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Editorial 
 

We are happy to present December 2016 issue of Apeejay Business Review (Vol. 15, No. 1-2) to 
the illustrious scholarly community of practitioners as well as faculty members and researchers. 
In this issue, we have included four papers drawn from Marketing, Strategy and Finance. We 
sincerely hope that the readers will find these contributions valuable and thought-provoking.   
 
P. K. Agarwal and C. K. Josh have explored influence of service quality on customer satisfaction 
in private banks in their paper titled ‘Service Quality Impact on Customer Satisfaction: An 
Empirical Study at Private Banks in Dilla, Ethiopia’. The authors have found positive correlations 
between all the elements of service quality with customer satisfaction. Banking sector may take 
a lot of cue from this study to retain their customers.  
 
 

Manpreet Kaur and Satinder Kumar have proposed holistic paradigm of augmenting customer 
satisfaction and loyalty of online shoppers in their paper titled ‘Predictors of Satisfaction and 
Loyalty in Online Shopping: An Integrated Model’. Their study indicates that customer 
satisfaction and loyalty in the context of online shopping depend on website usability, 
information quality, reliability, responsiveness, assurance, perception of assurance and 
personalization.     
 
Amit Sareen has analysed how collaborative networks and innovations are interlinked in service 
sector in his paper ‘Collaborative Networks and Innovation in Services: A Review of 
Contemporary Literature’. The network partners may include customers, suppliers, competitors, 
investors, universities and research institutions, government agencies and regulators. These 
networks pass significant knowledge, information and technology to the firm and thus provide a 
competitive advantage. This study provides a review of literature of the latest research in the 
area of networks and innovation in service industries.   
 
O. S. Deol examines the patterns of portfolio investments in the country in his paper titled 
‘Portfolio Investment in India by Foreign Institutional Investors: A Study of Trends and 
Determinants’. The study indicates that the stock market returns are the main driving force 
behind the foreign portfolio investment flows to India. Further, foreign portfolio inflows to India 
are positively influenced by strong domestic stock market returns, nominal effective exchange 
rate and weak world economic growth, while ignoring the other macroeconomic fundamentals 
 
Readers are invited to share their comments on the published articles. Selected communication 
(1000-1500 words) may be published in the next issue of ABR. Conceptual and empirical 
research papers as well as integrated literature reviews on any theme having a potential impact 
on management practices are welcome for forthcoming issues of the journal.   
 

   –Editors 
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Service Quality Impact on Customer Satisfaction: 
An Empirical Study at Private Banks in Dilla, Ethiopia 

 

P. K. Agarwal and C. K. Josh 

Department of Management, Wolaita  Sodo University, Ethiopia 

E-mail: agarwalpk001@gmail.com, ckjosh73@gmail.com 

 
Abstract 

This paper is a modest attempt to examine the service quality impact on the level of customer 
satisfaction in private sector banks at Dila town using SERVQUAL service quality measurement 
model. The study has been conducted based on primary data collected through structured 
questionnaires in 2015. The study covers thirteen private banks currently operating at Dilla. The 
correlation analysis shows that there is strong positive relationship among all elements of 
service quality and customer satisfaction. The mean analysis of perception shows values 
between 3.4 to 3.6 which indicate implementation of service quality parameters at good 
average level. However, there are a lot of implementation gaps. It calls for doing more positive 
work by private banks towards improvement in service quality parameters to further enhance 
customer satisfaction.  
 

Keywords: Service Quality, SERVQUAL, Customer Satisfaction, Private Banks, Ethiopia 

 
Background of the Study  
The government of Ethiopia launched economic reforms, financial liberalization measures and 
restructuring of financial institutions with the aim of creating a competitive environment and 
providing efficient banking services to the general public in 1994. The National Bank of Ethiopia, 
Licensing and Supervising Banking and Business Proclamation No. 84/1994 paved the way for 
emergence of various private financial institutions in the country (Kiyota et.al.2007). Following 
the proclamation, 15 private banks were set up in the country. 
 

In the last two decades, banking industry has undergone rapid changes due to intense 
competition and increased awareness of customers across the globe. Even the customers of 
various banks in Ethiopia are now far more aware and demanding.  This change is fuelled by 
technological advancement and globalization. Currently, private banks in Ethiopia are facing 
hard time due to government interventions in the sector such as NBE Bills Purchase Policy, etc. 
Given this situation, it is important to give due attention to service quality. Providing service is 
not enough, but banks should establish strategies to measure the quality of these services in 
order to compare their service quality against rivals and ensure whether the level of their 
services are as per the expectations of the customers or not. 
 

Currently, service quality has received much attention to practitioners, managers, researchers, 
because of its relationship with low costs, financial performances, return on investment, 
customer satisfaction, customer loyalty higher profitability (Leonard and Sasser, 1992; Cronin 
and Taylor, 1992; Gammie, 1992). Banks have to deal with many customers every day and 
deliver different types of services to them in order to gain market share and become profitable. 
There is no doubt that no business can exist without customers. Since commercial banks in 

mailto:agarwalpk001@gmail.com
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Ethiopia are providing more or less undifferentiated products or services to their customers, 
their competitive position should be built on providing unique quality services. 
 

Statement of Problem 
The objective of any business enterprise is not only to deliver product or services to the 
customers but also to do it with their satisfaction. Organisations with an in depth understanding 
of how to satisfy their customers are in better position to increase their profitability than those 
that might be aware of customers’ needs but are unable to deliver them to satisfactory level 
(Dominici & Palumbo, 2013). To measure customer satisfaction, banks should establish 
standards against which the actual satisfaction might be measured. Measuring customers’ 
satisfaction is important because it helps the organizations to better understand their needs and 
expectations. So this research investigates the impact of service quality on customer satisfaction 
as banking services delivered to customers are undifferentiated and the competitive advantage 
can be achieved only through better service quality. 
 

Research Objective  
The objective of this research is to analyse the impact of service quality parameters in private 
banks on the level of customer satisfaction level at Dilla Town in Ethiopia. 
 

Review of Literature  
Banks are competing in a highly competitive environment to offer quality services according to 
customers’ expectations. Ethiopian banking system has undergone a drastic change after 1994. 
There has been a significant change in the structure, composition, management objectives and 
the mode of working of the banking institutions over the last two decades or so.  
 

Many writers define ‘service’ in different ways: for example Kotler (2003) defined service as 
“any activity or benefit that one party can offer to another that is essentially intangible and does 
not result in the ownership of anything. Its production may or may not be tied to a physical 
product”. Any intangible actions that are performed by person or machines or both to create 
good perception among users is called service. Although services are performed by service 
providers, service quality results in perception and value assessment by the customer (Rao; 
2007). Parasuraman et al. (1985, 1988) defined service quality as customers' evaluation 
between service expectation and service performance. They compared customers' responses 
regarding their perceived quality of services and their pre-purchase expectations. It is said that 
service quality represents the answers to some queries like what is expected by customers? 
What is delivered? Finally is there any difference? (Woodside et al, 1989). According to Brown 
and Swartz (1989), customers prefer and value companies that provide high quality service. 
Service quality is one of the most important factors in banking sector because it results in high 
customers’ satisfaction and become a key competitive advantage (Ahmossawi, 2001). 
 

Piji,(1994); Zeithaml, (1988); Khader,(1997). Ramaswamy (1996) identified three different sets of 
measures for service quality such as service performance, customer measure and financial 
measure. Other researchers such as Lilijander, (1995). Prakash and Lounsbury (1984) and Swan 
(1988) suggested many possible comparison standards including predicted service, comparative 
expectations and fairness. However, SERVQUAL only incorporates a rough aggregated mixture of 
a selection of these. Defining service quality is more difficult than product quality due to its 
unique characteristics such as intangibility, inseparability, heterogeneity and perishable nature 
(Chang and Yeh, 2002). Service quality by its very nature is an elusive, indistinct, and abstract 
concept. Consumers do not easily articulate their requirements: also there are difficulties in 
delimiting and measuring the concept. Owing to the above reasons, limited number of 
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researchers tried to define it (Parasuraman, Zeithaml and Berry, (1985, 1988); Asubonteng et.al. 
(1996); Eshghi et al., (2008) 
 

In today’s increasingly competitive business environment, service quality is essential for the 
success of any organization. Service quality is an important aspect that affects the 
competitiveness of business. Banks should increase the quality of service constantly since there 
is no assurance that the current outstanding service is also suitable for future. Consequently, 
banks should “develop new strategy” to satisfy their customer and should provide quality 
service to distinguish themselves from their rivals. (Siddiqi; 2011). According to Garbrand, 
customer satisfaction equals perception of performance divided by expectation of performance. 
The usual measures of customer satisfaction involve a survey with a set of statements using a 
Likert scale. The customer is asked to evaluate each statement in terms of his/her perception 
and expectation of performance of the organization being measured. 
 

Service Quality (SERVQUAL) Model  
The SERVQUAL conceptual model serves as a concise framework for understanding, measuring 
and improving service quality (Parasuraman et. al. 1988). Service quality models provide 
companies with framework on how to gather information on market demands in order to 
become more competitive in its operation in the market. Models not only help in learning the 
factors that play an important role to customer satisfaction but also provide directions for 
improvement. It is a simplified description of the actual situations. The conceptual models in 
service quality enable managers to identify problems with quality service and help them 
improve the efficiency, profitability and overall performance (Seith et al. 2006).  
 

Zeithaml, and Berry identified 10 determinants of service quality. In 1988, they developed the 
10 determinants into five specific components: tangibles, reliability, responsiveness, assurance, 
and empathy. As such, it provides a basic skeleton through its expectations/perceptions format 
encompassing statements for each of the five service quality dimensions.  
 

1. Tangibles: Appearance of physical facilities, equipment, personnel and communication ma-
terials. It also refers to ‘representing service physically’. It incorporates modern looking 
equipment, visually appealing physical facilities, goods and lucrative form of pamphlets/ pro 
formas/statements, etc. All these physical facilities are used by the customers to evaluate 
the quality of service. 

2. Reliability: Reliability means ‘delivery of promises’. Reliability can be defined as the ability 
to perform the promised services accurately and timely. Customers want to do business 
with companies who keep their promises, especially promises about their core services.  
Precisely, it is the ability to perform the promised service dependably and accurately. 

3. Responsiveness: Willingness to help customers and provide prompt service. Responsiveness 
means ‘willing to help the customers’. Responsiveness can be defined as employees willing 
to help the customers and giving the services promptly and within time. This dimension  
emphasizes on attentiveness and promptness in dealing with customers’ request, questions 
complains and problems. 

4. Assurance: Assurance means ‘inspiring trust and confidence’. Assurance can be defined as 
employee’s knowledge of the firm, if employees have capacity to inspire trust and             
confidence to the customers. Customers want to do transaction if they feel safe. Knowledge 
and courtesy of employees and their ability to convey trust and confidence is what matters 
so far as assurance is concerned. 

5. Empathy: Empathy means ‘understanding the point of view of others’. Employees should 
understand the specific needs of their customers.  
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CONCEPTUAL & MATHEMATICAL FRAMEWORK 

 
Fig 1: Conceptual Framework of study 
 

 
CS = β + β1 Ta + β2 Re + β3 Res + β4 As + β5 Em + U 

Where, 
CS = Customer Satisfaction 
β = is intercept & constant 
β1 – β5 =Coefficients 
Ta = Tangibility 
Re = Reliability 
Res = Responsiveness 
AS = Assurance 
Em = Empathy 
U = Random error 
 

Hypothesis 
Based on the study objectives and literature review, the hypotheses being tested in this 
research study are as follows: 
Ha1:  There is a significant positive association between overall service quality and customer 
satisfaction 
Ha2: There is significant positive association between tangibility dimension and customer 
satisfaction 
Ha3: There is significant positive impact between tangibility dimension and customer satisfaction 
Ha4: There is significant positive association between reliability dimension and customer 
satisfaction 
Ha5: There is significant positive impact between reliability dimension and customer satisfaction. 
Ha6: There is significant positive association between responsiveness dimension and customer 
satisfaction. 
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Ha7: There is significant positive impact between responsiveness dimension and customer 
satisfaction. 
Ha8: There is significant positive association between assurance dimension and customer 
satisfaction. 
Ha9: There is significant positive impact between assurance dimension and customer 
satisfaction. 
Ha10: There is significant positive association between empathy dimension and customer 
satisfaction. 
Ha11: There is significant positive impact between empathy dimension and customer satisfaction. 
 

Research Methodology 
The study has been conducted based on primary data collected through structured 
questionnaires. Since the approach aims at analysing the impact of service quality parameters in 
private banks on the level of customer satisfaction at Dilla Town in Ethiopia, the research design 
has been taken to be causal. The measurement scale for the instrument is considered five point 
Likert Scale representing the intervals. The study has been carried out at Dilla town where 
thirteen private banks are currently operating. The population of this study is the customers of 
these banks. There are total 49,551 customers as per the data collected from the bank offices. 
From this total number of population, 398 respondents have been chosen on the assumption 
that they could represent private bank customer-base in the town. Sample size is based on the 
formula developed by Yemane Taro (1974), for selection of sample size. In the pilot study, 
reliability cronbach alpha was 0.919. 
 

Analysis & Discussion 
As reflected in Table 1, the mean score of all parameters ranges between 3.4 to 3.6 which 
indicates that the people perception about service quality is good at average level. This shows 
room for improvement in all the parameters. The Customer satisfaction also comes under good 
category. 
 

Table 2 indicates that there is strong positive relationship between service quality dimensions 
(tangibility, reliability, responsiveness, assurance, & empathy) & over all service quality and this 
relationship is highly significant (p < .05). This also verifies the alternate hypotheses Ha1, Ha2, Ha4, 
Ha6, Ha8, Ha10 are accepted that overall service quality, Tangibility, Reliability, Responsiveness, 
Assurance and Empathy has significant positive association with customer satisfaction. 
 

Table 3 summarizes the coefficient of determination = R2 which is 47.4 which means that 47.4% 
in customer satisfaction is accounted because of service quality dimensions 
 

Table 4 summarizes that all elements of service quality except assurance dimension has 
significant impact on customer satisfaction for banking service quality as p value is less than .05. 
From B coefficient it is clear that responsiveness & empathy has highest impact ( B value 0.237 
& 0.263 respectively). 
 

Regression model can be summarized as : 
CS = β + β1 Ta + β2 Re + β3 Res + β4 As + β5 Em + U 
CS = 0.912 + 0.159 Ta + 0.159 Re + 0.237 Res + .0.056 As +0.263 Em 
 

The equation shows that the slope of tangibility is 0.159 which explains that for every one unit 
increase in tangibility the customer satisfaction increases by 0.159 keeping other independent 
variables constant. In hypothesis testing Ha3, Ha5, Ha7, Ha11 are accepted that Tangibility, 



Apeejay Business Review, Vol. 15, No. 1-2, December 2016 
 

10 
 

Reliability, Responsiveness & Empathy have strong positive impact on customer satisfaction 
while Ha9 is rejected as p value for Assurance is > .05 
 

Conclusion 
The result of the study states that the private banks are good at responding to the request of 
the customers (Responsiveness), followed by Reliability, Tangibility, empathy and Assurance. At 
the same time it is clear that the level of service quality of private banks in town is not very 
much appreciating and demand fair consideration for improvement (mean score between 3.4-
3.6). As the study shows that there is positive and strong association between service quality 
and customer satisfaction, the private banks must improve their level of service quality to 
improve the level of customer satisfaction which is the fundamental of survival. 
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Table 1:  Summary of mean and standard deviation of service quality dimensions & Customer 
satisfaction 
 

 Tangibility Reliability Responsiveness Assurance Empathy Customer 

satisfaction 

N 

Mean 

Std Deviation 

338 

3.4586 

.85403 

338 

3.4893 

.62505 

338 

3.5836 

.83342 

338 

3.4867 

.68567 

338 

3.3645 

.82652 

338 

3.9485 

.82026 

 

 
Table 2:  Correlation result of service quality dimensions including overall service quality and 
customer satisfaction 

Item 
Customer 

Satisfaction 

Customer 
Satisfaction 

Pearson 
Correlation 

1 

Sig. (2-tailed)   

Tangibility Pearson 
Correlation 

.564** 

Sig. (2-tailed) .000 

Reliability Pearson 
Correlation 

.461** 

Sig. (2-tailed) .000 

Responsiveness Pearson 
Correlation 

.606** 

Sig. (2-tailed) .000 

Assurance Pearson 
Correlation 

.497** 

Sig. (2-tailed) .000 

Empathy Pearson 
Correlation 

.615** 

Sig. (2-tailed) 0 

Overall service 
quality 

Pearson 
Correlation 

.687** 

Sig. (2-tailed) .000 

*. Correlation is significant at the 0.05 level (2-tailed). 

**. Correlation is significant at the 0.01 level (2-tailed). 
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Table 3:  Regression model summary- Coefficient of determination 

R R Square Adjusted R Square 
Std. Error of the 

Estimate 

.649a .481 .474 .59513 

a. Predictors: (Constant),Tangibility, Reliability, Responsiveness, Assurance, Empathy 

 
Table 4:  Regression result of customer satisfaction regressed on service quality dimensions 
 

 

Unstandardized 
Coefficients 

Standardized 
Coefficients t Sig. 

B Std. Error Beta 

(Constant) 0..914 0.206 
 

4.443 0.000 

Tangibility 0.159 0.055 0.166 2.920 0.004 

Reliability 0.159 0.064 0.121 2.487 0.013 

Responsiveness 0.237 0.060 0.240 3.952 0.000 

Assurance 0.056 0.065 0.047 0.861 0..390 

Empathy 0.263 0.058 0.265 4.525 0.000 

a. Dependent Variable: Customer satisfaction 
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Predictors of Satisfaction and Loyalty in  
Online Shopping: An Integrated Model 

 
Manpreet Kaur and Satinder Kumar 

School of Management Studies, Punjabi University, Patiala 
Email: kumarsatinder1981@gmail.com 

 
Abstract 

This paper focuses on identifying the key dimensions of e-commerce service quality and its 
relationships to customer satisfaction and loyalty. In exploring answers to our research 
questions a hypothesized model is proposed and empirically tested using a research survey with 
online shoppers. The salient results include: (1) key dimensions of e-retail service quality is 
website usability, information quality, reliability, responsiveness, assurance and personalization; 
(2) customer satisfaction is influenced mostly by the perception of reliability, while customer 
loyalty is affected by the perception of assurance; (3) customer retention is predicted by the 
customer satisfaction index. The results of the study contribute to the nascent body of research 
in e-service quality and offer unique insights for managers of online firms on how to monitor the 
quality of their e-commerce e-service. 
 

Keywords: E-retail, service quality, SERVQUAL, satisfaction, loyalty, etc. 

 
Introduction 
Consumer’s perception about shopping has changed with the introduction of internet media. 
The retail industry has observed major revolution in the changing technology-oriented business 
scenario of the 21st century in India. Online shopping in India is an emerging trend which has 
encouraged the vendors to advertise their merchandise in wide geographical areas using the 
cyberspace. E-retailing is the second biggest category of Indian e-commerce industry. E-tailing or 
online retailing includes consumer items like electronics, mobile phones, computer peripherals, 
household appliances, apparels, jewellery, shoes, toys, etc. Besides the categories mentioned 
above, lifestyle accessories like watches, books, beauty products and perfumes and baby 
products are gaining traction. India is one of the fastest growing e-commerce markets in Asia-
Pacific. As per liberal industry outlook, it is likely to be worth $8.8 billion by the close of 2016. 
 

Global leaders like Amazon see the nation as one of the biggest opportunity windows and 
continue to sell from here in spite of all odds, while also promising to step up their investment 
and pump up their operations. The online shopping industry is fast catching on, not only in the 
large metros but also in the smaller urban centres. Online insurance, online shopping, banking, 
payments, online tickets, online business models and many other kinds of virtual transactions 
are trending in India. That’s not surprising because Indian buyers are immediately turning to 
established sites like flipkart.com, naaptol.com, eBay. in and many other shopping portals for 
their online shopping needs. The major companies that play an important role in India E-Retail 
Market are: Flipkart, Letsbuy, Myntra, HomeShop18, Yebhi, Snap Deal and Naptol etc. Also, 
customers increasingly prefer to buy many items online. This holds many benefits for them 
versus the traditional purchasing ways. Due to these changes, e-retailing companies are trying 
to find loyal customers to ensure their survival. Customers’ loyalty is considered significant 
because of its positive force on long-term profitability. Several authors indicated that e-loyalty 

mailto:kumarsatinder1981@gmail.com
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revolves around interactions of e-customer satisfaction, e-service quality, trust and perceived 
customer value. 
 

E-commerce service quality plays a fundamental role in customer’s satisfaction and purchase 
decisions through the website. Low price and web presence were initially thought to be the 
drivers of success for Electronic Commerce (EC), service quality issues soon became essential 
quality factors of any business pattern.  However, as online purchases are managed by self with 
little human interaction, many traditional service quality factors are less relevant [Zeithmal et 
al., 2000]. The more experienced and successful e-commerce companies are beginning to realize 
that key determinants of success or failure are not merely web presence or low price but 
delivering a high quality of e-service. The ever growing competition and continuous increase in 
customer expectations and demands have made customer satisfaction and related constructs to 
be the main focal spot of research on this issue. To overcome this cut-throat competition, every 
system is trying to improve efficiency, increase customer loyalty and build long-term 
relationships with their customers without sacrificing quality of help. High quality surely 
contributes to high customer retention.  
 

Review of Literature 
There has been substantial research examining the links between service quality and customer 
loyalty behaviour in traditional service operations. An increase of satisfaction on a high 
satisfaction level should lead to the same increase in loyalty. Satisfaction is the first tier in the 
relationship between customers and company. In order for a company to differentiate itself 
from the competition, it will have to move customers from the first tier of this relationship, 
satisfaction to the second tier, loyalty. In general, customer satisfaction always has an important 
effect on customer loyalty, if the level of customer satisfaction increases, the level of customer 
loyalty will increase. Thus, in order to make customer repurchase, the company or retailer 
should improve service quality to satisfy customer. 
 

Swaid and Wigand (2007) studied “key dimensions of E-commerce service quality and its 
relationships to satisfaction and loyalty”. The study was based upon hypothesized model which 
is proposed and empirically tested using a research survey with 370 online shoppers. 
Exploratory factor analysis and structure equation modelling were used to analyse the data. The 
finding of the study concluded that Key dimension of e-commerce service quality are website 
usability, reliability, responsiveness, assurance and personalization and second is the customers 
satisfaction is influenced mostly with the perception of reliability, while customer loyalty is 
affected by the perception of assurance third is customer retention is predicted by customer 
satisfaction index. 
 

Grace T.R. Lin and Chia-Chi Sun (2009)  explored how internet customer satisfaction and loyalty 
can be associated with each other and how they are affected by dynamics like external 
(technology acceptance factors, website service quality) as well as internal (specific holdup cost) 
factors. The study adopted structural equation modelling (SEM) as the main analytical tool. It 
investigates the shopping experiences of users of the major shopping websites of Taiwan. The 
research results indicated that customer e-satisfaction will positively influence customer e-
loyalty directly; second, technology acceptance factors will positively influence customer e-
satisfaction and e-loyalty directly; third, website service quality can positively influence 
customer e-satisfaction and e-loyalty directly; and fourth, specific holdup cost can positively 
influence customer e-loyalty directly, but cannot positively influence customer e-satisfaction 
directly. 
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Kabir, et. al (2009) examined the factors that influence customer satisfaction and loyalty. Based 
on literature review, a conceptual research model was developed for identifying the relationship 
between service quality and customer satisfaction as well as service quality, switching cost, and 
trust with customer loyalty. The study has collected the perceptions of 300 pre-paid mobile 
subscribers from three operators through self-administered survey questionnaire. The result 
revealed that a significant linear relationship exists between service quality and customer 
satisfaction. The result also showed that service quality, switching cost, and trust are significant 
predictors of customer loyalty. In the context of service oriented organization, among these 
three antecedents, trust is the most significant predictor of customer loyalty. 
 

Wen Wu (2011) explored the relationships among electronic service quality, customer 
satisfaction, electronics recovery service quality, and customer loyalty for consumer electronics 
e-retailers. The study was based upon primary data which consisted of 121 respondents were 
selected by quota and snowball sampling technique. Factor analysis and regression were used to 
study the relationship. Findings of the study indicated that electronic recovery service quality 
had positive effect on customer loyalty. Findings also indicated that perceived value and 
customer satisfaction were two significant variables that mediated the relationships between 
electronic service quality and customer loyalty. Eid M I (2011) identified the factors that 
influence the extent to which Saudi consumers trust, are satisfied with, and are loyal towards 
B2C e-commerce. The study was based upon primary data consisted B2C e-commerce 
customers. A theoretical research model which hypothesizes the key factors influencing the 
three constructs is developed and statistically validated. Multiple regression and structure 
equation modelling were used to test the hypotheses. The findings of the study identified key 
factors which are: user interface quality, service information quality, security risk perception, 
and privacy perception.  
 

Shah (2011) studied the component of online shopping effectiveness and relationship among 
customer satisfaction, trust and loyalty in online shopping. The study uses three dimension to 
judge online shopping quality i.e. technology acceptance factors, website service quality and 
holdup cost and its outcome variables e-satisfaction, e-trust, e-loyalty of customer. The study is 
based upon primary data with sample size of 150 respondents. The study concluded that 
repeated satisfied interaction help building trust amongst customer which creates a base for 
maintaining loyalty in online shopping encounter. Pratminingsih et al (2013) examined 
empirically the influence of satisfaction, trust and commitment to customer loyalty in online 
shopping. The study was based on the theoretical model hypotheses were formulated and 
primary data were collected from 300 students. Multiple regression and qualitative analysis 
were used to test the study hypotheses. The empirical study results revealed that Satisfaction 
has positive relationship with trust, commitment, and loyalty. Trust also has positive 
relationship with commitment and loyalty, and commitment has impact on loyalty. The study 
recommended that shop owner needs to focus on the online shopping experience.  
 

Nsairi et al (2013) examined the key determinants of satisfaction in an online shopping context 
and their consequences on loyalty. The study was based upon structural equation modeling 
method to test a conceptual model relating perceived value-satisfaction-loyalty with the 
incorporation of variables specific to the online experience. The findings revealed that the effect 
of website environment on perceived value is supported and that some dimensions of perceived 
value influence online customer satisfaction. Moreover, satisfaction had a positive influence on 
loyalty while computer anxiety had a negative influence. Ziaullah.M et.al, (2015) developed a 
theoretical framework to examine the relationship between e-tail quality dimensions, customer 
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satisfaction and loyalty. Data from a survey of 415 online consumers were used to test the 
research model. Exploratory Factor Analysis (EFA) and Confirmatory Factor Analysis (CFA) were 
conducted to demonstrate the reliability and validity of the measurement model, and the 
Structural Equation Modeling (SEM) technique was used to test the research model. Results 
support the proposed hypotheses. The analytical results showed that the system quality, 
information quality and service quality affect customer satisfaction and loyalty. Information 
quality aspects have a positive relationship with system quality and service quality dimensions. 
Moreover, the latter in turn are significantly related to e-loyalty.  
 

Hypotheses 
Consistent with previous studies that employed the conceptual model, following hypotheses are 
framed: 
H1: There is a linear relationship between service quality dimensions and customer satisfaction. 
H2: There is a linear relationship between service quality dimensions and customer Loyalty. 

 

 

 

 

 

 

 

 
Figure 1 
 

Research Methodology 
Objective of this research is to study the e-retail service quality by using convenience non- 
random sampling technique to collect data from the respondents who could reasonably 
interpret the e-retailing. Hence in the present study those individuals have been included who 
are educated and exposed to online shopping. The survey has been conducted via email and 
face-to-face interactions. A total of 500 survey questionnaires had been sent out, out of which 
452 questionnaires were received. Each of the responses received has been screened for errors, 
incompleteness or missing responses. After the screening process, only 452 responses have 
been considered complete and valid for data analysis. This represents a success rate of 86.6%, 
which is considered to be good in view of time and cost constraints. 
 

Analysis 
The factor analysis technique was applied on responses of respondents with regard to twenty- 
two variables related to the e-retail service quality and six factors were extracted. The 
respondents were asked to rate twenty-two variables/statements, on five point Likert scales, 
which ranged from strongly satisfy to strongly dissatisfy. 

Reliability 

Security 

Website design 

Personalisation 

Ease of use 
Customer loyalty 

Customer satisfaction 

Responsiveness 

H1 

H2 
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Scale Development 
A scale was developed to identify the factors affecting service quality in e-retailing. The 
literature for the same was consulted as shown in literature review section. The variables were 
selected based on literature support and in consultation with professional in the field of service 
quality. Total 22 variables were selected to find the perceptions of the respondents toward e-
retail service quality. These items were to be rated on a five point Likert scale by the 
respondents.  
 

Reliability and Validity 
The Cronbach’s alpha of scale is .841 (Table 1) which is a good indicator to go ahead as the value 
of the Cronbach’s alpha coefficient of 0.6 and above is good for research in social science 
(Cronbach, 1990). Also the corrected-item-total correlation > 0.5 and inter-item correlation is 
more than 0.3. Here, it is pertinent to mention that corrected-item-total correlation > 0.5 and 
inter-item correlation >0.3 is good enough for reliability of the scale (Hair et al., 2009). The value 
for communalities using principal component analysis ranged from .595 to .815. Here, it is 
relevant to mention that communalities >0.5 is sufficient for the explanation of constructs (Hair 
et al., 2009). All these values show factors analysis has extracted good quantity of variance in 
the items. Hence, all the requirements of reliability, validity and uni-dimensionality have been 
met. 
 

Table 1 shows the factor analysis of the twenty-two variables; this analysis extracted six   factors 
from the variables. Each factor was defined by at least two scale items. Kaiser-Meyer-Olkin 
(KMO) Measure of Sampling Adequacy (MSA) value of .841 is sufficient enough for validating 
factor analysis results. Here, it is appropriate to mention that KMO>0.6 and p<0.5 are good 
enough for research in social sciences (Hair et al., 2009). The six factors classified using the 
factor analysis is shown on the Table 1. All the factors having loading more than 0.4 are 
considered and the loading ranged from .766 to .603. The Eight factors so generated have Eigen 
values ranging from 8.312 to 1.026. These factors named as:  
 

Regression Analysis 
To test the above mentioned two hypotheses, linear regression analyses were used. Referring to 
hypothesis 1, the result (Table-3) of regression analysis shows that a significant (p= 0.000) linear 
relationship exists between the service quality and customer satisfaction. Thus, the service 
quality is the significant predictor of customer loyalty. Table provides the model summary and 
Anova of the model which specifies customer satisfaction as a function of service quality 
dimensions which are ease of use, Responsiveness, security, reliability, website design, 
personalisation. R square of the model is .905 which entails that 90.5% of the variation in the 
dependent variable i.e. customer satisfaction is accounted for by this model which is quite good. 
ANOVA tells overall goodness of fit of the model. F-statistic of the model is 308.30 which is quite 
good and entails that model is a good fit at 1% level of significance. 
 

The findings revealed that all dimensions were statistically significant in explaining the variance 
of service quality. Results shows that the customers tend to make service quality judgements 
based on these all dimensions in order of importance as revealed in the regression equation. 
Above table shows the model summary and ANOVAs test of the model which specifies customer 
loyalty as a function of service quality dimensions which are Responsiveness, reliability, security, 
ease of use, personalisation, and website Design. R square of the model is .636which entails that 
63.6% of the variation in the dependent variable i.e. customer loyalty is accounted for by this 
model which is quite good. ANOVA describe overall goodness of fit of the model. F-statistic of 
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the model is 56.529 which is also good and entails that model is a good fit at 1% level of 
significance. 
 

Table 6 reveals the results of the model predicting customer loyalty through the variables of 
service quality which are Responsiveness, security, personalisation, and website Design, ease of 
use and personalisation. Outcomes show that four dimensions possess significant relation with 
customer loyalty except security and website design. From the above analysis, it is clear that 
there is an impact of service quality dimension on customer loyalty as a regression model is 
significant  
 

The regression analysis of hypothesis 2 indicates that a significant (p= 0.000) linear relationship 
exists between the service quality and customer loyalty. Hence, the service quality is the 
significant predictor of customer loyalty (Table-6). Though the service quality is a significant 
predictor of customer loyalty, the explaining power of this variable is quite low.  
 

Structural Analysis 
A structural model was developed by specifying that e-service quality dimensions influence the 
construct of overall satisfaction and loyalty intentions. Utilizing the modification indices of the 
Lagrange multiplier index and the Wald test (Hatcher, 1994) resulted in the model described in 
figure 1. According to the structural analysis, we have found that all dimensions of e-service 
quality significantly affect customer satisfaction with reliability, ease of use and personalisation 
being the most important factors that influence customer satisfaction. On the other hand, the 
identified dimensions of e-service quality except of security and website design affect customer 
loyalty significantly.  
 

Discussion and Implications 
With Internet and Web technologies, online customers can have unlimited access to the 
information they require and may enjoy a broader range of options in selecting commodities 
and services with highly competitive costs. Thus, it is generally not easy for online retailers to 
attain and maintain competitive advantages so “differentiating” service quality levels of the 
online retailers have increasingly become a central driving force in enhancing customers’ 
satisfaction and inward turn in expanding their client infrastructures. Service quality 
improvement initiatives should start with defining the customers’ demands and preferences, 
and their related quality dimensions. If online retailers see what dimensions customers use to 
judge quality, they can take appropriate actions to monitor and enhance performance on those 
dimensions and remedy service failures. This work identified a sum of six key online service 
quality dimensions. Apparently, in parliamentary procedure to sustain a high degree of overall 
service quality, the online retailers should pay attention to all six dimensions identified in this 
survey. Even so, to strengthen competitiveness in the exceedingly competitive market, given 
limited organizational resources, it is recommended that the online retailers focus particularly 
on four dimensions, responsiveness, reliability, personalisation and ease of use, in lodge to 
reach high levels of consumers’ perceived overall service quality and their satisfaction and 
loyalty simultaneously. For online retailers, the six service quality dimensions identified in this 
research provide useful information on which areas the online retailer should focus on to 
improve online shopping service quality. 
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Appendix 1: Relationship between Service quality, customer satisfaction and loyalty (supported literature) 

Author Objective Applied for factors Method used Supported results 
 

Ali. P, 
Sankaran 
(2010) 

Analyse the customer satisfaction and 
loyalty of the online customers in 
Norway 

Online 
shopping 

Product information superior customer 
service, quality and timely delivery of 
goods and importantly effective website 
designs. 
 

 Service quality. 
Customer satisfaction 
customer loyalty 

Choi et al. 
(2013) 

Explored the service quality with an 
aim of revealing customer perceptions 
of the service quality associated with 
the provided functions and 
investigating their impacts on customer 
loyalty. 

e-
commerce 

“Fulfilment and responsiveness”  Service qulity- loyalty 

Eid.M.I. 
(2011) 

identified the factors that influence the 
extent to which Saudi consumers trust, 
are satisfied with, and are loyal 

e-
commerce 

Interface quality, service information 
quality, security risk perception, and 
privacy perception. 

structural 
equation 
modelling 

Customer satisfaction 
customer loyalty 

Lin and Sun 
(2009) 

Factors influencing satisfaction 
and loyalty in online shopping: an 
integrated model 

shopping 
websites 

Feedback on the website design, 
competitive price of the product, 
merchandise availability& condition, on-
time delivery, return policy; customer 
support, order confirmation; and 
promotion activities 

structural 
equation 
modelling 

Website quality-
Customer satisfaction- 
loyalty 

Moez Ltifi 
and 
Gharbi (2012) 

studied the satisfaction and loyalty 
pattern for the consumers shopping 
online and the impact of emotional 
state and perceived risk of remote 
purchase on e-satisfaction 

Internet 
shopping 

Emotional state during Internet shopping 
(the pleasure, stimulation and 
dominance) remote purchase, (the total 
risk, the financial risk, the social risk, the 
psychological risk, the functional risk, and 
the physical risk) 

Regression 
analysis 

Customer satisfaction- 
loyalty 

Sanayei, 
Shaemi and 
Nasirzadeh 
(2011) 

considers an electronic service quality 
in e-banking,  as the antecedents to 
Website satisfaction and assesses their 
effects on online consumer satisfaction 
and 

e-banking Availability and fulfilment structural 
equation 
modelling 

Service quality. 
Customer satisfaction 
customer loyalty 
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loyalty 
 

Shah (2011) studied the component of online 
shopping effectiveness and 
relationship among customer 
satisfaction, trust and loyalty 

online 
shopping 

Technology acceptance factors, website 
service quality and holdup cost 

 satisfied interaction- 
building trust- 
loyalty 

Suleyman 
et.al (2010) 

provided theoretical and empirical 
frameworks for determining the drivers 
of e-customer satisfaction 

e-tailers E-shopping cost, e-store design quality, e-
store service quality, e-store information 
quality 

  

Sun and et al. 
(2009) 

examine causal linkages among 
dimensions of e-service quality, 
customer satisfaction, perceived value 
and loyalty 

 Privacy, Fulfilment, System availability 
and Efficiency 

 eservice quality- 
customer satisfaction 
,perceived value. -
loyalty 

Swaid and 
Wigand 
(2007) 

Key dimensions of E-commerce service 
quality and its relationships to 
satisfaction and loyalty 

E-
commerce 

Website usability, reliability, 
responsiveness, assurance and 
personalization 

structural 
equation 
model 

Service quality. 
Customer satisfaction 
customer loyalty 

Wen Wu 
(2011) 

explored the relationships among 
electronic service quality, customer 
satisfaction, electronics recovery 
service quality, and customer loyalty 

e-retailer System availability. Fulfilment, privacy, 
responsiveness, compensation, contact 

Regression 
analysis, 
hypnotized 
modal 

electronic recovery 
service quality -
perceived value & 
customer satisfaction - 
customer loyalty 

Yen and Lu 
(2008) 

Effects of e-service quality on 
loyalty intention 

online 
auction 

Efficiency, system availability, privacy and 
fulfilment 

structural 
equation 
model 

Service quality. 
Customer satisfaction 
customer loyalty 
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Table 1: Factor Analysis (Rotated Component Matrix) 
 

 Statements Responsiveness reliability security Website 
design 

Ease of 
use 

personalisation 

ER3 
Have relevant and accurate Emails’ 
responses 

.745      

ER28 Handle quickly to a consumer 
complaint. 

.709      

ER31 Has an acceptable return policy .704      

ER29 
Sends e-mail and messages for 
special offers frequently 

.703      

ER30 Offer fair Compensation for 
problems Orders from this e-
retailer  

.603      

ER22 Orders are protectively packaged 
when delivered  

.595      

ER13 
Website performs the service right 
the first time 

 .766     

ER11 Provide a confirmation of items 
ordered. 

 .729     

ER6 Have order cancellation and return 
policy 

 .657     

ER12 Order tracking details are available 
till delivery 

 .639     

ER14 Security policy is accessible   .747    

ER15 Websites contain company details    .728    

ER7 Purchasing from the websites will 
not cause financial risk 

  .657    

ER16 
Online payment is safe 

  .625    

ER4 Websites are visually pleasing.    .735   

ER10 Able to see the graphics clearly on 
e-retailer’s Web site. 

   .731   

ER8 Website designs are innovative    .673   

ER26 Websites load its page quickly.     .815  

ER25 The websites are be well organised     .741  

ER20 
Websites completes a transaction 
quickly 

    .624  

ER17 Has service representatives online      .661 

ER18 Have a toll free call number      .651 

Cronbach Alpha 0.841 0.786 0.766 0.794 0.795 0.730 

% Variance 14.968 11.574 11.572 11.076 10.100 7.303 

Eigen Value 8.312 2.234 1.778 1.357 1.276 1.026 
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Table 2: Factors names 

Factors Definition 

First factor (Responsiveness) 
factor loading ranges from .745 
to .595.  

Responsiveness refers to an ability to deal effectively with 
complaints and promptness of the service 

Second factor (Reliability) 
factor loading ranges from .766 
to .639. 

Reliability as the ability to perform the promised service 
accurately and consistently, including frequency of updating 
the web site, prompt reply to customer enquiries, and 
accuracy of online purchasing and billing. 

Third factor (security) 
factor loading ranges from .747 
to .625 

 security is a set of procedures, techniques, and safeguards 
designed to protect hardware, software, data, and other 
system resources from unauthorized access, use, 
modification, or theft 

Fourth factor (Website design) 
factor loading ranges from .735 
to .673 

Customer perception of the degree the website interface is 
visually appealing and well designed 

Fifth factor (Ease of use) 
factor loading ranges from .815 
to .624 

Ease of use refers to a consumers’ belief that no effort will 
be required to use a system; the effort includes both 
physical and mental effort and how easy it is to learn and 
use the system 

Sixth factor (Personalisation) 
factor loading ranges from .661 
to .651 

Personalisation involve the individual attentions, the 
personal thanks which customer note from online store, and 
availability of message areafor costomer making comments 

 
Table 3: Linear Relationship between Service Quality and Customer satisfaction 
 

Model Summary 

Model R R Square Adjusted R Square 
Std. Error of the 

Estimate 

1 .951a .905 .902 .13311 

Anova 

Model Sum of Squares Df Mean Square F Sig. 

1 

Regression 43.701 8 5.463 308.304 .000a 

Residual 4.589 259 .018   

Total 48.290 267    

a. Predictors: (Constant),  Ease of use ,Responsiveness, Security, Reliability, Website Design, 
Personalization 
b. Dependent Variable: customer satisfaction 
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Table 4: Coefficientsa 

 

Model 
Unstandardized Coefficients 

Standardized 
Coefficients t Sig. 

B Std. Error Beta 

(Constant) .180 .065  2.768 .006 

Responsiveness .182 .011 .334 16.939 .000 

Reliability .117 .011 .221 10.635 .000 

Security .141 .011 .265 12.525 .000 

Design .121 .011 .238 11.258 .000 

Ease of use .089 .010 .180 9.063 .000 

Personalization .074 .008 .191 8.957 .000 

Dependent Variable: customer satisfaction 

 
Table 5: Linear Relationship between Service Quality and Customer loyalty 
 

Model Summary 

Model R R Square Adjusted R Square 
Std. Error of the 

Estimate 

1 .797a .636 .625 .583 

Anova 

Model Sum of Squares Df Mean Square F Sig. 

1 

Regression 153.956 8 19.245 56.529 .000a 

Residual 88.173 259 .340   

Total 242.129 267    

a. Predictors: (Constant), Responsiveness, Reliability, Ease of use, Security,  Website Design, 

Personalization 

b. Dependent Variable: Customer loyalty 
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Table 6: Coefficients 
 

Model 

Unstandardized 
Coefficients 

Standardized 
Coefficients 

t Sig. 
B 

Std. 
Error 

Beta 

(Constant) 1.731 .209  8.297 .000 

Responsiveness .179 .051 .180 3.494 .001 

Reliability .255 .059 .273 4.322 .000 

Security .045 .090 .048 .494 .621 

Website Design -.083 .101 -.082 -.821 .412 

Ease of use .949 .217 .828 4.378 .000 

Personalization -.621 .144 -.459 -4.314 .000 

a. Dependent Variable: customer loyalty 
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Abstract 

 Business networks play an important role in innovation. The network partners may include: 
customers, suppliers, competitors, investors, universities and research institutions, government 
agencies and regulators. These networks pass significant knowledge, information and 
technology to the firm and thus provide a competitive advantage. Service firms typically don’t 
have strong R&D departments and thus knowledge provided by external partners plays an 
important role in innovation. Innovation in services includes both technological and non-
technological innovation.  This study provides a review of literature of the latest research in the 
area of networks and innovation in service industries.   
 

Keywords: Service Innovation; Networks; Knowledge Intensive Business Services; Collaboration 

 
Introduction 
Business networks can be considered as a strategic resource for a firm. These networks provide 
knowledge, information and technology and thus facilitate innovation. Innovation in service 
firms can be considered both in terms of technological and non-technological innovation. This is 
in contrast to innovation in manufacturing which is mainly technological in nature. Also, service 
firms don’t have strong research and development (R&D) departments and innovation is more 
experimental and may encompass the entire organization. Collaborative networks play an 
important role in innovation in services. Within the firm, the culture and resources for 
innovation are important factors to be considered since they facilitate innovative activities 
within a firm. The aim of this study is to review the contemporary research in the area of 
networks and innovation in services. The research papers selected in this study were acquired 
from the online aggregator EBSCO. Since the focus of this study is on contemporary literature, 
most of the papers that have been reviewed were published in the years 2014 and 2015. This 
study has reviewed literature on networks, culture for innovation and resources for innovation 
in a firm, innovation in services, and the role of collaborative networks in providing knowledge 
and facilitating innovation. The study also compiles future research directions based on the 
literature review.       
   

Networks  
Innovation Networks: An innovation network can be considered as a set of economic agents 
with established contacts. These agents may include producers, customers, suppliers, 
universities and research institutions and they allow circulation and creation of knowledge 
(Karlsson and Warda, 2014). External knowledge sources for innovation also include networks 
with information technology (IT) firms, R&D institutions, business service firms, exhibitions & 
conferences, and other businesses within the same group. Networks facilitate knowledge flow 
within and across regions and are an important source of innovation and growth. Network 
capital can be defined as investments in strategic and calculative relations with other firms in 
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order to gain relevant knowledge. Inter-organizational networks can be considered as a strategic 
resource for firms. Inter-firm and inter-organizational networks can be considered as a form of 
capital asset which allows access to external knowledge sources (Huggins and Thompson, 2015). 
Inter-organizational agreements and cooperative business networks are important strategies for 
firms to gain competitive advantage particularly for small and medium firms (Wegner, Alievi and 
Begnis, 2015) 
 

Innovative companies gain knowledge from their network partners. Diverse forms of innovation 
networks include national and regional innovation systems, technology and science parks and 
formal cooperation of a company with other firms (Dolinska, 2015). A firm may work towards a 
collaborative idea management process with its employees, suppliers, customers and academia 
(Bank and Raza, 2014). Networks or systems of relations can be considered as drivers of change. 
One can also distinguish between relations and positions. Structural holes in networks are based 
on a configuration of relations that can result in missing relations or weak links (Leydesdorff and 
Ahrweiler, 2014). 
 

Network Capability: Wang (2015) argues that network capabilities help a focal firm manage its 
network and extract benefits from the network by improving network configuration in terms of 
network density, tie strength and network position. Network capability can be described in 
terms of network operating capability and network locating capability. In this context it is 
important to consider network competence antecedents such as IT capabilities, learning 
capabilities, availability of resources, network orientation of human resources, intra-
organizational communication systems and openness of corporate culture. Firm performance 
within a network is effected by network configuration which includes network structures or 
density of ties, network relationships and network positions.  
 

Network Classification: Networks can be classified as contact networks through which 
organizations source knowledge, and alliance networks though which organizations collaborate 
to innovate. Alliance networks result from formal collaboration and joint ventures which provide 
access to the organizational knowledge within the network. Organizations may thus deliberately 
invest in networks (Huggins and Thompson, 2015). 
  

Innovation in firms is doubly embedded: in a social network among researchers and in a 
knowledge network between knowledge elements. Knowledge networks are different from 
social networks as knowledge networks are linkages between scientific and technical knowledge 
(Wang, Rodan, Fruin and Xu, 2014). While studying innovation, the role of human and 
intellectual capital needs to be complemented with the role of relational and social capital. 
Social networks have played a key role innovation, creativity and ideation. A social network is 
defined as a set of actors interconnected through social ties or links. Networks for exploration 
are different from networks for exploitation (Mascia, Magnusson and Bjork, 2015).     
 

Valkokari (2015) distinguishes between business, innovation and knowledge ecosystems by 
considering an ecosystem in terms of a structure of relationships between interacting actors. 
This also explains the dynamic nature of these ecosystems. Business ecosystems are based on 
economic outcomes and business relationships with one focal firm at the centre and focus on 
creating customer value. Innovative ecosystems foster the creation of innovative start ups 
around regional hubs or clusters and integrate business and knowledge ecosystems. Knowledge 
ecosystems focus on creation of new knowledge and technologies.   
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Networks within a Business Group: Firms can be a part of a small world or a business group due 
to institutional voids such as deficiencies in capital, labor and legal systems or institutions. 
Relationships between group members serve as a source of knowledge. These group members 
can also mobilize resources and allocate the same in an efficient manner. Such firms may be 
legally independent but are bound together by a set of formal and informal ties and typically 
take coordinated action. Efficient coordination in a group depends both on dyadic relationships 
as well as the holistic network structure of the group (Chen and Jaw, 2014).    
 

Networks with Customers: Among the network partners, customers are an important source of 
knowledge in a firm and thus customer orientation is an important attribute in an organization 
(Dolinska, 2015). Collaborative innovation with customers is important for the development of 
new products and services. Firms may engage with both individual and business customers and 
learn from them. Customers may even provide ideas for future development (Greer and Lei, 
2012). Customer involvement is critical for any firm that wants to develop new products and 
services and as firms move from goods dominant logic to service dominant logic, customers 
instead of being seen as targets are now seen as participants in relational exchanges and 
coproduction (Paasi, Lappalainen, Rantala and Pikkarainen, 2014)   
 

Customer networks help in early and greater customer interaction during product development. 
Knowledge from customers is not sufficient for success and it must be accompanied with 
openness in communication, tolerance, accommodation, initiatives, advocacy and personal 
dedication. Business customers may be motivated by price reductions, exclusive rights for a 
period of time, extra service and warranties (Greer and Lei, 2012).  
 

Culture for Innovation in a Firm 
Culture for innovation within a firm encourages innovative activities. Innovative firms encourage 
knowledge sharing and creativity and are open and responsive to change. Such firms also 
reward creativity and innovation. Kheng and Mahmood (2013) find that there is a significant 
relationship between pro-innovation organizational climates, leader-member exchange and 
innovative work behavior of knowledge workers. Climate is at the heart of an organization’s 
informal structure as it implies a system of informal rules and guides the behavior of people. It’s 
a shared perception of the way things work in an organization. Organizational climate, that 
signals to the employees that innovative behavior is welcome, encourages employees to act in 
an innovative manner. Such a climate encourages trial and error and allows individuals to think 
in different ways about products, services and processes.   
   

Thong and Lotta (2015) discuss the case of Finland’s Orion Corporation and how the firm 
transformed its research and development process. The firm was faced with a weak product line 
up and a hierarchical and inward-looking mindset. In response to this the management built an 
open, collaborative and result oriented R&D organization. The company deliberately built an 
organization that encouraged R&D. It encouraged effective two-way communication and 
expected supervisors to be professional and fair. The firm also actively sought feedback. It also 
encouraged trust, responsibility, internationality and diversity in its project teams. The firm built 
a CrossFun team whose initiatives included training, meeting facilitators, tools for 
brainstorming, sharing best practices, 360 degree feedback, cross-functional R&D training days, 
culture survey, discouraging fear of failure and diversity in recruitments. The company took care 
to derive some aspects of the new culture from the old. The desired culture was built on the 
best aspects of the existing culture. The firm also put a lot of focus in encouraging internal 
communication and adopting best practices for the same.    
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In order to collectively develop ideas, a firm may adopt the process of collaborative idea 
management which involves soliciting ideas from within the organization, empowering 
employees to find solutions to given problems and managing and communicating ideas through 
the full cycle from idea generation to implementation. For successful implementation of ideas, 
firms need to focus on strategy, culture and leadership. The firm strategy should be clearly 
communicated to the internal audience. Even a perfectly designed innovation process requires 
commitment from leadership (Bank and Raza, 2014).   
 

Resources for Innovation in a firm 
Resources available within a firm for innovative activities encourage innovation. A firm may 
provide adequate human resources, time and funding for innovative activities. Google (now 
Alphabet) is a very good example of such a company. A firm may develop innovative capacity by 
investing in equipment, software, internal R&D and acquisition of external knowledge. Firms 
which invest in these resources have a higher propensity to innovate (Silva, Simoes, Sousa, 
Moreira and Mainardes, 2014). Knowledge absorption and a firm’s ability to identify, acquire 
and utilize external knowledge is critical for success (Dolinska, 2015). Leader member exchange 
theory (LMX) describes the interactions between leaders and subordinates. Leaders establish 
higher quality exchanges with some of the followers while with others the exchange is more on 
the terms of employment. Such employees who are favored by leaders are awarded greater 
resources and freedom in decision making (Kheng and Mahmood, 2013).  
 

Innovation in Services    
Innovation in Services: Innovation is considered a principal means for competitiveness and 
economic growth (Huggins and Thompson, 2015). Innovation in services can be considered in 
terms of technological innovation as well as non-technological innovation such as organizational 
innovation, ad-hoc innovation and marketing innovation. A number of studies have considered 
innovation in services beyond the realm of technological innovation. The unique aspects of 
services that need to be considered are intangibility, co-production and co-terminality. Due to 
the intangibility of services, information technology plays an important role in innovations 
although it is difficult to measure the service output. Service firms are also highly dependent on 
competencies embedded in human capital (Morrar, 2014). Within a firm, innovation can be 
considered as a multistage process which involves idea generation and activation, coalition 
building and acquisition of power and resources to build the idea into reality, prototype 
development and commercialization of the product or service (Kheng and Mahmood, 2013).  
 

Much innovative knowledge involves re-combinations that may travel horizontally across 
industries (Cooke, 2013). Entrepreneurs, in new as well as incumbent firms, play an important 
role in the economy by taking risks and developing new combinations of ideas and doing things 
differently (Karlsson and Warda, 2014). The innovation process involves development of a new 
solution or concept, elaboration, application, promotion and sales, diffusion and continuous 
improvement (Dolinska, 2015). Innovative capacity in firms depends upon investment in 
innovative activities, firm size and service sub-sector. Technology based service firms are more 
likely to innovate as compared to firms providing other services (Silva et al., 2014). For the study 
of innovation, services can largely be classified into two groups: Knowledge intensive business 
services (KIBS) and traditional services (Fuentes, Dutrenit, Santiago and Gras, 2015). KIBS are 
also called as knowledge and innovation intensive services (KIIS).    
 

Innovation process in firms is currently becoming more democratic as more and more 
employees, users and customers, who have no formal role in the innovation process, are 
participating in innovative activities. Presence of social ties facilitate ideation and creativity 
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within and outside the organization (Mascia et al., 2015). Service innovation is difficult for 
product focused companies, particularly small and medium enterprises (SMEs) since they 
typically have limited resources for research and product and service development. But some 
SMEs have achieved service innovation by leveraging digital technologies. These firms 
appreciate the intangible, solve real world problems, think big, start small and learn by doing 
(Prindible and Petrick, 2015). Public funds available for innovation promote innovative activities 
(Fuentes et al., 2015).   
 

Innovation in Services vs. Manufacturing: Innovation in services is often compared with the 
same in manufacturing. Most of the innovation theories have their origins in manufacturing 
firms. Innovation research in general has mostly focused on technological innovation in 
manufacturing firms. Thus most innovation studies have focused on product and process 
innovation (Carlborg, Kindstrom and Kowalkowski, 2014). 
  

Innovation in services can be considered in terms of assimilation, demarcation and synthesis 
approaches. Some of the unique characteristics of services are intangibility, perishability and 
simultaneous production and consumption. Thus services require specific innovation models 
(Silva et al., 2014). The assimilation approach considers innovation in services similar to 
manufacturing while the demarcation approach considers it different from manufacturing. The 
synthesis approach, which is popular in contemporary research, considers innovation in services 
both similar and different from manufacturing and thus research models need to be applied in a 
service context. The integrative or synthesis approach ignores the traditional approach towards 
manufacturing and services and consider the overall economic value being delivered to the 
customers (Vergori, 2014). Synthesis oriented research aims to integrate learning and insights 
from assimilation and demarcation oriented researches and provides a unified framework to 
study service innovation (Carlborg et al., 2014). There are complementarities and convergence 
between the production of goods and services. Manufacturing firms have more mature 
innovation processes as compared to service firms (Fuentes et al., 2015)    
 

Different Dimensions of Service Innovation: Innovation in services goes beyond the realm of 
technological innovation. Meigounpoory, Rezvani and Afshar (2015) discuss the dimensions of 
service innovation based on the original model of Hertog et al. (2010). These dimensions include 
New Service Concept, New Customer Interaction, New Value System or Business Partners, New 
Revenue Models, Organizational Innovation, and Technological Innovation. New Service Concept 
includes development of new or enhanced services. Many of the new services are combinatory 
and combine services that exist individually. New Customer Interaction involves new forms of 
interaction and communication between the customer and the service provider. Customers may 
also co-design and co-produce the services being offered. New Value System or Business Partner 
related innovation involves working jointly with business partners who may be parties in a value 
chain and actors in a wider value network. New Revenue Models may include new ways to assign 
cost and revenue between the service provider and the customer.  
 

For example a firm may charge services on pay per use basis instead pay per product. Firms may 
even charge based on the revenue or profit generated by the customer. Organizational 
Innovation refers to changes in organizational structure and work-practices. It also relates to 
changes in human resource management and work culture. Technological Innovation includes 
changes in firm’s operational processes and technological systems. It involves use of information 
technology for productivity and efficiency improvements. There is increasing recognition of 
complementarities and interactions between technological and non-technological innovations 
(Fuentes et al., 2015)    
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Organizational Innovation includes inter-functional integration (Carlborg et al., 2014). Thong and 
Lotta (2015) discuss how the Orion Corporation in Finland was transformed from a hierarchical 
function based organization to a matrix organization with a project centric mind-set. The 
company formed project based cross functional teams. It increased its outsourcing and external 
collaborations. Orion decided to have a value adding role in collaborating with smaller 
bioscience firms and academia. The firm resorted to professional outsourcing with the 
introduction of standard processes, practices, roles and training. A structured process was 
created emphasizing scientific collaborations with outside partners. Therapy area teams actively 
managed project portfolio while scientific project leaders worked in parallel with task oriented 
project leaders.    
 

Open Innovation: The concept of open innovation framework generally includes inbound, 
outbound and combined processes and knowledge follows and open innovation in a way reflects 
to what extent the boundaries of the organization are permeable to knowledge flows. Open 
innovation can also be defined in terms of technology transactions, user innovation, business 
models and innovation markets. An open innovation framework also provides guidance for 
innovation decisions such as ‘make or buy’, ‘integrate or relate’ and ‘keep or sell’ (Greer and Lei, 
2012). The concept of open innovation is considered as an umbrella that covers a range of 
approaches including user innovation. There are also risks in open innovation with customers. 
These include: loss of know, being dependent on the particular customer and being limited to 
incremental innovation, although these risks can be reduced by planned risk management (Paasi 
et al., 2014).   
 

Incremental vs. Radical Innovation: Incremental innovations are usually well received by 
customers since they reduce risk and avoid cost of product changes while on the other hand 
radical new technologies and products may face resistance from customers, particularly large 
industrial or commercial buyers (Greer and Lei, 2012).  Openness of a firm in terms of acquiring 
external knowledge is more effective for radical innovation as compared to incremental 
innovation in case of service firms. In contrast external knowledge is more effective for 
incremental innovation in manufacturing firms. Non technological innovation is more important 
in service firms. Also, quality of human resource is more important for innovation in services as 
compared to manufacturing (Moon, 2014). 
 

Measuring Innovation: Surveys are useful to measure the phenomenon of innovation. Such 
surveys initially mirrored the assimilation approach and measured mainly technological 
innovation. The same questionnaires and tools developed for measuring innovation in 
manufacturing were applied to measure innovation in services. Such surveys were also called as 
subordinated surveys (Fuentes et al., 2015). Later surveys followed the demarcation approach 
and were developed for an entirely services oriented context and applied exclusively to service 
firms. Surveys that now follow the synthesis approach balance both the technological and non- 
technological aspects of innovation (Vergori, 2014). The heterogeneity of services and their 
intangible nature makes it difficult to use traditional indicators of innovation (Fuentes et al., 
2015).      
 
Barriers to Innovation: Bank and Raza (2014) identify the factors that inhibit innovation. These 
include size, operational silos and lack of employee motivation. Companies with large size may 
be good at developing high level strategies but may fall behind in driving and motivating key 
resources and executing the plan. When companies drive innovation through R&D or innovation 
centers, they use only a limited set of intellectual capital available in the firm. Firms need to 
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intentionally engage in innovation to a certain extent in order to be able to identify the barriers 
in innovation (Fuentes et al., 2015).   
 

Knowledge and Information through Collaborative Networks 
Knowledge from Networks: It is widely accepted that acquiring external scientific, technological 
and entrepreneurial knowledge is important for developing new combination of products and 
services (Karlsson and Warda, 2014). Innovation is many times an outcome of combining 
knowledge available from various sources, particularly when the given knowledge is not 
accessible to firms outside the network. Also knowledge has more value when network partners 
are not familiar with each other’s knowledge. Knowledge can be considered in terms of: explicit 
or coded knowledge which can be easily shared amongst individuals, and tacit knowledge. Tacit 
knowledge includes skills, competence and talent and is more difficult to communicate (Huggins 
and Thompson, 2015). Communication of tacit knowledge may require inter-personal 
interaction. Thus each network partner contributes a unique knowledge source to the network.         
 

Recent studies have emphasized the importance of relationships and knowledge within 
networks on the innovative activities of firms (Dolinska, 2015). Inter-organizational networks 
allow access to knowledge beyond market relationships as they allow interactions and 
relationships to build. An important reason for this is that knowledge markets are rare with the 
exception of knowledge protected by intellectual property rights such as patents and copyrights 
(Huggins and Thompson, 2015). Knowledge creation is being increasingly carried out within the 
framework of innovation networks. External knowledge inflows have a much stronger effect on 
innovation performance of non R&D firms. The variety and intensity of both internal and 
external knowledge matter for the innovative capability of regions (Karlsson and Warda, 2014).  
 

Knowledge Management:  Knowledge management techniques may actively be used to create 
and disseminate knowledge across networks. Strong ties help in dissemination of tacit 
knowledge. Knowledge management activities include sharing, exchange, integration, creation 
and protection of knowledge resources of the network participants. Organizations are paying 
attention to knowledge generated outside the firm and are organizing access to knowledge 
intensive networks. Network ties are considered much more conductive to knowledge sharing as 
compared to market mechanisms (Dolinska, 2015).   
 

Inter-organizational knowledge is built on the foundation of information and data generated by 
participants in collaborative networks. Exploitation of this knowledge leads to business 
intelligence. Inter-organizational knowledge management is a complex process. Different 
aspects of knowledge that need to be considered are: creation, transfer, sharing and access, 
storage and use/reuse. For this purpose the usage of software tools, databases and 
communication networks is critical (Mircea, 2015).     
 

Collaborative Networks and Innovation in Services 
Collaborative Innovation Networks: Organizations rarely innovate in isolation and thus maintain 
a complex set of interactions with their network partners (Huggins and Thompson, 2015). The 
role of networks as determinants of innovation among firms has been repeatedly emphasized 
and different theoretical approaches have been presented in order to explain the same. An 
embedded firm in such a network can manage it to appropriate the benefits. Network resources 
residing in inter-firm networks provide specific resources for firms to create value (Wang, 2015).   
  In Taiwan some of the business groups operate as a confederation of legally independent firms 
that are tied together through institutional relationships. This provides quick access to 
information and resources and thus facilitates innovation. This makes the firms in a network 
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more competitive due to rapid access to complementary resources and ideas. The innovation 
process includes acquisition, dissemination and utilization of new knowledge and inter-firm 
networks provide opportunities for acquiring and utilizing knowledge. Even firms may combine 
and exchange knowledge resources (Chen and Jaw, 2014).   
 

Moon (2014) argues that firms are favoring open innovation as external knowledge contributes 
more to innovation as compared to internal knowledge. A firm can improve its innovative 
performance by drawing on a wider base of external knowledge. Expanding external knowledge 
base is positively associated with radical innovation as compared to incremental innovation. 
Also, drawing on a larger number of external resources is more important than deepening the 
relationship with some of the partners in case of Korean service firms.  
 

Kang and Kang (2014) have studied the role of external knowledge sourcing modes on service 
innovation in South Korean service firms. Each external sourcing mode has distinct 
characteristics and thus can offer advantage or disadvantage to a firm. Three such modes have 
been considered: joint development, technology purchase, and external information acquisition. 
The findings suggest that in order to maximize innovation performance a firm should use joint 
development at a moderate level, actively purchase new technology and acquire as much 
external information as possible.    
 

Collaborative Innovation with Customers: Co-creation of  values and co-production can be 
described in terms of the service dominant logic with emphasis on relationships and centrality of 
customer integration in exchange of knowledge and skills (Greer and Lei, 2012). Customer may 
pay different roles in the innovation process such as: idea generators, assistance in developing 
prototypes, test early launches, evaluate configuration and commerciality of products or 
services (Paasi et al., 2014). In the case of knowledge intensive business services there are likely 
to be situations where there is information asymmetry, between the buyer and the seller, which 
influences value formation by the service provider. The concept of service value has evolved 
from being determined first by the seller, then by the buyer and then within a multilateral 
process of value creation. The client’s engagement in the value creation process can influence 
perceived value and the client’s willingness to co-create may change at the different stages of 
the process (Kukk, Leppiman and Pohjola, 2014).   
 

Collaboration Innovation with Universities and Research Institutions:   
Cooperation between KIBS and universities happens across all firm types. Also geographical 
proximity is an important factor influencing the extent of cooperation and this in turn influences 
the firm’s capacity to undertake and generate innovation. In the U.S. a significant portion of the 
budget, for technological programs, is given to projects that have university participation. 
Universities may transfer knowledge through formal university business relationships or 
facilitate transfer of knowledge through university infrastructure such as scientific labs, 
computer and research centres (Fernandes and Ferreira, 2013). In a study of innovation in 
services in Mexico it was found that cooperation with universities, research centers, and other 
firms is positively related to innovation intensity (Fuentes et al., 2015).    
 

Conclusion and Future Research Directions 
This research has conducted a comprehensive review of literature in the area of collaborative 
networks and innovation in services. With the aim to review the latest research, most of the 
papers that have been reviewed are published in the years 2014 and 2015. Important concepts 
that are discussed include network definition, capability, classification, networks within business 
groups and networks with customers. Culture for innovation and resources for innovation 
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available within a firm are also important facilitators of innovation and thus latest research on 
these parameters has been reviewed. Innovation theory has its origins in the manufacturing 
sector and thus there has been an emphasis on technological innovation while in the case of 
services non technological innovation is equally important.  
 

There are different approaches to study innovation in services which have evolved over a period 
of time. These include assimilation, demarcation and synthesis approaches. Synthesis approach 
is popular in contemporary research as there is an increasing convergence between 
manufacturing and services as manufacturing firms have also started providing value added 
services. Different dimensions of service innovation need to be considered. These include: New 
Service Concept, New Customer Interaction, New Value System, New Revenue Models, 
Organizational Innovation and Technological Innovation. With reference to measurement of 
innovation, the evolution of innovation surveys from measuring mainly technological innovation 
to now also measuring different aspects of non-technological innovation is discussed. Networks 
are an important source of knowledge. The mechanism of collaboration, knowledge 
management and innovation is described in details. Research in innovation in services is rare 
and more research is required in multiple areas. Future research directions are described in 
details in Table 1.      
 

Table1: Future Research Directions 
 

Theme Research Directions 

Networks There is a need for empirical work on how networks and network capital 
mediate the relationship between entrepreneurship and regional 
innovation. Empirical research is required to test the network based view of 
regional innovation in terms innovation arising from university created 
knowledge (Huggins and Thompson, 2015).  
 

Ability of firms to manage multiple inter-firm relationships and access 
knowledge from such networks requires more research. Also criteria used 
by firms for selection of network partners requires further research (Greer 
and Lei, 2012) 
 

There is a need to conduct a more refined analysis of firms’ attempts to 
acquire expertise in different domains through alliance formation. Also 
networks for exploration and exploitation are substantially different and 
require more research. How social networks can be purposefully developed 
and managed requires more investigation (Mascia et al., 2015) 
 

Although social networks can be seen as a source of learning, creative 
insights and innovative opportunities, but to what extent this potential is 
realized requires identification of relevant contingencies and analysis of 
various interaction effects (Mascia et al., 2015)  

Service 
Innovation 

Although service innovation research has gained momentum, the concept 
remains relatively new as compared with product innovation and requires 
more research (Carlborg et al., 2014; Fuentes et al., 2015).  
 

In dynamic environments in which technology and markets change quickly, 
more focus is required on effectively managing service innovation and 
continuously redesigning and adapting new and existing services. Service 
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researchers also need to focus on how to develop customized offerings 
while at the same time achieving efficiency in deployment through 
standardized processes (Carlborg et al., 2014) 
 

More studies are required that explore external knowledge sourcing modes 
and its affect on service innovation. These studies are particularly required 
in a service specific context. Also it is important to find the right balance 
between different types of external knowledge sourcing modes (Kang and 
Kang, 2014)  
 

Effects of social media and use of virtual systems for idea management 
require more investigation (Mascia et al., 2015) 
 

Advances in digital technologies require a better understanding of enablers 
and inhibitors of technological innovations (Carlborg et al., 2014)   

Knowledge 
Management 

Further research is required in the areas of inter-organizational knowledge 
management and appropriate IT support (Mircea, 2015). Research is 
required on how the use of external knowledge in service firms changes 
with the diffusion of mobile technologies within these firms (Moon, 2014).  
 

Further research is required on how knowledge management and creating 
knowledge based relationships with partners, within the innovation 
network, effects the value of a company’s intellectual capital (Dolinska, 
2015)    
 

Does the nature of in-house research teams change as firms gain more 
knowledge and information from external networks (Greer and Lei, 2012)  
 

Future studies may explore on how a researcher’s knowledge elements in a 
knowledge network affect the researcher’s interactions with other 
researchers (Wang et al., 2014)   

Innovation 
studies in 
Emerging 
Markets 

Most of the service innovation studies are focused on Northern and 
Western Europe, North America or Taiwan. More innovation research is 
required in emerging economies such as Brazil, Russia, India, and China 
(Carlborg et al., 2014)  

Cross Country 
Comparisons 

Most innovation surveys concern single countries and thus it would be 
valuable to make cross country comparisons as different paths to innovation 
may emerge in different countries (Vergori, 2014). 

Measuring 
Innovation 

Although synthesis or integrative perspective of innovation in services is 
popular, even now the set of questions related to technological and non-
technological innovation in European surveys is unequal (Vergori, 2014). 
More elaborate questions regarding non-technological innovation need to 
be developed.     

Innovation with 
customers 

There is a need to further study challenges related to transition from one 
type of customer involvement to another. Also further empirical studies 
need to focus on the customer perspective for open innovation rather than 
just the provider perspective (Paasi et al., 2014).  
 

Further research is required of the service provider’s perspective on value 
co-creation (Kukk et al., 2014).  
How easily firms adapt and coordinate their product development routines, 
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to those of customer firms, needs research (Greer and Lei, 2012)  
 

Does innovation related collaboration with customers inhibit technology 
related innovation in firms and are customers who collaborate likely to 
become future competitors (Greer and Lei, 2012)  

Manufacturing 
vs. Services 

As manufacturing firms differentiate themselves with new services, the 
traditional difference between manufacturing and services continues to 
reduce. Thus more studies are required that help understand this 
convergence and the interplay between new service development (NSD) 
and new product development (NPD) (Carlborg et al., 2014) 

 
References 
Bank, J., & Raza, A. (2014). Collaborative idea management: A driver of continuous innovation. 

Technology Innovation Management Review, February 2014, 11-16.  
Carlborg, P., Kindstrom, D., & Kowalkowski, C. (2014). The evolution of service innovation 

research: A critical review and synthesis. The Service Industries Journal, 34(5), 373-398. 
Chen, Y., & Jaw, Y. (2014). How do business group’s small world networks effect diversification, 

innovation, and internationalization? Asia Pacific Journal of Management, 31, 1019-1044.  
Cooke, P. (2013). Book Review: Exploring Knowledge-Intensive Business Services: Knowledge 

Management Strategies. European Planning Studies, 21(1), 112-114.  
Dolinska, M. (2015). Knowledge based development of innovative companies within the 

framework of innovation networks. Innovation: Management, Policy & Practice, 17(3), 323-
340.  

Fernandes, C. I., & Ferreira, J. M. (2013). Knowledge spillovers: Cooperation between 
universities and KIBS. R&D Management, 43(5), 461-472.  

Fuentes, C. D., Dutrenit, G., Santiago, F., & Gras, N. (2015). Determinants of innovation and 
productivity in the service sector in Mexico. Emerging Markets Finance & Trade, 51, 578-592. 

Greer, C. R., & Lei, D. (2012). Collaborative innovation with customers: A review of the literature 
and suggestions for future research. International Journal of Management Reviews, 14, 63-
84.  

den Hertog, P., van der Aa, W., & de Jong, W. M. (2010). Capabilities for managing service 
innovation: Towards a conceptual framework. Journal of Service Management, 21(4), 490-
514. 

Huggins, R., & Thompson, P. (2015). Entrepreneurship, innovation and regional growth: A 
network theory. Small Business Economics, 45, 103-128.  

Kang, K. H., & Kang, J. (2014). Do external knowledge sourcing modes matter for service 
innovation? Empirical evidence from South Korean service firms. Journal of Productivity 
Innovation Management, 31(1), 176-191. 

Karlsson, C., & Warda, P. (2014). Entrepreneurship and innovation networks. Small Business 
Economics, 43, 393-398.  

Kheng, Y. K., & Mahmood, R. (2013). The relationship between pro-innovation organizational 
climate, leader-member exchange and innovative work behavior: A study among the 
knowledge workers of the knowledge intensive business services in Malaysia. Business 
Management Dynamics, 2(8), 15-30. 

Kukk, J., Leppiman, A., & Pohjola, A. (2014). Designing a business service experience: Customer’s 
perspective on value co-creation. Research in Economics and Business: Central and Eastern 
Europe, 6(1), 51-64. 



Apeejay Business Review, Vol. 15, No. 1-2, December 2016 
 

38 
 

Leydesdorff, L., & Ahrweiler, P. (2014). In search of a network theory of innovations: Relations, 
positions, and perspectives. Journal of The Association for Information Science and 
Technology, 65(11), 2359-2374. 

Marinela, M. (2015). Collaborative Networks – Premises for exploitation of inter-organizational 
knowledge management. Informatica Economica, 19(2), 57-65.  

Mascia, D., Magnusson, M., & Bjork, J. (2015). The role of social networks in organizing ideation, 
creativity and innovation: An introduction. Creativity and Innovation Management, 24(1), 
102-108. 

Meigounpoory, M. R., Rezvani, M., & Afshar, M. (2015). Identification of service innovation 
dimensions in service organizations. International Journal of Management, Accounting and 
Economics, 2(7), 737-748. 

Moon, S. (2014). How does the use of external knowledge influence innovative performance of 
service firm? An introductory study of openness and service innovation. Seoul Journal of 
Business, 20(1), 35-61.  

Morrar, R. (2014). Innovation in services: A literature review. Technology Innovation 
Management Review, April 2014, 461-472. 

Paasi, J., Lappalainen, I., Rantala, T., & Pikkarainen, M. (2014). Challenges for product and 
service providers in open innovation with customers in business-to-business markets. 
International Journal of Innovation Management, 18(2), 1450012-1-27. 

Prindible, M., & Petrick, I. (2015). Learning the building blocks of service innovation from SMEs. 
Research-Technology Management, September-October 2015, 61-63. 

Silva, M. J. M., Simoes, J., Sousa, G., Moreira, J., Mainardes, E. W. (2014). Determinants of 
innovation capacity: Empirical evidence from service firms. Innovation: Management, Policy 
& Practice, 16(3), 404-416.  

Thong, R., & Lotta, T. (2015). Creating a culture of productivity and collaborative innovation: 
Orion’s R&D transformation. Research-Technology Management, May-June 2015, 41-50. 

Valkokari, K. (2015). Business, innovation, and knowledge ecosystems: How they differ and how 
to survive and thrive within them. Technology Innovation Management Review, August 2015, 
17-24. 

Vergori, A. S. (2014). Measuring innovation in services: The role of surveys. The Service Industries 
Journal, 34(2), 145-161. 

Wang, C., Rodan, S., Fruin, M., & Xu, X. (2014). Knowledge networks, collaboration networks, 
and exploratory innovation. Academy of Management Journal, 57(2), 484-514. 

Wang, Z. (2015). The antecedents and impact of network capabilities on innovation 
performance. Journal of Marketing Thought, 2(3), 41-50. 

Wegner, D., Alievi, R. M., & Begnis, H. S. M. (2015). The life cycle of small-firm networks: An 
evaluation of brazilian business networks. Brazilian Administrative Review, 12(1), 39-62. 

  



Apeejay Business Review, Vol. 15, No. 1-2, December 2016 
 

39 
 

Portfolio Investment in India by Foreign Institutional Investors: 
A Study of Trends and Determinants 

 
O. S. Deol 

Shaheed Bhagat Singh Evening College (University of Delhi), New Delhi  
E-mail: deolomkar@yahoo.co.in   

 
Abstract 

In 1992, the Indian government allowed the foreign institutional investors in the financial 
markets of the country. The foreign portfolio investment in India has increased many folds in the 
last two decades. The volatility in portfolio flows has also increased in the corresponding period. 
The present study examines the determinants of foreign portfolio investment by foreign 
institutional investors in India by taking macroeconomic fundamentals into consideration. The 
foreign portfolio investment flows to India through issue of ADRs and GDRs have not been taken 
into consideration. The study uses regression analysis for annual data spanning 1993 and 2014. 
The study also examines the determinants of the foreign portfolio investment using quarterly 
data for period 1993-2014. The study takes into consideration foreign direct investment in India, 
domestic real GDP growth, domestic inflation, credit worthiness of Indian economy, domestic 
nominal effective exchange rate, domestic stock market returns, world GDP growth and world 
interest rate while examining the determinants of the foreign portfolio investment flows to 
India. 
 
Keywords: Foreign Portfolio Investment, Foreign Institutional Investors, Stock Market Return, 
Economic growth, Nominal Effective Exchange Rate 

 
Introduction 
Portfolio investment takes place in the form of purchase of tradable securities by foreign 
investment institutions. In fundamental nature, such investments represent transfer of financial 
resources with a view to play in the capital markets and make speculative gains. These 
investments are short term in nature and can be more volatile than foreign direct investment. 
The main aim of foreign institutional investors is to maximise returns and minimising risks. The 
most common reasons given for the growing flows of foreign portfolio investment to developing 
countries are that these countries represent fast growing part of world economy and chances of 
higher return are better. These developing economies provide further scope of diversifying the 
portfolios globally. These countries have huge market place but are underweighted in global 
portfolios. 
 

The share of developing countries in world GDP is more than 30%, while their share in world 
market capitalisation is about 10%. This indicates the scope for huge growth of capital markets 
in developing countries. The foreign portfolio investments however have their own problems. 
The most important demerit of foreign portfolios investment, in comparison of other forms of 
foreign capital inflows such as foreign direct investment, debt from international financial 
institutions is that it represents a potential risk of reversal of flows in a very short term. The 
foreign investors may suddenly decide to leave the country they are investing in. This sudden 
reversal of inflows may cause either greater exchange volatility, greater interest rate volatility or 
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both. In attendant, if the central bank does not react in time or does not have sufficient foreign 
exchange reserves, the balance of payment crisis may arise. 
 

There are some other drawbacks about foreign portfolio flows. The historical and recent 
financial crises have manifested that these flows can expose the countries to new risks. The 
recent volatility in capital flows, particularly when the periods of high capital inflows were 
followed by sudden and huge reversal in these flows, have posed macroeconomic challenges to 
the countries across the world. India has also been affected by the developments in global 
markets owing to greater linkages of Indian economy with the international markets. The 
volatility in capital flows to India can mainly be attributed to volatility in foreign portfolio 
investment flows and, in particular, the foreign institutional investment flows. In 2007-08, the 
foreign institutional investors invested US $ 20,357 million in Indian stock market, while there 
was an outflow of portfolio investment by them amounting US $ 15,017 million in 2008-09. The 
foreign institutional investment flows to India have been volatile leading to fluctuations in 
overall capital flows. Hence, it becomes imperative to analyse the determinants of portfolio 
investment flows so that policy reactions can be formulated in advance to avoid any imbalances 
arising out of extremely high capital inflows or sudden reversal of such capital inflows. 
 

Theoretical models suggest that capital flows are a function of economic factors in the host and 
the source country. These factors include domestic stock market performance, exchange rate, 
openness of the host country, current account balance, credit worthiness of the host country, 
interest rate differential, output growth of host and source countries, domestic inflation, foreign 
direct investment in the host country and others. The empirical model used in this study 
includes domestic stock market performance, nominal effective exchange rate, foreign direct 
investment, domestic inflation, domestic economic growth, reserves to imports ratio in the host 
country, world economic growth and world interest rate as factors explaining the foreign 
portfolio investment flows. 
 

Research Objectives  
The study has the following objectives: 

1. Examine the current trend of investment flows to India with a view to understand the 
composition of foreign capital inflows. 

2. Ascertain the macroeconomic factors determining the flow of portfolio investment in 
India by Foreign Institutional Investors (FIIs). 

 

To attain the primary objective of the study the following hypotheses have been made: 
1. Null Hypothesis (H0): Macroeconomic fundamentals are the main determinants of port-

folio investment in India by Foreign Institutional Investors (FIIs). 
2. Alternative Hypothesis (H1): Foreign Portfolio Investment in India by Foreign Institutional 

Investors is not influenced by the macroeconomic fundamentals. 
 

The following section discusses the trends in different components of foreign portfolio 
investment flows to India during 1992-93 to 2014-15. Section 3 reviews the literature related to 
the study of factors determining the flow of portfolio investments. Section 4 discusses the 
model, data sources and methodology used in the estimation. Section 5 presents the empirical 
results of this study. Section 6 provides conclusions. 
 

Trends in Foreign Portfolio Investment in India 
Portfolio investment involves transfer of financial assets by way of investment by resident 
individuals, enterprises and institutions in one country in securities of another country, either 
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directly in the assets of the companies or indirectly through financial markets. The main 
objective of investors is benefit from capital gains or to reduce risk of the portfolio that investors 
hold by international diversification. The different components of foreign portfolio investment 
flows are Foreign Institutional Investors (FII), American/Global Depository Receipts (ADRs/GDRs) 
and offshore funds. Since 1992, the starting of economic liberalisation led to many fold increase 
in foreign portfolio flows to India. The foreign institutional investors’ portfolio flows to India 
increased from 4 million U.S. Dollar in 1992-93 to 40,923 million U.S. Dollar in 2014-15. Table 1 
shows trends of foreign portfolio investment and foreign direct investment in India from 1992-
93 to 2014-15. The figure for FII shows net investment, after making adjustment for selling of 
the securities, made by foreign financial institutions in India. Foreign direct investment figure 
shows gross foreign direct investment flows to India. Foreign direct investment flow into India, 
which was US $345 million in 1992-93, rose to US $ 44290 million in 2014-15. The inflow of 
foreign direct investment to India was more consistent as compared to that of foreign portfolio 
investment. 
 

Indian government permitted the companies to raise capital by issuing depository receipts in 
world financial markets in 1992. American/ Global Depository Receipts are a method of indirect 
listing of Indian companies in a foreign stock exchange. The Indian companies intending to get 
listed indirectly in the foreign stock exchange deposit their share in a bank in that country. The 
bank issues receipts against these shares, which are sold to the residents of that country. These 
receipts are also listed in the stock exchanges of that country and are bought and sold on these 
stock exchanges. Portfolio investment through ADRs/GDRs declined over the time and virtually 
dried up in 2014-15. 
 

Figure1: Foreign Investment Flows to India (in millions of U.S. Dollars)  
 

 
 

Investments in Offshore financial funds, the funds that are supposed to provide tax benefits to 
the investors, are also included under the category of foreign portfolio investment flows. In 
India a few companies that have offshore mutual funds are Reliance, Kotak and Tata. Offshore 
funds have always been a negligible share of the total foreign portfolio investment flows to India 
and since 2008-09 India has not been receiving any investment on account of Offshore funds. 
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Literature Review 
The studies related to the determinants of foreign portfolio investment can be divided in two 
categories. The first category of studies focuses on relationship of foreign portfolio flows with 
market returns and investors’ investment strategies. These studies believe in the 
contemporaneous trading. These give little importance to macroeconomic fundamentals. The 
investment strategies are here based on a number of theories. Informed trader theory, noise 
trader theory, contrarian theory and market return theory are important theories explaining the 
behaviour of investors. The second category of studies focuses on the relationship between 
foreign portfolio flows and macroeconomic fundamentals of the host country and the source 
country. These studies believe that macroeconomic fundamentals affect flow of foreign 
portfolio investments. Some of the studies have been discussed below. 
 

Agarwal (1997) studied foreign portfolio flows to India, Korea, Malaysia, Indonesia and Thailand. 
The analysis has been carried out with help of annual data for the period 1986 to 1993 to assess 
the macroeconomic determinants of foreign portfolio equity investments. He finds negative 
effects of inflation rate, foreign direct investment, openness, and current account balance. Real 
exchange rate, world real GDP growth, host country’s real GDP growth and share of domestic 
market to world stock market revealed positive relationship with foreign portfolio equity 
investment. Though, only inflation rate and host country’s real GDP growth showed statistically 
significant results.  
 

Chakrabarti (2001) fond (a) while flows are highly correlated with the equity returns in India, 
they are more likely to be the effect that cause of these returns, (b) the FIIs do not seem to be 
an informational disadvantage in India compared to the local investors and (c) the Asian crisis 
(1997) marked a regime shift in the determination of FII Flows In India with the domestic equity 
return becoming the sole driver of these flows since the crisis. Rai and Bhanumurthy (2004) by 
using monthly data found that  FII flows depends on stock market return, inflation rate (both 
domestic and foreign) and exante risk. In terms of magnitude, the impact of stock market return 
and the exchange rate is found to be significant in explain portfolio flows. 
 

Kaur and Dhillon (2010) observed that the stock market return, market turnover, market 
capitalisation and domestic economic growth had positive impact on FII lows. But all other 
macroeconomic factors have significant influence only in the long run like inflation in the US has 
positive influence whereas inflation in India has negative influence on FII flows. Further, US 
interest rate had adverse impact on FII inflows. The study concludes that FII inflows in India are 
determined by both stock market characteristics and macroeconomic factors. Verma and 
Prakash (2011) observed that FDI and FII flows to India for the period 2000-01 to 2009-10 are 
not sensitive to interest rate differentials. Moreover, contrary to general perceptions, stronger 
output growth in OECD countries actually coexists with the larger capital inflows to India. 
 

Mukherjee and Roy (2011) examined the nature of determinants of investments by institutional 
investors in the Indian Stock Market. They note that BSE returns, FII debt investment and bond 
returns positively affected the foreign portfolio equity investment. Six- month U. S. Treasury bill 
rate also has positive effect on foreign portfolio equity investment. They also conclude that FIIs 
withdraw from the market if BSE volatility increases. Dua and Garg (2014) analysed the 
determinants of portfolio flows to India for the period October 1995 to October 2011. Results 
indicate that domestic stock market performance, exchange rate and domestic output growth 
are the most important determinants of the FII flows to India. In addition to these, emerging 
market equity performance, interest rate differential and volatility in exchange rate are found to 
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be important in driving FII flows. Results indicate that a well performed domestic stock market, 
an appreciating exchange rate and strong domestic economic growth attract portfolio flows. 
 

Methodology and Data Sources 
Flow of foreign capital to a country takes place mainly in the form of loans and assistance, 
foreign direct investment and foreign portfolio investment. Foreign portfolio investment may be 
classified as portfolio equity investment and portfolio debt investment. It is the former of two 
components which is generally considered and analysed for its impact on the stock markets. 
Foreign portfolio investment flows to a country in the form of offshore mutual funds floated 
abroad by domestic companies, through global depository receipts (GDRs) and American 
depository receipts (ADRs) and investment made by the foreign institutional investors (FIIs) in 
the host country’s stock markets. We shall analyse the determinants of portfolio investment 
made by foreign institutional investors (FIIs) in India during 1993-2014. 
 

Foreign portfolio investment is one component in the management of balance of payments of a 
country. The other components are supply side factors (foreign direct investment) and demand 
side factors (current account deficit and sufficient level of reserves). The possible determinants 
of foreign portfolio investment include factors which attract foreign institutional investors to 
invest in the host country and the factors which push the foreign institutional investors to invest 
their capital in the host countries. The first set of factors includes stock returns, inflation, growth 
of economic activities, credit worthiness, real exchange rate, foreign direct investment and 
foreign exchange reserves in the host country. The second set of factors includes the interest 
rate differential between two countries, world economic growth, financial development and 
behaviour of global capital markets.  
 

Variables that capture the factors of both sets are used in the estimation of empirical model. 
The following regression equation, ordinary least squares (OLS), has been estimated for FY1993- 
FY2014 using annual data: 
FII = a + b BSE + c FDI + d IGR + e INF + f NER + g RMR+ i WGR+ j WIR 
 

The above regression equation has also been used for the estimation by applying quarterly data 
spanning from 1993 QI- 2014 QIV. Where the dependent variable is portfolio investment made 
by foreign institutional investors (FII).  
 

The independent variables are: 
BSE: Bombay Stock Exchange Sensitive Index 
FDI: Foreign Direct Investment in India (in millions of US$) 
FII: Foreign Institutional Investments in India (in millions of US$) 
INF: Inflation rate in India (in percent) 
IGR: Economic Growth Rate in India 
NER: Nominal Effective Exchange Rate in India 
RMR: Reserves to Imports Ratio in India 
WGR: World Economic Growth Rate 
WIR: World Interest Rate 
 

World economic growth rate and world interest rate are the variable representing the factors 
which motivate the foreign institutional investors to invest their capital in the host country. 
Variables such as stock returns, foreign direct investment, inflation, economic growth, nominal 
effective exchange rate and reserves to imports ratio (credit worthiness) in the host countries 
captures the effect of factors that attract the foreign portfolio investment inflows. 
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The domestic stock market returns can attract foreign portfolio investment inflows when foreign 
investors are interested in chasing the returns. In literature, a positive relationship has been 
observed between domestic stock market returns and foreign portfolio investment inflows in 
Indian context. This variable, represented by BSE Sensitivity index, has been included in the 
empirical model to capture the effect of the returns on foreign portfolio investment inflows. 
Foreign direct investment can influence foreign portfolio investment inflows in a positive way by 
enhancing the confidence of foreign investors in the host country. If foreign portfolio investment 
flows are influenced by macroeconomic fundamentals of the host country, then same 
fundamentals should also influence the foreign direct investment inflows in a positive way. This 
may lead to duplication of variables in the empirical model. But, foreign direct investment has 
been included as dependent variable to examine these possibilities. 
 

The literature suggests that higher inflation rate in the host country may dampen inflows of 
foreign portfolio investment. Inflation, represented by percentage point change in consumer 
price index, has been employed in the empirical model to examine the relationship between 
inflation and foreign portfolio investment flows in Indian context. Domestic output growth 
shows the soundness of macroeconomic fundamental and institutional fundamentals of the host 
country. Higher economic growth means higher profitability and returns, and, thus, attracting 
more foreign portfolio investment inflows. The real gross domestic product growth rate, in 
percentage points, has been used as an independent in the model to examine the relationship 
between economic growth and foreign portfolio investment flows in context of Indian economy. 
 

An appreciation in currency of the host country provides additional gain over the normal return 
on capital to foreign investors. In literature, exchange rate is found to be related to flows of 
foreign portfolio investment in Indian context. Normal effective exchange rate (export based for 
36 countries) has been used as an independent variable to examine the relationship between 
flows of foreign portfolio investment and exchange rate. 
The credit worthiness of the host country is conducive in attracting the foreign portfolio 
investment. Foreign exchange reserves to imports ratio is included in the model as a measure of 
sufficient liquidity in India, so as measure to avoid default on payments occurring to foreign 
investors. Higher reserves to imports ratio can be helpful attracting more foreign investment 
flows. 
 

World interest rates can affect the flows of portfolio investments among the countries. A decline 
in interest rates in other countries can induce foreign portfolio investment flows to the host 
country. Investors invest their capital wherever the interest rates after adjustment of risk are 
higher. Three month Euro Dollar deposit interest rate (London Inter-Bank Offered Rate) has 
been included in the empirical model as an independent variable to judge its effect on foreign 
portfolio investment flows to India. 
 

In literature, it is argued that a decrease in the economic growth of developed countries may 
increase liquidity in the international markets, leading to more capital flows to emerging market 
economies. Thus, a decline in economic growth in developed countries can lead to an increase in 
capital flows to India. In the model, gross domestic product growth of OECD countries has been 
employed to represent the growth of developed countries/world economy. 
 

The main sources of the data used in the analysis are Handbook of Statistics on Indian Economy 
of RBI, International Financial Statistics of IMF, Handbook of Statistics of SEBI, OECD data, and 
Federal Reserve Bank. Portfolio investment by foreign financial institutions (FIIs) and foreign 
direct investment (FDI) are denominated in US $ million. Domestic stock market return is 
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measured by the BSE Sensitivity Index. Exchange rate is defined as the nominal effective 
exchange rate, export based for 36 countries. Inflation rate is percentage point change in 
consumer price indices compiled from International Financial Statistics (IMF). Domestic output 
growth is gross domestic product growth in India. Reserves to imports ratio is calculated as total 
reserves divided by the imports. World economic growth is measured as growth of gross 
domestic products in OECD countries, complied from www.oecd.org. Three month Euro Dollar 
Deposit rate (LIBOR) is used to represent world interest rate. 
 

The Granger tests of causality for independent variable are given in Table 3. The following 
hypotheses are made regarding causality: 

(i) Null Hypothesis (H0): The independent variable does not cause variation in the value 
of the dependent variable (Portfolio Investment by Foreign Institutional Investors, 
FII), and 

(ii) Alternative Hypothesis (H1): The independent variable does cause variation in the 
value of the dependent variable (Portfolio Investment by Foreign Institutional Inves-
tors, FII), and 

 

In annual data series, 5 variables, namely- BSE sensitivity index, FDI, nominal effective exchange 
rate, world economic growth (OECD), and world interest rate (three month Euro dollar) are 
found statistically significant in causing variation in the value of portfolio investment by foreign 
institutional investors. Domestic economic growth, inflation rate and reserves to imports ratio 
are found statistically insignificant in influencing the FII flows. In quarterly data series, the 
results are almost similar to the results of annual data series. Four variables, namely- domestic 
stock market return (BSE sensitivity index), FDI, nominal effective exchange rate, and world 
interest rate (three month Euro dollar) are found statistically significant in causing variation in 
the value of portfolio investment by foreign institutional investors. The result for world 
economic growth is statistically significant at 7% level of significance. Domestic economic 
growth, inflation rate and reserves to imports ratio are found statistically insignificant in 
influencing the FII flows. 
 
Before making the estimation, the variables have been tested for stationary, employing 
Augmented Dickey-Fuller (ADF) Test. The results are given in Table 4. I(0) indicates that the 
variable is stationary and does not have unit root. While, I(1) indicates that the variable is not 
stationary and has unit root. In annual data series, the Test indicates that Indian GDP growth 
and world GDP growth are stationary. All other variables i.e. FDI, domestic stock market returns, 
investment by FIIs, inflation rate, nominal effective exchange rate, reserves to imports ratio, and 
world interest rate are integrated of order one. After first differentiation, these variables are 
stationary and integrated of order zero. 
 

In quarterly data series, the Test shows that portfolio investment by foreign institutional 
investors, domestic inflation rate, domestic economic growth and world economic growth are 
stationary. While, foreign direct investment, domestic stock market returns, nominal effective 
exchange rate, reserves to imports ratio and world interest rate are integrated of order one and 
non-stationary. After first differentiation, these variables are stationary and integrated of order 
zero. After making the non-stationary variables stationary by first differentiation, the estimation 
is made by employing ordinary least squares regression. The results are discussed in the next 
section. 
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Findings 
The results related to annual data series are given in Table 5. Though the domestic economic 
growth, domestic inflation rate and reserves to imports ratio failed the Granger Causality Test 
clearly, as the results are statistically insignificant even at low level of significance, these 
variables are included at the first stage of estimation. At the first stage, the results are as 
expected. The three variables that failed Granger Causality Test, namely- domestic growth, 
inflation rate and reserves to imports ratio are statistically insignificant. Domestic stock market 
returns, World economic growth, exchange rate and foreign direct investment seem more 
effective, albeit statistically insignificantly. World interest rate is also statistically insignificant. 
 

At the second stage, the three variables that failed Granger Causality Test are dropped. Now, 
results are better. Adjusted R-square increased from 0.51 to 0.58 and domestic stock market 
returns become statistically significant in explain the flows of foreign portfolio investments. 
Results for world economic growth and nominal effective exchange rate are now stronger, 
though statistically insignificant. The sign of coefficient of foreign direct investment is contrary 
to the expectations as suggested by theory. Foreign direct investment is showing negative effect 
on the flow of foreign portfolio investment flows. This might be due to high degree of co 
linearity between foreign direct investment flows and domestic stock market returns, 94% 
correlation as shown in Appendix II. So it is advisable to drop foreign direct investment (FII) from 
the empirical model in the next stage. Secondly, if foreign portfolio investment is in reality 
explained by macroeconomic fundamental, after dropping DFI from the model the fundamental 
macroeconomic variables would still explain the flow of foreign portfolio investment. 
 

At the final stage, domestic stock market returns and world economic growth are, as indicated 
by the results, statistically significant variables explaining the foreign portfolio investment by 
foreign investors. Nominal effective exchange rate is statistically significant at 9% level of 
significance in influencing the foreign portfolio investment flows. World interest rate is 
positively related with foreign portfolio investment flows, albeit not statistically significant. 
 

The finding says that if world economic growth is declining and domestic stock market return is 
increasing, portfolio investment in India by foreign investors would increase. In other worlds, 
most important determinants of portfolio investment by foreign investors are domestic stock 
market return and world economic growth. The other determinant of foreign portfolio 
investment flows is nominal effective exchange rate. An appreciation in domestic currency 
seems to lead to an increase in foreign portfolio investment flows. 
 

The results based on quarterly data series are given in Table 6. Though the domestic economic 
growth, domestic inflation rate and reserves to imports ratio failed the Granger Causality Test 
clearly, as the results are statistically insignificant even at low level of significance, these 
variables are included at the first stage of estimation.  
 

At the first stage, the results are as expected. The three variables that failed Granger Causality 
Test, namely- domestic growth, inflation rate and reserves to imports ratio are statistically 
insignificant in explaining foreign portfolio investment flows. Domestic stock market return and 
exchange rate seem more effective, albeit statistically insignificantly. World interest rate and 
world economic growth are also statistically insignificant. At the second stage, the three 
variables that failed Granger Causality Test are dropped. Now, results are better and like those 
received in the case of annual data series. Domestic stock market return is statistically 
significant in explaining the flows of foreign portfolio investment to India. Results for world 
economic growth and world interest rate are now stronger, though statistically insignificant. The 
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sign of coefficient of foreign direct investment is contrary to the expectations as suggested by 
theory. Foreign direct investment is showing negative effect on the flow of foreign portfolio 
investment flows. This might be due to high degree of co-linearity between foreign direct 
investment flows and domestic stock market returns, 89% correlation as shown in Appendix IV. 
So it is advisable to drop foreign direct investment (FII) from the empirical model in the next 
stage. Secondly, if foreign portfolio investment is in reality explained by macroeconomic 
fundamental, after dropping DFI from the model the fundamental macroeconomic variables 
would still explain the flow of foreign portfolio investment. 
 

At the final stage, domestic stock market return is, as indicated by the results, a statistically 
significant variable explaining the foreign portfolio investment in India by foreign investors. 
World economic growth and exchange are other variables influencing the foreign portfolio 
investment flows, but results not statistically significant. World interest rate is positively related 
with foreign portfolio investment flows, albeit not statistically significant. 
 

The findings say that if the domestic stock market return is increasing, portfolio investment in 
India by foreign investors would increase. In other worlds, most important determinant of 
portfolio investment by foreign investors is domestic stock market return. The other 
determinant of foreign portfolio investment flows are world economic growth and nominal 
effective exchange rate. Declining world economic growth can lead to an increase in the flows of 
portfolio investment by foreign investors to India. An appreciation in domestic currency seems 
to lead to an increase in foreign portfolio investment flows. 
 

Conclusions 
Since 1992, the starting of economic liberalisation led to many fold increase in foreign portfolio 
flows to India. The foreign institutional investors’ portfolio flows to India increased from 4 
million U.S. Dollar in 1992-93 to 40,923 million U.S. Dollar in 2014-15. Portfolio investment flows 
to India manifested huge fluctuations in the past. The flow of foreign direct investment to India 
was more consistent as compared to that of foreign portfolio investment. Offshore funds have 
always been a negligible share of the total foreign portfolio investment flows to India and since 
2008-09 India has not been receiving any investment on account of Offshore funds. 
 

The economic policy makers have concern with the adverse effects of the huge reverse flows of 
capital on the economy and with the ways to mitigate the volatility of such flows and to control 
the adverse effects in such situations. The integration of India economy into world economy is 
making this task even more challenging. So, it is important to know the factors influencing the 
foreign portfolio investment flows. This would help in devising the strategy to tackle the difficult 
situation created by sudden reverse of capital inflows. 
 

The findings say that if world economic growth (in developed countries) is declining and 
domestic stock market returns are increasing, portfolio investment in India by the institutional 
foreign investors would increase. In other worlds, most important determinants of portfolio 
investment by foreign institutional investors are domestic stock market returns and world 
economic growth. The other determinant of foreign portfolio investment flows is nominal 
effective exchange rate. An appreciation in domestic currency seems to lead to an increase in 
foreign portfolio investment flows. Appreciation in the value of domestic currency may also be 
the fall out of increasing foreign portfolio investment flows. Thus, domestic stock market 
returns, nominal effective exchange rate seem the main factors in attracting the portfolio 
investment flows to India by foreign investors. Lower world economic growth leads to diverting 
the capital flows from developed countries to India. It seems that other macroeconomic 
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fundamentals like interest rate differentials, inflation rate and domestic economic growth rate 
are ineffective in influencing portfolio investment in India by foreign institutional investors. In 
nutshell, portfolio investment flows to India by foreign investors are more a return chasing in 
nature. 
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Table1: FII investment, ADRs/GDRs Investment and Foreign Direct Investment in India (In 
millions of U.S. Dollars) 
 

Year FII ADR/GDR FDI 

1992-93 4 240 345 

1993-94 1634 1597 651 

1994-95 1528 2050 1351 

1995-96 2036 683 2174 

1996-97 2432 1366 2864 

1997-98 1649 645 3596 

1998-99 -386 270 2518 

1999-00 2339 768 2170 

2000-01 2160 831 4031 

2001-02 1846 477 6130 

2002-03 562 600 5095 

2003-04 9949 459 4322 

2004-05 10172 613 6052 

2005-06 9926 2552 8962 

2006-07 3226 3776 22826 

2007-08 20327 6645 34844 

2008-09 -15017 1162 41903 

2009-10 29049 3328 37745 

2010-11 29422 2049 36047 

http://www.rbi.org/
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2011-12 16812 597 46552 

2012-13 27582 187 34298 

2013-14 5009 2 36047 

2014-15 40923 0 44290 

 
Table 2: Studies of determinants of foreign portfolio investment inflows to India 
 

Study Significant determinants of FII flows 

Agarwal (1997) Domestic economic growth (+), Inflation rate (-) 

Chakrabarti (2001) Domestic stock market return (+) 

Rai and Bhanumurthy (2004) Domestic stock market return (+),Exchange rate (+) 

Kaur and Dhillon (2010) Domestic stock market return (+), Domestic economic growth 

(+) 

Verma and Prakash (2011) Interest rate differentials (0), World growth rate (+) 

Mukherjee and Roy (2011) Domestic stock market return (+) 

Dua and Garg (2014) Domestic stock market return (+), exchange rate (+) and 

domestic output growth (+) 

Note: (+) indicates positive effect, (-) indicates negative effect and (0) indicates no 
effect.  
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Table 3: Results of Granger Causality 

Variable  Hypothesis: Ho No. of  

Obs. 

                Lag 1                    Lag 2 Result* 

F- value p- value F- value p- value 

Annual Data 

BSE BSE does not Granger Cause FII 23 16.39 0.00 3.56 0.05 Ho: Rejected 

FDI FDI does not Granger Cause FII 23 16.83 0.00 4.47 0.03 Ho: Rejected 

IGR IGR does not Granger Cause FII 23 0.01 0.93 0.19 0.82 Ho: Accepted 

INF INF does not Granger Cause FII 23 1.41 0.25 0.62 0.54 Ho: Accepted 

NER NER does not Granger Cause FII 23 24.86 0.00 6.82 0.01 Ho: Rejected 

RMR RMR does not Granger Cause FII 23 0.21 0.65 0.01 0.99 Ho: Accepted 

WGR  WGR does not Granger Cause FII 23 5.56 0.03 8.13 0.00 Ho: Rejected 

WIR WIR does not Granger Cause FII 23 20.35 0.00 5.65 0.01 Ho: Rejected 

Quarterly Data 

BSE BSE does not Granger Cause FII 88 8.25 0.00 6.55 0.00 Ho: Rejected 

FDI FDI does not Granger Cause FII 88 5.46 0.02 6.93 0.00 Ho: Rejected 

IGR IGR does not Granger Cause FII 88 0.04 0.85 0.21 0.81 Ho: Accepted 
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Note: (*) indicates at 5% level of significance. 
 
 
 
 

INF INF does not Granger Cause FII 88 2.03 0.16 1.67 0.19 Ho: Accepted 

NER NER does not Granger Cause FII 88 13.66 0.00 7.88 0.01 Ho: Rejected 

RMR RMR does not Granger Cause FII 88 0.01 0.93 0.16 0.85 Ho: Accepted 

WGR WGR does not Granger Cause FII 88 3.36 0.07 2.06 0.13 Ho: Accepted 

WIR WIR does not Granger Cause FII 88 9.80 0.00 6.63 0.0 Ho: Rejected 
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Table 4: Unit Root Tests (Augmented Dickey-Fuller Test) 
 

Variable Annual data Quarterly data 

Level First 
difference 

Level First difference 

BSE I(1) I(0) I(1) I(0) 

FDI I(1) I(0) I(1) I(0) 

FII I(1) I(0) I(0)  

IGR I(0)  I(0)  

INF I(1) I(0) I(0)  

NER I(1) I(0) I(1) I(0) 

RMR I(1) I(0) I(1) I(0) 

WGR I(0)  I(0)  

WIR I(1) I(0) I(1) I(0) 

 
Table5:  Determinants of Foreign Portfolio Investment (Annual Data) 
 

Variable                 Stage1 Stage 2 Final    Stage 

 Coefficient P-value Coefficient P-value Coefficient P-value 

Constant 7445.9 0.69 14172.2 0.23 20074.7 0.07 

BSE 3.38 0.09 3.93 0.02 3.23 0.04 

FDI -0.62 0.30 -0.58 0.26   

IGR 1025.7 0.60     

INF -462.4 0.60     

NER 803.2 0.38 1125.5 0.14 1321.9 0.09 

RMR 12106.6 0.54     

WGR -3268.7 0.20 -3214.2 0.16 -4577.7 0.03 

WIR 1037.1 0.76 358.8 0.91 1512.4 0.61 

R2  0.70  0.68  0.65 

Adjusted 
R2 

 0.51  0.58  0.57 

D W stat  2.67  2.66  2.61 

AIC  21.82  21.60  21.59 

F-statistic 3.74 0.02 6.82 0.00 7.99 0.00 
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Table6:  Determinants of Foreign Portfolio Investment (Quarterly Data) 
 

Variable Stage1 Stage 2 Final    Stage 

 Coefficient P-value Coefficient P-value Coefficient P-value 

Constant 477.1 0.76 2532.1 0.00 2547.6 0.00 

BSE 2.01 0.00 2.00 0.00 1.98 0.00 

FDI -0.08 0.61 -0.08 0.63   

IGR 57.3 0.76     

INF 187.3 0.09     

NER 150.0 0.21 144.6 0.23 141.8 0.23 

RMR -572.7 0.56     

WGR -164.2 0.51 -280.2 0.24 -293.1 0.21 

WIR 266.5 0.76 607.6 0.48 675.5 0.43 

R2  0.42  0.39  0.39 

Adjusted 
R2 

 0.36  0.35  0.36 

D W stat  1.29  1.18  1.16 

AIC  19.05  19.03  19.00 

F-statistic 6.93 0.00 10.21 0.00 12.83 0.00 

 
Appendix I: Descriptive Statistics (Annual Data, 1992-93 -- 2014-15) 
 
Variable BSE FDI FII IGR INF NER RMR WGR WIR 

Mean 9361 16731 8829 6.77 7.63 86.42 0.87 4.30 3.23 

Median 4659 6052 3432 6.72 7.20 88.86 0.83 4.29 3.56 

Maximum 26556 46522 40923 9.57 13.20 99.97 1.44 7.57 6.53 

Minimum 2896 345 -15017 3.88 3.70 65.00 0.45 -2.07 0.23 

Std. Dev. 7262 17367 12855 1.79 3.06 9.09 0.25 1.89 2.22 

Skewness 0.80 0.57 0.88 -0.05 0.18 -1.00 0.56 -1.41 -0.11 

Kurtosis 2.33 1.53 3.32 1.86 1.70 3.50 2.58 6.97 1.48 

Jarque-Bera 2.90 3.29 3.06 1.24 1.72 4.15 1.38 22.76 2.27 

Probability 0.23 0.19 0.22 0.53 0.42 0.13 0.50 0.00 0.32 

Observations 23 23 23 23 23 23 23 23 23 
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Appendix II: Correlations (Annual Data) 
 
Variable BSE FDI FII IGR INF NER RMR WGR WIR 

BSE 1.00 0.94 0.74 0.24 0.23 -0.82 -0.13 -0.36 -0.64 

FDI  1.00 0.58 0.23 0.26 -0.75 -0.11 -0.43 -0.62 

FII   1.00 0.30 0.10 -0.53 0.03 -0.35 -0.59 

IGR    1.00 -0.01 0.09 0.31 0.07 0.04 

INF     1.00 -0.16 -0.64 -0.41 -0.12 

NER      1.00 0.19 0.44 0.68 

RMR       1.00 0.11 -0.07 

WGR        1.00 0.58 

WIR         1.00 

 
 
Appendix III: Descriptive Statistics (Quarterly Data) 
 

 
 

Variable BSE FDI FII IGR INF NER RMR WGR WIR 

Mean 9353 4189 2362 6.81 7.44 87.3 3.30 2.12 3.21 

Median 5229 1460 672 6.70 7.05 88.6 3.12 2.56 3.28 

Maximum 27478 16947 15548 12.90 17.9 114.4 5.19 4.80 6.70 

minimum 2245 142 -4332 1.60 0.50 64.7 1.89 -4.81 0.23 

Std. Dev. 6987 4372 3924 1.99 3.29 8.89 0.86 1.65 2.27 

Skewness 0.74 0.83 1.39 0.03 0.50 -0.62 0.52 -2.26 -0.04 

Kurtosis 2.16 2.36 4.48 3.66 3.15 4.11 2.23 9.60 1.41 

Jarque-Bera 10.61 11.55 36.6 1.61 3.80 10.16 6.15 234.9 9.27 

Probability 0.00 0.00 0.00 0.44 0.14 0.00 0.05 0.00 0.01 

Observations 88 88 88 88 88 88 88 88 88 
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Appendix IV: Correlations (Quarterly Data) 
 

Variable BSE FDI FII IGR INF NER RMR WGR WIR 

BSE 1.00 0.89 0.61 0.29 0.27 -0.71 -0.11 -0.25 -0.62 

FDI  1.00 0.42 0.25 0.30 -0.62 -0.02 -0.45 -0.61 

FII   1.00 0.22 0.14 -0.44 -0.05 -0.08 -0.47 

IGR    1.00 0.15 -0.01 0.27 0.12 -0.05 

INF     1.00 -0.18 -0.39 -0.25 -0.13 

NER      1.00 0.09 0.31 0.64 

RMR       1.00 -0.15 -0.17 

WGR        1.00 0.48 

WIR         1.00 


