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ABSTRACT

This paper attempts to provide conclusive evidence of regional variations in demand be-
haviour in India using the Restricted Non Linear Preference System. Also the importance of 
household composition is brought out clearly via its influence on optimal commodity taxes
for India. This is done by recognizing each of the chosen 16 Indian states separately and esti-
mating tax rates for them, while incorporating demographic variables. The results show con-
siderable variations in not only the estimated tax rates, but also in the demand behaviour as 
revealed by response of tax rates to changes in revenue requirements and changes in a social 
planner s̓ aversion to inequality. In other words, the estimated tax rates are extremely sensi-
tive to the degree of aversion to inequality and the required revenue; the response of each 
state to these changing parameters is also non uniform. Our results reveal that indirect taxes 
are ineffective in redistributing income in the majority of the states under consideration.     

I .  INTRODUCTION

Most recent studies on consumer demand 
behaviour have outlined the importance 
of demographic variables and regional 
effects in shaping demand behaviour. 
Since the 1980s (see Pollack and Wales, 
1980, 1981) considerable literature has 
been devoted to attempts o specifically
capture the role of demographic variables 
in influencing demand behaviour. Such
literature has focused on variables like size 
of a household, age and number of kids in 
a household in their analysis of consumer 
demand, optimal tax rates, formulation of 
child benefits, optimal government grants,
besides other issues. Most of these issues are 
of importance and relevance in developed 
nations where subsidies and grants are used 

by the government as an easy and convenient 
tool of income redistribution. However, due 
to a variety of reasons (administrative, social 
and economic) developing nations are not 
able to use tools for income redistribution; 
they rely on indirect tax structure instead. 

India, being a developing nation also uses 
indirect tax rates as an instrument of income 
redistribution. As a result the influence of
demographic variables on a host of issues, 
including calculation of optimal commodity 
taxes assumes importance. This paper is 
an attempt in this direction; it incorporates 
household effects in the estimation of 
optimal commodity taxes for 16 states 
of India; thus giving due importance to 
difference in regional consumer behaviour.
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II.  LITERATURE REVIEW

Notwithstanding a large body of work, the 
empirical evidence on optimal commodity 
taxes is relatively recent and scarce for 
developing nations. Most part of the earlier 
literature focuses on theoretical aspects of 
deriving a set of sufficient conditions for
optimal commodity taxes; empirical part 
came much later.

The initial empirical work on optimal 
commodity taxes was for a one-person 
case (see Atkinson and Stiglitz (1972), 
Fukushima and Hatta (1989),). The more 
realistic case for a many person economy 
(see Deaton (1977), Harris and MacKinnon 
(1979), Ebrahim and Heady (1988)) uses the 
first order conditions derived by maximizing
social welfare subject to a pre-set revenue 
requirement. In recent times, optimal 
commodity taxes have been estimated 
for a variety of purposes, including tax 
reform exercise. In a pioneering study by 
Ahmed and Stern (1984) for India, they 
used the estimated tax rates as a basis for a 
tax reform exercise. This was repeated for 
many developed countries (Cragg, Madden, 
Decoster and Schokarat). Among developing 
nations such studies are relatively few due 
to the absence of a longterm and reliable, 
continuous data set.

However, owing to a rich, continous and 
detailed data set from National Sample 
Survey Organisation, many studies have 
been done for India relating to estimation of 
optimal commodity taxes and their further 
use in analysis of other issues. In a series 
of studies using the RNLPS (Restricted Non 
Linear Preference System) Ray focused on 
India. He concluded that optimal commodity 
taxes were non uniform across commodities 
and across rural-urban India. Other studies 

came to the same conclusion, but differed 
in terms of demand system used Ray (1980) 
uses Almost Ideal Demand System(AIDS), 
whereas Srinivasan (1986) and Majumdar 
(1988) use Linear Expenditure System(LES). 
The only exception is Hatta (1986) who 
finds that a move towards uniform tax rates
increases welfare. In Murty and Ray (1989) 
optimal commodity taxes were estimated 
and used to illustrate the possibility of 
marginal tax reforms in India.  

None of the above studies relating to India 
made any reference to any kind of household 
compositional variables or regional 
differences. (All of them estimated optimal 
commodity taxes for India as a whole). The 
effect of household composition has still 
not been documented on Indian data to the 
best of our knowledge. This could partly be 
attributed to lack of data on demographic 
variables like number of kids, age of kids, 
number of male and female kids. Data 
relating to the demographic profile of a
household has started being reported at a 
state level only since 1987-88(round 43 of 
NSSO). In countries like Australia and United 
Kingdom where such rich and abundant 
household compositional  data is available 
on a longterm basis, numerous studies 
(Blacklow and Ray, 2000) have documented 
the role of household composition in 
influencing consumer behaviour and the
consequent effect on optimal commodity 
taxes and other issues. The importance of 
regional differences in consumer demand 
was reported later by Meenakshi (1996) 
using the restrictive Linear Expenditure 
System. This was supported by Meenakshi 
and Ray (1999) using AIDS and its variants. 
Despite the documented importance of 
regional differences their effect on optimal 
commodity taxes has not been documented 
for India in any study.
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III.  BACKGROUND

The standard model for calculating optimal 
commodity taxes is outlined below:

Let u
h 

(x
h
,m

h
), v

h
(p,m

h
, y

h
)  denote 

household hʼs direct and indirect utility 
function. where x

h 
   denotes the householdʼs 

vector of commodity demand, m
h
 is the 

equivalence scale and  y
h
  is the aggregate 

expenditure/income. Let us also define a
social welfare W over households  ̓ indirect 
utilities:
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H
)]. Also, let X(p)  Also, let X(p) 

denote aggregate demand vector:
 
X (p, m1 ,m2,m3 ,mH , y1 ,y2 , yH) =    h xh(p,mh, yh).

The revenue constraint is given by:
                             where R0 is set exogenously 
by the authorities.
 
The logic of optimal commodity taxes is 
based on maximizing the social welfare 
function subject to the government raising 
a preset revenue through them. The 
Lagrangean for this problem can be set as

 i = 1,2 …..n.  h = 1,2,…..H

 Differentiating L with respect to the tax ti  
and   , using Royʼs identity we can rewrite 
the first order conditions as follows:
                  

 i = 12.3 ….. n        .....1 (a)

                       .....1 (b)

where    :  Lagrangean multiplier that can 
be interpreted as the social cost of raising 1 
extra unit of revenue 

    
 : social marginal utility of income of  

household h. It is also referred to as the 
ʻwelfare weight  ̓assigned to a household h. in 
simple words, it refers to societyʼs valuation 
of 1 Re. more of income to household h. A 
society which cares about low income groups 
will attach a greater value to an increment in 
the income of a poor household, compared 
to a similar increment in the income of a rich 
household.

Differentiating the social welfare function 
wrt prices, using Royʼs identity and assuming 
fixed produced prices, we have

 ……(2)  

where  
h
 = ∂W/∂y

h
. and is the social 

marginal utility of income for a household 
h. Assuming W to be additive in individual 
utilities, we have,

                             where    denotes 
the “inequality aversion parameter”2. 
Normalizing      = 1 for a reference household 
(household 1),

……...(3)

where v
h
 ’ = ∂v

h
/∂ y

h
  is the private marginal 

utility of income of h. This expression 
implies that *h depend , via the vh ʼs on 
prices, household composition and income.

The demand system used in this study is the 
RNLPS form proposed by Blundell and Ray 
(1984). Its indirect utility function can be 
demographically extended by the technique 
of linear scaling . The demographically 
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extended indirect utility function is as 
follows: 

…….(4) 

We have used two forms of mh . In the first
one mh =1+ d1(no. of kids in  h) + d2(no. of 
adult males in h) +d3(no. of adult females in 
h). in the second one mh =1+ d1(no. of kids 
in  h) + d2(no. of adults in h)

Using equation 3 and 4, the social marginal 
utility of household h is given by:

 …..……(5 )                                                         
                                                                       

The budget share equation for RNLPS is 
given as:

where     ( 0 < α ≤ 1)  and     (∑c
i
 = 1)

The parameter   allows for both non-linear 
Engel curves and non-separable behaviour. 
If     = 1 our system reduces to the LES. 
Since    < 1 in RNLPS,    = 0 does NOT 
imply utilitarianism. 

IV.  DATA USED

This study uses data released by National 
Sample Survey Organisation (NSSO) which 
carries out surveys (National Sample Survey) 
in India. The National Sample Survey (NSS) 
is a multipurpose socio-economic inquiry of 
all-India coverage carried out in the form 
of rounds. For nearly three decades, NSS 
has been collecting each year, till 1973-74 
and at five-year intervals after that data on
the level and pattern of consumption from 
a representative sample of households 

in rural and urban India. It is the most 
comprehensive source of information on the 
subject- providing detailed, continuous and 
invaluable data over such a long period of 
time. The NSS collects detailed itemwise 
consumption data in value and quantity 
terms (wherever possible) for the last 30 
days preceding the date of inquiry from 
the sample household by interviewing the 
head of the household. The survey period of 
each round of inquiry (which is one year) is 
subdivided into 4 sub-rounds.

This study uses data on urban India for 
16 different states and, 9 commodity 
groups released by NSSO. The states 
include: Assam, Andhra Pradesh, Bihar, 
Haryana, Gujarat, Jammu and Kashmir, 
Karnataka, Madhya Pradesh, Maharashtra, 
Orrisa, Punjab, Rajasthan, West Bengal, 
Kerela, Tamil Nadu and Uttar Pradesh. 
The commodity groups are: Edible oil, 
Meat, fish and eggs, Sugar, salt and spices,
Clothing and footwear, Beverages, Pan, 
tobacco and intoxicants, Fuel and light and 
Miscellaneous goods.

In this study, data from five rounds- 28th 
(1973-74), 32nd (1978), 38th (1983), 43rd 

(1987-88) and 50th (1993-94) was used to 
yield a total of 970 sample points. . Price 
data has been used in the form of state-
wise and commodity-wise consumer price 
indices provided by Jain and Minhas (1991) 
and, Tendulkar and Jain (1993). For the last 
round price indices were generated on a 
compound growth basis using growth rates 
provided in Tendulkar and Jain (1993).

V.  METHODOLOGY

This paper attempts to analyse the following 
issues:
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* Sensitivity of consumer demand 
behaviour to demographic variables.

*  Sensitivity of optimal commodity taxes 
to regional variations (where variations 
are considered in geographical terms)

*  Sensitivity of optimal commodity taxes 
to revenue requirements

*  The redistributive impact of optimal tax 
rates.

In view of the evidence on sensitivity of 
optimal commodity taxes to departure from 
linearity assumptions of LES, we use a non 
linear demand system- RNLPS suggested 
by Blundell and Ray(1984) to analyse the 
above issues. This system has found wide 
use over time for Australia (Blacklow 
and Ray (2000)) and India (Ray (1986a, 
1986b,1980)).

To test the sensitivity of consumer demand 
to demographic variables, we estimate a 
simple RNLPS (Model A) and compare it 
against extended versions that incorporate 
demographic variables, at all India level. 
Linear Scaling (Pollack and Wales (1980)) 
has been used to allow for demographic 
effects. The demographic variables that 
were considered are: number of adult males, 
number of adult females and number of kids 
in a household.

(Model A) 

( simple RNLPS) 
 
(Model B) 

Where mh involves no, of kids and adult 
males and females separately.

(Model C)

Where mh involves no, of kids and adults 
(males +females ) only.

The two models B and C differ from A 
as they allow demographic influences on
consumer preferences. Between B and C the 
differences lie in the  demographic variables 
used. Model B uses no. of kids, no. of adult 
males and no. of adult females in a household. 
Model C uses no. of kids and no. of adults 
(males+females) only. The difference 
therefore, lies in the gender specification of
adults only.   Ideally we would have liked 
to define demographic variables in terms
of gender and age. But gender specific data
for children is not available for the earlier 
NSS rounds. As a result, we have made no 
distinction for male and female children.

We have attempted to give due importance 
to regional differences by estimating 
RNLPS separately for each of the 16 states 
allowing for linear scaling. These demand 
system parameters for each state are then 
used to estimate the first order conditions
(equations1a and 1b) at state level to arrive 
at optimal commodity taxes.

The evidence for regional differences 
was confirmed when we introduced a new
variable for each of the 6 regions that we 
divided the states into. (details available with 
the authors. Refer to Meenakshi(1996)). 
This new variable was then included in the 
estimable budget share equation of each 
good. The significance of this variable
signaled that there are major differences in 
the consumption of different goods across 
regions. 
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Lastly, the first order conditions are
re-estimated by differing the revenue 
requirements of the state. This allows 
us to analyse the direction of taxation/
subsidization on different commodities 
as the State attempts to mop higher/lower 
revenues. The calculated tax rates are used 
to estimate the redistribution implied by 
the optimal tax structure. This involves 
investigating the difference in the amount 
of indirect taxes paid by a specific chosen
household before and after the imposition of 
the optimal taxes. 

Following Sah (1983) the public revenue 
constraint is ∑ Th = 0 where Th is the total 
indirect tax paid by household h for all 
commodities used. This implies that all 
the revenues generated are by taxing some 
households and subsidizing some other set 
of households. The constraint also implies 
that the tax revenue generated is used 
only for redistributive purposes by the 
government. Let ʻl  ̓be the worst household 
in the economy. Also let Il denote the 
hypothetical payment to household l before 
the tax imposition such that the household is 
indifferent between receiving Il  or paying 
the new prices(that include the new tax 
rate),then

Il = G (pr
0
, vl (p

n
,El) ) where

G: expenditure function, v: indirect utility 
function

pr
0
: pre-tax price,  pr

n
: post-tax price so that 

pr
n
= pr

0
 + t 

If (Il / El ) denotes the proportional increase 
in real income due to taxation and payment 
made by the government, then this can 
be used as a metric of redistribution. This 

metric can also be interpreted in relation to 
a welfare index. This index Wl is defined
as Gl (pr

0
, vl (pr

n
,El) /  Gl (pr

0
, vl (pr

0
,El).  

The numerator denotes the expenditure at 
pre-tax prices to achieve post-tax welfare. 
The denominator is the money income in 
the pre-tax period or El. This can also be 
expressed as  Il / El = Wl  - 1. If Il / El > 0 
then Wl  > 1: the welfare of worst household 
has improved in the post-tax scenario- taxes 
have led to redistribution in the economy. In 
other words, such a household has received 
a net tax subsidy on its total purchases. A 
part of this subsidy causes his real income 
to increase, the rest goes as dead weight 
loss. Sah (1983) goes on to describe the 
ceiling on possible redistribution in terms of 
budget shares also. Specialising the above 
concepts for a RNLPS demand system Ray 
(1986c) has attempted a quantification of
the redistributive role of indirect taxation 
using tax rates. He uses the expenditure 
function along with the aggregate revenue 
constraint to derive formulae that quantify 
redistibution as follows:

- Tl / El  = ∑i ci θi {(E* /  El ) – 1} where E* 
= ∑h Eh / ∑h Eh 

1 - α

The logic of the above formula can be easily 
seen if we α= 1. This reduces the system 
to Linear Expenditure System. Then E* = 
∑

h
 E

h 
/ H or average expenditure of all the 

households in the sample. Then

-Tl / El  = ∑i ci θi {(E* -  El )/ El }

-Tl   = ∑
i
 c

i
 θ

i 
(E* -  El ) To improve the 

welfare of the worst-off household, - Tl / 
El>0, or  we need E*<  El . In other words for 
any household below the average household, 
indirect taxation acts as a redistributive 
mechanism. In the Indian context, as in most 
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developing economies indirect taxation is 
relied upon as a major source of revenue, 
which modifies the public budget to ∑ Th  - d 
where d >0  is the tax revenue from indirect 
taxes.

The redistribution implied by the optimal 
tax rates can then be expressed as:

- Tl / El  = ∑i ci θi {(E* /  El ) – 1} - d 

 
VI.  RESULTS  
  
These can be divided into many  parts 

•  Analysis of the data in terms of budget 
shares.

•  Estimates of RNPLS at all India level.

•  Estimates for RNLPS for different 
states

•  Estimates of optimal tax rates at state 
level for different levels of revenue and 
different welfare weights. 

•  Measurement of the income redistribution 
(if any) implied by our tax rates.

VI. A  BUDGET SHARE 
ANALYSIS

As a first step, we calculate weighted budget
shares. Table 1 presents data on weighted 
budget shares for the commodities for 
4 rounds for all states separately, where 
the weights used correspond to the no. of 
households surveyed in each expenditure 
class. The importance to weighted budget 
share over average budget share is based on 
the fact that in each NSS round, the number 
of households surveyed is not same in each 
expenditure class. Not just absolute number 
of households, but the share of households 

in an expenditure class in total households 
surveyed does not remain same over time. 
This could lead to illogical budget share 
when a simple average is used across all 
classes. Our preliminary results show 
unexpected results when average budget 
share are used. For example, some states 
like Punjab, food registers an increase in 
budget share. However when weighted 
budget share were used in these states, the 
results were very sensible, and have been 
reported. Clearly, essential items like food, 
beverages and clothing show a decline. 
Miscellaneous goods register a two fold rise 
in budget share. For other states the results 
are generally sensible.

Table 2 and 3 present budget shares of two 
different kinds. The former brings out the 
importance of income in deciding where 
the incremental income will be spent. The 
latter focuses on the influence of family
size/ no. of kids on the spending patterns. 
Table 2 presents estimates of marginal 
budget shares of different commodities in 
each state for the 50th Round (1993-94) , for 
three different households- richest, poorest 
and average. Note that for RNLPS, MBS 
depends critically on the value of a. These 
results amply demonstrate the inadequacy 
of using an average value of income in 
reflecting the actual demand response to
incremental income. In line with common 
beliefs, MBS of a richer family will be 
lower than that of a poorer one, for basic 
goods like food, fuel, spices; the opposite 
holds true for miscellaneous goods. 

Next, the role of household demographic 
variables in a householdʼs budget is 
considered explicitly. Common sense 
dictates that consumption patterns of a 
household are influenced mot only by
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income levels, but also by the size of the 
family. To check such logic, Table 3a 
provides budget shares of different goods 
according to no. of kids for 1993-94 (Round 
50) on an all India basis. As expected the 
budget share of food, spices, fuel rises with 
the no. of kids. On the other end, the share 
of miscellaneous goods, meat, and clothing 
decreases. This is logical; clothes tend 
to get handed over from the eldest to the 
youngest; meat is still not a basic food item. 
Surprisingly, the share of pan and intoxicants 
rises despite rise in the no. of kids. This is a 
reflection of the importance of this item in
a householdʼs budget. A similar pattern is 
revealed in Table 3b for the year 1987-88 
(Round 43). Both tables can be compared 
to reveal the changes over time; the results 
are similar to the ones derived from table 
1.These results on pan ,etc are disturbing. 
Further analysis shows that for Round 38, 
as the no. of kids grows beyond 4, the share 
of pan falls. this implies that an average 
household cuts down on is consumption of 
pan only in the face of very high demand of 
other items. Initial rises in the demand for 
basic goods (as no. of kids rises from 0 to 
4)is met by reducing consumption of items 
like beverages, clothing, rather than pan and 
intoxicants, even though health concerns 
dictate otherwise 

VI.B  DEMAND YSYTEM 
ESTIMATES

Table 4 provides the values of Log L for 
models A ,B and C along with the no. of 
parameters in each.  Clearly, the models 
incorporating demographic variables perform 
better. Between the two representations of 
household characteristics , B is better and 
has been used in state level estimation of 
demand behaviour.

Table 5 provides all India estimates of the 
demand system (Model B), using the data 
(970 cell points) from all 5 NSSO rounds 
described in section IV. These estimates 
are used as starting values to estimate the 
demand system for each state. It was seen 
that the use of starting values improves 
estimation in terms of Log L and overall 
significance of parameter estimates. For
each state we used 55-60 observations 
which pertained to different rounds of NSS 
data. (Demand system parameters of each 
state are available with the authors) 

VI.C   OPTIMAL COMMODITY 
TAX RATES

Based on these parameters, we are able to 
derive the optimal tax rates by solving the 
first order conditions. Tables 6a and 6b
provide tax rates are provided at two levels 
of inequality aversion parameter (.01 and 
5.0), and two revenue levels (18% and 30% 
of total incomes of households included in 
the data). The results can be interpreted as 
follows: a value of 0.35 implies that if price 
of cloth is 1 Re. then a tax of 35 paisa must 
be levied at the optimum. A negative value 
would imply a subsidy. Items like food, 
spices, fuel, attract a subsidy reflecting on
their necessity in a household.

A cursory glance at each these tables reveals 
considerable non uniformity of tax rates 
across goods and more importantly, across 
states. Not only do the absolute values of 
optimal tax rates vary across states for any 
chosen good at chosen levels of revenue 
and inequality aversion parameter but, some 
states demand a tax on the good, whereas 
another some demand a subsidy on the same 
good. This implies that a good cannot be 
uniformly treated as a taxable/subsidized 
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good. This confirms that optimal tax rates
over broad geographical regions/ all India 
level have little relevance.

Next we compare tables 6a and 6b to reveal 
the reaction of optimal tax rates to an 
increase in revenue requirement, keeping 
the inequality aversion parameter same. 
One possible reaction could be that the 
higher revenues are generated by uniformly 
increasing tax rates/ reducing subsidy rates 
on all goods. This is indeed the case for most 
states( eg Rajasthan). But there are also some 
exceptions for eg, in Jammu & Kashmir, as 
revenue required rises the tax rate on edible 
oil does not rise, in West Bengal the subsidy 
on spices rises even though greater revenues 
are required. It can be argued that such 
goods are essential in every householdʼs 
budget irrespective of income. Therefore, 
such goods should not attract higher taxes, 
despite the need for more revenues. We 
refer to these goods as “everymanʼs goods”. 
Besides such state specific and commodity
specific cases, there is one state where such
exceptions are the rule- Bihar. Here higher 
revenues are generated by a changing the 
mix of taxed and subsidised goods. It seems 
logical to argue that the tax rates are already 
very high compare to other states. As a result 
when higher revenues are required, they are 
not generated by a uniform rise in tax rates 
on all goods. This state generates higher 
revenues by changing the overall mix of tax 
and subsidy rates; this may involve a fall in 
certain tax rates/a rise in subsidy rates.
These observations are reinforced when we 
compare the two tables with the inequality 
aversion parameter at Rawlsian levels of 
5.0.the list of everymanʼs goods rises when 
inequality aversion parameter is higher. This 
implies that when the social consideration to 
poorer sections rises, more and more goods 

become essential to a household budget. In 
some cases like food in Orrisa, taxes are 
replaced by a subsidy even though higher 
revenues are needed. Thus, our results show 
that the State satisfies the higher revenue
demand by making appropriate changes in the 
tax/subsidy rates on different goods- keeping 
in mind that everymanʼs goods should not 
be taxed at higher rates. Optimality dictates 
that the State does not raise tax rates across 
the board; especially when the inequality 
aversion parameter is higher, the mix of tax/
subsidy  rates witnesses radical changes in 
response to higher revenues. 

These tables can be compared again to 
examine the effect of rising inequality 
aversion parameter on optimal tax rates, 
for given levels of revenues. Since a rise 
in inequality aversion parameter signals 
greater weightage to the poorer sections 
it is reasonable to argue that as inequality 
aversion parameter rises taxes on goods 
consumed by the richer sections of society 
should be raised; subsidies on goods that 
form a major part of poor household  ̓ s 
budget must be increased. We refer to the 
latter as “ poormanʼs goods”. For eg, food 
is a broad commodity group which attracts 
a higher subsidy in most states as the 
inequality aversion parameter rises from 
0.01 to 5.0. spices and fuel also fall in this 
category. On the other hand, miscellaneous 
goods call a tax hike; it is safe to assume 
that these are more important to a rich man. 
These results are generally sensible, except 
for some exceptions. To illustrate, in Gujarat 
and Haryana optimal tax rates are nominally 
higher for food when inequality aversion 
parameter rises. Some of these cases can be 
attributed to specific reasons like the overall
well being/ richness of a state or specific
consumer demand pattern. In an earlier study 
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(Bhatnagar) it was shown that at all India 
urban level, optimal tax rates on food do 
fall as the weightage to a poorer household 
rises. This reiterates the importance of 
differences in demand patterns across states, 
the differences are getting reflected in the
optimal tax rates calculated at different 
levels of the inequality aversion parameter.

VI.D REDISTRIBUTIVE 
EFFECT OF TAXES

Tables 7a and 7b provide evidence of 
the role of indirect taxes as a tool for 
redistribution. The redistribution implied 
by the optimal tax rates was determined at 
different levels of the inequality aversion. 
The calculations were performed on 3 
hypothetical households - one, the poorest 
household in the sample;  two, the average 
household; three, the household that gets 
half the average income of all households in 
our sample. A negative reported value for a 
household implies that this household has to 
pay some amount of taxes; there is no real 
gain in real income due to the imposition of 
optimal taxes. For any household to gain, 
the reported value must be positive. At the 
margin –Th / Eh = 0 . this is possible when 
E * =  Eh  . 

Tables 7a and 7b show a negative value 
for most states, pointing at the limited/ 
ineffective role of indirect taxes as a tool for 
redistribution. There are two exceptions to 
this observation-Gujarat and Haryana. It can 
also be seen that as the importance of the 
poorer households rises, the amount of tax 
too be paid by any of the chosen household 
reduces in some states like Karnataka, 
Andhra Pradesh, Gujarat, Haryana, Orrisa, 
UP and West Bengal, as expected. This is a 

positive sign although the households still 
do not benefit as they still pay a tax, rather
than receive a real income at the optimal tax 
rates. Our calculations show that for any 
household to benefit, its income (E *) must
be extremely low in all states- the value of 
this income is as low as Re1 - Re2. Thus, 
the scope of indirect taxes as a tool for 
redistribution seems limited in India.

VII. CONCLUSION

Our study is an attempt to study the effects 
of regional variation and demographic 
variables on consumer demand behaviour, 
through their manifestation on optimal tax 
rates. This has been done by treating each 
of the chosen 16 Indian states separately for 
the purposes of demand system estimation. 
We have used the Restricted Non Linear 
Preference System, while incorporating 
demographic variables in it through the 
technique of scaling.

Our results are in line with those of earlier 
studies in terms of non uniformity of 
optimal tax rates. The results also reinforce 
our hypothesis that the tax rates are heavily 
influenced by demand patterns. The tax
rates are non uniform across commodities 
and across states. The sensitivity of tax rates 
to different revenues levels and the choice 
of inequality aversion parameter has been 
amply demonstrated. It can be argued that 
the reaction of optimal tax rates to changes 
in these parameters is not uneven across 
goods and even varied across states. Figures 
suggest that there is a unique mix of taxed/
subsidsed goods along with the respective 
rates specific to a chosen level of social
inequality and revenues. Finally, the role of 
indirect taxes as a tool for redistribution of 
income is limited in most states 
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End Notes

1 The values on     
h
 are derivable from the consumer expenditure surveys as they involve only 

expenditure levels of different households.. If ε>0, βh <1 so that any increment to expenditure 
is more valuable to the poor household 1 than to household h. 

2 Different values to ε can be assigned by a social planner, which have different meanings A 
value of 1 to ε says that a marginal unit to household h is worth half as much as a marginal 
unit to household 1 if the former makes twice the expenditure made by household 1. A value 
of above 5 to ε would imply a Rawlsian social welfare function, where only the welfare of 
the poorest is considered.

Briefly then, higher is the value of ε, the aversion (dislike) for inequality is higher. The tax 
planner can express desired levels of inequality in the system by specifying ε value while 
setting taxes, as it represents the preference accorded to the lower income households vis-à-
vis the richer households.

3 Linear scaling is  a special case of scaling which involves replacing p
i 
in the original demand 

function with p
i
 m

i  
  where m

i   
=   1 + ∑

k
 d 

ki
 η

k
  where k= no. of demographic variables, η 

represents the demographic variables, I refers to commodity group i. This causes a maximum 
of (k*n) no. of extra parameters. n is the  5 no. of commodity groups. To limit the no. of new 
parameters we use m

i  
= m for all i in this study.

4 The choice of these variables is forced by data availability. Given a choice we would like 
to incorporate the difference in the sex of kids in a family, along with the age of kids. These 
variables have been shown to be important determinants of consumer behaviour in gender 
studies and studies on optimal commodity taxes for developed nations. However, the NSSO 
in India does not report the age of kids. In fact the reporting of  distinction in the sex of kids 
is also very recent Continuous data as required by this study is available only about the no. of 
males, female adults and no. of  kids.   

5 Estimation was done using SHAZAM and SURE  method was employed. For this, the 
equation for pan and intoxicants was dropped as its budget share was the lowest. However 
it was seen that the results are sensitive to the exact equation dropped for estimation. This 
corroborates our earlier work which found that the sensitivity of the esti,mates  rises with 
the complexities of non linear estimation. For a linear system like LES the results were 
indifferent to the equation dropped. 
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TABLE 5: PARAMETER ESTIMATES FOR ALL INDIA RNLPS

e1 stands for no. of kids. e2 stands for no. of adult males e3 stands for no. of adult females.
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TABLE 6a: OPTIMAL COMMODITY TAX RATES
(REVENUE = 18 %)

The first row for each state is for inequality aversion parameter = 0.01; the second row is
for inequality aversion parameter =5.0
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TABLE 6b: OPTIMAL COMMODITY TAX RATES
(REVENUE = 30 %)

The first row for each state is for inequality aversion parameter = 0.01; the second row is
for inequality aversion parameter =5.0
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TABLE 7a: MEASUREMENT OF INEQUALITY:VALUES OF T/E
(REVENUE = 18%)

inequality aversion parameter = 0.01        inequality aversion parameter=5.0

Household 1 refers to the household with the lowest income in the sample
Household 2 refers to the household with half the average income in the sample
Household 1 refers to the household with the average income in the sample
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TABLE 7b: MEASUREMENT OF INEQUALITY:VALUES OF T/E 
(REVENUE = 30%)

inequality aversion parameter = 0.01        inequality aversion parameter=5.0

Household 1 refers to the household with the lowest income in the sample
Household 2 refers to the household with half the average income in the sample
Household 1 refers to the household with the average income in the sample
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THE PATTERNS OF SUBCONTRACTINGARRANGEMENTS
IN THE MALAYSIAN AUTOMOBILE INDUSTRY*
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University of Malaya
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ABSTRACT

This paper presents empirical insights into the patterns of subcontracting arrangements and 
management in the Malaysian automobile industry. Despite a small sample size, the empirical 
results contribute some knowledge to the subcontracting-related patterns. This study found 
that two out of four proposals were consistent with the Japanese, but the results still show 
some distinctive patterns. Although outsourcing is a common practice among the three auto 
makers under investigation, its patterns are different from the Japanese average: the level 
of outsourcing was much higher for the production of commercial vehicles than passenger 
cars; and for functional parts than the general parts. Moreover, multi-sourcing instead of 
single sourcing as in the Japanese for most auto parts was adopted by the national auto 
makers. It is also agreeable that a mixed combination of market, hierarchy, and social capital 
factors were hand-in-hand responsible for managing and binding the auto maker-supplier 
relationship, but the absence of a full-fledged hierarchical configuration and distinct job
specialisation has contributed to a less efficient management system in the subcontracting
which would hinder the ability of the national auto makers to compete in the global market. 
Further research should give attention to global sourcing, subcontracting in services, and 
subcontracting in non-national auto makers.    

I. INTRODUCTION

The automobile industry as one of the 
identified projects under the heavy
industrial policy was given major thrust by 
the Malaysian government to upgrade local 
capabilities in manufacturing auto parts and 
components, particularly through small and 
medium enterprises (UNIDO 1991). As an 
effort to upgrade local capability in auto parts 
making, the Government has encouraged 
auto makers to develop their subcontracting 
arrangements locally. In this connection, 
the first Vendor Development Programme

through the Proton Component Scheme was 
introduced by the Government in 1988. A 
similar programme was also adopted by the 
second national company, i.e.  Perusahaan 
Otomobil Kedua  Sdn.  Bhd.  (PERODUA) in 
the 1990s. The objective of this Programme 
is to prepare the local small and medium 
enterprises to be suppliers of intermediate 
and capital goods and supporting services to 
auto makers and assemblers (Ungku Ahmad 
and Abdul Majid 1998). 

Despite a growing number of the literature on 
the Malaysian automobile industry, studies 

* Some parts of this paper were drawn from the author’s PhD thesis entitled “Entrepreneurship, 
Economic Organisation and the Automobile Industry: A Study of the Asian Model and Malaysian 
Experience”, University of Malaya, Kuala Lumpur, Malaysia, 2004. The author is, nonetheless, 
very grateful to an unknown referee for the valuable comments leading to the completion of this 
final draft. 
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on the subcontracting arrangements across 
the national auto makers are non existent.1 
For examples, a study by Anazawa (1997) 
is confined to technology transfer in the
first national car project, PROTON. Abbott
(2003) examines the automobile industry 
in Thailand, Indonesia and Malaysia with a 
focus on auto production and the auto parts 
industry. Abdulsomad (2003) compares the 
Thai with the Malaysian auto parts industry, 
but his special attention is on technological 
capabilities of suppliers. A study by Simpson 
et al. (1997) is even narrower because they 
focus only on the JIT system in the Proton 
factory. Recognizing the deficiency of the
past studies, this paper aims to expound 
on subcontracting arrangements and 
management in the Malaysian automobile 
industry. Specifically, this paper presents
empirical insights into the patterns of 
outsourcing, subcontracting configuration,
job specialisation and subcontracting 
management in the three national auto 
makers.   

II. LITERATURE REVIEW

The automobile industry as observed by 
Corswant and Fredriksson (2002) has 
moved towards more global operations and 
experienced an increasing commitment to 
outsourcing activities. Global auto makers 
have, over the last five years, increasingly
passed their responsibilities of research, 
design, development, testing, validation and 
integration to their suppliers (Singh et al. 
2004). Asanuma (1992) believes that auto 
maker-supplier networks have developed 
over time and now become one of the major 
factors underlying the competitiveness 
of the Japanese automobile industry. 
Sheard (1983) argues that the rapid growth 

(several folds) in the Japanese automobile 
industry during the post-1945 period has 
substantially been attributed to a massive 
innovation at the level of individual firms
and their production systems, among others, 
through the rationalisation of subcontracting 
arrangements.  This part provides more 
room for discussion on the Japanese 
subcontracting arrangement model due to its 
outstanding performance and popularity.   

Subcontracting Arrangements
  
Watanabe (1971) defines subcontracting
as an arrangement between a parent firm,
enterprise, or company and independent 
firm(s) or sub-contractor(s) in which the
parent firm requests the independent firm(s)
to undertake the whole or part of an order it 
has received instead of undertaking the task 
by itself, while taking full responsibility for 
the work against the original customers.

A subcontracting arrangement between auto 
makers and suppliers is a prerequisite for 
survival and success in an open market. As a 
complex and sophisticated industry, an auto 
maker would not be able to work alone but 
have to collaborate more intimately with its 
parts suppliers. In this context, Rawlinson 
(1991) reveals that the automobile 
manufacturing industry involves a complex 
set of parts making, system-component 
assembly and the annexation of different 
bundles of technology.  In fact, an automobile 
comprises 1500 basic parts (Sheard 1983) or 
10,000 to 20,000 individual parts (Smitka 
1991); but it goes to over 20,000 (Wada 
1994) and 20,000-30,000 (Yoshimatsu 
1999) parts, contingent upon the complexity 
and sophistication of the vehicle and the 
method of counting, each of which has to 
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meet a standard precision and quality set 
for market demand, weather and durability 
(Ueno and Muto 1980). 

Auto makers also need to resort to 
subcontracting because by this move they 
could focus on their core competency 
(Venkatesan 1992), improve return on a 
smaller amount of capital investment (Quinn 
and Hilmer 1994), export some of their 
business risk and product development costs 
to smaller firms (Jarillo 1988, Nassimbeni
1998), and gain economies of scale and 
economies of scope (Nassimbeni 1998).  
In other words, by outsourcing certain 
parts from suppliers, auto makers could 
focus on certain activities in which they 
are competent with (Venkatesan 1992); and 
hence gain various competitive advantages 
in the market. Yokokura (1988) argues that 
by outsourcing, parent firms would avoid
from too much resource concentration in 
their own plants for in-house manufacturing. 
Using specialised technology, know-how 
and production facilities of suppliers would 
enable the auto makers to obtain a stable 
supply of purchased parts at necessary 
quality, timing and quantity. The suppliers, 
in turn, get a stable market demand and, to 
some extent, obtain technical and managerial 
support from auto makers; hence they are 
ready to respond promptly to expected 
quality and precision, timeliness and price.
Nonetheless, instead of adopting an in-
house production approach for standardised 
products as normally found in the West, the 
Japanese automobile firms tend to buy, rather
than to make auto parts and components in-
house, particularly prior to the economic 
downturn in the early 1980s (Asanuma 
1992). Under a long-term contracting 
agreement, a particular Japanese auto maker 
inclines to outsource parts from external 

suppliers (Tabeta 1995, Tabeta and Shahidur 
1996).  Following Best (1990), Japanese 
auto makers, as an average, manufacture 
30 per cent parts in-house compared with 
about 50 per cent by the average U.S auto 
makers.  Smitka (1991) found that the value 
of outsourcing in the Japanese automobile 
industry accounted for 70 per cent of the 
total manufacturing costs.  

Large Japanese auto makers turn to suppliers 
for design and component making; and 
they rely on single sourcing for each auto 
component (Richardson 1993). Single 
sourcing in the Japanese subcontracting 
has enabled the auto makers to use a small 
number of first-tier suppliers to manage the
less critical parts production by second-
tier suppliers (Simpson et al. 1997).   The 
increasing trend in outsourcing and the 
inter-dependency of the large auto makers 
are probably best described by a manager 
(administration staff) of the Purchasing 
Administration Department in Toyota Motor 
Corporation Headquarters as follows: 

“When we started making motor 
vehicles ......... had to make many 
components in-house. But ..... after 
the 1960s, we began to rely on our 
suppliers  ̓ ability to design and 
produce automotive components 
for us ....... We make only engines, 
transmissions and some other 
important components.” (Nishiguchi 
1994: 118).

Japanese auto makers organise their 
network with suppliers into a hierarchical 
configuration (Tabeta 1995), or a pyramidal
structure (Yokokura 1988, Asanuma 
1992). As shown in Figure 1, suppliers are 
normally organised into three tiers (layers), 
i.e. the first-, the second- and the third-tier
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suppliers, based on their functions and the 
type of products produced (Smitka 1991, 
Tabeta and Shahidur 1996). The total 
number of suppliers for each tier of the 11 
auto makers in Japan differs from one to 
another; it ranges from 2 to 300 suppliers 
per core auto maker for the first-tier, 50-
200 suppliers for the second-tier and 0-10 
suppliers for the third- and lower-tier. The 
total number of suppliers for the respective 
tier of the whole automobile industry is 
1,200, 8,000 and 40,000 firms respectively
(see Figure 1).

Figure 1: The Structure of Japanese 
Auto Subcontracting Arrangements

Note: -  Primary Suppliers: Direct  
Suppliers,   2-300 per core-firm, or
1200 in the   industry

 - Secondary Suppliers: 50-200 per  
primary supplier, or 8,000 in the  
industry

 - Tertiary & Lower-Level Suppliers: 
0- 10 per second-tier supplier, or 
40,000 in the industry

Source: Smitka 1991, Figure 1.1, p. 15 
(adapted).

There are two types of suppliers in a 
particular auto maker group, i.e. the affiliated

and independent suppliers. In many cases, 
a particular auto maker is the primary 
shareholders of its affiliated suppliers which
produce critical or functional parts, such as 
engine, transmissions, steering and clutch 
components (Tabeta 1995). Due to historical 
and institutional factors, only a few numbers 
of firms do not belong to any automobile
group (Sheard 1983); about 25 per cent 
of the 1,200 primary suppliers of 11 auto 
makers combined are independent suppliers 
(Smitka 1991). Independent suppliers come 
in when the industrial activities are less 
attracted for an auto maker to keep the 
supplier firms in a group. These activities
include the supply of raw materials and 
the mass production of standard or general 
parts.  However, for established independent 
firms, such as Nippon Denso and Mitsubishi
Electric, there is little assistance that can be 
furnished by the auto makers since they can 
take care of themselves (Asanuma 1992).

Job specialisation within the subcontracting 
arrangement of any one Japanese auto 
maker also has a special pattern. Each party 
manufactures a narrow range of products, or 
undertakes a limited number of production 
processes. Auto makers tend to focus on the 
final assembly of automobiles, whilst the
suppliers specialise in  the  manufacturing  
of  parts,   or  in  the  assembly  of  sub-
components which is later assembled into 
the final assembly of automobiles at the auto
makerʼs plants. 

Typically the first-tier suppliers do a more
specialised job (for instance the sub-assembly 
of parts produced in-house or by  lower-
tier suppliers) or produce functional parts 
(e.g. engine and transmissions, electrical 
components and steering sub-assemblies). 
Meanwhile, the lower-tier suppliers perform 
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a more standardised job or produce general 
parts (such as tyres, bearing, or electrical 
wiring) just to support their upper-tier 
counterparts (Inaba and Tabeta 1995, Tabeta 
and Shahidur 1996). 

Subcontracting Management

Smitka (1991) asserts that the Japanese 
subcontracting is not coordinated or managed 
by market or hierarchy because it depends not 
only on contracts or prices as in the markets 
and hierarchical fiat (rules or legitimate
authority) as in the hierarchies (Bradach and 
Eccles 1989), but also on social capital, such 
as goodwill and benevolence (Nishiguchi 
1994) and trust (Smitka 1991, Asanuma 
1992). As some legal aspects of contracts 
are difficult to enforce, trustworthiness
becomes an important media to manage 
interdependency between auto makers and 
suppliers. Due to high sophistication of the 
automobile products and its technology 
secrets, auto makers are ready to deal with 
could-be-trusted suppliers only. Mutual trust 
also would provide a solid bridge between 
customers (auto makers) and suppliers 
(Seetharaman et al. 2004) and encourage 
suppliers to continuously improve their 
manufacturing processes and product design 
(Asanuma 1992).

Contract is one of the features of a market 
mechanism adopted by the Japanese, but 
with less formal than the market itself. A 
particular contract provides some flexibility
to the suppliers by giving different time 
frames for different items: i.e. the position 
and obligation of each party in the relation; 
the standard duration of contracted auto 
parts; and the allowable interval for price 
adjustments. A basic contract stating the 
general obligation of each side of contracting 

parties takes force for one year only. 
Nonetheless, the contract is automatically 
renewed, unless there is any objection from 
either side (Asanuma 1992). 

Other managerial instruments binding 
network relations between auto makers 
and suppliers are their mutual commitment 
to price, quality and delivery of auto parts. 
Price bidding mechanism in Japan is rather 
different from that of the United States. 
Instead of comparing the final unit price as
in the latter, the focus of comparison of the 
Japanese auto makers is based on detailed 
cost decomposition of certain auto parts 
among suppliers (Smitka 1991). Given 
some adjustments for parts improvement 
via manufacturing efficiency, the suppliers
are expected to bid lower price than the 
previous one (Asanuma 1992). A price 
adjustment is allowable only for certain 
specialised auto parts which may change 
regularly as a result of technological changes 
in design, quality and specification. Material
costs, purchases of parts and process from 
secondary suppliers, direct manufacturing 
costs, tooling costs and gross margin 
(overhead plus a profit margin) are among
cost components allowable for adjustment 
during the subsequent bids (Smitka 1991). 
Nonetheless, increases in labour and energy 
costs are not permitted to be passed on the 
auto makers by means of higher contract 
prices (Inaba and Tabeta 1995).

Grading system makes the Japanese 
production chain attain its full potential. 
Grade A, B, C, D and E conferred by auto 
makers which are evaluated based on product 
quality, price, delivery, engineering and 
other indicators (Nishiguchi 1994) compel 
the suppliers to work hard to improve 
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their manufacturing process and quality 
management. Those who are conferred 
with higher grades would be promising in 
the coming selection process of suppliers. 
Those who achieve poor grades have to 
work harder; otherwise they would be 
squeezed out after an allowable rationalised 
period is given, or they would be pushed 
down as lower-tier suppliers supplying parts 
to higher-tier counterparts. 

Delivery commitment undertaken under the 
Just-in-Time (JIT) system is rather strict. 
It requires suppliers to frequently deliver 
contracted parts in small batches to their 
core auto makers. Therefore, it becomes 
common for suppliers who channel a 
large portion of their output and supply 
bulky components (such as doors, seats 
and dashboards) to locate within a two-
mile radius of their affiliated auto makerʼs
assembly plants (Young 1992). This cluster 
has tremendously reduced the costs of 
keeping inventories among auto makers 
since the delivery of certain parts could even 
be made hourly (Sheard 1983). 

III. RESEARCH  
       METHODOLOGY 

The Japanese model of subcontracting was 
used as the basis for comparison with the 
Malaysian auto makers under investigation 
due to the fact that Japanese multinational 
corporations have played a dominant role 
in the Malaysian automobile projects 
since 1983. In line with the literature, four 
proposals are outlined in Table 1 in which 
this study would then try to falsify with the 
empirical results (as adopted by Correa and 
Miranda 1998).

Table 1: Proposals pertinent to the patterns 
of auto subcontracting arrangements 

P1 Outsourcing is a common  practice 
among auto makers

P2 Auto makers organise their suppliers 
into a hierarchical configuration

P3 There is a job specialisation between 
auto makers and suppliers

P4 Subcontracting is managed by a com-
bination element of market, hierarchy 
and social capital

Note:  These proposals are made following 
Corswant and Fredriksson (2002).

The empirical investigation of this paper 
is based upon a self-report method which 
involved three phases of data collection. 
First, audio-taped interviews with the middle 
managers of the three auto makers were 
conducted to have a better understanding 
of the Malaysian automobile industry 
and their subcontracting arrangements. 
These interviews were held only after an 
appointment with each auto maker was 
made a few weeks earlier.2  

Second, after getting another permission 
from the auto makers, a set of close and 
open-ended questionnaire was passed 
on to respective departments (such 
as purchasing, supplier sourcing and 
technology departments) of each individual 
auto maker. This questionnaire was divided 
into four sections. Section A examined the 
company profile, including plant location,
number of years in operation, legal status 
of the company, and equity structure of 
the company. Section B, Section C and 
Section D investigated issues pertinent 
to the companyʼs activities, auto parts 
production and sourcing, and subcontracting 
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management respectively. Given the diverse 
nature of the questions which could be 
answered only by different departments, a 
series of follow-up was made and it took 
nearly two months before the completed 
questionnaires were ready for collection. 

Lastly, another series of follow-up through 
phone calls was made when some written 
responses in the questionnaires need 
further clarification. Due to the request for
confidentiality, the company names of the
three auto makers are not revealed throughout 
this paper. For analytical purposes, these 
firms are consistently referred to Automaker
A, Automaker B and Automaker C in 
accordance with their relative contributions 
to the Malaysian automobile production 
and market share. This method of company 
reference was also employed by Correa 
and Miranda (1998) as well as Schmitz and 
Platts (2003).  

In order to make comparisons with the 
Japanese model, the three auto makers were 
given the same questionnaire with a set 
of questions or variables pertinent to the 
subcontracting derived from the Japanese 
subcontracting literature. Important themes 
mentioned in the literature related to the four 
proposals (as in Table 1) were developed 
into questions. First step of the analysis was 
to explore the patterns of subcontracting of 
each auto maker; and the next step was to 
make overall comparisons with the Japanese 
model.  

These three auto makers would be able to 
represent the patterns of subcontracting 
arrangements of the national automobile 
project of Malaysia because of several 
reasons. First, the governmentʼs (the 
prime mover) attention on these three auto 
makers was relatively high. Second, the 
majority shares of all the three auto makers 

were owned by Malaysian investors. 
Third, Bumiputera3 shares (individual and 
institutional, particularly government-
sponsored institutions, such as HICOM, 
Khazanah Holdings and Permodalan 
Nasional Berhad) were also significant in all
the auto makers. Fourth, their management 
was controlled by Malaysians. Lastly, these 
three auto makers accounted for 76.7 per 
cent of the total auto production in Malaysia 
(Rosli 2006).

IV. RESULTS AND DISCUSSION
 
Two auto makers have been incorporated 
and involved in the automobile industry 
for more than ten years. The other one has 
been incorporated for more than ten years, 
but in operation for less than ten years. Two 
auto makers produce either passenger cars 
or commercial vehicles, whilst the other one 
produces both passenger and commercial 
vehicles. Irrespective of the auto maker 
companies, their production is mostly 
catered for the local market.

As expected, the empirical results are 
consistent with Proposal P1 that outsourcing 
is a common practice among the three auto 
makers. The level of outsourcing is, however, 
different from one auto maker to another. 
Automaker B was must less dependent on 
outsourcing for producing passenger cars; 
but much more for producing commercial 
vehicles; whereas Automaker C was almost 
completely contingent upon outsourcing to 
produce its commercial vehicles (Table 2).

Compared to the Japanese, three different 
patterns could be observed from the empirical 
results. First, the dependency of the national 
auto makers on outsourcing is very obvious 
in the production of commercial vehicles and 
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much less in passenger cars (as in Table 2). 
This pattern is not surprising  since  the  focus  
of  the  national  automobile  industry  has  
been  more  on  the production of passenger 
cars to meeting the increasing demand of 
local consumers. In 2003,  passenger cars 
accounted for 76.6 per cent of  424,107 units 
of auto production (Rosli, 2006). Therefore 
supported by the favourable amount of 

demand, efforts were made by Automaker B 
to produce more parts in-house. 

Second, the dependency of Automaker A and 
Automaker B on outsourcing from import 
sources was substantial which is not found 
in the literature on the Japanese domestic 

automobile industry. Lastly, instead of 
resorting to single sourcing as the Japanese, 
the auto makers undertook multiple sourcing 
for the same category of parts from a number 
of suppliers. This finding is consistent with
Simpson et al. (1997) that the national auto 
maker (Proton) had to do dual sourcing for 
most parts and components as a result of the 
lack of reliability on local suppliers.  

Further investigation into auto parts 
outsourcing alone reveals another interesting 
pattern which is also not found in the 
Japanese literature. As displayed in Table 
3, the patterns of auto parts outsourcing 
for electrical and electronics parts are 
similar for the three auto makers in which 

Variants  Automaker A Automaker B Automaker C
Passenger Commercial Commercial 

In-house making n.d 75 20   1
Outsourcing n.d 25 80 99

 (5 L, 20 M)    (5 L, 75 M)   (25 L, 74 M)

    Total costs n.d          100.0            100.0 100.0

Note: n.d – no data are provided; L - local sourcing; M - import. Source: Based on the survey data.

Table 2: Total costs of auto parts by sources and companies (per cent)

Table 3:  Auto parts outsourcing for the three auto makers (per cent)

Variants

Companies 
Automaker A Automaker B Automaker C

Passenger Passenger Commercial Commercial
L M L M L M L M

Body              > 90 < 10 80 20 0 100 0 100
Engine & Emission     < 30 > 70 10 90 0 100 0 100
Chassis & Brake > 70 < 30 10 90 0 100 20 80
Transmission, Steering & Clutch < 30 > 70 10 90 0 100 10 90
Electrical & Electronics    > 95 < 5 100 0 100 0 90 10
General Parts         50 50 80 20 80 20 50 50
Note: - L - local outsourcing; M - import.
 - The figures indicate the percentage value of outsourcing to total purchases of auto parts.

- Total figures per auto parts per vehicle utility of each auto maker are 100 per cent.
Source: Based on the survey data.
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they outsourced this functional parts from 
local suppliers. This pattern is unsurprising 
since there are many large, established 
multinational corporations operating and 
producing this type of parts in Malaysia, 
particularly in Penang, Kuala Lumpur and 
Selangor. Local outsourcing for general 
parts for all the auto makers and body parts 
(except for producing commercial vehicles) 
is also substantial because this type of 
parts is less capital intensive and able to be 
produced by local suppliers. 

In contrast, all the auto makers outsourced 
a remarkable amount of functional parts, 
namely engine and emission, transmission, 
steering and clutch, as well as chassis and 
brake (except for Automaker A) from import 
sources, primarily from Japan. According to 
MITI (1999), the tendency to import higher 
value-added (surely higher prices) functional 
parts has pushed down the average net local 
content of auto production from as low as 
11.1 per cent for commercial vehicles and as 
high as 47.5 per cent for passenger vehicles.  
MITI (1997) reported that the import value 
of completely-knocked-down (CKD) kits 
(mostly imported from principal auto makers 
in the home countries) in 1996 was 13.1 per 
cent of the overall import value of automobile 
products (excluding motorcycles). Among 
other imported individual auto parts in 
engine were rocker arm, cylinder head, 
delivery pipe, connecting rod, thermostat, 
insulator, valve, piston ring and o-ring, 
exhaust manifold cover, connecting bearing, 
injector and drain bolt (MITI 1997). This 
pattern of outsourcing occurs as a result of 
the lack of technology and expertise among 
the domestic suppliers to produce functional 
parts locally, while the foreign companies 
are reluctant to transfer technology to their 
local counterparts (Rosli 2004).

There is no clear evidence that the three 
auto makers organised their suppliers into 
a hierarchical configuration as found in the
Japanese. In other words, Proposal 2 cannot 
be confirmed because a special pattern of
relationship between auto makers and their 
suppliers as in the Japanese subcontracting 
was not established. It was found that 
Automaker C which hardly depended on 
local auto parts had no initiatives to organise 
its suppliers hierarchically. In contrast, 
Automaker A had an effort to organise its 
suppliers into a multi-tier system, but it 
considerably failed to do so because the 
number of suppliers in Malaysia is rather 
small. Compared to the Japanese which 
has many thousand numbers of suppliers, 
Malaysia has 350 suppliers only (MIDA 
2004). 

Therefore the relationship between 
Automaker A with its suppliers was rather 
shallow as it merely involved two tiers 
against at least three tiers in the Japanese 
sub-contracting. Automaker B also faced 
similar problems which made it difficult to
organise its own suppliers into pyramidal 
configuration. In fact, most of the same
suppliers supplied the same auto parts 
to several auto makers and assemblers 
operating in Malaysia (see Proton Vendorʼs 
Directory 2005) in order to gain economies 
of scale. It makes the matter even worse 
when a large proportion of functional auto 
parts have to be outsourced from foreign 
suppliers abroad. 

The results also provide no support to 
Proposal 3 that there is a job specialisation 
between auto makers and suppliers. 
The absence of a large number of local 
suppliers and adequate local technologies 
did affect the overall performance of the 
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subcontracting arrangements in Malaysia. 
Detailing out core manufacturing activities 
of the three auto makers, it shows that all the 
auto makers had to perform all the jobs, i.e. 
they did final assembly of automobiles and
sub-assembly of auto parts and components 
as well as manufactured individual auto 
parts in-house (based on the survey data). 

In respect with individual auto parts, 
Automaker A made door, hood, fender and 
front deck; Automaker B manufactured 
hood, back door, under body, fender, intake 
manifold, exhaust manifold, camshaft, 
cylinder block, cylinder head, flywheel
and chassis frame; and Automaker C made 
partitions, reinforcement bars, power 
steering and cooling tubes (based on the 
survey data). This shows that Automaker B 
tended to make auto parts in-house compared 
with Automakers A and C.

The involvement of the auto makers in all 
activities should not be a case in a complex 
industry, such as the automobiles; but it has 
to be so due to a weak structure of the overall 
industry. In other words, the auto makers 
cannot depend substantially on or outsource 
from a small number of suppliers with little 
capability to undertake more important jobs 
in auto making. Another problem with the 
local suppliers is that they tend to focus on 
the production of individual auto parts and 
not on auto components or sub-assembly of 
auto parts. Worse still, when basic materials, 
such as plastics, and iron and steel have to 
be substantially imported from Japan, with 
growing trade deficits over the years (Tham
1997).  

Patterns of Subcontracting 
Management

Concomitant with Proposal 4, the auto 
makers agreed that market, hierarchy, and 
social capital factors were hand-in-hand 

responsible for managing and maintaining 
their relationship with suppliers. Table 
4 displays the details of the managerial 
mechanism of sub-contracting among the 
three auto makers. As a complex industry, 
an intimate relationship between the auto 
makers and their suppliers is needed and 
tied-up by various factors; thus as expected 
almost all the auto makers strongly agreed 
that factors, such as contracts, price and 
quality assurance, Just-in-Time (JIT) 
system, authority, and trust bound them 
together. This is especially true for the auto 
makers which have been long in the industry, 
primarily Automaker A and Automaker B.

Comparing the three auto makers, Automaker 
B was more particular about dealings with 
its suppliers when it detailed out its legal 
contracts to cover all items listed in Table 
4 (Item 2). Automaker A specified only
certain items, such as price of parts, quantity 
of parts supplied, quality of parts, delivery 
of parts and penalty for parts defects in its 
legal contracts; whilst Automaker C set  the 
items, such as price of parts, quantity of 
parts supplied, quality of parts, delivery of 
parts and suppliers  ̓ obligation in its legal 
contracts. 

As displayed in Table 4, Automaker B 
and C allowed their suppliers to adjust 
prices of functional and general parts in 
the future bidding due to unavoidable 
factors. Automaker B allowed its suppliers 
to adjust several price or cost items, such 
as material and tooling costs as well as 
direct manufacturing costs (e.g. energy and 
labour costs); and Automaker C allowed 
adjustments for material and tooling costs 
and the costs for buying products from 
other suppliers. Furthermore, all the auto 
makers provided room for their suppliers to 
rectify any default in parts supply (quality, 
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Table 4:  Managerial features of the subcontracting for the three auto makers
No. Variants Companies

Automaker A Automaker B Automaker C

1. Levels of strength of the following factors in 
managing and binding the subcontracting

Contracts (legal) Very strong Strong Strong
Price & Quality Assurance Strong Strong Very strong
Just-in-Time Strong Strong Very weak

Rules and regulation (authority) Strong Strong Strong
Trust (based on suppliers’s track 
records) Weak Strong Strong

2. Specified items in legal contracts
Price of parts Yes Yes Yes
Quantity parts supplied Yes Yes Yes
Quality of parts Yes Yes Yes
Delivery of parts Yes Yes Yes
Bonus for on-time delivery of parts No Yes No
Penalty for late delivery of parts No Yes No

Penalty for parts defects Yes Yes No

Supplier’s obligation with auto makers No Yes Yes

3. Allowing for price adjustments in the future 
bidding due to unavoidable factors

Functional auto parts n.d Yes Yes
General auto parts n.d Yes Yes

4. Types of price/cost items allowed for 
adjustments

Materials n.d Yes Yes

Tooling costs n.d Yes Yes
Gross margin (overhead + a profit 
margin) n.d No No

Direct manufacturing costs (e.g. energy, 
labour) n.d Yes No

Costs of purchased auto parts from other 
suppliers n.d No Yes

5. Grading system to grade suppliers in
Price of parts No Yes No
Quality of parts Yes Yes Yes
Engineering/system Yes Yes No
Precision (accurate specification) No Yes No
Delivery time Yes Yes Yes

6. Delivery frequencies for parts
Body              Hourly Weekly Weekly
Engine & emission     Hourly n.d Weekly
Chassis & brake Daily Monthly Weekly
Transmission, steering & clutch Daily Monthly Weekly
Electrical & electronics                 Daily Monthly Weekly
General parts         Daily Weekly Weekly

Note: n.d - no data.
Source: Based on the survey data.
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quantity and delivery time); their suppliers 
were given an adjustment period, sent 
technical expertise and provided advisory or 
consultancy services (based on researcherʼs 
interviews).

Grading system was also adopted by the 
three auto makers. Automaker A graded 
its suppliers based on quality, engineering 
or system, and delivery time of parts; 
Automaker B on price, quality, engineering 
or system, precision (accurate specification),
and delivery time of parts; and Automaker 
C on quality and delivery time of parts 
(Table 4). This shows that the auto makers 
are concerned with the quality management 
undertaken by their suppliers. 

A strict JIT system was adopted by 
Automaker A and Automaker B. As shown in 
Table 4, Automaker A̓ s delivery frequencies 
for body and engine and emission parts 
were hourly; but daily for chassis and brake, 
transmission, steering and clutch, electrical 
and electronics and general parts. For 
Automaker B, its delivery frequencies for 
body and general parts were weekly, and 
for chassis and brake, transmission, steering 
and clutch, and electrical and electronics 
parts were monthly. Although Automaker 
C did not employ a JIT system, all of auto 
parts deliveries were made every weekly. 

Auto parts deliveries for Automaker A 
were more frequent than Automaker B 
and Automaker C. This pattern may be 
attributable to the higher consumer demand 
for its output and smaller amount of 
inventories it kept than Automaker B and 
Automaker C. Nevertheless, Simpson et al. 
(1997) argues that the full implementation of 
JIT system is quite impossible to materialise 
in the Malaysian automobile industry due to 
inconsistent quality and late delivery of auto 
parts, unpredictable parts supply, frequent 
machine breakdowns, and less flexible

workforce. Consequently, the national auto 
makers have no choice but to keep large 
inventories on their shelves.

V. CONCLUDING REMARKS

Although it is quite unfair to compare the 
Malaysian subcontracting (which is just 
developed for less than two decades) with 
the Japanese (which has been developed 
since 1950), this study provides several 
useful insights into the subcontracting 
arrangements and management of the 
national auto makers. First, it was found that 
outsourcing is a common practice among 
the three auto makers, but its patterns are 
different from the Japanese. While it is 
unseen that outsourcing is distinguished by 
the types of auto production and auto parts 
in the Japanese, the level of outsourcing in 
the Malaysian national automobile industry 
was much higher for the production of 
commercial vehicles than passenger cars 
and for functional parts than the general 
parts. Moreover, multi-sourcing instead of 
single sourcing as in the Japanese for most 
auto parts had to be adopted by the national 
auto makers due to the lack of reliability on 
local suppliers. 

Second, unlike the Japanese, the three 
auto makers were unable to organise their 
suppliers into a full-fledged hierarchical
configuration due to a small number of
local suppliers and a high dependency on 
imported auto parts. Third, as a result of 
the  poor structure of the subcontracting 
arrangements, job specialisation between 
the three auto makers and their suppliers 
could not reach its full potential. Instead 
of having distinctive job specialisation as 
in the Japanese, the three auto makers had 
to perform all the jobs, namely the final
assembly of automobiles, sub-assembly of 
auto parts and the manufactures of individual 
auto parts in-house. 
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Lastly, it is agreeable that a mixed 
combination of market, hierarchy, and 
social capital factors were hand-in-hand 
responsible for managing and maintaining 
the relationship between the three auto 
makers with their suppliers. Therefore, 
the Japanese managerial characteristics 
(contracts, price and quality insurance, JIT 
and authority), were a common practice 
among the auto makers since the national 
automobile projects have worked closely 
with the Japanese to establish and run the 
companies.  

Despite the case, some management 
implications could be drawn from the 
findings. The high dependency on
outsourcing from import sources and the 
absence of a full-fledged hierarchical
configuration and distinct job specialisation
would lead to inefficient management system
of the auto makers. The implementation of 
JIT system, for example, requires a tight 
synchronisation of and self-control all parts 
of production lines at the final assembly
plants which, in turn, demands an intimate 
cooperation between auto makers and 
their suppliers. Unfortunately, the failure 
to establish a full-fledged hierarchical
configuration and distinct job specialisation
as a result of the high dependency of the 
auto makers on suppliers overseas and 
the absence of adequate numbers of local 
suppliers is believed to have affected the 
overall efficiency of the subcontracting
management. 

Some other problems, such as inconsistent 
quality and late delivery of auto parts, 
unpredictable parts supply, frequent 
machine breakdowns, and less flexible
workforce were also found to be obstacles 
to the full implementation of JIT (Simpson 
et al. 1997). Should, this pattern remains 
unchanged in the near future, it would be 
impossible for the national auto makers 

to adopt a more advanced management 
system - a modular consortium system – to 
compete in the global market. This system 
is now increasingly adopted by the global 
auto makers and capable of managing the 
flow of goods and services from modular
(sub-assembly) suppliers to the customer 
or auto makers (see Jones 1990, Pires 
1998). However, before the auto makers 
could adopt this state-of-the-art system, the 
local suppliers must be flexible and able to
undertake more important production jobs.

Further research should be made to 
complement this study and enrich the 
knowledge in the subcontracting-related 
issues. With the increased costs in local 
auto parts production, future research 
should examine whether there would be 
any changing patterns in the subcontracting 
arrangements. Some pertinent questions 
are; would the Government be able to 
continuously shape the subcontracting 
patterns as in the recent period?; or would 
global sourcing be arisen among the national 
auto makers in the near future? 

Subcontracting patterns in services 
(processes, testing, design, research and 
development, contract sub-assembly) 
should also be examined, so that better 
picture of subcontracting could be perceived 
from different perspectives. Finally, instead 
of confining to the national auto makers,
future research should extent the study 
on subcontracting patterns among non-
national auto makers (foreign auto makers, 
particularly the Japanese) to answer the 
following questions: do they also outsource 
auto parts?; is there any tendency for them 
to outsource parts and components from 
import sources, particularly from their home 
countries?; and do they have initiatives to 
structure their suppliers and manage their 
subcontracting as in Japan?  
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End Notes
1  National auto makers refer to the automobile companies initiated by the Malaysian Government 

under the Heavy Industrial Policy. Following MIDA (2004), there were four national-status auto 
makers at present, namely PROTON, PERODUA, INOKOM, and MTB. They are joint-venture 
projects with foreign multinational companies due to the lack of local expertise and technology, but 
mostly controlled by the locals (particularly the Government) through a majority shareholding.

2  All the four national auto makers were contacted, but one turned down the request for interviews 
for its own reason.

3  The term Bumiputera denotes the ethnic Malays of Muslim religion and indigenous inhabitants of 
East and   West Malaysia.
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I. Introduction 

The dissemination of the Internet 
applications influences social, economic,
political and educational aspects of people 
all over the world. It has become obvious that 
neglecting of such influence will cause what
so called a digital divide. The differences 
between people concerning, not only the 
level of awareness of the Internet but also its 
various applications, will emerge as criteria 
for development and modernization. 

In spite of this, a review of the available 
literature regarding the Internet acceptance 
and usage within the educational setting 
revealed that most of the current literature 
concerning the Internet acceptance and 
usage in the educational sector is focused 
on developed countries context (Cheung 
& Huang, 2005; Reisslein et al., 2005; Lee 
et al., 2005; Matanda et al., 2004; Tsai et 
al., 2001; Schumacher & Martin, 2001). 
Therefore, there is a need to investigate 
and model the level of acceptance of the 
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ABSTRACT

The increasing use of information technology (IT) applications within universities context 
increases the importance of exploring cognitive and psychological factors that might 
influence successful introduction and usage of IT. Consideration of these factors including
students  ̓ intention to use IT is receiving a huge interest in recent literature to avoid what 
so called the technological disenfranchisement. Accordingly, the present study investigates 
certain attitudinal factors that may influence the studentsʼ (beneficiary) intentions to use
the Internet. The factors investigated in this study include perceived ease of use, perceived 
usefulness, trust, self-efficacy, and privacy. Accordingly, this study is an attempt to framework
these factors within the context of Jordanian universities as an example from a developing 
countries context where the scarce of the available literature is a major concern.  The findings
of this study emphasis the importance of perceived usefulness, user s̓ self-efficacy and privacy
as determinants for students  ̓intentions to use the Internet. Other factors including perceived 
ease of use and trust were excluded from the proposed framework due to their none significant
effect on students  ̓intentions to use the Internet.
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Internet within the educational setting of 
developing countries. The emerging trend 
towards introduction of IT applications 
including the Internet calls researchers of 
these countries to address the important 
factors that should be considered to achieve 
strategic and successful implementation of 
such applications. Towards investigation of 
these factors, a huge debate is going on and a 
great amount of research is being conducted 
in order to explore both technical and more 
recently socio-cultural aspects that may 
lead to technological disenfranchisement 
(Matanda et al, 2004; Schumacher & Martin, 
2001). Investigation of major constraints 
that force successful dissemination of the 
Internet use has become a major issue for 
concern especially within the context of 
developing economies (Cheung & Huang, 
2005; Matanda et al., 2004). As an example 
of this context, this paper will explore the 
Jordanian universities context.

In spite of the governmental initiatives in 
Jordan regarding to increase the use of IT 
applications within educational context, 
the Internet World Statistics∗ shows that 
the Internet penetration rates for Jordan is 
still very low (600,000 users as of Sept/05, 
11.4% penetration rate), which provides an 
indication regarding low level of awareness 
and concern of the Internet uses. The current 
study tries to investigate the reasons behind 
the low level of the Internet use in Jordan 
especially among universities students. In 
particular, this study will focus on cognitive 
and psychological more than technical 
factors as an attempt to develop a model 
or framework that identify and address the 
importance of certain factors including 
perceived ease of use, perceived usefulness, 
trust, self-efficacy and privacy. Then the
main objective of this study is to test the 

hypothesized model and to propose a model 
that has additional factors to the original 
Technology Acceptance Model (TAM) 
developed by Davis (1989).

The theoretical foundation is discussed 
in the following section followed by 
description of the methodological approach 
and data collection procedures. Analysis 
of data is made by using aspects of SPSS 
including factor analysis, descriptive 
analysis, correlation analysis and regression. 
Findings are then discussed in the light of 
the available studies and recommendations 
for strategy makers and future research are 
provided in the final section.

II. Theoretical Foundation

The theoretical foundation of this research 
paper is based on the current models of 
IT acceptance and considers differences 
between attitudes towards computers and 
the Internet due to the nature of the Internet 
applications (Tsai et al., 2001). Different 
versions of Technology Acceptance Model 
(TAM) in addition to recent publications 
concerning intentions to use the Internet 
technologies are used to formulate and 
underpin the development of an appropriate 
model that can explain variances concerning 
the intentions of university level students  ̓
towards the Internet. 

There are a number of studies concerning 
the utilization of the Internet in educational 
settings among students (Songan & Noor, 
1999; Applebee et al., 2000; Tsai et al., 
2001; Schumacher & Martin, 2001; Seyal 
et al., 2002; Matanda et al., 2004; Cheung 
& Huang, 2005; Reisslein et al., 2005; Lee 
et al., 2005). Applebee et al. (2000) in their 
investigation of the academic use of the 

*http://www.itu.internetworldstats.com/list2.htm
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Internet in Australian universities revealed 
that academic use of the Internet is a given 
fact and that university administrators 
must take the continued provision of this 
into consideration. The use of the Internet 
by academics, as they argue, can enhance 
their research, publication, professional 
contributions and communication with 
colleagues and students, locally and 
internationally, while also keeping in touch 
with administrative processes. One can 
argue that the same benefits can be achieved
for students who are the primary stakeholder 
in the educational system.

In addition, Cheung & Huang (2005) in 
their investigation of students  ̓ attitudes 
towards the Internet provide some 
justification for university investment in
the Internet technology. These antecedents 
include organizational factors, personal 
factors, individual perceptions and attitudes 
towards the Internet use. In addition, their 
exploratory study identifies some important
factors that may enhance the Internet use 
as an educational purpose. These include 
providing students with the necessary 
resources and facilities; developing more 
interesting and user-friendly software 
interfaces that can support group work 
activities; providing functions more suited 
to university study as part of their software 
packages and services; and enhancing their 
skills or decreasing the perceived complexity 
of the Internet use. According to Tsai et al. 
(2001) citizenʼs attitudes toward using and 
learning the Internet may determine the 
educational and economical development 
of the twenty first century. Accordingly,
students  ̓intentions to use the Internet may 
influence not only the delivery of education
but also the students  ̓future involvement in 
the Internet-related careers or activities.

However, Seyal et al. (2002) argues that 
the use of the Internet in academic settings 
in general is still a neglected area. In this 
regards, they argue that successful use of 
the Internet is largely dependent upon the 
userʼs behavior, which, in turn, affects their 
attitudes where users  ̓ adverse attitude can 
inhibit use. 

Various attempts have been made to 
cover this gap; Songan & Noor (1999) 
investigated the Internet utilization among 
students at an institution of higher learning 
in Malaysia and found that factors such 
as relative advantage, compatibility, 
complexity, importance and interactivity 
affect the use of the Internet. Schumacher 
& Martin (2001) also examined changes 
in computer experiences among incoming 
college students from 1989/1990 to 1997 
and revealed that students of 1997 had more 
computer experience than earlier students, 
and gender differences had diminished. More 
concern towards investigation of behavioral 
aspects is provided by Tsai et al. (2001) 
who developed the Internet Attitude Scale 
of 18 items, with four subscales including 
perceived usefulness, affection, perceived 
control, and behavior. Their study revealed 
that students of different gender and various 
Internet experiences did not show statistical 
differences on the perceptions toward the 
potential usefulness of the Internet subscale. 
However, male students tended to express 
more positive feeling lower anxiety, and 
higher confidence toward using the Internet
than female students. Students with more 
Internet experience showed similar positive 
attitudes as those with less experience.

Reisslein et al. (2005) conducted a large-scale 
evaluation study of the attitudes of students 
towards the Internet technology tools that 
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is used to deliver distance education. Their 
study revealed that the trend towards using 
web-steering technologies has become more 
widespread and appears poised to replace 
the delivery of education in general and 
the current tools for delivering of distance 
learning in particular. This indicates that 
the nature of interaction between students 
and their learning institutions is changing 
towards technology-oriented mechanism 
that is geared by recent applications of the 
Internet technologies. Therefore, the need 
for more research that investigates the 
factors that influence successful use of the
Internet is an essential element of the future 
education system. 

Lee et al. (2005) investigate students  ̓
acceptance of the Internet-based learning 
medium. Their study involves modification
of well-known Davisʼs technology 
acceptance model by integrating a 
motivational perspective into the model. 
The modified model captured both extrinsic
(perceived usefulness and ease of use) and 
intrinsic (perceived enjoyment) motivators 
for explaining students  ̓intention to use the 
Internet as a new learning medium. The study 
was based on an assumption that emphasis 
the importance of relationship between 
students attitudes and intentions towards the 
Internet on the one hand and the value of the 
Internet for teaching and learning processes. 
Their empirical study which involves 544 
undergraduate students revealed that both 
perceived usefulness (extrinsic factor) and 
perceived enjoyment (intrinsic factors) 
played a significant role in determining
students  ̓ attitudes and intentions to use 
the Internet as a learning medium. They 
also revealed that although perceived ease 
of use does not posit a significant direct
effect on attitudes towards the Internet, it 

can indirectly influence studentsʼ attitudes
by having significant relationships with
both perceived usefulness and perceived 
enjoyment. However, the factors that have 
been investigated in their study explained 
35% of the attitudes variances which 
indicates the existence of other important 
factors that needs to be addressed and 
investigated which provides a justification
and motivation for this study. 

Matanda et al. (2004) investigate certain 
demographic and psychological factors 
influencing the Internet use including
age, attitudes towards computers, gender, 
education and social isolation as potential 
predictors of the Internet usage. Their study 
revealed that Better-educated participants 
were more likely to use the Internet for 
communication. Additionally, men, the 
young, and the socially isolated participants 
used the Internet more for entertainment. 
Those with lower computer anxiety used the 
Internet for information searches. Overall, the 
results of their study suggest that computer 
anxiety and education may constrain the use 
of the Internet applications. 

III. Arab Region Context

Research studies conducted by International 
Telecommunication Union∗ indicate that the 
Internet penetration rate in Arab region is less 
than the half of the World rate (2.2%). Low 
penetration rate emphasizes the importance 
of investigating the factors that influence the
use of the Internet in Arab region. 

Wheeler (2004) emphasizes that empirical 
data on emerging information societies in 
the Arab region are a must if we are to more 
accurately assess technology driven change. 
In this direction, some Arab researchers (e.g. 

*http://www.itu.int/arabinternet2001/documents/pdf/t14.pdf
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Alsoudi & Adaieleh 2005, Alsmadi 2004, 
Khaddash 2004) explore this important area 
within the context of Arab countries.  
  
Alsoudi & Adaieleh (2005) examines how 
students use computers during their learning 
and studies using a sample of undergraduate 
students studying at the faculty of Humanities 
and Social Sciences in the University of 
Jordan and at Princess Rahmah University 
College in Albalqa University/Jordan during 
2003. Their study revealed that about half 
of the students own their computers, two-
thirds use computers, less than 5% use the 
computer and ICTs in the classroom. The 
low rate of computer and ICTs in classroom 
imposes a series concern and a set of actions 
to be undertaken to increase the rate of 
computer and ICTs use.  

Alsmadi (2004), in his investigation of 
possible factors that influence consumersʼ
attitudes towards online shopping behavior 
in Irbid, the second largest city in Jordan, 
revealed that most Jordanian consumers are 
likely to have enough knowledge and skills 
in using the computer and dealing with the 
Internet. A finding that indicates that ease of
use factor may not be of concern in the case 
of Jordanian context.

Khaddash (2004) in his empirical 
investigation of the importance of using IT in 
the higher education and in particular among 
accounting academics in the Jordanian 
universities revealed that IT has a major role 
in serving the higher education in general 
and in accounting education in particular. 
IT has a positive effect in term of making 
the education more accessible, enhancing 
the level of education and reducing the 
educational cost (Khaddash, 2004). 

Al-Khaldi & Wallace (1999) investigate the 
relationships between end-users  ̓ attitudes 
and PC utilization among knowledge 
workers in Saudi Arabia. They conclude that 
PC utilization is determined by individual 
attitudes, personal characteristics such as 
PC experience, and facilitating conditions 
such as PC access and social factors. They 
also compere these results with similar study 
conducted in Canada and revealed that as 
a result of some cultural differences some 
differences exist. 

However, there is still much to be done in 
order to facilitate and clearly understand 
the different aspects that may encourage or 
discourage the use of the Internet. As the 
scarcity of research is more demonstrated 
within the context of developing societies, 
this empirical study will be conducted 
in Jordanian context as an example from 
developing countries in general and middle 
east countries in particular. This study is 
expected to have useful implications within 
this context. 

IV. Research Model and 
      Hypotheses

An extension of well-known TAM (figure 1)
is suggested and evaluated in this study. This 
involves identification of five dimensions
including perceived ease of use, perceived 
usefulness, trust, self-efficacy and privacy.
Relationships between these dimensions 
and students  ̓ intentions to use the Internet 
is investigated as an attempt to provide a 
relationship model that can enhance decision 
makers as well as students to identify their 
potential focus as well as  their current 
deficiencies.
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Figure 1
Technology Acceptance Model

Towards a systematic investigation of the 
above dimensions and their impact on 
students  ̓ intentions to use the Internet the 
following research model was proposed (see 
figure 2).     

Figure 2 
Proposed Research Model

This model is an attempt to investigate 
cognitive variables (perceived ease of 
use and perceived usefulness) as well as 
psychological variables (trust, self-efficacy
and privacy). The selection of these 
dimensions is based on consideration of the 
available literature and the researchers  ̓belief 
concerning the importance of psychological 
factors within the Jordanian context. To 
test the above model and its reliability and 
ability to explain the variance of students  ̓
intentions to use the Internet, the following 
hypotheses were suggested:

H1: Perceived ease of use (PEU) has a 
significant direct effect on studentsʼ
intentions to use the Internet.

H2: Perceived usefulness (PU) has a 
significant direct effect on studentsʼ
intentions to use the Internet.

H3: Trust (TRU) has a significant direct
effect on students  ̓intentions to use the 
Internet. 

H4: Self-efficacy (SE) has a significant
direct effect on students  ̓intentions to 
use the Internet. 

H5: Privacy (PRI) has a significant direct
effect on students  ̓intentions to use the 
Internet.

The following section describes the 
methodological approach used to empirically 
test the above hypotheses.

V. Research Methodology

Using the literature in research methodology 
area, this research tends to be deductive 
because it starts from theories and current 
literature to explain and analyse the reality. 
The study is conducted to test and modify 
the current models concerning intentions 
to use the Internet in order to explain these 
intentions within a different context. This 
study is mainly a quantitative study, which is 
based on the use of a sample survey to explore 
and investigate the proposed hypotheses. 
The method involves the application of 
a standardized questionnaire to enable 
individuals to be placed on a dimension 
indicating there intentions towards a set 
of statements that are designed to measure 
certain factors. In particular, the research 
methodology was very similar to that used 
by earlier studies on TAM to maintain the 
continuity of the research efforts. 
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Data Collection Method & Plan

The questionnaire used for data collection 
consists of two parts (see the Appendix). 
Part A, consists of demographics variables. 
Part B of the instrument consists of the 
attitudinal part, which asks the respondents 
for 23 statements to measure the following 
intention domains: perceived ease of use, 
perceived usefulness adapted from Davis 
(1989), self-efficacy adapted from Loyd &
Loyd (1985), trust and privacy adapted from 
Cheung & Lee (2001) and Culnan (1999). In 
addition to the dependent variable (intention 

to use the Internet) adapted from Davis 
(1989). The scales for these constructs were 
adapted from prior studies, many of which 
have already established their reliability and 
validity.

These variables were addressed by using a 
self-assessment scale where intentions of 
respondents had been assessed on a five-point
differential scale from 1 (strongly disagree) 
to 5 (strongly agree). The questionnaire was 
originally prepared in English, and was later 
translated into Arabic (the native language 
of respondents) and following Craig 
and Douglasʼs (2000) methodology. The 
translated version of the questionnaire was 
shown to some specialists for arbitration to 
assure the face validity and the accuracy of 
translation.

Before conducting the study, it was important 
to understand how the variables were created. 
Table (1) below describes the operational 
definition for the variables together with a
label to enhance the analytical process and 
the direction of causality.

Table1
Definition of Variables

Variable
Direction of 

Causality
Label Description

perceived 
ease of use 

Independent PEU
Cognitive variable that describes students’ 
perceptions concerning the ease of the Internet 
use.

perceived 
usefulness 

Independent PU
Cognitive variable that describes students’ 
perceptions concerning the benefits that can be 
obtained from using the Internet. 

Trust Independent TRU
Psychological variable that measures the 
students’ level of the Internet confidence. 

self-efficacy Independent SEF
Psychological variable that measures the 
students’ self confidence to use or learn about 
the Internet.

privacy Independent PRI
Psychological variable that measures the 
perceived risk of submitting personal or 
private information over the Internet

Intention 
to use the 
Internet

Dependent ITU
The degree of intentions of using the Internet 
for present and future academic use. 



54

Sampling procedures

This study was undertaken via the method 
of a questionnaire that focused on each of 
the constructs as described in the previous 
section. The study involved a sufficient
number of participants to provide moderate 
statistical power for testing the hypotheses. 
Due to time and cost constraints, a 
convenience sample of students was 
selected from six Jordanian universities: 
three governmental universities (Mutah, 
Jordan and Yarmouk university), and three 
private universities (Alzaytoonah, Al-isra 
and Philadelphia university). Then 600 
questionnaires were distributed. The returned 
questionnaires were carefully examined for 
completeness. The total number of usable 
responses resulting from this process was 
555 (response rate was 93 %). 

Responses were coded based on the 
questionnaire items. The final data inputs
were loaded into a statistical package (SPSS 
10.0) which enables performing of an 
appropriate statistical analysis. 

VI. Analysis and Interpretation
      Instrument Validity and 
      Reliability 

In this study, the internal consistency 
reliability is measured by applying the 
Cronbachʼs alpha test to the individual 
scales and the overall measure as reported 
in Table (2). As the alpha values for all the 
constructs in our study were greater than the 
guideline of 70% as specified by Nunnaly
and Bernstein (1993), we concluded that the 
scales can be applied for the analysis with 
acceptable reliability.

Table 2

Cronbach’s Alpha for the Scales

Variable
No. of 
Cases

No. of 
Items

Alpha

Perceived Ease of 
Use  (PEU)

555 5 0.90

Perceived 
Usefulness  (PU)

555 5 0.88

Trust  (TRU) 555 3 0.75

Self-Efficacy (SE) 555 4 0.83

Privacy  (PRI) 555 3 0.78

Intention To Use 
(ITU)

555 3 0.84

Principal components analysis was used 
as an extraction method for confirmatory
factor analysis with Varimax rotation. An 
exploratory factor analysis conducted in 
this study found a 5-factor structure that 
accounted for 69.12 % of the total variance. 
Items intended to measure the same construct 
demonstrated markedly higher factor 
loadings (>.50) on a single component as 
represented in Table (3). The overall factor 
solution has an excellent loading pattern. All 
items loaded on their hypothesized factors. 
Hence, convergent and discriminant validity 
for all constructs is supported. 

Profile of Respondents:

Descriptive analysis was used to present a 
profile of the respondents. The results shown
in table (4) indicate that more than half of 
the respondents were males. The majority 
of respondents (91.0) were from bachelor 
degree; this may be due to the absence of 
graduate programs at private universities in 
comparison with governmental universities. 
The respondents were distributed to some 
extent between private and governmental 
universities. About half of the respondents 
enrolled in human studies and the other half 
in scientific studies.
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Table 3
Factor Analysis for Construct Validity

Measured Items
Factor Loading

PEU PU TRU PRI SE
Learning to use the Internet is easy for me. .750 .139 .266 .104 .038

I find the Internet to be flexible to interact with. .827 .135 .229 .014 .083
It is easy for me to become skillful at using the 
Internet. .799 .182 .196 .056 .010

I find the Internet easy to use. .818 .161 .165 .054 .087
My interaction with the Internet is clear and 
understandable. .746 .255 .264 .005 .090

Using the Internet would improve my studying 
performance. .129 .762 .172 .070 .067

Using the Internet would enable me to 
accomplish more quickly. .212 .794 .083 .081 .063

Using the Internet in my studying would increase 
my productivity. .122 .806 .138 .034 .144

Using the Internet would enhance my 
effectiveness on studying. .104 .819 .204 .054 .105

I would find the Internet useful in my studying. .273 .723 .130 -.037 .164

The Internet is secure environment to conduct 
business transactions. .013 .110 .005 .271 .722

The Internet is reliable to conduct business 
transactions. .077 .145 .097 .118 .854

The Internet websites are reliable places to 
exchange information. .117 .148 .140 .046 .777

I feel confident using the Internet/World-wide
web. .275 .164 .691 .160 .149

I feel confident using email. .252 .139 .820 -.012 .070
I feel confident using browsers (Internet
Explorer, Netscape). .223 .219 .731 .037 .037

I feel confident using search engines (i.e. Yahoo,
Excite ...). .274 .170 .738 .010 .064

Iʼm not concerned about finding my information
by others. .061 -.021 .140 .795 .070

Iʼm not concerned what others do with my 
information on the net. .007 .069 .016 .877 .133

Iʼm not concerned how others could use my 
information on the net. .091 .102 -.026 .779 .188

% of Explained Variance 34.008 12.313 9.990 6.613 6.203
Total variance explained = 69.12 
Extraction Method: Principal Component Analysis.   Rotation Method: Varimax with Kaiser 
Normalization. Rotation converged in 6 iterations.
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Table 4

Profile of Respondents
Frequency Percent

Gender Male 306 55.1
Female 249 44.9

Program Bachelor 505 91.0
Graduate 50 9.0

University 
Governmental 227 40.9
Private 328 59.1

Faculty
Human studies 233 42.0
Scientific
studies 322 58.0

Analysis of Data

We examined our model using multiple 
regression analysis, which allows 
researchers to analyze a set of independent 
and dependent variables. Multicollinearity 
was not a serious concern since the variance 
inflation factor (VIF), as showed in table 5,
for all independent variables was below the 
threshold of 10 (Neter & Kutner, 1990), and 

a tolerance value above .60, hence there is 
no evidence of multicollinearity among the 
independent variables (Hair et al. 1995). 
Also, the Durbin-Watson test statistic, 
as showed in table 5, was approximately 
2, indicating that the adjacent residuals 

are uncorrelated (Anderson et al., 1990). 
Furthermore, the normal probability plots 
of the standardized residuals showed no 
violation of normality.

Table 5
Model Summary

Model R R. 
Square

Adjusted Std. Error 
of the 
Estimate

Durbin-
Wasson

1 .587 .344 .339 .7234 1.994
a. Predictors: (Constant), PRIVACY, PU, 
TRUST, PEU, SE
b. Dependent Variable: ITU

As presented in Table (6), three of the 
causal relationships between the constructs 
postulated by our model are well supported.

From the results, perceived usefulness 
has significant direct effect on studentʼs
intention to use the Internet in their studying 
(t = 10.936; sig = 0.000). Self-efficacy
(SE) was found to play an important role in 

shaping studentʼs intentions toward using 
the Internet. It has a significant direct effect
on studentʼs intention to use the Internet (t = 
3.221; sig = 0.001). The students with high 
Internet self-efficacy will use the Internet
more than others. Privacy has significant

Table 6
Model Testing a

Model

Unstandardized 
Coefficients

Standardized
Coefficients t Sig.

Collinearity 
Statistics

B Std. 
Error Beta Tolerance VIF

1           (Constant) .784 .210 3.741 .000
             PEU 3.205E-02 .049 .029 .658 .511 .608 1.646
             PU .496 .045 .449 10.936 .000 .709 1.411
            TRUST 5.593E-02 .040 .054 1.407 .160 .806 1.240
            SE .155 .048 .143 3.221 .001 .606 1.651
            PRIVACY 8.750E-02 .035 .092 2.504 .013 .892 1.121

       a. Dependent Variable: ITU
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direct effects on studentʼs intention to use 
the Internet in their studying (t = 2.504; sig 
= 0.013). Perceived ease of use has a non 
significant direct effect (t = 0.658; sig =
0.511) on the intention to use the Internet. 
Furthermore, the results suggest that trust 
has a non significant direct effect on studentʼs
intention to use the Internet in their studying 
(t = 1.407; sig = 0.160). Table 7 summarizes 
the results of hypotheses testing.

Table 7
Results of hypotheses testing

Hypothesis Supported / 
not supported

H1: Perceived ease of the 
Internet use has a 
significant direct effect 
on the Internet use.

Not 
supported

H2: Perceived usefulness 
of the Internet has a 
significant direct effect 
on students’ intentions 
to use the Internet.

Supported

H3: Trust has a significant 
direct effect on 
students’ intentions to 
use the Internet.

Not 
supported

H4: User’s self-efficacy 
has a significant direct 
effect on students’ 
intentions to use the 
Internet. 

Supported

H5: Privacy has a 
significant direct effect 
on students’ intentions 
to use the Internet.

Supported

VII. Discussion and 
         interpretation

The main idea of this research was to validate 
some well-known Internet acceptance 
models within a different context with the 
aim of deriving an appropriate model to 
explain key variables that might determine 
intentions of students to use the Internet 

within the Jordanian context. We believe that 
this aim is achieved where three important 
variables have been determined including 
perceived usefulness (cognitive variable), 
self-efficacy and privacy (psychological
variables). Interpretation of these findings
is enhanced through an extensive review 
of related literature in addition to the 
researchers understanding and experience 
of the research context.   

The context of the study can be considered 
as an important determent of the effect of 
students  ̓perceived usefulness of the Internet 
on their intentions to use the Internet. The 
study was conducted in universities context 
where participants are expected to have 
knowledge and understanding on the Internet 
which influences and encourage their
intentions to use the Internet. In addition, 
observation of the research context revealed 
the great interest within the participants  ̓
universities concerning application of the 
Internet technology for educational purposes 
which can increase students  ̓ awareness of 
the usefulness of the Internet and encourage 
formulation of positive intentions towards 
the use of the Internet. According to Teo et al. 
(1999) extrinsic motivation comes primarily 
from perceived usefulness. Extrinsic 
motivation arises when the technology is 
perceived to be useful in achieving valued 
outcomes which, within a university context 
might include browsing and gathering of 
information, communication with colleagues 
and teachers, enrolment and researching. 

Davis (1993) in his technology acceptance 
model also provides a support for the above 
interpretation when he emphasized that 
rationality in the human behavior can reduce 
the importance of ease of use and increases 
the importance of perceived usefulness. 
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Accordingly, the level of proficiency enables
our participants to realize and evaluate the 
usefulness of the Internet.  

As Davis (1989) argued, ease-of-use may 
act on behavioral intentions indirectly 
through usefulness which can explain why 
perceived ease of the Internet use has no 
significant direct effect on intention to use
the Internet. In addition to the elementary 
knowledge students had from school, they 
are required to accomplish 6 credit hours 
in computer skills during the first academic
year, in addition to 3 credit hours as a 
computer applications in there fields.

In relation to trust which was proposed 
in this research as psychological variable 
that measures the students  ̓ level of 
the Internet confidence, the findings
of this research revealed that trust has 
no significant direct effect on studentsʼ
intentions to use the Internet. The nature 
of the Internet applications performed 
by students may explain this finding.
These applications including information 
gathering, researching and communicating 
with colleagues and teachers do not involve 
exchanging of secretive information or 
financial transactions. Trust-related issues
as emphasized by Palmer et al. (2000) 
create uncertainty around consumer 
online transactions in business to business 
transactions or e-commerce environment. 

Userʼs self-efficacyvariablethatmeasuresthe
students  ̓self confidence to use or learn about
the Internet was found to have a significant
direct effect on students  ̓ intentions to use 
the Internet. Students  ̓ self-confidence can
be regarded as an indication of simplicity or 
complexity of the Internet use and the level 

of largely technological and particularly 
the Internet knowledge. Therefore, it can 
be considered as a reflection of the ease of
use finding discussed above. This means
that SEF increases as the students  ̓Internet 
knowledge increases which seems to be a 
common aspect among the participants.   

Privacy which measures the perceived 
risk of submitting personal or private 
information over the Internet was found to 
have a significant direct effect on studentsʼ
intentions to use the Internet.  this can be 
considered as an indication of the importance 
of online privacy where students data and 
information should be protected against 
access by unauthorized users.  

VIII. Implications and 
          Recommendations

The findings of this study are relevant
to administrators and policy-makers in 
Jordanian universities as well as to academics 
and researchers. Practical implications for 
administrators and policy makers include 
enhancing of strategic and planning activities 
and determining of the Internet facilities 
at university levels. The acceleration of 
technology pressure in higher education 
institutions enforce universities to develop 
programs with effective integration and 
utilization of information technology and 
particularly the Internet applications and to 
stimulate academics to explore opportunities 
posed by the Internet applications much 
more or these institutions will be behind 
(Potgieter & Herselman, 2003). 

Universities should provide students with 
more accountability, connectivity, and 
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responsibility in addition to accessibility 
(Richardson, 2000) to transform from 
traditional learning environment into more 
flexible mechanisms including online
learning, e-learning and virtual learning 
(Fung, 2001). This can improve students  ̓
perceptions concerning the usefulness of the 
Internet and build up their self- confidence
level. In addition, privacy of students  ̓
information should also be protected. Access 
to studentʼs files should give to authorized
people only which may encourage students 
intentions to be part of high-tech and the 
Internet-based learning environment.   

Based upon the results, a set of academic 
implications can also be identified. This

research is best seen as a step towards building 
a usable conceptual framework, concerning 
the way students think about the Internet. 
The total variance explained by the variables 
revealed in this study (= 69.12) provide a 
valid support concerning the importance 
of our research findings. However, other
variables should be investigated which may 
include, demographic variables, economic 
variables, and some socio-cultural variables. 
These variables, and others, need to be 
addressed in forthcoming research. This 
study may provide guidelines for future 
research within developing countries context 
where the scarcity of similar researches is a 
major 
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Appendix A: classification of statements according to their measures.

Part A: demographics variables. 
Gender: 1. Male 2. Female
Program: 1. Bachelor   2. Graduate
University: 1. Governmental 2. Private
Faculty: 1. Human studies   2. Scientific studies

Part B: attitudinal part.
Privacy Concerns

1. I am concerned that a person can find private information about me on the Internet
2. I am concerned about submitting information on the Internet, because of what others 

might do with it. 
3. I am concerned about submitting information on the Internet, because it could be 

used in a way I did not foresee. 

Trust (the Internet Confidence)
1. The Internet websites are secure environments in which to conduct transactions. 
2. The Internet websites are reliable environments in which to conduct transactions. 
3. The Internet websites are reliable places to exchange information with others. 

Self-efficacy:
1. I feel confident using the Internet/World-wide web.
2. I feel confident using email.
3. I feel confident using WWW browsers (Internet Explorer, Netscape).
4. I feel confident using search engines (i.e. Yahoo, Excite, and Lycos).

Perceived Ease of Use
1. Learning to use the Internet is easy for me.
2. I find the Internet to be flexible to interact with.
3. It is easy for me to become skillful at using the Internet
4. I find the Internet easy to use.
5. My interaction with the Internet is clear and understandable.

Perceived Usefulness
1. Using the Internet would improve my studying performance.
2. Using the Internet in my studying would enable me to accomplish more quickly.
3. Using the Internet in my studying would increase my productivity.
4. Using the Internet would enhance my effectiveness in studying.
5. I would find the Internet useful in my studying.

Intention to use the Internet 
1. If the opportunity allowed for me, I will use the Internet in the studying and preparing 

for the lectures
2. I expect to use the Internet in the studying and preparing for the lectures
3. It is possible to use the Internet in the close future for the studying and preparing for 

the lectures
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ABSTRACT

The objective of this paper is to examine consumer complaint behavior (CCB) post-purchase 
dissatisfaction, which is a critical factor for business firms pursuing consumersʼ retention.
Marketers should encourage consumer complaints because of its potential impact on loyalty, 
word-of-mouth, repeat-purchase behavior, as well as profit. A questionnaire was distributed
to 418 respondents. One Way ANOVA, t-Test, Factor Analysis and descriptive analysis were 
used in analyzing the data. The results show that Jordanian consumers are willing to raise 
complaints if they feel dissatisfied after purchasing products and services and more willing
to engage in private and voice response and less willing to engage in third-party response. 
Moreover, analysis revealed no significant differences in CCB according to demographic
characteristics.     

I. INTRODUCTION  
 
With rapid changes, markets are becoming 
more global in nature. Customers  ̓
expectations are changing, and a companyʼs 
failure to fulfill these expectations can breed
dissatisfaction and antipathy, unless that 
business helps resolve resulting consumer 
complaints fairly and promptly. Staying 
close to consumers  ̓ complaints is very 
vital, which is considered a critical form of 
communication between buyer and seller. 
Thus, CCB offer business an opportunity 
to correct immediate problems and provide 
constructive ideas for improving products, 
adapting marketing practices, upgrading 
servicing, or modifying promotional 
material and product information. Todayʼs 
consumers seek more than a product; they 
want fair sales practices too. Therefore, the 

way a company reacts to complaint will 
determine its concern for the quality of its 
goods and services as well as companyʼs 
desire to satisfy its customers.

Recognizing the importance of responding 
fairly and efficiently to buyer dissatisfaction,
many businesses have established effective 
and innovative systems for resolving 
consumerʼs complaints. Those companies 
with a positive philosophy and reputation 
for fair complaint response will have a 
competitive edge that leads to customer 
satisfaction, which in turn will yield greater 
brand loyalty and help to prevent customers 
from switching. Every company knows that 
it costs far less to hold on to a customer than 
to acquire a new one (Coyles and Gokey, 
2005). The Customer Service Institute reports 
that the cost of securing a new customer is 
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five times greater than servicing an existing
one. Therefore, it becomes a reality for 
firms that the inability to provide consumers
with acceptable products and services is 
expensive. This supports the suggestions 
of some researchers who argue that there 
are times when dissatisfied customers are
actually more beneficial to a company than
satisfied customers. In some situations,
effective recovery leads to a customer 
rating an encounter more favorably than if 
no problem had occurred in the first place.
Recently, the emergence of the Internet 
has given raise to a number of complaint 
sites that function as central forums for 
consumers to share their experience with 
other consumers (Harrison-Walker, 2001). 

II.  RESEARCH 
      IMPORTANCE AND 
      OBJECTIVES

If CCB is not recognized or not handled 
properly, severe consequences may be far-
reaching. Dissatisfied customers will not
only give up patronage, but they also likely 
to spread a bad message jeopardizing the 
companyʼs image. Given the huge cost 
of losing customers, it becomes critically 
important for marketing managers to 
understand customer complaint behavior. 
Dealing effectively with complaints can:

(1)  have a dramatic impact on customer 
retention rates;

(2)  deflect the spread of damaging word-of-
mouth;

(3)  promote more positive word-of-mouth;

(4)  increase customer perception of 
quality;

(5)  lead to cross-selling opportunities to 
satisfied complainants;

(6)  improve bottom-line performance;

(7)  improve marketing intelligence;

(8)  promote a positive company image;  
and     

(9)  reduce the likelihood of legal 
proceedings       

Therefore, the objectives of this study are 
threefold:

1)  To outline the probable actions 
customers will take when they want 
to complaint; voice responses, private 
responses, or third party responses

2) To examine whether customers 
complaint behavior will vary with 
different products categories; and

3)  To analyze the influence of demographic
characteristics (age, gender, income 
and education) on customer complaint 
behavior 

III. LITERATURE REVIEW

Jordan and Consumer Protection: 
Jordan is a small Middle Eastern country with 
limited natural resources. The Population of 
Jordan is around 5.350.000; the largest citiy 
is Amman (2.047.000). More than 92% of 
Jordanians are Muslims, and about 6% are 
Christians. Jordan has acceded to the World 
Trade Organization (WTO) on April 2000, 
and signed a Free Trade Agreement (FTA) 
with the United States which entered into 
force in December 2001. Since that time, 
Jordan is steadily eliminating trade barriers 
with other countries. This has a direct 
effect on the creation of new marketing 
opportunities for firms seeking to enter
the Jordanian market. Due to the above 
mentioned changes and devlopment, Jordan 
is witnessing a drastic change in the market 
structure, there has been a vertical and 
horizontal expansion and opening of local 
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and multinational compaines investing in 
Jordan. This boosts  the need to understand 
Jordanian consumers more thoroughly  and 
deliberatly to aviod any misunderstanding.  

In the Arab World, the aim of the Arab 
Federation for Consumers (AFC) is to 
spread the ideals of consumer protection 
and to become an integral part of its civil 
society. While Jordan had started a consumer 
protection initiative in the mid-1980s, still 
not all Arab societies have managed to 
organize similar associations. Consumer 
protection includes food, drugs, clothing, 
education, housing, transport, energy, water 
and telecommunications. 

Definition of Complaint:
Oxford Dictionary defines complaint as “a
declaration of dissatisfaction or annoyance.” 
The business jargon is similar to the meaning 
given in the dictionary as it reflects a state of
dissatisfaction.

The British standard Institute -BSI- 
defines complaint as “any expression of
dissatisfaction by a customer, whether 
justified or not.”  Companies define
complaints in such a way that reflect the
significance of the voice of the customer
as well as the way of handling theses 
complaints.  

According to Singh (1988) there is 
substantial agreement in conceptualizing 
the CCB phenomenon “as a set of multiple 
(behavioral and non-behavioral) responses, 
some or all of which are triggered by 
perceived dissatisfaction with a purchase 
episode.” These responses may be behavioral, 
involving any or all actions intended as 
an “expression of dissatisfaction” or non-

behavioral, such as when the problem is 
forgotten and no action is taken. Singh (1988) 
found empirical support for the dimensional 
taxonomy in which the responses of CCB 
could be generally viewed as falling into one 
of three categories: voice responses, private 
responses and third-party responses. 

Methods of Complaining 
Behavior
When a consumer experiences a problem, 
there are three options available under 
consumer complaining behavior to resolve 
it. First, consumers can take private action by 
disassociating themselves with the product 
or company, and/or spreading negative 
word-of-mouth. Second, consumers can take 
direct action by lodging a complaint directly 
with the company. Finally, consumers can 
take indirect public action by complaining 
to a third party (Singh, 1988). 

Private Action
Consumers can take private action by 
switching brands, stores, or suppliers; 
boycotting the product or service; or 
telling family or friends about their bad 
experiences (Cornwell et al., 1991). 
Disassociation directly impacts sales and 
profitability, requiring the company to make
greater marketing expenditures to solicit 
new customers. Negative word-of-mouth 
works directly counter to such attempts. 
The tendency of dissatisfied customers to
engage in negative word-of-mouth often 
results in the communication of derogatory 
information about the seller to a dozen or 
more friends and relatives (TARP, 1999). 

Direct Complaining
Consumers can take direct action by 
seeking redress directly from the retailer 
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or manufacturer. To Day et al., (1981) a 
small percentage of dissatisfied customers
ever communicate with the store. About 
70 percent of consumers who experience 
product or service problems do not lodge 
complaints (TARP, 1999). Dissatisfied
consumers do not complaint because they 
feel that complaining is not worth of time, 
or will not result in a favorable outcome, or 
they simply do not know where and how to 
complain (Bearden and Teel, 1983; TARP, 
1999).  

Indirect Public Action
Consumers can take indirect action by 
complaining to a third party. Such complaints 
involve, for example, complaining to the 
media, registering the complaint with a 
consumer association, or bringing legal 
action or complaining to internet sites that 
function as central forums for consumers 
(Bell et al., 2001). Only a small percentage 
of complaints are lodged with third parties 
(Schouten and Raaij, 1990). Figure 1 shows 
the levels of consumers  ̓complaint behavior 
post purchase dissatisfaction.

1st Level:
Behavioral vs.
Non-Behavioral
Actions

Dissatisfaction

Take Action Take no Action

Private Public 

Boycott Brand/
Prduct

Negative
WOM

Seek redress
Directly

Legal
Action

Complain to
Agencies/ Govt

Interactive Remote

Face to Face Phone Letter Email

2nd Level:
Private vs. Public
Actions

3rd Level:
Specific
Actions

4th Level:
Tendency toward
Interactive or Remote
Channels

5th Level:
Channel of
Communication

Source: Day and Landon (1977) five-level hierarchical schema on CCB

Figure 1: Dissatisfaction 
Behavior
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There have been a number of empirical 
studies that have examined CCB in different 
fields.  Despite this importance, there is
a clear dearth in research in the area of 
CCB in both Jordan and Arab countries. 
Nsairat (1999) examined the sources of 
patient complaints of hospital services in 
the private sector in Jordan. The aim of his 
study was to identify the sources of patients  ̓
complaints of hospital services and relative 
importance of those complaints and whether 
demographic characteristics can influence
those sources. The most important sources of 
complaints were service cost and delivery of 
services. In addition, there were significant
differences in the importance of source of 
complaint due to gender, level of education, 
level of income, and past experience. 

Nyer (2000) paper was to see if consumer 
lodge complaining by him self could 
cause increased satisfaction by allowing 
dissatisfied consumers a chance to vent their
anger and frustration. An experiment was 
conducted on real consumers to test what 
effects complaining may have on changes 
in the consumers  ̓ satisfaction and product 
evaluations over a one-week period. The 
major findings of this paper reveal that
unhappy customers who were explicitly 
asked to express their feelings and thoughts 
experienced greater increases in satisfaction 
and product evaluation than those who 
were not specifically asked to express
their comments and complaints. Another 
important finding was that complaining
induced increases in satisfaction and product 
evaluation were greatest for subjects who 
were least satisfied initially, rather than for
subjects who were moderate or high on 
satisfaction initially. Even subjects who 
were only moderately satisfied initially

showed significant increases in satisfaction
and product evaluation levels. Finally, Trial 
members who were encouraged to complaint 
were 58.86 percent more likely to sign up 
for regular membership than those who were 
not explicitly asked to express their feelings 
and opinions. Despite the rich results this 
study achieved, we should not merely focus 
solely on complaints without addressing the 
causes of the consumers  ̓ dissatisfaction. 
Encouraging consumer complaints may be 
perceived as fraudulent if the consumers 
do not receive positive responses from the 
marketer or fair compensate for the failure 
to provide them with a refund or exchange if 
that is what the unhappy consumer wants.

The purpose of Liu and McClure (2001) study 
was to examine cross-cultural differences 
in consumer complaint intentions and 
behavior. More specifically the study aims
to examine western and non-western CCB 
and to apply the individualism-collectivism 
concept to CCB.  The results of this study 
were: First, it empirically confirmed that
when dissatisfied, consumers in a collectivist
culture (South Korean consumers) are less 
likely to engage in voice behavior but are 
more likely to engage in private behavior 
than those in an individualistic culture (US 
consumers). Second, the differences on 
third-party behavior as well as non-action 
response are not significant. This implies
that when dissatisfied, consumers in either
a collectivist or an individualistic culture 
are less likely to engage in a non-action 
response but are more likely to engage in 
action responses. Among the three types 
of action responses (i.e. voice, private, and 
third-party), they are more likely to take 
either voice or private action, but less likely 
to take third-party action. It is important 
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to note that one dimension of culture, 
collectivism-individualism, was used in this 
study, using other dimensions of culture 
such as power distance, risk avoidance and 
masculinity-femininity may have impact on 
CCB.

The purpose of Kim et al., (2003) study 
is to empirically test whether consumers  ̓
attitudinal and perceptual perspectives 
(Attitude toward complaining, perceived 
value of complaint and perceived likelihood 
of successful complaints) will mediate 
the relationships between generalized 
personal factors (consumer alienation, prior 
complaint experience and controllability) 
as antecedents, and complaint intention as 
an outcome in a department store context. 
The results confirm that complaint intention
is positively influenced by the three key
mediating variables and that the generalized 
personal factors as antecedents are 
somewhat related to each of the mediating 
variables. The most critical finding is that
the three attitudinal and perceptual variables 
(attitude toward complaining, perceived 
value of complaint, and perceived likelihood 
of successful complaints) significantly
and substantially enhances complaint 
intentions.

While the aim of Snellman and Vihtkari 
(2003) study is to investigate differences in 
complaining behavior in traditional versus 
technology-based service encounters. In 
addition, this study provides insights into 
the relationship between the source of 
dissatisfaction and complaining behavior. 
Results show that, contradictory to common 
predictions, there are no significant
differences in the complaining rates between 
the two types of service encounters. This 

finding is attributed to the high reliance of
traditional complaining methods in both types 
of service encounters. Moreover, the results 
show that complaints about technology-
based service encounters have significantly
higher response rates than complaints about 
traditional service encounters. Also, when 
focusing on technology-based service 
encounters, they found that customers 
who actually consider themselves guilty 
for the outcome were the most frequent 
complainers, while the ones attributing the 
outcome to technology failures or service 
process failures complaint less often. 

Heung and Lam (2003) examined Chinese 
customer complaint behavior towards Hong 
Kong hotel restaurant services. The main 
objectives were to identify the underlying 
factors influencing customer complaint
behavior and complaint motivation as well 
as the patterns and the relationships between 
customers  ̓ demographic backgrounds such 
as age, gender, and education levels and their 
complaint behaviors. The research findings
suggested that at most customers are likely 
to engage in private complaint behaviors 
such as word-of-mouth communication and 
ceasing to patronize the restaurant. The result 
highlights that the complaint intentions of 
Chinese diners were quite low, and they were 
passive about communicating dissatisfaction 
to restaurateurs. The results show also that 
there are significant differences in customer
complaint behavior according to their 
demographic characteristics. Management 
should consider enhancing mutual 
communication between service personnel 
in the restaurants, and customers. Face-to-
face communication between the parties are 
more effective in building up customers  ̓
confidence and trust in giving feedback
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rather than asking customers filling out
service evaluation form.

Finally, Karatepe and Ekiz study (2004) 
investigates the effects of various 
organizational responses to complaints 
on post-complaint customer behaviors. 
Specifically, the study investigates the
effects of apology, atonement, promptness, 
facilitation, explanation, attentiveness 
and effort on complainant satisfaction 
and loyalty, and the association between 
satisfaction and loyalty. Results provide 
empirical support that apology, explanation, 
and efforts are three organizational response 
options that exert significant positive
effects on complainant satisfaction and 
loyalty. Empirical findings also suggest that
“effort” appears to be the most influential
organizational response affecting satisfaction 
and loyalty. 

IV. RESEARCH 
      HYPOTHESES

Based on the preceding review, it is 
hypothesized that:

H1. Jordanian consumers are expected to 
raise complaints when dissatisfied after
purchasing a product or service. 

Day and Bodur (1978) discovered that 
reported cases of extreme dissatisfaction 
for which no action of any kind was taken 
were 49.6% for nondurable goods, 29.4% 
for durable products, and 23.2% for 
services. Substantial evidence suggests that 
complaint behavior is not just a function of 
the intensity of dissatisfaction but of several 
other factors as well, such as consumer 
characteristics, consumers  ̓ perceptions of 

the attribution of dissatisfaction, expectancy 
of outcomes, economic cost involved, 
product type, etc. According to Broadbridge 
and Marshall (1995) complex and expensive 
products, such as durable goods, encourage 
more action to be taken “publicly.” For 
inexpensive and quickly consumed items, 
such as food, the consumer can decide 
immediately whether s/he was happy or 
unhappy with the experience. Based on the 
above results we hypothesize the following:

H2. Jordanian consumers are expected 
to exhibit different complaints behavior 
according to product type when dissatisfied.

H2a. Jordanian consumers are more likely 
to engage in voice complaint behavior for 
durable goods rather than nondurable and 
services when dissatisfied.

H2b. Jordanian consumers are more likely 
to engage in private complaint behavior 
for durable and services rather than for 
nondurable and services when dissatisfied.

H2c. Jordanian consumers are more likely 
to engage in third-party complaint for 
durable goods rather than for nondurable 
and services when dissatisfied.

Previous studies examining CCB have 
found that complainers found to be younger 
(25-34), well educated with a higher than 
average income, and hold professional job 
characteristics (Broadbridge and Marshall, 
1995; Singh, 1990b). Robinson and Berl 
(1980) found that complainers were typically 
younger, had more income, and were less 
brand-loyal. The finding that younger, high-
income consumers were more likely to 
complaint suggests that their expectations 
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were higher. General findings indicate that
complainants have higher participant levels 
of local community involvement and have 
more resources, both intrinsic abilities (e.g. 
self-confidence, feelings of self-worth) and
external (e.g. time, money, qualifications)
to avail themselves to take action when 
dissatisfied (Reiboldt, 2002). Based on the
above results we hypothesize the following:

H3. Jordanian consumers are expected 
to exhibit different complaint behavior 
according to their demographic 
characteristics.  

H3a. Young Jordanian consumers are 
expected to raise complaint more than old 
consumers.

H3b. Male Jordanian consumers are 
expected to raise complaint more than 
female consumers.

H3c. Jordanian consumers with high income 
are expected to raise complaint more than 
consumerʼs with low income.

H3d. Jordanian consumers with high 
education are expected to raise complaint 
more than consumerʼs with low education.

V. METHODOLOGY

This research was undertaken to explore 
the CCB action undertaken post-purchase 
dissatisfaction. The questionnaire explored 
several areas of CCB. After establishing, 
whether respondents had purchased hand 
watch, fast food meal, and electrical 
products, the interview then moved on to 
explore post-dissatisfaction responses of 
complaining behavior. 

Research instrument: Since Arabic is the 
official language in Jordan, the English

version of the questionnaire was translated 
to Arabic, and later back translation was 
done to ensure maximum precision of 
words. The research instrument contained 
two parts. Part I examined the consumerʼs 
demographics. Demographic statements 
included gender, marital status, age, Job 
type, education, and income. In part II and 
after being modified for this study, (Singh,
1988) scales were used for measuring CCB. 
Four action items were used to measure 
private responses and four items also to 
measure voice responses, and three items 
to measure third party responses. A five-
point scale with anchors “very unlikely (= 
1)” and “very likely (= 5)” was used when 
the respondent was asked about his/her 
action taken in response to a problem faced 
with the product which is hand watch; fast 
food meal; and electrical products. For this 
study, a confidence level of 95 per cent and
a precision level of p < 0.05 will be used 
to test the hypotheses. Cronbach Alpha test 
of reliability correlation for the questions 
used to measure CCB was (  = 82).

Validation of Measure 
The results for internal consistency using 
coefficient (i.e.CronbachAlpha)confirmthat
the measures of the major constructs exhibit 
good reliabilities, and coefficient reported
surpass Nunnallyʼs (1978) 0.70 criteria 
for reliability acceptability. In addition, 
exploratory factor analysis using principal 
component extraction with Varimax rotation 
was conducted on the measures of the major 
constructs, and the results are reported in 
Table 1. All measurement items load on 
the subjective underlying constructs, which 
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indicates that they were clearly grouped to 
measure the major constructs. In addition, a 
confirmatory factor analysis was performed
on the measures. The high goodness-of-
fit indices (greater than 0.80) indicate a
good fit, and all measurement items load

positively and significantly on the subjective
constructs at the 0.05 level, thus confirming
good convergent validity.

Population and Sample Size:
Data were collected through a self-
administered questionnaire from a random 
sample of consumers located in major 
shopping malls and fast food restaurant in the 
capital city of Amman. Research assistants 

were used to collect data. Data collection was 
conducted from 1st of July to 31st October 
2004. A total of 450 questionnaires were 
distributed. Of these, 418 were completed 
and included for analysis. This is equivalent 
to 92.8 percent response rate. 

Demographic Profile of Respondents
The profile of the respondents is shown in
Table 2, which indicates that 273 (65.3 per 
cent) were males and 145   (34.7 per cent) 
were females. Most of the respondents were 
less than 25 years (49.5 per cent), followed 
by 26 – 35 years (31.6 per cent), while 
respondents with age more than 46 were the 
smallest group (7.2 per cent). About 31.6 per 

Voice Response 
1. Inform the firm about the problem so
 that they will do better in the future 0.66   0.84  0.75
7. Discuss the problem with manager or 
other employee of the firm 0.77    0.72  0.70
5. Ask the firm to take care of the
problem (e.g. to fix or replace item) 0.67   0.70  0.66
3. Return the product/meal immediately .054   0.55  0.48

Private Response
2. Buy from another store/ restaurant in 
the next time  0.64   0.70  0.81
4. Avoid using company products from t
hen on 0.59   0.60  0.77
8. Inform others about the product/meal 0.74   0.62  0.71
9. Convince friends and relatives not to 
do business with that firm/ restaurant 0.73   0.58  0.65

Third Party Response
6. Report the problem to a consumer 
agency 0.66   0.75  0.70
10. Take legal action against the firm 0.71   0.66  0.65
11. Write a letter to local newspaper 
about your bad experience 0.73   0.59  0.50

3.63     20.9 5.69     21.7

1.66       11.9 1.97    8.58

1.15       5.121.44      10.0

5.92     24.7

1.86     8.16

1.63     6.77

Hand Watch Fast Food Meal Electrical Products
FL EV % FL EV % FL EV %

FL: Factor Loading, EV: Eigenvalue, and %: Percentage of Variance Explained

Table 1
Results of Major Constructs
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cent of the respondentʼs had college or less 
education, the majority of the respondents 
(58.1 per cent) had university level education 
while 10.1 per cent had postgraduate degree. 
While 170 of respondents (40.7 per cent) 
with income less than 250 JD, and with 
income range between 251 JD – 500 JD 
(34.0 per cent). Where as those with income 
higher than 501 JD was (18.5 per cent). More 
than half of the respondents were working 
in private sector (61.7 per cent) followed by 
government sector (27.0 per cent) and only 
(6.0 per cent) has own business. 

 Frequency  %
Gender (no. 418)
Male 65.3
Female 145 34.7

Martial Status (no. 418)
Married                                        159 38.0
Single   232  55.5

Others   27 6.5

Respondent Age (no. 418)
Less than 25   207   49.5
26 – 35   132  31.6
36 – 45    49     11.7
More than 46 30   7.2  

Education Level (no. 417)
College or Less 132   31.6
First University Degree 243   58.1
Postgraduate Degree  42        10.1

Job type (no. 396)
Private Sector  258     61.7
Governmen 113  27.0
Own Business 25      6.0

Income per month (no. 418)
Less than 250 JD  170    40.7
251 JD – 500 JD  142     34.0  
More than 501JD   71     18.5

Table2
Respondent demographics

VI. HYPOTHESIS TESTING 
       AND DISCUSSION
Table 3 shows the mean scores and 
standard deviations for CCB for different 
products categories. Statement number 
(4) “Avoid using company products from 
then on” received the highest mean scores 
for the three products (4.13, 4.14 and 4.16 
respectively). While statement number (8) 
“Inform others about the product/store/
meal” received the second highest mean 
(3.81, 3.98 and 4.03 respectively). On the 
other hand, statement number (11) “Write 
a letter to local newspaper about your bad 
experience” received the lowest mean scores 
with (1.56, 1.83 and 2.04 respectively). 
To test the first hypothesis, i.e. Jordanian
consumers are expected to raise complaints 
when dissatisfied after purchasing a product
or service. Table 3 shows the mean scores 
for the three products used in this study 
(hand watch, fast food meal, and electrical 
products). For hand watch and fast food 
meal, the table shows that out of eleven 
statements, four were with mean less than 3. 
While for electrical products there was one 
statement with mean less than 3. In total, 9 
statements out of 33 were found with mean 
less than 3. While 24 out of 33 statements 
were with a mean above 3 and this indicates 
that Jordanian consumers are more willing to 
complaint in the case of dissatisfaction rather 
than doing nothing. These results suggest 
that the first hypothesis is supported.
     
To test the second hypothesis i.e. Jordanian 
consumers are expected to exhibit different 
complaints behavior according to product 
type when dissatisfied, the mean scores for
each action in Table 3 (voice responses, 
private responses, third-party responses) 
was calculated, for voice responses, the 
overall mean of the four statements across 
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1. Inform the firm about the problem so

that they will do better in the future 3.42 1.15 3.59 1.25 3.60 1.37

7. Discuss the problem with manager or

 other employee of the firm 3.05 1.45 3.34 1.45 3.56 1.47

5. Ask the firm to take care of the

problem (e.g. to fix or replace item) 2.83 1.38 2.94 1.43 3.10 1.41

3. Return the product/meal immediately 3.44 1.30 3.86 1.26 3.88 1.44

Private Responses

2. Buy from another store/ restaurant in the

 next time  3.72 1.11 3.95 1.07 3.97 1.15

4. Avoid using company products

 from then on 4.13 .98 4.14 1.78 4.16 1.16

8. Inform others about the product/meal 3.81 1.22 3.98 1.21 4.03 1.26

9. Convince friends and relatives not to do

 business with that firm/ restaurant 2.28 1.25 2.70 1.36 3.01 1.40

Third-party Responses

6. Report the problem to a consumer 

agency 2.13 1.31 2.77 2.07 3.03 1.54

10. Take legal action against the firm 3.03 1.48 3.17 1.42 3.29 1.49

11. Write a letter to local newspaper

 about your bad experience 1.56 1.08 1.83 1.15 2.04 1.30

Voice Responses

Mean SD Mean SD Mean SD

Hand Watch
Fast food 

meal
Electrical 
Products

Table3
 Mean scores and standard deviations for CCB for different products categories 

the three products was 40.61. While for 
private responses the overall mean of the 
four statements across the three products was 
45.89. Whereas for third-party responses 
the overall mean of the three statements 
was 22.85. By dividing the overall mean the 
three product types for each statement, the 
results show that private responses obtain 
the highest mean with 3.82, followed by 
voice responses 3.38 and finally third-party

responses with 2.55. These results indicate 
that there is a significant difference in
Jordanian consumer actions post-purchase 
dissatisfaction, which support H2. These 
results are in line with results obtained by 
Liu and McClure (2001).

To test H2a i.e. when dissatisfied, Jordanian
consumers are more likely to engage in voice 
response behavior for durable goods rather 



74

than nondurable and services the overall 
mean of the four voice response statements 
across the three products were calculated. 
The results show that durable product 
(electrical products) obtained the highest 
overall mean (3.53), followed by fast food 
services with (3.43) and nondurable product 
(hand watch) with (3.18) respectively. 
This implies that Jordanian consumers are 
more willing to exercise voice response 
in expensive durable products rather than 
services and nondurable products, and 
therefore H2a is supported.   
  
Regarding H2b i.e. when dissatisfied,
Jordanian consumers are more likely to engage 
in private response behavior for durable 
and services rather than for nondurable and 
services. Again the overall mean of the four 
private response statements across the three 
product used in this study were calculated, 
the results show that Jordanian are more 
willing to engage in private response in the 
case of durables (4.04) rather than services 
(3.69) and nondurables (3.48). Therefore, 
H2b is supported. To test H2c i.e. when 
dissatisfied, Jordanian consumers are more
likely to engage in third-party responses for 
durable goods rather than for nondurable 
and services, again we calculate the overall 
mean of the three third-party responses 
statements across the three products. The 
results show that once again Jordanian 
consumers are more willing to engage in 
third-party response for durables (2.78) 
rather than in the case of services (2.59) and 
nondurables (2.24). Therefore, H2c is also 
supported.     
  
Third hypothesis testify if Jordanian 
consumers are going to exhibit different 
complaint behavior according to their 

demographic characteristics. One-way 
ANOVA was conducted to test the first
subhypothesis H3a i.e. Young Jordanian 
consumers are expected to raise complaint 
more than old consumers (Table4). The 
results indicate that there is no significant
difference in Jordanian CCB according to 
their age. Table 4 shows that for hand watch 
only statements 3 and 7 were significant at p 
< 0.05, while for fast food meal statement 2 
and 3 were significant at p < 0.05. For hand 
watch, Tukey analysis shows that consumers 
with age more than 46 years score the 
highest mean for both statements (3.90 and 
3.63). Again, statement 2 and 3 for fast food 
meal shows that consumers with age more 
than 46 years score the highest means (4.53 
and 4.00). This indicates that self confidence
and experience possessed by old consumers 
play an important role in encouraging them 
to engage in complaining activities.  

T-Test was performed to examine the 
subhypothesis H3b i.e. Male Jordanian 
consumers are expected to raise complaint 
more than female consumers. Table (5) 
shows that for hand watch three statements 
were significant, while for fast food meal
and electrical product there was only one 
statement significant. This suggests that
there is no statistical differences in Jordanian 
consumers complaint behavior according 
to their gender. For hand watch, the three 
significant statements show that female
respondents scores higher mean than male. 
While for significant statements number 1
for fast food meal and statement number 
4 for electrical products, male respondents 
score higher mean than female respondents. 

One-way ANOVA was conducted to examine 
the subhypothesis H3c i.e. Jordanian 
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consumers with high income are expected 
to raise complaint more than consumerʼs 
with low income. Table 6 shows that four 
hand watch four statements only (1, 6, 
7 and 8) were significant; while for fast

food meal two statements (2 and 11) were 
significant. Electrical products show only
one significant statement (7) at p < 0.05. In 
general, H3c is not supported. Furthermore, 
Tukey analysis for all significant statements

Table 4 
One way ANOVA for age

1. Inform the firm about the problem so
that they will do better in the future .395 .757 .874 .454 1.562 .198
2. Buy from another store in the next time 1.66 .174 3.20 .023 .626 .598
3. Return the product immediately 3.69 .012 8.28 .000 .987 .399
4. Avoid using company products from then on 2.10 .099 2.47 .061 2.40 .067
5. Ask the firm to take care of the problem 1.02 .381 1.05 .368 1.25 .288
6. Report the problem to a consumer agency .921 .431 .361 .781 1.21 .303
7. Discuss the problem with manager 4.71 .003 1.94 .123 1.63 .180
8. Inform others about the product/brand/store 1.11 .342 2.06 .104 .803 .493
9. Convince friends and relatives not to do 
business with that firm/ restaurant .887 .448 2.12 .097 1.62 .184
10. Take legal action against the firm 1.56 .198 1.59 .191 1.42 .234
11. Write a letter to local newspaper about 
your bad experience 1.87 .134 .879 .452 1.23 .297

F-ratio Sig F-ratio Sig F-ratio Sig
Hand Watch Fast food 

meal
Electrical 
Products

Table 5
t- Test for gender

1. Inform the firm about the problem so
that they will do better in the future 6.24 .013 13.3 .000 .607 .436
2. Buy from another store in the next time 1.05 .305 .152 .697 .775 .379
3. Return the product immediately 2.49 .115 .606 .437 .535 .465
4. Avoid using company products from then on 2.11 .147 .040 .841 5.08 .025
5. Ask the firm to take care of the problem .089 .766 .532 .466 .243 .622
6. Report the problem to a consumer agency .204 .652 .001 .972 .112 .738
7. Discuss the problem with manager or other
 employee of the firm .970 .325 .130 .718 .009 .923
8. Inform others about the product/brand/store 6.22 .013 1.688 .195 1.72 .190
9. Convince friends and relatives not to do
 business with that firm/ restaurant .086 .769 .430 .513 2.71 .100
10. Take legal action against the firm .675 .412 2.63 .105 .325 .569
11. Write a letter to local newspaper about 
your bad experience 32.7 .000 .024 .876 3.16 .076

F-ratio Sig F-ratio Sig F-ratio Sig
Hand Watch Fast food 

meal
Electrical 
Products
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shows that consumers with income higher 
than 501 JD scored the highest mean among 
other groups. This can be attributed to the 
fact that consumers with higher income 
seek higher quality products, which in turn 

increase consumers  ̓ expectations towards 
products.

One-way ANOVA was used to test 
subhypothesis H3d i.e. Jordanian consumers 

1. Inform the firm about the problem so
that they will do better in the future 5.47 .005 2.98 .052 .296 .744
2. Buy from another store in the next time .440 .645 5.07 .007 .394 .675
3. Return the product immediately .574 .564 .294 .745 .127 .880
4. Avoid using company products from then on 1.26 .283 .020 .980 .240 .787
5. Ask the firm to take care of the problem .258 .773 .553 .576 .473 .623
6. Report the problem to a consumer agency 8.64 .000 2.51 .082 1.78 .169
7. Discuss the problem with manager or 
other employee of the firm 16.20 .000 2.59 .076 4.35 .014
8. Inform others about the product/brand/store 3.11 .046 .223 .801 1.85 .158
9. Convince friends and relatives not to do 
business with that firm/ restaurant .963 .383 .158 .854 .337 .714
10. Take legal action against the firm 1.50 .223 .921 .399 .108 .897
11. Write a letter to local newspaper about 
your bad experience 1.54 .215 3.43 .033 2.38 .093

F-ratio Sig F-ratio Sig F-ratio Sig
Hand Watch Fast food 

meal
Electrical 
Products

Table 6
One Way Anova for income

 1. Inform the firm about the problem so
that they will do better in the future 2.44 .880 .156 .856 1.33 .264
2. Buy from another store in the next time .844 .431 1.46 .233 1.11 .328
3. Return the product immediately .406 .667 2.53 .080 .031 .970
4. Avoid using company products from then on .166 .847 .617 .540 .368 .693
5. Ask the firm to take care of the problem .951 .387 1.31 .269 .421 .657
6. Report the problem to a consumer agency 1.27 .280 .177 .838 3.42 .034
7. Discuss the problem with manager or other
 employee of the firm 4.86 .008 .544 .581 3.81 .023
8. Inform others about the product/brand/store 1.16 .313 .647 .524 .458 .633
9. Convince friends and relatives not to do
 business with that firm/ restaurant 2.81 .061 1.62 .198 .816 .443
10. Take legal action against the firm 2.14 .118 3.56 .029 2.55 .079
11. Write a letter to local newspaper about 
your bad experience 1.34 .263 2.65 .072 .368 .692

F-ratio Sig F-ratio Sig F-ratio Sig
Hand Watch Fast food 

meal
Electrical 
Products

Table 7
 One Way Anova for education
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with high education are expected to raise 
complaint more than consumerʼs with low 
education. As shown in Table 7, one statement 
(7) for hand watch and also one statement 
(10) for fast food meal and two statements 
were (6 and 7) were significant at p < 0.05. 
This can indicates that H3d is not supported. 
Tukey analysis for all significant statements
shows that for statements (7) for hand watch 
consumers with higher education tend to 
raise complaints more than consumers with 
less education by scoring higher from other 
groups. While the opposite was for fast food 
meal, which shows that consumers with 
lower education levels are more likely to 
raise complaints more than consumers with 
higher education. This can be attributed to 
the fact that complaining for fast food meal 
can be direct and in public. For electrical 
products, the mean of statements 6 and 7 
show that consumer with higher levels of 
education tend also express their complaints 
more than consumer with less levels of 
education.     
  
VII. DISCUSSION AND 
         RECOMMENDATIONS

This study has provided some valuable 
information and insights on customer 
complaint behavior. Finding 1, this study 
has empirically confirmed that when
dissatisfied, Jordanian consumers are more
likely to engage complaining behavior 
when feel dissatisfied. Finding 2, this
study has empirically confirmed that when
dissatisfied, Jordanian consumers are less
likely to engage in voice behavior but are 
more likely to engage in private behavior, 
while third third-party response behavior was 
not a favorite action for the sample. These 
results are in line with results obtained by 

Liu and McClure (2001). Findings 3, there 
was differences in Jordanian consumers 
complaint behavior according to product 
type. Apparently, consumers were more 
willing to use any of the complaining actions 
for durables goods more than for nondurable 
and services. The results are in line with 
Broadbridge and Marshall, (1995) which 
show that the use of the complaint sources 
depends on the type of the problem and 
the type of product. Finally, finding 4 there
was no differences in Jordanian consumerʼs 
complaint behavior with regards to their 
demographic characteristics age, gender, 
income, and education. These results are 
in line with results obtained by Reiboldt 
(2002) which indicate that men and women 
did not exhibit differences with regard to the 
complaint variables. 

One of the advantageous results of this 
research is that Jordanian consumer are 
more willing to complaint in case of 
dissatisfaction. This implies that companies 
can benefit from this feedback by trying
to rectify the mistakes took place, and try 
to improve the quality of its services and 
products.  As we saw that statement number 
(4) “Avoid using company products from 
then on” received the highest mean scores for 
the three products. If this has happened, this 
will cause a severe damage to the company 
sales, profits as well as image. In general,
marketers should encourage complaints in 
order to address the causes of consumers  ̓
dissatisfaction. Encouraging consumer 
complaints may be perceived as fraudulent 
if the consumers do not receive positive 
responses from the marketer (Goodwin and 
Ross, 1990). Further, giving consumers 
a chance to vent or even offering them an 
apology may not compensate for the failure 
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to provide them with a refund or exchange 
if that is what the unhappy consumer wants. 
The effects of complaining in increasing 
satisfaction, product evaluations and 
purchasing likelihood should be seen as an 
added incentive to encourage complaining 
behavior. 

Result revealed that both private and 
voice response were an important factors 
in complaining in case of dissatisfaction. 
Consumers tends to use private response 
rather than voice response, and this can 
lead to boycott company products and 
spread negative word of mouth. Therefore, 
companies should encourage face-to-face 
communication between consumers and the 
company, which appears to be more effective 
in building up customers  ̓ confidence and
trust in giving feedback. Every company, 
regardless of its size or the price of its 

products, needs an effective strategy 
for managing consumer complaints and 
inquiries. Effective complaint management 
enhances a companyʼs reputation, builds 
consumer confidenceand loyalty, andattracts
new customers. With respect to those who 
consider that complaints are worthless and 
have no gain, management should consider 
enhancing mutual communication between 
service personnel and customers. Due to 
the relatively small sample size, the results 
of this study can only provide a general 
picture of the nature of customer complaint 
behavior, and the relationships of such 
complaint behavior with customerʼs age, 
gender and education level. Further studies 
are suggested with a larger sample for 
confirmation of the findings. More in-depth
studies are recommended to investigate the 
complaint behaviors with different variables 
to see if differences exist.
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ABSTRACT

The aim of this study is to identify the extent to which the GCC countries can adopt similar 
economic policies by the time the GCC unified currency is formed in 2010. Among other 
convergence standards, we examined the economic structure of the GCC countries to identify 
similarities and differences.  The study finds significant differences between the economic 
policies of GCC countries.  Moreover, the results suggest that the GCC countries need more 
policy coordination to smooth out their differences thus designing more unified economic 
policies which would contribute to the establishment of a monetary union.

I. INTRODUCTION

At the early days of the Gulf Cooperative 
Council (GCC) in 1981, the leaders of Saudi 
Arabia, Bahrain, Qatar, Kuwait, Oman 
and United Arab Emirates declared that 
economic integration is one of their most 
important goals.  This integration would 
eventually lead to forming a single currency.  
The leaders of the GCC decided that 2002 
was the year for all member states to fix their 
currency against the United States dollar ($).  
However, the process since then has moved 
slowly.  Nevertheless, in 2002 at the Doha 
summit, the year 2010 was set as the target 
date for the introduction of a single currency 
and the possible establishment of a central 
bank that would oversee monetary policies 
in the GCC area.

Collectively, the GDPs of Gulf Cooperative 
Council countries exceeded $340 billion 
in 2004 and per capita income was about 
$13,000.  In addition, these countries have 
the extremely important edge of being the 
largest exporters, as well as having the 
largest oil reserves in the world.  The road 
to a monetary union is neither an easy nor a 
smooth one, yet membership in a currency 
union provides potential benefits to the 
member states.  One of the benefits is less 
uncertainty about future real exchange rates, 
which translates into economic welfare gains.  
In addition, a single currency promotes 
better policy coordination between different 
national economic policies.  However, an 
important cost of joining a currency union 
is reduced policy independence.  This 
means that membership in a monetary 
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union greatly reduces a member’s control 
over its own monetary and fiscal policies 
when responding to country specific 
disturbances.

The primary objective of this study is to 
assess the optimality of a currency area 
in Saudi Arabia, Bahrain, Qatar, Kuwait, 
Oman and United Arab Emirates.  Hence, it 
is crucial to identify the extent to which the 
GCC countries can adopt similar economic 
policies by the time the GCC unified currency 
is formed in 2010.  The study examines the 
existing economic structure of the GCC 
countries so as to identify similarities and 
differences.

We have organized the rest of the paper 
as follows: Section II reviews the relevant 
literature.  Section III discusses data and 
methodology.  Section VI reports test results 
and finally, Section V concludes the paper.

II.  LITERATURE REVIEW

ٍٍStudies conducted about the GCC currency 
union are very limited, and most of them 
focus on the feasibilities and possibilities of 
establishing a unified currency system.  One 
of the early studies is by (Laabas & Limam, 
2002) which discusses the extent of the 
readiness of GCC economies to establish a 
currency union.  Based on the theory of the 
Optimum Currency Area, this study uses the 
test of Generalized Purchasing Power Parity, 
which indicates that the real exchange rates 
of GCC countries do converge.  Moreover, 
the study stresses that the GCC countries still 
need to meet the conditions of the currency 
unification zone since the convergence of 
the economic structures and macroeconomic 
indicators need to exist.  

Fasano & Schaechter (2003) studied 
the circumstances and conditions that 
prevailed prior to the creation of a unified 
currency region.  The study emphasized 
the necessity of creating and improving 
the institutional framework, as well as the 
quantitative standards required to assess 
the availability of the conditions needed for 
the establishment of a currency union such 
as: (1) Creating a bank that represents the 
GCC central bank and practices the role of 
the coordinator of all GCC central banks 
which could be transferred to a central bank 
for the GCC countries at a later stage; (2) 
Creating and developing effective monetary 
tools in all GCC countries; (3) Assigning 
limits to the government budget deficits; (4) 
Insuring greater openness among the GCC 
economies in a way that removes barriers 
and restrictions on the free mobility of 
capital and labor.

Abed, Erbas, & Guerami (2003) examine the 
choice of pegging the unified GCC currency 
to the US dollar, the European currency (the 
Euro), or to a basket of both the US dollar 
and the Euro.  The study’s findings show a 
great dominance of the US dollar over the 
Euro as well as over a basket of both the US 
dollar and the Euro.  In addition, the study 
stresses that the preference toward the dollar 
is supported by the fact that the US dollar 
is a major international currency used in 
the international commercial settlements 
including oil, the highest export commodity 
share in the GCC total exports.

Jaderesic (2002) indicates that the absence 
of a local monetary policy responding to 
a local economy condition may not be 
as important for the GCC as it is in other 
unified economic zones.  The reason for that 
is the great similarity between the economic 
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structures of the GCC economies, which 
suggests that a centralized policy would 
more likely be in harmony with most GCC 
countries.  Therefore, for the GCC countries, 
adopting one policy may not be an obstacle 
in the way of the unified currency.

Canzoneri, Cumby & Diba (2004) examined 
whether the size of the country and its debt 
have any influence on the effectiveness 
of the monetary policy in the Euro zone.  
The study arrived at the conclusion that 
countries with medium level debt experience 
the implemented unified fiscal policy 
differently than larger debt level countries.  
The reason for this is the latter countries’ 
financial status is characterized by greater 
sensitivity to the changes in fiscal policy.  
Moreover, these influences vary because of 
the stronger correlation between inflation in 
the large debt countries and inflation in the 
Euro zone.  

The study by Putkuri (2003) examines the 
influence of the monetary policy on the 
prices and the economic activity of the 
member countries in the Euro zone.  The 
study shows that this influence differs from 
one country to another and that the influence 
depends on the characteristics of the country 
and the maturity of its financial sector.  
The study focuses in particular on testing 
whether the monetary policy and its impact 
on the bank credit will lead to differences 
in the response of the supply of bank credit 
from one country to another within the Euro 
zone.  The study shows that these differences 
depend primarily on the size of the financial 
sector and the amount of financial capital in 
a country; monetary policy is more effective 
in the large financial sectors, and more 
capital means that the financial sector will 

be better able to absorb fluctuations and the 
unexpected shocks of the monetary policy.  

III- METHODOLOGY AND 
       DATA

All GCC central banks emphasize the 
importance of maintaining predictable 
exchange rates and declare that they direct 
their monetary policies toward fostering 
economic development and growth while 
promoting international trade and price 
stability1.  Prozecanski (1979) defines 
two different patterns in the behavior of 
monetary authorities.  The first pattern is 
one that describes authorities who have 
the objective of maintaining price and/or 
currency stability.  The second pattern 
refers to countries whose primary objective 
is to expand the money supply, which may 
result in an increase in the price levels and 
a devaluation of the currency.  This pattern 
represents countries that finance their fiscal 
deficit.

When examining economic policies in 
the Arab countries using pooled data, it 
is customary to divide countries into two 
different groups based on oil production: 
oil producing and non-oil producing.  Since 
the current study is concerned with the GCC 
member states, this division is rendered 
useless2.  To achieve the goal of this paper, 
which is to identify a central bank’s reaction 
function, the following simple single 
equation model is used:

Ms = a
0
 + a

1
IR + a

2
P + a

3
Y + a

4
GOV + e 

…………………… (1)

Where:

Ms is the rate of change in money supply 
defined as M2.
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IR is the rate of change in international 
reserves.

P is the inflation rate.

Y is the rate of change in real income 
approximated by real GDP.

GOV is the rate of change in government 
spending.
e measures the residuals3.

If the monetary policy were designed to 
promote prices and currency stability, the 
coefficient for inflation would be negative, 
while the coefficient for international 
reserves would be positive.  Higher rates 
of inflation and dwindling international 
reserves would induce the central bank to 
follow a tight contractionary monetary policy 
to stop the depletion of foreign reserves.  
Furthermore, if the primary objective of 
the central bank is to finance government 
deficit, the behavior will be recognized 
through a positive coefficient for inflation, 
a positive response in government spending 
and an insignificant impact on 
real income.  On the other hand, 
if the primary objective is to 
maintain a real level of liquidity, 
both coefficients for inflation 
and real income will be positive.

Data
We used yearly data on all six GCC countries, 
namely Saudi Arabia, Bahrain, Qatar, 
Kuwait, Oman and United Arab Emirates, 
on money supply (M2), international 
reserves, consumer price index (CPI), GDP, 
population and government spending.  The 
data run from 1980 to 2000 and are taken 
from the International Financial Statistics 
(IFS) CD-ROM database, as well as the 
GOIC database.  Due to lack of data on 

Kuwaiti for the years 1990 and 1991, we 
took averages to fill in the missing data.

IV- TEST RESULTS

The first model, where M2 is the dependent 
variable, was estimated using the Seemingly 
Unrelated Regression method (SUR).  In 
a time series the Seemingly Unrelated 
Regression method was found to yield more 
efficient estimators than those obtained by 
the Ordinary Least Square (OLS), especially 
if the system of equations is expected to have 
contemporaneous correlation problems.

We used pooled data on all six GCC 
countries.  Table (1) shows the SUR test 
results.  The coefficient for inflation is 
positive at the 95% level of significance 
(2.45), and significant at the conventional 
level, while the coefficient for international 
reserves (-0.37) is negative and significant 
at the 95% conventional level.  The 
coefficient for real income is relatively large 

which implies that monetary policies in all 
GCC countries correspond positively to 
changes in real income.  The coefficient for 
government spending is surprisingly small 
and insignificant, as opposed to general 
belief.  Variables collectively explain about 
55% of the total variation in the monetary 
policy.

It is worth mentioning that the above 
equation (1) did not give us a clear-cut 

Table (1): The estimated coefficients of the
equation (1) using SUR

a0 P IR GOV Y R2

-12.7 2.45
(5.01)

-0.37
(3.51)

0.032
(0.40)

2.54
(18.05) 0.55
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answer on the relationship between monetary 
policy and fiscal policy.  We claim that the 
GCC countries resort to money financing.  
Government spending increased money 
supply while on the other hand international 
reserves did the opposite.  This pattern is 
detected whenever the central bank functions 
as a printing press while attempting to 
improve the balance of payment.  Hence, 
we cannot make any judgment on monetary 
policy based on this model4.

Since our model required us to use pooled 
data, we found some studies on this subject 
matter.  Kormendi et al, (1985) which pooled 
a set of developed and developing countries 
into one group did one of the first studies.  
Gupta (1985) criticized the Kormendi study 
for pooling data on countries that may not have 
had anything in common.  Gupta divided the 
sample into two different groups: developed 
and developing countries.  He retested the 
same model for the same countries for the 
same period and found completely different 
results.  Pollak (1987) cautioned against 
pooling data and recommended testing for 
similarities in economic structures prior 
to pooling.  Barghothi and Shotar (1998) 
used pooled data to examine the monetary 
policies in some Arab countries and found 
unreliable results, which were attributed to 
pooling the data on countries, which had 
different structural bases.

The GCC countries may share many 
economic, cultural and political 
characteristics.  However, they differ in their 
initial endowments; some are rich in natural 
resources and have built and developed their 
economies based on that.  Others on the other 
hand are not as fortunate; their economies 
depend heavily on trade, services and aid.  
To compensate for the shortcomings of 

pooling data and make sure that the pooling 
data for the GCC countries is justified we 
propose the following model:

Q = b
0
 + b

1
Ms + b

2
P + b

4
GOV + u 

…………………… (2)

Where:

Q is the growth rate of real per capita 
income.

Ms is the growth rate of the money supply 
defined as M2.

P is the growth rate in the price level.

GOV is the growth rate of government 
spending.

u measures the residuals.

In principle, this model is designed to assess 
the impact of both monetary and fiscal 
policies on growth of each country.  This is 
a widely used model, see for instance [Awad 
and Alsowaidi, 2005; Jayaraman, 2002; 
Barghothi and Shotar, 1998; Bynoe, 1995; 
Gupta, 1985; Prozecanski, 1979].  Again, 
the use of equation (2)5 enables us determine 
how growth responds to economic policies 
and how effective these policies are in every 
GCC country, which in turn will help us 
determine how close these countries are 
to forming a monetary union.  We expect 
countries with similar economic structures 
to have similar significant coefficients, and 
then the next step would be grouping these 
countries together.  To this end we tested 
equation (2) using OLS.  At this stage, we 
are concerned with the impact of monetary 
and fiscal policies on per capita income.  

Table (2) shows that most countries have 
autocorrelation problems.  To correct for 
this problem, we retested the model using 
maximum likelihood ratio (MLR).
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Countries with significant negative 
coefficients for monetary policy were Qatar 
and Saudi Arabia.  While the coefficients 
for UAE, Kuwait, Bahrain and Oman had 
a negative coefficient for fiscal policy.  
The negative sign for monetary policy 
contradicts economic theory.  This could 
be attributed to the fact that expansionary 
monetary policy, which is supposed to 
stimulate growth, especially in a fixed 
exchange regime, increased imports and in 
turn, affected growth negatively.  

Government spending is expected to 
have a positive significant but in our case 
government spending lowered per capita 
income; it seems to us that government 
crowded out private investment due to 
higher interest rates.  The positive sign for 
the general price level should be taken in 
the context of the quantity theory of money, 
which we presume affected the growth rate.
Table (2) shows that Kuwait, Bahrain and 
Oman share a negative coefficient for fiscal 
policy and a positive coefficient for monetary 
policy, while the United Arab Emirates 

is the only country that has insignificant 
negative coefficients for both monetary and 
fiscal policies.  It is worth mentioning that 
equation (2) does not provide us with solid 
evidence about the similarities among the 
GCC countries.  On the contrary, results 
suggest that there are existing structural 
differences, which could hinder the process 
of creating a single currency6.  

Based on the results, the GCC countries 
could be grouped into three different 
subgroups; the first of which includes 
Qatar and Saudi Arabia.  The second group 
includes Bahrain, Kuwait and Oman.  The 
third group would include the United Arab 
Emirates only.  These results may shed some 
light and explain, earlier results obtained 
from using pooled data7.

In theory, monetary unions for any economic 
block enhance economic benefits for all 
countries involved by eliminating foreign 
exchange risk and encouraging policy 
coordination.  The key benefits from such an 
arrangement are evident.  A single currency 

Table (2): The estimated coefficients of per capita income equation (2) using OLS.

Country a0 P Ms GOV R2 D.W

UAE 5.7 1.3
(0.95)

-0.44
(1.3)

-0.2
(0.41) 0.06 0.81

Qatar 5.9 2.08
(2.2)

-1.97
(4.6)

1.06
(1.66) 0.77 0.94

Bahrain 4.2 0.21
(0.31)

٠٫١٣
(1.0)

-0.21
(1.1) 0.09 0.72

Oman 4.3 -0.08
(0.25)

0.03
(0.61)

-0.01
(0.1) 0.06 0.81

Kuwait 7.4 -0.56
(0.65)

0.45
(1.2)

-0.45
(2.0) 0.23 0.80

Saudi 
Arabia 3.8 0.1

(1.37)
-0.77
(14.3)

0.44
(6.19) 0.97 1.72
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would eliminate the transaction costs 
associated with using different currencies.  
This in turn reduces the magnitude of price 
differentials among the member states.  
Moreover, one can expect some efficiency 
gains with enhanced trade and capital flows.  
Even though GCC countries follow fixed 
exchange rate systems, a common currency 
is more credible than a fixed rate system.  
Moreover, a common currency would induce 
national price convergence and would 
imply a common real exchange rate for all 
members.  On the other hand, a monetary 
union limits the central bank’s control over 
monetary policy; also, the central bank has 
to forego some of its profits especially those 
associated with issuing currency.

V. CONCLUSION

In this paper, we attempted to assess the 
possibility of creating a monetary union 
for the GCC countries.  This probability 
was tested using two different models; 
test results suggest that there are some 

significant structural differences between 
the GCC countries, which could reduce 
the expected benefits from such a union.  
The GCC countries share common values, 
traditions, language, religion, economic, 
cultural, and political characteristics that 
would facilitate and make easier the pursuit 
of a monetary union.  However, they differ 
in their initial endowment, some are rich 
in natural resources and have built their 
economy based on that.  Others are not 
as fortunate, and their economies depend 
heavily on trade, services, and aid.  This may 
suggest that unified monetary policies that 
are basically, aimed at fighting inflation and 
stimulating economies need to consider the 
readiness of the local economic potentials 
in order to respond to these policies and 
ensure their effectiveness in achieving their 
goals.  Moreover, the GCC countries need 
to grant more policy coordination to smooth 
out differences in order to facilitate a better 
design for unified economic policies that 
would contribute to the establishment of a 
monetary union.
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Endnotes
1 The fact that oil and gas prices are denominated in US dollars and the fact that large exchange rate 

fluctuations with major trading partners can be damaging to domestic economic activities led all GCC 

countries to follow a fixed exchange rate policy against the US dollar.
2 All are major oil-producing and exporting countries with the exception of Kingdom of Bahrain.
3 All variables are in log form.
4 Based on the test statistics: F={ (SSE-SSE*)/J}/{SSE*/(N-K)}

Where: SSE is the sum of squared error of the pooled data.

SSE* is the sum of squared error of the individual countries.

J is the number of restrictions.

N is the number of observations.

K is the number of parameters.
5 Use of equation (2) is NOT for forecasting purposes.  It is used as specified above.
6 These results are similar to those obtained by Aleisa and Shotar, 2002.
7 Not all economists encourage a monetary union amongst the GCC countries for two reasons:

• Trade is very small.

• There is no indication that the GCC countries are going to face economic problems (See Cecchetti, 

2001).
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