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EDITORIAL NOTE: MULTIDISCIPLINARY RESEARCH

We are highly delighted to invite you to this current issue of school of business and economics 
(SBE) Journal “North South Business Review” (NSBR). It is our pleasure to acknowledge that 
gradually international researchers are becoming more interested to publish their research papers 
in this journal. Many researchers from different institutions with multidisciplinary background 
have shown immense interest to publish their scholarly articles in NSBR. After thorough blind 
review, we have selected six advance research papers to publish in this issue. We deeply hope that 
these papers can create scholars’ interest as well as these can fulfill their inquisitive learning 
expectations as future research guideline. The central focus of this issue is to address multidisci-
plinary problems, paradigms, and practical applications from management, operations, finance, 
organizational relations, and marketing areas.

The first paper of this journal is engaged to reveal a contemporary issue of domestic higher 
education system from management perspective. This paper has set its objective to explore the 
quality of the students graduating from the school of business and economics of different private 
universities in Bangladesh. It identified the means of measurement of effectiveness and quality of 
the students, as well the effectiveness of the academic curriculum, and provided suggestions to 
improve the quality of the academic program, hence leading to better graduate quality. The 
authors, in this connection, conducted empirical study. 

The second paper of this issue is focused on identifying the relation between commitment of top 
management and organizational performance. It reflected ideas from operations management. To 
conceptualize the aforementioned relation, the authors discussed about the lean manufacturing 
(LM) as an advanced manufacturing philosophy used for the improvement of organizational 
performance in a competitive business environment. Lean manufacturing has been identified as 
an advanced manufacturing planning approach for improving the organizational performance. In 
this research, top management commitment as an important lean parameter has been taken into 
consideration for finding the correlation with the organizational performance such as quality, lead 
time and productivity performance.AMOS 2.0 has been used for hypotheses testing and statisti-
cal analysis for the independent and dependent variables.

Author of the third paper has focused on analyzing organizational performance. It has set its 
objective to explore the relationship between transformational leadership and employee perfor-
mance. The study is also engaged in defining the mediation of employee engagement in the 
relationship of transformational leadership and employee performance. Through an extensive 
empirical study among 200 employees working in different SMEs of Bangladesh, the study 
revealed positive relationship.This relationship implied that transformational leaders produce 
positive behaviors that encourage employees to drive performance.

The fourth study is dealing with one important aspect of financial management, i.e., relationship 
of profitability of a bank with bank specific and macroeconomic factors. It has also provided 



specific guideline for improving banks’ performance through proper management of the 
internal determinants over which the bank management has significant control.the way. It 
can be inferred that by increasing total asset, a bank can attain competitive edge over their 
peers that leads a bank to higher profits. Therefore, banks may concentrate to increasing their 
asset base to earn more profits.

While analyzing impact of declining oil price on stock market,  the fifth study is presenting 
the relationship of global financial crisis. It is a study targeting financial parameter analysis. 
More specifically this paper aimed to extend the literature and compare the impact that oil 
price shocks have on the US, Canada and selected European stock market returns before and 
during the global financial crisis of 2008.Based on the findings, it could be stated that oil 
price shocks have negative impacts on real stock market returns depending on whether the 
country is a net oil exporting or an importing one.

The sixth paper is about marketing aspect of customer service. The authors here have 
explored the factors influencing customer’s service experience from the perspective of 
telecommunications customer care centers. Through empirical study, this present research 
has determined the effects involving the visible components of service delivery affecting 
consumer’s service experience. It also provided insights into service experiences of custom-
ers’ care center of Dhaka, Bangladesh.

This journal contains the above mentioned six papers which are focused on different issues 
of management of higher educational institutions, lean manufacturing and management 
commitment, organizational relations and employee performance, parameters of financial 
management and global economy, and customer relationship management. Integrating these 
application based concepts, this issue ultimately presents a comprehensive view of adminis-
trative management, organizational relation and performance,efficiency, productivity, and 
global financial management, and customer-centric service managementwhich have 
immense significance for managerial performance and improvement.

It is our earnest hope that the readers will enjoy reading this issue as much as we did during 
our review of the papers for this issue.

Mahmud Akhter Shareef, PhD
Managing Editor
NSBR
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DOES PRIVATE UNIVERSITY BUSINESS EDUCATION MEET MARKET 
EXPECTATIONS ?

A Case Study on North South University

Nazmun Nahar1, Mabel D’ Costa2, Adnan Habib3, Khan Muhammad Saqiful Alam4

ABSTRACT

The increasing number of students getting enrolled in private universities in Bangladesh 
brings into light the question whether or not the universities are able to develop the graduate 
skills in response to employers’ expectations and market expectations. Therefore, this paper 
seeks to explore this specific question with a survey conducted on the employers of one 
leading private institution - North South University.The employers were asked to rate the 
performance of the graduates on a questionnaire based on Likert scale. The data was 
collected on three periods. Initially, Binomial test of proportions was used on whole year’s 
data to figure out whether there was any statistically significant difference between the 
satisfactory and the non-satisfactory responses. Furthermore, Pearson chi-square test was 
used to explore whether the satisfaction-dissatisfaction proportion were same or varied 
among the three semesters. The result showed that the employers’ perception is either 
moderately or very satisfactory with the students’ technical skills, work ethics, and 
eagerness to learn.This study is one of its first kind which focuses on identifying the skills of 
private university graduates required by employers of Bangladesh. The paper suggests a 
new mean of measuring graduate quality of a tertiary institutions which uses direct feedback 
from the employers. The results can give the policymakers ideas on areas of improvement 
and can even help universities prepare their graduates better.

Key Words: Tertiary Education, Graduate Skills, University Education, Education Quality, 
Private Universities, Employer Perception, Employer Expectation, Market Expectations.
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1. INTRODUCTION

Due to Bangladesh’s rapid economic development, the number of students entering the tertiary 
education field has increased rapidly over the last few years. Many new privately owned 
universities have been set up in the period of last 10 years authorised by the University Grants 
Commission (UGC) Bangladesh to meet the demand for higher studies. However, one of the 
ongoing debates is the quality of education in private universities and the performance of their 
graduating students in the job sector. Performance of graduates depends on a number of matters 
such as teaching method, technology support, up-to-date curriculum, scope of out of class
activities to improve personal traits etc. This paper aims to explore the quality of the students 
graduating from the school of business and economics of these private universities. 
The paper will explore the means of measurement of effectiveness and quality of the students, 
as well the effectiveness of the academic curriculum, and will make suggestions to improve the 
quality of the academic program, hence leading to better graduate quality.

So far, although there has been works done on generic tertiary education quality (UGC, 
2014), and quality of privately owned universities in Bangladesh (Khan & Jawad, 2015), 
there has been no such study which is backed by feedback from the employers of the gradu-
ates from a certain university. Also, due to the broad nature of the feedback from the employ-
ers, even in the international arena, there has been a discordant number of studies focusing 
on an approach to gauge the satisfaction of private university education, especially in devel-
oping countries, which is the research gap this paper aims to address. Therefore, the research 
question is which skills employers require more from private university students? This 
would give a good idea on which of the skills the students are performing satisfactorily, and 
which of the skills do the universities need to improve on.The study will use the empirical 
data on different dimensions of satisfaction obtained by surveys from employers, and use 
exploratory statistical analysis to come up with insights for the private university education 
system. Future researchers can use the format of the study and also the insights to come up 
with further empirical models for tertiary education quality in Bangladesh. Policy makers 
and organizations working closely with the universities can also benefit from both the study 
design and the insights generated. 

2. LITERATURE REVIEW & HYPOTHESES DEVELOPMENT 

In this era of globalization candidates are competing in international market. Employers 
prefer candidate who has different soft and hard skills as well as sound academic background 
(Daud et al., 2011). Many universities conduct an employer satisfaction and perception 
survey to understand how their students are performing in the corporate world. Monash 
University, Australia conducts such research on regular basis approximately every five years 
(Sid Nair & Mertova, 2009). Other researchers carried out quantitative and qualitative 
studies to collect employer’s feedback from researchers diverse locations in order to provide 
more in-depth comparative analysis of expected skill requirements of employers and the 
level of 
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satisfaction (Shahet al., 2015). Other surveys conducted in Asia consisted of employer who 
had hired more than two employees and rated their satisfaction level on a Likert scale 
(Wickramasinghe & Perera, 2010). A study was conducted on Chinese employers and 
American employers to see if skill requirements of employers are culture specific (Hafer & 
Hoth, 1981). A separate research was conducted to obtain ratings on the importance of 
twenty-six job selection attributes to employers (Peppas & Yu, 2005). 

In a study focused on students graduating from computer science field showed that 
employers wanted the employees to have self‐confidence and be a team player as the most 
important employability skills (Wickramasinghe & Perera, 2010). A finding from this 
research was that graduates are not only expected to make an impact in their organization 
from the first day of employment, but also take responsibility for their actions 
(Wickramasinghe & Perera, 2010). This study also revealed that employers want their 
employees to have various ranges of skills like adaptability to change, openness to change 
and flexibility in addition to academic success in order to adjust with changing practices of 
the industry (Wickramasinghe & Perera, 2010). Some employers put more importance on 
these soft and hard skills of graduates than their academic performance (Harvey, 2000). 
Another study found that one of the most important criteria to employers was to 
communicate effectively (Martell, 2007). A research undertaken by Shah et al. (2015) 
identified that employer expect the employee would be able set and justify priorities and 
manage time and should have organizing ability.

Among 18 desired characteristics of potential firefighters indentified in a study by Ripley 
(1994) are flexibility, adaptability, communication skills, willingness to learn, integrity, 
trainable, job knowledge, team player, hard worker and positive attitude. Daud et al. (2011) 
mentioned a survey administered by JobStreet.com (a Malaysian employment agency) 
identified weakness in English and poor social etiquettes are the major factors behind high 
unemployment rate of Malaysian graduates. Malaysian higher education curriculum has 
been redesigned in a way so that students can develop soft skills like communication skills, 
leadership and team building ability to increase their employability as these are 
characteristics highly sought by the employers (Daud et al., 2011).  Prior studies show that 
employers expect that the graduates should possess skills such as planning, communication, 
technology, team player, confidence, adaptability, work under pressure, eagerness to learn, 
take responsibility, drive for self improvement, problem solving ability and interpersonal 
skill (Chang, 2004; Raybould & Sheedy, 2005; Daud et al., 2011). 

A study conducted by Monash University also shows that employers expect that the 
employee is good at verbal and written communication (Nair & Mertova, 2009). The study 
unveiled that employers wanted the students to have clearer understanding of the generic and 
professional attributes required for the workplace; furthermore, the employers also 
suggested that the universities should work more closely with the industry to help equip the 
students for real world problems (Nair & Mertova, 2009). In a different study employers 
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were asked to rate when candidates were considered overqualified or a mismatch for the 
organization. The findings show that usually employers would consider candidates 
overqualified if they had more experience than required or had more educational 
qualifications (Kulkarni et al., 2015). One of the reasons why candidates with 
over-qualifications were not hired was because they over emphasized on how much 
knowledge they possess which looked arrogant rather than portray the level of confidence 
(Kulkarni et al., 2015). Therefore, the study by Kulkarniet al., (2015) reveals the fine line 
between being arrogant in front of the employer and being confident where former one is 
highly undesired and being confident is highly desired by the employers.   

In the context of Bangladesh not many universities have gone through such a process of 
collaborating with employers and creating a curriculum that will benefit both the students as 
well as the employers. Many universities abroad have seen this gap in the market and 
invested heavily to decrease the gap. By decreasing the gap between what the employers 
wants and the universities teach the students graduating from such a university looks more 
attractive to the employers when compared to a student who has been taught in the 
conventional way. As the literature indicates the employers prefer the students who posses 
other skills and not only bookish knowledge.   

3. PRIVATE AND PUBLIC UNIVERSITY SCENARIO IN BANGLADESH

In economic progress of any country education plays an important role (Zhang & McCornac, 
2013). Due to globalization and economic progress of Bangladesh, there is a greater demand 
for skilled manpower. Private Universities are becoming increasingly accountable for a 
significant portion of the urban workforce across various sectors. The first private university 
of Bangladesh was established in the year 1992. After two decades since the first private 
university was established as of 2014 there are 80 private universities of which 75 are 
operational (UCG Annual Report, 2014).  Whereas, University of Dhaka, the first public 
university of Bangladesh was established in 1921 and as of 2014 there are 35 which includes 
32 main stream universities, Open University and National University (UGC Annual Report, 
2014). Over 3 hundred thousand students sat for the admission exam for University of Dhaka 
in 2015, whereas the total number of seats available was only 6,582 (Khan & Jawad, 2015). 
There is not sufficient number of public universities and seats available for all those students 
who wish to pursue higher studies. Hence, a significant number of students are being trained 
in private universities and being prepared to join the Bangladesh workforce.  Table 1 and 2 
shows the number of universities, total students, and change in number of students since 
2007 to 2014 in higher education public institutions and private universities respectively. 
Figure 1 and 2 are bar graph depicting number of students enrolled in different higher 
education public institutions and private universities respectively. Though it may seem from 
Table 1 and 2 and Figure 1 and 2 that public institutions have higher enrolment than private
universities, 73.6% of the students in public institutions belong to National University. Only 
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8.2% of students in public institutions are enrolled in the mainstream 32 public universities 
(Figure 3).One of the most popular subjects for tertiary education in Bangladesh is Business 
Studies and Economics. Figure 4 and 5 shows the distribution of students studying different 
subject areas in public institutions and private universities respectively. Therefore, public 
university vs. private university scenario provides an interesting picture to study further 
these huge group of private university graduates' skills and employers perception on them. 

4. METHODOLOGY

A questionnaire was distributed among the employers to collect primary data. Hodges & 
Burchell (2003) used a similar methodology of using questionnaires due to the fact that a 
good number of employers were contacted. The questionnaire was designed based on prior 
literature to explore the criteria that the undergraduate students in the context of Bangladesh 
and in any job context are supposed to have. The questions were kept generic in nature and 
no initial attempt was made to explore causality (Archer & Davison, 2008) because there 
were no initial studies done in the context of private universities in Bangladesh. The 
employers were asked to rate the performance of the recent graduates who have worked 
under their supervision on a Likert scale of 5 where 1 represented very dissatisfied and 5 
very satisfied. They were also asked to rate the importance of each skills on a Likert scale of 
5 where 1 represented not important and 5 very important.

The data was collected on three periods – three semesters. Each semester roughly 
encompassed 3 months. The initial analysis was done on the whole of the year’s data, where 
a test of proportions was carried out between the responses which were satisfactory and the 
responses that were neutral or not satisfactory. This was done in order to figure out whether 
there was any statistical significant difference between the satisfactory responses and the 
non-satisfactory responses for each of the criteria. This would give the researcher a good 
idea on which of the skills the students are performing satisfactorily, and which of the skills 
do the universities need to improve on. The second set of tests were carried out on the 
semester-wise data, where a chi-square tests was carried out to explore whether the 
satisfaction-dissatisfaction proportion was the same for all the three semesters, or it showed 
statistical significant differences. In case of any difference, the semester which would show 
any difference will be further identified with the help of independent sample t-tests. The 
rationale behind this set of tests was to figure out whether or not employer satisfaction on the 
criteria underlined is changing over time. 

The survey was carried out among the employers of one specific private institution - North 
South University. The reason behind choosing this university is that it is the first privately 
owned universities ever to be set up in Bangladesh and the curriculum North South 
University follows has more or less been adapted  by other private universities, and as such 
it had the first mover advantage and created a good brand image in the market. The job 
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market on  a regular basis hires graduates from North South University, so more information 
from the employers will be available. In total a set of 152 responses was collected, from 
employers of different industries. The questionnaire focused on finding the level of 
satisfaction with the university’s graduates in terms of the professional skills and personal 
traits. This will give the universities a data backed suggestion on which specific areas require 
improvement, in order to improve the overall graduate’s quality in the market.

5. RESULTS AND INTERPRETATION

Table 3 lists the twenty one skills and importance rating of those skills by the employers. All 
the skills outlined in this survey were received high importance from the employers which 
support the prior literature. Among the 21 skills, 96.49% of the employers require the 
graduates to have the drive for continuous self and work improvement and 92.34% of the 
employers require their employees to have work ethics. The least important skill was 
qualitative analysis with 74.86% of employers considering it as an important skill for the 
graduates to possess.    

The first set of tests was carried out on the overall data for the whole data period. The 
responses were divided into two groups – Total Satisfied Responses (consisting responses 
which were both Satisfied and Very Satisfied) and Neutral or Dissatisfied (consisting 
responses which were Neutral, Dissatisfied and Very Dissatisfied). A significant statistical 
difference towards the Satisfied group would indicate that the employers are satisfied with 
the performance of the students overall, in all the criteria defined here. A significant 
statistical difference towards the Neutral or Dissatisfied group will indicate the contrary. For 
those variables whose results are not significant, further investigation will be carried out.

The result of Binomial Test of Proportions for Satisfaction, Table 4, shows that for all the 
variables, there was a statistically significant difference between the total numbers of 
responses that were satisfied with the performance of the students in the different criteria. 
For all of the criteria, the proportion of satisfied response was statistically significantly 
greater than the responses which were neutral or dissatisfied.

Next, Pearson’s Chi Square tests were carried to find out whether these proportions of 
satisfied and dissatisfied responses varied across different semesters or not.  From Table 5, 
about Chi-Square values and the significance, it can be seen that for all the variables on 
which data was collected, there was not any significant difference in the responses of the 
employers in the three different semesters. This would imply that the responses for the 
Satisfaction group and the Neutral or Dissatisfaction Group were same across the three 
semesters on which data was collected. 



6. ANALYSIS AND IMPLICATIONS

Among the twenty one skills that were measured for satisfaction, none of them showed any 
significant change among the three semesters as shown with the Pearson’s Chi-square test. 
Thus a time series analysis was not required on the data set. The binomial test of proportions 
for satisfaction gives more insights about the satisfaction level of employers on each of the 
factors. 18 out of the 21 factors showed more percentage of satisfied employees than neutral 
or dissatisfied. While only three factors had majority employers dissatisfied. 75% of the 
employers were not satisfied with the time management skills and the critical thinking ability 
of the private university students. Also 79% of the employers were dissatisfied with the job 
or industry related information that students of private university had. Among the 21 factors 
that employers are satisfied with six of them exceeded their expectations with more than 
90% employers being satisfied. 94% of the employers were satisfied with the job related 
technical skills of private university students. 93% were satisfied with the planning skills. 
Furthermore a staggering 94% of the employers were satisfied with the students’ work 
ethics. The same proportion of employers was also satisfied with the students’ ability to take 
on responsibility and accept consequences. 91% of employers were satisfied with the 
students’ tendency to learn and 92% were satisfied with their reliability. All the other fifteen 
criteria were in the range of 21% to 88% satisfaction with most of them skewed towards the 
higher proportion. 

These results imply that employers are very satisfied with the private university graduates in 
almost all aspects. They are especially impressed with their work ethics and eagerness to 
learn. The private university graduates have exceptional job related technical skills but they 
lack industry related knowledge. The main reason behind this can be that most private 
university follows American text books in the classroom that gives examples and cases of 
USA. Thus they are exposed less to the local industry or market leading to their poor 
performance in this regard. Universities should include more local industry based cases if 
not text books in the curriculum. The employers were dissatisfied with the critical thinking 
skills of the graduates, indicating that they might be suitable more for a structured job role 
that does not require a lot of decision making. 

7. LIMITATIONS AND SCOPE FOR FURTHER RESEARCH

Not all the private universities provide equal quality of education or have equal quality of 
students. Hence one of the limitations of this study is that the findings will not be applicable 
to those universities which are near the bottom of the echelon based on student and education 
quality. Including a single university also runs the risk that there might be certain 
organizations which prefer to hire particularly this university’s graduates over other private 
university graduates; hence, results will not reflect the true employer perception of private
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university graduates.

This paper has got a lot of potential to expand and introduce further research. The time 
periods of three semesters that were considered in the Pearson Chi square tests showed insi 
gnificant results due to the short span between each period. A new research with annual 
periods can be considered and time series analysis can be conducted. Also a comparative 
analysis between government-owned public university graduates with private university 
graduates can also give us further insights regarding the satisfaction level of the employers 
towards these two distinct groups of graduates.

8. CONCLUSION

The study showed that of all the qualities and traits that are being tested, the performance of 
the students were statistically significantly above average, and the employers are either 
moderately or very satisfied with the students’ performance in these traits.  This study is one 
of its first kind which focuses on identifying the skills and traits required by the job sector in 
Bangladesh and the performance of the privately owned university graduates related to these 
skills. The results will be helpful for any further research carried out concerning the 
education quality and the future of tertiary education in Bangladesh. The study can also be 
valuable for the policy makers and organizations working closely with the universities and 
organizations hiring directly from universities. For policy makers, the paper suggests a new 
means of measuring graduate quality of a tertiary institutions which uses direct feedback 
from the employers. The results can give the policymakers ideas on areas of improvement 
and on the comparative advantage of graduates both in private and public universities. For 
the organizations planning to directly recruit from universities, this study gives an outlook of 
the overall quality of the graduates, can use this data to gauge future recruitment strategies, 
and can even help universities prepare their graduates better through their feedback on the 
surveys.
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Figure 1: Number of Students Enrolled in Different Higher Education Public Institutions Over Past 8 years
Source: UGC Annual Report, 2014 p. 135.

Figure 2: Number of Students Enrolled in Private Universities Over Past 8 years
Source: UGC Annual Report, 2014 p. 234.
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Figure 4: Distribution of Students Studying Different Subjects in Higher Education Public Institutions
Source: UGC Annual Report, 2014 p. 137.
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Table 1: Number of students enrolled in higher education public instituions* in the last 

eight years 

Year
 Number of 

Universities Total Students
 Change in no. with 

respect to  previous year 
Percentage change 
(increase/decrease)  

2007 27 1,399,843 +1246594 +813.44 
2008 29 1,176,969 -222874 -15.92 
2009 31 1,382,216 +205247 +17.44 
2010 31 1,736,887 +354671 +25.65 
2011 34 2,170,472 +433585 +24.96 
2012 34 1,890,543 -279929 -12.90 
2013 34 2,020,549 +130006 +6.87 
2014 35* 2,849,865 +829316 +41.04 

 *Includes 32 public universities, Open University, National University, affiliated colleges and madrasas 
Source: UGC Annual Report, 2014 p. 135 

 Table 2: Number of students enrolled in private universities in the last eight years  

Year
 Number of 

Universities Total Students
 Change in no. with  

respect to  previous year 
Percentage change 
(increase/decrease)  

2007 51 170,505 +46238 +37 
2008 51 182,641 +12136 +07 
2009 51 200,939 +18298 +10 
2010 51 220,752 +19813 +9.86 
2011 52 280,822 +60070 +27.21 
2012 60 314,640 +33818 +12.04 
2013 78* 328,736 +14096 +4.48 
2014 80* 330,730 +1994 +0.61 

 *Includes 32 public universities, Open University, National University, affiliated colleges and madrasas
Source: UGC Annual Report, 2014 p. 135
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Table 4: Result of Binomial Test of Proportions for Satisfaction 

Skill Variable N=Total 
Satisfied 

Observed 
Proportion 

Significanc
e 

Teamwork skills 78 .83 .000 
Interpersonal skills 68 .76 .000 
Job-related technical skills 90 .94 .000 
Written communication skills 80 .85 .000 
Time management skills 24 .25 .000 
Problem solving skills 80 .85 .000 
Critical thinking skills 24 .25 .000 
Leadership skills 78 .83 .000 
Planning skills 86 .93 .000 
Job related Knowledge 20 .21 .000 
Quantitative analytical skills 72 .75 .000 
Qualitative analytical skills 72 .77 .000 
Creative thinking 82 .85 .000 
Implementation of theory into practice 68 .76 .000 
Work ethics 90 .94 .000 
Adaptability to change 84 .88 .000 
Tendency to learn 86 .91 .000 
Drive for continuous self-improvement 84 .88 .000 
Tendency to take initiatives and be pro-
active 80 .85 .000 

Reliability 88 .92 .000 
Take responsibility and accept 
consequences 90 .94 .000 
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Table 5: Result of Pearson’s Chi Square Test on Semester-wise Data 

Skill Variable Pearson’s Chi Square Value Significance 
Teamwork skills 0.677 .713 
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Written communication skills 0.410 .812 
Time management skills 0.474 .789 
Problem solving skills 0.234 .890 
Critical thinking skills 0.474 .789 
Leadership skills 0.677 .713 
Planning skills 0.319 .853 
Job/Industry related Knowledge 1.994 .369 
Quantitative analytical skills 0.417 .812 
Qualitative analytical skills 0.182 .913 
Creative thinking 0.576 .750 
Implementation of theory into practice 0.060 .970 
Work ethics 1.345 .510 
Adaptability to change 3.574 .167 
Tendency to learn 0.516 .772 
Drive for continuous self and work 
improvement 

0.178 .915 

Tendency to take initiatives and be pro-active 0.234 .890 
Reliability  0.618 .734 
Take responsibility and accept any 
consequences 

2.101 .564 
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NONLINEAR CORRELATION OF TOP MANAGEMENT COMMITMENT 
WITH ORGANIZATIONAL PERFORMANCE IN THE APPAREL 

INDUSTRY OF BANGLADESH

Abul Bashar1

M. A. A. Hasin2

ABSTRACT

The contribution of apparel industry in the economy of Bangladesh is well recognized. The 
key to achieving sustainable industrial development is to improve the organizational 
performance. Lean Manufacturing (LM) is an advanced manufacturing philosophy used for 
the improvement of organizational performance in a competitive business environment. 
However, several organizational parameters affect the degree of success from lean system. It 
is thought that these parameters are hierarchically related with each other, thereby making 
correlation a complex nonlinear problem. This paper quantitatively addresses the role of top 
management commitment and its nonlinear correlation with the important components of 
organizational performance.

Key Words: Top Management Commitment, Lean manufacturing, Productivity, Quality, 
Organizational Performance.

1. INTRODUCTION

The apparel industry of Bangladesh acts as an important contributor to the economic 
development of the country. The manufacturing firms are facing various challenges due to 
the global competition in the business. The apparel manufacturers of Bangladesh are also 
under tremendous pressure to meet the customer expectations. The buyers are expecting 
on-time delivery of high quality products at a lower cost. The business competition and 
ngunstable market conditions force the manufacturers to adopt new manufacturing 
approach. Lean Manufacturing is an integrated approach widely used by the manufacturers 
with the purpose of achieving quality products at a competitive cost and delivering it to the 
customer on time. Literature reveals that most of the research had examined the impact on 
the organizational performance in the developed countries (Amoako-Gyampah & Gargeya, 

1. PhD Research Fellow, Bangladesh University of Professionals (BUP), Dhaka, Bangladesh.

2. Professor, Bangladesh University of Engineering & Technology (BUET)
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2001, Nawanir et al., 2013). Most of the previous research focused on the manufacturing  
sectors such as automobile, aerospace, auto components and chemical industries (Vamsi 
Krishna Jasti & Kodali, 2014). Therefore, this study may be the basis of future research on 
LM and its implementation in the apparel as well as other manufacturing sectors in
Bangladesh.The main objective  of this research is to find the nonlinear complex relationship 
between the lean manufacturing bundle top management commitment and the organizational 
performance. The organizational performance represents the operational performance in 
terms of quality performance, lead time performance and productivity performance. Shah 
and Ward (2003, 2007) defined lean bundle as a set of interrelated and internally consistent 
lean practices. This research focuses on the relationship of Top management commitment as 
a lean bundle with the operational and business performance.

2. LITERATURE REVIEW

The concept of lean manufacturing was originated from Toyota Production System (TPS), 
Japan. However, The term “lean production” was first introduced by Krafcik (1988) in his 
article ‘Triumph of the Lean Production (LP) system’.Toyota Production System (TPS), a 
unique production concept and the basis of Toyota production system is the absolute 
elimination of waste (Taichi Ohno 1988). Lean Manufacturing (LM) is an advanced 
manufacturing approach used for the improvement of organizational performance 
(Nawarnir, Kong Teong & Norezam Othman 2013). LM is a system approach consisting of 
several lean bundles. But, there is no common agreement about the common lean parameters 
or lean bundles. There are different lean parameters defined by different authors. Few of the 
common lean parameters defined by different authors are Top Management Commitment 
(Liker, 2004), People Management (Fullerton & McWatters, 2001), Process Management 
(Gusman et al., 2013). Total Productive Maintenance (Sakakibara et al., 1997), Total Quality 
Management (Dal Pont et al., 2008), Cellular Manufacturing (A. Ahmad et al., 2004), Just-in 
time (Dal Pont et al., 2008,Taj & Morosan, 2011), etc. The relationship of each individual 
lean parameter with performance parameters need to be examined in addition to the 
integrated lean system impact on the organizational performance. 

3. TOP MANAGEMENT COMMITMENT

Top management commitment and support is necessary for the implementation of any 
strategic program. The implementation of advanced manufacturing technique like LM 
system will not work without the positive support and commitment of top management. The 
lack of top management commitment is the main barrier of implementing LM system. The 
effective implementation of lean manufacturing greatly depends on the consistency of top 
management commitment. The leader must fight against the organizational barriers arose as 
a result of change management (Womack & Jones, 1996). Top management is responsible to 
create an organizational culture to accept the change management. Organizational culture 
determines whether an idea will be accepted or rejected (Crandall, 2011). So the top 
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management leadership required to create a quality vision and mission statements. 
According to Calori & Sarnin (1991), culture is a belief system and method of working 
which members of an organization always share to achieve the organizational goal. Top 
management leadership with a good knowledge and understanding of LM (Emiliani & 
Emiliani, 2013) 

4. ORGANIZATIONAL PERFORMANCE

The organizational performance can be classified as the operational and business 
performance. The operational performance is basically the non-financial performance. The 
implementation of lean manufacturing is required to define and evaluate the manufacturing 
performance variables based on the production process. According to Fullerton and Wempe 
(2009), both financial and non-financial performance measures are important to evaluate 
lean performance. The literature review based on the previous lean models reveals that 
performance indicators were measured in terms of cost, quality, productivity and lead time 
(Sha and Ward 2003, Azharul Karim and Kazi Arif-uzzaman 2013).

5. STATEMENT OF THE PROBLEM

Organizational performance largely depends on the top management commitment and Lack 
of top management commitment gives negative effects on the organizational performance. 
The lack of top management commitment to a large extentcontributes immensely to failure 
inachieving organizational goals. This paper examines the correlation between top 
management commitment and some selected organizational performance parameters. 
Organizational performance parameters include productivity, quality, lead time, and 
business performance.

6. CONCEPTUAL FRAMEWORK

The objective of this research is to analyze the relationship of top management commitment 
with the components of organizational performance. A conceptual research framework

 
 
 
 
 
 

 

 
Top Management 

Commitment 

 Organizational Performance 

……………………………….. 

• Lead Time Performance 
• Productivity Performance 
• Quality Performance 
• Business Performance 

Figure 1: Conceptual Research Framework
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(Figure 1) presents the relationship between independent and dependent variables. Several 
hypotheses have been developed for investigating the correlations among all the independent 
and dependent variables.

7. HYPOTHESES

H1: TMC is positively correlated with the performance variables (Quality, lead time and 
productivity performance)
H2: Performance variables (Quality, lead time and productivity) are positively correlated 
with each 

8. METHODOLOGY

This is anempirical research with deductive approach. Data has been collected from 238 
industries through structured questionnaire.  After data screening process, a sample size of 
227 was used for the data analysis. Guiford (1954) recommended a sample size of 200 for 
factor analysis. Camrey & Lee (1992) suggested a rough rating scale of adequate sample size 
for factor analysis: 100 = poor, 200 = fair, 300 = good, 500 = very good and 1000 = excellent. 
Therefore, a target sample size was more than 200 to ensure that the sample size is fair 
enough. A non-probability convenient sampling was used data collection. Data was collected 
using structured questionnaire through direct contacts with the respondents from those 
industries who were willing to provide the information.A five point Likert scale (1 for 
strongly disagree and 5 for strongly agree) was used for collecting empirical data. The final 
questionnaire is a mixed of new items and the items used by other researches (Abusa, 2011; 
Chauhan & Singh, 2012). The distribution and collection of questionnaire was made through 
undergraduate and graduate students. The target respondents were the production managers, 
factory managers, industrial engineers, quality managers and others directly related with 
production. Data has been collected from the factories located in Dhaka, Gazipur, Saver, 
Narayangonj and Chittagong roads. Statistical package SPSS 20.0 and analytical package 
AMOS 20.0 were used for quantitative data analysis.

9. FACTOR ANALYSIS

Exploratory factor analysis (EFA) was performed with six items of top management 
commitment, ten items of operational performance and five items of business performance. 
Five latent constructs were extracted using Principal Component Analysis (PCA) and 
Varimax rotation method. The KMO value is 0.802 and the cumulative % of variance 
extracted is 58.033%. The new factor naming, item description, loading factors and the 
reliability of the constructs are shown in the Table 1, and their correlation analysis in Figure 2.
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Table 1: Naming the factors

Factor Name Items Items description Loadings Cronbach’s alpha 

VisMission 
(Vision and 
Mission) 

TMC1 Our company has clearly set the 
vision and mission statement 0.71 

0.637 TMC2 Top executives actively involved 
in establishing and 
communicating the organizations 
vision, mission and goals. 

0.66 

Commitment TMC4 Top management encourage 
employee involvement in lean 
based improvement programs 

0.56  
 
 

0.629 TMC5 Top management allocates 
adequate resources towards 
efforts to implement new 
technology. 

0.69 

TMC6 We have faith, trust and 
confidence in our managers and 
would like to follow them as role 
models. 

0.57 

LeadTime 
(Lead Time 
Performance) 

OP4 Our delivery lead time has 
significantly reduced (Speed 
delivery) 

 
0.86 

 
 
 

0.821 OP5 Our manufacturing lead time has 
significantly reduced (Speed 
delivery) 

 
0.80 

OP6 Our purchasing lead time has 
significantly decreased (Speed 
delivery) 

 
0.68 

Quality 
(Quality 
Performance) 

OP1 The defect rate has decreased 
(Quality) 

0.66  
0.781 

OP2 Customer complaint has 
decreased (Quality) 

0.98 

ProdBusPer 
(Productivity & 
Business 
Performance 

BP3 Employees morale is high 0.66  
 
 

0.81 

BP4 Our Profit margin has increased 0.79 
BP5 Our return on asset has increased 0.82 
OP7 Our labour  productivity has 

increased 
0.56 

OP8 Our production line efficiency 
has increased 

0.54 
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Figure 2: Correlation between the Constructs
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10. MEASUREMENT MODEL FIT

The degree of fitness of different parameters of the measurement model was evaluated using 
absolute, incremental and parsimony fit indices. The common fit indices are Chi-square, the 
ratio of Chi-square to degree of freedom, Goodness of Fit Index (GFI) (Joreskog and 
Sorbom, 1993), Comparative Fit Index (CFI) (Bentler, 1990), Incremental Fit Index (IFI) 
(Bollen,1991), Tucker-Lewis Index (TLI) (Tucker and Lewis, 1973), Root Mean Square 
Residual (RMR), Root Mean Square Error of Approximation (RMSEA) etc. The different fit 
indices, their cutoff values and model results are presented in the Table 2. The model fit 
index shows that the measurement model is a good fit model, and thus acceptable.

11. DATA ANALYSIS AND FINDINGS

The objective of this research was to find out the correlation between the top management 
commitment and the different performance variables such as operational performance, 
business performance, productivity and quality performance. After exploratory factor 
analysis, two factors of top management commitment and three factors of performance 
variables were extracted. Two factors of top management commitment (independent 
variable) are vision and mission, and management commitment. Three factors of 
performance variables are quality performance, lead time performance, and productivity and 
business performance respectively. The hypothesis test results have been summarized in 
Table3. The AMOS graphic of measurement model (Figure 2) and the output results 
presented in the Table 3 Show that all the variables are positively correlated (P<0.001).

Table 2: Model Fit

Index 
Category 

Index 
Name 

Cutoff  Model Result Comments 

Absolute fit Chi-Square p-Value > 
0.05 

λ2(78, N=227)=138.332, 
P=0.000 

The model is not consistent with 
the observed data 

Chi-
Square/df 

Chi-Square/df 
≤ 5 

1.771 Good Fit 

RMSEA RMSEA ≤ 
0.08 

0.059 Good Fit 

PCLOSE PCLOSE ≥ 
0.05 

0.183 Null hypothesis accepted. Close 
Fit Model 

RMR RMR ≤ 0.08 0.033 Good Fit 
GFI GFI ≥ 0.90 0.929 Good Fit 

  AGFI AGFI ≥ 0.85 0.891 Good Fit 
Incremental 
Fit 

CFI CFI ≥ 0.90 0.946 Good Fit 
TLI/NNFI TLI/NNFI ≥ 

0.90 
0.927 Good Fit 

IFI IFI ≥ 0.90 0.947 Good Fit 
Parsimony Fit PNFI Around 0.5 0.658 Good Fit 

PGFI Around 0.5 0.604 Good Fit 
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H1: Top management commitment is positively correlated with the performance variables. 
Two factors of top management commitment and three factors of performance variables 
generate six sub-hypotheses (H1a, H1b, H1c, H1d, H1e, H1f). All the hypotheses are positively 
correlated (P<0.001). H2:Performance variables (Quality, lead time and productivity) are 
positively correlated with each other. Hypothesis 2 (H2) is supported by three 
sub-hypotheses (H2a, H2b, H2c). H3 is the correlation between two factors of top management 
commitment

12. RESULT AND DISCUSSION

Lean manufacturing has been identified as an advanced manufacturing planning approach 
for improving the organizational performance. In this research, top management 
commitment as an important lean parameter has been taken into consideration for finding the 
correlation with the organizational performance such as quality, lead time and productivity 
performance. AMOS 2.0 has been used for hypotheses testing and statistical analysis for the 
independent and dependent variables. From the hypothesis testing, it was found that top 
management commitment as a lean parameter is positively related to the dependent 
variables. Management commitment is positively correlated with quality performance (r 
=0.238, P<0.001), lead time performance (r =0.302, P<0.001), and productivity performance 
(r =0.441, P<0.001). Vision and Mission is positively correlated with quality performance (r 
=0.252, P<0.001), lead time performance (r =0.164, P<0.001), and productivity performance 
(r =0.351, P<0.001). Lead time performance is positively correlated with productivity 
performance (r =0.451, P<0.001) and quality performance (r =0.535, P<0.001). Finally, 
productivity performance is positively correlated with quality performance (r =0.188, 
P<0.001).

Table 3: Hypothesis test results

Hypothesis
 

Correlation Between
 

Estimate
 

P-value
 

Comments
 

H2c ProdBusPer <--> LeadTime 0.451 *** Significant 
H2b ProdBusPer <--> Quality 0.188 *** Significant 
H1f ProdBusPer <--> Commitment 0.441 *** Significant 
H1c ProdBusPer <--> VisMission 0.351 *** Significant 
H2a Quality <--> LeadTime 0.535 *** Significant 
H1d LeadTime <--> Commitment 0.302 *** Significant 
H1a LeadTime <--> VisMission 0.164 *** Significant 
H1e Quality <--> Commitment 0.238 *** Significant 
H1b Quality <--> VisMission 0.252 *** Significant 
H3 Commitment <--> VisMission 0.642 *** Significant 
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13. CONCLUSION

This research examined whether the top management commitment as a lean parameter has 
any significant positive correlation with the performance factors of the apparel 
manufacturing factories, and degree of correlation. The findings of the research indicate that 
top management commitment has positive significant correlation with performance factors 
such as lead time, quality and productivity performance. The outcome of this study ensures 
that the top management commitment plays the vital role for the improvement of the 
organizational performance. Thus, top management must set a clear quality vision and 
mission, and need to be committed to achieve the organizational performance. The practical 
implication of this study is that the general understanding of this study informs the 
practitioners that the top management commitment is significantly correlated with the 
organizational performance. The results of this study suggest that management commitment 
with quality vision and mission contributes to the success of organizational change through 
lean implementation focusing to achieving the organizational goal.
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TRANSFORMATIONAL LEADERSHIP AND EMPLOYEE PERFORMANCE 
MEDIATING EFFECT OF EMPLOYEE ENGAGEMENT

Md. Al-Amin1

ABSTRACT

The aim of this study is to explore the relationship between transformational leadership and 
employee performance. It also examines the mediating effect of employee engagement in 
relationship of these variables. Theoretically, leadership is a key antecedent of employee 
performance and employee engagement, yet there is no research in the context of 
Bangladesh directly linking leadership behaviors, employee performance, and follower 
engagement. This study was conducted with 200 employees working in a variety of jobs in 
SMEs of Bangladesh. The findings of this study indicate that transformational leadership 
behaviors are positively associated with employee performance. The results confirm the 
mediation of employee engagement as well. 
 
Key Words: Transformational Leadership, Employee Engagement,EmployeePerformance.

1. INTRODUCTION

Successful managers have increasingly realized that employee performance is a strategic 
imperative. Today, employee performance carries more significance than ever before. 
Managers have been grappling with many dimensions regarding employee performances to 
succeed putting their company ahead of competitors. To help managers manage, different 
scholars, researchers, and consultants have been contributing their part showing the best 
techniques or ways that can be useful in developing employee performance. One of the 
techniques is called employee engagement, which was established by Kahn in 1990 (Kahn, 
1990). Several research studies (e.g. Harter et al. 2006; Gallup, 2006; Towers Perrin, 2007) 
have established that employee engagement positively affects employee performance. 
According to (Harter et al. 2006; Gallup, 2006; Towers Perrin, 2007), highly engaged 
employees positively influence profitability, earning per share and operating income. 
Research also shows that engaged employees achieve higher levels of satisfaction, 
commitment, staff advocacy, innovation and creativity, and lower levels of turnover and 
absenteeism (Gichohi, 2014; Gallup, 2006; Gallup, 2003; Ipsos MORI, 2006). Hence, it can 
be revealed that employee performance is massively influenced by employee engagement. 
On the other hand, transformational leadership is positively correlated with employee 
engagement. Past studies have shown that transformational leadership is positively related to 
follower attitude and behavior concepts that overlap with employee engagement constructs   

1. Lecturer at the Department of Management at North South University, Dhaka, Bangladesh. 
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such as motivation, job satisfaction, organizational commitment, proactive behaviors, and
organizational citizenship behaviors. A study conducted by Judge and Piccolo in 2004 found
that transformational leadership was positively correlated with subordinate motivation and 
job satisfaction (Judge and Piccolo, 2004). Research also shows that transformational 
leadership positively influences organizational commitment (Lee, 2005). As such, the vision 
of transformational leaders interacts with personal characteristics to positively predict the 
adaptivity and proactivity of the followers (Griffin et al., 2010) and superior quality 
leader-member exchange relationship positively predicts organizational citizenship 
behaviors (Burton et al., 2008). These research studies demonstrate how transformational 
leadership behaviors are positively related to employee engagement constructs.

Prior studies provide evidence for the links between transformational leadership behaviors 
and employee engagement.  Employee engagement is, in turn, associated with positive 
employee performance. Although there is a growing body of literature showing the 
connection among transformational leadership, employee performance, and employee 
engagement, no research has been conducted on these areas in the context of Bangladesh. 
However, in a developing country like Bangladesh, leaders need to adopt contemporary 
leadership and employee engagement strategies to foster organizational success. 
Furthermore, they must understand how the leadership behaviors are associated with 
employee engagement and performance. As such, the current study draws the motives of (1) 
the relationship between transformational leadership and employee performance (2) the 
relationship between transformational leadership and employee engagement (3) the 
relationship between employee engagement and employee performance (4) the mediation of 
employee engagement in the relationship of transformational leadership and employee 
performance.  
The above relationships will be examined in the context of the Small and Medium-sized 
enterprises (SMEs) located in Bangladesh.

2. LITERATURE REVIEW AND THEORY DEVELOPMENT  

2.1 What is employee engagement? 

Several authors (for example; Xu and Thomas, 2011; Ghafoor et al., 2011) have pointed out 
that the concept of ‘employee engagement’ was first developed by William Kahn in the early 
1990s. However, the phrase ‘engagement’ was originated from the role theory of Erving 
Goffman in 1961. Goffman (1961) proved a correlation between employees’ role and 
engagement. According to Goffman (1961, p. 94), engagement can be regarded as the 
‘‘spontaneous involvement in the role’’. Later, Kahn (1990) carried out two qualitative 
research studies- ethnographic work on a summer camp and employees at architecture and 
developed the concept of ‘employee engagement’ (Xu and Thomas, 2011). Kahn (1990) 
defined engagement as connecting organizational employees to their individual roles. Both 
Goffman (1961) and Kahn (1990) emphasized largely on the organizational roles. According
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to Kahn (1990), the more organizations’ members give themselves to their role, the more  the 
more relaxing their performance levels will be. He also claimed that individuals might ‘vary’
in terms of assigning themselves to a particular role (Kahn, 1990). So, two key elements of 
engagement have been identified from the work of Goffman (1961) and Kahn (1990) - 
‘spontaneous’ and ‘variable’. Firstly, engagement has been identified as spontaneous, which 
means that engagement cannot be imposed or forced. An unwanted role cannot lead to 
engagement (Goffman, 1961). Secondly, engagement is more likely to be variable. Kahn 
(1990) points out that an individual could be engaged to one of his/her roles, but he/she 
might not be engaged in his/her additional roles. Employees are truly engaged when they 
find themselves unfailingly present in all of their roles, and make the discretionary effort to 
promote their role performance.

2.2 What is transformational leadership?

To assist the leaders to lead, different researchers have been doing their part demonstrating 
styles that can very effective in leading employees. Some scholars, such as (Bass, 1990; 
Hartog et al., 1997) massively contributed in the area of leadership with popular leadership 
styles, namely transactional and transformational. These leadership styles have been heavily 
researched by these researchers. Transactional leadership has been established based on 
exchange relationship, in which employees accept rewards when individual goals are 
accomplished (Bass, 1990). On the other hand, transformational leadership style involves 
working on developing employees, supporting them, fostering motivation and moralities, 
and fulfilling their needs (Ismail et al., 2009). On the same vein, Bass (1994) points out that 
transformational leadership plays a role in bridging the gap between leaders and followers to 
develop a clear understanding of follower’s interests, values, and motivational level. This 
helps the leaders to understand how the followers will be driven toward the organizational 
goal; it encourages the follower to be expressive and adaptive in the period of organizational 
changes, and help them achieve organizational goals (Burns, 1978). Leadership theory 
developed by Burns (1978) ascertains that transformational leadership style promotes the 
two-way mutual relationship and understanding between employee and management. 
Another research study conducted by the same author in 1985 involves arguing that the 
communication that transformational leadership promotes between employees and 
management is managed in such a way that employees are encouraged to work for the goals 
of the organization rather than for the personal interests.    

2.3 The Relationship between transformational leadership and employee performance 

Transformational leadership is widely known as a motivational leadership style with a clear 
organizational vision that is accomplished by developing a closer rapport with the followers, 
sensing their needs, and helping them uncover their potential (Fitzgerald and Schutte, 2009).   
Transformational leaders facilitate employee performance and their goal attainment by using  
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three components (Bass, 1997). The first component is the idealized influence that makes a 
leader role model, someone that a follower wants to imitate. This trait of leadership
influences the followers to believe in their leaders and go the extra mile for them. The second 
component is inspirational motivation, which refers to the ability of the leaders to inspire 
confidence, motivation, and a sense of purpose in the followers. A transformational leader 
clearly translates the clear vision of the future, communicates the expectation of the 
followers and shows a genuine commitment toward the vision that has been laid out. The 
third component is intellectual stimulation that the leaders project to inspire innovation and 
creativity in their followers by challenging the status quo (Bass and Avilio, 1994). The fourth 
leadership trait is known as the individual consideration that invites the leaders to focus on 
followers’ growth and specific needs. In the workplaces, followers need different levels of 
supports based on the goals they work on. A transformational leader recognizes that and 
produces customized supporting tools such as counselling, mentoring and coaching to help 
the followers (Bass, 1997). 

Previous research studies show positive relationships between transformational leadership 
constructs and employee performance. The Shin and Zhou (2003) study demonstrates that 
transformational leadership is positively associated with followers’ creativity. Past research 
also shows that transformational leadership is positively correlated with followers’ task 
performance, and organizational citizenship behaviors (Liang and Chi, 2013). A longitudinal 
study conducted by Dvir et al. in 2002 shows that there is a positive relationship between 
transformational leadership and followers’ performance (Dvir et al., 2002). This study 
separated the leaders for two different training programs. Transformational leadership 
training was provided to the experimental group leaders while the control group leaders 
received an electric training. Experimental group leaders had far more positive impacts on 
followers’ performance than the control group leaders. Based on the discussion, the 
researcher hypothesizes: 

H1: Transformational leadership behaviors positively related to employee performance. 

2.4 The relationship between transformational leader behavior and follower engagement

Theoretical work has demonstrated the significance of transformational leadership in the 
context of engagement (Marcey and Schneider, 2008). As mentioned earlier, the concept of 
transformational leadership is consisted of four important components (Bass, 1997). They 
have been briefly outlined again for the sake of discussion in the context of employee 
engagement. The components are idealized influence, in which followers are positively 
influenced to trust and identify their leader; inspirational motivation, by which leaders 
involve inspiring and challenging the followers in their activities; intellectual stimulation, in 
which leaders stimulate followers’ adaptivity and creativity in a blame free setting; 
andindividualized consideration, in which leaders customize the effort levels and support 



North South Business Review, Volume 7, Number 2, June 2017 32

Transformational leadership and employee performance: the mediating effect of employee engagement

followers’ specific needs to achieving the goals and growth (Bass, 1985). These leadership 
traits have links with engagement constructs. For example, faith in the leader, support from 
the leader, and developing a blame-free culture are elements of psychological safety, which 
fosters employee engagement at work (Kahn, 1990). Furthermore, the experience of 
meaningful work is an antecedent of engagement, through psychological meaningfulness 
(Kahn, 1990). In addition to these, intellectual stimulation produces adaptivity and 
proactivity which are components of engagement (Macey and Schneider, 2008).

The Atwater and Brett (2006) study also closely examined the relationship between 
leadership behaviors and employee engagement. This study focused on 360-degree feedback 
(multisource feedback in which sources include peers, subordinates, and supervisors) and 
engagement over two measurements. From multisource feedback three leadership traits have 
been investigated, namely employee development, consideration, and 
performance-orientation, in which the employee development and consideration were 
considered as relationship-oriented and performance-orientation was labeled as 
task-oriented. The study found that an increase of active reporters’ ratings of the leaders 
based on these three traits was positively associated with the enhancement in employee 
engagement. Therefore, Atwater and Brett’s (2006) study links task- and 
relationship-oriented leadership behaviors measured by a 360-feedback instrument with a 
measure of engagement.

Another study conducted by Alimo-Metcalfe and Alban-Metcalfe in 2008 discovered 
various positive correlations between leadership scale of their transformational leadership 
questionnaire with engagement variables that include organizational and job commitment, 
motivation and job satisfaction.  Here, the leadership scales are primarily more of 
relationship-oriented such as showing genuine concern and acting with Integrity. 
Task-oriented scales are available as well such as problem-solving and effort acceleration. 
Their outcomes suggest that various relationship and task-oriented leader behaviors are 
strongly linked with employee engagement. In summary, previous research studies suggest 
that leadership behaviors should be positively linked and correlated with employee 
engagement. As such the following has been proposed: 

H2: Transformational leadership behaviurs are positively related to employee engagement.                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                

2.5 The relationship between employee engagement and employee performance 

There was some confusion as to whether engagement leads to performance, or performance 
leads to engagement.  Marcus Buckingham carried out few longitudinal studies in this area 
and found that engagement clearly leads to performance; the connection is four times 
stronger compared to ‘performance engages individual employees at work’ (MacLeod and 
Clarke, 2009). A Meta-analysis study carried out by Harter et al., (2006) of 23,910 business    
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followers’ specific needs to achieving the goals and growth (Bass, 1985). These leadership 
traits have links with engagement constructs. For example, faith in the leader, support from 
the leader, and developing a blame-free culture are elements of psychological safety, which 
fosters employee engagement at work (Kahn, 1990). Furthermore, the experience of 
meaningful work is an antecedent of engagement, through psychological meaningfulness 
(Kahn, 1990). In addition to these, intellectual stimulation produces adaptivity and 
proactivity which are components of engagement (Macey and Schneider, 2008).

The Atwater and Brett (2006) study also closely examined the relationship between 
leadership behaviors and employee engagement. This study focused on 360-degree feedback 
(multisource feedback in which sources include peers, subordinates, and supervisors) and 
engagement over two measurements. From multisource feedback three leadership traits have 
been investigated, namely employee development, consideration, and 
performance-orientation, in which the employee development and consideration were 
considered as relationship-oriented and performance-orientation was labeled as 
task-oriented. The study found that an increase of active reporters’ ratings of the leaders 
based on these three traits was positively associated with the enhancement in employee 
engagement. Therefore, Atwater and Brett’s (2006) study links task- and 
relationship-oriented leadership behaviors measured by a 360-feedback instrument with a 
measure of engagement.

Another study conducted by Alimo-Metcalfe and Alban-Metcalfe in 2008 discovered 
various positive correlations between leadership scale of their transformational leadership 
questionnaire with engagement variables that include organizational and job commitment, 
motivation and job satisfaction.  Here, the leadership scales are primarily more of 
relationship-oriented such as showing genuine concern and acting with Integrity. 
Task-oriented scales are available as well such as problem-solving and effort acceleration. 
Their outcomes suggest that various relationship and task-oriented leader behaviors are 
strongly linked with employee engagement. In summary, previous research studies suggest 
that leadership behaviors should be positively linked and correlated with employee 
engagement. As such the following has been proposed: 

H2: Transformational leadership behaviurs are positively related to employee engagement.                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                

2.5 The relationship between employee engagement and employee performance 

There was some confusion as to whether engagement leads to performance, or performance 
leads to engagement.  Marcus Buckingham carried out few longitudinal studies in this area 
and found that engagement clearly leads to performance; the connection is four times 
stronger compared to ‘performance engages individual employees at work’ (MacLeod and 
Clarke, 2009). A Meta-analysis study carried out by Harter et al., (2006) of 23,910 business    
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units, found that high scoring units with highly engaged employees experienced 31-51
percent lower labor turnover, 51 percent lower inventory shrinkage, 62 percent lower 
accident rate and 12 percent higher customer advocacy and profitability - compared to the
low scoring disengaged business units. Another study accomplished by Gallup of 89
organizations found that high scoring organizations had 2.3 times higher earnings per share 
compared to below average or low scoring organizations. The findings of Gallup were 
supported by a Towers Perrin global study in 2006 of 664,000 individuals from 50 
companies. The Towers Perrin survey found a noticeable difference between engaged and 
disengaged employees. Highly engaged employee achieved 19.2 percent higher operating 
income, while companies with disengaged employees saw a decline in operating income of 
32.7 percent (Towers Perrin, 2006). After a couple of years, the recent Watson Wyatt 
(2008/2009) study of 115 companies found that employees with higher levels of employee 
engagement experienced four times higher financial performance compared to organizations 
with poor levels of engagement. 

70 percent of engaged employees believe that they possess a good idea of how to satisfy 
customers’ desires, while only 17 percent disengaged employees have the same belief 
regarding customer satisfaction (Right Management, 2006). There is a correlation between 
employee engagement and staff advocacy as well (Gallup, 2003; Ipsos MORI, 2008). 67 
percent of engaged employees highly advocate their organization, whereas only 3 percent of 
disengaged employees do the same (Gallup, 2003). Similarly, the Ipsos MORI study (2005) 
of public organizations found that employees with high levels of engagement have a 50 
percent higher advocacy. Employee engagement also affects employee turnover; there is also 
a strong correlation between individual employees’ intention to leave and engagement 
constructs, such as organizational commitment and job satisfaction (CLC, 2004; Lockwood, 
2006; Tutuncu and Kozak 2007; Robinson and Barron, 2007). Several studies have shown 
that organizational commitment strongly affects employee turnover (Cohen, 1993; Bishop et 
al., 2002). Similarly, past research also examined the relationship between job satisfaction 
and employee turnover intention; and identified job satisfaction as a key predictor of 
employee turnover intention (Trevor, 2001). The observations were supported by a study 
conducted by the CLC in 2004. The CLC (2004) study found that 87 per cent of engaged 
employees were reluctant to quit. Another study carried out by DDI (2005) of Fortune 100 
manufacturing companies, pointed out that highly engaged employees had a 4.8 percent 
turnover rate against 14.5 percent of disengaged employees. At the same time, employee 
engagement is also a strong predictor of an individual employees’ sickness level. According 
to the research by Gallup (2006), engaged employees take 2.7 days sickness leave, while 
disengaged employees are found to take 6.2 days sickness leave per year. Therefore, through 
different studies, it has been proved that employee engagement is positively associated with 
individual employee performance. Hence, the researcher hypothesizes: 
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Figure 1- Conceptual Framework

Transformational leadership and employee performance: the mediating effect of employee engagement

3. METHODOLOGY

3.1 Sample 

Respondents of this study were employees working in a variety of jobs in SMEs of 
Bangladesh. A total of 200 employees responded yielding a response rate of 90 percent. The 
survey includes 13 percent managers, and 87 percent non-managerial employees, with 62 
percent of the participants having 1 to 5 years of tenure, 19 percent more than 5 years, and 
the rest 21 percent reported their tenure less than a year. 
 
3.2 Procedure

For each survey, staff members received a hard copy of the questionnaire from the research 
assistants. The respondents then filled in the survey paper and placed that in a sealed 
envelope. During the data analysis stage, all the sealed envelopes were opened by the 
researchers only. 

3.2 Measures  

3.2.1 Transformational Leadership  

Transformational leadership has been measured with the Ghafoor et al. (2011) study, which 
is consisted of 5 components. Some of these include (1) “My supervisor acts in ways that 
build my respect” (2) “My supervisor talks to us about his/her most important values and 
beliefs” (3) “My supervisor expresses his/her confidence that we will achieve our goals.” 

H3: Employee engagement is positively associated with employee performance. 

Given the leadership behaviors are expected to predict employee engagement, and employee 
engagement predicts employee performance, it is possible that engagement mediates the
relationship between leadership, and employee performance. Therefore, the researcher has 
developed the following hypothesis: 

H4: Employee engagement mediates the relationship between transformational leadership 
and employee performance. 



followers’ specific needs to achieving the goals and growth (Bass, 1985). These leadership 
traits have links with engagement constructs. For example, faith in the leader, support from 
the leader, and developing a blame-free culture are elements of psychological safety, which 
fosters employee engagement at work (Kahn, 1990). Furthermore, the experience of 
meaningful work is an antecedent of engagement, through psychological meaningfulness 
(Kahn, 1990). In addition to these, intellectual stimulation produces adaptivity and 
proactivity which are components of engagement (Macey and Schneider, 2008).

The Atwater and Brett (2006) study also closely examined the relationship between 
leadership behaviors and employee engagement. This study focused on 360-degree feedback 
(multisource feedback in which sources include peers, subordinates, and supervisors) and 
engagement over two measurements. From multisource feedback three leadership traits have 
been investigated, namely employee development, consideration, and 
performance-orientation, in which the employee development and consideration were 
considered as relationship-oriented and performance-orientation was labeled as 
task-oriented. The study found that an increase of active reporters’ ratings of the leaders 
based on these three traits was positively associated with the enhancement in employee 
engagement. Therefore, Atwater and Brett’s (2006) study links task- and 
relationship-oriented leadership behaviors measured by a 360-feedback instrument with a 
measure of engagement.

Another study conducted by Alimo-Metcalfe and Alban-Metcalfe in 2008 discovered 
various positive correlations between leadership scale of their transformational leadership 
questionnaire with engagement variables that include organizational and job commitment, 
motivation and job satisfaction.  Here, the leadership scales are primarily more of 
relationship-oriented such as showing genuine concern and acting with Integrity. 
Task-oriented scales are available as well such as problem-solving and effort acceleration. 
Their outcomes suggest that various relationship and task-oriented leader behaviors are 
strongly linked with employee engagement. In summary, previous research studies suggest 
that leadership behaviors should be positively linked and correlated with employee 
engagement. As such the following has been proposed: 

H2: Transformational leadership behaviurs are positively related to employee engagement.                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                

2.5 The relationship between employee engagement and employee performance 

There was some confusion as to whether engagement leads to performance, or performance 
leads to engagement.  Marcus Buckingham carried out few longitudinal studies in this area 
and found that engagement clearly leads to performance; the connection is four times 
stronger compared to ‘performance engages individual employees at work’ (MacLeod and 
Clarke, 2009). A Meta-analysis study carried out by Harter et al., (2006) of 23,910 business    

North South Business Review, Volume 7, Number 2, June 2017 35

Md. Al-Amin

Responded were asked to indicate how much their leaders demonstrate the behavior on 
seven-point Likert scale (1, “Strongly Disagree”; 2, “Disagree”; 3, “Somewhat Disagree”; 4, 
“Neutral”; 5, “Somewhat Agree”; 6, “Agree”; 7, “Strongly Agree”). 

3.2.2 Employee Engagement  

This was measured using the Saks (2006) study scale, consisting of 2 items, namely job 
engagement, and organizational engagement. Job engagement is consisted of 5 items and 
organizational engagement has 6 components. Items has been chosen to assess participant’s 
psychological presence in their job and organization. A sample item for job engagement is, 
“Sometimes I am so into my job that I lose track of time” and for organization engagement, 
“One of the most exciting things for me is getting involved with things happening in this  
organization.” Participants were asked to indicate their responses on a 5 point Likert-type 
ranging from (1) strongly disagree to (5) strongly agree. 

3.2.3 Employee Performance  

Employee performance was measured as a dependent variable. It was assessed with an 
eight-item scale from the Ghafoor et al. (2011) study. Participants were requested to indicate 
their responses on a seven-point Likert-type ranging from “Strongly Disagree (1) – 
“Strongly Agree (7) (1, “Strongly Disagree”; 2, “Disagree”; 3, “Somewhat Disagree”; 4, 
“Neutral”; 5, “Somewhat Agree”; 6, “Agree”; 7, “Strongly Agree”

For every single variable, “Do not know” responses and avoided items has been coded as 
missing values. 

4. RESULTS AND DISCUSSION

The means, standard deviations, and correlations between the study variables are 
demonstrated in Table 1. Employee performance was studied as a dependent variable, which 
is positively associated with the independent variable, transformational leadership 
(mean=6.97, p<0.01). The dependent variable is also significantly related to mediating 
variable, employee engagement (mean=6.80, p<0.01). Transformational leadership and 
employee engagement (mean=6.80, p>0.01) are positively correlated as well.

Table-1: Mean, standard deviation, and correlations. 

Variable  Mean SD EP TL EE 

Employee Performance (EP)
 

4.22 0.51 (0.64)   

Transformational  6.97 1.02 0.32** (0.82)  

Employee Engagement (EE) 6.80 1.11 0.28** 0.06 (0.72) 
Leadership (TL) 

Notes: *p<0.05, **p<0.01, ***p<0.001, n=200
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Table-2: Multiple regression analysis 

Model 1

Step 
 

β
 

R Square
 

 

Step 1: 

Transformational Leadership

 

0.267*** 0.055 0.058 

Step 2: 

Employee engagement  

0.225*** 0.035 0.040 

 

Model 2

Notes: *p<0.05, **p<0.01, ***p<0.001, n=200

Step 
 

β R Square
 

 

Step 1: 

Transformational Leadership

0.209** 0.215 0.023 

Step 2: 

Employee engagement 
0.165** 0.210 0.019 

Adjusted R Square 

To test the hypotheses, multiple regression was conducted with employee performance as the 
dependent variable. Transformational leadership was entered in the first step and employee 
engagement in the second one. Table 2 shows the relationship between dependent and 
independent variables. The relationship between transformational leadership and employee 
performance is significant (β=0.267, p<0.001; R2=0.055, ΔR2=0.058). 

This finding demonstrates that first hypothesis, transformational leadership is positively 
associated with employee performance is accepted. The results also suggest that an increase 
in transformational leadership has a positive impact on employee engagement. Hence, the 
second hypothesis, transformational leadership behaviors are positively related to employee 
engagement is accepted. Table 2 further suggests that the relationship between employee 
engagement and dependent variable employee performance is significant (β=0.225, 
p<0.001). Therefore, the third hypothesis, employee engagement is positively related to 
employee performance has been confirmed as well. 

Multiple regression analysis (as shown in table 2) conducted on the independent variable 
indicates that transformational leadership with mediation (β=0.209, p<0.01) is insignificant. 
Hence, the mediation exists between these variables. Therefore, the fourth hypothesis, 
employee engagement mediates the relationship between transformational leadership and 
employee performance should be confirmed. 

Adjusted R Square 
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Prior studies have suggested that transformational leadership strongly correlates with 
employee engagement. Previous studies also provide the evidence for the links between 
employee engagement and employee performance. However, there was no effort to link 
transformational leadership, employee engagement and employee performance in a single 
study. This study has connected all these variables. It shows that transformational leadership 
is positively associated with employee performance, and employee engagement mediates the 
relationship between transformational leadership and employee performance. 

5. MANAGERIAL IMPLICATION 

This study has a few practical implications in the areas of transformational leadership, 
employee engagement, and employee performance. The transformational leadership 
behaviors can achieve higher levels of employee engagement. On the other hand, highly 
engaged employees have better levels of performance. The significance of these 
relationships is not highly recognized by local companies, especially the SMEs. Hence, this 
study will help the existing and future local leaders know how transformational leadership 
behaviors affect employee performance at work. Furthermore, when employee engagement 
is one of the hottest topics in the context of people management literature, Bangladesh 
leaders are yet to understand the significance of this. This study demonstrates the leaders and 
managers how employee engagement is influencing employee performance. This 
relationship between the variables will influence the leaders to devise the strategies for 
fostering employee engagement at work. Third, this study will also motivate the leaders to 
generate new ideas concerning transformational leadership skills and how transformational 
leaders can drive employee performance through engagement. 

6. CONCLUSION

This study confirms that leadership behaviors affect employee performance. On the other 
hand, employee engagement mediates the relationship between the variables. This 
relationship implies 
that transformational leaders produce positive behaviors that encourage employees to drive
performance. Transformational leadership behaviors also engage employees at work and 
make them go the extra mile for the organization. Current study concludes that 
transformational leadership positively affects organizational employee performance through 
employee engagement practices. Therefore, the leaders who behave in ways that support and 
develop followers can expect to get followers who demonstrate a higher level of 
engagement. Eventually, highly engaged employees will drive positive performance.
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7. LIMITATIONS

Although the major findings of this study are consistent with prior studies conducted in other 
countries and sectors with regard to leadership behaviours and leadership position, the tenure 
and sample size are different for most of the studies. Therefore, all the results of this study 
may not generalize. The variables should be further examined with different sample size, 
position and industries. 
 
REFERENCES
 
Alban-Metcalfe, J. and Alimo-Metcalfe, B. (2008).Development of a private sector version of  
   the (Engaging) Transformational Leadership Questionnaire.Leadership & Organization   
   Development Journal, 28(2), pp. 104-21. 
Atwater, L.E. and Brett, J.F. (2006).360-degree feedback to leaders.Group and Organization   
   Management, 31(5), pp. 578-600. 
Bass BM (1990). Bass and Stogdill's handbook of leadership: theory research and managerial  
   applications 3rd edition. New York: Free Press. 
Bass BM. (1994). Transformational Leadership and Team and organizational Decision   
   Making.Thousand Oaks, CA: Sage. 
Bass, B.M. (1985) Leadership and Performance beyond Expectation. New York: Free Press.
Bass, B.M. (1997). Does the transactional transformational leadership paradigm transcend   
   organizational and national boundaries? American Psychologist, 52(2), pp. 130-139.  
Bass, B.M. and Avilio, B.J. (1994).Introducing, Improving Organizational Leadership.New   
   Jersey: Lawrence Erlbaum Associates.  
Bishop, J.W., Goldsby, M.G. and Neck, C.P. (2002).Who goes? Who cares? Who stays? Who   
   wants to? The role of contingent workers and corporate layoff practices. Journal of    
Managerial Psychology, 17(4), pp. 298-315.
Burns JM (1978). Leadership. New York: Harper & Row.
Burton, J.P., Sablynski, C.J. and Sekiguchi, T. (2008).Linking justice, performance, and   
   citizenship via leader-member exchange.Journal of Business and Psychology, 23(1), pp.   
   51-61. 
Cohen, A. (1993) Organizational commitment and turnover: a meta-analysis.Academy of   
   Management Journal, 36(5), pp. 1140-57.
Corporate Leadership Council, Corporate Executive Board (2004) Driving Performance and   
   Retention through Employee Engagement: a quantitative analysis of effective engagement   
   strategies.
DDI (2005). “Employee Engagement: The Key to Realizing Competitive Advantage”. Online.  
   Available at: http://www.ddiworld.com/resources/library/white-papers-    
   monographs/employee-engagement
Dvir, T., Eden, D., Avolio, J.B. and Shamir, B. (2002).Impact of transformational leadership on  
   follower development and performance: a field experiment.The Academy of Management   
   Journal, 45(4), pp. 735-44.



North South Business Review, Volume 7, Number 2, June 2017 39

Md. Al-Amin

Fitzgerald, S. and Schutte, N.S. (2010).Increasing transformational leadership enhancing   
   selfefficacy.Journal of Management Development, 29(5). pp. 495-505. 
Gallup(2006)
Gallupstudy:engagedemployeesinspirecompanyinnovation:nationalsurveyfindsthatpassionatew 
   orkersaremostlikelytodrive organizations forward.TheGallupManagementJournal,Online.   
Available at:
  http://gmj.gallup.com/content/24880/Gallup‐Study‐Engaged‐EmployeesInspire‐Company.aspx
Gallup, 2003, cited in Melcrum (2005), Employee Engagement: How to Build A High   
   Performance Workforce.
Ghafoor, A., Qureshi, T.M. M., Khan, M.A. and Hijazi, S.T. (2011) Transformational leader  
   ship, employee engagement and performance: Mediating effect of psychological owner  
   ship. African Journal of Business Management, 5(17), pp. 7391-7403.
Gichohi, P.K. (2014). The Role of Employee Engagement in Revitalizing Creativity and   
   Innovation at the Workplace: A Survey of Selected Libraries in Meru County- Kenya.   
   Library Philosophy and Practice (e-journal).1171. 
Goffman, E. (1961) Encounters. Harmondsworth: Penguin University Books.
Griffin, M.A., Parker, S.K. and Mason, C.M. (2010), “Leader vision and the development of   
   adaptive and proactive performance: a longitudinal study”, Journal of Applied Psychology,   
   Vol. 95 No. 1, pp. 174-82. 
Hartog, D., Muijen, J.J., Koopman, V. (1997). Transactional vs. Transformational leadership:   
   An analysis of the ML Q. J. Occup. Organ. Psychol., 70, pp. 19-34.   
Ipsos Mori (2008), “Employee Relationship Management Employee Engagement” [Online].   
   Available at:www.ipsos‐mori.com/researchspecialisms/loyalty/youremployees/engagement.
Ipsos MORI (2006) Engaging employees through corporate responsibility.
Ismail A., Halim, F.A., Munna, D.N., Abdullah, A., Shminan, A.S., Muda, A.L. (2009) The   
   Mediating Effect of Empowerment in the Relationship between Transformational Leader  
   ship and Service Quality. J. Bus. Manage., 4(4), pp. 3-12. 
Judge, T.A. and Piccolo, R.F. (2004).Transformational and Transactional Leadership: A Meta-  
   Analytic Test ofTheir Relative Validity. Journal of Applied Psychology, 89(5), pp. 755-768. 
Kahn, W.A. (1990). Psychological conditions of personal engagement and disengagement at   
   work.Academy of Management Journal, 33(4), pp. 692-724. 
Lee, J. (2005) Effects of leadership and leader-member exchange on commitment.Leadership &  
   Organization Development Journal, 26(8), pp. 655-72. 
Lockwood, N.R. (2006) Talent management: Driver for organizational successes.HRMagazine,  
   51(6), pp. 1-11.
Macey, W.H. and Schneider, B. (2008) Themeaning of employee engagement.Industrial and   
   Organizational Psychology, 1(1), pp. 3-30. 
MacLeod D.,and Clarke N. (2209).Engaging for Success: Enhancing Performance through   
   Employee Engagement. London: Office of Public Sector Information.
Robinson, R. and Barron, P. (2007) Developing a framework for understanding the impact of   
   deskilling and standardization on the turnover and attrition of chefs.InternationalJournal of   
   Hospitality Management, 26, pp. 913-26



North South Business Review, Volume 7, Number 2, June 2017 40

Transformational leadership and employee performance: the mediating effect of employee engagement

Shin, S.J. and Zhou, J. (2003). Transformational leadership, conservation, and creativity:   
   Evidence from Korea. Academy of Management Journal, 46(6), pp. 703-714. 
Towers Perrin (2007/2008) “Closing the Engagement Gap: A Road Map for Driving Superior   
   Business Performance.”[Online]. Available at:        
http://www.towersperrin.com/tp/getwebcachedoc?webc=HRS/USA/2008/200803/GWS_Global 
   _Report20072008_31208.pdf
Trevor, C.O. (2001) Interactions among actual ease of movement determinants and    
   jobsatisfaction in the prediction of voluntary turnover.Academy of Management Journal,   
   44(4), pp. 621-38.
Tutuncu, O. and Kozak, M. (2007) An investigation of factors affecting job     
   satisfaction’,International Journal of Hospitality & Tourism Administration, 8(1), pp. 1-19. 
Xu, J. and Thomas, H.C. (2011) How can leaders achieve high employee     
   engagement?Leadership & Organization Development Journal, 32(4), pp. 399 – 416.
Towers Perrin-ISR (2006) The ISR Employee Engagement Report.
Watson Wyatt (2008-2009) Continuous Engagement: The Key to Unlocking the Value of Your   
   People During Tough Times, Work Europe Survey.

ABOUT THE AUTHOR

Md. Al-Amin is a Lecturer at the Department of Management at North South University, 
Dhaka, Bangladesh. He completed an MBA from the University of Aberdeen, U.K. Prior to 
doing an MBA, he pursued an MSc in HRM from the University of South Wales, U.K. 
Following these programs, he was recruited by NSU-SBE to lecture on the BBA courses. He 
is currently teaching Human Resource Management and Business Communication. At 
present, he is also a Faculty Advisor to the HR Club. His research interests are in employee 
engagement, transformational leadership, talent management, and sustainability 
management. 



North South Business Review, Volume 7, Number 2, June 2017 41

North South Business Review, Volume 7, Number 2, June 2017

BANK SPECIFIC DETERMINANTS OF COMMERCIAL BANK 
PROFITABILITY IN BANGLADESH
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ABSTRACT

Profitability of a bank is affected by both bank specific and macroeconomic factors. The 
present study quantifies how internal determinants contribute to the profitability of 
Bangladeshi Private Commercial Banks (PCBs) by using panel data. The sample includes 
30 Dhaka Stock Exchange (DSEX) listed PCBs of Bangladesh over a period of 10 years 
covering from 2002 to 2012. The present study analyzed the data through advanced panel 
data models like robust estimation (Panel-corrected standard error; PCSE), generalized 
least square (GLS), feasible GLS, and fixed effect. Estimated results suggest thatthe main 
factors influencing PCBs’ profitability are bank size, bank capital, number of bank 
branches, and loans and advances. The empirical results demonstrate that bank size and 
capital exert significant positive effect on profitability, while deposits have negative effect 
on profitability. As very little empirical work has been undertaken to investigate the impacts 
of internal determinants of PCBs’ profitability in Bangladesh, the findings of this study may 
provide some significant insights for the policy makers to devise appropriate policies for the 
better performances of the PCBs in future.

Key Words: Profitability, Panel Data, Random Effect, FGLS, Private Commercial Banks, 
Bangladesh, DSEX.

JEL Classification: G21, C23, L2.

1. INTRODUCTION

With the advent of twenty first century financial sector in most countries is becoming more 
and more convoluted than ever with the passage of time. The biggest player of a country’s 
financial sector is banks, which provide a bundle of different services apart from collecting 
of deposits and making advances. Commercial banks play a significant role to channel 
resources from surplus units to deficit units and thereby playing a positive role to the
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nourishment of economic development of a country through channeling funds for
investors and thus expediting the financial deepening in the country (Ongore, 2013; Otuori, 
2013). 

The prime concern of a bank operating under market economy is to maximize profit, and to 
do so commercial banks need to pay some fixed financial obligations like pay interest for 
their sources of funds and to earn income from using the assets that they manage. Economies 
possessing a lucrative and profitable banking sector may grapple the adverse supply or 
demand shock more efficiently than a weak economy can do and thereby contribute to the 
steadiness of the financial system in the country (Athanasoglou, 2006). Additionally, 
financial sector contributes to achieving government’s short and medium term 
macroeconomic goals e.g., bringing the stability of output and prices. Therefore, 
understanding the determinants of banking sector profitability has a paramount importance to 
the policy makers.The world is now experiencing an epoch of financial integration, and the 
financial sector is contributing more than ever into the growth process of Bangladesh. After 
her independence back in 1971, Bangladesh operated under numerous constraints ranging 
from, inter alia, capital inadequacy, weak physical infrastructure, unskilled human resources 
to weak financial sector. However, in 1980s Bangladesh went through comprehensive 
privatization process when many industries including commercial banks became privatized, 
and the policy opened the doors for private sector to play a vital role in the financial system 
of Bangladesh. With banking system’s offering of diversified services, banks profitability is 
now sensitive to changes in the factors external to banks e.g., national income, trade and 
domestic investment climate. Yet, the capacity of a bank to generate profit is largely 
determined by bank management controlled factors, the internal determinants of banks. 
Banks profit of Bangladesh has shown an upward trend but dropped in 2012 because of 
severe strict loan loss provision adopted by the Bangladesh Bank (BB), the central bank of 
Bangladesh. 

Due to this imposition of loan loss provision the net profit declined by 40.6% from BDT 75.2 
billion in 2011 to BDT 44.66 billion in 2012 (BB, 2012) and the return on assets (ROA) and 
return on equity (ROE) also exhibited similar decline 2012 .In 2012, ROA declined to 0.60% 
from 1.30% in 2011 and ROE dropped to 6.5% from 14.3% in 2011. But distinctively ROE 
scenario is different for PCBs that exhibiteda impressive progress of 10.17 percent in 2012 
and ROE slightly dropped in 2012 due to a decrease of net profit during the period 
(Bangladesh Bank, 2012).Several studies dealing with bank profitability have been 
conducted over many years and some of these studies relied upon cross-section data of a 
particular country and on the other hand, a few studies used panel data focusing on several 
countries. Studies explaining bank profitability in a single country include the US. (Berger, 
1995); Malaysia (Guru et al., 2002); South Eastern Europe (Athanasoglou, 2006); China 
(Sufian & Habibullah, 2009); Greek (Alexiou & Sofoklis, 2009); Ukrainian (Davydenko, 
2010); Pakistan (Gul et al., 2011); Indonesia (Syafri, 2012) and Bangladesh 
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 4Source: Bangladesh Bank Financial Stability Report ,2012.
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(Sayeed et al., 2012). On the other several other studies aimed at analyzing the profitability 
determinants using panel data of several countries (see Hester and Zoellner (1966), Bourke 
(1989), Molyneux and Thornton (1992).The literates cited above conclude that internal 
factors explain a large proportion of banks profitability and external factors, nevertheless, 
have also significant impact on bank profitability. Moreover, these studies posit that capital 
and liquidity management, expense management, credit management, sources and uses of 
funds, among others, are the main internal determinants of a bank. Molyneux and Thornton 
(1992) and Athanasoglou et al., (2008) claim that apart from internal factors some extraneous 
factors may also play a pivotal role to determine the profitability of bank. Haron (1996) noted 
that bank regulation, concentration, market share, ownership, scarcity of capital, money 
supply, inflation, competition faced by the banks are the most common erogenous factors 
influencing the banks’  profitability.  

In Bangladesh, a very few studies measured the performance of PCBs using internal 
determinants of profitability. In a study, Safiullah (2010) evaluated the performance of 
commercial banks’ profitability using the ratios like ROA, ROE, and profit expense ratio 
(PER), profit growth and earnings per share (EPS). In another study, Sayeed et al., (2012) 
found banks profitability of Bangladesh by dividing the banks into high and low profit banks. 
They used loan, bill discounted and purchased, deposit with other banks, and government 
security as independent variables and the study claimed high earning banks experience 
higher returns from their assets and lower returns from their liabilities than their of low 
earning banks. They further pointed that assets management of large commercial banks is 
better than those of small banks, but there are no significant differences in terms of liability 
management. In another study Mujeri and Younus (2009) used a profit maximization model 
and their results revealed that the ratio of non-interest income to total assets has a negative 
effect on profitability.

However, to our knowledge, studies dealing with internal determinants of profitability were 
relatively unexplored in Bangladesh. Given this backdrop, the present study attempts to 
identify the bank specific internal determinants of profitability and to provide suggestions for 
improving banks’ performance through proper management of the internal determinants over 
which the bank management has significant control. More specifically in this paper, we 
attempt to extend this particular work and complement previous studies conducted in 
Bangladesh by exploring the internal determinants of bank profitability, particularly the bank 
size and bank capital along with other determinants. During the study period banking sectors 
of Bangladesh also confronted many  challenges and difficulties and very little empirical 
studies has been conducted  and therefore carrying out an empirical investigation is 
imperative that could be of interest to policy makers, 

The contributions of the present paper are threefold:  firstly, this paper addresses the gap in 
the literature by using advanced econometric techniques to test the bank’s profitability using
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a particular country like Bangladesh. Moreover, the study attempted to identify the best fitted 
model by conducting a series of diagnostic test to reveal appropriate result. Secondly, the 
paper used recent panel data from 2002 to 2012. Thirdly, this paper used a large sample of 30 
DSEX listed PCBs of Bangladesh that enhances the generalization of our result to all the 
banks operating in Bangladesh. From policy perspective, the study seems plausible as it may 
invoke the attention of the policy makers to undertake pragmatic policies that may have 
pervasive implications on the banking system of Bangladesh.

The rest of the paper is organized as follows: Section 2 represents the overview of banking 
industry of Bangladesh. Section 3 presents the literature reviews followed by section 4 that 
deals with the data, methodological framework, and empirical estimation methods. Section 5 
presents the results and the last section concludes the paper.

2. PRIVATE COMMERCIAL BANKS OF BANGLADESH

PCBs started their journey in Bangladesh in 1982 and since then number of PCBs increased 
steadily in Bangladesh. During the period between 1995 to 2000 the number of PCBs 
increased substantially and more recently 14 new PCBs were allowed to come into operation 
in Bangladesh. The number of PCBs remained unchanged after the year 2005. In total 47 
banks are in operation in Bangladesh and the banks operating here are categorized as 
nationalized commercial banks (NCBs), specialized banks (SBs), PCBs, and Foreign 
Commercial Banks (FCBs). Commercial banking system flourished over the periods in terms 
of number, profit, number of branches and so forth under the private sector. Table 1 shows 
distribution of PCBs in terms of some basic dimensions like number of banks branches, total 
assets, total deposits as well as the market share of various types of banks in Bangladesh.

Bank 

Types 

Number 

of Banks 

Number of 
Branches 

Total Asset 
(in BDT 
Billion) 

Percent of 
Industry 

Asset 

Total 
Deposits 
(in BDT 
Billion) 

Percent of 
Industry 
Deposit 

NCBs 4 3478 1831.9 26.0 1377.9 25.5 
SBs 4 1440 385.5 5.5 260.4 4.8 

PCBs 30 3339 4371.5 62.2 3430.7 63.6 
FCBS 9 65 441.8 6.3 327.0 6.1 
Total 47 8322 7030.7 100 5396.0 100 

 

 Table 1: Banking Industry of Bangladesh 2012

Source: Annual Report of Bangladesh Bank, 2012
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The number of banks remained unchanged at 47 in 2012 with 8322 branches compared to 
7961 in 2011. In 2012 total asset of the industry increased to BDT 7030.7 billion and deposits 
BDT 5396 billion compared the assets and deposits of BDT 5867.6 billion and BDT 4509.7 
billion respectively in 2011. Among four types of scheduled banks operating in Bangladesh, 
PCBs have highest 62 percent of total industry assets and approximately 64 percent of total 
banking industry deposits. Despise this NCBs have the highest number of branches which is 
3,478 while the figure for PCBs is 3,339. Figure 1 exhibits the number of banks from the year 
1975 to 2010.

Since their inception PCBs in Bangladesh are playing a great role for the economic growth 
of the country. The prudence of PCBs in selecting appropriate borrowers to providing loans 
and monitoring them closely has decreased the percentage of net non-performing loan (NPL) 
from 5.5% in 2001 to 4.58% in 2012 2012 (BB, 2012). Moreover, to comply with the Basell 
III accord, Bangladesh Bank through its Basel Committee on Banking Supervision (BCBS) 
accord is taking pragmatic and prudential measures for the PCBs in terms of capital adequacy 
and liquidity rule that may help the banks to cope up with the adverse financial and other 
economic stress efficiently. Therefore, it is imperative for PCBs to concentrate more on the 
profitability determinants so that they can face the fierce competition in coming days in a 
befitting manner. 

Fig.1: Number of Banks in Bangladesh (by Type) from 1975 to 2010.
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3. LITERATURE REVIEW

The determinants of banks’ profitability are of two types namely bank specific factors, also 
known as internal, and the external factors. Several studies have been conducted in different 
countries and based on the nature and purposes these studies specified ROA, ROE, return on 
capital employed, net income (NI), and net interest margin (NIM) as the dependent variables. 
On the other hand, several internal and external factors are used as the predictors of the bank 
profitability (see Berger, 1995; Athanasoglou, 2006; Sufian, 2009 ; Alexiou & Sofoklis, 
2009; Devydenko, 2010; Syafri, 2012; Sayeed et al.,, 2012). Some studies also aimed at 
analyzing bank profitability in groups of countries, such as Hester and Zoellner (1966), 
Bourke (1989), and Molyneux & Thornton (1992).

In a study Hester and Zoellner (1966) employed statistical cost accounting methodology on 
two sets of U.S banks and claimed that that number of branches has insignificant effect on 
profitability. Moreover the study posited that the variations in balance sheet items exert a 
substantial impact on a bank’s earnings. Bourke (1989) using cross-country data divided the 
profitability determinants for commercial banks into two main categories, such as internal 
and external determinants. The study of Bourke (1989) opined that liquidity, investment in 
subsidiaries, investment in securities, loans, non-performing loans and overhead expenditure 
significantly influence banks’ profitability. On the other hand savings, fixed deposits, current 
account deposits among other capital reserves and money supply also play a major role in 
influencing the profitability. 
 
Molyneux (1992) judged profitability of European banks across eighteen countries from the 
perspective of internal and external profitability determinants. The study used net income 
after tax and net profit before tax as dependent variables for representing banks’ profitability. 
The study found that bank capital was positively related with dependent variables and 
deduced that state-owned banks earned more profit than their peers of private banks in 
Europe. Guru et al., (2002) also divided banks profitability determinants into internal and 
external determinants. The study used capital ratio, liquidity ratio, asset & liability mix, and 
overhead expenses as internal determinants and net income before tax and net income after 
tax were used as the proxy of profitability of banks and found that most of the variables exert 
significant influence on banks’ profitability. Athanasoglou (2006) considered liquidity, 
credit risk, capital, operating expenses to total assets, and bank size as the profitability 
determinants of South Eastern European banking industry and found positive relationship 
between bank profitability and the independent variables like liquidity, capital, and bank size 
and other regressors like credit risk and cost exerted negative effect on profitability.

In a study Sufian (2009) estimated the efficiency of Malaysian banks during the Asian crisis 
in 1997 and used the profitability as a measure of efficiency and the study claimed that 
profitability was significantly and positively related with loans intensity and negatively  
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found that bank profitability was positively related with capital and size and other variables 
exerted negative effects on bank’s profitability. Considering ROA as the dependent variable, 
Devydenko (2010) considered both internal and external factors to the determinants of 
profitability of Ukrainian banks and the study found that credit risk, cost, liquidity and 
deposits have strong negative effect on banks’ profitability when profitability was measured 
with ROA.  Gul (2011) considered loan, bank capital,   bank size deposits, business per 
employee, return on capital employed and net interest margin separately as determinants of 
bank’s profitability of Pakistani banking industry. The study claimed that bank size, loans 
and deposits have positive association with banks’ profitability measured through ROA & 
ROE. On the other hand, the study posited that capital exerted a negative influence on the 
profitability of the bank. In a recent study Syafri (2012) attempted to identify the profitability 
determinants of Indonesian banking industry when ROA was used as a proxy of profitability 
and the study opined that factors like totals assets, loans, inflations and cost-to-income ratio 
have significant impact on the profitability of the bank. Additionally economic growth and 
non-interest income seemed to exert no effect on the ROA.   

4. DATA AND METHODOLOGY

The present study used panel dataset of 30 DSEX listed PCBs over the period 2002–2012. As 
the present study used only the internal determinants of PCBs’ profitability, PCBs that traded 
their stocks on the DSEX from 2002 to 2012 are included in the study and the pertinent 
information of the variables were extracted from the published income statements and 
balance sheets of the listed PCBs.  

4.1 Construction of variables

Upon the availability of data, five bank-specific determinants are used as internal 
determinants of bank profitability in Bangladesh. A brief description of each of the variable 
used in the study is presented below:

4.1.1 Net Income (NI)

Net income shows what the bank earned after all its expenses, charge-offs, depreciation and 
taxes have been subtracted. The present study used NI as the profitability measure of the 
PCBs as the dependent variable following previous studies (see Molyneux &Thornton 1992; 
Hester and Zoellner, 1996; Guru et al., 2002; and Bodla & Verma, 2006).

4.1.2 Total asset

Literature suggests that the total assets of the banks may be used as a proxy of bank size  (see 
Molyneux and Thornton, 1992; Bikker and Hu, 2002; Goddard et al., 2004, and 
Athanasoglou , 2006). To be consistent with the previous studies, in this paper we used
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total asset as the proxy of bank size to discourse the effect of economies of scale that a 
particular bank may enjoy and presume that there may be a positive association between size 
and profits.

4.1.3 Equity to total assets

Shareholders equity capital represents the amount of assets over which the shareholders may 
have a residual claim. In general it may be hypothesized that a bank with higher capital may 
breed higher profitability level compared to their peers and may easily follow the regulatory 
capital requirements so that excess capital can be delivered as loans (Berger, 1995). 
Following Athanasoglou (2006), Devydenko (2010) and Gul et al., (2011) we used this ratio 
as the proxy of bank capital and we presume that higher equity capital as suggested by 
pecking order hypothesis may lessen the requirement of external funding and therefore 
higher the profitability. 

4.1.4 Loans to total assets

Bank loans are the principal source of income and we assume that loans may have a positive 
impact on bank performance. Holding other things constant, the more deposits are 
transformed into loans, the higher may be the interest margin and profits. Similar to the 
findings of previous studies we also posit that this ratio may exert a positive impact on bank’s 
profitability (see Athanasoglou, 2006; Chantapong, 2006; and Sufian, 2009).

4.1.5 Deposits to total assets

Deposits are the main source of bank funding and hence it is expected to have an impact on 
the profitability of the banks. Following Devydenko (2010), and Gul et al. (2011) we used 
this ratio as the proxy of bank deposits. 

4.1.6 Number of bank branches

In general a bank having many branches may serve the large number of customers and 
thereby overcoming the service place constraints and this variable may be positively 
associated with a banks’ profitability by creating large customer base. Hester and Zoellner 
(1966) used this variable as internal determinant of bank profitability. Figure 2 illustrates the 
association between the dependent variable (NI) and other predictors used to estimating the 
empirical models.
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In this study we concentrated only on the internal determinants of profitability of commercial 
banks although external factors may have also profound effect on banks’ profitability. We 
have addressed both the variables related to the financial statements that originate from bank 
accounts (balance sheets and/or profit and loss accounts) as well as variables unrelated to the 
financial statements such as the number of bank branches.

Figure 2: Scatter plots of the variables

Table 2: Bank Specific Determinants of Commercial Bank Profitability

 

Parameters Variables Description Expected 
Sign 

β1 
Total asset 
(TA) 

Theoretically there is a positive relationship between bank size and 
profitability which makes the bank more affluent to produce more services 
to the large number of customers and may lead to higher profitability. 

+ 

β 2 
Equity to 
total assets 
(ETA) 

It is assumed that if the equity-to asset ratio is quite higher it may reduce the 
amount of external funding requirements and therefore higher may be the 
profitability of the PCBs. This study uses ETA as the as the proxy of bank 
capital. 

+ 

β 3 
Loans to 
total assets 
(LTA) 

In general if the PCBs can transform more deposits into more loanable 
funds, this may increase the interest margin and profits, holding other things 
constant. It is expected to have a positive relation with banks’ profitability. It 
is used as a proxy of loans sanctioned by a bank. 

+ 

β4 
Deposits to 
total assets 
(DTA) 

It is an important source of fund that can be invested to generate income and 
therefore we expect a positive relationship between deposit and bank 
profitability. However, if a bank fails to mobilize the deposits into loans 
properly it may exert a negative effect on banks’ profitability. 

+- 

β
 

5

 Number of 
Bank  
Branches 
(NBB) 

Large number of bank branches may have positive relationship with bank’s 
profitability and we expect a positive relationship between profitability and 
number of bank branches. 

+ 
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Equation (2) is the fixed effects regression model, in which    ,     ,  ………   represent 
unknown intercepts for each bank,      denotes the same slope coefficient across entity, and  i 

4.2 Specification of Empirical Models

The basic estimation strategy is to apply different variants of panel data models that are 
deemed appropriate upon several diagnostic checks. One way to estimate panel data model is 
through pooling the observations across banks and then applying the OLS on pooled data. 
This procedure, however, does not take into account any fixed or random effects properties 
of the data set. The pooled OLS procedure, as a matter of fact, assumes constant intercept and 
slope regardless of group and time period (Park, 2011). On the other hand, fixed effects 
model assumes constant slope but different intercepts among individuals while random 
effects models assumes intercepts and slope of regressors are the same across individuals (or 
time periods) and the differences among the individual arises from the differences in their 
individual specific errors but not in their intercepts ( Park, 2011, p.8). The basic framework 
for the panel data can be defined according to the following regression model:

where i = 1, 2 …., 30 (size of the cross-section); t = 1, 2 …, 10 (number of time periods), 
where NIit   is the dependent variable; i = entity (each PCB) and t = time (2002 to 2012),β1  …  
β5 are  the slope coefficients for each independent variables and ηit is the composite error term 
(                       ). Now that in panel data model we observe some entity over time on some 
variables, OLS can be applied if    of equation (1) is contant and is not correlated with any 
other regressors. But complication arises when    is unobserved, the OLS can no longer be 
BLUE. If     contains only a constant term, OLS provides consistent and efficient estimates 
of the common α and the slope parameters, β (Greene, 2010). But in most of the panel dataset 
unobserved heterogeneity is present and simple OLS fails to give us efficient and consistent 
estimators and under this circumstance, we require alternative estimators; and fixed and 
random effects models can often offer estimates with desirable statistical properties. 

4.3 The Fixed Effect Model

FE explores the relationship between independent variables and dependent variables within 
an entity. But if panel data involves unobserved heterogeneity that is associated with 
regressors, estimation of models with untransformed data may lead to bias estimates. In the 
fixed effect regression model data are transformed to remove the time invariant 
characteristics of data set to attain variables’ net effects. The term fixed effects is due to the 
fact that although the intercept may differ across individuals, each individual’s intercept does 
not vary over time, that is, it is time invariant (Gujarati, 2011). For our current problem, the 
fixed effect model can be specified as follows:

 
ititititititit NBBDTALTAETATANI ηββββββ ++++++= 543210 (1)

 ittv µiαitη ++=

iα

iα

itη

 
ititititititiit vNBBDTALTAETATAun +++++++= 54321)( βββββα (2)

1α 2α nα

iβ
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stands for number of regressors. Since the individual specific effect is time invariant and 
considered as a part of the intercept, ui it is allowed to be correlated with the regressors 
without breaching the erogeneity assumption of OLS (Park, p.8). In other words, fixed effect 
estimator estimates the      in two steps: Firstly, the entity specific mean is deducted from each 
variable; secondly, the regression is estimated using “time-demeaned” variables (Stock and 
Watson, 2003). 

4.4 Random Effect Model

In Random Effect models, the variation across entities (PCBs) is assumed to be random and 
uncorrelated with the independent variables included in the model. Random effects assume 
that the entity’s (PCBs) error term is not correlated with the independent variables which 
allows for time-invariant variables to play a role as dependent variables. The intercept does 
not vary across units i. In econometrics, random effects models are used in the analysis of 
panel data when one assumes no fixed effects (i.e. no individual effects). The equation for the 
RE model can be specified as:

OLS, we can get unbiased and consistent estimates under strict erogeneity assumption, but the
composite error term gets serially correlated. In this situation, the Pooled OLS is very unlikely
to offer efficient estimates. In this situation, the Feasible Generalized Least Square (FGLS) 
estimator takes this serial correlation into account and provides us efficient estimators.

5. RESULTS AND DISCUSSION

5.1 Summary Statistics

The basic descriptive statistics of the variables are presented in Table 3. For each variable, 
Table 3 shows mean, standard deviation, minimum and maximum values.

.Now if we want to estimate the equation (3) by Pooled 

where                     , is the composite error term under the assumption of strict exogeneity, ui  
is the unobserved bank specific effect and     is the idiosyncratic error component with ui        

Table 3: Descriptive Statistics of the Data

βi

(3) 
ititititititit NBBDTALTAETATANI ωβββββα ++++++= 54321

 itiit vu +=ω
itv

iu ∼IID( ),0( 2
uσ and itv ∼IID 2,0( vσ )  

Variable Mean Std. Dev. Min Max 
NI ( in Billion Taka) 0.9385 1.2562 -4.3083 6.8716 
TA ( in Billion Taka) 68.5325 65.8661 4.0453 482.5360 
ETA (in %) 0.0645 0.0697 -0.4700 0.2281 
LTA (in %) 0.6793 0.0906 0.0500 0.9500 
DTA (in %) 0.8175 0.0609 0.6190 1.0975 
NBB (in number) 71.0549 73.9155 9.0000 419.0000 

 



North South Business Review, Volume 7, Number 2, June 2017 52

Bank Specific Determinations of Commercial Bank Profitability in Bangladesh

The profitability variable referring net income (NI) has a positive mean value of Tk. 0.9385 
billion with standard deviation of tk. 1.256 billion. This large value of standard deviation 
springs from variation across banks and over time. On the other hand, other variables like 
equity, advances, and deposits exhibit low S.D. Bank size and number of bank branches have 
quite higher S.D values, indicating greater variation in the data across entity and over time of 
these variables. Now that a standard OLS estimation procedure also necessitates checking for 
interdependency among the regressors, the study attempts to address the existence of 
multicollinearity with the estimation of variance inflation factor (VIF). Conventionally 
researches conclude that data set is devoid of multicollinearity if VIF takes any value less than 
10 for individual regressors (McDonald & Moffit, 1980; Chatterjee & Price, 1991). Table 4 
reports that average VIF of the regressors used is less than two, indicating absence of 
multicollinearity

5.2 Panel Diagnostic Tests

Before applying any estimation technique, data need to be thoroughly examined with a series of 
diagnostic checks. As Greene (1997) pointed out that panel data typically exhibits serial 
correlation, cross-sectional correlation, and group-wise heteroscedasticity; it is therefore 
imperative to carry out some diagnostic tests to specify the most suitable model.

With this view in mind, the study applied Modified Wald (MW) to check the presence of 
group-wise heteroscedasticity; Wooldridge test to detect first order autocorrelation, and 
Pesaran's CD test to identify cross sectional dependence. The middle panel of Table 5 reports 
results of these diagnostic checks. The bottom panel of the same table shows test result of 
additional as diagnostic checks that deal with the choice of appropriate estimator among several 
alternatives discussed above. In particular, theHausman test identifies the suitability of 
estimators between fixed and random effects; Breusch and Pagan (LM) test allows us to choose 
between random and pooled OLS model, and Chow has been applied to assess poolability of 
data.

Variables VIF 1/FIV 

TA 1.41 0.71 

ETA 1.13 0.88 

LTA 1.11 0.89 

DTA 1.08 0.92 

NBB 1.30 0.77 

Mean VIF 1.21 

 

Table 4: Variance Inflation Factors
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5.3 Regression Results and discussion

Table 5 reports all the results of different diagnostic checks that allow us to detect problems 
in the dataset and thereby coming up with appropriate model for estimation. As the middle 
panel of Table 5 shows that data set suffer from heteroscedasticity, first degree 
autocorrelation, and cross sectional dependence problems.   The Hausman test accepts the 
orthogonality of the individual effects and the regressors and therefore the random effect 
model is preferred over the fixed effect model. In addition, Breusch and Pagan (LM) test 
suggests that random effect model is preferred to pooled OLS model. This choice of 
estimator is further justified by Chow test that revels that data are not poolable even at 1% 
levels of significance. All these diagnostic checks and other measures suggest that random 
effect is preferred over pooled OLS and Fixed Effects models.

The second and third columns of the top panel of Table 5 depicts results of two alternative 
random effects models that correct all the problems of data set as mentioned before. The last 
two column reports results of fixed effects and pooled OLS models to make a comparison 
with the random effects estimates. In particular, the second and third column show the results 
of Panel-corrected standard error (PCSE) estimates for panel data models where the 
parameters are estimated by Prais-Winsten regression. The third column shows the results 
estimated by Feasible Generalized Least Squares (FGLS) estimators that also correct all the 
panel data problems. But comparing these two models, PCSE model is better to accept with 
lower standard error. The fourth column presents the results of Fixed Effect models followed 
by column fifth that presents the results of pooled OLS regression models with Driscoll and
Kraay standard errors to ensure valid statistical inference with the assumptions that some of 
the regression model’s assumptions are violated (Hoechle, 2007). 
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An estimate of a random effect model shows changes in the dependent variable if a regressor 
varies by one unit across entity and over time. Across all the estimated models, coefficients 
of total assets and banks’ capital are statistically significant with expected signs. That is, 
these regressors are positively associated with the dependent variable, profitability. As 
expected, total asset (TA), used as a proxy of size variable, is positive and highly statistically 
significant, and this result is consistent with prior expectation.Size-profit positive association 
entails that larger banks can utilize economies of scale over the smaller ones. One reason to 
experiencing economies of scale is that larger banks are generally able to secure financing for 
their operations on reasonable terms even under adverse conditions compared to their peers 
of smaller banks. Moreover, in a highly concentrated banking sector, large players benefit 
from economies of scale or scope and other size-related advantages (Goddard et al., 2004). 
This finding is consistent with findings of previous studies (Molyneux, 1992; Athanasoglou, 
2006; Sufian, 2009; Devydenko, 2010 and Gul, 2011). 

Equity to total asset (ETA), used as proxy of bank capital, has a significant positive effect on 
profitability of PCBs, which means that well-capitalized banks can experience positive net 
income. This finding implies that a well-capitalized bank may possess more flexibility to 
both pursue unexpected opportunities and to deal with unpredicted losses. This result further 
heightens the findings of Molyneux (1992), Athanasoglou (2006), Alexiou &Sofoklis 
(2009), Devydenko (2010) and Syafri (2012). 

Dependent variable: Bank’s NS 
Variables:  PCSE FGLS FE POOLED OLS 
TA 0.0073***(0.0011) 0.0095***(0.0007) 0.0070***(0.0019) 0.0081***(0.0004) 
ETA 7.4081***(2.3580) 9.4436***(1.2075) 10.7043***(3.2788) 7.5733***(1.7137) 
LTA 0.9803*(0.5043) 0.3089(0.25554) 1.0531(0.7599) 0.6091(1.0934) 

DTA -0.4166(1.2254) 0.5223(0.5004) -1.1482(1.0171) -1.2502(1.0299) 
NBB 0.0012(0.0008) 0.0007(0.0007) 0.0091**(0.0041) 0.0011(0.0012) 
CONSTANT -0.4928(1.1594) -1.139(0.4542) -0.6889(1.0172) 0.4154(0.7091) 

Diagnostic Checks 
Tests Test results: Decision 
Heteroskedasticity 3991.06***(0.0000) Heteroscedastic 
Serial Correlation 4.787***(0.0369) Auto- correlated 
Cross Sectional 
Dependence 

10.672*** (0.0000) Cross-sectional correlated 

Selection of Estimators 
Tests Test results: Decision/Estimator selection 
Hausman Test 7.72***(0.1726) 

 
Random Effects 

Robust Hausman 
Test 

8.470*** (0.1322) Random Effects 

Breusch  and Pagan 
(LM) Test 

63.64***(0.0000) Random Effects 

Chow Test for 
individual effects 

(F = 1624.33***)  

NB: *,**, and *** indicate significance of estimates at 10%, 5%, and 1% respectively. Values in the parentheses 
exhibit  standard errors. 
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Loans to total assets (LTA) used as bank loans show a positive and significant relationship 
with profitability under the selected model, PCSE. It implies that additional loans bring forth 
additional net income for a given bank. It also follows that credit portfolio volume with good 
asset quality have significant impact on banks’ profit because advances are the primary 
source of banks’ income. This result also corroborates the findings of Bourke (1989), 
Athanasoglou (2006), Chantapong (2006), Sufian (2009), Devydenko (2010) and Gul et al., 
(2011). The coefficient of deposit to total assets used as proxy of deposits reveals unexpected 
negative sign although this variable is statistically insignificant. Devydenko (2010), and 
Hester and Zoellner (1996) also reported negative effect of deposits on profitability. One 
plausible explanation of such findings may be due to the fact that banks may fail to extract 
profits from deposits possibly due to the prevalence of short-term deposits in the system and 
this could be an indication of severe competition faced by the PCBs where a particular bank 
may not be able to lower its deposits rates and thereby earning more profits through 
disbursing loans and advances.  Number of bank branches has significant positive impact on 
profitability under the FE model, although not important in other types of model 
specifications, which means that a bank with a large number of branches may bring more net 
income for a PCB and this result is consistent with the findings of Hester and Zoellner 
(1966). 

6. CONCLUSION

Profitability is an important factor widely used as vital criteria to evaluate the performance of 
a commercial bank.  The present study presents an empirical framework to evaluate the 
impact of bank-specific characteristics on Bangladeshi commercial banks’ profits, measured 
by net income (NI). A panel data set of 30 Dhaka Stock Exchange (DESX) listed PCBs with 
a total of 330 observations, covering the period 2002-2012, provided the basis for the 
econometric analysis. The results show that bank size is the main determinant of PCBs’ 
profits in Bangladesh. The evidence also suggests that larger banks enjoy a higher net 
income, utilize economies scale, and provide financial services at a lower cost while 
increasing overall profit along the way. It can also be inferred that by increasing total asset, a 
bank can attain competitive edge over their peers that leads a bank to higher profits. 
Therefore, banks may concentrate to increasing their asset base to earn more profits. 

Turning to the other explanatory variables capital has significant positive impacts on the 
banks’ profitability under all the estimated models. Based on this results we may claim that 
a well-capitalized bank with sufficient amounts of own funds may support the bank’s 
operations with more flexibility to pursue unexpected opportunities and to deal with adverse 
or unpredicted losses. Thus, bank capital may act as strong safety net for a bank operating 
under uncertain and volatile business environment. Other two variables like deposits and 
number of bank branches have no effect on profitability of PCBs in Bangladesh. It is 
generally presumed that profitability depends on deposits of a bank which is the main source
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of funds for a bank. The results show that higher deposits lower the profit of PCBs, which 
may occur due to prevalence of short term deposits. So, PCBs may concentrate to long term 
deposits by providing more incentives to customers to attract them. 

Based on the results discussed above it is evident that the profitability of private commercial 
banks in Bangladesh is shaped by internal or bank-specific determinants of banks to a large 
extent. As very little empirical work has been undertaken to investigate the impacts of 
internal determinants of PCBs’ profitability in Bangladesh, the findings of this study may 
provide some significant insights for the policy makers to devise appropriate policies for the 
better performances of the PCBs in future. 

The present study has focused only on some selective internal determinants of bank 
profitability. So, it is imperative to undertake further empirical studies in the same field to 
explore what more internal factors could affect profitability of commercial banks in 
Bangladesh. For example, in further study it may be interesting to see how cost efficiency 
may affect profitability of banks. Moreover, in further study the impact of exogenous factors 
over which banks’ managerial decisions have no impact may be addressed to ascertain their 
impacts on banks’ profitability in Bangladesh. 
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OIL PRICE SHOCKS AND STOCK MARKET RETURNS
DID GLOBAL FINANCIAL CRISIS MATTER ?

Kamrul Huda Talukdar1, Anna Sunyaeva2

ABSTRACT

This paper investigates the impact that oil price shocks have on the stock market returns 
during and before the global financial crisis. This study is carried out by applying 
unrestricted Vector Autoregressive Model with Impulse Response and Variance 
Decomposition to structure the results and facilitate interpretation. Theoretical frame work 
mainly involves previous studies in the area of oil price movements’ influence on stock 
market return and theories that support the interactions of such factors as oil price 
movements, short term interest rate, exchange rate, inflation and industrial production. Oil 
price shocks have negative impacts on all the countries except for Norway (in the sample 
period 1986-2010 and 1986-2008) and Canada (1986-2010). For the sample period 
1986-2010 which takes financial crisis into consideration, interest rate shocks have more 
impact on the real stock returns of most of the countries. But for 1986-2008, which includes 
data before the global financial crisis started, oil prices have more significant impact on the 
real stock returns compared to the interest rate shocks for most of the countries. Oil price 
shocks have negative impacts on real stock market returns depending on whether the country 
is a net oil exporting or an importing one. When the economy is in a more stable condition, 
oil price shocks contribute towards greater variability in real stock returns compared to 
interest rate shocks.

Key Words: Oil Price Shock, Unit Root, Cointegration, Vector Autoregressive Model, 
Variance Decomposition, Impulse Response, Global Financial Crisis

1. INTRODUCTION

Since the seminal work of Jones and Kaul(1996), there is a growing body of literature that 
found it interesting to analyze the dynamic relationships between the oil price shocks and 
stock market returns. Theoretically, there are many ways through which the oil price 
movements could have an impact on the stock returns. According to Discounted Cash flows
(DCF) technique, the value of a stock is equal to the sum of discounted expected future cash 
flows. These cash flows could directly or indirectly depend on the oil prices. For instance, if
there is an unprecedented increase in the oil price, the energy cost for many companies would   
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increase. As a consequence, the earnings could fall followed by lower present cash flows. 
However, the intrinsic stock value would depend on the future cash flows. While valuing a 
stock, the investors and the analysts would predict further oil price increases and estimate 
lower expected future cash flows, resulting in a lower stock value. Sadorsky (1999) 
mentioned in his paper that if oil price changes affect economic activity (measured by 
industrial production),  then it will affect the earnings of companies for which oil is a cost of 
production. In an efficient stock market, this increase in oil price will cause an immediate 
decline in stock prices. Otherwise, in inefficient markets, this oil price increase effects will 
be in the form of lagged decline in the stock returns.

Although there is a vast literature on how oil price shocks affect stock returns, only a few 
papers examined how the global financial crisis of 2008 affected the relationship between oil 
price shocks and stock returns. During the global financial crisis, due to economic slowdown 
and uncertainty, a lot of firms in the US and Europe curtailed their production leading to a 
lower demand for oil followed by a slump in the stock market returns. During the crisis 
period, stock market reacted differently compared to pre-crisis period. This makes it 
interesting to examine the effect of oil price shocks on stock returns during the financial 
crisis. Mollick and Assefa(2013) were one of the first to investigate such relationship and 
found oil price shocks to have no significant impact on US stock returns during the 2008 
financial crisis. Tsai (2015) used US firm-level data and found that increases in the oil prices 
in the pre- crisis period both statistically and negatively affect stock returns. However, both 
during and after a crisis stock returns in turn respond positively to the changes in oil prices. 
Both the papers however examined only the US markets. Following the US stock market 
crash, there had been a spillover effect on the neighbouring country such as Canada and 
major European nations. Thus, it is also important to examine those markets and collect 
further evidence. This paper aims to extend the literature and compare the impact that oil 
price shocks have on the US, Canada and selected European stock market returns before and 
during the global financial crisis of 2008. The study firstly would investigate if oil price 
shocks have negative impact on the real stock returns of the selected economies. Secondly, 
the study strives to understand if the impact of oil price shocks on stock returns is less 
significant during the global financial crisis of 2008.

2. LITERATURE

Since the global oil crisis in 1970, there has been an increasing amount of studies being 
conducted to study the effects of oil price shocks on the economy. The studies discussed how 
the oil price shocks could affect the macroeconomic variables of an economy. Initially, the 
studies were more focused towards the major economic variables such as inflation, GDP, 
exchange rates, interest rates and so on. But, only few studies were conducted to observe the 
effects of oil price shocks on the stock price returns. One of the earliest of studies is of Jones 
and Kaul (1996) which examines the effect of oil price on the stock prices in the US, Japan, 
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Canada and the UK. They used quarterly data to examine whether the impact in the stock
returns due to oil price shocks could be justified by changes in current and future cash flows 
or expected returns in the international stock markets.The time frame of the studies was 
1947-1991 and the empirical findings conclude that there is a lagged effect of oil prices on 
the aggregate real stock returns. In contrast, Huang et al.(1996) conducted further studies on 
daily stock returns for the time frame 1979-1990 and found no evidence of any relationship 
between oil futures prices and aggregate stock returns. Although the stock returns of the oil 
companies could be affected, there is no real impact on the stock price indices like S&P 500. 
They used a Vector Autoregressive (VAR) approach to investigate this relationship.  

Authors like Sadorsky (1999), Mohan Nandha and Hammoudeh (2007), Park and Ratti 
(2008) concluded in their findings that increasing oil prices tend to put downward pressure 
on the stock market index. Sadorsky (1999) used a VAR model to examine the dynamic 
relationship between oil prices, interest rate, industrial production, consumer price index and 
stock markets in the US. The research was based on the data from the S&P 500 index starting 
from January 1950 to April 1996. The research established that the macroeconomic variables 
are affected in the following ordering: interest rate, oil prices, industrial production and real 
stock return. His findings include that the stock returns do explain most of its own variance 
changes. Interest rate shocks have a greater influence on the real stock returns and the 
industrial production than the oil price shocks. However, when the sample was divided into 
two sub samples, the more recent sample demonstrated that oil price shocks have significant 
influence in explaining industrial production and real stock returns variance.

Nandha and Hammoudeh (2007) examined the effect of oil price movements and exchange 
rate movements into stock markets returns in 15 countries in the Asia-Pacific region 
surrounding the Asia financial crises of 1997. They used factor model to carry out the 
research and discovered that only the Philippines andSouth Korea are oil-sensitive to changes 
in the oil price in the short run, when the price is expressed in localcurrency only.  No other 
country indicates sensitivity to oil price measured in US dollar independently whetherthe oil 
market is up or down. Park and Ratti (2008) discover that increase in the volatility of oil 
prices considerablydecrease real stock returns contemporaneously or within one month. For 
US and half of the European countries,effect of oil price shocks on stock market returns is 
greaterthan that of the interest rate.They investigated asymmetric effects on real stock returns 
of positive andnegative oil price shocks for the U.S. and for Norway, but not for the 
oilimporting European countries.

Concerning to alternative models which were used in previous studies, it is possible to 
indicate the study of Wang-Jui Horng and Ya-Yu Wang (2008) where they used Dynamic 
Conditional Correlation (DCC) and bivariate asymmetric-IGARCH (1,2)to analyze the 
relationship of the U.S. and the Japan’sstock marketsunder positive and negative of the oil 
prices’ volatility rate. They came to the conclusion that the U.S. and Japan’sstock markets 
have positive relationship and have asymmetrical effects. The variation risks of the two stock
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market returns also receive the positive and negative of the oil prices’ volatility rate

In a study of Sharif, Brown, Burnon, Nixon, Russel (2005) multi-factor model was used to 
investigate nature and extent of the relationship between oil prices and equity values in the 
UK. They found that the relationship isalways positive, often highly significant and 
reflectsthe direct impact of volatility in the price of crude oil on share values within specific 
sector.Chiou and Lee (2009) applied Autoregressive Conditional Jump Intensity model to 
define jump dynamics and volatility between oil and the stock markets. Thus they examine 
the asymmetric effects of oil prices on stock returns, and also explore the importance of 
structural changes in this dependency relationship.Using Autoregressive Conditional Jump 
Intensity model with structure changes, they came to the conclusion that high fluctuations in 
oil prices have asymmetric unexpected impacts on S&P 500 returns. Reboredo (2011) used 
Markov-switching approach to detect non-linear effect of oil shocks on stock market returns. 
He showed that an increase in oil prices has anegative and significant impact on stock prices 
in one state of the economy,whereas this effect is significantly dampened in another state of 
the economy. 

Based on the literature review and the underlying theories, it is noticed that the stock returns 
are mostly affected by the following major variables: Interest Rates, Oil Price and Industrial 
Production. The ordering of the causality  is as follows: Interest Rate, Oil Price, Industrial 
Production and Real Stock Return. Among the few studies conducted recently, Mollick and 
Assefa(2013) and Tsai (2015) found oil price shocks to have no significant impact on US 
stock returns during the 2008 financial crisis. Tsai (2015) used US firm-level data and found 
that increases in the oil prices in the pre- crisis period both statistically and negatively affect 
stock returns. However, both during and after a crisis stock returns in turn respond positively 
to the changes in oil prices. Therefore, based on the literature review and the underlying 
theories, the following hypotheses have been formulated.

Hypothesis 1: Oil price shocks have negative impact on the real stock returns
Hypothesis 2: The impact that oil price shocks have on the stock returns are greater than that 
of interest rates.
Hypothesis 3: The impact of oil price shock on stock returns is less significant during the 
global financial crisis of 2008.

3. DATA AND METHODOLOGY

For the purpose of this study, monthly data of short term interest rates, industrial production 
and stock return were obtained from Organization for Economic Cooperation and 
Development (OECD) database which has comprehensive data for the following countries:  
Belgium, Canada, France, Ireland, Italy, Netherlands, Norway, Spain, Sweden, United 
Kingdom and United States for the sample period 01.1896-12.2010. For West Texas 
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Intermediate (WTI) oil prices, the databaseof the Energy Information Administration (EIA) 
of the Department of Energy of the US was used and is quoted as WTI Spot Price FOB 
(Dollars per Barrel). Sample period is chosen from 01.1986 to 12.2010 since, according to 
Sadorsky’s (1999) study, oil price shocks became more influential than interest rate on stock 
market return since 1986. 

The study uses monthly data  for real stock returns and are defined as the difference between 
the continuously compounded returns on stock price index and the inflation rate given by the 
log difference in the consumer price index. Real stock returns measure the return on 
investment after taking inflation into account.  

World real oil price is calculated with respect to the U.S. Producer Price Index for Fuels & 
Related Products & Power (PPIENG) in order to take into account of inflation rate. Inflation 
rate considered for the oil priceis given by the log difference in the producer price index. In 
the later parts of the paper the words real oil priceand world real oil price are used 
interchangeably.

The world real oil price is calculated as follows:

Consistent with the previous studies change in the world real oil price is used as a proxy for 
the oil price shocks. When the first log difference of world real oil price is taken it becomes 
a measure of shock since it measures change in the relative price of oil faced by firms. In the 
rest of the paper, oil price shocks would be referred as ∆Oil_t which is calculated as below.

Producer Price Index (PPI)measures the average change over time in the selling prices 
received by domestic producers for their output. Consumer Price Index (CPI) considers all 
the price of goods and services in an economy. It measures the average changes in the prices 
of consumer goods and services purchased by households.The CPI is used in most of the 
countries by the central monetary authority,usually the central bank, as the key measure of 
current inflation and is also analyzed to provide information on likely future inflationary 
expectations. Share price indices that are presented as monthly data are averages of daily 
quotations. Short term interest rate isusually the rate associated with Treasury bills, 
Certificates of Deposit or comparable instruments, each of 3-month maturity. This study uses 
3-month treasury bill rates as the proxy for short term interest rates.For oil price, Cushing,

−Real Stock return = In InStock price index t+1
Stock price index t

( ( Customer price index t+1
Customer price index t

( (
∆WROP  = In WROP  - WROPt t t-1

World Real Oil Price= Oil Price* 1- In PPIT+1
PPIT

( (
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OK WTI Spot Price FOB (Dollars per Barrel)is used since it is a reference sort of oil which 
is used to determine oil prices on world market. Industrial production is measured using 
Industrial Production Index sinceis an economic indicator which measures real production 
output, which includes manufacturing, mining, and utilities. As consistent with previous 
studies it could be used as an indicator of economic activity.
The choice of empirical models and data sources for the analysis of the relationship between 
oil price shocks and real stock returns is based upon previous researches on this area. To be 
specific, Vector Autoregressive Model (VAR), Impulse Response and Variance 
Decomposition have also been commonly applied in the previous studies and are well 
established as a measure to capture the dynamic relationships between the chosen variables. 
To ensure reliability of the empirical model and the data used in the models, the ordering of 
the variables in the VAR model and selection of the lag lengths in the VAR is considered. In 
both Sadorsky (1999) and Park and Ratti (2008), the authors have argued and proven that the 
results are not sensitive to the selection of the number of lags and the ordering of the variables 
in the VAR model. This measure gives robustness to the model used in the study. 

4. EMPIRICAL ANALYSIS

At the beginning of this study, unit root test is performed to check for the stationarity of the 
time series data of short term interest rates, industrial production, real stock return andworld 
real oil price at their log levels. The reason for such test is that in VAR model only stationary 
variables can be used. In a VAR model, if non-stationary data are used there is a possibility 
that it might lead to spurious regressions. Augmented Dickey Fuller Test (ADF), Phillips and 
Perron, 1988(PP) and KPSS (Kwiatkowski 1992) are the three unit root tests that are used. 
Depending on the results from the unit root testing(i.e. if unit roots are found in the 
variables), cointegration test is conducted(Johansen test, 1988) to check for common 
stochastic trend. 

An unrestricted Vector Autoregressive (VAR) model developed by Sims (1980) is applied to 
investigate the interactions between oil price shocks and stock market return. VAR model 
allows a multivariate framework where each variable is dependent on the changes in its own 
lags and the lags of other variables. The following is one equation from the model. In VAR 
model the following variables are used: Interest rate (ir), Oil Price Shock (wrop), Industrial 
Production (ip) and Real Stock Return (rsr). For instance, oil price shock in term of its own 
lags and lags of interest rates, industrial production and real stock returns can be expressed 
as. 
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Due to the finding of previous researches of Sadorsky (1999) and Park and Ratti (2008) that 
different orders do not affect the results of Impulse response and Variance decomposition,the 
same order as Sadorsky (1999), Park and Ratti (2008) is applied in this study. The following 
order is used: interest rate, real oil price, industrial production, real stock return.

4.1 Unit root test

To perform unit root tests, firstly, interest rate, real oil price, industrial production are 
transformed in natural logarithm form because relative changes are better to analyze. The 
result of all three of the unit root tests: ADF, PP and KPSS, shows that real stock return is 
stationary for all countries.  In contrast, interest rate, industrial production and real oil price 
in natural logarithm forms are non-stationary for all countries.  In order to avoid non- 
stationarity first difference transformation is induced to all the non-stationary variables and 
then the three unit root tests are done again. Once the first differencing is applied stationarity 
is observed for interest rate, world real oil price and industrial production in first difference 
form. Since only stationary variables can be used in Vector Autoregressive Model the 
following variables are included in the VAR model:

Tables 1 through 3 summarize  the unit root results conduction under ADF, PP and KPSS.

For ADF test null hypothesis about non-stationarity is rejected if t-statistic is more negative 
than critical value (Table 1). For PP test null hypothesis about non-stationarity is rejected if 
t-statistic is more negative than critical value (Table 2). For KPSS test null hypothesis about 
stationarity is rejected if t-statistic is larger than critical value (Table 3). After performing 
unit root tests for the first time and discovering non-stationarity for interest rate, world real 
oil price, and industrial production in logarithm form Johansen test is applied to check for 
cointegration in order to examine if there is common stochastic trend among the 
non-stationary variables. The null hypothesis is that the variables have no cointegration at 5% 
level of significance. To detect the presence of cointegration it is necessary to compare Trace 
statistic or Max-Eigen statistic with critical value. If in the first row Trace statistic exceeds 
the critical value the null hypothesis of no cointegrating vectors is rejected thus there is at 
least one cointegrated vector since alternative hypothesis is the presence of 1 cointegrated 
vector. Then the second row is considered where Trace statistic or Max-Eigen statistic is 
compared with critical value in the same way but now null hypothesis is presence of one 
cointegrated vector and alternative hypothesis is existence of 2 cointegrated vectors. If Trace 
statistic or Max-Eigen statistic is smaller than critical value, the null hypothesis is not 

10Tables constructed (in summarized form) from e-views output to allow the readers have an overall scenario 
for all the countries

ir first difference of  natural logarithms of short term interest rate 
wrop first difference of natural logarithms of world real oil price 

ip first difference of natural logarithms of industrial production 
rsr real stock returns 
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cointegrated vector and alternative hypothesis is existence of 2 cointegrated vectors. If Trace 
statistic or Max-Eigen statistic is smaller than critical value, the null hypothesis is not 
rejected. It means that only one cointegrated vector exists.

Johansen cointegration test shows that there is no cointegration among interest rate, world 
real oil price, industrial production in Belgium, Canada, Ireland, Netherlands, Norway, 
United States. In France, Sweden and United Kingdom one cointegrated vector was found for 
each country (Table 4). In Italy and in Spain the result is conflicting between Trace statistic 
and Max-Eigen Statistic. For both countries Trace statistic shows no cointegration but 
Max-Eigen Statistic detects one cointegrated vector. Due to such results pairwise test is 
conducted for cointegration within each country and no cointegration was discovered. Thus 
it can be concluded that in Italy and in Spain no cointegration exists (Table 8 & Table 9).  
Applying pairwise test for cointegration in order to find which factors are cointegrated, it was 
found that in France, Sweden (Table 5 & Table 6) there is cointegration between industrial 
production and interest rate, in United Kingdom (Table 7) there is cointegration between 
industrial production and world real oil price. In most of the cases, it is seen that there is no 
cointegrating relationships between the variables.

4.2 Vector Autoregressive (VAR) Model

The VAR model is then applied to capture the dynamic relationship between the variables. In 
order to select the best lag length k for VAR model, information criteria approach is utilized. 
E-views performs the lag length selection tests automatically and shows an optimum result. 
E-views gives that LR is a sequential modified LR test statistic(each test at 5% level), FPE is 
a final prediction error, AIC is Akaike information criterion, SC is Schwarz information 
criterion and HQ is Hannan-Quinn information criterion. By performing information criteria 
analysis and comparing results which are given by the different information criterion the 
following optimal lag length are chosen:1 for Belgium, 3 for Canada,  1 for France, 2 for 
Ireland, 1 for Italy, 4 for Netherlands, 4 for Norway, 1 for Spain, 3 for Sweden, 2 for United 
Kingdom, 2 for United States. 

4.2.1 Impulse Response

In this section the results from the impulse responses are discussed to assess the impact of 
world real oil price shock on real stock returns.  The ordering of the variables to analyze the 
oil price shock on real stock returns has been chosen on the basis of Sadorsky (1999) and 
Park and Ratti (2008). The order is as following sequence: interest rate, world real oil price, 
industrial production, real stock return. The order of the variables in the VAR model is 
indicated by the following notation: VAR (ir,wrop,ip,rsr).They found that different orders
give the same results. Fig 1(a) and 1(b) show the impulse responses of real stock returns
resulting from a one standard deviation shock to interest rate, world oil price shock and 
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industrial production disturbances. Monte Carlo constructed 95% confidence intervals are 
provided to judge the statistical significance of the impulse response functions.   The results 
for the 11 countries are displayed in two figures (Belgium, Canada, France, Ireland and Italy 
in Fig. 1(a) and Netherlands, Norway, Spain, Sweden, UK and US in Fig 1 (b)). The results 
from the impulse response graphs for the 11 countries are tabulated to have a better glimpse 
of the cross country comparison (See Appendix).

From Fig 1(a) & 1(b) and the summarized Table 10, it is evident that except for Canada and 
Norway, an oil price shock has a negative and statistically significant impact on the real stock 
returns of the nine other countries at 5% level in the same month and/or within one month. In 
case of world real oil price shock for Italy and Netherlands response of real stock return 
changes direction and become negative in next lags. In Canada, after positive response small 
negative one is observed and then positive again. In Belgium and US, the negative impact 
becomes more evident in the next month. For all the countries, the impulse response shocks 
revert to zero well within 10 months.  

In case of an interest rate shock, the real stock returns are negatively affected for all the 
countries at 5% significance level. On the other hand, a unit shock to the industrial 
production to the real stock returns varies from positive to negative for the 11 countries. At a 
5% significance level, the shock positively and significantly affects the real stock returns for 
Belgium, Canada, France, Italy, Spain, Sweden, UK and US. However, for the rest of the 
countries such as Netherlands, Norway the real stock return is affected negatively. In Ireland 
negative effect become more evident in next lag. For Spain, there is small positive impact. 
These results are very close to previous research of Park and Ratti (2008) where there were 
negative responses of real stock return due to the oil price shock for all countries except 
Norway. Here the same is observed except for Norway and Canada.

4.2.2 Variance Decomposition

In this section, the results from the forecast error variance decomposition of real stock returns 
due to the oil price, interest rate shocks and industrial production shocks are observed. Table 
11 demonstrates the forecast error variance decomposition of real stock returns due to the 
interest rate, oil price and industrial production shocks. Each value in the table are in 
percentage which shows how much of the unanticipated changes in the real stock returns are 
due to interest rate shocks, how much due to oil price shocks and how much are due to 
industrial production shocks. The contribution of oil price shocks in the variability of real 
stock returns varies from 0.18% (for Ireland and US) to 5.5% (for Norway). In case of 
interest rate, the contribution ranges from 0.35% for Belgium to 7.1% for Norway. Lastly, for 
industrial production the contribution varies from 0.03% (Spain) to 4.54% (US). 
For instance, in the case of Belgium, 0.36% of the variability of stock returns is due to interest 
rate shocks, 1.21% due to oil price shocks and 1.39% due to industrial production. This
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implies that industrial production has more impact on real stock returns. Similarly, from the
results for the rest of the countries, it is seen that oil price shocks have higher variability in 
real stock returns (compared to industrial production shocks and interest rate shocks) in 
Netherlands only. For countries such as Belgium, Canada and UK the industrial production 
shock has higher impact on the real stock returns compared to the other shocks. In case of the 
rest of the countries (France, Ireland, Italy, Norway, Spain, Sweden and US) interest rate has 
the most significant impact on the real stock returns at a 5 % significance level. 

From the results it is seen that oil price shocks have negative impact in the real stock returns 
for all the countries except for Norway and Canada. The finding is consistent with that of 
Park and Ratti (2008). They argue that oil price hikes are beneficial to the Norwegian firms 
since Norway is a net exporter of oil. They also mentioned Gjerde and Saettem (1999) who 
also report a positive association between oil prices and Norwegian stock prices. As 
discussed previously, most of the countries (France, Ireland, Italy, Norway, Spain, Sweden 
and US) interest rate shock has greater impact on the real stock returns compared to the other 
shocks. However, this finding is not consistent with the findings of Park and Ratti (2008) and 
Sadorsky (1999). Sadorsky (1999) and Park and Ratti (2008) found that after 1986 oil price 
shocks have greater impact on the real stock returns in comparison to interest rate shocks.

For further analysis, monthly data from January 1986 to December 2010 which includes data 
for the variables during the global financial crisis starting from last quarter of 2008  are taken. 
There is a high chance that the results could have been affected due the crisis. To investigate 
this impulse response and variance decomposition test is applied for a subsample for the time 
frame January 1986-August 2008. The results from these tests and the comparisons with the 
previous are now analyzed. 

The impulse responses of real stock returns due to shocks in the oil price show consistency 
with the previous sample (1986-2010) and show that stock returns are negatively affected 
due to oil price shocks except for Norway. The real stock returns are negatively affected by 
interest rate shocks in all the countries except Netherlands. So, it is also consistent since the 
real stock returns are negatively affected by interest rate shocks in all the countries except 
Netherlands. In France, positive effects are seen in next lags. In case of industrial production 
response is negative for all countries except Belgium, Canada, France, Ireland, and United 
Kingdom. In France and Ireland response become negative in next lag.  These results are 
same for the period 1986-2010 for all countries except Italy, Spain, Sweden, US. In 
comparison to the previous research of Park and Ratti (2008), for the period till 08.2008, the 
results are similar: positive response of real stock return due to the oil price shock only for 
Norway. In other countries the response is negative.

Table 13 demonstrates the forecast error variance decomposition of real stock returns due to 
the interest rate, oil price and industrial production shocks for the sub sample (1986-2008). 
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The contribution of oil price shocks in the variability of real stock returns varies from 1.68% 
(Canada) to 8.04% (Italy). In case of interest rate, the contribution ranges from 0.16% for 
Belgium to 9.3% for Sweden. Lastly, for industrial production the contribution varies from 
0.17% (Italy) to 3.81% (Canada). Compared to the previous variance decomposition results 
of Belgium, 0.16% of the variability of stock returns is due to interest rate shocks, 7.08% due 
to oil price shocks and 0.78% due to industrial production. This implies that oil price shocks 
have greater impact on real stock returns. Similarly, for the results for the rest of the 
countries, it is seen that oil price shocks have higher variability in real stock returns compared 
to industrial production shocks and interest rate shocks) at a 5 % significance level in 
Belgium, France, Ireland, Italy, Netherlands, Spain, UK and US. For Canada, the industrial 
production shock has higher impact on the real stock returns compared to the other shocks. 
In case of rest of the countries (Norway and Sweden) interest rate has the most significant 
impact on the real stock returns at a 5 % significance level. 

After comparison, the results for the subsample (January 1986-August 2008) are consistent 
with the findings of Park and Ratti (2008) for most of the countries. Similar to this study, they 
also find that in case of Norway and Sweden interest rates contribute more to the variability 
of the real stock returns. However, for Italy, in contrast to their findings that interest rates 
have higher impact, it is found that oil price (8.04%) to have more significant impact on the 
real stock returns compared to interest rate (5.3%). Park and Ratti (2008) found oil price to 
have significant impacts for countries such as Austria, Belgium, US, Finland, France, 
Germany, Greece and Netherlands and US. 

As a summary of results for the period from 01.1986 till 12.2010 it is evident that movements 
in oil price do not appear to lead those of real stock return for all countries except for Italy 
and Spain. It is seen that oil price shocks have negative influence on real stock returns for all 
the countries except for Canada and Norway. Interest rate shocks affect real stock returns 
more than oil price shocks and industrial production shocks for all the countries except for 
Belgium, Canada and Netherlands. In case of Belgium and Canada, it is industrial production 
shock and for Netherlands it is oil price shock that affects the real stock returns more than the 
interest rate shocks. When the interest rate shocks and oil price shocks in Belgium and 
Canada are compared, it is seen that in Belgium, it is oil price shock and in Canada, it is 
interest rate shock, which have greater variability in real stock returns.

Furthermore, for the sub sample from 01.1986 till 08.2008 which represents period before 
crisis, the movements in oil price appear to lead those of real stock return for all countries 
except Canada and Norway. The oil price shock is observed to have negative influence on 
real stock return for all countries except Norway. Oil price shock affects real stock return 
more than interest rate shock and industrial production for all countries except Sweden,

11 The financial crisis hit its peak in September and October 2008
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Norway, and Canada. In Norway and Sweden, it is interest rate shock. In Canada, it is 
industrial production shock. After comparing oil price shocks and interest rate shocks in 
Canada it is seen that interest rate shocks have more influence on real stock returns than oil 
price shocks. For Sweden and Norway,during the two sample periods that is considered, it is 
noticed that interest rate has greater influence on real stock return in both the cases. In 
Netherlands, the oil price shocks have more influence on real stock return during both 
samples. 

The global financial crisis, which reached its peak in September and October 2008, was 
accompanied by the banks unwilling to lend in the interbank money market. This led to a 
sharp jump in the interest rates including the short term interest rates. The central bank of the 
US and of the European countries had to intervene and adopt zero interest policy through 
continuous reduction in the interest rates. As a result, an inclusion of the interest rate cuts in 
the analysis led to the finding that interest rate shocks have more significant impact on the 
real stock returns compared to the oil price shocks.

The first question to be answered is whether oil price shocks have negative impact on the real 
stock returns. From the results it is seen that the oil price shocks do have negative impacts on 
all the countries except for Norway (in the sample period 1986-2010 and 1986-2008) and 
Canada (1986-2010) . As a result, the null hypothesis that ‘Oil price shocks have negative 
impact on the real stock returns’ is not rejected at a 5 % level. It is therefore, reasonable to 
say that, if not a net oil exporting country, the real stock returns are expected to be negatively 
affected in case of an oil price shock.

The second research question is whether in case the real stock returns are affected negatively, 
is the effect of the shock in oil prices greater than that of interest rates or not. For the sample 
period 1986-2010, the interest rate shocks have more impact on the real stock returns of all 
the countries except Belgium, Canada and Netherlands. However, when the data for the 
global financial crisis period is excluded, oil prices have more significant impact on the real 
stock returns compared to the interest rate shocks for most of the countries except Canada, 
Norway and Sweden. Therefore, it is evident that oil price shocks do have more significant 
impacts on the real stock returns compared to the interest rate shocks when the economy is in 
a more stable situation.  Thus the null hypothesis that ’The impact that oil price shocks have 
on the stock returns are greater than that of interest rates’ is not rejected at a 5 % 
significance level. The third null hypothesis that ‘The impact of oil price shock on stock 
returns is less significant during the global financial crisis of 2008’cannot be rejected at a 5% 
significance level since it is evident that during the global financial crisis impact of oil price 
shocks of stock market returns was less significant than interest rates. 

12 Both Norway and Canada are net oil exporters
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5. CONCLUSION 

This paper analyzed the impact of oil price shocks on stock market returns for selected 
countries during and before the global financial crisis. Based on the findings, it could be 
stated that oil price shocks have negative impacts on real stock market returns depending on 
whether the country is a net oil exporting or an importing one. It is expected that the oil 
importing country’s real stock returns are affected negatively due to oil price shocks 
compared to the oil exporting countries. The results are consistent with the stated notion. 
However, to generalize the idea that oil exporting countries’ stock returns are affected 
positively, it is subject to further research considering some more net oil exporting countries.

Furthermore, there could be some exceptions as in the case of Canada, Sweden and Norway, 
where real stock returns variability to oil price stocks are less sensitive compared to the other 
factors. In addition to that, when the economy is in a more stable condition, oil price shocks 
contribute towards greater variability in real stock returns compared to interest rate shocks. 
Therefore, during the global financial crisis of 2008 impact of oil price on stock market 
returns was less significant compared to interest rates. In all the cases, the results are not 
sensitive to the ordering of the variables, which shows robustness of the models used and 
reliability of the results. This study primarily would help the investors and managers who 
would want to diversify their stock market investments globally. A better understanding of 
stock market movements in the pre-crisis and crisis period would allow them to make better 
portfolio selections. 
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Table 1: ADF unit root test result

 
 
 

Country 

 
Interest rate 

 
World real oil price 

 
Industrial production 

 
Real stock 

return 
log level first log 

difference 
log level first log 

difference 
log level first log 

difference 
log level 
 
 

Belgium -0.845884 -9.955733 -1.099858 -13.62343 -1.427237 -25.73121 -12.18341 

Canada -1.695397 -8.497583 -1.099858 -13.62343 -1.764554 -6.423283 -14.88985 

France -0.613776 -10.16296 -1.099858 -13.62343 -2.222997 -6.430039 -14.11259 

Ireland -1.052761 -7.673764 -1.099858 -13.62343 -1.461054 -17.65936 -12.52551 

Italy -0.767022 -9.456545 -1.099858 -13.62343 -2.535020 -7.774589 -13.71807 

Netherlands -0.846242 -8.852546 -1.099858 -13.62343 -0.817588 -15.22799 -12.16276 

Norway -1.437911 -11.27650 -1.099858 -13.62343 -4.737116 -19.52572 -13.83770 

Spain -0.855831 -6.746474 -1.099858 -13.62343 -1.781065 -5.308874 -12.49781 

Sweden -2.455318 -5.924634 -1.099858 -13.62343 -1.342894 -18.86256 -12.00383 

United 
Kingdom 

-0.853041 -5.027416 -1.099858 -13.62343 -2.289457 -21.98203 -12.78103 

United States -0.449063 -10.22533 -1.099858 -13.62343 -1.702243 -4.444608 -12.72715 

 
Critical values: 
 

      

1% level -3.45       
5% level -2.87       

10% level -2.57       
 

6. APPENDIX

Data Sources
Monthly Data: 1986:01-2010:12
Countries: Belgium, Canada, France, Ireland, Italy, Netherlands, Norway, Spain, Sweden, 
United Kingdom and United States
Nominal Oil Price: Cushing OK WTI Spot Price FOB (Dollars per Barrel) from EIA  
World Real Oil Price: Nominal Oil Price deflated by the US PPI for fuel
Producer Price Index (PPI): Producer Price Indices for Fuels and related products (PPIENG) 
from U.S. Department of Labor: Bureau of Labor Statistics.
Consumer Price Index: CPI for all the countries from OECD database -Main Economic 
Indicator (MEI).
Industrial Production: Industrial Production Indices for all the countries OECD-(MEI)
Share Price: From OECD MEI for all the countries
Short term Interest Rates: From OECD MEI 
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Table 2: PP Unit Root Results

Country 

Interest rate World real oil price 
Industrial 

production 
Real stock 

return 

log level 
first log 
difference 

log level 
first log 

difference 
log level

 

 first
 
log

 difference
 

log level 

Belgium -1.055821 -10.59393 -0.871552 -13.40379 -1.567249 -25.97107 -12.09076 
Canada -1.493584 -8.504273 -0.871552 -13.40379 -1.424238 -17.49654 -14.87453 
France -0.897980 -10.68026 -0.871552 -13.40379 -2.026634 -22.14523 -14.16699 
Ireland -1.301071 -20.08402 -0.871552 -13.40379 -1.522455 -34.80835 -12.55720 
Italy -0.852959 -10.00098 -0.871552 -13.40379 -2.362958 -34.80835 -13.74500 
Netherlands -1.042786 -9.351320 -0.871552 -13.40379 -1.466892 -35.89523 -12.17864 
Norway -1.523458 -11.81636 -0.871552 -13.40379 -2.379073 -38.82579 -13.89051 
Spain -0.582943 -9.203557 -0.871552 -13.40379 -1.884294 -24.44421 -11.73373 
Sweden -1.686580 -12.01998 -0.871552 -13.40379 -1.342861 -18.78922 -11.96655 
United 
Kingdom -0.184365 -8.509318 -0.871552 -13.40379 -2.377785 -21.34129 -13.82125 
United 
States -0.403131 -10.28206 -0.871552 -13.40379 -1.632228 -16.38073 -12.60301  
Critical values: 

       1% level -3.45 5% level -2.87 10% level -2.57 
   

 
 

       
Table 3 KPSS Test results

Country 

Interest rate World real oil price Industrial production Real stock 
return 

log level first log 
difference log level first log 

difference log level first log 
difference log level 

Belgium 1.493746 0.059897 1.635829 0.078271 1.888818 0.023225 0.138376 

Canada 1.440590 0.035948 1.635829 0.078271 1.747282 0.243414 0.042056 

France 1.568760 0.069601 1.635829 0.078271 1.456399 0.178687 0.119914 

Ireland 1.687815 0.039542 1.635829 0.078271 2.056786 0.389011 0.319053 

Italy 1.763795 0.051307 1.635829 0.078271 0.971546 0.241445 0.103753 

Netherlands 1.289682 0.090546 1.635829 0.078271 2.057763 0.054562 0.161899 

Norway 1.481750 0.035661 1.635829 0.078271 1.470226 0.671167 0.047859 

Spain 1.787602 0.086447 1.635829 0.078271 1.527500 0.293094 0.180419 

Sweden 1.566185 0.029326 1.635829 0.078271 1.926322 0.156902 0.068849 
United 
Kingdom 1.338220 0.150597 1.635829 0.078271 0.932506 0.563450 0.135466 

United States 1.019604 0.167304 1.635829 0.078271 1.930547 0.262211 0.133885 
Critical values: 

       1% level  0.739 
      5% level  0.463 
      10% level  0.347 
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Notes: variables included are interest rates, real oil price and industrial production in log levels.
The trace statistic or max eigen statistic is compared with the 0.05 critical value

Table 4: Johansen Cointegration test results all the 11 countries

Country Trace 
statistic 

0.05 
Critical 

value 

Max-Eigen 
Statistic 

0.05 
Critical 

value 
Belgium         

None 24.31003  29.79707 18.57665  21.13162 
Canada         

None 25.52028  29.79707 21.03323  21.13162 
France         

None 31.82174  29.79707 28.36328  21.13162 
At most 1 3.458463 15.49471 3.434009 14.26460 

Ireland         
None 26.23632  29.79707 17.44869 21.13162 

Italy         
None 24.90129 29.79707  21.17550 21.13162 

At most 1  3.725793 15.49471  3.604193 14.26460 
Netherlands         

None 18.31184  29.79707 14.15154 21.13162 
Norway         

None  28.36363  29.79707 18.09379 21.13162 
Spain         

None 27.78573  29.79707 24.08385 21.13162 
At most 1 3.701881  15.49471  2.847533 14.26460 

Sweden         
None 33.29507 29.79707 24.18410 21.13162 

At most 1 9.110973 15.49471 7.072510 14.26460 
United Kingdom         

None  45.66829 29.79707 42.11534 21.13162 
At most 1 3.552946 15.49471 3.542926 14.26460 

United States         
None  17.00225 29.79707 13.93614 21.13162 
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Table 5: Cointegration France

Table 6: Cointegration Sweden

Table 7: Cointegration United Kingdom

Pair Trace 
statistic 

0.05 
Critical 
value 

Max-Eigen 
Statistic 

0.05 Critical 
value 

ip&ir         

None 18.08785 15.49471 17.60231 14.26460 
At most 1 0.485546 3.841466 0.485546 3.841466 

ip&wrop     
None 9.225911 15.49471 7.816137 14.26460 

ir&wrop     
None 7.952889 15.49471 7.952885 14.26460 

 

Pair Trace 
statistic 

0.05 
Critical 

value 

Max-Eigen 
Statistic 

0.05 
Critical 
value 

ip&ir         
None 18.37347 15.49471 16.41314 14.26460 

At most 1 1.960323 3.841466 1.960323 3.841466 
ip&wrop     

None 8.082645 15.49471 5.112368 14.26460 
ir&wrop     

None 14.28073 15.49471 13.34122 14.26460 
 

Pair Trace 
statistic 

0.05 Critical 
value 

Max-Eigen 
Statistic 

0.05 Critical 
value 

ip&ir     
None 13.19160 15.49471 12.48367 14.26460 

ip&wrop     
None 18.27337 15.49471 17.68526 14.26460 

At most 1 0.588108 3.841466 0.588108 3.841466 
ir&wrop     

None 8.963291 15.49471 8.956046 14.26460 
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Table 8: Cointegration Spain

Table 9: Cointegration Italy

Pair Trace 
statistic 

0.05 Critical 
value 

Max-Eigen 
Statistic 

0.05 Critical 
value 

ip&ir         
None 9.185505 15.49471 7.483932 14.26460 

ip&wrop         
None 12.04596  15.49471 10.49446  14.26460 

ir&wrop         
None 9.958069 15.49471  9.950225 14.26460 

 

Pair Trace 
statistic 

0.05 
Critical 

value 

Max-
Eigen 

Statistic 

0.05 Critical 
value 

ip&ir         
None 9.176538 15.49471 8.265700 14.26460 

ip&wrop         
None 10.87818 15.49471 10.65813 14.26460 

ir&wrop         
None  8.662950 15.49471  8.644998 14.26460 

 

Belgium

Canada



North South Business Review, Volume 7, Number 2, June 2017 78

Oil Price Shocks and Stock Market Returns

Notes: First Column: interest rate shock; Second Column: World oil price shock; Third Column: Industrial 
Production Shock; Fourth Column: Real stock returns shock

Fig 1(a): Response of real stock returns to interest rate, world real oil price shock and 
industrial production for Belgium, Canada, France, Ireland and Italy

France

Ireland

Italy

Netherlands

Norway
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Fig 1(b): Response of real stock returns to interest rate, world real oil price shock and industrial production 
for Netherlands, Norway, Spain, Sweden, UK and US

Table 10: Statistically significant impulse response of real stock returns to world oil price 
shocks, interest rate shocks and industrial shocks (in summarized form)

Notes: n (p) indicates negative (positive) statistically significant impulse response at 5% level of significance 
of interest rate shocks, oil price shocks, and industrial production shocks in the same period or in a lag of one 
month.* denotes negative impact in the next month. * denotes more negative effect in the next month.
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Table 11:Variance decomposition of variance in real stock returns due to world real oil price and 
interest rate shocks 

% of variation in real stock returns due to real oil price shocks and interest rate shocks (10 months horizon) 
 VAR Model: VAR(ir,wrop,ip,rsr)  

 Due to r Due to op Due to ip 

Belgium 0.357304 
(1.00321)a 

1.209738 
(1.59208) 

1.391972 
(1.38315) 

Canada 3.578797 
(2.32223) 

1.994378 
(1.68236) 

4.397467 
(2.49870) 

France 1.762932 
(1.60965) 

0.590411 
(1.11770) 

1.349646 
(1.58121) 

Ireland 1.626017 
(1.46372) 

0.184018 
(1.06251) 

0.579689 
(1.07099) 

Italy 3.569229 
(1.92356) 

2.546437 
(1.65721) 

0.570751 
(1.19923) 

Netherlands 0.709232 
(1.50385) 

1.620386 
(1.56050) 

0.994600 
(1.14891) 

Norway 7.100723 
(3.00588) 

5.509485 
(2.93170) 

1.342951 
(1.57231) 

Spain 2.380945 
(1.56866) 

1.873355 
(1.70184) 

0.034561 
(0.58454) 

Sweden 4.797811 
(2.51872) 

2.510346 
(2.47020) 

0.580421 
(1.36038) 

UK 4.156159 
(2.44476) 

0.290689 
(0.90137) 

 4.425951 
 (2.29411) 

US 5.589403 
(2.86740) 

0.180198 
(0.94288) 

4.547582 
(2.76083) 

 aMonte Carlo constructed standard errors are shown in parenthesis 
Notes: Oil Price is measured as first log difference in world real oil price; wrop, ir and ip are the short term 
interest rate and industrial production in first log difference and rsr is real stock return.
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Notes: First Column: interest rate shock; Second Column: World oil price shock; Third Column: Industrial 
Production Shock; Fourth Column: Real stock returns shock

Fig 2(a): Response of real stock returns to interest rate, world real oil price shock and industrial 
production for Belgium, Canada, France, Ireland and Italy (For 1986- August 2008)
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Fig 2(b): Response of real stock returns to interest rate, world real oil price shock and industrial 
production for Netherlands, Norway, Spain, Sweden, UK and US(For 1986- August 2008)
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aMonte Carlo constructed standard errors are shown in parenthesis
  Notes: Oil Price is measured as first log difference in world real oil price; wrop, ir and ip are the  
  short term interest rate and industrial production in first log difference and rsr is real stock return. 

Notes: n (p) indicates negative (positive) statistically significant impulse response at 5% level of significance of 
interest rate shocks, oil price shocks, and industrial production shocks in the same period or in a lag of one month.

Table 12: Statistically significant impulse response of real stock returns to world oil 
price shocks, interest rate shocks and industrial shocks (in summarized form)

Table 13: Variance decomposition of variance in real stock returns due to world real 
oil price and interest rate shocks (01.1986-08.2008)
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% of variation in real stock returns due to real oil price shocks and interest rate shocks(10 months horizon) 

VAR Model: VAR(ir,op,ip,rsr) 

 Due to r Due to op Due to ip 

Belgium 0.161818 
(1.02636) 

7.077169 
(3.27795) 

0.780950 
(1.15499) 

Canada 2.625493 
(2.06828) 

1.684680 
(1.65085) 

3.816988 
(2.56880) 

France 2.301086 
(1.91150) 

4.402125 
(2.52357) 

0.283348 
(0.80713) 

Ireland 1.648601 
(1.88421) 

5.510417 
(3.18777) 

0.740508 
(1.09251) 

Italy 5.299371 
(2.61853) 

8.037101 
(2.97045) 

0.172666 
(0.84851) 

Netherlands 0.404797 
(1.20875) 

4.403207 
(3.02154) 

1.232248 
(1.35313) 

Norway 7.766415 
(3.31998) 

4.129674 
(2.47352) 

1.206288 
(1.19784) 

Spain 3.744591 
(2.32694) 

7.377804 
(3.85994) 

0.709113 
(1.06734) 

Sweden 9.269213 
(3.67409) 

7.526983 
(3.99092) 

0.944666 
(1.67167) 

UK 2.026920 
(1.53046) 

2.546966 
(1.99178) 

1.683896 
(1.89742) 

US 0.346882 
(1.50969) 

5.619292 
(3.28370) 

1.296960 
(1.61840) 
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ASSESSING SERVICE EXPERIENCE IN CUSTOMER’S CARE CENTER

Md. Afnan Hossain1, Mahmud Habib Zaman2, Mohammed Abdul Mumin Evan3, 
Muhammad Sabbir Rahman4

ABSTRACT

The aim of this study is to examine the factors influencing customer’s service experience from 
the perspective of telecommunications customer care centers. Using a self-administered 
questionnaire, a total of 250 respondents responses were collected from consumers of 
various telecom customer care centers in Dhaka. The data was scrutinized through multiple 
regression analysis, in which the results indicated three latent constructs of service execution 
have positive together with significant impact on customer’s service experiences. The 
findings of the study may assist managers within the telecom sector to comprehend the 
importance of visible service quality (i.e. inanimate environment, the role of service 
providers and contact personnel) to attain greater service experience for consumers during 
service consumption.

Key Words: Customer Care Center, Servuction system, Service Theatre Framework, 
Service Experience.

1. INTRODUCTION

Stiff competitions and changing business environments have caused companies to 
concentrate more on their customers (Meltzer, 2001; Cowley et al., 2005) rather than just 
products (Jain, & Singh 2002). Building customer relationships through marketing activities 
and performance evaluations are now the focus of organizations; where personnel's felt they
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 are contributing to the everyday processes within their work (Frances & Roland 1995). 
Therefore interactions (contact) with customers have evolved from a “general requirement” 
to a “continuous policy,” which must be understood by all employees and assimilated 
throughout the organization. This is especially true for organizations that are service based in 
nature; whereby first-line service staffs (face-to-face, voice-to-voice or virtual) plays a 
dominant role in forming the processes of service contact. Moreover, they also contribute to 
determine the evaluation of service quality by customers (Tsaur  et al., 2015). Customer care 
center has become a major business field over the past few years. As a result, conventional 
call centers have transformed themselves to include multi-media based communication 
centers (Calvert, 2001; Bain et al., 2002; Malhotra & Mukherjee, 2003). As quality prompts 
impressions about the organization, dissatisfying consumers would shorten the 
client-provider (Palmer, 2008). Service providers are therefore taking different initiatives to 
generate greater share and distinctiveness within the market (Gronroos and Ojasalo, 2004). 
For example, customer care centers are heavily focusing on achieving efficiency (i.e. through 
the performance of service representatives). Since efficiency depends on the speed of the
delivery, service experience of consumers are greatly enhanced (Frances and Roland, 1995).

The central aspect of any service experience is the service encounter; i.e. the time when the 
interaction between customers and the employees of  service organization occurs (Chase et 
al., 2001). According to literature the components that address service experience are 1. 
service workers, 2. service settings, 3. service customer and 4. Service process (Bond and 
Stone, 2004). Therefore, service workers consist of individuals within the organization who 
interact with the consumer directly (i.e. who avail the services) and potential customers (i.e. 
who may avail the services) through service delivery (Arnould & Price, 1993). Service 
settings, on the other hand,includes the environment, i.e. areas where service is provided and 
areas of the organization where customers do not have access (i.e. warehouse) (Grove et al., 
2000). Service customers individuals who receive the service and others who share the 
service setting along with them (Prahalad & Ramaswamy, 2003). Lastly, the service process 
is the sequence of activities necessary to deliver the service. For example, the process of 
receiving a token and all the way up to service delivery (at a call center) are part of the service 
process.

Despite the importance of service experience, a significant gap exists in the literature 
concerning empirical based research; as most studies on service experience have dealt with 
conceptual models or narrowly focused on case studies (Rychalski&Hudson, 2017).
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The main objective of the paper, therefore, is to determine the effects involving the visible 
components of service delivery affecting consumer’s service experience. This study will 
therefore, provide insights into service experiences of customers’ care center of Dhaka, 
Bangladesh.

2. LITERATURE REVIEW

The developments of various theories and models have been initiated to understand the 
concept of service marketing, of which the prevailing three theories of service marketing 
experiences are addressed below.

To explain the concept of service experience in an appropriate way, the theories used are, the 
service Marketing Mix, the Servuction framework and the Service Theatre framework (Fisk 
et al., 2004). Service marketing mixes, The Servucation framework and the service theater 
framework provide unparalleled justification of the service experience cues (Bateson & 
Hoffman, 2002). 

The Service marketing mix also surrounds the concept of the traditional marketing mix, 
which identifies the controlled variables that should be used by marketers to provide 
customer satisfaction (Baker et al., 1988). The Marketing mix is commonly known as the 
four P’s that stresses the importance of price, product, promotion, and place in developing
marketing strategies (Kotler, 2003). However, as suggested by Booms and Bitner (1981), the 
service organizations need to incorporate three more elements in addition to four P’s namely, 
physical evidence, people, and process. 

Langeard et al., (1981) proposed the Servuction Framework for arranging the details of the 
service experience. The model was developed to justify the elements that influence the 
service experience, which included visible and invisible components (Bateson & Hoffman, 
2006). The visible elements comprise of three parts: the inanimate environment, the contact 
personnel/service providers, and other customers. The invisible component comprises of 
invisible organization and system (Warnaby & Davies, 1997). As mentioned above the 
elements of service experience in the servuction framework incorporate the invisible 
organization and system of services, which states the aspects are helping in service provision.  
The visible elements include the physical settings, where the service is performed (Price et 
al., 1995).These consists of all the non-living components that are seen during service 
encounters. As services are intangible, it cannot be accurately evaluated as being positive or 
negative. Thus in the absence of tangible products, consumers look for physical clues 
surrounding the service (Goodwin, 1996).The physical environment comprises of all the 
tangible clues such as flooring, furniture, lighting, music, wall hangings, odors, countertops, 
and various other non-living items, which differ according to the service provided (Carbone, 
1999). To summarize, servuction framework defines service as an accumulation of many
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factors that influences the service performances. Similar to service marketing mix, servuction 
model also signifies factors that may change or be altered to create different services 
(Bateson & Hoffman, 2006) as it comprises of the entire blueprint of the service experience 
(Carbone, 1999). 

Another significant theory in service marketing is the Service Theater Framework. This 
framework incorporates the actors, audience, front-stage, a back-stage, and performance in 
the service settings, which influence consumer service experience (Grove et al., 2000; Harris 
et al., 2003). Those who work to provide service to the audience (customers) are the actors 
(service workers) while the service environment are the settings where the action or the 
service are  performed. The service actors perform the front stage actions (for the customers) 
with the significant reliance on the support from the backstage. Back stage is the place where 
most of the planning and execution of the service occurs (Baron et al., 2001). The setting’s 
design and signage help define the service experience for both the actors and the audiences. 
The service performance is the accumulation of the actors, audience, and settings interacting 
with one another (Aston & Savona, 1991). Several different observations can be pointed out 
from this framework. For instance, influential power of the service actor (service provider) 
on an audience (customer) is not only dependent on their service performance, but also in 
their behavior and appearance (Bitner et al., 1994). Their grooming, the dresses they wear, 
the ability of the task performance, will affect customers’ evaluation of the service 
performance. Likewise, several atmospheric aspects, (lighting, décor, etc.), and scenery
scenery props (equipment) will define the quality and enhances the expectation for the 
customers.

Scholars have also hypothesized many other frameworks relating to how service experience 
defines service settings. However, this study consists of three important frameworks 
particularly for telecom customer care center. In the first frame, participants are involved, 
consisting of all people (i.e. customer or workers), while Likewise, the second framework 
consists of visible factors (i.e. customers, contact personnel, and service providers). Finally, 
the third framework consists of actors (service workers) as well as the audiences (customers). 
Arnould and Price (1993) stated that the most important element of service experience is the 
participant, consisting of audiences, service providers, and service personnel. The first 
framework also consists of physical evidence while the second framework has inanimate 
environment. The third and last framework of the physical environment consists of the 
settings. The three above frameworks play a dominant role in influencing customers’ service 
experiences by incorporating physical environment, contact personnel, and service 
providers.

Physical Environment - Service production and consumption usually are initiated in the 
physical environment, which is created and monitored by the service organization. This one 
is a curtail element that influences service experience and customers satisfaction (Bitner,
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1992; Kantsperger & Kunz, 2005) and their evaluation (Parasuraman et al., 1988). Also, the  
availability of physical element is extremely important to create and communicate a 
well-established corporate image especially in the service sectors. Moreover, researchers 
states established physical environment also fosters employees’ satisfaction within their 
work environment, affects on their productivity (Davis, 1984; Sundstrom & Altman, 1989). 
The fact of service intangibility makes it important for marketers to particularly stress value 
to physical evidence, to help customers form more objective evaluation of the service 
experience. Customers commonly search for these cues to evaluate a particular service 
performance (Bitner, 1992). Evelyn and Decarlo (1992) researched physical environment as 
important tangibles, which are key determinants in the experience of service.

Service Providers and Contact Personnel - Usually a service is offered in two parts: service 
and process.  The service factor comes from the interaction of clients, employees and the 
physical support system. The process, however, incorporates the way in which the service is 
provided to the clients (Bateson & Hoffman, 2006).  When clients encounter services, the 
contact personnel (receptionist) and service providers (customer care manager), who are the 
major actors, has to accomplish tasks, which is planned and specified in a script; the script 
describes role each participant has to play in the service operation (Edvardsson, 1994). The 
service providers play the role of the core service like customer care manager or supervisor. 
The role of the contact personnel is to interact with the customers for the first time; their roles 
namely are a receptionist, telephone operator, and security personnel (Bateson & Hoffman,
2006). To make the first impression of the customers a permanent impression, it is a 
requirement for the service providers and the contact personnel to have a role in management 
process within a service organization. The contact personnel and the service provider 
incorporate all employees in the front-line of the organization, who have the immediate 
contacts with the customers (Palmer, 2008).

By referring to the discussions, following hypotheses for this research are developed. 

Hypothesis 1: There is a significant positive relationship exists between physical 
environment and customers’ service experience.

Hypothesis 2: There is a significant positive relationship exists between the role of service 
provider and customers’ service experience.

Hypothesis 3: There is a significant positive relationship exists between the role of contact 
personnel and customers’ service experience.  
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The hypotheses presented above led us to a theoretical model described in Figure 1. Based on 
previous literature, three important factors identified as visible component affecting 
consumers’ service experience especially in the telecom customer care center were 
investigated in the current study. A research framework was hypothesized by posting the 
positive association of each factor with customers’ service experience.

The conceptual framework includes independent and dependent variable. The independent 
variables of the research are the physical environment, service provider, and contact 
personnel, which presented in figure 1 on the left side in the rectangular box. Finally, the 
dependent variable is the customers’ service experience shown on the right side of the 
framework in a rectangular box. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

Visible 
Components 

H1 

 
Customers’  

Service 
Experience 

H2 

H3 

Physical 
Environment 
-Ambient conditions 
-Exterior Layout 
-Interior Lay about 
-Decor 

ContactPersonnel 
(e.g. Receptionist)   
-Appearance 
-Competence 
-Professionalism 

Service Provider(e.g. 
Customer Care Manager)  
-Appearance 
-Competence 
-Professionalism 

Figure 1: Conceptual Framework – Factors influence on customers service experience in 
Telecom customer care center.
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3. METHODOLOGY

This section entails the discussion of data collection and sampling procedures. It also 
elaborates about the measurement of constructs of data analysis techniques. 

Sample and Data Collection: The respondents of this research were selected from major 
telecom customer care center (Grameenphone, Banglalink, Robi & Airtel), in Dhaka 
Metropolitan city of Bangladesh. Self-administered questionnaires distributed to the 
respondents. In total, 250 usable questionnaires were obtained during a four months 
collection period from January to April 2017. The details demographic information of the 
respondents is shown in Table I:

3.1 Measurement Development: This research adapted measurement scales of the physical 
environment, contact personnel and service provider from Nguyen and Leblanc (2002) 
research. Customers’ service experience scales adapted from Grace and O'Cass (2004). This 
study applied 7 points Likert scale to assess the rating of the respondents. The scale rating 1 
(strongly disagree) to 7 (strongly agree) for the independent variable (Physical environment, 
Service provider, and Contact personnel) and finally 1 (Very Unsatisfactory) to 7 (Very 
Satisfactory) for a dependent variable which was service experience.  

Demographic     
Information 

Category Frequency Percentage (%) 

Gender Male 
Female 

146 
104 

58.4 
41.6 
 

Age Less than 20 years 
20 to less than 25 years 
25 to less than 30 years 
30 to less than 35 years 
35 to less than 40 years 
40 years and above 

35 
39 
66 
58 
26 
26 

14.0 
15.6 
26.4 
23.2 
10.4 
10.4 
 

Marital Status Single 
Married  
Divorced 
Separated 

97 
143 
7 
3 

38.8 
57.2 
2.80 
1.20 

 

Table I: Demographic Profile of the respondents
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3.2 Reliability and Validity Measures: In order to assess whether the proposed model 
measures the theoretical constructs of visible components (physical environment, contact 
personnel, and service provider) that are antecedent to customers’ service experience, factor 
analysis was used to examine the composite measurements of the 10 items determining 
visible components. The Bartlett trial of sphericity demonstrated the general importance of 
the relationship framework of the 10 items, showing the suitability for factor analysis. 
Moreover, Kaiser-Meyer-Olkin Measure of examining adequacy was 0.82, also affirming the 
suitability for factor analysis (Jian Wang et al., 2012). 

Table II. Cronbach’s alpha coefficients for the measurement of the questionnaire

Construct Name Number of Items Cronbach’s Alpha 
 
Physical Environment(ENV) 
Ambient conditions (ENV1) 
Exterior Layout (ENV2) 
Interior Lay about (ENV3) 
Decor (ENV4) 
 

 
 

Four (4) 

 
 

α = 0.71 

Contact Personnel (PER) 
Appearance (PER1) 
Competence (PER2) 
Professionalism (PER3) 
 

 
Three (3) 

 
α = 0.84 

Service Provider (PRO) 
Appearance (PRO1) 
Competence (PRO2) 
Professionalism (PRO3) 
 

 
Three (3) 

 
α = 0.76 

Service Experience (EXP) 
Service is Very Satisfactory (EXP1) 
A Very Satisfying Experience EXP2) 
Satisfies My Needs (EXP3) 
 

 
Three (3) 

 
α = 0.77 

 The unwavering quality of the four measures utilized as a part of this investigation was 
mulled over with a specific end goal to evaluate the consistency of the multiple 
measurements. We researched the Cronbach alpha for reliability (Robinsonet et al., 1991; 
DeVillis, 1991). As detailed in Table II, the Cronbach alpha esteems for the four measures 
were 0.71 (physical environment), 0.84 (contact personnel), 0.76 (service provider) and 0.77 
(service experience), respectively. The Cronbach alpha esteems all far surpassed the 0.70 
limit (Nunnally, 1978). Consequently, the four measures utilized as a part of this examination 
accomplished brilliant inside consistency dependability on the premise of this criteria. The 
summated mean score for each measure was used in the accompanying factual investigation. 
The bivariate correlations between the independent variables (Physical environment, Contact 
personnel, Service provider) and dependent variables (Service experience) are tabulated in 
Table III. The three visible components were considerably correlated with customers’ service 
experience. 
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4. STATISTICAL ANALYSIS AND RESULTS

Multiple regression analysis was utilized to examine the association between the dependent 
variable (consumers’ service experience) and the three independent variables (physical 
environment, contact personnel, and service experience). A significant number of studies 
such as Wheeler (2002), Fotinatos-Ventouratos and Cooper(2005), Jian Wang et al., (2012) 
have applied multiple regression. According to Cohen et al., (2003) multiple regression 
methods is straightforward, better understood and easier to implement in applied research. 

The overall model utilizing concurrent estimation demonstrated factual vastness (p < 0.05), 
showing adequate model fit. The beta coefficient was utilized to survey every independent 
variable's relative illustrative power on the dependent variable. The consequences of multiple 
regression analysis, including the established beta coefficients and the coefficient of 
determination, are organized in Tables IV-VI.

Multicollinearity was evaluated by the variance inflation factor (VIF) estimation of every 
autonomous variable. As appeared in Tables IV-VI, each of the autonomous factors had a 
variance inflation factor value far less than the suggested threshold of 10; each one had 
adequate variability not explicated by the others (Mason & Perreault, 1991; Cohen et al., 
2003).

Table III. Bivariate correlation matrix of independent and dependent variables

                                                                        PhysicalEnvironment Contact Personnel Service Provider 

Independent variables 

Physical Environment 
Contact Personnel 
Service Provider 

 

Dependent variable 

Service Experience 

 

        1.00 
 0.44**                     
0.40**  

 

0.45**

 

 
 

          1.00 
0.60**                       

 

0.52**

 

 
 
 

         1.00  
 

0.57**

 

Note: **Correlation is significant at the 0.01 level (two-tailed)  
 
 

 
Table IV. 
Multiple regression 
analysis results-
analysis of variance 

 Sum of 
squares 

df Mean 

square 

F Significance 

Regression 
Residual 
Total 

197.27 
277.45 
474.72 

  3 
246 
249 

 

65.75 
1.12 

58.30 0.00 
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The three independent variables jointly established an explanatory power (R2) of 41.0 percent 
for the variance in customers’ evaluation of service experience in telecom customer care 
center. Results showed that physical environment was positively related to customers’ 
service experience (β = +0.21, p <0.01). Therefore, H1 was supported. As predicted in H2 
and H3 contact personal appearance, professionalism (β = +0.19, p <0.01), service providers 
(customer care managers) appearance, competence and professionalism (β = +0.37, p <0.01) 
had positive effects on customers’ service experience. Therefore, H2 and H3 were also 
supported.

5. DISCUSSION AND IMPLICATION

This aim of the study is to determine the factors contributing to service experience of 
customers’ of Customer Care Center in Dhaka, Bangladesh. The data was analyzed using the 
three variables (i.e. Physical Environment, Service Provider and Contact Personnel),via 
applying multiple regression methods. The results demonstrated a strong association 
between the three variables on customers’ service experience. Previous studies have 
indicated adjustments to organization’s environment (e.g., plants and blossoms) strongly 
influences emotional increment in actions and usage by the consumers, while setting service 
impressions(Myers et al., 2004). While others have indicated visually appealing physical 
environment are important tangibles to determine positive experiences; especially in a 
customer care center. Contact personnel and service providers also have an impact on 
customer care centers (David and Philips, 2000). Previous researchers have also highlighted 
the importance of customer responses and reactions to and with service provider’s 
performance (Grove et al., 1992). Moreover, contact personnel and service provider are 
deemed to be important elements to form customer experience (Hartline and Ferrel, 
1996).Interactions between customer and frontline employees who speak in the same 
language have  also been revealed to improve customers’ satisfaction (Kantsperger and 

 
 
Table V. 
Multiple regression 
analysis results–
Independent 
variables 

 
 
Standardized coefficients 

 
 

Beta 

 
 
t 

 
Collinearity  
Significance 

 
Statistics 
Tolerance 

 
 

VIF 
 

Physical environment 
Contact personnel 
Service Provider 
 

0.21 
0.19 
0.37 

3.88 
1 

5.90 

0.00 
0.00 
0.00 

0.77 
0.58 
0.60 

1.29 
1.71 
1.64 

 
 
 
Table VI. 
Multiple regression 
analysis results –
coefficient of 
determination  

 
Dependent variable 

 
Multiple R 

 
R2 

 
Adjusted R2 

 
Standard error 

 
 
Service Experience 
 

 
0.64 

 
0.41 

 
0.40 

 
1.06 
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Kunz, 2005). Smart customers seek out the best services and try to get the best service 
experience (Abratt, 1989). Therefore, organizations should decide on the optimal behaviors 
they desire from customers; i.e. the process of service experience, interaction with other 
customers, and treatment of the service personnel (Anderson, 1998). 

The managerial implication of this study is in two folds: first as there is evidence supporting 
strong association among physical environment, contact personnel and service providers of 
customer service experience. Therefore managers of telecommunication customer care 
centers should focus on both visible and invisible elements of their service offerings. Since 
the components of both visible and invisible elements are incorporated on the overall service 
experiences of consumers, managers should be able to distinguish how each element affects 
the enhancement of service experiences. 

Second, managers should also understand the interaction between each variable and their 
influence on one another. For example, the interior decoration must coincide with the 
appearance of both contact personnel (i.e. front desk staff) as well as the appearance of the 
service provider (i.e. customer care manager). These changes would yield positive results to 
enhance the service experiences of consumers particularly in telecom customer care centers. 

6. CONCLUSION AND FUTURE RESEARCH DIRECTIONS

The current research contributes to existing literature by components affecting service 
experiences (i.e. physical environment, contact personnel and service providers). With the 
useof multiple regression analysis,the dominant factors affecting customers’ service 
experiences in telecom customer care centerswere analyzed.

This study can be further extended by incorporating manifest variables to explore other 
factors that may directly or indirectly (i.e. interactions among variables) influence service 
experiences of consumers (i.e. training and development of staff). For example, researchers 
can investigate the interactions between managers and front desk staff on how they can 
enhance service experiences of consumers. Furthermore, future studies can apply EFA and 
CFA technique to understand the relationship between the variables and service experience.
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