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ARTICLES
Econ Lit – C880, M150

SOME ISSUES OF REPRESENTING DATA EXCHANGE
MECHANISMS IN WEB SERVICES THROUGH UML
Assoc. Prof. Dr Filcho Filipov
Modern business environment is characterized by constant changes and
organizations must adapt quickly - they have to meet consumers’ new requirements,
keep up with competitors, follow economic trends and implement innovations.
Increasingly, they rely on computerized information systems (CIS) and new information
technologies for enhancing the management of their activities and achieving competitive
advantages.
Meanwhile, requirements concerning CIS are growing: they have to be flexible
and adaptable, Internet-open and easily integrated with legacy systems. This brings
forward the need for standard technological interfaces to facilitate organizations in
providing or using their clients’ and partners’ information resources. Significant changes
are necessary in the internal organization and structure of CIS.
All the requirements regarding today’s CIS emphasize the need for applying a
web-services-oriented approach and methodology of building these systems. Web
services are a dynamic and fast-developing concept, as well as a technology. They
have been with us since the year 2000 and have not yet reached a stage of maturity
but are widely used. These days they set the trends in the development of organizations
computer information systems, enabling the improvement of organizations structure,
standardizing interactions with outside systems and using Internet services. A number
of experts consider the wider application of web services in building and developing
an organization’s CIS “best practice” and one leading to more cost-effective flexible
decisions and better integration with existing applications1.
In building web services a number of standardized technologies are used such as
XML, WSDL, SOAP, UDDI, WS-I, etc. As they greatly vary in character, problems
arise in their uniform comprehension and use in building and developing CIS. For this
reason we believe that the capacities of web services have to be represented in the
CIS model at a higher level of abstraction and one that is relatively little dependent on
the technologies they are based on. The UML method is a suitable instrument for this
task, as it has been an established standard for specification and implementation of
1

Virili, Fr. , M. Sorrentino. The enabling role of Web services in information system development practices:
a grounded theory study, http://www. springerlink. com/content/90224q4074q42822(September, 2012);
Mahmoud, Q. Service-Oriented Architecture and Web Services: The Road to Enterprise Application
Integration, http://www. oracle. com/technetwork/articles/javase/soa-142870. html (September, 2012);
http://www. w3schools. com/webservices/ (September, 2012) etc.

6

IZVESTIA – Journal of University of Economics – Varna

CIS. UML brings together leading software professionals’ and IT companies’ expertise
in the field. Its use is methodologically secure and is supported by a number of
developing environments. It is a general-purpose object-oriented modelling method as
it can be used for the building, implementation and support of a wide range of systems
– from the most complex corporate information systems to specific and closed embedded
systems, including service-oriented ones.
Based on the above, the purpose of this paper is to define a compact and concise
representation of web services basic structure and essential mechanisms by means of
the UML method, emphasizing the exchange of different types of data in web services.
To achieve this goal, a number of problems have to be solved:
First, define the essence of web services and, based on that, identify and
systematize UML elements that adequately match their purpose and functions;
Second, study the dynamics of interactions in web services, which is the first
important step in achieving data exchange between them;
Third, applying the mechanisms of formal parameters in Web services data
exchange, comparing them to the message exchange schemas;
Fourth, study the capabilities of UML for representing object-exchange in web
services and demonstrate how they are applied.
1. Basic elements of web services
Web services can be viewed as a technological platform for building CIS. In
information technologies context the terms “web service” and “service” are often
used synonymously. Web services are independent module-type applications which
can be published and used in a network environment – usually the World Wide Web 2.
Unlike other web-applications, they do not support a graphical user interface but share
business logic, data and processes by means of programmable interfaces 3.
Consequently, a web service can be defined as a set of interrelated functions,
which are used by means of interfaces. This is why, in its simplest form, a web service
can be represented through UML in the CIS model as a class that enables access to
its functions through its public operations (fig. 1a). For a more accurate and precise
representation of web services, however, two UML elements can be used – interface
and class. The interface consists only of signatures/titles of operations (i.e. functions)
of the service which must be performed by the class operations (fig. 1b). Thus it is
possible for one or several interfaces to be explicitly present in one or several classes.
A point should be made that when web services are examined as a technology, the
interface operation is called Operation Contract, and the interface – Service Contract 4.
UML allows for a more compact representation of the service interface and the
connection with the class that gives details about it (fig. 1c). In a number of cases this
is more convenient but is also less readable and involves the use of CASE environments.
2
3
4

http://www. ibm. com/developerworks/webservices/library/w-ovr/ (September, 2012)
http://www. webopedia. com/TERM/W/Web_services. html (September, 2012)
Lцwy, J. Programming WCF Services. O’Reilly, 2010,3rd Ed.; Resnick, S., R. Crane, C. Bowen.
Essential Windows Communication Foundation. Addison Wesley, 2008.
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b)

c)

Fig. 1. Forms of representing a web service by means of classes
In many cases the preferred way of representing web services in CIS is as
components (Web service component). The component presents a logical, easily
replaceable part of the system that uses or provides a set of interfaces. This organization
allows for the well-built components with precisely defined interfaces to be seamlessly
replaced by new but compatible ones. In other words, the component is closely
committed to the interface; on the one hand, it can provide interface and on the other
hand – require interface (fig. 2). This is particularly convenient for representing interdependable services, of the kind used in building service-based systems.
Web services classes and their components are interrelated (fig. 3). To be more
precise, classes carry out the component, that is, they are encapsulated in it and support
the corresponding interfaces. Fig. 3 shows that the interface is the same for a class
and a component. It is possible for the web service class to be represented as part of
the corresponding component which carries out the interface by means of dependencydelegation type of relationship (fig. 3b).

Fig. 2. Representing a web service as a component
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a)
а)

b)
б)

Fig. 3. Interrelation between a web service class and component
2. Web services communication
A web service is used by its clients. The clients of the service use its functions;
these may be various kinds of applications – e.g. a graphics application, a webapplication, RIA, another service, system, etc. In some publications 5 the web service
is referred to as a service provider and the client – as a service requestor. Clients and
web services communicate by sending and receiving messages. They interact directly
or use an intermediary broker. Obviously, during the message exchange the web service
interface is used.
In our view, the interaction between a web service and its clients can be most
feasibly represented by a diagram of sequence or an UML communication diagram
(fig. 4). These are behaviour describing diagrams representing the dynamic aspects

a)
а)

b)
б)

Fig. 4. Communication diagrams for representing
a client – web service interaction
5

Erl, T. Service-Oriented Architecture: Concepts, Technology, and Design. Prentice Hall, 2005.
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of the objects studied, which makes them suitable for an adequate and concise
description of web services elements and the dynamics of their usage. Classes (fig.
4a) or components (fig. 4b) can be used as elements of these diagrams, defining the
clients and the web services interfaces. In this case the exchanged messages appear
as requesting operations on the web service interface, or on its class, respectively. It
is possible that instead of classes or components their specimens are used; this facilitates
a more precise representation of the dynamics of using Web services.
As it was mentioned above, a client of a web service can be another web service.
Communication between those is the foundation of the building and functioning of
service-based systems (fig. 5).
It is important to point out that service-based systems consist of inside/local and
outside services. They can be provided by different developers, implemented through
different technologies, programming languages and platforms, may have different versions,
may be executed at a different time, etc. After all, given this wide variety, the interfaces
of web services must be compatible and support communications in accordance with
pre-defined schemas. They have to enable interaction within the system among local
services, as well as interaction outside the system with remote clients.

Fig. 5. Service-based CIS
3. Web services data exchange through formal parameters
Data exchanged in web services according to WSDL6 standard are called types
– i.e. types of web service data, and according to the software platform WCF 7 – data
contracts. They are a constituent of the messages transferred, which is closely related
to the web services operations, provided by their interfaces.
6
7

http://www.w3.org/TR/wsdl (September, 2012)
http://msdn.microsoft.com/en-us/library/ms731082 (September, 2012)
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Web services can be viewed as invoking operations between two separate classes,
respectively components. This means that mechanisms used in object-oriented
programming can be applied to data exchange in web services but some inherent
limitations should be considered.
To add some detail, method data exchange in object-based programming uses
the following basic mechanisms: of global variables; of formal parameters; of methodfunctions; of dynamic memory.
To find out which of the data exchange mechanisms mentioned are suitable for
web services, we shall first study and define data transfers in web services informally
and after that present the relevant mechanisms formally, using UML.
A web service and its clients are implemented by programs. Consequently, behind
the services provided and used, we find conventionally developed object-oriented
applications and the communications between them are carried out by XML-based
web technologies. Transported data can belong to various types: integers and realvalued numbers, strings, arrays, objects, etc. which have a different representation in
the operating memory for the client and for the service. Therefore they need to be
converted to a kind that is technologically neutral to implementation, can be
comprehended by any client of the service and meets the WDSL standard. A typical
characteristic of web services is the fact that they do not marshal addresses, but
variable values. This mechanism is known as marshalling by value.
Having in mind the specifics and constraints of web services data exchange, we
can summarize that they do not allow for the use of mechanisms for data transport by
dynamic memory and global variables as is the way with conventional programming.
This task can be accomplished using formal parameters and method-functions, though
at a physical level data is mostly converted to XML-format (which is a text format)
and meaning is conveyed. To be more precise, data transmitted in web services can
be represented through parameters and the type of result of their operations. Thus
web services operations can be used not only for the execution of certain activities
and behaviour but also for data exchange with the clients of these services.
Formal parameters used in web services are as follows; input, input-output, output.
They are closely connected with the patterns/schemas for message exchange (MEP
- Message Exchange Patterns) in Web services.
The input formal parameters are used to convey meaning from client to service.
Therefore, with this mechanism for data transport, a message is sent to the service and
no reply is expected. This matches the semantics of message exchange pattern in web
services without a reply, i.e. fire-and-forget MEP. With this pattern the client only needs
confirmation that the message has been successfully received, and not a reply from the
web service8. This shows that in order to better convey the meaning of the message,
input parameters must match a service operation implemented as a logical function.
Input parameters can be represented in the definition of the class operation, the
web service interface operation, or in invoking the service. To achieve this, it is good
8

Филипов, Ф., Н. Филипова. UML аспекти на уеб-услугите. Информационните технологии –
стратегически приоритет в икономиката на знанието (сборник с доклади), Свищов, 2011.

Articles

11

to use class diagrams including web service classes, or components diagrams with
components and interfaces of Web services. In our opinion it is better to use classes in
this case (fig. 6a), and not components as it makes things clearer. Input parameters
are marked with the key word in, which can be omitted.

Fig. 6. Using formal parameters and method-functions in Web services
Input-output parameters are applied when they are needed to convey meaning
towards the web service and a result of the execution of its operation returned. For
this reason they must be variables. In context, the message exchange patterns which
make use of these parameters are synchronous request-response MEP and
asynchronous request-response MEP. These parameters are visualized analogically
to the representations of input ones, but are marked with the key word inout (fig. 6b).
Output parameters are used for returning meaning after the corresponding web
service operation is invoked. Like the input-output ones, they must be variables. They
are marked with the key word out. In a sense, output mechanisms are similar to inputoutput ones, but they must not have initial meanings, that is, they are not initialized (fig.
6c). Their semantics does not exactly match any of the message exchange patterns,
but we believe they can be used in defining synchronous and asynchronous requests –
responses. Both patterns employ messages to transport data to the web service and to
return the result of the execution. This means that if we use output formal mechanisms
in messages, no data will be transported to the web service, but they enable the return
of necessary data to the client of the service.
Method-functions are suitable to use when a result needs to be returned to the
point of sending the message towards the web service (fig. 6d). They can be used
along with various types of parameters and are applicable in all kinds of message
exchange patterns in web services: synchronous request - response, asynchronous
request - response, no response.
Types of data that can be transported in web services are 9: primitive; objects;
interrelated objects; collections of objects, etc.
Primitive data types are supported by most programming languages such as C#,
Java, Delphi, etc. Scalar data types char, bool, int, double, float, etc., string, countable
type also belong to the primitive data category. These data types are usually supported
9

http://msdn. microsoft. com/en-us/library/ee960161. aspx
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in a hassle-free way by both web service consumers and providers, which means that
no additional descriptions are necessary in transporting them.
Relaying and using primitive data types in web services is shown in fig. 7. It
demonstrates the transfer and use of information of cross currency exchange rate of
a currency pair, specified by its denotation – e. g. GBP/JPY, AUD/JPY, CHF/CAD.
For this purpose, two communication diagrams are developed – with classes and with
objects, using UML. In order to specialize UML for a more accurate representation
of web services we have introduced some stereotypes 10. The first diagram shows at
an abstract level the defining and using of the Web-service (fig. 7a), and the second
(fig. 7b) shows how the service is used with the help of concrete data about consumers
and providers. It is shown on fig. 7b that the operation argument is replaced by the
corresponding currency pair, and the operation result – by a concrete currency ratio.
This model of data exchange between client and service uses method-function with
input parameters.

a)
A
0
а)
b)
б)
Stereotypes used:
SReq (Service Requestor)
WSClass (Web Service Class)
WSInt (Web Service Interface/contract)

Fig. 7. Representing web service primitive type of data exchange
We can make the conclusion that standard UML tools are suitable and sufficient
to represent the transport and use of primitive data types in web services. Thus web
services basic model of interaction (see fig. 4) can be rendered more detailed and
precise. Here we cannot identify any peculiarities that require defining and using
additional UML mechanisms, apart from the stereotypes introduced.

10

A stereotype is a new element of UML,which is introduced in developing specific systems models.
The introduced stereotype is noted as follows:<<name of stereotype>>
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4. Mechanisms of transporting objects
Transferring of objects and collections of objects in web services is more complex,
compared to the transferring of primitive data types. In this case the class, which is
the basis of the transported objects and which the web service depends on, must be
also accessible for the clients of this service.
Objects are created based on the classes that define their structure. They are
composite, complex data structures. To describe these data structures in the context
of web services developer-defined types of data are used, which we are going to call
complex data types of web services. They are composed by data items. The
object type definition is part of WSDL definition and XSD11 is used, which is a text
format again.
To recapitulate, complex data types of web services match the object classes
and data items match their fields or properties. To present them, therefore, we can
use class diagrams and components diagrams.
In defining it, a Web service is designated in a space of names, thus making it
visible for its consumers. To distinguish it from the space used in conventional
programming we shall name it Web service namespace.
The defined complex data structures for object representation in web services
may share the same space with the service, but it may have its own dedicated space,
which has to be accessible to the service. Namespaces are used for grouping together
web services and complex data structures related to them. They can, therefore, be
represented as UML packages, and the interdependencies between them - as
relationships between packages.
The interdependencies between web services, complex data structures and
namespaces are shown in fig. 8. Web services and data types can be located in one
namespace (fig. 8a) or in different but related namespaces (fig. 8b). The latter shows
that only the web service interface is visible outside its namespace and its class is
private; fig. 8b also shows that complex data types are public and are used by both the
web service and its clients.

11

XML Schema Definition
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a)
A
0a
а)

b)
б)

Fig. 8. Dependencies between web services,
complex data types and name spaces.
The question of the representation of complex data types at a component level is
debatable, in our opinion. There certainly are some issues that have not been clarified.
On the one hand these stem from the meaning the UML standard gives to the elements
of interface and port, while, on the other hand, there are not enough examples of their
usage. Specifically, access to the component function is usually carried out by means
of the interfaces this component provides, yet they cannot be used for exporting data
types. For this purpose, we believe the components ports are a feasible choice.
In the specialized literature 12 a port has two functions. The first one is for the
port to connect with the interface. More accurately, a port is defined as a point of
interaction with a well-defined interface. Each port has a set of provided and requested
interfaces, which define its interaction with the outside environment. In its second
function the port is linked with a property or attribute of the component. We shall use
the second interpretation of the port, but applied in the web-services context. More
precisely, the port can be linked to a complex data type provided by the web service.
12

Unified Modeling Language: Superstructure (Ver. 2. 1. 1). Object Management Group, 2007.
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On the one hand, the data type is public, and on the other – it can be used by the web
service interface, which accurately describes its function (fig. 9).

Fig. 9. Defining and using a web service data types at a component level
A typical example of the web service use of objects is an online book of contacts
or address book (fig. 10). This is a service provided by any type of component business

Stereotypes used:
WSNS (Web Service Namespace)
WSCDT (Web Service Complex Data Type)
WSOp (Web Service Operation)
WSDI (Web Service Data Item) a)

Fig. 10. Using objects in the web service Book of Contacts
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software, Windows operating system, email clients (Windows Live Mail, MS Outlook,
etc.), MS Office, Internet platforms like Google, Windows Live, etc.
The Book of contacts web service provides essential functions for the
management of particular contacts such as adding a contact, changing a contact,
deleting a contact. Hence, data stored for each contact are name, family name, email,
telephone, address, etc. The Contact type objects are assigned as parameters to the
corresponding web service operations. In order to correctly interpret the diagram in
web services context the necessary stereotypes are added to its elements.
* * *
The use of web services is a major trend in the development of modern CIS. It
is widely accepted that the web services orientation of CIS is a best practice and an
innovative technology in the building of those systems. Web services are a sophisticated,
complex and heterogeneous technology. This calls for representing their functions at a
high level of abstraction and in our opinion the UML standard is suitable for the purpose.
Thus conditions are created for an easier comprehension of web services by a wide
range of specialists. In relation to this, our article attempts to study and systematize
essential capabilities of web services, having established that they possess two basic
forms of representation – classes and components, which are closely related. The
basic mechanism of communication among web services is studied. This mechanism
has been developed and supplemented by data exchange mechanisms between a
client and a web service. The close relation is shown between data exchange
mechanisms and message exchange patterns in web services. Finally, by means of
concrete models the use of complex data structures (objects) of web services is
visualized. Parallel to that we have defined some stereotypes which facilitate the
application of the UML method in modeling service-based CIS. Outside the range of
this study remain some issues concerning the exchange of hierarchically organized
objects, aggregates and collections of objects which we plan to study and present in
our next publications.
In conclusion we can summarize the enabling role of UML for a clear, concise
and unambiguous representation of the basic elements, mechanisms, and exchangeable
data which is necessary for the building and documenting of service-based systems.
We believe this paper can prove useful for both building service-based CIS and for the
acquisition and development of web services concepts and technologies.

SOME ISSUES OF THE UML PRESENTATION
OF DATA EXCHANGE MECHANISMS WITH WEB SERVICES
Assoc. Prof. Dr Filcho F ilipov
Abstract
It is accepted that the orientation of computer information systems towards web services
is a „best practice“ and an innovative technology in their development. Along with that, web
services are a complicated, complex and heterogeneous technology. This requires that their
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functions are presented at a high level of abstraction, and for that purpose, according to us, it
is appropriate to use the UML standard – thus there are created conditions for them to be more
easily adopted by a wide circle of specialists.
With regard to this, in this publication, having systematized the main capabilities and
elements of web services, there are offered solutions for their presentation by means of UML.
It has been determined that they can be presented in two main forms – as classes and
components, which are closely connected with each other. There is studied the main mechanism
of communication between web services, and it is further developed and supplemented with
the mechanisms for data exchange between the customer and the web service through the
parameters of its operations. By means of specific models there is illustrated the use of complex
data structures with web services.
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INVALIDITY OF COMMERCIALTRANSACTIONS
Assoc. Prof. Margarita Buchvarova, PhD
The stability of commercial transactions is essential in the context of contemporary
commercial relations, since it is a guarantee for execution of undertaken rights and
obligations. Therefore, from a legal point of view, a valid transaction ensures full
compliance with the requirements of applicable law. In this regard, the issue of invalidity
of commercial transactions is relevant both from a theoretical and from a practical
perspective. This determines the author’s scientific interest in the examination of basic
laws which govern said legal phenomenon.
The object of study in this article is the invalidity of commercial transactions,
following the system of commercial legislation. The main aim of the author is to analyze
the legislation and to draw scientific conclusions that can be applied in the interpretation
of legislation.
Invalidity as a legal phenomenon is the subject of theoretical research in civil
law, which regulates its four forms – nullity, voidability, relative and pending invalidity1.
The grounds for invalidity are subject to the casuistic rules set out in Art. 26 and 27 of
the OCA2. A basic requirement for invalidity is the presence of a “deficiency” /defect/,
constituting a violation of the law, as a result of which a transaction is not able to
produce the effect desired by the parties. The existence of fault or damages to a legal
entity is irrelevant from a legal point of view3.
With the adoption of the special commercial legislation the specific grounds for
invalidity were also regulated, corresponding to the characteristics of public relations
in the commercial area. In principle, they concern various types of commercial
transactions, not just contracts. The grounds stipulated in the CA4 should also consider
the characteristics of the specific transaction in view of its type. It should be emphasized
that in the absence of a special law, the civil law is a subsidiary source of commercial
law by virtue of an express provision in Art. 288 of the Act. Therefore, the types of
invalidity governed by the OCA concern also commercial transactions, which in practice
are most often treated as null and void5.
The specific grounds for invalidity in the CA relate to commercial transactions,
statements of the parties and their form of objectification. According to Art. 293, para.
2 of the CA when the will, related to the conclusion, performance or termination of the
commercial transaction has not been expressed in the required form, it is considered
void. The rule is further developed in Art. 293, para. 3 of the Commercial Act, under
1
2
3
4
5

See Tadjer, B. Civil Law. General. C., Nauka I izkustvo, 1973, p. 241.
Obligations and Contracts Act.
Tadjer, B., citation, Writings, p. 237.
Commercial Act.
Goleva, P. Commercial Law, Second Book, Feneya, S., 2002, p. 51.
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which, if the other party has received a verbal declaration of intent, but has not
challenged its validity, it cannot refer to the invalidity of the transaction at a later time.
In theoretical aspect it is assumed that a party’s lack of reaction is a sign of approval
of the transaction6.
The basic theoretical rule applying specifically on contracts as a form of bilateral
transactions is that there are at least two opposite wills, which coincide on the essential
terms of the transaction. Under the civil law, the lack of stated will on the essential
terms of a contract means a lack of a deal. The Commercial Act contains a significant
variation with respect to commercial sale contracts. The lack of stated will on the
transaction price, regardless of its announcement as an essential condition, does not
make the transaction null. There is a partial invalidity of the contract, where the missing
clause is replaced by a mandatory legal provision. An irrefutable presumption has
been introduced under which it is assumed that the contract is concluded at a “regular
price.” As can be seen from the legal definition, this is the price usually paid under
similar and usual circumstances for the same amount and type of goods. The variation
from the general regime of invalidity of transactions 7 has been introduced in order to
ensure speed and reliability of sales in trade relations.
In some cases the CA provides for a mixed factual composition of the transaction,
consisting of two elements: civil and administrative law. The civil element includes the
requirement that the parties express their will, respectively consent on the contracts,
while the administrative element is expressed in the requirement of authorization or
approval by a public authority. According to Art. 295, Paragraph 1 of the Commercial
Act a transaction shall take effect provided that said authorization or approval is granted.
On these grounds, the legal theory defines the authorization /approval/ as statements
of will determining the legal effect of the transaction. The statement of will of the
public authority is not independent but is layered onto the wills of the parties8. Pending
the said statement of will we are faced with an incomplete factual composition, which
is a ground for initial nullity of the transaction, with the result that it is unable to
produce the effect desired by the parties. Our case law has accepted that if there is a
need for authorization of the transaction, the trader has two alternative options. On
the one hand there is the right to accept the conditions related to the authorization or to
deny its conclusion in case the requirements are unacceptable 9. One of the most
common hypotheses for granting authorization is in relation to the powers of the
Competition Protection Commission granted to it pursuant to a separate law, when
there is a sale of companies or equity that can result in monopolies on the market.
The Commercial Act does not contain a provision on the timing of a public
authority’s statement of will, on which the transaction is dependent. Formal logic
determines the conclusion that the authorization precedes the conclusion of the
6

7
8

9

Nedelcheva, B., Sukareva, Zl., Karanikolov L., F. Rachev. A brief course on commercial law. UNWE, S.,
2002
This is a formal lack of consent which under art. 26 of the OCA is grounds for nullity
Vladimirov, Iv. Commercial transactions. University publishing house. Varna University of Economics,
1997, p. 18
In this sense Ruling No. 135/14.11.2000 of the Competition Protection Commission
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transaction, while the approval is granted when there is agreement between the
contracting parties. According to our legal practice concerning such authorization it
should be assumed that it is enough that the authorisation exists as at the date of the
transaction. The essential thing in this case is that the authorization relates to the
specific disposition transaction, individualized by subject and parties10. The situation is
similar in case of confirmation of the transaction by a third party, pursuant to Art. 296
para. 1 of the Commercial Act. The main difference from transacting with a
requirement for authorization or approval lies in the capacity of the third party. It is the
subject of our private law rather than of a civil or administrative body. Hence the
second difference, namely the statement of will of a third party is civil in nature and
does not contain the characterisics of an administrative act. The transaction concluded
under the confirmation requirement falls under a suspensive condition. Until confirmation
is given, the rights and obligations are pending. The transaction is in an indeterminate
state until fulfilment of the condition, namely the confirmation of a third party.
Nevertheless the transaction has an independent character and meets the requirements
for a specific type of transaction. The statement of will of the third party is additional
and it adds to the wills of the parties. From that point they form a whole, resulting in
the occurrence of the legal effect. The deal binds the parties and creates a
corresponding liability. The party which has undertaken to produce a result is legally
obliged to inform the other party thereof. The notification term shall be three months,
unless otherwise stated. After its expiry, the party which has not received confirmation
of the result acquires the right to withdraw from the deal.
Commercial transactions are concluded in written form or otherwise, if provided
by the law. This rule corresponds to the general provisions of the civil law. As a rule,
commercial transactions are informal, in order to ensure fast trade. In some cases, the
form is a condition so that the transaction has legal effect, e.g. a commercial agency
contract, commercial sale and repurchase, sale of payment, promissory note, etc.11 The
parties to commercial transactions are entitled to determine the form of the transaction
between themselves, as long as they do not violate the mandatory legislation. In theory
it is assumed that the eligibility of parties to determine the form of the transaction does
not include the possibility to provide a “more streamlined form than the statutory”. In the
presence of such a situation, the transaction should be treated as null and void12.
There is no specific rule on the required form for amendments in commercial
transactions. It is assumed in the case law that “when a certain form is required for a
commercial transaction, it applies also to the amendments to it. 13 “This rule should be
shared also from a theoretical point of view, due to the explicit text in Art. 293 paragraph
10

See Ruling No. 642/10.07.2006 under business case No. 14/2006, 2nd panel of the Supreme Court of
Cassation
11
See Rachev F., Karanikolov L., P. Popov, Iv. Vladimirov, Luchnikov Sv., Nedelcheva B., Sukareva Zl.,
Landzhev B., Velinov L., Commercial Law, University Publishing House “Stopanstvo”, S. 1999, p.
387.
12
Gerdzhikov O., Commercial Deals. A Book on Part Three of the Commercial Act, IK “Trud I pravo”,
S., 1997, p. 23.
13
See Ruling on administrative case No. 37/99, ruled on 26 October 1999.
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6 of the Commercial Act. It should be emphasized that the above-mentioned legal
requirements relate to the form of the transaction in terms of its validity. The form that
is necessary to prove the transaction is outside the set of problems, given the special
rules in the CPC14.
The Commercial Act considers the written form within a wider content. It
comprises not only the need for a written document /contract, title deed / that objectifies
the statements of the parties, but also cases where the statement is technically recorded
in a way that can be reproduced. In statements made by fax or telex, the written form
is fulfilled, if the books and documents that reflect the performance of these devices
exclude the incorrect reproduction of the statement. The main civil rule is that in the
absence of the required form of the transaction, it qualifies as null and for that reason
it does not give rise to a legal effect. The rule is mandatory according to the express
provision of Art. 26, para. 2 of the OCA. By way of derogation of the above decision,
the CA provides for inadmissibility of the claim by a party to refer to the nullity of the
transaction if it can be concluded that the party has not challenged the validity of the
statement / Art. 293, paragraph 3 of the CA /. The exemption applies to transactions
whose subject are rights in rem over immovable property. Such transactions are subject
to the civil law, with a view of the protection of property rights. Therefore, the
consequences of failure to comply with the form of the transactions are determined
by its subject matter. On this basis, the CA regulates the relations concerning commercial
transactions relating to movable property – goods, while the OCA governs commercial
transactions relating to real estate property. Concerning the commercial nature the
presumption laid down in Art. 286, paragraph 3 of the Commercial Act should be
accounted for, which reflects also on the law applicable to a particular transaction 15.
As concerns the admissibility of remedying a commercial transaction through its
execution, the answer is not unequivocal. It is assumed that the performance under a
void contract does not remedy the missing required form, pursuant to Art. 26 of the
OCA, except in the case of Art. 293, para. 3 of the CA16. Under our civil law, a
transaction concluded without representative powers or by exceeding them has no
legal effect unless it is confirmed / ratified / by the principal. In civil relations the legal
consequence is pending invalidity, and in exceptional cases the transaction can be
remedied with an additional statement of will by the misrepresented person. Relations
in commercial law are regulated in a different way. According to Art. 301 of the
Commercial Act, in such cases the transaction is valid unless the implicitly represented
trader rejects it immediately after becoming aware of it. It is assumed that the lack of
opposition by the trader amounts to a tacit acknowledgment of the contract 17. With a
14

Civil Procedure Code.
See Ruling No.1039 dated 31.10.2008 under civil case No.2625/2007, G.K., 3rd civil department of the
Supreme Court of Cassation.
16
See Ruling dated 05.06.2007 under administrative case No. 83/2006 of the Court of Arbitration at the
Bulgarian Chamber of Industry and Commerce. Published in the Book “Case law of the Court of
Arbitration at the Bulgarian Chamber of Industry and Commerce 2006 – 2007.”
17
See Ruling No.34 dated 22.02.2010 under business case No.588/2009, 2nd business department of the
Supreme Court of Cassation.
15
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view of legal safety and the protection of the transactions, the law requires the active
opposition by the misrepresented trader expressed “immediately”, namely “within a
reasonable period”. Opposition to perform legal acts without representative powers
upon submission of a claim is not equivalent to the requirement that the opposition is
expressed “immediately upon becoming aware “pursuant to Art. 301 of the CA 18.
The judicial practice in the country is also in this line and by its virtue the presumption
of implied consent of the trader with a transaction concluded without representative
powers has been provided for under Art. 301 of the Commercial Act. Unlike our civil
law, where in the absence of representative powers or in case of exceeding them
there is pending invalidity of the transaction /Art. 42 of OCA/ until the express
confirmation by the misrepresented person, in commercial transactions inaction and
silence are presumed consent of will for confirmation. In commercial transactions
there is also a pending nullity, but it exists up to the time of becoming aware and the
lack of opposition by the trader on whose behalf the transaction was concluded without
representative powers. The legislator has bound this immediate opposition with the
moment of becoming aware of the conclusion of the transaction.
More different is the treatment of “strict necessity” as grounds for invalidation
of contracts, according to Art. 297 of the CA. In legal theory this concept is interpreted
as the occurrence of adverse circumstances, most often a lack of money, forcing one
party to sign the contract. Thus, the conditions under which a contract is concluded
are significantly different from normal and customary conditions. In civil relations
these grounds aim to restore the equivalence in relations between the parties on the
principle of justice. Therefore, claims on these grounds are allowed within 1 year of
becoming aware. In commercial relations where both parties are traders, the scope of
these grounds is excluded. Only in case the commercial transaction is of the unilateral
kind19, the party that is not a trader is eligible for invalidation of the transaction under
the civil law.
In conclusion, the following conclusions can be drawn from the comparison
between the different grounds for the invalidity of commercial transactions and the
arrangements in our civil law.
Firstly, on the one hand, invalid commercial transactions are in the category of
voidable transactions. Their rehabilitation is allowed in the absence of opposition from
the party that has the right to make the transaction void.
Secondly, the grounds for invalidity of transactions provided for in the OCA,
retain their legal significance also for commercial transactions in the part where there
is no special legislation.
Thirdly, the consequences of nullity are determined by the subject of the contract
and / or the nature of the transaction: unilateral or bilateral. Basically it should be
borne in mind that deals related to real estate property are protected by the legal
18

See Ruling No. 30 dated 08.04.2011 under business case No. 416/2010, 1st business department of the
Supreme Court of Cassation.
19
The content that is inferred in the unilateral transaction within the meaning of the specific division of
the Commercial Act is in case that only one party has business capacity.
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provisions and on these grounds they are also formal, according to the commercial
legislation.
Fourthly, the legal consequences of an invalid deal or a deal made void according
to the legal provisions are identical and similar, like in civil transactions.
In summary of the above the author assumes that the application of the general
civil law in the matter concerning the invalidity of commercial transactions is the
dominant source of regulating the problem areas. The Commercial Act stipulates certain
specific grounds which take precedence when referring to a particular type of
transaction /commercial sale / or in situations in which the conclusion, respectively,
the form of a transaction deviates from the general civil law.

NULLITY OF COMMERCIAL TRANSACTIONS
Assoc. Prof. Dr Margarita Bachvarova
Abstract
In the article there is discussed the issue of the nullity of commercial transactions by
contrasting it with the general principles in accordance with civil legislation. There are analyzed
the special hypotheses according to the Commercial Law and are pointed out their specific
consequences.
The main conclusion is in the qualification of the invalid commercial transactions of the
category of voidable type of transactions. On these grounds there is the legal opportunity for
their revitalisation. As regards the legal consequences there is the universal application of the
general rules of law also with respect to commercial transactions that have been declared
invalid.
Keywords: commercial transactions, nullity, voidability.
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THE MACROECONOMIC STABILITY OF BULGARIA –
GUARANTEE FOR ECONOMIC SECURITY
Assoc. Prof. Dr Anton Marinov
The nature of the economic policy of the state consists of guiding the economic
processes through the execution of a set of measures, with which there are achieved
the projected goals and tasks and are solved important social issues 1, dealing with
tasks, which the market is unable to solve. Its priorities are a reflection of the processes
running in the national and world economy.
In pursuing the economic policy and achieving its goals there must be taken into
consideration their interrelation and interaction. Occasionally there is a discrepancy
between some of the goals, therefore there should be sought the optimal scenario by
means of various decisions or constant manoeuvring. Controversies are resolved by
preferentially accomplishing the goal, which is currently most threatened. In that case
even its partial achievement is considered a success, being the optimum variant.
Macroeconomic stability and economic security are some of the most important
goals of the economic policy and elements of the economic environment. There is a
direct correlational dependence between them and they overlap partially or completely
in certain cases.
1. Theoretical formulations
The idea of economic security was used for the first time in 1971 by the Ministry
of International Trade and Industry of Japan. With it there is expressed the dependence
of internal economic growth on international relations2.
According to Prof. Tilcho Ivanov3 economic security is a component of the
complex security of the country and is connected with the way and the quality of
social life. He thinks that it consists of two elements - external and internal security.
External economic security expresses the two-way connection between the state of
international relations and the stability of the the country’s economic development.
The internal economic security of the country includes: the place of the country in the
international specialization of labour, the use of its comparative advantages, the increase
in competitiveness, stable balance of payments, free movement of goods, services,
people and capital, maintenance of a national reserve of strategic raw and prime
materials, economic growth, increase in the standard of living, increase in productivity,
high employment, stable money circulation, balanced state budget, etc.
1

2
3

Стоичкова, Огн., Държавно регулиране на икономическата сигурност, изд. За буквите - о писменехь, София, 2008, с. 47.
Иванов, Т., „Икономика на отбраната”, УИ „Стопанство”, София, 2002, с. 143-145.
Иванов, Т., „Икономика на отбраната”, УИ „Стопанство”, София, 2002, с. 143-145.
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Prof. Ognyana Stoichkova views economic security4 as the part of the national
security of the country which ensures high enough social, political and defence potential
so as to guarantee the stability of economic resources and their use, independence of
the economic and social processes of internal and external influences.
According to Assoc. Prof. Stefan Michev and Assoc. Prof. Lidia Velkova5 among
the responsibilities of the state are: the maintenance of statehood and independent
development, its own place in: the international division of labour, the specialization,
cooperation and international trade, the international financial and bank systems,
participation in the major financial and commodity markets, etc. Its purpose is to support
and, if necessary, protect those. The present-day version of the notion of “economic
security” is complemented with such a characteristic as guaranteed competitiveness
of the national economy in the global economic area. An increasing number of
researchers come to the conclusion that it is precisely competitiveness that is the most
objective and integral criterion of the viability of the market economy under conditions
of peace.
Economic security is traditionally viewed as a principal qualitative characteristic
of the economic system. It determines the ability of the economic system to maintain
normal living and working conditions for the population, to steadily provide resources
for the development of the economy, and also to realize consistently the national
economic interests. The internal economic security of the country is directly dependent
on the active macroeconomic and structural policy of the state. In order to achieve
stability of the economic environment and create conditions for economic growth,
there must actively and successfully be utilized the tools of the monetary, fiscal and
other policies.
Zdravko Marinov 6 views it as the protection of the members of society from
economic risks - crises, bankruptcies, unemployment, occupational accidents, etc. The
governments of the developed countries work out economic programmes providing
relief funds for the needy, upper limits to the prices of consumer goods and services,
subsidizing the production of certain goods, etc.
So far opinions on the issue of the definition of economic security vary, although
a great number of Bulgarian and foreign scholars have worked on the topic. One of
the most widely spread ones is that of the Russian scientist Academician Leonid
Abalkin7, which sums up most of the definitions given here and can be adopted as the
working one in the present study. It states that economic security is the most important
qualitative characteristic of the economic system, which determines its ability to maintain
normal living conditions for the population, sustained provision of resources for economic
development and consistent pursuance of national interests. Economic security has a
complex inner structure in which there are three important elements:
4

5

6
7

Стоичкова, Огн., „Държавно регулиране на икономическата сигурност”, изд. „За буквите - о
писменехь”, София, 2008 г., с. 71.
Мичев, Ст., Л. Велкова, „Национална и международна сигурност”, сборник, „Социално-икономически аспекти на сигурността”, изд. „Военно издателство”, София, 2005 г., с. 212-229.
Маринов, Здр., „Основи на пазарната икономика” - учебник, изд. Хермес, Пловдив, 1995, с. 115.
Абалкин, Л., Лекция в НДК, 22.06.1993, С.
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1. Economic independence - the ability to control national resources, the
attainment of such efficiency level of production and quality of the gross domestic
product (GDP) that would guarantee the competitiveness of the national economy
and provide the opportunity for equal participation in global trade, including cooperation
and exchange of scientific and technical achievements.
2. Stability of the national economy - protection of property in all its forms,
creation of reliable conditions and guarantees for economic activity and control of the
factors, which can destabilize the economy.
3. Ability for independent development and economic growth of the national
economy - favourable climate for investment and innovation, constant modernization of
production, improving the professional, educational and cultural level of the population, etc.
The goal of economic security is maximum prosperity for all members of society.
In order to achieve this goal there are needed macroeconomic stability, economic
activity, full employment and an increase in labour productivity, economic growth,
environmental protection and foreign economic equilibrium.
The correct estimation of the level of economic security depends on the amount
and depth of the information on the current situation, its impact on the sectors of the
economy as a whole. It includes an analysis of a set of indicators of an economic
system. Among the most important indicators8 for measuring its level there can be
identified the following:
 economic growth - the dynamics and structure of national production and
national income, the industry structure of the economy and the dynamics of
the individual sectors, investment, etc.;
 characterization of natural resources, the industrial, scientific and
technical potential of the country;
 characterization of the national economy and its dependence on external
factors - inflation, budget deficit, influence of external economic factors,
stability of the national currency, the internal and external debt, etc.;
 quality of life - GDP per capita, level of income inequality, provision of goods
and services to the population by the state, number of economically active
individuals, protection of the environment, etc.
Taken alone, the individual economic indicators as well as their values are of no
significance to economic security. What’s important is their impact on the economy.
Failure to keep those within acceptable limits results in the formation of negative and
destructive tendencies in the economic security of Bulgaria and there arise certain threats.
For instance, as far as internal threats are concerned, such indicators are: the
level of unemployment, the difference in income between the richest and the
poorest, the rate of inflation, etc.
As regards the external threats, the following can be identified as indicators:
the maximum allowed amount of national debt, favourable or unfavourable foreign
trade balance, the dependence of the national economy on the importation of
foreign technology, components or raw materials, etc.
8

Терехов, Технологии разведки для бизнеса, www.sec4all.net
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The criterion of economic security is the ability of the national economy to deal
with the threats under critical situations.
The other important element of economic policy is macroeconomic stability (MES).
Here, too, the opinions of authors and researchers vary.
According to the neoclassical school macroeconomic stability (MES) comes
down to financial stability. Financial stability means low inflation, balanced budget,
balanced current account, stable exchange rate, low interest rates, adequate foreign
currency reserve.
Macroeconomic stability9 means maintaining an approximate internal and external
equilibrium between supply and demand. Internal equilibrium means: low inflation, low
budget deficit, increase in the average salary in accordance with labour productivity,
hence rise in consumption following the growth of the gross domestic product. External
equilibrium means: moderate deficit of the balance of payments current account, which
can be financed with foreign direct investment and low-interest long-term loans; decreasing
external debt as percentage of GDP; dynamics of the real exchange rate in conformity
with the dynamics of the equilibrium real exchange rate; protection of the local financial
markets from great amounts of speculative funds seeking quick profits.
As a result of the policy outlined above, the most important indicators of
macroeconomic stability in Bulgaria in the two decades (2000-2020) will be: annual
growth rate of GDP, average annual rate of unemployment, average annual rate of
inflation - consumer prices, average annual budget deficit - % of GDP, average annual
current account deficit - % of GDP, national debt at year end - % of GDP, etc.
The conclusion is that macroeconomic stability aims at the stability of the
economy - price stability, high level of employment, positive economic growth and
foreign trade balance:
 price stability means non-admission of an increase in prices by over 2-3%
annually10.
 high level of employment - maintenance of natural unemployment rate (36%);
 economic growth - recommended increase of GDP by 3-4% yearly in normal
conditions, and after a crisis - by 6-10%. That is the most important task, and
its achievement would be a success for the economic policy of any country;
 foreign trade balance - maintaining favourable balance in foreign trade.
Apparently macroeconomic stability is something more than just the smooth
functioning of the currency board, as well as every other state of orderliness in a
system. It requires continuous effort on the part of numerous branches of economic
policy - the fiscal policy, income policy, external debt management, creation of suitable
environment for the capital markets. Hasty and uncoordinated actions by individual
branches of economic policy can easily harm it, which would lead to risk of
macroeconomic crisis and recession.
9

Георгиев, Н., „Макроикономически митове в българския обществен живот”, в. „Капитал”,
10.02.2001 г.
10
The increase in the quality of goods and the raising of prices is not considered an increase.
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The concept of “economic security” is viewed in two aspects, which are in
direct correlational interdependence:
 a concept which can exist independently, can be observed and studied as a
process and phenomenon;
 a wider concept, part of which is the concept of “macroeconomic stability”.
It is necessary to prepare and introduce a time plan for achieving the goals of
economic security, which for the most part coincide with these of macroeconomic
stability.
Analysis of macroeconomic indicators11
Table 1
Macroeconomic indicators for the period 2005-2010
Indicators
Gross Domestic
Product (at current
prices)12 (mln BGN)
GDP per capita
(BGN)
Growth rate of GDP
per capita13
Economic growth
(growth of GDP
against preceding
year)
Investments (fixed
assets in progress)
(thousand BGN)
Population
Employed persons
aged 15 - 64
(thousands)
Coefficients of
employment of the
population aged 15 64
Unemployed
persons aged 15 - 64
(thousands)

11

2005

2006

2007

2008

2009

2010

45,484

51,783

60,185

69,295

68,322

70,474

5,877

6,726

7,857

9,090

9,007

n/a

6.9%

7.1%

7.0%

6.7%

- 5.0%

0.9%

6.4%

6.5%

6.4%

6.2%

- 5.5%

0.2%

13,262,517

17,742,863

27,446,562

29,424,189

21,274,280

n/a

7,718,750

7,679,290

7,640,238

7,606,551

7,563,710

7,504,868

2,945.2

3,071.7

3,208.8

3,306.2

3,204.8

3,010.4

55.8%

58.6%

61.7%

64.0%

62.6%

59.7%

333.7

304.6

239.1

198.5

236.7

345.9

In the analysis of macroeconomic indicators there have been used the indicators by which there are
measured simultaneously economic security and macroeconomic stability.
12
The Gross Domestic Product (GDP) is a measurement of economic activity defined as the value of all
manufactured goods and services less the value of the goods and services used for their production.
13
The computation of the annual rate of change in GDP per capita is done using comparable prices in
order to allow for comparisons of the dynamics of economic development both in time, and between
economies of different scale. The rate of change in GDP is calculated from indicators in comparable
prices, since they represent only changes in volume, i.e. changes in prices do not affect the rate of GDP.
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Coefficients of
unemployment of
the population aged
15 - 64
Income distribution
inequality s80/2014
Poverty level before
social transfers15
Poverty line
(BGN/yr)
Income per capita
(average)
Inflation (avg annual
CPI, prec. yr = 100)
Budget
surplus/deficit16 (%
of GDP)
National debt17 (%
of GDP)
Export of goods and
services - mln BGN
(in comparable
prices of 2005)
Import of goods and
services (in
comparable prices of
2005) (mln BGN)
Size of the shadow
economy18
(% of GDP)
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10.2%

9.0%

6.9%

5.7%

6.9%

10.3%

5.1

7.0

6.5

5.9

n/a

n/a

44.9%

41.4%

40.0%

38.8%

n/a

n/a

1,623.7

1,737.4

2,548.1

3,318.1

n/a

n/a

2,579 lv.

2,851 lv.

3,347 lv.

3,748 lv.

3,867 lv.

3,812 lv.

5.0%

7.3%

8.4%

12.3%

2.8%

2.4%

n/a

n/a

0.1%

1.8%

- 3.9%

- 3.6%

27.5%

21.6%

17.2%

13.7%

14.6%

16.2%

18 438

27 777

29 474

30 371

26 963

31 344

25 301

37 357

40 954

42 686

33 734

35 263

39.7%

40.4%

38.2%

37.1%

37.5%

37.7%

Source: National Statistical Institute and author’s own research.

Economic growth
Our national economy was not spared by the global economic crisis. It entered
Bulgaria through the export oriented types of production. In the period 2005-2010
there are observed predominantly positive values of the macroeconomic indicators up
until 2008. Table 1 shows that for the period under study the economic growth before
the crisis decreased by almost 12% and from positive turned into negative. From the
forecasted by the National Statistical Institute (NSI) fall in GDP for 2009 (- 4,9%) the
14

The ratio of the incomes of the poorest and the richest 20% of the households.
The indicator constitutes the percentage of the individuals (of the entire population), who have
equivalent disposable income under a certain poverty line. The poverty line is determined as 60% of
the median equivalent net income before the social transfers.
16
Йоргова, Н., Еврозоната и България - взаимовръзки и бъдещи възможности за развитие, изд.
Фондация Фридрих Еберт, Бюро България, София, 2011, с. 7.
17
The debt is estimated at face value, the external (foreign) currency liabilities are converted in the
national currency by using the market exchange rates at year end (with contracts there apply special
rules). That is the debt of sector General Government - Central Government, Local Government and
Social Insurance Funds.
18
Source: BNB, National Statistical Institute, Prof. Dr. F. Schneider.
15
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level of (- 5,5%) was reached. The stable positive trend in the development of the
economy reversed itself and the latter lapsed into a crisis. During the period of the
crisis there was also a political alternation from left to right centrist political administration.
The negative trends in the macroeconomic indicators were retained.
There is observed a slow rise in GDP at the end of 2010 as a result of the
recovery of the economies of some EU member-states, which are the predominant
trade partners of Bulgaria. The growth of the economy came again from the export
oriented enterprises of the industrial sector, which produces about one third of the
entire added value in Bulgaria. In the second half of 2010 there is observed growth,
reaching 33.4% at the end of the same year, which exceeds in value the pre-crisis
2007 - 32.3%. Its shrinkage is strongest in 2009 - by 2%, while with the other two
sectors of services and agriculture it is comparatively smaller.
The indicator “Gross Domestic Product per worked hour” gives us a general
measure of the productivity of the national economy and its competitiveness. For the
period 2005-2010, the productivity of labour per worked hour exhibits an annual average
growth by 3.0%, the highest growth rate being observed in 2010 - around 8%.
Investments
Investments - this indicator determines the share of investments in total production.
The acquisition of capital goods largely determines the future economic development
of the state, since the capital reserves of both the physical and the human capital are
increased. For the period 2005-2008 the share of investments in GDP shows an ongoing increase: from 29.2% in 2005 to 46.4% in 2007, after which there is observed a
decrease in investments in GDP, in 2009 their share being 31.1%, and in 2010 - 24.2%.
The average share of investments in GDP for the period 2005-2010 is 34.6%. The
majority of investments during the so-called “high period” were attracted by the sectors
of “Construction”, “Finance and Trade”, a substantial predominance belonging to real
property and construction. Despite the considerable shrinkage of these sectors, the
largest sources of investment in 2010 remained countries from the Eurozone such as
The Netherlands, Belgium, Cyprus, Greece and Germany19.
The investments in research and development (R&D) are of primary importance
to the transition to knowledge-based economy, as well as for an increase in labour
productivity and for stimulating economic growth. The intensity of R&D, measured as
the percentage of R&D cost of GDP, is one of the key indicators for measuring the
progress of the European Union (EU) in achieving the aims of the new strategy Europe
2020 for smart, sustainable and inclusive growth. The national aim according to this
strategy is for the cost of R&D to reach 1.5% of GDP. In 2009 the investments in
R&D grew to 0.53% from 0.47% in 2008, but we still lagged behind substantially from
the average value of this indicator for EU-27 - 2.01% in 2009. Research and
Development is financed by national and foreign sources, but the biggest source of
financing of R&D in 2009 is sector General Government - 60.5% of all sources.
19
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Labour market
Employment is also an important indicator, which has bearing both to economic
development and to the quality of life and social inclusion, which are among the main
goals of economic security. Following a continued increase in employment in Bulgaria
during the period 2005-2008, after 2009 its level begins to go down, and in 2010 the
coefficient of employment reaches 59.7% or 4.3 points less than that of 2008. In the
first quarter of 2011 the coefficient of employment subsides even more and is 57.3%,
and for the second quarter of the same year there is observed a slight rise, reaching
58.2%. By this indicator, in 2010 Bulgaria is behind by 4.5 points from the average
value for the European Union. In the period 2009-2010 there is observed a decrease
in the difference between the coefficients of employment with men and women, on
account of a drop in the employment with men. The reduction in employment after
2008 holds true for all age groups, but it mostly affects individuals aged 25-34. In 2010
the coefficient of employment for this age group is 70.7% and is 7.5 points less than
that of 2008. The coefficient of employment differs considerably depending on the
degree of education obtained. In 2010 employed are 83.8% of the people with higher
education aged 25-64, and for the people of the same age, who have primary or lower
education, this percentage is two times as low - 41.2%.
Analyzing the labour market for the period under study it becomes clear that in
2008 the tendency towards a decrease in the unemployment rate turns and it begins to
rise. In 2008 unemployment in Bulgaria reaches its lowest level for the past 15 years
- 5.7%, in the following year it begins to rise and in 2010 the coefficient of unemployment
reaches 10.3%, for the second quarter of 2011 it is already 11.2% 20 or about 370,000
people with an upward trend. Analyzing the data on the monthly unemployment rate it
becomes clear that as far back as 2008 the labour market began to reflect the crisis
impulses. The rise in unemployment in the past two years is greater with men compared
to that with women - the coefficient of unemployment with men increases from 5.5%
in 2008 to 10.9% in 2010, and that with women - from 5.8 to 9.5% respectively, which
is confirmed also by the data on employment. Although from 2009 onwards the
coefficient of unemployment in Bulgaria begins to increase, in the same year it is 2.1
points lower than the average for EU-27, while in August 2011 the trend is already
reversed - unemployment in the EU has reached 9.5%, while Bulgaria is among the
countries featuring the greatest increase - 11.7% 21. During the period 2005-2010 the
coefficient of youth unemployment (15-24 years) registers the greatest changes in
comparison with the other age groups. In 2008 it reaches its lowest level - 12.7%, or
10.5 points lower than that of 2010, where it rises to the alarming 23.2%. The increase
in unemployment affects most significantly people with lower education. In 2010 the
coefficient of unemployment for individuals with primary or lower education aged 2564 is 21.7%, for those with secondary education it is 8.3%, and for individuals with
higher education - 4.3%.
20
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According to data provided by the National Statistical Institute - NSI, www.nsi.bg
According to data provided by Eurostat, www.epp.eurostat.ec.europa.eu
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Over the years preceding the global financial and economic crisis, when Bulgarian
economy was characterized by intense economic growth, the nominal unit labour costs
(NULC)22 were going up as a result of the real and nominal convergence.
The decrease in the share of unreported employment in the medium term, as
well as the composition effects, connected with the still continuing changes in the
structure of employment, will probably exert upward pressure on the average level of
salaries. Nevertheless, the increased uncertainty about the global economic situation
and the anticipated low inflation in the current period of high unemployment rates and
discouragement will most probably limit the growth in salaries in the medium term.
The crisis continues to exert serious influence on the well-being of households,
i.e. that is its social cost. Low earnings and shrunk lending reduce consumption, increase
indebtedness and bad loans. The observed change in the direction towards a
conservative credit policy is a factor, which will not allow households to reach the precrisis levels of consumption in the next 2-3 years, while at the same time their
indebtedness is increasing.
The inequality in the distribution of income S80/20 assesses the effect of the
pursued social policy in respect of the poor strata of the population. In Bulgaria income
is distributed too unevenly - the 20% richest people earn 6 times as much as the 20%
poorest people in this country. During the period 2005-2008 there are observed no
considerable changes in the polarization of the population. This can be explained with
the fact that the poverty line keeps going up, while the poverty level is almost preserved
for the period under equal other conditions. In other words, there is observed an
increase in the incomes of both the rich, and of the poor strata of the population, while
the ratio between them remains approximately unchanged.
During the analysis of the income of the population and the poverty line one can
see that the difference between those is shrinking over the years of the period under
study, which means that there is a general impoverishment of the population, and an
even higher rise in poverty in recent years, as well as the emergence of the “working
poor” phenomenon.
The largest percentage of poor people consists of those who have been left out
of work, which poses serious challenges before the overall welfare of the country. In
the analysis of the structure of incomes in the country it becomes clear that the tendency
towards an increase in remunerations as part of all incomes is extremely weak, and is
at the expense of the income from pensions, which is illogical and leads to future
threats to economic security and the pension system. The share of the employed is
decreasing, while there is an increase in the share of the unemployed and the pensioners.
The forecasts of population statistics for the future are for a permanent growth in the
population in post-working age and decline in that in working age. The impoverishment,
on the other hand, exerts serious pressure on the demographic growth and is not
conductive to the reproduction processes in society, being an extra burden to the
pension system, leading to its future indebtedness and collapse.
22

Конвергентна програма 2012-2015, www.minfin.bg, с. 21.
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Inflation
The effect of the economic crisis has had a positive impact on the rate of inflation
in Bulgaria, which, however, is once again higher than the requirements of the Maastricht
criteria23 by 8% to 1.4% in the different years of the period under study. Besides the
fact that it increases faster than the income and worsens the well-being of households,
high prices also affect the level of the interest rate on loans, since those influence the
risk premium in the country. Under the currency board arrangement, the Bulgarian
National Bank (BNB) does not possess the tools to set the base interest rate (BIR),
i.e. it is unable to affect the rates of inflation. In that situation there exists the real
danger of stagflation, provided that the rate of inflation continues to rise in conjunction
with a fall in GDP, which may cause another threat to economic security. The rise in
the real income is the only effective approach to overcoming this tendency.
National debt
Bulgaria reports a steady decrease in the national debt from 2005 to 2008 and
continues to maintain levels of 14.6% for 2009 and 16.2% for 2010, followed only by
Luxembourg and Estonia. For the sake of comparison, the average indebtedness of
the European Union (EU) in 2009 reaches almost 80% and exceeds the Maastricht
criteria by nearly 20%. As a result of the pursued reasonable fiscal policy in latter
years and despite the deficits of the past two years, it is expected that Bulgaria would
keep its position among the three countries with the lowest national debt, remaining
within the limits of 20% of GDP during the next two years. Despite the fact that
Bulgaria does not register substantial deviations from the reference values in this
indicator, unlike other countries in the Eurozone such as Greece and Ireland, the
indicators of the fiscal discipline for the period under study worsened, which lead to
postponing our accession to “the waiting room” of the Eurozone.
Budgetary equilibrium
For the period under study the budgetary equilibrium of Bulgaria shows a trend
that is identical with the majority of the analysed macroindicators - from a surplus 1.8% of GDP at the end of 2008, it reaches a 3.9% deficit in 2009, and a slight
decrease to 3.6% (deficit) at the end of 2010 as a consequence of the restrictive
policy of the government. Getting out of the parameters of the criteria for fiscal
stability24, Bulgaria postponed its entry in the waiting room of the exchange rate
mechanism II.
Balance of trade
The analysis of the data on the trade balance shows an improvement and reduction
of the trade deficit from BGN 12,315 bln in 2008 to BGN 3,919 bln in 2010. That
23

The rate of inflation must not exceed the limit of 1.5% above the average inflation in the three countries
with the highest price stability, measured with the help of the Harmonized Index of Consumer Prices
(HICP).
24
According to Maastricht criteria fiscal stability means a budget deficit, which does not exceed 3% of
GDP and public debt under 60% of GDP.
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improvement of the balance of trade is expressed in dwindling the deficit from 17.8%
of GDP in 2008 to 5.7% in 2010, which is due to the slight rise in export and great
reduction of import on account of the economic crisis.
Shadow economy
The analysis of the shadow economy25 shows a decline from 40.4% of GDP in
2006 to 37.5% in 2009 and a slight rise in 2010 - 37.7%, the increase being the result
of the restrictive measures of the government in consequence of the economic crisis.
For the period under study Bulgaria remains a country with a large shadow economy
percentage. It comes third on a list of 37 countries after Latvia and Estonia 26. In
another national survey the share of the shadow economy for 2010 according to the
business is 48.6%, while people report an even higher share - 58% 27. For the period
under study the shadow economy in the countries of Europe is at levels averaging
22%, its structure being identical in the various states 28.
On the one hand, in time of crisis the shadow economy can serve as a buffer and
bring benefits and not just downsides, but on the other hand it is a threat to the economic
security and development of this country. For that reason the shadow economy must
be watched and studied constantly, in order to keep it within admissible limits and
pursue adequate economic policy.
2. Priorities of Bulgarian Economy
The issue of national economic priorities is complicated, because it is difficult to
prove the correctness of the decisions before they have been tested in practice 29.
Priorities must be identified with the help of objective criteria (the existence of a
market, that of comparative economic advantages, competitiveness, productivity,
profitability, capital intensity, material intensity, energy intensity, labor-intensive
production, science intensity) and provide reference points at the national and industry
level. They must be consistent with the long-term development of the country - the full
membership of Bulgaria in the European Union and future challenges.
With the current state of the economy the criteria for choosing priorities can be
arranged in the following sequence: competitiveness, comparative advantages,
opportunities for market breakthroughs and strategic significance 30. Each one of the
indicated criteria may exert specific influence on the choice of structural priorities.
25

The shadow economy is a legitimate activity with added value, which is done illegally.
According to data provided by Prof. Dr Friedrich Schneider of the University in Linz, Austria, cited by
the British magazine Economist.
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The findings are from a country-wide sociological representative survey among employers and
employees, which encompasses 3,500 employed aged 15 to 85. The survey has been conducted within
the framework of the project “Restriction and prevention of the informal economy”.
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Шнайдер, Фр., „Сивата икономика в Европа и България” - резултати от проучване, октомври
2010 г. www.econ.bg/files/132729/BG ATKearney - The Shadow Economy in Europe and Bulgaria.
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Василев, Й., „Трансформационни процеси и икономически приоритети на България”, сп. „Диалог”, бр. 4/2006, с. 119-123.
30
Леонидов, Ат. и колектив, „Асоциирането на България към ЕС. Структурна адаптация на националното стопанство”, изд. „Абагар”, В. Търново, 1995, с. 145.
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They must be oriented towards the establishment of a restructured, modernized and
competitive economy, successfully integrated into the EU and creating conditions for
a well-deserved quality of life for Bulgarian citizens 31.
According to the Strategy for Overtaking Economic Development 32 the
fundamental areas of activity in Bulgaria are: people’s health; education; the acquisition
of more and contemporary knowledge; advancement of research and development;
structural and technological modernization of the economy; creation of a modern
infrastructure; relatively even development of the regions; restriction of the social
polarization in society; protection and improvement of the environment; creation of
contemporary government and non-government institutions and effective state
administration, highly developed non-governmental organizations.
Hence an important task in identifying the priorities is determining the succession
of their realization in time.
In the National Strategy for Regional Development of Republic of Bulgaria for
the period 2005-2015 there are specified the following priorities of the policy for regional
development33:
1. Development and modernization of infrastructure.
2. Restructuring of the economic foundation of the regions and creating conditions
for its competitiveness based on the knowledge economy.
3. Raising the adaptability of human resources to the requirements of the regional
and local labour markets.
4. Urban development and impact on regions threatened with marginalization
and accumulation of ecological issues.
5. Development of territorial cooperation.
In establishing the priorities for the future of Bulgaria, a report by Deloitte
Bulgaria34 gives an overview of the competitive advantages and disadvantages of the
country in comparison with neighbouring states, because compared to neighbouring
countries it does not look so bad with respect to competitiveness, as when compared
to economies like the Czech Republic, Poland or Hungary.
According to the above report the competitive advantages of Bulgaria are
due to several factors: the labour force, macroeconomic stability, high economic
growth rate, membership in NATO and the EU, privatization, the geographical
location. The competitive disadvantages are connected with: the investment
climate, the underdeveloped infrastructure, the still insufficient quality level of
administrative service and the small size of the domestic market. On this ground
Bulgaria can have comparative advantages with products in small series,
31

Научни приоритети за изследователската дейност за периода 2008-2013 г., Институт за икономически изследвания - БАН, http://www.iki.bas.bg/
32
Икономиката на България и Европейският съюз. Стратегия за догонващо икономическо развитие до 2020 година, Икономически институт на БАН, София, 2003, с. 72.
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с. 23.
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targeted at narrower market niches, goods and services of average added
value - to which the distance to the market is of importance. A list of 13 potential
economic industries35 has been prepared and from those there have been identified
three industries, which have been judged to possess the best economic potential and
the Bulgarian government must focus its marketing efforts on attracting foreign
investment to those - Information and Communication Technology (ICT);
Outsourcing (transfer of business processes); Mechanical engineering,
electrical engineering and electronics.
The economic priorities and criteria for their identification should be determined
by the changes in the development of the economic factors. It is necessary to give
precedence to the industries and types of production for the prosperity of which Bulgaria
possesses the best conditions. This choice should be based on the specific needs of
the economy and also on the significance of the issues, which are to be solved in the
medium and long term.
The working out of the priorities must systematically be updated.
To the priorities of the Bulgarian economy there should also be added the goals
set in the National Reform Programme 202036, which include:
 raising the share of of research and development spending to 1.5% in 2020;
 combining the effect of the agreed upon reform of the pension system with
achieving the aim of 76% employment among the population aged 20-64;
 improving the indicators in education - reducing the percentage of those who
have prematurely left the education system to 11% and increasing the share
of those aged 30-34, who have university education - 36% till 2020 respectively.
The goals in the National Reform Programme are in line with the aims set in the
strategy Europe 2020 for EU Member States to achieve high levels of employment,
productivity and social cohesion.
The European Union has set five ambitious goals - in the area of employment,
innovations, education, social cohesion and climate/energy, which must be reached till
2020. Each member state adopted its own national goals in each of these areas.
Investments in infrastructure ought to improve the environment for life and
business. The access to quality infrastructure stimulates investment decisions of
economic agents and also motivates higher mobility and migration of business, capital
and employment. Long-term investment in infrastructure will help overcome regional
disproportions and the development of settlements in the country.
The effect in the National Reform Programme for reducing the number of
people living in poverty by 260,000 is directly connected with the fulfilment of the
goals related to education and employment. The improved educational status as well
35

The perspective areas are: 1. Extractive industry; 2. Agriculture; 3. Processing of agricultural produce
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Tailoring industry; 7. Furniture industry; 8. Manufacture of machines, electrical equipment and
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and logistics; 11. Outsourcing of business processes; 12. Tourism; 13. Energy sector.
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as the wider access to the labour market will raise the opportunities for employment
of the riskiest groups of the population - the unemployed, minority groups and
disadvantaged people.
The assessment of the priorities of Bulgarian economic policy presents an opinion to
Bulgarian authorities for accomplishing economic reforms, bringing the Bulgarian economy
closer to the fulfilment of the Maastricht criteria37. The government has undertaken an
ambitious programme - the development of a solid macroeconomic policy, which has
affirmed itself in recent years for the attainment of long-term economic stability.
What is the final balance for the states, which have signed the Maastricht Treaty?
Here is the balance on each individual criterion 38:
Price stability - the countries with lowest inflation 39 are Sweden (+0.40%),
Malta (+1.3%) and Ireland (+1.7%). Thus the average admissible rate of inflation
must not exceed 2.63%. Only 11 of 27 countries meet this requirement, and those with
the highest jump in prices are Great Britain, Slovenia and Poland.
Budget deficit - here it is not surprising that only just 4 states meet the criterion
of maximum 3% of GDP. Two of them even feature a surplus (Estonia and Sweden).
The highest deficits go to Ireland (31.3%), Greece (10.6%) and Great Britain (10.3%).
National debt - only 14 out of 27 states report public debt of up to 60% of their
GDP. Least indebted are Estonia (6.1%), Bulgaria (15%) and Luxembourg (18.5%).
Greece (159.10%) is heading the ranks of those with the highest debt, followed by
Italy (115.50%), Portugal (110.1%) and Ireland (104.9%). The other states feature
debts of under 100%, whereas Holland nearly meets the criterion with 62.7% of GDP.
Accessibility of loans - the criterion of the interest rates is determined by the
countries with the lowest inflation, Ireland being one of them. However, since the
latter is one of those most affected by the financial crisis, interest rates there are
greatly over-valued (9.6% for 2011). Therefore Ireland all of a sudden raises sharply
the average level of interest rates in Europe (7.57%), which allows 24 out of 27
countries to meet this criterion. The three countries which also fail with respect to this
criterion are Greece, Hungary (7.64%) and Portugal. Without the “Ireland” effect
more than half of the states in the EU would not meet this indicator.
Stability of currencies - all of them meet this criterion because of the absence
of devaluation in the past two years.
The situation in Bulgaria for 2011:
• rate of inflation - barely 2%;
• national debt - 15%, etc.
37
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However, very little is needed for it to meet all five criteria, since its budget
deficit is 3.1% - the maximum being 3% according to the Maastricht Criteria.
Conclusion
Macroeconomic indicators must be analyzed in their totality or else the information
on the economic processes will be incomplete and distorted.
The fall in GDP leads to a delay in the rate of inflation, but the difference between
the frozen income and the rising prices can lead to further impoverishment and
disproportions in comparison with the other EU member states. The effect of the low
employment, combined with low income, can only strengthen the positioning of this
country among the poorest in the EU.
The analysis of the labour market shows a few negative tendencies - young
people find it hard to get included in the labour market and unemployment lasts longer
in comparison with the period before the crisis.
An important factor for the successful inclusion of problem groups in the labour
market is the rise in the effectiveness of training and qualification programmes. It is a
fact that foreign investment is attracted not so much with the help of the low price of
the labour of the people employed, but with their high qualification. This requires regardless of what the ruling government is - to carry out the pressing reforms in the
education system, technology and innovations, in order for education to respond to the
needs of business.
It is necessary that remuneration be normatively bound to the productivity of
labour, as well as the retirement age to life expectancy.
The goals of the economic policy must be aimed at high labour productivity,
competitive production, economic growth and raising the well-being of the population.
One of the possible variants for achieving macroeconomic stability and economic
security is adherence to the requirements of the pact for financial stability and meeting
the Maastricht Criteria.
Foreign investors are worried about the lack of transparency in business relations,
the unfair competition and the frequent changes in the normative system.
The government is carrying out its programme for public investment using the
available funds in the times of crisis, without exceeding the limits of the state deficit.
The topic of the day is the need for the government to consider some incentives for
improving and attracting high-tech investment in line with the available quality of human
resources in Bulgaria.
Another scenario for achieving macroeconomic stability and economic security
is to develop a system of quantitative macroeconomic indicators (indices), allowing
for early warning about an impending threat to the national economy and undertaking
measures for averting it. Maintaining the level of one indicator must not be at the
expense of the others.
The present analysis lets us draw two major conclusions:
1. The economic security of the country should first and foremost guarantee
the efficiency of the economy, i.e. it must be defended on the basis of high productivity,
product quality, etc.
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2. The economic security of the state must be regulated and maintained by the
entire system of government institutions, as well as by all structures of the economy.
All this necessitates the creation of an effective strategy for economic
development with steady growth of GDP, the achievement of full employment, low
inflation and fair income distribution. The provision of macroeconomic stability and
economic security is a guarantee for the independence of the country, a prerequisite
for stability, economic efficiency and improved well-being. All these must be national
priority number one. This is a goal all governments around the world are striving to
achieve.
THE MACROECONOMIC STABILITY
OF BULGARIA – GUARANTEE
FOR ECONOMIC SECURITY
Assoc. Prof. Dr Anton Marinov
Abstract
The issues of macroeconomic stability and economic security become ever more topical
and are the object of study of many specialists, but their solutions have proven to be difficult.
This requires on-going analysis and seeking new ways for their solution.
Macroeconomic stability is achieved through financial stability, low inflation, low
unemployment rate, etc. These goals cannot be achieved in the absence of economic security,
which is a crucial element of national security.
Economic security is viewed here as one of the most important qualitative characteristics
of the present-day economy and as a factor, which guarantees the stable functioning of the
economy.
The aim of the present study is, on the basis of an analysis of macroeconomic indicators
in Bulgaria, to draw the trends for the development of Bulgarian economy and to prepare
measures for maintaining and raising the economic security of this country.
This is one aim all governments around the world are striving to achieve.
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FORMS OF POWER IN THE URBAN COMMUNITIES
AND THE ENSUING RELATIONS
Chief Assist. Prof. Ilko Todorov
Studying power and its impact in urban communities is well known in western
sociology as „community power studies”. The start of this scientific field dates back
to the1920s in USA. In carrying out these studies most researchers prefer to use the
term community (social or urban) instead of town or territorial community, since what
they prefer has a broader meaning and does not imply ideas about the geographical
aspects of the place or the spacial state structures. On the other hand, this approach
affirms as a goal of the scientific research the socio-political processes and the relations
in the particular area.
The aim of this paper is to present the basic forms of power that exist within the
boundaries of an urban community, as well as the particularities of civil relations ensuing
from the variety of these forms. The forms of power are much more studied in smaller
social groups. The urban community is a big formation of people, i.e. another form of
community which raises specific methodological issues and here an answer will be
sought to some of them.
Power in social space
Power in urban communities is regarded important for two reasons. First, they
happen to be typical forms of coexistence of people where the spectre of power acts
varies considerably, while the ensuing social relations are demonstrated in all forms.
Thus the conclusions concerning the processes in urban communities can easily be
extrapolated in regard to power in the whole system of society. The second reason is,
that despite the significant role of politics formed by the high centres of power in
society and state, political life in places of residence does lie within the complementary
acts of regional or urban political systems only. Often there act big groups of people,
influential social organisations and institutions, and the consequences of this activity
often influence social life as a whole.
In trying to define the phenomenon of power within the limits of a particular
social space, researchers often use two concepts together – authority and power. It
was even John Locke who wrote about their interdependence – authority and power
make people obey the law! The way authority is understood is generally oriented to
acknowledging particular merits or social imporatnce of the respective person 1. Many
1

See Иванов, Д. Власт и политика и Управляващият елит, В: Политология, София: Университетско издателство Стопанство, 2001; Властта, София: Университетско издателство, 1994, 2 изд.;
Власт и политика, София: Издателство на МНП, 1990; Властта: философско-социологически
анализ, София: Наука и изкуство, 1985.
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researchers view authority as an addition to the phenomenon of power itself. This results
in the necessity to make a clear differentiation between power and authority from a
cognitive point of view. Power is the direct influence on the object aimed at overpowering
it; whereas authority is something different – it has indirect, implied influence, even
though with a similar purpose. The availability of power and authority in unity means that
we have power in action. This is important because dual power has authority in practice
only if its organs and institutions function in accordance with laws, while the decisions
made by these organs can be implemented and are implemented. The dyad considered
is definitively influenced by the hierarchy of social positions which the subjects of power
or the bearers of authority already have. Yet, the link works also vice versa – the hierarchy
achieved by a particular individual or social group within the system of social relations is
rather the result of the existing power and authority.
Through the link power – authority there acts one of the basic classifications of
power. In it the first type of power is defined as “power of influence”. It exists as a
consequence of the ability of a person or social group to have an impact on others’
behavior by way of the particularities of his social identity, worths, the merits achieved
up to this moment and so on. In theory this type of power does not refer to a particular
subject. The power of influence exists institutionally beyond the individual or the group
that exerts it , so to say «sui generis». Most often in social practice the source of
influence is a particular social value that the subordinates, in their self-conscience or
behavior, associate with the qualities of the particular subject of power.
The second type of power is defined as “functional power”. The most significant
characteristic features are its orientation to and the impact on the media (the subject).
Usually political or managerial power in general is accepted to be of the functional
type, yet, by all means it needs to have fixed legal grounds and responsibilty in order to
be put into practice. We only remind here that in regard to the types of power impact,
Max Weber speaks about charismatic power (based on exceptional qualities posessed
by those who have power), traditional power (based on their own influence that
institutions have) and legal power (which is a result from the applicable consitution
and legislation)2. Every study of the various forms of power in the urban community
raises first the major question – how the dychotomy “power – authority” is implemented
practically with the subjects, through whom these forms are relaized. If we refer to
Emile Durkheim who was the first to analyse both concepts in parallel, we would
realise his explicitness – the bearer of power is the state, while those that bear authority
are social groups3. This idea has its origin in an argument defended stoically by Durkheim
who claims that political power needs to have pluralism. He thinks that power underpins
society. However, he does not associate this with the bearer of power itself, i.e. its
subject. Instead, he assocaites it with relations in society that are generated by power.
That is why Durkheim assumes that the multitude and variety of the forms of power
attribute a pluralistic feature to the phenomenon. Thus, social relations are ensured
2

3

Вебер М. Избранные произведения: Пер. с нем. / Сост., общ. ред. и послесл. Ю. Н. Давыдова;
М.: Прогресс, 1990, С., с. 646-647.
Durkheim E. Suicide. A Study in Sociology, New York,1951, р. 389.
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with collectiveness together with the ensuing communal solidarity. Without the latter a
society would not be able to exist as a unified bound wholeness. It is accepted that
power has direct link and impact on this type of social situations 4.
I think that in their relations with power people in a place of residence are led
mostly by their own interests which is relevant for a particular individual, as well as for
social groups. One’s interest in power happens to be quite a contradictory phenomenon
and it is exactly the authority that exerts the necessary compensatory impact. It was
again Emile Durkheim who gave the idea that through power it is possible to work for
putting limits to one’s claims which can reach size and levels big enough to eventually
turn out harmful for the community. This is particularly relevant for the big urban
communities where social relations in population are not that tight and absorbing for
the individual. However, a measure is necessary also for supporting collectiveness, so
that it doesn’t stand in the way of individuals’ interests in the urban community. If this
was achieved, an individual would not strive to achieve his own goals only while living
in the community. He would realise that his activity is an instrument, a means for
achieving superior - let us call them social and community, goals. Thus, one achieves
solid personal self-evaluation of one’s own significance5.
The answers to the question in what way social power exists and which its most
spread forms are have been thoroughly worked out in the theoretical study, which has
already acquired classical siginificance, by John French and Bertrand Ravon “The
bases of social power” (1959). In their book the two researchers classify powerful
(power) relations as a peculiar type of social relations that are necessary and available
in every social environment. French and Ravon’s theory offers the most widely known
classification of the types or forms of power (old Greek “form” and “type” sound
identical – “morphe”). They all exist in relation to various forms of sources of influence
– norm, award, sanction, impact, knowledge. Thus, there originate their adequate
forms of power: legitimate, awarding, coercive, referential and expert ones6. In studying
power in urban communities the heterogeneous character of these forms allows one
to use the approach that is typical for sociology – the search for logical links between
elements of reality with different nature and origin.
French and Ravon are psychologists, however, they think that it is good to work
out the theoretical bases of social power and social impact through psychology, as
well as through sociology and political sciences. In both researchers’ opinion power
and social impact in a community prove everybody’s interdependence within these
boundaries, so that this community is able to exist and function. Changing any element
can lead to a change in any of the remaining ones or even the whole. “The superiority
of power”, as French and Ravon render it, are the rights and powers that the subject
of power is able to apply in his relations with the other party7.
4
5
6

7

Durkheim E. Suicide. A Study in Sociology, New York,1951, p. 36.
Durkheim E. A Study of Labor in Society, New York,1963, p. 73.
French J.R.P. Jr., Ravon B. The Bases of Social Power // Studies in Social Power / ed. by Dorwin
Cartwright. Ann Arbor: University of Michigan, Institute for Social Research, 1959. рр. 150-152.
Ann Arbor: University of Michigan, Institute for Social Research, 1959. р. 160-165. 7. French J.R.P.
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In practice French and Ravon’s studies prove the availability of all forms of
power within small social groups. Probing the forms that they work out into big social
communities and groups of people like the urban ones, demands one to make certain
methodological clarifications. Firstly, in my attempt here I accept that power in urban
community is also an ability to influence the people who are in a state of dependence
on those who are in power. I accept that this ability is not always put into practice. A
mayor or another activist of local power has a considerable potential to influence
poplulation. However, in their everyday life they use only part of this potential.
Secondly, despite the circumstance that the aims of power depend on its subject,
it seems to me that this dependence is not present always and in every single moment,
in a linear pattern at that. Thus, for example, a colleague, a neighbour or a friend often
has power through their authority so that they influence the opinion of a certain individual
in case the individual is dependent on them or because he relies on them.
Thirdly, I share the argument that in the urban community power is always present
on all levels of social relations, as well as between them. Here one has in mind the
plentiful existing formal and informal levels of social relations among members of the
population in the place of residence that result from the roles through which people
are involved in the various social organisations for communal life.
In 1982 Paul Hersey and Ken Blanchard8 set the grounds for two more forms of
power, namely: information and communication ones. This is further development of
the five classic forms under the influence of the new social conditions and mainly the
innovaitons in information technologies. Seeking common characteristic features of
the seven forms of power in respect to the sources that generate them, leads to their
differentiation into two groups. I think that the common genesis of the first group of
forms is the position from which the impact of power is exerted, that of the second
group are the qualities of the individual or the group itself as subjects of power. There
are grounds to speak also of a second classification of power, namely: according to
the official means used for imposing it. Thus, these are the functions of the respective
social organisation and its managerial influence. In practice, the impact of power is
almost never limited to a single source. Very often exerting power relies on both types
of sources simultaneously, through which there is applied even more strength of the
impact on people that is sought.
An interetsing theoretical product is brought in when combining in a common, so
called “quadruple model of power” the two classifications of the phenomenon pointed
out above – the one according to the sources of power (the post-wise and the personal
power – see the upper part of the model) and the one according to the means of
power (the funcitonal one and the power of influence – see the lower part of the
model). In the four quadrants of the model all seven forms of power can be placed, as
long as they simultaneously bear the characteristic features of both classifications of
the types of power.
8

See Hersey, P. and Blanchard, K. Management of organizational behavior. Englewood Cliffs, NJ:
Prentice-Hall, 1982.
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In the centre of the model are placed the four social phenomena that are directly
linked to power in the place of living. As in most sociological interactions in social life,
they are a condition for and, at the same time, a consequence of power. Public
conscience and public opinion are the subjective ingredient/result of the interactions,
while the social identification and especially social behaviour turn out to be the projeciton
of power in the life of every individual or group in the place of living.
Typology of the forms of power characteristic of the urban comunity
Sources of
power

The position

The subject
Referential

Regulatory

Expert

Conscience
Identification

Award-giving
Sanction-giving

The function

Opinion
Behavior

Information
Communicative

The influence

Means of
power

The basis of power in a place of residence are the relations between population
and specialised institutions of public authority. This type of formal relations defines the
variety of existing forms of the phenomenon and their effect on the life of the urban
community. In this analysis it is important to prioritatively have in mind the three forms
that ensure the existence of the power in position (see the left side of the model).
The legal influence of institutions in power in the living place is based on A’s (the
institution) rights or authority to require socially repsonsible attitude, e.i. obedience, on
behalf of B (the population or parts of it). Studies show that legal power is most often
determined by three groups of factors. The first one being the values ensuing from the
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available culture of social life in the place of living and society. The second group are
traditions and the prevaling attitude to social structures. Of cosiderable importance
here is the subordination of relations and the social hierarchy in the place of residence
that is formed in this respect. If the citizen B or the group accepts an employee’s job
and influence in the institution A, this means that they accept his legal power. As a
matter of fact, this is actually acceptance not of the personality or the personal power
of the employee, it is rather an acceptance of his position instead, one that comes from
his post. The third group of factors are the authorities of the legally appointed
representatives of the institutions. Yet, here one needs to clarify that A’s influence is
legal repesentation, not the personal will of its respective representative. This
representative has been given rights by someone or by a managerial level to which he
himself has been subordinate in obeying A.
Just like in small social groups, which has been successfully studied by French
and Ravon, there is power in the urban community that is based on expected award
given for obedience. This is a side of the power of formal insitutions through which
social management of the territory is put into practice. In such cases A ensures or has
promised to provide B with the goods that B needs and strives to obtain. At the same
time, we discover also influence of power that is based on A’s impact on B through
sanctions, penalties or a threat for similar actions.
I also accept the forms of personal power (see the right side of the model) as
typical for life in the urban community. The influence of certain people as personalities
over the remaining ones in a community is not always linked to the existence of their
formal positions in the life of the place or to material resources which they have
access to. What these people possess and makes them influential is their personal
power. It has its source of existence in the unique characteristics of human individuality
that build the personality of the bearer of this specific power. In this line of thought
respect and admiration that they invoke in others are of particular importance, as well
as the impressive competence of these people. Such, for example, is one’s
understanding about the influence of expert power. As long as A acceps B as an
expert in a particular professional field or in the social management in the place of
living, influence is based on B’s belief that A has special abilities without which B
cannot make competent decisions concerning his own behavior or his mutual life with
others.
Types of power in the community
and social relations emerging on this ground
The seven forms of power in the urban community can be successfully presented
and figured out by way of revealing the interaction between two sceintific aspects
which every form contains. It is exactly the social and legal element that they have.
The community itself is the bearer of the social and the traditional, whereas institutions
of local and state authority happen to be the ones representing the formal, legal element
of power in the place of living. In each of the forms of power in the urban community
the ratio between common and formal has its peculiarities and exerts in a different
way its influence on relations among people in regard to power in their coexistence.
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The social projeciton that gives an idea of the interaction mentioned, appears to have
major differences in every form of power.
1. LEGITIMATE (REGULATORY) POWER
People’s collective activities require that they cooperate all the time not only in
small social groups but within broader limits as well. This is of particular importance
for the urban way of life. The common goals and social control that keep them require
that one’s behavior in the community must happen within the boundaries of the norms,
accepted by everyone. The power that comes from this situation is defined as legitimate.
Its most important characteiristic feature in every place of residence is that it is based
on normative pressure on people that is to be revealed as a consequence of the stong
insitutionalization of their mutual life. For Max Weber power is an ability to stimulate
the subordinate to perceive and fulfil regulations irrespective of the resistance againts
them.
In other words, this is how an attitude to power is formed - one suggesting that
power is legal, morally accepted and respected9. From a sociological point of view the
development of being legitimate in respect to public power is an important indicator of
what maturity level and organisation life in the living place has achieved. As for the
judicial side of being legitimate, it is another aspect. It is accepted that the concept
«legitimacy» comes from the Latin word «legitimus» with which most often
characteristic features of power are demonstrated, such as acceptance by people,
tolerance, even justice according to the public opinion. Here the most important side
of the concept are the links of the institutions of power with law. I mean, what exactly
gives the right to these organs to exert power in the living places within the country, as
well as to exert, when necessary, coercion over population 10.
The political and public-and-legal functions of local power are one of the most
interesting topics for sociological studies and analysis of power on local level. The
reason for this is that the actions of local-power institutions are directly linked to the
emergence and assertion of interests within the urban community. For sociological
knowledge in every system studied, the social factor is the most important one for its
existence and funcitoning.
As for the place of residence this importance is predetermined by the
circumstance that the interests of human community in it is a basis both for all social
phenomena, and for the administrative-and-territorial structure and management of a
particular town, municipality and state as a whole. The lasting presence of people on
a particular territory makes it not so much part of the national territory, but rather a
social space where social communal life takes place. The population in a place of
residence is not a homogeneous social aggregation. For sociology of communities the
size of population in a particular place of residence or bigger territorial structures is
not important. From a public-and-legal point of view, however, the size of the population
is important with the fact that certain social roles depend on the number of people –
9
10

Вж. Weber M. Basic concepts in sociology. New York: The Citadel Press, 1962.
See Вж. Сивков, Цв. Общината, С., Сиби, 2002, с. 9.
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roles related to power such as the number of people in institutions of local power,
administrative-and-territorial regions of the country, financial relations with central
authorities and a number of economic and social managerial realities locationwise. On
the ground of his civil rights and obligations every inhabitant of a respective town can
take part in various ways in the public life of his urban community 11. Yet, from
sociological aspect, it is not individuals and social groups’ rights and obligations to
power and their fellow citizens that come to the fore when studying places of living, it
is rather the issues concerning their interests.
Sociology of communities pays particular attention to the circumstance that the
link between local power and population is facilitated by people’s interests. It is here
that a major serious issue comes to the fore. It is widely accepted that institutions of
local power are a social means through which interests of the people living on the
territory of the community can be asserted and defended.
The fact that the legal norms which these institutions in power need to obey are
obligatory, basically aims at creating order in people’s communal life life, as well as
synchronizing their interests. In regulating relations in towns in regard to power, which
this synchronization aims at, there arise objective and subjective reasons for conflicts
of various depth and intensity. It is true that overcoming these conflicts is known both
to legal regulations and the traditions of the urban community. However, it is here that
the issue arises! In particular situations legal theory has difficulty in dealing with the
concept «interest». For people in law interest cannot exist outside or agianst law 12. In
this sense they even use explanations like «legal interests» 13. Thus, a serious
contradiction arises that refers exactly to the legitimacy of local power. Does this
mean that breaking the law on behalf of a particular representative of local power or
even organ of governance is something against the insterests of all people? The law
strives to regulate the rights and obligations of population in general, which should
presuppose that legal norms apply the same for everyone. Yet, it is a fact that very
often this does not appeal to part of the whole population and it becomes active in
fighting for their own favor. If, on this ground, a legal argument occurs, things become
very complicated. It is not only civil discipline and coscientiousness that can guarantee
the absence of social conflicts, which most certainly will affect the legitimacy of local
power. To what extent in similar stituations is the legal interpretation prevalent that
one can speak about interest only when authorities seek a positive answer by way of
certain actions?14 Probably Prof. Sivkov is right that we cannot speak about the interest
of local power that is contradictory to urban communities or population as a whole.
Yet, he is right only from a jurisdictional point of view, since, in my opinion, in a similar
situation, from a sociological point of view, there is a paradox. Therefore, one would
think that in public power an issue might arise concerning a certain incompatibility
between rights (as a lawful norm) and people’s interests. Thus, interests can be accepted
11
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as a normative continuity of rights; as an existing, though unguaranteed public
opportunity for protecting people’s interests from outside on behalf of local authorities.
I think that concerning this type of power the conclusion is not only adequate, it is also
especially relevant for the sphere of the current local self-governance in Bugaria and,
at the same time, it is not sufficiently clarified.
Legitimate power individual-wise is something different. This form of power,
when the subject of interaction is a particular individual, is a result from their position
in the organisation. Most often the basis of this type of power is the social hierarchy,
a cultural norm or organisational structure. An individual’s legitimate power from the
point of view of their position, is a constituent of the contents of every single role of
theirs in the life of the community.
Legitimate power has a characteristic feature that its bearer always has to have
in mind. If he loses his job or position, this form of power disappears immediately. The
ground for this is that people in the place of living are influenced by the power and
opportunities of the position, rather than the subject that acts through it. Besides,
legitimate power is limited to situations in which others accept that the bearer of the
power has the right to exert influence. In this manner, if the head of the police
department in the town orders the populaiton not to break the territory where his
subordinates prevent crimes, the crowd will most probably obey. Yet, this person’s
words will hardly be accepted with similar readiness, if he tries to advise his fellow
citizens on what to buy or where to invest their own money.
2. THE POWER OF GIVING AWARDS
This power is based on the ability of the person in power to reward such type of
behavior of his subordinates that he desires. From a psychological point of view it is
easy to explain, since one obeys others because in this way he can obtain something
pleasant or needed. From a sociological aspect, this happens to be an exchange of
behavior against reward. According to George Homans’s15 theory of exchange it is
very possible for a social act to occur, if the person who makes it is rewarded more
often. In case that this stimulus (the reward) has already been used and is familiar, the
act of the person in power is simply a worthy thing for the doer, since the worth
achieved is also an award, just as if punishment is avoided.
In an urban community the award-giving power is partly a result from the legitimate
power of institutions. It is the institutions in power that in practice have the tools of the
award-giving power. And this is demonstrated in their rights to give honors, awards,
honor people with titles, change the payment package they give to people employed in
organs of power or support citizens financially and materially.
An issue with award-goving power is that this type of stimuli for social activity
or of suboridination are formally defined and the person who appoints those cannot
make any changes. On the other hand, to make excesses in the number and frequency
of people awarded does not help to strengthen one’s position of power either. The
positive effect of award-giving power is that it influences people by prompting them
15

Фотев, Г., История на социологията, т. ІІ, С. Труд, 2002, с. 482.

Articles

49

what their behavior is expected to be, thus preventing negative results. Award-giving
power motivates mostly those who work in a social organisation. This aspect of powerwise relations is especially important for governing a town. It can be implemented as
a whole strategy for social management. The sense of justice and duty fulfilled on
behalf of authorities for the urban community is a factor of siginificant importance for
people’s coexistence.
However, one needs to understand very well the reverse reflection, too. The
award-giving power can turn into a source of conflicts, if rewarding is used as a single
exchange value of power againts people’s subordination.
3. COERCIVE (SANCTION-GIVING) POWER
Coercive influence is there when the possessor of power is able to exert influence
over others through using punishment and/or threat. Coercive power is an addition to
legitimate power since it is based on a specific ability of the person in power. Namely:
the ability to sanction (punish) or to prevent someone from obtaining an award. What
underpins sanction-giving power is the fear of force (coersion) or sanction. For this
reason it is accepted that in this type of power its strength is determined by the degree
of threat that can be instigated and, respectively, one’s readiness to obey this threat.
Awards and penalties are powerful motivational tools in social life. After all,
those with power feel much more comfortable when they give awards than when
they have to punish. It is well realised that sanction, as a tool of governance, can easily
cause dissatisfaction within the subordinate, together with various negative
consequences concerning his personal or social life. Threats and punishments are
common tools of coersion. They associate with depriving one of privileges, of rights
even or with imposing obligations that are not desired by the subordinate, irrespective
of whether the subordinate is an individual or a group of people. Sanction is the last
step in imposing power. This is explained with the circumstance that coercive power
is too close to forceful impact and coersion, which is sometimes hard to distinguish. In
a town one cannot even think of lasting sanctions of negative impact and especially in
broad social aspects; even though, historically, various strategies of power are known,
based completely on force and coersion. For this reason, in power over population
only individual sanctions are relevant, in case, at that, it is undisputedly proven that
lawful limits are broken.
From the point of view of society, sanction is accepted only if it has prohibitory
or preventive character, but not as a consecutive act of retribution. In social governance
this turns out to be quite a sensitive moment. A threat for punishment is socially bearable
when based on generally accepted order, which is, actually, the essence of coercive
power. As a matter of fact, people do not react to the sanction itself, it is its strictness
that affects them and puts them in condition of inequality among the rest. When such
type of inequality exists, be it emotional or social, it is considered unacceptable since in
practice it causes the effect which is sanctioned.
In the second part of the model the forms of power include those through which
personal power manifests itself. These are, namely: referential power, expert one,
information one and the power of social communicaiton.
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4. REFERENTIAL POWER
Referential power is the one of attraction. Referential influence is there when its
subject is liked by others. Such people have abilities or personal qualities that are liked
or desired by others.
Referential power is strong for two reasons. The first is the fact that this type of
power results from the subordinate’s wish to identify himself with the referent’s power.
Social and individual comparison is decisive for the influence to exist. Put into practice
through the mechanism of personal influence, this power captures the subrodinate’s
conscience, thus having a serious impact on his thoughts and behavior. It is not by
chance that people claim charismatic personalities mostly have referential power. To
accept such a personality as a factor for general change creates trust in their abilities,
since they make others feel fine and have confidence in their support. The second
reason is that in communal life everyone may happen to be liked by others irrespective
of his social position. Thus, for example, friendly interpersonal relations in a town
often make it possible for informal relations among people to spread also within the
limits of the official social organisation of life.
The issues concerning referential power result from the fact that influence is
achieved fairly easy, if there is a suitable bearer of the personal qualities that society
finds worthy. In this line of thought, acquired power does not lead to responsibilities
because its subject seems to effortlessly receive the chance to influence,without any
obligations. The lack of decency and honesty may lead to abuse.
Referential power in the urban community has cleaer manifestation in real-time
situations. I have in mind the phenomenon when respectuflness appears and acts.
This is quite a dynamic phenomenon and usually peaks exactly in situations when
everyone has the opportunity to act, while the decision is reached or the goal achieved
only through mutual efforts or together. Then one needs a center, an example, an
impulse or a leader who can give manifestation to the influence of authority. The
strength of referential power in the urban community depends on how strongly every
single indvidual within these limits identifies himself with the rest, which in turn, is a
consequence of the level of collecitve conscience in people’s coexistence.
5. EXPERT POWER
Expert power is one of authority and professional competence. An expert is an
individual who has specific information and skills that can result in organisational values.
Everyone is influenced by expertise as a personal quality, even if it concerns only a
particular act with which others are outclassed. The expert receives social recognition
based on abilities proven in practice. It is this preponderence that causes respect and
exerts the influence of power. The expert’s social value lies in the fact that in mutual
life they are difficult to find a substitute for.
From an individual’s point of view, a characteristic feature of expert power is
that with time it is multiplied, since the expert’s knwoledge, experience and skills
become more solid. Authority in expert power is actually a proven abitlity to exert
influence. Yet, there is another important thing – the social environment. One acquires
authority not only when having particular feature or qualities, one does it because
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there are people around who have the need, give their trust and acknowledge these
qualities of his as valuable for the community. Which means that there is no such thing
as authority in general, it is something that can exist in practice.
Expert power is a valuable asset for every individual who has taken a socially
responsible position. Expert power is a good base for social cooperation because an
individual or a group of people who own this tool for impact are quickly accepted by
others as partners or consultants. In the long run, it is not the personality that is important
for someone who seeks the position of power, it is rather the expert’s knowledge and
his right to solve the problem of the person who expects it.
6. POWER OF INFORMATION AND SOCIAL COMMUNICATION
Information is a means through which there can be established positional and
personal power as well. Every subject that is in power or governs others relies on
information. It is gained through various channels. The one who has social position to
realise one’s power in practice, relies mainly on the official channels, part of which he
creates himself. In personal power these channels are numerous, they include informal
ones, too. Most important in using information power is the chance to control the flow
of information and its accuracy. In any social organisation it is the person who has the
most credible information who holds the most favorable position in using the power of
this information.
Social communication among people is also accepted as a factor of power. At
that, it is of no particular importance whether the social relation is bilateral, i.e.
interpersonal type of communication or of the type individual – a group of people.
Both types of communication are typical for the social organisation, which means they
are such for life in the community as well. Relations go along not only horizontally or
vertically in the social structures or groups in a particular town, they occur outside its
limits as well.
Conclusion
The existence of power in all social interactions makes it a source of various
social relations. Two types of these relations are of particular importance for the link
between local authority and the interests of populaiton. These are people’s social
behavior in the living place and their public opinion. What unites these is the verbal
character of their origin and manifestation. People’s social behavior in a living place is
their most important social role that presupposes the various forms of power there.
The exchange of information among people brings life to public opinion. This opinion is
an especially powerful instrument for impact on individual and collective behavior in
the community. And one knows that influence is the basic mechanism of power.
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FORMS OF POWER IN THE SETTLEMENT COMMUNITY
AND RELATIONS ENSUING FROM THEM
Chief Assist. Prof. Ilko Todorov
Abstract
The publication presents an attempt at approbating different forms of power, typical of
the small social groups, to the system of social relations constituting a big community, such as
that of the settlement. With the help of two classification schemes on the origin of the different
kinds of power in the relations between people, there are given the principal characteristics of
seven of the forms of power in the settlement. There are sought natural connections and
consequences between the population and the institutions of power. There are shown issues
and situations, which are typical of the rise and development of power relations in the
functioning of the settlement, as the most typical form of social life.

Articles

53

Econ Lit – C320

ASSESSMENT OF THE ELASTICITY OF REPUBLIC
OF BULGARIA’S FOREIGN TRADE IN ENERGY RESOURCES
BY MEANS OF THE ALMON MODEL
Chief asst. prof. Lubomir Lubenov
Introduction
Energy resources provide an important basis for economic activity. The demands
of the national economies for resources are on the increase every year. The economy
cannot function properly without the necessary and adequate supply of energy
resources. The Republic of Bulgaria is a small country, with insufficient resources and
with traditionally open economy. Its import and export considerably influence the
development of national economy. Having in mind the world tendency for natural
resources depletion, energy resources in this reference play a vital role. The
considerable growth of international trade defines the “cost-shifting policy” as important
tool for macroeconomic equilibrium. In the last years we have seen constant changes
in our country’s economic and political development. The energy sector lays the
foundation for advance in national economy. In particular, the cross-border trade with
energy resources determines the equilibrium in the balance of payments. Its study in
the new economic and political conditions represents an interest of upmost importance,
from the point of view of statistics and practice, as well as state administration.
The European Union undertakes a number of measures, that correspond to the
above stated. Power energy has basic importance for Europe’s functioning. Times
when Europe obtained guaranteed and cheap power energy have passed. All EU
member states face the challenges of climate changes, the growing significance of
import and the rising energy prices. The interdependence of EU member states in
energetics as well as other industries is of growing concern- a collapse in electric
power supply in one country immediately exercises influence on other countries, too.1
The main treaty in the European energy charter, which came into effect on
16.04.1998, has since then been legally binding for Bulgaria to comply with its main
requirements. They subsequently guarantee the implementation of the energy efficiency
action plan, (2010/2107(INI)), in accordance with the adopted European parliament
resolution 2.

1

2
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The purpose of the present article is to evaluate elasticity of cross-border trade
in energy resources in relation to some macroeconomic variables, based on the elasticity
theory3 and Almon’s model.4
The following main tasks are formulated and executed for the purpose.
1. Choosing the macroeconomic variables and fixing the research period;
2. Working up a practical technique for elasticity estimation of cross-border trade
in energy resources;
3. Experimenting the econometric models for elasticity estimation and
summarizing the findings.
The article uses quarterly data for import and export of energy resources from
major trading partners for the period 1998:1-2011:4. The chosen macroeconomic
variables are GDP5, CPI6, nominal exchange rate, traded to a US dollar and real
effective exchange rate. The fall of the exchange rate indices shows a rise in the
price of the Bulgarian currency- the lev. All indices are calculated on the basis for the
last quarter of 1997. The data sources are the statistical publications of the National
Statistical Institute, Bulgarian National Bank and Eurostat.
Almon’s model (distributed lag model)
The dependency between the exchange rate and cross-border transactions is
not manifested immediately but within a certain delay 7as it usually happens with
economic processes, i.e. the investigated relation has a dynamic character.
Macroeconomic factors are the basic sources for lag effects in the dependency
manifestation, on account of which we can assume that the exchange rate is not the
only one with similar impact8. The representation of the examined relation by one
factor through its lag impacts on the dependent variable 9 is an extension of classic
regressive model, and has the following expression:
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where
yt is the dependent variable in the momentum t;
xt, xt-1, ... , xt-k – independent lag factor variable of k order;
ω, δ, βk – parameters of the model;
εt – remainders.
3

4

5
6
7
8
9

Rose, Andrew K., The role of exchange rates in a popular model of international trade: Does the
Marshall–Lerner’ condition hold?, Journal of International Economics 30 (3-4), 1991, pp. 301-316.
Almon, S., The distributed lag between capital appropriations and expenditures. // Econometrica,
1965, № 33, pp. 178-196.
Gross Domestic Product.
Consumer Price Index.
Gujarati, Damodar. Basic Econometrics. New York: McGraw Hill, Inc.2003, pp. 657-659.
Gujarati, Damodar. Basic Econometrics…, pp. 662-663.
Speaker, Paul J., Mitchell, Douglas W., and Gelles, Gregory M., “Geometric combination lags as
flexible infinite distributed lag estimators,” Journal of Economic Dynamics and Control 13, 1989, pp.
171-185.
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Parameters βk are represented by polynomial of the type:
    ( j c )   ( j c )
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Statistically significant lag parameters are interpreted as pure elasticity coefficients,
but only in case that the variables included in the model are integrated of first order.
The problem of PDLs’10 estimation is defining the order of the two basic model
parameters. The lag is calculated by the use of Akaike and Schwarz criteria, taking
into account the precise details of the studied relation. At the same time the maximum
lag, that can be used, is technically limited by the requirement not to be greater than n/
4, where n is the length of the studied dynamic row. On the other hand, the definition
of the polynomial for expressing βk is determined by the requirement of the econometric
theory that it has to be less or equal to the lag, i.e. p<=k11. The type of tangible model
is defined by stating its two parameters, i.e. (k, p).
The correct application of estimation method requires checking the remainders
for serial correlation. The test Durbin-Watson is used for this purpose (DW-test) 12.
By specifying the statistically important autocorrelation, the fictitious variable AR(1)
is added by which auto regression process of first order is simulated. In some cases
the addition of fictitious variable AR(2) is needed.
Enlisting of fictitious variables, however, may cause accepting a model, which
do not show factors impact, but is entirely due to the constant and/or the autoregressors.
In accordance with F-criterion, in this case, adequacy might be proved, although tangible
relation might not exist. The Wald test 13 is used to limit the wrong interpretation of
Fisher’s criterion and by its means the likelihood test for selected independent variables
is carried out. Two parameters are calculated - F и χ2. The null hypothesis is rejected
when the two of them are above the critical values at the stated degrees of freedom
and the accepted impact level a. Then, the specific model can be accepted as significant;
otherwise it is rejected.
Practically, using the above stated arguments, a great number of models are
tested and the one that fully meets the requirements of all criteria is selected. In this
tangible case, at the availability of 56 observations, the maximum lag depth can be 56/
4=14. From researchers’ point of view, the model testing to this lag is unproved, as far
as it cannot give economic and reasonable results. Having in mind the quarterly nature
of data, the maximum allowed lag for the research purposes would be 8. This lag
corresponds to a delay effect up to 2 years, which we consider a reasonable and
logically grounded boundary in the manifestation of elasticity impact. The polynomial
in the models can be of order from 1 to 8, having in mind the above stated requirement.
At the same time if we experiment with a polynomial of order more than 3, it would be
unnecessarily complicating of the models and difficult to interpret end results. This
10

Patterns of Distributed Lags.
Hadzhiev,V., Elasticity of cross-border trade, Slavena, Varna, 2001, p. 47.
12
Dimitrov,A., An Introduction to Econometrics,Veliko Turnovo, Abagar, 1995, p. 255-256.
13
Davidson, R. and J. MacKinnon, Estimation and Inference in Econometrics. Oxford University Press,
1993.
11
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opinion is supported by the number of experiments carried out by the researcher and
has a proved practical applicable effect. This is how model parameters are defined to
be from (1, 1) to (8, 3).
The specified dependencies through Almon’s model can be used for prognostic
aims, on condition that the current factor value does not influence significantly the
dependent variable.
Econometric models for elasticity estimation
In the present study, total import and export of energy resources, as well as their
import and export to and from the EU-15 are chosen as dependent variables. We have
also taken into account the import of energy resources from “Europe” group and the
export of energy resources for “the Balkan countries”. This is done on the grounds of
the percentage of the respective trade partners in cross-border trade in energy
resources. (Table 1).
Table 1
Percentage of import and export of energy resources
to trade partners, on average for 1998 – 2011 / (%)

Trade partner

Quota from total

Quota for respective trade
partner

import
0,9

export
2,2

import
2,2

export
4,3

EU– new member countries

1,4

1,2

14,8

14,4

Europe

16,1

0,9

73,8

14,5

Balkan countries

0,2

4,6

2,7

27,4

America

0,5

0,5

7,5

11,8

Asia

1,4

2,2

12,9

29,4

Other countries

0,8

0,7

25,4

13,4

21,3

12,3

-

-

European union – 15

TOTAL

Source: the Author.

The specified dynamic rows for cross-border trade, as well as the selected
macroeconomic variables have to be tested for integration. Integration tests are applied
on seasonal adjusted data. This is necessary because when specifying the dependencies
the seasonal character of variables may cover up or artificially strengthen definite
relation. The method for seasonal adjustment is Census X11.2. After elimination the
impact of seasonality, data is transformed using the logarithm function. The latter is
done in order to stabilize dispersion of investigated dynamic rows. The estimations
obtained with the series of natural logarithms are much more reliable and don’t distort
the end results of modeling in any way. The obtained dynamic rows are subjected to

Articles

57

Dickey-Fuller14 extended test of integration, the results of which are presented in
table 2.
The criteria for selection of the basic equation at ADF 15and PP16 tests are
absence of auto correlation in remainders and optimal values for AIC 17 and SC18
criteria19. The critical value for all dynamic rows is fixed at 1% error risk.
It turns out that all explored dynamic rows, except two are integrated of first
order. This requires the use of their first consequent differences in researching the
dependency. In this sense, the obtained regression coefficients in modeling can be
interpreted as pure elasticity coefficients. From all dependent variables it is only for
the dynamic row of natural logarithm for export of energy resources for EU-15, that
integrity of null order is specified with presence of statistically significant determinist
trend. This explains the obtained results from the integration test and allows the first
consequent differences to be used when modeling with this dynamic row. From factor
variables the index of real effective exchange rate turns out to be also integrated of
null order, but the obtained results from the integration tests were not simple, which
led to additional testing with KPSS test20, where the null hypothesis is the reverse of
the one from ADF and PP tests21. Similar check was applied for the dynamic export
of energy resources for EU-15. The results definitely showed that the two rows have
statistically significant linear trend. This allows direct elasticity estimation in models
with these two variables by using their first consequent differences.
All models of the cross border trade in energy resources are of the following
type, on the condition that the implemented data transformation is to find the first
consequent differences22:
 Y t i 


 Y t 1 


 e t *  
k

i 0

X t i 


 X t i 1 

i



t

(3)

In this case the obtained significant lag regression coefficients might be
interpreted directly as lag elasticity coefficients. As a result of modeling it was found
that there were no significant models for the factors GDP, nominal and real effective
exchange rates.
The index of real effective exchange rate is based on the respective share of the
industrial trade and is calculated in relation to a net of 19 countries which have the
14

Charemza, W. W. and D.F. Deadman, New directions in econometric practice. Edward Elgar, Cheltenham,
1997, pp. 98-109.
15
Augmented Dickey-Fuller test.
16
Phillips-Perron test.
17
Akaike Information Criteria.
18
Scwarz Criteria.
19
Caporale, G. and M. Chui. Estimating Income and Price Elasticities of Trade in a Cointegration
Framework. Review of International Economics, May 99, Vol. 7 Issue 2, pp. 254-265.
20
Kwiatkowski-Phillips-Schmidt-Shin test.
21
D. Kwiatkowski, P. C. B. Phillips, P. Schmidt, and Y. Shin (1992): Testing the Null Hypothesis of
Stationarity against the Alternative of a Unit Root. Journal of Econometrics 54, 159-178.
22
The proposed model is author’s modification.

*none – without inclusion of constant or lineal trend; trend const – with including the constant and lineal trend;
Const – including only the constant;
**MacKinnon critical values for rejection of hypothesis of unit root.

Results from the integration tests carried out from the explored dynamic rows

Table 2
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greatest importance for the cross-border trade in Bulgaria. This can explain the lack
of significant impact, as far as these 19 countries, in total, influence the cross - border
trade as a whole, not particularly import and export of energy resources. At the same
time there are no significant models both for import of energy resources from EU-15
and export of energy resources to EU-15. This would be easily explained with the fact
that during the investigated period Bulgaria joined the EU.
All significant models have factor CPI. As far as CPI is used as a deflator of
nominal exchange rates in its calculation, this additionally explains the lack of elasticity
towards real effective exchange rate. The inflation, measured by CPI is closely related
both to unemployment rate and salary. The production downsize causes a rise of
unemployment, whereas pay should remain at least at the same level or drop in real
terms as a result of inflation. At a steady interest rate, the quantity of investments
remains constant, too; which would cause a deficit in current transactions 23. If the
downsize of production is longer, then the population would cut its consumption to
keep its savings in order to meet the expected continuous drop in its income. The
current balance in this case, will not change. A surplus in current operations will even
occur if there is reduction of investments. In short terms, it is worthwhile to anticipate
a rise in import and a fall in export. A continuous drop in GDP would cause low or
even null elasticity of the two variables. If GDP grows deflation is expected, which
should lead to positive balance and export rise. By analogy, if production expands for
longer period of time, one can anticipate an equilibrium in current balance.
For the total import of energy resources fourteen significant models were received,
and nineteen – for the import from “Europe” group. Respectively, for the total export
of energy resources, the significant models are twelve, for export for ”Balkan
countries”- fifteen. After using the Akaike and Schwarz criteria definite models, shown
in table 3, were selected.
According to the findings the strongest elasticity is from Europe import toward
inflation at lag null: 4,26 to 4,62% depending on the selected model. This estimation
shows that in case of high inflation in the current quarter, the import of energy resources
from one of the main suppliers for our country would significantly increase, which in
future would raise the cost of electric power transmission both for industry and
population. The following elasticity activity with a negative mark does not compensate
for the social price, which the population pays. Lag of 3 or 6 is too high in value,
although it balances the reaction from positive inflation impact. The total import of
energy resources is significantly conditioned by its import from group Europe which
proves the thesis for import sensitivity and, to a certain extent, a dependence on these
trade partners.

23

Maslarov, Sv., Exchange currency and International finances, Princeps, Sofia, p. 76, 1998.
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Table 3
Main parameters of elasticity models
in cross-border trade with energy resources
Dependent variable
M_1

Specifications of the
model

M2_1

X_1

X2_1

Type of model (X; k; p)[AR]
(CPI_1,6,1)1

(CPI_1,8,3)1

(CPI_1,3,1)1

(CPI_1,6,3)1

(CPI_1,6,1)1

(CPI_1,6,1)1

R-squared

0,30

0,30

0,25

0,29

0,24

0,25

Durbin-Watson stat

2,00

2,00

2,06

2,21

2,08

1,98

Akaike info criterion

-1,27

-1,17

-0,42

-0,38

-0,40

0,38

Schwarz criterion

-1,11

-0,93

-0,27

-0,15

-0,25

0,54

F-statistic

6,39

3,50

5,20

3,43

4,63

4,83

Prob(F-statistic)

0,00

0,01

0,00

0,01

0,01

0,01

Wald F-statistic

11,50

4,97

7,02

4,09

8,17

7,62

0,00

0,00

0,00

0,01

0,00

0,00

23,00

19,90

14,05

16,35

16,34

15,23

0,00

0,00

0,00

0,00

0,00

0,00

Probability
Wald Chi-square
Probability

Significant resource coefficients(lag-value)
0

1,29

4,26

4,62

1,88

2,80

1
2

-1,48

3

-0,59

4

-1,22

-1,44

-1,65

-2,26

5

-1,85

-1,86

-2,53

-3,52

6

-2,47

-1,80

-3,97

-3,42

-4,78

0,65

-5,72

-7,77

7

-4,35

-1,09

8
Total effect

-4,85

-6,20

-1,57

Conclusion
On the basis of the results obtained, the following conclusions are drawn:
1. The elasticity of cross-border trade in energy resources can be directly
estimated for the investigated period both in its total value and import from “Europe”
group and export from “Balkan countries” group.
2. Cross-border trade in energy resources is inelastic, in reference to GDP, nominal
and real effective exchange rate. At the same time import and export of energy resources
from and to EU-15 is not elastic towards the selected macroeconomic factors.
3. High sensitivity of cross-border trade in relation to inflation in the country is
found through CPI. The summary effect of lag impact of inflation is with a negative
mark, as expected.
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4. There is a powerfully expressed lag impact of inflation with positive effect at
null lag and with a negative effect with lag from 3 to 6 quarters. As far as this is
expected for import, such an effect for export at null lag is a paradox, which can be
explained with transference of inflation from the EU. This fact logically leads to the
question whether the effect was present before Bulgaria joined the EU.
5. The fact that the export of energy resources for “Balkan countries” is defining
for total export is indicative. On the other side, import from “Europe” group is
characterized with high elasticity at null lag, which is difficult to balance with the
remaining lags.
The use of Almon’s model for estimation of elasticity of cross - border trade
gives reliable results and has a good grounding for more extensive research. An
important change in the international economic and political relations occurred during
the investigated period in Bulgaria – it became a full-fledged member of the EU. For
that reason, the expected reaction of elasticity towards the exchange rate was not
determined. At the same time, the high impact of inflation, caused by its transference
effect by the EU was evaluated. The presence of this effect presumes that different
manifestations of elasticity of cross - border trade in energy resources existed before
and after Bulgaria joined the EU.

ASSESSMENT OF THE ELASTICITY OF REPUBLIC
OF BULGARIA’S FOREIGN TRADE IN ENERGY RESOURCES
BY MEANS OF THE ALMON MODEL
Chief Assist. Prof. Lyubomir Lyubenov
Abstract
The article presents an assessment of the elasticity of Bulgaria’s foreign trade in energy
resources against major macroeconomic variables. There are experimented models of distributed
lags. There is determined the inelasticity of the import and export of energy resources from and
to EU-15, as well as the lack of elasticity for the period under study with respect to GDP, the
nominal and the real effective exchange rates. The strong influence of inflation, measured by
means of CPI is also accounted for. The obtained estimates of elasticity reflect the impact of
Bulgaria’s membership of the EU.
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BREAKTHROUGH OF EUROPEAN ENVIRONMENTAL
TAX PRACTICES IN THE FAR EAST COUNTRIES
Chief Assist. Prof. Dr Svetlana Gercheva
Introduction
Despite its European origin and practical implementation, environmental taxation
has transcended the EU borders and is already included in the tax systems of countries
in the Far East. This does not mean “exporting” of taxes in the sense of transfer of the
local tax burden onto foreign residents/jurisdictions, rather it means acceptance of
good environmental taxation practices to protect the environment. The purpose of this
article is to analyze the transfer of good environmental taxation practices from the EU
to the Far East. The following research tasks are to be resolved in order to achieve
this goal: green taxes stand out as a factor of low-carbon growth and the “export” of
good environmental taxation practices is placed in the context of the energy and
transport sectors of the Far East countries.
1. Green taxes – a factor of low-carbon growth
The transfer of environmental taxes from Europe to countries such as Japan,
China and South Korea is an expression of shared responsibility for protection of the
environment. Why should these countries apply green taxes? First of all, they are not
only leaders in the global economy, but they are also among the top ten air polluting
countries. These three countries emit a total of about 30% of greenhouse gases worldwide.
For comparison, the emissions of СО2е1 in EU-27 account for around 14% of world
emissions2. Secondly, countries without environmental taxes become attractive for polluting
industries and activities, because, all other conditions being equal, the economic players
are spared such taxes. Pollution is not restricted by territory, tax jurisdictions, economic
integration communities, political or monetary unions. 3 Hence, countries without
environmental taxes “generate and export” pollution to those with a “green” tax system.
Thirdly, the geographical distribution of eco taxes is favourable for the maintenance of
relative prices, and hence for the competitiveness of the different economies. All of the
three above-mentioned countries compete with the EU while Japan and the Republic of
Korea are members of the OECD along with Germany, Britain, France, etc.
1

2
3

Equivalent of carbon dioxide measured usually in tons. This is the most frequently applied measure of
the amount of greenhouse gases. An equal amount of these gases has a different potential for climate
warming. Carbon dioxide is accepted as a general standard – e.g. one ton of methane warms up 25 times
more the atmosphere than one ton of carbon dioxide. Hence 1t CH4 = 25 t CO2e.
http://en.wikipedia.org/wiki/List_of_countries_by_carbon_dioxide_emissions (12.07.2012).
Regarding the carbon pollution which is only part of environmental pollution this is expressly formulated
in English language – carbon leakage.
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In 2009 the OECD approved a declaration of the so called green growth4. It is
a modern interpretation of sustainable development integrating the faster recovery
from the current global crisis with long-term aspects - environmental protection and
more specifically measures against climate change. The theoretical foundation of green
growth is associated with the so called curve of the Nobel Prize winner economist
Simon Kuznets5, which Meadows and et al6 have successfully adapted to the pollution
of the environment. This is how the environmental Kuznets curve originated. The
similarity to the original Kuznets curve is obvious: the improved welfare suggests
consumption of more energy, resources and materials leading to increased rate of
pollution. The achievement of a specific higher level of GDP is associated also with a
country’s greater capacity to combat and decrease pollution. In the spirit of the
environmental Kuznets curve and the doctrine of green growth Japan announced
ecology as one of the pillars in combating the global crisis. China’s tax policy is also at
a crossroads – key industries should be encouraged under the conditions of crisis and
the country is currently the largest polluter in the world. How to “detach” this country’s
economic growth from the enormous concentration of pollution? In the twelfth fiveyear plan approved by the Chinese Communist Party in March 2011, the introduction
of environmental protection taxes is considered a priority both for the tax system and
for low-carbon growth. China is gradually catching up with EU-27: while in 2000 the
Community collected 2.5 times more environmental taxes as a GDP share, in 2009 it
was only 1.4 times more7. Closest to the European tradition in environmental taxation
is the Republic of Korea, see the graph below:

4

5

6

7

Kim, S.-R., Carbon Taxation for Green Growth in Korea: The Design of Carbon Tax Scheme, June
2011, paper for the International Conference on ETR/EFR for Green Growth, April 27, 2011,
http://www.apeaweb.org/confer/bus11/papers/Kim_sr.pdf
Kuznets assumes that there is a connection between economic development and unequal income
distribution similar to the Latin letter “U” turned upside down.
Meadows, D.H., D.L. Meadows, J. Randers, W.W. Behrens, The Limits to Growth, Universe Books,
1972, New York.
Chazhong, G., L., Xiaoqiong, W. Jinnan , R Yajuan, X. Minbin.,Taxation Reform for Promoting Low
Carbon Green Growth in China, рр. 1-4.
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Source: OECD

Fig. 1. Relative share of environmental tax in the GDP of EU-27,
Japan and the Republic of Korea, 1998-2008 г.
Since the beginning of the 21st century the state has been collecting around 3%
of the GDP in the form of eco taxes, which is more comparable to the EU rather than
to the OECD. Between 2000-2004 and 2006-2008 South Korea registered a higher
environmental tax weight than the average for EU-27. Unlike Korea, Japan protects
its economy against eco taxes which are slightly more than 1.5% of the GDP. According
to some authors, a combination of factors increases their weight in the tax revenues –
growth of the rates and reduction of the importance of the other taxes due to the
strong cyclical influence suffered by the latter 8.
In all three Far Eastern countries the “greening” of the tax system affects mostly
the energy and transport sectors which is the European tradition. Specific excise
duties and property taxes are used as environmental taxes. China was the last to join
this practice and by 2003 relied heavily on administrative tools – fines and penalties –
to promote the protection of the environment. The benefit of administrative tools
however should not be underestimated. They allow for the application of the “polluter
pays” principle and generate funds for the preservation of the environment under the
conditions of shortage of environmental investments in the 1970s and 1980s. In addition,
administrative instruments are compatible with a command economy as the Chinese
economy at that time. The creation of market economy however presupposes
redirection towards market instruments such as taxes. In this sense, the imposition of
specific excise duties is complemented by ad valorem taxes on certain fuels, detergents,
mercury and chromium batteries etc9.
8

9

Capozza, I. ,“Greening Growth in Japan”, OECD Environment Working Papers, No. 28, 2011, OECD
Publishing, http://dx.doi.org/10.1787/5kggc0rpw55l-en (16.08.2012).
Ad valorum taxes are imposed on value indicators.
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2. Environmental tax practices in the energy sector
of the Far East countries
Just like in the EU the energy sector is “the preserve” for environmental taxation
in the countries of the Far East. For the most common fuels Japan and Korea comply
with the minimum excise rates of the Community while most of the “old” EU member
states impose much higher taxes on diesel and unleaded petrol.

* minimum rates according to 96/2003/ЕС;
** unleaded petrol.

Fig. 2. Taxation of unleaded petrol and diesel fuel
in Japan, Korea and EC-27 in 2010, (EUR/1000 l)10
The diagram in fig. 2 shows that Japan and Korea have put in practice the
European policy of tax subsidies to diesel considering it a business fuel. This places
an accent on the competitiveness of energy intensive and export sectors rather than
on decreased pollution as it has been proven that diesel fuel is a stronger pollutant of
the environment. On the other hand, the heavy burden of unleaded petrol is unexpected
for Japan, dominated by vehicles with petrol engines. It is worth making a parallel
here with another global “power” in the automobile industry – Germany – where the
tax subsidy for diesel is traditional and together with the relief from some energy eco
taxes amounts so far to 0.3% of the country’s GDP11. The tax subsidy in Germany is
justified, given the majority of vehicles with diesel engines and the rates are differentiated
not only by type of fuel, but also depending on the content of sulfur/kg12.
10

The rates in Japan and the Republic of Korea are used by the OECD, Exchange and Tax Rate Tables,
2000-2010, www.oecd.org.
11
OECD, Economic Surveys GERMANY, Overview, February 2012, p. 20.
12
If the sulfur component is up to 10 mg/kg Germany taxes 1000 l of unleaded petrol with € 654,50, and
diesel – with € 470,40. If the sulfur component is 10 mg or more then the rate is € 669,80, respectively
€ 485, 70.
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The higher operating costs of Japanese drivers of motor vehicle with petrol
engines provoke a public debate on the transformation of eco taxes into carbon taxes
levied directly on the pollution generated by different energy fuels. The Japanese
Ministry of Environment offered a carbon tax of Ґ 1064 ($ 10)/t СО 213. Its approval
will decrease the excise duty on petrol, which will become equal to the minimum
excise in EU-27. This would be a gesture not only to the majority owners of cars but
also to the environment. On the other hand, in case of decrease of excise/1000 l of
petrol this could make Japanese consumers more indifferent to the economy of their
vehicles. A number of tax incentives need to be revised – the intended exemption of
coal production and steel production from carbon tax and the compensations for big
polluters. These will boost the competitiveness of Japan in international markets, but
will create various incentives for cleansing in different industries. Tax incentives
should be transient so as to allow the production sectors most endangered of the
carbon tax to “take a breath” while they “are greening” their assets and technologies.
Britain has set an example of pragmatic tax incentives by linking their award to specific
environmental outcomes. Voluntary agreements are signed there between the
government and the energy intensive industries which receive an 80% discount on the
climate change tax if they achieve a specific level of carbon emissions, respectively
of energy consumption14. This British practice is linked to another Nobel Prize winner
economist Ronald Coase15. He defends decentralized decisions whenever the rights
of private ownership and the specific polluters are clearly defined and the transaction
costs are not high. The voluntary agreements include negotiations with the state (its
institutions) and the company acts on an equal footing with the government. The
transaction costs are low because the parameters are set in advance. If the company/
ies does/do not achieve the agreed reduction of carbon or other pollution then it/they
will not obtain an 80% reduction of the tax on climate change (financial sanction).
Therefore, the motivation to reduce pollution is the tax incentive. The term ‘agreement’
is not accidental either as it highlights the good will of both parties to reach an agreement.
Unlike Japan, in the United Kingdom the tax incentive is not guaranteed and does not
provide security and comfort to large scale business polluters. The British practice is
an example of the integration of decentralized decisions into a fully centralized decision
13

In the draft directive of the EC on the change of excise structure since April 2011 the taxation per ton
of СО2 is set at € 20. At the same time Japan has experience with the direct taxation of pollution. Still,
about 0,5% of environmental taxes are formed at the expense of direct taxation of SОx emissions. These
are targeted revenues because they compensate the “victims” of these harmful gases. People with
health problems (medically proven), caused by sulfur oxides, receive compensations from operators of
installations since 1987. The tax revenues are determined ex post on the basis of the costs incurred for
the treatment of the “victims” and have not special fiscal significance. However, they are an example
of the compensation approach in the public finance and the principle “the polluter pays”. For details
see OECD, ENV/WKP (2010)14.
14
Martn, R., U. Wagner, The Effects of the Climate Change Levy and Climate Change Agreements on
Businesses in the United Kingdom: Evidence from Microdata and Martn, R., U. Wagner, L. de Preux,
The Effects of the Climate Change Levy and Climate Change Agreements on Manufacturing: Evidence
from Microdata, September 2011, http://www.nber.org/papers/w17446 (12.11.2011)
15
Coase, RH., The Problem of Social Cost, The Journal of Law and Economics, vol. III, October 1960.
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as the climate change levy. In this case the tax liability depends entirely on the results
at the “exit” which is typical of the new management in the public sector.
Korea is considering the application of the British practice of voluntary agreements.
When passing to carbon tax the energy intensive sectors may obtain tax relief under
voluntary agreements. The latter set a goal to companies to reduce СО 2 emissions
and to prove investments/results from energy efficiency activities16. Thus they combine
the improved quality of environment and the competitiveness of different industries.
Irrespective of whether it will be called voluntary or contractual agreement it is a
method of sharing the responsibility for the environment between the state and the
private sector. The fiscal authorities in the Republic of Korea have been developing
scenarios for transition to carbon taxes since the beginning of 2013. The first scenario
is focused on overcoming the external negative effects of pollution which brings it
closest to Pigou’s ideas17. At the beginning of the 20th century he became convinced
that tax instruments are suitable for overcoming the discrepancy between marginal
private and public costs of pollution by making the actual polluter pay for the damages.
If Pigou’s ideas are followed the cost of fuel and electric energy in Korea will
rise too much. This raises the question of its political acceptability although the expected
fiscal effect is 8.9 trillion Korean Won (€5.5 billion). The second scenario of the
Ministry of Finance in Korea focuses on the acceptability of carbon taxes and will
allow households and the businesses to adapt. The fiscal effect from the lower carbon
taxes according to the second scenario is only 1 trillion Won (€ 618 million), but with a
much higher rate of collectability. China also considers the introduction of emission
tax. Its scope seems to be more ambitious as it will cover sulfur dioxide, carbon and
nitrogen oxides, solid and liquid waste. It will be in practice a comprehensive tax on
the pollution of air, soil and water. The designers of an eventual emission tax in China
are considering its application at a rate which reflects the damages incurred to the
environment. Another tax and political issue is to nominate an institution that will be
competent with regard to the emission tax. In case of decentralization the environmental
priorities of local authorities may be deformed. There are concerns that local authorities
would set low rates intentionally which would further undermine the planned eco tax
reform in China. A centralized approach to the tax rate in this specific case would be
a more reasonable decision that would prevent any shift of production capacities to
provinces with much lower emission taxes which is related to “leakage” of pollution
from provinces/regions with high tax rates to provinces with low tax rates in China.
As OECD member countries Japan and the Republic of Korea are aware of the
potential which carbon tax may have in reducing the burden of other deforming taxes
in their economies. Using the revenues from the future carbon tax Korea wishes to
decrease the intervention corporate tax. The outstanding amount will subsidize company
16

Kim, S.-R., Environmental Tax Reform for Green Growth in Korea: The Design of Carbon Tax Scheme,
July 2011, p. 23.
17
Pigou, A.C.,The Economics of Welfare, Macmillan and Co, London, 1962. Cit. from Groosman, B.,
Pollution Tax, 1999. Center for Environmental Economics and Management, University of Ghent, p.
566.
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R&D costs for the reduction of greenhouse gases. Japan has not reached a definitive
decision regarding the “recycling” of a future carbon tax however the vision is that the
additional revenues would take some of the burden off the workforce and the capital.
This country has already gained experience with the target nature of environmental
taxes. The excise duties on petrol and coal are currently used to finance the state
reserve of the two energy sources, the research of oil deposits, the opportunities for
electric generation from RES18 and the measures for energy efficiency. The excise
on aviation fuel is spent on the construction and maintenance of the airport infrastructure
in the country. The revenues from the emission tax envisaged in China will be channeled
to a target fund. It will finance the control on pollution, the investments in low carbon
technologies and R&D activities. In principle, “recycling” is a key element in the
organization of environmental tax and in the EU. The eco tax reform in Germany
owes its popularity to the fact that the revenues from the taxation of energy carriers
reduce employers’ costs for mandatory pension insurance. Without the revenues form
eco taxes amounting to €18.6 billion (2003) the rate of mandatory pension insurance
contribution in Germany would come up to a total of 21.2% while currently it is 19.7%.
The reduction of 1.5% is provided to the employers 19. The approach in the United
Kingdom is similar. The revenues from the climate change levy in the UK are recycled
and reduce an employer’s mandatory social security contribution by 0.3%. A small
amount of these revenues is used to finance the Carbon Trust, a state institution providing
resources for R&D in energy efficiency and RES. Despite the global crisis and the
serious budget deficit, the United Kingdom used the increase of the solid waste tax
(2008) to reduce the corporate tax. Sweden is running a ten year program (20012010) where the excise duties on fuel and energy, the taxes on measured emissions of
sulfur and carbon dioxide, reduce personal income tax and mandatory social security
contributions. At the end of 2010 about € 3.3 billion or 1.4% of the country’s GDP
“relies” on pollution and relieves labour as a production factor. Denmark follows a
similar policy of recycling where the twice as high taxes on non-renewable fuel, electric
energy, solid waste, in combination with new taxes on drinking and waste water, plastic
bags, reduce personal income tax for the poorest people and the people with medium
income. In the Netherlands and Austria the additional revenues from eco taxes reduce
corporate and personal income taxes.
The “recycling” of eco tax revenues is in principle well accepted by the public.
It not only improves the quality of the environment (eco dividend) but also seeks to
influence the labour market by reducing the costs of employers and employees. That
is the nature of the so called “second” dividend from eco taxes – revival of the labour
market by creating new jobs and preservation of the existing ones. Thus the public
becomes aware that eco taxes have a cause and their introduction/increase does not
have fiscal aims. This decreases the opposition against them and improves their
18
19

Renewable energy sources.
Speck, St., Differences in Ecological Tax Reform between CEEC and Germany/UK, Berlin, Resource
Productivity, Environmental Tax Reform and Sustainable Growth in Europe, Research conference
organised by the Anglo-German Foundation, 30. November 2007, ppt presentation (12.10.2012).
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collectability. Gradually, however, European countries abandon the practice of
“recycling” imposed by them. One of the reasons is the opinion that eco taxes are
relatively more volatile and insecure state revenues. In such case the financing of the
sensitive and priority state expenditure is exposed to risk. Another reason to abandon
the “recycling” is the urgency of some structural reforms. An example is the reduction
of mandatory pension contributions for employees and employers20. Such “recycling”
has a marketing charge and “targets” a socially sensitive sphere because it “dampens”
pension/demographic problems temporarily. A reform of the pension system is necessary
however due to objective reasons. The use of eco taxes to support the status quo
only delays the reform in the short term. Another reason distancing the European
countries from “recycling” is the need for consolidation of public finance exhausted
by permanent budget deficits and accumulation of debts since 2008.
3. Eco tax practices in the transport sector in Far East countries
Similarly to the EU the countries from the Far East tax the acquisition of motor
vehicles against consideration and their ownership. In Japan transport eco taxes have
a dominant share in the total amount of eco taxes. This is due to the abundant economic
wealth from where they are taken. For that reason the transport eco taxes are imposed
simultaneously at the level of prefectures (local authority) and central government.
Only heavy-duty vehicles are taxed at central level. Their tax base depends on the
weight of the motor vehicle and the “age” of its engine and the payment is due from
the date of the mandatory annual roadworthiness test.
The decentralized tax on the purchase of light-duty vehicles is applied to the
price of acquisition while the annual motor vehicle tax collected by prefectures is
linked to the engine capacity. The central government taxes are related more to energy
efficiency and the pollution by motor vehicles. There has been a tax incentives system
since 2001 which is meant to reduce the tax on acquisition against consideration and
the ownership of light-duty and heavy-duty vehicles. The reduction depends directly
on energy efficiency and harmful fuel emissions standards.
The table below shows a systemized organization of tax incentives in accordance
with the mentioned environmental standards for motor vehicles in Japan.

20

For that reason it is asserted that the countries strive for a revenue neutral eco tax reform – the revenues
from environmental taxes compensate the reduced revenues from personal income tax and/or mandatory
social security contributions of employees.
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Table 1
Tax incentive system for light- and heavy-duty vehicles in Japan, 2011

Motor vehicle
Light-duty
vehicles

Heavy-duty
vehicles

New generation

Energy
efficiency

Harmful
emissions

Standard 2010 +
25%
Standard 2010
г.+15%
Standard 2015

Standard 2005 to
75% ↓
Standard 2005 –
75% ↓
Standard 2009

Standard 2005
Electric, hybrid, natural gas-powered
or “clean” diesel-powered

Tax on
motor
vehicles

Tax incentives
Tax on
acquisition for
consideration

Heavy-duty
vehicle tax
per ton

50%

75%

-----------

25%

50%

-----------

-----------

75%

75%

----------50%

50%
Exempted

50%
Exempted

Source: Capozza, I., “Greening Growth in Japan”, OECD Environment Working Papers,
No. 28, 2011, OECD Publishing, http://dx.doi.org/10.1787/5kggc0rpw55l-en(16.08.2011).

Tax liabilities decrease if the motor vehicles meet both standards. For example,
if a passenger vehicle’s fuel consumption is 25 % or lower than the established standard
2010, then the annual vehicle tax is reduced by 50% and the purchase tax is reduced
by 75%. The possible reduction of the tax would be lower if the fuel consumption is
between 15% and 25% lower than standard 2010. The reduction of harmful emissions
should be up to 75% compared to standard 2005. Heavy-duty vehicles must also meet
both standards and the compliance with the more modern standard – from 2009 –
yields greater reduction. As a highly technological country Japan provides generous
tax preferences to new generation motor vehicles which do not pollute because they
are powered by “clean” fuels.
It may be summarized that Japan imposes separate taxes with overlapping tax
bases at central and local level of governmental authority accompanied by a rather
complex system of tax relief. The country combines successfully the environmental
standards (administrative instrument) and the taxes on acquisitions against consideration
and ownership of vehicles (market instruments). Although the automobile industry in
China is a pillar of the economy the government is clearly aware of the limitations of
energy efficiency, the protection of environment and the reduction of traffic in cities
facing that economic activity. As many as 13.64 million motor vehicles were sold in
China in 2009 and the tax rate on acquisitions for consideration was lower if the
engine consumed up to 1.6 l of fuel21. Thus the demand for small and economic (in
terms of fuel and pollution) motor vehicles was encouraged under the conditions of
crisis.
21

The rate was reduced from 10% to 5% which is valid for the period 20.02.-31.12.2009. Later it was set
at 7,5%.
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Source: Wang Jinnan, Chinese Academy of Environmental Planning, MOF-OECD
Workshop on Environmental Tax, 26.10.2010.

Fig. 3. Ownership taxes and taxes on purchase/registration
of motor vehicles, million Yuan
Fig. 3 shows that the revenues from the tax on acquisitions against consideration
registered a fivefold increase in the period 2001-2008 and reached about 1 billion
Yuan. According to the projections China’s automobile industry will be producing 31.24
million vehicles in 2015, i.e. six times more than the USA in 2007. Despite the relatively
low average annual income of 29,229 Yuan22 with a growing middle class the demand
for mobility will be very significant in China in the very near future 23. It is true that
pollution of the environment occurs with the use, and not with the purchase of motor
vehicles, however in view of the huge economic base, the potential of the tax on
acquisitions against consideration to “green” the decisions of manufacturers and users
of motor vehicles cannot be denied. On the contrary, the tax on the ownership of
vehicles is local with a very low rate so the revenues it yields have no special fiscal
importance. According to the latest amendments to the Vehicle and Vessel Tax Law
which entered into effect at the beginning of 2012 the lower the engine capacity the
lower the tax liability24. There are concerns however that the new tax may provoke
double economic taxation of the vehicles in China. The reason is the already existing
product tax on vehicles. Its arrangement is interesting and known from Finland. The
product tax on vehicles is a progressive tax and its rate increases depending on the
fuel consumption of the engine. The tax base is the price of acquisition. In 2008 the
State Council of China reduced the rate for the most economic vehicles with fuel
consumption of up to 1 litre down to 1% while for those with fuel consumption of more
22

Equivalent to € 4,182.66. See http://www.chinability.com/renminbiconverter.htm (13.10.2012).
Kreiser L., J. Sirisom, H.Ashiabor, J. E. Milne, Environmental Taxation in China and Asia-Pacific:
Achieving Environmental Sustainability through Fiscal Policy, Еdward Elgar Publishing Limited, 2011,
р. 6.
24
Vehicle and Vessel Tax Law, effective from Jan., the 1st 2012. Вж. Chazhong, G., L., Xiaoqiong, W.
Jinnan , R Yajuan, X. Minbin., op. cit., р. 11.
23
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than 4 l the increase is double – 40%25. The change in the progressive product tax
rates aims to integrate environmental/resource aspects into an ad valorem tax. This
increases the share of small and economic vehicles – irrespective of whether that
takes place in Finland or China. It can be concluded that the appropriate tax
arrangement does not require forced harmonization “from above” or “from outside”
in order to adopt and apply environment friendly tax practices.
Following Europe’s example the popularization of the “green” tax system needs
an in-depth analysis of its economic impact followed by intensive communication
between the stakeholders and the public. So called “green” tax commissions have
been set up in a number of EU countries since 1990s. They apply an interdisciplinary
approach as their members are experts in the field of taxation and environment,
members of parliament, representatives of various ministries and employers’
organizations. Such institutions have been functioning for long years in Denmark,
Belgium, Holland, Norway, and in the United Kingdom there is still a “green” fiscal
commission. Their mission is to prepare expert reports assessing the possibilities of
creating new tax forms and/or embedding environmental aspects in already
functioning taxes in the relevant countries26. An institute of global “green” growth
was set up in Korea in June 2010 and there is an inter-institutional council promoting
measures to “green” the taxes in Japan. Its members are the prime minister, the
president of the central bank, ministers of stakeholder ministries – the ministry of
finance and environment, representatives of governmental agencies. To ensure a broad
representation of the public interest the council for promotion involves business
associations, trade unions, and research circles27. In China the State Council approves
the setting up of a National Development and Reform Commission. Said commission
coordinates the efforts of the ministry of finance and the ministry of environmental
protection to create a concept and to introduce a new environmental tax on waste
water and industrial emissions of sulfur dioxide28. The institutional framework in support
of the “green” taxes is extremely important. First of all, it “signals” transparency and
seriousness to the public and the stakeholders. The intentions to shift the tax burden
from labour and capital to pollution have been thoroughly analyzed and supported by
scenarios of the expected economic effects and consequences. Secondly,
environmentally related taxes create more or less favoured stakeholders, they disarrange
(create imbalance between) the positions of influence and power between state
institutions themselves. Setting up inter-institutional bodies where the public interest is
25

Wang, W. Greening the Dragon: Еnergy Tax Policy in China in: Kreiser, L., J. Sirisom, ed., Environmental
Taxation in China and Asia-Pacific:Achieving Environmental Sustainability through Fiscal Policy,
Edward Edgar Publishing, 2011, pp. 3-17.
26
The Dutch Green Tax Commission, A summary of its three reports, 1995-1997,http://www.windworks.org/FeedLaws/Netherlands/NLgreentaxes.pdf (13.10.2012).Policies for a Better Environment
and High Employment, An English Summary of the Norwegian Green Tax Commission,Oslo, Norway
1996, http://odin.dep.no/fin/publ/policy (13.10.2012)
27
Capozza, I. ,op.cit., p. 14.
28
Chazhong, G., L., Xiaoqiong, W. Jinnan , R Yajuan, X. Minbin.,Taxation Reform for Promoting Low
Carbon Green Growth in China, р. 3, р. 9.
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broadly represented contributes to increasing the coordination and overcoming possible
inter institutional conflicts when adjusting taxation according to the “green” growth
doctrine. Thirdly, state and public institutions initiate a discussion on the benefit of
“green” taxes to the environment. The debate transforms from a strictly expert debate
into a public one which supports the making of an informed and generally acceptable
(compromise) public choice.
Conclusion
The interest of Japan, Korea and China in the adoption on their part of the
achievements of the EU in the sphere of environmental taxation are explained with
the growth of the pollution caused by them. The Far East countries declare their
intentions to reduce the pollution by 2020 – China by 45%, Korea by 30% and Japan
by 25%29. In all three countries there is a forming trend of application of a new
generation of eco taxes levied directly on pollution and uneconomic handling of
resources. Although such levies are the foremost and best solution in favour of the
environment their practical application is accompanied by a complex tax and political
choice. The experts and politicians in the Far East countries should find a balance
between taxes – realization of Pigou’s ideas of full public costs of pollution and their
tolerability by the affected industries/households. In this sense, the tax incentives are
a good temporary measure aimed at the prompt “greening” of assets and technologies
for production/consumption. The achievement of preset environmental and resource
objectives would be impossible without generating synergies based on standards, carbon
taxes and voluntary agreements between the state and large stakeholders of lowcarbon growth.
THE BREAKTHROUGH OF EUROPEAN ENVIRONMENTAL
TAX PRACTICES IN THE COUNTRIES OF THE FAR EAST
Chief Assist. Prof. Dr Svetlana Gercheva
Abstract
The present article is devoted to the „export” of good practices in the area of environmental
taxation. The latter arose in the beginning of the 1990s in the EU, where it has gained popularity
and possesses a long-standing practice. In view of the growth of anthropogenic pollution,
green taxes achieve a successful breakthrough also in the taxation systems of countries like
China, Japan and Republic of Korea, which view those as a significant factor for achieving lowcarbon growth. The countries of the Far East take advantage of a number of European practices
of environmental taxation, which have proven their effectiveness mainly in the power and
transport industries of EU member states.
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UNFCCC, Conference of the Parties, Fifteenth Session, Copenhagen, 7-18 December 2009, Copenhagen
Accord, http://unfccc.int/resource/docs/2009/cop15/eng/l07.pdf (14.10.2012).
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Econ Lit – G000, G210

DETERMINANTS OF THE BANK’S OPERATING EFFICIENCY
Chief Assist. Prof. Dr Aleksandrina Pancheva
1. Introduction
The global financial and economic crisis put the banking sector to the test in countries
all over the world. The crash of investment banking has lead to the need for state
inferference for the stabilization of bank systems, and the subsequent effects found
expression in programmes for reducing the business and orientation to stable market
business fields. However, the consequences did not end there. The negative impact of
the crisis transferred itself also into the real economy, and thence onto the commercial
portfolios of banks. Bulgarian banks, being part of this global system, reported negative
changes in their performance indicators - shrinkage of credit portfolios, deterioration of
their quality, lower returns, the need for strengthening both liquidity and capital adequacy,
with a view to retain markets and achieve higher financial stability.
The indicator incorporating the effect of changes in management policy, the
market conditions and banking activity itself, is that of efficiency. And if over the
years the possibility for its study fell in a number of specific approaches, today, by
contrast, banks measure their own efficiency mainly through the Cost/Income indicator,
expressing the ratio of operating costs over the net income of the bank or the total
bank income.
The aim of the present study is to show the degree of dependence of the bank’s
efficiency on individual determinants in time of crisis.
In the work there have been set a few restrictions. From the range of impact factors
there have been excluded the levels of non-performing credits, the minimum required
reserves and the maturity of the respective assets and liabilities in the individual banks1.
2. Towards a definition of operating efficiency
Generally, the assessment of efficiency is done mainly from two standpoints.
The first is that of academia, who seek the limits of operational efficiency (technical,
1

In the analysis there are included all bank institutions, which possess subscribed equity capital, are not
branches of foreign banks and have not undergone transformation during the period 2008-2011. The
only bank, which is not included in the analysis is NLP, transformed into TBI last year. For the
purposes of the study there are accounted for the transformations of Biohim, Hebros and Bulbank into
Unicredit Bulbank in 2007, DZI and Post Bank in Eurobank, and FG and Promotion Bank in Bulgarian
Development Bank. The data on the Cost/Income indicator is quarterly, calculated on the basis of the
quarterly reports of banks filed with the BNB for the period 2007-2011. The scope of data includes
460 observations. In the estimation of factor influence in most cases there is used quarterly data, only
capital adequacy remains out of this estimation, since banks do not release quarterly data. The access
to the quarterly reports of banks is done at the site of BNB – www.bnb.bg.
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allocative, x-efficiency) through the use of specific parametric and non-parametric
methods for analysis. In most cases the estimation of the influence of the determinants
is for a past (even long past) period of time and encompasses the average values of
calculated efficiency, regardless of the sector or the dynamics of the registered
efficiency.
In the present study the viewpoint of the author coincides with that of the
controllers in banks – the estimation of the indicator and its determinants are to be
used for comparability within the bank’s structures or in relation to the banks from the
sector in the country. Similar comparisons allow the setting of the so-called efficiency
benchmark, which serves as a reference point of the respective bank system and
market. The analysis of past periods allows us to assess in time not only the effect of
determinants, but also the measures for improving efficiency, as a result of surmounting
the negative effects of these determinants. This makes such a method of estimation
more needed for the purposes of bankers and applicable in recurrent internal analyses.
The present analysis collects the factor estimation of the diversity of efficiencies
and translates it to the indicator Cost/Income used by the banks in order to confirm the
proposition that the levels of efficiency are preserved mainly because of the commercial
character of banking in this country. Precisely that is the standpoint, from which there
are posed the questions connected with the effect of the determinants of efficiency,
expressed by means of the traditional indicator for banks, specified in terms of the net
or gross income of banks.
The end of the first decade of the 21st century has led to a complete rethinking
of the bank’s business strategies. As the main cause of such actions many people
point out the processes of deregulation and liberalization. The openness of foreign
markets whetted the appetite of bankers for bigger product realization and higher
income, while the goals of “competitiveness” and “market share” were the very stimuli
that affected the quality of banking. The oversaturated bank market required the kind
of competition offering “quick, easy and convenient” money, and it in turn boosted the
conditions for the existence of moral hazard. The created new and complex products
affected two of the largest sectors – commercial and investment banking, in which
the measures for limiting credit risk were seemingly avoided. As a result of the process
of securitization the lending risk was transfered to investment banking, while
globalization turned the banking crisis into an economic crisis, as well.
The losses from investment activity and the deterioration of the credit portfolios
forced banks to seek ways to cut their own costs. Part of the losses were temporarily
made up for with the received state aid, but in response to that banks were supposed
to undertake prompt action mainly in terms of cutting costs and raising financial stability.
The shrinking incomes from core activity were opposed using the long-standing
approaches of lean management – branch purging, redundancies of personnel and the
topical approach of partial sale of branches or processes of total acquisition.
Along with the management of operating costs there also came to the fore the
problem with interest rates on loans, which in some countries led to even greater
negative effect on the economy. A similar situation is observed in markets where
investment banking is undeveloped and the stable incomes from commercial banking
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have determined “the flow of funds to parent banks”. In most cases the subsidiaries
chose to maintain interest rates and avoid the principle of hypermarkets at the expense
of the “small convenience stores”. Customers, however, replaced their loyalty with
the search for alternative variants of financing or denial of production and consumption.
The entire multitude of problems, solutions and results in the banking sector
formed the need for assessing the complex performance indicator – efficiency. The
indicator Cost/Income chosen by banks can also be perceived as the most accessible
variant for estimating cost efficiency, while the leading parameter of operating costs
makes it also an indicator of operating efficiency.
The indicator Cost/Income is usually defined as the ratio of non-interest costs
(excluding the bad loans and the cost of doubtful exposures) and the sum of the
interest and non-interest incomes. In some of the sources, however, the indicator
registers in one of the variants the gross income, and in the other – the net income (as
a denominator), which forms in principle two different indicators of efficiency,
provisionally named efficiency at Variant 1 and efficiency at Variant 2 2.
At variant 1 Cost/Income is presented as the ratio of operating costs and the
sum of the net interest income, the net income from commissions and the other operating
income or3:
Cost/Income = operating costs / (net interest income + net income from
commissions + other operating income)
At Variant 2 the indicator expresses the ratio of operating costs and the total
earnings of the bank, i.e.:
Cost/Income = operating costs / (total earnings of the bank)
Despite its simplified nature the calculation of the indicator often gives rise to
problems. They are caused by the discrepancy between the results of banks and the
data obtained using the disclosed methods for its assessment. The main reasons for
the differences are: firstly, the access to data; secondly, the limitation that the very
institution sets itself in determining the scope of operating costs, and, of course, the
period for which the calculations are done.
In spite of disputes concerning the issue precisely which costs can be added to
operating costs, in the present study the latter include administrative costs, depreciation
and the other operating costs 4. The choice of this particular classification is
2

3

4

It is also one of the standards for measurement and comparison of banks under conditions of different
bank markets, since it shows the result of the exploitation of resource factors (without the nominal factor)
for achieving the total income. The universally accepted limit for effective bank structure is about 0.5
(50%). At the indicator value close to 1 (100%), the bank exhibits high ineffectiveness and should
undertake measures for optimizing its structure/processes/costs, i.e. apply a process of reengineering.
The variety of possible definitions and calculations of Cost/Income is confirmed also by the statistics
kept on the performance indicators of the banks in the Asian Pacific, according to which the indicator
is computed as the ratio of non-interest operating costs and the sum of the net interest income and the
non-interest operating earnings. See Asia Pacific Banks Performance Rank- Lowest Cost to Income
Ratio, http://www.theasianbanker.com/ab700/2012-2013/lowest-cost-to-income-ratio, September 2012.
See Grier, W. Credit analysis of financial institutions, Euromoney Books, 2007.
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predetermined by the fact that banks are able to manage as a result of their own
efforts only the costs, which are independent of the market. The indicated operating
costs express the ability of management to “tune the organization-bank” and set it in
sync with the requirements of the environment, the internal organizational processes,
the business processes and adaptive changes. Also banks do not include the interest
costs in the group of operating costs, which is clear from the levels of the indicator 5.
Indications of problems with the calculation and interpretation of the indicator are
aroused also by its second part – the denominator, expressed by means of the gross
income of the bank and the net income of the bank, in which there take part income from
interest and commissions and expenses on interest payable and commissions. In some
studies with the group of incomes there are placed the total incomes of the bank, in other
there are specified net indicators of earnings – net interest income and net non-interest
income, which predetermines the different values in the statistics that are kept. Under
the indicator “operating income (to reserves)” there are included the net interest income,
the net commission income, as well as the other incomes.
The presented peculiarities and characteristics of the elements of the indicator of
operating efficiency lead to the following conclusion. Variant 1 of the indicator presents
the accounting for the net interest income, which entails also the inclusion of interest
costs in its calculation. The opposite view – Variant 2 – excludes interest costs. To
interest costs there are usually added payments on borrowed funds in the form of current
accounts or deposits of natural and legal persons, interbank credits, credits from the
central bank, bond issues and other debt securities. Since a key source of liquidity are
the funds borrowed from customers in the form of current accounts and term deposits,
often banks do not have sufficient capability of lowering interest costs due to competitive
pressure on the part of other banks. Furthermore, commercial banks do not have the
ability to sharply lower interest rates on current accounts either, especially on time deposits,
since that would cause a mass withdrawal of funds from the bank, doubts as to its
financial stability, and would create an unfavourable information background, especially
in cases of take-out towards parent banks.
5

See Tripe, D. Cost to income ratio in Australasian banks, http://centre-banking-studies.massey.ac.nz/
fileadmin/research_outputs/costtoincome.pdf. An important point in determining the value Cost/Income
is also the exclusion of risky and doubtful exposures. This is explained with the fact that the reason for
these exposures is in a past period, while the indicator estimates the current performance of the bank.
What is more, with the addition of these exposures and with their possible writing off, the values Cost/
Income will vary within wide limits, and this will not provide the necessary information to and about
the bank. In the estimation of income and costs there are excluded impairments, provisions, the net
indicators of realized profits (losses) from financial assets and financial liabilities, unestimated in fair
value in the profit or loss; the net profits (losses) from financial assets and liabilities held for trading;
the net profits (losses) from financial assets and liabilities assessed in fair value in the profit or loss; the
net profits (losses) from accounting for hedging; the net foreign exchange differences; the net profits
(losses) from assets that have been written off, different from those held for sale, the provisions and
the impairment. The reason for their exclusion is that they express net values, and also with most banks
they would not have significant effect on the dynamics of the indicator, since their values are insignificant.
Impairments are also a net indicator and because of that they cannot be accounted for in the gross
indicators of income and expenditure.
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3. Factor impact on efficiency
The study of Cost/Income requires the outlining and systematization of the set of
factors that affect its value. Broadly speaking, determinants can be systematized in
three groups – those affecting the operating costs, the interest income and expenditure,
and regulatory ones. In this case within the scope of factors influencing operating
costs we ought to include all those which do not have any connection with the formation
of interest rates and are affected only by the way the bank functions, the processes,
structures and the management6.
The leading element for the change of interest income and cost is economic
growth, followed by the interest rate spread. The latter is influenced by a number of
factors also affecting efficiency itself 7.
The group of regulatory determinants includes capital adequacy, bank liquidity
and the level of minimum required reserves.
For the purposes of the study there have been chosen the following determinants:
economic growth (expressed through the change in gross added value), market power
concentration (Herfindahl-Hirschman Index and coefficient of market power
concentration) 8, bank liquidity (credits and advance payments (without those to credit
institutions) with respect to deposits (without those from credit institutions)), capital
adequacy9, amount of assets, amount of deposits and interest spread (the differences
of the ratios interest income/total loans and advances and expenses on interest payable/
total deposits (without subordinated term debt)).
To these indicators one can add others as well, for example return on equity
(ROE) and return on assets (ROA) 10. It is a fact that the better the bank exploits its
resources, the better efficiency it should have, since the profit made also reflects the
incurred operating costs.
6

The strongest effect on the behaviour of operating costs have the specific character of the business
model, the variable employment of personnel, the high level of fixed costs, the mass character of bank
operations and the possibility for standardization, the nature of banking services, the low traceability
of costs.
7
The size of the bank, ownership of the capital, the quality of the credit portfolio, the level of capital
adequacy, the levels of overhead costs and other operating costs and the share of the liquid and the fixed
assets, bank fraud, the bad management of credit risk, corporate governance, the market power
concentration, the degree of development of the banking sector, the burden of taxation, etc.
8
Author’s own calculations based on data on assets in the reports of the banks with the BNB. In the
analysis there are included the 23 banks as an entire market, there being excluded from the market
branches of foreign banks, and the market power concentration is estimated only with those 23 banks.
9
Due to lack of information by way of quarterly data on capital adequacy by individual banks, the
estimation is done on the basis of averaged quarterly data on the total capital adequacy (in %) and the
ratio of capital adequacy of the I tier. See Банките в България, тримесечен бюлетин на БНБ, 20072011.
10
For comparability of the analysis and appraisal of factor influence, returns are estimated on a quarterly
basis, without accumulation of profit, but with accounting for the profit per quarter and the formation
of an average quantity of owners’ equity (OE) from the quarterly data. See Beyond ROE – how to
measure Bank performance,
http://www.ecb.europa.eu/pub/pdf/other/beyondroehowtomeasurebankperformance201009en.pdf.
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The amount of assets and liabilities and the abovementioned factors take part in
the formation of the regression equation for estimating the factor influence on the
indicator of efficiency with Variant 1 and Variant 2.
The last element of estimating efficiency is operating costs. They are also
presented by quarter and by respective institution.
For the purposes of the econometric analysis the regression equation has the
following form11:
Lnyi = в1 + в2Lnxi2 + · · · + вkLnxik + · · · + вKLnxiK + еi, where:
- У is the dependent variable;
- Х is the independent variable;
- е – the extent of the error;
- the coefficients в2 to вk are the parameters, which indicate the effect of Х on У;
- в1 is the remainder (the constant).
The greatest effect in Variant 1 goes to Assets, Liquidity, HHI, IntSpread,
OPERCOST12. The coefficient of determination is 0.664 (the adjusted coefficient
of determination of 0.660 (66%)), i.e. the weight of these factors in the formation of
the value of the indicator is 66%.
Rejected as probabilistic factors of influence are changes in gross added value
(economic growth), the levels of capital adequacy, the returns on assets and equity,
part of which are in strong correlation with other independent variables. The results
with respect to the coefficients в and the standard error, the significance and t-statistics
are presented in Table 1:
Table 1
Results of the econometric model – Variant 1
Indicators

B

Std. Error

(Constant)

7.369

3.373

LnLiquidity

-.247

.027

LnHHI

-.816

LNIntSpread
LNOPERCOST
LNAssets

Beta

t

Sig.
2.185

.029

-.272

-9.333

.000

.411

-.083

-1.987

.048

-.366

.163

-.093

-2.244

.025

.656

.033

1.603

20.151

.000

-.707

.030

-1.871

-23.223

.000

The statistical significance of the above factors ranges from 0.05 to 0.1 (i.e.
they are statistically significant). With the use of the coefficients the regression equation
becomes:
11

By taking logs there is overcome the great variation in source data. The reason is that some banks are
smaller, have fewer customers and, accordingly, the estimations which have produced these results are
fewer in number, while the great variation in source data leads to serious differences.
12
The proof rejects the existence of multicollinearity and heteroskedasticity.
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LnY=7,369-0,247*LnLiquidity-0,816*LnHHI0,366*LnIntSpread+0,656*LnOpercost-0,707*LnAsses
or the standardized:
LnY=-0,272*LnLiquidity-0,083*LnHHI0,093*LnIntSpread+1,603*LnOpercost-1,871*LnAsses
From the data it is clear that most coefficients are with a minus sign, i.e. they are
a factor for a negative effect on the indicator. Yet, as long as the indicator is negative
(an increase in its value will worsen the condition of the bank), that would lead to
slightly different reasoning.
Liquidity is the ability of banks to perform at any moment without delay their
day-to-day duties, both in normal bank environment, and in times of crisis. This means
that in order to increase its liquidity, the bank must possess sufficient funds with which
to satisfy the chargeability of deposits at short notice in accordance with the wishes of
depositors. In that sense, such stability insurance should lead to shrinking the profit,
and thence also to a rise of the indicator of operating efficiency (as an expression over
the net interest income, since at a constant numerator its denominator decreases).
The worsening of the indicator is shown by the rise in its value at constant levels of
operating costs and a fall in the level of profits, expressed largely by the net income of
the bank. In other words, the restraint in the synchronization of cash flows and the
formation of liquidity is of great importance for the improvement of efficiency.
The level of market power concentration also limits the possibilities for the bank
to reveal its potential. Under conditions of saturated market this leads to the formation
of a marginal limit for the business (not imposed by production capabilities, but by the
capacity of the market), since the achieved optimum levels of income depend on what
market share the bank has compared to its competitors. In cases where banks do not
adapt to the environment, keep the old structures as regards business, premises,
personnel, etc., an impaired state of efficiency is observed. Competition is supposed
to push banks towards perfection, but specifically the coefficient of concentration of
banks in this country shows that four banks share out half of the market for the period
considered, and that inevitably confirms the connection between efficiency and market
power concentration.
The effect of the interest spread has a direct relation to the accounting for the
net income of the bank’s business. The greater the interest spread, the bigger the
income the bank receives. With the unfolded potential of the market this leads to high
profits and extremely good efficiency (low values of the indicator). The high interest
spread, however, is also an indicator, which on a contracted market drives the clientele
back. The possible measures with regard to the behaviour of banks in order to keep
efficiency are the reduction of operating costs and contraction of the interest spread
in order to control the impairment of efficiency.
The positive connection between operating costs and the efficiency of the bank
with Variant 1 is predetermined by the nature of the indicator. It proves that operating
costs serve as the basis for forming the indicator Cost/Income’s value.
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The amount of the assets is the last possible factor for improving efficiency. The
more assets grow, the more income from interest rates will grow (provided there is no
significant increase in loans overdue), and if banks keep their organizational structures
and do not expand the factors of production, the efficiency of the bank will improve. It
is clear that the indicated determinants are of utmost importance to the banking business.
Variant 2 of calculating the indicator takes into consideration the gross income of
the bank. The main results for the connection coefficients are presented in Table 2.
The adjusted coefficient of determination is 0.776, or 77.6% of the value of the indicator
is predetermined by these factors. The tests confirm the absence of multicollinearity
and heteroskedasticity, which supports the model. The value of the error is again
below the minimum significance lower limit of 0.05.
Table 2
Results of the econometric model – Variant 2
B

Std. Error

(Constant)

7.247

1.335

LnLiquidity

-.101

.019

LnHHI

-.620

LNOPERCOST
LNAssets

Beta

t

Sig.
5.427

.000

-.128

-5.443

.000

.192

-.072

-3.223

.001

.707

.023

1.990

30.828

.000

-.750

.021

-2.285

-34.936

.000

With the obtained results the equation of the regression becomes:
LnY=7,247-0,101*LnLiquidity-0,620*LnHHI+0,707*LnOpercost0,750*LnAsses
or standardized:
LnY=-0,128*LnLiquidity-0,072*LnHHI+1,990*LnOpercost-2,285*LnAsses
The factors of influence on the behaviour of the indicator of efficiency with
Variant 2 logically are fewer, since in its calculation the gross income of the bank is
taken into consideration. From the set of factors there has been excluded the interest
spread, since it is statistically negligible. The direction of influence of the factors is
preserved, and the analysis of Variant 2 recognizes the significance of only four of
them. However, with it, too, on account of statistical insignificance, capital adequacy,
deposits13 and gross added value are excluded. The greatest significance belongs to
the two main components – operating costs and assets. The index of market power
concentration and liquidity account for the market and the share of the bank in it, as
well as the parametrization of the necessary amount of resource for ensuring shortterm payments on deposits.
13

Due to the nature of banking in this country it is assumed that they could be identified with credits and
have the same effect.
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4. Prospects for efficiency
The generalized analysis of determinants leads to the conclusion that the efficiency
of banks in this country is due to commercial banking. The reason for this is that the
principal determinants of efficiency are directly connected with the assets and liabilities
of banks, almost 80% of which are credits and deposits respectively. Factors such as
capital adequacy, economic growth and return do not exert considerable influence on
the attained operating efficiency. In both cases the leading factors are the amount of
the assets and the level of operating costs, i.e. the bank and its operating efficiency
are truly an indicator of good institutional management.
The econometric analysis indicates two main factors of influence on efficiency
– assets and operating costs. In the context of their behaviour, in order to keep and
improve their efficiency, banks in this country should have sufficient assets in terms of
amount, access to external and internal financing, improvement in the quality of credit
portfolios and optimization of business models. What does the environment offer?
In the light of the development of the global economy and the European banking
sector till the end of 2011, the significance of the banks of the CEE (a market this
country, too, is part of) to the growth and profitability of international players is still
evident. The region continues to contribute to the increase in the flow of earnings to
international bank groups also in 2011 and remains a key driver for the revival of
parent banks14. To this end, parent banks should maintain the development of their
subsidiaries, and that proves to be an initial support for their business.
However, in the context of what is happening in the region, Bulgarian banks
report a fall in their contribution to headquarters. Profitability and the growth in the
banking market in this country have long since fallen below the levels of the years of
the credit boom, and the crisis has led to a change also in the attitudes of the bank’s
clientele. The main cause of the falling profitability and decline of the market is
considered to be mainly unemployment, followed by the level of non-performing loans,
and an additional factor is the already shared out market 15. In addition to that, lending
in the Balkan countries is not reimbursed at rates that are desirable to parent banks,
owing to the high rate of unemployment and the reduced incomes of households. As a
result of the unfavourable prospects for the business, banks are forced to shift the
limit of their “secure” income towards lower levels and to reorient their business
towards other business fields or other markets 16.
14

See: CEE Banking Outlook, UniCredit CEE Strategic Analysis, january 2012, http://www.unicreditbulbank.bg/
weblayout/groups/bulbankwebsite/documents/bbproductdocument/cee_banking_outlook_2012.pdf.
15
See: European banking sector – Facts and Figures 2012, EBF, http://www.ebf-fbe.eu/uploads/
FF2012.pdf.
16
In its overview of retail banking in the CEE for 2012 the consulting group Roland Berger points out that
a great number of banks get reoriented to microenterprises. See: Retail banking in CEE – exploiting the
potential of the micro business segment, Consulting group Roland Berger, EFMA, 2012, http://
www.rolandberger.at/media/pdf/Roland_Berger_EFMA_Studie_Retail_Banking_in_CEE_20120606.pdf.
The transfer of the activity to other business fields in this country may be done only by legalization of
the capital of a greater number of the rich individuals, as a result of which there can be established the
Wealth and Asset Management, typical of Western practice.
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The reorientation of the business will, in turn, inevitably lead also to a variant, in
which banks will also withdraw capital from their subsidiaries in order to assist their
profitable business in foreign markets, or else the requirements of the regulators on
liquidity and capital adequacy. The withdrawal of capital from parent banks, however,
can be interpreted in a different manner. According to the chairperson of the European
Banking Association17, “the withdrawal of capital is sometimes necessary, even healthy,
in order to recover the vitality of the financial system and the normal financing of
economic activity. Each financial crisis, particularly that generated by credit or by a
housing bubble, is followed by a take-out, which leads to indebtedness of banks, and
their borrowers are reduced to steady levels. At the end of the correcting process the
bank system should have more capital, less debt and a more balanced liquid structure,
with a low level of unstable sources of funding”.
The withdrawal of capital from parent banks in cases where the subsidiaries
have sufficient independence on the foreign markets has a positive effect for them.
True, but this can also be a process of forced withdrawal, which is a demotivating and
restrictive measure on affiliated companies. Such a forced withdrawal may be caused
by the limited resources of parent banks outside the countries for increasing the liquidity
and capital adequacy or as a means of investing in new markets. Furthermore it can
be used also as a resource for their own investment markets because of improved
confidence in them18.
Furthemore, while according to the European Banking Association the withdrawal
of capital is sometimes healthy, a similar operation can still create a serious risk for the
countries of the CEE19. The disproportion in the rate of capital withdrawal may exert
considerable influence on the supply of credit in the region and threaten the process of
recovery. The lack of active lending, however, shrinks income from assets, and that
lowers the efficiency of the banks (subsidiaries).
As far as changes in the business model20 are concerned, studies show that21
the current model (as of 2012) of functioning of the banks is on the verge of collapse.
17

See: Enria, A. Deleveraging and segmentation of the Single Market, Annual National Bank of Poland’s
Conference, A Reconfiguration of Europe - the CEE Perspective, October, 2012,
http://www.eba.europa.eu/cebs/media/aboutus/Speeches/Andrea-Enria-s-keynote-speech-at-the-NBPConference—-A-Reconfiguration-of-Europe—-the-CEE-Perspective_1.pdf
18
See: CEE deleveraging remains moderate, mitigated by portfolio investments and EU funds, 8-112012, http://www.erstegroup.com/de/Presse/Presseaussendungen/Archiv/2012/11/8/CEE-deleveraging.
19
See: Simor, A. The EU Bank deleveraging process from a CEE perspective, The end of cross-border
banking in emerging markets? Adapting business models in the era of regulatory reform, EBRD,
Reinventing Bretton Woods Committee, G20 conference London, 17 May, 2012,
http://www.mnb.hu/Root/Dokumentumtar/ENMNB/Monetaris_politika/speeches/EBRD_Keynote_
Address_speech_Simor_Andras_EN.pdf.
20
An exceptionally broad overview of changes, challenges and issues in the development of business
models is made by St.Vachkov. For details see: Вачков, Ст. Банковите бизнес модели – поуки от
миналото и визии за бъдещето, изд. Наука и икономика, ИУ-Варна, 2011.
21
See: Optimizing banking operating models - From strategy to implementation, September 2012, http:/
/www.kpmg.com/BE/en/IssuesAndInsights/ArticlesPublications/Documents/optimizing-bankingoperating-models.pdf
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This situation requires changes leading to a transformation of the structures and the
management – banks will become smaller, more fragmented and decentralized.
The achievement of efficiency could be realized through process improvement and
streamlining of the business. New technologies, too, add “speed” to the initiatives for
change. They are also the most substantial element of the environment transforming
business models. From the viewpoint of technology, efficiency is achieved also out of
purely economic benefit – the fall in investment costs. According to the views of
KPMG and PriceWaterhouseCoopers, the estimation of operating costs and the
improvement of efficiency should be considered firstly, according to the operating
model and according to the offer to the customer, and secondly, with respect to the
channels for distribution22 - transformations, which require once again primarily IT
innovations and innovative business models, like those of Accenture for “smart” banks.
4. Conclusion
The Bulgarian bank system remained away from “the eye of the storm”. The
direct effect of the financial crisis was felt with parent banks, which, however, did not
react “too harshly” in respect to their subsidiaries and did not withdraw capital in the
beginning of the period. Despite the achieved lower levels of profitability, the increase
in the requirements for stability and sustainability of the sector, parent banks survived
the pressure and let the subsidiaries stay in this country. In order to keep and improve
their efficiency, banks should rely on the transformations in business models, adaptation
to new technology, introduction of IT systems and maintaining the stability of the
institutions. Here they must play their role of motivators for the business, to reconsider
the high interest rates and to “restart” the economy, in order to be able afterwards to
keep having stable profitability from the market, and that will neutralize also the
willingness of parent banks to move their capital and business.

DETERMINANTS OF THE BANK’S OPERATING EFFICIENCY
Chief Assist. Prof. Dr Aleksandrina Pancheva
Abstract
The global financial and economic crisis put the banking sector to the test in countries all
over the world. The negative impact of the crisis transferred itself also into the real economy,
and thence onto the commercial portfolios of banks. Bulgarian banks, being part of this global
22

According to them business models are made up of the offer to the customer plus the channels for
supplying the service and the operating model (including management, risk, control, financial analysis,
legal and physical structure, people, remuneration and delivery). The two parts presuppose that for
achieving higher efficiency and improving the offer to the customer, the bank should optimize the
elements of the operating model, using all possible approaches to innovation and reengineering. See:
Operating in the future - Is your operating vision clearly defined?, PricewaterhouseCoopers, Banking
and capital markets, 2009, http://www.pwc.com/gx/en/banking-capital-markets/assets/operating-inthe-future.pdf.
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system, reported negative changes in their performance indicators, but not in all of those.
Despite the crisis, banks preserved their efficiency and the reason for the balancing effect of
the negative external influences can be found in a more profound analysis and assessment of
the very determinants of efficiency.
Keywords: operating efficiency, banks, performance indicators, business models,
determinants of efficiency.
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Econ Lit – L25, O31

MORPHOLOGY OF THE ECONOMIC CATEGORY
‘DYNAMIC CAPABILITIES’
Assistant Professor, Monica Mihailova
Over the last years, the dynamic capabilities concept has become increasingly
popular in the economic theory and practice. This is due to the fact that in the present
day economic reality it is essential to maintain the sustainability of a firm’s competitive
advantage rather than adhere to resources that are hard to imitate. Obviously, it is
necessary to create unique and difficult-to-imitate dynamic capabilities which can
ensure the “continual creation, expansion, updating, safeguarding and protection of
the applicability of the business entity unique assets base”1. Dynamic capabilities have
a multi-layer, complex core which makes the assessment and management of said
capabilities a difficult task. This in turn puts a limitation to the practical applicability of
the concept. One of the main problems arises from the fact that dynamic capabilities
exist at several hierarchical levels which form various deep-seated layers depending
on the extent of the internal change they have incurred. Another aspect of the herein
discussed concept is connected to the complicated interrelatedness of its building
elements which acts as a deterrent in making the concept operable. Hence, we think
that elucidating these fundamental questions is an important first step towards the
applicability of the said concept.
In this relation, the purpose of the present article is to define and analyze the
morphology which describes the structure and interrelations between individual levels
and elements of the dynamic capabilities.
1. Concept and dynamic capabilities basic characteristics
The dynamic capabilities concept is comparatively new in the economics theory
and practice. It sprang in the early 90s of the 20th century as an evolutionary continuation
of the resource approach, seeking to overcome its static nature as its main deficiency.
In the field of science, the dynamic capabilities approach is represented as an
interpretative perspective of existing conceptual and empirical knowledge, associated
with the opportunities to win and maintain a competitive advantage. This approach
aims to identify the capabilities which can be seen as a resource towards the
sustainability of a firm’s competitive advantage but it has also the task to explain how
the said dynamic capabilities create successful resource configurations. In a most
general sense we can say that dynamic capabilities determine a firm’s potential to
manage the dynamics in the competitive advantage.
1

Teece, D. 2009, Dynamic Capabilities and Strategic Management: organizing for innovation and growth,
Oxford University Press, p. 4.
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Many authors2 have contributed to the theoretical and empirical development of
the DC concept, enabling to revise, extend and clarify various aspects of this concept
in time. Despite the spate of proffered opinions, the problem of defining the dynamic
capabilities still remains a hard nut to crack. This in turn, has put some serious restraints
on the process of their evaluation and management. Based on definitions of dynamic
capabilities (DC) found in related literature we can attempt to formulate the following
definition: „Dynamic capabilities refer to a firm’s ability to purposefully create patterns
of routines over time, which, based on the acquired knowledge, ensure a strategic
flexibility that can help maintain a correspondence between the resource base and the
external environment, and thus manage the competitive advantage dynamics.” In terms
of the above definition, the following basic characteristics of the dynamic capabilities
can be set out:
1) Dynamic capabilities are firm-specific, which means that they are not a chance
solution but a product of a purposeful human activity. They must be created inside the
firm as no market exists for such a commodity, i.e. they are built rather than bought in
the market. DC can be acquired over time on the basis of experience, investments
made and knowledge accumulated. They are developed and embedded in the firm’s
performance and evolve alongside it. Their emergence depends on the firm’s history
and progress patterns.
2) Dynamic capabilities are being manifested in patterns of routines which could
be integrated into the organizational processes and systems or they could be built into
management capacity. Said patterns can be both formalized and non-formalized.
3) Dynamic capabilities ensure the compliance of the resource base with the
changing characteristics of the external environment. They determine a company’s
capacity to develop its resource base thus creating a new value.
4) By changing the resource base, dynamic capabilities reveal new strategic
alternatives and paths for development, which translate into a firm’s strategic flexibility.
This way, the firm is able to react in a timely fashion to the new opportunities and
threats arising from the environment and also create external and internal change.
5) Managing the dynamics of the competitive advantage (creation, safeguarding,
updating and if needed, destruction of existing competitive advantage) is realized through
modification of the resource base. This is how dynamic capabilities affect the competitive
advantage and the firm’s economic performance indirectly, as a result of which their
impact is not always positive. It is even possible to affect performance negatively providing
that dynamic capabilities have been inadequately developed. This is due to the fact that
dynamic capabilities have a direct impact on the firm’s economic performance as their
creation, development and usage generates expenditure. Therefore, in order to achieve
the firm’s strategic targets, dynamic capabilities need to be properly identified whereas
forecast benefits and collectable costs shall be evaluated and compared.
6) Dynamic capabilities are unique and inimitable of any business entity or
organization. The above uniqueness arises from the specific combinations of their
2

Teece, Pisano, G.P., ShuenEisenhardt and Martin , Helfat, Finkelstein, Mitchell, Peteraf, Singh, Winter,
Zollo.
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elements. It is therefore worth saying that dynamic capabilities demonstrate similarities
in the key characteristics of organizations and specifics in terms of details.
7) Dynamic capabilities seem to be vital in turbulent environment though they
tend to develop in response to various circumstances, not just environmental changes.
They ensure the long-term survival of the company and its progress.
2. Hierarchies (Levels) of Dynamic Capabilities
Dynamic capabilities feature a complex underlying structure and content. In
view of the degree of internal change they induce, we can distinguish among several
distinctive orders or levels of capabilities which in fact create various deep-seated
layers. In this regard, many authors3 share the opinion, that there exists a hierarchy of
dynamic capabilities, which is reflected in literature in a number of classifications
where said capabilities are referred to a given order or level. (Table 1).
Table 1
Dynamic capabilities position in the hierarchy of capabilities
Author
Collis4

1994

Danneels5

2002

Winter6

2003

Zahra, Sapienza,
Davidsson7
Andreeva and
Chaika8
Pavlou and
Sawy9
Wang and
Ahmed10
3

Year

2006
2006
2006
2007

level
Zero
First category
Functional
capabilities
Capabilities of first
order
Zero level
capabilities

First

Second

Second
category

Third category

Meta
capabilities

Capabilities of second order
First level capabilities

Core capabilities
Functional
capabilities
Basic subprocesses
Resource base

Тhird

Higher level
capabilities

Dynamic capabilities
Dynamic
capabilities

Key capabilities
First level
capabilities

Second level capabilities

First level

Key
capabilities

Dynamic
capabilities

Collis, D. J.; Winter; Pavlou and Sawy; Wang and Ahmed; Ambrosini, Bowman, Collier et al.
Collis, D. J. (1994), Research Note: How Valuable are Organizational Capabilities?. Strategic
Management Journal, 15: (143–152).
5
Danneels, Erwin (2002). The dynamics of product innovation and firm competences.Strategic
Management Journal, 23, (1095-1121).
6
Winter, S. 2003, Understanding Dynamic Capabilities. Strategic Management Journal, 24,(991-995).
7
Zahra, S., A., Sapienza, H., J., Davidsson, P., 2006, Entrepreneurship and dynamic capabilities: A
review, model and research agenda. Journal of Management Studies, 43, (917-955).
8
Andreeva, T. and Chaika, V., 2006, Dynamic Capabilities: What They need to be dynamic? Discussion
paper, Institute of Management, St. Petersburg State University.
9
Pavlou and El Sawy, Understanding the Elusive Black Box of Dynamic Capabilities, Decision Sciences,
Vol. 42, Issue 1, (239–273), February 2011.
10
Wang, Catherine L. and Ahmed, Pervaiz K., Dynamic Capabilities: A Review and Research Agenda.
International Journal of Management Reviews, Vol. 9, No. 1, (31-51), March 2007.
4
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Ambrosini,
Bowman,
Collier11

2009

Resource base
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Incremental
dynamic
capabilities

Renewing
dynamic
capabilities

Regenerative
dynamic
capabilities

Taking into consideration the positions of these and other authors, the present
analysis gives reasons to conclude that dynamic capabilities exist at three clearly
distinctive levels which could be represented as a pyramid of capabilities (Fig. 1). The
sum total of these levels accounts for the firm’s entire capacity to achieve congruence
between the resource base and fluid market conditions.

Regenerative
3

2

1

which modify dynamic capabilities

Transformational
aiming to renew, modify and extend the resource base

Adaptive
aiming to develop and update the resource base

0

Firm’s resource base
Human resources, financial resources, tangible and intangible assets,

Fig. 1. Pyramid of capabilities
The pyramid of capabilities reflects the individual levels of dynamic capabilities
in view of the degree of internal change which they induce.
The zero level capabilities are the resource base which allows the firm to earn
a living in the present. It encompasses all resources and capabilities by means of
which the organization pursues its targets and solves ongoing problems. In this respect,
Collis12 observes that these are functional capabilities which are essential for running
the basic business processes and for the survival of the organization. Andreeva and
Chaika13 argue that capabilities at this level can be found in most of the enterprises in
the respective industry sector. In our opinion, the development of the existing resource
base is determined by the company history, the knowledge and learning acquired, past
decisions and progress made, which makes them specific for each individual organization
11

Ambrosini, V., C. Bowman and N.Collier (2009) “Dynamic Capabilities: An exploration of how firms
renew their resource base,” British Journal of Management,20, 9-24.
12
Collis, D. J. (1994), Research Note: How Valuable are Organizational Capabilities?. Strategic
Management Journal, 15: 143-152.
13
Andreeva, T. and Chaika, V., 2006, Dynamic Capabilities: What They need to be dynamic? Discussion
paper, Institute of Management, St. Petersburg State University, p. 6.
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or company. As a result, the resource base may contain (albeit on a short term basis)
rare, valuable, difficult-to-imitate indispensable resources which can be the very source
of competitive advantage. More importantly, the dynamic capabilities allow the
organization to modify and create new strategic opportunities. It is worth noting that
these cannot exist outside the resource base, as they can be revealed only through it.
Regardless of the multiple terminology used by researchers (e.g. capabilities of zero
or first level, basic sub-processes, functional, operational, static capabilities, resource
base), this level embraces solely operational, not dynamic capabilities, which allow the
organization or firm to successfully perform its economic and production operations
(supply, production, marketing, finance) and management functions (planning,
organization, management and control). By exerting pressure on the resource base
dynamic capabilities indirectly affect the level of the firm’s competitiveness.
First order capabilities allow for gradual change in the firm’s resource base.
These are dynamic capabilities which are active even in a stable environment. As
external conditions do not require radical change, companies need to constantly improve
and refresh their resource base to be able to retain and adapt their competitive
advantage. In fact, these capabilities help the company adapt to the market requirements
but they do not transform the existing resource base. Ambrosini, Bowman and Collier14
share the same view, defining dynamic capabilities of the first order as incremental,
since they relate to processes associated with gradual changes in the firm’s resource
base. According to these authors, dynamic capabilities of this order are recurring and
embedded in the firm’s routines, hence they can be defined as stable models of collective
work. Amit and Schoemaker see this type of capabilities as “recurring processes or
product innovations, production flexibility, reaction to market change and short
development cycle”15.
Dynamic capabilities of second order apply to processes of continual renewal,
modification and expansion of the resource base, which aim to sustain the competitive
advantage under conditions of change. They call for transformation of the existing
resource base in the form of new resource configurations. Capabilities of this level
are defined as “creative and entrepreneurial” 16, as the firm’s capacity to develop new
strategies in order to outrun its competitors by reconfiguring its resources is entirely
dependent on their development. In this relation Wang and Ahmed17 believe that this
level comprises a set of the firm’s resources and competences that are strategically
important, as they integrate the resources and capabilities in line with the organization’s
strategy for development.
14

Ambrosini, V., C. Bowman and N.Collier (2009) “Dynamic Capabilities: An exploration of how firms
renew their resource base,” British Journal of Management,20, 9-24.
15
Amit R., Schoemaker P., (1993), ‘Strategic assets and organizational rent’, Strategic Management
Journal, 14, p. 35.
16
Collis, D. J. (1994), Research Note: How Valuable are Organizational Capabilities?. Strategic
Management Journal, 15: 143-152.
17
Wang, Catherine L. and Ahmed, Pervaiz K., 2007, Dynamic Capabilities: A Review and Research
Agenda. International Journal of Management Reviews, Vol. 9, No. 1, pp. 31-51, March 2007.
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An important feature of the dynamic capabilities is that these can be evident both
in a stable environment where the firm alone, without pressure from the outside, triggers
an external change and in situations where the dynamic external environment instigates
a reaction from the organization, aiming to maintain its competitive advantage. According
to Andreeva and Chaika this level encompasses “the key capabilities which formulate
the firm’s key competences necessary to maintain its competitive advantage”18. “These
second level dynamic capabilities are developed and embedded within the firm’s routines
as they progress through time via the accumulation of experience and specific
investments.”19 Sustaining these dynamic capabilities is an essential requirement for any
firm in securing its resource base which is a guarantee for its normal operation.
Generally in literature dynamic capabilities of the first and second category are
perceived as one level since the basic function of either of them is to change the firm’s
resource base. However, it is worth noting that even though they reconfigure the
resource base they do not affect the way in which the said change is generated.
Third level capabilities are these which help modify or change the dynamic
capabilities. These are the capabilities which change the way the resource base is
modified. External conditions which provoke these capabilities are generally highly
dynamic. They are evident in those cases where there is a great disparity between the
firm’s resource base and the requirements of the external environment but also in
cases where the organization is seeking to create new conditions in the competitive
environment. Regenerative capabilities “allow the firm to make the transition from
previous routines of incurring change towards new dynamic capabilities” 20, which
correspond to the new conditions.
Table 2
Level of dynamic capabilities in view of the induced internal change
№

Level

External
environment

Frequency

Degree of internal
change

1.

Adaptive capabilities

stable

continual

low

2.

Transformational

dynamic

periodical

high

3.

Regenerative

unidentified

if necessary

radical

It can be said that dynamic capabilities of the herein discussed levels perform
various functions depending on the degree and pace at which the resource base is
being changed. (Table 2).
18

Andreeva, T. and Chaika, V., 2006, Dynamic Capabilities: What they need to be dynamic? Discussion
paper, Institute of Management, St. Petersburg State University, p. 6.
19
Ambrosini, V., C. Bowman and N.Collier (2009) “Dynamic Capabilities: An exploration of how firms
renew their resource base,” British Journal of Management,20, p. S15.
20
Ambrosini, V., C. Bowman and N.Collier (2009) “Dynamic Capabilities: An exploration of how firms
renew their resource base,” British Journal of Management,20,, S16.
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3. Component factors of dynamic capabilities
Dynamic capabilities present a complex, integrative construct built of interrelated
but distinguishable elements. Their complexity as a real phenomenon arises from a
rather complex mutual interdependence of their constituent parts. More importantly,
the evaluation of their level is placed at the very basis of the concept’s practical
applicability. In order to overcome “the abstract and recursive nature”21 it is essential
to identify the principal components constituting the above economic category. However,
a commonly adopted opinion regarding their number, composition, scope and content
is not to be found in specialized literature.
In order to systematize component factors of dynamic capabilities being in the
focus of previous research we have reviewed a number of approved publications 22 in
this area. Twelve basic elements have been identified, see Table 3.
Table 3
Component factors of dynamic capabilities explicated
in previous research publications
Elements

Authors

Capabilities to detect
favourable opportunities

Teece (2007), Pavlou and Sawy (2011), Madsen, E.L. (2010); Jia-Jeng
Hou (2008); Helfat, Finkelstein, Mitchell, Peteraf, Singh, Teece and
Winter (2007); Coh et al. (2005); Zollo and Winter (2002); Menon and
Mohanty (2008); Burgelman (2002) et al.

Capability to identify and
capitalize on favourable
opportunities

Teece (2007); Harreld et al (2007); Bazerman and Watkins (2004);
Kuuluvainen, A.; Daneels (2002); Helfat and Peteraf (2003); Jensen
(2006); Litz and Klimecki (2005); Lubatkin, Simsek, Ling and Veiga
(2006); O’Reilly and Tushman (2007) et al.

Capability to reconfigure

Teece (2007), Teece (1997); ); Eisenhardt and Martin (2000); Madsen,
E.L. (2010); Menon and Mohanty (2008); Ambrosini and Bowman
(2003); Verona and Ravasi (2003); Rindova and Taylor (2002); Zollo
and Winter (2002); Daneels (2002) et al.

Absorptive capability

Teece (1997); Pavlou and Sawy (2011);Wang and Ahmed (2007)
Pavlou ();Jia-Jeng Hou (2008); Protegerou, Caloghirou and Lioukas
(2011); Menon and Mohanty (2008) и др.

Co-ordinating capability

Pavlou and Sawy (2011); Pavlou ();Teece (1997); Menon and Mohanty
(2008); Protegerou, Caloghirou and Lioukas (2011); Ambrosini and
Bowman (2003); Jia-Jeng Hou (2008) et al.

Integrative capability

Pavlou and Sawy (2011); Teece (1997); Eisenhardt and Martin (2000);
Jia-Jeng Hou (2008); Protegerou, Caloghirou and Lioukas (2011);
Menon and Mohanty (2008) et al.

21

Eisenhardt, K., and J. Martin (2000), “Dynamic capabilities: what are they?”, Strategic Management
Journal, 21, (pp.1105-1121), p. 1107.
22
Teece, 2007, Explicating Dynamic Capabilities, Strategic Management Journal, 2007; Winter, S. 2003,
Understanding Dynamic Capabilities. Strategic Management Journal, 24; Jia-Jeng Hou, 2008 Toward
a research model of market orientation and dynamic capabilities, Social Behavior and Personality,
2008, 36(9), 1251-1268 et al.
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Innovative capability

Wang and Ahmed (2007); Jia-Jeng Hou (2008); Foss, L., Iakovleva,T.,
Kickul,J., Oftedal,E. and Solheim, A (2010); Kickul and Liao (2004);
McKelvie and Davidsson (2006) et al.

Strategic flexibility

Protegerou, Caloghirou and Lioukas (2011); Teece (2007); Pettus, Kor
and Mahoney (2007); Borch and Madsen (2007); Griffith et al. (2006);
McKelvie and Davidsson (2006) et al.

Managerial capabilities

Pettus, Kor and Mahoney (2007); Adner and Helfat (2003);
Rosenboom (2000); Rindova and Taylor (2002); Kim and Mahoney
(2006a); Penrose (1959); Tripsas (1997) et al.

Adaptive capability

Wang and Ahmed (2007); Foss, L., Iakovleva,T., Kickul,J., Oftedal,E.
and Solheim, A (2010) et al.

Replicability

Ambrosini and Bowman (2003); Eisenhardt and Martin (2000) et al.

Capability to acquire and
release resources

Eisenhardt and Martin (2000); Madsen, E.L. (2010); Borch and Madsen
(2007); Rindova and Taylor (2002) et al.

Further analysis shows that the available literature abounds in both contradictory
and overlapping views when dynamic capabilities constituent components are discussed.
Basic problems associated with their identification can be attributed to the following:
1) use of different terms to represent uniform elements and vice versa – different
elements are signified by the same term; 2) authors’ perceptions of analyzed
components differ; 3) there are conflicting views with regard to the number and
composition of elements; 4) a significant group of authors23 assume wrongly that the
nature of dynamic capabilities is nothing less than their efficiency.
Trying to overcome the above mentioned deficiencies we reckon that it is better
to ignore the ‘labels’ and look at the discussed components in more depth. In view of
existing differences as to their number, composition, scope or content we suggest a
more detailed approach via breaking them down into constituent parts. (see Table 4).
Table 4
Descriptors of the component factors of the dynamic capabilities construct,
explicated in previous research studies
element
Absorptive
capability

23

Output variables
Continual gathering of market information; Identification of significant information
by the business partners and the market; Transferring possible effects of changes in
the external environment onto the organization; consumers; competitors; suppliers;
Defining consumers needs; market opportunities; Ownership of resources for
competitive intelligence; Keeping track of technological developments; Systematic
scanning of external conditions in view of consumer preferences, technologies,
regulations, threats; Identifying opportunities for acquisition of fresh resources;
investments in human resources; technologies; gaining resources , etc.

Wang and Ahmed (2007); Foss, L., Iakovleva,T., Kickul,J., Oftedal,E. and Solheim, A (2010); Protegerou,
Caloghirou and Lioukas (2011); Pettus, Kor and Mahoney (2007); Borch and Madsen (2007); Griffith
et al. (2006); McKelvie and Davidsson (2006).
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Integrative
capabiliity

Coordinating
capability

Innovative
capability

IZVESTIA – Journal of University of Economics – Varna

Encouraging feedback;Taking decisions in work groups; Dissemination of
information in heterogeneous teams; Successful integration of existing knowledge
with newly-acquired information; Successful use of external and internal
information in specific applications; Effective team work; Clear understanding of
tasks and responsibilities by every member of the team; Awareness as to the fact
which member of the group has specialized knowledge and skills in relation to the
assigned job; Subordination of individual to group targets; Coordinated actions by
team members; Management of complementarity of resources and tasks; Realization
of synergy between resources and tasks.
Harmonization of the work of every team member with remaining staff; Activities
within the firm are co-ordinated; Organization reports and projects are co-ordinated;
Innovative redistribution of available resources; Distribution, re-distribution,
combination and re-combination of resources and capabilities; Fair distribution of
organization resources; Distribution of resources over time; Employment of the
right staff across firm specific divisions or units; Assigning the right task to the right
person; Assigned tasks are in accordance with acquired qualifications and skills;
Staff experience and skills should be adequately exploited in the work process;
Organization and management of staff work, etc.
Innovative problem solving; Finding new solutions; Effective transformation of
available information into new knowledge; Development of new capabilities;
Launching new products and services; Product modifications and enhancements;
Process improvement; Structural innovations; Effective use of newly acquired
knowledge in creating new products, technologies, and business models;
Development and implementation of complementary technologies; Development of
new products and services; Development of new production methods; Looking for
new and unusual applications; development and management of processes which
shape the development of organizational processes; Replicating systems and
processes; Speed of the innovation process, etc.

Table 4 illustrates the output variables as explicated in previous studies, which
characterize the component factors of dynamic capabilities. Preliminary analysis has
made it possible to eliminate repetitions while output variables referring to the same
aspects of dynamic capabilities have been grouped into separate categories. Although
various authors have defined a plethora of different components, the study of output
variables argues that from a content point of view, they largely overlap and can be
grouped into four main categories – absorptive, integrative, coordinating and innovative
capabilities. In our opinion, these are the basic component factors which constitute the
complex dynamic capabilities construct.
Absorptive capabilities refer to the absorptive capacity of the firm: 1) to
recognize the value of new favourable opportunities of the external environment 2) to
acquire and attract resources that are important for the firm. The higher the absorptive
capability of the firm the better its ability to identify emerging market and technological
advances which can be seen as a prerequisite for the creation of a new competitive
advantage and acquisition of specific tangible and intangible assets, financial and human
resources which can ensure the necessary potential to create and develop sustainable
competitive advantage. The differential absorptive capabilities across firms is exhibited
in the following aspects: 1) learn and acquire knowledge from various partners and
institutions; 2) conduct own research and experiments; 3) careful examination and
evaluation of new technologies and market opportunities; 4) possess a high level of
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knowledge and skills in areas relevant to applying the new technologies; 5) recruitment
of competent and qualified staff; 6) acquisition of tangible and intangible assets; 7)
gaining financial resources.
Integrative capabilities embrace the firm’s capacity to distribute and assimilate
new resources in the business process. The rate and efficiency of this process depend
on the common knowledge about the utility and the need to include new elements in
the system. This can be explained with the fact that the execution of any of the firm’s
activities requires certain collective logic and collective understanding of patterns of
interaction. The integrative capabilities are exhibited in: 1) established practices for
product development based on accumulated experience aiming to create higher value;
2) the processes of taking strategic decisions where managers integrate their personal
experience to make a strategic choice; 3) acquiring knowledge from external sources,
combining interdisciplinary knowledge; 4) distributing newly-acquired knowledge in
different teams; 5) adaptation of newly-recruited staff; 6) training staff in new
technology. Integrative capabilities account for the staff’s ability to adapt quickly to
technological and market changes. Efficient communication networks within the firm
can be seen as a prerequisite for maintaining strong integrative capabilities. Further
on, organizations with strong integrative capabilities have better synergy of resources
and tasks, better asset turnover; they are faster to react to new situations and quicker
to satisfy their customers’ needs.
Coordinating capabilities relate to the firm’s ability to coordinate and create
purposeful interaction between its resources and routines by following a coordinated
plan of action. The coordinating capabilities are exhibited in the following main areas:
1) degree of synchronization in staff operations; 2) process coordination; 3) coordination
of reports, targets, strategies and projects. Strong coordinating capabilities can help
cut down on the firm’s transaction costs, learn more about control objectives and
replace the more costly operations in one routine with cheaper ones in another.
Innovative capabilities refer to the firm’s ability to create new and/or replicate
new products, develop new markets, generate new technologies, develop and
successfully implement new patterns of activities or new routines. Replication refers
to the firm’s ability to navigate transfer processes. It manifests the organization’s
capacity to replicate processes, models, systems and resources from one part of the
firm into another or existing into new markets. Innovative capability effectively links a
firm’s inherent innovativeness to marketplace-based advantage in terms of new products
and innovations. Thus, innovative capability explains the linkages between a firm’s
resources and capabilities with its product-market. Organizations which have strong
innovative capabilities tend to react more quickly and more adequately to market
changes and hone the environment by instigating a market change.
These four factors are correlated and mutually enhancing though conceptually
distinct. Still they can be further conceptualized as good practices. Each of them
comprises sub-dimensions which can suffer the direct and purposeful impact of
managers in order to sustain an adequate resource configuration which in turn will
lead to a sustainable competitive advantage.
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In view of the above, we can conclude that dynamic capabilities exist at three
distinct hierarchical levels which translate into various underlying layers. Their
uniqueness can be seen in the specific combination of their constituent elements –
absorptive, integrative, coordinating and innovative capabilities (see Fig. 2).

3
2
1
3

2

1

RESOURCE
BASE

1

2

3

1
2
3

level – adaptive
level – transformational
level – regenerative

Fig. 2. Morphology of Dynamic Capabilities
Conclusion
In the present day economic reality only a firm which is highly adaptive to change
is likely to survive”24. There is no doubt that if a company wishes to maintain a
sustainable competitive advantage on a long term basis it must be able to manage its
dynamic capabilities in a purposeful and balanced manner. This suggests that dynamic
capabilities enable a firm to continually create, safeguard, update and, if necessary,
destroy its existing competitive advantage. Thus the firm is able to maintain a flexible
congruence between its resource base and external conditions or model the very
environment by instigating a market change.
The present article is dedicated to morphology describing the structure and
interrelations between individual levels and components of dynamic capabilities. Based
on theoretical grounding and studies of various sources, we have proposed a definition
and formulated the basic characteristics of dynamic capabilities. Further, hierarchies
of dynamic capabilities have been differentiated as adaptive, transformational and
regenerative. We have discussed in detail the main descriptors which have led us to
the conclusion that component factors of dynamic capabilities fall into four distinct
24

Charles Darwin.

Articles

97

mutually enhancing and complementing each other capabilities, i.e. absorptive capability,
integrative capability, coordinating capability and innovative capability.
In conclusion, the problem of defining the morphology of the dynamic capabilities
construct is of great significance towards effective capabilities development of
Bulgarian industrial enterprises as it identifies levels and component factors of dynamic
capabilities and sheds light on their complex interrelatedness. We also believe that the
herein discussed morphology can be the basis for theory building, presenting methods
for evaluating the levels of dynamic capabilities. When applied to Bulgarian firms, the
concept of dynamic capabilities is more likely to lead to better company performance
when particular capabilities are developed in line with the company’s strategic choice.

MORPHOLOGY OFTHE ECONOMIC CATEGORY
OF DYNAMIC CAPABILITIES
Assist. Prof. Monika Mihaylova
Abstract
The present article is dedicated to the morphology describing the structure and
interrelations between the individual levels and elements of dynamic capabilities. There are
mentioned some of the major debatable aspects, ensuing from the complex and multi-layer
nature of this economic category. On the basis of a study of a number of bibliographical
sources there are drawn the definition and main characteristics of dynamic capabilities. There
are differentiated three clearly delimited hierarchical levels of existence – accommodative,
transformational and regenerative. There is given a detailed analysis of the main descriptors,
on the basis of which there is drawn the conclusion that the elements constituting dynamic
capabilities can be differentiated in four distinct, but mutually complementary and reinforcing
groups, namely – absorbative, integrative, coordinative and innovative capabilities. For a
conclusion there is presented the morphology of dynamic capabilities, revealing the
interrelations between the individual levels and elements.
Keywords: dynamic capabilities, competitive advantage, competitiveness of the
enterprise.
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TRENDS IN THE DEVELOPMENT
OF BUSINESS INTELLIGENCE SYSTEMS
Assist. Prof. Latinka Todoranova
Information technology is a highly dynamic field of research. As part of it, business
intelligence systems (BIS) also develop very quickly. In this paper we shall adhere to
the following definition of BIS: “BIS combine the activities of data mining and data
processing and knowledge management through analytical means in order to present
complex competitive information to consumers who draw plans and make decisions.”1
Under conditions of ever increasing competition organizations aim to apply various
management strategies for achieving competitive advantages. One of these strategies
is the implementation and use of BIS in the organization. In their own turn, accounting
for the growing demand for these systems, leading organizations from the field of
information technologies deploy their resources and efforts in the enhancing of business
intelligence (BI) solutions they offer.
The purpose of this paper is to offer an improvement of the existing capabilities
of BI solutions and development of their maturity model.
To achieve this goal the following tasks have been solved: basic capabilities of
BI platforms have been examined – the ones owned by leading BI developers, as well
as the new capabilities added due to the revolutionary breakthrough in the BI solutions
market. The leading manufacturers of such solutions have been identified, the features
they emphasize when they develop and enhance BIS, with an evaluation made of the
degree to which they have been implemented. Three new opportunities for BI solutions
have been offered. The maturity model, developed by Adam Getz in 2010 has been
further developed.
1. Analysis of today’s capabilities of BI platforms
Before we examine the maturity model of BI solutions and the guidelines for its
development, it is necessary to perform an analysis of the capabilities of BI solutions,
as well as the market for these solutions.
As a starting point for this research we take Gartner’s “Magic Quadrants for BI
platforms”, published in 2007 (fig. 1). In it Gartner defines BI platforms as software
platforms providing 12 capabilities, divided into 3 basic categories:
 Delivery of information;
 Integration;
 Analytics.
1

Solomon Negash and Paul Gray, Business Intelligence, http://aisel.aisnet.org/amcis2003/423
(31.01.2012).
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To the first category belong the capacities for:
 Generating reports;
 Navigation panes;
 Ad hoc queries;
 Integration with MS Office.
The second group includes:
 BI infrastructure;
 Metadata management;
 Developing environments;
 Workflows;
 Cooperation.
The third category covers the capabilities for:
 Online analytical processing;
 Visualization;
 Delivery of knowledge and forecasting;
 Maps of results.
Five years later Gartner published a new “Magic Quadrant for BI platforms”,
that is still current for 2012. In this document BI platforms continue to be viewed as
software platforms, delivering the capabilities described above. But two more features
have been added to the “delivery of knowledge” category, namely search-based BI
and mobile BI.
The basic capabilities of BI platforms have been widely discussed and studied,
so for this reason they will not be considered in detail in this paper. More attention will
be paid to the two new characteristics, offered by Gartner.
The first opportunity is search-based BI. Essentially it is an application of a
search-index in structured and unstructured data sources and their division (organization)
into a classification structure of measures and dimensions, which consumers can easily
navigate and explore, using a Google-like interface.
The basic difference between search engines and data warehouses is that search
engines are very flexible and support any kind of format and type of information – be
it structured or unstructured. Thus search engines can cope with increasingly evolving
data structures. The indexing of both existing and new data (unknown so far) does not
require additional data modeling. Conventional data warehousing architecture has limited
capabilities for dealing with unstructured data that are necessary for facilitating decisionmaking and search engines “fill this gap”. In comparison, data warehouses require
time not only for creating the warehouse model, but also for adding new data. Another
positive feature of search engines is their ease of “navigation” through contents. At
each step of the navigation, search engines provide different opportunities for filtering
the results according to contents into the multitude of data that have been indexed and
analyzed in nearly real time. Relational database management systems (RDBMS)
have no capacity for data analysis unless they possess some knowledge about different
type of data. That is, a search engine can easily follow any event that happened at a
certain moment in time, while using conventional RDBMS a search can be performed
only within strictly defined data fields.
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Search engines also include functionality for automatic generation of clusters
and categories, which improves contextual reference and data semantics. Besides,
today’s search engines possess functionality for aggregating and data analysis, which
enables end users to discover the data links and models without the need for a precise
formulation of a request or a query.
Concerning integration, search engines can operate with the existing information
systems (data warehouses, data showcases, manufacturing systems, etc.) and provide
a general view on data, a view that can include new sources and facilitate cross
navigation between data domains.
Last, but not least comes the fact, that end users working with software with a
user-friendly, intuitive interface have the considerable advantage of being relatively
independent from IT departments.
Having analyzed this new opportunity offered by BI platforms, we come to the
conclusion that search engines can be used together with data warehouses to improve
BI platforms performance.
The other new opportunity – mobile BI - refers to the delivery of reports and
contents from the navigation panes of mobile devices such as smart phones and tablets
in both a publishing mode and interactive mode, using the advantages of these devices,
as well as their other capabilities which are not available in desktop computers or
laptops, e.g. location awareness2. The huge advantage of using mobile devices is the
faster and more convenient access to BI reports and panes which speed up informed
decision-making at any time and any place.
However, mobile BI differs from conventional BI. Both needs and devices are
different. Mobile BI does not mean presentation of already developed mobile devices
navigation panels, or representation of essential panes for any specific device. The
feasible approach is as follows: once developed, navigation panes can be represented
– with no alteration whatsoever, or with minimal adjustments – on all relevant devices.
Furthermore, in mobile devices design, we should first consider the smaller screen
size, which in turn calls for smaller font size and only basic functionalities presentation.
Hence the necessity of a detailed survey of consumers who will use mobile devices to
access BIS. Another aspect to consider is the fact that mobile BI has to provide
opportunities for effective concurrent work of consumers of BI solutions.
The emergence of these new opportunities, as well as the need for the further
development of the model Getz offered, are a result of the upsurge in the market for
BI solutions.
Gartner Magic Quadrants for BI platforms (fig. 1) features leading providers of
BI platforms for 2007 and 2012 respectively. We can observe the dynamics of the
market for BI solutions and thus in 2012 companies like SAP, Microsoft, Information
Builders, which were categorized as challengers in 2007, made it to the leaders section.
Microstrategy and QlickTeh also made progress.

2

Devices can find their geographical location by themselves.
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Fig. 1. Magic Quadrant for BI platforms, January 20073 and February 20124
Leading vendors of BI platforms as of February 2012, as well as the evaluation
of the degree to which they delivered the capabilities already described in 2007 (grades
ranging in the 0 - 4 interval, where 0 stands for ‘not available’ and 4 - for excellent
delivery), have been presented in the following tables 5.
Table 1
Delivery of Information
Functionality
Reporting

Dashboards

Ad hoc queries

Integration with
MS Office

SAP

4

4

3

3

IBM

4

4

3

3

Information
Builders

4

4

3

3

Microsoft

3

3

2

3

Microstrategy

4

4

4

3

Vendor

3

4

5

Delivery of information

Schlegel, K., Hostmann, B., Bitterer, A., Magic Quadrant for Business Intelligence Platforms, 1Q07,
Gartner, 2007.
Hagerty, J., Sallam, R., Richardson, J., Magic Quadrant for Business Intelligence Platforms, Gartner,
2012.
Schlegel, K., Sood, B., Business Intelligence Platform Capability Matrix, Gartner, 2007.
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Oracle

4

4

4

2

QlickTech

2

4

4

2

SAS

3

2

3

3

Table 2
Integration
Functionality

Integration
BI infrastructure

Metadata
management

Developing
environment

Workflow and
cooperation

SAP

2

3

3

2

IBM

4

3

4

3

Information
Builders

4

4

4

3

Microsoft

2

2

3

3

Microstrategy

4

4

3

3

Oracle

3

3

3

4

QlickTech

3

4

3

3

SAS

3

3

3

2

Vendor

Table 3
Analytics
Functionality

Analytics
Online analytical
processing

Visualization

Knowledge
delivery and
forecasting

Maps of results

SAP

3

3

2

4

IBM

3

3

1

4

Information Builders

3

3

1

4

Microsoft

4

3

3

4

Microstrategy

3

2

3

3

Oracle

4

2

3

4

QlickTech

3

4

0

3

SAS

3

3

3

3

Vendor
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As we see from the tables, companies that were not among the leaders in 2007,
nevertheless provided excellent capabilities for which even leaders did not score that
high.
When delivery of information is considered, navigation panes rank first and in
analytics maps of results are best developed. But delivery of knowledge and forecasting,
which are among the most valuable capabilities of BIS, are not fully guaranteed by
any of the leading technology providers of BI solutions. The development of the
analytical in-memory devices, however, makes it clear that a lot of efforts are put in
enhancing analytical capabilities. Besides, it is very important that BI platforms provide
opportunities for concurrent work and cooperation, though that is not secured to a
maximal degree either. BI platforms need to develop their capabilities in order to meet
today’s consumer demands.
2. Enhancing the capabilities of BI platforms
What allows the vendors of BI solutions to better plan, evaluate and manage
their BI solutions is the availability of the BI model of maturity. This is so, because
evaluation of the maturity of software solutions enables the creation of quality software6.
In December 2010 Adam Getz7 offered such a model. This consists of 6 levels (fig. 2)
and in it the business value of the device used is measured against its complexity.

Fig. 2. Levels of BI maturity8
6
7

8

Eskenazi, A., “Software technologies”, 2006.
Manager, Enterprise Business Intelligence Amtrak, http://bi-insider.com/portfolio/bi-maturity-model/
(1.06.2012).
The Figure was adapted from http://bi-insider.com/portfolio/bi-maturity-model/ (1.06.2012).
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In the presented model, the lowest maturity level equals 0 and is characterized
by generating one-off, inconsistent report at different time. For this task different data
sources and performance metrics are used in the organization. Thus, an inconsistent
and inaccurate view of the organization is created. At the other end of the spectrum is
the highest level of maturity (level 5). It is characterized by strategic, tactical and
operating decision-making in situations that include a large number of factors and
variables. The author of the model concludes that organizations which use level 5
devices can create an effective business model for their companies and accurately
predict future results. It is important to note that the first 4 levels of the model refer to
capabilities of the BI platforms in the “Delivery of Information” category, shown
above. These platforms employ lower-complexity tools, which, however, bring little
value for the business. The last two levels refer to the capabilities of BI platforms in
the “Analytics” category – more sophisticated tools and higher business value
accordingly. That is to say the BI maturity model offered by Adam Getz is directly
related to the BI platforms capabilities as defined by Gartner.
The model shown above, however, does not include modern BIS capabilities that
today’s business needs in the environment of global markets and tough competition. It
is necessary, therefore, for the model to be further developed, so that it is up-to-date
and provides the foundation for better quality BI decisions.
According to the author of this paper, the enhanced model should include not
only the two new capabilities Gartner added, but three more:
 BI cloud-type solutions and software as a service (which can be referred to
the “Integration” category);
 in-memory analyses;
 big data analyses (the last two can be referred to the “Analytics” category).
By all means, modern BI solutions need to possess these capabilities.
Regarding the BIS capabilities offered by the author, perhaps the greatest hurdles
come with moving to cloud decisions, and more precisely, with the data transport
within the cloud. This is so because organizations find it difficult to evaluate network
security and determine the quality and amount of data to be transferred and analyzed.
But when these obstacles are overcome and data is transferred within the cloud, a
large number of effective BI tools can be applied with the aim of organizations getting
the best from the data contained in the cloud.
New computer architectures support more than two terabyte RAM and multicore
processors, which results in new opportunities for the development of BIS. One of
them is the “in memory” analyses, suggested by the author.
Analytical “in-memory” tools enable queries generation and RAM data analysis.
The result of using such instruments is the fast and easy research executed by BI and
analytical applications, i.e. the most outstanding advantage of “in-memory” processing
is speed. Another important point about “in-memory” technology is the better
management of the business, which is due to decision making, based on the results of
complex data analyses in real time.
The initial development of these technologies started by SAP with the HANA
project – “in-memory” database that combines transactional and analytical data
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processing with logical processing in the memory. More precisely, HANA provides
execution of OLAP analyses in real time of OLTP data structures. This way it is
possible to overcome the constraints of the conventional data base architecture that
have to do with working in real time mode. Other applications use HANA through
standard SQL interface. The workflow model set in HANA allows the division of data
into sections (groups), where processing of these data groups can be done in parallel,
depending on the number of cores.
It is important to point out that following the analysis of these solutions we have
come to the conclusion that “in-memory” tools do not replace conventional solutions
based on data warehouses, but are used concurrently in order to provide quality BI
and analytics.
The third and most important new capability, which also encompasses the other
two, is the big data analyses. Under the term “big data” we mean structured, semistructured, unstructured and unprocessed (raw) data in many different formats, over
most of which standard SQL instruments cannot be applied. The emergence of this term
is linked to the search of new value inside and outside conventional data sources. “Big
data” analyses require a technology or a set of technologies that possess capabilities for:
o Scaling for an easy support of petabytes of data.
o Distributed processing among thousands of processors that may be
heterogeneous and geographically distant.
o Embedding of user functions of various levels of sophistication.
o Execution of these functions over petabytes of data within several minutes.
o Support of a wide range of various types of data.
o Loading analysis-ready data. The speed has to be very high (gigabyte per
second).
o Integration of multiple-source data, also at a very high speed (gigabyte per
second);
o Loading data before their structure is declared or identified.
o Execution of analytical queries in real time upon booting the data, etc.
So far, there are two architectures for “big data” analyses – extended relational
database management system (RDBMS) and MapReduce/Hadoop. They are
implemented as separate systems, but there are hybrid models including both
architectures. The development of “big data” analyses can be speeded up thanks to
cloud services, which provide instant scalability without considerable investments in
hardware.
One of the important characteristics of “big data” is that they are often used to
store and process unstructured data such as web contents, text, social media contents.
In order to make the use of such data practically possible, organizations have to link
them to existing structured data from their in-company OLTP (Online Transaction
Processing) systems, data warehouses and other systems in the organization, such as
CRM (Customer relationship management), ERP (Enterprise resource planning).
Linking these data enables the identification of new models and associations.
Before being used, these data have to be cleansed. It is impossible for data to be
cleansed the moment they are used or when they have already been collected in
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enormous data repositories. The right approach is for data to be cleansed where they
are located – when the systems transaction flow starts. For example, when the
consumer clicks OK in the web site, or when RSS informs of new publications in a
blog in real time. Information from many systems has to be collated.
The author of this paper believes that another level of BI maturity has to be
added to the BI maturity model offered by Adam Getz in 2010, and namely a level 6
big data analyses.
This new level is characterized by capabilities for:
• Working with large volumes of data, distributed over a large number of systems
and execution of parallel analyses in a cloud environment;
• Access to transactional information at the moment the transaction is executed;
• Finalizing business deals at high speed and quicker response to events that
influence business activities;
• Identifying trends and models in order to enhance planning and forecasting;
• Reducing response time for clients demands and complaints;
• Getting hold of up-to-date information that is needed to clinch deals.
Thus all kind of organizations can create new products and services, improve
existing ones and come up with completely new business models. The Big data analyses
level brings together the following capabilities: Cloud type BI solutions, in-memory
analyses and big data analyses. The aim of this level of BI solutions is to facilitate
decision-making, make work faster, increase productivity and efficiency.
Inevitably, as a result of the fast development of technologies, vendors
of BI solutions will aim to reach this new level. To achieve it, they will have to
rely on the enhanced capabilities of BI platforms that the author offered.
TRENDS IN THE DEVELOPMENT
OF BUSINESS INTELLIGENCE SYSTEMS
Assist. Prof. Latinka Todoranova
Abstract
The aim of the present article is to trace the movement of the market of BI solutions, as
well as the trends in their development. There are presented the main capabilities which those
systems should provide, there are also put forward some new ones. There is analysed the
maturity model of business intelligence solutions of Adam Getz1. In addition to that there is
made a suggestion for updating his model by way of adding another level.
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Econ Lit – L830

FACTORS OF INTERNALISATION OF HOTEL CHAINS
PhD Student Maya Ivanova
Introduction
The wish for growth and multiplication is a strategic decision and results from a
company’s readiness to set foot on a foreign market. To what degree this can come
true is a complicated question considered from various aspects, mainly in the studies
of multinational corporations, strategic management, international trade and others 1.
Hotel chains as multinational enterprises and part of the service sector are an
interesting matter to study. Being huge international corporations, they operate on a
much bigger scale than what is common for tourism (where, as a rule, small and
medium-size enterprises prevail)2, their activity, at that, is not limited to a single country,
it spreads in a wider, global aspect, instead. In this sense, hotel chains feature all the
qualities of multinaitonal companies and a big part of their trends and issues are
characteristic for them as well.
In studying hotel chains, a focal point in literature is taken by the process of their
development and expansion, or their internalisation. By “internalisation” one means
the process of growth outside the country where the company has been registered 3 or
the activities carried out in several countries, often in a particular region or globally 4.
It is necessary to specify that the process of expansion does not include compulsory
exit from the original country. If the market in a particular country is big enough, a
hotel chain can operate only in it too, i.e. remain local. However, in the very process of
expansion the company faces similar issues as in going international. That is why
internationalisation itself and the factors that predetermine it refer to local chains too,
and the minor importance of outside factors makes the process easier.
As Slattery5 suggests, in various regions in the world hospitality has been
internationalised to various degrees. The highest is the extent of internationalisation of
Anglo-Saxon chains (American and British ones) mainly as a result of the origin of
these chains. In Europe the industry itself is highly fragmented. Even though there are
1

2

3

4
5

Olsen, M.D. and Roper, A. Research in strategic management in the hospitality industry. International
Journal of Hospitality Management 17(2), 1998, 111-124; Teece, D. Transaction cost economics and
the multinational enterprise. An assessment. Journal of Economic Behavior and Organization, 7(1),
1986, 21-45.
Davidson, M., McPhail, R. and Barry, S. Hospitality HRM: past, present and the future. International
Journal of Contemporary Hospitality Management, 23(4), 2011, 498-516.
Gross, M. and Huang, S. Exploring the internationalisation prospects of a Chinese domestic hotel firm,
International Journal of Contemporary Hospitality Management, 23(2), 2011, 261-274.
Holvesson, S.Global marketing essentials. Hаrlow: Pearson Education Ltd, 2008.
Slattery, P. Hotel chain growth and the development process. 2003, http://www.standr.co.uk/
ind_writings.html (01.10.2012).
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more than 170 companies with not more than 10 hotels in their own portfolio 6, in
practice they fail to apply branding of their hotels to the necessary degree and, therefore,
position them as a unified brand.
Studying the processes that allow hotel chains to go beyond the boundaries of
their national market, as well as studying the factors they comply with in choosing a
new market or country, alredy feature the chains in their role of participants in the
global system of hospitality and tourism. By studying internationalisation and its factors
we demonstrate how hotel chains, by use of their complete scope of resources, activities
and relations, could possibly develop and grow, with very high rate globally, at that. In
view of this fact, the objective of this paper is to identify and analyse the factors that
influence the process of internalisation of international hotel chains. The objective is
achieved by solving the following scientific tasks of research:
1) Clarifying the specifics of hotel chains and their importance for internalisation.
2) Identifying and analysing critically the inner factors of internalisation.
3) Outlining and analysing outer factors that influence hotel chains.
Specifics of hotel chains and their importance in internalisation
Hotel chains are an interesting phenomenon in the field of hospitality, simply
because they have several very specific characteristic features. On the one hand,
they operate through a big number of outlets, often in various countries, which
makes them part of multinational coprorations. On the other hand, since they operate
in the field of services and more particular – in hospitality, they feature the typical
elements of the hotel product which is not similar to any other product in the sphere
of business and services7. The latter are tangible and inseparable, they combine
production and consumption, require the compulsory participation of the consumer.
That is why they have diffculties in reproducing themselves with absolute precison
and it is almost impossible to maintain an ever-lasting quality in producing them. The
hotel product includes a set of material elements and services, at the same time it is
always interrelated with a specific location and client’s involvement in the
production process. Unlike most servicing industries (consultation services,
touroperating services, insurance), hospitality requires a considerable initial capital
which is also characteristic of other sectors of the servicing sphere (chains in the
leisure-time industry, retail chains and so on).
All these characteristics lead to more differences in the process of
internationalisation of hotel chains.
Studies in the field of internationalisation are exceptionally numerous and various
(See Appendix 1). Despite being numerous, hoewever, sources on internationalisation
of hotel chains are a bit chaotic and they do not fit a widely accepted uniform framework,
6

7

Holverson, S. and Revaz, F.Perceptions of European independent hoteliers: hard and soft branding
choices. International Journal of Contemporary Hospitality Management, 18(5), 2006, 398-413.
Harrington, R. and Ottenbacher, M. Strategic management: An analysis of its representation and focus
in recent hospitality research, International Journal of Contemporary Hospitality Management, 23(4),
2011, 439-462.
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in spite of the numerous attempts to define one 8. Authors themselves apply various
presumptions and use various theoretical approaches to explain the process 9 - the
eclectic theory10, the theory of transactional costs11, the agent’s theory12, the syncretic
one13, the theory of ethnocentrism14, the theory of resources15 and so on. The process
of expansion is viewed sui generis, outside the context of the phenomenon of hotel
chains. The factors outlined often turn out to be important only for the example studied
in particular. There are almost no studies made from the point of view of local tourism
industry and hotels, as well as of their positions in respect of the emerging hotel chains.
It is essential to point out that in most papers there are combined all steps in the
process of accession, i.e. one views together all factors that influence both the decision
for expansion and the choice of a way to break into a foreign market (the so-called
entry mode). It is exactly for this reason that various theories are involved (the Eclectic
theory, the Theory of transactional costs, the Theory of resources, the Agent’s theory
and others). In the long run, no thorough framework is set up. In this sense, this paper
focuses only on the factors that directly affect the decision of hotel chains to expand
overseas, rather than on the particular entry mode they choose.
Inside and outside factors influencing the process
of internalisation of hotel chains
As for the factors which exert influence in internalisation, there are numerous
attempts for classification, but one of the most common and affirmed one is the Eclectic
theory, formulated by Dunning & McQueen16. It divides factors into three completely
heterogeneous groups, all related to the internal characteristics of the company and
ownership, defined by the host country and predetermined by the skill of the company
to internalise its activities (Ownership, Locational, Internalisational – OLI) which results
into the name of the theory – “eclectic”.
8

Dunning, J. and М. McQueen. The Eclectic Theory of International Production: A Case Study of the
International Hotel Industry. Managerial and Decision Economics, 2(4), 1981, 197-210; Contractor, F.
J. and S. K. Kundu. Modal Choice in a World of Alliances: Analyzing Organizational Forms in the
International Hotel Sector Journal of International Business Studies, 29(2), 1998a, 325-357.
9
Littlejohn. D., А. Roper and L. Altinay. Territories still to find – the business of hotel internationalisation,
International Journal of Service Industry Management 18(2), 2007, 167-183.
10
Dunning, J. and М. McQueen. 1981. Цит. съч.
11
Anderson, E. and Gatignon, H. Modes of foreign entry: a transaction cost analysis and propositions.
Journal of International Business Studies, 17(3), 1986, 1-26; Erramilli, M.K. and С. Р. Rao. Service
firms’ international entry-mode choice: a modified transaction-cost analysis approach. Journal of
Marketing, 57(3), 1993, 19-38.
12
Chen, J. J. and І. Dimou. Expansion strategy of international hotel firms. Journal of Business Research,
58(12), 2005, 1730-1740.
13
Contractor, F.J. and S. K. Kundu. Цит. съч., 1998.
14
Perlmutter, H.V.The tortuous evolution of the multinational corporation. Columbia Journal of World
Business, 4(4), 1969, 9-18.
15
Madhok, A. Cost, value and foreign market entry: the transaction and the firm. Strategic Management
Journal, 18(1), 1997, 39-61.
16
Dunning & McQueen, 1981, цит. съч.
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First come the so called “ownership advantages” or ones resulting from
ownership. The authors review the inherent company characteristics that are its
competitive advantages compared to the local firms on the foreign market. These are:
size and structure of the company, the network of suppliers and partners that it has
built, the experience and expert qualities of its managers, its ability to implement
innovations, to afford introducing extra products and services and others.
The next group of factors that determine whether a company will enter a foreign
market or not, are the so called “location advantages” or factors deifned by the host
country. These are: size and growth of the tourist infrastructure, availability and quality
of staff for hotels, state policy in regard to tourism and hopsitality, political, social and
economic stability. In later publications some authors add also cultural differences, as
well as local traditions and habits17 that are not intentionally mentioned in the eclectic
theory. In some studies of particular cases one adds more importance to the political
and economic conditions in the host country18.
As a last group of factors that determine the development of a company overseas,
Dunning points out the so called “internalization advantages” or the company skill to
internationalise resources and the activity for using them, which practically happens
by choosing the way of entering the new market. By “internalisation” the author
understands the degree of control that the parent company is able to exert on its own
resources and the acquired ones or, in other words, whether the hotel company should
affirm itself with its own investment or by way of contractual relations. This group of
factors affects rather the way of entering the new market studied in the context of the
Theory of transactional costs. That is why they are not the topic of this paper.
The eclectic theory is widely accepted and it is it that many studies are based
19
upon confirming its postulates20. Johnson and Vanetti, for example, successfully apply
the eclectic theory for the region of Central and Eastern Europe and develop it further
by formulating more factors concerning the host country – size and image of the city,
infrastructure of the region and the way the city is perceived as an attractive business
location. However, it is necessary to point out as a disadvantage that the eclectic
theory is static and does not take into account the corporate strategy and decision
making that are strictly subjective for each company and also happen to be a competitive

17

That are not exceptiona.
Heung, V., Zhang, H. and Jiang, C. International franchising: Opportunities for China’s state-owned
hotels? International Journal of Hospitality Management 27(3), 2008, 368–380; Guillet, B. D., Zhang,
H.Q. and Gao, B. W. Interpreting the mind of multinational hotel investors: Future trends and implications
in China. International Journal of Hospitality Management, 30(2), 2010, 222-232; Zhang, H. Q.,
Guillet, B. D. and Gao, W. What determines multinational hotel groups’ locational investment choice
in China? International Journal of Hospitality Management, 31(2), 2012, 350-359.
19
Dunning, J. The eclectic paradigm as an envelope for economic and business theories of MNE activity.
International Business Review, 9(2), 2000, 163-190.
20
Research, 32(4), 2005, 1077–1099; Guillet, B. D., Zhang, H.Q. and Gao, B. W., цит. съч.; Burges, C.,
Hampton, A., Price,L., Roper,A. International hotel groups: what makes them successful? International
Journal of Contemporary Hospitality Management, 7(2/3), 1995, 74-80.
18
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advantage in relation to other companies 21. That is why Contractor & Kundu22 base
their ideas on several existing concepts about internalisation and create their own –
the “syncretic” one aimed at overcoming the shortcomings of the former.
In most cases researchers23 view factors of internalisation in a very simplified
way, dividing them into firm-specific and country-specific, which in this case turns out to be
parallel to the eclectic theory but with a different name, classification and additional conditions.
In order to include these authors in our study too, and thus make a more detailed summary
of internalisation factors, we also group them into firm- and county-specific.
The firm-specific factors include the necessary conditions for international growth
that are part of the company/hotel chain itself, its own resources, size, competitive
advantages; yet, they also include the strategic plans and goals, while the countryspecific factors are those that predetermine the location which the company has
chosen to develop its activity (See Table 1).
Table 1
Firm- and country-specific factors of internalisation













Firm-specific
size of the company
international experience
strong trade mark
competent managerial personnel,
professional skills
developed competitive advantage,
specialised know-how
available financial resources – economies of
scale
established technology
quality and control
global reservations system
system for training staff
company’s strategic and business goals

Country-specific
 economic conditions in the host country, level of
economic development
 political and legislative conditions, openness to
foreign investments, state policy
 political and economic risk
 cultural differences or cultural destination
 market potential
 infrastructure
 increased social prosperity/purchasing power of
local population
 characteristic features of the local market – local
entrepreneurs, available potential partners
 saturation and competitiveness on the country’s
own market
 attractions, mega events, tourist resources

• Firm-specific facotrs of internalisation
Firm-specific factors, actually, turn out to be the conditions that determine a
hotel-chain readiness to multiply itself. From the point of view of the resource approach
21

Altinay, 2007, цит. съч.; Contractor & Kundu, 1998a, цит. съч.
Contractor, F.J. and Kundu, S.K. Franchising versus company-run operations: Modal choice in the
global hotel sector. Journal of International Marketing, 6(2), 1998b, 28-53; Contractor and Kundu
(1998a), цит. съч.
23
Quer, D., Claver, E. and Andreu, R. Foreign market entry mode in the hotel industry: the impact of
country- and firm-specific factors. International Business Review, 16(3), 2007, 362-376; Hill, C.W.,
Hwang, P. and Kim, C. An eclectic theory of the choice of international entry mode. Strategic Management
Journal, 11(2), 1990, 117-128
22
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this is a way for the company/hotel chain to broaden its resources24, while from the point
of view of the theory of transactional costs it is a means to better exploit the available
specific assets25. In both cases it is about transferring and using a company’s own competitive
advantages. A hotel chain can develop mainly because of its firm-specific strengths
(competitive advantages) that are respectively a result of the available set of resources
and abilities , as well as the activities through which they are managed. However, the
strengths can come from the relations within the chain with the closest institutions of the
microenvironment. The brand, the reservations system, the service standards are some of
the most significant resources of the hotel chain that underpin its competitive advantages.
They are applied owing to the international experience and organisational skills, the effective
organisation and information system, whereas their bearers are the employees, the managers,
the owners of the chain or those defined in Table 1 as competent and trained staff.
Out of the firm-specific factors the size of the company is outlined as one of the
determinative ones26. Of course, for big companies it is much easier to provide resources
– financial, human or others. It is exactly with hotel chains, however, that the company
size does not affect that much its decision for going international. There are many
examples where relatively small firms function successfully overseas (New Otani,
Japan), because a prevailing form for entering a foreign market is through contracts;
besides, transferring technologies is much easier and affordable.
As for international experience the situation is similar – in hospitality it is not
always a necessary condition for entering a foreign market 27. For sure the strong
brand is present as a factor in most studies, be it in the hotel sector or not28. Undoubtedly
it is one of the driving forces in going international because it provides popularity and
recognition; for clients it symbolises a particular image and reputation29. Also, authors
are unanimous in their opinion about professional skills and managerial experience30.
For the service sector the specialised know-how31 or service technology is most
often pointed out as a competitive advantage. In some hotel chains the latter is in the
form of directives for behavior described in detail in relation to every step in the
24

Dev, C., Erramilli, K. and Agarwal, S.Brands across borders. Cornell Hotel and Restaurant Administration
Quarterly, 43(6), 2002, 91-104; Madhok, 1997, цит. съч.
25
Madhok, A. Reassessing the fundamentals and beyond: Ronald Coase, the transaction cost and resourcebased theories of the firm and the institutional structure of production. Strategic Management Journal,
23(6), 2002, 535-550.
26
Erramilli & Rao, 1993, цит. съч.; Johnson & Vanetti, 2005, цит. съч.
27
Fladmoe-Lindquist, K. International Franchising: capabilities and development. Journal of Business
Venturing, 11(2), 1996, 419-438.
28
Alexander, N. and Lockwood, A. Internationalisation: a comparison of hotel and retail sectors. The
Service Industries Journal, 16(4), 1996, 458-474; Doherty, A.M. The internationalization of retailing.
Factors influencing the choice of franchising as a market entry strategy. International Journal of Service
Industry Management, 18(2), 2007, 184-205; Peters, M. and Frehse, J. The internationalization of the
European hotel industry in the light of competition theories. Tourism, 53(1), 2005, 55-65.
29
Contractor & Kundu, 1998b, цит. съч.; Chen & Dimou, 2005, цит. съч.; Heung et al., 2008, цит. съч.
30
Fladmoe-Linquist, 1996, цит. съч.
31
Erramili & Rao, 1993, цит. съч.; Harrison, J. and Enz, C. Hospitality Strategic Management, New
Jersey: John Wiley & sons, Inc. 2005.
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process of servicing clients. A global reservations system, a developed distribution
network, a system for staff training32 are also considered to be competitive advantages
of hotel chains that they can make use of on new markets.
Available finanical resources are an absolute condition for development of any
company, especially on international level33. Yet, in the context of hotel chains financial
security is of minor importance in the cases when entering a foreign market is only on
non-capital ground and the basic financial risk is taken by the local partner (franchisee
or hotel owner)34.
One of the main criticisms of the eclectic theory is the omission of a company’s
strategic goals as an influential factor on the decision for going international. A company’s
whole strategy and intentions for development define the direction it takes in order to
affirm itself according to the set goals. Entering foreign markets, as it was already
pointed out above, is one of the development strategies35.
• Country-specific factors of internationalisation
The country-specific factors for a hotel chain are those of the microenvironment. Even though considered indirect, they are an important part of the
conditions that determine which country a hotel chain chooses. To a considerable
degree the relations with outside stakeholders, represented by competitors, suppliers,
partners, clients and mediators, also have an effect. In practice, these are all individuals
outside the hotel chain as an organisation.
As country-specific factors influencing the process of expansion of hotel chains
most ofen are pointed out the political regime in the host country36, the current economic
situation, as well as the prospects for the near future – risk of making investments 37.
As more specific indicators there are pointed out the ownership of outlets (it is relevant
mostly about the countries with communist and post-communist regimes where the
prevailing ownership is that of the state)38, cappital markets39, market potential40, cultural
32

Contractor & Kundu, 1998b, quoted source.; Heung et al., 2008, quoted source.
Quer et al., 2007, quoted source.
34
Brown, J.R., Dev, C.S. and Zhou, Z. Broadening the foreign market entry decision: separating ownership
and control. Journal of International Business Studies, 34(5), 2003, 473-488; Dev, C., Brown, J. and
Zhou, K. Z. Global Brand Expansion. How to select a market entry strategy. Cornell Hospitality
Quarterly, 48 (1), 2007, 13-28.
35
Altinay, L. and Altinay, M. How will growth be financed by international hotel companies, International
Journal of Contemporary Hospitality Management, 15(5), 2003, 274-283; Contractor & Kundu,
1998a, цит. съч.; Rodriguez, A.R. Determining factors in entry choice for international expansion. The
case of the Spanish hotel industry. Tourism Management, 23(6), 2002, 597-607.
36
Pine, R., and Qi, P. Barriers to hotel chain development in China. International Journal of Contemporary
Hospitality Management, 16(1), 2004, 37-44; Heung et al., 2008, цит. съч.
37
Altinay & Altinay, 2003, цит. съч.; Wu, A., Costa, J. and Teare, R. Using environmental scanning for
business expansion into China and Eastern Europe: the case of transnational companies. International
Journal of Contemporary Hospitality Management, 10(7), 1998, 257-263.
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Pine and Qi, 2004, цит. съч.
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Altinay, 2007, цит. съч.
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Guillet et al., 2010, цит. съч.; Wu et al., 1998, цит. съч.
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and language closeness41, the local tourist market and the competitors42, the availability
of quality human resources and managers43. In more recent publications the country
of origin of hotel chaings and the conditons in it are also pointed out as factors 44.
The political regime in the host country refers mainly to the countries with
communist, post-communist or authoritarian regime where the principles of the freemarket are not relevant or the economic activity is limited in a certain way. The most
common example in studies is China – mainly because of its growing importance
worldwide, as well as the country’s huge potential. Attention is also given to countries
like Cuba, the countries in Central and Eastern Europe, Russia, the Middle-East and
North-African counries, as well as those in South-East Asia – it is now that they
emerge as potential hosts, with growing tourism industry and stabilised economic
situation. Recently the political stability turns out to be determinant for a country’s
development in general – the example of Lybia and other Arabic countries show the
direct impact of political irregularities on all other sectors in a country. The manner of
governance is directly connected with the lawful regulations and ownership of hotels.
Again, in the context of China, as a centrally regulated market, the role of the state as
a direct participant is of major importance and affects both the current situation and
the prospects for the development of the tourist and hotel industry as well 45. The
country’s openness to foreign investment is of similar importance. For many countries
attracting foreign capitals is among the priorities for development which, respectively,
creates a much more favorable background for the incoming companies – like
comfortable taxation, less bureaucratic obstacles and others.
The economy is the other important factor that requires compliance when entering
a foreign market. By principle, the degree of development and stability attracts more
investors, it is an indicator for social prosperity, respectively for market potential, thus
increasing the attraction of the destination. Economic development presupposes
development of the market insfrastructure as well and a better basis for the incoming
companies.
Together, polictical and economic factors measure also the degree of political
and economic risk in a particular country from the point of view of foreign investing
companies.
41

Altinay and Altinay, 2003, цит. съч.; Vaishnav, T., Altinay, L.The franchise partner selection process
and implications for India. Worldwide Hospitality and Tourism Themes, 1(1), 2009, 52-65; Wang, Y.,
Vela, M. R. and Tyler, K. Cultural perspectives: Chinese perceptions of UK hotel service quality.
International Journal of Culture,Tourism and Hospitality Research, Vol. 2 No. 4, 2008 pp. 312-329
42
Pine and Qi. Цит. съч., 2004; Gross and Huang. Цит. съч., 2011; Guillet, et al. Цит. съч., 2010.
43
Wang, et al., 2008, цит. съч.; Heung, et al., 2008, цит. съч.; Cervino, J. and Bonache, J. Hotel management
in Cuba and the transfer of best practices. International Journal of Contemporary Hospitality
Management, 17(6), 2005, 455-468.
44
Chen & Dimou. Цит. съч., 2005; Johnson & Vanetti. Цит. съч., 2005; Mayhofer, U. International
Market Entry: Does the Home Country Affect Entry-Mode Decisions? Journal of International
Marketing, 12(4), 2004, 71-96.
45
Pine and Qi. Цит. съч., 2004; Gross and Huang. Цит. съч., 2011; Guillet et al. Цит. съч., 2010; Kong,
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Journal of Contemporary Hospitality Management, 21(3), 2009, 341-355.
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Local culture, traditions, customs, outlook and way of life play an important role
in making a choice on behalf of multinational companies. Thus, the social side of
tourism comes to the fore. Velo & Mittaz46 show to what degree cultural differences
can prevent the implementation of foreign values, accepted as such. Intercultural
differences are broadly studied47 in analysing globalization processes and pointed out as
an essential factor in choosing a country for investment. They are of crucial importance
for the service sector, tourism in particular, where there are real social interractions
between guests and servicing staff, as well as between employees, managers and
managerial team. In practice, even in other favorable conditions the difficulties in
communicaiton with the foreign nation may turn out crucial for the whole venture.
Physical remoteness as a factor refers mainly to recently emerging companies that
prefer to start with their neighboring countries48 first. This factor is of greater importance
in material production where the closeness to suppliers and distributors is important.
The tourism branch and everything that it relates to also turns out to be an
essential part – infrastructure, competitors, market saturation, tourist resources and
degree of their valorization, the country’s tourism policy and so on. Just as Porter49
points out, the attractiveness of the industry in combination with the firm-specific
factors determine its competitive position on the market. This includes the specifics of
the local market – availability of potential partners, reliable suppliers.
Recently major world events have more and more importance in tourism – the
Olympic games, world championships, world exhibitions50 because of the early planning
and investment where countries or other non-governmental organisations also take
part in (associations, partnerships and so on). Last but not least, the tourist resources
and attractions themselves are of importance – they are the basis for tourism to exist
as a rule. In this sense important are not only the countries where hotel chains enter,
so are also the particular places where the new hotel will be located – gateway cities/
entry points)51, resorts or other places depending on the product profile of the chain.
Even though mentioned rarely, there are factors in the country itself that is the
place of origin of the hotel chains, that also prompts them to going international. Such
are, for example, the degree of saturation of the local market with hotel chains, legislation
in the field of competion that refers to the control on the companies’ ruling status and
its abuse, as well as the unallowed concentration on local markets. Al these factors
stimulate hotel chains to set foot on the internaitonal markets.

46

Velo, V. and Mittaz, C. Breaking into emerging international hotel markets; Skills needed to face this
challenge and ways to develop them in hospitality management students. International Journal of
Contemporary Hospitality Management, 18(6), 2006, 496-508.
47
Minkov, M. Cross-Cultural Analysis: The Science and Art of Comparing the World’s Modern Societies
and Their Cultures. Thousand oaks: Sage Publications, 2013.
48
Heung et al. Цит. съч., 2008.
49
Porter, M. Competitive Advantage. Creating and sustaining superior performance. The Free Press,
New York, reprinted in 1998 with a new introduction, 1985.
50
Guillet et al., 2010, цит. съч.; Zhang et al., 2011, quoted source.
51
Johnson & Vanetti, 2005, quoted source.
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Conclusion
The opportunities for developing a particular company refer invariably to its
growth. Expanding the activity nationwide is a natural prerequisite for the future
expansion overseas. All international hotel chains have started their operations as
local chains52 and have later made international expansion or internationalisation.
On the whole, internalisation is a complicated and heterogeneous process which,
at that, acquires even more global character. Whitla 53 even thinks that at a certain
point internalisation tunrs into “globalisation” and the two concepts differ. The first
one simply means entering a foreign market, while the second encompasses a larger
spread on overseas markets leading to a bigger popularity of the brand, easy recognition
on behalf of clients from any countries rather than economic benefits. The goal is to
have a maximum spread of major markets, especially in the so-called gateway cities –
entry points in a particular country54. Other authors like Wiliam and Shaw55 pay attention
to the influence exerted by internalisation over the closest partners of the hotel chains
(outside stakeholders – suppliers, clients, competitors) – they are also made to go
international. Tourists are viewed as active participants in internalisation and innovation
owing to their ever growing mobility, informativeness and thus – their demand, they
are viewed also as sources of ideas for new products 56.
In the process of internalisation international hotel chains create more and more
flexible relations with suppliers and partners, they create and maintain inner networks
and relations57. Recently one observes the acceptance of development strategies with
not only standardised, but rather adapted, personified products, as well as a focus on
knowledge rather than operations, as was the case before. European and Asian hotel
chains will enjoy stronger development and will thus undermine the until recently,
dominating posiiton of the North-American and British companies.
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Cunill, O. M.Growth strategies of hotel chains: Best business practices by leading companies. New
York: The Haworth Press, 2006.
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Ibid.
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Ibid.
57
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Appendix 1
Scientific studies in the field of internalization
and the factors that determine it
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FACTORS FOR THE INTERNATIONALIZATION
OF HOTEL CHAINS
PhD student Maya Ivanova
Abstract
Increased globalization worldwide affects each branch of industry. It is particularly
evident with international hotel chains and the process of internationalization through which
those pass. The article identifies and subjects to critical analysis the internal and external
factors, which affect them in the process. Those include on the one hand the internal
preparedness of the hotel chain for expansion, and on the other - the characteristics of the
state, where it is to make an entry.
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Econ Lit – М490

A STUDY OF THE CONTROL FUNCTION INFLUENCED
BY THE PUBLIC FINANCIAL INSPECTION AGENCY (PFIA)
Assistant Professor Plamena Nedyalkova
Introduction
In the extremely dynamic economic and political environment, the functions of
financial inspection have a significant effect upon the way the process of control is
realized. On the one hand, the functions of financial inspection can be represented as
embracing all the activities in the area of economic financial inspection” 1, whereas on
the other, they are seen as a means to achieve an end, i.e. the control targets which
have been set. The purpose of the present study is to examine the control functions of
the Public Financial Inspection Agency (PFIA), which influence the control functions
of the government.
The following tasks have been set in the focus of the present study:
1. To present various opinions discussing the nature of financial control functions
and to explicate the author’s thesis on the subject.
2. To examine the inspections carried out by PFIA using the ‘method of least
squares’.
The functions of PFIA are placed in the focus of the present study. However, as
the scope of study is limited it does not cover the effect of all control authorities and
their functions upon the overall functions of government.
1. About financial control and its functions
Researchers differ in their opinions regarding the very essence of control functions.
Thus according to F. M. Rabinovich, control functions can be seen as “work conditions
which are designed to perform receptive-comparative control actions.”2 In this context,
we can assume that because of its preset purpose, financial control and relevant
functions can be subjected to an independent study. F.М. Rabinovich argues that the
following functions can be attributed to the overall category of control functions: training
function, educational function, impact function and the function of self-control. 3
In the opinion of other authors, control functions can be interpreted as those
objectively existing necessary forms which are revealed through the impact upon the
control system, and which are instrumental in achieving the said system’s objectives. 4
If we assume that the entire control system of a country can be represented as building
1
2

3
4

Donev, К., Theory of Financial Control, Science and economics, 2010, p. 15.
Рабинович Ф.М. Контроль на уроках иностранного языка//Иностранный язык в школе.
М.,1987.№1, с. 36.
Рабинович Ф.М, цит.съч., с. 39.
Donev, К., citation, writings, p. 56.
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blocks in which specific control processes are running, we cannot but agree with Fr.
Taylor’s view that at each level of financial control every function becomes specific
depending on the nature of the process at this level, the direction of impact upon the
control system, the reaction of the control system to the said impact and the role of the
control function in its purposeful impact upon the controlled object.5
K. Donev who has done some extensive research on the problem of financial
control, points out that “the functions of control can be implemented via multiple and
varied control tasks. … . Formulating and regulating the economic and financial control
function is a necessary prerequisite in defining the organizational and management
structure of control authorities alongside strict regulation of rights and liabilities.” 6 In
view of K. Donev’s research, the educational function, information feedback
function, protective and impact functions 7 are generally attributed to the functions
of financial inspection and control even though the latter can be represented in a
number of different ways.
The information feedback function can be broken down into information
extraction, information gathering and production, processing and submission of
information. The educational function is essentially meant to hone the critical ability
and prepare professional staff for the execution of control functions and activities; the
ability of self-criticism is also an important quality in the control process. The protective
control function is manifested in the protection of „property, social interests, collective
and individual interests and …. in protecting self-regulated economic entities”. 8
In the opinion of popular authors such as H. Koontz and C.O. Donnell, the
main control functions are planning, organization, coordination, integration and effect.9
W. Newman shares a similar view regarding the purpose of control functions, however
he argues that the function of resource coordination should be added to the above
mentioned control functions.10 All in all, the above authors agree that management
can be seen as the exertion of power over the controlled objects.
The herein discussed function of control is seen as the sum total of specific
activities performed by the controlled subject, resulting from the distribution of control
functions and aiming to exert influence upon the controlled objects. In broad terms,
the function of control is built upon constituent elements called sub-functions which
are in agreement, i.e. they are not contradictory. According to М. Dinev “Depending
on the management functions and more specifically the position of the control function
in relation to other management functions, we can distinguish among the following:
control function which is an independent part of the management process (special
control functions), control function which results from the execution of other
management functions (special control functions), control function resulting from the
execution of other management functions (non-specific control functions) and
5

Taylor, Fr., Principles of Scientific Management, Now York, Harper, p. 74, 1911.
Donev, К., citation, writings, p. 14.
7
Donev, К., citation, writings, с. 16.
8
Donev, К., citation, writings, p. 17.
9
Koontz,H., C.O. Donnell, Administration, McGraw-Hill, Mexico, 1985, p. 69.
10
Newman, W., Programacion, Organizacion y Control, Deusto, Bilbao, 1966, p. 21.
6
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independent control function, which is limited in scope but specialized in relation to the
object under observation (specialized control functions).” 11
Our position is that the basic functions which constitute the overall control function
of the country are as follows: planning function - laying down of strategic plans for
the relevant control institution; information feedback function – coordination of
information between control authorities realized via information extraction, information
gathering and presentation; organizational function - coordination of measures taken
by control authorities and coordination of control procedures inside the control
organization; protective function; educational function; impact function. Individual
control functions “are underpinned by their specific forms of manifestation. They
depend on the state of the object of control in time irrespective of its spatial dimensions.
The object can be examined not only in general but in relation to a timeframe within
which economic processes take place.” 12
1. The functions of financial control herein discussed are seen as basic or principal
as they are seen as a product of scientific consensus. In our view, these functions are
not finite and contained only to the scope of the present study. There may be other
functions which are grouped together or sub-divided into various sub-types. It is worth
noting that regardless of the attempted classification of control functions and measures,
these can be regarded simply as stages in a process which has a beginning and an
end. Disclosure and specification of the control function is a necessary condition in
determining the organizational and management structure of control authorities but
also a necessary step towards regulating their rights and responsibilities by using the
principles of financial control.
2. A study of the correlation between the basic control function
of the government and measures of control undertaken
by the Public Financial Inspection Agency
From a range of quantifying methods we have chosen “the method of the
least squares” to apply to our study. The method of least squares is “one of the most
popular methods”.13 Apart from being extensively used for the purposes of regression
analysis, the method of least squares is normally applied to linear statistic and
mathematical models which best illustrate its efficacy. 14
The purpose of the present study is to explain from a mathematical point view how
control actions may influence the basic control function and subsequently influence the
educational, informational, protective, organizational and planning functions. To this aim
we have decided on the regression analysis. The purpose of regression analysis is to
define the type of function y = f (x), in which х is called regressor (independent
11

Dinev, М., Control and regulation of economic systems, Partizdat, Sofia, 1989, p. 55.
Dinev, М., citation, writings, p. 56.
13
Cholakov, N., Logics and mechanism of the least squares method, http://research.unwe.bg/br9/ntn.cholakov.pdf, seen on 12.08.2012.
14
Cholakov, N., citation, writings, seen on 12.08.2012 г.
15
Кулиш, С.А, Воловельская С.Н.,Рабанович И.А, Математические методы в планировании материально – технического снабжения, Вища школа, 1974 г., с. 15.
12
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variable) and у is a dependent variable, which implies that “we need to find a regression
equation which corresponds more fully to the nature of the examined correlation”.15
Constituent functions can be discussed from the point of view of control authorities
which account for these functions. Relevant control actions or measures can be
attributed to the independent variable while the dependent variable is equivalent to the
overall control function. The arguments for the control function are expressed
numerically on the basis of realized control functions. Here we can pose the following
interesting question. If the arguments of control are seen as operations, then which
control operation can be defined as an independent variable of the control function
and which as a dependent variable of the same function? Research on this subject is
rather limited; many experts however agree that control can be examined from a
functional point of view, as a function16, even though its structural elements have not
been analyzed in full.
The chosen method makes it possible to easily and precisely define the dependent
variable i.e. the overall control function. Firstly, our overriding goal is to define the
main purpose of the control function. Experts agree that the purpose of the control
function is to guarantee and maintain the social-economic and political stability of the
community. The discussed control function which is indicative of the entire control
system is undoubtedly based on the strict observation of control principles on the part
of all participants that make up our country’s control system.
Historic evidence shows that control function and the way it is implemented can
be influenced by a number of factors. Thus for example, advances in science and
technology, the rise of new political and economic theories can be the driving force
behind the progress of business entities on the one hand; while on the other they can
put to the trial the purpose and effect of the basic function.
Notwithstanding the circumstances, time and space, the basic function of control
is revealed via five major components, namely: evaluation of the system’s norm of
behaviour (including human behaviour) seen as a complex of interrelated units and
systems; evaluation of systems predicted state; measuring and establishing the factual
state of systems; analysis of factors causing deviations; implementation of a corrective
program and establishing means to regulate systems’ behaviour.”17
The application of a mathematical model is based upon an empirical database
which stipulates the relationship (dependency) between the dependent and independent
variable. The study of the basic control function and ensuing control operations makes
it necessary to define a certain index against which the end result of implementing the
control function can be measured. In our opinion, the index in question illustrates the
earnings, generated through state control operations in the form of fines, sanctions,
collaterals and penalty rates.
The total revenue from state control operations and measures can be expressed
as a total value resulting from the sum total of receipts from tax, customs, budget,
bank, insurance and currency control. The independent financial audit which is performed
16
17

Donev, К, cit., writings, p.25; Tomov Y., cit., writings, p. 37.
Dinev, М., Theory and practice of state and public control , Partizdat, 1984, p. 15.
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under the Independent Financial Audit Act of Bulgaria is not profit oriented, i.e. it
excludes profit generated in favour of the state. The same is valid for the internal audit
performed inside the organization. Despite the fact that independent financial audit
and in-house control are seen as functions of the overall function of financial control,
the absence of a quantitative index excludes these two functions from the herein
discussed method of analysis.
In view of the individual measures taken by control authorities, we reckon that
the basic function of financial control can be regarded as dependent on the measures
of tax control, budget control, bank control, insurance control, customs control, currency
control, independent financial audit and internal control. Mathematically this relation
can be expressed in the following manner:
y = f ( x1, x2, x3, x4, x5, x6, x7, x8), where:
у – basic financial control function
х 1 – tax control
х 2 – budget control
х 3 – bank control
х 4 – customs control
х 5 – insurance control
х 6 – currency control
х 7 – independent financial audit
х 8 – internal control
The study of the above relationships can be realized by means of regression
analysis. The purpose of regression analysis is to decide whether it is possible to
establish a functional relationship between two or more random values. If such a
relationship is at hand, applying the regression analysis method will define the function
which most accurately describes said functional relationship 18 while trying to identify
a functional relationship of the type:
y = f ( x1, x2, x3, x4, x5, x6, x7, x8),

(1)

which from a mathematical and statistical point of view offers a simple expression
of the relationship between independent and dependent variables/ values. Equation
(1) will be set as a regression equation.19
Regression analysis will not only define the relationship between independent
and dependent variables, but it will help predict the dependent variable values when
the values of the independent one are known or accessible. 20
Owing to the extreme variety of correlation models, our study has focused on
the single regression model aiming to identify the effect of each factor upon the
dependent variable. In this way, we can decide whether the relationship actually exists
18

Castle, L., The Methodology and Practice of Econometrics: A Festschrift in Honour of David F.
Hendry, Oxford Univ. Press, 2009, р. 345.
19
Castle, L., see the above, р. 365.
20
Kalinov, К., Statistical methods in behavioral and social theories, New Bulgarian University, 2001, p.
352.
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and comment on its very nature. This problem can be solved on the basis of “theoretical
discussion and via an empirical verification of respective hypotheses being put
forward.”21 The purpose of the single regression model is to measure the specific
quantitative relations caused by the functioning of the relationship. “With factorial
relationships, the main task is to measure the impact of factors Х upon the behaviour
of the effect У.”22
Thus it becomes possible to examine the impact of earnings generated from
budget control, (Х) upon the total value of earnings received through the control
operations of all state control authorities (У), i.e. the said function suffers the impact
of a single variable which is represented by all revenue generated by budget control.
Table 1 illustrates revenue generated in terms of the two indices while data sets are
quoted on a quarterly basis spanning 2007 - 2011:
Table 1
Revenue generated by fines, default penalties and compensations imposed by
all financial and control authorities, including PFIA earnings from inspection

21
22

Year (Time series)

Observation №

Dependent variable У –
function of financial
control

X revenue from
PFIA’s
control operations

1

2

3

4

First quarter of 2011

1

1 920 559,61

243131,84

Second quarter of 2011

2

2 559 056,79

158 358,52

Third quarter of 2011

3

4 072 035,46

327 967,12

Fourth quarter of 2011

4

3 988 085,14

729333,52

First quarter of 2010

5

728 992,44

153188,89

Second quarter of 2010

6

1 230 255,53

345631,11

Third quarter of 2010

7

941 443,50

489187,62

Fourth quarter of 2010

8

7 688 204,93

390692,38

First quarter of 2009

9

1 374 163,40

298862,50

Second quarter of 2009

10

1 508 643,11

361719,28

Third quarter of 2009

11

2 880 281,83

177614,14

Fourth quarter of 2009

12

3 276 187,26

357254,08

First quarter of 2008

13

5 204 607,34

477371,44

Second quarter of 2008

14

3 057 726,35

514812,61

Third quarter of 2008

15

3 742 226,07

219899,74

Saykova, Iv., Statistical analysis, New Bulgarian University, Sofia, 2000, p. 198.
Saykova, Iv., citation, writings, p. 199.
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Fourth quarter of 2008

16

10 399 667,24

1136037,21

First quarter of 2007

17

8 501 303,98

344112,18

Second quarter of 2007

18

9 570 823,41

211339,66

Third quarter of 2007

19

10 494 867,62

112116,21

Fourth quarter of 2007

20

43 722 470,99

1166866,95

Source: Ministry of Finance, http://www.minfin.bg/bg/statistics/12

Data sets on income received from financial inspection operations are provided by
the National Statistical Institute and presented in the present study as dependent
variables. In terms of the independent variable, or the index “budget control income” all
data is submitted by the Public Financial Inspection Agency (PFIA). The idea to use the
said database can be attributed to the fact that the Audit Office is answerable for the
budget control, and in case of alleged malpractices the auditors from the said office are
liable to identify and remedy irregularities, i.e. the Audit Office has no power over bringing
the defaulted parties to justice. PFIA and the Prosecutor’s Office have the power to
take action provided they have been approached by the Audit Office.
The table below shows the regression analysis used to establish the relationship
between revenue received from control operations of all inspection and control authorities
and receipts from PFIA inspection measures. Data from Table 1 are processed and
adapted for the purposes of regression analysis and presented in Table 2.
The values shown in columns 3 & 4 (see Table 1) have been underrated by
10 000 BGN, to submit lower values in the regression analysis calculations. These
underrated values are illustrated in Table 2, columns 3 & 4. In view of Table 2 data
and using the EXCEL functions we can conclude that the relationship between revenue
generated from fines, damage compensations and default penalties imposed by all
financial and inspection authorities in the country and revenue received through PFIA
control measures is polynomial, see Fig. 1:
5000
4500
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Y = 15,481X2 - 234,22X + 872,06
R2 = 0,5817
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Fig. 1. A diagram showing the relationship between revenue received by all
financial and control authorities and income generated by PFIA
for the period 2007 - 2011.

Data sets used to calculate the regression equation necessary to predict the relationship between the overall control
(У) and revenue from control operations implemented by PFIA to adhere to financial discipline and practices (Х)

Table 2
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Data presented in Table 2 and Fig.1 gives us reasons to believe that the relationship
is not linear (a straight line) but it is a polynomial relation of second degree. The above
regression model corresponds to a parabola and can be applied to those cases where
the dissipation diagram approximates the mean values.23 Mathematically, the relationship
can be represented in the following way:24
У(Х) = a0 + Х a1 + Х2 а2
Coefficients а0, а1 and а2 are termed polynomial coefficients, where а0 is called
a free coefficient. In the equation х is a polynomial variable. The coefficients can be
calculated with the help of the following system of linear equations: 25

In view of the above system, if we assume that all coefficients except for а 0 are
zero, then the end result will be У(Х) = а0. „Hence, any numerical value that is not
zero can be regarded as a zero degree polynome. If all coefficients are zero, the
equation will be У (Х) = 0. This polynome is called a zero polynome.”26
In order to analyze data from Table 2, applying MS Excel – Tools, Data Analysis,
Regression, we have chosen the model of polynomial regression, with the least standard
error of evaluation. In our opinion a second degree polynome best describes the degree
in which the revenue received from all financial and control authorities differs from
the revenue received from PFIA. The above relation is best illustrated by the regression
equation of the type У = 15,481Х2 - 234,22Х + 872,06. Based on our study, we can
draw the conclusion that the dependent variable У – basic function of financial
control (using the equation as a model), can be modified not only by the average
velocity, i.e. parameter а1, but also by the average acceleration represented by parameter
а2. The numerical value and sign before parameter а2 (average acceleration) show
the direction, the size of parabolic curve and its position in relation to the axis of
abscissa.27
The Public Financial Inspection Agency (PFIA) is defined as a specialized control
authority operating under the country’s National Control System. The Agency has
23

Кoseva, D., Company Statistics, Steno, 2000, p. 144.
Alexandrov, Kr., Economic and mathematical methods and models in trade, Georgi Bakalov PH, Varna,
1989 , p. 39.
25
Kirkorov, I., Higher Mathematics/Calculus, Nauka & Izkustvo, 1989, p. 219.
26
Kirkorov, I., cit., writings, p. 220.
27
Alexandrov, Кr., cit., writings, p. 40.
24
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specific sub-functions and tasks relevant to the overall control function of the country.
These are never in contradiction, on the contrary, their effect is meant to complement
the running of the state. The basic sub-functions of PFIA which constitute its overall
control function, are provided under Article 8, par. 1 of the Public Financial Inspection
Law, i.e.: to administer, conduct, and monitor the implementation of inspection activities;
to plan and exert follow up inspections for observing the normative acts in accordance
with procedures for public procurement orders; to gather and process information on
the activities of persons or individuals under the Public Financial Inspection Law, Art.
4 with regard to procurement of public orders; to analyze conditions and causes for
breaches of the financial discipline and to propose corrective measures to the competent
authorities; to provide methodological guidance to the financial inspectors for
performance of the activities under this Act and to exercise control over the quality of
inspection activities; to organize primary professional training for newly appointed
officers, for maintaining and enhancing their qualification, as well as for gaining new
professional knowledge and skills by the officers of the Agency; to cooperate and
exchange information with other public authorities; to cooperate with the financial
control authorities and organizations of other states and international organizations; to
cooperate with the control bodies of the European Commission (hereinafter being
referred to as the “Commission”), to ensure unrestricted access to premises and/or all
documents, including in electronic format, necessary for in situ inspections and checks
- in case of refusal on the part of the inspected state-aid beneficiaries or entities under
Art 4, par.7, which have received funds under international agreements or EU programs.
The sub-functions of PFIA are related to its principal tasks. Virtually, PFIA
tasks fall within the activities of the control authority through observation of the financial
and control principles.On the other hand, under the provisions of Art. 8, para 1 of
PFIA, it is clear that the above functions summarize the inspection activities of the
Agency, namely inspection function, sanctioning function, educational function and
protective function. PFIA annual reports for the period 2007 - 2011 give ample evidence
on the realized sub-functions of the Agency. The information is presented in Table 3
covering the period 2007 - 2011 including:
The information included in Table 3 is only valid for the period 2007 - 2010,
having in mind the fact, that until 2006 protection of public financial interests was
realized by the Public Internal Financial Control Agency (PIFCA). The authority of
PIFCA before the reform covered the area of internal audit function and inspection
function. The functions of the former Public Internal Financial Control Agency (PIFCA)
differ significantly from the present functions of PFIA.
Conversely, the lack of specific procedures on how to apply the principles of
financial control has prevented the detailed analysis of the data in Table 3 and has
hence made it impossible to define the said functions implementation. We regard this
as a serious lapse in the financial and control theory and practice.
We also need to point out that the herein discussed method is not without
deficiencies. In terms of the said method, the overall financial and control function is
presented as being dependent not only on certain sub-control functions but also on the

Source: Reports on activities of PFIA over the period 2006 - 2011.

PFIA functions and control operations for the period 2007 - 2011

Table 3

Articles
129

IZVESTIA – Journal of University of Economics – Varna

130

independent control operations of the government. The latter are defined as quite
specific in their nature and entirely independent of each other. The study of inspection
activities and control operations which are aimed at organized crime, corruption
practices, money laundering, mishandling of EU funds, irregularities in assigning and
procurement of public orders, tax fraud, manipulation of accounts, drug traffic, illegal
traffic of people, etc., should be realized against an adequate evaluation basis. The
problem with this method however lies in the need to specify the exact number of
realized control operations for the period under study, and subsequently specify the
outcomes of the said operations in terms of efficiency rates. Furthermore, this end
result or outcome should be represented as a value. A further inconvenience is that
not every inspection and control operation can be value represented. Thus for example,
the inspection conducted by PFIA for the municipality of Alfatar was aimed to check
observance of statutory acts in relation to assigning and procurement of public orders,
in view of agreement № 107 dated November 10th, 2009, which was signed with
‘Road Support” Ltd., Silistra to ensure support and maintenance of roads in winter
conditions for the period 2009-2010.” In its report № ДИЗСС-0001 / as of February 7,
2012, the PFIA did not mention any irregularities found and no penalty actions or
sanctions were imposed. Under such circumstances it appears not only difficult to
evaluate the cost of the entire inspection operation, but it is even harder to find a
numerical expression of inspection functions, providing no profit is generated in favour
of the state. Information on the scope of inspection operations conducted in the
Municipality of Alfatar is given in Table 4, namely:
Table 4
Results established from the implemented inspection activities
in the Municipality of Alfatar, 2012
Total

Number of

Cost of

Number of

Number of

Irregularities

Number of

amount

established

non-

issued

unissued

or damages

irregularities

of

assigned

procured

Administrative

Administrative

established

and AEAO

funding

acts written

(yes/ no)

-

-

checked

and

/false

Acts

Acts

public

procured/

public

(AEAO)

(AEAO)

orders

unprocured

orders

(PO)

(PO)

35 261,14

-

Verified
European

(PO)
-

-

-

-

BGN.

The control inspection in the Municipality of Alfatar is not the only inspection on
completion of which no irregularities and malpractice have been established by PFIA.
Similar inspections were conducted in the municipalities of Kubrat, Loznitsa, Baltchik,
Harmanly, district “North” in the Plovdiv municipality, Plovdiv, Bratya Daskalovi,
Kardzhali, Pernik, Bobov Dol, the Centre of Oncology in Plovdiv, ‘MBAL’AD in the
town of Haskovo, „DIK” Ltd., Smolyan, the State Psychiatric Hospital in the town of
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Kardzhali, NEC, the Ministry of Environment and Waters, the Administration of the
Council of Ministers and others. The above-mentioned inspections were conducted in
the period from January 1st, 2012 until March 30th, 2012.28
Conclusion
From the herein presented arguments, we can conclude that the chosen method
of research has served well the purpose of this study and can therefore be used to
predict the deviations in the basic control function of financial inspection even though
for the purpose of a more detailed analysis of the financial inspection function other
methods, both quantitative and qualitative, could be applied as well. The regression
analysis provides information on the interrelation and interdependence existing between
the basic control function and the function of PFIA for instance, even though the said
relationship can be established on the basis of values and output results submitted by
the control inspections. Control inspections which end in a statement of findings and
recommendations with no property sanctions or fines being imposed, call for a different
method of research, one that will help define the degree of interrelatedness between
the said control inspections and the overall function of financial control. We reckon
that in this situation, qualitative methods will be the more appropriate to apply.
In view of the presented observations, the following main conclusions can be
drawn:
1. The present study puts forth a new understanding of the functions of financial
control, in view of the sum total of all control activities: the information feed back
function, the educational function, the protective function and the impact function
are seen as integral parts of the overall control function of the government.
2. With the help of the least squares method we can establish a relationship
between PFIA control activities and the overall function of financial control. Based on
the polynomial relation between the dependent variable Х and the independent variable
У, we can easily and accurately make forecasts about the revenue which PFIA receives
from its control and inspection activities and how these in return influence the overall
control function.
3. The above method, which has been applied for the purposes of analysis, has
some downsides which can be attributed to the fact that not all of the control inspections
conducted by PFIA generate profit for the state. A large number of said inspections
end up with inspectors’ written report and statement of lack of irregularities. These
are exactly the control inspections which cannot be examined by means of the herein
discussed method of research, even though they still incur expenditure on the part of
government.

28

Reports data is officially submitted by PFIA. It is also published at: www.adfi.minfin.bg, seen on June
16, 2012 г.
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A STUDY OF THE CONTROLLING FUNCTION, UNDER THE INFLUENCE
AND EFFECT OFTHE FINANCIALAND CONTROLLINGACTIVITY
OFTHE PUBLIC FINANCIAL INSPECTIONAGENCY (PFIA)
Assist. Prof. Plamena Nedyalkova
Abstract
The issues regarding the nature and peculiarities of the functions of control, including
the functions of financial control, have always been controversial. Their topicality, we believe,
is owing to the fact that their composition is determined not only by the established control
system, but also by the control goals and tasks set in advance. Their underlying importance is
a prerequisite for this article to put forward a methodology for their study using the Least
Squares Method.
Keywords: control functions, financial control, general controlling function.
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