers to retain
property rights, we have the same situation with the prescribed obligations of distributors,
with the obligation to hire sub — distributors. Here, it would be nomotechnically much
more correct as well, if this provision was envisaged as a distributor’s right, and not as
distributor’s obligation, especially because the provision of Art. 1246 stipulates that the
distributor may engage a sub — distributor or agent to sell in a certain product territory,
which distributor procured from the supplier, unless otherwise agreed, and that in that
case the distributor is responsible to the supplier for all legal affairs and actions taken by
the sub — distributor or agent. Thus, a simple linguistic interpretation of the text of the
provision leads to the conclusion that this represents the possibility of the distributor,
which depends solely on his will, and that it does not represent his obligation, and
therefore should not be provided as an obligation of the distributor, but as his right.

Soft law sources

It has already been stated above that distribution agreements fall into the
category of unnamed contracts, thus in the absence of special legislation, these contracts
are subject to common business practice and autonomous sources of business law in
most countries. The Principles of European Law on Commercial Agency, Franchise
and Distribution Contracts (hereinafter: PEL CAFDC) regulate distribution agreements
in Part 4. Part 4 of the PEL CAFDC contains 3 sections, namely general, obligations
of suppliers and obligations of distributors, which contain a total of 12 articles. The
general section covers the field of application and definition (Article 4:101). The section
prescribing the obligations of the supplier contains the obligation of the supplier to
deliver products ordered by the distributor (Art. 4:201), the obligation of the supplier
to inform the distributor about the terms of sale during the contract (Art. 4:202), the
obligation of the supplier to warn the distributor of reduced supply capacity (Art. 4:203),
the obligation to provide advertising materials needed for distribution (Art. 4:204) and the
obligation to maintain the reputation of the product (Art. 4:205). The section prescribing
the obligations of the distributor includes the obligation to act actively — sales effort (Art.
4:301), the obligation to inform the supplier of all lawsuits, claims or infringements of
intellectual property rights of the supplier during execution by third parties (Art. 4:302),
the obligation to warn of a reduced request (Art. 4:303), the obligation to follow the
instructions of the supplier (Art. 4:304), the obligation to allow inspection and control
by the supplier (Art. 4:305) and the obligation to refrain from damaging the reputation of
the product (Art. 4:306) (Hesselink, Rutgers, Bueno Diaz, Scotton, Veldman, 2006, pp.
257 - 292). Having in mind the above, we can conclude that PEL CAFDC, in the absence
of a hard law source, greatly simplifies the very process of concluding distribution
agreements, as well as their implementation.

Conclusion

Taking into account the aforementioned, it can be undoubtedly concluded that
the exclusive purchasing agreement, as a special type of distribution agreement, is an
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extremely complex agreement, with a very complex structure and legal nature. When
we add to this the fact that this agreement is not legally regulated, neither nationally nor
internationally, it is quite clear that in practice there are often misunderstandings between
the parties, which often result in long and costly disputes. Problems often arise during
the execution of these contracts, because the contracting parties do not pay enough
attention to some important clauses, which in practice could regulate many controversial
issues. These problems can be avoided by providing such contractual clauses, which are
primarily in the interest of the contracting parties and which regulate in a precise, clear
and unambiguous manner their rights and obligations during the term of the contract, as
well as after its termination.

In the business world, exclusive purchasing agreements, which are most often concluded
within the oil and food industry, for the distribution of goods that are in mass use, such as
fuel, beer, ice cream, etc., have an increasingly widespread application in practice. Due to their
beneficial effects, these contracts are in practice the ones that are most often concluded and are
therefore among the most developed contracts in relation to other commercial law contracts.
Their positive effects are certainly reflected in the fact that customers, end consumers, constantly
have a wide selection of offers of various products, which is most important for them. On the
other hand, negative effects can be noticed in the reduction of competition between sellers of the
same products, but different labels, i.e. different brands. These effects are certainly eliminated
by adequate legal and by —law protection of competition, because “healthy* competition is one
of the biggest drivers of a successful economy.

Certainly, these contracts are a good driver of the economy, and it is up to the
contracting parties to really adapt each specific contract to their own needs and the
needs of a specific market, by doing their best to find optimal solutions in the practice of
concluding and executing exclusive purchasing agreements and by striving to improve
competition with each specific contract.
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