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ORIGINAL CRITICAL REVIEW 

PHILOSOPHY, SCIENTIFIC RATIONALITY AND 
CRITICAL THINKING IN EUROPEAN 

INTELLECTUAL TRADITION 

Bouzov Vihren 
St. Cyril and St. Methodius University of Veliko Tarnovo, Bulgaria 

Email: v.bouzov@gmail.com 

ABSTRACT 

The paper is a philosophical analysis of the role of the European 
intellectual traditions in the development of the ideals and norms of 
scientific rationality. The prerequisites for the development of scientific 
rationality can be explained by the existence of an unique combination of 
favorable social and spiritual factors in the innovative scientific and 
technological development in the Western part of Europe during the 17th 
and the 18th centuries – the time when the Greek intellectual heritage 
was „absorbed”, with its liberal spirit and theoretical loftiness;when 
philosophy began to develop by means of a better understanding of the 
activities of the subject of knowledge, as an echo of the telling growth of 
human activity in society. The present day crisis in the Western 
educational system is rooted in the underestimation and deliberate 
rejection of critical thinking. 

Key words: Scientific rationality, Philosophy, Critical thinking, Europe, Intellectual 
tradition 

JEL classification: F60, A120, B410 

SCIENTIFIC PROGRESS AND THE WESTERN DOMINATION IN 
THE GLOBALIZATION ERA 

There are many arguments to ground the thesis that the modern science and 
technologies are creative results of culture and specific spiritual conditions of Western 
Europe, which could not occur elsewhere. Their emergence in Modern Times is an 

7 



© Filodiritto Editore – Proceeding 

early prerequisite for the process of globalization of technologies based on knowledge. 
It is related to the immense acceleration of the scientific and technological progress in 
the perspective of the whole world. Their significance is also clear for the division of 
the world into a center and a periphery, where in the latter are countries such as ours 
from the regions lagging to some extent, to the development of science and 
innovations. 

The unique, rapid scientific and technological progress in the world today, within a 
lifetime or even in a shorter period of time, stems from the appearance of innovations 
based on high level knowledge. The first scientific revolution from 18th century is 
based on creation of new machines and technologies. At present scientific progress 
stems from innovations. New information and communication technologies are among 
the most powerful tools of progress on a worldwide scale. Their development is 
dominated by rich countries and big corporations. Now the established tradition to use 
material and human resources of the poor countries is going in the extreme. One can 
say that the existing inequalities in the sphere of knowledge and unfair distribution of 
the wealth of knowledge are obstacles hampering a balanced development of the 
world and that its secure future is at stake.Shaping of a knowledge-based society is a 
great project of the most developed countries, their coalitions and world organizations. 
It may become a successful alternative to the neoliberal globalization now going on 
because it visualizes a rich society based on knowledge and up-to-date technologies. 
The knowledge society can solve most of the global problems facing mankind – 
poverty, hunger, diseases and ecological threats. For its construction it is very 
important to perceive of knowledge as a communitarian social value, as solidarity, 
cooperation and mutual assistance. This means that the access of all humans to wealth 
of the knowledge society could become a reality some day on the basis of a morally 
justified consensus. Humankind should aim to secure opportunity for everybody to 
benefit from the existing scientific and technological progress, at a reasonable 
price.But in the world of global capitalism knowledge has turned into a commodity 
and the subject of fierce rivalry. The development of neoliberal society stems from the 
relations of mutual enmity and heartless rivalry. 

 
SCIENTIFIC RATIONALITY AS EUROPEAN VALUE 

 
Existing revolutionary achievements in science and technology back up the most 

important reasons for thwarting the march of globalization of social and economic 
changes in Europe and worldwide – from the Early Modern Epoch until the present-
day. The ongoing scientific revolution can be characterized by its destruction of the 
old conceptual system of understanding of the world, which has been dominant for 
centuries on end, and by the development of modern science on the basis of empirical 
and mathematical grounding. A new view of the world was evolved and certain 
progressive research methods were mastered in the above-said period. They are based 
on a critical thinking that is derived from the humanities and gaining the strongest 
development through the Enlightment in Europe. 
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An important prerequisite for this was the establishment of modern institutions of 
knowledge – universities, academies, schools – also via translation work and 
development of scientific knowledge – boosting up „the production” of technological 
innovations. That was a great achievement of the overall economic, political, social 
and cultural progress in Europe; in the 19th and the 20th centuriesit ledto its 
domination in the world.The rise and growth of the United States can be accounted for 
by the use of Europeanachievements and the European impact on it in the era of large-
scale capitalist expansion. 

The prerequisites for this development can be explained by the existence of an 
unique combination of favorable social and spiritual factors in the innovative scientific 
and technological development in the Western part of Europe during the 17th and the 
18th centuries – the time when the Greek intellectual heritage was „absorbed”, with its 
liberal spirit and theoretical loftiness;when philosophy began to develop by means of a 
better understanding of the activities of the subject of knowledge, as an echo of the 
telling growth of  human activity in society. The present day crisis in the Western 
educational system is rooted in the underestimation and deliberate rejection of critical 
thinking (Nussbaum, 2010). 

The interiorization of these processes was reflected in the formulation of new 
ideals and norms of knowledge – as scientific rationality, linking theoretical aims and 
trends of science to a profound interest in making practical changes; and linking 
themin social benefit and technological application of results achieved. Logic was in 
search of effective rules of discovery, ones guaranteeing absolute reliability. The 
complex interplay of scientific development and cultural conditions found its 
expression in generalizing philosophical criticism, and in institutionalization of 
scientific education in academies and universities; and, specifically, in increased 
communication between scientists, authorities and society, on the basis of a new type 
of „knowledge networks” and secularization of society. European institutions of 
knowledge – primarily universities – then turned into free and democratic 
corporations. They are the main institutions of humanism. 

Humanism is an antropocentric phenomenon that has several directions of 
development and strong social-institutional influence over the educational and mental 
attitudes in the eve of the New Age. The typical characteristics of the epoch - 
questioning the authority of the church and limitless belief in the human spiritual 
abilities - correspond with the formation of those sciences that are named humaniora. 
The new knowledge is a new educational strategy that allows the individual to be 
aware of his human dignity and the abilities of the critical sense. The humanistic 
epoch can be viewed as a system, functioning at three levels - an educational 
movement, a phenomenon with definite ideas and political vision, a phenomenon that 
has social consequences. 

The unique combination of factors, allowing us to define thescientific revolution 
indicatedas a product of the creative spirit and cultural environment in the Early 
Modern Age, could not be observed in other developed civilizations – the Arab world, 
China, India and Japan. It did not appear alsoin Eastern Europe. Thus the scientific 
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revolution enormously deepened the cultural, social and spiritual division in Europe. 
The fact that the S/E part of Europe became a target of the basic impact of invasion by 
some Eastern nations with low-level culture can be viewed as an important factor in 
this process.As a result, countries in S/E Europe were compelled to adopt and become 
adapted to achievements of the West-European Civilization, imported from without. 
The prerequisites for existence of the present-day European political, social and 
cultural domination took shape under the impact of the scientific revolution in the 17th 
century; it continues to be an important factor in the world, a fact evinced by the 
development of the United States as its product. 

Today, in the era of globalization, the existence of knowledge-based economy and 
the effective functioning of universities and other institutions as its bearers, require 
preservation of their institutional integrity and promotion of a diversity of 
organizational arrangements with great corporations (Conceicao, Heitor 2001). The 
worldwide rivalry in science and innovations is far more intensive than that over 
natural resources, such as fuel, energy and water, and the control over trade routes. 
Innovations in science and technology have become a strategic resource that brings 
huge profits in the long run, which however, divides – rather than unites and improves 
–the standards of peoples and countries in the world. The uneven distribution of the 
products of knowledge and corporate ownership of them widens the gap between 
wealth and poverty and boosts up social and economic imbalances. Paradoxically, the 
scientific progress incessantly puts restraints on life chances and labour market.  

Albert Einstein rightfully says that the development of the Western European 
science and rationalist tradition has been based on two great achievements – creation 
of the first axiomatic system in the Euclidean geometry from the Greek philosophy 
and the establishment of causal connection through a systematic experiment in the 
Renaissance Age. They have not been settled in China and this country has not made 
these steps (Marks 1983, 238). In this sense the great scientific and technological 
revolution is a “creative product of the West” and its result is “the emergence of the 
Western civilization” (Butturfield 1958, 190). These achievements could be defined as 
instruments of a cognitive culture – it includes schemes, norms of ideals of human 
activity in creation of knowledge, not including the knowledge itself (Bouzov, 2010). 
They are directly related to the cultural and historical conditions of knowledge and are 
the key factor that establishes the unity of sociocultural and cognitive dimensions of 
the cognitive process. They are characterized by invariance, that is preserved by 
definite historical periods and it presents the specific features of scientific method. 
The scientific approach is based on different research procedures, modes of 
presentation and verification of knowledge – all of them are aimed at establishing its 
compatibility with the world and looking for impulses for its development. The set of 
these 

Procedures for constructing and developing knowledge are included in the concept 
of scientific rationality. 

The concept of rationality relates to the instruments of carrying out human activity 
and suitability in terms of aims. The ideas of rationalityvis-a-vis rational-irrational 
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have a respectful philosophical history. Classical philosophical tradition draws a line 
of demarcation between rationality of thinking and rationality of action, between 
theory and practice. It is based on a response to the so-called problem of thegenesis of 
knowledge – the main part in it is played byReason through innate universal 
knowledge (the so-called “innate” ideas). It is the response of rationalism – the real 
foundation of the so-called modernist project of Enlightment. The latter spells out 
universal laws of the Reason guiding nature, society, human beings and knowledge 
(Toulmin 1990). This type of rationality is selfsame for all people; it does not depend 
on time and social conditions. It characterizes the development of thinking itself, not 
the development of reality. The rationality of thinking is an emanation of 
transcendental Reason; typically it is identified with the laws of logic and other 
“innate” truths. The rationality of action is determined by aspects of: situation of 
choice, limited ability and knowledge of an individual, and his free will. These aspects 
are rational, falling in with aims, and conducive to their scoring. 

At present, philosophy stipulates an elimination of the difference between thought 
and action, and betweentheory and practice. Thought itself is a type of practical 
activity, a singling out of alternative decisions. The subject’s development is a process 
of a nature determined by internal and external factors. We can rightfully say that the 
distinction made between methodological and practical rationality, between inferential 
and behaviorist conceptions of knowledge and reasoning, stems from the unjustifiable 
thought/action opposition.The conception of rationality below is a methodological one 
– we can think about rationality of science as a definite set of characteristic features of 
a scientific method. Positivist and postpositivist philosophy of science identifies 
rationality via a set of methodological rules. This conception of rationality 
presupposes evolvement of a universal method and systematization of sciences. 
Scientific theories have to keep to certain rules and standards, the emanation of logical 
stringency. Rationality is guaranteed by means of abidance by such rules and 
standards, themselves an expression of the procedures of acceptance, justification and 
criticism of knowledge. Their uniqueness and logical power determine the priority of 
science vis-à-vis other forms of knowledge. Those rules are means of gaining an 
objective, genuine knowledge or an adequate explanation of phenomena. Its 
explication leads to the construction of rational models with claims on revealing the 
nature of scientificknowledge and scientific change (I mean the models of K. Popper, 
T. Kuhn, I. Lakatos, L. Laudan, P. Feyerabend and others). In this methodological 
sense we can understand the definitive words of K. Ajdukiewicz, the eminentPolish 
philosopher, who treats rational knowledge as “intersubjectively communicable and 
verifiable” by means of objective methods (Ajdukiewicz 2003, 50). 

So far, the contemporary philosophy of science has not been successful in proving 
convincingly that rationality of scientific knowledge might be perceived of as clinging 
to rigid methodological rules. P. Feyerabend thinks that such type of rationality is a 
holdback in real advance in science; it imposes limitations on human freedom. 
Scientific progress makes headway through breaking up the constraint of 
methodological rules (Feyerabend, 1975). The hope that such general and all-
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embracing directives exist has been dwindling away without let-up, primarily due to 
the impact of the established pluralism of the forms of rationality. Feyerabend 
convincingly points to the real variety of “rational” standards. On their part, the latter 
determine different cognitive strategies and practices. One might rightfully infer that 
the interpretation of a certain cognitive procedure or certain action as rational could 
not be pared down to a finite set of characteristic feature qualities. The concept of 
rationality is of a relative and changeable nature. There exists no idea (or activity or 
tradition) that might be assessed as ‘the one-and-only rational’ alone, for good. R. 
Rorty works out this entirely justified conclusion of Feyerabend to an extreme 
relativism (Rorty 1980, 331). This assertion is completely unacceptable, since there 
exist alsoevaluative and normative invariants going to the making of rationality. 

The scientific revolution in Europe from 17-18th century is the result of 
constructing a fundamentally new cognitive culture, a new type of scientific 
rationality. The new ideals and norms of scientific research, description and 
explanation were distributed firstly in the dominating scientific fields – mechanics, 
astronomy and physics; until the early 19th century these instruments spread to other 
sciences, while radically changing the image of the social sciences and humanities. 

One important consequence is that science in Europe is beginning to be seen as an 
activity of free initiative capable of making changes in the life of society, to produce 
utilitarian results. This ideal lies in the programming documents of the first free 
associations of scholars oriented to production of scientific knowledge – academies – 
Naples (1560), Rome (1603), London Royal Society (1662). 

A key place among the organizational prerequisites of scientific revolution is the 
creation of a new type of knowledge institutions in the Western part of Europe at the 
end of the Middle Ages, which combines the training of specialists with the 
development of research – universities. They are free unions of students and 
professors, built on democratic principles and performing education in the spirit of an 
universalist ideal. The first late universities open faculties of free arts (artes liberales), 
medicine, law and theology. Studying philosophy and other free arts is the first step of 
academic development. Bologna, Paris, Oxford, Cambridge, Cracow become centres 
of attraction of young people seeking knowledge and free life from all over Europe. 
Universities evolve as federal republics, uniting representatives of different nations 
and based on democratic principles. State authorities have an extraordinary interest in 
supporting universities, because they understand the need for educated people to 
occupy various publicly important positions. 

Humanitarian knowledge and arts are presented in the faculties of arts. Later 
teaching of natural science enters in the universities, giving new impetus of the 
modern science. The interest in experimental knowledge shifts from the university 
departments the subjects of naturphilosophy and metaphysical reflection on nature. It 
could be said that this process develops through inner awareness of the significance of 
the empirical knowledge. 

The unique association of spiritual and social factors in Europe in the 17th century 
creates prerequisites for the establishment of the technocratic idea of the active role of 
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man and reflects the free, socially oriented motivation of science towards the 
transformation of nature and creation of a new human world. This fundamental idea 
gives a modern character of the experimental natural science; its results gain 
justification through the new norms and ideals of scientific research activity. 

 
SCIENCE, RATIONAL DISCUSSION AND LIBERAL DEMOCRACY 

 
The new experimental philosophy proves impossible without the development of 

the scientific worldview and the role of philosophical thinking in this process. 
“National identity had always been mentioned in political geography, international 
relations, political science, cultural anthropology, social psychology, political 
philosophy, international law, sociology  and historical science” (Pap Vary Arpad and 
Ilic Dragan, 2018,p.72). The tools of critical thinking are also a product of the 
European humanitarian philosophical tradition. Their significance is justified by Sir 
Karl Popper in his theory of rational discussion. By means of theoretical interpretation 
of a rational discussion based on his epistemological doctrine of falsification, Popper 
tries to justify liberal values and the possibility of mutual understanding among 
different cultures, countriesand individuals (Popper 1987). According to Popper and 
his followers (J. Watkins, D. Miller), scientific inferences can only be deductive: 
starting out from true premises they would always lead to true conclusions. Basing 
himself on this proposition alone, one could only advance falsificationism. Popper 
bases his arguments on known logical incorrectness of inferences, ranging from 
singular statements of the type of accounts of observational and experimental results 
to universal statements of the type of hypotheses and theories (Popper 1972, 27). 
Refutation by means of modus ponens is logically safe; positive confirmation of 
hypotheses by means of empirical testing of their deductive consequences is not so. 
Popper rejects quite explicitly the possibility of existence of deductive logic; he 
considers as deductive the whole logic of testing and development of scientific 
knowledge. It is beyond any doubt that this is a retreat when compared with the known 
Humean arguments. D. Hume also questions the logical legitimacy of inductive 
inferences, but he accepts their consideration in probabilistic terms. 

The critical rational discussion is not a proof in a logical sense. Its purpose is not to 
establish the final truth. The confrontation could not start from a consensus on a 
general framework – it is a clash of different frameworks and the proliferation of 
alternative ideas is useful for all participants. The correct method of critical 
argumentation starts from critical testing of competing theories, hypotheses or 
frameworks. No statement can be proved or accepted in this way, because it will be 
logically false. All our methods for justification of knowledge are fallible: on the basis 
of critical testing we are striving to replace accepted theories with better ones. The 
critical discussion is much fruitful and stimulating if participants have less in common 
in their positions. Starting out from extremely different frameworks, the participants in 
discussion can learn a lot from each other. The agreement around common framework 
is an obstacle; difference in views and criticism are the real means of getting 
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intellectual satisfaction and progress in search for solution. The most important feature 
of the rational discussion is the leaving of limits and rules through critical questions. 

Pluralism of opinions and their consistent critical control in discursive emulation is the 
main value guiding his constructive theories. Free and unlimited by any dogmatic 
prejudices discussion among scientists becomes a model of a pluralistic society, not 
subordinated to rational plans and general objective social laws. The importance of critical 
thinking for democracy and as impulse for scientific creativity is beyond any doubt. 

The scientific revolution is a child of the democratically established institutions of 
knowledge from the Modern times. Democracy and liberalism are born in the 
European intellectual tradition. The justification of liberalism by Sir Karl Popper 
(2002) is based on the analogy between scientific communication and democratic 
society. He defines ‘the Open Society’ on the model of science and considers that 
relationships typical of a scientific community (according to his own theory of 
scientific development) can be perceived of as an universal pattern of social and 
political relations (POPPER 2002). By means of theoretical interpretation of a rational 
discussion based on his epistemological doctrine of falsification, Popper tries to justify 
liberal philosophy and the possibility of mutual understanding among different 
cultures, countriesand individuals (POPPER 1987). Pluralism of opinions and their 
consistent critical control in discursive emulation is the main value guiding his 
constructive theories. Freeand unlimited by any dogmatic prejudicesdiscussion among 
scientists becomes a model of a pluralistic society, not subordinated to rational plans 
and general objective social laws.  

But the analogy between a scientific community and a liberal society is not entirely 
correct. There exist more differences than similarities between themwhich accounts 
for the utopian nature of K. Popper’s social ideal. Crucial arguments against the 
methodology of his critical rationalism can be related to it. The relation between 
scientific community and liberal society ought to be the reversed – science must be 
subordinated to liberal principles in order to become more fruitful and more effective. 
A sufficiently convincing argument supporting my thesis is the real difference 
between the conception of freedom in the contemporary liberal tradition and the 
freedom of scientific activity. Liberal thinkers consider freedom as: personal 
independence from the control by the state and other social institutions, autonomy of 
every particular individual and right of everyone to participate in collective actions 
upholding his own interest. Limitation of political freedom means protection of others 
against harm (Mill, 1993), but personal freedom is incontestably not-
alienable.Freedom is guaranteed by the existence of private property and free market 
economy. They make up the groundwork of a spontaneous automatic mechanism for 
settling conflicts (Hayek, 1978).The possibilities to forecast and streamline its 
working are strictly limited. Economic rivalry plus risky investments yield novelties. 
Political freedom is fixed in a constitutional framework and the growth of personal 
freedom is measured by the scope of participation in economic and political 
competitions. It is true that it is constantly decreasing in the neoliberal society 
dominated by elites. 

14 



© Filodiritto Editore – Proceeding 

Freedom of scientific activity has a rather different meaning. In the first place, the 
personal freedom of scientists is limited by the respective scientific community, which 
has its own tasks, aims, strategies, behavioral rules and traditional beliefs. They, as 
well as the respectivefinancial means involved, are largely determined by the state 
concernedor a private sponsor (corporation). The innate dependence of science on 
money and power violates liberal principles of all sorts. It is true that science, 
developed by great individuals, such as Galileo Galileiand I. Newton, now belongs to 
the past. Today’s science is communitarian in nature. Postpositivist philosophers (T. 
Kuhn, P. Feyerabend) have revealed that the mode of thinking and the expectations of 
a particular scientist are determined by his scientific community; he is not free as an 
individual person – neither materially, or mentally.  

Responsibility of quests for truth and objectivity imposes additional limitations on 
scientific freedom. Practical effectiveness is the main criterion for scientific truth. It 
eliminates the acceptance of results of pathological or corrupted science (J. Holton). 
Freedom of speech refuses to admit unqualified, unjustified and inexact utterances. 
Freedom of thought excludes ungrounded accidental ideas. The freedom of method of 
research is limited by the characteristics of a given object and by material means; and 
the freedom of choosing a problem is determined by social and state needs and by 
requirements of private sponsors (corporations). Research activity is subjected to 
moral rules and legal prescriptions. One can conclude that the anti-liberal ideology of 
rational planning is at the base of sciencetoday.  

Settlement of social and scientific conflicts proceeds in a different manner. The 
role of criticism or a critical attitude is of primary importance in scientific debates. 
Popper is not right in saying that a rational and fruitful discussion is possible without 
keeping to the logical rule of a common framework and that this discussion requires 
opposite (different) - to the highest degree - positionsof participants. He understands 
the concept of „common framework” in a psychological manner. The common 
framework of a discussion finds its expression in the objective necessity of existence 
of a common topic, a common interest in its realization, plusmutual recognition of true 
arguments used and grounded conclusions; and, above all else - a possibility to reach a 
positive result acceptable for participants in a discussion, and verified in critical tests. 
Hence, logic is applied by means of the use of a real system of rules securing 
rationality of debate. Neither in science, nor in politics is it possible to carry out a 
successful discourse under conditions of fundamental differences in values, modes of 
thinking, material strength and interests. It would be naive to believe that the model of 
rational discussion, developed by Popper, could be imposed by common consent as a 
pattern for social constitution or as a guiding principle in relationships between 
countries and cultures. The main holdback to it would be the different „frameworks” 
of participants in debatesand a quite non-abstract set of used arguments. Arguments of 
force – economic, financial and military, play an important role among them. Politics 
and international relations are not developed in the same way as scienceitself. The 
justification of liberal philosophy by means of the model of rational discussion is 
found to be a good-natured professorial Utopian Ideal. This justification could be 
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farmore convincing if it is based on utilitariansim or a contractual theory (J. Rawls). 
Liberal philosophy is at present in a crisis of rethinking its basis after the collapse of 
the neoliberalism.  

We can definitely sum up that the first scientific revolution in Europe and in the 
Western world in general is characterized by the demolition of the existing old, 
comprehensive conceptual system of understanding the world that lasted for nearly 
two millennia by creating the modern science on empirical and mathematical 
foundations, constructing a new type of worldview and absorbing progressive research 
methods. An important prerequisite for this development is the building and 
consolidation of the modern institutions of knowledge – universities, academies, 
schools that transmit and develop scientific knowledge. It becomes one of the main 
spheres of Europe’s all-round economic, political, social and spiritual rise, bringing its 
universal domination in the modern world in the 19th and the early 20th century.  
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The authors analyze historical process of the occurrence and 
development of European Union, political aspects of EU expansion, the 
impact of EU expansion to regional and cohesion policy as the most 
important policies of EU. Main goal of this paper is to accept that the aim of 
EU expansion policy is joining the European continent into one 
organizational whole in economic, security and cultural aspect, which is 
directed and implemented by the institutions of European Union. Based on 
the analysis we can conclude that the process of joining the European Union 
for the countries that join it is the process of complete transition of states, it 
is the first peaceful, voluntary manner to join the European people in one 
community and under one government in European history, which is 
achieved by two main manners: deepening and expansion. The process of 
European integration represents a unique chance for modernization and 
democratization of all countries that join European Union.  
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INTRODUCTION 
 

Expansion of European Union is accepting new member countries and it represents 
a constituent part of the process of European integrations. The function of European 
Union is not only a coordination between member countries but it is also the 
performance of a certain subordination, i.e. „making legislative normative acts which 
have a direct effect towards all the subjects within member countries“ (Etinski R., 
International Public Law, 2010, s 161-162).  

The policy of expansion is often presented as one of the most successful policies of 
the European Union. However, each wave of expansion caused additional problems in 
stabilized relations within European Union. Great Britain was accepted only after the 
death of French president De Goal.  

Greece was accepted despite great doubts from the part of European Commission 
that its economy meets the conditions for membership1, while joining of Spain and 
Portugal has opened many disagreements regarding agricultural funds and budgetary 
issues. Such conflicts regarding the character of development policies and budgetary 
instruments for the support to development and agriculture are still in progress. Only 
the joining of Sweden, Finland and Austria, which completed the whole of rich 
Western European countries in EU-15, has passed without any problems. For one 
simple reason – these three countries had the developed market economy and 
regarding many development indicators they have exceeded the average of EU-122. 
All those problems that European Union faced with during the previous wave of 
expansion could compare to the problems that were expected before so-called 
„historical expansion“, e.e. expansion to the East of Europe.  
 
INCREASE OF THE NUMBER EUROPEAN UNION MEMBERS 

 
After the fall of the Berlin Wall in 1989 and decomposition of communist block, 

countries of Central and Eastern Europe have chosen to build their future towards the 
membership in European Union. Thus there were 12 countries3 during the 1990's that 
have applied for European Union membership. We should also bear in mind that never 

1 Greece is the only country which along with a negative (avis) of the European Commission 
has become a member country. European Commission had a series of administrative remarks 
to the ability of Greece to start  
negotiations on membership, but European Council of Ministers has concluded that it is 
politically more important for Greece to enter the composition of European community of that 
time. 
2 In this expansion wave, old member countries of European Union (EU12) didn’t use the right 
to transition protective mechanism in employment field. They didn’t fear that workers from 
these countries will rush to find jobs in them and thus cause disorders in labor market.  
3 Ten former communist and socialist countries: Estonia, Lithuania, Latvia, Poland Czech 
Republic, Slovakia, Hungary, Romania, Slovenia, Bulgaria and two Mediterranean countries – 
Malta and Cyprus.  
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before, there weren't more than three countries that have applied for membership at the 
same time.  

Economic, as well as social and culturological reality of this country has, during 
the 1990's of the XX century, been rather different than the one in previous Western 
Europe characterized as EU15. The first years of transition were marked by inability 
of these countries to enable a more normal functioning of public services, such as 
health or education.  
 

Table 1: Expansion of European Union 

 
State 

Signed 
European 
Agreement 

Agreement 
came into 

force 

Application 
for 

membership 

Beggining 
of 

negotiations 

Negotiations 
ending/| 

membership 
1 Hungary 12.1991. 02.1994. 03.1994. 1998. 2000/2004. 
2 Poland 12.1991. 02.1994. 04.1994. 1998. 2000/2004. 

3 Czech 
Republic 10.1993. 02.1995. 01.1996. 1998. 2000/2004. 

4 Slovakia 10.1993. 02.1995. 06.1995. 2000. 2000/2004. 
5 Estonia 06.1995. 02.1998. 11.1995. 1998. 2000/2004. 
6 Latvia 06.1995. 02.1998. 10.1995.  2000.  2000/2004.  
7 Lithuania 06.1995.  02,1998.  12.1995.  2000.  2000/2004.  
8 Slovenia 06.1996.  02.1999.  06.1996.  1998.  2000/2004.  
9 Malta 1970.   1990/1998.  2000.  2000/2004.  
10 Cyprus 1972.   1990.  1998.  2000/2004.  
11 Romania 02.1993.  02.1995.  06.1995.  2000.  2000/2007.  
12 Bulgaria 03.1993.  02.1995.  12.1995.  2000.  2000/2007.  

Source: European Commission, Directorate General for Enlargement:http://ec. 
europa. eu/enlargement/index_en. htm 

 
Restructuring of the economy and privatization are conditions for a sudden 

increase of unemployment or formation of the new class of population convicted to 
live in a long-term state of poverty. In the period of an abrupt poverty in countries of 
Central and Eastern Europe, as opposed to neoliberal access to the transition reforms 
management, there survived enormous egalitarian expectations of population that is 
used to generous social aid during the previous period of fifty years. Copying Western 
models in the field of economy and social policy has led to inefficient bureaucratized 
systems of social protection, which have lived for themselves, and as opposed to them, 
to the development of grey economy as a spontaneous resistance to poverty and 
replacement for the missing effective social and economic programmes of the country. 
Along with the poverty of the majority, there was born the first generation of the 
winners of transition who marked period of kleptocracy and corruption in these 
countries. The confidence level in a country and its institutions has dropped 
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additionally, and society of equality has been becoming more and more remote and 
more and more impossible dream.  

The decomposition of socialist system has also discovered its previously hidden 
weaknesses. One of them was lack of economic possibilities for the achievement of 
proclaimed, more precisely legalized rights. At the same time, there was spread the 
myth that one day, when market starts operating, we could solve social issues and 
issues of total (as well as regional) development through it. Capitalism was idealized 
and socialism demonized, not only in transition countries. (Radulović D., 2013, 115).  

Starting from transition as a process that implies the replacement of dictatorship by 
democracy, rule of people by the rule of law and centrally planning economies by 
market economy, the two most frequently applied methods were “shock therapy” and 
gradualism. The first one usually related to Jeffrey Sachs and the second one for Janos 
Kornai. (Prokopijević M., 2001, 136, Vukotić V., Pejović S., 2002, 68). In case of 
“shock therapy”, recipe has started from rapid liberalization of market relations, rapid 
privatization process, introduction of convertibility, reduction of social aid, as well as 
creation and implementation of corresponding legislation looking up to Western 
economies. On the other hand, gradualists have insisted on a gradual acceleration of 
economy’s liberalization, where the state had the most important role in the process. 
Crucial remark was that none of these two methods have taken into account the issues 
of human capital, history and customs, i.e. moral system of one country. For that 
reason, usual models of conditioning international financial institutions and European 
Union itself couldn’t (and can’t) give the same results in all transition countries (Ost 
D., 2000, 503-530).  

All transition countries have approached the concept of economic transition by 
implementing primarily privatization, macro-economic stabilization and structural 
reforms, reducing fiscal deficit and liberalizing economic flows. For that reason, social 
dimension of that process was neglected (Lado M., 2002, 57). At the same time, social 
partners did not have the strength or knowledge and readiness to fight for more 
adequate own place in chains of social reforms, as well as greater impact to those 
flows.  

In the first years of transition, these countries have faced mass departure of the 
young and educated people, which has made the efforts for the changes of labor force 
structure more difficult. Traditional differences between village and town, (share of 
village population is by far higher than in Western European countries), have become 
more stressed and that has additionally complicated social image and development 
needs. Strengthening of grey economy and unregistered work have also affected the 
weakening of public funds as a material basis for implementation of social and 
development policy. A sudden stratification of population with the loss of middle 
class, formation of a small group of rich people and enormous majority of poor people 
has contributed for the institutions to remain without capacities and means required for 
adequate answers to new grown needs. European structural and cohesion funds were 
not easily available since they required previous construction of complex 
administrative capacities and structures, which required additional time and effort of 
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the institutions. In such overall socio-economic conditions the political forces of 
populist and conservative orientation have become stronger and stronger which 
frequently used social democracy as a cover for the introduction of neoliberal 
solutions. Essential issues of social justice have become ideologically remote and 
operatively unreachable. The highest growth of inequality, both within transition 
countries themselves and between them and EU-15, has occurred precisely in the first 
half of the 1990’s, in an early phase of transition. The drop in employment has 
resulted from turning previously covered employment in socialist enterprises 
(unemployment at work) into real unemployment (without a workplace) (Lelkes, O., 
2006, 145).  

Simultaneously, in transition countries there occurred ideological and political 
changes. In these countries, the idea of social rights and social justice was rather 
closely related to state paternalism, so after starting transition processes, due to 
previous absence of civil society and respect of human and political rights, the greatest 
part of energy was aimed towards the construction of civil society.  

Gradually the issue of expansion of European Union has become greater and more 
significant. We must bear in mind that the first European Agreements on Joining with 
the countries of Central and Eastern Europe were led by political interest of the West 
and that they were signed immediately after the failure of socialist regimes. 
Agreements with Hungary and Poland were signed in 1991, when only a few people 
could foresee the future course of transitional reforms.  

During the first transition years, European Union didn’t pay much attention to 
social dimension of transition process in former socialist countries. Copenhagen 
criteria from 1993 refer to stable democratic institutions, rule of law, respecting 
human rights and freedoms, protection of minorities, market economy and the ability 
to accept the obligations that result from membership in European Union. They didn’t 
directly define obligations related to social rights, and also it wasn’t directly spoken of 
European social model, as it is done recently.  

Thus the character of economic and social model which was developed in 
transition countries has started to worry the Western part of Europe. There developed 
fears in Western European syndicates, from social dumping in potential new member 
countries and, based on that, loss of workplaces in sold member countries. Syndical 
interpretations on social dumping as  a great threat to European social model have 
started from the fact that a lower level of social protection, lower salaries, lower taxes 
and less rights of the employees in Eastern countries of European Union are crucial 
danger to the maintenance of European social model (Radulović D., 2013, 117, 118).  

It all contributed the fear that liberalization, deregulation and privatization in 
transition countries will lead to their specific non-European social model. It has gone 
so far that Eastern European candidates for European Union membership have been 
accused of ultra-liberalism, which is a threat to the maintenance of European social 
model. The thesis on transition countries as a Trojan horse which will americanize 
Europe is well-known. (Meardi, G., 2002, 77-79).  
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Economic integration of transition countries in European Union, of course, wasn’t 
performed by the act of formal expansion in May 2004. Basically, those things have 
become to happen much earlier, very soon after the fall of Berlin Wall. New member 
countries were in a comprehensive manner included in European economic space 
much earlier than becoming the members of European Union. Removing the barriers 
for free flows of goods and capital was done immediately in the beginning of the 
1990’s, even before signing European Agreements with these countries. Until the end 
of the 1990’s, all the customs and quotes for industrial products were already 
abolished and there were left only some less restrictions in the field of services and 
agricultural products. Direct investments from European Union to these countries have 
gradually brought common European rules and policies in industrial relations in 
Eastern European companies (Galgozi, B., 2004, 85). Thus the process of a gradual 
economic integration of the countries of Central and Eastern Europe with European 
Union during the 1990’s had more and more significant contribution to their rapid 
economic growth. While Germany has between 1995-2004 achieved an average 
annual growth of 1,3%, and Finland 2,2%, average rate of economic growth in Poland 
in the same period was 4,4%, in Hungary 3,6%, and in Estonia  5,4%. Rather 
important indicator of economic significance of joining the European Union is that  
transition countries which were included in processes of European integrations have 
achieved by far slower development in the same period: Russia 2,9%, Ukraine 1,5% 
and Moldavia 1,4% (Barysch, K., 2006).  

 
THE IMPACT OF THE EXPANSION OF EUROPEAN UNION TO THE 
REGIONAL COHESION POLICY OF EUROPEAN UNION  

 
From the standpoint of regional and cohesion policy of European Union, poor 

economic condition in countries of Central and Eastern Europe which have applied for 
membership in European Union was particularly important. In the end of the last 
century, the level of GDP4 per capita of 10 countries of Central and Eastern Europe 
together was less than 1/3 of the average GDP per capita in European Union. It was 
less than a half of GDP per capita in four poorest member countries of European 
Union which have already received the support of Cohesion Fund.  

Individually observed, in 1999, GDP in Bulgaria was 23% of the average of 
European Union, and in Slovenia 68%.compared to that, GDP in Portugal was 
simultaneously 74% of the average of European Union. Rather important issue that 
European Union was faced with regarding this expansion was a low level of 

4 Gross domestic product - BDP, represents the result of production activities of all 
residential institutional units and it is calculated in current and constant prices. Gross domestic 
product per production approach represents the sum of gross values added of all the fields of 
economy, expressed in constant prices, reduced by the services of financial mediation 
indirectly measured (FISIM) and enlarged by taxes minus subventions to products (net taxes) 
in constant prices.  
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development of new member countries and a potential impact of their joining to the 
state of the policies of European Union, particularly common agricultural policy, as 
well as regional, economic and social cohesion.  

Many comparative indicators have then pointed to numerous problems that 
required previous preparations. Five richest countries of Central and Eastern Europe5, 
have had the population as France and economy less than Austrian. All the 10 
countries of Middle and Eastern Europe have population as Germany, Belgium and 
the Netherlands together, but their economy is less than the economy of the 
Netherlands and GDP per capita at the level of the third of the Portuguese GDP 
(Radulović D., 2013, 120).  

 
Graph 1: Development level of Central and Eastern Europe countries during the 
1990’s in comparison to EU-15. GDP per capita according to purchase power 

 (EU-15 = 100) 

 

 
Source: Taken from the Sixth Periodical Report of the European Commission on 
Economic situation and Regional Development of European Union: http://ec. europa. 
eu/reg ional_policy/sources/docoffi c/offi cial/ reports/toc_en. htm 

 
In countries of Central and Eastern Europe in 2004, there was only 56% of 

population that was able to work, and in EU15 the employment rate was 64%. 94% of 
population of these countries lived in regions where GDP per capita was below 75% 
of the average of EU-25. These countries have made 20% of the population of 
European Union but, therefore, only 5% of its GDP. Due to expansion, average GDP 
per capita in EU-25 has become less by about 12% in relation to GDP  per capita  in 
EU-15.  

5 In this group we have Czech Republic, Poland, Hungary, Estonia and Slovenia.  
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In addition to these data, the “Third Report of the European Commission on 
Cohesion“6 points to weak administration capacities in these countries that have made 
the allocation of pre-accession funds more difficult.  

We can conclude that by accepting 10 countries7 of Middle and Eastern Europe in 
2004, the average GDP of European Union has dropped by 16% and the geographical 
distribution of the rich and poor region countries was entirely changed. The number of 
population with the right to obtain structural aid was doubled. Simultaneously, due to 
big and inefficient agricultural sector, new member countries should become main 
receivers of aid within Common Agricultural Policy. For example, in Romania and 
Bulgaria more than 22% of labor force worked in agricultural sector and in old 
member countries only 5% (Međak V., 2004, 114).  

In spite of numerous fears and criticism, a big “historical expansion” in 2004 has 
left positive results to the economies of old and new European Unions and it 
significantly affected the integration and harmonization of their economic and social 
systems. Having in mind numerous studies and criticism of expansion consequences, 
as well as dissatisfaction of population with the expanded European Union, two years 
after historical expansion, European Commission has “officially” announced the 
success of this operation. In the document titled “Expansion: two years later – 
Economic success” (Međak V., 2004, 87), there was listed a series of results in the 
field of work and social rights that point to the fact that European social model wasn’t 
in question. New member countries have in that period achieved twice as high 
economic growth than EU-15. They have finished the year 2006 with the average of 
5,4% while the old European Union has managed to reach 2,6% (Benchmarking 
Working Europe 2007, 15). When we observe the GDP per capita growth rate in the 
period 2001-2006., then we see that the three Baltic new member countries have 
achieved convincingly highest growth of about 50%, while the total average in  EU-25 
was about 7% (Benchmarking Working Europe 2007, 51).  

New expansion, done on January the first 2007 with Romania and Bulgaria and 
Croatia, which was finished on the first of July 2013, had similar economic and social 
characteristics as previous, only in less scope. These newly accepted countries are by 
far lower level of development and wealth. “The global financial crisis mostly hurt 
economic growth” (Brkic Ivana1, 2018, p. 49) 

When we look at GDP per capita we will see that in 2006 in Bulgaria it was only 
13% of the average of EU-25, and in Romania about 18%. If we take into 
consideration the purchase power, then the comparison is, of course, by far better for 
Bulgaria and Romania (34 – 35 % of the average of EU-25). The difference in 
incomes is, therefore, even higher than it was in previous wave of expansion. On the 
other hand, these new member countries have a significantly higher rate of economic 
growth than EU-25 with approximately similar level of unemployment as the old 

6 See: http://ec.europa.eu/regional_policy/сourceс/docoffi c/offi cial/reportс/c oheсio n3/co 
heсion3_en.htm 
7 Romania and Bulgaria aren’t listed in expansion ended in 2004  
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member countries, although they are somewhat weaker in comparison of employment 
rates. Convergence is achieved (Radulović D., 2013, 122).  
 
CONCLUSION 

 
The most significant product of the process of European integrations is today’s 

European Union, which is a political and legal construct such didn’t exist so far in 
international relations. Its peculiarity was the very manner of its appearance, its 
structure and principles of functioning. It is neither a classical international 
organization nor the country because it does not have most elements that their 
countries have within its competences. European Union is supranational organization 
which is between international organization and federation.  

Development of European community shows that until the end of Cold war the 
primates were small economic and after political goals of integration process. The 
Agreement on European Union announced the turning in the tendency of the processes 
of European integrations and transfer from economic to political sphere of integration. 
The expansion policy of European community/European Union has been from its 
beginning in accordance with the goals and priorities of the process of European 
integrations.  

General impact of the expansion process to the processes of European integration 
is, without doubt, positive due to the fact that expansion has enlarged the number of 
participants in integration process and the number of EU policies that are initiated.  

Each expansion has affected the integration process and the greatest challenge was 
Eastern expansion. According to that, expansion process has turned the process of 
Western European integration to the process of European integration. He enabled the 
Union the position of a global economic, but not political and security actor. European 
Union as an independent global and political actor is difficult to imagine in near future 
because the Union itself, i.e. members countries still haven’t determined the ultimate 
goal of the European political integration and they do not have a unique attitude on 
what they want from expansion policy and common external and security policy. Each 
expansion of European Union strengthens its political and economic forces. Through 
expansion policy, European Union can use the advantages of a stronger and a unified 
continent, simultaneously showing a continuous capacity as a global actor. By this, 
Union itself has confirmed that the main goal of EU expansion process is the 
strengthening of global position of the Union in economic, politica and security 
aspect, because not a single EU member country has economic, military, political or 
cultural capacities to be a global force.  
 
 
 
 
 

27 



© Filodiritto Editore – Proceeding 

REFERENCES  
 

[1] Brkic I. (2018), The impact of economic freedom on market prices in the 
visegrad group countries, journal of Entrepreneurship and Business Resilience. 
Year I , number 1,pp. 47-68 

[2] Prokopijević, M., Transition, ICER, Working Paper Series, 2001, Vukotić, V., 
Pejović, S.; „Tranzicija i institucije: što dalje?“, rad prezentiran na konferenciji 
„Tranzicija i institucije”, u organizaciji Instituta za društvena istraživanja u 
Beogradu, juna 2002. godine.  

[3] Međak, V. ; Majstorović, S., „Regionalna politika Evropske unije“, Kancelarija 
za pridruživanje Evropskoj uniji, Vlada Republike Srbije, Beograd, 2004.  

[4] Radulović D., Regionalna politika i regionalni razvoj-Evropska Unija“, 
Hesperiaedu, podržano od strane Ministarstva regionalnog razvoja i lokalne 
samouprave, Nemačkog saveznog ministarstva za ekonomsku saradnju i razvoj, 
Nemačke organizacije za međunarodnu saradnju, Švajcarske razvojne saradnje, 
Novi Sad, 2013.  

[5] Etinski, R., Međunarodno javno pravo, Pravni fakultet u Novom Sadu i 
Službeni glasnik, Beograd, 2010.  

[6] Ost, D., „Illusory Corporatism in Easter Europe: National Tripartism and 
Postcommunist Class Identities“, Politics & Society, Vol. 28 No. 4, December 
2000.  

[7] Lado, M., „EU Enlargement: Reshaping European and National Industrial 
Relations“, The Internationa Journal of Comparative Labour Law and Industrial 
Relations, spring 2002.  

[8] Lelkes, O., “Socijalna ekskluzija u centralno – istočnoj Evropi - koncept, 
merenje i politika intervencije”, PANOECONOMICUS, 2, 2006.  

[9]  Meardi, G. : „The Trojan Horse for the Americanization of Europe? Polish 
Industrial Relations Towards the EU“, u European Journal of Industrial 
Relations, Volume 8, Number 1, 2002.  

[10]  Galgozi, B., „Enlargement: a danger for the European Social Model or an 
opportunity – risks and perpectives“, u European Trade Union Yearbook 
2003/2004, ETUI, Brussels, 2004.  

[11] Barysch, K. :East versus West? The EU economy after enlargement, Centre 
for European reform, internet stranica: http://www. cer. org. uk/pdf/essay_east 
vswest_jan06.pdf 

[12] Periodični izveštaj Evropske komisije o ekonomskoj situaciji i regionalnom 
razvoju Evropske unije br. 6:  
http://ec. europa. eu/regional_policy/sources/docoffic/official/ reports/toc_en.html 

[13] Benchmarking Working Europe 2007, ETUI-REHS, Brussels, 2007 
 

28 

http://www.cer.org.uk/pdf/essay_east%20vswest_jan06.pdf
http://www.cer.org.uk/pdf/essay_east%20vswest_jan06.pdf
http://ec.europa.eu/reg%20ional_policy/sources/docoffi%20c/offi%20cial/%20reports/toc_en.htm


UDK: 005.334:334.7            Journal of Entrepreneurship 
Paper received: 10.09.2018.    and Business Resilience        
Paper accepted: 20.10.2018.  Year 1 • number 2 

     pp. 29-40            
ORIGINAL SCIENTIFIC REVIEW 

LIMITATIONS CONFRONTED BY MICRO, 
 SMALL & MEDIUM ENTERPRISES 

IN TODAY`S GLOBALIZED ERA 
AND WAY FORWARD 

Agrawal Reena, 
Jaipuria Institute of Management, Lucknow, India 

E mail: reena.agarwal@jaipuria.ac.in 

ABSTRACT 

Micro, Small & Medium Enterprises (MSMEs) have been widely 
acknowledged as the springboard for sustainable Economic 
Development. Despite the widely known benefits MSMEs continued to 
confront numerous challenges that inhibit their ability to operate and 
contribute optimally. The current study was taken up to explore and 
identify the constraints and challenges encountered by the MSMEs. It was 
expected that the findings of this study will reveal the impediments in the 
progress and development of MSMEs, and it would draw the attention of 
the policymakers across the world, to address the widespread problems. 
The study revealed that aspects such as ownership structure, inadequate 
infrastructural support and rigid systems were some of the factors that 
continued to unfavorably affect the enterprises owned and managed by 
MSME entrepreneurs. The insights drawn from the study indicated that 
desirable training, policy and economic reforms along with appropriate 
support from the big corporates can encourage more and more people to 
take up entrepreneurship as their career.  

Key words: Ownership structure, Inadequate finance, Managerial inefficiency, Poor 
networking and risk management.  
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INTRODUCTION 
 

The value of MSME is well acknowledged world-wide, irrespective of the 
economy’s developmental stage. They contribute towards job creation, social progress 
and economic growth, which are highly valued. MSMEs are considered back bone of 
national economy and as engine to economic growth (Vosloo, 1994). MSMEs 
indisputably remain crucial to development as they develop indigenous entrepreneurs, 
generate employment, help in developing local technology (Erdem and Erdem, 2011). 
MSMEs plays fundamental role in the industrial growth of a nation, even the existence 
of large organizations is dependent on MSMEs .  

Many countries of the Organisation for Economic Co-operation and Development 
(OECD) have seen MSMEs increase in the last thirty years. Out of new ventures that 
are created every year, significant number of MSMEs close down, before or by the 
first year of their operation, for various reasons. Consequently, White (2005) argued 
that venturing into MSME is a risky endeavour as the rate of failure is quite high. The 
challenges which MSMEs face are mix of internal and external factors rising from 
personal traits, technical competence, management  capabilities, conduct and behavior 
of the owner-entrepreneur, among others that greatly influence the growth of the 
enterprise (Stoke and Wilson, 2006).  
 
OBJECTIVE OF STUDY 
 

Most of the literature on small businesses focused on the financial problems, but 
the current study was taken up to explore and identify the various types of constraints 
and challenges encountered by MSMEs. The aim was to review the literature. It is 
expected that the findings of this study will reveal the impediments in the progress and 
development of the MSMEs, and would draw the attention of the policymakers across 
the world, to address the prevalent problems.  
 
 RESEARCH IMPLICATION 
 

Considering the significance of MSMEs, it is important to understand the 
challenges faced by such organizations. The research will enable the policy makers to 
come up with viable and focused strategies that can create an enabling environment 
for micro and small enterprises. The study will provide, academicians and researchers, 
food for thought for future researches. The research will provide valuable insight to all 
the other stakeholders like the financial institutions, investors, shareholders, 
employees etc., and will help them improve the existing processes.  
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REVIEW OF THE LITERATURE 
 

According to the available resources more than fifty percent of MSMEs collapse 
within first five years of operation. Irrespective of country, MSMEs encounter 
common hurdles which affect their profitability and survival. In today`s globalized 
environment MSMEs suffer from lack of financing, lack of managerial capabilities, 
lack of infra-structure, poor networking, lack of enabling environment, among others. 
Xheneti and Bartlett (2012) stated that managerial skills were significant in business 
performance. Shane and Stuart (2002) and Haswell and Holmes (1989) pointed out 
that often MSME failed due to: managerial inefficiency, ineffectiveness, inadequacy 
and immaturity. Ishak et al.’s., (2012) argued that financial management, remained 
one of the major problems confronted by MSMEs, resulting into threat to their 
sustainability and growth.  

Smit and Watkins (2012) cited that barriers to MSMEs’ success included innate 
hurdles like inadequate education, poor training and lack of managerial skills, and 
industry related problems like entrepreneurs’ incompetence to comprehend market 
expectations and poor market access. Zindiye (2008) founded that lack of appropriate 
managerial expertise was the main stumbling block for MSMEs. “Some important 
strategies include the use of knowledge co-production, wherein scientists, 
policymakers, and other actors work together to exchange, generate, and apply 
knowledge” (Radovic-Markovic, 2018, p.7).  

Zhou (2010) argued that the incomplete and inadequate recordkeeping affected the 
decision making in MSMEs. MSMEs encountered marketing challenges that obstruct 
their ability to achieve their goals. In this age, market information is crucial for the 
success and the lack of market information is one big challenge. Despite the 
availability of vast volumes of business-related information, MSMEs continue to rely 
heavily on traditional forms, because of poor information system network and lack 
technical expertise to interpret the statistical data (Muteti, 2005). Lack of 
understanding of marketing is another challenge that MSMEs encounter (Burgess and 
Oldenboom, 1997). Hill and McGowan, (2009) stated that MSMEs had myopic 
viewpoint of marketing and they argued that production of quality goods 
automatically resulted in sales. Hashim and Wafa, (2002) and Muhammad et al. 
(2010) found that MSMEs suffered from lack of knowledge about marketing 
techniques, branding and customer loyalty. MSMEs also lacked resources to follow up 
their customers (Kauffmann, 2005).  

According to Tulus, (2005) professionals, business associates and government 
agencies networks were important for establishing, developing and growing of 
MSMEs as they enhance access to market information, customers and markets both 
domestic and international. But according to Shaw and Conway (2000) MSMEs had 
limited access to networks to exchange information, experience and contacts for 
businesses or social purposes.  

According to Kauffman (2005) MSMEs suffered from cumbersome processes, poor 
infrastructure, unconvincing legal systems, insufficient financial systems and 
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unattractive tax regimes. Berger and Udele (2001) argued that economic environment 
under which MSMEs and banks exist affect, the willingness and the capacity of these 
institutions, to lend to MSMEs. Some of the deterrents were changes happening in the 
macroeconomic environment like bank-specific factors, macro-economic, regulatory 
factors, legal and contractual environment. Therefore the lending institutions developed 
stringent lending norms for the MSMEs and tried to ensure that their investment was 
guaranteed both in the short as well as long term. Weak linkage between large and 
MSMEs was another serious lacuna in the development of MSMEs (Yumkella and 
Vinanchiarachi, 2003). Building inter-firm linkages necessitates government 
interventions by way of creating enabling environment through, red tape reduction, 
property protection, tax incentives, and other measures that would have positive impact 
on the overall economy (UN Conference on Trade and Development, 2007).  

Inadequate technical and business skills have negative impact on the business 
returns. Wilson et al. (2013) described lack of proper skills in workforce lead to poor 
quality products and services.  

The other limiting factors were expense involved in training and constraint of time 
etc. A range of other, often more fundamental, barriers to training has been 
highlighted in other research. According to Drucker (1985), innovation is a specific 
tool of entrepreneurs, the means by which they exploit change as an opportunity for a 
different business service. But MSMEs lacked information system network, especially 
in rural areas (Muteti, 2005). Lack of knowledge about the business practices, 
competition, strategies for sales management in the foreign markets, was a challenging 
impediment faced by MSMEs in developing countries (Siringoringo et al., 2009). 
Amyx (2005) found that MSMEs had to cope with negative customer perception about 
their ability to provide adequate and quality product and services.  

The internal and external challenges confronted by MSMEs include: (a) internal 
barriers: limited information, insufficient finance, inefficient human resource, external 
pressures on company’s pricing strategy, and barriers in distribution, logistics and 
promotion in foreign markets,(b) external barriers: economic, political, legal, 
regulatory, social and cultural environment of the foreign markets. The cause for 
unfavorable internationalization of MSME included: poor reputation, low 
technological advancement and difficulties in joining international supply- chain 
networks.  

Linkages with large scale domestic and multinational enterprises can provide 
competitive edge to MSMEs in the global marketplace. But other authors indicated 
that linkages between MSMEs and large firms was weak, especially between small 
manufacturing firms and agricultural suppliers (Yumkella and Vinanchiarachi, 2003). 
Inventory management, a major concern of supply chain management, helps to reduce 
wasteful inventory cost (Routroy and Kodali, 2005; Alade et al. 2004) and determines 
the profitability of businesses, (Arnold, 1998). Robinson, Logan and Salem (1985) 
revealed that inadequate inventory planning was one of the key causes of failure of 
MSMEs. According to Tersine (1982) Chopra et al. (2007), the demand variations 
affect inventory levels and costs and ultimately the profits.  
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Hamisi (2010) stated that inadequate information-sharing among the supply chain 
network members, unexpected shortages, variations in price and government policies 
created challenge for MSMEs.  

The challenge of globalization has made it vital to move towards a knowledge-
based economy (Bhatiasevi, 2010). Shaari et al., (2010), Ding and Li (2010), Leitner 
(2011) and Bataineh and Zoabi (2011) argued that enterprise intellectual capital was 
significant for MSMEs success in this competitive environment.  

Iopev and Kwanum, (2012) revealed that MSMEs were vulnerable to failure 
because they did not cover against start-up risks. Matthews and Scott (1995) found 
that many MSMEs had no explicit approach to business risk and their risk 
management was neither well-structured nor systematic.  

Sparrow (1999) found that risk management practices in MSMEs were influenced 
by to the beliefs and attitudes of founding entrepreneurs. According to Smith (1998), 
MSMEs in their startup phase often underrated risks and ignored them completely 
because of which they faced high degree of uncertainties (Frese et al. 2000). Janney 
and Dess (2006), Henschel (2008) and Turpin (2002) noted that MSMEs were 
reluctant toward risk management due to inadequate resources and aptitude. They 
further noticed that increasing competition, changing customer demands, were among 
the prominent risks faced by MSMEs.  
 
RESEARCH METHODOLOGY 
 

An empirical research was conducted to find out the contribution made by micro 
and small entrepreneurs in India. Interviews were conducted with twenty micro 
entrepreneurs and the fifteen small entrepreneurs who are involved in the 
manufacturing of agricultural equipment, furniture, packages, safety gadgets, dairy 
and agricultural products in Uttar Pradesh (India), the most populous state in the 
Republic of India. These entrepreneurs provide employment to thousands of un-skilled 
and semi-skilled workers living in their local community. The secondary data was 
collected from journals, reports of government and private agencies, surveys, and 
other online resources.  
 
FINDINGS & DISCUSSION  
 

The interactions and discussions with twenty micro entrepreneurs and the fifteen 
small entrepreneurs, revealed that MSME entrepreneurs face numerous constraints 
connected to accessibility of funds, policy issue, networking challenges, and lack of 
managerial abilities etc. These constraints can be easily classified into four broad 
categories: Peculiarities of MSME, Managerial Issues, Policy & Regulatory Issues and 
Economic Issues (Figure 1): 
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1) Peculiarities of MSME: The research showed that the MSME units suffer from 
peculiar characteristics which expose them to numerous risks. They usually 
operate in sole entrepreneurship form and partnership and often are not able to 
distinguish between ‘business money’ from ‘personal money’, which eventually 
poses threat to their performance and survival. It was also found that the MSMEs 
owners often failed to recognize the significance of up-to-date record-keeping, 
efficient internal control systems and patenting the intellectual capital etc. which 
often hamper their operational efficiency and profitability.  

2) Managerial Issues: The research disclosed that the inadequate education, 
professional training and lack of managerial skills, made it difficult for the 
MEME entrepreneurs to comprehend market expectations and the impending 
risks. They also suffered from lack of access to market and inadequate knowledge 
about marketing techniques, branding and customer loyalty and lack of resources 
to follow up their customers. Some of the other issues include reluctance for 
technological advancement due to inadequate resources, inadequate inventory 
planning, lack of structure and systematic risk management, limited access to 
networks to exchange information, experience and contacts for businesses or 
social purposes lead to the managerial inefficiencies. It was also observed that 
lack of ambition for upgrading technical skills and less time and money devoted 
on the training and development of the workforce have negative impact on their 
business returns.  

3) Policy & Regulatory Issues: The research showed that the cumbersome 
administrative processes, poor infrastructure, unconvincing legal systems, 
insufficient financial systems and unattractive tax regimes hampered the working 
of the MSME enterprises. Weak linkage between large corporates and MSMEs 
was another serious lacuna in the development of MSMEs. Lack of social 
networks and lack of government financial support adversely affected the 
performance of MSMEs. They also confronted external barriers such as 
economic, political, legal, regulatory, social and cultural environment of the 
foreign markets.  

4) Economic Issues: MSMEs face huge difficulties in arranging necessary funds, 
which constrained their operations and adversely affected their survival and 
growth. Lack of infrastructural facilities has been one of the major challenges 
faced by MSMEs. Facilities like un-interrupted supply of electricity, good 
network of road, adequate water supply, effective waste disposal facilities, lack of 
proper access to market and inadequate IT infrastructure among others were 
crucial to operate successfully. Linkages between MSMEs and large firms were 
weak, especially between small manufacturing firms and agricultural suppliers.  
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The valuable insights drawn from the research suggest that the ongoing issues and 
problems should be tackled head-on in three different dimensions (Figure 1): 

 

 
Figure 1: Challenges Faced by MSME Entrepreneurs and the Way Forward 

 
Education and Professional Training: The policy and institutional framework for 

developing entrepreneurial skills, providing vocation education and training would 
widen the horizon for the micro small and medium entrepreneurs. It is desirable that    
the state and non-state institutions and organizations individually and jointly need to 
develop entrepreneurship development and training programs for the MSME 
entrepreneurs to build desired competencies and equip them appropriately to combat 
competition, both locally and in overseas markets.  

 
1) Creating an Enabling Environment: It is also essential that there should be 

increase in the impetus of the ongoing regulatory, policy, institutional and 
technological reforms. The unbiased approach, simplification in procedures and 
processes, creation of transparent and fair systems, would create an enabling 
environment and empower the MSME entrepreneurs to stride on unchartered 
territories consequently lifting the economic growth. Preventive vigilance by the 
regulators can further improve the system of governance and can ensure efficiency 
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and effectiveness. The government machinery can help the MSME entrepreneurs in 
gaining access to international markets as well.  

2) Linkages with Big Corporate:  It is also essential that proper linkages are created 
between the MSME entrepreneurs and the large corporate houses. Big companies 
should offer assistance to MSME by: (1) providing hand holding support, (2) 
assisting in market outreach (both domestic and international markets), (3) offering 
new financing options, (4) sharing market intelligence, (5) facilitating networking 
and (6) assisting in trouble shooting. This would facilitate the MSME 
entrepreneurs` to progress efficiently. Building inter-firm linkages also necessitates 
government interventions by way of creating enabling environment.  

 
CONCLUSION 
 

With the imminent challenges of slow down across various economies, increasing 
unemployment, globalization, technological disruption, it is essential to encourage and 
facilitate start-ups and micro, small and medium enterprise so that they can add 
momentum to economic growth. The governments and regulators across the world 
need to adopt a progressive outlook and bring transformational changes in the 
economic, legal, regulatory, fiscal, financial and other developmental policies, to build 
an enabling environment for MSMEs and help them grow. At the same time MSMEs 
also need to change their outlook and approach towards business. They need to be 
adequately equipped with professional skills, technical expertise and optimistic 
mindset to plan, develop, operate and manage their business in these challenging 
times. They need to nurture learning organization, put in place a structured risk 
management system and harness intellectual capital to ensure sustainable growth.  
 
LIMITATIONS AND FUTURE RESEARCH AGENDA 
 

The current research was limited to the review of the existing literature on MSME 
entrepreneurship. Further research is needed to understand how cross-cultural trade 
affects MSME entrepreneurs across the world, how MSME entrepreneurs manage 
survival and growth in today`s era of globalization and other such contemporary 
issues. There is also a need to use a mix of quantitative and qualitative techniques to 
reach realistic conclusions.  
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ABSTRACT 

Globalization has taken the economic world by storm. As the 
international economy becomes more and more integrated, economic 
strategy, complex leadership skills, and an understanding of foreign 
exchanges are important factors to consider when striving for success 
across country lines. This paper will look at the types of global 
organizations, the role of managers and leaders, the role of international 
environment of business strategy, and the impact globalization has on 
organizational culture diversity.  
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INTRODUCTION 

“Globalization has become the new normal for many organizations and is 
something to be expected in the modern economy. It encourages “economic 
development through the connections of national economies, extension of the market 
and enabling the approach to modern technology in manufacturing, distribution of 
communication and increase of the possibilities of data processing”. (Lekic and 
Rajakovic–Mijailovic, 2018, p. 16) 

A concept of the 1900s, globalization has become a dominating force in the 
twenty-first century and has really shaped how organizations approach sales, 
communication and economic strategy. The concept of globalization is refers to the 
growth of trade and investment between international businesses and the integration of 
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such economies across the world. According to  Punnett, globalization is based on six 
basic premises: 

1. International communication and travel have seen an increase as technology 
continues to develop.  

2. As communication and travel have increased, the world has only gotten smaller.  
3. A smaller world means that people pay more attention to foreign news and are 

encouraged to travel further.  
4. Foreign opportunities are better understood and more achievable with this 

increase in travel.  
5. This understanding of opportunities encourages further international trade and 

investment and increases the amount of businesses looking to delve into foreign 
markets.  

6. As more companies get on board with foreign trade, the economies of the world 
become further integrated. (Heil, 2018) 

As globalization continues to expand, organizations are having to change their 
approach to business with a more complex economic strategy, better communication 
skills, and a whole new outlook on what is really required to be a manager in the 
present-day economy.  
 
THEORETICAL OVERVIEW 
 

Globalization has changed the way that organizations must approach success. 
Many companies that operate within the lines of one country find that they must 
change their strategy and adopt more aspects of the foreign market into their 
company’s business outline in order to continue on the road to success. There are three 
main stages that a company can opt to expand through to obtain more aspects of the 
foreign market. These stages may also be referred to as business types when 
discussing international business styles. These stages include: importing and 
exporting, multinational enterprises, and global organization. (Human Resource) 

The concept of importing and exporting is just as it sounds. This first stage of 
expanding into the global market consists of the buying and selling of goods and 
services with organizations in other countries. This phase of entering the global 
market involves only a limited number of people interacting with foreign 
organizations, including the sales and marketing staff and a handful of executives that 
may be involved. (Human Resource) 

A multinational enterprise is one in which the company operates mainly in one 
country, but has units located in one or more separate countries. These units provide 
goods and services to surrounding regions, as well as offer job opportunities to the 
local population. Corporate employees, however, are usually from the home country 
and are stationed outside of their native country for a few months to a few years at a 
time. There is a good bit more knowledge about foreign policy required for a 
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multinational enterprise to run, including how to staff, train, compensate staff 
appropriately, labor relations, and health and safety requirements. (Human Resource) 

The final jump into global marketing is to become a full-blown global 
organization. Unlike a multinational enterprise, where each foreign unit is run 
separately and the home base remains in the country of origin, a global organization is 
truly international. Corporate units are located in a number of countries and they are 
all integrated to act as one single organization. Corporate employees travel constantly 
between countries, with those speaking multiple languages reaching the highest ranks 
in the company. Moving from a multinational enterprise to a global organization is a 
complete shift in operations and a complete decentralization must occur in order for 
all units to work seamlessly together. (Human Resource) As companies make the shift 
to global marketing, a new set of parameters is required of the management staff 
expected to operate these types of businesses. It is here that the concept of 
transnational leadership makes its entrance. Traditional organizations were structured 
along product or geographic lines and required equally structured management to run 
their businesses.  

 
Today, transnational companies require three strategic capabilities: 
1. Global-scale efficiency and competitiveness 
2. National-level responsiveness and flexibility 
3. Cross-market capacity to leverage learning worldwide  (Bartlett & Ghoshal, 
2003) 

The ability to harness this complex triad of capabilities is a key factor in what sets 
traditional and global managers apart. In fact, one of the main limiting factors in for 
transnational companies is finding enough executives with the skills and experience to 
handle this triad and work flexibly and less like the hierarchical networks of the last 
century. As such, managers have become more specialized. In many transnational 
organizations, there are three main types of managers, often overseen by a few head 
executives. This specialized team has their own unique capabilities, but is able to work 
together in order to achieve company goals.  

 
These highly capable team includes: 
1. The business manager 
2. The country manager 
3. The functional manager 
 

The business manager is also known as the coordinator or the strategist. The focus 
of this person is global-scale efficiency and competitiveness. A global business 
manager must be able to recognize foreign opportunities and risks and coordinate the 
proper links and activities to further the success of the brand. The country manager is 
also known as the sensor of the group. This person focuses mainly on the 
responsiveness of the local market. Country managers are in charge of making sure 
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that the local customers feel that their needs are being met, the local government feels 
satisfied that all requirements are being met, and that local and external competitors do 
not push the boundaries for the success of the company. Finally, there is the functional 
manager, which is also referred to as the scanner or cross-pollinator. This type of 
manager is the most overlooked and is often relegated to a lower-level position than 
the business and country managers. The job of the functional manager is to keep an 
eye out for all opportunities for innovation, better resource use, and leading-edge 
applications that could benefit the company. This cross-pollination approach requires 
specialized skills to pinpoint these types of opportunities across national borders, but 
is key to further innovation and success within the company. (Bartlett & Ghoshal, 
2003) 

With globalization comes the need for a revised business strategy, as foreign 
businesses do not always run the way the host country may operate. Oftentimes, a 
company develops its international strategy by taking a hard look at its overall 
strategy. There are four main aspects of strategy that can be considered.  
 

These include: 
1. Scope of operations 
2. Resource allocation 
3. Competitive advantage 
4. Synergy 

The first component focuses on the various locations of the company and the 
regions being operated in. The second component consists of how limited resources 
are utilized, where they are utilized and by whom they are utilized. Resources can also 
refer to employees, so how and where their responsibilities are allocated would also 
apply under this section of global strategy.competitive advantage mainly involves 
taking a hard look at what sets the company apart from others and what they do best. 
This analysis can be done through observation, superior technology, or the 
implementation of superior practices and distribution systems. Finally, a good global 
strategy is one that allows all of the working parts to benefit one another in a 
harmonious and positive way, providing an aspect of synergy to the company 
operations. (Heil, 2018) 

Formulating an international strategy usually takes place in two stages: strategy 
formulation and strategy implementation. First, a thorough analysis of the global 
business environment,  global marketing, regulations, costs, and existing competition 
must all be taken into account. Then, strategists must establish their international goals 
based on this data and a plan can be implemented. The overall international market 
plays a major role in company strategy because it provides organizations with the 
information they need to develop a clear and efficient plan to meet their goals. 
Important factors of the international environment include gross domestic product 
(GDP), per capita GDP, population figures, transportation, tax margins, tariffs and 
trade barriers, and other important figures that indicate how a company should operate 
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in the foreign environment. Understanding all costs and regulations, as well as keeping 
tabs on the local competition and gaps in the market that consumers are looking to fill, 
are all key factors that relay to an organization how to move into the market 
successfully. (Heil, 2018) 

The last step in developing an international strategy is to take into account cultural 
diversity. Moving into a foreign market requires extensive knowledge regarding what 
is acceptable, including belief systems and attitudes, language and communication 
styles, local fashion, food preferences, work ethic, and overall values of the 
population. This is a crucial step as getting to know the local consumers will only help 
when rolling out new products or services and developing marketing schemes to sell 
these products or services. (Heil 2018) 

The final aspect of globalization to be discussed here is how it impacts 
organizational culture. The concept of organizational culture is a complex one. It is 
similar to organizational behavior in that it represents the values and actions taken by 
its employees. It is the product of employee actions, as well as the elements that 
characterize future actions they choose to make. (Muscalu, 2014) Like organizational 
behavior, it can be hard to define and even harder to predict as human actions and 
behavior are wildly unpredictable. Organizational culture has been deeply diversified 
by globalization. Like previously stated, as international communication continues to 
become more accessible, foreign culture becomes much more visible to other nations. 
The exchange of values, beliefs, and ideas will continue to spread and be taken up by 
individuals inspired by them. This constant influx of cultural aspects certainly makes 
for a more diverse working environment with various cultural elements being 
embraced by the employees. This is a positive, as the mixing pot aspect allows for an 
easier flow of ideas and innovations and will help executives to understand where 
consumers are coming from, as well.  
 
DISCUSSION 
 

Globalization is certainly a force to be reckoned with. It has also affected small and 
medium companies by changing their role, primarily, in national economies. In 
addition, globalization offers the possibility SME to take part in regional and 
international market (Radovic Markovic, 2018). Namely, it is completely changing the 
way organizations structure themselves, redefining the roles of global managers, and 
as technology continues to advance, a further exponential increase in competition is to 
be expected. There are many positives to globalization, such as increased global 
diversity, better communication skills between leaders, and the cheaper flow of 
product to consumers.  

However, is globalization always a positive? On the one hand, moving into a 
foreign market increases the amount of sales that can be made substantially. However, 
it is important to listen to local consumers, as well. For instance, cruelty-free products 
have become more and more popular, particularly in the beauty industry. Consumers 
are aware of China’s regulations on animal testing, so despite seeing an opportunity 
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for advancement abroad, many companies refuse to sell to China in an effort to stay 
true to the values of the brand, as well as to retain the loyalty of existing consumers 
who value a cruelty-free product.  

Another downside to moving product development overseas is the backlash that 
may be seen from the nationalist movement. This is a movement that has really taken 
off with consumers in the U. S., especially, placing more value on goods made and 
sold in the U. S. alone. Many Americans also view the increase in foreign dealings is 
taking jobs away from Americans, as more and more companies are finding it cheaper 
to outsource much of their labor to other countries that do not require as much of a 
living wage to be paid to the workers. American-made goods do tend to come at a 
higher cost, but many will spend more in order to support an All-American brand. L. 
L. Bean is a great example of this.  

It is important for companies to find a positive balance between developing 
relationships with foreign alliances and supporting local communities, as well. The 
ability to ride this line successfully is just another task placed on global managers. 
Globalization has certainly increased competition regarding goods and services, but it 
has also increased the level of skill needed by management working in an international 
atmosphere. Given the language and communication skills needed, there should 
absolutely be a shift in prioritizing these skills among young people. As stated above, 
there is a shortage of truly qualified individuals that can handle all of the skills needed 
to really juggle all of the responsibilities that a global leader must carry. Given that 
globalization will only increase, it is important to develop students to be able to fill 
these roles. One way to reduce the negative feelings towards globalization would be to 
help ensure that Americans are capable of filling these roles, so that more of our own 
citizens are finding success. This is the type of compromise that global leaders must 
push to reach and these types of negotiations are happening all over the world, 
allowing globalization to further expand. It is not going away and it will be interesting 
to watch how things continue to play out as technology continues to develop and 
foreign relations continue to shift.  
 
CONCLUSION 
 

Globalization is mainly a result of the increasing technological advances being 
made that allow international communication to flourish. The increased chatter 
between the nations allows for the flow of ideas and innovations and more and more 
companies are taking advantage of this melting pot economy. Globalization has 
caused a massive shift in organization strategy, as well as redefined the role of a 
global leader, and does not appear to be a force that will be waning anytime soon. 
Embracing cultural diversity and developing a clear understanding of foreign 
environments are key factors in international success. Basically, the world is getting 
smaller and competition will continue to rise, so companies must continue to get 
creative and embrace international alliances and trade agreements in order to find 
success in the modern economy.  
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ABSTRACT 

Throughout the history, banks have shown the precondition for 
illiquidity and transferring this risk to the overall economy. Taking into 
account this fact, we can say that the subject of this study is analysis of 
the impact of macroeconomic factors on the banking sector liquidity in 
Serbia together with the ability to introduce innovations in business. The 
aim of the study is based on an assessment of whether and how the 
variations in macroeconomic factors affect the banking sector exposure 
to liquidity risk, which at the same time determines the readiness of 
banking sector to respond to contemporary challenges in the business. By 
applying appropriate statistical methods such as correlation analysis, 
significant results on the impact of macroeconomic factors have been 
obtained. More importantly, these results can be used as the basis for 
monitoring and measuring il/liquidity of the banking sector. The study 
results show that by monitoring of factors which have the biggest 
influence on the banking sector liquidity, the allocation of funds for 
innovation in the banking business can be planned.  
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JEL classification: E00, E42 

49 



© Filodiritto Editore – Proceeding 

INTRODUCTION 
 

Liquidity represents the ability of banks to provide enough liquid funds for 
payment of overdue and withdrawn deposits, to fund asset growth of the business 
itself, as well as to settle other forseen and unforeseen financial obligations. Since the 
illiquidity of banks has significant consequences on its operations and business clients, 
both those who have invested funds in the bank and those who use loans and a variety 
of services. For banks, the need  to be liquid is nothing special and new but something 
normal and ususal, and as Cates says "Liquidity is always a primary concern, no bank 
opens the door without it, but with it the bank may have time to solve the biggest 
problems" (Cates, 1990). Liquidity risk is the risk of insufficient liquid funds available 
to fullfill afore mentioned needs at any given time. Liquity risk also contains the 
aspect of market risk within itself. This aspect is reflected in the bank's inability to 
carry out transactions in the financial market due to systemic disorders in the country 
or due to insufficient market depth.  

Banking  sector offers a wider range of financial products in all countries, and 
foreign and domestic are generally treated equally (Brkic I., 2018., p.53). The 
importance of the banking secotor liquidity for the development of the financial 
market in Serbia, and therefore the economy, encouraged the study of this very topic, 
more precisely, to investigate which macroeconomic has the highest dependency in 
relation to the dependent variable (the liquidity of the banking sector). It also 
emphasizes the importance and great potential of statistical methods such as 
correlation analysis in measuring the effects of variables on the dependent variable. 
Using correlation analysis as a statistical instrument, the obtained results confirm 
inflation, the index of industrial production and unemployment rate as indirect 
determinants of liquidity in the banking sector. It is expected that this research will be 
of practical use for economic policy makers, especially in monitoring and measuring 
the most influential factors on the banking sector liquidity and the possibility of timely 
response to the given movements of determinants.  

Numerous authors have studied the liquidity of banks, i.e. changes in the level of 
liquidity due to the effect of different factors. Some of them are: Trenca, Petria, Mutu 
& Corovei, (2012), Vodová (2011, 2013), Basel Committee on Banking Supervision 
Working Group on Liquidity (2000), Alihodžić (2015), Račić (2014) and many others. 
The conclusions that they came to by thorough research relate to the identification of 
relevant and significant macroeconomic factors which affect the level of liquidity in 
the banking sector. For example, Račić identified the factors influencing the liquidity 
of banks in the period from 2008-2012 in his study. The research results go in favor to 
the assumption that the movement of the underlying macroeconomic factors 
contributed to the high liquidity of the banking sector in Serbia. The increase in the 
unemployment rate, inflation rate determine at a statistically significant level the 
exposure of the banking sector to liquidity risk. Also, in his study, Račić examines the 
correlation between the banking sector liquidity and the phases of the business cycle.  
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THE DEFINITION OF RESEARCH OBJECTIVES 
 

The aim of this study is based on the assessment of whether and how the variation 
of macroeconomic factors (the GDP - expressed through the industrial production 
index, inflation, unemployment rate) affects the exposure of the banking sector of the 
Republic of Serbia to liquidity risk during the period from 2008 to 2015 - which 
further determines the readiness of banking sector to respond to contemporary 
challenges in the business. 96 observations were carried out for the reference period.  

The following table provides an overview of observed variables that are used in the 
model as determinants of the banking sector liquidity. Column Impact on the liquidity 
of the banking sector assumes a positive or negative effect of observed independent 
variables on the  dependent variable - the banking sector liquidity. The selection of 
independent variables was based on  previously conducted research on this topic.  
 

Table 1: Defining dependent and independent variables 

Variables Symbol 
Effect on the 

banking sector 
liquidity 

Data Source 

The banking sector liquidity L dependent 
variable 

National bank of 
Serbia (NBS) 

Index of industrial production, as 
a measure of  GDP IIP + NBS 

Consumer Price Index CPI - 
Informative 

Business Center 
(IPC) 

The unemployment rate UR + 
Serbian National 

Employment 
Service 

Source: Author 
 

The following parts of the paper will explain both the dependent and independent 
variables. Specifically, this paper analyzes the banking sector liquidity through 
liquidity indicators: average monthly liquidity, loans-to-deposit ratios (LTD ratio) to 
non-financial sector.  

Liquidity ratio represents the ratio of liquid assets to liquid liabilities (sight 
deposits and liabilities with maturity up to one month). Resolution on bank risk 
management strictly defines that the average monthly liquidity ratio should not be less 
than 1, that the liquidity ratio must not be below 0. 9 for longer than three consecutive 
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days and that it should never fall below 0. 8 (NBS, 2011). LTD ratio, i.e. loans to 
deposits ratio, indicates the ability of banks to fund lending through gathered deposits. 
If the value of this indicator is higher than one, it might suggest insufficient readiness 
of the banking sector to respond to shocks (NBS, 2016).  

The issue of employment is a key for each country and its finanicial system. In 
addition to the level of gross domestic product, this must be the most reliable indicator 
of the efficiency of an economy, and thus the society as a whole. The first and crucial 
thing for strengthening the labour market performance but also the national economy 
as a whole, is to improve the labor supply in terms of enriching the knowledge of both 
the employed and unemployed, which of course means a substantial investment in 
human capital. These investments are the fastest way to reduce poverty and to increase 
employment and the willingness of the population to deposit financial resources in the 
banking sector. This would provide a significant portion of liquid assets to banks, i.e. 
optimal liquidity, which is correlated with the movement of macroeconomic indicators 
that can not be influenced but can only be adjusted to.  

The number of unemployed people in Serbia reached its historical maximum in 
2012 when it amounted to 22. 2%. The rise in unemployment (an increase of 2. 5 
percentage or from 13. 6 to 16. 6%), which was caused by the decrease in production 
volume, was a major factor in thereduction of GDP in 2009. GDP volume reduction 
factor was also the reduction in aggregate demand, domestic and foreign, which 
resulted in the formation of negative expectations about recovery and growth of the 
economy. National Employment Service has recorded around 724 thousand 
unemployed in 2015. Serbia's unemployment rate decreased to 19% while the 
unemployment rate was 16,7% in Croatia, 27. 9% in Macedonia, 16,1% in Albania 
and 19,1% in Montenegro. Although the above data on the declining employment and 
rising unemployment do not fully correspond (a much larger drop in employment than 
a rise in unemployment), it is certain that the crisis had major adverse effects on our 
labor market.  

As the most significant macroeconomic aggregate, GDP is suitable for the analysis 
of the economy of a specific country. Since the gross domestic product in 2010 rose 
about 1% to compensate for only about half of the decline in production from the 
previous year, economic recovery in the early 2011 continued at a slightly accelerated  
rate compared to the last quarter of 2010. This does not mean that Serbia has emerged 
from the zone of insufficient economic growth. The reason for the cyclical movements 
of GDP in % from positive to negative, is the change of its component parts.  

As a result of strengthening domestic demand, economic recovery should 
accelerate in the period to come. After GDP growth of 0. 8% in 2015, we expected 
that in 2016 GDP would be increased to 1. 8%, and 2. 2% in 2017. Favorable trends 
from 2016 should be continued througout 2017, i.e. growth in economic activity still 
should be guided by investments, with a further strengthening of household 
consumption. Increased domestic demand will affect the growth of imports, because 
of which, in spite of the expected growth of exports, the contribution of net exports to 
GDP will remain close to neutral. Contributions of component expenditures to real 
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GDP growth are related to consumption, government consumption, investment, net 
exports. On the other hand, in line with the expected continuous implementation of 
fiscal consolidation, government spending in 2017 will record a decline (NBS, 2016).  

Since the values of GDP are published quarterly and annually, and given the fact 
taht for the purposes of this research monthly data were used, industrial production 
index was used instead of GDP to calculate the impact of macroeconomic factors on 
the banking sector liquidity. The industrial production index is the reference indicator 
which points to the turning points in the movement of economic activity in the early 
stages and is used to assess the changes in total GDP.  

The index of physical volume of industrial production was obtained on the the 
basis of monthly reports on industrial production in the Republic of Serbia (IND-1). It 
includes companies in the industry and units of non-industrial enterprises engaged in 
industrial production. Since the first of January 2011, the classification of industry in 
three sectors has been introduced: the extractive (mining), processing industry and the 
supply of electricity, gas and steam. Stocks of finished products represent the state at 
the end of the month (NBS, 2015). The fall in industrial production in 2008 marks the 
beginning of the global economic crisis while a slight growth in 2010 shows recovery 
from the recession until 2014. In February 2016 there was a growth of physical 
volume of industrial production of 14. 0% compared to February 2015. Inflation came 
back into the framework of the target tolerance band in 2012 and directs the 
movement around the central value of the target until the end of the year. Inflation 
declined after this period due to the weakening of cost pressures on food prices, low 
aggregate demand and the strengthening of the  dinar until 2015. After a long period 
of a downward trend, it was expected that since mid-2016 inflation will experience a 
moderate growth and return within the target band at the end of this year or early next 
year. It is estimated that growth will continue in 2017 but at a much slower pace and it 
will level off at about 3. 0% in average. The biggest impact of the gradual increase in 
inflation in the projection period will be a weakening of disinflationary pressures due 
to the expected growth in world prices of primary products, aggregate demand in 
Serbia and inflation in an international environment. Inflation measured by the 
consumer price index (CPI) from 2009 to 2012 recorded a growth trend. The 
devaluation of the dinar is attributed to the rising prices of food products, fruits and 
vegetables. Although it was anticipated that the target inflation will abate and come 
closer to the central value (due to the cheapening of food and implementation of 
monetary and fiscal policy)  the liquidity of the banking sector during the period from 
2008 to 2015 had a slightly upward trend only in 2012. Depreciation of the dinar 
continues to fuel the fears of population to opt for saving in dinars, although the 
interest rate on savings in dinars is higher than the interest rate on savings in foreign 
currency. The way banks can deal with inflation is borrowing in the same currency in 
which claims are made. If the claims in a given currency are higher than the bank's 
liabilities, inflation will negatively affect the liquidity of the bank and vice versa. The 
banking sector in Serbia has a favorable structure i.e. the ratio of claims and liabilities 

53 



© Filodiritto Editore – Proceeding 

(greater liabilities than claims), so inflation has no negative impact on the liquidity of 
banks.  

Measures of the National Bank of Serbia used to curb inflationary influences also 
affect and the level of unemployment. Reduction of the amount of money in 
circulation decreases the aggregate demand, thus the level of production of goods and 
services. The repercussions of this reduction are reflected in an increase in 
unemployment. It can be said that it is precisely the growth of unemployment that 
gives impetus to banks to better distribute their assets in order to achieve higher profits 
and maintain liquidity levels above the optimum. The presence of such a trend also 
prompts bank to conduct a detailed analysis of risk ratings of loans since the large 
number of population lost their jobs from the beginning of the crisis. One of the 
critical elements of the economic situation in Serbia, is the high level of 
unemployment. Based on expert assessment, this macroeconomic risk had a tendency 
to increase during the period from 2008 to 2015 (when it recorded a slight decline), 
and left a mark on the further progress of economic activity until the investment and 
further growth of economic activity creates new productive jobs.  

Since commercial banks are not immune to the changes of macroeconomic trends, 
they indirectly affect the liquidity of the business, so the bank can only establish a 
system of adjustment. Factors such as unemployment, gross domestic product and 
inflation affect the liquidity of commercial banks with different intensity. It can be 
said that the GDP, expressed by the level of the index of industrial production, is a 
factor without effect, while unemployment rate and inflation have significant impact, 
which will be confirmed in the next section by using statistical methods.  
 
CORRELATION ANALYSIS RESULTS 
 

The research covers the period from 2008 to 2015 and refers to the liquidity of the 
banking sector. Mainly, official data the National Bank of Serbia were used. Three 
independent variables were included (IIP, CPI, UR) and one dependent variable 
expressed through two indicators (liquid claims/liquid liabilities, loans/deposits). 
Consequently, a model of correlation which determines the degree of correlation 
between a dependent variable and three independent variables was applied together 
with the use of SPSS statistical software.  

Descriptive statistics of the sample covered by the survey is shown in Table 2. It 
can be seen that there is a high degree of variation of observed indicators, as 
evidenced by the standard deviation. The most pronounced standard deviation is with 
loans to deposit ratio to nonfinancial sector of 11.88% and the index of industrial 
production of 9.6%. In the column Skewness we can see that the CPI values deviate 
the most from the normal distribution together with the curvature to the left, that is, to 
smaller values than the average. Liquidity (averLiq) also shows positive value of 
curvature while the other three parameters are curved to the right, i.e. to higher values. 
Parameter Kurtosis is a measure of the distribution curve flattening. Negative values 
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of this parameter recorded in all variables show that the distribution is flatter than 
normal, i.e. that the data dispersion is bigger.  
 

Table 2: Descriptive statistics od macroeconomic variables and banking sector 
liquidity in the Republic of Serbia for the period 2008-2015.  

 
N Min Max Mean SD Skewness Kurtosis 

     Stat SE Stat SE 

UR 96 26,5 31,9 29,500 1,4173 -,286 ,246 -,883 ,488 

CPI 96 -1,0 14,7 4,023 4,4334 1,075 ,246 -,355 ,488 

IIP 95 74,5 120,5 99,866 9,6042 -,291 ,247 -,208 ,490 

averLiq 96 1,50 2,68 2,1072 ,27232 ,179 ,246 -,264 ,488 

LTD 96 94,00 133,60 113,8875 11,88108 -,049 ,246 -1,490 ,488 

Valid N 
(listwise) 

95         

Source: Author 
 
Dispersion (skewness and kurtosis) data of dependent and independent variables 

can be presented in the accompanying charts. In the so-called. "boxplots" the 
distribution of the values of  each observed variable can be shown. The central line 
shows the median value. "Boxes" cover values of the second and third quartile (i.e. the 
values between the 25th and 75th percentiles) while "tails" represent a range from 
minimum to maximum value, except outlayers that are marked with circles. Namely, 
outlayers are consider to be  the values that are distant for more than 1.5 length of the 
"box" from the the upper limit of "boxes", i.e. values that are 1.5 times bigger or 
smaller than interquartile range.  

From the insight into UR, LTD, averLiq graphs, we can see that the their 
distribution does not differ significantly from normal, while the distribution of CPI is 
curved toward lower values (median line is not in the middle of the box but at the 
bottom). The only outlayer was noticed in the IIP graph, in which except that value, 
which is lower than others, normal distribution was also observed.  
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Inflation 

 

The table below indicates the intensity of the correlation between the dependent 
variable - the average monthly liquidity (averLiq) and independent macroeconomic 
variables such as unemployment, inflation and industrial production index. The 
correlation was calculated from 96 samples for independent variables which affect the 
dependent variable averLiq. Previously, the analyzes of the homogeneity, normality 
and linearity of variances were conducted and it was concluded that all prerequisites 
have been met. Using Pearson's correlation coefficient, it was observed that there is no 
connection between all variables. Medium, i.e. weak positive correlation exists 
between the average monthly liquidity and the unemployment rate and it can be said 
that the correlation is statistically significant at the significance level of. 001. The 
index of industrial production shows the negligible correlation with the dependent 
variable which is not statistically significant. There is no statistical significance 
between average monthly liquidity and index of industrial production.  
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Table 3:  averLiq correlation 

 averLiq 

UR 
Pearson Correlation ,553** 

Sig. (2-tailed) ,000 
N 96 

CPI 
Pearson Correlation ,090 

Sig. (2-tailed) ,383 
N 96 

IIP 
Pearson Correlation -,041 

Sig. (2-tailed) ,691 
N 95 

**. Correlation is significant at the 0. 01 level (2-tailed).  
 

The following table also shows the intensity and direction of the correlation 
between the dependent variable - loans to deposits to non-financial sector (LTD ratio) 
and independent macroeconomic variables such as unemployment, inflation and 
industrial production index. The correlation is calculated from 96 samples for 
independent variables which affect the dependent variable LTD. Using Pearson's 
correlation coefficient, it was observed that there is no connection between all 
variables. Medium, i.e. weak positive correlation exists between LTD liquidity ratio 
and the unemployment rate and consumer price index CPI, so it can be said that the 
correlation is statistically significant at the significance level of .001. The correlation 
coefficient for the index of industrial production shows negligible correlation with the 
dependent variable which is not statistically significant.  
 

Table 4:  LTD Correlation 

 LTD 

UR 
Pearson Correlation ,544** 

Sig. (2-tailed) ,000 
N 96 

IPC 
Pearson Correlation ,564** 

Sig. (2-tailed) ,000 
N 96 

IIP 
Pearson Correlation ,034 

Sig. (2-tailed) ,742 
N 95 

**. Correlation is significant at the 0. 01 level (2-tailed).  
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Based on the research of three macroeconomic factors of liquidity, it can be 
concluded that the index of industrial production does not correlate with the dependent 
variable with regard to both liquidity indicators. For independent variable - inflation, 
we can say that it correlates with the dependent variable LTD, but not with averLiq. 
Namely, higher inflation reduces the credit activity of banks and causes an increase in 
the share of liquid reserves of the first order in the balance sheet total. One of the main 
reasons for the resulting interdependence is a fact that a significant rise in consumer 
prices affects the reduction in aggregate demand, which further reduces economic 
activity and demand for credit (Račić, 2014). There is often a dilemma between 
inflation and unemployment in the short term. If economic policies are implemented 
in the direction of increasing aggregate demand, it reduce unemployment, but will 
increase inflation. If, however, the economy opts for the reduction of aggregate 
demand, it can lower inflation but will increase higher unemployment, at least 
temporarily. To reduce inflation, an economy must endure a period of high 
unemployment and low output. Namely, when the central bank reduces the rate of 
growth of money supply (inflation), it reduces aggregate demand which stirs a 
decrease in produced goods and services, which leads to an increase in unemployment. 
Independent variables - unemployment rate, had an impact on both indicators of the 
dependent variable. The unemployment rate entails a reduction in the creditworthiness 
of borrowers, and therefore the banks' credit activity. Also, the banking sector 
increases the share of liquid assets in total assets, thus increasing the liquidity of the 
banking sector.  

Based on the findings from the research, the banking sector should consider  
investing in the modernization of banking services. Namely, if the macroeconomic 
factors affect the growth of liquidity in the specified period, it is possible to allocate 
funds for introducing innovations in business. It is exactly the development of modern 
information technology that helps the banking sector to increase sale of their products 
and reduce the cost per transaction i.e. to increase its profit. Therefore, banks must 
support the development of modern information technologies because these 
technologies enable the expansion of banking services and motivate clients to accept a 
new form of contact with the bank.  

Banking in Serbia have had a relatively rapid path of development. Changes last 
until the present day and will be present as long as there are innovations in the world 
of technology.  
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Picture 1: Banking development 

 
Source: Author 

Adaptation to the new changes in the world of information technology will help 
banks to stay competitive, to win new customers, but also to retain existing ones. 
However, without detailed analysis of the available liquid assets, i.e. factors affecting 
liquidity, it is pointless to start spending funds with the purpose of introducing new 
business platform.  
 
CONCLUSION 
 

Results of applied statistical methods indicate that the liquidity of the banking 
sector is determined by certain macroeconomic factors. The unemployment rate has a 
weak positive correlation, which is statistically significant with both the liquidity ratio 
(averLiq) and LTD.  

Inflation has a weak positive correlation, statistically significant, with a LTD ratio, 
but not with averLiq. The index of industrial production has a negligible negative 
correlation without statistical significance, compared with averLiq, while compared 
with a LTD, it has positive correlation with no statistical significance. After the 
establishment of correlation between the observed variables, questions for further 
research can be raised: How well the unemployment rate, inflation and the index of 
industrial production (together) may predict liquidity (averLiq) and LTD and which of 
these factors is the best predictor (which affects the most the change in the average 
liquidity and LTD)? 
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Based on the aforementioned, we can conclude that it is necessary to implement 
appropriate economic measures, which would put the nemployment rate and inflation 
within the limits of allowed framework. Then, the banking sector would, without 
major obstacles and difficulties, manage to regulate liquidity at the optimum level. 
With such a level of liquidity, it is possible to implement all forms of innovation in 
banking. Bearing in mind the fact that information technology is the generator of 
changes in the banking sector, it is inevitable to implement them in every banking 
product, i.e. service. To bear the "burden" of changes in modern technologies, the 
banking sector must observe macroeconomic factors that have influence on its 
liquidity and thus plan the allocation of funds for that purposes.  
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ABSTRACT 

Innovations have always been regarded as the conditio sine quo non 
for advancement, growth, development and maintenance of high 
profitability of the organization. Unfortunately, researches of innovation 
in small organizations are relatively limited, especially in the traditional 
sectors, to which belongs and wine industry. The main aim of this paper 
is to present ways in which small wineries can improve their business 
position. As a result, this paper will highlight the sectoral system of 
innovation, which does not only deal with the production companies, but 
also with the relevant institutions, the different types of interactions and 
with constant encouragement of learning and gaining practical 
knowledge. The paper promotes the paradigm of open innovation, which 
is based on the free flows of the ideas, knowledge and resources between 
organizations, as the only way for organizations to survive in conditions 
of ruthless competition. Empirical research was conducted by 
usingprimary and secondary sources of information, in order to 
demonstrate that innovation affects business performance of small 
wineries in Serbia. The main implication of this research is thatthe only 
way for better business performance of small winerieslays in permanent 
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innovations by applying sectoral system of innovation and paradigm of 
open innovation.  

 
Keywords: Innovations, Small wineries, Sectorial system of innovation, Improving 
business performance of small wineries in Serbia 
 
JEL classification: L25, L53 

 
INTRODUCTION 
 

Modern organizations are faced with the ruthless competition due to globalization 
and significant technological improvements. As a result, the survival, growth and 
development of the organizations in a dynamic and hypercompetitive market depends 
on their respective innovative capabilities. “Teamwork is particularly significant for 
innovative organizations because the creation and development of innovations is most 
frequently performed through special project teams or special functional groups”. 
(Lekic S., Rajakovic M. J., 2018, pp. 16) 

Moreover, the innovations provide a competitive advantage of national economies 
in international trade, and the growth of national wealth. On the occasion of the 
European Year of Creativity and Innovation (2009) was adopted the document which 
emphasizes the necessity of strengthening the creative and innovative competences in 
order to effectively meet the challenges of globalization and increased competition in 
all fields of economic activity (Official Journal of the European Union, 2009).  

The subject of the research are small wineries which operating in the Republic of 
Serbia. The first reason for this research is that the year 2015. was declared as the year 
of entrepreneurship, and moreover last decade is marked as a decade of 
entrepreneurship. Second reason is that researches of innovation in small 
organizations are relatively limited, especially in the traditional sectors, to which 
belongs and wine industry. Thirdly, small wineries have great potential for increasing 
production, revenue, employees and affirmation of the areas where they are located. 
Unfortunately, they rely on the advantages such as inexpensive labour, fertile land, 
climate, tradition, rather than they are trying to invest in innovation of technology, 
management system, marketing and other (Ivanišević, Jakšić and Korać, 2015, p.5). 
According to their opinion, the main reason for the absence of a higher degree of 
innovationsare the lack of financial resources.  

In the remainder of this paper will be presented the theoretical basis of innovation, 
sectoral system of innovation, the paradigm of open innovation, empirical research, 
discussion of results and conclusions.  
 
THEORETICAL BACKGROUND ABOUT INNOVATION 
 

Innovations has been the main research topic of management researchers, 
practitioners of management, social science researchers, financial analysts, 
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engineersof technology, marketing experts and others. As a result, it was created a 
number of definitions by which authors tried to explain innovation from their own 
point of view. All definitions have been classified on the basis of used key criteria. 
Those are (Медынский, 2005, p. 10): 

 
1. Process 
2. System 
3. Change 
4. Result 

 
The definitions of innovation as processes underline the dynamic nature of 

innovations. One of the widely accepted definition is that “innovation it began to be 
understood uniform process of interconnected actions with economic contents and 
result” (Safiullin, Shigabieva, Mazitov and Saipullaev, 2014, p. 389). Kimberly (1981) 
defines innovation like, “there are three stages of innovation: innovation as a process, 
innovation as a discrete item including, products, programs or services; and innovation 
as an attribute of organizations” (p. 108).  

Another group of definitions which observe innovation from a systemic perspective 
looks at them as a unique system. Van de Ven (1986) referred to innovation as “the 
development and implementation of new ideas by people who over time engage in 
transactions with others within an institutional order“ (p. 509). The second definition 
emphasizes that “innovation has been denned as the introduction and application, 
within a group, organization, or wider society, of processes, products, or procedures 
new to the relevant unit of adoption and intended to benefit the group, individual, or 
wider society“ (West and Anderson, 1996, p. 681).  

The third group of definitions looks at innovations through the prism of changes. 
Bessant et al. (Bessant, Lamming, Noke and Phillips, 2005) on the role of innovation 
in renewal and growth emphasise “innovation represents the core renewal process in 
any organizations.  

Unless it changes what it offers the world and the way in which it creates and delivers 
those offerings it risks its survival and growth prospects” (p. 1366). On the other side, 
Peter Drucker (2002) believes that „most innovations, however, especially the successful 
oneresult from a conscious, purposeful search for innovation opportunities, which are 
found only in a few situations. Areas of opportunity comes from unexpected occurrences, 
incongruities, process needs, industry and/or market changes, demographic 
changes,changes in perception, and new knowledge“ (p. 96). Finally, the largest number of 
definitions of innovations observes them through the results which they are created. 
According to Kim and Mauborgne (1999), “value innovation makes the competition 
irrelevant by offering fundamentally new and superior buyer value in existing markets and 
by enabling a quantum leap in buyer value to create a new market” (p. 43). As Plessis 
(2007) notes: „innovation as the creation of new knowledge and ideas to facilitate new 
business outcomes, aimed at improving internal business processes and structures and to 
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create market driven products and services. Innovation encompasses both radical and 
incremental innovation“ (p. 21).  

Observation of a national economy in regard to the innovations may be a very 
important indicator, considering that has been proven that more innovative countries 
are economic wealthier. Main indicator for comparing countries is Summary 
Innovation Index (SII) which one include 25 indicators for every country. Based on it 
is calculatedEuropean Innovation Scoreboard (European Commission, 2016, p. 8).  

 
Picture 1. Innovation Index for Serbia and relative to EU 
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0,34                                                                                                      

 
Source: Adapted from European Commission, 2016, p. 79.  

 
The annual European Innovation Scoreboard (EIS) provides a comparative assessment 

of the research and innovation performance of the EU Member States and the relative 
strengths and weaknesses of their research and innovation systems. (European 
Commission, 2016, p. 8). Our country is in the group of moderate innovators with constant 
growth of innovation results. Relative performance to the EU has improved from 45% in 
2008 to almost 62% in 2015 with highest growth in Non-R&D innovation expenditures 
(20%) and new doctorate graduates (14%) (European Commission, 2016, p. 79). It would 
be very encouraging if Serbia continues with such trends.  
 
SECTORAL SYSTEM OF INNOVATION AND THE PARADIGM OF 
OPEN INNOVATION 
 

The main reasons for the relatively small investments into innovations for wineries 
in Serbia are the lack of financial resources and the absence of information sharing 
due to the fear of competition. This thinking is very wrong because the world 
experiences have shown that sectoral collaboration and open innovation have a 
contribution to the improvements of the business performances of all involved parties.  
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Sectoral system approach tries to identify all relevant actors in wine industry which 
are important interms of innovation dynamics and opportunities for latecomers to 
catch up andleap-frog. It brings together the national and regional perspectives by 
enabling the analysis of international linkages and transmision mechanisms of 
innovation results. According to Malerba (2002), “a sectoral system of innovation and 
production is a set of new and established products for specific uses and the set of 
agents carrying out market and non-market interactions for the creation, production 
and sale of those products. A sectoral system has a knowledge base, technologies, 
inputs and an existing, emergent and potential demand“ (p. 249) 

The four dimensions of the wine sectoral system are (Cusmano and Morrison, 
2010, p. 1593): 
 
1. Demand – in the wine sector are present quantitative and qualitative changes in the 

market. The famous wine producers cannot longer count on the brand as a guarantee 
of quality, because beyond any internal characteristics of wine, the basic criterion of 
quality is the value perceived by the market. On the other side, changing 
consumertastes, habits and emergence of new producers were increase a supply. This 
trends are stimulus for change. Firstly, changes of technology of organization, 
proceses, products, services and afther that changing a marketing orientation.  

2. Knowledge base and innovation – include the scientific and technological 
knowledge that organizations use for their improvements. Knowledge base 
directly has influence on the the paths of exploration and learning dynamics, 
organization of production and innovation, the roles and interactivity of the main 
actor, and the sequences of variety generation and selection. Main knowledge 
base is in the organization, but it must always find a new source of invention.  

3. Actors and networks – those are producers, suppliers, customers, different kind 
of associations, government, trade unions, universities and institutes, as well as 
technical, training, and financial organizations, government agencies, domestic 
and international knowledge networks, and other.  

4. The institutional framework – include thelaws, standards, subventions, norms, 
regulation of all standards necessary for innovations, conformation of National 
innovation system, and creating of institutional conditions for ease of doing 
business. Good institutional framework is precondition for attracting foreign 
investments which can bringing new technologies, knowledge, processes and other.  

 
Those four dimensions are the main pillars of sectoral system of innovation. This 

means that if organizations do not carefully analyze each one of these pillars may 
come to the absence of development of sectoral system of innovation. So, in that case, 
organizations can not acquire all the benefits from different kind of cooperation.  

In today's economic conditions organizations must adopt a paradigm of open 
innovation and with it replaced the previous "closed model". This is the only way to 
take advantages of all the innovative features. The essence of the open innovation 
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model did not just erasing the boundaries between organizations, but also between 
regions and countries.  

The open innovation model states that firms can enhance their innovative 
performance by acquiring knowledge and competences from other businesses and 
organizations. It also emphasizes the importance of inter-organizational cooperation, 
which means that the open innovation model is relevant at the firm and regional levels 
(Doloreux, Lord-Tarte, 2013, p. 171).  

One of the most used definition of open innovation is: „the useof purposive inflows 
and outflows of knowledge to accelerate internal innovation, and to expand the 
markers for external use of innovation, respectively“ (Huizingh, 2011, p. 2). The main 
differences between open and closed principles are summarizing in Table 1.  
 

Table 1. Contrasting “closed innovation” principles and “open innovation” 
principles 

Closed innovation principles Open innovation principles 

The smart people in our field 
work for us.  

Not all of the smart people work for us so we 
must find and tap into the knowledge and 
expertise of bright individuals outside our 

company.  
To profit from R&D, we must 
discover, develop, produce and 

ship it ourselves.  

External R&D can create significant value; 
internal R&D is needed to claim some 

portion of that value.  
If we discover it ourselves, we 

will get it to market first.  
We don’t have to originate the research in 

order to profit from it.  
If we are the first to 

commercialize an innovation, we 
will win.  

Building a better business model is better 
than getting to market first.  

If we create the most and best 
ideas in the industry, we will win.  

If we make the best use of internal and 
external ideas, we will win.  

We should control our intellectual 
property (IP) so that our 

competitors do not profit from 
our ideas.  

We should profit from others’ use of our IP, 
and we should buy others’ IP whenever it 

advances our own business model.  

Source: Chesbrough, H., 2003, pp. 6-7.  

 
Widely accepted opinion is that exist four types of openness (Dahlander and Gann, 

2010, p. 702): 
1. Acquiring –The organization ensure license – in and acquire expertise from 

outside, which are used as an input for the innovation process.  
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2. Sourcing - the organization very carefully analyze the external environment 
before starting an internal research and development. Far as possible it strives to 
maximum integrate external ideas and mechanisms with internal processes.  

3. Selling - Implies that companies commercialize their inventions and technologies 
through selling or licensing out innovative resources developed to the other 
organizations.  

4. Revealing - this type of openness implies that organizations reveal internal 
innovation resources, without direct financial rewards, but it can expecting 
indirect benefits. Thus, the company can attract on the cooperation other 
organizations and by this way are greater chance for cumulative improvements.  

 
Just with this short review of literature it is evident how much SSI, and open 

innovation are important for wine production in Serbia. Open mutual cooperation 
between wineries in Serbia is especially important due to the lack of financial 
resources for innovation.  
 
WINE PRODUCTION IN SERBIA AND HYPOTHESIS 
 

At the beginning of of the twentieth century, precisely in 1903 founded the first 
viticultural cooperative named “Venčačka” in the place Banja near Arandjelovac. 
During the First and Second World War, Serbian wine production was regressing. 
During the First and Second World War, Serbian wine production was regressed. A 
large state farms were established and constructed a large wineries ("Navip", "Rubin", 
"Vinožupa" and others.). Crucial influence on the current status of the representation 
varieties of grapevine in the territory of the Republic of Serbia, had a large wine 
systems of the former Yugoslavia which were raised a  large areas under vine in the 
seventies of the twentieth century, with a tendencies to making system that will 
produce a "massive" wine“. Considering that these systems were in cooperative 
relationships with individual wine producers, it is clear that they have had an impact 
on the structure of their product assortment. In those years, came into force a law that 
is for farmers, and family farms forbidden to alone produced and sold wine on the 
market. At the same time, farms have had to give all production of grapes to large 
wineries. In that way, large wine systems have gained a monopoly on the market and 
determined the purchase price of grapes what had resulted in smaller area under the 
grapevine (Ivanišević et all., 2015, p. 9).  

More intensive dissemination of the highly quality vine varieties gaining in importance 
at last few years. On the changes in the structure of cultivars have been influenced by the 
adoption of the new Law on planting material in 2005, the introduction of easier 
registration of a large number of new sorts, as well as the subsidies of Ministry of 
Agriculture for new plantations of vineyards. Production was increased and due to the 
positive provincial and municipal activities. Also, the development of small private 
wineries and the tendency of their founders toward producing quality wines, have had an 
impact on positive changes in the assortment of grapes (Ivanišević et all., 2015, p. 11). 
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According to currently available data, Serbia was in 2014 produced 198,183,000 liters of 
wine. This is for 71.783 million liters more than in 2012 when it produced the least, and 
39,863,000 liters less than in 2009 when it produced the most wine in the observed period 
from 2009 to 2014 (Jakšić, 2015, p. 13).  

According to data, in Serbia is only two large wineries with more than 250 
employees. Medium-sized winery is just one and has 50 to 249 employees. Small 
wineries, with the number of employees from 10 to 49 have 23. Micro-wineries, 
represent the largest group of wine producers in Serbia with less than 10 employees 
and there are 191 thereof (Jakšić, 2015, p. 33). Largest producer of wine in 2015. year 
in the world is Italy which produced 49. 5 million hl, while Serbia is on the 18th place 
with production of 2. 3 million hectoliters (OIV, 2016, p. 7) 

Pursuant to the objectives of this paper, we proposed the following hypotheses: 
H1: Enterprises with a higher financial strength have a higher possibilities for 

innovation.  
H2: Dimensions of innovativeness organizations influence business success.  

 
SAMPLE AND METHODOLOGY OF RESEARCH 
 

Research was conducted on the sample of twelve wineriesfor period from 
November 2016 year to the February 2017 year. For the observed companies were 
used both primary and secondary sources of data. The Balance Sheet and Income 
Statement are analyzed when calculated Altman Z score for proving of the first 
hypothesis. Altman Z score is useful for assessment financial strength of enterprises. 
First version of this model was published in 1968. year (Altman, 1968, p. 594) and 
after that it wasrevised two times.  

Companies that are the subject of the analysis operate in emerging markets, and 
thus the methodology for assessing financial solvency is the Altman Z“score 
customized model (Altman and Hotehkiss, 2006, p. 228) 

 

Z“scorecustomized = 3,25 + 6,56×X1 + 3,26×X2 + 6,72×X3 + 1,05×X4 
 

Whereis: 
X1 – net working capital / total assets = (Long-term sources - non-current assets) 

/(Operating assets - Reported capital unpaid); X 2 – retained earnings/total assets = 
(Net income - Loss - Loss above equity) / (Operating assets - Reported capital 
unpaid); X 3 – earnings before  interest and taxes (EBIT) / total assets = (Operating 
income - Operating loss) / (Operating assets - Reported capital unpaid); X 4 – book 
value of equity / total debt (liabilities) = (Capital - Loss above equity - Unpaid capital) 
/ (Non-current liabilities + Current liabilities).  
 

Another hypothesis is estimated by using both primary and secondary data sources. 
Dimensions ofinnovativeness of organizations evaluated by the survey of Likert type, 
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where 1 means strongly disagree and 5 - completely agree. Anonymity for respondents 
were guaranteed. Business success was measured by using of Total assetsindex, index 
of revenue and index of profit. The main data about wineries are presented in Table 2.  
 

Table 2. The main data about wineries 

Name of winery Founded Region Employees.  Surface 
[ha] 

Production 
of wine[l] 

PIK Oplenac DOO 
Topola 1956.* Šumadijski 16 47,00 700.000 

„PODRUM 
RADOVANOVIĆ” 
DOO Krnjevo 

1996.  Šumadijski 11 25,00 280.000 

PTK „KLJUČ” AD 
Kladovo (robna marka 
„Vinarija Duša”) 

2007.  Negotinska 
Krajina 31 40,07 30.000 

„STATUS” DOO Svrljig 1997.  Niški 36 15,36 1.000.000 
Radiša Mladenović 
preduzetnik „MATALJ” 
Negotin 

2008.  Negotinska 
Krajina 43 17,00 55.000 

„TOPLIČKI 
VINOGRADI“ DOO 
Gojinovac 

2008.  Toplički 12 35,00 93.000 

„VINARIJA 
ALEKSANDROVIĆ“ 
DOO Vinča 

2004.  Šumadijski 19 69,26 300.000 

„VINARIJA ALEKSIĆ“ 
DOO Vranje 2006.  Vranjski 12 2,50*** 150.000 

Bogunović DOO 
Beograd (Zemun) 2010.  VIVR** 28 2,20 60.000 

DOO „VINARIJA 
KOVAČEVIĆ“ Irig 2003.  Sremski 23 84,00 1.000 000 

„VINARIJA ZVONKO 
BOGDAN“ DOO 
Subotica 

1989.  Subotički 18 50,00 133.000 

„VINEX GROZD“ 
DOO Belušić 2008.  Tri Morave 37 35,00 - 

Source: Adapted from Jakšić, 2015.  
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RESEARCH AND FINDINGS 
 

Research for the first hypothesis was started by calculating Altman Z“- score 
customized. Based on the data in Balance Sheet and Income Statement of wineries 
(The Serbian Business Registers Agency), the value of indicators (X1, X 2, X 3  and X 4) 
were calculated and the discrimination functions of Z’’scorecustomized. The results shown 
in Table 3.  

 
Table 3. Values of indicators and discrimination functionsofZ’’scorecustomized 

for2014 and 2015 

 
X1 X2 X3 X4 Z’’customized 

2014 2015 2014 2015 2014 2015 2014 2015 2014 2015 
1.  -0,374 -0,349 -0,165 -0,056 -0,082 -0,032 -0,076 0,322 -0,36839 0,89835 
2.  0,892 0,816 0,948 0,971 0,092 0,030 18,285 33,379 32,01130 47,01744 
3.  -0,507 -0,147 -0,257 -0,208 -0,033 -0,013 0,510 0,417 -0,59808 2,13588 
4.  0,337 0,408 0,367 0,444 0,141 0,045 0,770 1,055 8,41514 8,78631 
5.  0,410 0,171 0,520 0,331 0,087 0,041 1,085 0,496 9,35873 6,24709 
6.  -0,716 -0,735 -0,318 -0,317 -0,057 0,015 -0,132 -0,131 -2,87381 -2,63681 
7.  -0,137 -0,037 0,328 0,456 0,091 0,146 0,496 0,844 4,55351 6,35851 
8.  -0,090 0,173 0,117 0,109 0,081 0,019 0,133 0,698 3,71922 5,59973 
9.  0,408 0,169 0,477 0,175 0,044 0,020 2,748 11,132 3,31385 16,75611 
10.  0,310 0,406 0,648 0,797 0,147 0,180 2,428 5,978 10,93260 16,00018 
11.  -0,311 -0,066 0,437 0,555 0,017 0,014 0,965 1,701 3,76491 6,50646 
12.  0,153 0,173 0,667 0,703 0,090 0,139 4,092 5,077 11,33170 12,86889 

Note: 1. PIK Oplenac LLC Topola; 2. „PODRUM RADOVANOVIĆ” LLC 
Krnjevo; 3. PTK „KLJUČ” INC Kladovo; 4. „STATUS” LLC Svrljig; 5. Radiša 

Mladenović entrepreneur „MATALJ” Negotin; 6. „TOPLIČKI VINOGRADI“  LLC 
Gojinovac; 7. „VINARIJA ALEKSANDROVIĆ“ LLC Vinča; 8. „VINARIJA 

ALEKSIĆ“ LLC Vranje; 9. Bogunović LLC Beograd (Zemun); 10. LLC „VINARIJA 
KOVAČEVIĆ“ Irig; 11. „VINARIJA ZVONKO BOGDAN“ LLC Subotica; 12. 

„VINEX GROZD“ LLC Belušić 

Source: Calculation of authors 

Good financial performance (ecpecially credit performance) permanently has 
"PODRUM RADOVANOVIC" LLC Krnjevo, “STATUS” LLC Svrljig, Radisha 
Mladenovic entrepreneur "MATALJ" Negotin, LLC "WINERY KOVACEVIC" Irig 
and "VINEX GROZD" LLC Belusic.  
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The value of Z’’scorecustomized is explained as follows (Altman, 2005, p. 314): 
 
   Z ≤ 4,50 – the company’s operation is critical, it is threatened by the 

bankruptcy; 
   4,50 < Z < 5,85 – (gray zone) financially threatened companies, 
   Z ≥ 5, 85 – safe (white zone) companies that have good credit performances.  
 

Table 4. Descriptive statistics for the values of Altman’s Z '' indicato 

Statistics 

2014 2015 Average 
value 
(2014-
2015) 

Frequency Per-
centage 

Cumulative 
percentage 

Fre-
quency 

Percent
age 

Cumula-
tive 

percent-
age 

Z’’ ≤ 0,45 6 50,00% 50,00% 3 25,00% 0,333 37,5 
0,45  <Z’’ 

< 5,60 1 8,33% 58,88% 1 8,33% 0,666 8,33 

Z’’≥ 5,85 5 41,67% 100,00% 8 66,67% 1,000 54,14 

Source: Calculation of authors 

 
The rating of financial strengths of wineries for two consecutive years is shown in 

Table 3. The companies analysed in the highest percentage in the reporting period, 
over 54%, operate in the safe zone. This means that they are successful and financially 
healthy companies. Operating in the gray zone on average are 8.33% of the analysed 
wineries characterized as financially threatened companies. Of the total number of 
analysed wineries in the troubled zone operate on average 37.50%. Anticipated to 
those wineries is discontinuance of operations in the future. The analysis of the data 
we notice that in 2015 year 2 wineries from the troubled and 1 winery from the gray 
turned into a safe zone, and one into the gray zone. Further, one of the wineries from 
financially threatened companies moved into the group of financially healthy 
companies. A tendency of credit rating growth is noticeable for the given period.  

This analyse shows that reason for not investing in innovation because of lack of 
financial resources is not totally true averment. Most of these wineries maybe take just 
incremental innovation and are satisfy withfollower’s position. So, the first hypotheses 
is partly proven. Sectoral system of innovation is very applicable here because of that. 
Knowledge sharing, subsidies, using experts from outside, adequate assessment of 
demand and other be able to help this wineries to are growing and evolving.  

Hypothesis 2 is researched with calculating correlation between indicators of 
innovativeness organization and business success which is shown in Table 5.  
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Table 5. Correlation between dimensions of innovativeness organization and 
indexes of business success (base year 2013.) 

 Total assets Revenue Profit 

Management proces was innovated in 
last 3 years 

ρ 0,32 -0,78 0,13 
p 0,393 0,61 0,42 
N 44 44 44 

Products and services were inovated in 
last 3 years 

ρ 0.07 0. 423** 0.246 
p 0,69 0. 004 0.108 
N 44 44 44 

Processes in organization were 
innovated in 
last 3 years 

ρ 0.201 0.194 0.076 
p 0.191 0.206 0.624 
N 44 44 44 

Source: Calculation of authors 

 
The only statistically significant correlation is between innovation of products and 

services and revenue (p value < 0,01; Spearman coefficient of correlation is 0,423). 
This means that the second hypotheses is also partly proven. That is a very interesting 
finding because for some companies were 324% and 207%. Total assets index. The 
same situation is with one winery which had 371% index for profit.  

Maybe one of the reasons for these results is small number of respondents included 
in the research. During the survey most respondents were unsatisfied with 
management process. They think that the only matter for some organization is just 
profit, but they confessed about big efforts in innovations of products and services as 
well as innovations on some processes in organizations. Even more, most of 
respondents believe in future of their organization seeing self as it’san integral part. 
This means that the second hypothesis is also partly proven.  
 
CONCLUSION 
 

Most of analyzed small wineries in Serbia have a great chance to improvetheir 
business performance. First of all, over 56% of them are operating in the safe zone 
which means they have financial strengths needed for investing in innovations. Many 
of them really invest in innovation. One of them has production of organic wine. It use 
organic fertilizer, tillage with horses, grape processing without modern machinery and 
the natural ripening of grape juice. As a result, it shows the highest score of all twelve 
wineries in super efficiency. Others were invested in new production lines with 
modern equipment due to which were reduces production costs, increased production 
and consequently the price of wine. They try to be a cost leaders on the market. At the 
end, some of them think only about quality of wine and counts on the customers with 
“good taste”.  
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All of twelve small wineries in Serbia have an own marketing strategy. They use 
websites, online adverts, promotional letters and targeted television, as well as 
newspaper and magazine advertisements. Likewise it promote their products on fairs, 
stores, thoughts Chamber of Commerce, lecturing on Business Schools, by developing 
the wine tourism and other. All of innovation efforts have an impact on the market 
positioning since they doing business on domestic as well as foreign market.  

These small wineries in Serbia have a great potential for change and development. 
It will be possible if they totally accept sectoral system of innovation and open 
innovation model. They must work on inter-organizational cooperation both at the 
Serbia and at the level of the world. Partly, they try to hide some important things, 
because of fear from competition. That is not so good, because they must working on 
own business model, regardless using acquiring, sourcing, selling or revealing kind of 
openness. So wineries have to cooperate with all relevant actors in wine industry, 
without fear because it can be only useful for them. Especially, they must work on 
harmonization of strategy and structure during the growth. Majority of them have 
proven their strength by innovating in periods of general crisis. Some future 
researches can be oriented toward analysis of position of this wineries on the foreign 
marketand chances for bigger profit. Similarly, it will be interesting to see and 
research a chances for developing a wine tourism in Serbia and estimate a demand for 
this on the foreign market. Maybe, it is our chance for developing national economy.  
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