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PRODUCT ATTRIBUTE PREFERENCES - A
MULTIDISCIPLINARY APPROACH

Zoltan Veres, PhD
Tamas Tarjan, PhD
Budapest Business School, Research Centre, Hungary
Balazs Peter Hamornik
Budapest University of Technology and Economics, Hungary

Abstract

The basis of buyers’ preferences are the differences of goods. Revealed preferences
can be deducted from the market behaviour of the consumers, that is from their choices. In
marketing consumer preferences are defined as the subjective tastes, as measured by utility,
of various bundles of goods. They permit the consumer to rank these bundles of goods
according to the levels of utility they give the consumer. In an expert brainstorming process
we have identified eight factors that can determine the perception of product attributes:
attribute strengths, preference interval, stability, product complexity, consumer task, life-
likeness, environment and experience. Our series of research plans to analyse the perception
of product attributes and the system of the parameters of preferences related to them in a
complex way. We aim to investigate preference systems that relate to the system of attributes
with a multidisciplinary, multifocus, hierarchic series of surveys. As a first stage in our
experimental study we are investigating intransitivity occurring in participants’ preferences
during selection between simple, medium complex, and complex products. The participants’
task is to make pair-wise comparisons of preference between specific realizations of each
product group. There are two possible versions to show up the pairs of virtual products to the
subjects. We show up to the subject those attributes, which are not different, then only those
that are different from each other. Using a computer based experimental design every
participant has the personalized attribute set.

Keywords: Products, preferences, consumer psychology, marketing research

Introduction

The basic hypothesis of microeconomics is that consumers decide on their choices
based on their preferences. The basis of buyers’ preferences are the real or presumed
differences of goods, including also the circumstances of the purchase. In the behaviour of
households, microeconomics assumes an effort to maximize utility in the decisions
(Schumann, 1998). It was Lancaster (1971) who pointed out that when defining utility,
consumers actually evaluate certain measurable features — i.e. attributes - of goods.

Consumer psychology deals with the mental process, the output of which is described
by preferences in the utility theory. Psychologists, in this way, are after explanation of
preferences. The consumers though, are aware of these preferences only partly and on
different levels for each individual, in each situation and for each product. Not conscious i.e.
underlying preferences effect their choices just the same way. According to the behaviourist
axiom - introduced by Samuelson (1938) - the observable, so called revealed preferences can
be deducted from the market behaviour of the consumers, that is from their choices. Usually,
with the methods of the psychology of economics and of marketing sciences, only the

1
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revealed preferences can be measured, the underlying preferences can only be assumed if at
all. With the examination of revealed preferences, alongside with taking underlying
preferences into consideration, the background for consumer behaviour becomes analysable.
Researching this behaviour means the survey of characteristics of product choices, or,
consumer decisions. Key question to our research is the perception of attributes, that are the
object of consumer preferences, the mapping of this system in the consumer’s mind.

Revealed preferences from various points of view

process of product selection can be modelled with the process of visual perception,
where the individual identifies, evaluates, the seen object (the product) by its certain features
(attribute dimensions) then recognizes it or makes a decision regarding it, based on the
perceived characteristics. As the shape of a mug suggests the information that it contains
liquid and its handle suggests ,,take me here” so can features be divided into attributes during
the perception of products (such as size, shape etc.) Regarding these attributes, apart from the
perceived features, experience is also adding to the evaluating process: for example, about the
shape of a handle one knows that it is for taking the mug. Translating the perception
metaphore onto the general level of product perception: when the consumer perceives the
product, it is a perception through its attributes. During the product perception the values to
certain attributes (size of the mug) appear based on seen/perceived, others appear based on
our knowledge (shape: handle - it is customary to take the mug by its handle). Therefore,
during the perception of a product, it is represented by its attributes and the values
(realisations) of those. The rational base of consumer decisions are the preferences, that can
be either revealed - therefore can be measured - or underlying preferences that are only
assumed. The perception of products, including perception of its attributes means the starting
point for the consumer decision.

We aim to investigate/analyze preference systems that relate to the system of
attributes with a multidisciplinary, multifocus, hierarchic series of surveys. For this, we start
with in-person factors proceeding in the direction of environmental factors. In an expert
brainstorming process we have identified eight (8) factors that can determine the perception
of product attributes, through this the consumer preferences as well (Table 1).
Factors
Strong vs. neutral characteristics of attributes, from consumer point of view
Interval characteristics of preferences, related to attributes or to their realisations
Stability of preferences related to attributes or their realizations
Complexity of perceived products (the number of attributes and their realizations)
Type of consumer ,task” (rating-ranking-choice)

Level of life-likeness of the consumer decision situation during the research
Effect of the decision environment on the preferences

Effect of experience on the preferences (e.g. in case of a repurchase situation)
Table 1. Factors defining product attributes, in hierarhic order

XN OR~wWNE

Ad 1. Strong or neutral characteristics of attributes means the subjective
importance of a given feature. According to our assumption it determines to what extent a
given product attribute adds to the preference of an individual. The neutral attributes are less
considered by individuals while forming their evaluation, while the strongly important or
strongly unimportant attributes play a significant role in consumer decisions. We assume,
furthermore, that with the increase of ,strong” marker the intransitivity of preferences
decreases in product-comparing situations (see Veres, Tarjdn and Hamornik, 2012).
Extremely strong attributes are the ,,must” or dichotom attributes (as per Kano, 1984), when
the presence of a given feature leads to preference and the absence of it leads to dispreference
in every case.
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Ad 2. Preferences related to attributes cannot be considered as discrete values in every
case, what is more, we assume that attribute preferences modelled with discrete values would
give us a convenient, but highly simplified hypothesis. Instead, regarding the realization of a
certain attribute we think that a preference is deviated or better expressed ,,floating” within a
zone (an interval) This area is characterized by its expected value, but it is also
characterized by its maximum, minimum and the characteristics of distribution (skewness or
kurtosis). In case we do not examine preferences by the expectable values (say discrete
values), but rather they are modelled as intervals to a continuous scale then the appearing
intransitivities (inversions, ambiguities) are well explained. In case the intervals are (partly or
entirely) overlap, then certain preferences can be intransitive as well when compared, still,
the expectable values fall to their own intervals. This overlap, according to our expectations,
is probably bigger in case of neutral attributes and smaller in case of strong attributes. All this
can be examined both in rating and ranking situations as well. It is to be noted that among the
axioms of microeconomic system of preferences the unambiguity of rank of utilities, that is
the transitivity of consumer comparisons was already set by Hicks and Allen (1934), while
Arrow (1963) reveals that as opposed to the transitive rating/evaluation of the individual, the
preference system of a group is intransitive.

Ad 3. Revealed preferences, related to attributes that are the objects of our
observation, are variable to time and situation. In this research, the examination of their
stability with investigating ranking, rating and product choice is crucial in order that we will
be able to describe those attributes and situations which promote or impede stability. These
are the factors that also talk about the possibility of generalization of the results: which
preferences under which circumstances remain stable in time, and which ones are changeable.

Ad 4. The choice of products, the product perception establishing preferences of it is
greatly influenced by the complexity of the product (HIédik 2012). It is an important point
how many attributes describe the product, and how many more potential realizations to these
attributes are probable among which (the product variants) the individual should make a
comparison. In case of simple products that can be described with a small number of
attributes and, as such, easier can be mapped mentally, we can count on more separated and
stable preferences. In case of more complex products, where a big number of neutral
attributes are present, we can count on more overlapping preference intervals and
consequently, on intransitivities, moreover, on lesser stability.

Ad 5. The perception of product attributes, and their preferences can also be
determined by the character of research task. Depending on whether the individual has to
perform ranking, rating or choice, the intervals of product attribute-related preferences and
the stability of preferences may change. In the ranking-rating-choice sequence, we assume an
increasing thoroughness and commitment of the individuals, therefore we assume more and
more separating preference intervals and greater stability in case of the strong attributes.
Along with this we also expect less of intransitivity. For examining these assumptions, the
experimental situations should comprise of tasks of ranking, rating and choice characters as
well. Here we do not enter into the long-disputed question of microeconomics whether or not
the consumer is able of continuosly ,,measuring” utilities (cardinal utility) or merely the rank
of certain attributes compared to each other mean his/her underlying preferences. (ordinal
utility)

Ad 6. Moving away from intra-personal factors, the next important point is the level
of life-likeness of examined situations. The more life-like a situation is, the more likely it is
suitable for analizing real consumer behaviour. In conjunction with our assumption the more
real a behaviour is, the greater extent the underlying preferences and their influence can be
captured. Life-likeness increases the ecological validity of research, thus the likelihood of
generalization of the results. Life-likeness gradually increases with moving on from

3
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laboratory experiments to in-store field-research. Comparing different situations makes a
thorough research of product-related attribute preferences possible.

Ad 7. Life-likeness is closely related to the effect of research environment, choice or
rating environment on preferences. Therefore, apart from laboratory research, it is necessary
to perform field (e.g. in-store) consumer research as well. With the systematic manipulation
of the environment we can explore which are the factors that have an effect on the system of
preferences. For example, the proportion of intransitivity of preferences, or even the level of
overlap of intervals may vary according to the scope of assortiment, or to the difference
between the products of comparison (the number of their differing attributes).

Ad 8. Finally, the last factor to be analized is the effect of experience on the features
of preferences. According to our assumption, individuals — after using the product or after
gaining information on the usage of it -, can change their system of preferences formed
regarding the features of a product. Research questions: What experience fosters stability,
what experience causes changes, intransitivity?

Apart from the above factors, fatigue and mental strain have also effect on the system
of preferences, as a moderating agent. Certain features of the environment may also behave
as moderators in some situations. And for the sake of historical trustworthiness here we
should mention the famous critical analysis of Sen’s (1973) which showed that while
observing revealed preferences, the interpretation of underlying preferences can be mistaken
in at least two cases:

1, when the consumer’s level of preference is the same and the choice is forced
2, when other e.g. moral concerns or external expectations overwrite underlying preferences

Our series of research plans to analyse the perception of product attributes and the
system of the parameters of preferences related to them in a complex way. We analyse the
effect of intra personal and extra personal factors on these preference systems with the above
described hierarchic research design. In the analysis of the relations between our ratings,
preferences and behaviour — that is our product choices, the research relies on the classic
sociopsychological research direction of relations between attitudes and behaviour, which is
rooted in the works of Brehm (1956) and Festinger (1957) (see cognitive dissonance
reduction, free-choice paradigm: FCP) and reflects on the questions raised by Chen and Risen
(2010) respectively.

Consumer psychology on choice

According to Brehm (1956) the core of FCP is the situation to choose among more
alternatives, which do not substantially vary in their attractiveness. This phenomenon is
usually studied in experiments by having subjects rate an enhanced number of options, and
then the participants are faced to choose between two highly similar alternatives (of
approximately similar utility). After the one’s choice has been made, researchers have
observed a decrease in the rating of the refused object and an increase in the rating of the
chosen one (Brehm, 1956; Bendersky & Curhan 2009).

Cognitive psychologists have been also bound up in the cognitive dissonance
reduction (Dias et al., 2009). Their problem statement was whether this is a characteristic
phenomenon in an intrinsic manner for human mind and information processing, or this is the
result of motivational contradictions. Dias et al. (2009) argue that cognitive dissonance
reduction is incorrectly thought of as a phenomenon of motivation, as recent results suggest
that it is a process typical of the functioning of human mind in an inherent way. They proved
this assumption by the findings that cognitive dissonance is present even in the absence of
any stimuli in the system, moreover it works unconsciously.

A human tendency toward harmony and to reduce contradictions in opinion,
intransitive attitudes in decision, is leading to biases raise the question whether spreading in

4
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free choice paradigm can be explained by the theory of dissonance reduction at all? The
limited mental computational capacity on its own leads the system to use heuristics (Eysenck
& Keane, 2000) that incorporate biases. The question is that how large is the biasing effect,
and what function describes its growth and change? We aim to answer this question using
product attributes that participants rank as less important. Despite the low subjective
importance of some attributes, these features are present as differences of product
realizations, and they could have an effect on decision. More than 40 years after Rosenthal’s
critics on experimenter bias, Chen and Risen (2010) raise methodological and mathematical
arguments against the dissonance reduction in FCP detailed in the next section. This can lead
to serious questions about FCP, dissonance reduction, and their application in marketing
research.

Mathematical Background

In the first step of the Chen-Risen experiment 10-15 goods should be sorted on the

basis of lots of conflicting aspects (i.e. in a transitive way).
Let k € {1, 2, ..., n} denote the index number of good xx € X, where X denotes the set of
possible goods. If for all goods x¢ € X, a ,,preference level” or ,,utility value” (denoted by uy)
Is associated in such a way that for each pair of goods xi, X; € X, Xk # X; exactly one of the two
preference relations hold: ux > u; or ux < u;, then an underlying preference is defined for the
set X of goods.

Note that the latter is a bijection of X onto the n-element subset of the integer
numbers, i.e. a transitive digraph. Let us suppose that people have perfectly stable underlying
preferences and they are asked (that was the first step of the Chen-Risen’s model scheme) to
rate all goods xx € X in a bijective way that for each pair of goods xx, x| € X, X # X exactly
one of the two relations hold: r¢ > r; or ry < ry. It is supposed, as well that ry is a random
variable of which there exists the expectation and it coincides with the so called associate
"preference level™ or "utility” uk of the good xx € X that is to say

Assumption 1 (ASMP 1): E[rk] = uk

The random variable ry on which it is supposed only that there exists its expectation
and that coincides with the "preference level™. This is - in our view — an impermissibly broad
assumption and due to our criticism as we were able to show that the three mathematical
assumptions are too "liberal” as compared to reality. The premise from which the main
statement on the (FCP) on the positive spread has been derived, is equivalently reformulated
as follows:

ASMP la:  Pr(Bi|A) > %,

ASMP 2: Pr(C|A) > %,

ASMP 3: 1>Pr(A|By)>%,

where the following three types of random events are defined as below:
A= {u>u}; Bi= {n'>n'}; C = {Cap=xd-

We have shown that the above three assumptions allow the ratios to range between
"dissonance™ (disagree) and "consonance" (agree) of both preference & ratings or preferences
& choices up to 100%. That is to say the dissonance of the random events A and B; may
extend up to the size of their consonance, or making use of a metaphor the "misdirected
transmission™ of the stable underlying preferences may have an extent of 100 %, as well.

1) We have there proposed that the extent of the "misdirected transmission™ allowed
only up to 10~25% instead of that limit of 100%. Thus the positive spreading of the FCP
really proves to be with an order of magnitude 5~10-times less than they suppose it. This may
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involve that this, in theory, very important spreading effect obtained by pure deduction
remains within the measurement error limits.

2) Now we examine another approach to the reality. This is a correction, in a more
elementary sense, that is built only on Assumption 1 (ASMP 1), the other three conditions is
not necessary for the formulation. Consequently, our findings are not related only to the
FCP-research but to any study of consumer preferences as well.

It is assumed for the random variable r not only that there exist its expected value and
it is equal to their "preference level” (ie, E[ry] = uk), and still arbitrary distribution, but the
possible values of r, may be no longer from minus infinity to plus infinity, but the reasonable
value of a certain ry € [ux—/¢; ux + /] falls into a finite interval in the vicinity of ug, where
[V, [ >0 (see 2nd factor in Table 1). It is known about consumer preferences (at least we
have good reason to believe) that the above width of the occurrence interval (//+ /) for the
best and the most rejected attributes is less since the uncertainty and the error rate is less than
in the mid-range case, which latter therefore has an increased consumer uncertainty, or
mistake. This inevitably leads to the fact that the various occurrence intervals of attributes
overlap in the center, or even coincide with each other, even though it has been assumed for
the underlying preference ui for any pair of attributes x # x; either the relation uy > uj, or the
opposit one ug < u; is satisfied. When the occurrence intervals fall together with each other
approachiong to the center, we can get to the "Q-sort" arrangement (or Q methodology)
which has been a central and very important tool in psychology and the social sciences during
more than the last half century.

Q methodology was introduced in a letter to Nature written by William Stephenson
(1935), and it has been widely adopted in the social sciences basicly for the technical
procedure of Q sorting (see Brown 1966) . Fundamentally, Q sorting calls for a person to
rank-order a set of stimuli according to an explicit rule (condition of instruction), usually
from agree (+5) to disagree (-5), with scale scores provided to assist the participant in
thinking about the task. The operation is inescapably subjective in the sense that the
participant is sorting the cards from his or her own point of view.

Now let us show an example of what our above statement asserts if e.g. each attribute
Xk has n = 11 finite intervals. For simplicity the "preference levels" or "utility values" ui of the
11 attributes range over the integers from 0 to 10, i.e. ux =k, where k € {0, 1, ..., 10}.

X | O ue ndOu=Ahu+ /] Elnd = ug
0 |05 05 0 [l 0
1 |05 15 1 r[J[05 25] 1
2 |15 05 2 r,[[05:25] 2
3 |05 45 3 r[1[25 75] 3
4 |15 35 4 r,[[2575] 4
5 |25 25 5 r,[][25 7.5] 5
6 |35 15 6 r[1[25 7.5] 6
7 |45 05 7 r[J[25: 75] 7
8 |05 15 8 rsll[7595] 8
9 |15 05 9 r[J[7.5:9.5] 9
10105 05 10 ] 10

Table 2. Preference levels of attributes

Table 2 clearly shows the "Q-sort" arrangement, where in the central 5 attributes xi €
{3,4,5,6,7} completely overlap, so the following "Q-sort" arrangement no longer distinguish
them from each other, then xi € {1,2} and {8,9} xx € {8,9} attributes or another.

Taking smart-phones as complex products for the testing, 11 attributes are considered
to be important, which are in the rows A-K of Table 3. All the 11 attributes have three
property types as specified in the rows. Then the subject is asked to perform a one-to-one
correspondence between the 11 attributes and the so-called "Q-sort™ arrangement in Figure 1

6
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(bijection). It is to mention at this point that the forced choice in Q-sorting is equally
advantageous: each attribute ,,finds” its position in the Q-grid; and disadvantageous: does not
allow else but a symmetric distribution of the attributes. This latter can cause a non-

measurable distortion in the analysis.

Attribute dimension

Examples of Attribute values / realizations

A. Shape Classic, flip, slide

B. Brand Apple, Samsung, Nokia

C. Thickness Thin, medium, thick

D. Color Metal, black, vivid color

E. Style Fancy, simple, elegant

F. Usage Simple, multifunctional, easy-to-use
G. Camera Under 2 MP, 2 to 3 MP, above 3 MP

H. User interface

Classic keyboard, QWERTY keyboard, touchscreen only

l. Entertainment

Radio, music player, applications to download

J. Internet

None, WIFI, 3G

K. Connectivity

USB, Bluetooth, Infra-port

Table 3. Attributes (11 pieces)

-2 -1 0 1 2
Absolutely  not | Rather not | Less important or | Rather important | Absolutely
important important indifferent important

Figure 1. Q-grid

The subjects are asked essentially: what are the most important 3 attributes among the
total 11 ones and the least important 3 ones, according to them, and therefore in the middle
column will remain 5 attributes. Then "we create”, based on the 5 attributes left in the middle
column (denote them by {Al, A2, A3, A4, A5}), all the theoretically possible 3° = 243
virtual products, since each attribute has 3 (0, 1, 2) possible states. In selecting from among
243 items 9 pcs (RO - R8) representative items so that they fall apart as far as possible and fill
out "evenly" possible the space formed by the 243 member products. The distance between
two products are quite obviously defined as how many times differ the possible states (that
could be 0, 1 or 2) between 2 given rows. The distance is denoted by d.

Complying with the above conditions, 9 representative items can be easily found. See eg. the
following (R0O-R8) representative products (Table 4).
Al | A2 | A3

>
>
>
o

RO
R1
R2
R3
R4
R5
R6
R7
R8

Table 4. Between-product distances

N[Nk |lolo|lo
RlolNv|R|lo|v|k o
olr|lo|lr (MM |o
ok [Nk |M o
RlolR,r|Rr[NvR|NM o

N
N
N
N
N

It can be seen that any pair of rows in the above matrix (rows of representative
products RO-R8) differ in at least 3 columns, i.e.
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d(Ri,Rj) > 3, for any i #j.

Then each pair (Ri <> Rj, 1 # j) of the above 9 products (created as virtual representative
products in rows R0-R8) are shown in random order to the experimental subjects to qualify as
a better-worse. 2 out of 9, i.e. totally 36 such pairs exist.

A Marketing Science Perspective

Following the simplified microeconomic preference model marketing science and
especially corporate marketing practice accept the more comfortable transitivity premise.
Consumer preferences are defined as the subjective tastes, as measured by utility, of various
bundles of goods. They permit the consumer to rank these bundles of goods according to the
levels of utility they give the consumer. In other words, the consumer has different
preferences over the different combinations of goods defined by the set of commodity
bundles. A latent assumption about the consumer’s preferences is consistency in rankings, i.e.
transitivity. Nevertheless, transitivity stereotype became deeply rooted in the industrialized
market research as well. Companies routinely test the market to find out what customers like
and dislike about their products and competitors’ product. This is outsourced to a market
research firm. After gathering information, the next step for the company is to determine
what it means. Analysis of the information may lead the company to change the formula,
packaging, color, size or some other feature of the product.

It must be realized that automatic assumption of transitivity can be range among such
mental stereotypes as e.g. repurchase willingness of satisfied customers or the natural
development of firms* orientation from manufacturing to marketing (Brown, 1995; Reinoso,
2011). Such a simplification can be understood if we think of the daily decision pressure at
management level. Without easily applicable rules of thumb the operation of the firm could
be paralyzed. Some techniques estimate consumer preference functions by representing
»consumer utility” as a function of the product’s attribute levels. Such techniques are useful
in the product design because they indicate the relative effects of changes in the attributes of
that product. Conjoint analysis is an effective technique to measure ordinal preference
functions, and this method has been considered for long time as a research mass-product
establishing numerous managerial decisions. Traditional technique of conjoint analysis has
been quite successful in marketing, but its application can be improved (Veres-Tarjan, 2013).
As regards the methodological development in such directions only sporadic attempts can be
found until now in the marketing research literature (see e.g. Hauser & Shugan, 1980 or
Bouyssou & Pirlot, 2002).

The research

As a first stage in our experimental study we are investigating intransitivity occurring
in participants’ preferences during selection between simple, medium complex, and complex
products. In the phase of preliminary data collection, our sample consists of 200 participants
(balanced by age) recruited from a business school and a technical university. The
participants’ task is to make pair wise comparisons of preference between specific
realizations of each product group. The product realizations that the participants received for
comparison differed in those attribute dimensions that they rated less important in phase 1
(middle in the grid). Currently we are using a computer based experimental design including
a web-based application, which performs the procedure detailed above. By this, every
participant has the personalized attribute set (that they rated less or medium important) for the
pair wise comparisons.

For the pair-wise comparisons the participants were instructed to ~’Choose the
preferred one among the two presented! Imagine that you can win it as a prize, and imagine
that price is indifferent, and equal in this case!”” The test terminated when the participant

8
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gives the first intransitive answer, or if the participant compared all possible pairs. In this
phase, we counted with the number of comparisons without intransitivity (the comparisons
accomplished until the first intransitive reply) as a dependent variable. To analyze the effect
of product complexity on intransitivity, we are going to use a one-way ANOVA design (with
levels of simple, medium complex and complex product groups). Participants are blind to the
aim of the experiment until the end of the procedure. The test lasts for maximum 20 minutes
including debriefing. Participants complete the task online. Both phases are executed with
computer-based data collection.

It is important to note that there are two possible versions to show up the pairs of
virtual products to the subjects and there may be found arguments for and against. We show
up to the subject those attributes, which are not different (In Table 4 at most 2 of such
attributes may exist); or only those that are different from each other (these attributes may
exist, at least 3). At the latter, the argument is that the test subjects will not be charged by that
extra information, while at the former is that all five coordinates (attribute values) may be
seen to decide. Of course, the order of the showing up of the attributes are not changed. In
each case the vertical order (top to bottom) of the middle column of the Q-sort (e.g. the 5
most indifferent attributes, out of the total 11 ones in case of smart phones), is understood as
a horizontal one (left to right). Further details of our research will be presented at the
conference.

Instead of epilogue

While revealed preferences” are empirically measurable notions, “underlying
prefences” do exist just in theory i.e. they are purely hypothetical notions. Therefore, the
most general framework is if at the start, it is discussed in the context of a conceptual model
or within a so-called ”black-box”. The input of the model are the real or virtual
items/products and their properties to qualify or to choose, while the output of it are the
“revealed preferences”. However, from this point on several hypotheses, axiomatic
assumption emerge. The most common is that in our brain a binary relation evolve on the set
of objects, which governs this transformation into structured sets. Related to the “underlying
preferences” four questions arise immediately:
1) Is it justified to assume that there exist?
2) If they exist and can be described as binary relations, are they transitive or not?
3) Are they constant or stable?
4) If they are not stable, a functional relationship or assuming a random rule, can they be
modelled in a realistic way?
These are all crucial questions for future research.
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Abstract

This paper extends the existing findings on the theory of *“organization capital”
proposed by Lev at al. (2009) through a reproduction analysis on newer data, with a different
estimation method. A new empirical perspective is proposed, where the intrinsic relationship
of the different profitability measures is analyzed in order to offer a survey over the average
firm’s capacity of generating excess returns in relation to the closest neighbor, based on its
uniqueness. Nevertheless, the analysis seeks to define how profitable unique skills and
knowledge are in comparison to the companion portfolio’s, which characteristics are
pervasive and how the time-lags of return on investments in knowledge vary between the
individual and aggregate levels.

Keywords: Organization capital, intellectual capital, stock value, portfolio theory, excess
returns

Introduction

The “organization capital” concept proposed by Lev at al. (2009) withholds that
unique structural and organizational designs, as well as business processes generate
sustainable competitive advantages. The paper builds most of its methodology on Fama and
MacBeth’s (1973) article, where a portfolio model is evaluated for elasticity and linearity in
its ability of predicting future market returns. Although a reliable financial analysis uses
hourly or daily stock data, much can be learned by extending the analysis performed by Lev
at al. (2009) and formulating a model which can elaborate further on its findings.

In this paper, Lev at al.’s (2009) analysis is reproduced and due to the poor statistical
results of the original study, an additional model is proposed to further investigate the ability
of organization capital to generate abnormal returns. This new estimation model is
formulated on basis of multiplicative errors to extend the existing findings and verify the
profitability the portfolio and organization capital theories by applying a new statistical
approach and including additional portfolio variables. The model is estimated on basis of a
generalized method of moments model, to account for the time-lag trap often encountered in
economic studies and to analyze the previous findings further through a new methodological
perspective. Nevertheless, this extended model allows for further understanding of the
previous findings of both Lev at al. (2009) and Fama and MacBeth (1973) concerning the
linearity of risk and returns in portfolio theories, and the ability of stock market data to
explain abnormal returns and returns to scale. Nevertheless, this paper has the ambition of
visualizing the existing differences in the capacity of firms of generating abnormal returns by
re-tabulating the different firm classes’ competitiveness ranks and aiding in the decision-
making processes related to firm value and portfolio-based returns models in something more
than the competitive equilibrium (i.e. “perfect competition” model) of generating economic
rents based on resources’ best abilities.

11
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The remainder of this paper is organized as follows. The methodology and elaboration
process of the reproduction analysis and its results are discussed in section two. The extended
analysis model and methodological approach are discussed in section three, along with the
formulation of hypotheses. The new empirical evidence is presented in section four, whilst
the fifth section concludes the paper.

Methodology and Elaboration Process

The elaboration process follows the sampling procedure described in Lev at al.
(2009). Financial data were collected from the database Compustat, but no data could be
gathered from CRSP. Therefore, all analyses in this paper build on the stock data available in
the Compustat. Data were selected for the period 1971 to 2012, a total of 358,101 annual
observations. No monthly data is contended in this study.

The data was first deflated to monetary values based on base year 2013. After the
calculation of growth rates and exclusion of firms with sales and total assets of less than 5
million USD, the sample consists of 68,661 annual observations. The composition of the data
sample was determined on basis of the NAICS 2007 industrial classification standard and the
eighteen industries included are presented in Table 1 along with the number of observations
used in the market respectively the extended analyses.

TABLE 1: Industry distribution Number of
observations

Industry name Market Extended
Accommodation and Food Services 1,143 311
Administrative Support, Waste Management and Remediation Services 1,124 366
Agriculture Forestry Fishing and Hunting 136 39
Arts Entertainment and Recreation 193 71
Construction 1,134 339
Educational Services 110 34
Finance and Insurance 8,294 957
Health Care and Social Assistance 702 49
Information 5,513 794
Manufacturing 25,539 11,817
Mining Quarrying and Oil and Gas Extraction 2,294 539
Other Services (except Public Administration) 136 71
Professional Scientific and Technical Services 1,336 411
Real Estate and Rental and Leasing 1,068 38
Retail Trade 5,094 2,520
Transportation and Warehousing 3,192 137
Utilities 7,591 0
Wholesale Trade 2,869 1027
Total 68,661 19,520

The market analysis consists of estimating regression models to obtain the industry-
specific measures of AbSalesi;, AbCosti;, AbProfit; and organization capital OCj, in
agreement with the process described in the source article. For a detailed description of the
variables, please see Appendix 1. A constant return to scale Cobb-Douglas production
function was used to model the firms’ output:

SALE;; = agit PPEi"™" EMPi"" eyt (1),
where SALE;; represents the revenues of firm i in year t, PPE;; net plant, property and

equipment, EMPi;; the number of employees and e;; is the error term. The constant agj; is the

productivity parameter, modeled as a function of the instrumental variable SGA;;, as follows:
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log(aoit) = Dot + bost I10g(SGA) (2),
where SGA; represents the selling, general and administrative expenses, computed by
capitalizing and amortizing the annual SGA|; expense over three years, as follows:
Adjusted SGAi; = 1/n (SGA Expensej; + SGA Expensei; + ... + SGA EXpenseit(-1))
3,
where n=3.
The applied production model allows hence for the two types of contributions
described in Lev at al. (2009), namely a) the contribution common to all firms (bg;) and b) the
firm-specific contribution of organization capital to revenue (bost [0g(SGAi/SGAIt.1)).

TABLE 2: Descriptive statistics of the variables used to estimate organization capital

Variable® Mean Median 10 30 Std. Dev.
SALE; ($ millions) 56.88 14.87 6.53 40.61 167.41
COST;; ($ millions) 47.87 12.16 5.27 33.37 150.83
EMP;; (thousands) 242.90 80.03 31.07 224.60 582.60
PPE;; ($ millions) 26.37 474 1.23 18.91 81.18
SGA; ($ millions) 9.80 2.22 0.7 6.74 28.22
Log(SALE/SALE;,) 2198  -2.215 -2.295 2121 0. 3980
Log(COST,/COSTj1) 2243 -2.218 -2.303 -2.124 0.4474
Log(EMP,/EMP,) 2230 -2.202 2331 -2.204 0.7594
Log(PPE/PPE;.,) 2203 2243 2311 -2.145 0.4860
Log(SGA/SGA,) 2278 -2.214 -2.289 -2.133 0.6603

2Variable definitions are provided in Appendix 1.

The market models were estimated by substituting equation (2) into equation (1) and
by taking logarithms of the annual changes:
log(SALE#/SALEit1) = boe + bost [09(SGAi/SGAi1) + by log(PPEi(PPEit1)

+ byt log(EMPi/EMP;.1) + log(ei/eit-1) (4).

This equation was estimated annually and cross-sectionally for all eighteen industries
to obtain the firm-specific monetary measures of organization capital to revenues (OCy).
Table 2 presents the descriptive statistics of the variables used to predict the revenues under
the average efficiency assumption without organization capital, which were subtracted from
the firms’ actual revenues to obtain the measure of AbSalej, i.e. the contribution of
organization capital to revenue of firm i in year t. A similar procedure was followed for the
growth rate of costs and the calculation of AbCost;; as the difference between the firms’
actual costs and the computed costs without organization capital.

The relationship of AbProfity = AbSalei; + AbCost;; was further applied in the
calculation of the firms’ organization capital measures (OCj;) by capitalizing and amortizing
AbProfit;; over five years scaled by the total assets in year t, as described in equation (3).

The computed organization capital measure (OCj;) was thereafter related to the five
future years of firm performance, through the calculation of the growth rates of operating
income (OIGrowth;;) and sales (SALEGrowth;). The size and book-to-market adjusted excess
returns were computed using the portfolio approach, where the firms were grouped by their
book-to-market ratio into five equal groups each year. The groups were labeled “A” to “E”,
where “A” represents the highest book-to-market quintile and “E” the lowest one. The size
breakpoints were determined by classifying the companies into five equal groups, where a
label of “L” represents the largest companies, “M” middle-sized companies and “S” small
companies, with “LM” and “MS” as intermediary lables. The annual excess returns
(ABRET;;) were calculated as the difference between the firms’ book-to-market measures and
the respective companion portfolio’s average book-to-market intensity.
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The ten years survival requirement was nevertheless followed by assuring that the
firms included in the extended analyses had an organization capital value estimate (OC;) and
that performance data was available for the future five years. The final sample consists of
19,520 unbalanced observations and their industrial distribution can be found in Table 1
under the column “Extended”. The majority of the firms included in the stydu are high-level
book-to-market companies (A), of size large (L). Table 3 presents the descriptive statistics of
the organization capital and firm performance measures used in the extended analyses.

TABLE 3: Descriptive statistics of organization capital and firm performance

Variable® Mean Median 10 3“0 Variance  Std. Dev.
Organizational capital variables
OC; -0.000042 -0.000338  -0.005355  0.005048 0.000234 0.015303
OC;; ($ millions) 1.000076 0.999662 0.994659 1.005061 0.000244 0.015626
Operating performance and market performance
OlGrowthie.q 0.022621 0.013376 -0.003800  0.035968 0.115933 0.340489
SALEGrowthie 0.222361 0.120642 0.018531 0.276653 1.372184 1.171402
ABRET; -0.220315  0.000000 0.000000 0.000000 1.111192 1.054131
CUMABRET 44 -0.451434  -0.804920  -1.202349  0.092937 370.198678 19.240548
Firm characteristics
Sizey, 3.175822 0.000000 0.000000 10.032277  1.111192 1.054131
RDCAP;, -2.755021  -2.688356  -3.189963  -2.161611  1.001837 1.000918
EPi 0.833375 0.000000 0.000000 0.402929 2.835816 1.683988
D_EP; 0.119369 0.000000 0.000000 0.000000 0.105139 0.324251
BM;, 4.205889 0.000000 0.000000 12.577997 42917021  6.551108
VOL; 0.576157 0.000000 -3.376082  1.589700 24.806013  4.980564
R_OC; 0.554000 0.600000 0.300000 0.800000 8.45240 2.90730

2Variable definitions are provided in Appendix 1.

Reproduction of the Previous Analyses

The first part of this analysis consists of reproducing the univariate analyses described
in Lev at al. (2009). The univariate analyses of operating income (OIGrowth;), sales
(SALEGrowth;), abnormal returns (ABRET;) and cumulative abnormal returns
(CUMABRETj;) indicate the same findings as the original paper in the case of the operating
income and sales, cf. Tables 4 and 5. The trend of firms in the top decile of their industry-
year rank (R_OCj) of having higher growth rates of operating income and sales is obvious
and statistically significant in all cases.

TABLE 4: Univariate analyses of operating performance OlGrowth.;.

Portfolio of OC;; i is years after portfolio formation

i=1 i=2 i=3 i=4 i=5
1:Bottom 0.0209 0.0503 0.0821 0.1158 0.1575
2 0.0414 0.0730 0.0813 0.1255 0.1471
3 0.0139 0.0303 0.0525 0.0764 0.1023
4 0.0168 0.0366 0.0571 0.0807 0.1044
5 0.0181 0.0363 0.0682 0.1000 0.1291
6 0.0193 0.0421 0.0648 0.0925 0.1343
7 0.0208 0.0434 0.0664 0.0914 0.1218
8 0.0216 0.0429 0.0710 0.1079 0.1411
9 0.0239 0.0506 0.0796 0.1294 0.1817
10:Top 0.0291 0.0623 0.1061 0.1432 0.2053
Top minus Bottom 0.0082* 0.0120* 0.0240* 0.0274* 0.0478*
t-value -3.57 -2.13 -2.44 -2.56 -2.87
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TABLE 5: Univariate analyses of operating performance SALEGrowthi.;.

Portfolio of OC;, i is years after portfolio formation

i=1 i=2 i=3 i=4 i=5
1:Bottom 0.2162 0.4970 0.8651 1.2727 1.7058
2 0.2537 0.5210 0.7436 1.1139 1.4944
3 0.1693 0.3553 0.5781 0.8325 1.1094
4 0.1816 0.4022 0.6292 0.8900 1.2080
5 0.1791 0.3847 0.7028 1.0181 1.3780
6 0.2324 0.4659 0.7206 1.0207 1.4496
7 0.2007 0.4373 0.7062 0.9952 1.2961
8 0.2336 0.4927 0.7577 1.0700 1.4647
9 0.2476 0.5564 0.8871 1.3555 1.8713
10:Top 0.2990 0.6681 1.0886 1.6023 2.3538
Top minus Bottom 0.0828* 0.1711* 0.2235* 0.3297* 0.6480*
t-value -3.74 -3.23 -2.58 -2.74 -3.80

In disagreement with the source article, the results could not be reproduced for the
abnormal returns univariate analyses CUMABRET;; and ABRETj;, cf. Tables 6 and 7. Herein,
there are no significant differences between the means of the top and the bottom-ranked

firms’ levels.

TABLE 6: Univariate analyses of future cumulative excess returns CUMABRET ;.

Portfolio of OC;;

i is years after portfolio formation

i=1 i=2 i=3 i=4 i=5
1:Bottom -0.5996 -1.8417 -2.5167 -2.9537 -3.0971
2 -1.1461 0.3137 1.8455 1.9536 1.6690
3 -0.7021 -2.4899 -5.2223 -7.1874 -7.9176
4 0.2028 0.9566 0.5486 -0.7263 -0.6885
5 -0.9783 -4.3585 -7.4646 -10.1974 -13.2982
6 -0.2506 -0.5329 -0.9716 -1.3696 -2.0881
7 0.3677 5.0570 4.3298 3.8633 3.1912
8 -0.9726 -1.4829 -2.5511 -3.9108 -5.4767
9 -0.7925 -1.9173 -3.1063 -4.6522 5.3460
10:Top 0.2182 0.0025 -2.8964 -5.0371 -6.7363
Top minus Bottom 0.8178 1.8441 -0.3797 -2.0834 -3.6391
t-value -0.84 -0.81 0.19 0.90 1.23
TABLE 7: Univariate analyses of future annual excess returns ABRETj.;.
Portfolio of OC;; i is years after portfolio formation

i=1 i=2 i=3 =4 =5
1:Bottom -0.5996 -1.2421 -0.6750 -0.4370 -0.1435
2 -1.1461 1.4598 1.5318 0.1082 -0.2847
3 -0.7021 -1.7877 -2.7325 -1.9650 -0.7303
4 0.2028 0.7538 -0.4080 -1.2749 0.0378
5 -0.9783 -3.3802 -3.1062 -2.7328 -3.1008
6 -0.2506 -0.2823 -0.4387 -0.3980 -0.7185
7 0.3677 4.6893 -0.7272 -0.4665 -0.6721
8 -0.9726 -0.5102 -1.0682 -1.3597 -1.5660
9 -0.7925 -1.1249 -1.1890 -1.5459 9.9983
10:Top 0.2182 -0.2157 -2.8988 -2.1407 -1.6992

15



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

Top minus Bottom 0.8178 1.0263 -2.2238 -1.7037 -1.5557
t-value -0.84 -0.61 1.25 1.47 1.58

The second phase of the reproduction analysis consisted of estimating panel data
models of the growth rates based on the two multivariate models described in Lev at al.
(2009).

The first model analyzes the capacity of organization capital to contribute to future
growth while controlling for several major factors:

Growthijwj = ap + a3 R_OCj + a; Sizejt + a3z DIVj; + a4, RDCAPj; + a5 EPj; + a5 D_EPj; + a; BM;;
+ Eit
®),
where growth is represented by the operating income (OIGrowth;) respectively sales
(SALEGrowth;;) growth rates. Please see Appendix 1 for variable descriptions. The fitted
multivariate panel data ordinary least squares regressions indicate agreement with the original
analyses, cf. Table 8. R_OC;; was found to be statistically significant for all five years after
the portfolio formation, in similarity with most of the included variables. There was not
enough data available in the collected sample to form the ratio of dividend to total assets
variable DIVj, so this variable is lacking from the analyses and the results.
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TABLE 8: Multivariate linear panel data regression analyses.

Dependent variable is OlGrowth; - i is years after portfolio formation

i=1 i=2 i=3 i=4 i=5
Coef. t-value Coef. t-value Coef. t-value Coef. t-value Coef. t-value
Intercept 0.0244 1.0784 0.0974* 2.5107 0.1044. 1.9170 0.2109** 2.6412 0.2636** 2.6822
R_OC; 0.0096**  3.2501 0.0133**  2.6216 0.0144* 2.0072 0.0348*** 3.3265 0.0458*** 3.5671
Sizey -0.0006 -0.3555 -0.0052. -1.8512 -0.0065. -1.6665 -0.0124* -2.1575 -0.0132. -1.8726
RDCAP;; 0.0044***  4.4670 0.0074***  4.4356 0.0106*** 4.5079 0.0151*** 43882 0.0193*** 4.5880
EP; -0.0030*** -4.5881 -0.0060*** -5.3999 -0.0086***  -5.4308 -0.0105*** -4.6062 -0.0124***  -4.3857
D_EP; -0.0071* -2.0310 -0.0179**  -2.9942 -0.0280***  -3.3516 -0.0353** -2.9062 -0.0473** -3.1756
BM;, 0.0014* 2.0275 0.0022. 1.7689 0.0032. 1.8739 0.0030 1.2106  0.0027 0.8823
Adj R? 0.0567 0.0539 0.0447 0.0303 0.0246
Dependent variable is SALEGrowth;.; - i is years after portfolio formation
i=1 i=2 i=3 i=4 i=5
Coef. t-value Coef. t-value Coef. t-value Coef. t-value Coef. t-value
Intercept 0.3430**  2.5994 0.9659*** 3.5630 1.5254***  3.4584 2.0009** 3.1968 2.2569** 2.9851
R_OC; 0.0601*** 3.4722 0.1482*** 4.1689 0.1943***  3.3591 0.2745%** 3.3428 0.3468*** 3.4966
Sizey -0.0153 -1.6062 -0.0500*  -2.5524 -0.0899**  -2.8200 -0.1273** -2.8134 -0.1355* -2.4794
RDCAP;, - -6.2379 - -6.4255 -0.0949***  -5.6602 -0.1640***  -6.8924 -0.2012***  -6.9993
EP; -0.0007 -0.1740 -0.0053 -0.6814 -0.0170 -1.3543 -0.0298. -1.6777 -0.0516* -2.3967
D_EP; - -3.9991 -0.1198** -3.0285 -0.1860**  -2.8900 -0.2358** -2.5809 -0.3363** -3.0469
BM; -0.0060 -1.4453 -0.0153.  -1.8034 -0.0181 -1.3108 -0.0213 -1.0870 -0.0230 -0.9682
Adj R? 0.0512 0.0627 0.0480 0.0455 0.0470
Dependent variable is CUMABRET,; - i is years after portfolio formation
i=1 i=2 i=3 i=4 i=5
Coef. t-value Coef. t-value Coef. t-value Coef. t-value Coef. t-value
Intercept -18.9893  -1.5142 -52.0928  -0.8349 -62.3919 -0.9217 -52.1970 -0.7240 -42.9840 -0.5673
R_OC; 2.6682 1.3800 10.1745 1.0576 10.9952 1.0535 6.0807 0.5471 2.5707 0.2201
Sizey 0.9576 1.0089 4.1602 0.8810 3.8968 0.7606 4.6040 0.8438 4.5800 0.7987
VOL; 0.1719* 2.0198 0.7013. 1.6563 0.7366 1.6036 0.7368 1.5060 0.6735 1.3097
EP; -0.5047 -1.3765 -0.7365 -0.4038 -1.2605 -0.6370 -0.4081 -0.1936 -0.0249 -0.0112
D_EP; -0.2602 -0.1261 -2.0647 -0.2011 -0.6952 -0.0624 -5.2254 -0.4405 -6.7580 -0.5420
BM; 0.4766 1.1760 0.0266 0.0132 0.9308 0.4255 -0.3707 -0.1592 -0.9933 -0.4057
Adj R? 0.0148 0.0074 0.0072 0.0061 0.0056

Variable definitions are provided in Appendix 1.Significance codes: 0 “***’ 0.001 “*** 0.01 “** 0.05 ‘. 0.1 “ " 1.
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The second model proposed by the authors relates the five future years’ cumulative
excess returns to the industry-year rank of the organization capital of the firms, along with
diverse other control factors:

CUMABRET; .+ = a + a; R_OCj; + a, Sizej; + ag BETA; + a4 VOL;; + as EPj; + ag D_EPj;

+ a7 BMj; + ey (6),
where CUMABRET ., is the sum of excess returns adjusted for companion size and book-to-
market from year t to year t + i. The BETA,; variable was computed but was not included in
the regression output and is therefore omitted from the results of the fitted multivariate
ordinary least squares panel data regression analysis presented in Table 8. Herein, only the
variance of the previous four years’ returns (VOL;;) was found to be significant, and only
during the first two years, in disagreement with the original analyses which found support for
most variables for all the analyzed years.

In summary, in spite of the outlined differences, a major problem of both the original
and reproduced analyses is the poor statistical support of the regressions, cf. the adjusted R?
levels. Therefore, in order to extend the previous findings, an extended model is proposed.

An Extended Regression Model

In the financial perspective, focus lies on creating maximum financial turnover, for
both the firms and their stakeholders. As the output variables are concerned with profitability,
the proposed model

CUMABRET;; = lag(AbProfity,n)"' + lag(OCi,n)* + lag(EMPi,n)* + lag(Sizei,n)™
+  lag(VOLi,n)®  +  lag(PPEi,n)*®  +  lag(OIGrowth.ili,n)"’
+ lag(SALEGrowth.i1;;,n)* + lag(p.OIGrowth.iL;,n)”
+ lag(p.SALEGrowth.ili,n)""° + lag(p.OCi,n)"' + lag(p.BMi,n)""?
+ lag(p.EP;,n)**? + lag(p.Sizej,n)™* + it
(7

contends both the firms’ and the portfolios’ characteristics. Such an analysis offers a survey
over the intrinsic relationship of the growth rates, along with the opportunity of testing the
common portfolio membership profitability expectation. Nevertheless, the proposed
estimation procedure approaches the time-lag of returns to investment from a different
perspective than the source article, yet by serving the same purpose as the original analyses
which have a poor statistical support in both the reference article and this reproduction study.

Hypotheses

The applied portfolio methodology provides a suitable base of both evaluating and
comparing the member firms, although a comparison of the companies is not the main
purpose of analysis. The major intent is to evaluate how firms with similar traces perform by
themselves in relation to other member firms in the companion portfolio through a) the
inclusion of the organization capital measure as a differential proxy and b) longitudinally, to
correct the often misleading variations in short-term corporate value observations and define
how these aspects vary in their delay on investment from an aggregated perspective.

Weak linkages between the average firm’s profitability and the benefits of its
corporate stakeholders are hence analyzed in relation to the closest competitors. By making
them equally important and complementary, the variance of the effects of knowledge, skills
and capabilities on profit can be expected to differ due to a) variation in implementation
practices within the internal business systems and b) by year, due to different economic
conditions and advances in e.g. technology and research which are common to all firms.

Departing from Lev at al.’s (2009) article, | first hypothesize that due to the assumed
heterogeneity of the companies’ skills and knowledge, results should be pervasive for
companies with high organization capital measures, i.e. over both time and space:
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Hi: organization capital is a pervasive measure of asymmetric information returns
and it exhibits positive excess financial returns

H,: the effects of organization capital are not relative to closest-neighbor firms, but
unique and therefore pervasive

Hs: the effects of organization capital are traceable regardless of the applied
estimation method.

The source article further suggests that reported operating income and sales
information can sometimes be misleading and that therefore organization capital is a more
robust measure. A last factor of interest is thus the intrinsic relation of the used profitability
measures:

H,: the measure of organization capital is robust and indicates the profitability level
more precisely than operating cash flow and sales, at both the individual firm level and for
firm groups with similar characteristics.

This last hypothesis differs from previous results since such an extended aggregated
analysis allows for the study of all parts, both independent and dependent variables in the
same analysis of longevity, on newer financial data and through a different estimation
method.

Estimation Procedure

Since no valid results could be obtained for the BETA; variable described in Lev at al.
(2009) in the reproduction analysis, the suggested solution relates previous investments to
current values by incorporating estimation of log-differenced data. This procedure is
equivalent to estimating growth rates expressed as estimates of the slope coefficient (World
Bank 2013). This model offers hence an improvement in relation to most previous studies of
this kind by defining novel effects in data which are widely available to the stakeholders,
while sorting out previous issues of the prevailing time-delays in return on investment and the
longevity of intangible assets. The analysis contends the flows of knowledge, allowing for the
pervasiveness of knowledge, skills and uniqueness to be captured in relation to exceptional
monetary value, as well as in the characteristics of the companion portfolio.

Stochastic Error Representation

The model builds on a restricted Cobb-Douglas production function, which is widely
applied in analyses of corporate production based on inputs and outputs. A general Cobb-
Douglas production function (Cobb and Douglas, 1928) y = AK*L? + ¢ can be an appropriate
representation of the production systems since in reality, the effects of the inputs are limited.
Yet, the production function is not an isolated equation but rather embedded in a system of
equations derived from hypotheses about the behavior of entrepreneurs and market structures.
Therefore, the stochastic errors might not be independent of each other and the applied
estimation procedure should recognize this.

A common difference between the additive and multiplicative error-estimation
approaches is that the relative marginal elasticities of ax and . do not agree in magnitudes
(Hrishikesh, 2008, pp. 10-11). Fitting the model with generic additive errors assumes the
same variability around the model in all areas of the data, i.e. homoscedasticity. However, the
normal distribution assumption of the errors of the function, y = AK®L" + ¢, where ¢ is a
random error, does not carry over efficiently to its expected stochastic representation. To
make linear estimation of a Cobb-Douglas function practical, variables should undergo
variance-stabilizing transformations through e.g. logarithmic scaling. Yet, zero or close to
zero values in the datasets might have an undesired effect on the estimation of the model. In
“U-shaped” curved cases, like in economic theory, the variability might be greater near the
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peak of a model. Therefore, in such a case, a multiplicative error structure may be more
appropriate.

Additive errors are commonly added to the model after the transformation of the
variables to logarithmic scales, i.e. y = AK®LP + ¢, is transcribed to log(y) = log(A) + a
log(K) + B log(L) + €. A non-linear representation, y = f(K,L) = AK"L" is therefore proposed,
as it can be solved through logarithmic transformation and multiplicative errors which are a
product of their means, so that y = AK*LP¢". This form is commonly used when it is suitable
to express change as a percentage instead of a constant amount, which is useful in this study
due to the concern with the magnitude of the exhibited returns on investment.

A multiplicative non-linear expression like the one proposed herein translates hence to
a linearized form log(y) = log(A) + o log(K) + B log(L) + log(e) in order to be solvable with
ordinary least squares. The Cobb-Douglas multiplicative function is especially suitable for
this scope since the function is asymptotic to the axes no matter what level of output is
chosen and is therefore homothetic, not making it possible to produce anything without all
the specified inputs available. Multiplicative error type modeling nevertheless allows for
testing an important theoretic tenet of intellectual capitals’ dynamics by supporting a non-
zero combination of all specified inputs, since intellectual capital theory argues that value is
obtained through the combination of the intellectual capitals and not only by their individual
contribution (Saint-Onge, 1996; Edvinsson and Malone, 1997; Bukh and Mouritsen, 2005).

Logarithmic transformation is in itself monotonically increasing. In general, any
homothetic function (e.g. Cobb-Douglas) is a monotonically increasing transformation of a
homogeneous function (Hrishikesh, 2008, p. 28). This characteristic comes with the
following restrictions: a) the scale elasticity for homothetic production functions depends
only on the output level, b) the elasticity of substitution is 1 and c) the constant elasticity of
scale is 1/(1 + p).

Estimation Model

Croissant and Millo (2008) specify that the unobserved effects model of first
difference offers an opportunity of analyzing the data as growth rates even when the errors
are autocorrelated. By removing the time-invariant individual components and by first-
differencing the data, i.e. lagging the model and subtracting the time-invariant components,
the intercept and the individual error components are eliminated. When the fixed model’s
errors are uncorrelated, usually the first difference model’s errors are correlated with
approximately cor(ej;, €jt1) = -0.5 and any individual effect is wiped out when
differencing. When the individual errors are not autocorrelated, the dynamic generalized
method of moments model is a robust estimation technique for the differenced variables and
it offers the possibility of applying instrumental variables to overcome exogeneity and
perform the analyses based on intrinsic variance. Nevertheless, by applying panel data
research design instead of regular or time-series multiple regressions, the collected data can
be reliably analyzed across time and space, i.e. from both the cross-sectional and longitudinal
perspectives, as well as multiplicatively in the errors, solving hence both discussed issues
simultaneously.

Results

Table 9 presents the results from the cross-sectional and longitudinal regression
models of the profitability of the companies, in the presence of the additional firm and
companion portfolio characteristics described in equation (7). The results indicate the
percentages of increase or decrease in the analyzed output as the inputs are increased by one
percent when all other variables are held constant. Since the coefficients measure the
elasticity of the output in relation to input changes, the negative signs indicate positive effects
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on corporate value and elastic capacities for absolute values bigger than 1. The coefficients’
significance is indicated by the significance codes. The gmm models are estimated with
different lags and since the independent variable is the growth rate in the following year, “lag
0” corresponds to a contemporaneous setting. Lags “1” to “4” indicate the effects of the one
respectively to four years old investments on the output.

In the same year as the investments, the effects of the net income ratio (EPj;) and size

(ibid) are beneficial for abnormal returns, with values of -0.28 respectively -0.15 percent.
One year after, returns due to the levels of EPj; and size are still value-giving and of
approximately the same magnitude. In addition, the previous year’s operating income growth
(OlIGrowth.il;) is the most profitable and elastic (-7.52). Returns are also generated due to
the companion portfolio’s level of growth in sales (p.SALEGrowth.ilj;) at a magnitude of -
1.72 percent, which also is elastic, whilst the levels of firm sales (SALEGrowth.ili) act
negatively on the returns, with 1.19 percent.

Two years after, abnormal returns are heavily driven by the organization capital level
of the firms (OCj), -17.86 percent, along with the maintained benefits from size (-0.16). The
companion portfolio’s aggregated organization capital level (p.OCj) acts negatively on the
abnormal returns of the average member firm, which can be seen as a side-effect of
competitiveness and important economic catalyst. The variance of the returns over the
previous years (VOL;) slightly diminishes the capacity of generating returns, by 0.24 percent.
Three years after, the variance of the returns over the previous years (VOL;;) acts negatively
on abnormal returns, (0.22 percent), just as the operating income growth of the previous two
years (OlGrowth.ili). An interesting fact here is that although the average member firm’s
operating income is negative, the aggregated level of operating income in the companion
portfolio (p.OlGrowth.il;;) generates elastic benefits for the member firms (-40.23 percent).

Four years after, inelastic benefits are obtained by the level of net income (EPj;), -0.54
percent. AbProfiti;, the unamortized component of OCj;, and the variance of the previous
years’ returns (VOL,;;) act negatively, by 4.87 respectively 0.31 percent. This emphasizes the
importance of amortization in economic analyses to maintain the robustness of the measures.
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TABLE 9: Generalized method of moments panel data regressions. Dependent variable is CUMABRET ;1.

AbProfit;

OCi

EP;

EMP;

Sizeit

VOL;;

PPE;
OIGrowth.il
SALEGrowth.il;;
p.OlGrowth.il;
p.SALEGrowth.ij
p.OC;

p.BM;,

p.EP;;

p.Size;

Sargan test
AR(1)

AR(2)

Wald coefficient
test

lag=0 lag=1 lag =2 lag=3 lag=4

Coef. z-value Coef. z-value Coef. z-value Coef. z-value Coef. z-value
0.3733 0.5246 -0.9164 -1.0411 1.9646 1.0784 -0.2697 -0.2107 4.8659. 1.8844
-5.5323 -0.4614 -31.8761  -0.6055 -17.8619*  -2.2383 12.9473 0.6467 -1.6752 -0.1262
-0.2849**  -2.6248 -0.2941*  -2.0747 -0.2050 -0.9890 -0.1301 -0.6030 -0.5406* -1.9801
0.3339 0.7456 -0.1886 -1.1954 -0.3843 -0.8240 0.0404 0.0673 -0.4516 -0.7485
-0.1542*  -2.2271 -0.1131*  -2.0884 -0.1608* -2.2282 -0.0949 -0.8189 -0.1727 -0.8793
0.0707 1.6008 0.0785 1.5482 0.2406* 2.1141 0.2178* 2.0635 0.3077. 1.8632
-0.2594 -0.8046 0.1437 1.2381 0.2869 0.8514 -0.0076 -0.0184 0.3974 0.8298
0.4218 0.1108 -75169.  -1.6870 45138 0.6220 15.8861. 1.8701 -24.5357 -1.5837
0.0003 0.0006 1.1850*  2.0278 0.1137 0.0812 -0.8790 -0.5007 -0.1071 -0.0834
1.9802 0.2246 -1.3941 -0.1605 -3.7410 -0.4517 -40.2253* -1.9970 -18.3602 -0.9832
0.7245 1.1439 -1.7212*  -2.3948 -1.0082 -0.7806 0.0102 0.0041 0.3430 0.3132
-2.7754 -0.1571 52.5398  0.6741 42.8365* 2.1043 -40.4542 -0.8032 -18.9136 -0.5920
0.1818 1.4922 0.0700 0.5116 -0.0891 -0.2773 -0.0476 -0.2046 -0.0953 -0.2736
0.1482 0.6514 0.0474 0.2257 0.2443 0.3222 -0.1367 -0.4289 0.7727 1.2395
-0.1834 -1.4463 -0.0354 -0.2869 0.0759 0.2703 0.0331 0.1975 -0.0648 -0.1671
% (81) 30.00 (1.000) % (80) 23.53 (1.000) % (81) 65.80 (0.890) % (81) 83.92 (0.390) % (81) 53.58 (0.992)
-3.07 (0.001) -2.80 (0.003) -2.07 (0.019) -2.01 (0.022) -1.90 (0.028)

1.18 (0.118) 0.63 (0.263) 0.985 (0.162) 0.94 (0.172) 0.26 (0.396)

¥ (15) 60.11 (2.4171e- ¥* (15) 55.04 (1.7587e- *(15)39.72 (0.0004) x* (15) 35.78 (0.001) % (15) 39.98 (0.0004)

07)

06)

Variable definitions are provided in Appendix 1.

Significance codes: 0 “***’ 0.001 “*** 0.01 “** 0.05 ‘. 0.1 “ " 1.
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In summary, benefits due to the unique skills and characteristics are obvious two years
after the investments. Yet, value erosion occurs due to the skills present in the portfolio.

All models were fitted after close considerations of the methods outlined by Croissant
and Millo (2008), who specify that the choice of the suitable panel model depends on the
properties of the error term. All models are validated with the built in tests, with robust values
against autocorrelation and heteroskedasticity. It can be read from the model diagnostics that
the Hansen-Sargan tests of overidentifying restrictions indicate a reliable use of instruments
(the first to fifth differences of labor in this case), by rejecting the null hypotheses at high p-
values, ranging from 0.390 to 1.000. The hypothesis being tested with the Hansen-Sargan test
is that the instrumental variable is uncorrelated with the residuals and therefore is an
acceptable and healthy instrument. The Arellano-Bond tests of serial autocorrelation AR (1)
indicate that no autocorrelation is present in the original errors, at p-values lower than 0.05
and the AR (2) tests indicate that the first lag variables are autocorrelated, just as they should
be, at p-values higher than the 95 percent confidence interval. The Wald tests of the
coefficients indicate that the null hypotheses of a 0 difference between the coefficients can be
rejected at p-values smaller than 0.05, meaning that the estimators are relevant.

The elasticity of scale of the restricted Cobb-Douglas production function is the sum
of the coefficients. The elasticity of scale defines the ratio of the proportionate increase in
output to the proportionate increase in inputs.

TABLE 10: Univariate analyses of returns to scale. Dependent variable is CUMABRET 1.

Portfolio of OC;;

lag=0 lag=1 lag=2 lag=3 lag=4
1:Bottom -0.3984 -1.2039 -1.5044 -0.4117 -0.9793
2 -0.2292 -1.2530 -1.0921 -1.0576 -1.8544
3 -0.8049 -0.7276 -0.9348 -0.4481 -0.6852
4 -0.8137 -0.7547 -0.8238 -0.6157 -0.7000
5 -0.8228 -0.7330 -0.7357 -0.6908 -0.7185
6 -0.8271 -0.7926 -0.7415 -0.8312 -0.7681
7 -0.8062 -0.7701 -0.6022 -0.9226 -0.7398
8 -0.8480 -0.7360 -0.5451 -1.0853 -0.7978
9 -0.8565 -0.7241 -0.3594 -1.2240 -0.7505
10:Top -0.7582 -0.6993 0.0396 -1.8821 -1.0189
Top minus Bottom -0.3598* 0.5046* 1.5440* -1.4703* -0.0396
t-value 7.92 -18.51 -33.40 32.59 0.39

It can be observed from Table 10 that the returns to scale are lower than 1 in the same
year (lag 0) and that the firms of all organization capital ranks exhibited decreasing returns to
scale, although net income (EPj;) and size acted positively in the results described in Table 9.
Thus, doubling the investments in the respective inputs did not lead to a doubling of the
abnormal returns immediately.

The first year after the investments, the regression analysis supported the elasticity of
operating income (OIGrowth.ilj) and realized sales levels of the companion portfolio
(p.SALEGrowth.ilj) of the previous year, cf. Table 9. Table 10 shows that the negative effect
of the previous year’s sales levels of the average firm (SALEGrowth.il;;) and the positive
effects of operating income (OIGrowth.il;;) and size were not as successfully balanced in the
excess returns of the bottom-ranked firms. The top firms managed to capitalize more
efficiently in these conditions, although at diminishing returns to scale.

The table further indicates that returns due to organization capital (OCj;) are positive
two years after (lag 2), and this only for the top ranked firms. This value is supportive of the
findings of Lev at al. (2009) which could not be reproduced in the analyses presented in
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Tables 6, 7 and 8. It is nevertheless the single positive returns to scale value and the
differences are diminishing in agreement with the R_OC;; rank of the firms, just as in the
original analyses. In addition, it is noteworthy that in the regression analysis, the companion
portfolio’s level of organization capital (p.OCj;) acts negatively on the cumulative excess
returns, and that in spite of the existing competitiveness, the top-ranked firms managed to
attain higher returns to scale than their lower-ranked companions.

During the third year after the investments, it seems that the lower-ranked firms
benefit more from the positive effects of the previously generated levels of operation income
of the companion portfolio (p.OlGrowth.il;) than the top-ranked companies, although the
operating income level of the average member firm (OlGrowth.il;) is acting negatively.

During the fourth year, the difference between the differently ranked firms has phased
out and the seemingly diminishing returns from the unamortized profit component of
organization capital (AbProfit;;) and previous returns’ variance (VOL;;) acting negatively did
not result in a statistically significant difference between the excess cumulative returns of the
firms.

In order to visualize how the dynamics of organization capital varied during the
analyzed years, the marginal rates of organization capital are computed for both the
individual firms and the portfolios. Table 11 indicates the results, from where it can be read
how the capacity of the individual firms of different ranks varied in comparison to the
portfolios’ organization capital benefits. All results are statistically significant for the
analyzed years.

TABLE 11: Univariate analyses of organization capital marginal rates. Dependent variable is CUMABRET 1.

Portfolio of OC;;

lag=0 lag=1 lag=2 lag=3 lag=4

1:Bottom 0.5446 | -0.5138 0.0973| -0.3784 0.3753|-0.9200 -0.2720| 0.8688 0.0352| 0.4062
2 0.2345| -0.2178 0.0419| -0.1604 0.1616|-0.3901 -0.1172| 0.3684 0.0152]| 0.1722
3 0.1462 | -0.1358 0.0261 | -0.1000 0.1008|-0.2432 -0.0730| 0.2297 0.0094| 0.1074
4 0.0839 | -0.0777 0.0150 | -0.0572 0.0578|-0.1391 -0.0419| 0.1313 0.0054| 0.0614
5 0.0338| -0.0318 0.0060 | -0.0235 0.0233|-0.0570 -0.0169| 0.0539 0.0022| 0.0252
6 -0.0120| 0.0110 -0.0022 | 0.0081 -0.0083|0.0198 0.0060| -0.0187 -0.0008 | -0.0087
7 -0.0673 | 0.0616 -0.0120| 0.0454 -0.0464]0.1104 0.0336| -0.1042 -0.0044 | -0.0487
8 -0.1319| 0.1203 -0.0236 | 0.0886 -0.0909|0.2154 0.0659| -0.2034 -0.0085]| -0.0951
9 -0.2286 | 0.2117 -0.0408| 0.1559 -0.1576]0.3790 0.1142| -0.3580 -0.0148]| -0.1674
10:Top -0.5465| 0.5137 -0.0976 | 0.3783 -0.3766]0.9198 0.2730| -0.8687 -0.0353| -0.4061
Top minus -1.0911*|1.0274*  -0.1949* | -0.7519* | 0.5450* | - -0.0705* | -
t-value 59.93|-222.21 59.93|-222.21  59.93]-222.21  -59.92|222.21 59.93| 222.21

*Individual firm OC marginal rates are indicated to the left, portfolio OC marginal rates to the right.

In general, the average top-ranked firm’s marginal returns on its organization capital
value are phased out by a portfolio belonging, whereas the opposite is true for the bottom-
ranked firms, for which there are financial benefits of being associated with similar firms.

For the sole year where the returns to scale were positive for the top-ranked firms and the
variables OC;j; and p.OC;; were significant in the regression analysis, i.e. lag 2, Table 11
clearly indicates how the marginal rates vary by rank and individuality vs. portfolio
belonging. It can be observed that the marginal rates of the average firm increase along with
the level of organization capital and that the marginal rate of -0.38 of the top ranked firms is
below zero, i.e. profitable. On the portfolio side, it can be observed that the benefits of
individual capabilities are eroded in the higher organization capital ranks. These results are in
agreement with the findings presented in Table 9, where the individual skills (OC;;) were
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beneficial whilst the competition with similar firms expressed through the portfolio belonging
(p.OCj;) eroded the excess returns.

Conclusion

The purpose of this study was to first reproduce and thereafter extend the findings of
Lev at al. (2009). The performed analyses supported the original findings to a great extent,
although with the minor limitation of not having dividend data available. Given the fact that
the sample companies experienced two economic crises during the analysis period, it is
worthwhile to mention that organization capital was found to have a delayed and positive
effect on excess returns, in agreement with the source article. Likewise, one could argue that
in spite of the regularly slower growth of larger companies, the top-ranked industry-year
companies capitalized on unique capabilities to a higher degree than their lower ranked
companions and that the developed organization capital measure was robust in capturing this
phenomenon.

In addition, some new findings could be generated on this slightly different data
sample (newer financial years and divided by the NAICS 2007 industrial standard), with a
different estimation method and survey perspective. The results indicate that the companion
portfolio’s skills can be daunting for some firms and that stakeholders should therefore not
blindly assess the value of a firm only based on its characteristics and earnings level. The
major risk lies as identified in the analyses in the levels of other firms’ exceptional skills and
knowledge.

The level of operating income, more commonly known as cash flow dedicated to
maintenance and growth of operations, was important one year after the investments.
Especially noteworthy was the finding that although the effects of operating income diminish
from one to three years after the investment, the level of cash flow present in the portfolio is a
gold mine. The sales levels of the companion portfolio also brought excess returns for the
average firm in the respective portfolios, although the average firm’s sales level from the
previous year was found to be a noticeable risk factor. Firm size had beneficial effects until
two years after an investment, although inelastic ones. The variance of the previous book-to-
market returns acted as a risk factor after two years from the investment, whilst the operating
income was steadily value-giving.

This study makes thus several contributions to existing literature. First, this study
contributes to management theory through new and convincing evidence of differences in
financial and market value of firms, across firms of different sizes, and across industry types.
Second, the extended modeling presents an accurate and complete picture of both the time
and space dimensions of knowledge management, where the delayed returns on investment
are successfully linked to future values, facilitating hence the estimation of future returns and
understanding about the dynamics of the measure of organization capital. Third, the
suggested statistical representation of the production function applies multiplicative error
structures based on the assumption that non-zero contributions of the respective intellectual
capitals are not possible in practice, which is applied on the data from a different perspective
than previous analyses.

In conclusion, the effects of the measure of organization capital were traceable
through this new perspective as well, and similar results could be supported on basis of the
new findings as in the reference article. Organization capital is a robust measure and its
relation to sales and operating income ratio should definitely be taken into account when
assessing firm value.
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Appendix 1 — Variable Definitions

AbCOSTj; - Predicted cost and actual cost;

AbProfit;; - AbSALE;; + AbCOSTj;

ABRET;; - Annual excess return adjusted for the companion size and book-to-market
portfolio returns;

AbSALE;: - Actual sale minus predicted sale without organization capital;

BM;; - Book value of equity divided by market value of equity;

COSTi;: - Cost of goods sold plus the selling, general and administrative expenses;
CUMABRET i - Cumulative excess returns, ABRET cumulated from year t to year t + i;
D_EP;; - Indicator variable that equals one if net income divided by market value of equity is
less than 0, and zero otherwise;

EMP;; - Number of employees;

EP;i: - Net income divided by market value of equity if the ratio is greater than O, and zero
otherwise;

OC;; - Organization capital, computed by capitalizing and amortizing AbProfit over five
years scaled by total assets;
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OIGrowth;wi - Average difference between operating income in year t+i minus operating
income in year t, scaled by total assets in year t;

PORTFOLIO - Categorical variable to indicate a firm’s book-to-market, size and
organization capital industry-year rank classification;

PPE;: - Gross plant, property, and equipment;

R_OC;; - The industry-year based decile rank of organization capital OCj;

RDCAP;; - Research and development expenditure plus capital expenditure, scaled by sales;
SALEGrowth;i- Average difference between sale in year t+i minus sale in year t, scaled by
total assets in year t;

SALE;; - Sales revenues;

SGA: - Selling, general, and administrative (SG&A) capital computed by capitalizing and
amortizing the SG&A expenses over three years;

SIZE;; - Log of market value of equity;

VOL; - Variance of the annual returns of a firm (book-to-market value) over the previous
four years.
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THE DETERMINANTS OF INVESTMENT:
PANEL DATA ANALYSIS OF G7 COUNTRIES

Okyay Ucan, PhD
Nigde University , Turkey

Abstract

Foreign direct investment has registered a renewed interest by changing global
economic and political environment. One of the fundamental aims of economic policies is to
increase capital accumulation in terms of investment that is necessary to maintain a desirable
and sustainable growth rate in the developing and developed countries. The majority of
empirical studies show that per capita GDP growth, external debt, foreign trade, capital flows,
public sector borrowing requirements, and interest rate are the main determinants of
investment. Therefore, the aim of this study is to investigate whether financial development
has contributed to an increase in investment in G7 countries. To reach an empirical and firm
conclusion, an investment function, including the traditional potential determinants along
with financial development, is estimated by utilizing the developments in the panel data
econometrics in terms of panel unit root tests and panel cointegration for the period 1994-
2010 in G7 countries.

Keywords: Pedroni panel data, full modified ordinary least square, investment, financial
development

Introduction

Levine and Renelt (1992) has shown that the rate of accumulation of physical capital
is an important determinant of economic growth by using large sample of countries’ data.

The decline in investment is a matter of concern, given the close connection between
the level of investment and the rate of economic growth as documented in recent studies
(Ben-David, 1998; Chari, Kehoe & McGrattan, 1997; Barro, 1991; Khan & Reinhart, 1990;
Kormendi & Meguire, 1985). It is therefore worthwhile to investigate the factors that
determine the level of domestic investment in the developing and developed countries. This
paper investigates the role of financial factors in determining domestic investment and private
investment in G7 countries. The premise of this study is that financial development facilitates
the channeling of resources from savers to the highest-return investment activities, increases
the quantity of funds available for investment, and thus reduces the liquidity constraints. Thus
a large and liquid financial system reduces the overall costs and risks of investment, which
stimulates capital accumulation.

The analysis is based on a reduced-form investment model that relates a country’s
domestic investment to the level of financial development while controlling for other
nonfinancial factors. Following a standard practice in panel data analysis, the investment
equation is specified as a dynamic model (see Hsiao, 1986; Anderson & Hsiao, 1982, 1981).
To test the effects of financial development on investment, four indicators are used
alternatively: credit to the private sector, total liquid liabilities of financial intermediaries,
credit provided by banks, and a composite index combining these three indicators. Before
2000 there are lots of studies that have been done for industrialized countries. Lately, there is

28



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

no study using G7 countries data. To analyze the last effect of FDI to these countries is the
contribution of this study.

Theoretical Approaches

Conventional models such as the flexible accelerator proved quite successful in
explaining aggregate investment in industrial countries. However, there is not an exact
applicable model for the developing countries. The main underlying assumptions of these
models are the assumption of perfect capital markets, absence of liquidity constraints, and
abstraction from the role of government. Research in the past decades has shifted attention
toward the role of financial factors in explaining investment over time and across countries.
Studies that emphasize the role of financial determinants for investment in developing and
developed countries have revived the original ideas of Schumpeter (1932) about the
importance of the financial system in promoting technological progress. These studies also
embed the Keynesian view that the “state of credit" is an important determinant of
investment (Keynes, 1937, 1973). One key difference between developed and
underdeveloped countries, as Gurley and Shaw (1955) argued, is the level of organization and
sophistication of financial intermediaries, especially because of their role in facilitating the
flow of loanable funds between savers and investors.

Recent studies go beyond the McKinnon(1973)- Shaw(1973) tradition that is based on
the assumption that limited access to credit in developing countries forces investors to
accumulate enough real balance before they can initiate investment projects. This view
establishes a positive relationship between real interest rate and investment. These studies
also relate investment to financial development in general by emphasizing the special
services that financial intermediaries provide to investors. The financial system is the key to
matching financial resources to investors’ needs both through short-term credit expansion
and, through its maturity transformation function, by channeling saving into long-term credit
markets. Financial markets play an important role in allocating investment capital to high
return activities (Greenwood & Smith, 1997).

Some studies (Bayoumi, 1990; Dooley, Frankel & Mathieson, 1987; Feldstein &
Horioka, 1980) find that countries with low saving rates also have low investment rates. The
positive relationship between domestic saving and domestic investment is often viewed as
evidence of imperfect international capital flows and various country-specific institutional
and noninstitutional rigidities (Feldstein & Horioka, 1980). However, this approach, that
assumes that saving directly causes investment, has important limitations. First, this view is
an equilibrium (static) approach. Second, this view only considers the real side of the saving
behavior and regards saving as a residue of income after consumption.

Empirical studies have shown that a number of nonfinancial factors also affect
domestic investment in developing and developed countries. This paper pays particular
attention to three categories of factors: factors hypothesized by conventional investment
theory (output growth and interest rate); factors related to government policy (government
consumption, government borrowing, and inflation); and open-economy factors (trade flows,
foreign debt, and black market activities).

Government policies may also affect domestic investment. First of all government
spending may crowd out domestic investment by raising interest rates, reducing the pool of
funds in the markets, and increasing distortionary taxation on investment activities. It is also
possible, however, for government spending to “crowd in” domestic investment through the
accelerator channel. The net effect depends the empirical data period.

Literature review up to date is given in Table 1. Both investment and economic
growth relationship and determiners of the investment examples are chosen to consider.
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Table 1. Literature Review

12-14 December 2013, Tirana, Albania

Authors Methodology Country Result
U.S. direct investment appeared to have
been somewhat affected by the
Scaperlanda European establishment of the E.E.C., the stability
Least-squares - of the market-size elasticity between the
Laurence - . Economic : L
(1969) multiple regression Community pre- and post-E.E.C. per_lods_lndlcated
that the E.E.C. has had little impact on
the sensitivity of investment to changes
in growth.
Agarwal . A survey about determinants of foreign
(1980) Review Al direct investment
Oligopolistic ~ reaction in  foreign
Terpstra and Yu investment activities may _involve_ a
(1988) oLS USA !arger _number of players in_service
industries  than in  manufacturing
industries.
The explanatory power of relative stock
returns for investment might be evidence
Morck et al. (1990) OLS USA of the market ex_erting pressure on
managers, although it also seemed likely
that the market was picking up the effect
of imperfectly measured fundamentals
Significance is found for non-policy
Loree and Guisinger OLS USA variables such as political stability,
(1995) cultural distance, GDP per capita and
infrastructure.
The lack of clear delineation of private
property rights, the lack of a clearly
Chen Time Series China established system of contract and patent
(1996) law as well as the high levels of political
risk have discouraged advanced
technology transfer.
FDI is more productive than domestic
Borenstein et al. Cross Country OECD Countries investment. The effect of FDI on growth
(1998) Regression depends on the human capital
accumulation.
There is no convergence in the
. equilibrium FDI stocks of the regions.
Cheng and Kwan Dynaml_c Panel China On the other hand, there is a
(1999) Regression . -
convergence in the deviations from the
equilibrium FDI stocks.
Chakrabarti _ Market size of the_ host country  as
(2001) oLS 135 Countries measu_red by per capita GDP is found a
potential effect on FDI.
Asiedu _ A higher return on investmgnt and better
(2002) oLS Africa mfra}struc_ture .has a positive effect on
foreign direct investment.
The empirical findings revealed mixed
. . India evidence in favor of the hypothesis that
(S;g(;g')tra N. Bhaduri Zzg?;sis Data (firms) the liberalization effort has succeeded in
relaxing financial constraint faced by the
Indian firms
Financial liberalization  significantly
Koo and Maeng (2005) Zig?l sis Data gior:re;z) reduced the financial constraints
y confronted by firms
N The short-run dynamics of investment
Giingavdr and  Bleaney  Vector Error Turkey were altered by financial liberalization,

(2005)

Correction Model

with  reduced sensitivity to the
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availability of credit, but with no

evidence of increased sensitivity to the

cost of capital.

Financial development could stimulate
Ndikumana Dynamic  serial- 30 sub-Saharan economic growth through capital
(2006) correlation model  African countries accumulation.

The impact of financial factors on
investment, which indicates the severity

Love and Zicchino Panel Data . A . . A
. 36 Countries of financing constraints, is significantly
(2006) Analysis | - . -
arger in countries with less developed
financial systems.
Aykut and Sayek Cross Sectional 54 Countries Both demand and the supply factors are
(2007) Analysis the main indicators of investment.
The key finding was that private
Jongwanich and investment in Thailand had borne the
Kohpaiboon Cointegration Thailand brunt of aggregate demand contraction
(2008) since the outbreak of the Asian financial
crisis in 1997
Financial repressionist policies, in the
Ang Malaysia and form of significant directed credit

Cointegration

(2009) India controls, appear to have retarded private

investment in both India and Malaysia.

Data and Methodology

All data are gathered from International Financial Statistics online services reported
by the International Monetary Fund (IMF) and World Bank data services. This publication
has annual data for G7 countries from 1994 to 2010. The variables used in this paper are
private domestic investment as a percentage of GDP, Pl;; real per capita gross domestic
product, PGDP; ;discount rate (real interest rate), r; and financial development indicators (see
Ndikumana, 2000; Levine, 1997 for a discussion of measuring the items of financial
development). By following Ndikumana (2000),
o] Total credit to the private sector as a percentage of GDP (FD1)

o] The ratio of broad money to GDP is used as a measure of size of the financial sector
(FD2)

o] The relative importance of banks in the supply of credit is measured by total domestic
credit provided by the banking sector as a percentage of GDP (FD3)

o] Claims on government as a percentage of GDP (FD4)

o] A composite index of financial development (FDindex)

The formula for the FDindex that is developed by Demirgiic-Kunt and Levine (1996)
is adapted to our paper as the following:

4 _
FDindex = iZ[loo*(FDi /FD; |

i (1)
where FD; is an indicator of financial development, FDiis the sample mean of indicator i.

In this paper, we create a model dealing with private investment (PI;). In this model
besides real interest rate (R), real per capita gross domestic product (PGDPy),; financial
development indicators are changed to each other to see their individual effect on Pl i.e.:
Pl= f(PGDP, R, FD)) for 1<I<4  and  i=index
)
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Empirical Results

In the analysis, to ensure robustness for the common components private domestic
investment as a percentage of GDP, Pl; real per capita gross domestic product, PGDP;
;discount rate (real interest rate), R; financial development indicators (FD;) and a compozite

indicator (FDingex) Unit root test is employed.
Table 2. Im Peseran and Shin Unit Root Test Results

W Statistics
Series (Probabilities)

Level First Difference Results
g = lam B
PaDP 0:35) 000 ®
R sm [ o
o i o B
FD2 ?6.7337) (gggi) (1)
o |2 o B
FD4 (6597 (0.000 '@
omeer | 5%, o B

1) Newey-West bandwidth selection using Bartlett kernel.
2) Individual Effects

Im Peseran and Shin (2003) unit root test results are presented in Table 2. According
to the unit root test results, we have found that PI, PGDP, R, FD1, FD2, FD3, FD4 and
FDingex Series are stationary in first differences.

Due to the VAR lag order selection criteria, it is found that lag length is 1. We use the
Akaiki information criteria and Schwarz information criteria that is the mostly used in the
literature.

Having verified that the series are non stationary and same order integration as 1(1), it
is tested whether there exist any long run equilibrium relationship between the variables

using Pedroni and Kao panel cointegration tests.
Table 3. Panel Cointegration Tests
Panel A .Pedroni Panel Cointegration Test

Within Dimension Between Dimension

Test Statistics Test Statistics

Panel v-statistics -1.388(0.9175) Group rho-statistics 3.480(0.999)
Panel rho-statistics 2.662(0.9961) Group PP-statistics -4.000(0.000)*
Panel PP-statistics -2.901(0.001)* Group ADF-statistics -4.230(0.000)*
Panel ADF-statistics -3.657(0.000)*

Panel B. Kao Residual Cointegration Test

t-statistics -5.154(0.000)*

Notes: Probability values are in parenthesis. Out of the seven tests, excluding Panel v-statistics and Group pand rho-
statistics all remaining tests reject the null hypothesis of no cointegration at the 5% significance level.

Because of the data constraint we use Pl, PGDP, R, FD1, FD2, FD3 and FD4 for the
Pedroni test. On the other hand , for the Kao(1999) test we use PIl, PGDP, R, FD1, FD2, FD3,
FD4 and FDindex. We have seen from the Pedroni Panel Cointegration test, four out of seven
statistics reject the null hypothesis of no cointegration. That is, there is a long run relationship
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between the variables. Due to test statistics Kao cointegration test also reject the null
hypothesis of no cointegration.

In the next step, the fully modified ordinary least square (FMOLS) technique for
heterogeneous cointegrated panels is estimated (Pedroni 2000)*. Table 4 shows this FMOLS

result.
Table 4. Panel FMOLS Estimation

Pl =1.20PGDP +12.43R +1534.80FDindex
(4.25) (4.10) (3.99)
Note: T statistics are in paranthesis.

According to FMOLS estimation; the effect of per capita GDP on private investment
is positive and statistically significant. In addition, interest rate’s effect on private investment
is positive and statistically significant, too. The last variable that is used for index of the
broad money, total credit to private sector, domestic credit provided by banking sector and
claims of government has a positive influence on pirivate investment.

Conclusion

This paper’s aim is to analyze relationship between private investment and its
determiners using panel data for G7 countries over the period 1994-2010 within a
multivariate framework. 1997 Asian crises, 1998 Russian crises and the early 2000s recession
was a decline in economic activity which mainly occurred in developed countries. The
recession affected the European countries during 2000 and 2001 and the USA in 2002 and
2003. The UK and Canada,avoided the recession. Japan's 1990s recession continued. On the
other hand, mortgage crisis in USA in 2007, also affected the other developed and developing
countries. Following by GDP fall in USA, interest rates was forced to decline by the
government. So savings were used either for import or as foreign saving in the third world
countries that had relatively higher interest rate. Because of this, domestic investment began
to fall. This can be the first view for explaining positive relationship between the interest rate
and investment. Secondly, the positive relationship between interest rate and private
investment shows that limited access to credit forces investors to accumulate enough real
balance before they can initiate investment projects as McKinnon (1973) and Shaw (1973)
mentioned.
For the further studies, together with financial development indicators and index, one may
use other macroeconomic indicators. Also it may be good to compare developing countries
data with industrialized ones.
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Abstract

During the financial crisis multiple company scandals led to high financial damage for
shareholder. This led to an international discussion over the quality of audits, since prior to
this almost all of the affected companies concerned had received an unrestricted audit
certificate. To regain the trust in statutory audits, political leaders were forced to take action,
the European Union passed the Directive 2006/43/EC.? This article contains an analysis of
how different researchers on the topic, such as Linda Elizabeth DeAngelo, Kai-Uwe Marten,
Matthias Rebhahn and Mark Leuchtmann, describe and evaluate quality in audits. These
researchers focused either on direct or indirect audit quality research, which will be outlined
after a short description of the different definitions. Afterwards, a short abstract of a research
project conducted by the author will be presented. Here it is outlined if the size of an auditing
company has an effect on the quality of audits.

Keywords: External quality control, quality in audits, company size

Introduction

There are extensive theoretical approaches and empirical studies examining the
influence of various factors on quality of audits, such as the size® and/or the specialization®,
the duration of the mandate and accounting policy and a possible competitive pressure. They
examine, to what extent there is a correlation between the respective factor and the quality of
audits. Some of these scientific studies® show, that in large auditing companies — simply due
to their size — the quality is better than in small auditing companies, namely the models of
DeAngelo and Ewert. Other studies examine the correlation between the quality of audits and
the size and specialization of the auditing companies. They also attempt to prove that large
and specialized auditing companies have a higher quality of audits than small or non-
specialized auditing companies.® The empirical studies examined by Jany, however, were not
able to show such a correlation in all countries,” Studies for the USA, after the introduction of
the Private Litigation Reform Act and for China, showed a correlation between liability
provisions and the varying quality of audits between small and large auditing companies®. A
study which was carried out in Europe, on the other hand, was not able to find such a
correlation. Other studies by Choi et al. and Francis/Wang came to contrary conclusions.
They examined the influence of liability regulations on the difference in quality between
large and small auditing companies and compared it internationally.®

2 Lanfermann; Maul, 2002, p. 1725

® DeAngelo, 1981b, p. 183

4 Jany, 2011, p. 201, examined whether the design of liability rules has an impact on quality differences between
large and small and specialized and non-specialized firms.

® Francis & Yu, 2007 pp. 1521

¢ Jany, 2011, p. 153

7 Jany, 2011, pp. 151

8 Jany, 2011, p. 149

® Jany, 2011, p.151
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The theoretical studies and models of DeAngelo and Ewert come to the conclusion,
that the large auditing companies have a greater incentive to produce a higher quality of
audits than small auditing companies'®, and that the motivation to produce a higher quality of
audits directly depends upon the amount and the probability of the mandates that could
potentially be lost as well as the loss of mandates itself.'* In the analysis of 39 examined
studies on the actual quality of audits, however, Jany** came to the conclusion the results can
differ quite a bit, even if their tendency confirms the theoretical models. Twenty-three of the
studies examined by him come to the conclusion that the quality of audits is higher in large
auditing companies than in small ones, fifteen do not reach a consistent conclusion and only
one study shows a higher quality of audits for small auditing company. Among the studies
examined by Jany, only the studies of companies in the USA showed a higher quality of
audits in large auditing companies, the studies focusing on companies in Europe either
reached mixed conclusions or showed nearly insignificant differences in quality.™

Description of Different Definitions

In recent years there have been a lot of discussions about the term “Audit Quality”.
However, as Marten™ criticizes, there are — at least in German — no sufficient definitions of
the term available to the expert audience. According to Marten, it is taken for granted, that in
the auditing profession, everyone is supposed to know, what the term “quality” denotes.™
DeAngelos’ (American researcher on quality in audits) definition has for a long time been the
most quoted.’® : “The quality of audit services is defined to be the market-assessed joint
probability that a given auditor will both (a) discover a breach in the client’s accounting
system, and (b) report the breach.”*’ To DeAngelo, quality therefore means the “auditor’s
technological capabilities” and his independence.®

In the German speaking area there is no uniform working definition for what is to be
understood by quality in auditing. This applies to research as well as to legislation and
profession. Nevertheless, there certainly is a multitude of approaches to be found with try to
explain the term. One can make a distinction between those two approaches, similar to the
quality of services: Differentiating between those with a product-oriented approach and those
also considering the expectations of the recipients concerning the final audits; therefore the
customer-oriented approach.

According to Schmidt™®, a supporter of the product-oriented approach, this means that
the quality of audits depends on whether the auditor is able to give a reliable judgment about
the conformity of the annual financial statement computed on the basis of accounting
policies. “The quality of the final audit is the qualification of the annual auditor (meaning his
ability and independence to judge) and accomplishment of action of audit (that means the
appropriate judgment) for giving a reliable audit judgment about accounts.””® For Schmidt,
an audit therefore is of premium-quality, once it manages to fulfill the legal and professional

1 DeAngelo 1981b, p. 183
1 DeAngelo, 1981b, p. 183, Ewert, 1993, p. 156
12 Jany, 2011, p. 91

13 Jany, 2011, p. 91
 Marten, 1999, p. 184

15 Marten, 1999, p. 184

18 Marten, 1999, p. 184

" DeAngelo, 1981b, p. 186
'8 DeAngelo, 1981b, p. 186
19 Schmidt, 2000, p. 12

2 | effson, 1988, p. 66
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demands. Copley and Doucet also take the point that the quality of audits depends
exclusively on the compliance with auditing-norms.*

What’s more, Niehues defines quality as product-oriented by stating that quality of the
final audit means the implementation and reporting through a member of the profession, who
complies with all rules and regulations while performing his duties. The addressee as the
recipient of the audit is not being considered. Marti and Eberle anticipate a high quality when
one complies with the auditing-norms, but nevertheless concede that the auditing-norms will
never be fully able to meet the norms in each and every situation and therefore remain partly
in the responsibility of the auditor.?? Additionally, it is not possible for the external addressee
of the audit to assess the performance — in this case controlling the compliance with auditing
norms. Only the reviewed annual account with the audit certificate will be published.

It seems, according to Marten®, that the term audit quality is understood as
“synonymous with compliance with requirements and statutes.”** For a long time, the
recipient of the services of the auditors, the companies which are audited or the interested
public, have not been in the focus by the definition of quality in audits.?

One of the first, who also considered a customer-oriented approach into the definition
of quality measurement, was Leffson.?® He describes “quality as trustworthiness of the
judgment which includes as essential component accuracy belongs.” Thereby however it is
assumed, that trustworthiness in the auditor’s judgment only can be evaluated by the receiver.
Leffson defines quality in the way that the auditor hands in a “trustworthy and flawless”
judgment. For Leffson, preconditions for that is the power of judgment of the auditor — the
general as well as the specific knowledge; the freedom of judgment — the autonomy of the
auditor; as well as the appropriateness of judgment, which is given, once the auditor bears in
mind the principles of integrity, essentiality and objectivity. Leffson demands, that the
processes of judgment on behalf of the auditor has to be comprehensible for third parties — he
includes the recipient of the final audit into his definition.?’

Dr. Anke MuRig is searching for a definition of the term “quality”, as well. She comes
to the conclusion, that in the case of financial audits, it is all about the fulfillment of
expectations.?® To define what “quality” means for financial audits, one needs to question
whose requirements and expectations need to be fulfilled. Does the judgment of the definition
differ on the part of the observer? The few examples show, that an absolute definition of this
term does not exist, because the subjective requirements of the service recipients for financial
audits are diverse. The auditor himself would certainly define “quality” in a different way
than the company that is being audited would do. Similarly the chief executive officer (CEO)
would have another definition than the supervisory board would arrive at.

For the auditor quality means to perform the audit in a special amount of time and to
reduce the risk of liability. For the profession of financial auditors “audit quality is not simply
about following a rulebook of auditing standards and regulations (...), it is about
professionals reaching the appropriate judgment in difficult and complex situations.” For
the CEO or the management, as the receiver of the service “financial audit”, an audit with
high quality is an audit that is run fast and without any problems, questions and discoveries.
In contrast to that, a supervisory board judges an audit positively if it gets the information fast

2! Copley; Doucet, 1993, pp. 89

22 Marti, Eberle, 2004, p. 418

2 Marten, 2004, p. 15
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and if the mistakes are cleared up fast. The public’s expectation for quality in financial audits
is again to receive an audit which contains no mistakes and which they can trust.

Langenbucher®, who defines quality of audits from the customer perspective, finds
that a final audit deserves a very good or good quality judgment, once it meets the
expectations of as many stakeholders as possible. He perceives an optimization problem, at
the point (as outlined above), where the interests of the addressees of the final audit are
divergent.

Interim results

These examples already show that there is no standard answer to the question what
“quality” for financial audits means. There is no universal definition to be found in neither in
the German speaking or in the English speaking area. Regardless of this, new laws,
communiqués, and standards are decreed just to raise the quality in the financial audit. It has
been worked out, that the different existing definition of quality can be divided into product-
and customer-oriented approaches — similar to the distinction in service quality. The
definitions that are solely product-oriented and regard quality as the fulfillment of the legal
and professional expectations are too narrowly defined. That it is absolutely necessary, to
include the recipient of the final audit in the evaluation of quality, is reflected by the recurrent
expectation gap in the domain of audits. The term expectation gap means the falling short of
public expectations of the audit and the actual professional conduct of the auditors.*

Theoretical and Empirical Papers on the Quality of Audits

When further considering the term “quality” in auditing, the aim is not to find
additional single definitions of different authors, but to offer an overview of the current status
approaches of audit research (both theoretical and empirical) that examine in how far other
factors, such as the size of the auditing office, the reputation, the specialization, the
remuneration or the competitive context influence the quality. In the following, the selected
research approaches will be outlined and critically evaluated according to the amount of their
influence.

Within the scope of investigating the audit quality, one can differentiate between
direct and indirect inquiry methods.* For the indirect inquiry, factors such as the size of the
audit company, the specialization, the remuneration or the balance policy are used for
measuring the quality.®® The direct measurement of audit quality derives from such factors
and tries to evaluate audit quality on the basis of predefined quality features. As already
shown, it is possible that the audit quality can be evaluated in a product-oriented way as well
as based on subjective perception. At that, the product-oriented perspective refers to the
compliance with certain norms in the sense of an internal objective view on quality. When
gaing audit quality on the basis of subjective perceptions, the focus is on the recipients. This
takes into account the subjective, demand-oriented view of quality.** It is all about the
differentiation of actual and perceived quality. The actual quality is what the auditor achieves
effectively; the perceived quality however denotes the perception of quality on behalf of the
addressees. ®

%0 |_angenbucher, 1997, p. 63
%! Marten, 1999, p. 78
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Direct Audit Quality Research

In the European area, the works of Marten (Germany 1999) %, Leuchtmann
(Switzerland, 2006)°" and Rebhan (Austria, 2012) rank high among the direct audit quality
research papers. In the following, all of those are outl®ined shortly.

The models of Marten, Leuchtmann and Rebhan

Marten further developed the GAP-Model by Parasuraman, Zeithaml and Berry,
which they had developed for service quality, in order to find a concept for measuring and
controlling the quality of financial audits. They additionally tested this model empirically for
its practicability.®® The basis of Marten’s GAP-Model is a comprehensive understanding of
quality which considers the compliance with all relevant norms of final audits as well as the
expectations of the customers and thus connects the provider and the customer domain. The
gaps he found in the symmetrical GAP-Model — 11 in total — were tested empirically by him,
in order for him to prove that those GAPs consisted mainly of informational and
communicational discrepancies between auditors and customers of audits.*’

Leuchtmann’s work from 2006 is oriented towards the work of Marten. Leuchtmann
developed 25 quality features and surveyed businesses officially listed at the Suisse Stock
Exchange as well as their auditors. He came to a conclusion similar to that of Marten, but
also determined significant differences in the attitude in which his subject group answered.*
As Marten’s work dates back to 1999 and the work of Leuchtmann (2005) only considers the
Suisse market, disregarding the European guidelines, the findings of Rebhan’s research work
(2012) will be outlined below.

Rebhan examined the Austrian auditing market, also building on Marten’s GAP-
Model. On the basis of the aforementioned studies, he developed 26 quality features relevant
for Austria and took both, providers and customers, into consideration in order to detect
relevant gaps in the symmetrical GAP-Modell. Of special interest for Rebhan were those gaps
referring to processes between provider and customer. Those gaps are the perception gap
(GAP 8), the evaluation gap (GAP 10) and the expectation gap (GAP 11).*? In the summer of
2010, 1096 subjects from groups of auditors, executive boards, supervisory boards and
financial analysts were surveyed with a response rate of 11, 3%. In contrast to the results of
the studies by Marten and Leuchtmann, Rebhan draws the conclusion, that there are distinctly
fewer significant quality gaps in existence in Austria. Concerning the given quality features,
the quality of audits in Austria was rated significantly higher.*®

Evaluation of the research papers

The research papers of Leuchtmann and Rebhan draw on the GAP-Model, which had
been developed by Marten in order to measure and control the quality of audits. Marten used
the Servqual-approach by Parasuraman, Zeithaml and Berry for measuring, and the GAP-
Model, which had been developed for services, by Parasuraman, Zeithaml and by Berry for
control. The transfer and application of a chosen method is possible, as auditor services show
similar characteristics of services. The assumptions Marten made on his symmetrical GAP-
Model, were tested empirically. As the GAP also considers the expectations of the customers

% Marten, 1999

37 Leuchtmann, 2006

%8 Rebhan, 2012

% Marten, 1999, p. 327
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in addition to all relevant quality norms of final audits, it postulates a comprehensive
understanding of quality which the two other research papers adhere to as well. Through the
identification of gaps, it is possible to measure the subjectively perceived audit quality. Thus
guidance for raising audit quality can be derived. The model is therefore certainly suitable for
revealing gaps and for offering guidance to auditors. However, it does not contain a forecast
value.

Indirect Audit Quality Research

Within the indirect audit quality research, factors are used to make audit quality
measurable. The size of the audit company, membership in the Big4, specialization, liability
risk and remuneration are a few factors for measuring audit quality. In the following, because
of the importance of DeAngelo’s work, the importance of the size of an audit, quality as a
factor will be presented. In the following, only the current research papers by Linda Elizabeth
DeAngelo will be more closely discussed.**

The size of an auditing company as an indicator of quality — Linda Elizabeth
DeAngelo’s theoretical contribution to research

DeAngelo’s paper of 1981 examines the influence of “the size of the auditing
company*, measured in reference to the mandates carried out and, the quality of auditing
performances. Marten regards DeAngelo’s paper as the most influential examination in
respect of measuring the audit quality by the help of factors.”> The main elements of
DeAngelo’s quality definition are (a) the professional qualification of the auditor together
with (b) his independent reporting: “The quality of audit services is defined as joint
probability assessed by the market that a given auditor will both (a) discover a breach in the
client’s accounting system, and (b) report the breach.“*

DeAngelo sees a connection between the independence of an auditor and the size of
the auditing company. She stated that a bigger auditing company with a higher number of
mandates is potentially more independent than a smaller company with only a few mandates,
though as far as remuneration is concerned are more important mandates. She therefore
assumes that smaller offices are exposed to a higher pressure on the part of the managements
of the audited companies, if those threaten with e.g. a change of auditors.*” To support her
view, she brings in her ,quasi-rents-model“. The quasi-rents-model supposes that the
remuneration of the final audits are in total competition in the auditing market and are higher
in case of an original inspection, which means that the remuneration of the original inspection
does not cover the expense of the audit. This pricing policy is also called “low balling*.*®
The auditor is able to compensate for this loss through the expected quasi-rents from follow-
up audits in the succeeding years.*° The basis for this model is that the auditor is concentrated
for other audits as well, and that the remuneration rises with increasing duration of mandates
(fee cutting). As a company has to pay transaction fees for a change of auditor, it will refrain
from it, as long as the cash value of the audit fees of the current auditor does not exceed the
cash value of the new auditor and the additional transaction cost for the company.>
DeAngelo derives the conclusion from her quasi-rents-model that bigger auditing companies

* A comprehensive presentation of the theoretical and empirical studies to evaluate research, the Annex to the
work of Jany, 2011, pp. 207
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ceteris paribus have a higher incentive to report an error than auditors with a smaller mandate
base: “This implies that, ceteris paribus, the larger the auditor as measured by the number of
clients, the less incentive the auditor has to behave opportunistically and the higher the
perceived quality of the audit.“>* It follows from the foregoing that dependence of an auditor
is all the more at risk, the higher the remuneration to be lost is concerning one mandate by
comparison to others.>

Research

With the introduction of external quality control the auditing profession is supposed to
be supervised, to ensure quality through an inspection of the quality assurance systems
established in the auditing companies.® One goal of the introduction of quality control is to
raise the quality of audits®, even though there is no common definition of quality. As small
and medium-sized auditing companies are especially affected by the number and scope of the
constant new legal and professional restrictions, the authors research project will focus
exclusively on their concerns.

Overall four research questions have been analyzed. In this research paper, only
question 3 will be analyzed.

1. Is there a uniform understanding of quality in the profession of auditors?

2. Has the introduction of external quality control increased the quality of audits?

3. Does the size of an auditing company have an effect on the quality of audits?

4. Does external quality control have an effect on the continuance of small and medium-

sized auditing companies?

In total 46 expert interviews in 4 different groups of accredited professionals have
been conducted. These experts were asked, amongst others, about their understanding of
quality, the importance of the implementation of an external quality control system and the
influence of external quality control on the quality and on their company. In this article only a
short abstract of the research project can be shown.

Influence of the Company Size on the Quality

The size of a company as a means of measuring quality was doubted by 85.3% of all
interviewees. Spread across the individuals, 84.6% of the auditors interviewed doubt this
statement. They stated that size does not automatically mean good quality.

It was however acknowledged, that the bigger companies have more resources for
specialization, employee training, and internationalization. A better quality — solely due to
size — was nevertheless not agreed upon.

The evaluation of this question was divided according to the company’s size, hints at
whether or not the owners of big companies are more likely to be of the opinion that they
have a better quality just because of their size.

It is evident that small companies without employees share the opinion, that bigger
companies do not have a higher audit quality simply because of their size. This might be due
to the fact, that in these companies, the auditor carries out all audits himself, is on site
continually and thus guarantees a high audit quality through his performance. The answers of
those companies with up to 10 or more than 10 employees are to the greatest possible extent
similar. 85.7 per cent of the companies with up to 10 employees and 76.9 per cent of the
companies with more than 10 employees doubt a better quality in big auditing companies
simply because of the size of a company.

5! DeAngelo, 1981b, p.
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The vote of the quality control reviewers is unambiguous on this question. All of
them, i.e. 100%, are of the opinion that big auditing companies do not offer a better quality
just because of their size and do not have a bigger interest in rendering a high-quality audit,
as small companies would have. Rather the opposite of this is believed to be true. As for the
reasons for this, it is stated that it is important especially for small and medium-sized auditing
companies, which operate in regional surroundings, in which they are rooted privately and
live with their families, to deliver high quality.>® Professional errors harm the reputation of
small companies in such a way, that their whole existence is at risk and thus also the
existence of the owners and their families. In addition, at small and medium-size auditing
companies, it is the owner who is liable with his assets; insofar losses are not covered by
liability insurance. Small and medium-sized auditing companies usually carry the name of the
respective auditor in their company’s name, so that the name always represents the company /
association and is always affected in case of errors, e.g. “wrong certificates”. The reputation
of the auditor is thus lost for a long time not only in his professional, but also in his private
surroundings.

Question 10a of the questionnaire: large companies have a greater interest in providing a high-quality audit
I Accumulated
Group Frequency [Percentage VValid Percentage[Percentage
Auditors No 31 91,2 91,2 91,2
Yes 3 8,8 8,8 100,0
Total 34 100,0 100,0
JReviewers No 10 100,0 100,0 100,0
Education No 1 100,0 100,0 100,0
Yes 0 0,0 0,0 100,0
Total 1 100,0 100,0
Professional No 1 100,0 100,0 100,0
Yes 0 0,0 0,0 100,0
Total 1 100,0 100,0
All 4 Groups Total 46 100,0 100,0 100,0

Table 1: Results question 10a

Conclusion

The complete research project found out that a rethinking is taking place in the
profession; an effect of external quality control on the company’s quality has been affirmed
by the majority of the interviewed companies. External quality control has, even though a
slight overregulation is being lamented, definitely led to the fact, that a new understanding of
quality has been created in many — especially medium-sized — auditing companies. Quality
standards have been written down for the first time and audit processes have been
standardized. External quality control has thus led to an increase in quality.

As this article only shows an abstract of the complete research it has to be said that the
influence of the size of a company on its quality has been shown not to exist without equal
clarity. The medium-sized companies remarked that bigger companies have greater reserves
respective their specialization, internationalization, and employee training, but that this is not
the single guarantee for quality.

A connection between quality and the size of an auditing company is clearly rejected.
The majority of all interviewed companies doubt whether a better quality in big auditing
companies is simply due to their size. This vote is unambiguous, as all, i.e. 100%, are of the
opinion, that big auditing companies do not offer a better quality just because of their size
and do not have a higher interest in providing a high audit quality as smaller companies
would have. Rather the opposite of this is believed to be accurate. It is stated that it is

% Interview Schwane, Edwin, 2012
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important especially for small and medium-sized auditing companies, which operate in
regional surroundings, to provide a high quality. Professional errors harm their reputation in
such a way, that their whole existence — both professional and private - is at risk.
Furthermore, at small and medium-sized auditing companies, it is the owner who is
personally liable with his assets; insofar losses are not covered by liability insurance. Small
and medium-sized auditing companies usually carry the name of the respective auditor in
their company’s logo, so that the name represents the company and is always affected in case
of auditing errors.
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Abstract

Having in mind the current international economic context and the economic crisis
without precedent, implementing public-private partnerships represents an essential tool for
developing the emerging markets and for finalizing large scale infrastructure projects, with a
great positive impact on the long term. Major focus is being put on private-public
partnerships during the last years, as the world economy is growing and also turbulent times
were passed through starting with 2008, when the international financial crisis started.
Various countries around the world in general, and around Europe, in particular, apply
different type of private — public partnerships: even though the partnership applied is a
concession or a institutional PPP, the expected result is the same: the goal of attracting money
and finishing important projects, of national interest should be achieved either way.
Still, some countries manage to finish successful PPPs, other pass through permanent
legislative changes and no final results are encountered. What is the path towards success?
Trying to answer the above question, the elements that make the difference between applying
different kind of partnerships, following different legislation are analyzed. Albanian and
Romanian legislation applied during 2012 are discussed through comparison, starting with
the EBRB classification and ranking among less compliant towards most compliant
legislations. Improvement solutions are proposed for both countries in the attempt to attract
as many financial resources as possible.

Keywords: Public-private partnerships (PPPs), concessions, institutional and contractual
PPP, competitive dialogue, open procedure

Introduction

Having in mind the current international economic context and the economic crisis
without precedent, implementing public-private partnerships represents an essential tool for
developing the emerging markets and for finalizing large scale infrastructure projects, with a
great positive impact on the long term. Major focus is being put on private-public
partnerships during the last years, as the world economy is growing and also turbulent times
were passed through starting with 2008, when the international financial crisis started.

Different types of private — public partnerships are applied all over the world and all
over Europe. Considering the fact that some countries are more successful than others in
applying PPPs, the lessons of international ways of PPP legislation and implementation
should be learnt for the improvement of the success rate.

This article will discuss and analyze through comparison the Albanian and Romanian
legislation applied during 2012, using the European Bank for Reconstruction and
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Development (“EBRD”) classification and ranking among less compliant towards most
compliant legislations as the starting point.

The focus is put on the legal framework and main legislative enforcements that can
make the difference. The characteristics of both legislations are discussed.

The main research question is: What could each of the two countries learn from the
other, what could be changed, stated or defined differently in order to improve the PPP/
concession legislation so that the EBRD scoring in terms of compliance is also improved?

Having in mind the fact that EBRD uses the researches and analyses they perform in
order to decide what are the countries where money should be invested into and what are the
possible obstacles and risks in case such projects are launched, improving the legislation so
that the EBRD rating shall also be improved may lead to extra financial resources being
invested in these countries, therefore reaching the targeted goal: attracting more money into
the economy and finalizing important systemic projects for the country.

The article does not attempt to judge either the EBRD rankings or the legislation of
Albania or Romania, but to propose improvement solutions.

Compliance and effectiveness of law

EBRD performs constant surveys and reports regarding the compliance and
effectiveness of laws in the private-public partnership sector, in all affiliated countries.
Focused studies address PPP area considering the fact that, in many countries, the public
measures applied after the financial crisis focus on public investments and PPP is a very
powerful and resourceful instrument to perform these investments. There is an increased
demand for infrastructure, while the resources are scarce and the competition for state
budgetary allocations is high.

When dealing with compliance, the following are being analyzed: existence of
specific PPP/ concession law and comprehensive regulations regarding PPP/ concessions,
existence of a clear definition of scope and limitations of the PPP/ concession law, selection
criteria for the Private Party, flexibility of the contractual framework, risk allocation,
instruments for cash flow securization (including “step-in” rights, possibility for government
financial support, or guarantee), clear settlement of remedies in case of breach and arbitration
in case of conflicts.

Effectiveness of the law means in fact evaluating if a policy framework at the state/
local level exists, if an institutional PPP framework exists and if the awarded PPP projects
have actually been implemented in compliance with the law.

As a general remark, significant improvements have taken place in many EBRD’s
countries of operation regarding policy and legal framework of PPPs and concessions. (The
legal framework for public private partnerships (PPPs) and concessions in transition
countries: evolution and trends, Alexei Zverev, Senior Counsel, EBRD, 2012)

Considering the latest EBRD assessment (May 2012), Albania is labeled to be both
high compliant and high effective, while Romania is medium compliant and only low

effective.
Table 1 — comparative assessment regarding compliance and effectiveness of PPP legislation based on the

EBRD study
Assessment ALBANIA ROMANIA
1. COMPLIANCE
General Rating™ 85.7% 64.2%
High compliance®’ Medium compliance

% For both categories (compliance and effectiveness) special symbols were used for each type of answer,
specific points being assigned (Yes — 3 points, Yes with reservations — 2 points, No, with limited compliance/
redeeming features — 1 point, No — 0 point, Not applicable — 0 point or not included in total).

> The following correspondance was established between the score and the final qualifications:
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2. EFFECTIVENESS
General Rating 55% 45.3%
Medium effectiveness Low effectiveness
OVERALL RATING 70.3% 54.8%
High compliance/ effectiveness Medium compliance/
effectiveness

(Source for data: EBRD, Gide Loyrette Novel, Romania — Overall Assessment of the Quality of the PPP
legislation and of the effectiveness of its implementation; EBRD, Gide Loyrette Novel, Albania — Overall
Assessment of the Quality of the PPP legislation and of the effectiveness of its implementation)

Considering the latest EBRD study and the EBRD proposed scoring for all
categories, a comparative analysis between Albanian 9663/ 2006 Law and Romanian
178/2010 Law was performed regarding the assessment of the compliance, pointing out the
elements that could be improved in one country or the other, so that the EBRD scoring to be
improved.

What makes the difference?

Figure 1 below underlines the EBRD scoring differences between Albania and
Romania in terms of legislation compliance, according to the last assessment performed,
mentioning and analyzing each sub-category.

Figure 1 — legislation compliance considering EBRD scoring in Romania versus Albania

Legislation Compliance - Albania versus Romania

100.0% A

80.0% -

60.0% -

H ALBANIA
OROMANIA

40.0% -

Percentage out of total

20.0% -

0.0% -

—
1.1. PPP legal 1.2. Definitions and  1.3. Selection of the 1.4. Project 1.5. Security and 1.6. Settlement of
framework scope of the Law Private Party Agreement Support Issues Disputes and
Applicable Laws

Cathegory

It is easily visible that Albania scored better than Romania in all existing categories.
Still, the highest differences are added regarding definitions/ scope of the law, project
agreement and security, support issues. All these categories shall be analyzed and described
below.

- >=90%: Very High Compliance/ Effectiveness
- >=70% - 89%: High Compliance/ Effectiveness

- 50% - 69%: Medium Compliance/ Effectiveness
- 30% - 49%: Low Compliance/ Effectiveness

- < 30%: Very Low Compliance/ Effectiveness
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PPP legal framework

Regarding the legal framework, the weakest point for Romania is represented by the
fact that the country does not have only one clear act dealing specifically with PPP/
concessions, while Albania has only one act. On the other hand, the legislation of the both
countries allows BOT or other derived contracts.

While both countries have clear and distinct public procurement laws, Romania loses
points due to the fact that sectorial specific laws apply and no clear distinction is being stated
in any law regarding the law applicable — PPP law or specific industrial law. On the other
hand, Albania has no sectorial laws to regulate the PPPs therefore no confusions can be
produced.

Still, Romania gains points for this category considering the fact that the law is in
fact a law which regulates the institutional PPP, the private and public partners settling a new
SPV company for developing the project. On the other hand Albania regulations do not
specify anything regarding the members of the consortium — therefore, not clearly defining,
but also not prohibiting either.

PPPs in Albania started to be implemented since 1992, after post-communist period
and the first law on concessions and participation of the private sector in public infrastructure
was released in 1995 (7973/1995).

Still, the reference law was released during 2006 — Law “On concessions” (9663), which was
further improved and amended during 2007 / 2010.

In 2013, a new law was released — “On Concessions and Public Private Partnership” no.
125/2013 (24.04.2013), entering into force on 25 of May 2013, which is further called “The
New Law”. It is still debatable whether a new law was really needed.

Romania has also a concession law — dated 2006, which was further updated many
times from 2006 until 2013. Furthermore, a PPP law was also launched in 2010 (Law
178/2010), further updated two times during 2011 addressing institutional PPPs. No clear line
is drawn between the concession law applicability and the PPP law. It is worth mentioning
that the initial version of the 178/2010 PPP law was extremely controversial regarding its
compliance with the European Union rules and principles, rising the risk of infringement
procedures by the European Commission against Romania.

Contractual and institutional partnership
In Albania, the partnership is in fact contractual — specific to concession contracts:

the “Contracting Authority”, which is a public authority that has the power to enter into a
concession contract enters into an agreement (“Concession”) with the “Concessionaire”,
under which the latter performs the following:
(a) Carries out an economic activity which would otherwise be carried out by Contracting
Authority related to a concession project, management contract or other public services;
(b) Assumes all or substantial part of risks related to such economic activity;
(c) Receives a benefit by way of:

(i) Direct payments paid by or on behalf of contracting authority;

(ii) Tariffs or fees collected from users or customers;

(iii) A combination of such direct payments and tariffs.
(Law no 9663, dated 18.12.1006)

In Romania, considering the provisions of the 178 Law, the partnership is
institutional, as the project is developed by a “Project Company” — a commercial company,
Romanian legal person, whose shareholders are both the public partner and the private
partner, that are represented proportionally according to their involvement in the public-
private partnership project, the public partner’s part being in kind and the private partner
providing the financing.
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(Law No. 178 from 1 October 2010)

Proposed improvements

- Albania: legislation changes could be proposed so that the implementation of
institutional PPPs to be also allowed

- Romania: one single law which regulate all possible types of public private
partnerships should be applied or a clear distinction should be made between the
sphere of appliance of the PPP Law and of the Concession Law. Also, it should be
clarified to what extend the specific regulations applicable to particular laws
(example: energy, oil, gas) apply and which specifications prevail

Definitions and scope of the Law

This is the category that significantly differentiates the two countries.
The applicable legislations for each of the two countries define the main terms of the law and
the contracting authority. It is also specifically mentioned under the laws of Romania and
Albania that both local and foreign companies can be awarded with the contracts, so no
discrimination is applied.
Please find detailed below the basic principles of appliance mentioned under both laws
(Table 2):

Albania Romania
Transparency Transparency
. Non-discrimination

Fairness
Equal treatment

Efficiency Efficient use of funds

Long-term sustainability Assumption of responsibility
Proportionality

The sectors under which the law applies are the differential factors.
Under the Albanian law, in article 4, a clear distinctive list of sectors under which
concessions may apply is defined. Furthermore, the list is not exhaustive, as the Council of
Ministers can authorize exceptions of concession implementation in other sectors also, upon
the proposal of the Minister responsible for economy. (Albania, Law no 9663, dated
18.12.1006, Art. 4, par. (2).) On the other hand, regarding Romania, there is no clear list of
industries of applications, and even more, many restrictions and limitations are defined (Art.
5)

Table 3 — industries of application of PPPs in Albania vs. Romania

Romania
(incorporation  from  various
interpretations of law provisions)
Contracts which are assigned to carry out a relevant
activity in the public utility sectors: gas, heat and
electricity, water, transport, postal services, exploration
or extraction of oil, gas, coal or other solid fuels, as well
as ports or airports.
Provision or operation of networks providing a public

Albania

(clearly defined under the law) articles  and

Management contract or provision of public services

Transport (railway system, rail transport, ports,

airports, roads, tunnels, bridges,
Parking, public transport)

service in transport by rail domain, through automated
systems, with tramway, trolley, bus or cable.

Generation and distribution of electricity and heating

Production, transport or distribution of electricity

Production and distribution of water, treatment,
collection distribution and

administration of waste water, irrigation, drainage,
cleaning of canals, dams

Production, transport or distribution of drinking water;
Evacuation or treatment of sewage;

Hydraulic engineering projects, irrigation or drainage
Evacuation or treatment of sewage

Recycling projects, rehabilitation of land and forests,
in industrial parks, housing

a) Exploration or extraction of oil, gas, coal or other solid
fuels;
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b) Making available to carriers by air, sea or inland
waterway, airports and maritime or inland ports or other
transport terminals.

Natural gas distribution Production, transport or distribution of gas or heat;

Postal services;

Management of courier services;

Services with added value related to electronic mail and
provided entirely by electronic means;

Postal financial services;

Logistics services.

Collection, transfer, processing and administration of
solid waste

Telecommunication

Education and sport

Health

Tourism and culture

Prison infrastructure

Governmental buildings, service of maintenance of IT
and data base infrastructure

Proposed improvements

For this section, Romania could follow the Albanian example stated in the law:
define under the law a clear list of industries of application and should also propose a waiver
mechanism and responsible authority bodies that could grant the waivers of application.

Selection of the private party

Both laws regulate the aspect of the selection procedure to be applied, a competitive
process being assured.
Regarding Albania, the steps for the selection of the private party are briefly detailed below:

1. The contracting authority announces the pre-selection procedure and pre-

qualifications documents needed, by publishing the invitation, according to the
legislation;
The procedures shall take place in one or two stages.

3. In case a pre-qualification procedure applies, the prequalified bidders must be
provided with the proposal and related documents. Otherwise, the request for proposal
shall be issued to all potential bidders.

4. For the two stages procedure, the interested bidders are required to send their financial
and technical proposals, they can meet the contracting authority to discuss and clarify
all documents sent on the both sides. After all proposals are examined, the contracting
authority might adjust the bidding documentations;

5. For the second stage of the procedure, bidders are invited to send their final offers/
proposals

6. After evaluating all offers and disqualifying the ones that do not fulfill the necessary
criteria, the remaining offers are ranked and results are notified to the companies.

7. If no claims are presented, the contracting authority invites the bidder with the best
rating for the final negotiations (not on elements which were announced from the
beginning as “non-negotiable™)

8. If the contracting authority is convinced after a period of time that the negotiations
will not have a positive outcome, the negotiations can be stopped and the next
qualified bidder is called for negotiations.

9. The final winner is announced, and detailed information has to be released.

All in all, the procedure which applies is in fact competitive dialogue, for the extended
version of the formalities and, in case there is only one step, this is in fact an open procedure.

no
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When referring to Romania, under the first version of the 178/2010 law it was stated
that the negotiation procedure applies for the selection of the contracting party. Still, the law
had to be changed as it was not compliant with the European Union directives and with the
changes from 2011, both the open procedure and the competitive dialogue may apply, being
specifically defined:

a) “open procedure — it is a selection procedure of the private partner which takes place
in only one stage, in compliance with the provisions of the present law, and within
which any private investor can submit a tender”;

b) ,,competitive dialogue - it is a selection procedure of the private partner by the public
partner, procedure in which any private investor can take part, which takes place in
two stages, the assessment stage and the negotiation stage, within which the public
partner leads a dialogue in compliance with the provisions of the present law”.
According to article 18, for complex projects (from technical and financial standing

point) the competitive dialogue can be applied, as long as the open procedure would not be
appropriate for establishing the winning party. This is also the case for the French legislation
and statistically, the main part of the contracts is attributed using the competitive dialogue

procedure.

The main steps of the 2 procedures are detailed below, as a comparison (Table 4):

Open procedure

Competitive dialogue

1. project initiation by publishing the selection
announcement and initial information regarding the
project

1. project initiation by publishing the selection
announcement

2. submitting the initial offers by the private investors
interested in the project

2. submitting the intention letters by the private
investors

3. evaluation of the offers and corresponding
documents

3. evaluation of the intention letters and corresponding
documents

4. announcement of the winning bidder

4. negotiation through dialogue

5. signing the PPP contract

5. submitting the final offers

6. announcement of the winning party
7. signing the PPP contract

When selecting the winning private party, multiple principles have to be applied
and both regulations mention clear provisions regarding the principles, steps and
recommendations to be used for selecting the private partner. Also, the decision to disqualify
or reject an applicant has to be sustained by written arguments.

Another aspect covered under this category is the level of notoriety achieved when
announcing the launch of a PPP contract. Clear provisions regarding the publication of the
bidding procedure are enclosed in both legislations.

In Albania, the invitation for participation must be published into the Public
Announcements Bulletin, as well as in the international and local press, while in Romania
notices must be published in SEAP (“Sistemul Electronic de Achizitii Publice” — Electronic
System of Public Procurement) as well as in the Official Journal of the European Union,
according to certain thresholds. It should be underlined that until the end of 2012, SEAP was
not fully developed and integrated in order to fulfill all publishing regulations for the
announcement of PPPs.

The award of the project is very similar between the two countries: for both, the
Law clearly states that all proposals must be ranked on predefined evaluation criteria, that
information regarding the winner has to be made public and track record of the evidences
must be kept.

The Romanian law offers no explicit details regarding post award negotiations,
while the Albanian law has clear provisions in this respect. However, the Romanian law
mentions under article 18 that in case a competitive dialogue procedure was applied and the
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negotiations with the first ranked cannot lead to a final contract, negotiations can be started
with the second ranked investor. This aspect is also clearly stated under the Albanian law.

Proposed improvements

For the Romanian case, in order to ensure full transparency, it should be allowed
the public access, at least for the interested parties, to the records kept by the Authority
regarding the selection procedure and corresponding documents.

Also, clear provisions regarding post award negotiations should be made under the
Romanian law, “borrowing” the Albanian model: to what extend the contracts can be
negotiated, what are the limitations over which no concession can be made and what are the
decision makers.

Project agreement

The embedded provisions and possible interpretations of the contractual clauses are
the most important aspects for the success of this type of projects. Being self-liquidating
projects, the contracts are highly important and the flexibility granted by the legislation for
the transcription of the contracts is the ground on which the project is further constructed.

When talking about the contracts, both legislations state a minimum list of
information and aspects that are mandatory to be dealt with under the public-private
partnerships/ concessions.

Regarding the provisions for duration of the contract, even though Romania was
disqualified with one point at this section, as no clear references are made to both investment
amortization and return on the capital, Albania legislation does not mention as well the
necessity to take into account the return on the capital when deciding regarding the maturity
of the concession contract. It is only mentioned that the maturity can be adjusted according to
project specifics, and can not exceed 35 years.

The Albanian contract can be terminated in specific cases and also following mutual
agreement between the two parties. The Romanian legislation leaves the termination clauses
to the mutual agreement and negotiations of the two parties.

Still, in case the contract is terminated by the public authority, the investors are not
explicitly entitled to receive compensations for losses, not in Albania, nor in Romania.

Collection of tariffs by the private party is explicitly mentioned under both
legislations. The main difference comes from the fact that the Romanian legislation lacks
details regarding the possibility for the private party to receive both fixed and / or
consumption-based payments from the contracting authority or other public authority.

Proposed improvements

Romanian law:

1. It should be mentioned that no extension of the Project Agreement is allowed, only
in special circumstances, in order to limit possible abuses and to establish clear final
deadlines.

2. Compensations for the private party should be defined for works already executed
under the contract — this would add extra comfort to the financing institutions.

Both the Romanian and the Albanian laws should clearly make distinctions and
propose guidelines and interactions between the state authorities responsible for PPP award
and for tariffs and services standards, if there are different institutions.

Security and Support Issues

For the success of a PPP and for assuring the necessary funds for such a project, this
is a section that can make a high difference between a successful or a failed project.
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Securities and support issues are important for any financing institution who may
consider the financing of such project.

The Romanian regulator has considered the financing institutions and has provided
the possibility of mortgaging the assets of the project, except the public property goods. On
the other hand, there are no provisions under the Albanian law regarding guarantees that can
be assured for a potential financer.

No financial or guarantee support can be granted by the contracting authority or by
the state under the Romanian legislation, this being one of the main flows of the 178/2010
PPP law. The public partner can provide capital to the SPV to be constituted between the
public partner and the private partner only in kind, with no other support.

On the opposite, the Albanian legislation mentions that the contracting authority or
other relevant public authorities can have liabilities into the project (article 27 (j)), which can
be interpreted as guarantees or support for the implementation of the project.

Even though the Romanian legislation allows mortgages, there are no major impact
rights defined for the lenders, specifically referring to the “step-in” right, with a proper new
Private Party, but without initiating a new tender process. This right was inserted under the
Albanian law during 2008, when the amendments were approved, making Albania one of the
first and few European countries to include this specific right.

On the other hand, the possibility to step in without organizing a new tender
procedure might affect the principles announced for the legislation and can be debatable and
subjective whether the new private party was properly selected or not.

Proposed improvements

- Albania: clear provisions should be included regarding the guarantees and mortgages
that can be established for the financing of the project. Clear provisions should also be
included regarding the ways and extend to which the public partner can offer guarantees and
can financially support the project.

- Romania: no limitations regarding the contribution of the public partner should exist,
therefore the possibility of the Contracting Authority to contribute in nature (not only in kind)
should be proposed. Also, the limitations regarding the guarantee and support of the public
partner should be excluded from the legislation. The introduction of the “step-in right” is
extremely important for the comfort of the financing institutions, therefore this clause should
be allowed and stated under the legal provisions.

Under both legislations, special provisions regarding project financing and special
rights for the lenders might be added.

Settlement of Disputes and Applicable Laws

No major differences between the two countries are encountered for this section.

Both legislations have a distinct chapter regarding appeals and contestations: for the Albanian
law — article 26 and for the Romanian law — article 28.

The Albanian law establishes only the general framework regarding applicable
legislation in article 30 and 31, mentioning that the concession contract is governed by the
laws of Albania and in case there are any disputes between the two parties, the mechanisms
for arbitration that apply are the one mentioned under the concession contract, therefore
allowing the two parties to decide those mechanisms at the moment of contract signing. The
only other law mentioned, with which a connection is being made is Law no. 9643 /2006 —
“Law on Public Procurement”.

On the other hand, the Romanian law makes many connections to other applicable
laws as follows:

- Law no. 213/1998 regarding public property, when defining the public asset
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- Description of postal services, according to Government Ordinance no. 31/2002 and
amendments and completions by Law no. 642/2002

- Civil Law, regarding appeals solving and disputes as well as Law 146/1997 regarding
judiciary stamp taxes

- Government Ordinance no 2/ 2001, amended and supplemented by Law 180/2002
regarding contraventions that apply

Proposed improvements

More flexibility could be added to the Romanian legislation in terms of governing
laws and it could be clearly allowed to the parties to decide the applicable laws governing
their relations. Making so many connections with other laws of Romania complicate the
contractual provisions and may slow the implementation of the project.

Conclusions and recommendations

The ways Albania and Romania address public-private partnerships are different,
starting with the contractual features and further analyzing the ways of implementation and
control.

However, there are small changes that each country could make in order to attract
more financing as EBRD is a major financing institution for large scale infrastructure
projects. Considering the specific legislation of each country, EBRD performs periodic
studies regarding the compliance and effectiveness of each country regulations, specific
scorings are computed and considered when addressing the financing opportunities in each
country.

Even though it is easily visible that Albania scored better than Romania in all existing
categories, both countries can make specific changes in order to score even better.

The following brief improvements could be applied:

1. PPP legal framework: Albania could introduce also the concept of institutional PPP
and Romania could centralize all PPP types under one single law or could make clear
distinctions between appliances of each law.

2. Definitions and scope of the Law: Romania could define a clear list of industries of
application for the law and a waiver mechanism

3. Selection of the private party: Romania could establish a procedure to offer unlimited
access to the interested public for bidding documentation and also clear guidelines
regarding contractual negotiation flexibility.

4. Project agreement: Romania should state clearly undertakings in case project maturity
is not fulfilled and also compensations for the private party in case of defaults. Both
legislations should propose guidelines and interactions between state authorities
responsible for PPP award and for tariffs and services standards, in order to ensure
consistency over the way the projects are addressed.

5. Security and support issues: clear provisions for guarantees and mortgages under the
Albanian law and no limitations regarding the public partner contribution in the
project under the Romanian legislation. Step in right for the Romanian legislation and
special rights for the lenders to be addressed under both legislations.

6. Settlement of disputes and applicable laws: more flexibility and fewer references to
other laws for the Romanian PPP law.

The governments should also investigate the examples offered by the other more
successful countries which have a solid background in PPP implementations and should try to
make the best they can in order to ensure a proper legal framework for all stakeholders,
including top international financing institutions such as EBRD.
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Abstract

The proposed research shows the informational power that the dividend policies of
firms have in the Chilean stock market. For this purpose, the stocks of firms belonging to the
main index, the Selective Stock Price Index (IPSA) of the Santiago Stock Exchange, were put
into groups considering the percentages of profit sharing of their shareholders.
By using the valuation ratios, it is possible to determine the intrinsic values of the shares
comprising the index. This leads to the suggestion of purchasing undervalued securities that
were undervalued by the market from stocks that reached the highest dividend distribution
rates. In addition, they showed that greater dividend rates were preceded by growth rates of
large firms.
Complementing the results above, the firms that share higher profits to shareholders are those
who have property in greater concentration, along with reaching greater yield results than
those obtained by firms that spend a smaller percentage of their dividend distribution.

Keywords: Information, dividends, valuation

Introduction

The news related to the end of economic stimulus stated by the Federal Reserve of the
United States have strongly impacted the yields of securities in emerging markets. Such
scenario has caused an obvious outflow of invesment to developed capital markets, reflected
by the historical standards achieved by the Dow Jones Industrial Average or the Standard &
Poor's 500.

In Chile, the Santiago Stock Exchange, through its main indicator IPSA (it holds 40
firms of higher stock market capitalization), fell 11% only during the first half of 2013.

Therefore, if yields are generally low or directly negative for most of the securities, it
IS necessary to propose a methodology that allows profitable investment portfolios and the
interpretation of the information given by the profit-sharing policies from different firms.

Objectives
General Objetive

To identify and interpret the policies of dividends of firms in the Chilean capital
market; belonging to the Selective Stock Price Index (IPSA).

Specific Objetives

- To determine the profit of a defensive portfolio

- To conclude whether or not the percentage of control of the property of the firms
analyzed influence dividend policies.

- To interpret dividend policies through valuation indices or financial reasoning.
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- To demonstrate the relation between growth rates and dividend payments.

Theoretical Framework

At a time when the security yields have given negative results, one of the possibilities
portfolio managers have is to focus their analyses on stocks that distribute a larger amount of
dividends. In Chile, the current legislation requires publicly- traded corporations (the largest
ones) to distribute at least 30% of realized profits from their late previous year.

If we recall some of the basic tenets in valuing stocks, we can say in its primitive form
that their profits are given by capital realized gains (sale price higher than the purchase price),
plus dividend yields during the period in which the shares belonged to its owner.

D,+(B-B)
P,

¥y =

Now, if you cannot "buy low and sell high a stock™ as a basic principle of investment
because the economic conditions are not favorable, another way to make profit is through
dividend payments.

For this reason, we must focus our portfolio in stocks that distribute a higher amount
of dividends, the so-called "defensive stocks".

For the purposes of valuing shares by using indices or financial reasons, and selecting
the securities that could be part of an investment group, the following criteria have been
considered:

1. Pay out: It represents the percentage distributed as a dividend in relation to the
profits obtained in the period.

2. Reinvestment Rate: If the previous index shows, in relative terms, the
amount of profit distribution, the reinvestment rate would indicate the profit rate available in
the firm for its reinvestment.

3. Historical Growth Rate: If we ask ourselves what elements of financial
statements we should focus our analysis on in order to determine a firm’s growth, it is
understood that it should reflect at least a growth in its assets, liabilities, equity, incomes and
sales.

The ratio, Return on Equity (ROE) index, groups these variables. Through
reinvestment adjustments, it reveals publicly available information that could infer a firm’s
growth by using audited and published financial statements.

4. Price Earning Ratio (PER): It represents all those investors who are willing
to pay for earnings. A high PER suggests: investors are willing to pay more; greater sacrifice
from consumer surplus; good market perception; low risk level for the firm; and a high pay
back; therefore, gives more time to recover the investment and a low beta.

5. Book-to-Market Ratio: It compares the book value (i.e. accounting value) of a
stock to its market value in the stock exchange.

6. Intrinsic Value: It relates the PER, from the point of view of the perception of
the market, with projected profits as a potential generator of flows.

This intrinsic value is compared with the current stock value, determining if securities
are at an underlying stock’s price (to buy) or strike price (to sell).

Methodology

In a-three- year period with figures that closed on June 30", 2013, 5 types of
portfolios or investment portfolios were constructed according to the percentage of the profits
to pay dividends. Group 1 includes firms whose dividend rate is between 70% and 100%;
group 2, firms whose dividends are between 53% and 69%; group 3 for those who distribute
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50%; group 4 for firms that distribute between 33% and 49%; and group 5, those who
distribute the statutory minimum of 30%.

Results
1. Profitability of portfolios, according to dividend distribution

In the investigation period, the only portfolio that obtained positive returns was group
1, i.e. one that is constructed of stocks whose firm distributes as much of their earnings as
dividends. The returns obtained reach 12.14% for group 1, in circumstances where the
Chilean benchmark fell 11%.

A summary of the results is shown in the following table:

Group Return last 12 months

12,14%
-1,77%
-19,57%
-4,59%
-17,66%

o1 WwWN -

Firms that only distribute the legal minimum obtained a negative return of -17.66%.

2. Relation between the percentage of ownership and the dividend distribution:
Considering both regulatory agency figures of firms issuing public stock offering and

control rate of the 12 largest shareholders, the results were:

Group Control 12 largest shareholders
1 88,30%
2 84,81%
3 80,30%
4 80,11%
5 74,14%

Therefore, the firms that pay higher dividends have a more concentrated ownership structure
compared to those who share a lower proportion of their profits.
3. Cash flow and profit-sharing:

Group EBITDA/N°STOCKS
1 541
2 775
3 686
4 103
5 123

As stated by one of the latest theories related to dividend policies, the so-called life
cycle of dividends suggests that firms tend to pay dividends when they are established,
mature and have high cash flows.

In this study, we came to the result of firms with a higher level of EBITDA adjusted
accordingly to the firm size, shared a greater amount of dividends.

4. Relation between growth rates and dividend payments:
Group Growth

0,05

0,04

0,03

0,06

0,03

OB~ wWwN -

Higher growth rates, depending on the proposed valuation ratios, are associated with
higher dividend payments. The firms that distribute a larger amount of dividends grow at an
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average rate of 5%, related directly with the GDP growth of the Chilean economy in the same
period.
5. Valuation ratios and dividend policies:

After calculating the valuation ratios necessary to determine the intrinsic value of the
share, the results are:

Group Purchase Recommendation  Sales Recommnedation
1 100% 0%

2 66% 34%

3 7% 23%

4 71% 29%

5 75% 25%

In the case of firms that distributed all of their earnings as dividends, and determined
their intrinsic value as a function of generator power of profits and market perception, 100%
of the cases presented higher intrinsic values than the stock prices; therefore, it is
recommended to purchase all the stocks of the group.

6. Dividend policies and economic sector:

Economic Sector Dividend (%)
Industry 53,1

Bank 53.4

Retail 35,8
Commodities 42,5
Construction 30

Utilities 58,6

From the point of view of organizing the economic sector in accordance to the firms
they represent, the ones that pay the most dividends are those whose activity is oriented to
basic services (electricity and water), with 58 , 6% on average, mainly because they are
services regulated by the Chilean law, which makes their cash flows constant and
considerable in time.

However, firms classified in the construction and real estate business have the lowest
rates of dividends, according to the high levels of investment required, and lower profit-
sharing results.

Conclusion

Through the calculations of the indicators, we came to the conclusion that dividend
payments have a high informational content. A generous dividend policy implies portfolios
that deliver higher returns in periods where yields are generally negative in all the Chilean
stock market.

On the other hand, we can infer that higher dividends come from firms that have more
concentrated ownership structures, higher rates of growth (according to valuation indices),
higher cash flows and that are more mature. They also recommend the acquisition of
securities that contain intrinsic values undervalued by the market.
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Abstract

Bratislava as the capital of Slovakia is very important knot in Slovak business or
tourism. That is why transport infrastructure plays very important role. The increase role of
green bicycle transportation and the demand for sustainable tourism require building
corresponding infrastructure for urban cyclists, cycle commuters and cycle tourists. The
priority of government should be to develop this industry. They should also generate pressure
on private entrepreneurs operating public transportation to mind the safety of their clients. It
is also related to innovation and improving the quality of services that they provide.

Keywords: Tourism, transportation, disabled clients, cyclists, cycling

Introduction

Public transportation in developed country should be automatically supported by
Municipal Corporation as well as by government. Each day it transfers thousand inhabitants
and tourist. Everybody who uses public transport relies on it and expects it will be in good
condition. Many tourists come to cities and towns without their own means of transport and
have to rely on public transport services. These visitor are given first destination feeling
through contact with railway or airport premises and then with public transport to be able to
reach the chosen point. The public transportation network including cycle infrastructure in
Slovakia is managed by the Ministry of Transport, Construction and Regional Development,
as well as by specific cities and towns where they are or through which they pass. The recent
increased attention to improving cycling infrastructure is mainly caused by the citizens
themselves who through civic associations and non governmental organisation push local
governments to create better conditions for cycle transportation and tourism. The recent
actions of the government in improving conditions for cycle transportation and tourism are in
accordance with the EU policy to reduce the greenhouse gas emissions by 20% by 2020.
(Commission of the European Communities, 2007).

Transportation services are not only used for transportation of domestic or foreign
population, but also serve as the town’s trademark.

The research was about reconnaissance of public transport places — 8 train stations in
Bratislava and city borough and 1 bus station.

Infrastructure as an Important Aspect of Tourism Development

Transportation belongs to the basic services in the tourism product and is one of the
conditions of tourism emergence and development. Travelling is connected with movement
and accommodation. Movement stage is related to transportation, which acts as a demand
driver for transport services. Transportation needs are basic and without their satisfaction it is
not possible to talk about tourism.
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Transport infrastructure significantly affects economic development. The
geographical and geopolitical position of Slovakia connects its transport infrastructure to the
European transport network. According to the World Economic Forum, which annually
assesses the quality of land transport infrastructure, Slovakia was ranked number 71 out of
139 evaluated countries in 2012. In comparison with the Czech Republic, we are 61 positions
lower than our Western neighbours. (Source: Travel & Tourism Competitiveness Report
2011) The competition in the sphere of supply in developed transport markets focuses on
qualitative indicators. These include reliability, flexibility, convenience, the quality of service
offered. A developed transport market is considered to be a liberalized market, which is able
to cooperate and, if necessary, to integrate into international transport markets. Slovakia has
substantial reserves for the development and refinement of road transport and cycle
infrastructure, which, among other things, will contribute to tourism development. A major
factor in road transport is bus transportation. Bus transportation encompasses not only the
quality of roads and carriage stock, but further components as well such as bus stops, bus
stations, the quality of services provided at stations, the ability of co-operation with other
modes of transport and the like. The second most widespread transportation on the territory
of Slovakia is rail transport. Railways of the Slovak Republic were subject to extensive
development in the previous economic system.

One of very significant transportation within bigger cities in Slovakia is public
transport. Unfortunately permanent lack of capital resources distributed through the state
budget made it impossible to keep rolling stock in perfect condition all time.

Currently cycle transportation and tourism do not have a high share on overall
transportation modes in Slovakia but its importance is rising. In 2012 the share of cycle
transportation in Bratislava was around only 3 % comparing to the several Netherlands towns
with 35 % - 40% . In countries with a high share of cycling also cycle tourism is much more
developed and practised. Bratislava has a great potential for cycle tourism as two
international cycle routes EuroVelo 6 and 13 pass through it.

From traveller’s point of view, this shortage negatively affects the quality of services
provided. There is a permanent decrease in the number of railway passengers, with the main
outflow driver being private motor vehicles. Cleanliness of coaches and the stops are slowly
improving, but still do not belong to the strong side. The carriage stock undergoes a gradual
renewal, but economically weaker regions will still have to wait for the replacement. Cycle
tourists and commuters tend to use from public transportation rail transportation the most as
the trains are the most convenient for bicycle transportation. In Slovakia only a private
transporter RegioJet has all trains adjusted for bicycle transportation. The national rail
transporter has only few trains suitable for comfortable bicycle transportation and their
recognition in timetables is impossible. Moreover most of Slovak train stations especially in
bigger towns do not offer easy access to the platforms and provisions for safe bike storage.
Slovakia is competitive in rail transport as we have a very well-established rail infrastructure.
In 2011, the report on tourism competitiveness evaluated it more positively than road
transport, ranking it number 21 out of 139. (Source: Travel & Tourism Competitiveness
Report 2011)

Rail transport should be linked to road transportation. Because it would be
inconceivable for passengers to get off the train at any place without being offered a
possibility for prompt continuation of their trip to the final destination. Lines should be
connected to the bus transportation of national, regional level as well as with the public
transport network of cities and towns. Cyclists need safe and foreigners even well signed
cycle paths to and from the stations.

OECD supposes that the increase in greenhouse gas emission, particularly in the
sphere of transport and industry, creates potential problems for meeting Slovakia’s medium
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and long term goals in emission reduction. Recommendations that could help to reduce
greenhouse gas emissions include the elimination of subsidies for coal in power generation,
removal of excise tax exemption for energy intensive industries, and, most importantly, the
modernization of railway infrastructure. It is therefore assumed that the improvement of rail
services will be one of the priorities as far as the transport in Slovakia is concerned.

Reconnaissance Bratislava regions

Research under the name Reconnaissance of environment for needs of tourism in the
capital of Bratislava and its quality evaluation was conducted over four months in 2012 direct
in a terrain. The basic model of the research project was prepared under the guidance of prof.
JUDr. Cudmila Novacka, PhD. She has proposed a method of processing research. Research
was conducted following methods. By reconnaissance we can understand the field inspection,
survey. Reconnaissance was conducted by personal observations by the researchers in the
field. They primarily used the information with the help of standardized questionnaire
prepared in advance. The questionnaire comprised of certain points which were further
processed to fill out. Afterwards we made photo documentation. We evaluated all positive
and negative externalities examined the subject by analyses which affect the quality of
service. In the end we used the method of synthesis as well as statistical methods for
evaluation of established facts.

A partial goal of the research was to map a real situation in terms of transportation to
the capital Bratislava. Mainly we focused on the negative externalities that may influence the
tourists.

The subject of our partial goal was reconnaissance the railway stations and the bus
stations. Research was done by 16 researchers by direct observation in the terrain.
Reconnaissance of cycle paths and infrastructure were carried out by 54 students by direct
observation in the terrain during 4 months in 2012.

Evaluation of the Railway Station Inspection in Bratislava

There are 10 railway stations in the Slovak capital. We performed reconnaissance at 8
stations — the Main Station (Hlavna stanica), Vinohrady, Predmestie, Nové Mesto, Raca,
Devinska Nova Ves, Lamac¢ and Petrzalka. The remaining 2 stations - Vajnory and
Podunajské Biskupice — are not very important from tourism perspective; nevertheless, in
certain time spans on week days, they are intensively used by commuters working in
Bratislava.

The building of the stations Devinska Nova Ves, Petrzalka and Nové Mesto were
completely renovated several years ago, thus the inspection results were positive. In Raca, the
train station was also renovated, but, basing on the inspection, we evaluated its state as being
inferior to the above mentioned. The reconstruction was mainly targeted at security elements
of platforms and specific tracks, as the railway station is situated in the country-wide corridor
route.

In course of the reconnaissance, we evaluated the station‘s exterior and its
surroundings, indoor spaces, and our primary focus was on detecting negative features and
shortcomings. Examination of the station‘s exterior consisted of the evaluation of single
platforms, targeted at the general appearance and cleanliness, of roofing, lighting, benches,
dustbins as well as safety arrangements for wheelchair users and baby carriages, the visually
challenged, or suitability for senior citizens. Assessing the interior, we concentrated attention
on the entrance hall, in terms of its cleanliness in particular, on the station decoration with
greenery, posters or welcome boards. We observed whether there are enough benches in the
hall, as well as possibilities for buying refreshments, leaving luggage or using the toilette. We
also evaluated notices on information boards and posters, mainly in terms of their clarity,
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time relevance and multi-language availability. From the total questionnaire output, were
chosen the most important research objects, in our opinion, which should be a priority for rail
service providers to maximize customers comfort and satisfaction.

Terrain researcher always had to choose in two possible answers in the questionnaires.
One of them was positive and second one negative. After counting positive and negative
answers we counted over a percentage to total amount of the station under research.

benches in the entrance hall 4 50,0%
functions of cloak-room 7 87,5%
cleanness of cloak-room 6 85,7%
adjustment for disabled people 3 37,5%
parking possibilities 6 75,0%
litters damages 3 37,5%
left luggage room 1 12,5%
station decoration 4 50,0%

Tab. 1 Evaluation of questionnaires at the stations under research.
Source:ovn processing

100,00%

90,00% 87.50%  g570%
80,00%
70,00%
60,00%
50,00% -
40,00% -
30,00% -
20,00% -

10,00% + I_I
0,00% - T T

75,00%

50,00% 50,00%

37,50% 37,50%

12,50%

& & & & §& & e@§ S
«‘5‘) & \0& &Q 4 6@(\ $ & $
& &0 5O » <& & &
& & £ s SR
S G ) >
(@ QO & ‘(\é‘&
¢° &
© &

Chart 1 Percentage evaluation of questionnaires at the stations under research. Source: own processing

The given data show that only half of the stations under research have benches in the
hall. Those were the stations that have undergone renovation, namely the stations Devinska
Nova Ves, Petrzalka, Nové Mesto and Lamac¢. The busiest stations — the Main Station and
Vinohrady - have no benches. Although the Main Station is equipped with a waiting room, it
is located on the top floor and is inaccessible for mothers with baby carriages and for
wheelchair users because there is no elevator. The Vinohrady station used to have benches in
good condition, which, for inexplicable reasons, were ordered to be removed by the railway
management around the year 2008. Currently, there are some seats there, which cannot be
evaluated positively in terms of reconnaissance as they are only a few.

Sanitary facilities are an essential part of transport operations. The inspection showed
that they are present at almost every station. They only lack at the station Predmestie as its
building is in desolate condition and is closed for security reasons. Therefore, Chart 1
considers only 6 stations in the percentual evaluation of the "cleanliness of toilets” criterion.
During our inspection, we determined that the cleanliness of sanitary facilities does not meet
the required standards only at the station Vinohrady. Interestingly, not all stations charge fees
for the use of toilet.
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Criteria: possibilities for disabled people

Public transport should serve for all without any restrictions. This means that it also
has to be adjusted for clients with disabilities as well as for mothers with baby carriages.
Therefore, we wondered how the Railways of the Slovak Republic provide facilities for this
client segments. The Main Station, which renovated all platforms a few years ago, could not
avoid criticism for the lack of platform elevators precisely for these clients. Platforms are
well-equipped for the visually challenged, but mothers with baby carriages or wheelchair
users face problems. Throughout the station premises, they are only able to move around the
two main halls of the entrance hall, but toilets, which are located below the hall, are out of
their reach. They equally have no access to the waiting room with stairs leading to it. They
can only reach as far as Platform 1. Railways provide a service of sending trains to Platform 1
upon a request filed 24 hours before train arrival. In fact, with an exception of the stations
Nové Mesto and Devinska Nova Ves, other stations are not very well (or in some cases at all)
adjusted for clients with disabilities. It is worth noting, that the station Vinohrady is equipped
with a ramp, which allows wheelchair users to get into the entrance hall. There is also a lift
there bringing them to platforms 2 and 3. The station Vinohrady has 4 Platforms. The first
send trains to Nové Zamky, Stirovo and Banska Bystrica. Platform 3 sends trains in the
direction of Zilina and Kosice. From Platform 2 and 4 the client can only get to the Main
Station. A very important fact is that in case of using this means of transportation to the Main
Station, the train might arrive at a different platform and the traveller will result being trapped
at the station. The platform location is very low, which makes it a problem for an able-bodied
person to get on and off a train; this would be impossible for people with disabilities and
extremely difficult for senior citizens. For mothers, it is impossible to lift the baby carriage
upwards and get it onto the train. The station is entirely unsuitable for the visually challenged
because of damaged pavement on the platform. At the station Raca, there is an elevator,
which was out of order in the time of the reconnaissance. There are some facilities for the
visually challenged. During the inspection of this element, we detected very serious
shortcomings in this regard. In order to become competitive, the railways must gradually
renovate all the stations.

Criteria: Parking

Another object of investigation was the parking possibility by the stations. Here we
also found serious deficiencies. None of the parking areas is guarded. At the Main Station, it
is chargeable and not large enough. Some stations, such as Vinohrady, have no parking lot.
Most parking lots are not fixed up or properly marked. The parking lot at the Petrzalka
Station can serve as an model. The parking rate is 0.5 € for 30 min., in case of all-day parking
it is 4 euros. Its further advantage is a good security system and entryway to the parking lot.
Surrounding area offered further parking possibilities. Convenient access for motor vehicle
and possibility of free short-term parking at railway stations should be provided for as a
matter of course. Railways should realize that a parking lot is a necessary part of the
infrastructure.

Criteria: Left-luggage room

As one of the most serious drawbacks, we qualify the absence of left luggage offices
at 7 out of 8 stations under investigation. We were aware of the fact that the peripheral
stations are small and the tourist flow there is not too intensive. However, we assume that
there is always a possibility to operate a left luggage office without raising additional costs. A
left luggage office serves not only for tourists who make a trip to our capital. As a
considerable drawback we view a break in left luggage office operation at the Main Station in
the afternoon hours. The office closes for a break even despite the fact that trains arrive and
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depart at this time. Consequently, travelers must sometimes come 40 minutes unnecessarily
earlier so as to able to pick up the luggage. We recognize the fact that a left luggage officer is
entitled by law to have a break, but we subscribe to the opinion that the railways should cover
this daily service interruption by additional workforce.

Criteria: Visual perception of entry to the station

The premises of a railway or bus station are the first thing a visitor sees on arriving in
Bratislava. First impression should fill them with positive emotions. In our research, we, thus,
concentrated on this element as well. Again, we came to a conclusion that only the renovated
stations have decorations.

As the general assessment of our investigation, we came to the conclusions that joint
stock companies providing services in rail transportation must take radical steps to increase
their competitiveness and attract passengers back. The steady decline in passenger numbers is
directly related to the quality of railway station facilities. After negative experiences and
unfulfilled expectations, passengers choose another alternative.

Evaluation of the Bus Station Inspection in Bratislava

Another alternative in the use of public transport in Slovakia is bus transportation.
Performing designed reconnaissance of the environment for tourism in the capital city,
Bratislava, and evaluating its quality at the bus station Mlynské Nivy, we also proceeded
according to the assigned questionnaire. The questionnaire consisted of 11 points for
evaluation, and namely - dustbins, cleanliness, left luggage, possibilities of buying
refreshments, station decoration, walls, notices, a telephone booth, security, the staff of ticket
and information offices. Each of these points contained further, more specific questions that
had to be answered. Inspection was carried out directly at the premises of the station, which
allowed for the answers in the questionnaire to be recorded on the basis of real experience.
The main methods used by us were observation and subsequent analysis of the state observed

During the reconnaissance of the bus station Mlynské Nivy we came to several
conclusions. We consider a very limited number of parking spaces to be the biggest
deficiency. Parking system is almost non-existent. We found no designated parking lot or
parking spaces. Cars are mostly parked on the sidewalk and by the roadside. There is no
security system here, a lot of parking places are reserved for taxis. Car owners can never be
sure whether their cars are parked correctly or can be towed away by the police. Station
neighbourhood is not safe as there are antisocial individuals moving in the cars’ vicinity.

Another significant drawback is the lack of any arrangements for people with
disabilities. Within the station, there is no lift or ramp by means of which such clients could
comfortably get from the waiting room to the platforms. The only possibility is to proceed
directly from the entrance hall, where there is an inclined plane for wheelchairs and baby
carriages. However, we were surprised by an immense paradox — a warning against walking
across bus lanes. As there is no other way for such travellers to reach the platform directly
from the hall, nobody complies with this prohibition.

The construction of the bus station was carried out in the years between 1975 and
1983, and since then, no reconstruction work has taken place. For this reason, the building
and platforms look shabby. In winter, waiting in the waiting room or the entrance hall is very
unpleasant because of the incessant cold. The whole station looks gloomy and not at all safe.
In the future, it is necessary to improve the overall appearance of the bus station, because it is
visited daily by a large number of not only native dwellers but also foreigners who await
European standards of travel, to which the station in its present state fails to correspond.

On the other side, we can positively evaluate the electronic information system that
notifies about arrival and departure of buses. It also gives information on the attractions of
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Bratislava and Slovakia which are worth seeing. The disadvantage of the system is its low
visibility.

The conducted research shows that result. We summarized some of them in the
following Table 2. The Bratislava railway stations and the bus station will be competitive
when they remove the identified many deficiencies.

Left — | Functions

benches- benches- lighting- luggage of cloak
Station/Criteria entrance hall | platforms station room room carpark
Devinska Nova Ves |yes yes satisfactory | no yes yes
Hlavna stanica no yes satisfactory | yes yes inconvenient
Lamag yes yes satisfactory | no yes yes
Nové Mesto yes yes satisfactory | no yes inconvenient
PetrZalka yes yes satisfactory | no yes yes
Predmestie no inconvenient | absent no no yes
Raca no yes satisfactory | no yes inconvenient
Vinohrady inconvenient | inconvenient |yes no yes inconvenient
Bus station inconvenient | inconvenient | deficient yes yes inconvenient

Tab. 2 Synthesis table of research result. Source: own processing

Particularly we made a synthesis for disabled people and for families which travel

with prams.
Access to Comfortable
Access to the entrance entry to the|Elements for
Stanica/Criteria cloak room Stairs/lift hall Phone box | platforms blind
Devinska Nova Ves | yes not necessary |yes no yes yes
Hlavna stanica no no yes yes no yes
Lamac yes not necessary | yes no yes yes
Nové Mesto yes yes yes yes yes yes
PetrZalka yes yes yes yes yes yes
Predmestie no no no no no no
Raca no yes yes no no yes
Vinohrady no yes yes no no no
Bus station yes inconvenient | no no no no

Tab. 3 Synthesis table of research result of assurance for disabled people. Source: own processing

Evaluation of the Railway and Bus Stations Inspection in Bratislava for Cyclists” Needs

As the cyclists have special requirements for comfortable train and bus travelling we
added additional criteria to evaluate the stations. We assessed all 10 Bratislava station
including Vajnory a Podunajske Biskupice stations, which as it was mentioned above, are
important for commuters. We evaluated the access to the stations, the existence of marked
cycle paths of any category segregated or integregated and cycle stands in the area of stations.
Safe cycle stands are important mainly for the visitors who need to stop at the stations for a
short time. The next criterion was a long time bicycle parking. The commuters need a safe
bike storage - bike parking to leave their bikes for a longer period mostly a day sometimes
even overnight. In the countries with a high share of cycling for work and with the strong
environmental orientations they already have a very sophisticated bike garages for hundreds
of bikes. In Slovakia mainly in smaller towns or villages the bike cages are used for a safe
bicycle storage. The last criterion was easy access to the platform. The barriers of stairs often
discourage people to combine cycling and train use to get to work or to school. As we
inspected also smaller borough flat stations without the stairs leading to the platforms in the
evaluated table we we state it as flat station. In case of bigger stations with stairs leading to
platforms we stated if any provision is made to overcome the stairs we name the provision as
e.g. lift, ramp or rail on the stairs.
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Cycle path to Bicycle Access to the
Stanica/Criteria the station Cycle stands | parking platforms
Devinska Nova Ves no yes no yes/flat station
Hlavnd stanica no no no no/ stairs
Lamagd no yes no yes/flat station
Nové Mesto no no no no
PetrZalka yes no no yes/1st platform
under
Predmestie reconstruction
Podunajské Biskupice yes no no yes/flat station
Raca no yes no yes/lift
Vajnory no no no no
Vinohrady no no no no
Bus station no yes no no

Tab. 4 Evaluation of the Railway and Bus stations inspection in Bratislava for cyslists needs

Conclusion

Public transport is almost everybody’s part of life. When you travel by it daily,
maybe you do not take notice many either positive or negative things because it is a routine
for you. It can goes on many years until you face to solve something like transport a pram or
a wheelchair or maybe when you see a blind person at a station or you decide to use your
bicycle to get to work or to do bicycle trip. Students of tourism did this research according
had given instruction. They spent hours at the station to observe and evaluate the situation.
Many people still prefer to travel by car because of greater convenience. But they forget the
fact that travelling by public transport, trains and buses contribute significantly to reducing
road fullness, decreasing CO2 emissions, when using bicycles to improve health and fitness
and morover it increases the overall efficiency of transport. Nowadays many people have
found out that using trains or bicycles instead of car have many advantages mainly if they
travel to capital in the morning.

Bratislava is an important transport hub but favourable conditions for travelling
have not been built here yet. Research of train stations, public transport stops and cycle
infrastructure we did a base for discussion of the Bratislava municipality management
(Bratislava Tourist Board ?) and the Government how to improve transport services and cycle
infrastructure in the capital of Slovakia Bratislava.
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Abstract

Career counselling will be analysed in an interdisciplinary and holistic manner
focussing on the common denominators between the psychology of work and labour
economics. In an attempt to develop valid guidelines for applied career counselling, we will
concentrate upon basic critical factors that influence career choices, such as: personality
interests, abilities and will, labour market, family and financial data, random events. All the
above factors interact with each other under the umbrella of the so-called “golden rule for
career choices”, an original approach introduced in this paper. Basic assumption of this
notion is that persons with great abilities and strong will have their choice of a wider range of
professions that match with their personality type, including professions not comprising other
positive factors. Conversely, people with subpar abilities and a weak will would be advised to
choose professions that firstly match their personality and secondly, include positive factors
mentioned above.

Keywords: Interdisciplinary, golden rule, applied career guidance

Introduction

Throughout the relatively short history of career counselling as a separate scientific
field, many theoretical concepts have unfolded. All of them have had the same goal, to
explain human behaviour as it relates to career orientation and to assist individuals with
moulding their life in the most optimal way. Nevertheless, career theory has been criticised
for its tendency to be formed within a complex context and by the accretion of discrete
segments (Patton & McMahon, 1999). Super (1992) acknowledged that his theoretical
formulation was segmental and represented an effort to bring together concepts from various
branches of psychology. Osipow and Fitzgerald (1996) commented that “theory in career
psychology has increasingly moved toward a collection of miniature theories, each dealing
with circumscribed, explicit segments of vocational behaviour, to be woven into a broad
theory after the smaller theories have been shaped by empirical findings” (p.338). Each
theory or model offers explanations about differing parts of the process of career
development. As Super (1992) has stated, it is not valid to ask which group of theories is the
best one, since neither is “sufficient without the other” (p.59).

The Need for an Interdisciplinary, Holistic Contemporary Approach

The need for an interdisciplinary and holistic approach has been emphasised by many
scholars. Patton and McMahon (1999) mentioned that the adoption of an integrative
framework could provide coherence to the field, by providing a comprehensive
conceptualisation of the many existing theories and concepts relevant to understanding career
development. The proponents of the recent movement toward convergence have emphasised

71



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

the importance of viewing career behaviour and the relationship between all relevant parts to
each other and to the whole. This approach requires considering contributions from all
theories when exploring an individual’s career decision making processes (Patton, McMahon,
1999). However, while the complexity and controversies of various theories reflects the
complexity of career behaviour, all writers do not support the need for a corresponding
complex grand theory, or group of theories. Vondracek et al. (1986) commented that “the
ultimate result of embracing an interdisciplinary, systems theory type view of career
development will be a shift from simplicity to complexity” (p.6), with related research and
measurement concerns. Nevertheless, it is clear that, we are experiencing the emergence of a
paradigm shift from theories based on logical positivism (e.g. trait-factor), to postmodern
perspectives emphasising counsellor-client collaboration. It is also clear that, although no
single theory is superior to the others, the field is stronger because of the multiple
perspectives currently espoused (Niles & Harris-Bowlsbey, 2009). As a general trend, career
development theories have been moving toward holistic approaches. Savickas et al (2010)
mentioned that, “21% century theories should approach careers as individual scripts” (p.129).
Beilin (1955) pointed out the tendency for human behaviour to move from general,
dependent, self-oriented, and isolated to specific, independent, social, and integrated. Career
development has been construed by many writers as one aspect of this maturing process.
However, constructivism itself faces the challenge of being more developed theoretically and
philosophically (Reid, 2006). The division between theory and practice has been the topic of
considerable debate. Although there has been extensive research on career development, the
communication between practitioners and researchers is still insufficient. Savickas (2003)
argues that “extensive data pertaining to career development continues to accumulate yet not
be used, because career counsellors and vocational psychologists work in separate spheres.
Career development researchers have already produced an impressive amount of content.
And now may be the time to focus on helping career counsellors use that content in their
practices” (p.89). However, according to Van Esbroeck (2007), vocational psychologists and
practitioners do not need to choose between post-modern, constructivist approaches on the
one hand, and empirical, positivist approaches on the other. They also do not need to choose
between theory and practice, qualitative versus quantitative research or a focus on the
individual versus the environment. Theory and practice may enrich each other in order to
develop valid systems of applied career counselling. Another significant issue that should be
taken into account is the impact of the recent global trends on career counselling services
during a period of worldwide recession. Szilagyi (2010) draws our attention to a strange
change in the expressed needs of people. In the past people tried to satisfy the highest level
of their needs through their career, according to Maslow’s pyramid (e.g. self-actualisation),
these days we are witnessing a change of focus: back to the basics. Unprecedented
unemployment figures indicate that physiological and safety requirements have become more
important than self-development. As a result, career guidance is becoming more important
for the weaker and less privileged people than ever. In term of interventions, we notice a
move from narrative approaches to trait and factor ones, which understandable within the
context described above. Multiple theoretical perspectives indicate the vitality that exists
within the career development field. Niles & Harris-Bowlsbey (2009) encourage counsellors
not only to become familiar with the theoretical framework but to also engage in the task of
constructing their own career development theory. This should be based, we might argue,
upon established theories that provide a fruitful ground for valid career guidance guidelines.
Undoubtedly, counsellors are obliged to try to create the “bridge” of implementing research
results into real life fields. Therefore, the present requirements for careers guidance and
counselling practitioners include: incorporating career development theories, becoming
familiar with all available methods and new technologies, becoming “knowledge workers”
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(Bimrose & Brown, 2010) and acquiring knowledge from different scientific fields. It also
may be alleged that the applied aspects of career guidance concern the wider public, and if
possible, must avoid contradictory or indistinct opinions and assumptions. The basic need is
to provide specific, clear and comprehensive positions and directions regarding the selection
of studies, profession and careers. The scientific differentiations or even recriminations
regarding issues of this institution can and should only interest the academics and researchers
of the field. Similar practices, when applied in the same area, can barely contribute to one’s
need for clarity and positive results. They create confusion and disorientate instead of
orientating counsellors and the wider public to make the right choices when selecting studies
and professions. Career guidance can dramatically mark one’s life path and influence the
development of economy and society in a country as a whole. Career counselling is an
instrument of public policy and a socio-political tool, one that should incite the specialists of
the field to be involved more actively in legislative and policy projects. Herr (2003) contends
that, the demand for career assistance will expand due to rising unemployment rates and an
increase in part-time work. Savickas (2003) states that counsellors need to help individuals
adapt to dramatic changes in the economy and occupational structure. This is a fact not yet
widely comprehended, even today. The need for a clear and specific hypothesis for such an
important institution influencing the movements of society as a whole, and including mainly
the young (the hope and future of the world) can and should be taken into consideration very
seriously.

Considering the above-mentioned issues, our efforts are orientated towards applied
methods that incorporate research results from several theoretical approaches, sometimes
controversial in concept but from our point of view complementary in essence. The
elaboration of the five critical factors in relation to the so-called “golden rule” incorporate
elements from trait and factor theories. However, it places the individual into a wider context
which unceasingly interacts and acts reciprocally with the individual and from such a
perspective adopts the principles of constructivism (Guichard, 2005; Savickas, 2010).

The Five Critical Factors for Career Choices

The holistic approach to career counselling is derived from an interdisciplinary point
of view, the combination of different scientific fields, mainly the psychology and the
economics of labour. Elements from the fields of pedagogies, the sociology of occupations,
human resource management, psychometrics, statistics and computer science, may also be
used. In this modern view, we introduce “the golden rule for the proper career choices” and
the basic critical factors for such a selection process, which are the following:

. Occupational personality interests and inclinations
. Abilities and will

. Labour market and occupational perspectives

. Family and financial data

. Random events

These five critical factors for career choices, combined with the golden rule to be
further analysed here, may be related, to a certain extent, to the dynamic model of career
choice development (Van Esbroeck, Tibos, & Zaman, 2005). Career decision requires a
series of recurrent mini-cycles going through sensitisation, exploration of the self,
environmental exploration, the relationship between the self and the environment,
specification and decision-making. Increasing knowledge of the world of work, occupations,
and the self would facilitate the process of career decision and transitions by helping people
to analyse their strengths, weaknesses, opportunities and threats. (Rossier, Berthoud &
Dauwalder, 2003).
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Personality Professional Inclinations

A plethora of studies have indicated that the role of personality traits, interests,
inclinations and talents is the most decisive and critical variable for career development.
Furthermore, the primary consideration when selecting studies, occupations and a career is
self-knowledge, for one to know who they are and what they want or can do. (When asked
what was most important in life for a man or a woman, Thales of Miletus, one of the seven
ancient Greek philosophers, answered, “self-knowledge”). They must learn about their
interests, inclinations, preferences and talents. They must know who they really are and not
who they believe they are. Numerous studies have proven that when people manage to match
their traits and interests with certain jobs, job satisfaction is increased (Holland, 1997, Wong
& Wong, 2002). Moreover, when a harmonic “marriage” of personalities and jobs is realised,
labour productivity is maximised.
Abilities and Will

Professional inclinations and interests may guide a person to choose a career path, but
it is mainly his ability and will power that will influence the hierarchical level he may reach
in his career. When a student does very well at school, as a result of abilities and will, it is
logical that he will choose to enter a university with high admission requirements such as
medical or law schools. This presupposes that the student wants to follow the particular
career path and is well prepared for all the difficulties that he/she will encounter in such
demanding career. It is usually considered waste of human resources when a student with
great abilities and marks ends up choosing studies with low admission requirements. In
relation to that, the structure of the existing educational system, its substructure, the
prevailing educational directions, the study level, the examination systems, the selection
procedure for other and/or higher studies, the influence of teachers in combination to the
student performances, play a complementary role to the selection of studies, profession and
careers (Roberts, 1981). The performance of a pupil in some lessons and generally at school
is a first sign of the kind and particularly the level of studies and professional hierarchy they
should be aiming for. Nevertheless, school performances do not constitute the absolute and
unique criterion for persons’ ability and future professional success. Many great scientists
were not very good students at school. With a strong will, persistence and life goals for
professional and social evolution, hidden abilities might be radically enhanced. Self-efficacy
and outcome expectations for a particular career activity are the major determinants of
respective career interest (Lent et al., 1995). Therefore, the power of will remains as a very
important factor in career choices, because “when you want something very much, the whole
universe conspires in helping you to achieve it”. On the whole, abilities, performances,
aptitudes, ambition and specifically will, consist critical factors for career choices. When
combined with occupational inclinations, interests and talents, they constitute the core of a
certain personality construction that matches with certain professions. In our view, other
personality features such as emotional intelligence and balance, diligence, perception,
creativity, critical thought, logic, stamina, extroversion and introversion, ambitions, life
values etc. are of secondary importance, although they should not be ignored. Narrative
approaches to career counselling assist clients to formulate their identity in their own jobs and
to better understand their own life-themes, vocational personality, and adaptability resources
(Savickas, 2005).

Labour Market and Occupational Perspectives

It generally accepted that “labour market information is a crucial feature of careers
guidance and counselling” (Bimrose et al., 2006). Used skilfully, it has the potential to
enhance the career guidance and counselling process in a multitude of ways. It consists of
information on general employment trends, data on the structure of labour market,
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information about the way the labour market functions and data focussing on equality and
diversity (Bimrose, Brown, 2010). The knowledge of the professions of the future and of the
past, which professions have positive perspectives and which appear to be degraded and
begin to die out on the local, national and international market are of particular importance
(Katsanevas, Livanos, 2011). In general, labour market and occupational perspectives
constitute a particularly important criterion for career choices. This is strengthened by present
employment uncertainty and rapid post-evolution in technology, economy, employment and
the content of professions. It is logical for the majority of persons to choose from a variety
of professions that suit them, those with better future prospects, and to avoid those that are
considered to be degraded and tend to die out in the labour market. There is simply a much
higher possibility for job vacancies in the field of the professions of the future than in the
professions of the past. The majority of young people nowadays choose their studies,
professions and career based on their future prospects and particularly on the security of
guaranteed employment. The anxiety of finding a job in the present bleak labour market is
stronger than anything that can be said against this point of view. Nevertheless, regardless of
how strong this criterion is, it should not be the only one. It is necessary to quantify it with
the other criterions and particularly with occupational personality matching. In this great life
decision, if some professions do not suit ones personality type, his/her preferences and
inclinations, these should not be selected regardless of how good their prospects are in the
labour market or how positive other factors such as family and financial situation are.
Working conditions and salaries, the kind of work, its content, the status of each profession,
job security as well as hierarchical and career evolution perspectives, are other
complementary elements that also need to be explored in the selection process. These
particular parameters may be evaluated differently in accordance with working values,
personality and interests. They constitute part of gaining enough knowledge of the “world of
work” that is required when making the important great decision concerning ones
professional future.

Family and Financial data

Depending on the situation, family environment, family tradition, culture and
financial data, are also important critical factor for career choices. Blustein (1994) referred to
two levels of context: the immediate familial and interpersonal context and the broader
societal context represented by such factors as culture, socio-economic background, and other
environmental influences. Jobs of the parents or a family business often offer an interesting
perspective for young people when considering their professional development. Even though
it may be denounced as favouritism, it is a fact that in our extremely competitive world, it
would be wrong for one to ignore the advantages offered by family tradition, without
permitting this to lead to complacency. Familial influences on career development have been
well recognised (e.g., Bradley & Mims, 1992; Johnson, Buboltz, & Nichols, 1999; Hargrove,
Inman, & Crane, 2005; Sidiropoulou-Dimakakou et al., 2003). Hannah and Kahn (1989)
found that students from higher social classes had higher aspirations than students from lower
social classes. The focus is usually on the involvement of parents during the decision making
process of career selection while recent research attempts to connect the effect of career
interest of the parents on the career interests of young people (Wong, C.S, Wong, P.M., Peng,
K.Z., 2011). In south Mediterranean countries in particular, some parents try to impose their
desires and inhibitions on their children as regards their studies and professions. Some young
people are forced to study a science that is considered to advance social and financial
development, such as medicine, engineering, and law or a family business. Nowadays
though, such pressure might bring about completely opposite results from those expected.
Young people challenge the older generations and particularly parents who are overprotective
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and sometimes oppressive. Parents may be right when they insist on the selection of a
particular career for their children in certain cases, but will fail due to their persistent and
paternalistic behaviour. Furthermore, although it is unpleasant, we should be realistic on how
much money each family can afford for the studies of their children. Country of residence or
career is also relevant. One should first investigate the proximity of universities and if the
local market offers career opportunities. The place where a university or college is based
plays a very important role in educational choices, particularly for low-income families. Of
course, young boys or girls can choose to study far from their hometown as long as this
choice is supported by their personality type, family culture and financial capabilities.
Generally, if such choices are feasible financially, they should not be excluded. The
perspective of returning home can and should be encouraged. For this reason, when making
career decisions, it is necessary to quantify the development of the local market in relation to
the national and international one.

Random Events

Random events, unexpected fortunate or unfortunate coincidences and chances one
encounters in life can play important role in career and personal development. Individual
behaviour has to adapt to rapid changes occurring within the workplace environment, and
career planning must become increasingly flexible and adaptable. Super (1992) commented,
“We are evidently entering an age of emerging rather than pre-set goals”. Such frequent
change, as well as the occurrence of chance events, or happenstance, may produce
discontinuous change within an individual system (Patton, McMahon, 1999). Krumboltz and
his associates (Mitchell, Levin, & Krumboltz, 1999) recognize that career counselling often
involves helping clients understand and take advantage of the chance events they encounter
in daily living. They note that developing a sense of curiosity, being persistent, being flexible,
maintaining a sense of optimism, and being willing to take risks are a skillset that increases
one’s ability to take advantage of unplanned events. It is important that one be able to see
when “opportunity is knocking” so as to make the right choices and be able to “ride the crest
of the waves”. Other people should not be harmed, however. Random events, although of
critical value for career choices, cannot be combined “a priori” with other factors within the
context of the golden rule due to their unexpected nature. Good luck is welcomed in one’s
life, but this does not mean that the effort for constant self-development and for enhancing
knowledge and skills, required by the competitive world of current employment reality
should be ignored. It is accepted that, all ““goods are obtained with effort” and that
professional and life success is, above all, the reward for everyone’s efforts. This should not
be negated by the fact that mass media, presenting a false and virtual reality, tends to present
success as easy and effortless. The never-ending conquest for knowledge is a source for life
and joy, the power of worthiness, success and creativity.

The Golden Rule for Career Choices

The “golden rule for career choices” and the contemporary interdisciplinary and
holistic approach introduced here, are a product of a perennial study of career guidance and
counselling research and practice, in combination with the development and application of
modern automatic career guidance tests (Author, 2008). The theory of the “golden rule”
combines the aforementioned evaluations and leads to the following basic assertion: ““people
with great abilities and strong will can choose from a wider range of professions that match
with their personality type, including professions not comprising other positive factors
mentioned above, excluding random events which cannot be calculated. Conversely, people
with subpar abilities and weak will would be advised to choose professions that firstly match
their personality and secondly, include positive factors mentioned above, excluding random
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events”. The greater the abilities, aptitudes, performances and level of will, the greater the
“risk” of selecting professions represented by a negative mixture of the so-mentioned critical
factors may be. For example, when one is greatly talented in theatre and has strong chooses
to become an actor, in the end they will probably succeed and have a satisfying career, even
though the specific profession is a very competitive one and has few opportunities for
success. If one is sure about their choices and knows what they want and what they can do,
they may be able to succeed. In contrast, persons with subpar abilities and not a particularly
strong will, whose parents, or even themselves, insist they become a doctor (which is also a
very difficult and competitive profession), will most likely end up in professional and
personal dead end. It is better if these persons choose professions that match their personality
type and have good occupational prospects in the labour market or comprise above positive
factors discussed above. Furthermore, and perhaps most importantly, they should avoid
professions that do not match their personality even if they have good prospects in the labour
market, or include a positive combination of all critical factors. According to the social-
cognitive perspective proposed by Lent, Brown, & Hackett (1995, 1996), all things being
equal, people with the highest level of ability and the strongest self-efficacy beliefs will
perform at the highest level. However, self-efficacy beliefs and outcome expectations
continuously evolve as individuals interact with their environment. In the notion of the
golden rule, (which we try to interrelate with theories and practice of our field), it should be
also added that, nowadays in the globalised and fast moving world, certain persons might be
forced to change more than one profession in their career. Given the on-going nature of
change, there is a growing recognition that career choice and decision-making is a life long
process. The idea of a lifetime job or even a lifetime profession is something that is changing
(Amundson, 2006). Krivas (2011) states that the traditional perspective of career is a
“normal” ascending route in the occupational hierarchy of one’s career is now seriously in
doubt. Moreover, there is such a great range of professions that people can choose from that it
IS not necessary to just think one way or insist on selecting only one profession. In reality,
everyone can be matched with more than one profession. If for any reason a person is not
able to follow their first choice then they should not give up but move on to their second
choice. There is always the possibility that another professional passion can be found if the
first choice is unattainable. For example, if we assume that there are 1,000 professions
belonging to 17 large occupational groups, then a line must be drawn after the sixth or even
the eighth category, excluding everything below it. This has been proven in practice by its
application in Greece and Cyprus, since 2005, of more than 20,000 of our own computerised
career guidance tests, the Career Gate Test, which is mainly based upon Holland personality
type theory and other theoretical assumptions. (The C.G.T. is distributed by the Ministry of
Education of Cyprus at all secondary state schools on the island, while the same test is
massively distributed via many schools, career canters, local authorities, enterprises, etc. All
relative information and a free sample of the test in English, is offered at
www.careergatetest.com. What people should avoid (and this is a key point of the golden
rule), is choosing professions and careers which are in complete contrast with their
personality and interests. All persons should have an open occupational horizon and choose
from a catalogue of professions that match their personality. They may eventually end up in
professions rating first, second, third, fourth etc, in their list, depending on how compatible
they may be with their personality and in relation to a positive mixture of the other positive
criteria and factors (Author, 2008). As stated by Oyserman, Bybee, & Terry (2006), future
methods of career counselling should take a dynamic approach that encourages imaginative
thinking and the exploration of their possible selves. To maximise a client’s career choice
options, counsellors must encourage their clients to explore new activities, develop new
interests, and consider new options based on newly formed interests and capabilities
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(Mitchell and Krumboltz, 1996). Self-concept may be differentiated by new experiences and
even by observing the behaviour of others. Therefore, self-knowledge is a life-long process
as people’s interests are constantly evolving and the self is continuously reconstituted
(Savickas et al., 2010).

Conclusion

The above assumptions and in particular, the so-called notion of the golden rule, have
been developed after intensive research and practice in career counselling and based on the
implementation of large numbers of our computerised career guidance tests over the last six
years. They represent a specific know-how in applied career guidance that can be used
successfully, we believe, in practice. The methodology of the golden rule in relation to the
computerised test has been extensively used by scholars and many scientists in Greece and
Cyprus in everyday career counselling practices throughout the past few years. Occupational
personality matching, abilities and will, the labour market and occupational perspectives,
family and financial data and random events under the umbrella of the golden rule, have been
and continue to be studied by our research team. These factors, the main critical parameters
influencing career choices under the umbrella of the golden rule, are significant in the
continuing effort to establish an applied system of valid guidelines for modern career
counselling. We are also preparing a mathematical model and will be presenting it in the near
future.
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Abstract

Public services and their management have a great influence in the development of
the local economy of a country. During the process of transformation of the community in an
intense computing system of information, the offering of these services through information
technology, in an effective, fast, transparent and safe mannerin accordance with citizens and
businessneeds are very important. Referring to makers of online declaration, this is an
important measurethat will influence in increasing the effectiveness of tax administration, to
minimize the tax evasion in labour market, and to facilitate the exchange between two
important institutions: Tax Office and Social Insurance directory. However, this online
information exchange between these two institutions, aims in facilitating the data exchange
between these two directories, with the purpose of establishing a clear evidence of the data of
social insurance payments from that of businesses and citizens. This exchange will help the
history creation, for each social insurance payer, thereby helping them in having the
necessary profits from these paid contributions.

Keywords: Taxation office, online declaration, manual declaration, budget income

The goals of this study isto

1. Make a clear evidence of the influence of the online payment declarations in tax
adminstration as the new challenge of this directory.

2. Make a description of the advantages and disadvantages of online declarations —
compared to manual system.

3. Measure the performance and the reaction of the businesses to online declarations.

Hypothesis: Do the online declaration really increase the effectiveness of
administration of tax directory in Shkodra region?

Objectives of the study are

1. Measure the progress of the online service of the taxes in Shkodra.

2. Observe the density of the usage of online services, which are related to tax payments.
3. Identify the problems that are related with this service.

4. The online service helps to avoid time wastage of users;thus, face paymentsreduces

the personal contacts between the businesses and the tax administration.

Methodology

The preparation of this paperis based on the primary and secondary sources of
information. In collecting the primary source of data, i have prepared a questionnaire to study
the effectiviness of online declarations, from a businesses point of view. During the process
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of the study, i spread 150 questionnaries to businesses that operates in Shkodra region.
Hence, from the 150 questionnaries spread, i collected 130 responses during the period of
May 2013. The questionnaires was spread by email, and so it was not hard to compile from
the managers or the authorized persons that reads it.

2. Another method employed in the collection of primary data was through a personal
interview with Mrs. Lindita Canaj — ex inspector of tax directory in Shkodra region — (where
the taxes were paid manually till April 2009). Thus, this interview took place in May 2013.

3. Scondary data include data collection from books and articles, mainly from
directory office and onlinewebsites that addresses this matter of discusion.

Online services that offers the tax administration

Governments all over the world, are making efforts in ensuringa high quality
technological system of information and tax declaration — to offer improved services to
citizens of the country. Often, they execute ambitious projects to tax administration offices,
and on the other hand, offers a wider elctronic nature of services to tax payers and their
agents. Many of the theoreticians, think that electronic methods for the tax collection are very
critical for all the processes of income administration.

The tax online systems that are listed above were implemented during 2007 — 2013.
During this time, continous improvements of these systems have been made, according to the
need of the directory of tax office and the needs of business.

v Electronic declaration or (e-Filing) is the portal where all the tax payers
enters the system with its credentials (username/password), where it can take information and
then navigate to other sub systems for any other operations.

v E-Payment (Electronic payment)

This subsystem makes all the online payment of all the tax declarationspossible
through the online system of declaration of the General Tax Office. Thus, the e-payments
system allows the tax payer to accomplish electronic payments through two main options:

Direct Paymentand E-Banking.

. Direct Payment: Through this method, the tax payer chooses directly the bank he has
an account with to effect the payment, without entering the bank portal. Therefore, the tax
payer has to put the number of the account that he was given by the bank to make electronic
payments for the tax office.

. E-Banking(Electronic banking): Through this method, the tax payer, after he has
logged on with its own data in the bank’s system, he can make the online payment. For this
payment, the bank responds to the tax payer through a combination of a 4 figures message in
his phone — that has to be put in the bank’s link, to make possible the identification of the
person in order proceed with the online payment in favor of the tax office.

v Electronic book of accounts (e-Ledger)shows all the transactions that a tax payer
has realized during a period of time. It gives a clear description of all the transactions that a
tax payer has made during a fiscal period.

v mTax:This sub system is in the phase of design and development. However, all the
data that are collected to the option “My taxes” in this portal can be opened from the mobile
phone of the tax payer.

v T-CRM:Is an electronic system that is used from the General Directory tax office
employees (including: inspector for elaboration, tax inspectors, etc). This kind of system
information allows the inspectors of General Directory tax office to make inspectionsand
control the duties compiled through the portal e-filing. This system information — was
designed to meet the needs of the service department of tax directory for the tax payers.
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The General tax office, has increased the focus on electronic service offering, that
emphasizes the need that electronic payment, has to encourage the volunteer declaration and
implement the tax law more efficiently. In addition, individuals and businesses are still trying
to fit into the idea of transferring personal data which areconfidential information in an
electronic manner.

Legislation that empowers the E- declarations:

The Albanian Government has created the necessary legislation, that makesthe
subjects obligative to— the online declaration in an electronic way. According to the Decision
Of Ministers council No. 55 date 03.02.2010%® “ For the obligative declaration of tax
declarations and other tax documents thorugh electronic channels” that covers article 100 of
the constitution and article 65 of the law no. 9950 date 19.05.2008 “For tax procedures in
Albanian Republic”, changed with a proposal of the Finance Ministry, Ministers Council,
decided the obligative declaration only through electronic forms of tax declarations, which
includes the above listed payment declarations forms:

. Declarations and payments of Value Added Tax

" Declaration and payment of tax on labour forces.

. Declaration and payment of tax on profit for businesses.

" Declaration and payment of the social and health contributions.

. Declaration and payment of tax on income for small businesses.

" Payment list of the social insurance contribution, health insurance and tax on labour
income.

" Statement of new employees and to those left to work; hence, the form and contents of
the list of payments is determined by the minister of finance.

" Declaration of purchasing books and selling books.

This decision entered immediately at once, and it execution begun from the tax
declaration online submissions for the period of March, 2010%°.

Disadvantages of online declarations

. Cost of internet usage for businesses and simple taxpayers

. Needs some special education on information technology, and not everybody can
make a good job on online tax declaration.

. Incapability of the tax payer to make improvements of tax declarations after it is
closed for the first time.

. Some businesses are still not having a special file, and thisbest describes the tax
obligations.

. Overflow of electronic declarations income in general directory of tax servers —

especially on special declarations date, for example: date 14 of every month — the last date to
pay the Value Added Tax dues.

. In many cases, the tax payer — due to system problems — do not get the confirmation
message for the procedure online declaration ending.

Advantages of online declarations

. Prevents fiscal evasion

. Reduces the time in controlling the tax declarations.

. Excludes direct contacts with tax administration —thus, it wastes the time of the tax
payer.

%8 Council of ministers decision no. 55 dt. 03.02.2010 publishedin official bulletin no. 10 date 17.02.2010
*° Notice of general directory of tax with protocol no. 16384 date 20.07.2012, published at www.tatime.gov.al

84



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

. Reduces time in declaration preparation, because it is prepared from the system itself.
. No time restriction for making the tax declaration — this is very useful to tax payer
because they do not have to hurry up to meet up with the bank’s time table.

. Reduces the possible mistakesof the tax payers.

. Creates a database that is accessible at any time from the general directory — and from
the tax payers.

. No special locality is needed for the online declaration — this means that the taxpayer

must just have a mobile phone, and internet connected to it and can make the payment any
time and any place from Albania, that he resides.

. Safety in declaration — because, for example possible mistakes from the bank’s clerk
are avoided.

Albanian Impact of online declarations from 2010 to 2012
| |

WViti 2012

WViti 2011
iti mSIG

mTVsSH

WViti 2010

fel 100000 200000 300000 400000

Source: IRS - 2012

Shkodra region impact of online declarations is:

Deklarime pas

afat ligjor T Deklarime

0.3% pérpara se té
héhej e
detyrueshme
37.3%

Deklarime pasi
seubée
detyrueshme
62.5%

Source: Region directory of tax in Shkodra

Declarations have increased after the online declaration has become a due to
businesses in Shkodra region up to 62.5 %. And the declarations after the terms allowed from
the law have reduced to 0.3%.

During the first quarter of 2013:

Deklarime
joeletronike
1.3%

Deklarime
elektronike
98.7%

Source: Region directory of tax in Shkodra
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Therefore, the chart shows that 98.7 % of declarations are online and only 1.3 % are
offline. (Remember that during 2013 — online declarationhas become obligative to all
businesses)

Questionaire analysis
Do you have a computer or internet connectivity in your office?

Biznesi madh

Biznesi vogel me twsh

Biznesi wvogel

0% 20%: 40%5 60% 80% 100% 120%

W internet M Kompjuter Jane te dyija

Big businesses answers: 85% - have both internet and computers, 2 % - posses only a
computer, and 13 % - posses only internet

Small businesses with VAT — 30 % posses both internet and computers, 40 % - posses
just a computer, and 30 % - posses an internet

Small businesses — 15 % posses both internet and a computer, 60 % posses — just a
computer and 25 % - posses just internet. From th chart, it appears that small businesses have
problems with infrastructure —which makes the online process declaration harder than it is.

What is the speed of the internet connectivity you posses?

M Shumé té shpejté
Té shpejté

M Jo shumé té shpeijté por
as jo t& ngadalté

mTé ngadalté

Shumé té ngadalté

About 24% - answer that they have a fast and effective internet in their possesion, but
on the other hand, about 39 % of the people’answer shows that they posses a slow internet
connectivity— that slows down the online declaration. Hence, this process rescues to make an
annoying user.

Where do you make the electronic declarations?

Biznesi madh

Biznesi vogel me tvsh

Biznesi vogel

0% 20%% 403 60%% B0% 10035 120%

M MNga zyra M Internet kafe Shtepi M Zyra e ekonomistit
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The most part — about 85 % of big businesses make the declaration at office — because
they feel more comfortable and safer; but for the medium businesses and small businesses — 5
% and 3% make the declaration at office — these kind of businesses make it the most using an
internet coffee at home.

How does the online declaration process appear to you?

5%/1%

)

m Shume e lehté

E lehté

= As e lehté as e véshtire

M E véshfiré

Shumé e véshfiré

55 % - of the businesses asked — answered that they find it very easy to access.

Did you have any problems with the procedure of online declarations?

mPo mlo

About 70 % of the answers show that they have had at least one problem with the
system of online declaration.

When did you start the online declaration?

Biznes i madh B80% 15% 5%
Blanes fvogelme tush m =
Biznes i vogel 85%

0% 20% 40% 60% BO0% 100% 120%

m2011 w2012 =2013

Chart shows that big businesses implemented it during 2012 — about 80 % of them, 55
% of medium businesses implemented it during 2012 and about 85 % of small businesses
implemented it in 2013 — because it became obligative from the fiscal law.
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What are the reasons, you did not declare the tax online voluntary before 2013?

35%
35% 30%
30%
25%
igi L 12 10%
Y Pew B

Yo
0%

MNuk kemi Procedurae Fagjae Muk jemi Muk kam
besim te deklarimit internetite mésuar me patur
dokumentat kagéné e DPT nuk kéte informacion
i komplikuar  punonte ményré se mund té
dorézohen kryhej
ne internet

35 % - of the answers show that businesses do not believe mostly in the online
declaration. They seem to be very sceptical if they reach the time allowed by the law at the
tax office. 12 % - believe that the online declaration is complicated, 13 % - shows the fact
that the official website of this directory does not work properly. 30 % of them — show that
they are not used to this manner of declaration, and 10% - admit that they didnot have enough
information that this service is offered from the regional tax office of Shkodra.

The information taken for the online declarations:

Mga nie biznes tieter qe & kishte -
aplikuar <

rian syrs & rnmeve _ 7o

0% 10% 20% 30% 40% 50% G0% F0% B0%

70 % - shows that they have taken the information for the online declaration through
the regional tax office, 8 % - from media, 20 % from trainings, and 2 % - have taken this
information ocassionally from another business that used it.

What time did you spend to make online declarations?

M shum se 5 dieg [ g
2.5 dité [ 1740 org) | 145
I = 2 dité [9-16 oré) | 195
d4-Fori | 205
I-doré 5%
ME pak se 2 oré 4%
0 5 10 15 0 25 30
% e pérgiigieve

Therefore, most answers shows that about 25 % - use 2 -4 hours of work to make
online declarations and 20 % take 4 — 8 hours for this process.
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The way the regional directory of tax — comunicates to businesses is:

Me telefan

About 60 % - communicate though personal visits to tax office, 25 % via email, 11 %
with phone and about 4 % through internet pages.

How often do you use the official site of regional tax office?

H Disaheréné javé

Nj& heré né javé

m Njé heré né 2 javis

B Nj& heré né muaj

About 31 % - shows that they use it frequently—-meanwhile, to meet an official from
tax office is very rare and almost impossible.

How do you evaluate the official web page of Tax Directory?

50%
45%
40%
35%
30%

49%
24%
21%

25%

20%

15% 5%

P &

5% 7 7
" -

0%

Shume mire Mire Mesatare Dobet

Almost 49 % of the answers — give ok to the tax website and only 6 % give a weak
mark to it.

How do you think electronic declaration has improved this process versus manual

declarations?

Elektronike Manuale Muk ka dallim se
cilamenyre
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80 % - of the answers remarked that it is better than electronic declarations, 15 % are
for the manual declaration and about 5 % think that it doesnot make any difference at this

point of view.

Conclusion

. Electronic tax services play an important role in the simplification of the tax
administration.

. Data from general tax office and that from regional tax office show that the accessin
of electronic tax office and their usage has increased.

. Electronic declarations have many advantages but also has disadvantages.

. The arguments versus electronic declarations are related to the cost and the expertise
of the businesses show in using this system.

. In a report for Small and Medium Enterprises from “Doing Business” during 2012,m
tax administration is appreciated as a good example for Albania.

. Electronic declaration versus manual declaration has avoided many bureaucratic
procedures.

. Most of the small businesses do not have internet and make the electronic declarations
in an Internet Coffee or at home —due to the lack of proper infrastructure.

. Most of the businesses in Shkodra think that electronic declaration is too effective for
use.

. The success of this system depends on those that apply for an online declaration — and

from those who get data from these declarations.

Recommendations

. Small businesses need more training on electronic tax declarations.

. Businesses would have more access at this service if Regional directory of tax in
Shkodra - would offer for some time some optional spaces (A room, or a hall) full of
computers and good internetconnectivity, to help businesses not suffer the lack of the
necessary infrastructure.

. It is necessary that the electronic declarations system has to be appropriate with other
search engines in the internet. However, this would facilitate the process the most.

. General directory of tax has to make improvements related to the system of electronic
declarations.

. General directory of tax has to improve the program of control for the electronic
declarations.

. General directory of tax should give the businesses the possibility to make unification

for the date of books declaration — and the date of declaration of payment declarations form
and the form of Value Added Tax.

. General directory of tax has to keep specialized employees at IT department —so as to
proffer solution to any problem that arises from the system.
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Abstract

In this article we will focus on the financial freedom of Kazakhstan versus Iran,
emphasizing the proper reformation and implementation on ongoing reforms of financial and
economical activities in Kazakhstan which makes Kazakhstan to be one of the 20 largest
score improvements in the 2012 Index and an evidence for other capable Asian countries
such as Iran with seriously degraded economic dynamism as a result of it’s political
instability. Comparison analysis of the current data of Financail Freedom published by
reputed organization with the country’s current financial climate.

Keywords: Financial Freedom, Financial System, Government Control, Central Bank,
Financial Services, Economic Freedom, Policy Reforms, FDI, TSE, P/E

Introduction

For the begining we should know the simple and pure meaning of financial freedom.
Financial freedom is a measure of banking security as well as independence from government
control. State ownership of banks and other financial institutions such as insurer and capital
markets is an inefficient burden, and political favoritism has no place in a free capital market.
Financial freedom means a transparent and open financial system ensures fairness in access
to financing and promotes entrepreneurship. An open banking environment encourages
competition to provide the most efficient financial intermediation between households and
firms and between investors and entrepreneurs.

Through a process driven by supply and demand, markets provide real-time
information on prices and immediate discipline for those who have made bad decisions. This
process depends on transparency in the market and the integrity of the information being
made available. An effective regulatory system, through disclosure requirements and
independent auditing, ensures both.

Increasingly, the central role played by banks is being complemented by other
financial services that offer alternative means for raising capital or diversifying risk. As with
the banking system, the useful role for government in regulating these institutions lies in
ensuring transparency; promoting disclosure of assets, liabilities, and risks; and ensuring
integrity.

Banking and financial regulation by the state that goes beyond the assurance of
transparency and honesty in financial markets can impede efficiency, increase the costs of
financing entrepreneurial activity, and limit competition.

Crucial Role of Financial Freedom for the Prosperity of Country’s Economy
In most countries, banks provide the essential financial services that facilitate
economic growth. They lend money to start businesses, purchase homes, and secure credit for
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the purchase of durable consumer goods, and they furnish a safe place in which individuals
can store their savings. Greater direct control of banks by government is a threat to these
functions because government interference can introduce inefficiencies and outright
corruption. Heavy bank regulation reduces opportunities and restricts economic freedom;
therefore, the more a government restricts its banking sector, the lower its economic freedom
score will be.

It should be noted that virtually all countries provide some type of prudential
supervision of banks and other financial services. This supervision serves two major
purposes: ensuring the safety and soundness of the financial system and ensuring that
financial services firms meet basic fiduciary responsibilities. Ultimately, this task falls under
a government’s duty to enforce contracts and protect its citizens against fraud by requiring
financial institutions to publish their financial statements and relevant data, verified by
independent audit, so that borrowers, depositors, and other financial actors can make
informed choices.

In a free banking environment, the marketplace should be the primary source of
protection through such institutions as independent auditors and information services. Such
oversight is distinguished from burdensome or intrusive government regulation or
government ownership of banks, both of which interfere with market provision of financial
services to consumers. It is such government intervention in the market, not the market itself,
which limits economic freedom and causes a country’s grade for this factor to be worse than
it might otherwise be.

Increasingly, the central role played by banks is being complemented by other
financial services that offer alternative means for raising capital or diversifying risk. As a
result, the authors take related non-banking financial services, such as insurance and
securities, into consideration when grading this factor. As with the banking system, aside
from basic provisions to enforce contractual obligations and prevent fraud, increased
government intervention in these areas undermines economic freedom and inhibits the ability
of non-banking financial services to contribute to economic growth. If the government
intervenes in the stock market, it contravenes the choices of millions of individuals by
interfering with the pricing of capital, the most critical function of a market economy. Equity
markets measure, on a continual basis, the expected profits and losses in publicly held
companies. This measurement is essential in allocating capital resources to their highest-
valued uses and thereby satisfying consumers’ most urgent requirements. Similarly,
government ownership or intervention in the insurance sector undermines the ability of
providers to make available those services at prices based on risk and market conditions.

The below exhibit shows the financial freedom in both Kazakhstan and Iran in last

Decades:
Exhibit 1: Comparison of Financial Freedom of Kazakhstan vs Iran

1 A
: /

Il World Average B Kazakhstan B an
Source: http://www.heritage.org/index
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As you can see, the above exhibit shows in 2012, the Financial Freedom in
Kazakhstan is 50.0 although in Iran Financial Freedom is 10.0.

Please note that financial freedom is one of the main components of Eonomic
Freedom Index. Totally we have 10 Economic Freedom Components. Besides Financial
Freedom, there are several other factors as followings:

1- Property Rights - Property rights is an assessment of the ability of individuals to
accumulate private property, secured by clear laws that are fully enforced by the state.

2- Freedom from Corruption - Freedom from corruption is based on guantitative data
that assess the perception of corruption in the business environment, including levels of
governmental legal, judicial, and administrative corruption.

3- Government Spending - Government spending is defined to include all government
expenditures, including consumption and transfers. Ideally, the state will provide only true
public goods, with an absolute minimum of expenditure.

4- Fiscal Freedom - Fiscal freedom is a measure of the burden of government from the
revenue side. It includes both the tax burden in terms of the top tax rate on income (individual
and corporate separately) and the overall amount of tax revenue as a portion of gross
domestic product (GDP).

5- Business Freedom - Business freedom is the ability to create, operate, and close an
enterprise quickly and easily. Burdensome, redundant regulatory rules are the most harmful
barriers to business freedom.

6- Labor Freedom - Labor freedom is a composite measure of the ability of workers
and businesses to interact without restriction by the state.
7- Monetary Freedom - Monetary freedom combines a measure of price stability with

an assessment of price controls. Both inflation and price controls distort market activity. Price
stability without microeconomic intervention is the ideal state for the free market.

8- Trade Freedom - Trade freedom is a composite measure of the absence of tariff and
non-tariff barriers that affect imports and exports of goods and services.
9- Investment Freedom - Investment freedom is an assessment of the free flow of

capital, especially foreign capital.

In the exhibit below you can see the Freest Countries such as Hong Kong, Australia
and Singapore who reaches the Top and Cuba, Zimbabwe and North Korea who are repressed
and shows the weakest countires with regards to the Economic Freedom Index in 2012.

The total number of countries are 184 countries but because there is not available data for 5
countries including Afghanistan, Iraq, Liechtenstein, Somalia and Sudan. 179 countries were
having world rank and since the exhibit is too large we have cutback those which we did not

find them necessary as we are focusing and comparing two countries Kazakhstan and Iran.
Exhibit 2: Comparison of Economic Freedom including Financial Freedom of Kazakhstan vs Iran

Name of | Worl | Inde | *Ov Busine | Trade Fiscal Governm Moneta | Investme Propert | Freedom | Labour
Country d X erall | ss Freedo | Freedo | ent ry nt y From Freedo

Rank | year Scor | Freedo | m m Spending Freedo Freedom Rights | Corrupti m

e m m on

Hong 1 2012 | 89.9 | 98.9 90.0 93.1 91.0 85.8 90.0 90.0 84.0 86.5
Kong
Singapor | 2 2012 | 875 | 97.2 90.0 91.3 91.3 84.8 75.0 90.0 93.0 92.1
Australia | 3 2012 | 831 | 919 86.2 63.4 67.1 84.5 80.0 90.0 87.0 90.6
Poland 64 2012 | 64.2 | 614 87.1 74.4 40.3 79.1 65.0 60.0 53.0 61.3
Kazakhst | 65 2012 | 63.6 | 72.9 79.6 90.4 83.4 718 30.0 40.0 29.0 88.7
an
Cape 66 2012 | 635 | 59.0 66.9 77.3 61.8 80.5 65.0 65.0 51.0 48.5
Verde
Equatori | 170 2012 | 428 | 447 58.8 75.5 28.0 73.1 25.0 20.0 19.0 43.8
al
Guinea
Iran 171 2012 | 423 | 64.8 45.7 80.6 76.9 62.0 0.0 10.0 22.0 L5
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Congo 172 2012 | 41.1 | 38.7 63.0 72.5 76.1 51.2 20.0 10.0 20.0 39.0
Cuba 177 2012 | 28.3 | 10.0 62.7 61.5 0.0 71.3 0.0 10.0 37.0 20.0
Zimbab 178 2012 | 26.3 | 34.9 50.4 65.2 38.7 0.0 0.0 10.0 24.0 29.6
we

North 179 2012 | 1.0 0.0 0.0 0.0 0.0 0.0 0.0 5.0 5.0 0.0
Korea

* Overall Score:

80-100 Free

70-79.9 Mostly Free

60— 69.9 Moderately Free

50-59.9 Mostly Unfree

0-49.9 Repressed

Source: Complied by Author from the Heritage Foundation, in partnership with Wall Street Journal

Ranked countries are given a score ranging from 0 to 100 on each of the 10
components of economic freedom, and these scores are then averaged (using equal weights)
to get the country’s final Index of Economic Freedom score. In addition to the scores, the
country pages include a brief introduction describing economic strengths and weaknesses and
the political and economic background influencing a country’s performance, as well as a
statistical profile giving the country’s main economic indicators. Information about a
country’s public debt is included this year for the first time. To assure consistency and
reliability for each of the 10 components on which the countries are graded, every effort has
been made to use the same data source consistently for all countries; when data are
unavailable from the primary source, secondary sources are used.

Methodology of Financial Freedom

There is always important to know that what are the related methodology applied and
how these figures are measured, thus the below mentioned are the methodology of
measurement of Financial Freedom score (0-100).

The financial freedom factor measures the relative openness of each country’s
banking and financial system. The authors score this factor by determining the extent of
government regulation of financial services; the extent of state intervention in banks and
other financial services; the difficulty of opening and operating financial services firms (for
both domestic and foreign individuals); and government influence on the allocation of credit.
The authors use this analysis to develop a description of the country’s financial climate and
assign it an overall score between 0 percent and 100 percent.

The following criteria are used in determining a country’s score for this factor:

> 100%—Negligible government influence. Independent central bank supervision and
regulation of financial institutions are limited to enforcing contractual obligations and
preventing fraud. Credit is allocated on market terms. The government does not own
financial institutions. Financial institutions may engage in all types of financial
services. Banks are free to issue competitive notes, extend credit and accept deposits,
and conduct operations in foreign currencies. Foreign financial institutions operate
freely and are treated the same as domestic institutions.

» 90%—Minimal government influence. Same as above with the following
exceptions: Independent central bank supervision and regulation of financial
institutions are minimal but may extend beyond enforcing contractual obligations and
preventing fraud.

» 80%—Nominal government influence. Same as above with the following
exceptions: Independent central bank supervision and regulation are straightforward
and transparent but extend beyond enforcing contractual obligations and preventing
fraud. Government ownership of financial institutions is a small share of overall
sector assets. Financial institutions face almost no restrictions on their ability to offer
financial services.
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» T70%—Limited government influence. Same as above with the following
exceptions: Credit allocation is slightly influenced by the government, and private
allocation of credit faces almost no restrictions. Foreign financial institutions are
subject to few restrictions.

» 60%—Significant government influence. Same as above with the following
exceptions: The central bank is not fully independent, its supervision and regulation
of financial institutions are somewhat burdensome, and its ability to enforce contracts
and prevent fraud is insufficient. The government exercises active ownership and
control of financial institutions with a significant share of overall sector assets. The
ability of financial institutions to offer financial services is subject to some
restrictions.

» 50%—Considerable government influence. Same as above with the following
exceptions: Credit allocation is significantly influenced by the government, and
private allocation of credit faces significant barriers. The ability of financial
institutions to offer financial services is subject to significant restrictions. Foreign
financial institutions are subject to some restrictions.

» 40%—Strong government influence. Same as above with the following exceptions:
The central bank is subject to government influence, its supervision and regulation of
financial institutions are heavy, and its ability to enforce contracts and prevent fraud is
weak. The government exercises active ownership and control of financial institutions
with a large minority share of overall sector assets.

> 30%—Extensive government influence. Same as above with the following
exceptions: Credit allocation is extensively influenced by the government. The
government owns or controls a majority of financial institutions or is in a dominant
position. Financial institutions are heavily restricted, and bank formation faces
significant barriers. Foreign financial institutions are subject to significant restrictions.

» 20%—Heavy government influence. Same as above with the following exceptions:
The central bank is not independent, and its supervision and regulation of financial
institutions are repressive. Foreign financial institutions are discouraged or highly
constrained.

» 10%—Near repressive. Same as above with the following exceptions: Credit
allocation is controlled by the government. Bank formation is restricted. Foreign
financial institutions are prohibited.

» 0% —Repressive. Same as above with the following exceptions: Supervision and
regulation are designed to prevent private financial institutions. Private financial
institutions are prohibited.

Sources of Methodology: Unless otherwise noted, the authors used the following
sources for data on banking and finance, in order of priority: Economist Intelligence Unit,
Country Commerce, Country Profile, and Country Report; official government publications
of each country; U.S. Department of Commerce, Country Commercial Guide; Office of the
U.S. Trade Representative, National Trade Estimate Report on Foreign Trade Barriers; and
World Bank, World Development Indicators.
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Exhibit 3: Comparison of Overall Score of Economic Freedom of Kazakhstan vs Iran

100

1995 1956 1987 1558 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2008 2010 201 2ma

I World Average I Kazakhstan || Iran
Source: http://www.heritage.org/index

According to 2012 Index, Iran’s economic freedom score is 42.3 with word rank 171
amoung 184 countries and regional rank of 16 out of 17 shows very bad down economic
situation, Its score has increased by 0.2 point from last year, with a notable decline in
business freedom offset by small improvements in five of the 10 economic freedoms. Iran is
ranked 16th out of 17 countries in the Middle East/North Africa region, and its overall score
is well below the world and regional averages.

Although Kazakhstan’s economic freedom score is 63.6, making its economy the 65th
freest in the 2012 Index. Its score is 1.5 points higher than last year, reflecting improvements
in six of the 10 freedoms including property rights, freedom from corruption, and the control
of public spending. Kazakhstan ranks 11th out of 41 countries in the Asia—Pacific region, and
its overall score is above the world and regional averages.

Please note that the country recorded Kazakhstan as one of the 20 largest score
improvements in the 2012 Index.
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Source: Complied by Author from http://index-of-economic-freedom.findthedata.org/l/1011/Kazakhstan

On one hand the Policy reforms in Kazakhstan was dynamic and helpfull, indeed.
Kazakhstan continues its positive trend of advancing economic freedom. The country has
become one of the first to return to the path of steady economic expansion since 2009, partly
because of ongoing policy reforms that have enhanced regulatory efficiency. Substantial oil
revenues enable a high degree of fiscal freedom.
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On the other hand because of lack of policy reforms in Iran and continuation of
sanctions on the Iran’s Economy, heavy state interference undermines economic freedom in
every category measured in the Index and seriously degrades economic dynamism. As a
result of rampant corruption and deficiencies in the legal framework, the rule of law remains
fragile and uneven. The government dictates most production and investment activity and
derives most of its revenue from the oil sector.

A rise in world oil prices in 2011 increased Iran's oil export revenue by roughly $28
billion over 2010, easing some of the financial impact of international sanctions. However,
expansionary fiscal and monetary policies, government mismanagement, the sanctions, and a
depreciating currency are fueling inflation, and GDP growth remains stagnant. Iran also
continues to suffer from double-digit unemployment and underemployment.
Underemployment among Iran's educated youth has convinced many to seek jobs overseas,
resulting in a significant "brain drain."

In Kazakhstan, growth progressing, strengthening the foundations of economic
freedom has become even more critical to the country’s long-term economic prospects.
Institutional shortcomings such as a weak judicial system and widespread corruption hold
down diversification and modernization.

90 80.8 80.5

80 65.3
70 55 58

60 432 45.7

40 27

Source: Complied by Author from http://index-of-economic-freedom.findthedata.org/l/1003/Iran

The Private sector never could play significant role in Iran’s Economy just because
first of all it was operated by those people who were rulling government previously and now
with the name of Private company still following the state policy. On the other hand for those
who were independent from the state, never could have a serious progress because of the state
restriction over their activities continued and continued not in a right ways.

Even according to Real Clear World, Iran has been listed amoung the countries with
the least economic and financial freedom. The private sector, largely marginalized by the
restrictive regulatory environment, is further weighed down by government inefficiency and
mismanagement. Efforts to enhance the business climate have been modest, undone on
occasion in the interest of maintaining the status quo. A recent move to cut subsidies, which
had swollen to a level equal to roughly one-third of economic output, has been implemented
erratically, causing substantial uncertainty in the affected sectors.
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Kazakhstan's Economic Freedom in 2008-
2013

B QOveall Freedom M Business Freedom Financial freedom

735 743 72.9 718
61.1 601 60 63.6 63
6.8%0 57.9 61 62.1
50 50 50 0

2008 2009 2010 2011 2012 2013

Source: Complied by Author from http://index-of-economic-freedom.findthedata.org/l/1011/Kazakhstan

Conclusion

Financial freedom of Kazakhstan is at current level of 50, although from 2008 till
2009 it was 60. However, financial freedom of Kazakhstan fom 2010 till 2013 drop to 50 and
remains stable during last 3 years, Kazakhstani financial freedom of 50 shows that the central
bank is not fully independent, its supervision and regulation of financial institutions are
somewhat burdensome, and its ability to enforce contracts and prevent fraud is insufficient.
The government exercises active ownership and control of financial institutions with a
significant share of overall sector assets. Credit allocation is significantly influenced by the
government, and private allocation of credit faces significant barriers. The ability of financial
institutions to offer financial services is subject to significant restrictions. Foreign financial
institutions are subject to some restrictions. The above mentioned info matches with the fact.
Now let’s consider Financial Freedom score of Iran.

Financial freedom index of Iran is at a current level of 10, and from 2008 till 2013
remains stable (This is a change of 0.00% from 5 years ago); which means the central bank of
Iran is not independent, and its supervision and regulation of financial institutions are
repressive. Credit allocation is controlled by the government. Bank formation is restricted.
Foreign financial institutions are prohibited. But we are disagree with the current rate of
Financial freedom index of Iran (10) because in reality foreign financial institutions are not
completely prohibited in Iran, since 2001 the Iranian Government has moved toward
liberalising the banking sector, although progress has been slow. In 1994 Bank Markazi (the
central bank) authorised the creation of private credit institutions, and in 1998 authorised
foreign banks (many of whom had already established representative offices in Tehran) to
offer full banking services in Iran's free-trade zones.

According to CBI, 5 offices of foreign banks (German, Iraqi, Bahrani and British
Banks) as of May 2012 operate in Tehran and Kish free trade zone.

They are as follows:
1- Commercial Bank of Iran and Europe - eihbank (Europaisch-Iranische Handelsbank
AG)
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2- Islamic Regional Cooperation Bank — (a.k.a. BANK-E TAAWON MANTAGHEEY -
E ESLAMI; ak.a. REGIONAL COOPERATION OF THE ISLAMIC BANK FOR
DEVELOPMENT & INVESTMENT) 2 branches in Tehran city and Kish Island
3- Bank Al-Mustagbal (Future) - Futurebank
4- Standardchartered Bank

Besides the above mentioned 4 banks, there is also common bank of Iran and
Venezuela which is another evidence of existence of foreign branches and participation of
foreign financial institutions with direct participation of Iranian Government.

Iran's Economic Freedom in 2008-2013

B Oveall Freedom  MBusiness Freedom Financial freedom

il

2009 2010 2011 2012 2013

Source: Complied by Author from http://index-of-economic-freedom.findthedata.org/l/1003/Iran

Article 44 (fifth clause) of the Iranian Constitution Law had heretofore placed banking
activities exclusively in the hands of government. In tandem with the Law on Usury Free
Banking Operations, these two measures effectively blocked foreign banking operations from
conducting business in mainland Iran. In 2009 the Constitution was to be amended to allow
foreign banks to operate normally in mainland Iran.

"The main provisions of the establishment of foreign banks in Iran via a joint
investment by natural or legal persons and through an approval by the Iranian money and
credit council, have been approved,” Spokesman for the Majlis' economic committee
Mohammad-Reza Khabbaz told IRNA. He added that the setup of foreign banks in Iran
would be allowed in different forms of commercial companies.

Shares of the banking sector witnessed an average growth of 11.8% in July 2013,
continuing its previous positive trend. Analysts believe that there are two main reasons that
contributed to this growth. Firstly, there is the market’s general optimism towards the
improvement of conditions in the banking sector with the coming of the new government.
The second factor is related to the foreign currency balance of the banks relating to their
banking activities with international currencies. The market expects the banks with a positive
foreign currency balance to adjust their profits favorably since the official reference rate of
the dollar was increased by about a factor of 2 in the second half of July 2013. Unofficial
reports suggest that two banks, Mellat and Tejarat, are in a better position than the others.
The Central Bank is however unlikely to authorize this adjustment, especially in the case of
semi-governmental banks. In addition, a portion of the banks’ positive adjustments come
from customers holding dollar denominated loans, debt holders who have made a loss as a
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direct result of the appreciation of the official rate of foreign currencies. In their three months
corporate earnings reports, the banks averagely covered 23% of their annual projected
budget.

In 2009, Iran had the world's largest Islamic banking sector valued at 235.5 billion US
dollars. Banking is one of the most profitable sectors of economy in Iran, indeed.

According to IMF Country Report No. 11/242 dated August 2011, Iran’s financial
system, the largest Islamic financial system in the world, has undergone major
transformations. A significant deepening of bank intermediation occurred in the past decade,
spurred by the licensing of private banks. Private bank assets have become the largest in the
system following the privatization of large public commercial banks in 2008-2009. Iran’s
equity markets have become viable channels of finance for the real economy. The seven
largest private banks are listed on the stock exchange and count among the most actively
traded stocks. The performance of banking stocks is underpinned by the public’s perception
that banks are blue chip companies that pay reliable dividends and benefit from implicit
government backing.

According to the electronic newsletter, Iran Investment Monthly, dated July 2013 -
Volume 7, No 82; Foreign Direct investment (FDI) in Iran grew by 17.35% in 2012, reaching
a historic high of almost USD 5 billion. The FDI volume worldwide decreased to USD 1.35
trillion in 2012, falling by around 18%. FDI flows in Iran’s regional group—South Asia—
along with neighbouring West Asia and Central Asia also fell by 24, 4, and 6 percentage
points respectively. Accordingly, Iran ranked 35th in FDI (inflows) in the world in 2012 up
from its position of 49th in 2011, placing the nation behind neighbouring countries such as
India, Kazakhstan, Turkey, Saudi Arabia, and the UAE but above the likes of Lebanon,
Turkmenistan, Egypt, Irag, Azerbaijan, Uzbekistan, Bangladesh, and Pakistan. 76.46% of
Iran’s incoming FDI (USD 3.5 billion) were directed toward the extractive mining, quarrying
and petroleum sectors (including the oil, gas, and mining industries).

Following the victory of moderate Hassan Rowhani as Iran’s next president, the
month of June ended up being an exceptionally good month for the Tehran Stock Exchange
(TSE), with a 14% leap in the TSE’s main index. The 2013 year to date performance of the
TSE stood at 35% at the end of June, representing a higher return compared to other parallel
investment classes such as gold, real estate, and foreign currencies.

Meanwhile, the weighted average price to earnings ratio (P/E) of the market increased
from 5.8 in the previous month to 6.6 in June, almost 1 above the market’s 10-year average
P/E of 5.8.

This is obvious that becuase of political conflicts between two countries of the United
States and Iran for more than 3 decates and recently because of Iran’s nuclear program, the
United States is attempting to isolate Iran from the international financial and commercial
system in an effort to promote policy change in Iran. But in our opinion the mass media
having some unfair practices against Iran and its Financial and Economical potential anyway.

Based on the above mentioned study and analysis, the Financial Freedom Score of
Iran should be 30 instead of 10. Having the current score (10) lower than the fact (30) is
another part of the story and must be revised, that’s why we strongly advise the respectable
Heritage Organization and other related organizations to review the Financial Freedom Index
of Iran again and upgrade the score honestly and fairly. Undoubtedly, we will be witness of a
considerable increase of Financial Freedom Score of Iran in near future.
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Abstract

Decentralization of public finance in Poland was an important element of changes in
the political system of the country. As a result, some tasks of the state were transferred to the
local government level. The Public Finance Act of 2009 introduced new public management
methods, such as the performance-based budget and the long-term financial forecast, to the
local government finance management. The purpose of this paper was to analyse the budget
expenses on cultural tasks incurred by local government units in Poland in the years 2003-
2010 and the impact of the attempted application of the performance budgeting method to
local government expenses relating to this field of economy.

Keywords: Public finance, culture, local government, performance-based budget

Introduction

Decentralization of public finance in Poland was an important element of changes in
the political system of the country. As a result, some tasks of the state were transferred to the
local government level. These tasks covered, among others, the field of culture, and were
defined as the own tasks of local government units. This in turn forced the local government
units to finance these tasks from their own funds. The Public Finance Act of 2009 introduced
new public management methods, such as the performance-based budget and the long-term
financial forecast, to the local government finance management.

The purpose of this paper was to analyse the budget expenses on cultural tasks
incurred by local government units in Poland in the years 2003-2010 and the impact of the
attempted application of the performance budgeting method to local government expenses
relating to this field of economy. This article outlines the legal frameworks of the local
government financial management in Poland and the level of application of the new public
management methods. The analysis included expenses incurred by the provinces on culture in
the years 2003-2010, taking into account the types of the cultural institutions. Using a model
based on the power function, the author falsified a hypothesis, according to which the broadly
understood culture might be regarded as a basic, indirect, higher or luxury good, depending
on the value of the coefficient of elasticity of the expenses on culture incurred by local
government units in relation to the gross regional product.

Legal fundamentals of the functioning of local government budgets in Poland
Development of the Polish local government and of the fundamentals of its financial
management took fourteen years. This process was initiated by the Local Government Act of
8 March 1990 and supplemented by a number of detailed acts. Since 1999 communal
[Journal of Laws 2001 No. 142, item 1592], as well as district and provincial [Journal of
Laws 2001 No. 142, item 1590] government units have been responsible for the organization
of cultural activities in Poland. They are obliged to conduct these activities within the
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framework of their own tasks. This was reflected in the legal regulations on the local
government revenue sources.

The local government revenue sources were defined in the Constitution of the
Republic of Poland and in the Local Government Revenue Act of 13 November 2003.
According to the provisions contained in these documents, revenue of local government units
in Poland is divided into their own income, general and targeted subsidies. All revenue which
is neither general or targeted subsidy is classified as the own income. The division of the
revenue sources corresponds to the division of public tasks performed by local governments.
The local government units' own tasks are financed from their own income, the own tasks
guaranteed by the state (e.g. culture) are financed from their own income and from the
general subsidies, and the targeted tasks are financed from the targeted subsidies [ T. Wrona,
2011, p 5].

The budget resolution, which includes the budget of a given unit and attachments,
constitutes a basis for the local government financial management. Budget expenses of a
particular local government unit are intended in particular for the implementation of its own
tasks, for tasks performed together with other local government units, as well as for the in-
kind or financial assistance given to other units. In addition, local government units may
receive from the budget, as a form of financial assistance, product or producer subsidies, as
well as targeted subsidies [Dz. U. /Journal of Laws/ of 2009 No. 175, item 1240].

The Public Finance Act of 27 August 2009 introduces performance-based budget
elements, which are to constitute a basis for the development of the State multi-year financial
plan. As of today, these provisions apply only to the government subsector. Local
government units, despite a lack of legal regulations, use to a certain extent the performance-
based budget, because it covers projects co-financed from the EU budget. In the case of local
government units, the performance-based budget is a result-oriented budgeting method, in
which the expenses take the form of tasks, for which one develops relevant targets and
measures. At the local government level, the performance-based budget is called the Local
Government Result Budget (LGRB). It is a budget in which the local government
management is based on information about the results obtained from expenses incurred on
particular budget tasks. This budget can also be understood as an expenditure planning
method, in which each increase has to result in a production growth or improved
performance. The budgeting process with the application of the LGRB method is based on
attempts to improve the process of meeting the social needs with the help of additional funds
won for the implementation of a particular task [T. Lubinska 2011 , pp. 180-181].

The Public Finance Act also introduces elements of the performance-based budget to
the local government level in the form of a multi-year financial forecast for local government
units, in which it is necessary to define current and material multi-year projects. It is also
necessary to determine a purpose of each project, the organizational unit responsible for the
project implementation and coordination, the period of the project implementation, together
with the total financial expenses, expenditure limits in particular years and limits of
obligations.

The provisions of the Public Finance Act do not link directly the long-term financial
forecast with the performance-based budget, because not all local government units are
eligible to implement on a full scale the solutions used in the performance-based budget. This
IS due to the diversity of the units in terms of their size and organizational structure.
However, in order to ensure the consistency of the budget with the multi-year financial
forecast, it is necessary to connect them by rendering he budget the form of tasks.

In a given local government unit, depending on the level of application of the
performance-based budget methods, one can distinguish three variants of connecting the
multi-year financial forecast with the budget:
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1) the local government budget is managed with taking into account the performance-
based budget principles

2) the local government budget is managed with the application of the performance-
based budget elements

3) the local government budget contains no elements of the performance-based
budget®.

The first variant is the simplest solution to the problem of linking the long-term
financial forecast with the budget of a particular local government unit. The unit, managing
its financial matters according to the performance-based budget principles, divides its
activities into particular tasks, thanks to which it meets the statutory requirements relating to
the inclusion of particular tasks in the long-term forecast. It is only necessary to transform
each task into parts suitable for the operating, investment or capital budget.

In the second variant, only certain tasks of a given local government unit are covered
by standardization. In most cases these tasks include investments and European projects. By
placing some activities outside the project category, the given unit becomes unable to
transform in a simple way the planned public tasks into elements of the forecast.

The last variant implies the need to transpose the traditional budget into particular
items of the forecast. The main criterion for the division of particular incomes and expenses
will be their classification by the budget and by the type of their particular components. This
means transformation of the classical budget into budgets present in the long-term financial
forecast, based on the requirements of the Public Finance Act, owing to which the financial
forecast will not be ordering particular tasks, but will only preserve its formal and legal
dimension, resulting from the requirements of the Act [T. Lubinska 2011, p 179].

Analysis of expenses incurred on culture by local government units in the years 2003-
2010

The analysis of expenses incurred on culture by local government units covers a
period from 2003 to 2010. One compared expenses of provinces in three selected years: 2003,
2006 and 2010.

Table 1 presents expenses incurred by local government units on culture and national
heritage protection, according to selected sections of the budget classification in 2003, 2006
and 2010.

Provincial budget expenses on culture and national heritage protection were growing
steadily in the analysed period. In 2003 they amounted to PLN 2629 million, in 2006 to PLN
4239 million and in 2010 to PLN 7006 million. The per-capita expenditure also grew from
PLN 68.84 in the first analysed year to PLN 183.47 in the last year. The highest amounts in
particular provinces were spent on the activities of community centers, day-care rooms and
clubs. Over PLN 715 million was spent on that goal in 2003, nearly PLN 1,107 million in
2006 and PLN 2225 million in 2010. These amounts prove importance of these cultural
institutions in the cultural policy pursued by local government units. In the analysed period
the least money was spent on musical theatres, operas and operettas .

The highest expenses on culture and national heritage protection in the years 2003-
2010 were incurred by the Mazowieckie province. In the analysed years they mounted to
PLN 374.825 million in 2003, PLN 780.899 million in 2006 and in PLN 1205.208 million in
2010. The least money on culture was spent by the Swictokrzyskie province, despite the fact
that the expenses of local government units in the analysed period were growing. The above
statistical data show that in 2003 the expenses amounted to PLN 60.744 million in 2006,

60 Ibidem, s. 288.
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grew to PLN 92.269 million in 2006 and reached the amount of PLN 209.347 million in
2010.

Taking into account the per-capita expenditure on culture, one has to note that the
difference in expenses incurred by the Mazowieckie and Swietokrzyskie provinces in the
analysed years was changing. In 2003 it amounted to PLN 25.95, in 2006 it increased to the
amount of PLN 79.22 and in 2010 it decreased to the amount of PLN 65.27.

The Slaskie province came second in terms of the total expenditure on culture in the
analysed period, whereas the Dolnoslgskie province ranked second in terms of the per-capita
expenditure.

When analyzing the expenses incurred by local government units on museums in the
years 2003-2010, one can see a considerable increase. The Mazowieckie and Matopolskie
provinces were the highest spenders. In 2003 the least money was spent by the Lubuskie
(PLN 7.014 million), Opolskie (PLN 8.414 million) and Podlaskie (PLN 9.487 million)
provinces, in 2006 - by the Swictokrzyskie (PLN 12.848 million), Lubuskie (PLN 13.099
million) and Opolskie (PLN 19.592 million) provinces. Similarly, in 2010 local governments
in the Lubuskie (PLN 29.095 million), Warminsko-Mazurskie (PLN 32.220 million) and
Podlaskie (PLN 32.420 million) provinces spent the least money, despite an over threefold

increase in these expenses compared to 2003.
Table 1 Expenses incurred by local government units on culture and national heritage protection, according to
selected sections of the budget and province classification in the years 2003 - 2010

Total ) Expenditure on particular sections in PLN million
expendi | Per-capita
ture of  expenditur _Commun Grqss
Museums as ity regional
local e of local . .
overnmen well as centres Musical Number of product in
2003 Provinces | dovern  gover protection  Librarie and theatres, inhabitants current
ment t units on Theatres P - -
. . and care ofs houses, operas and in millions |prices in
units on culture in oo day-care operettas PLN
Iture | PLN Y P -
cu PLN monuments rooms billion
n * and clubs
million
Poland 5629'08 68.84 379.085 683.579 |715.347 246.188 |167.090 38.191 843.156
Dolnoslgskie 250.383 | 86.39 37.773 53.395 61.208 24.845 26.123 2.898 65.552
eK“JaWSko'pomorSk' 126,379 61.11 17.708 31674 31412 10599 12.135  2.068 40916
Lubelskie 126.189 57.59 19.741 40.387 |40.483 6.122 4.444 2.191 34.198
Lubuskie 64.178 | 63.62 7.014 16.623 27.344 4.114 0.000 1.009 19.254
t.odzkie 194.483 74.88 32.563 42.088 |42.452 17.692 |30.358 2.597 52.977
Matopolskie 226.661 | 69.68 31.763 50.042 75.208 20.666 10.947 3.253 61.531
Mazowieckie 374.825 | 72.98 44779 107.092 183.930 70.340 |21.081 5.136 176.073
Opolskie 64.993 | 61.57 8.414 17.710 25.715 6.134 0.000 1.056 18.532
Podkarpackie 124.676 59.45 23.637 33.951 44768 |4.115 0.000 2.097 32.780
Podlaskie 71.370 | 59.22 9.487 17.779 122.690 8.277 0.000 1.205 20.210
Pomorskie 163.075 | 74.50 29.199 34.281 33.788 9.379 16.172 2.189 47.445
Slqskie 335.255 | 71.10 43.767 98.176 |85.435 |20.389 19.864 4,715 113.454
Swiqtokrzyskie 60.744 | 47.03 10.051 18.254 116.698 3.346 0.200 1.292 22.289
Ei’:rmmk"'maz“rs 85.779 | 60.03 13.100 25830 26778 6.079  0.000 1.429 24.868
Wielkopolskie 247.216 | 73.58 37.719 64.279 |58.083 23.360 21.001 3.360 77.600
ezaChOd”'OpomorSk' 112.879 | 66.55 12.370 32018 39.355 (10731 4.765 1.696 35.477
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Total Per- Expenditure on particular sections in PLN million
expendi | capita _ _ Gross
}ure of | expendit MUSEUMS Communi regional
ocal ure  of ty centres . .
. overn | local as weI_I as| . d Musical _Numper of product in
2007 Provinces 9 protection |Librarie an theatres,  inhabitants |current
me_nt governm houses, | Theatres in millions | prices in
units on | ent units zr)d care of|s day-care operas and in mi P
culture  on istoric [0OMS operettas PLN
in PLN culture in Monuments and clubs biltion
million | PLN
4239.14
Poland 1 111.17 792.788 881.607 |1106.784 614.726 |135.564 |38.126 1060.031
Dolnoslaskie 392.970 | 136.25 82.076 69.231 |106.751 56.756 |13.447 2.884 85.774
Kujawsko-pomorskie |241.458 116.85 42.352 41410 |51.647 67.137 18.742 2.066 50.217
Lubelskie 180.756 | 83.10 36.180 49.401 58.344 15.094 |5.417 2.175 40.849
Lubuskie 104.258 | 103.39 13.039 21.326 44.627 5578 |2.326 1.008 24.942
Lodzkie 228.450 | 88.84 46.144 46.797 |57.522 46.141 8.171 2.572 65.628
Matopolskie 378.994 | 115.98 84.102 68.003 |95.832 59.303 13.074 3.268 78.789
Mazowieckie 780.899 151.20 |173.979 156.456 134.896 164.535 2.540 5.165 229.212
Opolskie 120.230 | 115.12 19.592 24,032 42548 10.654 |9.902 1.044 23.338
Podkarpackie 184.699 | 88.08 38.571 41.869 66.228 5.401 5.324 2.097 39.894
Podlaskie 120.129 | 100.31 15.764 22,185 37.108 |9.240 |5.857 1.198 24.427
Pomorskie 260.068 | 118.16  65.364 39.344 |50.786  28.728 18.732 2.201 60.250
Slqskie 493.897 105.60 72.041 133.667 [115.709 60.506 [16.043 4.677 137.959
Swigtokrzyskie 92.269 | 71.98 12.846 22414 32307 |4.922 |3.813 1.282 27.084
Warminsko-mazurskie | 138.459 | 97.02 20.441 31.601 |39.716 10.087 4.050 1.427 29.977
Wielkopolskie 325.711 96.52 48.029 74.585 190.456 49.882 [11.170 3.375 98.806
Zachodniopomorskie | 195.894 | 115.67  22.266 39.286 |82.306 |20.761 6.955 1.694 42.887
Total Per- Expenditure on particular sections in PLN million
expendit ' capita Communit Gross
ure of expendit Museums as y centres ' reglonal'
local ure  of well as and Musical ~ Number of product in
2010 Provinces govern  local protection Libraries houses Theatres theatres, !nhaplt_ants current -
ment governm and care of day-ca;e operas and|in millions prices in
units on | ent units |historic r0oms and operettas PLN
culture | on monuments clubs billion
in_ PIL N | culture in
Poland 5006'22 183.47 1216.886 1145.187/2224.730 691.804 1288.086 38.187 1415.362
Dolno$laskie 648.662 | 225.46 108.195 84.013 |220.329 |58.970 |64.246 2.877 116.367
:Z“Ja""s"o'pomors" 347.588 167.95 88.684 55522 102.676 32778 11262  2.070 65.029
Lubelskie 319.356 | 148.20 42.723 70.585 |113.121 |17.584 8.107 2.155 53.820
Lubuskie 243.035 | 240.46  29.095 33.113 |95.916 6.655 2.895 1.011 31.985
Lodzkie 396.122 156.05 54.791 64.624 |100.854 (86.728 14.604 2.538 86.257
Matopolskie 619.790 | 187.57 170.967 84.344 |152.262 |54.125 |18.816 3.304 104.842
Mazowieckie é205.20 230.33 220.117 206.179 |412.665 156.682 15.440 5.233 309.729
Opolskie 216.874 | 210.58 43.737 32.312 |89.257 10.777 19.813 1.030 31.271
Podkarpackie 311.265 148.03  58.251 56.232 |123.246 8.272 13.650 2.103 53.400
Podlaskie 239.453 | 201.36 32.420 31.583 |76.967 10.616 |7.723 1.189 32.559
Pomorskie 427.837 191.38 68.195 55.611 |87.453  59.784 |17.833 2.236 80.329
Slqskie 713.775 | 153.88 120.907 144,151 |175.403 62.503 46.314 4.639 184.720
Swigtokrzyskie 209.347 | 165.06  34.833 31.743 |65.579 6.791 14812 1.268 36.609
E}’:““‘“Sko'mazurs 247.691 17350 32220 40961 85785 20283 13.394  1.428 39.063
Wielkopolskie 538.386 | 157.69 71.344 100.994 176.437 66.509 [17.034 3.414 134.187
ezaChOd“'OpomorSk' 321.839 190.04  40.408 53219 146779 32747 12142  1.694 55.197

Source: own study on the basis of data from relevant statistical yearbooks of the Central Statistical Office

Expenses on library activities incurred by local government units in particular
provinces were also growing and differed significantly in the analysed period. In the years
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2003, 2006 and 2010 the Mazowieckie province (PLN 107.092 million in 2003, PLN 156.456
million in 2006 and PLN 206.179 million in 2010), the Slaskie province (PLN 98.176 in
2003, PLN 133.667 million in 2006 and PLN 144.151 million in 2010) and the
Wielkopolskie province (PLN 64.279 million in 2003, PLN 74.585 million in 2006 and PLN
100.994 million in 2010) spent the most money on this goal. In 2003 the least money was
spent by the Lubuskie (PLN 16.623 million), Opolskie (PLN 17.710 million) and Podlaskie
(PLN 17.779 million) provinces, in 2006 - by the Lubuskie (PLN 21.326 million), Podlaskie
(PLN 22.185 million) and Swietokrzyskie (PLN 22.414 million) provinces, and in 2010 by
the Podlaskie (PLN 31.583 million), Swictokrzyskie (PLN 31.743 million) and Lubuskie
(PLN 33.113 million) provinces.

The presented analysis shows that in the entire analysed period, the local government
units of the Lubuskie province responsible for the activities of libraries, spent, compared to
other local government units (despite the increased expenses) the least money.

In 2003 the highest expenses on community centres and houses, day-care rooms and
clubs were incurred by the Mazowieckie (PLN 83.930 million), Slaskie (PLN 85.435 million)
and Matopolskie (PLN 75.208 million) provinces. In 2006 these were the Mazowieckie (PLN
134.896 million), Slaskie (PLN 115.709 million) and Dolno$laskie (PLN 106.751 million)
provinces, and in 2010 - the Mazowieckie (PLN 412.665 million), Dolno$lgskie (PLN
220.329 million) and Wielkopolskie (PLN 100.994 million) provinces. The least expenses in
the analysed period were incurred in 2003 by the Swietokrzyskie (PLN 16.698 million),
Podlaskie (PLN 22.690 million) and Opolskie (PLN 25.715 million) provinces. In 2006 these
were the Swictokrzyskie (PLN 32.307 million), Podlaskiec PLN 37.108 million) and
Warminsko-Mazurskie (PLN 39.716 million) provinces, and in 2009 - again the
Swictokrzyskie (PLN 65.579 million), Warminsko-Mazurskie (PLN 85.785) and Pomorskie
(PLN 87.453 million) provinces.

In the analysed period one also saw increased expenses incurred by particular
provinces on theatre. In 2003 the highest expenses for this purpose were incurred by the
Mazowieckie (PLN 70.340 million), Dolnoslaskie (PLN 24.845 million) and Wielkopolskie
(PLN 23.360 million) provinces. In 2006 these were the Mazowieckie (PLN 164.535
million), Kujawsko-Pomorskie (PLN 67.137 million) and Slaskie (PLN 60.506 million)
provinces, and in 2010 the Mazowieckie (PLN 156.682 million), Wielkopolskie (PLN 66.509
million) and Lodzkie (PLN 86.728 million) provinces. The least expenses on theatres in the
years 2003-2010 were incurred by the Swictokrzyskie, Lubuskie and Podkarpackie provinces.

In the case of expenses incurred by particular provinces on musical theatres, operas
and operettas, the biggest growth, when comparing 2003 to 2010, was recorded in the
Lubuskie, Opolskie, Podkarpackie, Podlaskic and Warminsko-Mazurskie provinces. In the
first analysed year no expenses for this purpose were recorded for the above-mentioned
provinces. In 2010 those expenses amounted to PLN 13.650 million in the Podkarpackie
province, PLN 13.394 million in the Warminsko-Mazurskie province, PLN 9.813 million in
the Opolskie province, PLN 7.723 million in the Podlaskie province and PLN 2.895 million
in the Lubuskie province. In 2003 the highest expenses for this purpose were incurred by the
Dolno$lgskie (PLN 26.123 million), Mazowieckie (PLN 21.081 million) and Wielkopolskie
(PLN 21.001 million) provinces, in 2006 by the Pomorskie (PLN 18.732 million), Slaskie
(PLN 16.043 million) and Dolnoslaskie (PLN 13.447 million) provinces, and in 2010 by the
Dolnoslaskie (PLN 64.246 million), Slaskie (PLN 46.314 million) and Mazowieckie (PLN
18.816 million) provinces.

To examine the overall impact of the changes in the gross regional product on the
amount of expenses on culture incurred by local government units in particular provinces,
one applied a relevant power model to estimate the coefficients of elasticity, which can be
used to assess particular decisions in the field of cultural policy.
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In the case of cultural goods and services subject to the classic economic laws of
supply and demand, one can assume that both the supply of and demand for these goods is
not significantly different from the supply of/demand for other goods or services. What
affects the different definition of this function is the special role of the price, which is
assumed to be the amount of the costs incurred by the decision-makers.

By analogy to the classical theory of demand, one has assumed that, depending on the
value of the coefficient of elasticity of the expenses on culture incurred by local government
units in relation to the gross regional product, the broadly understood culture may be
regarded as a basic, indirect, higher or luxury good.

As mentioned previously, to estimate the coefficients of elasticity, one used a power
equation model. The power function, due to its properties, helps one to match the theoretical
model with the non-linear course of empirical data, and allows one to make a direct
interpretation of the parameters as coefficients of elasticity of expenses incurred by local
government units (average for the sample).

One used for this purpose spatial data covering 16 provinces for the years 2003, 2006
and 2010 (Table 1). The estimation results shown in Table 2 are satisfactory both from the
substantive and statistical points of view. In the estimated logarithmic model, the estimation
of the parameter at the variable In (GDP in current prices) is statistically significantly
different from zero, and the high value of the coefficient of determination provides a good
explanation for the development of the total expenditure on culture through the changeable
value of the gross regional product.

The obtained results indicate that in the analysed years, the values of the coefficients
of the total expenditure on culture in relation to the regional (provincial) product were less
than unity. This means that the impact of the regional product on the total expenditure on
culture was less than proportional. In any case the elasticity of the total expenditure on
culture in relation to the gross regional product in 2003, 2006, 2010 (average for the sample)
was at the level of 0.894, 0.867 and 0.726 respectively, which means that an increase in the
gross regional product by 1 % resulted in an average increase in the total expenditure on
culture by approximately 0.89 %, 0.87 % and 0.73 % respectively, and showed a downward

trend.
Table 2. Estimation of elasticity of expenses incurred by provinces on culture in relation to the value of the
gross regional product in the years 2003-2010.

Year 2003 2006 2010
Estimate (stat. t-Student)

absolute term 2.3173 2.6426 4.7683
(4.00) (4.56) (11.08)

In(GDG in current | 0.8943 0.8667 0.7255

prices) (16.50) (16.70) (18.84)

R%, coefficient of = 0.9476 0.9488 0.9593

determination

Source: own calculations

In conclusion it should be noted that the total expenditure on culture is inflexible in
relation to the gross regional product, i.e. a significant change in the amount of the regional
product results only in small changes in the total expenditure on culture, and the local
government units in their investment decisions and their cultural policies treat culture as a
basic good [D. Begg, 2003, pp. 113-114]

The results of previous analyses indicated the existence of differences in the amounts
of expenditure on various cultural activities in particular provinces. In the years 2003-2010
particular local government units also achieved different values of the gross regional product.
When analyzing these results, one can make an assumption about the uneven level of
expenses incurred by local government units on culture in general and on specific types of
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activities. So one can assume that these categories of provincial budget expenditure are
influenced by decisions related to the division of the generated gross regional product. To
characterize this situation, similarly as in the case of the total expenditure on culture, one
estimated for each province for the years 2003-2010 the coefficients of elasticity of
expenditure on particular cultural institutions in relation to the total expenditure on culture,

using for this purpose the power model (double logarithmic model).
Table 3. Impact of changes in the level of the total expenditure on culture on the expenses incurred by the
provinces on particular cultural institutions in the years 2003-2010.

Estimation of @ Statistics of the Estimation of  Statistics of the
the parameter | t-Student the parameter | t-Student
Total expenses on culture incurred by local government units
absolute terms In(GDP in current prices)
Dolnoslaskie -6.06 -3.04 1.67 9.52
Kujawsko-pomorskie -9.14 -3.81 1.97 8.91
Lubelskie -9.07 -3.88 1.99 9.08
Lubuskie -14.31 -6.66 2.56 12.09
Lodzkie -5.97 -2.57 1.66 7.96
Matopolskie -9.12 -4.22 1.94 10.18
Mazowieckie -11.48 -5.17 2.02 11.28
Opolskie -9.48 -4.61 2.09 10.30
Podkarpackie -7.38 -3.34 1.84 8.84
Podlaskie -13.19 -6.09 2.45 11.49
Pomorskie -8.37 -3.85 1.89 9.59
Slaskie -5.87 -2.29 1.60 7.42
Swigtokrzyskie -10.99 -5.43 2.20 11.14
Warminsko-mazurskie -10.09 -4.27 212 9.29
Wielkopolskie -3.49 -1.56 1.41 7.28
Zachodniopomorskie -11.85 -4.81 2.24 9.75
R® 0.9999
Expenses on museums incurred by local government units
absolute terms In(GDP in current prices)
Dolnoslaskie -4.74 -2.20 1.23 7.38
Kujawsko-pomorskie -8.95 -4.30 1.59 9.38
Lubelskie -3.32 -1.60 1.13 6.62
Lubuskie -2.81 -1.98 1.06 8.72
Lodzkie -2.24 -0.92 1.04 5.37
Matopolskie -9.11 -4.62 1.58 10.35
Mazowieckie -4.44 -2.35 1.20 8.65
Opolskie -7.23 -4.21 1.47 10.00
Podkarpackie -4.38 -2.02 1.23 6.90
Podlaskie -1.17 -0.75 0.93 6.99
Pomorskie 0.50 0.24 0.83 5.08
Slaskie -7.59 -2.75 1.43 6.81
Swigtokrzyskie -1.76 -1.11 1.00 7.28
Warminsko-mazurskie -2.79 -1.41 1.08 6.44
Wielkopolskie -1.14 -0.42 0.94 4.37
Zachodniopomorskie -4.30 -2.22 1.18 7.37
R® 0.9999
Estimation of Statistics of the Estimation of  Statistics of the
the parameter | t-Student the parameter | t-Student
Expenses on libraries incurred by local government units
absolute terms In(GDP in current prices)
Dolnoslaskie 5,08 6.65 0.47 7.97
Kujawsko-pomorskie 4,54 6.17 0.50 8.31
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Lubelskie 4,54 6.18 0.52 8.59
Lubuskie 5,19 10.31 0.42 9.69
Lodzkie 4,39 5.11 0.52 7.50
Matopolskie 4,88 6.99 0.48 8.95
Mazowieckie 4,23 6.34 0.57 11.60
Opolskie 421 6.94 0.50 9.68
Podkarpackie 4,42 5.77 0.51 8.18
Podlaskie 492 8.95 0.44 9.37
Pomorskie 3,74 5.19 0.56 9.65
Slaskie 4,72 4.83 0.53 7.20
Swigtokrzyskie 4,78 8.51 0.46 9.46
Warminsko-mazurskie 5,44 7.75 0.42 7.10
Wielkopolskie 3,83 3.95 0.59 7.69
Zachodniopomorskie 4,86 7.08 0.47 8.40
R® 0,9998

Expenses on community centres incurred by local government

units

absolute terms In(GDP in current prices)
Dolno$laskie -3,75 -2.69 1.19 11.02
Kujawsko-pomorskie -2,72 -2.02 1.11 10.05
Lubelskie -1,01 -0.75 0.99 8.91
Lubuskie 0,57 0.62 0.87 11.07
Lodzkie -2,17 -1.38 1.06 8.39
Matopolskie 3,00 2.35 0.67 6.71
Mazowieckie -6,31 -5.16 1.35 15.00
Opolskie -1,25 -1.12 1.02 10.70
Podkarpackie -2,48 -1.76 1.12 9.74
Podlaskie -0,14 -0.14 0.91 10.62
Pomorskie -0,97 -0.74 0.95 8.97
Slaskie -0,72 -0.40 0.95 6.97
Swigtokrzyskie -2,50 -2.43 1.11 12.51
Warminsko-mazurskie -2,13 -1.66 1.08 9.97
Wielkopolskie -6,05 -3.40 1.37 9.83
Zachodniopomorskie -3,14 -2.50 1.18 11.39
R® 0,9997

Estimation of | Statistics of the Estimation of  Statistics of the

the parameter | t-Student the parameter | t-Student

Expenses on theatres incurred by local government units

absolute terms In(GDP in current prices)
Dolnoslaskie -3.95 -1.28 1.13 4.75
Kujawsko-pomorskie -7.83 -2.63 1.46 6.02
Lubelskie -6.37 -2.14 1.29 5.29
Lubuskie 2.70 1.32 0.51 2.93
Lodzkie -17.96 -5.16 2.28 8.21
Matopolskie -6.13 -2.17 1.31 5.97
Mazowieckie 0.92 0.34 0.80 4.02
Opolskie 3.30 1.34 0.51 2.41
Podkarpackie 1.41 0.45 0.60 2.35
Podlaskie 5.32 2.39 0.33 *1.71
Pomorskie -15.17 -5.20 2.04 8.71
Slaskie -14.39 -3.64 1.91 6.35
Swietokrzyskie 1.74 0.77 0.58 2.97
Warminsko-mazurskie -1.43 -0.50 0.91 3.78
Wielkopolskie -11.04 -2.81 1.69 5.50
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Zachodniopomorskie -4.09 -1.47 \ 115 \ 5.03
R’ 0.9991
Expenses on musical theatres incurred by local government units
absolute terms In(GDP in current prices)

Dolnoslaskie 3.82 0.37 0.50 *0.62
Kujawsko-pomorskie 14.29 1.42 -0.41 *-0.50
Lubelskie 4.53 0.45 0.35 *0.43
Lubuskie -25.77 -3.76 2.78 4.73
Lodzkie 17.50 1.49 -0.63 *-0.67
Matopolskie 6.48 0.68 0.25 *0.34
Mazowieckie 17.26 1.90 -0.58 *-0.86
Opolskie -50.85 -6.14 4.99 7.03
Podkarpackie -70.09 -6.71 6.35 7.41
Podlaskie -43.10 -5.75 4.30 6.72
Pomorskie 6.95 0.71 0.22 *0.28
Slaskie 4.28 0.32 0.44 *0.43
Swietokrzyskie -44.06 -5.76 4.46 6.73
Warminsko-mazurskie -63.08 -6.60 5.95 7.37
Wielkopolskie 16.12 1.22 -0.50 *-0.48
Zachodniopomorskie -3.37 -0.36 1.01 *1.31
R 0.9945

* Statistically insignificant estimations different from zero at the significance level of 0.10
Source: own study on the basis of data from statistical yearbooks for the provinces, Central Statistical Office

The obtained results of the estimation of particular equations are presented in Table
6.14. The estimated coefficients of elasticity of the expenditure on particular types of cultural
institutions in the provinces in relation to the total expenditure on culture are statistically
significantly different from zero. The exceptions include expenditure on musical theatres,
operas and operettas.

The total expenses on culture incurred by local government units in relation to
expenses incurred by the budgets of particular provinces are characterized by a relatively
high (E > 1) values of the coefficients of elasticity. A comparison of the values of these
coefficients shows that in the years 2003-2010 a percentage (relative) change in the
expenditure in these provinces results in a bigger percentage change in the total expenditure
on culture in these provinces. Thus, the total expenditure on culture, as an economic good,
indicates that in the analysed period culture was a luxury good for the decision-makers. In
seven provinces a 1% increase in the expenditure on culture resulted in an over 2% (from
2.02 % to 2.56% ) increase in expenditure on cultural institutions. The highest values were
recorded for the Lubuskie (2.56 %) and Podlaskie (2.45 %) provinces, and the lowest one was
recorded for the Wielkopolskie province (1.41 %).

This dependence is slightly weaker in the case of expenditure on community centers,
day-care rooms and clubs. For those cultural institutions a 1% increase in the expenditure on
culture resulted in a proportional increase in the expenditure on these institutions.

In the case of museums, only in three provinces, the values of the estimated
coefficients of elasticity were less than unity - in the Wielkopolskie (0.94%), Podlaskie
(0.93%) and Pomorskie (0.83%) provinces. The values of the coefficients of elasticity in the
remaining provinces were more than unity, which indicates a flexible nature of the
expenditure on museums in relation to the total expenses on culture incurred by local
government units.
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Conclusion

In Poland one can observe a relatively high involvement of local government units in
the culture financing process. This results, among others, from the current law, which
considers activities of local government units in the field of culture as their own tasks, which
in turn means that these units have to use their own funds to finance such activities.

Both the total expenditure on culture and the per-capita expenditure on culture, made
from the local government budgets, were increasing steadily in the analysed period. The
richest provinces (Mazowieckie, Slaskie and Dolnoslaskie) are the leaders in this respect,
whereas the Swietokrzyskie province incurred the least expenses on culture.

The total expenditure on culture from the local government budgets in the analysed
period is inflexible in terms of the gross regional product. This means that a significant
change in the amount of the regional product results only in small changes in the total
expenditure on culture, and the local government units in their investment decisions and their
cultural policies treat culture as a basic good.

Local government units, despite a lack of legal regulations, use to a certain extent the
performance-based budget, because it covers projects co-financed from the EU budget. At the
local government level, the performance-based budget is called the Local Government Result
Budget (LGRB). The budgeting process with the application of the LGRB method is based
on attempts to improve the process of meeting the social needs with the help of additional
funds won for the implementation of particular tasks. The Public Finance Act has also
introduced the multi-year financial forecast method. Both methods resulted in increased
expenditure from the local government budgets on culture during their application.
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Abstract

This study showed how the structure of the retail industry has been transformed since
1920s in Turkey by the new retail formats. The Turkish retail industry has been developing
since 1980s. It had too many foreign operations and Turkish retailers have begun to enter
foreign countries for a long time. Turkish operations in Albania were analysed since Albania
has taken too much investments that leading to retail development and Turkey was the third-
largest foreign direct investor in Albania. The study analysed secondary data about retail
industry in Turkey and Albania. It aimed to explain the history of retail industry in Turkey
and show the situation of Albania in retail development. The study was original because of
the lack of academic research focused on Turkish retailing and Turkish investments in
Albania. Future research may be related to the measuring the incentives and obstacles of
Turkish investments in Albania with a field study.

Keywords: Retailing, Turkey, Albania, investment

Introduction

The history of Turkish retail industry has had many developments for a century.
Especially the years after 1980s were important for the development of retailing in Turkey. In
this study, the stages of Turkish retailing were shown and the characteristics of Turkish
retailing were explained. After that, the retail development in Albania and the relationships
with Albania were analyzed. In the conclusion part, strengthening the relationships between
two countries was advised.

The Period Before 1980

In the Republican Period between 1920 and 1950, modern retailing sector could not
be developed since the usage of central food distribution system and lack of relations with
foreign countries. Consumption cooperatives were established in Istanbul in 1913 as the first
attempts in order to develop modern food retailing sector. However, government was
dominant in controlling the prices of consumption goods especially after the law in 1936
which controlled the prices of consumption goods (Bocutoglu and Atasoy, 2001).

During 1950s chain-stores began to operate with the self-service concept to increase
welfare level and reduce the effects of inflation. The Encouragement of Foreign Investment
Law - No. 6224 was enacted in 1954. With this law, Migros which is the largest retailer in
Switzerland was established by Istanbul Municipality in 1954 to improve distribution
channel, decrease distribution costs, and increase competition. Migros offered the most
favourable price and quality under the control of municipality, increased the convenience of
products with the circulation of mobile sales trucks, and offered the modern retail elements
such as first hygienic packaging, first label, and shelf life application (Erdogan, 2003).
Migros opened its first store in 1957 in Istanbul.
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After the establishment of Migros, Gima was established as a national supermarket
chain and aimed to supply main food products cheaper as Migros. During these years, private
companies have not been developed yet and government was still the dominant factor in the
economy. Retail sector did not require high capital, qualified employees, and entry barriers
(Erdogan, 2003).

In 1960s, private companies such as Beymen, Vakko, Yeni Karamirsel, and 1GS
began to rise in the retail sector whereas the biggest retail companies were just consumption
cooperatives which developed self-service retailing concept in these years (Bocutoglu and
Atasoy, 2001). These activities that contribute to the development of retailing sector initiate
the establishment of multi-storey stores and chain stores (Savasci, 2002).

Tansas which was established in 1973 with the goal of providing cheaper meat and
coal opened its first store in 1976 in Izmir and improved the supermarket technology in the
retail industry. The numbers of food retailers have begun to rise in the industry. Food
retailing aims to satisfy consumer needs by offering food and non-food products, and also
customer services (Ozkan and Akpinar, 2003). Within the scope of these developments at the
end of 70s, there were two main alterations in the sector: food retailers started to offer non-
food products such as detergent and oil besides the food products, and traditional mom-and-
pop store retailers began to specialize on one product line especially food products instead of
specializing on perfumery products, stationery products, and drugs (Erdogan, 2003). The
draft law on encouragement of large scale retailers in 1973 was suggested to improve retail
industry however; it has failed (Tek and Ozgul, 2005).

The Period after 1980: Privatization and Internationalization

Until 1980s import-substituting policies have been followed in Turkish economy. In
the year 1980, these policies were left and the policies related to open to foreign countries
with export-led began to be followed. Export activities were encouraged by applications such
as subsidies and tax refund, and domestic commodity markets were opened to the
world markets. In 1989, with the removal of all the arrangements concerning international
capital movements, the convertibility of the national currency was ensured and the economy
was opened to foreign countries completely (Kose and Oncu, 2000). Government policies
oriented towards deregulation in retailing as well as in the economy generally. Privatisation
was one of the major policies of government to liberalise the economy. Migros was privatised
in 1975 by Koc Holding, and also Gima was privatised soon after government announced its
privatisation plans. To encourage foreign and big domestic investments, the government gave
incentives to the retailers. The establishment of shopping centres and large stores, also called
big box retailers, were supported through investment incentives starting in 1985 (Ozcan,
2001). The first shopping centre called Galeria was opened in Istanbul in 1988. The retail
industry has gone through major changes since the late 80s.

Coskun (2001) claimed that Turkey's stance on foreign investment has become
increasingly open and aggressive since the major economic policy shift from import-
substituting towards export-led development in 1980. International investors have been
taking an increasingly part in the Turkish economy. Reshaped foreign investment regime
makes it possible that all fields open to the Turkish private sector are open to foreign
investment without any limitation. Consequently, total foreign investment reached from $97
million in 1980 to over $8.6 billion in 1998. Foreign investments have been still going on to
increase and new laws have been developed. The Encouragement of Foreign Investment Law
- No. 6224 in 1954 was enhanced, updated, and turned into the Foreign Direct Investment
Law - No. 4875 in 2003 (Ozbilgic, 2012).

Turkish retail structure was fragmented and non-integrated until 1990s; small-scale,
capital-weak, independent, and family owned retailers were dominating the retail trade
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(Kumcu and Kumcu, 1987; Samli, 1964, 1970; Kaynak, 1982, 1986; Tokatli and Boyaci,
1998). The years 1990s were the beginning of retail era for Turkey, 2000s were the years of
modern retailing and internationalisation movements (Tek and Ozgul, 2005). In 1992, the
numbers of grocery stores were 124.877 whereas the numbers of supermarkets were 11.373
(Kursunluoglu, 2006). Organized food retailing was developing slowly in these years. During
90s, many retailers have started to operate in Turkey and during 2000s internationalisation
movements strengthened the industry. The Germany’s largest cash and carry store Metro
entered into Turkish market in 1990. Promodes that was founded in 1961 in France as a
supermarket opened its operations in Turkey. Another French hypermarket Carrefour began
to operate in Turkey in 1993. In 1996, it became CarrefourSA after the joint venture
association between Carrefour and Sabanci Holding. Kipa was established in Izmir with the
investments of 100 investors in 1992 and opened its first store in 1994 in Izmir. Bim that
became the number one in Q Ratio among 250 retailers according to the Deloitte (2013)
opened its first store in 1995 as a discount retailer.

Tokatli and Boyaci (1998) showed the foreign retailers in the industry: US companies
McDonalds, Kentucky Fried Chicken and Pizza Hut entered into the market in the late 1980s,
Subway and Burger King in the 1990s. French Printemps (1987) and British Marks and
Spencer (1995) were among the pioneering retailers in the department or variety store
category. In the clothing sector many retailers entered into the Turkish market for example
Italy’s Benetton (1986) and Sisley (1991), the US company Levi’s (1989), the British retailer
Mothercare (1988), and many others such as Burberry’s, Austin Reed, Stefanel, Versace,
Ermenegildo Zegna, Naf Naf, and Chanel.

It was also possible to see different retail format in these years with the increasing
capacity of foreign investments. Direct selling is a type of non-store retailing and category
killer retailers are the types of store retailing (Varinli and Oyman, 2013; Kursunluoglu,
2009). Direct selling has been improved in Turkey in 1990s; the US companies Avon and
Amway started their operations in 1993. The US company Toys R Us and the Swedish lkea
entered into the Turkish market in 1996 and 2003 respectively as category Killers.

Along with the new retailers' operations in the industry, the retail industry has
developed. Modern retailing has been improved and has replaced of traditional retailing
activities. Yilmaz and Altunisik (2003) showed that the biggest national groups started to
invest in Turkish retail sector and Turkey became a country that has been given priority for
entering by the foreign investors. The retail sector has continued to grow up as the numbers
of national and international retailers increase.

At the beginning of 2000s, Turkish economy has suffered from the financial crises
and before the end of the effects of 2000 crisis, 2001 crisis has arisen (Yeldan, 2001). It was
shown that after these crises, most sectors preferred downsizing however; organized retailing
sector especially supermarkets continued to grow. In 2005, the numbers of organized retailers
have increased but the numbers of grocery stores were still higher than the numbers of
organized retailers. The numbers of supermarkets were 968 in 2003; it increased to 1.258 in
2005 (Kursunluoglu, 2006). The profits of organized retailers began to increase thanks to
lower price, and higher sales promotions against traditional retailers such as grocery,
stationery, and perfumery stores. The competition in the retailing sector has still been in
progress not only among organized retailers but also organized and traditional retailers.

Turkey Grocery Stores and Dealers Federation (2000) showed that market shares of
hypermarkets and supermarkets in the total retail market were 10 % in 1995, 14 % in 1997
and it was estimated that it would reach 35 % in 2004. Consumers preferred purchasing from
organized retailers instead of grocery stores due to supermarkets offered lots of products
varieties, faster service, store atmosphere elements such as exhibition and internal design,
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wide shopping area, reliable image, lower price, early opening and late closing, different
customer services such as parking, café, restaurant, and playground.

Towards the end of 2000s, Turkish retail industry has evolved with domestic and
foreign investments. 2000s were the years of modernization work and internationalization. In
the year 2003, English supermarket chain Tesco acquired Kipa and moved on the operations
as Tesco Kipa. In 2005, Carrefour acquired Gima and Endi which belong to Fiba Holding.
American discount store chain Wal-Mart has thought to enter Turkish market through
acquiring Migros. Migros opened its first outside store in 1996 in Baku, Azerbaijan under the
name of Ramstore. Except these internationalization activities, mergers and acquisitions have
continued among Turkish retailers. For example, Migros acquired Tansas in 2005. Thus,
Migros became the biggest food retailer with 721 stores in Turkey.

Ozcan (2007) analysed Migros activities and according to Ozcan, Migros made a
strategic decision to expand in Russia and central Asia since it was nearly impossible to enter
the European market for an emerging Turkish retailer while European competitors such as
Tesco focused on the Eastern European market. Migros have become a symbol of modern
retailing in Russia and central Asia. In 2006, Migros had three stores in Azerbaijan, ten
shopping malls and forty-nine stores in Russia and two shopping malls and five stores in
Kazakhstan; it also had stores in Bulgaria and one store and a hypermarket in Macedonia.
Baku was selected as a first case of international expansion because of its cultural and
physically closest to Turkey. It was followed by the investments in Russia, Kazakhstan, and,
Balkans (Bulgaria and Macedonia) and these investments made Migros international retailer.
Migros entered the Russian market during the economic crisis in 1998 as Ramstore.
Ramstores were welcomed by Russian politicians and consumers at a time when Russia was
not an attractive market for large Western retailers and there were still food shortages.

Turkey Grocery Stores and Dealers Federation (2000) claimed that consumers
preferred hypermarkets and supermarkets instead of grocery stores because of they offered
low price. Kursunluoglu (2008) showed that consumers preferred hypermarkets and
supermarkets instead of grocery stores thereby some reasons except price such as being a
reliable retailer, having broad merchandise assortments, and having an impressive in-store
atmosphere.

The law drafts about protecting the competition in retail industry have been prepared
for many years. The first law was prepared in 1973 as it was mentioned below, and the
second one was prepared in 2008 to protect small sized retailers. According to the law draft,
supermarkets and hypermarkets over than 400 m2 should establish out of town, have free car
park and limited working hours. There are many laws in other countries such as Sherman
Antitrust Act of 1890, Clayton Antitrust Act of 1914, Robinson-Patman Act of 1936 in
America, Sapin Law in 1993 in France, PPG6 in 1988 in England (Lebhar, 2012; Courser,
2005; OECD, 1998; Tek, 2008; Wood et al., 2006). The urban population is higher in Turkey
than other European countries. It has been creating the potential use of both shopping centres
and traditional retailers. Yet small-scale retailing has been struggling to compete with
organized, large scale retailers and shopping centres, it seems that the competition has
continued to favour the latter (Erkip et al., 2013).

Characteristics of Turkish Retailing

Ozcan (1997) showed the five main elements that influence and form the Turkish
retailing sector. The first element was the evolution of specialization in Turkish retailing.
Within this evolution, store concept and its product line have changed from the stores that sell
everything to the stores that specialize on specific product line. The second element was the
opening domestic market to the foreign countries thanks to economic growth and liberal
politics. It has increased the capacity of foreign investments in retail sector. New
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technologies and technics were the third element that affect retail sector in a positive way,
thus retail sector has begun to be more organized and modern retailing has developed. The
fourth element was that multinational European retailers’ interests on Southern European
markets have influenced Turkish retail sector. Mergers and acquisitions have provided to
enter the advanced methods into the retail industry. The fifth element was the increasing in
disposable income and formation of new consumption models. For example, consumer
behaviours have changed and consumers have begun to develop different shopping styles
such as buying from shopping centres since shopping centres contain every need in
specialized stores under one roof.

Retailing sector has been developing for two decades in Turkey. Especially after the
year 2000, the industry became the pioneer sector of the economy since its increasing
attraction. The attraction of retail sector have been affected by some factors (Cengiz and
Ozden, 2002; Tahiroglu, 1999) such as increasing in consumption, increasing the numbers of
large sized retailers’ stores, attracting investments through deferred payment and cash selling,
being profitable investments in the long term for the investors since finding the appropriate
location for stores were limited and expensive, increasing the encouragements of foreign
investors by domestic investors about entry strategies like mergers, acquisitions, joint
ventures.

There were two main factors that European retail chains entered Turkish market. The
first one was that per capita consumption rates had reached a stable structure in Western
Europe. The second reason was about the restriction of hypermarkets’ activities for
conserving the competition in the industry. The most important countries in trans-boundary
retailing were England, France, and Germany (Erdogan, 2003).

Turkish retailing shares many of the characteristics of other Southern European
economies such as the presence of a large number of small and individually operated
companies, a modest rate of capital accumulation, and traditional food production and
distribution systems which are also typical in Greece, Portugal, and Spain (Ozcan, 2000;
Bennison, 1995; Salgueiro, 1995) and also Eastern European countries such as Hungary and
Poland where the transformation of retailing has also been recognized as incipient in 1990s
(Tokatli and Boyaci, 1998).

Table 1: The most common retail formats in Europe

Channel 1 Channel 2 Channel 3
France Hypermarket Supermarket Specialty Stores
England Superstore Supermarket Convenience Stores
Germany Discount Stores Hypermarket Specialty Stores
Italy Supermarket Hypermarket Specialty Stores
Spain Hypermarket Supermarket Specialty Stores

Source: Myers, 2003, Orel, 2010.

Myers (2003) showed the most common retail formats in Europe and they were
generally food retailers as it can be seen in Table 1. UK food retailers have not been as
ambitious as their counterparts in the non-food retail sector; they have been more concerned
with the development of the superstore format in the domestic market (Myers and Alexander,
1996). Turkish retailing also has focused on the food retailing in these years. Torlak et al.
(2005) shows that the customers of supermarkets and discount stores have different
behaviours; for example the supermarket customers perceive physical aspects and store
policy dimensions at a higher level whereas the discount store customers give more priority
to the interaction with personnel dimension.

Table 2 below shows the top ten retailers worldwide in 2011. Wal-Mart was number
one in annual revenue with $ 446,950 million and its growth share was just 6 % whereas
Costco’s revenue growth was the highest with 14.1 %.

118



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

Table 2: Top 10 Retailers Worldwide, 2011

c Retail Retail Numbers of % revenue from

ountry of : :

Rank  Name origin revenue revenue  countries foreign
(US$mil) growth in operation operations

1 Wal-Mart u.s. 446,950 6.0 % 28 28.4 %

2 Carrefour France 113,197 -9.8% 33 56.7 %

3 Tesco U.K. 101,574 5.8% 13 34.5%

4 Metro Germany 92,905 -0.8% 33 61.1 %

5 Kroger u.S. 90,374 10.0% 1 0.0%

6 Costco u.S. 88,915 14.1% 9 27.0%

7 Schwarz Germany 87,841 5.8% 26 55.8 %

8 Aldi Germany 73,375 3.7% 17 57.1%

9 Walgreen uU.S. 72,184 7.1% 2 15%

10 The Home Depot U.S. 70,395 3.5% 5 114 %

Source: Deloitte, 2013

Carrefour and Metro had the biggest share in the numbers of countries served and they
took more than half of their revenues through foreign operations. Also German retailers Aldi
and Schwarz took the biggest part of their revenues through their foreign operations however
their foreign operations were less than Carrefour and Metro.

According to Deliotte (2013); fast moving consumer good (FMCG) sector was the
leading sector in 2011. The share of retail companies by sector: 54 % FMCG (135 companies
of 250), 22 % hardlines and leisure (55 companies of 250), 15.6 % fashion (39 companies of
250), 8.4 % diversified (21 companies of 250). The retail market for FMCG consists of
various retail channels. The International Standard Industry Classification (ISIC, Revision 3)
classifies retail channels into seven categories at the 4-digit level: ISIC 5211 retail sale in
non-specialized stores, ISIC 5219 other retail sale in non-specialized stores (department
stores, etc), ISIC 5220 retail sale of food, beverages and tobacco in specialized stores, ISIC
5231 retail sale of pharmaceutical and medical goods, cosmetic and toilet articles, 1ISIC 5251
retail sale via mail order houses, ISIC 5252 retail sale via stalls and markets, and ISIC 5259
other non-store retail sale. There is no firm in categories ISIC 5251 and 5252 in Turkey
(Celen et al., 2005). Within the effects of globalization, Turkish retailing concentrate on
FMCG sector with its numerous retailers. The growth rate of FMCG in Turkey was 0.8 % in
November 2011 whereas it increased to 4.8 % in September 2013 (Retail Turkiye, 2013).

Relations with Albania

The Turkish retail industry has been developing since 1980s. It has too many foreign
operations and Turkish retailers have begun to enter foreign countries for a long time.
Turkish foreign operations in Albania were analysed since retailing sector in Albania takes
too much investments nowadays and one of the strongest investors in Albanian retail industry
is Turkey.

Albania was classified as low-medium country in terms of degree of privatization and
development of retail sector according to the information about foreign direct investment,
governmental efforts, retail sales level, number and type of retailers. Albania seemed to have
limited development in the retailing sector, and thus was rated as a low-medium country. In
the result of cluster analysis, it was classified as Low to Low-Medium (LLM) developed
country (Manrai et al, 2001). Bitzenis and Nito (2005) analyzed the obstacles and problems
encountered when doing business in Albania and showed that the most important obstacles
were unfair competition, changes in taxation procedures, lack of financial resources, and
problems related to public order.

In recent years the transitioning economy, the new class of consumers, and the change
in the food retail sector have changed consumer behaviour and consumption preferences in
Albania (Chan-Halbrendt et al., 2010). Albanian consumer behaviours and life styles have
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changed because of the economic growth, improvement in the standard of living, fast
urbanization, and trade liberalization in the country. The transition from a centrally planned
socialist economy to a market oriented economy has also given rise to a larger urban middle-
income class of consumers. The food demand from the emerging urban middle-income
consumers, combined with the gradual consolidation of the retail sector and the recent
establishment of the first supermarket chains, has strong implications for the agrifood
industry, which in the past has been almost exclusively based on price (Leonetti et al. 2009).
Increase in urban middle income consumers along with consolidation of the retail sector has
created changes in consumption preferences in Albania.

The GRDI ranks the top 30 developing countries on a 0-to-100-point scale for retail
investment based on several macroeconomic and retail-specific variables such as market
attractiveness (25%), country risk (25%), market saturation (25%), and time pressure (25%).
The countries were classified as “on the radar”-first ten countries, “to consider”- countries in
the rank 11-20, and “lower priority”- countries in the rank 21-30. Some countries from the

2013 GRDI were shown in Table 3.
Table 3: 2013 Global Retail Development Index™

Rank 2013 Country MA* CR* MS* TP* GRDI Rank 2012

1 Brazil 100 86.2 43.3 483 695 -

2 Chile 95.6 100 18.7 543 67.1 -

3 Uruguay 92 73.9 63.5 36.5 66.5 +1

4 China 62.1 67.9 34.3 100 66.1 -1

5 United Arab 95.8 94.6 3 60.8 635 +2
Emirates

6 Turkey 86.8 83.7 28.9 50.9 626 +7

7 Mongolia 17.7 37 99 96.5 625 +2

8 Georgia 36.6 63.8 83.4 619 614 -2

9 Kuwait 87.8 87.1 36.4 22.2 584 +3

10 Armenia 32.3 63.6 93.5 436 58.2 N/A

15 Sri Lanka 16.6 60.5 81.8 58.6 544 -

20 Jordan 53.1 65 65.9 19.6 509 -2

25 Botswana 38.7 82 31.8 385 47.8 -5

30 Albania 30.6 35 73.6 409 45.1 -5

* MA = Market attractiveness. 0 = low attractiveness, 100 = high attractiveness; CR = Country risk. 0 = high
risk, 100 = low risk; MS = Market saturation. O = saturated, 100 = not saturated; TP = Time pressure. 0 = no
time pressure, 100 = urgency to enter
Source: A.T. Kearney, 2013

Turkey continues to grow up and it moves seven spots in the GRDI to take 6th place.
In Turkey, retail expansion is fuelled by strong consumer demand and high levels of
disposable income. The modern retail environment is becoming more diverse in this market,
with sectors such as luxury, apparel, and consumer electronics booming and quickly
expanding outside of major cities. Albania at 30th rank remains attractive to some
international retailers, particularly from neighbouring markets, yet their potential has fallen
compared to other developing markets in the GRDI because of their small size and low levels
of consumer wealth. Although the economic situation in Greece and Italy has affected
consumer spending in Albania, government moves to liberalize the economic framework.
Belgian food retailer Delhaize has emerged as a leader in the market after its 2011 acquisition
of Delta M Group, with 19 outlets in the country. Carrefour's Marinopoulos franchise
acquired the Euromax supermarket chain to strengthen its position in Albania. The market
has plenty of room for growth. With small, independent stores dominating the landscape, the
top five grocery players represent only 2 percent of the market (A.T. Kearney, 2013).

Kaleshi and Solanki (2010) showed that the EU countries made 77% of all companies
operating in Albania, with a total number of 1,000 foreign companies. Italy and Greece are
the main investors due to the fact that these countries are bordering Albania. Moreover, these
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two countries are the main export countries of Albanian products. When taking into
consideration the numbers of foreign companies operating in Albania, 40% of foreign
companies were Italian, while 26% of them are Greek. During the years 1998-2007, Albanian
Government has signed mainly trade agreements with some countries to stimulate FDI
inflows, and one of them was Turkey. The Balkan countries made 13% of the total number of
the investing companies, and they were dominated by Turkey, which made 8% of the total
number of foreign companies operating in Albania.

Free Trade Agreement between Turkey and Albania was signed in 2006. With this
agreement, tariff and non-tariff barriers were eliminated and numerous subjects such as
sanitary and phytosanitary measures, technical barriers to trade, intellectual property, rules of
origin, internal taxation, anti-dumping and countervailing measures, safeguards, and balance
of payments measures were regulated. Trade volume between Turkey and Albania was
estimated as 354 million US$ in 2012 with a contraction of 10 % compared to 2011. In 2012,
imports from Albania were 99 million US$, whereas exports to Albania were 256 million
US$ (Ministry of Economy, 2012).

According to the foreign capital stock of Albania (Kaleshi and Solanki, 2010); the
main investor was Greece with 54 % of the total investments. The Greek investments in
Albania were spread up in the following sectors: 62 % in the telecommunication,
transportation and depot sector; 18 % in the banking sector; 7 % in the industry sector.
Turkey was the second investors 12 % of the investments. There has been a privatization of
important sectors in the Albanian economy, including land lines of telecommunication
through the company ALB Telekom, and this has made Turkey the second country. Italian
companies were the third with 11 % of the capital inflows in Albania. Two main sectors were
banking and industry sector. The fourth country was Austria with 10 % of the investment in
two main sectors as banking and insurance. Germany (3 %), USA (2%) were the other
investor countries.

According to Kaleshi and Solanki (2010), foreign enterprises have operated in
different sectors in Albania. The first sector was trade/retail shops and trade arbitrage, the
second sector was industry, mainly textiles and clothing by Italian companies, and the third
was banking sector. On the other hand, the main sector of investment is the transportation,
storage, and communication sector. This sector represents 40.5 % of the capital. The second
sector was monetary and financial intermediaries with 33 % of total capital, the third sector
was processing industry with 11 % of capital and the fourth sector was wholesale and retail
trade, automobiles, motorcycles, personal belongings and appliances with 5.9 % of total
capital.

The biggest Turkish investor in Albania is Calik Holding. It was one of the main
players of the communication sector of Albania by acquiring the largest fixed line and
internet provider (Albtelecom) and its GSM license (Eagle Mobile) in 2007. Eagle Mobile
was the first operator that offers edge and mobile TV. Mukli et al. (2012) analysed the FDI
and entry strategies of foreign mobile operators to Albania market. In this context, Vodafone
Albania and Eagle Mobile have been analysed as the biggest operators in Albania.
Albtelecom has increased its market efficiency by offering high service quality, powerful
technical infrastructure, and special campaigns. Calik Holding acquired 60 percent shares of
Banka Kombetare Tregtare (BKT), the second biggest bank of Albania. BKT which was
selected the best bank of Albania twice aimed to develop its position in Albanian economy
(Calik, 2009).

Mucaj (2013) claimed that Albania is a tax heaven and there is no custom duty for all
capital investment from investment companies. In the last 20 years, Turkey has invested
approximately US$1 billion in Albania. Turkey and Albania have over 160 bilateral
agreements in almost every area of cooperation. More than Turkey's 50 largest companies
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operate currently in the Albania. Total trade volume between two countries reached 43.840
million leke in 2012. Albania import textile products from Turkey (KobiEfor, 2013). There
are lots of Turkish brands such as Koton, Lc Waikiki, Little Big, and Collezione in Albanian
shopping centres such as QTU and City Park. Pegasus Airlines has continued its investments
in Albania as a service retailer.

Conclusion

In a conclusion, there has been lots of trade capacity between two countries especially
in retail industry. Two countries have lots of common share in economic perspective. Small
and medium sized enterprises have significant role in both economies (Keskin and Senturk,
2010). The investments in retail industry should be developed by the governments’
incentives. The future research may focus on analysing the incentives and barriers of Turkish
investments in Albania with the technics of survey.
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Abstract

SMEs play asignificant role in all economies and are key drivers of employment,
innovation and growth. SMEs have been especially hard hit by the global crisis. Due to their
size and limited resources, in particular limited financial, managerial and information
resources, they are more vulnerable to external shocks. With the economy facing the
recession, companies are closing down and others are competing through spending cuts.
Ongoing crisis has posed the significant challenge for small businesses and entrepreneurs.
They need to take various measures against the economic shock to survive. This paper
examines the possible changes in SMEs strategies that may be used to respond the unstable
economic conditions in the world economy. The major attention is drawn especially to
strategies based on the establishment of long-term relationships with stakeholders and on the
strategies related to the cooperation between SMEs in order to innovate products/services or
business processes.

Keywords: Small and medium enterprises, global crisis, adaptation, internationalisation,
cooperation

Introduction

During the last decade, the world economy experienced deep recession and severe
financial crisis. The policymakers together with managers are struggling to find ways how to
manage current accelerating changes and how to answer this difficult situation. The
behaviour of subjects has changed during the recession and has affected the economic climate
everywhere in the world. Many economic subjects are fighting to avoid going bankrupt.
Companies face the threats of declining sales and profits and are searching for new
approaches towards their business activities.

The complexity of today’s global economic environment has made it more important
than ever to recognize and encourage the qualitative as well as the quantitative aspects of
growth, integrating such concepts as social and environmental sustainability to provide a
fuller picture of what is needed and what works. (Global Competitiveness Report 2012-2013,
p. xiii)

The adaptation to new conditions is the prerequisite to survive. Not only companies
need to address these circumstances. The crisis has highlighted the lack of confidence in the
business and economic activity. Recessions are often periods of destruction in which old
technologies, products and ideas meet their end, while new ones emerge. Recession impacts
the business, poses major threats to, but also offers significant opportunities for, businesses.
In order to survive all entities need to adapt. Destructive forces may not be a source of
failure, but the inevitable pressure for necessary corrections of companies’ philosophy. Every
business in the world, regardless of size and type of business, cannot avoid the evolutionary
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process, which is bringing incremental changes as a reaction on external environmental
development.

Crisis periods are more difficult especially for small and medium enterprises. SMEs
are particularly vulnerable to external shocks, for the reason of limited resources, customers
and product lines. Their small size restrains their adaptation strategies as downsizing or
diversification of business activities. SMEs lack the resources, in particular financial and
information resources, necessary to cope easier with the negative economic conditions in the
economic environment. Nevertheless, they form the backbone of the national economy and
can be crucial factor in the recovery from the global crisis. SMEs have been considered one
of the driving forces of modern economies due to their contribution in terms of technological
upgrading, product and process innovations, employment generation, export promotion, etc.
(Annual report on SME in the EU, 2011/2012, 14).

This paper contributes to current issues about the business adaptation during recession
and links with successful performance of SMEs in the future.

Small and medium enterprises in European Union

SMEs in the European Union are the key to the success of the European further
development. SMEs account for 99,8 per cent of non-financial enterprises in 2012, which
equates to 20,7 million business (Annual report on SME in the EU, 2011/2012, p. 15). They
are significant employers, who contribute to the overall employment rate. Working
conditions in SMEs could be characterised as a very favourable environment for employees.
SMEs across the EU provided an estimated 67,4 per cent of jobs in the non-financial business
economy in 2012 (Annual report on SME in the EU, 2011/2012, p. 15). This makes SMEs
primarily responsible for wealth and economic growth in the EU. They also play a significant
role in innovation and R&D, which predetermines them to be important carriers of
innovation.

Figure 1 Number of SMEs, employment in SMEs and value added of SMEs (2005=100)
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Source: Ecorys Macro & Sector Policies: EU SMEs in 2012: at the crossroad. Annual report on small and
medium-sized enterprises in the EU, 2011/2012. Rotterdam : ECORYS Nederland BV, 2012, p. 16.

Figure 1 illustrates the position of SMEs in European economy during the crisis
period. SMEs were hit hard by the economic crisis in 2009. In 2010 the decline in the number
of SMEs was halted, but employment in SMEs continued to decline. Since 2009 there has
been a strong recovery in value added of SMEs. For 2012, an overall increase in value added
and fragile development in number of enterprises were expected, while employment in SMEs
remained unchanged.

European economy in general shows low levels of business and consumer sentiment
and increasing unemployment limiting consumption, which has all led to an insufficient GDP
growth. The crucial factors, which might boost competitiveness of the European economy,

126



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

are driven by productivity enhancements, in which innovation and new skills are important
elements. SMEs have been considered one of the driving forces of economy due to their
relative small size and close relationships with stakeholders. These enable them to react
promptly to any changes in external environment as they are vulnerable to external shocks.
SME’"s competitiveness depends on their ability to innovate and to promptly address to
changes in business environment. SME’s innovativeness not only enhances their own
competitiveness, but also through their networks with other firms, they improve
competitiveness of the entire economy.

SMEs adaptation

SMEs are conducted and managed by their owners or a manager. Their relative small
size and favourable working environment facilitate the cooperation between owner and
employees that may often lead to mutual agreement on further development of the company.
However, owners always have the responsibility regarding the strategies they adopt, although
their choice is often affected or constrained by resources and relations with other
stakeholders. The nature of SMEs makes them very vulnerable to any changes in
environment or in relations with stakeholders. They depend on trustworthiness and loyalty of
their business partners, customers, suppliers or employees. Any business and strategic
decisions may drain or deploy resources that are crucial for their future survival. There is no
guarantee, that particular strategic decision will bring required results. Success or failure of
any business activity strongly depends on the important stakeholders such as suppliers or
customers as well as small business owner. Product innovation, for example, may increase
sales and have positive effects on customers and their loyalty to small business, but there is
also a possibility that innovation may have opposite effects and will not produce the intended
outcomes. Failure of changed strategy is especially for small and medium enterprises
extremely dangerous. Limited resources, in particular financial and information resources,
give them not as many chances to adjust the strategy as to their larger counterparts. Small
size and limited resources as well as the smaller customers’ base and product lines restrict a
firm’s capacity to cope with competitive pressures that are strengthen during the crisis period.

Impacts of recession on small business may be analysed from two sets of view. These
may be termed the vulnerability and resilience view (KITCHING, 2011, p. 3). Vulnerability
is connected to the external shocks in business environment. Difficult conditions and unstable
situation affect the ability of small business to address the changes adequately and find
appropriate reaction. The lack of resources cause that there are many influences in external
environment beyond their control. Thereby, small business performance is highly volatile in
short-, medium- and also long-run. Resilience means the ability to quickly return to previous
favourable conditions. This is a positive side of their small size. Flexibility of SMEs in
adjusting resources, processes or products has made them able to survive during difficult
times. Their links with stakeholders enable them to exploit existing market opportunities or to
create new or innovative way of business processes. Recession has posed major threats to
small businesses, but their flexibility and small size are offering interesting opportunities for
them. Thereby, small businesses face to a major dilemma: to cut cost or to invest to innovate.

Two major decisions related to adaptation of small business on external shocks in
economic environment are costs cuts or product/process innovation. Cost cuts may produce
required outcome in order to maintain survival in short-run. On the other hand, investing in
order to invent new products or processes may create opportunities for long-term value
creation. Recession has compelled firms to rethink their business strategies. It is difficult to
decide whether to cut costs or the converse, to invest financial resources into innovation
processes. Reducing staff, for instance, might reduce the firm’s capacity to mobilise human
resources when necessary, or it might cause the loss of the trust of employees toward the
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employer. Likewise, the firm might have not enough human capital to undergo crucial
changes during recovery, as well as recession. Investment in the innovation processes might
drain firm’s resources and might fail to generate sufficient sales to cover costs. Studies of
small enterprises demonstrate the importance of both cost-cutting activity and revenue-
generation practices (KITCHING, 2011, p. 4). Performance of SMEs is closely linked with
the actions taken during the recession period. The particular form of adaptation is contingent
upon the circumstances and depends on the individual firm’s situation and possibilities. There
is no golden rule that will guarantee the success of the adaptation.

Internationalisation and cooperation of SMESs

Cost-cutting activities might only have just short-run effects on firm’s performance
very often. Revenue-generating practises include various actions that are generating revenue
through investment, innovation and diversification. Implementing revenue generating
approaches may require far-reaching decisions about resources and their mobilisation and the
effects of this strategic reorientation might bring intended performance in the long-run only.
Creation of cooperation among SMEs is a possible way how to save time, use synergies and
even achieve cost reduction. Cooperation, especially with foreign business partner, provides
opportunities to gain extensive experience of new environments. Firms learn how to deal with
unpredictable changes in unknown markets and how to adapt to changes. They might also
benefit from the learning effects of the cooperation with a foreign partner.

There are many possibilities, how to improve competitive position of European
SMEs. Nowadays, the global economy is characterised by the accelerating globalisation
processes that are enhancing the need for fast decisions and innovations. Generally, firm
gains its strength when it learns from competitors or in cooperation with business partners.
As already mentioned, there are two sets of adaptation strategies that might be used during
recession period. To cut the cost or to innovate products/business processes. Desired strategy
is the implementation of both options according to firm’s possibilities and capabilities. Firms
involved in the internationalisation might benefit from the learning effects of international
expansion. The cooperation with a foreign partner or the necessary adjustment of products or
strategies to foreign market environment support the ability of firm to innovate or to react to
changing circumstances in a flexible manner. Many studies have confirmed that
internationally active firms introduce product or process innovation more often than their
non-internationally active counterparts. Innovation is very often an outcome of product
development necessary to enter foreign market as well as the consequence of the firm’s
foreign market activities. Internationally active firms are forced to innovate in order to build
competitive advantage in foreign markets and development of new product/service is often a
consequence of competition from foreign enterprises on the domestic market.

Ongoing globalisation processes together with the impacts of global crisis are
highlighting the need to address changes in international environment promptly and to
recognise new opportunities that may improve firm’s competitive position. Foreign market
activities provide firms with access to knowledge, technologies and especially to experience
that are new or different in comparison with domestic information base. This allows the firm
to utilise learning effect originated in the export/internationalisation processes and decisions.
There is a link between the innovation and internationalisation at least in the sense that firms
need to innovate in order to gain and maintain competitive advantage in foreign markets.
SMEs also have to deal with foreign competitors effectively not only in foreign markets, but
they increasingly face with foreign spill over effects that may take place from foreign
competitors in the domestic market.

Internationalisation of SMEs business activities has many benefits not only for their
economic performance but it also may help to improve their market position both in national
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and foreign market. Foreign market activities may reduce market risk and help to exploit
different economic level and economic development of countries in the world.
Internationalisation supports innovation of product or processes and reduces dependence on
any particular market. Notwithstanding, many SMEs do not even plan to become
internationally active, as they are not able to overcome many barriers associated with
internationalisation. There are two main types of these barriers. Internal barriers are related to
firm’s capabilities and external barriers are related to the firm’s business environment. SMEs
have a tendency to underestimate or converse to overestimate barriers of internationalisation.
These differences in firm’s perception of foreign market barriers are connected to experience
with foreign market activities. Many SMEs give barriers higher importance than it is in
reality. Information and experience with international business activities may play a crucial
role in starting foreign markets activities. Internal barriers are related to firm’s capabilities to
operate abroad. Internal barriers result from limited financial, managerial and information
resources, and are typically smaller than in case of large firms. Internal barriers in perception
of SMEs are related to lower level of efficiency of the firms, high cost of internationalisation
or the lack of sufficiently qualified personnel. External barriers are related to the business
environment and range from lack of capital necessary for starting foreign operations, lack of
adequate information on cultural differences of foreign markets.

According to the study of European Commission on Opportunities for the
Internationalisation of European SMEs there are the three most important barriers that may
affect SME’s business activities in markets beyond the Internal Market: (EC: Opportunities
for the Internationalisation of European SME, p.48)

o payment risks,
. difficult paperwork, i.e. bureaucratic procedures,
o lack of finance.

Figure 2 provides more detailed answers of SME"s perceived barriers of
internationalisation. It shows the list of 15 main barriers perceived by SMEs that may affect
their foreign market activities or may prevent SMEs to enter these markets. The list presents
both, external and internal barriers of internationalisation. Tariffs or quotas and political risks
belong to the less important perceived barriers. The list reveals that the most important
perceived barriers are associated with financial limits, lower efficiency regarding the price or

quality of product, or insufficient knowledge of internationalisation processes.
Figure 2 Barriers perceived to be most important by internationalised EU SMEs, index of importance of barriers
for third markets

palitical risks

tariffs or quota for foreign markets
different business cultures in foreign markets

other laws and regulations in foreign markets
conformity of prod./ser. to national technical...

lack of sufficiently qualified personnel

lack of adequate public support
transport costs

lack of adequate markel information

knowledge of foreign languages

quality of firm’s products and/or services

price of firm’s products and/or services

lack of financing

difficult paperwork, bureaucratic procedures._ .

payment risks
(8] 0,5 1 1,5 2 2,5

Source: European Commission: Opportunities for the internationalisation of European SMEs, Final Report.

Brussels: Business Cooperation and Support Network Unit, 2011, p. 48

Entering foreign markets offers new opportunities and challenges for SMEs.
Regardless the constraints of international activities, operating abroad provides various
learning effects affecting firm’s ability to compete in the world market. Competitive
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advantage, which is gained from the foreign market business activity, is very unique. It is
linked to knowledge, experience of different business environment, and higher potential to
innovate. Especially nowadays, when global financial crisis has plunged most of the national
economies into a severe recession, internationalisation of business activities might be crucial
for further survival of firms. SMEs are more vulnerable to external shocks due to their size
and dependency on national market. Foreign markets provide them a chance to adapt to new
circumstances. However, the current level of SME’s internationalisation is insufficient. SMEs
involved in international activities prefer entry modes with minimal investment and lower
degree of foreign market commitment. These modes require no equity investment and thus
have a low risk, but also low rate of return and little control. Higher potential for learning
effect and related effectiveness of business operations arise from cooperation among SMEs
from different countries. Cooperation generally involves the transfer of technology,
processes, human skills or knowledge. The benefits of such cooperation are long-lasting and
hard to imitate. However, only a small percentage of European SMEs is involved in
internationalisation beyond the Internal Market.

Following data demonstrate small international commitment of European SMEs. The
two most common modes of internationalisation are exports and imports: (EC:
Internationalisation of European SMEs, p.5)

o 25% of SMEs within the EU27 export, of which about 50% also go beyond the
Internal Market (13%).
) 29% of SMEs within the EU27 import, again 50% import from countries outside the
Internal Market (14%).

In addition:

) 7% of SMEs within the EU27 are involved in technological co-operation with a
foreign partner.

o 7% are a subcontractor to a foreign partner.

. 7% have foreign subcontractors

. 2% of SMEs are active in foreign direct investment.

Figure 3 presents an overview of different types of internationalisation according to
the foreign market commitment. The highest share of SMEs is engaged in importing (30%).
About one quarter of European SMEs are engaged in exporting. The share of FDI is just
about 2% of SMEs foreign operations. Relatively sufficient is the share of technical
cooperation among firms, 8% of SMEs has already had technical cooperation with foreign

partner.
Figure 3 Percentage of European SMEs involved in international business activities, having concrete plans to
start such activities or none at all. For various modes of internationalisation
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Source: European Commision: Opportunities for the internationalisation of European SMEs, Final Report.
Brussels: Business Cooperation and Support Network Unit, 2011. p. 12
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Most of the European SMEs are active only within Europe. Emerging markets such as
Brazil, Russia, India and China are served only by 7% to 10% of exporting SMEs. Only in
transport and communication is this percentage much higher (EC: Internationalisation of
European SMEs, p.6). While the European Union countries are facing financial difficulties,
increasing unemployment and decreasing demand, emerging countries such as BRIC
countries continue to show robust growth rates. The prospects for economic recovery look
encouraging with the IMF projecting substantial economic growth by 2014, ranging from
nearly 3,8 % in Russia, 4% in Brazil to close to 6,4% in India and 8,5% in China (IMF,
World Economic Outlook Update 2013).

Emerging countries provide a range of opportunities for European SMEs. These
opportunities arise from the fact that some sectors of their economy are under-developed, but
their internal market has significant size with increasing domestic consumption. Consumer’s
power is increasing and their wealth has created promising opportunities to manufacture
consumer goods and to provide consumer services. The need to modernise and upgrade
technology base or rapidly growing consumer markets are offering opportunities for SMEs
foreign markets commitment. Fragile economic environment in Europe and weak recovery
with adverse consequences for sales, investment and financial stability have highlighted the
need for searching new markets providing better opportunities and growing potential.
Promising emerging markets according to their demographic and economic potential are
BRIC countries. However, there are many barriers related to business activities in these
markets. The most significant or crucial for SMEs refer to bureaucracy, rigid labour markets,
cultural differences or trade barriers. With such unfamiliar legal and cultural barriers,
preferred mode of entry is to establish long-term cooperation with local partner. Local
partners may provide SME with help in understanding cultural differences and may
contribute to lessening political and economic risks. Cooperation with local partners can be
attractive especially when it enables SMEs to utilise the specialised skills of local workers,
when it allows the firm to gain access to local market, or when the firm lacks the financial
resources or personnel capabilities to expand internationally. Cooperation with foreign
partner can be successful market entry strategy, particularly for SMEs with limited resources
and knowledge of these local markets.

Conclusion

Global crisis has triggered many economies into severe recession. Business climate
has changed rapidly since 2009 and European economies are still struggling to find way out
to pre-crisis growth levels. Most developed countries are experiencing just modest recovery
from crisis which is discoursing business activities of firms. European economy shows
insufficient GDP growth which has led to limited production, increasing unemployment and
lower consumption. Improvement of productivity levels that will arise from innovation and
new skills can enhance European competitiveness. SMEs have been considered one of the
driving forces of economic growth due to their important role in job creation and flexibility.
However, SMEs are more vulnerable to external shocks and to volatile development.
Unstable economic environment forces them to adapt their strategies in order to survive
current inauspicious pressures.

Small business adaptation and performance depend similarly as in case of large
companies on their owners or managers and also on other stakeholders (customers, suppliers,
competitors, government and others). Their ability to implement adaptation strategies is
constrained by limited financial, managerial and human resources. From this point of view,
the SMEs find it easier to cut the costs than to invest in order to innovate. However,
adaptation decisions are contingent upon various factors, particularly upon the type of
industry and product features. The possible actions during the recession period are related to
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adjustments in product strategies, access to capital or labour market conditions and cost
optimisation. Studies have demonstrated that both, cost cutting and revenue-generating
strategies, might have positive effects on SME’s performance. Gaining and maintaining of
competitive advantage during recession shape the future ability of the firm to adapt in post-
crisis period. There are many possibilities how to improve competitiveness of the European
SMEs. Cooperation among SMEs or cooperation with foreign partners can offer the
opportunity to learn how to cope with diversity and changes affecting international business
environment and business climate. Cooperation generally involves the transfer of technology,
processes, human skills or knowledge. The benefits of such cooperation are long-lasting and
hard to imitate.

The current economic situation in Europe has underscored the need to look for new
sources of growth. Third country markets, which have favourable conditions and prospects
for economic recovery, can provide attractive opportunity for the EU SMEs. Emerging
markets provide opportunities that range from underdeveloped sectors to significant size of
their internal markets. Notwithstanding, expansion into these markets is associated with
various barriers such as bureaucracy or cultural differences, their demographic and economic
potential provide invaluable environment, making it possible to formulate and implement
advantageous business strategy producing the desired levels of performance in the future.

To conclude, recession represents a threat and an opportunity for firms and their
ability to adapt. SMEs are especially vulnerable to external shocks such as recession and are
affected by many restraints due to their limited financial, managerial and information
resources. One possible way how to cope with the current unstable situation might be to
establish new cooperation among the SMEs or with a foreign partner. It is impossible to deal
with all the issues in such a short article, but future efforts should focus on a closer
examination of internationalisation processes of the SMEs and their impact on SMEs
performance and their ability to adapt.

This paper is part of VEGA research program Changes in consumer trends, which are
under conditional impact of the financial-economic (social) crisis, the reflection of
modifications in business marketing programs, in order to retain their competitiveness on
international markets. Registration number 1/1185/12. Chef researcher: Assoc. Prof. Otilia
Zorkociova
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Abstract

SMEs occupy an important role in most of economies. In Albania the SMEs represent
99.6% of all registered businesses, the share of the SME sector in GDP is 72.9% of GDP and
the number of employees reaches the level of 71.4% of all workers. The SMEs are considered
as a key factor for a stable economic environment to make lower the levels of the poverty in
the country, to make an equal income distribution and to increase the employment rate. The
impact of SMEs is visible in almost every field like finance, human resources management,
retail, service industry, manufacturing and the agricultural sector. SMEs often offer
specialized services/products in a more efficient manner rather than larger companies.
This paper aims to contribute in finding some determinant factors related to SMEs growth
and performance in a transition economy.
Empirical researches argues that firm growth is measured not only from traditional factors of
the firm (size and age), but also from specific factors including internal financing, future
business plan, factor productivity.
During the last five years the economic situation has been very unclear and uncertain. SMEs
have experience the most challenging crisis. The 2013 is expected to be a positive year
regarding the Small and Medium Sized Enterprises in Europe, i.e. turning point. The
economists are hopeful, and are expecting an increase in the total employment by 0.3% and
1% increase in the value added.
Considering the importance in all economies for recovery and development, SMEs growth is
a crucial issue.

Keywords: SMEs, growth, size, age

Introduction

It is well known that the private sector in Albania is mostly composed by Small &
Medium Enterprises. They are mostly concentrated in Tirana, the capital city of Albania, in
the central area and the coastal area. More than the half of these SMEs has their headquarters
and main location along the high-way Tirana-Durrés, an important axe of trade for the whole
country. Other regions are Vlora, Korga and Fier. In the northern region there exists a few
numbers of small businesses.

Policymakers and academics have recently been attracted by SMEs. Governments are
trying to promote and support SMEs because of their overall contribution to the economic
development, because of their impact on the local and regional economies.

The global nature of the policy issues, the role played by the SMEs in the national
economy are very important and have to be taken into account. The Small and Medium
Enterprises are considered as a local force in a global action. The performance of small and
medium enterprises can lead these firms to success or failure. Most of SMEs cannot survive
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the second year due to challenges in market or human resources, lack of capital or legal
conditions, or non-stabilized institutional regimes®".

Different authors state that SMEs differ from larger enterprises because they do have
different growth possibilities. They find a correlation between growth and business cycle
where large firms experience expansion during recessions/recoveries, and SMEs often seems
to grow in booms. According to Huynh & Petrunia 2010 firms that operating with growth
tends to have higher debt levels than firms that have lower growth. During the *80s SME
have acquired a special status by becoming an object for future researches. In economic terms
there are some reasons like: the entrepreneurship role, critics regarding scale economies,
needs for flexibility and innovation on production systems.

The European definition for SMEs can be found in the Commission
Recommendation®® regarding the definition of micro, small and medium-sized enterprises
and cited as below:

Micro, small & medium-sized enterprises (SMEs) with fewer than 250 employees (the
annual turnover® should now exceed 50 million EUR; the annual balance sheet should not
exceed 43 million EUR).

A small enterprise is the firm with less than 50 employees (the annual turnover and
balance sheet should not exceed 10 million EUR).

A microenterprise is the enterprise with fewer than 10 employees (the annual turnover
and annual balance sheet in total should not exceed 2 million EUR).

The Albanian definition for Small and Medium sized enterprises can be found in the
Law Nr 8957 date 17/10/2002 as the follow:

Micro® enterprises are classified those firms with fewer than 5 employees.

Small enterprises are classified those firms with an annual turnover that does not
exceed 285.000 EUR® that have 6-20 employees. The subjects that own the capital of the
enterprise should be classified under this law as small enterprises.

Medium®® enterprises are those firms with an annual turnover that does not exceed
570.000 EUR®’ that have 21-80 employees.

Some Albanian National data:

e Population: 3.162 millions
e Population density: 115.105

e GDP: 13.12 billion
e GDP growth: 0.8 %

o Inflation: 20%

e Labour force: 1.481 millions
e Unemployment rate: 13.8%

Literature review

During the early 1970s a stream of research was developed around a common
research subject: the growth of the company. But at the end of 1970s the research on SMEs
took another direction. Several authors®® do not consider it any more as a reduced model of
big sized companies, but as an enterprise to which we can find particular and specific

% Abor & Quartey (2010); Kayanula & Quartey (2000); Mensah (2004)

%2 Of the 6 May 2003 (notified under document number C(2003) 1422)

6 By annual turnover the European Commission(EC) intends incomes form sales/services without VAT and
other indirect taxes

% Including only the staff headcount criteria

% The annual turnover should not exceed 40 million Leke. (1 EUR=140.25ALL)

8 259% of the firms’ capital does not belong to an enterprise that is not small and medium

%7 The annual turnover should not exceed 80 million Leke (1 EUR=140.25ALL)

%8 Gervais 1978; Dandridge 1979; Marchesnay 1982; Hertz 1982
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features: SMEs display a different scale of organization, operation and challenges. I find this
very interesting. For this reason SMEs become progressively a research object on their own.

In the United States there are researches®® which analyze the impact of firm size and
age on firm growth with a result of a negative correlation between size-age & firm growth. In
their research Morone & Testa (2008) by analyzing 2600 firms consider that young firms
tend more to have a positive growth. Many different authors have examined the correlation of
firm’s growth and the financial structure of the firm. From the research conducted in the
Italian manufacturing industry Becchetti & Trovato 2002 argue the influence of external
finance in firm growth. Other authors’ found that SMEs growth depends on access to
finance. By analyzing Swedish data from Heshmati (2001) we find a positive relation
between indebtedness and sales growth.

From different articles we find that SMEs are more dependent to external funds (bank
loans) in contrast with large firms. Because of the lack of information, often banks do have a
higher risk when finance SMEs. Hyz (2006) states, that the importance of the SME sector in
the economies of Central and East European countries is related to the demonopolization of
economy, the social stability and creation of new jobs. But of no less importance are the
recent conclusions that address different barriers like institutional, internal organisational,
resource barriers, external market barriers, financial and social barriers’. Different kind of
barriers tends to prevent SMEs from achieving their full potential 2.

The performance of a country is closely related to the SME performance sector. SMEs
make a contribution to the regional economic development. Two authors Fisher, Reuber&
Dyke consider: labour characteristics, the sectors of activity, gender of owner and efficiency
as key factors for the small and medium enterprises’ role in a developed world.

Recently the literature was not focused on this particular role of the business
environment. There has been no systematic analysis in the effects of employment, growth and
development to SME. The SME sector in the Western Balkans demonstrated a low
performance from the SME business index"*.

In Albania the SMEs sector is considered very important and of high priority, because

it has adaptability, generates employment and future innovation’®. The innovation scale that
SMEs pursue depends if the industry is emerging or if it is a mature”. Another author Moore,
2004 states that innovation can change through different points in the product’s life cycle.
As Marchesnay (1993) points out, the research about SMEs permits to be notable *concretely,
visible on the observer eye the hidden difficult to catch and to interpret issues that are not for
the big companies’. SMEs often are presented as a productive unit where these kinds of
phenomenon are more readable.

Empirical researches argues that firm growth is measured not only from traditional
factors of the firm (size and age), but also from specific factors including internal financing,
future business plan, factor productivity. In the macro level economists analyze the influence
of GDP, inflation and income tax rate to SMEs growth in these transitions countries. They
analyze as well if SMEs growth is positively correlated to an economy with better economic
opportunities.

In 1931 Robert Gibrat formulates the Law of Proportionate Effect (the so-called
Gibrat Law) stating that firm growth is not dependent on its size.

* Evans, 1987

"0 Fazzoni et al (1988); Becchetti & Trovato (2002); Wagenvoort (2003); Carpenter et Peterson
™ Smallbone, (2003); Bartlett & Bukovic, (2001)

"2 Gruda, Servete., Milo (Lati), Lindita., (2010)

" OECD; (2007)

™ Gruda, Servete., Milo (Lati), Lindita., (2010)

> Nootebhoom,1994
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The Gibrat Law (which can be used in many mathematical models) can be cited:
S(t+ d) ij = Uij (¢ o) S(t;ij) 1)

S(t;ij)- is the size of the j-firm in the i-industry at the time t
S(t+0,1j)- is the size of the firm at the time ¢+0
Uij(t+0)- ia s random variable distributed independently of S(t;ij)

From the empirical evidence we notice that not all economists agree on Gibrat
findings.

Johnson et al (1999) Lotti et al (2003) Diaz-Hermelo & Vassolo (2007) they totally or
in part support the law of Gibrat.

While other e.g Evans (1987), Hart (2000), Davidsson et al (2002) and Yasuda
(2005), they all have argued on the negative relationship between size/age and growth. The
first economists whom have demonstrated that Gibrat law is not consequent for United States
firms are Hall (1987) & Evans (1987).

Another econometric model” regarding the firms’ growth factors and variables is
presented below:
g_rate= f {age, size, industry sector, legal form, ownership governance, location,
international activities} (2)

On their research these authors consider on their regression model these variables as
very important. The sector in which the firm operates, the age (if it is younger it is supposed
to grow faster), the size (if the firm is small tends to have better growth opportunities), if the
owner is independent or not, the legal framework are important factors to growth.

On their research”’ Christina Bannier & Sabrina Zahn had proposed another
econometric model to explain growth of the firm. In order to prevent the affection of the
econometric model by ‘heteroscedesticity’®’ they agree in using the log differences™ and the
(41ogSIZE) is considered the dependent variable measured in terms of total assets and
number of employees.

AlogSIZEit = al+ B1L.LogSIZEit + B2 LogAGEit + B3LogAGE2it
+ y1Govit + y2ERit + y3log SALES + y4PROFit
+¢lGDPt + G2L.GDPt + &it (3)

Methodology

The main data used in this paper is collected from the Albanian Institute of Statistics
(INSTAT) and World Bank Surveys.

We have used some data from the Small Business Act 2012, and the European Bank
for Reconstruction & Development (EBRD). The data presented here shows the big
importance of SMEs in the employment of Albania and shows the value added in millions of
EUR. The estimations here are based on data from Albania's National Statistical Office®.

® Kirchhoff et al (2000) ‘Empirical analysis of business growth factors using Swedish data’ page 8

" SME’s growth heterogeneity- Evidence from regional developments( 2012) page 12

® The term means "differing variance" and comes from the Greek “hetero" (‘different’) and “skedasis"
(‘dispersion’). In statistics a collection of random variables is heteroscedastic if there are sub-populations that
have different variabilities from others. Definition from www.wikipedia.org

" Coad & Holzl 2010

8 \We exempt from calculation firms in forestry, fishing & services such as education and health as well as firms
in agriculture.
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Number of enterprises Employment Value added
Alb EU Alb EU Alb EU

No Share Share No Share Share MIn € Share Share
Micro 70 637 95.8% 92.1% 117 306 46.5% 29.8% 620 30.7% 21.6%
Small 1579 2.1% 6.6% 20719 8.2% 20.4% 190 9.4% 18.9%
Medium sized 1428 1.9% 1.1% 71047 28.2% 16.8% 600 29.7% 17.9%
SMEs 73 644 99.9% 99.8% 209 072 82.9% 66.9% 1410 69.8% 58.4%
Large 58 0.1% 0.2% 43 153 17.1% 33.1% 610 30.2% 41.6%
Total 73702 100% 100% 252 225 100% 100% 2020 100% 100%

Table 1 Summary statistics for firms. Source: World Bank (2005) Authors* own calculations

From the data collected on the SBA we can calculate 99.92% of all firms in Albania
are SMEs with a number of 209.072 employees and with an added value of $ 1.410 million.

Analyzing the data from Chart 1 we can state that in Albania the number of
employees in the trade industry reaches the high levels by 35.776 persons and the
construction industry reaches the lowest level of employees( only by 3736 persons).

Number of Employees in Albania during 2011
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Conclusion

The private sector in Albania is mostly composed by Small & Medium Enterprises.
They are mostly concentrated in Tirana, the capital city of Albania, in the central area and the
coastal area. SMEs are not any more a reduced model of big sized companies, but as an
enterprise to which we can find particular and specific features: SMEs display a different
scale of organization, operation and challenges.

In Albania the SMEs sector is considered very important and of high priority, because
it has adaptability, generates employment and future innovation. From the data collected on
the SBA we can calculate 99.92% of all firms in Albania are SMEs with a number of 209.072
employees and with an added value of $ 1.410 million.

This paper tends to contribute on the debate regarding SMESs’ determinants of growth.
Growth in all the models we have analyzed is presented as a dependent variable. The age of
the firm is mostly used as in independent variable.

The analysis based on panel data analysis of a set of SMEs in a transition economy as
Albania seems to be important. Based on different econometric models presented here in this
paper, growth in SMEs can be explained by traditional firm characteristics; such age and size.

In some models the sector in which the firm operates is one of the factors influencing
growth. Leadership skills and entrepreneurial skills for good firm governance, legal
framework also can be considered determinants factors in firm growth.

138



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

The growth of the company can be measured in terms of sales, employment or assets
and economists state that is a result of exploring opportunities®.

From the empirical evidence (balance sheet analysis) we can find a negative
correlation between the size of the firm and the growth. Regarding the age of the firms as a
determinant factor in growth we have some ambiguities.

By analyzing the employment growth (as a measure for firm growth) we find the same
negative correlation between size and firm’s growth, and the same ambiguity on the age as a
growth firm’s factor.
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Abstract

The article deals with processes, their identification and the key elements of process
management, which enable the process approach in self-government. It also compares
process and functional approaches from the viewpoint of management.
We present a particular example of a municipal office, demonstrating individual types of
processes, and continuing with their analysis and a proposal of process management
implementation under particular conditions.

Keywords: Process management, process, functional approach, process approach

Introduction

Self-government represents an inseparable part of any societal system. It concerns
each citizen by means of social, political, legislative and economic tools. Self-government in
Slovakia is currently facing several key challenges, defined in most of concept documents
dealing with the public administration reform. Constant pressure on the increase in
effectiveness and professionalism also requires the application of new tools in the sphere of
management. Process management is gradually finding its place in the public sector, even
though it is originally an approach applied in entrepreneurial environment. The submitted
article is dealing with this issue in broader contexts.

Present Conditions of the Functioning of Self-Governmental Units of Municipalities in
Slovakia

Financial and economic crisis, lasting already several years, has significantly affected
the enforcement of fiscal decentralisation principles. It has confirmed the importance of
respecting certain principles, aiming at maintaining the greatest possible economic stability of
municipalities. Based on the competencies of municipalities, they can be summarised as
follows:
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Table 1 Competencies and duties of municipalities
Competence of municipalities Number Number Increase Number
30" April 2005 | 1% January | 2011/2005 | 1%  January
2011 in % 2012
Civil protection 98 93 -5.1 93
Transportation 84 171 103.6 171
Finance, asset administration 727 1,265 74.0 1,265
Culture 82 105 28.0 105
Defence 20 22 10.0 22
Fire protection 50 60 20.0 60
Business, tourism, consumer protection 104 103 -1.0 103
Agriculture 102 142 39.2 142
Regional development 6 24 300.0 24
Social affairs 151 233 54.3 233
Complaints and monitoring 65 96 47.7 96
Education 116 224 93.1 224
Public procurement 136 315 131.6 315
General internal administration 931 1,142 22.7 1,142
Health service 50 65 30.0 65
Environment 345 454 31.6 454
TOTAL 3,067 4,514 47.2 4,514

Source: own processing

The table shows an increase in the competencies which represent content and
performance in the functioning of self-governmental units of municipalities. They include
transferred as well as original competencies, i.e. the overall increase is approximately 47 % -
50 %, suggesting a half more performance.

Meanwhile, several significant changes have occurred in the competence of
municipalities, which has also reflected in financing of the related competencies, as most of
those delegated to municipalities were not financially covered, which affects the functioning
of self-governments and their successful fulfilment of tasks and duties. The changes include:

- share of municipalities in the revenues of individual income taxes from business,
which were received by municipalities, has decreased from 70.3 % to approximately 65.4 %.
This income represented a decisive self-financing source of municipalities;

- income tax increased, which resulted in a decrease in business activities;

- municipal revenue base decreased after imposing the tax from the alienation of
property in the amount of 19 %j;

- the extent of regulatory measures in the form of exemptions from local taxes has
increased,

- decision-making rights of municipalities regarding the usage of their own resources
have been restricted;

- the amount of compulsory expenses of municipalities imposed by state (e.g. in the
sphere of education, social affairs, etc.) has increased.

These changes in financing conditions cause financial problems to municipalities in
the form of decreasing self-financing ability, which further results in the increased inability to
draw from the EU funds, as municipalities have no means to pay a certain amount upon their
provision. There are further increases in obligations of municipalities resulting from loans,
while their paying off and the principals paying off have increased by 47 %. Inconsistent
collection of claims has also reduced actual means necessary for the given municipality.
Individual approach of municipalities in terms of their ability to eliminate risks of crisis
development is adopted in such cases.

All these circumstances encourage us to consider and look for reserves and new
solutions. One of the possibilities is process management, aimed at the development and
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optimisation of an organisation’s operation in order for it to respond to customer — citizen’s
requirements effectively, efficiently and at the same time economically, and to carry out tasks
imposed by state successfully.

The broader context of process management is dealt with in the following part of the
article.

Process Management — Definition and Relations

The process approach represents a new orientation, focusing on the process, which is
comprehended as a chain of activities, operations and sub-processes. Upon studying related
literature, one finds out that a significant factor upon process management development was
the process approach towards quality creation, assurance and development. “The process
approach is currently particularly present in quality management systems, where it is
understood as its inseparable part. Systematic identification and management of processes
applied in an organisation, and particularly interaction among such processes, have been
called process approach” (Zavadsky, 2004).

In order for an organisation to function effectively, it needs to identify and manage a
number of related activities. Already the process management development itself suggests
what its basis is. However, different authors comprehend it with small differences. The key
elements of process management are process orientation, horizontal management and
knowledge person philosophy. The basis of a process-managed organisation is a change in
understanding of performance of work from the performers of activities to the owners of
processes. Therefore, besides a simple process resetting, culture change should also occur
upon the formation of a process-managed organisation.

Similarly, according to Teplickad (2004), the basis of process management is process
approach based on the principle of management and mutual impact of all organisational
processes so that they fulfil defined goals. It is important that there is no process in an
organisation for which no one is responsible. Each process needs to have:

. inputs and a supplier of inputs;

. owner — an operator of transformation;

o outputs and a consumer of outputs;

o measurable output parameters (indicators) to evaluate the efficiency of a process;
o target values of output parameters.

In order to understand better all problems of process management, it is necessary to be
familiar with its basic components and principles, since their interconnection is very close.

Different instructions in the form of key principles and management principles have
been created in the sphere of process management. Even though their application is
individual for each company or organisation, the basis always remains the same.

“Process management is an integrated concept of business processes management,
and it is in contrast with functional management system. Process management is a systematic
identification, visualisation, measurement, evaluation and constant enhancement of business
processes” (Zavadsky, 2004).

The proposed definition of process management reflects its three key components (see
the picture). It means that the management of processes is carried out in the phases
incorporating its content, i.e. that the content of process management comprises
identification, measurement and enhancement of all processes. The identification and
visualisation of processes is meant to ensure the creation of basic structural framework, i.e. a
process system. The identification particularly aims at finding out logical relations and
mutual interaction of processes. The objective of measurement and evaluation of processes is
to monitor their level by means of selected or all characteristics — process attributes, and
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performance indicators related to them. Enhancement aims at achieving a change which will
increase or decrease a process level, obviously in a positive direction. (Zavadsky, 2004).

Methods based on process approach

Identification of processes

Measurement of processes

Enhancement of processes

Principles of process management

Picture 1 Basic components or process management (Zavadsky (2004))

Fiala and Ministr (2003) introduce four key principles of process management, which

help carry out the development of own business, i.e. a unique approach towards process
management. They are:
1. the specification of strategic intention and objectives, which will be thoroughly
notified downwards whole company within its organisational structure by means of the
specification of particular objectives of individual processes and decisions at the levels of
teams and partial organisational units;

2. the definition of processes and their mapping, focusing on the key processes crucial
for company’s success and survival;
3. the application of the ownership of top management process, aiming at the

enhancement of processes by means of personal responsibility, constant engagement,
continuous notification of business strategic process objectives and decision-making,
corresponding to process thinking;

4. the change of organisational structure of a company based on reductions of the
amount of communication links and bureaucracy by means of support of managerial effort,
and processes mapping.

It is an open dynamic system with activities as the key component. Similar definition
of process management was introduced by Smida (2007, p. 30), who comprehends it as
systems, procedures, methods and tools of continuous ensuring of maximum performance,
and particularly of constant enhancement of processes. They result from clearly defined
organisational strategy, and they aim at achieving specified strategic objectives.

A common feature of several definitions is constant enhancement of processes. The
course of the processes is necessary to understand as a permanently repeated cycle, which can
always be improved. This issue was dealt with by Deming, who created a cycle of the
enhancement of processes, shown in the following picture.
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Customer
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Scheme 1: Deming’s cycle (Evans, Lindsay (2005, p. 636)

Deming’s cycle comprises four phases. The first step is Plan, in which a plan of what
should be enhanced is set up. It is followed by Do phase, in which the plan is applied in
practice (Grasse, 2008, p. 79). The third phase is Study. Some authors still denote it as Check
phase, which was also incorporated into the name of Deming’s cycle (PDCA - plan-do-
check-act). This phase includes the verification of pilot study results, determination of
whether the given process efficiency has improved, and it also identifies further possibilities
which could be applied (Evans, Lindsay, 2005, p. 636 - 639). In the last phase Act, measures
meant to ensure whether enhancement or repeated achievement of results are adopted and
carried out (Grasse, 2005, p. 80). If the applied measures have not succeeded or have not led
to the specified objective, the whole cycle repeats until there is satisfaction with achieved
results.

It is necessary in this relation to characterise the process.

The term process is the key word in process management, and literature defines it
differently. The simplest way of its definition is related activities, changing inputs to outputs
for the recipients of outputs in the course of transformation.

Process
> Inputs > activity =activity =activity > Output > Recipient
Scheme 2: Scheme of the process

According to Grasse (2008, p. 7), process represents “a set of mutually related or
mutually operating activities, which add value to inputs, using sources, and change them to
outputs, which have their customers.”

The complex definition of process was introduced by Smida (2007, p. 29), who
defined process as “an organisational set of mutually related activities and/or sub-processes,
dealt with by one or several organisational units, or one organisation (company process) or
several cooperating organisations (intercompany process), consuming material, human,
financial and information inputs. Their outputs are products having a value for external or
internal customer — citizen”.
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Process is thus a set of mutually related activities, dealt with by one or several
organisational units. These activities add value to inputs and change them to outputs of
different forms. Input is a defined and financially specified value, while output has a form of
goods, product or service (Grasse, 2008, p. 7).

From the material viewpoint, output can be:

- material (lighting, operation of a house of culture, ...);
- administrative (collection of fees for litter collection, calculation of property tax,
verification of deeds, population census, ...).

A great extent of these processes led to their division as well as merging from the
viewpoint of their importance as well as purpose as follows:
- substantial (key) processes, fulfilling the reason of the existence of the given
organisation (office). They result in the given product of different form, i.e. a measurable
performance;
- management processes — created by managerial processes, they ensure the
management and development of performance in an organisation as well as the functioning of
other auxiliary processes;
- auxiliary (operating) processes, which help ensure the substantial processes.

The combination of these processes is shown in Picture 2.

Stratégia
Spatna vazba

< b iy —

Riadiace procesy Vysledok

Vystupy procesov
Inputs Hlavné procesy - SIEJOkOJ,nOSt )
. -kvalitny produkt zékaznikov/obca
Requireme [ (hodnototvorné alebo (sluzba) nov
nts of tykajtice sa - %mena v kvalite
Zivota v obci
a pod.

<ources of knowledge, competence, et>

Measurement and enhancement
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Stratégia — Strategy

Spétna vazba — Feedback

Riadiace procesy — Managing processes

Hlavné procesy (hodnototvorné alebo tykajuce sa zakaznika / obana) — Substantial processes
(value-creating or related to customer / citizen)

Vystupy procesov (kvalitny produkt / sluzba) — Outputs of processes (quality product /
service)

Vysledok: spokojnost’ zakaznikov / ob¢anov / zmena v kvalite zivota obce a pod. — Result:
satisfaction of customers / citizens / a change of the quality of life in a municipality etc.

Picture 2 Division of processes in the context of transformation process in self-government

Comparison of Process and Functional Managements

Process and functional managements represent two concepts, providing their own
views of the possibilities of functioning in an organisation. They should not be comprehended
as two opposing concepts, as the process approach follows functional management and
regulates it according to its principles.

The key element of functional approach is labour division among the functional units
of an organisation. This is reflected in organisational structure, where the given organisation
is divided into individual departments on the grounds of expertise. Thus created units carry
out partial process activities, while the whole process is complexly followed. If we want to
enhance the functioning of an organisation as a whole, we need to enhance the efficiency of
each department (Grasse, 2008, p. 40 - 41).

In functional management, one department can perceive a different department of the
same organisation as a competitor, which is reflected in negatives regarding the functioning
of the whole organisation. A problem is also the loss of time caused by following
bureaucratic rules in mutual communication. We should neither forget about information
misunderstandings occurred upon the transfer of activities among departments. However,
even a greater problem would be if departments did not exchange information at all
(Mateides, Zavadsky, 2005, p. 31).

As emphasis put on knowledge collected into functional units is characteristic of the
functional approach, it is necessary to coordinate and check them. Places with many
employees not creating any added value thus occur. Organisation is thus arranged in the form
of multilevel pyramid controlled from one centre with restricted responsibility and
competences. Moreover, employee loyalty inclines to a functional unit, not an organisation as
a whole. It results in restricted implementation of changes, as employees protect their
functional positions, and prefer their own interests to interests of the whole (Grasse, 2008, p.
40 - 41).

Zavadsky (2004, p. 21) states that functional management is predominantly oriented
on outputs. It is focused on consequences, and does not investigate reasons of the achieved
results. Tools of the evaluation of the results of organisation’s activities can include financial
economic analysis, revealing the places with low productivity or high costs. However,
adopted measures focus on individual functional levels of management, aiming at the
elimination of revealed insufficiencies.

On the contrary, process management is not only focused on the result of work but
also on the way and course of its achievement. Work is not carried out separately within
individual organisational units, but it is dealt with and it cooperates with the other units of an
organisation.
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Table 2 Basic differences between functional and process approaches to management

Functional approach

Process approach

Local orientation of employees

Global orientation by means of processes

Problem of the transformation of strategic objectives

Interconnection of strategic objectives and process

to indicators indicators.  Process approach is  thoroughly
characterised by the following: Think globally, act
locally

Orientation on external customer. Employees do not | Existence of internal and external customers.

know the meaning and interconnection of internal
customers and suppliers — minimum interoperation
with other activities

Employees know what inputs they use to carry out
activities and from whom they take them over, and
what outputs they provide to whom in order to carry
out the related activities — interoperation with other
activities

Problematic definition of responsibility for the results
of processes and the creation of value for customers

Responsibility and creation of value for customers is
specified on the grounds of processes

Communication by means of the “layers” of
organisational structure

Communication within the course of the process

Problematic attribution of costs to activities

Direct attribution of costs to activities

Decisions are influenced by the needs of activities
(functions)

Decisions are influenced by the needs of processes
and customers

Measurement of activities is isolated from the context
of other activities

Measurement of activities reflects their required
impact and performance within a process as a whole

Information is not regularly shared between activities

Information is a subject of common interest and is
standardly shared

Employees are remunerated on the grounds of their
contribution to the given activity

Employees are remunerated on the grounds of their
contribution to the efficiency of a process,
respectively an organisation as a whole

Participation of employees in problem solution is zero,
or it is only restricted to activities they carry out

Substantial problems are regularly solved by teams
established within process activities from all levels of
an organisation

Source: Grasse (2008, p. 47)

Besides the preceding key differences, there are further differences between these two

ways of management.

Table 3: Differences between functional and process managements

Functional management

Process management

Basic principle Labour division

Grouping of activities

Organisation as a

Coordination of separate elements

Synergic effect (the resulting effect

system is created from many parts)
Organisational Steep pyramid Flat, horizontal organisational
structure structure

Powers and | Only for a department, or operation of the given | For the whole process, everybody
responsibilities department equally participates in results
Relationship to | Orders, directive approach, frequent checks Coaching, management of people

subordinates

on the basis of own awareness,
indirect support

Indicators Economic analysis Analysis of processes, each process
shows which indicators best
evaluate it

Orientation Consequences Reasons

Qualification Less demanding Demanding (control of the whole
process)

Communication Vertical Horizontal

Source: Stangova (2009, lecture on Management of Processes in Public Administration)
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Process View of the System of Management in Self-Government
Based on our own mapping of processes in several particular municipal offices of

municipalities we selected and analysed in the form of face-to-face meetings, we identified
97 processes on average, divided as follows:

54 key processes,

13 management processes,

30 auxiliary processes.

According to individual departments, they are divided as follows:
- the department of economic and operational activities and social affairs:
24 processes
- the department of taxes, fees, cash, culture and sport:
30 processes
- the department of asset management, environment and crisis management:
16 processes
- the department of records, construction activities, registry:
27 processes

The summary characteristics implies that most processes are carried out at the
department of taxes and fees — up to 31 % of the given amount of 97 processes, and the least
number of processes is carried out at the department of asset management — 16 %. The
analysis also showed the share of the aforementioned types of processes according to
departments. This evaluation of processes was carried out from the viewpoint of logical
sorting of performances according to organisational division of the office, not from the
viewpoint of significance or workload. This view is crucial for the creation of standards and
departmental job content.

While the functional model is based on strictly defined organisational structure,
process model is based on quite flat organisational structure, enabling operational defining of
process spheres as well as own processes in a structure.

Condition of Process Management in Slovak Self-Government

Studied materials, available information as well as the own analysis of this issue
within our research offer the following conclusions:
1. There is no systematic monitoring of process management implementation in the
organisations of self-government, although several municipalities in Slovakia have
implemented process management in their functioning.
2. Process management presupposes certain organisational arrangement, for which self-
governments are often neither financially nor professionally prepared. The research showed
generally little knowledge of employees of the respective organisations, institutions of self-
government, on process management.

3. There is no clear identification and inclusion of activities creating organisations’
performance.
4, There are no clear methods to evaluate individual processes. Several concepts

interrelate or condition, a strictly single concept thus cannot be considered. Basically, all
modern management concepts are summarised under the name: NEW PUBLIC
MANAGEMENT.

5. Information comprehension of process management prevails over technological
features.
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Expectations and Future — Open Issues of Process Management
The need to implement process management results from the financial situation of
public finance, and it is a basis of the achievement of the necessary quality of self-
government’s performance, which presupposes the following steps:
- the facilitation of decision-making processes;
- the change of working procedures and their precise specification;
- precise identification of processes in their structures;
- precise financial remuneration of employees at respective offices;
- the change of work arrangement according to the organisational structure of offices;
- and others.
What is expected from the implementation of process management in self-
government?
- performance professionalization in self-government;
- greater creativity upon ensuring the development of the needs of citizens;
- transparency and better information on the system of handling public financial means
as well as inputs — material and others;
- the guarantee of standard outputs from the viewpoint of quality and costs;
- the summarisation of activities and the specification of responsibilities for results;
- the standardisation of services;
- the measurement of processes from the viewpoint of economy and effectiveness;
- adaptability to changes caused by the needs of current functioning of public
administration and self-government;
- but particularly the reduction of costs of individual programmes in their structure.

Conclusion

The process management is an efficient way of management, previously verified in
the business sphere, where it resulted in significant savings of financial means.

The present situation of permanent lack of public finance results in still greater
pressure on looking for reserves as well as streamlining of activities, which can be helped by
the discussed process management.

We realise that there is currently no systematic monitoring of the implementation of

this avant-garde method in self-government, and legislation does not create pressure on its
implementation. Process management can therefore be a challenge for the solution of several
problems, which common practice of self-government functioning encounters on a daily
basis.
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Abstract

This paper identifies the relationship between the Financial and Compliance Audit
(FCA) and the accounting information quality described in national and international
literature. For that we carried out a bibliometric study in national and international journals
on accounting area. We analyzed the papers published from 1990 to 2012. The results
indicate that there is a link between the level of FTC and earnings informational quality.
However, there is disagreement among the authors, because 23.08% of the studies indicate
that the highest level of FTC improves the quality of accounting information by reducing
opportunistic practices of managers. On the other hand, 76.92% of searches found the lowest
level of FTC results in greater disclosure and consequent improvement in the quality of
accounting numbers. This research contributes to the accounting literature by showing the
effect of linking the accounting practice to tax rules standards in the studied period
concerning to the quality of accounting statements reported to external users, which in turn
can influence decision-making process in economic agents.

Keywords: Financial and compliance audit, taxable income, accounting profit, accounting
statements quality

Introduction

International authors have investigated the accounting relevance to capital market
development as well the role of accounting rules on disclosed Accounting Statements Quality
(Santos, Lima, Freitas & Lima, 2011). Trying to understand the factors which affect the
information content of financial statements disclosed to the users in and different scenarios,
several studies were carried out searching the quality-affecting variables such as: the
country's legal system, capital structure, property types, tax legislation, result management,
discretionary accruals, corporate governance developing mechanisms, accounting
conservatism and differences between accounting result and taxable (Basu, 1997; Desali,
2003; La Porta, De-Silanes & Shleifer, 2008; Hanlon & Slemrod, 2009; Ayers, Laplante &
Mcguire, 2010; Armstrong, Blouin & Larcker, 2012; Moore, 2012).

Hanlon (2005) contributes to this discussion by arguing that the quality of reported
earnings can be analyzed by means of the differences between accounting and taxable income
results.

Radcliffe (1993 apud Lamb, Nobes & Roberts, 1998) distinguishes the approach or
withdrawal of the two ways of calculating the result as follows: when the result for tax
purposes is calculated based on generally accepted accounting principles (GAAP) has to tax
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compliance. According to the authors, when financial reports are prepared in accordance with
tax purposes the financial compliance occurs. As said by Chan, Lin and Mo (2010), the
higher the level of financial and tax compliance (FTC) closest accounting practices are tax
determinations to calculate the result. This increase in FTC is part listed by some authors as a
major reason for deteriorating the earnings informational quality. (Ball & Shivakumar, 2005;
Goncharov & Zimmermann, 2006; Hanlon, Maydew & Shevlin, 2008; Yoon, 2008; Hanlon
& Slemrod, 2009; Chludek, 2011; Costa, 2012).

Costa (2012, p. 99) affirms that “the difference between accounting profit reported in
the income statement published by a company, and the taxable income declared to the tax
authorities is due to a misalignment between accounting standards and tax regulations”. This
divergence between the rules results in the difference between accounting income and taxable
income (TI). The relationship between FTC and TI is analyzed by Chan, Lin and Mo (2010),
who suggested that the higher the level of FTC, the lower the TI, and the lower the level of
FTC, the greater the Tls

In this context, the usefulness of financial statements (FS) to external users has been
questioned, mainly in countries where the accounting system is based on tax rules. This is the
case of countries with legal system named as code law one, in which the influence of tax
rules is determinant to elaborate and disclose accounting statements (La Porta, De-Silanes &
Shleifer, 2008; Shaviro, 2008; Alali & Cao, 2010; Chan, Lin & Mo, 2010; Rezaee, Smith &
Szendi, 2010; Santos, Lima, Freitas & Lima, 2011). latridis (2011) indicates that we can
consider the accounting statements as relevant when if it can help decision makers efficiently
and timely, So that, we can consider that the accounting users of code law system need
information for decision-making purposes. According to Rezende and Nak&o (2012), tax
accounting provides information for tax collection purposes, not meeting the shareholder
needs.

According to Sunder (1997 apud Formigoni, Antunes & Paulo, 2009), tax regulation
affects corporate accounting, as it is the tool to calculate the amount of taxes to be raised for
the public coffers. The tax law provides guidelines for calculating income tax, while the
accounting regulation agencies establish the principles for the preparation of financial
statements for dissemination to external users (Formigoni, Antunes & Paulo, 2009).

This dual demand leads to two ways of calculating the result. Hanlon and Heitzman
(2010) affirm that this to the fact of accounting having two users with different economic
interests: shareholders and government. Shareholders require information about the economic
performance of the company, since the IRS requires information for purposes of tax
collection (Rezende & Nakdo, 2012). These different requirements cause differences in the
information content transmitted to the tax authorities and shareholders (Comprix, Graham &
Moore, 2011). Desai (2005) observed that the fact of having two ways to report results
contributes for having less meaningful information on the capital market as well as a
reduction in tax revenue earned by governments.

Given the presented context, the search problem was formulated as follows: which is
the nationally and internationally identified relationship between FTC and accounting
statements quality? Thus, the main objective of this paper is to analyze the identified
relationship between the level of FTC and the quality of accounting information identified in
national and international literature. The methodology involves a bibliometric study carried
out by collecting national and international papers published journals available on QUALIS /
CAPES on Administration, Accounting and Tourism areas from 1990 to 2012.

This study is justified for presenting a summary of the searches on FTC and
identifying in which stage the investigations on this subject are. Moreover, the results of this
research can help future searchers to identify the main studies on this theme and the proxies
to quality of accounting statements. The results of this search can be useful to accounting and
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market regulator agencies and for other external users, because it will give the results of
searches on the impact of tax rules on accounting practices and on the quality of the
information disclosed to users. The results can be also useful to countries’ legislature when
they consider approving tax rules, because the changes in tax laws can influence economic
decisions of market participants.

This paper has four sections besides this introduction. The next one presents literature
review; the third one describes the search methodology; afterwards we present data analysis
with the pertinent discussion and the conclusions

Theoretical frame
Financial and Tax Compliance (FTC)

Financial and Tax compliance refers to the unification of the process of calculating
profit that is presented to people who make use of accounting information process. Along the
lines of FTC, there would be no separation between the profit that serves the purposes of
government revenues, and that one reported on corporate to other stakeholders mainly those
in capital market (Atwood, Drake & Myers, 2010). For tax purposes, tax compliance would
occur when the base used for calculating taxes followed the generally accepted accounting
principles (GAAP). However, when the income reported in the financial statements occurred
according to tax purposes, there would be financial compliance (Radcliffe, 1993 apud Lamb,
Nobes & Roberts, 1998).

James (2009) points out that occurs greater FTG levels in a system that calculates
variables such as revenues, expenses and profits in the same way both for accounting
purposes and for tax intentions. This results in lower difference between accounting income
and taxable income (TI). On the other hand, this author states that the reason of segregating
accounting and taxable incomes is just because accounting aims to serve users with different
purposes and for this the rules and practices in accounting statements cannot always be used
to determine the tax liability.

Hanlon, Maydew and Shevlin (2008) assert that when FTC level is low, that is, there
is higher segregation on determining accounting and tax profits, the managers tend to present
lower earnings to the tax authorities and disclose greater profits to their shareholders.
Nevertheless, these authors also found that the earning informativeness is reduced when there
is an increase in the FTC level, which is the systematic difference reduction in calculating
profits, suggesting that managers tend to minimize tax effects instead of disclosing earnings.

Another form of analyzing Tl is by means of temporary and permanent differences
which can be generated on calculating accounting and tax incomes (Costa, 2012). Regarding
temporary difference, the Technical Pronouncement CPC82 32 — Taxes on Income issued by
Accounting Pronouncements Committee (ATP) as equivalent to the International Accounting
Standards (IAS) 12 defines that “Temporary difference is that between asset or liability
accounting values in the balance sheet and its tax base” (CPC 32, 2009, p. 5). Regarding the
permanent differences, they are incurred in determining accounting and taxable profits and
they correspond to a unique register in financial or tax system and do not allow the creation
of deferred taxes as those derived from temporary differences (Weber, 2006).

Phillips, Pincus and Rego (2003, p. 496) comment that deferred tax is “[...] an
empirical proxy for differences between accounting and tax income, because it reflects
taxable temporary differences associated to the income statement”. These authors highlighted
that deferred tax can be used as a way to analyze whether companies are managing their
results. However Chludek (2011) demonstrated that investors have not considered the
deferred tax information as a determinant on evaluating companies.

% In Portuguese: CPC - Comité de Pronunciamentos Contéabeis: ATP — Accounting Technical Pronouncements
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Concerning to searches on differences between accounting and tax incomes, their
growth occurred from the 1990s (Mills; Newberry & Trautman, 2002; Hanlon, Maydew &
Shevlin, 2008). However, although this growth, there is not a consensus among the scientific
production concerning to profit unification, but we can observe that the studies have
demonstrated a link between FTC level and accounting information quality.

Accounting statements quality

Studies on DTC have as main objective to explain whether accounting information
quality is improved when there is greater or lower when there is greater or lesser level of
integration between the accounting and tax profits. We can observe in scientific literature that
the studies are directed to the relationship between FTC and variables which affect the
statement quality, such as reduction on result management, greater timeliness of results, more
relevance of accounting statements and reduction in FTC level. (Daske, Hail, Leuz & Verdi,
2007; Liu & Liu, 2007; Atwood, Drake & Myers, 2010; Rezaee, Smith & Szendi, 2010;
Aubert & Grudnistskil, 2011; Dimitropoulos, Asteriou, Kousenidis & Leventis, 2013).

According to Frank, Lynch and Rego (2009), accounting information quality is
impaired when the TFC level is lower, because the mentioned profit may oscillate in the
financial and tax system in the same period. Moreover, the differences between accounting
and tax income are associated to the reduction in tax collection and less favorable ratings in
credit lending (Goncharov & Zimmermann, 2006; Ayers, Laplante & McguireE, 2010).

Wilson (2009) suggests that Market and academic community can use the differences
between accounting and tax profits as an indicator of tax evasion. Nevertheless, Lev and
Nissim (2004) state that the investors take into account only the differences between
accounting and taxable income to assess the quality of information, but these users do not
realize the information considered in calculating tax income in companies with greater profit
quality, that is, lower difference between the reported profits.

Chan, Lin and Mo (2010) comment that higher level of conformity between
accounting and taxable incomes in the United States would help in reducing the opportunities
and incentives for fiscal failure. Badertscher, Phillips and Pincus (2009) also showed to be
favorable to a higher FTC, level. They showed as a result in their study that lower FTC levels
favor the profit result management.

By contrast, it was observed that higher FTC level implies smaller representation of
financial information reported by financial statements, apart from delay in disclosure of
profits, since firms compile their results with reference to the tax collection (Guenther,
Maydew & Nutter, 1997; Hanlon, Maydew & Shevlin, 2008).

Studies carried out by authors such as Lev and Nissim (2004), Buijink and Grambovas
(2006), Yoon (2008), Atwood, Drake and Myers (2010), Chludek (2011), Blaylock, Shevlin
and Wilson (2012) corroborate the idea of segregation benefits in calculating profits, because
a higher FTC level would result in potential loss of accounting statements.

Concerning to variables which affects the accounting information quality in studies on
FTC we can observe that apart from differences between the accounting and tax profits, we
highlight the information timeliness, which corresponds to the speed which economic events
are disclosed in the financial statements with; tax management, which refers to earnings
management in order to reduce tax payment; and the earnings management, which deals with
the reformulation of profits by companies from TI (Phillips, Pincus & Rego, 2003; Ball &
Shivakumar, 2005; Goncharov & Zimmermann, 2006; Hanlon & Krishnan, 2006; Noor &
Mastuki, 2009; Ayers, Laplante & Mcguire, 2010)

Other studies such as La Porta, De-Silanes, Shleifer and Vishny (1998) suggest that
the countries’ legal system influence the quality of the information reported to their users.
According to these authors, in common law system the accounting statements preparers tend
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to present information in a transparent manner and there is greater disclosure of facts. In the
contrary, countries which operate in code law system disclose only what is required by the
law, with higher level of conformity between financial and tax accounting

Regarding the adoption of accounting international standards (AIS)83 versus
accounting statements quality the results of the study carried out by Barth, Landsman and
Lang(2008) suggest that the companies which converged their systems to international
standards showed better statements comparing to those which maintained their traditional
systems. This contradicts the results found by Ball, Robin and Wu (2003), who inferred that
changes in the incentives of managers and auditors are more important to the quality of
information reported in the financial statements, than the adoption of accounting standards
from other countries.

Methodology

This search used bibliometric study as proceeding to data collect and analysis,
because this type of study is characterized as a tool to observe science and technology state
using statistic and mathematic techniques to study the literature characteristics (Okubo, 1997;
Aradjo, 2006).

We analyzed national and international journals. For the national ones, we considered
the list journals available in QUALIS/CAPES in Administration, Accounting and Tourism
areas with B2 minimal qualification. For international journals, we picked up those who,
besides being mentioned in the above list QUALIS / CAPES, with that minimum
qualification also submit a minimum impact factor equal to 0.95. This search sample of this
consists of 39 papers, being 34 international and 5 national ones.

To select the analyzed papers, we used the following keywords for national and
international journals: book-tax differences, book-tax conformity, accounting information
quality. Based on this study objective, the authors exploited the conclusions of several
searchers on the relationship between FTC and accounting statements quality from 1990 to
2012. This period was chosen due to Tl have grown significantly from 1990 (Desai, 2003;
Hanlon, Maydew & Shevlin, 2008).

To collect and analyze the papers, we used an instrument consisting of a structured
database script in spreadsheet. The used data were the following: paper’s author, journal,
year, paper characteristics (page and reference numbers, conclusions, approach, objectives,
variables which affect accounting statements quality and proxies for measuring them.

Results and discussion

We found 39 papers on the theme published in 20 different journals (Table 1). The
greater number of publications on FTC theme was found in the Journal of Accounting and
Economics (20.51%) and The Accounting Review (17.95%). They have together published
15 papers (near to 38.46% of the 39 found papers). Then, The Journal of the American
Taxation Association with four papers (10.26%) and the Contemporary Accounting Research
with three papers (7.69%). In Brazil, Universo Contabil Review published two studies.

Even with the strong influence of tax system on accounting rules (Carvalho & Salotti,
2013) Brazil is responsible for only 05 of the 39 searches on FTC (Table 1), which represents
12.83% of the studied amount. This indicates the need of further studies on this theme.

Table 1 — Number of papers per journal

% In Portuguese: Normas Internacionais de Contabilidade (NIC)
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Journals Number of Relative Frequency.
papers
1) International papers
Accounting in Europe 1 2.56%
Advances in Accounting 1 2.56%
Contemporary Accounting Research 3 7.69%
Journal of Accounting and Economics 8 20.51%
Journal of Accounting Research 1 2.56%
Journal of Accounting, Auditing and Finance 1 2.56%
Journal of Financial Reporting & Accounting 1 2.56%
Journal of International Accounting Research 1 2.56%
Journal of International Business Research 1 2.56%
Journal of Public Economics 1 2.56%
National Tax Journal 1 2,56%
Tax Policy and the Economy 1 2.56%
The Accounting Review 7 17.95%
The International Journal of Accounting 1 2.56%
The Journal of the American Tax. Association 4 10.26%
The National Bureau of Economic Research 1 2.56%
Amount of international publications 34 87.17%
2) National papers
BBR-Brazilian Business Review 1 2.56%
RAE - Revista de Admin. de Empresas 1 2.56%
Revista Contabilidade & Financas 1 2.56%
Revista Universo Contabil 2 5.13%
Amount of national publications 5 12.83%
Total -1+2 39 100%

Source: Elaborated by the searchers

Graphic 1 presents the volume of searches on FTC per year. We verified that the
accounting studies on financial and tax compliance (FTC) had little significance: 14 articles
published between 1990-2008. From then on, it began to arouse much attention from
researchers, reaching its height in 2009, with 11 papers (a Brazilian article among them). In
Brazil, the papers on FTC only began in 2007 with one paper, achieving higher production in
2012 with 03 publications. These findings corroborate the studies carried out by Hanlon and
Heitzman (2010), in which the authors argued the FTC is a relatively new research field
which has grown significantly since the beginning of the XXI century. Moreover, these
authors emphasized that the growth of research benefits the tests on differences in accounting
and taxable income, and its impact on financial statement analysis.

We highlight that the search increase on FTC can be considered a basis to assist the
carrying motion seeking improvements in accounting information
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Graphic 1 — Annual publishing of scientific papers on FTC
Source: Elaborated by the searchers

Table 2 shows the characteristics of page distribution, references and analyzed author
quantity using average, median and standard deviations. The qualitative studies were
published only internationally and they present higher average on page volume (36) and
references (46.33), but it is the group that presents higher pattern deviation from 10 to 8.45,
demonstrating a lack of pattern in page number and references. Concerning to the quantitative
researches we verified that there are differences between national and international papers:
the national ones present lower average on page number and references. National researches
allowed us to infer that there is a pattern of page numbers for publishing, because the pattern

deviation was only 1.76.
Table 2— Page Distribution, references and authors amount in the studies.

National Internacional
. Average
It A h
em pproac Average Median standard | Average | Median | Average standard deviation
deviation
Quantitative | 14.8 14 1.76 28.42 27 8.11
Page nr. Lo
Qualitative |- - - 36 33 10
Reference nr | Quantitative | 29.8 26 9.36 44.48 44 13.49
Qualitative |- - - 46.33 43 8.45
Quantitative | 2.4 2 0.88 2.22 2 0.75
AUIOTIN. | o litative |- i ] 2 2 0

Elaborated by the searchers

Concerning to the author number per paper on qualitative approach it was
demonstrated that all the searches analyzed in this study were performed by two authors
(Table 2). Quantitative studies have greater author number per paper (2.22 in international
and 2.4 in national studies). In Brazil, when compared with international research, we find a
greater number of authors involved in a single search, because it has a higher average on
author’s number per paper.

Table 3 shows the countries which compound the sample and the law system adopted
in their jurisdictions. Among the analyzed countries, The United States, who uses common
law system was the most exploited environment, with 51.28% of the researches on FTC.
These data may be related to the fact that the country be the precursor of the capital market,
and has advanced policies regarding accounting standards and regulatory bodies prominent,
as Financial Accounting Standards Board (FASB). In second place we have Brazil, adopting
code law system, which was the focus of 12.82% of the researches. Researches that studied
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the Brazilian environment are all national. The other surveyed countries were China,

Malaysia, UK and Russia, who did not receive high attention from researchers.
Table 3 —Analyzed countries

Country Legal System Absolute frequency Relative Frequency
THE UNITED STATES Common law 20 51.28%

Not specified Code /Common Law 9 23.08%

Brasil Code law 5 12.82%

Rassia Code law 2 5.13%

UK Common law 1 2.56%

China Code law 1 2.56%

Malaysia Common law 1 2.56%

Amount 39 100%

Elaborated by the searchers

Concerning to scientific search per legal system, we observe in Table 3 that this
production has excelled in common law countries. This phenomenon can be explained by the
adoption of international accounting rules has contributed to the improvement of accounting
statements quality (Barth, Landsman & Lang, 2008). International Accounting standards have
common law as system rules, so that it is coherent the tendency to FTC searches in
environments which allow identifying whether information quality is impaired under
discretionary rules.

Table 4 shows the analysis of the relationship between FTC level and accounting

statements quality, according to legal environment
Table 4 — Authors’ conclusions on the relationship between higher FTC level and quality

Legal system Common Law Code Law Not specified Amount
Nr. of papers
Improve quality 66.66% 22.22% 11. 11% 9
Do not improve quality 53.33% 20% 26.67% 30
Nr. of papers 22 8 9 39

Elaborated by the searchers

Among the 39 analyzed papers 23.08% have as a result that higher FCT level improve
information quality of accounting numbers. Among these higher FTC favorable researches,
66.66% occurred in Common Law countries. This contradicts La Porta, De-Silanes and
Shleifer (2008), whose theory determines the existence of lower FTC in countries with this
legal system, who do not calculate accounting profits according to tax legislation. These
results can be justified by accounting scandals and tax evasion experimented in The United
States in the last years. This corroborates the search carried out by Chan, Lin and Mo (2010),
who pointed out that greater compliance of accounting and tax income would reduce the
opportunities and incentives for tax noncompliance in the United States.

On the other hand, authors who found that higher FCT deteriorates accounting
statements quality represented 76.92% of the analyzed papers. Most of these researches
(53.33%) were carried out in common law countries, which corroborates La Porta, De-
Silanes and Shleifer (2008), who define the accounting practices that seek transparency and
reliability, where the tax law does not influence accounting. Compared to code law countries,
we noted that 20% of searches found quality loss in accounting numbers when there is
alignment of the accounting rules to tax legislation.

Among the conclusions issued from Table 4 on the relationship between higher FCT
level and accounting statements quality, five are from national authors. The result of one of
these studies demonstrated that higher FTC level improves accounting statements quality and
four showed that it damages informational quality of accounting numbers.

Table 5 presents the proxies for accounting statements quality found in the published papers.
In the first line are the proxies related only to common law countries. In the second line are
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those used only in code law countries and in the third line those used both in common law
and in code law countries.

We could observe in Table 5 that when establishing the relationship between the
proxies and the legal system, the authors have settled greater number of proxies under
common law ambience than in code law, which corroborates the number of searches carried
out under this system, presented in Table 3. From the analysis of these papers we found that
the proxies mostly used to test profit informational quality are the differences between
accounting and tax incomes as well result management. These results are consistent with

studies carried out by Hanlon and Krishnan (2006)
Table 5 - Quality Proxies

Difference on financial indexes between cash basis and competence systems; repatriations od
companies foreign profits; tax income; deferred tax; nondeductible provisions before taxes;

Common . : . - ) - S
accounting audit enforcement; fraud involvement; companies characteristics; permanent

law differences; temporary differences; capital cost; timing differences between the accounting and tax
profit; timely recognition of gains and losses, cash flow from operations.
financial performance; accounting system ability in measuring performance;

Code law desempenho financeiro; habilidade do sistema contédbil em mensurar o desempenho; audit

adjustments on taxable income.

Earnings persistence, type of property, corporate governance; difference between accounting and
taxable income (DBT]I); audit committee; forecast error DBTI; earnings management, risk exposure,
Both tax planning, managerial incentives, operational risk and Return on assets (ROA), financial and tax
systmes | compliance, tax burden, size of company, net operating assets, financial assets and abnormal
operating earnings, net operating assets before deferred taxes, deferred tax assets, deferred tax
liabilities.

Elaborated by the searchers

Despite these differences of opinion as to the FTC level, researchers agree that a
greater or lesser degree of conformity between accounting and taxable income positively or
negatively affects the quality of accounting information. Table 5 presents the 24 variables
that affect the quality of accounting information, according to the analyzed studies. We
highlight that some variables such as deferred tax, TI, result management) are used by the
authors as proxies to measure quality as quality variables, but they perform different roles.
When they are used as proxies, they aid to calculate informational quality and when
considered as quality variables they represent indicators.

Among the variables in Table 5, Tl was cited in 33.33% of the researches. The
difference between accounting and taxable income was the most used variable to represent
accounting statements quality. This result agrees to the statements of de Yoon (2008), Buijink
and Grambovas (2006), who defend that accounting statements quality is reduced when there
is higher FTC level.

Table 5 — Frequency of variables which affects quality

Variable Nr. of searches %
Accruals 4 10.26%
Conservatism 2 5.13%
Detection costs 1 2.56%
Dispersion of analysts' forecasts 1 2.56%
TI 13 33.33%
Lower gains 1 2.56%
Result management 10 25.64%
Fiscal management 12 30.77%
Corporative governance 1 2.56%
Deferred taxes 1 2.56%
Tax breaks 2 5.13%
Tax legislation 1 2.56%
Accounting profit 2 5.13%
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Weighted accounting profit 2 5.13%
Taxable income 6 15.38%
Sizable taxable income 2 5.13%
Debt level 2 5.13%
Institutional ownership 1 2.56%
Stock returns 2 5.13%
Accounting system 1 2.56%
Enterprise Value 1 2.56%
Stock return variance 1 2.56%
Share Trading volume 1 2.56%
Business volume 1 2.56%
Amount 39 100%

Elaborated by the searchers

We observe that fiscal management variable appears as a variable that affects quality,
relative frequency 30.77%( Table 5). This variable use can be understood by Desai’s study
(2005), who observed that the double form of calculating profits contributes to the reduction
of tax revenue earned by governments and less relevant information to the capital market.
Afterwards, results management showed 25,64% frequency, indicating that it is another
relevant measure on accounting statements quality (Table 5). According to Jackson (2009)
the authors who defend FCT associate the existence of accounting and taxable profit to
opportunistic behaviors. The other variables had representativeness of 15.38% down, as can
be seen in Table 5.

Conclusion

This study aimed to analyze the relationship identified in national and international
literature on FTC level and accounting statements quality. To achieve this objective, we
carried out a bibliometric study in national and international journals, using search keywords
book-tax differences, book-tax conformity, accounting information quality. It was possible to
output growth, although shy, during the period from 1990 to 2008, and a significant increase
in production in 2009.

Among the most representative journals for future searches we stand out Journal of
Accounting and Economics; The Accounting Review and The Journal of the American
Taxation Association. We observed that the studies had focused common law countries and
we can infer that this fact is related to CFT theme pertinence and the system discretion.
However, the United States presented most of the searches on FTC; the rules are common
law based and they have representative regulation agencies on accounting area such as FASB.

With respect to proxies for measuring and quality which have been used in the
studies, the ones most frequently were: differences between accounting and taxable income,
tax and earnings management, aimed both at common law system, as in code law.

Overall, we found that the results presented by the analyzed articles found that there is
a link between the FTC level and earning informational quality. However there is
disagreement among the authors, because 23.08% of the studies indicate that the highest level
of CFF improves the quality of accounting information to reduce opportunistic practices of
managers. On the other hand, 76.92% of searches found that the lowest FTC level results in
greater disclosure and consequent improvement in accounting numbers quality.

This research contributes to the accounting theory, since it brings the main discussions
on FTC and accounting information quality, relating the variables that affect the quality of
accounting numbers and the main proxies for its measurement and increasing knowledge
basis for future studies on FTC. The results can also contribute to the practice of accounting
regulators and market, and to the legislative agencies. The search showed the effect of
binding tax accounting practices and standards to the quality of accounting information
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reported to external users, which in turn can influence the process of decision-making of
economic agents.

It should be noted that the results of this study were restricted to journals which did
not approached the ongoing discussions by the universities, which are not yet available in the
database of the listed journals. Considering the controversy found between the authors and
the small number of publications on the subject, there is motivation for future research
involving the FTC level and its impact on the quality of accounting information. For the
development of future studies, we suggest adding the analysis ongoing studies by leading
national and international universities.
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Abstract

This paper discusses the corruption resistance (hyper-corruption). We use the exact
models (in our case from the area of the game theory, the analysis of the game such as the
Tragedy of the Commons) in decoding the social reality with regard to uncovering the
phenomenon of structures based on mutual covering of violations of the generally accepted
principles, its significance, description of its anatomy, evolution and operational mechanisms.

Keywords: Corruption, gametheory, prisoner’s dilemma, contextual games, tragedy of the
commons

Introduction

When we talk about corruption, we are usually referring to the battle against bribery.
From the legal perspective, the new bribery regulations are contained in 8 331 to § 334 of the
Czech Criminal Code. Experience up until now has shown that even though the CR occupies
one of the leading positions as far as the dispersion and deep roots of this unfortunate
phenomenon are concerned, and even though all sides (in the political as well as non-political
sense) commit to fight it, the results of this battle are more than dismal. This contribution
presents the answer to the question of why this is the case. The real problem is not corruption,
which can be uncovered and punished relatively easily, but rather that which we call hyper-
corruption. In the first approximation, one can say that this concerns the formation of
relationships based on the “corrupting of the corrupt”, respectively the forced corruption
behavior of those that have engaged in corruption or similar forms of behavior.

The identification, definition, description and analysis of hyper-corruption assume a
developed theoretical apparatus that falls into the area of micro-economics and uses game
theory. We ran into this phenomenon while elaborating on several different theoretical
questions, while engaged in several different research directions that met and supplemented
each other in connection with the phenomenon’s discovery and subsequent “bringing into the
light”. Specifically this concerned the resolution of the following theoretical questions,
respectively problems:

1. Explanation of apparent discrepancies between theory and experiments performed
on the basis of the prisoner’s dilemma model by adding the role of credibility capital
(reputation).

2. Description of assumptions under which credibility capital can be formed and can
act, revealing of structures based on the mutual covering-up of the breaching of rules and
generally accepted principles (hereinafter structures based on mutual covering-up) as those
forms of behavior that are connected with the surpassing of conditions under which
credibility capital is formed and acts.

3. Creation of a model of structures based on the mutual covering-up on the basis of
the revealing of (incomplete) symmetry between integrating a player into a structure and the
exit or departure of a player from a given structure.
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4. Revealing of the complementarity of models based on the redistribution systems
theory (that capture that about which the players in a given system are completely informed)
and models based on the delimiting of structures based on mutual covering-up (that capture
that which can work only thanks to the different levels of informedness of players in a
system).

5. Combining the model of parallel redistribution games with a model of structures
based on the mutual covering-up (respectively interpreting the model of parallel
redistribution games via structures based on mutual covering-up).

We have listed the questions the solution of which opened the way to revealing what
hyper-corruption is in the order that corresponds to the logical sequence. The actual discovery
approach in a time horizon of approximately two years was somewhat different and it makes
sense to describe it briefly. The very first thing created was a mathematical model of a
redistribution system, and two equilibrium types (discriminating, which is the same as the
discrete internal and external stable set, and the jointly acceptable, which has values different
from the equilibrium types known until now) were revealed. In contrast with the
redistribution system model, real systems (in which there are deviations in the payout to
players from their performance, in which there are negotiations and where coalitions form)
are exposed to various external influences. The impacts of these external influences were
modeled via parallel redistribution games. They differ from the basic game by the fact that
not all players are informed in them. But with the exception of a very general description in
the form of modified redistribution equations, there was no more specific interpretation of
that which corresponds to these parallel redistribution games in reality, i.e., their
interpretation was missing. A little bit later, and independently of this, the team dealing with
the redistribution systems theory discussed the question of to what extent models of players
based on the assumption of their rationality are relevant and where their limits are. In
connection with this, the results of experiments performed on the motives of the prisoner’s
dilemma type game model were mentioned. It was shown that the apparent discrepancies
between what theory says and the real behavior of players can be resolved by expanding the
payout matrix to include the influence of credibility capital, respectively reputation, which
the players either gain or lose. Following this significant leap forward, the following question
was asked: under which conditions can the influence of credibility capital contribute to the
keeping of agreements or generally accepted principles. An example of behavior was
provided where a player uses a different strategy, respectively a strategy that is outside of the
scope of the evaluation of the given due to the acquisition or loss of credibility capital. This
was a case where a player takes advantage of, respectively abuses, the fact that he and only
he knows about the fact that another player has breached the generally accepted principles
and blackmails this player. Specifying the description of this situation in the form of a model
of relevant dilemmas (announce the breaching of the rules or blackmail the player breaching
the rules in the case of a player that discovered the breaching of the rules, succumb to the
blackmailing or not in the case of the player that breached the rules) showed that on this basis
can be formed relatively complicated structures that are based on the mutual covering-up of
the breaching of rules or generally accepted principles. It was apparent from the beginning
that these structures can be related to parallel redistribution games, respectively that they can
be interpretations of them. But no sufficiently functional model of structures based on the
mutual covering-up existed. Its foundations were put into place by revealing the significance
of the symmetry between incorporating a player into the structure and the exit or departure of
a player from the given structure. This made it possible to “bring into the light” the structures
based on the mutual covering-up, as well as parallel games, respectively to demonstrate the
link between the one and the other. At the same time was revealed the complementarity of
models based on the redistribution systems theory, which describe the “visible” part of
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reality, and models based on the specification of structures based on mutual covering-up that
capture that which is “invisible” (remains hidden or is hiding). This enabled the identification
and naming of the problem of hyper-corruption, where the issue is not the fact that a person
attempts to bribe another person, but rather the fact that another player (this player can also
be a structure based on the mutual covering-up that is already being created) takes advantage
of having information about corrupt behavior and a structure based on the mutual covering-
up is either formed or strengthened.

We are aware that we are using terms that require precise definitions and uncovering
of contents via relevant models. The issue is not only the definition, but a condition of the
functioning of a term as an element of theory building is its link to a model that is correct,
consistent and has sufficient explanatory power. The difficulty connected with the theoretical
grasp of the phenomenon that we have called hyper-corruption is given by the fact that it was
insufficient to move the theory forward in only one direction and in the form of only one step.
Instead, several steps in several directions had to be taken and these then had to be linked,
which was not anticipated within the scope of the original research program. The fact that this
occurred at this time and in this place is probably also connected with how urgently and
generally the problem of corruption and the unsuccessful battle with it is felt in the CR. This
probably confirms what commonly occurs in history: every serious problem finds its
theoretical reflection in the place where it is felt the most.

The goal of this contribution is -- from the above stated perspective and within the
above stated context -- to present an overview of tools that make it possible to identify,
define, describe and analyze the term “hyper-corruption” as a subject of micro-economic
research performed with the use of game theory. In the conclusion we will then outline some
practical recommendations ensuing from the theoretical investigation.

Explanation of apparent discrepancies between theory and experiments performed on
the basis of the prisoner’s dilemma model by adding the role of credibility capital
(reputation).

In 2009, work was begun on the CR Grant Agency’s Redistribution Systems Theory
project. The project conception was based on the Game Theory and Redistribution Systems
monography (Valenc¢ik 2008). This is an original and promising direction of the development
and application of game theory, which will discussed later on. The research team set (and still
sets) an ambitious goal: using models based on game theory, reveal undiscovered laws of
human behavior, i.e., to put it clearly, answer the question of why people behave the way
they do in a certain type of system. A question arose during the testing and perfecting of the
mathematical model of a redistribution system: to what extent is it possible to proceed from
the assumption of player rationality. Several experiments were discussed that according to
certain interpretations demonstrate the fact that the irrational side of humans is significant to
the extent that models based on the assumption of rationality necessarily fail.

Already in the interpretation of a case with the distribution of a certain amount of
money -- where the players divide the amount according to the first player’s proposal, but
they actually only get these amounts if the second player agrees with this -- it became clear
that the apparent irrationality of players can be explained using contextual games, i.e., games
that are related to each other in a certain way (Valencik — Budinsky 2010). Therefore also in
the clarification of experiments examining the behavior of people in situations of the
prisoner’s dilemma type, where there was a significant (although -- as we will demonstrate --
only an apparent) discrepancy between what theory says and how people actually behave, an
attempt was undertaken to explain the situation using a relevant contextual game.

Let’s keep in mind that both players have two options in a prisoner’s dilemma type:
cooperate or betray. The selfish choice to betray leads to greater benefits than cooperation if
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the second player cooperates, but to lesser benefits if the second player also betrays. The
rational behavior of both accused persons is to testify against the other person, even though
the optimal solution for both of them together is for both to remain silent.

That which in the case of the prisoners is called a strategy of silence or testifying
against the other person, respectively cooperation or betrayal, can also be interpreted in
regular life as the strategy of complying with an agreement or generally accepted principles,
or conversely the breaching of an agreement or generally accepted principles. We will present

a table of the most well-known results published in the given area:
Table 1. Comparison of experiments in the Prisoner's Dilemma model

deflection cooperation unknown decision
Shafir, Tversky [1992]) 97 84 63
Li, Taplan [2002] 83 66 60
Busemeyer [2006] 91 84 66

Source: own study.

The names and year show who performed the corresponding experiments and when.
The numbers in the columns express the percentage representation of “betrayals”, i.e., cases
when the corresponding player who had guaranteed information that the other player betrayed
him (first column) or did not betray him (second column), or was not informed about the
second player’s decision (third column), opted for the strategy of non-cooperation. Other
experiments showed that the willingness to betray or cooperate is influenced to a large degree
by the size of the reward (punishment). Let us now take a closer look at where is the
difference between how players (i.e., specific people) should behave in theory versus how
they actually behave. If we do not know how the other player decided, we should betray (and
not only in 60-66 % of cases), and if we do know that the other player betrayed us, all the
more so (and not only in 83-97 % of cases). If we know that the other player is cooperating,
why betray him (and why in 66-84 % of cases, i.e., in even in a greater number of cases than
when we don’t know how the other player behaved)? How can the “irrational” behavior be
explained (if, however, it really is irrational behavior)?

We have to proceed from the contextual character of games, because in reality a
situation where a prisoner’s dilemma type game is played without repetition and is
completely isolated from other games occurs very rarely. Most of the time during the course
of a game, other people (who we can consider to be players in other games) are observing
how individual players decide, and based on this they also create a relationship to the
participants of the given game. We can therefore understand each game that we are actually
playing as a contextual game, i.e., a game that we are playing in the context of other games.
For the sake of completeness, let us add that we are introducing the term “contextual games”
as an original term. In theoretical literature we will find only the designation of some starting
points with which we are working, such as Meliers — Birnabou (1981). But this is only a
partial view without an apparatus that would make it possible to analyze the contextual games
phenomenon.

Our decision-making in real games depends significantly on how we reflect
contextual games. The reflection itself of contextual games depends considerably on our
experience and the transformation of this experience into the “on-line” mechanisms of our
(human) decision-making in which important roles are played by imagination, emotions and
other attributes of the psyche, i.e., mechanisms that we usually classify as outside of the
scope of human rationality. Nevertheless, the model based on the assumption of partial
rationality -- to which other mechanisms of the human psyche also contribute -- has sufficient
explanatory power from the perspective of the goals that we have set. Rather than
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irrationality, once can speak more about limited informedness and limited possibilities of
processing information in real time. This restriction is given already by the diversity of the
reality in which we live. Knowledge of contextual games helps us in assessing situations, but
this knowledge is always only incomplete.

Let us demonstrate how a game of the prisoner’s dilemma type changes if we consider
it to be a game played in the context of some other games. The partial results, based on which
we are proceeding, were first published in December 2010 (Heissler — Valencik 2010). The

tables are taken from the original text, and the text is refined and expanded.
Table. 2. Comparison of experiments in the Prisoner's Dilemma model

cooperation

A 6;6

cooperation

non-cooperation 80

B
non-cooperation

0;8
3;3

Source: own study.

A, B are players that have two strategies: comply with an agreement or breach an
agreement (breach agreed upon or acknowledged rules). Their payouts are in the matrix. Let
us now assume that from the perspective of one of the players (e.g., A) the game has a certain
context, respectively is played as a contextual game in the sense that the community in which
the player is active may be (but also does not have to be) informed about the outcome. If he
complies with the agreement and the other players in the given community see this, this will
contribute to the increasing of his credibility capital (reputation). If, however, he does not
comply with the agreement, and the other players in the community find out about this, his
credibility capital (reputation) decreases. Let us also assume that the credibility capital
(reputation) can (at least approximately) be valued in units in which the payouts from the
prisoner’s dilemma type games are made, and the corresponding player values the loss or
acquisition of the credibility capital in this way. For example, the player values the loss in the
event of non-compliance with an agreement with -6 points, and the increase in the event of
compliance with the agreement with +2 points (trust is lost faster than it is gained). It is
necessary to emphasize that this valuation is based on the assumption that there is only a
certain probability of the community being informed about how the players decided. Each
player guesses the level of this probability and its value is directly linked to the bonuses and
penalties given by the acquisition or loss of credibility capital. The following table shows

how the situation changes.

Table. 3. Payout matrix of a game of the prisoner’s dilemma type with the taking into account of credibility
capital (reputation)

cooperation

A 6+2; 6+2

cooperation

non-cooperation 8-6; 0+2

B
non-cooperation

0+2; 8-6
3-6; 3-6

Source: own study, first presented by Snajdar-Valengik [2010]

We see that the situation changes dramatically. It is worthwhile for both players to
cooperate. But only if the original payouts and payouts connected with the acquisition or loss
of credibility capital (reputation) have certain values. The situation can be different if the
values are different. We will demonstrate one of the possible cases. Let us note that in both
cases we are working with a certain simplification where both players value the loss as well
as acquisition of credibility capital equally (which generally does not have to be the case),
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even in cases where the second player complies with the agreement, as well as in cases where
the second player does not comply with the agreement (this generally also does not have to be

the case).
Table. 4. Payout matrix of a game of the prisoner’s dilemma type with the taking into account of credibility
capital (reputation), values are different

B
cooperation non-cooperation
A cooperation
6+2; 6+2 0+2; 20-6

non-cooperation
20-6; 0+2 3-6; 3-6

Source: own study, first presented by Snajdar-Valengik [2010]

In the case of the values that are listed in table 3, the following two interesting
phenomena occur. If player A has information that player B complied with the agreement, he
is better off not complying with the agreement, which explains the apparent paradox in the
experiments cited above. If player A has information that player B did not comply with the
agreement, he is better of complying with the agreement, which also explains the apparent
paradox in the experiments cited above.

If only credibility capital (reputation) entered into the games, this would strengthen
the tendency to comply with agreements, respectively to behavior based on compliance with
acknowledged rules or principles. But additional influences can also be in play. It would be
possible to reveal these influences by empirical testing of the supplemented model, with
players valuing the value of credibility capital and independently making the choice whether
to comply with the agreement or not.

Assumptions of the formation and functioning of credibility capital, structures based on
mutual covering-up

A model based on the assumption of the contextual nature of a prisoner’s dilemma
type game and its expansion by the element of the acquisition or loss of credibility capital
offers the way to resolving the question of why and when does it pay off to comply with rules
or generally accepted principles. Additionally, however, this model can contribute to
clarifying the issue of the formation of institutions. But it is important to precisely define the
conditions under which credibility capital can be created and can function. They include the
following, among others:

- The possibility that a player that is a part of the system in which we are considering
the contextual game (e.g., player C) discovers that another player (e.g., B from the two
players considered so far) has breached, or conversely not breached, a certain generally
accepted principle. We can also view the breaching of an agreement as the breaching of one
generally accepted principle in a certain system (e.g., community, etc.).

- The fact that it pays off for player C

-- who discovered the breaching or not breaching of generally accepted principles

-- to inform the other players about the breaching or not breaching of generally
accepted principles by player B. This condition also includes the fact that he has the
possibility of informing the other players (otherwise it would not pay off for him to do so).

- The fact that the informedness of the community means bonuses or penalties (as a
result of sanctions, or conversely the increase of authority, etc.) for the player breaching or
not breaching agreements.

Let us note the second condition in more detalil, i.e., that it pays off for the second
player to spread the relevant information (e.g., in the form of reporting the player breaching
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generally accepted principles). In the general case it holds that it can pay off for him
sometimes, yet under different conditions it may not pay off for him. Player C can then
decide among various alternatives:

- Spread the information, i.e., report player A.

- Ignore player A’s actions, i.e., no reaction.

- Abuse the information, i.e., blackmail player A.

Player C’s decision-making can be expressed via the following illustration:

\

Denounces player B
Ci1
C12

Cik

Takes no action
C21
C22

CaL

Blackmails player B
Ca1
Ca2

Cam.

031+032+ . +CSM

Figure 1. Diagram describing the decision-making of a player who discovered a breach of generally accepted principles
Source: own study.

Here ci; (and similarly in other cases cy or cz) is the valuation of various
consequences of player C deciding for one of the alternatives. The values of these parameters
can either be positive or negative. The following are possible examples:

- Protection of the community and a share of its results.

- Risk of revenge by the player that is reported.

- Reward by the community for protecting it.

If he blackmails the player, it can then be, for example, the possibility of increasing
his own payouts in the form of breaching generally accepted principles about which the other
players will not find out as a result of the role of the blackmailed player. It can also be,
however, the valuation of the risk consisting of the revelation of the fact that he himself is
breaching generally accepted principles with the blackmailing.

Obijective analysis, which can be based on the mapping of generally occurring payouts
in individual cases, is necessary here in every specific case. The mapping of various
components of payouts (presented by the parameters cij, Cp, C3) based on the listed
alternatives is significant (and also very interesting for those dealing with this), nevertheless
it exceeds the focus of our paper.

Player C then decides according to which alternative brings him the greatest payout.

The blackmailed player then faces the following dilemma:

B accepts theX
blackmailing

b1y
b1z
bis
byt Dot a3

B non &cepts
the blackmailing

D21
b2,
bas
D21+ Do+ bas

Figure 2. Diagram describing the decision-making of a player who contemplates, if he accept the blackmailing
Source: own study.
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Here:

b11 is the valuation of the sanction via which the blackmailed player will be penalized if
he accepts the blackmailing player’s offer (in the given case one can assume that it will be
zero)

b2 is the valuation of the sanction via which the blackmailed player will be penalized if
he does not accept the blackmailing player’s offer (in the given case one can assume that it
will be quite severe)

b1, is the valuation of the advantage that the blackmailed player will have if he accepts
the blackmailing player’s offer (in the given case one can assume that it will have a certain
value)

b2y is the valuation of the advantage that the blackmailed player will have if he does not
accept the blackmailing player’s offer (in the given case one can assume that it will be zero)
b3 is the valuation of the risks and negative consequences that the blackmailed player
assigns to the fact that he allows himself to be blackmailed and starts to cooperate (in the
given case this is a negative variable and in most cases a big one)

b3 is the valuation of the risks and negative consequences that the blackmailed player
assigns to the fact that he does not allow himself to be blackmailed and does not start to
cooperate (in the given case this variable is zero)

b1+ biot+ b3 is the sum of all of the blackmailed player’s payouts if he accepts the
cooperation offer

bo1+ bt bys is the sum of all of the blackmailed player’s payouts if he does not accept the
cooperation offer

Some notes to this:

1. The payout of the blackmailed player, no matter how he decides, consists of several
components. As we have seen, this also holds in similar cases, i.e., not only when he faces the
dilemma whether to allow himself to be blackmailed or not. When illustrating this in a
corresponding schema, it is good to list the individual components under each other, so that
also in the schema a brief characteristic can be assigned to them at least in one word (we did
not do this in the case where player C was deciding; we only do so now). This makes the
schema clearer. Anyone studying it will have a better idea of what is going on. The total sum
of the payouts is then stated under the line.

2. In the model, the following applies in the logic of the matter:

- if byt biot big > b+ byt bys, the player accepts the offer and allows himself to be
blackmailed,

- if byt biot b1z < b+ byt bos, the player does not accept the offer and does not allow
himself to be blackmailed.

3. For the sake of completeness, we also include in the schema the values of those
variables that are equal to zero in the given case, as they can have non-zero values in the
schematic expression of similar situations.

4. A player can be mistaken when handling the said dilemma. The origin of the error
can be in one or more of the following mistakes:

- The player is not aware of and does not consider (“does not include”) an influence or
consequence that plays a significant role in reality (in our case we stated three, there can be
more in real situations).

- The valuation of an influence is inadequate (in the given case, consequences that will be
faced by the blackmailed player if he accepts the cooperation offer and allows himself to be
blackmailed usually tend to be significantly undervalued). This is usually the case because
the player is unable to imagine how the game will continue to develop (we will deal with this
later on).
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5. One of the benefits of the presented schema is, among other things, that it makes it
possible to identify, differentiate and describe individual cases of errors. In more complicated
situations, where it is necessary to also take the other player’s (the one who is doing the
blackmailing) reaction into account, the cause of errors can also be the incorrect estimate of
parameters according to which the other player is making his decisions. This is a
considerably more complex case, which we will also discuss later on.

A situation where one player can blackmail a second player based on the above stated
occurs in two ways. Either, as we have already discussed, i.e., that one player (in our case
player B) does something and the second player begins to blackmail him and force him to
take a certain type of action. But it can also occur in a different way. The player that we have
designated as “C” can be engaged in an activity that is contrary to the generally
acknowledged principles in a given community. He usually also performs this activity with
other players. Player B discovers this, while at the same time player C knows that player B
has discovered this fact. If player C also has the chance to discover some sort of breach of
generally accepted principles committed by player B, he can begin blackmailing him, in this
case only ex post. From this perspective, the first case is then ex ante blackmailing.

In real situations the relations between the player doing the blackmailing and the one
that is being blackmailed tend to be asymmetrical. A player with other players who together
are performing activities breaching generally acknowledged principles -- we can label them,
for example, players Ci, C,,... Cy — search for information about other players in the system
so that they can blackmail them, respectively to force them to perform an activity that makes
it possible for that which players C,, C,,... Cy are doing to be covered, to be disguised.

Whether the abuse of the fact that one player or multiple players knows or know about
another player that he has breached principles generally acknowledged in a certain
community or system, either ex post or ex ante, is formed based on that which we have
stated, structures that we have called structures based on the mutual covering-up of the
breaching of rules or generally accepted principles. In simple cases linked to games of the
prisoner’s dilemma type, one can speak only of the breaching of agreements, which itself
tends to be one of the cases of the breaching of generally accepted principles. Our next task
will be to find a suitable key for describing structures based on mutual covering-up.

Model of structures based on the mutual covering-up and symmetry between
integrating a player into a structure and the exit of a player from a given structure

Describing structures based on mutual covering-up is a theoretically demanding
problem for several reasons, which we will list before we start resolving it:

1. Structures based on mutual covering-up can be very multifaceted; they can differ in
a number of their parameters.

2. The relationships inside structures based on mutual covering-up tend to be quite
branched.

3. It generally holds that it is not simple to describe that which is hiding and always
remains more or less hidden and only becomes visible through certain types of consequences.

A good key to describing the significant aspects of the behavior of structures based on
mutual covering-up proved to be the revealing (or more precisely the understanding of the
significance) of the symmetry between incorporating a player into a structure and the exit or
departure of a player from the given structure. This symmetry is incomplete for the following
reasons:
- The player dealing with the dilemma whether to allow himself to be drawn into a structure
or not is usually less informed and does not have a sufficient idea about all possible
consequences.
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- Sanctions ensuing from exiting the structure can be much more severe than sanctions from
refusing to enter a structure that is based on mutual covering-up.

- A player exiting a structure, respectively attempting to depart from a structure, has multiple
possibilities of how to proceed.

We can consider several possibilities available to a player that was incorporated into a
structure in the form of blackmail or bribery (based on the previous, we will designate him as
“B”):

- Player B remains in the structure after considering all alternatives.

- Player B departs from the structure but keeps everything he knows to himself.

- Player B departs from the structure and starts to report what he knows to those players from
a relevant system (e.g., community) to which he can report this.

X x - v ] I
ill not leave Will leave Will leave

nd does not betray and betrays
b1y b2y b3
blZ b22 b32
bk by bam
b11tbipot... ik D21 +boot...+hy D31 +bgot... gy

Figure 3. Diagram describing the decision-making of a player who contemplates leaving the structure
Source: own study.

Here baj, boni, bavi are various types of consequences that the player considers and that
he believes could occur. One of the interesting and important directions of the theory
development is composing a typology of consequences that correspond to various alternatives
of behavior for which a given subject can decide.

A structure (usually represented by a core of players who decide how the structure
will behave) reacts to the decision of a subject to exit or depart from a structure. This
launches an entire chain of contextual games, which -- as we will show later on -- we can
model by expressing the basic schema of contextual games as a game in an explicit form with
the addition of other inserted games that start to be played. We can consider the following
development, for example:

1. Player B (we will use the designation that we have already used earlier in the given
context for the corresponding player) decides to leave the structure, but to not report (to not
inform other players in the system in which he is active about what he knows). By doing this,
he attempts to attain that the structure does not react.

2. The structure deals with the problem whether to react to the player’s effort to leave
the structure. On one hand it is a precedent, as other players could also follow player B. On
the other hand, player B is not reporting, which could change if the structure takes a harsh
stance and begins punishing the player. But the structure can decide to silence the player
definitively.

2.1. When speaking of a structure, in accordance with the previous we mean its core,
which is formed by some players. Because here we are considering the entire structure to be
a certain player, who in accordance with the previous we are labeling as C, we will label the
players that form the structure’s core, i.e., the players whose decision-making influences the
structure’s behavior (and to keep things simple we will assume that there are only three), as
Cy, Cy, Cs. They will play a certain game among themselves, the outcome of which will be
how to proceed against player B, i.e., a decision about the strategy that they will use against
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him. This is an inserted contextual game, which was initiated by the original decision of
player B to leave the structure. This game can be analyzed by various means, among others
also as a (stated later on) redistribution system of a certain type (see for example Budinsky —
Valencik 2011). The following alternatives can be the outcomes of the game played by the
core players:

- The structure does not react.

- The structure punishes the player.

- The structure silences the player definitively.

We can assume that if the structure does not react or, conversely, definitively silences
the player, the game ends. But other games could also be triggered, such as:

- If the structure does not react, other players will start considering exiting or departing from
the structure.

- If the player is definitively silenced, other players that are in a similar situation to that of
player B can react to this in some way.

3. If player B is punished, he faces the dilemma of whether to start informing on the
other players as revenge (report what he knows, inform other players in the system in which
he is active, etc.), or to remain silent in order to avoid a more severe penalty or definitive
silencing.

4. The next move is once again up to the structure, which -- similarly to before --
ponders the dilemma whether to continue not reacting, punish the player more severely or
whether to even definitively silence him.

4.1. This, like in the previous case, triggers a game inside the structure among the core
players.

is one only possible game scenario. Worth mentioning is also the possibility of
expanding the conflict outside of the given structure that is based on mutual covering-up, as
this structure is weakened by the conflict, which other structures that compete with it in the
given social space could take advantage of and weaken its position or even eliminate it. On
the other hand, by doing this they could also create a precedent for their own players who are
pondering the idea of departing the structure. That is why the decision-making of the
structure’s core does not have to be unanimous. We attempted to simulate the course of the
game based on the presented concept in a student environment. The simulations were
performed only for the purpose of preparing representative research. Even so, they brought
relatively interesting results, which can be briefly characterized as follows:

- A player entering the structure is absolutely not able to imagine the future development,
underestimates the risks and possible consequences.

- Very quickly after entering the structure, already after the first experiences, the player
assesses the future development much more precisely.

- In the decision-making of the structure’s core players, there is a clear shift towards
orthodoxy, i.e., adopting severe measures.

- When considering the behavior of structures that compete with the original one, their core
players have the tendency to support the competing structure and not the rebelling player in
the competing structure.

Specification of the term “hyper-corruption” and notions about it

As we have stated, in the first approximation one can say that hyper-corruption is the
formation of relations based on the “corrupting of the corrupt”, respectively forced corrupt
behavior of those that have committed corruption or similar forms of behavior. It starts where
the person who caught someone in the act of corruption does not face this form of the
breaching of generally accepted principles by expanding the informedness of others about
what occurred, but on the contrary forces the person that was caught into behavior that also,
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and usually even more severely, breaches generally accepted principles. But this is only the
first step in the formation of hyper-corruption. Relations based on mutual covering-up have
the tendency to expand quickly and grow through the corresponding system, penetrate the
formation of its representation and institutional components, including and especially those
institutional components that are supposed to prevent corruption and other forms of the
breaching of generally accepted principles.

The legal regulations governing bribery contained in § 331 to § 334 of the Criminal
Code are based only on the fact that only persons who accept a bribe or the promise of a bribe
or, conversely, only persons who give or promise a bribe, are committing the corresponding
criminal act. The legal regulations governing blackmail contained in § 235 speak of the fact
that the corresponding criminal act is committed by the person who forces another person
with violence, the threat of violence or the threat of other severe damage to do something. It
is clear from the above stated that in the area of legal regulations there are considerable
reserves, as far as disciplinary action against structures based on mutual covering-up and the
forms of blackmail that exist in the given case are concerned. It is also clear that hyper-
corruption is only affected minimally by the existing methods of the battle against corruption.
The existing forms of the battle against corruption practically cannot weaken the structures
based on mutual covering-up that are linked to corruption and blackmail. It is no wonder that
education in the given area is also ineffective, because it is quite remote from that which is
actually taking place in reality.

The original schema based on expanding the prisoner’s dilemma type model with the
effects of credibility capital assumes that the blackmailing of a player that has committed an
act of behavior breaching generally accepted principles is effective only if sufficient
influence of this type of capital exists in the corresponding community. In other words, if the
influence of credibility capital faded, the decreasing of the effectiveness of blackmailing on
the basis of its loss would occur, along with weakening of the structures based on mutual
covering up. These situations can occur in various periods and their existence is provable.
Usually, however, the development is different, especially in places where the institutional
system is significantly penetrated with structures based on mutual covering-up. Here the
structures based on mutual covering-up usually preserve their influence by increasing the
penalties for minor breaches of generally accepted principles, and blackmailing itself is then
based on utilization of a double standard in the judging of the behavior of someone who in
accordance with the process of the structure’s genesis needs to be pulled into the structure, or
-- conversely -- of someone who could come across one of the cases of the breaching of
generally accepted principles by the structure or one of its players and would want to inform
the other players in the system. From the above stated ensues, among other things, that the
model that we have provided makes it possible to formulate and operationalize a number of
indirect indicators of the degree of the influence of structures that are based on mutual
covering-up.

Structures based on mutual covering-up usually function in complex communities that
have the form of hierarchical social systems. In these systems, in which some redistribution
systems have a specific function, payouts can be acquired not only from the redistribution
system itself, but also from its environment, respectively other redistribution systems.
(Because the “it’s easy to spend other people’s money” principle applies here, the conditions
for the formation of structures based on mutual covering-up are very favorable in this area
and it is here that they frequently start to flourish.) Structures based on mutual covering-up
can also be formed *“cross-wise” among various redistribution systems, resulting in cross-
coalitions or even entire social networks growing through the entire hierarchical system. The
existence of cross-coalitions and the from them evolving social networks growing through
hierarchical systems manifests itself by the fact that the predetermining of the formation of
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coalitions occurs the same way in more cases. According to how and where the
predetermined coalitions form, it is then possible to map the contours of structures that are
based on mutual covering-up. Analysis of the negotiations process in a “clean” redistribution
system makes it possible to reveal and describe various strategies that people (as players)
would use if no external influences acted on the system. The better we are able to describe
this process of the use of strategies and the learning of strategies by individual players, the
more clearly it will be possible to identify when and how a player is pulled into the formation
of structures that are based on mutual covering-up. A player usually tends to be pulled into
the formation of structures that are based on mutual covering-up by being told “in public
interest” during negotiations that “some information is only for some people” and that certain
breaching of rules is “completely normal” because “everyone does it”, including persons
whom he trusts. A player drawn this way into the formation of structures that are based on
mutual covering-up gradually comes to terms with that about which he would have said
earlier that he would never come to terms with; he begins playing the game “for the better
persons” and those that have the right “to a different truth” than the one that is “for the
majority” because “the majority does not deserve the real truth”. This also concerns
demonstrations of how that which is “invisible” allows itself to be seen in various ways. One
just has to learn how to read it all. And a good theory is necessary for this.

Conclusion

It is not difficult to imagine a number of directions in which it is possible to continue
with further examination of the phenomenon that we have called hyper-corruption. That
which was revealed as the result of the development of the theory in several directions, which
met in a certain area, at the same time opens the path of the further development of the theory
in various directions. This concerns especially the following areas:

- Adding more elements to the payout matrices that describe the consequences of the
consideration of various alternatives by both the subjects that are being blackmailed as well
as by those that are doing the blackmailing in the formation of structures based on mutual
covering-up. The goal is to make the list of all consequences of this or that decision as
complete as possible and also well-structured.

- It is also possible to identify more alternatives that are possible for players in various
situations, from the perspective of the expression of their behavior within the structures that
are based on mutual covering-up as games in an explicit form.

- A more difficult task is reflecting the course of the game (moves that are made later) into
the establishing of the value of the specific consequences of this or that decision in the early
moves.

- Find suitable symbolism that has considerable importance during the subsequent
formalization and mathematization; it is still possible to improve much on the symbols and
symbolism that we use.

- The most difficult tasks are then in the area of mathematization and possibly also the
axiomatization of sub-models and their interconnection; among other things, also the
interconnection of the model of structures that are based on mutual covering-up and the
model of parallel redistribution games is concerned here.

The greater the progress made in the resolution of these questions, the greater the

applicability of the theory for dealing with the given issues in practice. Practical application
can be expected in the following areas:
- Education of the public (where combining theory and practice usually begins), so that
everyone is able to properly evaluate that which he or she comes across so that he or she does
not become a victim and instrument of hyper-corruption and is able to react to its
manifestations in a qualified manner.
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- Legal regulations, so that the Criminal Code punishes actions that have the greatest social
danger, instead of contributing to the creation of an environment in which anyone can
become blackmailable.

- Politological reflection, which would comment in a qualified manner that which is taking
place in connection with the declared battle against corruption.

We also consider elaboration of the theory of hyper-corruption within the scope of
institutional economics and theory of institutions as an independent dimension from both a
theoretical as well as practical perspective. We came across the need to deal with this
dimension several times during our discussion, but due to the focus of our paper we were not
able to give it sufficient attention.
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Abstract

The aim of this paper is to give a contribute in searching solutions to improve the anti-
money laundering (AML)/Combating financing of terrorism (CFT) risk-based approach in
banks. To achieve this goal, we decided to directly involve the banks, calling them for a kind
of self-assessment about some factors associated with the performace of their AML/CFT risk-
based approach. For this purpose, we carried out a survey, in the period between September
2013 and October 2013, addressed to a sample of banks in the Republic of Serbia. The
answers provided have identified some factors that banks consider strategic to improve the
internal AML/CFT risk-based approach and, at the same time, highlighted some deficiencies
charged to regulators and supervisors.

Keywords: AML/CFT risk-based approach, Client Risk Assessment, Serbian Banks

Introduction

The commitment to improve the anti-money laundering (AML)/combating the
financing of terrorism (CFT) risk-based approach involves an increasing number of countries
all around the world (FATF, 2013); among them, also those currently engaged in the EU
accession process. Serbia, officially Candidate Countries from March 2012, carries on the
fight against money laundering and terrorism financing by adopting appropriate measures to
prevent and punish these crimes. Serbia relies on a specific national legislation and on other
official documentation (Law on the National Bank of Serbia, 2004; Law on the Prevention of
Money Laundering and the Financing of Terrorism, 2009; Decision on the Guidelines for
assessing the risk of money laundering and terrorism financing, 2009; Decision on minimal
content of the “Know Your Client” Procedure, 2009), as a member of the Committee of
experts on the evaluation of anti-money laundering and the financing of terrorism Measures
(MONEYVAL, 2012). With this paper, we want to contribute in searching solutions for the
implementation of AML/CFT risk-based approach in bank. Paying particular attention to
client risk - in our opinion, a profile of central importance - we structured a survey that allows
to obtain, directly from a sample of Serbian banks, an evaluation of those that we consider
key factors for an effective AML/CFT client risk assessment, ie: the AML/CFT staff training
organization; the national AML/CFT regulation; and the role of National Competent Bodies
and Institution.

We think that this work, although for the most part is an exploratory study, may
contribute to research in the field of anti-money laundering because it try to fill the gap,
which could occur, between a set of international measures - however necessarily
standardized - and case-sensitive contextual specificities. We used direct method by calling
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the banks to identify those elements which they consider crucial for an effective AML/CFT
risk-based approach.

With respect to these considerations, the remainder of this paper is organized as
follow.
1) review of some literature contributions; ii) survey’s questionnaire and sample description;
iii) discussion of survey's results; iv) conclusions and future proposals.

Some contributions from the literature

Despite a long period that the scientific community has addressed the anti-money
laundering issue, by trying to make its own contribution with studies focusing on different
aspects of the problem, there are still many questions that require the continuous attention of
researchers. With particular reference to the AML/CFT risk-based approach, we tried to
organize the literature — able to detect - in two main lines of research. In the first, we included
studies that analyze this topic by proposing directly improvement solutions (application of
theories and quantitative models, adaptation of tools usually used in other areas, etc.). In the
second line of research, always remaining the underlying aim to advance enhancement
suggestions, we considered the contributions which start from critics, often negative, on the
AMLI/CFT risk-based approach so as it defined by international standards.

Among the contributions of the first research strand, there are some suggesting to
strengthen the AML/CFT risk-based approach by applying a mixed method of the type “rule
based but risk-oriented”, designed for the particular situation in China (Ai, L., Broome, J., &
Yan, H., 2010); others, considering the possibility to improve it expanding the extent of
money laundering (ML) risk, making it fit into the broader category of the integrity risk
(Simonova, A., 2011); or further studies based on the application of a risk matrix to define
the client profile, with the belief that the imperative “Know You Customer” should be
considered as the core of the entire AML/CFT system (Albanese, D. E., 2012); or others
thinking to an effective AML/CFT system as a driver for financial sector stability not
underestimating, at the same time, the need for more technical assistance in the prevention of
such crimes, especially for developing countries or where is the financial inclusion to be
considered as key element for the improvement (Shehu, A. Y., 2010 and 2012). Among these
researches, also contributions focused on problems arising from the hierarchical relationship
among competent public authorities, financial institutions, and supervisors (Dalla Pellegrina,
L., Masciandaro, D., 2009); and others which argue on the cost/benefits of the AML/CFT
improvement (Johnston, R. B., Carrington, 1., 2006).

As anticipated just above, we decided to include, in the second line of research, works
which propose improvement solutions for AML/CFT risk-based approach, starting from a
constructive critics. Among these, studies that identify an alleged gap in the current AML
framework, attributed to the excessive consideration given to high-risk situations at the
expense of the low-risk products (De Koker, L., 2009 and 2011). Follow this line of critical
profile also the researches which detect paradoxes behind the classifications of risks,
denouncing observed an oversimplification (Demetis, D. S., & Angell, 1. O., 2007).; and
others that attribute the slowdown in improving AMLCFT risk-based approach to the
excessive bureaucratization of some control systems, which makes it more difficult to detect
situations of real risk (Killick, M., & Parody, D., 2007); and others that highlights a mixture
of criticality which may affect the AML/CFT risk-based approach effectiveness, as the not
compulsory nature and the incompleteness of the indications contained in EU and
international standards, which may lead to the adoption of discretionary behaviors, often
cause of prevention measures failure (Costanzo, P., 2013); or still other studies that have
identified the lack of flexibility in the procedures to comply with the imperative “Know Your
Customer” (Gill, M., & Taylor, G., 2004).
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In addition to the described strands of research, it is also possible to identify a series
of studies specifically related to the experience of Serbia in the fight against ML/FT risks.
Among them, we decided to highlight particularly those focused on the banking sector: thus,
empirical studies that have contributed to the knowledge of the level of harmonization of the
AML system in Serbia with the FATF's Recommendations and the Third European Directive
on anti money laundering (Fijat, L., 2013a; Fijat, L., Bozi¢, D., & Tomasevi¢, S., 2013;
Muminovié, S., & Ljubié¢, M.,2013); or others that have investigated the role of Institutions
and Bodies competent and specific legislation in support of Serbian banks in the prevention
and combating of ML/FT (Fijat, L., 2008, 2013b; Fijat, L., & Zivkovié, A., 2010; Lukié, T.,
2010). The paper we propose ranks among the researches belonging to the first line of those
described just above and, at the same time, among those specifically referred to the situation
in Serbia. The additional contribution we would like to give is to boost the number of studies
that aim to emphasize the importance of an accurate definition of client risk and the factors
that affecting on it, seeking ways of implementing the AML risk-based approach with
proposals that directly involve who in fist person have to manage, even if from opposite
positions (Bosworth-Davies, R.,1998; Holder, W. E., 2003; Ross, S., & Hannan, M., 2007;
De Wit, J., 2007; Johnson, J., 2008; Geary, J. M., 2009; Tsingou, E., 2010; Van den Broek,
M., 2011).

Explanation of the survey and sample description

The survey proposed in this paper has been conducted administering a questionnaire
to a sample of Serbian banks, in the period between September 2013 and October 2013. For a
better understanding of the research project and its aims, questionnaire was previously
explained via telephone to the employee of the anti-money laundering department and then
sent via mail for answers. The questionnaire consists of three sections, each corresponding to
an aspect of the analysis. The first section introduces some preliminary aspects of the
research; the questions that compose it have the purpose to obtain information on the overall
exposure level to ML/FT risks. Therefore, banks in the sample have responded about the
numerosity of ascertained danger situations; about which risk profile they consider more
difficult to manage; and about which, among the internal and external principals, they
consider most effective.

By the second section of the questionnaire, the survey starts focusing on the client risk
assessment. The first element considered is the AML staff training. To evaluate the
contribution of this element to the risk-based approach improving, banks have responded to
questions about many important aspects of AML training paths, from technical and formal
organization, to the assessment of contents, participants and trainers.

In the third and final section of the questionnaire, the sample banks proceed to the
evaluation of the role played by domestic legislation and National Competent Bodies and
Institutions, assessing the contribute given by the provisions contained in national AML Law
and in other official documents and by national institutions with role of regulators and
supervisors.

Of the 31 banks operating, in 2013, in the Republic of Serbia, 11 agreed to participate
in the survey, representing around the 35% of the total sample. The 14% of the sample
responded that they will not be part of our survey. Explanation of one bank was that
requested information are confidential and that they can give information about this area just
to the National Bank of Serbia, Administration for the prevention of money laundering or the
Securities Commission of Serbia. Other banks explained that answering on the topic such as
money laundering is forbidden by the bank own policy.
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The assessment of client risk in Serbian banks: results of the survey
Section 1 - Deals with preliminary information about the risk assessment

At the beginning of the questionnaire is a multiple-choice question concerning the
main causes of the bank’s exposure to the risk of money laundering. The reason most
indicated by the survey respondents concerns the economic and political situation of the
Nation (40%). This answer is followed by four others: the lack of support from the competent
Bodies (33%), the inadequacy of the legislation (13%), the inadequate training of staff (7%),
and in particular the poor training of the staff to identify and manage risk situations (once
again 7%).

Moreover, some banks add interesting comments. For example, a bank underlines that
in reality the combination of all the causes indicated in the questionnaire influences bank’s
exposure to the risk of money laundering: none of the factors by itself can be considered as
dominant. Similarly, another bank specifies that all the factors are relevant.

The second question asks how many situations of ascertained risk have been found
during the last five years. Most of the banks (73%) note the option “more than 107, reflecting
a high exposure to the risk. The exposure derives primarily from the number of clients
assessed as risky subjects and the number of suspicious transactions.

However, banks claim they have suffered very few penalties for failure to comply
with the provisions of the money laundering regulations: even 91% have never been
sanctioned; the remaining percentage of banks was sanctioned from 1 to 5 times.

Among the causes for which have been applied penal provisions as per Articles 88-91
(Economic offences, Minor offences, and Minor offences for which a lawyer may be held
liable) of the Law on the Prevention of Money Laundering and the Financing of Terrorism,
only one bank indicates the reason: lack of documents relevant for conducting “Know Your
Customers” procedure. Some institutions underline in the space reserved for comments the
absence of penal provisions, giving answers such as the following: “The control of Serbian
National Bank did not find any omission in relation to money laundering and terrorist
financing” and “There was no sanction against the bank”.

Based on the Guidelines for Assessing Money Laundering and the Risk of Terrorism
Financing, the profiles that the banks feel more critical to manage are the transaction risk and
the product risk (31% in both cases). Geographic risk and the client risk show lower
percentages of answers, although one bank emphasizes the critical issues implied by the
client risk: experience has shown that, for example, two clients characterized by the same
profile (business operations, business volume, residency, etc.), classified in the same category
of risk, can carry different risks in doing business with the bank. One bank differs from the
others: it states that its employees are well-trained and ready to face any risk situation
resulting from the recycling, with no particular distinction between the different types of risk.

Finally, with specific reference to defining client risk, the tool considered to be the
most useful is staff training (56%). The other options included in the questionnaire show
similar rates of response: the direct relationship with the customer (18%), the provisions of
the money laundering legislation and other official documents (13%), and the role of
competent Bodies (again 13%).

Section 2 - Client Risk assessment: the role of training activity

The role of the anti-laundering money training activity has been investigated from
different perspectives: the used teaching approaches and teaching materials, the frequency of
the activities, the origin of trainers (in-house or external), the adopted evaluation mechanisms
and the effectiveness of the training activities in terms of determination of the Client Risk.
Concerning the teaching approach adopted in the training courses, almost all the banks
indicate “lectures with the use of slides”. The main reason of such widespread choice is the
possibility of facilitating interactivity: thanks to examples and illustrations of various
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problems, questions and answers it is in fact possible to discuss the different issues about
money laundering and terrorism financing in greater depth and to understand how to resolve
ambiguities in the treatment. Only a few banks use also or uniquely an e-learning method, by
means of a corporate network.

Training programs are always supported by supplementary materials.

Training activities are mainly proposed once a year; for a very little number of the banks of
the sample, the frequency occurs every six months. Some banks add that training could occur
also in different times, on the basis of specific needs: for example, a bank underlines the
opportunity to organize training activity if there is a relevant change in regulations, in order
to support all the employees who work closely with clients.

The majority of banks state they use in-house trainers. Sometimes the training
activities are arranged by specific organizational functions, such as the “Service of
monitoring of compliance and anti-money laundering” or, more in general, by an authorized
person. In the case of external training, the most common reference is to the participation of
the employees to seminars.

All the banks of the sample verify the levels of learning of the personnel and use
assessment techniques of the trainers at the end of the courses.

The opinion banks express on the utility of the training activity for the determination
of the client risk is quite good: no bank gives a score less than six; this result seems to
suggest that most banks recognize a great effectiveness to the personnel training for the
assessment of the client risk.

Section 3 - Client Risk assessment: the role of National Regulations and Competent Bodies

The initial questions of this third and final section allow us to obtain an assessment,
by the sample banks, on the contribution that the national AML regulation and the competent
Bodies and Institutions provide determining the client risk profile. According to a 6 levels
rating scale - from “essential” to “not enough” - the banks gave the following answers. The
rating on the provisions of national Law on the Prevention of Money Laundering and the
Financing of Terrorism is generally positive: 28% essential; 36% very helpful; 36% useful.
Situation almost identical, but with slightly less positive results, with reference to the banks’
utility judgment about another official document made available for the prevention of money
laundering, ie the Guidelines for assessing the risk of money laundering and terrorism
financing (not to be underestimated, however, a 9% of the sample giving a rating of nearly
no sufficiency). Things change about the evaluation of the National Competent Bodies and
Institutions. In this case, the ratings appear to be distributed among: 18% essential; 18% very
helpful; 36% useful; 10% not very useful; 18% not sufficient, denouncing this result some
deficiencies of these subjects or, at least, of some of them, and confirmed in the answers to
the subsequent question, under which banks are required to disclose those most active in
supporting the assessment of Client Risk (from a list that includes: Administration for the
prevention of money laundering (APML); National Bank of Serbia; Securities Commission;
Tax Administration; Ministry competent for supervisory inspection in the area of trade;
Foreign Currency Inspectorate; Administration for Games of Chance; Ministry competent for
finance; Ministry competent for postal communication; Bar Association and Chamber of
Licensed Auditors, nearly all of the sample indicated the APML (92%). Third section
concludes with a set of questions that require, to the sample banks, the expression of an
overall usefulness opinion in relation to the support role, in the client risk assessment
implementation, respectively played by domestic regulation, by National Competent Bodies
and Institutions and by direct relationship with customers. Attributing a score, in a scale from
1 to 10, the results showed a predominance of high ratings only in the case of direct
relationship with the customer (18% score 9; 55% score 10), consequently considered
essential for an efficient AML risk-based approach.
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Conclusion

The main purpose of this paper is to contribute in finding solutions to enhance the
AML risk-based approach efficiency. The approach chosen to achieve this goal directly
involves the banks engaged in combating money laundering and terrorist financing, collecting
information about who and what banks believe could help win that fight. In order to better
focus the scope of this investigation, we restricted the analysis on client risk, considering the
“Know Your Customer” (KYC) imperative crucial to maintain a satisfactory efficiency level
of the entire bank’s AML/CFT risk-based approach.

The results seem interesting, as allow knowing what could be key factors in
improving and implementing the AML risk-based approach in Serbian banks. Answers
provided give an unequivocal importance to personnel training and to direct relationship with
customers, valued as fundamental principals to ML/FT risks. Things change when to be
evaluated is the role of national Competent Bodies and Institutions. Banks, in this case, point
out the lack of a full participation of them, indicating just one as more involved in supporting
role. A situation like this suggests that banks in Serbia consider the AML risk-based approach
improvement essentially as an internal matter, when instead it should be the result of a
constant commitment to share, even if from different roles and responsibilities, with subjects
active in the role of regulator and supervisor.

In this regard, it might be useful to look for improving solutions starting right from the
needs directly expressed by those actively involved in the process hoping, on the one hand,
that regulated provide objective and consistent data and, on the other, that regulators use
these information to make measures proposed more effective and enforceable.

We consider that increasing number of future researches should be in this direction
and that competent institutions activate a systematic collection of data and opinions coming
from the regulated, in order to effectively support the necessary harmonization process
between AMLJ/CFT international measures and the specific, often problematic, national
contexts.
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Abstract

The paper is aimed at the identification of firm-level innovation strategies and their
competitiveness across sectors and countries. The types of innovation strategies are identified
based on exploratory techniques that are applied to CIS6 microdata. The data includes 60
innovation variables from 16 European countries, 12 core and 19 additional industrial sectors.
The total sample size equals 127,674 firms. The dispersion of the emerged innovation
strategies across the sample countries and sectors is presented as well. Firm competitiveness
pattern typical of the innovation strategies is also assessed. The suitability of the established
innovation strategies for other than CIS6 economies is defined, thus allowing for the
generalization of the results at the global level. For this purpose, the data of the Institutional
Profiles Database I11 from 123 countries are employed.
Both the identification of the competitiveness pattern along the emerged innovation strategies
and the possibility to generalize the results at the global level are novel for this strand of
work. From the practical perspective, the findings enable firms to better evaluate the
appropriateness of the relevant economies to their innovation strategies. Thus, for instance,
institutional contexts of some economies can be considered to be suitable for the most
competitive innovation strategies, but firms in these economies do not fully utilize this
potential. Hence, the findings could be used by them as the guidelines for further innovation
development.

Keywords: Firm competitiveness, innovation strategy, institutional context, sectoral
coverage

Introduction

The paper is aimed at the identification of firm-level innovation strategies and their
competitiveness across sectors and countries. The paper is consistent with the recently
emerging multiplex approach towards innovation that is typical of this strand of work. Hence,
as long as the “innovation-oriented activities carried out together to create and market a new
good or service, or improve on production, delivery and business processes” (Frenz, Lambert
2010, 2012) are implemented purposefully and in a systemic way, the bundle of these activities
can be referred to as an innovation strategy. For the identification of the typology of innovation
strategies, Community Innovation Survey (CIS6) microdata from 16 European countries,
collected by Eurostat®, were used. At the point of data collection in 2012, the CIS6 microdata
were the newest available source of the required data.

Several studies were done in accordance with the similar logic. Nonetheless, they
invoked the previous CIS editions (CIS3: Shrolec, Verspagen 2008) or limited numbers of
variables, sectors and/or countries (CIS2 for Denmark and Finland: Leiponen, Drejer 2007).
For example, the most recent study of this type (Frenz, Lambert 2010, 2012) involved 20

8 European Commission, Eurostat, 2008 Community Innovation Survey microdata. Eurostat takes no
responsibility for the results and conclusions, which are those of the author of the thesis.
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innovation-related variables and three industrial sectors. Meanwhile, this paper presents the
findings based on 60 innovation variables, 12 core and 19 additional sectors. As a result, a
more comprehensive picture of the variety of firm-level innovation strategies and their
industrial environment is observed; moreover, a greater number of variables let us to present
each emerged innovation strategy in a more detailed way.

Nonetheless, two more aspects make this paper distinctive. First, the suitability of the
established innovation strategies for other than CIS6 countries is defined, thus allowing for the
generalization of the results at the global level. This is based on the assumption that similar
innovation strategies tend to emerge and function in a similar way in similar institutional
contexts. Yes, it is true that countries can have similar innovation profiles independent of their
overall performance (Belitz et al. 2011), but typically, the opposite is observed more often
(Eapen 2012; Paus 2012; Dau 2013). Hence, for the purpose of the comparison of the
countries’ institutional profiles, Institutional Profiles Database (IPD) Il data from 123
countries, built by researchers from the French Ministry for the Economy, Industry and
Employment, the French Development Agency and the University of Maastricht, were
analyzed.

And second, not only the variety of innovation strategies is presented, but their
competitiveness is assessed as well. More often than not, it is stated that there is no consistent
cross-industry and cross-country (in particular) competitiveness pattern typical of certain
innovation strategies (Frenz, Lambert 2012). Nonetheless, recent findings (Frenz, letto-Gillies
2009; Battisti, Stoneman 2010; Hollen, Van Den Bosch, Volberda 2013) suggest that the
synergy of technological and non-technological innovation activities is concomitant with firm
performance and that firms that introduce complex innovation strategies show better economic
performance (Filippetti 2011). Likewise, some differences in firm competitiveness along the
emerged innovation strategies were revealed in this paper as well.

With this, let us turn to the description of the methodology and, most importantly,
findings and conclusion. The literature review is based on the most recent scholarly findings
and, due to the paper volume limitation, is incorporated into the discussion of our results.

Methodology
Dataset and variables

The CIS is the main data source for measuring innovation in Europe. It covers the basic
information of an enterprise, product and process innovation, innovation activity and
expenditure, effects of innovation, innovation cooperation, public funding of innovation and
sources of information for innovation. The total number of variables included in the analysis of
innovation strategies was 60.

In addition, two more variables were included in the analysis in order to rank innovation
strategies in accordance with firms’ competitiveness: the total turnover and expenditure on
innovation. Regrettably, the dataset provides little information on firms’ competitiveness, while
turnover and expenditure on innovation are the only variables that help identify the most and
least competitive firms. Nonetheless, both indicators are positively connected with market
share, and recent findings (Lee, Kim 2013) show that innovation potential helps predict future
market share. In addition, expenditure on innovation is also associated with firm productivity
and, consequently, competitiveness (Hall, Lotti, Mairesse 2009; Ortiz et al. 2013).

Ultimately, the variable representing the sectoral embeddedness of the surveyed firms
was also used in order to estimate the industries that are most covered by the emerged
innovation strategies. The survey was carried out in 16 EEA countries: Bulgaria (BG), Cyprus
(CY), the Czech Republic (CZ), Germany (DE), Estonia (EE), Spain (ES), Hungary (HU),
Ireland (IE), Italy (IT), Lithuania (LT), Latvia (LV), Norway (NO), Portugal (PT), Romania
(RO), Slovenia (SI) and Slovakia (SK). Thus, the present research is not restricted in terms of
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either industry or institutional setting at the national level. The total sample size equals 127,674
firms.

Data analysis

The variables that represent the structural characteristics of an innovation strategy were
subject to EFA. First, these factor analyses were carried out individually at the country level. A
projection of the scores of the original variables on the factor leads to the emergence of two
results: factor scores and factor loadings. Factor scores are the scores of an innovation variable
on a factor (i.e. innovation strategy), while factor loadings are especially useful in determining
the importance of a particular variable to a factor. In this way, the average factor loading of a
variable represented how important the variable was for the whole taxonomy of innovation
strategies in a country.

Thus, a new sample consisting of 60 variables and 16 subjects (countries) was obtained.
Again, EFA was performed, and principal component analysis was used as an extraction
method. However, because the number of variables exceeded the number of cases, a reliable
solution could not be reached. In the principal component analysis, the variables of the first
component became subject to one more factor analysis. In this case, a reliable solution could be
reached, as the number of variables was reduced to the number within the first factor. In this
way, the first innovation strategy emerged. Later, the variables of the second factor and
remaining variables of the first factor became subject to factor analysis as well. Then, the
variables of the third factor and dismissed variables of the second one constituted the basis for
the third factor analysis, until no reliable solution could be reached. In the next stage of
analysis, the factor scores of the obtained components were correlated (linearly) in order to
assure the sufficient inter-independence of the obtained components. If a correlation between
two factors was statistically significant, their inherent variables were merged in order to obtain
new factor solutions. At the very end of the process, six innovation strategies were estimated.
In addition, linear correlations between the obtained strategies’ factor scores and all the
innovation variables were measured to identify supplementary characteristics of the innovation
strategies.

During the whole process, missing values were replaced by means in order not to
exclude from the analysis countries with at least one missing value. Finally, the obtained
solutions were also verified for the absence of outliers and if their elimination from the sample
did not alter the composition of emerged innovation strategies.

In order to better assess the competitiveness of firms embarking on an innovation
strategy, the correlations of total turnover and expenditure on innovation with factor scores on
the innovation strategy were then computed. Both Pearson product-moment and Spearman rank
correlations were of interest. In each case, the correlations were computed at the level of a
country with the highest factor scores on an innovation strategy.

In addition, the most typical sectoral representations of the innovation strategies were
identified. The organizations with the positive scores on the emerged innovation strategies were
sorted out and then grouped by industry, thus allowing for the identification of the sectors that
are most typical of the identified innovation strategies.

In order to illustrate the extent to which innovation strategies were present within the
sample countries and group the countries according to the compositions of their strategies,
hierarchical cluster analysis was carried out. Factor scores were used as variables for this
analysis, based on Ward’s minimum variance method and the squared Euclidean distance
between clusters.

In addition, to make the findings applicable to a greater number of economies than the
CIS6 ones, 123 countries of the IPD 2009 were subject to hierarchical cluster analysis as well
(Ward’s minimum variance method, squared Euclidean distance). All the 3-digit scale variables
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(i.e. indicators of the qualities of institutions, N = 133) were included in the analysis. Thus,
under the assumption that similar institutional environments condition the emergence and
functioning of innovation strategies in a similar way, the findings can be widely generalized.

Findings
The analysis of the CIS6 data estimated six types of innovation strategies as shown in
fig. 1.

—>Semi-open, knowledge-intensive
7 leadership (1501)

—Expansive, marketing-intensive
leadership (1502)

RO DE
—Product marketing- & scale-based
follower (1503)
PT EE
—Process- & cost-oriented
incremental innovating (1504)
NO ES

—Transformative, strategic
innovating (1505)

v HU —Responsive, service-oriented

innovating (1506)
LT IE

IT
Fig. 1. The emerged innovation strategies of sample firms across CIS6 countries

Let us explore the first innovation strategy that is referred to as semi-open, knowledge-
intensive leadership innovation strategy (1S01) (table 1). Firms that embark onto ISO1 are
continuously engaged in intramural R&D. Yet, radical innovations can take place at the
organizational level in order to adjust to the network and improve information sharing. Further,
although the CIS6 questionnaire does not include questions on patents, design rights or
copyright, all these are typical of collaboration under the Framework Programs (Breschi,
Malerba 2011). Moreover, Spithoven (2013) finds that registering patents (as opposed to out-
licensing) depends strongly on R&D staff having a doctoral degree. Thus, one can conclude
that by means of collaboration with universities or other higher education institutions, firms
engaged into I1SO1 are not in severe shortage of well educated and skilled workers. Besides,
university-industry-competitor collaboration and are popular topics, especially in emerging
countries (e.g. Brazil in Medeiros Rocha’s et al. 2012 study or Turkey in Temel’s et al. 2013

study) and SMEs (Hemert, Nijkamp, Masurel 2013).
Table 1. Semi-open, knowledge-intensive leadership innovation strategy (1S01)

Core Factor ict::rll’ﬁgiztlj Supplementary Correlation, r
Characteristics loading, L - characteristics (p <0.05)
correlation

Component characteristics:

% of Variance = 67.358

KMO MSA =0.822

Bartlett’s test of sphericity p = 0.005
Cronbach’s a = 0.851

Continuous engagement in intramural | 0.881 0.805 Sources from | 0.559
R&D competitors  and
other enterprises
in the same
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industry
Funding from the EU’s sixth or seventh | 0.855 0.758 Reduce labor | 0.522
Framework Program (FP6 and FP7 costs per unit
hereafter) for Research and Technical output is an
Development (RTD) important
objective of
product or process
innovation
Sources from universities or other higher | 0.810 0.712
education institutions
Improved communication or information | 0.791 0.709

sharing is an important objective of
organizational innovation

Sources from government or public | 0.761 0.641
research institutes

Interestingly, on the semi-open, knowledge-intensive leadership innovation strategy
(1S01), Germany scores highest (fig. 1). In addition, Germany is ranked first among all
participating countries for FP6. European Commission statistics show as many as 7449 German
participations in 3027 contracts. Overall, German researchers participated in 82% of the
Program’s projects in the thematic priorities and received nearly 19% of the overall Program’s
budget (Uckel 2007).

Concerning the sectoral representation covered by 1S01, it scores highest in the
following industries: manufacture of computers, electronic and optical products, electrical
equipment, machinery and equipment, motor vehicles, trailers and semi-trailers and other
transport equipment (C26-30 in NACE Rev. 2 classification). Another sample industry
includes professional, scientific and technical activities (M71-73): architectural and
engineering activities, technical testing and analysis, scientific R&D and advertising and
market research. Hence, the sectoral representation agrees with the content of the given
innovation strategy that involves industry—science collaboration.

With this in mind, let us explore the next assessed innovation strategy — expansive,

marketing-intensive leadership innovation strategy 1S02 (table 2).
Table 2. Expansive, marketing-intensive leadership innovation strategy (1S02)

Core Factor i(-t:e(z)r:’-(:g"[c(:lj Supplementary Correlation,
Characteristics loading, L - characteristics r (p<0.05)
correlation

Component characteristics:

% of Variance = 79.100

KMO MSA =0.814

Bartlett’s test of sphericity p = 0.000

Cronbach’s a = 0.905

New methods of pricing goods or | 0.904 0.826 New  methods  of | 0.646

services organizing external
relations

New methods for product | 0.899 0.809 Sources from | 0.563

placement or sales channels government of public
research institutes

Enter new markets is an | 0.887 0.792 Increase capacity for | 0.506

important objective of product or producing goods or

process innovation services is an important
objective of product or
process innovation

New methods of workplace | 0.868 0.767

organization
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In case of 1S02, innovations developed by firms that invoke marketing innovations.
Interestingly, Drechsler, Natter and Leeflang (2013) demonstrate “that the relationship between
marketing capabilities and innovation performance is generally mediated by the decision
influence of marketing on NPD [new product development]. In particular, both marketing
research quality and the ability to translate customer needs into product characteristics serve to
increase marketing’s influence on NPD. This increased influence, in turn, positively contributes
to overall firm innovation performance.” (p. 298). Hence, marketing capabilities may influence
innovation and firm performance to a similar extent to that of other areas of innovation activity,
such as R&D, and the marketing influence is observed in the structure of 1S02 strategy.

Furthermore, marketing innovation is coupled with organizational innovation: firms
introduce new methods of organizing work responsibilities and decision making, such as the
first use of a new system of employee responsibilities, teamwork, decentralization, the
integration or de-integration of departments and education/training systems. In addition, they
introduce new methods of organizing external relations with other firms or public institutions,
and this helps them enter new markets. 1S02 points to a reliance on government or public
research institutes to provide information for innovation activities.

Concerning the sectoral representation best covered by 1S02 innovation strategy, ICT
organizations are most numerous. This includes publishing activities, motion picture, video and
television program production, sound recording and music publishing activities and
programming and broadcasting activities (J58-60) as well as telecommunications, computer
programming, consultancy and related activities and information service activities (J61-63).
Wholesale and retail trade is also typical of 1S02 innovation strategy followed by different
types of manufacturing.

Another marketing-related innovation strategy that emerged is product marketing- &

scale-based follower innovation strategy 1S03 (table 3).
Table 3. Product marketing- & scale-based follower innovation strategy (1S03)

Corrected Correlation, r
Core Factor N I Supplementary ignificant  at
Characteristics loading, L item-tota characteristics (significan
correlation the 0.05 level)

Component characteristics:
% of Variance = 69.614
KMO MSA =0.816
Bartlett’s test of sphericity p = 0.000
Cronbach’s o = 0.908
Replace outdated products or | 0.915 0.866 Introduce products to | 0.665
processes is an important new customer groups is
objective of product or an important objective
process innovation of marketing

innovation
Improve the quality of goods | 0.863 0.797 Engagement in training | 0.661
or services is an important for innovative activities
objective of product
innovation
New media or techniques for | 0.858 0.789 Processes developed in | 0.610
product promotion cooperation with other

enterprises or

institutions
New methods of organizing | 0.829 0.731 Sources from suppliers | 0.606
external relations of equipment,

materials, etc.
Increased range of goods or | 0.770 0.680 Sources from | 0.578
services is an important professional
objective of product conferences, trade fairs,
innovation meetings
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The results illustrate also that innovations in case of 1SO3 are more new-to-firm (r =
0.443, p = 0.085) than new-to-market (r = 0.253, p = 0.345). Firms look for leftover markets
and customer groups in order to realize their production, because the major target markets and
customer groups are lead by other firms. The major obstacles to organizations in becoming
leaders in existing markets is that they lack a wider range and better quality of goods or
services and do not always replace outdated products or processes in a timely manner. An
explanation for that is suggested by Paananen (2012), who argues that firms constrained by
finance tend to search for innovation knowledge both internally (e.g. training) and externally
(e.g. professional conferences, trade fairs), which actually implies that firms implementing 1S03
are constrained financially.

Concerning sectoral representation, 1SO3-type innovation strategies are most active in
wholesale and retail trade (G45-47). The manufacture of food products, beverages and tobacco
products follows (C10-12), similar to the ICT industry (i.e. J61-63: telecommunications;
computer programming, consultancy and related activities; and information service activities).
One more innovation strategy to discuss is process- & cost-oriented incremental innovation

strategy (1S04) (table 4).
Table 4. Process- & cost-oriented incremental innovation strategy (1S04)

Corrected Correlation, r
Core Factor item-total -~ A '
L . : Supplementary characteristics | (significant at
Characteristics loading, L | correlatio
n the 0.05 level)

Component characteristics:
% of Variance = 68.635
KMO MSA =0.860
Bartlett’s test of sphericity p = 0.025
Cronbach’s o= 0.891
Engagement in the | 0.906 0.811 Public funding from the EU 0.754
acquisition  of  external
knowledge
Sources from clients or | 0.858 0.769 No public funding from local or | 0.623
customers regional authorities
Product developed | 0.795 0.795 New-to-firm product or process | 0.601
originally by other
enterprises or institutions
Sources from suppliers of | 0.791 0.803 Improve ability to develop new | 0.528
equipment, materials, etc. products or  processes s

important for the enterprise’s

organizational innovations
Engagement in the | 0.786 0.870 Introduced onto the market a | 0.523
acquisition of machinery, new or significantly improved
equipment and software logistics, delivery or distribution

system

Interestingly, Guisado-Gonzéalez, Guisado-Tato and Sandoval-Pérez (2013) find that the
acquisition of machinery has a statistically significant negative impact on innovation
performance. Hence, when firms lack the ability to develop new products or processes, they
engage in the acquisition of external knowledge, such as the purchase or licensing of patents
and non-patented inventions, know-how and other types of knowledge from other enterprises or
organizations. The present findings demonstrate that market sources, such as those from
customers or suppliers, provide more information for new innovation projects or better
contribute to the completion of existing ones in the case of 1S04. In other words, local sources
of information and direct ties prevail. However, these sources have negligible effect for firm
performance and are not strong predictors of innovative performance (Kafouros, Forsans 2012;
Kesidou, Snijders 2012). Hence, because firms are largely unable to develop new-to-market
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products, some engage in process innovations or, to be more accurate, introduce onto the
market new or significantly improved logistics, delivery or distribution systems. Production
processes are also renewed through the acquisition of machinery, equipment and software and
firms tend to rely on public funding from the EU (not FP6 or FP7) for their innovation
activities, because funding from local or regional authorities is largely inaccessible.

Interestingly, firms that score highest on 1S04 are mostly those engaged in financial and
insurance activities (i.e. K64-66). This finding is not in line with the traditional understanding
of a process innovation. However, traditional process innovation is also typical in Cyprus. 1S04
is actively implemented by firms representing C19-23 industries: manufacture of coke and
refined petroleum products, chemicals and chemical products, basic pharmaceutical products
and pharmaceutical preparations, rubber and plastic products, other non-metallic mineral
products. In addition, manufacturers of food products, beverages and tobacco products embark
on 1S04 as well.

Another estimated finding to discuss is transformative, strategic innovating (1S05)

(table 5) that is mostly oriented towards organizational innovation.
Table 5. Transformative, strategic innovating (1S05)

Corrected .

Factor . Correlation, r

Core - item-total . A
. loading, - Supplementary characteristics (significant at

Characteristics correlatio

L n the 0.05 level)
Component characteristics:
% of Variance = 62.719
KMO MSA =0.777
Bartlett’s test of sphericity p = 0.000
Cronbach’s o = 0.887
Reducing labor costs per unit | 0.868 0.742 Increasing capacity for producing | 0.710
output is an  important goods and services is an important
objective of product or objective of product or process
process innovation innovation
New business practices for | 0.847 0.816 Improving communication or | 0.628
organizing work or information  sharing is an
procedures important objective of

organizational innovation

Increasing market share is an | 0.815 0.847 Improving the quality of goods or | 0.588
important objective of product services is an important objective
Or process innovation of product/process innovation
Improving  flexibility  for | 0.770 0.712 Entering new markets is an | 0.550
producing goods or services is important objective of product or
an important objective of process innovation
innovation

Interestingly, incentives implemented by many firms in order to embark on other
innovation strategies can be associated with 1S05. This insight is also supported by the recent
findings of Trigo (2013). Based on the analysis of 10 innovation types and five innovation
activities, a taxonomy composed of two R&D-intensive and two non-R&D-intensive clusters is
proposed. The findings indicate that organizational innovations count for three of the four
proposed clusters, with “the new management techniques being the most common
organisational innovation in all clusters” (Trigo 2013, p. 46). This result is also consistent with
previous findings that show that a synergy of organizational and non-organizational
innovations results in better economic performance (Battisti, Stoneman 2010; Filippetti 2011).

In terms of sectoral coverage, 1S05 is typical of companies engaged in wholesale and
retail trade (G45-47) as well as different types of manufacturing. The most commonplace
manufacturing includes manufacture of wood and of products of wood and cork, except
furniture; manufacture of articles of straw and plaiting materials, paper and paper products,
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printing and reproduction of recorded media, computer, electronic and optical products,
electrical equipment, machinery and equipment.
Finally, the empirical findings point to the existence of one more innovation strategy,

i.e. responsive, service-oriented innovation strategy (1S06) (table 6).
Table 6. Responsive, service-oriented innovation strategy (1S06)

Core Factor _Corrected Supplementary Cprr_el.atlon, r
L . item-total L (significant at
Characteristics loading, L - characteristics
correlation the 0.05 level)
Component characteristics:
% of Variance = 62.070
KMO MSA =0.715
Bartlett’s test of sphericity p = 0.001
Cronbach’s o = (0.882
Sources from consultants, commercial | 0.920 0.863 No funding from | 0.620
labs or private R&D institutes local or regional
authorities
Reducing time to respond to customer or | 0.790 0.698 Acquisition of | 0.582
supplier needs is an important objective machinery,
of organizational innovation equipment  and
software
No significant changes to the aesthetic | 0.789 0.822
design or packaging
Feasibility studies, testing, routine | 0.789 0.760
software development, tooling up,
industrial engineering, etc.
Processes originally developed by other | 0.768 0.744
enterprises or institutions
Introduced onto the market a new or | 0.646 0.646
significantly improved service

As the findings indicate, the major concern of 1S06 is reducing time in order to better
respond to customer or supplier needs. Bettencourt and Brown (2013), who investigated the
service innovations of product-dominant companies, also concluded the following: “As such,
the primary goal of a product-dominant company seeking service innovation should not be to
innovate service. Rather, it should be to help customers get a specific job done better or to help
them get more jobs done” (p. 277). It is also interesting that 1S06 relies on either internal or
globally distributed sources of information, with some recent findings (Doran, Jordan, O’Leary
2012) showing this pattern to be effective.

Concerning sectoral coverage, a substantial number of the most explicit service
providers are engaged in financial and service activities (K64-66). Yet, the ICT sector is also
typical of ISO6 innovation strategy, i.e. J61-63: telecommunications; computer programming,
consultancy and related activities; and information service activities.

In terms of firm competitiveness, the strongest positive correlations between the extent
of the strategy with expenditure on innovation and total turnover are observed in case of 1S01.
Hence, it can be qualified as the most competitive innovation strategy. It is followed by 1S02
innovation strategy, where the correlations are also positive, but weak. Then, 1S05 is
implemented mostly by those with medium or low turnover, ensuring the purposeful
expenditure on innovation, whereas 1S04 might help increase turnover considerably despite
little expenditure on innovation. The relationship with turnover and expenditure on innovation
is largely absent when 1S06 and especially 1S03 are concerned; therefore they can be qualified
as the least competitive innovation strategies.

In order to make the findings applicable to more economies than the CIS6 ones, the
institutional contexts of 123 IPD3 economies, including the C1S6 ones, were clustered. In total,
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seven groups of countries emerged, but only three of them included the sample countries. The

three clusters are presented in table 7.
Table 7. Groups of institutionally similar economies and innovation strategies typical of them

Groups of economies
Cluster No. 1 2 3
Varied innovation | 1ISO3 (product | 1S04 (process-
ISO1  (semi- | 1S02 strategies with | marketing- & | & cost-
. open, (expansive, leaning towards | scale-based oriented
Innovation - .
. knowledge- marketing- 1S05 follower) incremental
strategies . - - . . . .
intensive intensive (transformative, innovating)
leadership) leadership) strategic
innovating)
German Bulgaria, Bulgaria,
Economies  on Hun ary' Norway, Estonia, Italy, | Latvia, Latvia,
which based 9ary, Slovakia Portugal, Slovenia | Lithuania, Lithuania,
Spain . .
Romania Romania
African i i Ghana, Mauritius, South
economies African Republic
Japan, Singapore, . . S
Asian economies | Hong Kong South Korea, Int_jonesw, Inqlla, Philippines,
. Sri Lanka, Thailand
Taiwan
Australlgn/Pamflc Awustralia, New Zealand - -
economies
Austria, Belgium, Czech
Republic, Denmark, France, .
. Cyprus,  Estonia,
Finland, Germany, Hungary, . . . .
European Greece, Italy, | Bulgaria, Latvia, Lithuania,
. Ireland, Israel,  Netherlands, - - -
economies . Malta, Poland, | Romania, Russia, Serbia
Norway,  Slovakia,  Sweden, Portudal. Slovenia
Switzerland,  Spain,  United gal,
Kingdom
Latin  American Brazil, Chile, Colombia,
. - Uruguay .
economies Mexico, Panama
North _Amerlcan Canada, USA i i
economies

Hence, because Germany, Hungary and Spain score highest on ISO1 (see fig. 1), it is
likely that the other economies listed in the same column in table 7 also induce the emergence
and successful implementation of 1S01. Interestingly, Slovenia scores highest on 1S01 as well,
but its institutional context does not let us to assimilate Slovenia with cluster No. 1. This
implies that the statement that firms can implement different innovation strategies regardless of
their institutional embeddedness could be confirmed in Slovenia’s case.

The same can also be applied to the Czech Republic, but in an opposite manner: even
though the economy’s institutional context is suitable for 1S01, the country scores slightly
negative on this competitive innovation strategy (fig. 1). This could serve as an important
finding for the Czech firms in order to realize and utilize the potential that the country’s
institutional environment proposes.

Nonetheless, two other countries included in the same cluster score highest on 1S02, i.e.,
Norway and Slovakia. This implies that the institutional environments of other economies
listed in the same column are suitable for 1SO2 as well. Again, the Czech Republic scores
negative on 1S02, even though its institutional context could be considered to be suitable for
this innovation strategy. Besides, Spain and Ireland score on 1S02 lowest in comparison to the
other innovation strategies, thus joining the Czech Republic in not fully utilizing the
institutional potential of their economies. However, both Spain and Ireland score positive on
ISO1.
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CIS6 countries that appear in the second cluster are Cyprus, Estonia, Italy, Portugal and
Slovenia. All the countries, except Cyprus, score positive on ISO5 (fig. 1). So, it can be
concluded that the institutional environments of the given cluster allow for the implementation
of different innovation strategies, but the leaning towards 1S05 can clearly be observed.

The third cluster includes Bulgaria, Latvia, Lithuania and Romania. These countries
score moderately positive on I1S03 and 1S04. Hence, the institutional profiles of the countries
listed in the third column of table 7 could be considered to be supportive of 1SO3 and 1S04
innovation strategies.

Interestingly, 1S06 could be viewed as typical of all the economies in table 7. This is
because Cyprus, Slovakia and Latvia score high on this innovation strategy, but the three
countries adhere to the three different clusters.

Conclusion

Six firm-level innovation strategies were identified. Generally, the findings do not
demonstrate the strong industrial or country convergence of the innovation strategies, but some
patterns could be observed. Hence, the most competitive strategy, i.e. semi-open, knowledge-
intensive leadership, includes the collaboration between private and public sectors, between
industry and science, and with competitors, thus reconfirming the significance of open
innovating. However, typically, the extent of the semi-open, knowledge intensive leadership is
lesser in less advanced economies, if to rely on the terminology of the varieties of capitalism.
Therefore, one might question whether this innovation strategy can remain sustainable in these
countries without the external funding from the EU Framework Programs.

The distinction between expansive, marketing-intensive leadership innovation strategy
and product marketing- & scale-based follower innovation strategy is worth mentioning. Both
strategies are characterized by similar sectoral embeddedness. Nevertheless, the former strategy
is more oriented towards professional and highly competent marketing and is thus competitive,
whereas the latter strategy is employed predominantly by manufacturers that see marketing as
an augmentation of production. This results in the considerably lesser competitiveness of the
product marketing- & scale-based followers. Typically, they are also rather constrained
financially to alter the current stance. However, expansive, marketing-intensive leadership
innovation strategy is rather uncommon in the investigated economies and could be seen as
highly dependent on internal sources and especially marketing competence rather than on
institutional and sectoral environment.

Process- & cost-oriented incremental innovation strategy, just as that of product
marketing- & scale-based followers, is widely implemented in less institutionally-advanced
economies, but is not extraneous to other countries. Thus, process- & cost-oriented incremental
strategy is embedded in sectors more than in countries. It is typical of manufacturers of coke,
refined petroleum products, chemicals, pharmaceutical products, rubber and plastic products, as
well as food products, beverages and tobacco products. The strategy is aimed at the reduction
of costs and the maintenance of existing positions more than innovating, and admittedly, this
innovation strategy is medium competitive. It is mostly utilized by mature firms with large
turnovers.

Transformative innovating that includes new business practices is not a fully-fledged
innovation strategy. It is medium competitive because, more often than not, its competitiveness
depends on what other innovation activities it is combined with. It is typical of different types
of manufacturing, as well as wholesale and retail trade. The strategy is implemented to a greater
extent in medium and highly-advanced economies. Hence, the previous finding that firms that
introduce organizational and other innovations show better economic performance seems to be
reasonable.
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Ultimately, responsive, service-oriented innovation strategy is, admittedly, typical of
services industries (finance and insurance, 1T, telecommunications, etc.). At the same time, it
seems to be less constrained by institutions and is not much country-specific. This insight could
also be seen as one of the reasons for why service-oriented industries develop and expand so
rapidly. However, the strategy is less competitive.

To conclude, firm-level innovation strategies demonstrate varying patterns across
countries, sectors and firm-competitiveness. Nonetheless, the established patterns are mostly
coherent with the structural compositions of the strategies, even though few exceptions could
also be observed.
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Abstract

This paper investigates in the buying behavior of small and mid-size companies in
Germany with a special focus on the decision making process, the buying process, in cases of
purchasing information technology / ERP (Enterprise Resource Planning) systems.
Furthermore it will outline the connection of the decision making and buying process and the
success of the implementation, reviewing critical success factors for the implementation of
the ERP system. Especially for small and mid-size companies (SME) the decision to buy a
specific software package will have significant consequences for all parts of the business in
terms of business processes and costs. The paper will support hypotheses about the
acquisition of an ERP system at SME companies. Success factors will be identified,
prioritized and evaluated specifically for the requirements of the small and medium size
companies.
Findings are that during the acquisition phase the entire company is expected to support the
definition of requirements of the new system, the purchasing department has to be supported
strongly by strategic guidelines of the top management, a business case needs to be prepared
in the very beginning and the long term vision needs to be challenged with the capabilities of
the new system. After a long implementation process and after go live none of the
requirements are reviewed again nor measured to ensure this strategic investment was
executed according to the defined expectations.

Keywords: Enterprise resource planning (ERP), sritical success factors (CSF), small and
mid-size entities (SME), decision making, acquisition

Introduction

The selection, implementation and maintenance of standard ERP software like the
high-end enterprise packages of e.g. SAP, Oracle and Microsoft constitute the commodity
part of the business for big enterprises.

The area around the smaller and mid-size businesses is significantly different. A lot of
small, mainly local IT companies are implementing a large number of different ERP solutions
according to a similar number of different methods.

During the past years the number of larger entities buying and implementing new ERP
systems has reached saturation points. They are currently rather consolidating existing
systems and upgrading new releases. ERP developers are seeking for new potential markets
among small and medium size companies (SME) (cf. Deep et al., 2008, p. 430). With the
opening up of all economy SME companies are forced to adopt their business model and
approach according to practices and software adopted by big companies (cf. Shehab et al.,
2004 p. 359)

The business requirements for medium size companies are changing rapidly. Hence
their need for a professional IT and ERP system support is higher than ever. A study (2005)
of 550 companies showed that over 57%-70% of large companies are currently using ERP
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systems but only 27% of SME companies (cf. Caruso, 2005). There is a significantly rising
demand for ERP systems at mid-size companies. There was an additional feedback in the
same study, claiming that 50% of the companies are planning to select a new or to modify the
existing ERP system within the next 12-18 months. This study obtains more and more
relevance in the current turbulent economic markets.

Literature Research
Decision Making

A review in literature shows that the subject “decision making” is exhaustive and
especially “strategic decision making” is getting more and more popular in recent years. One
aspect of decision making should be taken into further consideration - rational decision
making addresses how a decision should be made rather than how decisions are made (Glenn
and Simon, 1978), which is a very valuable aspect for the subject ERP selection. Given the
study of strategic decision making is a conglomerate of all intellectual disciplines, this paper
and it’s research focuses on managerial decision making where Barnard and later theorists
like James March, Herbert Simon and Henry Mintzberg laid the foundation for. To make
good choices companies must be able to calculate and manage the risks (cf. Buchanan, 2006).
Decision making is seen as a functional view driven by rational behaviour (cf. Melé, 2010).

Reviewing literature for the specific subject of IT / ERP decision making shows that
IT /ERP selection (and implementation) is getting more and more popular in the recent years.
Multiple cases have been analysed (cf. Verville et al. 2002) and many different approaches
reviewed (cf. Verville et al. 2003, 2005).

The structure of a purchasing department or a structured process for acquisition,
which are the specific needs for a mid-size buying organization and which information are
required for long sustainable decision process in purchasing are not covered by scientists in
much detail. The IT acquisition strategy should follow the company’s overall business
strategy, so core competencies, critical success factors, feasibility studies and further specific
information should be aligned by lead managers and related acquisition and implementation
methods understood (cf. Rahardjo, 2006).

The strategy and method are more related to the approach taken, the selection process
itself usually follows a similar structure. The main difference between the execution of the
process and its intensity depends mostly on the size of the company. According to the
findings of a research study conducted by Infinedo (2007) organisational size is positively
related to ERP success, due to some findings with respect to IT budget size, staff and
department size.

To summarize it is important to point out that there are a lot of similarities for the
execution of the acquisition process itself. For the purpose of this paper the process is taken
as a multi stage process with reference to all mentioned authors. The 4, 5 and 6 stage
processes usually cover the same activities just describing a different level of detail.

Success factors for a high degree of satisfaction

According to many researchers, more important than the process itself are the
characteristics chosen to evaluate the ERP system. The best fit of these characteristics, its
evaluation and impact on selection is the key to a measurable, successful implementation.
The biggest challenge for the selection of information technology is the definition of all
requirements for the expected solution. (cf. Schmitz et al., 2007, p.260).

Verville and Hallingten (2002) determined three distinct types of criteria for
evaluation: vendor, functionality and technical. Vendor evaluation criteria included size,
financial stability, and reputation of vendor etc., functional criteria dealt with the software
features and included functionalities specific to front-end interfaces, user friendliness and so
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on. Technical criteria dealt with the specifics of the system architecture, integration,
performance, and security etc. (cf. Baki et al., 2005). Percin (2008) differentiates mainly
criteria by system factors and vendor factors using the very specific ANP approach as the
decision making process, stressing a pairwise comparison of the criteria. Shiau et al., (2009)
are focussing on six specific criteria to analyse the decision behaviour and influence of
CEO’s. Six constructs are: investment decisions cost and benefit analysis, choice of
appropriate technology, choice of vendor or brand and suitable innovation for the firm.

There are multiple studies containing literature comparison of the influencing
characteristics for the ERP selection. Each list has a slightly different research background as
well as complete different hypothesis as a basis. Shiau (Shiau et al. 2009) focuses with his list
on measurable critical success factors to validate the characteristics of the ERP acquisition.
Shehab (cf. Shehab et al. 2004) lists various papers to provide an overview of the
characteristics used for SME and large companies. Rahardjo created a list of success factors
and factors for failure (cf. Rahardjo, 2006). All his criteria for failure have been used but in a
positive way as success factors, e.g. “lack of management capability” used as a success
criteria “high management capability”.

To sum it up, so far, research papers, cases and empirical studies covering the same
detailed aspect have not been found but the topic seems highly relevant in the rising ERP/IT
business environment. Hence, the current state of research for this topic is very young and
there is potential to continue in various aligned areas.

Hypothesis and Research Method and Design
Main Hypothesis and Overall Research Question

Researchers have analyzed considerably extensive the implementation of ERP
systems, the optimization of ERP systems, management of ERP issues and details of ERP
functionality (cf. Schlichter et al., 2010 p. 496). Very few analyzed the failure of ERP
implementations and the models how to ensure a successful implementation (cf. Sternard et
al., 2011, p. 1513).

Based on relevant literature the author identified the most important critical success
factors that are the key driving forces behind successful ERP implementation. Analyzing
them individually before each system selection is part of a suggested method driving this
research. Given that very specifically for the selection and decision making part of an ERP
system there is still very little research work done in this area the dissertation paper focus on
it with its main hypothesis.

HO: The execution of the decision making process has an impact on the level of
satisfaction with an ERP system.

This means in detail for this research work:

A SME company has a need to implement an ERP system. Whether the selected
system is the right one and if it is implemented according to the companies requirements, is
founded in the very beginning in the decision making process. Following a very structured
high quality decision making process improve the possibility that the right / or one of the best
fitting systems will be selected. The satisfaction and the decision making are very strongly
related.

The overall research question is defined according to the hypothesis HO:

Is there a relationship between the selection / decision making process of an ERP
system and the satisfaction with the system?

Development of a generic process

The research question and hypothesis cover a wider range of the ERP life-cycle
process. It connects the beginning with the end of the life—cycle and points out the
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interrelations of it. Shaul (cf. Shaul et al., 2012, p362) defined the EPR life-cycle process in
four fundamental phases: planning, implementation, stabilization of the ERP system into
normal operation, and enhancement. Other cycles described in literature vary very little from
this definition mainly in terminology and wording.

This connection of phases is a differentiation factor to all other research studies which
usually focus on one phase mainly the implementation phase. Just recently the selection part
(acquisition) gets more popular mainly covered by Verville, Palanisamy and Bernadas (cf.
Verville et al., 2010, p.36). The selection / acquisition is part of the planning phase. Shaul
mentioned as well in a very recent publication that problems occurring with the ERP systems
should be based on so called critical success factors and should be traced back to earlier
phase requirements and decisions (cf. Shaul et al., 2012, p.371). Markus et al. argued as well
that the planning phase is usually underestimated and preventing and resolving future
problems start before implementing. He points out that analyzing the planning phase can
prevent future failures (cf. Markus et al, 2000, p.255). So, all of the publications support the
actuality and relevance of the research question and the model development.

There is additional detail needed to support or falsify the main hypothesis. The main
variables are identified according to the following figure (see Figure 1). The independent
variables are tight to the selection part of the model. The dependent variables specify the
result at the satisfaction part of it.

Execution of the . . .
/ Satisfaction with the ERP
. Decision Making o System © .

N Process

Decision Making Process means:
Following a suggested decision making
process, defining and prioritize key
selection criteria and involving
significant people enabling the decider.

Satisfaction means:

Quality and fulfillment evaluated with
the defined most important satisfaction
criteria.

Figure 1: Relation of Variables, created by author 2012

The relation of the variables can be summarized in the following declaration:

“The higher the performance of the execution of the decision making process the higher is the
satisfaction with the decision and the more efficient is the ERP system noted.”

This statement will be broken down and analysed in more detail in the following
paragraph. Meaning the closer the selection is executed according to the developed decision
making process the better for the overall efficiency. The dependent part is the challenge how
to analyse the efficiency meaning to measure satisfaction in this dependency.

Given it is a mainly unique decision for a company which is not done frequently it is
fair to stress that this decision is a purely strategic decision. Strategic decisions of that quality
and volume can be categorized as normative decisions where the decision makers mainly
should follow a rather rational approach, based on that assumption a model was developed.
Considering the theory of decision making and the underlying approach was one input for the
development of the process. Rational decisions these days are very often influenced by
irrational factors. In this case the process provides the starting point for the selection, it
enables the decider to make the first decisions on a pure rational basis and avoid spending a
lot of time on gaining this rational experience themselves. In addition for a decision like the
ERP selection there are always irrational factors which might have to be considered. The
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relation of the pure theoretical approach and the decision itself as a practical result has to be
explained in more detail.

As an example a SME company with no experience will select an ERP system. They
could start reviewing one ERP software package according to their needs, might add people
and requirements to that process over time, review another ERP system add more needs and
so on. In this process, they might mix rational and irrational requirements. They end up after
an exhausting, lengthy process to decide for an ERP system. The selection itself and possibly
the implementation might be a success, but the process executed was very inefficient and the
people using the system might be not satisfied. Therefore the company should be enabled at
the very beginning to fulfill the main rational criteria and then after a pre-selection add more
specific and possibly irrational requirements. A process has been developed considering the
various theories and practical experience to ensure this enabling process.

Reviewing the different projections in both theories, the organisational decision
making and the ERP life-cycle theory, conclude that most researches are examined about
variables but rarely about the nature of the decision itself (cf. Nutt et al., 2010, p. 535ff).
Franz and Kramer point out in the article edited by Nutt et al. that a process of decision
making should consider the following steps: Decision characteristics and personal &
organisational characteristics influence the decision process leading to the decision outcome.
They point out that this conceptual process is compatible with the three theoretical
orientations: prescriptive, descriptive and naturalistic. Other researchers and theorists add to
the decision making approach other orientations like political, organisational and
informational (cf. Nutt et al., 2010, p. 525).

Comparing and analysing the different theories of decision making and ERP life-cycle
process a decision making process was developed to consider all relevant factors for the
efficient selection of an ERP system for SME.

Research Methods

An extensive literature review has been conducted starting from 2009 until 2013.
Using the findings of this and the leveraging the experience of other scientists the decision to
use and elaborate semi-structured expert interviews has been made. The first literature results
have been tested and reflected for the semi-structured interviews. Between autumn 2010 and
spring 2012 28 expert interviews have been executed in parallel accordingly. The
propositions have been tested in that circle of events. The hypothesis was reviewed from
different perspectives.

Semi-Structured Expert Interviews

A questionnaire was developed as a guideline for the expert interviews. The
interviews were conducted mainly in person with the expert interviewees. Given the busy
schedules of some the interviewees, some interviews were conducted on the telephone but all
followed an identical structure. The questionnaire had been submitted in advance of the
interviews to allow for preparation by the expert interviewees, when and if time permitted.
All answers were discussed fully during the interviews, not just written down on the
questionnaire. Some experts sent additional supporting material and brochures after the
interview.

The companies in scope are small and medium-sized companies and therefore the
relevant experts tended to be the company owners, board members or CEO’s or in medium-
sized companies the CIO or IT department leads. A total of 41 companies were contacted. Of
these, 13 companies decided not to participate for various reasons. The remaining 28
companies with identified interview partners were conducted in 2011 and 2012. In summary,
they were all highly knowledgeable and relevant experts.
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Results

Satisfaction with the ERP system combines all propositions into a model of
dependencies. The level of satisfaction is measured in relation closing the ERP life-cycle
combining the beginning, the selection of the EPR system, with the end, the measurement of
the satisfaction. Therefore it doesn’t result in new propositions it finalise the existing ones
with additional information and results in the research questions.

One key critical question after the ERP system implementation is the question, if it is
the right system and if the people are satisfied with it in the daily business, then it is
evaluated. The related research question has been asked. During the interviews and company
studies and the results have been openly discussed as well as at an international conference.
One statement came up “There are no criteria defined in the beginning (at selection point in
time) and they are not measured after go live for satisfaction”. It assumes that success is
hardly measured and challenged with the experts. Given the experience with bigger
companies it was a high likely hood that success is mainly not measured and defiantly not
measured according to predefined criteria. Therefore the question is asked regarding positive
and negative feedback. "The satisfaction with the ERP system is mainly gut feel. Only
problems, complains and negative impressions are registered. If the ERP system runs
successfully it is not captured in numbers.”

The questions have been asked as part of the expert interviews. Satisfaction as such
had to be rated on a scale from one to ten. One meant the company was not satisfied with the
system at all; ten meant they are absolutely happy and satisfied with the ERP system. The
next question was much more difficult, the question if they measure the satisfaction or what
they relate their result to. One finding was that analysing the satisfaction with the system is
hardly based on facts but rather on less negative feedback and feelings. If there are no
complains about the system and the issue log is rather low the assumption is the people are
satisfied with the system. None of the companies set up a measurement system or structure
for evaluation up front. The following graph shows the relationship of the level of satisfaction
with the fact how satisfaction is measured. The results from 28 expert interviews are pretty
aligned. Most of the companies are satisfied with their solution but none (but one company
(24) once) evaluated it. So, it is always gut feel of the senior executives or IT leads. The IT
leads stated that they would know if there would be any problems because they would have a
lot of negative IT tickets and hotline calls. None of the companies measure the success or
satisfaction in any way. So, even another round of interviews wouldn’t be more than gut
feeling on a different level. Result from all expert interviews regarding it, can be
summarized. That they do not measure the satisfaction but even more they do not measure
against the original requirements. None of the companies know in detail if the system fulfils
the first intentions.
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Figure 2: Result Satisfaction evaluated, created by author 2012

In summary; satisfaction has never been evaluated even if most of the people feel
satisfied with the system. Satisfaction is based on gut feel and lack of complains. Even the
one requirement, is usually not evaluated after go live and beyond. None of the experts did
measure success in a structured way and not related to the requirements which triggered the
system implementation. Even in the lessons learned of the expert interviews, it was
mentioned that criteria should be defined in the beginning and evaluated afterwards for
success.

The chosen method of interviewing experts after the ERP system was implemented
could not confirm in hard facts that companies are not satisfied with the system. They feel
satisfied on basis which is not measurable or supportable in clear hard facts or criteria.
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Figure 3: Summarized result of all findings, created by author 2013
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In summary, Figure 3 provides an overview operationalized to one factor the
execution aligned with the decision making process during selection. As higher the executed
efficiency of the selection was, as higher the satisfaction with the ERP system and the overall
outcome.

Conclusion

While searching the literature dealing with the criteria for selection as well as ERP
selection processes focusing on the selection phase it became clear that these subjects are not
complete. This research examined the ERP selection part of the overall ERP life-cycle
process with the focus on SME companies. It developed and empirically tested a process
relating the selection of an ERP system and the level of satisfaction with the overall ERP life-
cycle by defining a set of criteria. The proposed process assumed a high performance
approach for execution with the people involved and the criteria defined.

The hypothesis that the execution of the decision making process has an impact on the
satisfaction with an ERP system can be confirmed. Even so the underlying research question
that there a relationship between the selection of the system at the very beginning of the
process with the end the satisfaction with the up and running system.

Although the findings of the current study contribute to a better understanding of the
successful selection of an ERP system with long term satisfaction, there are several
limitations to this study. The first limitation of the study is its generalizability. The study
presents the viewpoints of corporations in the south of Germany in the production industry. It
is most probably representative for Western Europe but it is unclear to predict, whether the
findings can be generalized for other markets like emerging markets, Asia or the Middle East
or even North America where SMEs are in a different position. Furthermore the suggested
process should be tested in a greater amount of companies, followed by expert interviews out
of these companies. It should be considered that project or company cases usually take over
one year until the result can be analyzed and the satisfaction measured according to up front
defined criteria. Additional companies could be tested in an early stage or it could be
investigated in a comparable industry or product.
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Abstract

Scientific Research Linguistic Centre (NILC) is a department of Moscow State
University of Economics, Statistics and Informatics (MESI), Tver Branch. Being established
as a multifunctional linguistic centre NILC focuses on providing various services from
teaching languages and developing educational programs to translation.
NILC’s practical activity is based on scientific research in the field of effective methods of
teaching, learning tools, forms and models.
Despite a number of different interpretations of language management, from the choice of
language for a certain communication be a bilingual or multilingual NILC has offered a new
understanding of this term which is schematically represented as
Linguistic school >an employee of a linguistic school —>an employee of an enterprise >
activity of an enterprise
NICL implements its language management on the theoretical basis of its previous research
— anthropocentric hierarchical model of teaching a foreign language, visualization of lingual
signs, prospective interactivity and various modes of tutor’s support.
An important stage in corporate education is developing profiles of competence in a foreign
language for various groups of employees. The profile is constructed in compliance with the
requirements for the knowledge of a foreign language which are necessary to meet for certain
positions in an enterprise or company. Academic plans and learning content of the courses of
foreign languages are carried out accordingly.
The keys elements for effective language management are meeting the requirements for the
positions within the company which is achieved through extensive preparation work and
flexibility in carrying out programs for corporate education.

Keywords: Language management, corporate training, business communication, learning
foreign languages, international business

Introduction

Scientific Research Linguistic Centre (NILC) is a department of Moscow State
University of Economics, Statistics and Informatics (MESI), Tver Branch. MESI was
founded in 1932 and is now one of the leading universities in the Russian Federation both as
a traditional higher educational institution and a modern university implementing e-learning.
MESI’s quality management system was certified according to 1SO 9001:2008. In 2012
implementation of e-learning in MESI was qualified for the E-xcellence label and is now an
Associate in Quality.4
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NILC’s activity is based on MESI's expertise in IT, distance, e-learning and language
e-learning in particular.
Being established as a multifunctional linguistic centre NILC focuses on

. making research in various fields of linguistics, linguodidactics and language e-
learning;

. developing language management projects;

. developing learning materials and tools for language e-learning;

. providing interpretation services;

. teaching English, German, French and Spanish of all levels of competence to various
groups of learners;

. teaching Russian to foreign students through face-to-face and distance e-learning
technologies;

. testing and training language skills through computer-based technologies.

NILC’s practical activity is based on scientific research in the field of effective
methods of teaching, learning tools, forms and models. Though NILC was founded in
October, 2012, its activity is based on the experience acquired by our team since 1997 in
teaching languages to the students of Tver State University and MESI’s Tver Branch as well
as to the employees of a number of enterprises in Tver Region.

One of the most important fields of NILC’s activity is corporate studies, including
development of educational programs and their implementation. The term language
management is not new, as it is used by linguists, managers, teachers and translators. This
term has become popular and widespread and, as a consequence, its meaning turns out to be
vague and has many interpretations.

What is Language Management

Any activity becomes successful, if it is implemented on a solid basis of scientific
research leading to the deep penetration into the essence of aims, tasks, educational content
and methods of learning and teaching. Teaching a foreign language can hardly be an
exception. With the very first steps we came to the conclusion that linguodidactics should be
connected and based on reliable research in the field of learning Our first attempts to
determine the principles and parameters of teaching a foreign language were formulated
within the framework of anthropocentric hierarchical model of teaching foreign languages
to students of non-linguistic departments and specialists with a degree in any science except
linguistics®. Linguists are excluded because they should be taught differently from those
people for whom language is not a major specialization but an essential means for
professional growth and promotion.

The model is called anthropocentric because teaching is focused primarily on a
student’s personality. Student’s interests, preferences and needs dictate the content of any
course of a foreign language. The model is hierarchical because in the process of learning a
foreign language we distinguish between various communicative spheres to participate in
which people usually would like to learn a foreign language. In fact, applying the
anthropocentric hierarchical model of teaching foreign languages we in fact try to rationally
limit the number of spheres of communication in which a foreign language will be used, as
lexis of any language is innumerable and learning a language can be a lifetime. Even in our
native language there may be communicative spheres which are beyond our professional and
everyday needs and interests. Hence, assessing the number of communicative spheres and
trying to limit this number, we primarily find out why our students would like to learn a
foreign language.

Our approach looks as simple as it seems to be banal; it is based on the common
sense. Unfortunately, the common sense does not always win. Compare, for example, far
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from being clear and applicable in practice the descriptions of competence and expertise in
foreign language in The Federal State Educational Standards having been introduced since
2010-2011:

. General Cultural Competence 11 — to know one of foreign language as a means of
communication within the framework of established special terminology of professional
international communication (The Federal State Educational Standard for Higher
Professional Education - 081100.62 State and Municipal Management);

. General Cultural Competence 14 — to know one of foreign languages providing
effective professional activity (The Federal State Educational Standard for Higher
Professional Education - 080200.62 Management);

. General Cultural Competence 14 — to know one of foreign languages on the level no
less than colloquial (The Federal State Educational Standard for Higher Professional
Education - 080100.62 Economics), etc.

It is worth mentioning that our approach to limiting the spheres of communication
differs from The Common European Framework of Reference for Languages: Learning,
Teaching, Assessmentl, abbreviated as CEFR, a guideline used to describe achievements of
learners of foreign languages across Europe. It was put together by the Council of Europe as
the main part of the project "Language Learning for European Citizenship"” between 1989 and
1996 and since 2001 CEFR is used for national systems of assessing language competence.
The Common European Framework provides a common basis for the elaboration of language
syllabuses, curriculum guidelines, examinations, textbooks, etc. across Europe. It describes in
a comprehensive way what language learners have to learn to do in order to use a language
for communication and what knowledge and skills they have to develop so as to be able to act
effectively. Within the CEFR learners’ knowledge and skills are divided into three main
categories, which in their turn are split into six levels of competence. For each level of
competence there are descriptions of what learners should know or is able to do, in terms of
reading, speaking, understanding, communicating, writing, etc. Standardization which has
become the basis for the CEFR, besides considerable simplification (and by the way not
always justified) of lexis of a foreign language to be learnt, has led to underestimation (if not
total forgetting) the needs and interests of a learner as a personality, but not an averaged
learner without any social background and even without an age differences.

Taking into account the needs, interests and preferences of a learner we have to state
there can hardly be any universal textbooks, readymade educational materials suitable for any
group of learners. We have come to the conclusion that it is necessary to compile or develop
educational content on the basis of learner’s needs. Consequently, our learning materials turn
out to be a whole library of lesson’s elements or parts, each of which is aimed at transporting
specific knowledge and developing specific language skills and competences. A vast number
of these elements allow us to respond flexibly to the needs of our learners and quickly
compile and create textbooks, learning tools and instruments, assignments, etc. Since 2012
we started to use CourseLab 2.4, CourseLab 2.7, providing a high level of visualization of a
lingual sign®. Our achievements in this field based on the research in the means of
visualization open perspectives in distance teaching languages which is implemented through
the Virtual Campus LMS (Learning Management System) and AdobeConnect.

Another step in the development of our methods of teaching has become MESI’s
participation in the ELBEP (Elimination of Language Barriers in European Prisons through
Distance and E-Learning Technologies) Project in 2008-2009 within the framework of the
European Lifelong Learning Programme (LLP). This project was initiated and coordinated by
Anadolu University (Turkey). All member teams (apart from above mentioned they are
EADTU, EDEN, Linguapolis (Belgium), Innowacja Foundation (Poland), Hellenic Open
University (Greece), ESTA Bildungswerk E.V.— Training Provider (Germany) and
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Consultant: Dr. Wolfram Laaser (Fern University - Germany) have got vast experience in
distance and e-learning, creation of e-courses. The project was aimed at producing electronic
portals of Turkish, Polish, Greek, Spanish and Russian languages for a specific target group —
the prison staff. Knowing at least an elementary course of the language native to a prisoner
should help a prison staff member to establish friendly and cooperative relationships with
prisoners and hence promote the socialization of the latter afterwards.

Our team of developers has created an e-portal of the Russian language for beginners.
The portal development started from a scratch. The key notions forming the theoretical basis
for the language portal creation are interactivity and visualization. Starting to develop the e-
course of Russian we put forward an approach which we call prospective interactivity’. This
approach is aimed at creating an e-learning environment offering every possible means to
help students in the process of learning Russian in case they will have either questions or
problems. To reach this purpose there has been also created an information portal, a
Homepage of MESI, containing information data. The essence of the approach is to prepare
help and instructions how to solve future problems and questions which we have to foresee
taking the point of view of our future students. The pilot application of the project in 2009
(there 49 learners from Germany, Belgium and Greece) has proved our approach to be
successful as students turn to the information portal to find answers to quite a number of
questions.

The ELBEP Project also allowed us to test various modes of tutor’s support — both
synchronic and a-synchronic, as well as various combinations of languages for
communication between a tutor and learners,® among which the most effective turned out to
be the communication in two languages, when each participant of communication spoke the
language which was foreign for him/her but native for the other participant. As applied to The
ELBEP Project this meant that a learner formulated questions and requests in Russian, while
a tutor answered in the language which was native for the learner.

The introduction of the notion of language management for the arrangement of
corporate studies is a natural proceeding of NILC’s research in the field of effective teaching
and learning foreign languages.

As we have already mentioned above language management is treated differently.
Thus, for example, Bernard Spolsky’ applies this term to characterize language policy both of
a state as a whole, and of an individual. In fact he deals with the choice of language for a
definite sphere of communication. If you know several languages, you manage these
languages while choosing this or that language to communicate with under certain
circumstances or in a definite situation of communication. This interpretation of the term is
closely connected with the notion of multilinguism®.

Most often we use a non-native or foreign language in the professional sphere of
communication. Hence, bilinguism or multilinguism, and language management, as a rule,
are connected or refer to the choice of a profession, job or work place.

Translation agencies treat language management as provision of possibilities to
translate from one language to another. And they necessarily state, that their activity is
effective because of knowledge they have about that sphere of production, business, science,
etc., in which the translation is made (for example, Language Management. Inc, a company
offering translation services to various clients®). Some companies go even further than that
providing outsource staff if there it is necessary to know a foreign language for implementing
business projects. An example of such an activity is ALM - Asset Language Management
Company”. Schematically this activity of a linguistic school or a translation agency is
described as follows:

Linguistic school >an employee of a linguistic school - activity of an enterprise
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In any case the interpretation of language management includes the unity of linguistic
and business activities. The consequence of this unity is quite obvious: to be effective and
successful a teacher of language should not only know a language and how to teach it to
learners, but he/she should also have vast knowledge in a definite sphere of business. This
understanding has become the basis for our interpretation of language management.
Schematically NILC’s activity in the field of corporate education is described as follows:
Linguistic school >an employee of a linguistic school >
an employee of an enterprise - activity of an enterprise

In this scheme the interaction denoted as an employee of a linguistic school -
employee of an enterprise shows the revealing of the needs of a learner (a group of learners)
and carrying out programs of foreign languages taking into account these needs.

An important stage in developing the programs of corporate education has proved to
be profiles of competence in a foreign language for various groups of employees. The profile
is constructed in compliance with the requirements for the knowledge of a foreign language
which are necessary to meet for certain positions in an enterprise or company. Academic
plans and learning content of the courses of foreign languages are carried out accordingly.

The profile of foreign language competences includes a set of skills characterizing the
levels of knowledge. They are reading, audition, writing and communication skills. The
detailed description of all skills depends of the requirements existed for a certain group of
employees. The groups are distinguished by the company itself, depending on its mission,
connections with international partners, etc. Sometimes such groups are used as a source of
candidates for the upper positions in the company. Thus, for example, there are four groups
of employees in Jabil, Ltd. (Russia), they are: Top Managers (the inside abbreviation for it is
VIP), Golden Reserve, Reserve and Potentials. These groups are the basis for the promotion
plan developed by the Human Resource Department of Jabil, Ltd. (Russia). This company
acts as a subsidiary of a US Jabil, Corp., hence the knowledge of English is of great
importance for the successful and effective work of its employees. NILC carried out four
profiles of English language competence for the employees of Jabil, Ltd.(Russia):

o Profile O - Breakthrough or beginner
. Profilel — Basic user

. Profile 2 - Independent user

o Profile 3 - Proficient User.

Further you see an example of a 0 Profile.
v Apprehension of speech by listening (audition):

a) in everyday communication: understanding of simple questions (what your name is,
where you live, about your family, etc.), short statements and announcements.

b) in business communication: understanding common phrases for office communication
(greetings, questions about presence/absence of boss/colleague, etc.)

C) in professional communication: understanding professional terminology in the flow of
speech.

v Speaking (prepared speech):

a) in everyday communication: Ymeer mpeacTaBUThCsS, pacckazaTh o cebe, 3a1aTh
BOINPOCHI 00 UMEHH, MeCTe MPOKUBAHUSL, Tpodeccun codeceTHUKa

b) in business communication: using the simplest phrases of office communication (to
greet, to offer coffee/tea, etc.)

C) in professional communication: using professional terms and non-verbal means of

communication (gestures, face language, etc.)

v Speaking (spontaneous speech production):

a) in everyday communication: often non-verbal response to the simplest questions
b) in business communication: no
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C) in professional communication: no

v Writing:

a) in everyday communication: ability to write a simple social letter (congratulation with
somebody’s birthday, with a festival, etc.)

b) in business communication: no

C) in professional communication: no

v Reading:

a) in everyday communication: reading adapted texts using a dictionary

b) in business communication: reading with the help of dictionary some business papers

for extracting the most general information; reading business papers without a dictionary and
understanding the most general information (numbers, dates, proper nouns, etc.)

C) in professional communication: with the help of a dictionary reading technical (and
other professional) documents, without a dictionary extracting information understanding
international words.

Language Management and Corporate Training

Profile of the learner is the key element in the development of educational programs
in NILC. The learner can be a private person or an employee of the company which
cooperates with NILC. In this case, when developing a curriculum the requirements of the
enterprise are taken into account as well.

A type of these of programs based on the profile of the learner and developed taking
into account the needs of the enterprise is a training of business skills. It is most effective
when learning a foreign language of business and professional communication.

Such trainings are designed to develop practical communication skills in a particular
situation.

Currently, there is a demand for such short-term programs. This demand is dictated by
the following factors. First, nowadays a lot of foreign companies emerge on the Russian
market. They have their affiliates in Russia but the main corporate communication language
is English or German. So all employees have to study a foreign language and be able to
communicate with foreign colleagues in it.

Second, because of the relatively recent entry of foreign companies in the Russian
market, Russian managers lack the expertise of business communication with international
partners. Third, the programs of language teaching in secondary school or higher educational
institutions don’t include any training of business skills.

Training programs can be focused on the development of specific business skills -
writing a business letter, negotiation, making presentations, conducting telephone and video
conferencing, etc.

For example, NILC developed and successfully tested a training program «Effective
presentation in English.” Such training is designed for those who want to learn and develop
presentation skills in a foreign language. During the training learners
o get acquainted with the language of presentation (how to present yourself and your
information like a professional, to make comments during the presentation, how to conduct
Q&A sessions, to make conclusions),

o find out how to make a perfect presentation,

o learn to apply the methods of focusing attention of the audience on the important
aspects of the presentation

. prepare their own presentations and get the comments of experienced trainers.

Training is a kind of lecture in a foreign language, accompanied by the presentation in Power
Point. Learners are also offered short videos on the subject of the training for viewing and
further discussion.
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The information obtained is reinforced by specially prepared exercises and role-
playing games. For training a trainer develops handouts, which contain key information of
the training, exercises and a list of linguistic units used in the given communicative situation.

During the training learners practice all language skills: speaking, listening, writing,
reading. However, the main emphasis is placed on the development of the specific skill which
is the most essential for the training. Thus, for the training "E-mail writing” this skill is
writing, for the training "Conference Call» naturally - listening and speaking.

The business skills mentioned above are common to most businesses and
organizations. We can see only some changes in the degree of skill refinement and language
units that are used in different fields of communication depending on the nature of business.
All these changes are based on the profile of a particular learner and the requirements of an
enterprise. The list of the business skills can be extended taking into account the needs of the
organization.

Business Skills

)

Requirements
of the
company

Profile of the
' Learner

Business skills can also be connected with the requirements of different divisions in
the company. For instance,

Presentation

o Finance
o Logistics
o Participation in international exhibitions and presentations (for marketing department)

Business skills training can be effectively complemented by language simulators. A
Language simulator is an interactive model of the language situation which by its own
internal conditions is as close as possible to the real communication.

Language Simulation plays an educational role: participants obtain relevant skills and
competencies. Interactivity of simulations provide opportunities to develop learners’ skills
and competence of the primary communication: building strategies, solving tactical and
operational tasks - that is, to learn virtually how to do all the things that can be learned only
in practice.

In the language simulation scenario develops in an artificially-created environment
and participants are encouraged to make an individual reasoned decision about how to act,
and most importantly, how to express their needs verbally in a particular situation.

Language simulations have several advantages:
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o Visualization - learners master new lexical and grammatical patterns being aware of
their actual use in practice;

. Automatism - the careful and profound training of these lexical and grammatical
patterns;

o The ability to perform a variety of communicative roles.

An example of language simulations in NILC is the use of role-playing games during
the training “Conference Cal” In one of the versions, the learners receive instruction cards
with problems that may arise during the video conference, and learners are invited to respond
to a given situation.

A problem role-play card: The video has some problem

Possible answers: “You’re (very/ rather) jerky.” “I can’t see people at the edge of the
room.” “Your image has frozen.” “The image has disappeared.” “The image and sound are
out of synch.”

In the other variant, learners are given cards with possible questions or requests of
interlocutors and learners have to select various options of answers or possible reactions to
these issues.

A question or request: “Please have a look at the one with the heading in bold.”

Suggested answers for students to choose: “There seem to be two in bold. Do you
mean the top one?” “Yes, got it. Please go ahead.” “Not yet. Just give me a moment.” “I’m
not sure that’s the problem. Can you try turning up the volume?”

Conclusion

Scientific Research Linguistic Centre of MESI’s Tver Branch (NILC) implements its
language management on the theoretical basis of its previous research and developments —
anthropocentric hierarchical model of teaching a foreign language, visualization of lingual
signs, prospective interactivity and various modes of tutor’s support. The keys elements for
effective language management are meeting the requirements for the positions within the
company which is achieved through extensive preparation work and flexibility in carrying out
programs for corporate education.

References:

Sokolova A.O., Sorokin 10.l. Ob osobenostiah nepreinogo obucenija lodei srednego |
strasego vozrasta/Naucno mnenie: Naucni zurnal, Snkt Petersburg Universitetski konsortsium
SPb.,- Ne3.2011. S.86-89

Logutenkova, T.G, Antropocentriceska herarhiceska model prepodavania inostranih iezikov,
Sbornik naucno-metodiceskih trudov po metodike prepodavania inostranih |1 Russkogo
iezikov., M., 2007, MESI, S. 88-95

Logutenkova T. Visualization in the multimedia course of Russian (MESI participating in
ELBEP project) // TTPAKTIKA PROCEEDINGS. ICODL 2009. 5-th International
Conference in Open Distance Learning, 27-29 November, 2009. Athens, Greece. Volume D,
PART B. P.276-284.

Logutenkova Tatyana. Teaching a foreign language through e-learning technologies (MESI
participating in pilot application of ELBEP Project) // The 7-th EDEN Open Classroom
Conference - The european school 2.0 - Incubating Creativity and the Capacity for
Innovation: Open Content, Social Networking Tools and Creative Learning for All, Porto,
2009. P.328-335.

Logutenkova Tatyana. Teaching a foreign language through e-learning technologies (MESI
participating in pilot application of ELBEP Project) // The Seventh Open Classroom
Conference. The European School 2.0. Incubating Creativity and Capacity for Innovation”

216



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

Open Content, Social Networking Tools and Creative Learning for All. 15-17 October, 2009.
Porto, Portugal. P. 328-335.

Spolsky B. Language management, Cambridge University Press, 2009.

Tretiakova 1.V., Logutenkova Tatyana. G. Multilingvism kak osnova ustoicivogo razvitio,
Belarusia. Minsk. 15-18 ,Maj 2013 g. S. 237-241.

http://www.langmaninc.net

http://www.asset-lm.com

217



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

WAGE DIFFERENTIALS IN THE CZECH AGRICULTURAL
SECTOR IN THE PERIOD OF THE 1ST QUARTER 2000 TO
THE 3RD QUARTER 2012 AND LABOR PRODUCTIVITY

Marta Grycova, Ing.
Czech University of Life Sciences in Prague, Czech Republic

Abstract

Long lasting wage disparity in agriculture has a negative effect on the number of
workers in this sector and thus rural demographic development. The causes of the external
income disparities in the agricultural sector according to economic theories have changed
over time and currently each determinant of wage disparities in agriculture reaches a
significance of various sizes. This paper carries out the calculation of the gross external wage
disparities in the agricultural sector compared to the values for the total economy. The main
objective of this paper is to estimate the significance of the influence of labor productivity in
agriculture, calculated as the ratio of gross value added and total employment in the
agricultural sector, on wages in agriculture using linear regression model of the 1st
differences of the variables, estimated by ordinary least squares method. One solution could
be to increase the labor productivity.

Keywords: Wage disparity, agrarian labor market, agrarian sector, labor productivity

Introduction

average gross monthly nominal wage (average wage) full-time employees equivalent
was 24 514 CZK in 3rd quarter of 2012 according to the official statistics of the Czech
Statistical Office (CSO). In contrast, in the sector of agriculture, forestry and fishing (the
agricultural sector) according to the classification of economic activities NACE (group A) the
average salary was only 20,266 CZK. The difference between these values is equal to 4248
CZK in absolute terms and as a percentage the difference is 17.32% of the value of the
average wage in the national economy as total. The wage difference for the 1 and 3 quarter
of 2012 of the absolute value of 6174 CZK and the percentage of 25.64% demonstrated the
large seasonal fluctuations typical for the agrarian sector (the highest values of the average
wage in the agricultural sector usually in the 4™ quarter and lowest in the 1% quarter). In 2011,
the average wage in agriculture reached 77.9% of the average wage in the overall national
economy. Prolonged wage disparity in agriculture has a negative effect on the number of
workers in this sector and hence on demographic development in the countryside. In 2011,
the employment in the agricultural sector decreased again by 5%. Also in 2011, most
employees in the agricultural sector, i.e. 45% of all employees were in the age group 45-49
years. It is necessary to pay attention to this problem because of the irreplaceable role of the
agricultural sector in the national economy and in society in general.

Wage disparity between the sectors of the economy is not a new phenomenon. For
example, Slichter (1950) calculated the correlation between different sectors. Krueger and
Summers (1987) continued in this topic and Krueger and Summers (1988) also tried to
explain these wage differences using the matrices of industry characteristics and employees’
characteristics. The main part of the work (the linear regression model) is based on the theory
of nominal wage determination in the labor market, however, using the average values of the
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variables. It is based on standard microeconomic theory assuming a relationship between the
wage growth and productivity growth (Speckesser and Meager, 2011).

Main Text

The external wage differences in the agricultural sector compared to the values of the
total economy were calculated on the time series of the period 2000 to 2011 for annual data
(because only for this period these time series of methodology classification of economic
activities CZ NACE are presented in CSO database), and for quarterly data the period of the
1% quarter 2000 to 3" quarter 2012 downloaded from the CSO database. Subsequently, these
data are estimated by the trend models, linear and polynomial (Lewis, 2012, or Kaplan,
2004).

Linear regression model to estimate the linear trend function has the form:

Error! Bookmark not defined.y, = at + f+ u,, 1)
where y is wage disparity, t is trend and u is a random variable.

The largest coefficient of determination R? for quarterly data reached a polynomial
trend function:

Error! Bookmark not defined.y = ay + a;t + a,t* + u,, 2)

The hypothesis regarding the trend in data time series of wage differentials in the
agrarian sector is the increasing trend.

The objective of this work is to estimate the impact of the variable of average labor
productivity in the agricultural sector (calculated as a ratio of gross value added in the
agricultural sector and total employment in the agricultural sector) on the average wage in the
agricultural sector, in a linear regression model in the form of first differences using ordinary
least squares (OLS) method (Hansen, 2000, or Gujarati, 2004).

The linear regression model is based on the theory of wage determination in the labor
market (w = MPL * P, i.e. the nominal wage is equal to the nominal value of the marginal
product of labor) and has a simple form of:

Error! Bookmark not defined.y = a, + ayx, + u,, 3)

where the dependent variable y is equal to the average wage in the agricultural sector and the
explanatory variable x; is the average labor productivity in the agricultural sector. The
hypothesis of the model is the positive relationship of the average labor productivity
compared to the average wage in the agricultural sector (e, should be larger than zero). It's a

very simplified version of the model used in Carneiro (1998).

The calculation of the wage differences from 2000 to 2011

The highest value of wage differences in the period of 2000 - 2011 was in 2009 (5700
CZK) during the financial and economic crisis, which had a greater impact on the agricultural
sector (CZ NACE: A) than the national economy as a whole. The lowest one (2763 CZK)
was in the beginning of the monitored period, in 2000. The calculated average wage
differences among the agricultural sector and the national economy increased the most (by
26.6%) between the years 2001 and 2002 and decreased the most (by about 5.3%) between
the years 2009 and 2010 due to very high levels of wage disparity in 2009, the year of the
hardest effect of the economic crisis. The value of the ratio of the average wage in
agricultural sector divided by the one in the national economy reached the biggest value in
the year 2001 (again due to the business cycle changes) and the lowest level in the year 2003
(maybe thanks to the EU funds and implementation of the EU policies in the pre-accession
period). The value of the percentage change (from the previous year) of the ratio increased
the most between the years 2009 and 2010 (by 2.4%), again due to a very low value in the
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year 2009, the year of economic crisis, and decreased the most between the years 2001 and
2002 (by 4.4% ). Table no. 1 describes the wage differences in the selected period in more
detail.

Table 1: Average wage (W) in the agricultural sector (WA) and the total national economy (W-NE), their

difference and the average wage in the agricultural sector as a percentage (%) of the average wage in the
national economy, 2000 - 2011

Share of W-A on | Percentage change of | Nominal wage | Percentage change
W-NE in % the share of W-A on W- | difference  (W-NH | of the nominal wage
NE in % minus W-A) difference in %

2000 | 79,09827 2763

2001 | 79,61469 0,652886 2931 6,080347

2002 | 76,09508 -4,42081 3711 26,61208

2003 | 74,18138 -2,51488 4 242 14,30881

2004 | 75,82732 2,218813 4222 -0,47148

2005 | 76,10663 0,368346 4383 3,813359

2006 | 75,91323 -0,25412 4708 7,415013

2007 | 77,27251 1,790571 4763 1,168224

2008 | 78,63403 1,761971 4827 1,343691

2009 | 75,58259 -3,88056 5700 18,08577

2010 | 77,37596 2,372733 5399 -5,2807

2011 | 77,9301 0,716165 5393 -0,11113

The graph no. 1 describes the evolution of the average wage in the national economy
and the agricultural sector with the linear trend and the calculated average wage differentials
in the absolute value also with the linear trend in the period from 2000 to 2011 using annual

data. The linear trend is increasing that is consistent with the hypothesis of this paper.
Graph no. 1: The average wage in the national economy and the agricultural sector, with the linear trend
and wage differentials in the absolute value of the linear trend in CZK, 2000-2011
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The graph no. 2 demonstrates the development of the average wage in the national
economy and the average wage in the agricultural sector with the polynomial trend of the
second degree in the period of the 1% quarter 2000 to the 3™ quarter 2012 using quarterly
data. The calculated wage differences among the agricultural sector and the national economy
in the absolute value with the second-degree polynomial trend in the period from 1 quarter of
2000 to 3 quarter of 2012 is showed separately. Again the linear trend has an increasing slope

(more or less in the second case) that is consistent with the hypothesis of this paper.
Graph no. 2: The average wage in the national economy and the agricultural sector in the second
polynomial trend Regulations and wage differentials in the absolute value of the second polynomial trend
order in CZK, 1Q2000-3Q2012
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Results of the linear regression (average wage vs. average labor productivity in
agricultural sector)

The estimated parameters by OLS method of the linear regression model defined
above with average wage in the agricultural sector as an endogenous variable and average
labor productivity as an exogenous variable are showed in the following equation:

Error! Bookmark not defined.y = 0,0129 + 0,3998x, (4)
Thus, a growth in an average product per one employee in agricultural sector of 1
million CZK is connected with an increase of 0.3998 million CZK a year in the average
income in the agricultural sector.
Unfortunately, the coefficient of determination of the model was only 0.368849.
However, model parameters were statistically significant according to the t-tests. The results
are consistent with our hypothesis and economic theory.
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Graf no. 3: Regression lines of estimated linear regression of the relationship between the average wage in
the agricultural sector (vertical ling, in millions CZK), and average labor productivity (horizontal line, in
millions CZK), 1996Q1-2012Q2
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Conclusion

The results concerning the average wage differences in the agricultural sector in
contrast to the national economy stress the ongoing problem of the Czech agricultural sector.

The difference between the average wage in the national economy and the agricultural
sector achieves the highest value during the financial and economic crisis in 2009, suggesting
that the crisis burden fell on wages in the agricultural sector more than on the wages in the
national economy as a whole. The biggest jumps in the data time series of the percentage
change in the ratio of the average wage in the agricultural sector to the average wage in the
national economy happened mainly during the economic crisis (negative jumps, i.e.
increasing the wage gap) and during the recovery (positive ones, i.e. narrowing the wage gap)
contrasting the high value in the crisis with the one during the recovery.

The slopes of the trend lines in both cases for annual data (linear trend function) and
for the quarterly data (second-degree polynomial trend function) partially confirm our
hypothesis of an increasing trend for wage disparity. Nevertheless, the explanatory power of
the estimated trend functions is low due to the short time series.

The results of the linear regression model estimated using the least squares method
confirm the hypothesis of a positive impact of average labor productivity to the average wage
in the agricultural sector, according to economic theory, but the statistical significance of this
model is very low.

This paper tried to contribute to the debate of wage disparities in the agrarian sector.
The possible solution to the problem of wage differentials could be to increase the average
labor productivity in the agricultural sector, for example by increasing investment in the
agricultural sector. However, the explanatory power of the results of the linear regression
model is low requiring further and more complex research that incorporates all
interconnected variables.
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Abstract

Managers take decisions in all levels but they are often faced with uncertainty and
risk. In the field of management it is not done much to study the attitude of managers behave
in relation to their decision they take in risk circumstances. The purpose of this paper is to
reflect decision taking as one of very important managerial concepts, with attention to
conditions of uncertainty analyse on some private and public enterprises of country. The aim
of this paper is to identify criteria, types and process of decision taking under conditions of
uncertainty and risk in organisations that is in reality reflection of respective image of
organisation.
It is used normative method using primary and secondary data. The qualitative research is
based in the sample of 20 managers of enterprises in two municipalities of Kosovo. As a
technique for collection of primary data is used direct interview with managers.
Based on the findings is ascertained that assessment of risk and uncertainty on decision
taking is made mainly based on intuition. Such decisions are made without taking sufficient
information, without precise analyse and without going through 8 steps of decision taking. It
is also not paid needed importance to experts of respective fields while IT tools were not used
to analyse the risk.

Keywords: Decision making, risk, uncertainty, intuition, probability

Introduction
Decision making

Decision taking is a multidimensional process and it is not simply to make one choice.
Decision taking as an integral part of management is one of determining characteristics of
leadership. The quality of taken decisions has main impact on the success of non-success of
organisation. The decision taking is considered managerial function and organisation process
because in most cases this action requires not only quality but also readiness to face with
effects, those it passes individual and becomes concern of determined group of people.
According to Richard L.Daft®, Decision represents the process of problem identification and
the process of solving it. John R. Shcermeron® defines decision as the process of selection of
best possible action, from the entirety of alternatives. Decision taking is the process of

% Richard L. Daft, “Organization Theory and Design”, Fourth edition, West Publishing Company, Saint Paul,
page. 346

8 John R. Shermerhon jr. “Management and Organization Behaviour”, John Wiley and Sons, Yew York, 1996,
page 194
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problem introduction, formulation of alternatives, analyse of alternatives and selection of best
alternative, than continues with the implementation of alternative and its control.

The decision making process is constituted from eight steps:

1. Identification of problem: This process starts with existence of problem and the
difference between existing and desired state. The managers are good if they are able to
understand three main characteristics of problem: to be in flow about the problem, to be in
pressure to act

2. ldentification of criteria for decision making: After identification of problem it
should be identified the criteria for solution of problem. The criteria should be based on the
importance and weight depending from issue or problem for which is needed decision.

3. Distribution of importance / weight of criteria: The decision maker should weight
the importance of criteria and classify them by giving priority according to its importance.

4. Development of alternatives: Decision maker must be creative, thus in cooperation
with team should list the alternatives based on which certain problem could be solved.

5. Analyse of alternatives: The selected alternatives are put into analyse in this step.
There will be carried out the investigation of information and additional material in order to
identify the priorities and weaknesses for each presented alternative.

6. Selection of alternative: After carrying the weight of presented alternatives, in this
step is chosen the best alternative which generates the highest amount calculated at previous
step.

7. Execution of decision: In this step is placed the decision on action, and the decision
has to be followed to the persons of concern as well as their engagement is accepted for the
work which follows. In the cases people who execute decision participate in the process they
are enthusiast to support the implementation of decision.

8. Evaluation of effectiveness of decision: It is evaluation of result where may be seen
if the problem is solved. In the cases where the problem still exist than the manager have to
see what was going wrong and to return to previous steps.

The perspective of decision making

The decision making process involves evaluating a scenario from different angles, or
perspectives, in order to identify solutions that will lead to the desired outcome.®” Three main
perspectives on decision making are rationality, limited rationality and intuition. Rational
decision making means managers make sustainable solution that maximizes value under the
conditions of specific limitations. When managers take rational decisions but are limited
from their ability to process information, this presents rational limited decision taking.
Whereas intuitive decision making is when the decisions are taken based on experience,
feeling and accumulated judgment. The right solving of problems is mainly intuitive and
decision taking results from the unclear mixture of experience, immagination, intellegence
and feeling joined with conscience.®®

Depending from the nature of problem, the manager may take different type of
decisions. When we have to deal with structural problems the decision making is
programmed while when we have to deal with unstructured problems it is not programmed.
Managers try to take good decisions because they will be judged based on the results of those
decisions. It is known that managers often disregard regulations and norms when they have
to take decisions under risk and uncertainty. An attention also must be paid to the context of
decisions that means to analyse the structure of organisation and its organisation culture.

8 http://www.wikihow.com/Develop-Alternative-Perspectives-for-Decision-Making
8 Manaxhimi, Dr. Shyqyri Laci, Tirane, 2008, fage 178
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Attitude to risk on decision making

Risk management is difficult process and its purpose is to save property, capital or
profit of organisation by decreasing the potential of loses. Risk management may be defined
as making decision for the activities by which would be decreased the probability and the
consequences of unpleasant effects that may be done only through identifying and assessing
risk. Researches tried to study the role of risk in their field of interest. According to
researches P. Slivic® (2000) and P. More (1983)* people percept the risk in different ways
depending from the field of work. One valuable definition for risk in the decision making
field introduced authors H. Raiffa and R.D Luce®, who make the distinction of three
conditions that managers are faced with while taking decisions:

1. Security -accurate decision making because results of each alternative are known
therefore managers may take secure decisions.
2. Risk — each action leads to one of specific results, where results of alternatives cannot

be evaluated. The ability of determining probability may be the result of previous experience
or of secondary information.
3. Unsecurity -actions may lead to a group of consequences, but where the probability
of result is completely unknown. For decision maker the security and justification for settling
an alternative is missing.

In generally managers are not inclined to accept risk. Some studies showed that
managers do not accept that risk by which they are faced with is inseparable with situation
and they simply move its acceptance by considering it as controllable issue.

Description of study and results

The study work is carried in Prishtina and Ferizaj municipalities of Kosovo and
includes direct interviews with 20 managers of enterprises. The enterprises are from private
and public sector situated in two municipalities of Kosovo, respectivelly 16 enterprises from
private sector and 4 from public sector. From managers is requested to define what is risk
and how they deal with it, how risk influences on decision making and how they manage it,
how the organization influences at the decision making process and the use of information
technology to manage risk. Protocol with questions is previously delivered to managers who
have not been selected by random sample. They were asked to describe one decision taken
under risk situation during the last year. Taking into account the small number of managers
who accepted to participate in the study, we cannot state the results of this study may be
applicable. However, it is considered that it is done some effort to cast light on relation to
decision taking under the conditions of risk and uncertainty, which is not much explored.

Results of study

Based on the literature analyses and after careful elaboration of the received replies
from managers, the results of study are presented as following:
Question no.1: What is risk and how it is defined?

Majority of managers’ point out financial, commercial and investment risk, while the
situation when the result is unknown for decision taker is a risky situation that may led to a
mistaken solution. Around 68% of them consider as risk decisions the ones they take for
investments. Here is included the investment on new constructions, purchase of new
equipments, development of new products and introduction of goods in new markets. They
were not sure if the investment done for new machinery will for a shorter time bring bigger

8 p slovic. “The Perception of Riskt”. London, Sterling, VA: Earth, 2000.
% p Moore, “The business of risk”, Cambridge University Press, 1983
°! H.Raiffa & E.S. Luce “Games and Decisions”, John Wiley and Sons, 1957, fage 13
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product after comparing it with the amount invested in them. The majority of managers say
they are not able to calculate properly the types of risk they are faced with therefore they
concentrate on investment of projects they believe to be good investment and profitable.
Around 18% of them were convinced that it is necessity to undertake risk and the uncertainty
is in fact the reason of risk existence.
Question no.2: Selection of alternatives to deal with risk

Managers were asked to rank alternatives they will choose once they are faced with
problems that involve risk and uncertainty. The managers of enterprises considered to be not
enough strong financially would avoid all the decisions with risk. At the table are shown two
types of responses. In the first group are managers who take decisions themselves, majority
of them select an alternative of avoiding risk in decision, while 2.80% of them gather
additional information and only 2.10 % try to decrease the risk upon decision making. In the
second group the biggest number of managers declared that they delay with the decision
making because they follow it up to other instances, to Board of directors, steering committee
or to the owner of enterprise.

FIRST group SECOND group

Collects more | Tries to decrease | Avoids  decision | Delays the | Proceeds the decision to
information the risk with risk decision other organs

2,80 2.10 5,10 4.20 5.80

Table 1: Two types of responses from managers on question two.

Question no. 3: Can risk be managed? What do you think for people dealing with risk? They
think risk can be managed if there is needed experience on respective field, sufficient
knowledge for an issue and it is worked earlier on reduction of risk. More than half of them
said they make subjective evaluations and they get based on their intuition and experience in
their efforts trying to manage risk. At public enterprises there are cases where for certain
projects involving risk the decison is taken by ordinary directors and not by field experts.
Question no.4: Culture in organisation, including the level of trust by subordinates. In this
question about 52% of respondents declared that final decisions are always taken at the
higher level of organisation and there is good faith to its subordinates. A number of them
with 27% declared that in the organisations where they work prevails autocratic culture that is
characterised with low trust to subordinates, and 21% confess that the owners are the ones
who decide for everything by themselves and there is no type of democratic culture thus the
change of managers in this kind of enterprises is often.

Question no.5: Have you used information technology to evaluate risk? The respondents
have said they used information technology only to collect information but not to evaluate the
risk. Only three out of all respondents could use Excel application to calculate financial risk.

Conclusion

In modern world decision making is important because it clarifies the understanding
of cultural distinctions and acting with courage in the moment it is needed. Characteristics of
effective decision making process are: the concentration to important matters; logical and
consistent; takes into consideration objective and subjective thinking as well as analytic and
intuition thinking; needs information and analyses to solve the dilemmas; ensures collection
of relevant information and competent thinking and at the end it is reliable, direct, and usable.
Based on findings gained from the study it is ascertained that there are identified problems on
decison making under risk and unceratinty conditions. The problems are intercorrelated with
the accuracy of data, lack of information, avoiding from the decision taking where risk
apparas and disregarding the risk upon decision making. The risk and probability evaluation
carried by managers is mainly based on intuition. The decisions are taken without having
enough information, without carrying full analyses and without paying importance to experts
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of respective fields as well as without using computer tools to analyse risk and decisions.
From other side it is noticed that people who take over the risk are more independent. At
private sector owners ar trend toward progress and few of them have capacity to take quick
decisions. The overall consideration is that this people have personal courage.

During decision making under the conditions of risk and uncertainty more attention
must be paid to details and more information should be collected by both managers the ones
from private and public sector. This information will serve during the development and
analyses of alternatives. At public enterprises during the process of alternative analyses must
be involved the respective experts. Risk must be assessed by ground in order to know exactly
about what will be the benefit and profit as well as the loss by taking difficult decisions. To
assess the risk, managers should also support their work on the information technology tools.
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Abstract

This paper focuses on the effect communication on the sales performance within
CRM. The paper uses the hotel business as an example to evaluate if communication within
Customer Relationship Management creates loyalty measured by the re-purchase behavior of
existing hotel guests. The re-purchase behavior is regarded in the paper as the final outcome
of loyalty.
In addition the research evaluates the qualitative distinctions between the most common
message transmitters in direct marketing, namely e-mail and post mail. Over the last years an
increasing number of companies have replaced the costly media channel post mail with the
cheaper channel e-mail. This was done without a fundamental knowledge of the effect of
switching marketing channels on the sales performance.
Different variables are responsible for customer loyalty. The author uses the European
Customer Satisfaction Index model (ECSI) to create a new model which describes loyalty
from a Customer Relationship Management standpoint.
For the quantitative research the marketing actions and bookings of four hotels in Germany
were reviewed over a time period of 4.5 years. Due to relatively low marketing budgets
hotels rely on direct marketing, therefore the results should also be applicable as a bench
mark for other SME’s.
The results show a direct correlation between communication and the sales performance.
Also a clear qualitative distinction between e-mail and post mail as a message transmitter
within CRM could be identified. The outcome should stimulate manager to a re-evaluate their
existing communication strategy and should be used as a basis for further research.

Keywords: CRM, loyalty, communication, sales

Introduction

The goal of an efficient Customer Relationship Management (CRM) strategy is to
develop, keep and retain profitable customers. Many studies describe the effects of customer
loyalty to an organization. Reichheld and Sasser calculated with a profit boost by up to 100%
by retaining just 5% more customers (C.F. Reichheld F., Sasser E. (1990)); loyal customers
intend to be less price-sensitive and would accept a 5% price increase in order not to
endanger a relationship (C.F. Homburg C., Rudolph B. (1995)); and the retention of loyal
customer’s costs only 15 to 20% compared to the acquisition of new customers (C.F. Miller
W., Riesenbeck H.-J. (1991)). Summarized loyalty provides companies more security, more
growth and a better profitability (C.F. Gruner A. (2003)).

Without a doubt Customer Relationship is one of the most important success factors
in the hospitality industry (C.F. Kopatz A., Waskonig A., Wassel P., Ploss D. (2002)) with
communication playing an integral part in it. The difficulty in this context is, that the effect of
communication on the loyalty of existing customers is not finally clear, no long-term studies
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are available which shows the result of Relationship Marketing (RM) activities on the re-
buying behavior.

Marketing is such a complex field that Wannamaker made the following famous
statement: ,,1 know that half of my advertising spending is wasted, | just don‘t know which
half.” (C.F. Dettmer H., Hausmann T., Kloss I.,  Meisl H., Weithéner U. (1999))
According to a study from McKinsey and OWM conducted in 2012 only 15% of the
responsible marketing managers believe that they know how much the different
communication channels contribute to the company’s success. Marketing agencies rate the
competence of their clients much lower, only 3% are considered to have this capability (C.F.
McKinsey, OWM (2012)). But these numbers do not relate to Relationship Management
activities it is related to the sales effect of short term and transaction oriented marketing.

In order to evaluate the role of communication on loyalty the author adopted and
enhanced the existing European Customer Satisfaction Index (ECSI) model and did a
quantitative research with the booking and marketing data of four five-star hotels in Germany
over a period of 4.5 years. Within a “Big Data” environment and the usage of an integrated
CRM system it was possible for the first time to carry out a long-time study about the effects
of communication on loyalty.

Literature Research
Communication and Customer Relationship Management

Marketing and Customer Relationship Management are strongly intertwined. Dick,
Basau spoke already in 1994 about a dramatic shift in marketing away from a traditional
transaction-oriented marketing to a longer-term focus of obtaining and keeping customers
(C.F. Dick A. S., Basu K. (1994)). Today, the primary focus of marketing activities in an
organization is often on the development, maintenance and enhancement of consumer loyalty
toward its products or services (C.F. Gronroos C. (1995).

Customer Relationship Management and Customer Relationship Marketing are
commonly used for the same topic, abbreviated with the letters CRM. Customer Relationship
Management includes all efforts of a company to positively influence the relationship
between a company and a customer in order to stabilize respectively to enhance the
relationship (C.F. Bruhn M., Homburg (2005)). CRM requires a sustained program of
investing in and developing a wide range of resources e.g. brand, distribution networks,
supply chains and know-how (C.F. Maklan S., Knox S., Peppard J. (2011)). Summarized the
focus of CRM is to gain and keep profitable customers and those with a high potential.

Harker who analyzed 26 different definitions of Relationship Marketing (RM)
respectively Customer Relationship Marketing came to the conclusion that an organization
which is engaged in proactively creating, developing and maintaining committed, interactive
and profitable exchanges with selected customers (partners) overtime is engaged in
relationship marketing (C.F. Harker M. J. (1999)).

Based on the different definitions the author defines Relationship Marketing as a sub-
domain of Customer Relationship Management to maintain and creating relationships with
existing customers through marketing actions. The goal is to increase revenues and buying
frequencies to gain a higher share of wallet to finally enhance the lifetime value of a
customer. RM is therefore not a single project but a marketing strategy focused on the
customer with the goal to maintain and increase the profitability of a company.

Communication plays a central role within Customer Relationship Management
(CRM). Especially in the service industry a well-structured and valuable communication has
a strong effect on consumer perception. Ball, Coelho and Machés cited that a qualitative
valuable communication leads to trust, satisfaction and loyalty (C.F. Ball D., Coelho P. S,
Machés A. (2004)).
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Following Guffey and Almonte communication is the transmission of information and
meaning from one individual or group - the sender - to someone else - the receiver. The main
objective of communications is the transmission of meaning (C.F. Guffey M. E., Almonte R.
(2009)). Normally communication is the exchange of information between the sender and the
receiver. This is slightly different in marketing as in many cases the communication is a one-
way transfer of information from the transmitter to the audience. Therefore Seebohn
describes communication as the exchange of information respectively all forms of
information transmission (C.F. Seebohn J. (2011)).

The transmission of information can result in learning processes and remembering
effects. Since existing customers know the product of a sender the main purpose of
communication within RM shall be the creation of remembering effects and through that
leading to buying impulses. But the high number of the different available communication
channels respectively show how complex it is to verify and measure communication results.

The Construct of Loyalty

The Stanford Encyclopedia of Philosophy defines loyalty in the way that “loyalty is
characterized as a practical disposition to persist in an intrinsically valued (though not
necessarily valuable) associational attachment, where that involves a potentially costly
commitment to secure or at least not to jeopardize the interests or well-being of the object of
loyalty.” (Stanford Encyclopedia of Philosophy (2011)

In a business context loyalty is a psychological awareness process or the observable

reaction of a consumer, where intentional and factual retention or intensification of the
relationship is based on specific reasons (C.F. Keaveney S. M. (1995)).
Retention and loyalty are in many cases used as synonyms for customer loyalty. Bruhn
argues that loyalty requires a positive attitude from the consumer towards a company and its
services, retention on the other side can also exist with a negative attitude towards a company
(C.F. Bruhn M. (2009)).

Loyalty overal is a complex subject. The overall theoretical construct of loyalty is
described in the following figure. The psychological and behavioral effects are separated into
two areas, a cognitive and a conative part. On the psychological level the variables ‘perceived
quality’ and ‘perceived value’ influence the level of satisfaction, which finally influences the
commitment towards a supplier. The behavioral results are the possibility of recommendation
and loyalty itself.

Psychological Effects Behavioral Effects

Transaction Oriented

Relationship QOriented

Perceived

Quality Satisfaction

Recommen-
dation

Perceived
Walue

Relationship
Cluality

Figure 1. Variables of Loyalty
(Source: Own Figure based on Bruhn M. (2009). 'Relationship Marketing'. VVahlen, Minchen, P. 68)
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Loyalty and satisfaction are clearly separated variables or outcomes, as can be seen in
the model, although they are clearly related (C.F. Oliver R. (1999)). In general, it can be
stated that the higher the level of satisfaction, the higher the chances for positive effects on
loyalty (C.F. Hallowell R. (1996)). All common loyalty models follow the pre-described
theoretical foundation and use satisfaction as their central element. The most mentioned
models in the research are the American Customer Satisfaction Index (ACSI), the European
Customer Satisfaction Index (ECSI) and the Swedish Customer Satisfaction Barometer
(SCSB) (C.F. Johnson M. D., Gustafsson A., Andreassen T. W., Lervik L., Cha J. (2000)).

The European Customer Satisfaction Index (ECSI) which is used in the following is
adapted from the SCSB and ACSI and consists in total of seven variables, with four drivers:
image - which means the idea that customers have from the product or company;
expectations - which means the information customers have made with products and
services offered by the company; perceived quality - which consists of product quality plus
service quality and corresponds to recent experiences made with similar products or services;
perceived value - which means the price value relationship and three consequences:
satisfaction; complaints - which means the management of complaints and loyalty - the long-
term commitment and repurchasing intention of the customer (C.F. Ferreira I., Cabral J.,
Saraiva P. (2010)).

Hypothesis and Development of a Loyalty-Model for Relationship Marketing
Main Research Question

The literature research and the review of the different loyalty models revealed that the
subject of communication is not part of the current models. Additionally a model which
describes Relationship Marketing in a broader context is not existing as well. Although
researchers as well as managers agree on that communication is a central part of Customer
Relationship Management respectively Relationship Marketing a model or numbers are not
available.

Therefore the main research question the author tries to answer is:

HO: Has communication to existing customers a positive effect on loyalty?

The question means in detail how valuable are the mainly used direct marketing
channels, namely e-mail and post mail, in order to create loyalty. Loyalty in the model is
defined solely by the re-purchase behavior of existing customers following the Swedish
Customer Satisfaction Barometer (C.F. Ogikubo M., Schvaneveldt S. J., Enkawa T. (2009)).

1.1. Development of a Loyalty Model which covers the Aspect of Communication

The“Relationship Marketing Loyalty Model” is an adoption and enhancement of the
existing ECSI model. Ball, Coelho and Machas alreday enhanced the existing ECSI model
by the variables communication and trust but not in a context of Customer Relationship
Management.. Their findings were that satisfaction is the most important variable for the
explanation of loyalty, though the second highest effect on customer loyalty has the variable
communication (C.F. Ball D., Coelho P. S., Machas A. (2004)).

For the model the author add the variables communication channel, time and
frequency. The following table shows the enhancements and differences between the RM
Loyalty Model and the ECSI model. The RM Loyalty Model uses the existing findings of the
ECSI model where the driver variables expectations, perceived quality, image and perceived
value leads to the consequences customer satisfaction, complaints and loyalty.
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Variables

ECSI

RM Loyalty Model

Drivers

customer expectations

customer expectations

perceived quality

perceived quality

image

image

perceived value

perceived value

communication channel

frequency

time

Consequences

customer complaints

customer complaints

customer satisfaction

customer satisfaction

Loyalty = repurchase
behavior plus intention to
recommend plus intention
to buy addition

Loyalty = repurchase
behavior

Proceedings, vol.1

Figure 2. Drivers and Consequences in the RM Loyalty Model compared to the ECSI Model
(Source: Own Figure based on Ferreira I., Cabral J., Saraiva P. (2010). 'An integrated framework based on the
ECSI approach to link mould customers’ satisfaction and product design'. Total Quality Management, Vol. 21,

PP. 1386-1387)

Communication in the model is defined as a one-way transfer of messages from a
company to its existing customers using direct marketing channels. The overall value of RM
are the measured positive economic effects. Therefore the author follows Harvey, Mogg and
Enis who evaluated the value of communication respectively its effectiveness in terms of
conversion of consumer attention to purchase action (C.F. Heinonen K., Strandvik T. (2005)).
The model does evaluate customer loyalty in form of the generated behavioral results which
means the repurchase behavior.

Commu-
nication
Channel

Fre-
quency

Expec-

tations

Perceived
“alue

Perceived
CGluality
Product
and
Services

Com-
plaints

Figure 3. The RM Loyalty Model for Explaining Relationship Marketing
(Source: Own Figure based on Ball D., Coelho P. S., Machas A. (2004). 'The role of communication and trust in
explaining customer loyalty'. European Journal of Marketing, Vol 38, No 9/10, P. 1277)
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In the developed “RM Loyalty Model” (see figure above) communication is devided
into the variables “communication channel”, “frequency” and “time”. The driver variable
frequency stands for the number of sent messages. The third additional variable is “time”.
Time in the model is defined as the timespan between the present date and the last purchase

of a customer.

Empirical Analysis of the RM Loyalty Model — Results & Interpretation

The data for this quantitave research is secondary data, which has been gathered over
a period of 4.5 years by collecting data of RM activities from four different hotels. In total
249,742 customers with 474,521 bookings were included in the total data set. In order to rate
the value of Customer Relationship Marketing it was necessary to narrow down the test group
to the so-called “First-Timers”, new customers which had their first stay within a certain
period. The defined lapse of time was the 2" half-year of 2007 (n™ to n° in the figure). In
total 5,222 guests spent their first stay between July and December 2007 in one of the four
hotels. All first timers with either a correct mail address or valid email address were included
in the test group. From January 2008 to December 2011, all direct marketing actions were
monitored. Through that process all bookings generated after the dispatch of a message from
members of the target group were tracked and included in the analysis.

In the research model the independent variables are the number of messages for each
communication channel (e-amil, post mail) which influences the dependent variable “Number
of Bookings”.

In the first step it was evaluated if the distribution is significant between the variables
e-mail and post mail and the generated number of bookings. A non-parametrical test (median
test) was used since the variables were not characterized by a normal distribution. Since the
significance level (Sig.) was .000 for both communication channels the null hypothesis could
be rejected. This means that the reviewed communication channels have a significant
influence on the number of bookings.

Since the null hypothesis could be rejected the strength of the correlation between the
variables was measured with the Pearson correlation systematic. All channels showed a
positive correlation coefficient. For the channel e-mail the correlation on the number of
bookings was 0.237, for post mail 0.302.

Based on the Pearson correlation the coefficient of determination was calculated. It
describes the value of the regression model. The value of coefficient of determination varies
between 0 and 1. The closer the value to one the better the correlation for the variables within
the model (C.F. Rahul J. (2009)).

Table 1. Coefficient of Determination for the different Media Channels

Media Channel Pearson Correlation Coefficient of Determination
E-mail: r=0.237 R2=0.056
Post Mail: r=0.302 R2=0.091

Ceteris Paribus the channel post mail has an influence of 9.1% on the generation of
hotel bookings. E-mail has an influence of 5.6%. These numbers support the assumption that
a qualitative difference between the surveyed channels exists. The following figure describes
the influnce of communication on loyalty.
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Fre-

quency

Figure 4. The Influence of Communication on Loyalty within CRM
(Own figure)

The figure is a snapshot of the overall loyalty model highlighting the effect of
communication. The research question about the role of communication within CRM can be
answered: Communication has a direct effect on loyalty and between the different message
transmitters exist a qualitative distinction. This leads to the result that the electronically
transmitted media channel e-mail has a significantly lower influence on the re-purchase
behavior of existing customers as the traditional and touchable media channel post mail.

Conclusion

While researching the literature concerning the role of communication within
Customer Relationship Management it became clear that this topic is relatively new for the
scientific community. Although it seems to be clear that communication plays a central role
within CRM no loyalty model could be found which covers the different relevant variables of
CRM. Even the role of the different media channels as message transmitters for existing
customers are un-covered so far.

The hypothesis that communication plays an important role for the creation of loyalty
respectively for keeping existing customers loyal could be confirmed. The channels e-mail
and post mail have a direct influence on the number of bookings. But the quality as a message
transmitter for both channels is different. Post mail campaigns create higher booking rates
than e-mail messages. This leads to the assumption that the channel e-mail should not be
regarded as a replacement for post mail. E-mail should be used furthermore as an additional
channel to stay in touch with existing customers.

There are of course several limitations to this research. Beside communication several
variables are responsible for the creation of loyalty. On top the hotel business has its own
specifications and is very fragmented. The research was done with four hotels in Germany,
geographical differences may exist. Another point is the changing media landscape. Today
customers receive more e-mails than during the test period in addition smart phones changes
the reading behavior and influences the ability to perceive electronically transmitted
marketing messages. It is recommended to test the outcome with other hotel types in different
geographical regions as well as in other industries.
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Abstract

Although the last decade of the corporate social responsibility (CSR) is talking more
and more, but it is accompanied by many uncertainties that affect the same social
responsibility activities and the disclosure of social information to stakeholders. The problem
remains that the different studies of CSR provide mixed results about nature and scope of
social information, about theories on corporate social information disclosure behaviour and
about CSR impact to company’s reputation and financial performance. Therefore the aim of
this article is to systematize research of CRS information disclosure. In order to narrow the
scope of the study, the object of the study involves scientific studies which were carried out
during the period of 2008-2013 and which deal with social information disclosure in the
banking sector. The main reason why the banking sector was selected is that although banks
actively participate in activities of socially responsibility companies, banks and other
financial institutions are often excluded from scientific studies due to their nature of
activities. The carried out analysis of CSR research methods showed that most often method
used in CRS research is the content analysis method, and only less than a half of the analyzed
scientific studies use other research methods in addition to the content analysis, such as
correlation and regression analysis. The researchers using different techniques of content
analysis, different CSR indicators and different sources of information resulted in the absence
of a unified methodology of corporate social information disclosure and its research the
obtained study results are hardly comparable and in some cases even contradictory.

Keywords: Corporate social responsibility, research methods, content analysis, social
information disclosure

Introduction

Corporate social responsibility (CSR) has become an inevitable necessity. The new
development trends of economics, the use of new technologies and economic globalization
presents new challenges not only to the business community of different countries but also to
the whole of mankind. According to the author, today*‘s world is living in such a period when
the future of the earth and mankind depends solely on our knowledge and the willingness to
change. Therefore today the CSR is treated as a matter of strategic importance how the
environmental and social aspects should be integrated into the business strategy and everyday
practice.

Corporate social responsibility is conceived as activity policy and practice of
organizations (and individuals) when the companies voluntarily integrate social and
environmental matters into their business and combine them harmoniously with economic
interests, and the relationships with all stakeholders are based on the valuable principles of
respect for the individual, society and the environment.
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Even though the CSR is being discussed more and more, it is accompanied by
numerous uncertainties that affect social responsibility activity itself, the disclosure and
presentation of its information to the users. Different researchers analyze different aspects of
social responsibility and social responsibility itself differs depending on the country context.
It can also be observed that the majority of studies were performed in developed countries
although over the recent years there has been an increase in their number in developing
countries as well. The research of corporate social responsibility showed that recently the
main focus is paid on disclosure of social information. The problem remains that the
different studies provide mixed results about nature and scope of social information, about
theories on corporate social information disclosure behaviour and about CSR impact to
company’s reputation and financial performance. There is no unified and reliable corporate
social information disclosure and research methodology. Therefore the aim of this article is to
systematize research of corporate social responsibility information disclosure.

In order to narrow the scope of the study, the object of the study involves scientific
studies which were carried out during the period of 2008-2013 and which deal with social
information disclosure in the banking sector. The main reason why the banking sector was
selected is that although banks actively participate in activities of socially accountable
companies and are inclined to reveal social information of their activities, banks and other
companies belonging to the financial sector are often excluded from scientific studies due to
their nature of activities.

Research methodology used in the paper is the systemic and comparative analysis of
the scientific literature, generalization, theoretical modelling.

Corporate social responsibility and its information disclosure

The environmental issues which occurred due to the rapid economic development, as
well as social and business ethic issues which emerged during the subsequent economic crisis
encouraged leaders of the countries to take into account the interfaces between economic
development and ecologic and social issues and implement the economic development model
which ensures sustainable development. The pressure of stakeholder groups for the
implementation of sustainable development concept promotes company’s management
decisions related to their social responsibility.

The financial crisis in 2008-2009 has highlighted the importance of CSR in the
banking sector because the irresponsible behaviour of financial institutions is important for
both individuals and businesses, and even the economy of states. According Argandona
(2009) the use of CSR in financial institution could help to reduce financial crisis if not
systemically, at least in some organization, which was most affected by the crisis. First, the
use of CSR could have prevented certain institutions from going bankrupt, or at least it would
have made it less likely. Second, CSR might have contributed to creating a different climate
in the business world. The third function performed by CSR in preventing a crisis, and also in
getting out of one, is the creation and maintenance of trust, whose loss has been one of the
most significant consequences of present crisis. The CSR exist in different sector, but only
few authors analyses CSR in the banking sector. Recent years have seen increase in the
volume of such research, because banks increasingly integrating CSR into its usual activities.
This is confirmed by Scholte (2008) study of bank in North America, the Pacific region and
the Europe which showed that CSR is becoming increasingly important in the international
banking sector. CSR is becoming a well-established concept in the financial services sector.
Hoeper and Wilson (2010) notes that the recent focus on social, environmental, ethical and
trust issues in the banking sector are related to the three international initiatives: United
Nationa Environmental Programme Finance Initiative (UNEP — FI), Equator Principles and
Principles for Responsible Investment (PRI).
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In recent decades many researchers analyze how the company responds to the
increasing external pressure on social responsibility and delivery of social information. The
companies, in order to inform the society about the policies in this field, provide social
responsibility, environmental, sustainable development reports or publish this information on
websites. In order to prepare a report on the organization’s interaction with the environment,
employees, community, users and other stakeholders the specific social information is
needed. For this reason, with the development of corporate social responsibility the growing
role plays the social accounting, which includes social information collection, analysis and
presentation to stakeholders in order to reflect the corporate ethical behaviour, i.e. their
impact on the environment and society. The social information itself is defined as the
information provided by the company on the different social aspects which may be affected
by corporate activities, such as related to the employees, social community, environmental
protection and other ethical issues. The studies of banking sector show that there is a focus
on the environment, culture, education (especially financial education) and social issues. The
scientific literature provides the analysis on various aspects of factors influencing voluntary
presentation of corporate social information; however it is possible to point the following
main research directions: nature and scope of social information; theories on corporate social
information disclosure behaviour; CSR impact to company’s reputation and financial
performance. All directions research provides controversial results because they use different
sources of information, methods, analyzes the different factors on the impact of CSR and
CSR impact to different indicators. Therefore, the remainder of this article will attempt to
systematize CRS study of the banking sector, according to the study methods, the factors and
sources of information.

CSR research: methods, factors and sources of information

The analysis of scientific literature published in the period of 2008-2013 shows that
the method most widely used for CSR research is the content analysis (see Table 1). The
content analysis method is mainly used to determine nature and scope of social information.
Along with the content analysis method about 34 percent of scientists used other research
methods such as correlation and regression analysis. Justification research of theories on
corporate social information disclosure behaviour and the research of CSR impact to
company’s reputation and financial performance alongside to the content analysis uses
correlation and regression methods. In these studies, content analysis is used in determining
the dependent variable, ie the level of disclosure of information.

However, the content analysis is the most commonly used method for research of
corporate social information disclosure. Sweeney and Coughlan (2008) define content
analysis as a research technique that is used for determination of the presence of certain
words and concepts in the text. Some content analysis research measure the presence/absence
of items, some misuses the extent of disclosure of these items (Bouten et al., 2011).

According to the nature of study the content analysis method can be divided into two
groups, i.e. research aimed to investigate the extent of social information disclosure, and the
research aimed to investigate the quality of social information disclosure. In order to
investigate the extent of social information disclosure there are most commonly used research
based on the number of units, while in order to investigate the quality of disclosure there are
used various indexes (Dagiliene, 2010; Hooks, van Staden, 2011; Leitoniene, Sapkauskiene,

2012; Andreaus et al., 2013).
Table 1. The prevalence of methods used for CSR research

Author, year Content analysis Correlation analysis Regression analysis
Barako, Brown, 2008 X X

Branco, Rodrigues, 2008 X X

Sweeney, Coughlan, 2008 X
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Everaert et al., 2009 X
Wise, Ali, 2009 X
Cuganesan et al., 2010 X
Dagiliene, 2010 X
Bouten et al., 2011 X
Dagiliene, Gokiene, 2011 X
Hooks, van Staden, 2011 X
Lungu et al., 2011 X
Zickiene et al., 2011 X
Carnevale et al., 2012 X
Dagiliene, Leitoniene, 2012 X
Leitoniene, Sapkauskiene, 2012 X
X
X
X
X
X
X
X
X
X
X
2

Masud, Hossain, 2012
Murcia, Souza, 2012
Relano, Paulet, 2012
Roca, Searcy, 2012
Sobhani et al., 2012
Uwuigbe, Egbide, 2012
Wijesinghe, 2012
Akinpelu et al., 2013
Andreaus et al., 2013
Sharma, 2013

Total

X
X X
X
5 (100%) 6 (24%) 7 (28%)

Selection of units is a key element of the research design in the content analysis
(Hooks, van Staden, 2011). The scientific literature accentuates various research units: words,
sentences, phrases, rows, sheets, percentage in the sheet or in the report. The calculation
methodology of words, sentences, phrases, rows, sheets involves counting the quantity of
words, sentences, phrases, rows, sheets containing the information about the corporate social
responsibility. The percentage in the sheet or in the report shows the proportion of social
responsibility information in the report compared to information presented in one sheet or in
the whole report.

One of the most popular units is the number of sentences. According to Cuganesan,
Guthrie and Ward (2010), the number of sentences is more suitable than the number of the
words drawing conclusions from the narrative reports. In addition, the calculation method of
sentences (rows) is preferable when converting diagrams, tables and pictures to equivalent
rows and this makes encoding more reliable than words (Cuganesan, Guthrie, Ward, 2010).
Dagiliené¢ (2010) also states that sentences provide complete, relevant and reliable
information about the company’s CRS disclosure level. In addition, although this
measurement is not accurate, it provides the possibility to compare variations of disclosure
levels between companies (van Staden, Hooks, 2007). Dagiliené¢ and Gokiené (2011) states
that from the methodological approach the number of sheets of social reports can be easily
counted and is useful in comparing different companies.

Although most authors for calculation of sentences use only grammatical sentences in
the textual parts of the reports and do not take into account the content present in diagrams or
tables, Cuganesan, Guthrie and Ward (2010), Hooks and van Staden (2011), and Everaert et
al. (2009) includes tables and diagrams into the research and thus allows the analysis of the
entire report.

To analyze the evaluation of social information disclosure the authors used a variety
of indexes, some has developed new, and others has adapted or improved indexes that were
used in the previous research. According to Hooks and van Staden (2011), the disclosure
index is used to evaluate, compare and explain differences in scope and quality of disclosed
information in corporate reports. The content analysis using the disclosure index usually
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involves highlighting of any important sentence corresponding to the specification of
disclosure index, and the subsequent encoding of sentences according to the selected quality
assessment scale. In this way, the descriptive text shall be divided into categories in order to
be able to draw conclusions on the thematic content (Hooks, van Staden, 2011).

Corporate social factors are grouped into different groups in the research the
disclosure of CSR information. There are many different ways in which indicators can be
divided into categories For example according to the principles of the UN Global Compact
(Leitoniene, Sapkauskiene, 2012), the OECD Guidelines for Multinational Enterprises, 1SO
9000, SA 8000, the EU Eco-label, triple botton line (Roca Siearcy, 2012), the GRI
Sustainability Reporting Guidelines (Everaert et al, 2009; Bouten et al, 2011; Wijesinghe
2012 and Cuganesan, Guthrie and Ward, 2010). Many of sustainability and CSR indices are
developed based on the GRI Sustainability Reporting Guidelines.

The level of social responsibility information disclosure, factors affecting this level
and their interconnection are identified by using content, correlation and regression analysis.
Different authors studied the connection of social responsibility to different factors (see Table
2). Normally the dependent variable is the level of disclosure of social information, while the
independent variables are used vary depending on the purpose of the study, for example,
Barack and Brown (2008) studied the relationship between the level of disclosure of social

information and corporate governance-related variables.
Table 2. Factors determining CSR information disclosure level
Author, year Factors
Barako, Brown, 2008 Compo_smon _of the Boarq; the proportion pf women in the Board; the proportion
of foreigners in the Board; the non-performing loan ratio

Branco, Rodrigues, 2008 Number of sections; total assets; net profit; number of employees
Total assets; gross income; annual income change; return on assets; return on
Lungu et al., 2011 equity
Auditing company; financial leverage; internationalization; issue of shares;
Murcia, Souza, 2012 profitability; equity to asset ratio; origin of control; corporate governance; size;
sector; corporate sustainability
Uwuigbe, Egbide, 2012 Return on assets; financial leverage; auditing company
Akinpelu et al., 2013 Total assets; gross income; number of sections
Total assets; return on assets; financial leverage; equity dispersion; the
Sharma, 2013 independence of directors in the Board; foreign equity percentage in the

company’s ownership capital

Different authors' regression studies give different results. For example, Murcia and
Souza (2008) regression model can explain 48 percent of social information disclosure;
Sharma (2013) - 51 percent; Uwuigbe and Egbide (2012) - 59 percent. Akinpelu et al. (2013)
and Branco and Rodrigues (2008) confirmed that the size of firms is related to the level of
social responsibility information disclosure. Meanwhile Lungu Caraiani and Dascalu (2011)
studied the relationship between corporate performance reporting and disclosure of social
information. They sought to determine whether differences between the scope of the
reporting may be related to the size or profitability of enterprise. In contrast to previous
studies, the results show that there is a significant negative correlation between profitability
and corporate social and environmental disclosure.

Considering social information disclosure measure under investigation, it can be noted
that the majority of researches analyzed the annual reports as a social information disclosure
measure (see Table 3). Also one of the most popular measures is a web site, but most of the
authors did not analyze the web site separately, it was analyzed as an additional source.
However, the popularity of this measure shows that the number of companies which disclose
social information not only through the annual reports but also on the internet is constantly
increasing. Only a few authors analyzed the other reports which disclosed solely the social
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and environmental information (social responsibility report, environmental report,
sustainability report) and this could be related to the sectors under investigation, because not
in all sectors the companies tend to provide separate social, environmental and sustainability

reports.
Table 3. CSR information disclosure measures
Author, year gz(s:;)ac:nsibility Environmental | Sustainability Web site Annual
Report Report Report
Report
Barako, Brown, 2008 X
Branco, Rodrigues, 2008 X X
Sweeney, Coughlan, 2008 X X
Everaert et al., 2009 X
Wise, Ali, 2009 X
Cuganesan et al., 2010 X X
Dagiliene, 2010 X
Bouten et al., 2011 X
Dagiliene, Gokiene, 2011 X
Hooks, van Staden, 2011 X X X X
Lungu et al., 2011 X X
Zickiene et al., 2011 X X
Carnevale et al., 2012 X
Dagiliene, Leitoniene, 2012 X X
Leitoniene, Sapkauskiene, 2012 | x X
Masud, Hossain, 2012 X
Murcia, Souza, 2012 X
Relano, Paulet, 2012 X X X
Roca, Searcy, 2012 X X X X
Sobhani et al., 2012 X X
Uwuigbe, Egbide, 2012 X
Wijesinghe, 2012 X
Akinpelu et al., 2013 X
Andreaus et al., 2013 X
Sharma, 2013 X
Total 10 (40%) 2 (8%) 5 (20%) 7 (28%) 17 (68%)

Frequency of use of annual report can be justified by their regularity, reliability,
availability and useful information for stakeholder’s accountability (Dagiliene, 2010). Bouten
et al. (2011) justifies the use of the annual report for two reasons. Firstly, annual report plays
an important role in corporate accountability activities as it is prevailing and often can be
directly accessible in the company’s web site, and also because it is considered as one of the
most important tools used by companies to communicate with the stakeholders (Bouten et al.,
2011). However as stated by Van Staden and Hooks (2007), the separate environmental
report is prepared with ever increasing frequency and/or provided information on the
company’s website. This is supported by Lungu, Caraiani and Dascalu (2011) which states
that the companies provide reports on the corporate social aspects in the separate
sustainability reports, section of annual report or both, therefore in the research they analyzed
websites and CSR reports as regularly published document.

Conclusion

The carried out analysis of CSR research methods showed that:
Most often method used in CRS research is the content analysis method (100 percent of the
analyzed studies), and only less than a half of the analyzed scientific studies use other
research methods in addition to the content analysis, such as correlation and regression
analysis (accordingly 24 and 28 percent).
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The content analysis method is mainly used to determine nature and scope of social
information. The problem is that different authors use different techniques of content analysis
(words, sentences, and the number of pages of disclosure index) and different classification
of social information indicators (for example, according Principles of the UN Global
Compact, Guidelines for Multinational Enterprises, 1SO 9000, SA 8000, GRI Sustainability
Reporting Guidelines and others) therefore the different research results are difficult to
compare.

Justification research of theories on corporate social information disclosure behaviour
and the research of CSR impact to company’s reputation and financial performance alongside
to the content analysis uses correlation ad regression methods. In these studies, content
analysis is used in determining the dependent variable, i.e. the level of disclosure of
information. Again, different techniques of content analysis influences are still conflicting
results of regression analysis.

Other problem is that investigating of corporate social responsibility scientists uses
not only the different research methods and indicators, but also the different sources of
information disclosure (CSR reports (40 percent of the analyzed studies), section of annual
report or both (68 percent), websites (28 percent), sustainability reports (20 percent) and
other). This also makes it difficult to compare results from different studies and to assess its
reliability.

In summary it can be said that in the absence of a unified methodology of corporate
social information disclosure and its research the obtained study results are hardly
comparable and in some cases even contradictory.
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Abstract

Paper’s effort is to analyse the impact of FDI inflow on employment of V4 countries
by using panel data. This method allows us to evaluate the effect of FDI inflow on vacancies
creation. Further, we discuss and explain the role of FDI inflow in this process with the focus
on particularities of the V4 countries labour markets. Finally, paper discusses implications of
FDI analysis and tries to verify the positive effect of FDI inflow on employment in V4
countries.

Keywords: Employment, unemployment, Okun’s law, FDI inflow

Introduction

During last decades, economies are trying to attract the foreign direct investment
(FDI) to create employment and enhance the nation’s purchasing power through higher
wages. Understanding the determination of employment levels requires the recognition of the
existence of factors that inherently cause employment to vary, such as age, fertility,
education, labour laws, minimum wage levels, and changes in interest rates, productivity,
terms of trade, and the openness of the economy. However, FDI flows have contributed
significantly to the expansion of the productive sector and the innovation of production
techniques.

The FDI have the potential to generate employment through direct hiring of people for
new plants, which means they improve aggregate domestic employment through types of jobs
created, regional distribution of new employment, wage levels, income distribution and skill
transfer (Mickiewicz, Radosevic and Varblane (2000). These direct effects are accompanied
by indirect or spillover effects. Indirect effects take place through movement of trained labour
from foreign firms to other sectors as well as they create links with suppliers and service
providers and through increase of incomes, which can also increase employment through
higher levels of consumption, savings and investment. The integration of FDI into a local
economy results in transmission of business culture, which includes corporate values,
organisational structures and management practices (Mirza, 1998). Because FDI bring
relatively new technology, its impact on employment depends on the interaction between
productivity growth, output growth, and the specialization of labour.

Along with the improvement of skills, technology, productivity and trade, FDI may
have the potential adverse effects on wages and employment in the host economy. The
following are four different effects of FDI on job creation:

(1) Employment creation through new production capacity and new jobs.

% This article was supported by the Grant Agency VEGA, under project no. 1/0477/13 "Economic and political
aspects of the debt crisis in the Eurozone and the implications for economic theory and economic practice"
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(2) Employment crowding-out: the inflow of FDI makes the competition more
intense, which is why some domestic enterprises reduce employment to improve their
competitiveness.

(3) Employment shift taking place in transfer workers to new enterprises.

(4) Employment loss: not efficient or not suitable workers for new corporate
environment will lose their jobs.

Combining the positive and negative impact, UNCTAD in its report shows the direct
and the indirect potential effect of FDI on the labour market as outlined in the following

table.
Table 1: Potential effects of inward FDI on the quantity, quality and location of employment

Direct Indirect
Positive Negative Positive Negative
Quantity Adds to net capital | Acquisitions may | Create jobs through | Reliance on imports
and creates jobs in | result in | forward and backward | or displacement of
expanding industries rationalization and job | linkages and | existing firms results
losses multiplier effects in | in job losses
local economy
Quality Pays higher wages | Introduces practicesin | Spillover of “best | Erodes wage levels as
and has higher | e.g. hiring and | practice” work | domestic firms try to
productivity promotion that are | organization to | compete
considered domestic firms
undesirable
Location Adds mew and | Crowds already | Encourages migration | Displaces local
perhaps better jobs in | congested urban areas | of supplier forms to | producers, adding to
areas  with  high | and worsens regional | areas with available | regional
unemployment imbalances labour supply unemployment, if
foreign affiliates
substitute for local
production or rely on
imports

Source: UNCTAD (1994).

Net effect of the FDI especially depends on the type of investments. Horizontal FDI
are generally driven by market-seeking motives, while cost-saving motives are underlying
vertical FDI. Horizontal FDI represent substitution between the foreign and domestic
activities, mainly whether FDI is undertaken in the tradable goods sector. FDI replaces trade
in the Heckscher-Ohlin framework so that horizontal FDI would have a negative effect on
production at home country and positive at host country. When foreign companies search out
new markets, the effects on employment is mixed as benefits came at a cost to local less
productive companies.

On the other hand, companies seeking to export cheaply produced goods will
positively influence the host economy as they create jobs and raise output without threatening
domestic companies. Vertical FDI are supposed to involve “an element of complementarity
between the firm’s domestic and foreign operations” (Braconier and Ekholm 2000: 448).
However, they may also involve labour substitution if upstream or downstream activities
traditionally conducted at home are relocated to foreign affiliates. Net effects depend on
whether cost savings through vertical fragmentation enable the parent company to improve its
productivity and expand its market share, and on the degree of complementarity between
foreign and domestic stages of production (Hanson et al. 2005).

Further complications for the prediction of the FDI effect on employment are brought
by the chosen mode of entry. A positive employment impact on the host country is more
assumed in case of Greenfield investment, which entails the creation of new manufacturing
plants, as they create new production capacity and increase the demand for labour. Otherwise,
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they may potentially bring labour-saving technologies which decrease the labour demand and
crowd-out less competitive domestic firms making the net effect negative.

The alternative mode of entry that takes advantage of already established assets —
through mergers and acquisitions — is assumed to be neutral to employment in the short run,
as it is just a transfer of ownership, or even negative due to cuts in costs and increase
efficiency in the newly acquired subsidiaries. FDI through mergers and acquisitions does not
generate employment at the time of entry into the host economy, and may lead to lay-offs as
the acquired firm is restructured. However, the greater efficiency and better quality may lead
to more jobs in the long run.

ILO research shows that there has been a decline in the employment content of growth
since the late 1990s, which means the rate of output growth required for net employment
creation has risen. At the same time, the IMF has documented historically low levels of
global savings and investment. The consequence is that the relationship between growth,
investment and employment creation has weakened. There may be many reasons for this; one
factor might by the type of foreign direct investment. According to previous World
Investment Reports there was noted a rising share of FDI in form of mergers and acquisitions,
rather than in Greenfield investments. High levels of foreign investment, therefore, could be
consistent with minimal employment creation.

The remainder of the article is organized as follows. Section 2 describes the literature
on the impact of FDI on employment. Section 3 lays out the data and the methodology.
Section 4 presents the results, and Section 5 concludes.

Literature review

The economic literature has extensively examined the FDI flows to uncover its
influence on growth and development and labour market. Evidence from case studies of FDI
on the employment and wage impact are quite controversial. The effect on the host countries
has been considered in different aspects. Most research has emphasized the effect on
economic growth, wage levels, technology spillover, foreign trade, employment structure and
employment in the host economy (Floyd 2003, Dicken 2007).

The impacts of FDI on aggregate employment at regional or world level have received
little attention in the empirical literature. The studies at the aggregate level showing that
increases in FDI do in fact lead to improvements in employment levels at the national level
are the studies of Braunstein and Epstein (2002), Spiezia (2004), and Vacaflores (2011).
Vacaflores (2011) examines the effect of foreign direct investment (FDI) on employment
generation for a group of Latin American countries in the period 1980-2006 and finds that
FDI has a positive and significant effect on the employment generation in host countries,
which is driven by its effect on male labour force. This positive effect is particularly
important for less developed economies, periods with low inflation, and for the later period of
the sample, but suggests that only countries with high level of informality and those attracting
low average inflows of FDI accrue this benefit.

Lee and Vivarelli (2004) point out that even if trade and FDI are expected to
positively affect employment, employment creation cannot be automatically assured, as the
employment effect can be very diverse in different areas of the world. Spiezia (2004) finds
that the impact of FDI on employment is increasing with per-capita income for a group of 49
countries, but its effect is not significant for low-income developing countries. Vacaflores
and Mogab (2012) find that the subsidiaries in Asia are the ones that respond to increases in
FDI by the largest additions in employment, followed by subsidiaries in the Americas, but
that only those subsidiaries in the Manufacturing and Service sectors present a statistically
significant influence.
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According to Liu (2011) research in China in secondary and tertiary industry for the
period 1985-2008, growth of FDI in the long run would promote employment, and it is
especially true for tertiary industry, where bidirectional linkage between FDI and
employment exists; in the short term FDI has limited and even negative effect on
employment, with the latter indirectly increasing the former.

Banga (2005) in its analysis for 78 three digit level industries in India have shown the
impact of FDI, trade and technological progress on wages and employment. The findings
show that the higher extent of FDI in an industry leads to higher wage rate in the industry; it
has no impact on its employment. Similarly technological progress is found to be
laboursaving.

To estimate dynamic labour demand functions for blue and white collar workers,
Arellano and Bond (1991) refined a panel data analysis. Through the GMM estimator, they
found FDI had a significantly positive, though quantitatively modest impact on
manufacturing employment in Mexico. It also showed there was a positive effect on blue
collar employment. But it was diminished with the increase of skill intensity of
manufacturing industries.

Ramirez (2001) has shown that the technology transfers to Mexican economy from
the parent companies are capital intensive in nature, resulting in a limitation in the long term
employment creation in the automobile industry. However, in contrary to negative impact,
the study by Ernst (2005) shows the concern of positive employment impact on the domestic
economy. Concerning chemical products, an analysis of employment data of major TNCs
confirms the relatively positive employment impact. The figures are relatively less favourable
for Mexico. TNCs involved in computers and, in particular, electronics, created significant
employment in Mexico during the 1990s in the chemical industry but figure for the year2000
has shown a declining trend in all the companies examined.

Most researchers conclude that there would be higher positive employment effects if
the investment takes the form of Greenfield investment. On the other hand, there will have a
limited, even negative effect on the employment level if foreign capital comes through
mergers and acquisitions and buys privatized enterprises (Dicken, 2007).

While the direct impact of FDI on employment has inconclusive answer, FDI may
create positive indirect impact on employment generation. However, research on the indirect
effect of FDI on employment is very limited. The estimates of impact of FDI in U.S. by
Glickman and Woodward (1989) using the survey data from the Bureau of Economic
Analysis (BEA) have shown a substantial increase in employment between 1982 and 1986.In
terms of the indirect effect, Sjoholm (2008) studied the relationship between FDI and
technology and found a clear linkage between the employment and technology. On the one
hand, new technology may make firms more competitive which permits them to grow and
employ more workers. On the other hand, new technology may also decrease demand for
labour by substituting the low skilled employees with fewer high skilled employees. Hence,
the change of technology policies will affect the job creation. Moreover, firm ownership also
IS an important part of job creation.

Mickiewicz, Radosevic and Varblane (2000) showed that the bigger diversity of types
of FDI is more favourable for the host economy. There is higher potential that it will lead to
more diverse types of spillovers and skill transfers. If policy is unable to maximise the scale
of FDI inflows then policymakers should focus much more on attracting diverse types of
FDI.

Finally, we can conclude that the quantification of the overall impact of FDI on
employment is still uncertain from both theoretical and empirical points of view. To the
extent that FDI contributes to economic growth then it may be contributing indirectly to the
creation and improvement of employment.
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Methodology

Literature on relationship between unemployment and FDI inflow is not reflecting the
Okun’s law as the possibility to explain the level of unemployment or its change at the
macroeconomic level. This basic law of economics considers the economic growth as the
main and only factor of changes in unemployment. According to Knotek (2007), Okun’s law
may be formulated in three versions.

First is the difference version that means:
change in unemployment rate =a + b * real output growth

This may be also expressed as:

AUR; = a + b* gGDP;

Second, gap version that is given by following equation:
UR; = ¢ + d * gap between potential and actual output
or: UR;=c + d * GDPgap;

The last, third version is dynamic approach that assumed that the unemployment rate
is given not only by current, but also previous economic growth, as well as by former
unemployment rate. Then, the equation may be written as:

UR; = ¢ + 1 * gGDP; + 8, * gGDPy1 + 3 * UR4

Considering the growth of output as the main factor influencing unemployment rate,
the question that arise is what is the impact of FDI inflow on unemployment, respectively
employment? To answer, we decided to use Okun’s law with additional variable — FDI
inflow. Data we have used cover period 1993 — 2012. We have examined three versions of
Okun’s law using panel data for V4 countries. Variables used in each version differ.

In difference version, dependent variable is change in unemployment rate measured as
percentage point change. Independent variables are GDP growth and log of real FDI inflow.
Equation may be expressed as:

AUR;j = ¢ + f1 * gGDP;j; + 2 * logRFDI;; + &1

In gap version of Okun’s law, dependent variable is expressed as unemployment rate
in percentage points. Independent variable Gap is calculated as difference between potential
and actual output in logarithm. Potential output was calculated by Hodrick — Prescott filter.
Second variable is the log of real FDI inflow.

URi; = ¢ + f1 * Gapi; + B2 * lIogRFDI; + &1

Dynamic version of Okun’s law assumed that unemployment rate depends not only on
current, but also on previous variables of GDP growth and FDI inflows, as well as on
previous unemployment. We use the same variables as in previous variants. The equation
may be written as:

URii =c + p1 * gGDP;; + 2 * gGDPj .1 + f3 * URi 1 + fs * logRFDI; + S5 * logRFDI; 1 +
€it

To estimate results, mainly coefficients of our interest associated with FDI inflows,
we have used statistical program Gretl.

Estimation results

Estimation results of our panel regression are presented in Table 2. In all three
models, panel regression with fixed effect was the most appropriate. Regressions give us
following results. We confirm the significance of GDP growth and GDP gap in influencing
the unemployment; it means that Okun’s law is valid also in V4 countries. GDP growth or
GDP gap is significant on 1% level in all versions, except for the one year lag of growth in
dynamic version. Even here, its statistical significance is on 10% level. The most important
finding that has come from all regressions is no significant impact of FDI inflow on
unemployment. Variable FDI inflow is not significant in any Okun’s law variant. The results
seem to be surprising. However, if we look deeper to the structure of FDI inflow to V4
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countries, a huge inflow was realized through privatization. Greenfield investments become
part of these economies mainly after the losing effects of former privatization. These reverse
impacts on unemployment given by a different form of FDI inflow cause such ambiguous
results. We may conclude that there is no significant impact of FDI inflow on unemployment
in V4 countries. The only factor that influences unemployment is the GDP growth,
respectively GDP gap.

Table 2: Estimation results for Unemployment

Proceedings, vol.1

Difference version [d_UR] Gap version [UR] Dynamic version [UR]
_ -0.32208 . _ 39.9791 . _ -0.278512 .
9GDPic(0.0575303) Gapi (6.90439) 9GDP; (0.0568416)
~ -0.0855872 _ 0.141867 _ -0.116221 *
logRFDL« 4 194881) logRFDc 5 512864) 9GDPiet (0.0645639)
Lo . . . . -0.0289653
- 76 observation in Difference and Dynamic version, 80 in Gap version logRFDI;; (0.118617)
- dependent variable in square brackets -0I186915
- standard errors in parentheses logRFDI; 4 (0'124912)
- k% Rk % statistical significance on 1%, 5%, and 10% level )
UR.s 0.872422 ok
b (0.0523062)

The main effort of the paper is to analyse the impact of FDI inflow on employment.
Let’s look to the same issue of FDI impact from another point of view. We already know that
FDI inflow has any significant impact on unemployment rate. Although there is a negative
relationship between unemployment and employment, both may be influenced by different
factors. For example unemployment rate count only with unemployed people those are active
in looking for new jobs, but not with those who are not. Or, these people have to be registered
in any employment office. This is common methodology of unemployment measure in V4
countries. Although there are some differences, we expect that the FDI inflow will have no
significant impact on employment, as well as the results show it has on unemployment rate.
One of the advantages of FDI inflow is claimed to be job creation. New jobs should then
cause decrease in unemployment rate. If the main factor influencing unemployment rate is
GDP growth or GDP gap, the same factor should have impact on employment. Then, to
examine the impact of FDI inflow on employment, we use the Okun’s law, but using
employment to population ratio instead of unemployment rate.

Results of such panel regression represented in Table 3 are similar. We have found no
effect of FDI inflow on employment formulated as employment to population ratio. Finally,

we may conclude that FDI inflow has no significant impact on employment in host country.
Table 3: Estimation results for Employment

Difference version [d_E/P] Gap version [E/P] Dynamic version [E/P]
0.158515 e _ -31.6459 . _ 0.115825 o
9GDPic (0.044523) Gapi (5.18338) 9GDPic(0.0453551)
0.144063 -0.175682 0.1074 o
0gRFDLic (0.0966461) ogRFDL:  (0.159805) 96D (0.0495721)
- 76 observation in Difference and Dynamic version, 80 in Gap version logRFDI;; (()6155515:?6514)
- dependent variable in square brackets :
- 0.0725727
- standard errors in parentheses logRFDI; g (0.0994424)
- Rk kkk L statistical significance on 1%, 5%, and 10% level :
E/P. 0.906327 ek
Wl (0.0532794)

Conclusion

We use macroeconomic perspective to examine the effect of FDI inflow on

employment by applying modified Okun’s law. We are conscious of some imperfections of
such approach. There are two explanations in using this alternative. First, the lack of data on
microeconomic level, so we were not able to distinguish between FDI inflow to Greenfield
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investment and Mergers and Acquisitions (privatization) and changes in employment in these
different types of foreign direct investments. Second, government and central agencies
proclaim the growth of employment induces by foreign direct investment inflow. We are
familiar with job creation in case of Greenfield investments. However, we cannot claim the
positive effect of FDI inflow on employment for FDI as whole.

Theory of foreign direct investment says about the positive impact of FDI inflow on
unemployment, respectively on employment. Besides, FDI inflow boosts economic growth.
Investments create new jobs and subsequently decline unemployment. This broadly accepted
claim is part of many researches, however with different results. Most of them conclude that
the impact of FDI inflow depends on the form of FDI entering host country. Impact of FDI
inflow on employment is positive in case of Greenfield investment and negative in case of
privatization. The impact on economy as whole is so unclear.

We have examined the impact of FDI inflow on employment from the
macroeconomic perspective. To do that, we have used data for V4 countries in period 1993 -
2012. Results show that there is no statistically significant impact of FDI inflow on
employment. Due to these results, we cannot confirm positive effect of FDI inflow on
employment in V4 countries.
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Abstract

Ever increasing interest of foreign investors in establishing their businesses in Poland
results in a build-up of problems concerning the legal form of taken actions. When it comes
to acting and representing foreign entities before Polish authorities, including notaries, courts
and public administrative bodies, the form of a power of attorney appears to be of a particular
importance. The article deals with the issue of the due form of the power of attorney granted
abroad to undertake actions on the territory of Poland. The author tries to address the most
relevant problems relating to this issue, i.e. the issue of equivalence of forms, formal validity,
application of an appropriate law and the legal power of legalisation and apostillisation of
documents.

Keywords: Power of attorney, equal dignity rule, governing law, form of legal acts,
apostillisation, legalisation of documents

Introduction

Depending on a given factual configuration, providing the formal validity (fr. validite
formelle) of the authorisation with foreign element® (authorisation to represent or act on
another’s behalf) usually requires not only the knowledge of the collision rules®, but also the
provisions in force in the country where it is to be granted. However, even the most profound
knowledge of the provisions of international private law rarely suffices to come up with
unambiguous solutions. In practice, the existence of many iffy situations results in electing
and applying the safest solutions available (in specified circumstances), i.e., obtaining the
“highest” available legal form® and procuring the appropriate apostille (always).*® Aside
from the economics of such choices, even then, they do not guarantee that the obtained form
is correct. On the other hand, despite obtaining the correct form, there arise problems of the
practical nature, concerning the admission of the attorney-in-fact (in Polish: “petnomocnik’)
to the particular legal action, whether by the notary®’ or the relevant public authority.

% Hereinafter: the power of attorney ,,PoA”. The existence of the foreign element requires the application of the
international private law (conflict of law rules).

% The rules provided for situations of the conflict of laws.

% The interested parties are trying to ensure that the level of formality is as high as possible.

% |rrespective of the fact whether it is needed or not.

%7 Czubik, P., Odpowiedzialnosc notariusza za dokonanie czynnosci na podstawie dokumentow zagranicznych,
Nieruchomosci, No 12 (148)/2010, CH Beck, Warsaw, pp. 10-13; Czubik, P., Pefnomocnictwa do przeniesienia
wlasnoSci nieruchomos¢ sporzqdzane za granicq na obszarach objetych "ekstraterytorialnoscig jurysdykcyjng”,
Rejent, No 5 (229)/2010, pp. 16-30.
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The legal form for granting the PoOA

The Polish act on the private international law®® regulates the issue of the form of the
legal action in Article 25. It constitutes the equivalent of Article 12 of the previously binding
law on the private international law of 1965%. Under Article 25 of the PIL, the form of the
legal act shall be governed by the law applicable to the act itself.'® In case of the PoA, the
applicable law is determined by application of Article 23 of the PIL (or possibly collision
rules of some other countries as well). However, it should be remembered that securing the
form prescribed by the law of the country, in which the activity is performed, is generally
sufficient. '™

For the formal validity of the PoA it is therefore necessary to procure the form
required by the applicable law for the PoA (“lex causae™) or the law of the place where the
PoA is granted (“lex loci actus”). It is worth adding that actions indicated in Article 25
section 2 of the PIL concern only the actions expressis verbis indicated therein, i.e.,
limitations resulting from Article 25 section 2 of the PIL. do not concern the granting of the
PoA. Basically, there are no provisions forcing the use of Polish requirements as to the form
of the granted PoA®. It is always possible to grant the PoA without observing the Polish
requirements as to the legal form.

The form of the PoA ex lege causae

Pursuant to Article 23 in conjunction with Article 4 section 1 of the PIL, the POA has
its own legal status.'® Article 23 of the PIL explicitly foresees the possibility of selecting the
applicable law (“lex causae™) for the POA. However, vis-a-vis the third party, with whom the
attorney-in-fact made the legal action, he can rely on the law chosen only when this third
party knew about the choice of law or could have easily found out about it.**

Usually it is recommended to include a clear statement in the text of the PoA
concerning the selection of law (see Article 4 section 2 of the PIL). Similarly, towards the
attorney-in-fact, the principal will be able to rely on the law selected, if the attorney-in-fact
was or should have been aware of this.*® Subject to securing appropriate acts of care (so that
other people knew about the choice of law), the principal can select any applicable law he
wishes to.'%

In the absence of the applicable law selection by the principal, the PoA is subject, in

sequence®®”: (i) to the law of the country of the attorney-in-fact’s seat (“lex locations™), in

% The Act of February 4, 2011, Private International Law (J. L. 2011, No. 80, item 432), in force from May 186,
2011, hereinafter referred to as the ,,PIL”.

% The Act of November 12, 1965, Private International Law (J.L. 1965, No 46, item 290).

100 Czubik, P., Artykut 25 nowego ppm - przelom dla notariatu RP, Nowy Przeglad Notarialny, No 1(47) /2011,
pp. 30-46.

101 |f the contract is being concluded between persons who, at the time of declaring their intentions to be bound,
are present in different countries, it shall be sufficient to comply with the form prescribed by the law of either of
these countries.

192 With this caveat though, that possible bilateral agreements concluded by Poland with some other countries
might provide for different collision rules.

193" Gorecki, J., Forma uméw obligacyjnych i rzeczowych w prawie prywatnym miedzynarodowym, Katowice,
Poland 2007.

104 Article 23, section 1, sentence 2 of the PIL: “The chosen law may, however, be invoked in regard to the third
person only where the latter knew or could readily have known about the choice.”

105 Article 23, section 1, sentence 3 of the PIL: “The principal may invoke the law chosen in regard to the
representative only if the latter knew or could readily have known about the choice.”

1% However, it should be kept in mind that for the avoidance of doubt and security of contemplated transactions,
it should be the law which is commonly recognized in international community; see: Czubik P., Nowe prawo
prywatne migdzynarodowe w swietle praktyki notarialnej, cz. II, Nieruchomosci CH Beck — prawo, podatki,
praktyka, No 3/2013, Warsaw, p. 21.

197 See: Article 23, section 2 of the PIL.
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which it continuously works (on a permanent basis). It must be held that for the application of
this rule the attorney-in-fact should be a legal person, or at least a professional
representative®; (ii) If the attorney-in-fact does not act continuously in his office or has no
office (e.g. a natural person), the PoA is subject to the law of the country, in which the
principal’s place of business is situated, if the attorney-in-fact acts in this place on a
permanent basis'®; (iii) the law of the country, in which the attorney-in-fact actually acted,
representing the principal, or in which he should have acted in accordance with the
principal’s will. The last of the mentioned rules is applied most frequently. Therefore, if the
principal does not select the applicable law, usually this will be the law of the country, in
which the attorney-in-fact works or should work (according to the intention of the principal).

Determination of the applicable law for the PoA enables us to determine the formal
requirements (the level of formality) for granting the PoA (“ex lege causae”). The choice of
the legal regime results in the possibility for the principal of availing himself of the legal
form provided for the specified POA under the selected regime. For securing the formal
validity of the PoA, it is the safest for the principal to select the law he knows best and which
conditions of the formal validity are familiar to him. For example, if for the applicable law
the principal selects English law, the Polish regulations with respect to the legal form of
actions will not be used. In particular, Article 99 § 1 of the Polish Civil Code will not be
applied.™ It is quite important since Article 99 § 1 of the Polish Civil Code introduces to the
Polish law the “equal dignity rule”, that is, requires the same legal form for the PoA, as for
the legal action, to which the PoA authorises. Therefore, if the principal wants to sell the real
estate situated in Poland, and for the POA he has selected the law of the country, which for
the PoA to sell the real estate does not require any particular form, then for the formal
validi;[}/1 of such PoA no particular form is required (e.g. a normal written form can be
used)™".

It is worth adding that according to Article 25, section 1, sentence 2 of the PIL, even
in case of the determination of the Polish law, as the applicable law (selected or indicated by
the collision rules under Article 23 section 1 of the PIL) it will be sufficient to procure the
form demanded by the law of the country, in which the PoA is being granted.

Knowledge of foreign laws

If the attorney-in-fact is to operate on the territory of Poland, there is nothing to
prevent the principal from granting the PoA in accordance with the provisions of another
country’s law (by selecting the foreign law as the applicable law). However, the problem will
arise at the moment of performing the contemplated action/-s. The second party, or for that
matter also the notary, the public administration body or the court, are not required to know
the foreign law. Therefore, it might be difficult for them to establish what is the scope of the
attorney’s authorization, what kind of restrictions are imposed upon him and what are the
consequences of the actions of the attorney-in-fact if he exceeds the scope of his
authorization. To avoid this type of dilemmas, if the attorney-in-fact is to operate in Poland,
the PoA is usually selected to be governed by Polish law.

198 £ g. an attorney-in-fact acts on a permanent basis in Poland and has his office in Poland — Polish law will be
governing.

199°E g. the Spanish entrepreneur grants the PoA to a person acting on a permanent basis in Spain — Spanish law
is applicable.

10 The Act of April 23, 1964 — Civil Code (J.L. No 16, item 93) with further amendments, hereinafter referred
to as: the ,,Civil Code”. Article 99 § 1: “Where a special form is required for the validity of a legal act, a power
of attorney to perform such act shall be granted in the same form.”.

1 provided that a possible bilateral agreement does not specify otherwise.
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It is also worth mentioning that it is reasonable to directly indicate (in the text of the
PoA) that Polish law is to be the governing law. If the principal fails to do this, it may turn
out that the collision rules indicate the foreign law as the applicable law. If, on top of that, the
POA is also granted abroad, then even if the form of the POA conforms to the requirements of
Polish law, the POA may be invalid. It will be like this if the foreign law for the given type of
the PoA requires a legal form higher than the form demanded under Polish law.

The form ex lege loci actus

The choice of Polish law for the PoA does not exclude the possibility of granting it in
compliance with the formal requirements applicable in the country, in which the principal
operates. Despite the formal validity of such PoA, there will come up the problem of the
evaluation of this by the principal’s contractors and public authorities in Poland.

In case of judicial acts, the court may consult its experts who are the experts in a given
(foreign) law/s. This is allowed under Article 1143 § 3 of the Polish Code of Civil
Procedure.**? However, when it comes to, among others, notaries, tax enforcement officers or
court’s bailiffs, they have no instrument which could help them to determine whether the
conditions regarding the legal form applicable in the country of granting the PoA have been
met or not. If the POA has not been granted in the form required by Polish law, the notary
may refuse the performance of the given action stating that he cannot verify the fulfilment of
necessary requirements.

, It appears that despite the lack of such requirement in many cases the safest solution
is the submission of the PoA to Polish law and fulfilment of the Polish demands regarding the
form of the legal act prescribed for the PoA.

Legalisation and apostille

If, however, the POA has been granted according to the requirements applicable in the
country of its granting, it will be necessary to convince the Polish contractors (or the notary,
public authorities, etc.), that the conditions regarding the form applicable for the PoA in this
country were duly met. In such cases we can encounter the quite common practice of
legalizing documents, as a way to demonstrate that the form of the PoA is valid.

The requirement of documents’ legalisation

Pursuant to Article 1138, the first sentence, of the Polish Code of Civil Procedure,
foreign official documents have the same probative value as Polish official documents. Then,
according to Article 1138, the second sentence, if the document concerns the transfer of
ownership of the real estate located in Poland, it should be authenticated by Polish diplomatic
representative or the consular office”. In the Polish legal doctrine dominates the notion that
by "the document concerning the transfer of the ownership of the real estate” is should be
also meant the document of the PoA authorising the attorney to enter into the agreement
transferring the ownership of the property. It is commonly agreed that the PoA to other
actions does not require legalisation.

It is worth adding that the legalisation is required only for the “official documents”
(i.e. coming from/issued by entities having some administrative power). The provision of
Article 1138, second sentence, of the Polish Code of Civil Procedure does not refer to private
documents. So, if the foreign lex loci actus requires for the PoA (concerning the
acquisition/sale of the real estate) only the normal written form (i.e. private document), the
PoA granted in this form does not require legalisation.

12 The Act of November 17, 1964 — the Code of Civil Procedure (J.L. No 43, item 296) with amendments;
Article 1143 § 3: “The court may also use other means, such as consulting an expert, in order to determine the
content of a foreign law or foreign judicial practice, or the existence of reciprocity.”.

256



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

Demonstrative value of legalized documents

Besides equipping the document with some feature of formality (document is rubber
stamped by Polish officials), it is difficult to clearly state, what does it de facto mean that the
document has been legalised. It is hard to establish what exactly is checked during the
document’s legalisation process. It is assumed that the legalisation is the confirmation that the
document has been executed according to the law of the place of its execution.*®
Nonetheless, this cannot be a direct inference (result of reasoning) from Article 21 of the law
on the functions of the Consuls of the Republic of Poland,*** under which: “the consul
legalizes official documents, executed or authorized in the accepting country or in the
Republic of Poland". Also the Vienna Convention'*® does not give any indications what the
document’s legalisation really means™*®.

It is chiefly agreed that the legalisation of the document means at least that the form of
its preparation in the given country really exists."*” Moreover, legalising documents the
consul exercises its special competence (acts as public officer), what means that his notes and
annotations have some special probative value. Therefore, it is advisable, during the
legalisation process, to request the consul to place on the document an annotation stating that
the submitted document satisfies all requirements regarding the legal form of the country, in
which it was made. However, on the whole it is difficult to clearly state what is the probative
value of this kind of annotation. More often than not, the consul will not verify whether the
form of the legal action corresponds with the requirements of the country from which the
submitted document originates.™®

However, given the function of consuls and for the lack of any other possibility of the
official verification of documents with foreign element, it can be argued that the legalised
document has been executed in compliance with the formal requirements of the country that
it was prepared in. However, this cannot mean that material-law conditions were satisfied or
that it is not possible to negate the appropriateness of the form. Everyone should be allowed
to prove that the procured form is not sufficient (for given purposes).

Apostillisation of documents

It should be pointed out that in practice foreign documents are rarely subjected to the
procedure of legalisation. It is the result of the fact that the requirement of authorization
(legalisation) drops out, if the provisions of international agreements abolish this
requirement™®. Among such contracts the most important is the Hague Convention from

13 See: The judgment of the Polish Supreme Court, dated October 7, 2003, ref. no IV CK 23/02, LEX no
590838.

4 The Act of February 13, 1984 on the functions of Consuls of the Republic of Poland (J.L. 2002, No 215, item
1823).

5 The Vienna Convention on Consular Relations, signed in Vienna, 24 April 1963:
[http://legal.un.org/avl/pdf/ha/vcer/veer_e.pdf].

11810 Article 5 of the Vienna Convention, among other consular functions, it is mentioned the following (point
f): ,,acting as notary and civil registrar and in capacities of a similar kind, and performing certain functions of an
administrative nature, provided that there is nothing contrary thereto in the laws and regulations of the receiving
State”; the legalisation is considered one of these functions.

17 See: The judgment of the Polish Supreme Court, dated October 7, 2003, ref. no. IV CK 23/02, LEX no
590838.

18 1t might be the simple result of the lack of knowledge of the foreign law by the given consul.

19 See more in: Czubik, P., Konwencja haska o zniesieniu wymogu uwierzytelniania zagranicznych
dokumentéw publicznych, Bydgoszcz, Poland 2005.
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1961'% currently in force in relation with 106 countries, which abolishes the requirement of
the legalisation of the huge amount of documents.***

Due to a fairly simple way of obtaining apostille (it is affixed by competent
authorities; in Poland by a special Department of the Ministry of Foreign Affairs) this kind of
“seal of approval” somewhat became a transactional practice in Poland. It is used in all those
instances where the foreign element is present. In most cases the apostille is procured even if
a document is exempted from the requirement of legalisation'??. Therefore, there arises a
question whether the apostille clause (affixed to the document), even if it is not required,
gives the document any particular demonstrative value. In particular, whether it certifies that
the document has been executed in line with the formal conditions of the country in which it
was prepared.

In accordance with Article 2 and 3 of the Hague Convention, the apostille is used just
to certify: “the authenticity of the signature, the capacity in which the person signing the
document has acted and, where appropriate, the identity of the seal or stamp which it bears.”
There is no provision that would state that the apostille certification confirms the due form
(formal validity) of the document.*?® The apostille however, certifies that the document was
signed by the person performing particular public function (state official). Assuming that this
person has verified that all formal conditions for formal validity of a given document, in the
country of its preparation and for the given legal action have been met, it can be argued that
the apostille certification provides certain factual presumption of the formal validity of the
executed document.®® This factual presumption is however based on a rather dubious
assumption that the person signing (stamping) the document has taken due care and checked
whether the specified formal conditions have been met. In many cases this will never happen.
To conclude this topic; it is not possible to obtain a clear certification of the document’s
formal validity. Neither legalisation nor affixation of the apostille guarantees that the POA
was granted with satisfaction of all the requirements of the formal validity laid down in the
law of the country of its granting.*® In order to be more or less sure that nobody in Poland
will raise the issue of the proper legal form, one should ensure that the Polish law is selected
(as the governing law) and all the requirements of Polish law are met. If, however, the
principal cannot come to Poland, and there is a requirement of the form higher than the

120 The Hague Convention of 5 October 1961 Abolishing the Requirement for Legalisation for Foreign Public
Documents; hereinafter referred to as the ,,Apostille Convention”.

121 However, the abolition of the requirement for legalization in the country of document’s submission requires
the affixation of so-called: “apostille”.

122 Under Article 3 of the Hague Convention: ,,(...) formality mentioned in the preceding paragraph cannot be
required when either the laws, regulations, or practice in force in the State where the document is produced or an
agreement between two or more Contracting States have abolished or simplified it, or exempt the document
itself from legalisation.”.

123 See: The Resolution of the Polish Supreme Court dated April 13, 2007, ref. no 111 CZP 21/07. It was held
that: After the accession of Poland to the Hague Convention abolishing the requirement of legalisation of
foreign official documents the only formality that may be required in order to certify the authenticity of the
signature, the capacity in which the person signing the document has acted and, where appropriate, the identity
of the seal or stamp which it bears, is the addition of the certificate described in Article 4 of the Convention.
However, it does not mean that the courts are excused from the obligation to check whether the document
affixed with the apostille meets the requirements of the legal validity prescribed by the law of the country
where the document was prepared; Biuletyn SN, No 2007/4/9.

124 Czubik, P., Glosa do uchwaly Sqdu Najwyzszego z dnia 13 kwietnia 2007 r., III CZP 21/07, Rejent No 12
(200)/2007, pp. 170-177.

125 Hulist, M., Kot, T., Jeszcze o formie pelnomocnictwa udzielonego za granicq, Rejent No 6/2001, p. 109;
Czubik, P., Oddalenie wniosku o wpis w ksigdze wieczystej w zwigzku z nieustaleniem zgodnosci formy
petnomocnictwa poswiadczonego zagranicq — glosa do Postanowienia Sgdu Rejonowego dla Krakowa-
Podgorza, Wydziat Ksigg Wieczystych z 18 maja 2007, Dz.Kw.39185/06, Nieruchomo$ci CH Beck — prawo,
podatki, praktyka, Warsaw No 8(108)/2007, pp. 21-22.
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simple written one, the following question arises: what kind of requirements should be met
by the document executed abroad, so that it can be considered as meeting all Polish
requirements concerning the formal validity (legal form).

Equivalence of legal forms

Doubts arise mostly in case of the requirement of the form of a notarial deed. The
following question pops up: is it even possible (and if so, when) to satisfy all the
requirements of the Polish notarial deed, specified in the Polish law on notaries'?® through the
agency of a foreign notary/notary public.

Some authors argue that in order to obtain the form of the notarial deed, the document
must be made by the Polish notary operating in Poland*?’. Nonetheless, nowadays it seems
that the prevailing view is different. Most authors claim that there are no obstacles for the
Polish requirements concerning the form of the notarial deed to be met by the foreign
notary128.

However, to conclude that the given document meets the conditions of the Polish
notary deed, the act executed abroad must be “equivalent” to the act which would have been
made by the Polish notary acting in Poland. Foremost, it means that the notaries should be of
a kind. As it is generally accepted, the foreign notaries are on a par with Polish ones if they
come from the country which belongs to the family of the so-called Latin Notaries.'?® In
these countries, notaries have similar social status comparable both in terms of education and
the position in the society.**® Moreover, for obtaining “equivalence of form”, it is necessary
for the foreign notary to fulfil the requirements which are specified for notarial deeds in
Polish law. The notarial act should be performed in a similar manner as it would have been
performed in Poland under Article 92 of the law on notaries.

The request for the PoA prepared in the form “equivalent” to the Polish notarial deed
may be quite perplexing for some foreign notaries.'* The equal dignity rule resulting from
Article 99 of the Polish Civil Code is rather uncommon in other European legal regimes.
Therefore, it quite often happens that at the request of a principal to make the PoA in the
form of notarial deed, a foreign notary prepares a document with just notarized signatures
(believing that it is completely satisfactory regardless of the activities to which the PoA is to
authorise). However, one should remember that usually the form “equivalent” to the Polish
notary deed means the highest form available in the given country abroad.

In practice though, e.g., the court registrars quite often make entries to the land and
mortgage registers based on agreements executed by attorneys who held “notarized PoAs”,
however as a matter of fact issued only in the simple written form.**? The registrars rarely

126 The Act on Notaries, dated October 14, 2008 (J.L. No189, item 1158).

127 See: Drozd, E., Czynnosci notarialne z elementem zagranicznym w obrocie nieruchomosciami (in:) 1l
Kongres Notariuszy Rzeczypospolitej Polskiej. Referaty i opracowania, Poznan-Kluczbork 1999, p. 19.

128 See: Pazdan, J., Pelnomocnictwo w prawie prywatnym miedzynarodowym, Krakéw 2003, pp. 138-139.

129 The countries belonging to the International Union of Latin Notaries (UINL, currently the International
Union of Notaries). UINL is a non-governmental organisation. It aims to promote, co-ordinate and develop the
function and activities of notaries throughout the world. It was formed by 19 countries at the time of its
establishment in 1948. Nowadays the organisation includes 83 countries, of which 21 out of the 28 member
countries of the European Union and 15 out of the 19 countries of the G20.

130 Gérecki, J., Forma uméw obligacyjnych i rzeczowych w prawie prywatnym miedzynarodowym, Katowice
2007, p. 175.

BL Czubik, P., Trudnosci w dokonywaniu na terytorium niektorych panstw czynnosci w formie wskazanej przez
prawo polskie jako lex rei sitae, Problemy Wspolczesnego Prawa Miedzynarodowego, Europejskiego i
Porownawczego, Vol. 1\V/2006, pp. 24-32.

32 Czubik, P., Zachowanie formy aktu notarialnego w przypadku petnomocnictwa udzielonego za granicq —
kilka uwag w nawigzaniu do praktyki polskiej, Rejent 2004, No 1, pp. 23-42., and Konsularne poswiadczanie
podpisow na petnomocnictwach do przeniesienia wlasnosci nieruchomosci sporzgdzonych zagranicq w zwyklej

259



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

examine the issue of the “equivalence of forms”. Therefore, many quite canny and ingenious
ad-hoc solutions pop up:**® e.g. the principal, granting the PoA in the normal written form,
designates the document “notary deed” and submits it to the notary for signatures’
certification. Polish courts (or notaries for that matter) usually pay close attention just to the
name of the document. Therefore, when it comes to the recognition of the document before
Polish authorities (courts or notaries) this form of the PoA is usually (surprisingly!)
sufficient.

Conclusion

In theory, obtaining the proper form for the POA granted to the attorney to act in
Poland seems quite simple. However, the transactional and judicial practice brings some
problems. Since it is not always easy to establish what type of document is good enough (for
given purposes), parties or lawyers for that matter, reach for the highest available form or try
to outsmart the authorities.

The business practice rarely helps to work out uniform solutions (the correct ones).
Transactional lawyers just want to close the transaction as soon as viable and possibly
without any bumps and holdups. Therefore, the idea is that it is better to pay more at the
beginning for a higher legal form (and apostille), than have some problems down the road. It
is the common line of reasoning. Furthermore, it is obvious that the formal validity of the
PoA will not help a lot, if it cannot be effectively demonstrated to other parties or public
authorities. As a result, all disputes regarding legal form of the PoA usually end up in
procuring the highest available form.

It also cannot be denied that the selection of the safest solutions is usually prudent.
The establishment of the minimal valid legal form is quite tricky. It requires not only the
knowledge of collision-of-law rules, but also the rules being in force in foreign legal
jurisdictions. Moreover, if the PoA is granted abroad, there is no reliable way to provide
evidence for the full validity of the granted PoA. When some dispute arises at some point in
the future it will be up to the court to decide whether the POA was valid or not. However,
nobody thinking reasonably wants to put the whole transaction on the line just because he is
convinced that the given form of the PoA is sufficient.
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CORPORATE CONSOLIDATION PECULIARITIES IN
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Abstract

The purpose of the article is to study the state and general retail trade development
trends in Ukraine, monitor processes of consolidation and concentration of market power in
Ukrainian grocery market, evaluate concentration levels of international trade FMCG
companies and analyze the impact of the mentioned processes on the competitive
environment of the domestic retail turnover. Analysis and systematization of scientific
research of foreign and Ukrainian scientists allowed choosing concentration ratios for
different quantity of firms and Herfindahl-Hirschman index as methodological tools for a
study of the market concentration level and accumulation of assets, consolidation of market
power by the international FMCG companies in the retail market in Ukraine. The Ukrainian
grocery market is defined to have certain specific features which despite the overall positive
evolution of retail trade volume and retail trade chains turnover are reflected in the
dominance of local business representatives on it, low concentration level versus other
European countries, as well as negative concentration dynamics of international capital in the
retail grocery market in Ukraine.

Keywords: International retailers, grocery market, market concentration

Introduction

The development of trade is an essential condition that ensures a favorable economic
and social environment in any state. In most economically developed countries of the world
trade is a key strategic sector of the economy that maintains a balance between supply and
demand, satisfies the needs of the population, affects the economic potential forming; and it
is also a major employer of the economically active population***. Recession processes in the
world and Ukraine in recent years influence the peculiarities of domestic trade, which are the
strengthening of capital concentration process of huge commercial chains that acquire less
successful market operators in crisis. The above mentioned emphasizes the need to study the
consolidation and concentration peculiarities of the retailers market power in the food market
of Ukraine for further distinguishing the international retailers importance in it.

Production and capital concentration in different markets has been the subject of a
considerable amount of research both in Ukraine and abroad. Most of the recent studies was
conducted by such foreign scientists as A. Bationo (2012), W. Baumol and A. Blinder (2011),
Ch. Vehorn and J. Kopf (2013) K. McGoldrik (2012), J. Peoples ( 2012), F. Young®®, 1.
Vasiliev (2008), A. Mitrofanov (2002), E. Yudnikova (2008) and others. Among Ukrainian
scientists we should distinguish the works of V. Apopii (2010), V. Bazylevych and V. Fyliuk
(2012), A. Herasymenko (2010), A. lhnatiuk (2010), V. Lahutin (2009), H. Fyliuk (2009),
A. Shymko (2012) and others, who pay special attention to the production and capital

B34 Sevruk, I.N. The state and development trends of the retail trade in Ukraine. Journal of Economy and
entrepreneurship, vol. 7, no. 8, 2013.
135 http://www.quickmba.com/econ/micro/indcon.shtml

262



International Scientific Forum, ISF 2013 12-14 December 2013, Tirana, Albania Proceedings, vol.1

concentration evolution, competition and competition policy, government regulation of
monopolies, and industry market research, including general trends to activate the
concentration and consolidation processes in the domestic market segments.

However, pointing out the significant role in the modern Ukraine development of
retail trade, which is the part of the few sectors that keep positive economic dynamics even in
crisis, we need to examine the current situation and identify retail trends in Ukraine, analyze
mechanisms of the processes of concentration involving national and international capital in
the Ukrainian food market (segment FMCG), the study of which is also important because
more than half of the cost in the Ukrainian consumer basket falls at FMCG. Moreover,
transformation processes in the domestic grocery market (FMCGQG) is a part of general trends
in capital consolidation and concentration of powerful international retailers on food markets
in Central and Eastern Europe. Therefore, in this aspect, it is important to study the specific
features of the above mentioned processes in the Ukrainian market.

Main Text

According to State Statistics Service of Ukraine the retail trade turnover in Ukraine
before the financial crisis was characterized by a constant growth. In particular, in 2007 and
2006 the annual increase throughout the country was 20%, and in Kyiv city — 25-30%. Over
that period much attention was paid to expansion of small retail format chains, development
of shopping malls and retailers’ expansion to the regions. However, the positive trend of the
previous years changed into the crisis of 2008 — 2009, which was reflected in the 6.5%
decline of trade network retail turnover, but in 2010 the situation in the retail market changed
by 21% growth (Table 1). Retail market began to stabilize and recover in 2010-2011.
However, the real dynamics was lower due to the increase of retail prices by 1.5-2 points for
that period. Year of 2011 was characterized by the overall growth in retail trade as well as
trade network retail turnover growth by 24.6%, which was associated with stabilization of

population income growth, expansion of consumer loans to individuals etc.
Table 1. Turnover of retail trade in Ukraine, biIn.UAH

Year Year-on-year change (%)
Indicators 5 ] o = = ] o S =
o o o o o o o o o
. 55 N N N N N N N N N
1-Turnover of retai trade 3251 | 4560 | 4443 | 5415 | 6857 | +403 | , | +2L9 | +26,6
2.Retail turnover of the enterprises i
(legal entities) 178,2 | 246,9 | 231,0 | 280,9 | 350,1 | +38,6 6.4 +21,6 | +24,6

including:
2.1.Retail trade turnover of the trade -

. 171,7 | 238,56 | 222,9 | 271,4 | 338,7 | +38,9 +21,8 | +24,8
network of enterprises 6,5
2.2._Reta|I turnover of restaurant 6.5 8.4 8.1 9.5 114 | +202 | +17.3 | +200
business 3,6

Source: State Statistics Service of Ukraine™’, calculated by author.

Analyzing the state of retail trade in Ukraine according to State Statistics Service of
Ukraine, we must pay attention to the methodological notes that were taken into account to
work out Table 1. According to the explanations ** the retail trade turnover includes turnover
of retail businesses that operate as retailers and estimated sales of consumer products through

138 On the basis of the total single survey and administrative data on retail trade network and restaurant business,
owned by individual entrepreneurs.

B7 http://www.ukrstat.gov.ua

8 http://www.ukrstat.gov.ua
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a trade network belonging to individual entrepreneurs, and markets (based on the total single
survey and administrative data on retail trade network and restaurant business, owned by
individual entrepreneurs). The retail turnover of the enterprises means the amount of sales of
consumer goods to the population through the retail trade network and restaurants, as well as
industrial, transport and other non-trading companies directly to the public over the
company’s cash desk. Additionally, the retail trade turnover includes selling food stuffs
through trade channel to institutions, organizations and enterprises to serve their contingents
(sanatoriums, child-care institutions, hospitals, etc.).

Tendency of reducing the volume and share of retail trade turnover network and
restaurants can be explained by the growth of another component of retail trade turnover —
the retail turnover of individual entrepreneurs and formal markets selling consumer goods.
For example, in 2000 the share of this component accounted for 35.8%, while in 2011 -
46.2%, that is an increase by 10.4 percentage points (Fig. 1). Thus, the organized trade
(including trade network) is about 55-60% of the retail market of Ukraine and markets - 40-
45% accordingly.

60 38 ™ Retail trade turnover of the
’ trade network of enterprises
49,5 50,6 -
50 "I I 48,5 (legal entities)
40 + 353 - - B Turnover of physical persons
’ entrepreneursand of
X 30 + organized markets from sales
the consumer goods
20 +— = Turnover of informal markets
10 +— ; - - -
4,2 4,1 3,3
0 B Turnover of restaurant

business
2000 2005 2008 2009 2010 2011

Years

Fig.1. The dynamics of structure sales of goods through trade channels**®

Despite the gradual recovery of the economy from the crisis, Ukrainian citizens still
have to spend much of their income on food stuffs mainly because of their rise in price that
violates the macroeconomic regularity by which the higher is population’s income, the lower
are food stuffs purchase expenses in the structure of consumer spending. The share of
nonfoods in 2005 amounted 58.4% of the total volume of goods sold through the trade
network, in 2006 — 61.8%, 2007 — 64.7%, and 2008 — 65.6%, in 2009 the economy saw a
decline in nonfoods share by 5.6 percentage points to 60%, with the next growth in 2010-
2011 (Fig. 2).

% http://www.ukrstat.gov.ua
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Fig.2. Dynamics of commodity structure of retail trade turnover of the trade network in Ukraine, 2005-2011

In general, the state and development of retail trade in Ukraine can be characterized
by certain features and the following general trends.

1. Development of retail trade in Ukraine corresponds to general global trends: active
development in the pre-crisis period changes by the economic downturn caused by the global
financial and economic crisis, with the further improvements in the trade development.

2. The share of organized trade is gradually getting higher — 55-60% of the retail
market of Ukraine, which also emphasizes changing preferences of consumers who prefer
formal trade to informal.

3. Ukrainian domestic market saw the active development of new trade formats of
foreign origin: supermarkets, hypermarkets, cash & carry, discounters, the quantity and retail
space of which is constantly growing (the largest growth rate is peculiar to hypermarkets),
replacing more traditional forms (markets, etc.).

4. Nonfoods share in total trade network retail turnover increased to 61.1% in 2011;
however, the pre-crisis level of 2008 has not been achieved yet (65.6%).

It is noteworthy that the retail industry or retailing refers to those industries the
importance of which for the economy can not be reduced and with the development of
information technologies it is increasing or modifying. As for the Ukrainian retail market,
besides the trends mentioned above, there is also a tendency to market entry of more and
more foreign players with significant access to international investment resources and ample
opportunities for the innovative industry development. According to the results of the annual
survey by international A.T. Kearney “Global Retail Development Index” company 2006
Ukraine took fourth place in the list of the most attractive regions in pre-crisis, in 2007
Ukraine held the fifth position after India, Russia, China and Vietnam and was highly
attractive to the multinational companies, but in 2008-2009 the country's position changed,
and Ukraine was at the 17th place due to the global financial crisis **°. Although in 2010-
2012 according to A.T. Kearney the country was not included even in the rating of the thirty
most attractive countries for investment in the retail trade, but we do not consider Ukrainian
grocery market to have a significant decline of the international retailers’ activity. Moreover,
the management of most international retailers present in the market underline their intention
to expand business in Ukraine (for example, Russian X5 Retail Group is planning to open

0 http://www.atkearney.com/consumer-products-retail/global-retail-development-index
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stores at brand “Perekrestok Express” '*!), and some foreign companies, such as Russian

retailer of premium supermarkets “Azbuka vkusa” ** plans to enter the Ukrainian retail
market at once.

The global financial crisis affected the activities of both domestic and international
retailers in the retail market of Ukraine. During the crisis the consolidation processes in the
Ukrainian market are becoming widespread: the number of foreign chains that have not
properly assessed the real situation of the Ukrainian market and proved unable to compete
under these conditions, left the retail market by selling their stores or leasing their retail space
to successful national or international operators. The examples are Russian retailers
“Paterson”, “Piaterochka”, “Vester”, “O’kay” and the European ones “Euromart” (U.S. and
Greece), “Smak” (Ukraine and Serbia), “Bumi-market” '** (Lithuanian “BM-Trade”) and
others.

The research of Ukrainian retail grocery market showed that retail segment of FMCG
is represented by national, international retailers and national operators that are fully or
partially owned by foreign investors. Among multinational corporations in the retail and
wholesale trade on the Ukrainian food market there are companies: Metro Group (LLC
“METRO Cash & Carry Ukraine”), Auchan Group (LLC “Auchan Hypermarket Ukraine”),
which in 2012 together with Metro Group announced the purchase of German chain Real,- 1**
- LLC “Real,- Hypermarket Ukraine) by Auchan, Rewe Group (FICE “Billa Ukraine™), Spar
International ( LLC “Spar Ukraine”), X5 Retail Group (PJSC “X5 Retail Group Ukraine”,
represented by “Perekrestok” chain), most of which are developind by starting from scratch
or “greenfield investment” (Billa, Metro), merger or acquisition of national operator
(Perekrestok, Auchan), or through franchising (Spar). Moreover, the market has national
retailers, which, however, have “foreign roots”, that is why we consider them to be
representatives of international business (hereinafter - the international retailers). Among
them there are such chains as Novus, whose investor is a Lithuanian company “BT Invest”,
Furshet (PJSC “Furshet”), “Torhovyi dim “Amstor” and stores Brusnichka (LLC “Ukrainskyi
retail”). The official sources*® announce that a 100% - owner of Furshet is a British company
“Anthousa Ltd.”, through which 21% of the company shares has a French chain Auchan, the
rest is owned by the well-known Ukrainian businessman Ihor Balenko. “Torhovyi dim
“Amstor” is a part of PJSC “Smart Holding”, 75% of which is owned by British company
“Optimabest Management Ltd.”, and therefore we can talk about the presence of foreign
capital in the Ukrainian food market. One more company present in the market, which has a
stable growth dynamics, refers to the list of national networks with a foreign capital: LLC
“Ukrainskyi retail”. It should be noted that 100% of the share capital of a company is owned
by “United Retailers Ltd.” - a subsidiary of the Cyprus holding company “SCM Holdings
Ltd.”, 100% shares of which belong to a successful businessman Rinat Akhmetov **. Thus,
Ukrainian retail grocery market is characterized by a large number of subjects of different
organizational forms with the total quantity of 395 stores in August 1, 2013 (including 121
stores of multinationals operating in the field of international trade) in various formats with
extensive regional coverage.

“http://www.russiaretail.com/182470/X5-to-launch-Perekrestok-Express-chain-in-Kyiv.shtml
“2http://biz.liga.net/all/prodovolstvie/novosti/2411571-rossiyskaya-set-azbuka-vkusa-vykhodit-na-ukrainskiy-
rynok.htm

%3 The chain was acquired by Ukrainian company "Fozzy Group".

144 http://www.auchan.ua/uk/auchan-world/news/#news.

Y5 hitp://pypier.com.ua/ua/company/.

148 http://www.scm.com.ua/uk/about-us/scm-holdings-Itd/.
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Analysis of the international companies in the Ukrainian retail grocery market showed
that the overall dynamics of international retailers’ turnover is positive and has a constant
growing, but year-on-year growth is slower versus the total market growth (Fig. 3).
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Fig.3. Dynamics of retail grocery market and retail trade turnover of ten **’ international grocery chains in
Ukraine %

Considering the analysis of the competitive environment and concentration of foreign
capital in the Ukrainian food market we must analyze the fact of commencement of
proceedings by the Antimonopoly Committee of Ukraine (AMC) on anticompetitive
concerted actions of 18 huge retailers including those of interest within this paper: LLC
“Auchan Hypermarket Ukraine”, FICE “Billa Ukraine”, PJSC “Furshet”, LLC “NOVUS
Ukraine”, PJSC “X5 Retail Group Ukraine”, LLC “Spar-Center”, LLC “METRO Cash &
Carry Ukraine” and the foreign company LLC “ACNielsen Ukraine”, which is known to
conduct market research in Ukraine.

According to the official sources**°, during the investigation started by the Committee
in May 2012, it was ascertained that defendants committed anticompetitive concerted actions
resulted in food stuffs price increase in trade networks during 2010-2011. At the same time
the defendants coordinated the interaction format with suppliers that affected interests of the
producers, by creating a cartel with LLC “ACNielsen Ukraine” company in the center of it.
The latter is known to follow ICC/ESOMAR standards, and in this respect there is a question
of the company research activity in compliance with the principles prescribed by the
International Code™®.

Thus, we can assume that the Ukrainian market is characterized by relatively low
level of competition that allows retail chains to compete with each other not directly but
indirectly, as far as pricing policy of the retailers in most cases has an identical nature, and
the struggle for consumers is based on specific differences within other elements of the
marketing mix.

Hereinafter we need to determine the level of concentration of international capital in
the domestic market. According to the domestic and international research practice to

147 “Real,-” company operated till 2013 and was counted here as a separate chain.

148 Estimated on the basis of data provided by an independent consulting group “GT Partners Ukraine”.
9 http://www.amc.gov.ua/amku/control/main/uk/publish/article/99632
http://www.esomar.org/uploads/public/knowledge-and-standards/codes-and-
guidelines/ICCESOMAR_Code_Russian_.pdf
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analyze the process of concentration it is expedient to use the concentration ratio (Bationo,
2012, Baumol, 2011, Herasymenko, 2010, Mitrofanov, 2002, Yudnikova, 2008, Vehorn,
2013 etc.) and Herfindahl-Hirshman index (Bazylevych, 2012, Chow, 2012, Fyliuk, 20009,
McGoldrick, 2012, Peoples, 2012, Vasiliev, 2008, OECD Economic Surveys, 2013 et al.).
That is why the research of concentration level in the retail market of Ukraine was done on

the basis of these concentration ratios (Table 2).

Table 2. Concentration ratios in retail grocery market of Ukraine, 2009-2012 ***

Indicators Year Year-on-year change (%)

2009 2010 2011 2012 2010 2011 2012
1.CR(3) 24,41 22,68 18,15 16,73 -7,11 -19,98 -7,79
2.CR (5) 28,50 27,36 22,74 21,11 -3,97 -16,92 -7,15
3.CR(7) 29,48 29,04 25,03 23,50 -1,48 -13,82 -6,09
4. CR (10) 30,88 30,42 26,49 24,91 -1,51 -12,90 -5,96
5.Herfindahl-
Hirshman 236,41 201,89 133,35 111,07 -14,60 -33,95 -16,71
index (HHI)

Thus, despite the gradual increase in sales of the international retail chains in the
domestic food market, concentration ratios for three, five, seven and ten international retailers
in the grocery market of Ukraine and Herfindahl-Hirschman index for 2009 - 2012 indicate a
lack of consistency and single-direction of the international capital concentration process in
the retail of Ukraine. The calculated concentration ratios show multidirectional trends of
Ukrainian food market development in pre-crisis and post-crisis periods: a sufficient scale
and high pre-crisis dynamics and significant decrease of business consolidations in the
modern conditions. Recent trends allow us to hypothesize about the temporary market
structuring completion phase in value and quantitative terms, attended by further stabilization
process or sluggish growth. We should note the importance of not only the recession as a
factor of destructive influence on the process of assets consolidation and market power
concentration. Equally important is the impact of institutional determinants, including the
lack of a clear legislative system; delaying the process of a law on trade adoption; the spread
of illegal mechanisms for acquiring controlling interest to most developed countries; the
presence of corporate conflicts associated with the formation and redistribution of ownership
in joint stock companies. As a result, we can point out the obvious feature of the
concentration process in the retail grocery market of Ukraine comparing to the markets of
Central and Eastern Europe: a relatively low concentration level of foreign and high
concentration level of national capital. Low concentration level, on the one hand, confirms
the existence of competition in the market and the lack of a dominant position of a certain
company, including foreign capital in the grocery market of Ukraine, but on the other hand,
this level leads to a number of sector-specific risks and complications. Thus, high
concentration level may increase the stability of the market during the crisis. Equally
important is the accelerating transformation of the trade sector due to the innovative
development of the considerable investment resources of the dominant companies. In this
sense the national economy faces a conceptual dilemma to find a consensus between the low
and high concentration levels of the relevant market sector, which actually comes down to a
choice: to increase competitiveness of powerful operators, possibly non-residents, and the
industry as a whole or a transparent competitive environment and economic sovereignty of
the state.

151 Calculated on the basis of data provided by an independent consulting group GT Partners Ukraine
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Conclusion

Therefore, the analysis of the retail trade state and development trends in Ukraine
showed that the retail sector is one of the most dynamic. During 2006-2011 retail trade was
characterized by increase in the formal trade share and the share of nonfoods sales through
the retail trade network; growing interest in modern retail trade formats, and moving away
from traditional trade forms of Ukrainian retail market. The analysis of the state and trends of
market power consolidation and concentration processes in the retail market of Ukraine, the
assessment of the concentration level of international FMCG - retailers and analysis of the
impact of the mentioned process on the competitive environment of the domestic retail trade
showed that these processes occur, but relatively slow. Ukrainian market refers to the markets
with a low concentration of foreign capital and dominated positions of national retail business
operators.According to the research the international retailers occupied the most
advantageous positions before the crisis, due to better access to credit and investment
resources on a global scale comparing to national operators, and successful strategy of a
corporate development in times of crisis. However, since 2010 it is possible to identify a clear
downward tendency in the dynamics of concentration processes of international capital in the
Ukrainian retail grocery market.
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Abstract

This article aims to analyse the integration process of Western Balkan countries to be
integrated to the European Union.
This paper is divided into two parts. Through the comparison, the first part analyses the
process of integration of the Western Balkan countries.
The second part consists on a questionnaire which is conducted by the author regarding to the
faith and adherence conditions that the Albanians have to the European Union.
Even though the European Union is in crisis, it still remains attractive for Western Balkan
countries, which will have to overcome many obstacles to become as a part of the European
family. Croatia accession on July 1, 2013 is the concrete example to realize the dream of
other Balkan countries that want to join the EU.
EU enlargement is a completely open process, which aims to create a stronger and
sustainable Europe, with an important role on the world stage and also a single, broaden and
more integrated market, which intended to stimulate the economic growth, to the countries
that are already members of EU, and also the other countries which are in the process of this
integration.
As a conclusion the accession process is necessary, because countries can’t create the future
alone. This thing would be achieved only through the cooperation between each-other. The
European Union is the only opportunity for the advancement of Western Balkan countries,
after the fall of the Berlin Wall, and the artificial division between East and West. Only
through the EU assistance, the region may have economic development, unemployment
decrease, crime reduction and peace etc...
Let us hope that the Western Balkans will be regenerated as part of the European family.

Keywords: European Union, integration, potential candidate, future

The Western Balkan countries and the adheration process

After the fall of Berlin Wall and joint of two Germany, the Western Balkan countries
looked their future in European family.

Thessaloniki Summit was like a stamp for these countries to start the adheration
process.

Integration is a process with stages and an individual process at the same time,
because it depends on which country how and for how long it fulfills the adheration criteria
or named as Kopenhagen criteria.

Thessaloniki Summit represents a historic step for these countries, because this union
has been an opportunity and a perspective for the adheration and enlargement of this region
in European Union. So, date 21 June 2003, brings also the approach of connections between
European Union and Western Balkan.
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Western Balkan region is composed of seven states: Albania, Kroatia, Serbia,
Montenegro, Macedonia, Bosnia-Hercegovina and Kosovo which is the youngest country in
the world.

The common thing of this region is the fact that although nationalism exists between
them, they have only one and common purpose, integration in EU.

Enlargement is the most ambitious Project of European Union, based in the idea of
economic, political and military reunion.

As M. Bogdani says in her book “Europe is not complete without Western Balkan”,
but this integration must be earned with the work of state and especially of parliament, from a
consensus between them so a political stability is achieved, “depends on how quick or how
slow we’ll go forward with the reforms, with economic and political stability to walk toward

the adheration and full rights integration in European Union.”

Comperative aspects of Gross Domestic Product and GDP per capita

Table 1-1
I Comparing aspects of
Countries |GDP and GDP per|1999 2003 2006 2008 2009
capita
GDP $ USA 2199 (95) |3146 (99) ]7145(04) 8532 (05) 9273 (06)
Albania GDP  per capita]670 (95) 930 (99) 1918 (04) 2899 (06)  |3354 (07)
SUSA
GDP $ USA 15508 (95) 20222 (99) 31343 (04) |36230 (05) 41542 (06)
[Croatia GDP per capita $USA|3250 (95) |4530 (99)  |5440 (04) 9558 (06) |11576 (07)
I GDP $ USA 1813 (95) |3348(99) 4672 (03) |5711(05) |6214 (06)
Macedonia |GDP per capita $USA |860 (95) 1660 (99) 2248 (04) |3059 (06) |3659 (07)
I GDP $ USA 15910 (95) |13742 (98) 20492 (03) |25747 (05) |31594 (06)
Serbia GDP per capita $USA |1510 (95)  |1289 (98)  ]2626 (04)  |4220 (06)  |5596 (07)
I GDP $ USA 5900 (92) |4706 (99) 8446 (04) 9568 (05)  ]12815 (06)
B&H GDP per capita $USA |1500 (92)  |1210(99) ]1883(04) 2533 (06) 3712 (07)
GDP $ USA — — - 2042 (05)  ]2462 (06)
Montenegr [GDP per capita $USA |- - - 3310 (05)  [3745 (06)
0
GDP $ USA — — - — —
IKosovo GDP per capita $USA|- — - — —
ISIovenla GDP $ USA 16328 (95) 19862 (99) 27671 (03) |34146 (05) |36715 (06)
GDP per capita USA 18200 (05)  |10000 (99) |15214 (03) |18610 (06) 22933 (07)
IRomania GDP $ USA 33488 (95) 33034 (99) ]59694 (03) 97660 (05) [118370 (06)
GDP per capita USA [1480 (95) |1470(99) ]2535(04) 5633 (06) |7697 (07)
GDP $ USA 11225 (95) 11572 (99) 23142 (04) [26960 (05) |31469 (06)
Bulgaria  |GDP percapita USA |1330 (95) |1410(99) |2347 (04) |3995 (06) |5186 (07)

The Source: Istituto Geografico De Agostini Novara, CALENDARIO ATLANTE DE AGOSTINI, 1999, 2003,
2006, 2008 and 2009

From table no. 1.1 we see an economic decrease of Western Balkan comparing to two
countries of East and Central Europe, due to wars and conflicts among them, based in
macroeconomic indicators. Ex Yugoslavia was composed of 6 countries and among them,
Slovenia was the country with more developed economy and highest level of living compared
to other 5 countries.

. Slovenia lies among Austria and Italia Alpes and this is the reason that it is part of
Central Europe. It has a population of 1 million and 900 thousand inhabitants and it is a
homogenous population, that means it is composed only from slavic population.
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In year 1995, the war was ocurring in B-H, and serbian and croation corps, bombed and
masacred different cities of B-H. Of course that this war was bringing economic damages not
only to the states where the war was happening, but also to the neighbour countries. This is
the reason why the GDP was lower when compared to Romania, but higher when compared
with Bulgaria, whereas the GDP per capita were higher compared to both Romania and
Bulgaria. In year 1999-2996, we have increasement at two main indicators. This is the reason
that Slovenia together with 9 other states of Central and Eastern European joined EU.

. It is known that Romania and Bulgaria became members of EU on 1 January 2007.
Romania compared to Bulgaria referreing to GDP, stays in higher tank than Bulgaria,
whereas in GDP per capita is a little more than Bulgaria, with a small difference. If we
compare Romania with Croatia we can distinguish that it is higher referring to GDP and
regarding GDP per capita Croatia is better, and this increasement is reflected more afte
Dejton Conference in year 1995, which set up between Croatia-Serbia-Bosne-Hercegovina
and here we have a highlighted increasement per capita compared to Romania. This shows
that after the death of Tujman President, Croatia was fulfilling the criteria to integrate to
NATO and EU and fact is that on April 4, 2009, it became a member of the North Atlantic
Tretay Organization (NATO).

Romania, comparing to Serbia, shows to be far away regarding GDP and GDP per

capita. This fact, has its own explanation, Serbia continued the violence pressure to Albanian
people in Kosovo, after the war with Croatia and BH was over. This is the reason that Serbia
is not a member of NATO. There is a chance for Serbia to adherate faster than Albania to the
EU after Mladic was arrested and extradited to International Criminal Tribunal for the former
Yugoslavia to stand trial, and Goran Hadzic was the last indicted fugitive to be arrested.
o Let us analyze the data for three other countries in Western Balkan; Albania,
Macedonia and Bosne Hercegovina. These countries are the most economically regressed
region of Western Balcan. Referring to GDP, Albania is higher that Macedonia but lower
than BH, and referring to GDP per capita, Albania is a little lower than Macedonia and much
more lower than BH. Macedonia comparing to Bosnia Herzegovina is lower referring to
GDP even though they are at the same level referring to GDP per capita.

Both indicators have been increased in Albania after the 1997 poltical chaos,
comparing to the economy of our country. After 2005, there is a political stabilization, reform
fulfillling in Albania, in 2006 Stabilization and Association Agreement was signed and so
this made possible that on April 1, 2009 it was ratified by countries id EU. On 04. 04. 2009
Albania and Croatia became members of NATO. On 28. 04. 2009 Albania applied for
candidate status to EU, but in order to be a member of EU, 100 questions that EU will deliver
must be answered. As the integration is a step by step process, Albania passed the visa
liberalization with the European countries and depends on her how fast or which steps will
take to integrate with full rights to European Union.

. Macedonia, a member of former Yugoslavia, became a Republic in 1992 as the
former Macedonia Republic. This brought a strong reaction from Greece which doesn’t
recognize this name, being afraid that Macedonia will pretend to take Thessaloniki. | have to
emphasize that two countries have recognized Macedonia with this name, USA and Albania.
Macedonia is one of the first countries that have signed the SAA but the political situation
has not been stabled. There exist inner conflicts between Albanian and Macedonian-Slavain
who request their rights to be known as the second nation in Macedonia, to have their own
language, schools where they can learn their language and to have their own flags in regions
where they have 25% of the population. The war between them brought the Ohri Meeting in
2001 where the albanians’ rights were accepted. Adriatic Card 3 (Albania, Croatia,
Macedonia), predicted that these countries to be candidates for members of NATO, but
Greece again put veto by requesting changing of the name of Macedonia. The Prime Minister
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Nikolla Grujevski with his government, declined their request and even though USA and EU
made efforts that these two countries could reach consensus, which did not succed and the
consequence was that Macedonia did not participate at Buchurest Summit in 2008, and at the
same time Macedonia did not apply for the NATO membership. As President Bush has said:
“NATO doors will be open for Macedonia”.

. Bosnia Hercegovina

One of the six countries of Yugoslavia Federation. It became apple of discord between
two of the most military strong countries of Yugoslavia. The battles started since 1992-1995
with Dayton Conference where President Clinton met with 3 presidents, Tujman, Milosevic,
Alia-lzet of B-H. In this Conference it was decized that Bosnia would join Croatia and create
e Federation that would include 51% of BH territory wheras Serbia Republic would include
49% of BH territory. This was a very fragile agreement but at least armistice and serenity
were reached. Dayton Agreement was so fragile that war start again if the internatioanl troops
leave, but a protectorate, for which the occupier force would not like to take political charge.
The way that maps are prepared, that determine the territories to Serbian, Croation and
muslim people does not encourage cooperation between them. Bosnia issue is not settled yet.
Today BH is a military protectorate that is guided by United Nations Organization and
Albania has sent military troops to BH.

o Kosovo

On 16.02.2008, Kosovo, the youngest country in the world, proclaimed the
independence. Kosovo has a 85 year long history full of pain, disasters and violence. Serbian
committed many crimes in Kosovo especially after the World War Il and only in 1974
President Tito named Kosovo and Voyvodina as autonomous province with self governing
rights. The first shock for the system of Yugoslavia came on March 1981, when Albanian
students in Pristina, supported by most of the Kosovo population, started political
demonstration requesting equality with other nations of Yogaslavia, self governing for the
region and their region to be republic. The demonstration was stamped out by the Serbian
army and policy, however this problem could not be hidden or covered with violence. As the
Albanian writer from Kosovo has said “this war started in Kosovo and will end in Kosovo”.
After this demonstrate in 1991, there started conflicts and the first republics that voted for the
break-away from the Federate were Slovenia and Croatia. After the Dayton peace, the first
independent republics of the former Yugoslavia started to deal with the economical
development of their country bur the other Serbian criminal Milosevici denied the self
governing right of Kosovo as an autonomous region and started terror against Albanian civil
people in Kosovo.

5 months after Dayton Conference, Kosovo Liberating Army (UCK) was established.
This army fighted for the Kosovo Independence so it could be a Republic on her own. The
battles between UCK and Serbian troops aggravated a lot and day after day UCK members’
number was increased by young people. This caused a big concern for the Great Powers
especially for the American and EU politicians. This made them to interfere in order to solve
the conflict, but Milosevic started massacres to civil population and obliged the international
community to interfere by NATO after the diplomatic negotiations failed.

So, on March 14, 1999 NATO airplanes began bombing the Serbian army positions in
Kosovo and the inudstry in Serbia. In June Milosevici gave up and accepted to retire the
Serbian troops from Kosovo. Since then Kosovo was a protectorate of United Nations
Organization and was leaded by different Governors from European countries. Kosovo nation
could not accept this situation because they fought for Kosovo to be a Republic. They
achieved this on February 16, 2008 when President Sejdiu and Prime Minister Thagi
proclaimed the Republic of Kosovo. Today, not only Kosovo, but Serbia also and other
neighbor countries need help from the international community for investments in order to
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disappear the war signs. As Misha Glany says “bombs caused big damages to Kosovo and
Serbia” whereas their neighbor Balcan countries passed through other economical damages, it
is evaluated that loss of Serbia including Kosovo during the first three months, is 7-10
milliard dollars. But other countries too need short term help in order to compensate gross
domestic product caused by was approximately 5% in countries affected by, Macedonia, B-H
until 0.5% in Romania and Hungary. However if Great Powers do not achieve to exploit the
actual opportunity to invest in this region, then the problems in Balkan will surely continue
for some other 10 years.

Albania and EU integration process

Diplomatic relations of Albania and European Union were established in 1991. The
most important milestone for Albania and EU was one year later, on May 11, 1992 with the
signing of Cooperation and Trading Agreement which came into force on December 1, 1992,

On May 1999, European Union approved a new initiative for 5 countries of Balkan,
Albania, former Yugoslavia Republic of Macedonia, Croatia, Bosnia-Hercegovina and
Yugoslavia Federal Republic, called Stabilization Association Process.

Thessaloniki Summit held on June 2003, named also Zagreb Il confirms the future for
integration to EU of Western Balkan region and gives a chance to the exploitation of
instruments used in new member countries.

2010 year gave to the Albanian citizens the chance to travel without visa in European
region. Let’s hope that Albania will fulfill the conditions to be a candidate country in EU and
to continue through reforms the way to be a member with full rights and duties in European
family.

How do Albanian percept European Union
Graphic no. 1.
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Source: Questionnairy realized by author

From Graphic no. 1.1 we can notice that Albanians have knowledge for EU:
- 80% consider as nation union

- 13% as international organization

- 7% as political union
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We ask many times what is European Union. Is it a confederate or a federate? Which
is its identity? European Union should report its purpose but it is difficult to answer this
question because European Union owns a confederate and federate character.

But EU depends on his citizens, in faith for political integration and in this way EU
will have another formality. One thing is for sure, EU is the most advanced and favorable
formality for European citizens.

To conclude, as Herodotus says: “None knows about Europe ... where is this name
taken either who gave this name” whereas as according to Grigore Silasi opinion “European
Union is not an European nation and will be not one European nation, it will be a federate
like American model or like German governing meaning which is a federate in classic style.

European Union is based on international treaties, but it is much more than a
traditional nation country. Being neither a country or a federal country, it is in a continuing
integration process, as a governing institutions which can’t be classified according to the
existing models.

Conclusion

The world runs with fast rhythm toward integration and globalization.

China Wall and Berlin Wall taught us that none of the countries who build walls, barriers
could not develop and walk toward development.

Western Balkan countries, being a region that always had wars, have understood that
not being part of the European family can not develop. Only integration could bring profits.
Nationalism and wars bring only regress. The war in B-H and in Kosovo shows this very
well. As a part of Western Balkan and a member of this region, each of us have to contribute
to be one family, regardless the faith, economical or nationalism changes. Western Balkan
must REBORN!
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Abstract

Technological inventions stand beyond limits in applications to promote and sustain
good governance, as man travels in open space, in search and discovery of the mysteries of
the galaxies.
In contrast, man in most developing countries still relies upon the primitive instinct reflected
in thought, behavior, and culture of violence.
Good governance is enhanced by technological discoveries to promote constructive
communication, facilitate transactions, keep accurate records, provide better public services,
and combat corruption. It is the key factor to promote governance transparency, managerial
effectiveness and sustain development.
The presence of good governance will help countries fight violence and corruption by
spreading a sense of equity and utilitarianism.
This research focuses upon collecting data from the developing country of Lebanon, in the
MENA region, where most official and public transactions are still carried out, handwritten,
in ledgers and endless bureaucratic tapes. The authors aim to collect and analyze the actual
data, for its heartbreaking, that in the 21 century humans are still living in the swampy
darkness of corruption and backwardness.
The hypothesis of this research aims at highlighting the importance and values, produced by
the application of e-government to help sustain the country’s development.

Keywords: E-government, good governance, Mena region bureaucratic, corruption

Introduction

The world wide sweeping innovations, discoveries, and application of information
technology, along with the advanced digital connectivity, have profoundly revolutionized
businesses and services performance in both, the public and private sectors.

Good governance in the developed world contributed to exporting the technology to
developing countries to help them modernize their socio-economic and political systems.

To survive, in these modern times, saturated by competition, continual change and
creative innovations, businesses and governance must quickly adapt to changes generated by
information and communication technology (ICT) to provide optimum services to citizens
and customers, while sustaining economic development. [Malhotra, 2010]. The world, today,
is best described as an electronic one. for those who partially adopted the new trends, but
remain chained to medieval taboos, awkward ideologies and laws, lack of ethics and poorly
individually designed management system and governance, they are missing the ride on the
future wagon. Indeed, they remain victims of ignorance, illiteracy, violence, and often self-
suicidal cultural missions.
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Problems and Definitions

This topic was chosen based on the urgent need by MENA countries, particularly
Lebanon, to adopt technological innovations in order to free themselves from the poor
governance, based on dictatorial centralization of the administrative, legal, cultural and
political systems, which tie these countries to dark times and backwardness.

Some countries in the MENA regions earn huge sums of monies from oil and gas
revenues allowing them to physically develop their countries and better service their citizens.
Others are struck by poverty with large demographic boost, ruled by “divine” dictators, still
living, physically and mentally three to four centuries behind. Examples of these countries
are Egypt, Syria, Irag, Lebanon, Yemen, and some North African countries.

The people of these countries suffer from many issues that need to be considered and
understood:

1. Archaic political systems based on theocratic rule, cult of the leader and the Shari’a
religious laws, an economic political mafia ruling under different types and forms.

2. Autocratic systems far from any democratic rule, controlled by military, religious, or
political individuals or groups, intolerant of any opposition or challenges within a fully
centralized environment.

3. Corruption, nepotism, fear, and lack of human rights’ respect in addition to
unqualified bureaucrats who rule the state.
4. Old fashioned systems of education, based mainly on copy-paste practices and

imitations. As for those individuals who reach high educational level, they are compelled to
emigrate, be jailed, or disposed of for they constitute an ultimate threat to the ruling
“princes”.

5. Lack of good governance, meaning absence of the rule of law, accountability of
public servants, planning, transparency, citizens’ participation, equity and inclusiveness.

6. Poverty and hunger, as bureaucrats abuse their power instead of serving the citizens,
for they are mainly concerned with their individual welfare or that of the “boss” = Al-Zaim.

7. Worst is the lack of economic stability and security as violence, crimes, threats, and
terror, constitute daily happenings.

The Electronic Government: Definition and Review

Electronic government consists of wide and efficient use of application of different
technologies by governmental departments and ministries to connect with and better serve the
citizens. Such application offers many categories of benefits such as: (a) fast delivery of
services to save time; (b) reduction of monetary costs along with lesser frustration, confusion,
and mistrust; (c) continuous access to correct information and policies by the citizens; (d)
reduction of corruptions and bribes; (e) support for administrative, cultural, social and
economic reforms; (f) decentralization, privatization, and effective establishment of good
local governance.

Methodology of Research

The basic information of this research are primarily drawn from semi-structured
interviews, and to concepts already treated by various scholars.

The focus will be on analyzing the implementation of electronic government while
evaluating the factors leading to its success or failure.

The great forward strides achieved by the internet growth in the past decades,
contributed to revolutionize the communication process and information dissemination,
nationally and internationally. James K Scott estimates that websites are increasing at an
unlimited pace [Scott 2005].
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Literature Review

Although governments of developing countries have slowly begun to incorporate ICT
in their planning for administrative efficiency and reforms. The strategic use of such
technology would lead to more efficiency, transparency, accountability, and effective public
management. [UNDESA, 2004]

In the US, for example, the Office of Management and Budget (OMB) claimed that e-
government ended up by saving the US over $508 million, in 2007 for tax payers and the
federal government. [OMB, 2009]

One must however, use caution, for e-government is not a “magic wand” once
applied, it solves all problems. [Saide and Hala, 2006]

Any failure to reach the desired targets may not be in the program itself, rather in the
human and legal actors empowered to administer it, [UNDESA, opcit] which often choose to
implement their own twisted system.

Sometimes, government in developing countries may initiate such a change to reduce
external political and financial pressures, for international agencies [Ciborra, 2003], such as
the IMF, the World Bank and other donors, do link their aid to administrative and
technological reforms by the receiving government. [World Bank Group, 2003]

E-government encompasses all the ICT with computer networks such as Internet and
intranet, to include many digital connections and (a) connections between government
agencies and departments for a healthier decision making process; (b) between governments
and NGOs promoting accountability before the citizens; (c) between government and
businesses for optimum delivery of services. [Heeks, 2006]

The ultimate objective of e-government is to achieve good governance through
interactions between the citizens, the state, and civil society, conducting online businesses
and communication. [Montagna, 2005]

The UN agency, UNESCO, identifies in its electronic government toolkit, four types
of interaction as foundations for e-government application and success. [Patricia, 2003]

1. Government to government involving sharing and exchanging of data on the national
provincial and local levels.
2. Governments to citizens through distribution of information and electronic delivery of

services: such as obtaining certificates, paying taxes, renewing license, and others. The
citizen would consequently be allowed effective participation in the process of policy
formulation and building trust.

3. Government to business involving transactions exchanges between both sectors of
rules and laws regarding taxation and different policies.
4. Government to employees focusing on rules, laws, training, work guidelines, benefits,

pay structure, employees welfare and rights, and public housing.

E-government will quickly and more directly bring information to individual citizens
and organizations, enabling them to access these information without physically travelling to
government offices, wasting time, money, fuel, and most of all suffer frustration and
depression when standing in long lines and be compelled to pay bribes, humiliated, and
abused.

E-government Role in Initiating Reforms

It is important to keep in mind that e-government is neither a simplistic automatic
application of technology nor purchase of computers to deliver public services; it is rather the
creation of a productive relation between the ruled and the ruler, through good governance
and the rule of law. E-government ought to be considered as a major key for initiating
reforms and changes to revolutionize democratic relations and transparency.

To achieve the finest objectives, major steps must be applied.
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1. E-government requires a strong public managerial leadership, fully transparent,
ethical, and qualified to manage the state resources.
2. Clearly outline the relation between the public and private business sectors, including
NGOs when dealing with ecommerce. [Center for democracy and technology, 2002]
3. Enhance citizens’ engagement and acceptance of the changes by promoting public
participation in the national decision making process, sharing national vision to reach
efficiency and consumers satisfaction.

As a precondition for the success of e-government’s application, the bureaucracy and
the public must be ready to accept and engage in this process involving a digital economy and
administration.

Lebanon’s Case
Lebanese Problems

These major problems form the basic parts of the citizens’ daily life in the MENA
regions. The authors chose Lebanon as a case, for this tiny country is plagued by so many ills,
yet, for almost 90 years, it has not been able to move forward and free itself. The focal point
is the awkward administrative system that raises several issues:

. Identification of the major public management problems and weaknesses, whether
socio-economic, religious, legal, political, or military.

o Corruption causing high costs to the country and the citizens.

o Inefficiency in applying the rule of law.

o Absence of e-government in most ministries and departments.

o Tight centralized of administration where the citizen who needs approval of a specific

document must travel to Beirut; consequently contributing to traffic jam increasing burning
fuels causing pollution, wasting two to five days of his/her productive time, shuttling back
and forth with little results to end up with frustration and the decision to emigrate.

Lebanese public management continually relies on manpower especially when public
employees are hired without adequate qualifications.

Nepotism is the main criteria in hiring public servants ignoring standards, potentials
and experience.

In most governmental departments, citizens’ requests and applications are
mechanically recorded and processed leading to waste of precious time, corruption, delays,
and sometimes loss or shelving of the applications.

Based on this tragic reality, Lebanon, more than ever, needs to install new
technologies to provide quality services to its citizens. Such change will definitely face
challenges and obstacles that require evaluation.

Following the elaboration of the main problems plaguing the Lebanese traditional
public management, it is evident that an evolution has been far too late behind, and needs
urgent consideration. Electronic digital government presently appears to be the only available
system that would carry answers to inherited public administration problems. New models of
public management are needed, making use of sophisticated technical innovations in order to
facilitate government-citizens relation. [ Opcit]

Obstacles to E-government Application

In spite of the necessity to implement the E-government process in the MENA region,
and particularly in Lebanon, many obstacles must be either removed, or at least treated within
defined and feasible strategy of action. Among these obstacles, the main ones revolve around
e-readiness including
1. A favorably developed cultural environment, whereby, leaders, managers,
administrators and citizens, ought to evolve from a primitive culture based on violence, blind
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religious beliefs, intolerance and political authoritarianism, into a modern, democratic and
secular society.

2. Access to networking by opening many channels focusing on utilizing the latest
communication technology, tools and means that the citizens will be able to understand and
use.

3. Networking education aiming at training and developing human capital to quickly

learn how to utilize the Internet and intranet to facilitate the required transactions. This
requires major change in management behavior to avoid resistance, abuse, and failure.

4. The culture of violence that is often promoted and “divinized” by uncontrolled
theocratic leaders who pretend serving “God”. These latters teach the youth from early age
the so called “virtue” of killing and terrorizing others as being divine qualities and desires,
earning the criminals, in the eyes of God, favors and much happiness on this earth and after.
5. Scarcity of all kinds of resources to carry the process through. In contrast, such a
scarcity may lead to mismatch between future objectives and the reality. Another concern lies
in the fact that the private sector recruits top quality human elements, leaving the public one
to manage with mediocrity.

The Benefits of E-government Application

Contrasting with the obstacles the E-governing process offers many benefits to the
rulers and people alike.

1. It places services online to reduce costs and increase gains to citizens as it reduces
time, energy and corruption. [Amit and Zott, 2001]

2. Provides quality service delivery being offered online avoiding the huge and
confusing bureaucratic and less tapes. [Rinne, Lage and Andrade, 2001]

3. Enhances transparency and accountability, whereby unethical bureaucrats and
managers would have fewer opportunities to abuse their powers and fend off their
responsibilities. Documents, applications, fees and other requirements will be fully recorded,
subject to scrutiny and accountability while allowing the citizens to review most of the
records.

It is recommended in this section that government establishes a special court in every
district, pending the geographic and popular size, empowered to listen to citizens, handle
their complaints and small claims against the central and local governments.

The ICT’s applications are numerous beginning with granting permits and licenses,
recording traffic violations and regulations, payments of taxes and many others.

4, Creates a diversified network of information and dynamic learning process. [Mansell
and Wehn, 1998] This improves the communication process and governance effectiveness.
[OECD, 2001]

5. Creates partnership and collaboration between central, regional, and local
governments to boost citizens’ trust in their public management on the basis of transparent
partnership, especially, since dictatorship, violence, incompetence, instability and corruption
have been the main factors in the mismanagement practices.

The MENA region, like the rest of the world, has been recently lacking effective and
visionary leadership. In the case of E-government, leadership becomes a prerequisite driving
force to achieve success, before, during, and after the implementation.

The modernization of the administrative system in Lebanon through E-government
application must take into full consideration the socio-cultural — religious — legal - economic
and technical state of the matter as it pertains to
1. Technological factors centering on the development of the national infrastructure,
which has not yet recovered from destructions, incurred during the 1975-1990 civil war. The
basic issues encompass the electrical energy that is still primitive, the telecommunication
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(internet intranet and telephones) ranking Lebanon very low among the developing countries.
Government officials competence to deliver their promises remains either verbal or ink on
papers stashed in dark drawers. Among the main premises are (a) implement a national
microwave system with high network capacity; (b) lunch satellite stations; (c) link ministries
and state institutions.

2. Legal and political factors, whereby the Lebanese government ought to review the
country’s old laws, regulatory procedures, overlapping and conflicting authorities, and its
policies toward human resources elements.

3. Organizational factors to focus on leading the country and its people out of the
medieval mentality and behavior. Lebanese public institutions are still run in the same
manner as in 1926 and even 1860, when Lebanon was granted semi-independence status. The
main organizational problems that stand as firm obstacles to national development comprise
(@) old and obsolete laws; (b) an archaic political system torn between theocracy and
secularism; (c) poor and unqualified human resources; (d) lack of true national leadership; (e)
corruption and lack of accountability; (f) multiplicity of military actors spreading violence
and fear; (g) cultural promotion of warfare and hatred by some groups.

4. Regional and international factors whereby a large portion of Lebanese citizens are
either blinded by empty emotional slogans and religious affiliations, or are bought by foreign
bribes, to a point that they have forgotten how to be loyal Lebanese citizens. They have
plunged the country into foreign conflicts and narrow stereotyped rumors or interpretations;
consequently Lebanon has become a theater for regional and foreign gladiators who fight
their wars through their Lebanese puppets.

Conclusion

The successful application of electronic government to generate the desired value and
healthier environment in the targeted country, Lebanon, and most developing states, requires
much preparation to reduce the obstacles and prevent failure. E-government adoption
necessitates much preparation by the citizens, the bureaucrats and top public decision makers.
It requires e-readiness to be strictly and meticulously evaluated, and continually reviewed to
sustain profitability and success. The minimum in certain issues must be secured, such as
training citizens and bureaucrats, and easing the system’s use by the average individual.
Universities and learning institutions as well as the media could play a crucial role in support
of E-government application. The most important factors in the adoption of this system
remain above all the political stability and the rule of law.
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Abstract

After the end of World War 11, it was established the totalitarian regime. Albania
was transformed into the country where the most severe and intolerant form of Communism
originated and developed from, and which isolated the country from the outer world and put
it in a state siege. Years went by and every power was concentrated in the hand of one single
man, The Dictator Enver Hoxha. the totalitarianism that was being established in Albania,
considered all as being equal and aimed at having the whole nation under its control. In this
paper | will present the features of the Albanian totalitarian state during 1945-1990. 1 will
introduce the way the state was organized, how the leadership of that time, headed by the
state chairman Enver Hoxha, managed to run the state. how did such a system manage to
change, transform the whole social life and why was Religion exactly impinged? | will
focus on the aspect of human freedoms and rights such as: practice of religious freedoms,
imprisonings, murders of the clergymen, and why was the state interested in invading the
Clergy. What was the real reason of religion prohibition?

Keywords: Dictature, communism, totalitarism, religion, state, prosecution

Albanian totalitarism and the commons of totalitarian systems

Totalitarism is the activity of one single political party which monopolizes all
political activity and the ideology of this party is turned into the official law of state. Political
system that was installed in Albania after the Second World War was “ The regime one-party
has in its hands all of national structures and is turned into a political dominated force where
has a total control over all society.”'** At the outset, the state-party had the strategy of
domination of each sector of society, elimination of all opposing parties and specialy the
religion that was seen as the single real obstacle in establishing the new communist order.
First of all, totalitarsim is a certain outlook. Before it is showed in a shape of prison,
concentration camp, police controle, totalitarism comprises a thought; it is expressed through
a certain social logic, comprises a special inventive configuration and a legitimation of a
precise frame of the truth and of a special unchangeable group of transconception”™> .
According to philosopher Artan Fuga totalitarism can be studied and explaned through three
conceptual frames: Spatial- Totalitarism in different countries. The common philosophical
logic of totalitarian regimes installed in different countries, despite different socio-cultural
conditions of their determining. Time- Philosophical logic and social of autoritarism,
dictatorship and authoritarian regime showed by history. Cultural- Philosophical logic of
totalitarism and its relations with whole spiritual and intellectual creativity of society.” ***

Function of totalitarian power in Albania was based on certain ideas they hold for
half of century this political idea lived in state-party. “The thought that it is completely

1525kura, Gentjana, “Experience in construction of Albanian state 1945-2005”, p 79, “SHBLU”, Tirana, 2011.
153 Fuga, Artan, “Paths towards cave of snake ”, p. 18, “Ora”, Tirana 2001.
™ Fuga, Artan, “Paths towards cave of snake p. 18, “Ora”, Tirana 2001.
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possible to know reality in a objective manner, the thought that a politic based on a Leninist
ideology is unmistacable, that determinism is essential and that can be done long predictions,
thought for necessarity of directive role of communist party in the state's structure.”**®

Every other thought that left towards these ideas was seen as a ideological mistake,
sabotage or enemy with new power and order that was being established. Albanian
totalitarism that was situated from 1945 to 1990°s was characterized by: One single official
ideology it is refered all of aspects and activites of human existence. The sole ideology must
be embraced and absorbated by all members of totalitarian society without any exemption.
Everyone that go controversary with official ideology or with principles of new communist
state establishing, was seen as an obstacle for aid of system. One single massive party
directed by dictator , framed in a restricted hierarchy shape. Each sector and piece of of state,
party, society is concenetrate in leadership’s state-party hands. A police terror system
connected narrowly with single party and it has the essential activity the war with enemies of
regime and class or arbitrary layers. Totalitarian terror, differently from that of previous
autoritary regimes, was not simply a repressive means, but a means that liquidated opponents
and kindled fear, extraordinary pressure. According to Fuga, all totalitarian state’s activity
consisted in: * Ateism, thus war against religion, religious institutions and religious
consciousness, equality in living conditions and life style of citiziens, proletarian
internationalism, collectivisation of agriculture, politisation of customs and traditions,
political totalitarism, personal life asketism of people in conditions of material poverty**®.
State, society, individuals, party become one. The state has everything in its hands, the state
has in its hands the state its self. The state, state-party organizes, leads, ménages everything. “
The state becomes Lord for every possible decisions in economic field. So the functionary of
state is he mobilizing the economy” ' and each life sector of Albanian society in
totalitarism. According to social scholar Hysamedin Feraj “ Enverism totalitarian rule, its
penetration in all fields of thought and feelings, by Albanian nationalism sight, composes
penetration of Russian, serb and greek nationalism thought, panslavism and panhelenism
byzantine- orthodox in thinking, feelings and in general spiritual world of Albanians”. **
Totalitarism is a term that is used for the first time in Italy in 1922, realting to fascism
movement of Benito Mussolini. In this year the word “totalitarism” was codified in Italian
Enciclopedy, while in Great Britain the term “totalitarism” was treated at “Time” Journal in
1928 codifying in four years late,r also in Social Scientific Encyclopedia of United States.
Hana Arendt in her book™ Origin of totalitarism” see the totalitarism as a form completely
new of domination that characterized bolshevism and nazism as political systems bazed over
terror and “totalitarian ideology”, which didn't aim simply to transform subordination of
human nature itself through creation of “new man” or “new order”. In political discours of
communism period in Albania, “new communist man” cleaned from dogmas, belief or
whatever foreign show was the appropriate man for construing the system governes in
Albania for 45 years.Arendt insisted the totalitarian regime had not as goal to organize
citiziens, classes or social group, but so called “masses” such as employee masses,
cooperative masses, popular or actioner masses, terms meted in every speech of Albanian’s
communist leaders and beyond. Hana Arendt insisted that only German Nazism and soviet
bolshevism can be classified as totalitarian meaningful systems. In Albanian case this was not
authentic because it was a copy of Russian bolshevism.

155 Fuga, Artan, “Paths towards cave of snake p . 67, “Ora”, Tirana 2001.
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Totalitarian agenda: Tortures, imprisonings, arrests, executings

Executings, imprisoning, tortures were in agenda of the day”**°. Totalitarian system
had exactly determinate the agenda for establishing new communist order. The fear and panic
were disseminated at the people everywhere with only the aim to convince opponents and
disseminating everywhere the idea that tragic fate waits everyone which don't obey or oppose
to the new system. Albanian totalitarian regime was terribly cruel against its opponents.
According to they that have passed on the back suffers and unexampled cruelty of
totalitartian activity of state and segments of investigation, torture and prisons. "Against all of
they which didn't want, it was turned furthermore into a hunger “ to eat” people. To eat
people each-other. “To eat” people alive. Also courage to say a word that didn't belong to the
long line of praise for power, kindled power's hating and its mechanisms were applicated
immediately by their unfinished hunger to eat people. Worst for any citiziens when he say
any word against “primary leader”*®°. All society life and its whole activity, totalitarism took
understand if it relied with dictator’s name.

Arrests and uninterrupted condemnations held the people in a permanent state of
tention and fear. The accused people were not any more “collaborationist” of occupant. At
the halls of courts were appeared many outstanding figures of “ National Liberation War” and
of resistence against occupant. Was clear that new regime was conducted toward totalitarian
political monism, without conditions, without resereves” *** . Totalitarian tide had catch
everyone and everything, system’s members too. The system seeked sacrifices and from
inside of frame, system didn't ask for no one and nothing, its only aim was its establishment.
Ejéll Coba tells for communist terribles and tortures quoting his roommate “ One day Salih
Vugiterni told me: I'm ready to sign my decision of death, but only to rescue from tortures.
Me too — I replied”*®® . The system tagged him that wanted to eliminate and afterwards did
his elimination binding to subscribe for charge from his activity that and in a dream had not
seen. Activity of totalitarian order installing in Albania caused imprisoning, tortures also
elimination in this country from elite people to simple people was a clear activity of
genocide. “Genocidisation of this elite continued systematically through structures of
dictatorship’s machine, prisons, working camp, seizing, exile, depersonalization... The
prison, this monstrous institution of communist dictature was a real hell: officaly the
capacity of theses places in prisons and camps was approximately 3000 individuals, and in
fact their number every year passed 5000 3

Religous reprisal as a fenomen in albanian totalitarism

In 19 novemeber 1967, albanian communist regime drawed badnamed decret n0.4337
« On abrogation of some decrets ». It stopped a normeous decrets in years 1949-1951, which
legitimate religious activity in Albania and agreement of state with religion. With this were
stopped religious rituals and it predicted hard condemnations for all deviants of this decret
and proclamed Albania officaly as a state without God. Absolut power installed in Albanian
post-Second World War saw religion as an obstacle for unifying of society and spiritual
power, saw it as an obstacle for establishing of new totalitarian order. At the beginning of
establishment of communist order in Albania, religion was in target with the only goal to
eleminate it slowely until fatal fighting in the year 1967. Communist propoganda brought the
argument that revealed nationalist degree reigning in that time. « Religions cannot fit to

159 Coba, Ejéll, “Lost life” p. 12 “Adel Print”, Tirana 2010

1%0 Gumeni, Daut, “Notebook from School of Party”, fq. 365, “Dudaj”, Tirana 2012

161 Repishti, Sami, “Under shadow of Rozafa”, fq.121, “Onufri”, Tirana 2004.

192 Coba, Ejéll, “Lost life”, p. 43, “Adel Print”, Tirana 2010

163 “Albanian Rehabilitation Center of Trauma and Torture” “ Antology of Communism Crime” p.5, “ARCT”,
Tirana 2006.
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Albanians people until they were not autoctones, but were created outside the country and
were brought by occupants. This means that until the God was not Albanian, He cannot be
believed » | thus in consolidation of society and order on new communist man, totalitarian
systemsaw the religion as a serious obstacle and were found arguments to persuade public
opinion that elemination of religion was something right. Dictator Enver Hoxha in the
summet of Albanian-Chinese friendship, taking as exemple Chinese ally, specially in
February 1966 when it took a tide of changes in the culture sectors calling Chinese cultural
revolution. The goal of revolution was « attempt of PPSH leaders to install their authority in
local organizations of Party, to subordinate again the people, to fight all «
dangerous mentalities inherited from the past » and to re-establish its impact over all sectors
of life » °° | where without a doubt religion was the primary goal after there were eleminated
almost phisically and institutionally, still had remained one year from final knock. When the
state put the mattock over religion, except brutal destroy of essential object , some mosques,
churches, monasteries, religious schooles, libraries were turned into appropriated places for
activity of power, turning into sport places, various stalls, cultural centers, theatres, fitness
center, dancing halls, ateliers, cafes, warehouses, museums, public baths, homes for the
elderly etc. Heavenly God was subsituted with terrestrial God ( dictator). The walls of
mosques were filled by slogans that praised the Party, which has closed them. In that
eventfull year (1967), afarist visitors said that in Tirana « beautiful orthodox church of
pilgrimage in south party of the city is turned into a night club for party members. The
chancel is used as a brasserie with a cafe machine and plein of ordinary beverages».
According to researcher Hysamendin Feraj the dictator Enver Hoxha and enverists, the war
against religious beliefs, have legitimated also with « nationalist » arguments, as the war to
secure and force national unity from disruption that encourage « traditionaly » religious
clergy, war started also by « renaissance » expressed by the slogan « The religion of
Albanians is Albanianhood ». « E. Hoxha, presenting himself as continous of Albanian
nationalism idea of the past century, writes, according to him, from the First Consult of
PKSH had said « Our Renaissancers said « Albanian’s religion is Albanianhood ». This
argument of Hoxha is believed and supported verbatim as a real motif of him for the war
aganist religion in Albania » 1% .

Conclusion

Totalitarism that was installed in Albania almost for 45 ago was the activity of a
single party which monopolized all political activity and the ideology of this party was turned
in a official law of state. State-party had at the beginning the strategy of domination over all
society sectors, elimination of all opponent parties or opponents of regime and particularly of
religion that was seen as the single real obstacle in construing new communist order. One
single party massive leading by dictator, framed in a rigorous hierarchy shape. Each sector
and segment of state, party, society is concentrated in leader’s state-party hands. A police
terror system related closely with single party and has the essential activity to fight against
enemies of regime and classes or arbitrary layers. All the activity of totalitarian stateconsisted
in: war against religion, religious institutions and religious consciousness, equality in living
conditions and lifestyle of citiziens, proletarian internationalism, agricultural collectivisaton,
politisation of customs and traditions, asketism of personal life , in conditions of material
poverty. Executions, imprisoning, tortures were in agenda of the day during all totalitarian
system. All the life of society and its activity in totalitarism obtain sense if it was related
with the name of dictator. The system tagged him that it wanted to eliminate and after that

184 pol Shanse, Elizabet e Zhan, “Albania or logic of disappoint”, p.51, “Elena Gjika”, Tirana 2000.
1% Duka, Valentina, “History of Albania 1912-2000”, p.282, “SHBLU”, Tirana 2007.
1% Feraj, Hysamedin « Sketch of Albanian political thought”, p.352, “Pegi” Tirana 2006.
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made his elimination binding sign for charges that had never dreamed . Absolute power
which was installed in Albanin after Second World War looked the religion as an obstacle in
unifying Albanian society, and spiritual power it looked as an obstacle for construing new
totalitarian order. At the beginning of construing new communist order in Albania, religion
was targeted in order to eliminate it slowely until destructive strike in 1967.

Except the brutal destruction of essential objects of some some mosques, churches,
monasteries, religious schooles, libraries were turned into appropriated places for activity of
power, turning into sport places, various stalls, cultural centers, theatres, fitness center,
dancing halls, ateliers, cafes, warehouses, museums, public baths, homes for the elderly etc.
Heavenly God was subsituted with terrestrial God ( dictator).
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Abstract

The late 20™ and the early 21th century started to push on and implementation
decentralized proactive policing in draft model of community policing the first in highly
developed countries and later gradually on countries in development. This model not includes
only fight against crime but also deal with any security problems at the local community level
so that you can rightfully say that it is modern concept of security on strategic principles and
prevention programs. The long road to Euro-Atlantic integration Macedonian police this
trend of modern policing is still making strides to become a reality. The extent of integration
on the police in society and interaction was perceived as well exchange of information with
local community in this case we need empirical research for resolving on the security issues.
Such a one research recently was completed in Macedonia but research conducted from
student team of FON University. The results show that the integration of the Macedonian
police in ethnically mixed areas, and that citizens have confidence in police officers with
their different nationalities.

Keywords: Security, policing, multiethnic community, police

Introduction

Police work in a multiethnic environment is very sensitive and cannot take place in
isolation without the cooperation of citizens. In a society where there are different ethnic
groups, the role of the police is determined precisely by its multi-ethnicity. The
heterogeneous composition of the population is a source of diversity which can be cause of
any security problems. The more of eventual gap is deepen between interethnic conflicts, the
more the police will be more difficult. On the other hand it needs to establish impartial
connection for detection on the potential sources of security risks and threats.

The Republic Macedonia are met with security challenges of conflicts that spreads
over the Balkan countries: Bosnia and Herzegovina (1993), Albania (1997) and Serbia in the
Kosovo crisis (1999).0ne decade Macedonia lived in misconception is that " oasis of peace "
, but the reluctance of political and security plan brought to the brink of civil war in 2001.
Almost one year after the military conflict was signed the Ohrid Framework Agreement. Post
-conflict situation in Macedonia had need of international assistance in order to implement
reforms in the security sector and in many other spheres as part of the obligations set out in
the Ohrid Framework Agreement. For this purpose, among others, were formed ethnically
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mixed police patrols to guarantee the safety of citizens in crisis regions. Ten years later the
conflict Macedonia continues to build peace and stability.

This policing in ethnically mixed environment was the focus of one of our empirical
research, which studied the attitudes and opinions of its police operation, as well as
perceptions of citizens regarding their personal security. For this purpose, we conducted an
anonymous survey of several cities in the former crisis regions in the Republic of Macedonia,
which we covered, three target groups: police officers, police executives and citizens.

Attitudes and opinions of the police officers about policing in multiethnic community

The universal formula for policing in community doesn’t exist because all programs
for community policing must be formulated and implemented in consideration of local
political and cultural environment. Model of policing in multi-ethnic community should help
police officers to build relationships of cooperation, especially citizens who are of different
ethnic origin and gain confidence in them. To achieve these goals requires police officers to
have the skills and capabilities that can effectively flow into the region covering and police
officers will become contact persons of the citizens who will indicate the problems in the
environment in which they live. Such procedures in many cases may have preventive
significance when time will indicate the danger of certain problems.

For this study was surveyed 188 respondents (uniformed police) , and the instrument
was used as a written questionnaire with 32 open and closed questions . The cities where the
survey was conducted an ethnically mixed population structure in Skopje, Struga, Gostivar
and Kumanovo. The results showed that police officers are almost unanimous in their views
and work towards building trust towards citizens. Almost haven’t police officer did not
accomplished police duties in multiethnic communities, and from his experience so far the
majority of respondents believe that police officers generally can accomplish all operations .
The biggest problems in policing work is lack of expertise in tactical and ethical and cultural
relations officers to citizens. But deficiency have in communication, protection of human
rights, and composing official documents.It terms of ethnicity of surveyed police officers,
mostly are Macedonian and Albanian. For the question did you police officers worked in
ethically mixed community, percentage is as follows:

Are you worked in a community of mixed ethnicity?

3%

<=/

34%

H no, never

m yes, | worked alone

ves, | worked with
partner

W yes, | worked with
group

From the results we can see that 44% of police officers have themselves perform
police duties in a multiethnic environment and 34% partner. The small percentage (3%) that
didn’t worked in a multiethnic environment, but high indicating that a non-selective approach
to doing things. For the question did you police officers feel safe when performing their
tasks, 68% said they found the risk situation and the relatively small number said that they
felt unsafe and risky.
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The one the most important question is do you citizens have confidence in police
officers of different nationality from their experience of police officers but the results of
research showed that the confidence of citizens still depend on the person of the police
officer. The most important is his personality profile of a police officer because he should be
the first person that will be answered for environment in which it exercises its function.
Another thing that is very important to must have, fair and equitable access to all, regardless
of ethnicity in consideration of the multicultural character and standards present and
emerging ethnic groups. There should be no prejudice and negative attitudes and beliefs
toward members of different ethnic groups. The police officers should have communication
skills that will enable easier and more open access to citizens and continuous upgrading of
their skills through various trainings. In accordance with democratic principles is the sole
legitimate police authority should serve citizens and care for their safety. This principle
should be accounted for by any police officer, regardless of his ethnicity.

40
35 A
30 A
25 M yes, they have alot
20 B ues, they have
15 m depends on police officers
10 H |'m not sure
5 m don't have
0 : —-‘—-—'—‘h—"—-—m H no answer

Macedonian Albanian Serbian Turkish Roma others

The attitude of the police officers in relation with accomplishment of duties towards
citizens who are of different ethnic origin is mainly that they can meet, which is a significant
positive indicator. Although the opinion there is the Macedonian police officers can carry this
challenge, there are isolated cases where it is the national animosity between police officers
and citizens from different nationalities contributing in some cases to exist and
unprofessional conduct of individuals in the police.

70

M yes, they completely can to

" pursue
0 Hyes, they can
a0 -
M| don't know
30 -+
29 M almostthey can't
10 + |
o - L= e M in general can not pursue
‘Q@Q

& M no answer

The communication between the local community and representatives of the police is
the driving force that is necessary for the successful functioning of society as a whole. The
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communication between the local community and representatives of the police is the driving
force that is necessary for the successful functioning of society as a whole. To create a
suitable basis for successful cooperation is necessary to generate frequent contacts between
citizens and police officers. It means to intensify meetings with citizens to the extent that they
feel that the police are close to the people and that is there to protect them and exists for the
benefit of the entire community. Definitely the police deserve the support of the citizens. We
could say that this relationship is interdependent. The views of the majority of surveyed
police officers on how to improve this communication is no political interference or to
prevent excessive influence of political structures on these relationships , acquisition and
strengthening of mutual trust , good cooperation , understanding and respect , and fair ,
honest and legal business. Also, there are opinions that the transparent operation may be
closer community, and to raise public awareness and greater cooperation. This concept of
policing provides higher education for police and citizens by organizing debates, seminars
and workshops.

For the question asked by police officers to change the prosecution of police work ,
most do not have the answer , while others said they should change the attitude that needs to
be professional , and to respect the laws and rules. In some studies that have been done on
this subject and there is a presumption that police officers from minority ethnic communities
police tasks to prosecution and indiscriminately in contrast to police officers belonging to
the majority population for reasons that have a greater understanding and respect for others
minority ethnic groups .

About the type of activities and tasks that police officers have accomplished most
concerned for patrol activity is an excellent way to met citizens with police officers who are
chosen to their region and to develop communication and cooperation.

3% hat kind of police work are performed in ethnically mixed
2% community?

13%

N none
M patrolling

m patrol with a vehicle

o traffic patrol
m providing a border

W duty service

other

According to the results of a survey it was found that there are deficits in policing.
As previously mentioned, the police function is complex and limited by differences result of
the lifestyle of ethnic groups, over with the police are faced with a challenge to respond
appropriately and effectively to their needs. Police officials indicate deficiencies in the
accomplishment of the patrol activity. The reason is for tactical incompetence treatment not
ethnical and illiberal approach in relations with citizens, as well as poor and insufficient
communication with members of different ethnic backgrounds. Definitely we must take into
account the human rights violations and liberties by the police.

The basic requirement for gaining citizens and their confidence is a proper legal
right and transparent policing because that way the results are visible and objective. Measures
to achieve transparency and communication include public distribution of reports on crime
and policing, introduction of mechanisms for citizens to request services from the police,
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creating forums for open discussion of issues of crime and security, and the introduction of
Policing community.

Attitudes and opinions of the police chiefs about policing in multiethnic community

Considering that police managers organize, control, analyze and evaluate the work of
the police, the information which they possess are essential for understanding the work of
police officers, particularly in areas with mixed ethnic composition. Therefore we surveyed
38 police managers (commanders, chiefs, guides the shift etc..) of police stations in Skopje,
Tetovo, Gostivar, Kumanovo and Struga. We asked the 30 questions. For the purposes of this
paper, we'll present the answers of a few questions that are most important for police work in
multi-ethnic and post-conflict region.

Are the national structure of the police officers is in accordance with
the national structure of the citizens of this region?

G
a
2
o}
yes no I don't know
m Macedonian ® Albanian Serbian
. In the Republic of Macedonia as a multiethnic country, according to the Ohrid

Framework Agreement (which restore peace and stability), in the work of police participate
police officers from minority, in order to restore the confidence of citizens, especially those
of non-Macedonian ethnicity. Research has shown that almost everywhere the conditions for
representation of police officers from all ethnic groups in the cities of mixed ethnicity are
satisfied. Two-thirds of police managers, regardless of their nationality, reported that
structure of the nationality of police officers in their place of work is in line with the national
structure of the citizens of that place. Most police chiefs of Macedonian nationality (19 of 24)
emphasize this proportional representation.

Police chiefs of Albanian nationality represent opposite views. From a total of 11
multiple of them (7) believe that the national structure is not consistent with the structure of
citizens.

How would you describe the police officers' behavior
toward the citizens?

W very professional
M professional
notso professional

mdon'tknow
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. We asked the police chiefs to evaluate the activities of their colleagues under
their command. Good and ethical conduct of police officers is a fundamental element for
successful policing as a service of citizens. The question was: How would you describe the
police officers’ behavior toward the citizens? Even 72% of interviewed head of departments
considered that police officers in their work have a professional attitude and they know how
to do their job, but concern fact that 24% of surveyed believe that there are police officers
who unprofessionally execute their tasks .

Are the citizens have confidence in police officers
with different nationalities from their?

12

10 W yes, they have a lot

= yes, they have

®m depends on the police

officers
no, they don't have

Macedonians Albanians Serbians

. Everyday policing requires constant contact with people from different
ethnicity. We asked the Police chiefs: Are the citizens have confidence in police officers with
different nationalities from their? On this question, most said they trust depend on police
officers themselves and although that different nationalities affect, the behavior of police
officers is a major element to increase the trust of citizens. Global view of all police chiefs is
that the citizens of ethnic cities have confidence in the police and may regard as a service for
citizens. It is important to note that the same opinion is shared by both sides, the Macedonian
and Albanian police chiefs , which is an encouraging indicator of the social environment in
Macedonia.

Do you have suggestions for better integration of
police officers in the community?

m better communication

m more frequent contacts with
local community

m selection of candidates with
adequate education

m better relation with citizens

®m higher wage

= fraining

Police chiefs believe that it is necessary more frequent contacts and better
communication with the local community, as well as righteous selection of personnel with
appropriate education for better integration of police officers in community.

Attitudes and opinions of citizens about policing in multi-ethnic community

This paper made an attempt to actualize the issue of police action in a multi-ethnic
community, moreover, by conducting a survey among citizens, we tried to understand the
model of cooperation between police and citizens living in a multi-ethnic environment. Some
experts in this field rightfully believe that the essence of the transparent operation of
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uniformed police should be reduced to the action of a contact police®®’ officer who will
conduct daily and direct contacts with citizens regardless of their ethnicity. In this way the
police, fused with the local population, contributes to solving any security problems, making
life in a multi-ethnic community safer today and more prosperous in the future. Modern
conditions no longer require police officers to perform by order and command, but by
creating and upgrading their professional conduct within the functioning of the model known
as the community policing.

473 people from ethnically mixed environments (Skopje, Gostivar, Kumanovo,
Struga) with the greatest representation of Macedonians and Albanians were asked to
participate in a written survey. Respondents believed that they live in a relatively safe
environment. Most people evaluated the police's work in a multi-ethnic community with a 2
in a scale of 1 to 4 (Figure 1). These estimates of the respondents reflect the contribution of
the police in solving key security issues in the local community.

50 7

50 17

10 7

u Excellent

n Good
Not bad

¥ Bad

30 17

w0 1

10

skopje Ohrid Struga Gostivar Others

Traditionally, citizens turn to the police whenever they need any help, and the police
contact the people when they collect required information.

Modern police work involves maintaining regular contacts and fostering partnerships
with the community to address any security risks and threats. Citizens should have their
‘own' police officer that they would communicate with on regular bases. The dominant
majority of the citizens who participated in the survey evaluated police behavior in direct
contact with them as "good" (Figure 2).

W Excellent mGood Notbad mBad

69

47
3734

24
17

1443 30664 433

0200

Macedonian  Albanians Romanis Serbians Turks Others

¥"Consult: Mratovic, Sajner and Faber V. Volarevic, A Strategy of police work in the community, MUP
Croatia, 2003.
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In order to define the approach of police work in a multiethnic environment, among
other things, it is necessery to take into account the perception of the local people about
whether the police behavior toward them depended upon their ethnicity. This approach is
associated with meeting two group goals: internal and external. Internal goals include the
conviction of police staff on the importance and necessity of fostering a model of police work
as a service to citizens in a social environment with multicultural diversity. External goals
include informing the public about the benefits of this model.’®® Research has shown
encouraging results. In fact, most respondents said that police actions are not depended on the
ethnicity of the citizens (Figure 3).

140
120
100

20

Skopje  Ohrid Struga  Gostivar  Others

mYes

Citizens in the country believe that their security is mostly threatened by accidents and
thefts (especially of cars), and least of domestic violence.

Conclusion

The reasons for the variability of the structure of the police function in space and time
should be looked in the interaction of the police system with its sociable environment. In our
social conditions the police activity at a local level should be developed in three directions:
the relation of the police and the publicity in the multiethnic composition (public relation),
criminal preventive structures (community services) and participation of all the structures of
the society in the prevention of the criminality (community participation).

For determination of the development of the police activity in our multiethnic
society, the research was focused on the attitudes of the main subject in this interaction, i.e.
police officers, police administrators and citizens. From their attitudes we concluded that in
the recent period of multiethnic functioning of our society the police has shown carefulness
and attention to effectively solve the problems of the citizens regardless of their ethnicity, as
well as for solving tasks that are out of the domain of police working, but are very close.

The research has also shown the awareness of the police officers and administrators
for the deficit of their working and they came out with suggestions for improvement of the
same, while the citizens gave direct opinions of how protected they feel, what mostly
endangers their security and at which part the police treatment should be improved.

Throughout this research we succeeded in making a real image that will serve as a
mirror of the current police working, but also a basis on which the police will build their
efficiency-to correspond to their citizens.

168 Consult: Aronovich, A., Crime prevention (Community policing), The Hague, 1998.
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Abstract

Crime has now taken on a new avatar. It is new, evolved and now, without reason. At
the very inception of this pursuit to go into the depths of modern crimes, it must be said that
the study of the notorious gang of ‘Dandupalya’ (India) does not only open the back doors
and throw light on the effect of Indian criminal laws alone but also springboards to a much
more universal subject which deals with the effectiveness of deterrent values of criminal laws
and highlights certain social problems that Indian society is inherent with. Certain parallels
have also been drawn with established theories of criminology to try and understand the
mindset of the gang itself thus highlighting aspects of education, environment etc. with
relation to crime causation in India. The reasons of crime causation have now come to light in
a new and unprecedented way all due to the actions of this notorious gang. ‘Dandupalya’ is a
small village situated near Bangalore (India) and was bought into the limelight when a dozen
members of an extended family, some of who settled in the village began killing and looting
at will. They were known as ‘The Dandupalya Gang.” This was the first instance of such
crime in India where there was barely any motive, no provocation, absolute disregard for
consequences and ruthless and large scale murder, rape and theft at will. Shockingly, they
had a persistent obsession with slitting throats as well which was the signature trait of the
gang itself. A parallel has further been drawn between a restricted scope of organized crime,
and the ‘Dandupalya’ crime spree while studying the failure of police functions in this regard
and thus exposing the mindset of these criminals with regards to their deviant functioning.

Keywords: Dandupalya, Modern crime

“Even till date the gang members do not repent their crimes.”*®°

The Charge Sheet

As many as 112 cases were allotted in 2002 to the court located on the Bangalore
Central Prison premises and it was named as the Special Court for Dandupalya gang cases.
The Dandupalya gang members gained notoriety for their gruesome crimes where their
victims were robbed and had their throats slit. They were arrested by the then Joint
Commissioner of Police (Crime) Suresh Babu in 1999. The cases related to Bangalore were
investigated by Inspector Chalapati.*”

The shocking crimes include the murder and rape of a woman from whose house a
total amount of 2.5 lakhs worth of jewelry was stolen in the Vijayanagar police station limits
on the 28" of October 1999. Raksha Shetty was murdered in the Ramamurthy Nagar police
station limits on the 20™ of February 2000 and the murder case of Nazarbad in Mysore was

19 The Hindu, Staff Reporter, June 28, 2012
170 The Hindu, Staff Reporter, Friday, October 1% , 2010
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also a charge levied against the gang. Sudhamani, on March 22" 2000, was murdered and
robbed of jewelry worth 1 lakh in Kamashipalya police station limits.*"

The traits of a typical Dandupalya gang operation was slitting the throat, washing the
weapons at the place of crime and assaulting those present at the scene'’®. A crime by the
Dandupalya gang was very evident because of the gruesomeness and monstrous nature of it.
Aged people were targeted and on the whole victims were raped, killed and their throats slit.
Most times it was for monetary motives but the alarming part of their entire spree was that at
times they would not even need to Kill or slit throats as the victims would readily give up
their money in fear of life thus making it safe to assume that the gang members themselves
were deviant to the point of a being obsessed with killing by slitting throat.

The Strategy

The gang’s reach spread across Kolar, Bangalore, Mandya and Mysore in Karnataka,
Hosur and Denkanikote in Tamil Nadu, Chittoor and Ananthpur in Andhra Pradesh.'”® What
must also be noted is their style of operation was very planned and executed with precision.
They would, select lonely houses on the outskirts of a town and target those houses with few
members present during the day. One of them, Gangamma, would send her daughters-in-law
to survey the area and select a house. The women would go during the day in the guise of
toilet-cleaners and bangle-sellers.

Once the target was identified, they would disconnect all their telephone and
electricity lines. They would bolt the doors of neighboring houses to prevent others from
coming to the victims’ help. The most shocking part of their entire crime spree was that they
would slit the throat of every one of their victims which eventually started became a
trademark of sorts of the crime gang. The numbers just kept increasing and they had a total
count of 80 murders and over 110 cases of robbery.*™

Parallel Theories to the Behavior Pattern

The universal phenomenon of anti- social conduct does not merely restrict itself to a
function of group life but extends to include the variables of cultural status and social
organization of the group.

Edwin Sutherland in his theory of ‘Differential Association’ *®in the early 1900’s
held that the act of crime and criminal behavior is learnt from others indulging in criminal
acts, and especially from those people who directly form ones inter personal groups.
Sutherland’s theory thus stresses on the following core characteristics that serve as the
foundation for ‘Differential Association’:*"

Firstly criminal behavior is learnt through the means of communication from one
person to another. Secondly this learning takes place through the common medium of an
intimate personal group. Further, what is taught is not just the art of committing the crime but
also its rationale, attributes, mentality etc. all of which is picked up from the others. Lastly
‘Differential Association’ varies in frequency and intensity and there is often a favorable
situation that initiates the crime in the mind of the criminal. This situation is so called
‘favorable’ by virtue of the fact that the situation itself must potray an easy get away or
provides an escape from the stronghold of the law.

171 H
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™ Ibid
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The ‘Dandupalya Gang’ surprisingly was very closely linked to this theory of
Sutherland. They were from a common background, essentially the same village. They were
all children of poverty and lived their life in the same conditions. They thus, belonged to the
same inter personal group, and hence when a few indulged in crime and got away with it, the
rest followed suit.

The gang is the living proof of this theory. At the initiation of their crime spree they
consisted of about 11 people and were most active between the years of 1997 to 2001. When
caught, there were about 75 people on the whole, rowdies, who claimed allegiance to the
gang. The gang itself consisted of about 30 people including men, women and children.*”’

A parallel must more be importantly drawn to the debate of the Nature theory v. the
Nurture theory which highlight causation of crime and tries to determine whether the choice
of causing the crime exists in the individual, or in the individual interacting with other
individuals or is influenced due to external factors.

The Nature theory essentially states that one of the most important factors that play a
role in crime causation is the natural state and intelligence of man. William Healy was the
most significant contributor to this theory. William Healy stressed on individual determinism
when he stated that "dynamic center of the whole problem of delinquency and crime will ever
be the individual offender.”® Thus stating that an un bias choice always resides in the
individual offender and because of his low intelligence quotient, he indulges in the acts of
crime.

On the other hand, the Nurture Theory states that individual intelligence, must be
looked as a partly biological phenomenon as seen in the nature theory but most importantly a
completely sociological phenomenon'” because intelligence is not something that is not
entirely inherited by birth but is rather a culmination of factors such as environmental, social,
home factors, etc.

Sociologists have time and again explained criminal behavior in terms of poverty,
broken homes, residential zones, ecological processes, social disorganization, and differential
association*® thus proving the nurture theory in its essentiality.

The nurture theory further overrides the nature theory because one cannot assume that
since parents have a low intelligent quotient the child must too, ' as the argument is
baseless making the nature theory redundant when compared to the nurture theory.

When we now infuse the nurture theory into the Dandupalya situation, the result is but
obvious. Dandupalya is but a small village with barely 400 families where most of the people
are ‘Kuruva’ (cattle rearers) and belong to the schedule castes who live on a day to day
basis.'®? They are thus in the search of salvation from the fires of poverty and hunger and
most of them are uneducated due to the lack of infrastructural facility. With these conditions
it is but obvious that they would indulge in crime because the lack of education, poverty and
the social surrounding lead to the less 1.Q which under the nurture theory causes crime.

It would be interesting to note the effect of the home environment with regards to the
work of David T. Lykens. '® The ‘Home environment’ is essentially what makes the
personality traits of an individual and in Lykens opinion, was a strong reason for causing
crimes. It is because of the home environment itself that some people are more susceptible to
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causing crime compared to others. According to the former secretary of Health, Education
and Welfare, Louis Sullivan (1992) only 20%-30% of juvenile criminals come from intact
families and the rest are all from families that were either broken or incomplete with either
parent missing thus portraying the effect of the home environment in the world of crime. It is
the home environment that generally opens people to the world of violence and makes them
more tolerant towards acts of aggression.

Thus, families in Dandupalya due to poverty and the ecological conditions aim at
migrating to the cities for work, which leads to families breaking and can have a very
detrimental effect on the youngsters.

Organized Crime

It’s surprising to see that even though the gang was not an organized crime group on
an international scale, they created an impression and everlasting dent by virtue of a new
genre in the world of crime demonstrating that there is a very dire need for new laws on the
domestic scale.

The essentiality of the Dandupalya crime spree is that they functioned as a ‘gang.’
Before dealing with the legal accountability of a ‘crime gang’ the Dandupalya episode itself
can be said to fall under a restricted purview of ‘Organized Crime,” but the question posed
now is that are the penal provisions of ‘Organized Crime’ strong enough to handle such
modern day crime.

Organized crime is defined as “Long-term criminal activity conducted in a structured
and systematic manner, with the aim of generating illicit income”.*®* The ‘Dandupalya’ crime
spree was one of the most successful crime sprees to ever run in rural areas and even though
the gang is not included under the head of an ‘Organized Crime Group’'®® as it is not a
transnational crime group in nature, they posed a just as big threat as they were motiveless
and killed for the sake of killing. Moreover the structure itself of the crime group was very
well established which was another reason why it was so successful in all their crimes and at
the same time, successful in avoiding the police. The entire structure was the main reason for
their success rate because like any successful organized crime group, the Dandupalya gang
consisted of a durable core of key individuals, chief among who was ‘Krishna’ and around
who was a circle of subordinates, specialists, and other transient members. What gave them
an added advantage was their group of other disposable associates who would join the core
gang from time to time thus making the gang itself like a shade of mist, uncatchable and
untraceable.

The Dandupalya gang can be studied in relation to “The Brinjaree Thugs’~ who were
a gang of notorious thugs but would easily avoid detection due to their nomadic life style.
Since, they were always all on the move it would be impossible to trace any crime back to
them, and to a large extent the same was true with the Dandupalya Gang too.

This was the first time in India that Organized Crime of such a level had started taking
place in rural areas. As of now, if we were to see to the legal provisions dealing with the
same, we could start at Section 120 — A of The Indian Penal Code, which defines criminal
conspiracy as two or more persons who agree or cause to do an illegal act or a legal act by
illegal means. Section 120-B speaks of punishment for the same in the form of fine or
imprisonment or both. Section 379 of The Indian Penal Code talks about the punishment for
theft wherein whoever commits theft shall be punished with imprisonment of either
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description for a term which may extend to three years, or with fine, or with both. Section
302 of The Indian Penal Code awards a death sentence or life imprisonment as a punishment
to murder.

Section 396 states the law on ‘Dacoity’ with murder wherein if any one of five or
more persons, who are conjointly committing dacoity, commits murder in so committing
dacoity, every one of those persons shall be punished with death, or imprisonment for life, or
rigorous imprisonment for a term which may extend to ten years, and shall also be liable to
fine.

Hence, from the above references there arises an alarming question which poses a
great threat to society even today.

Is Justice truly served?

Is justice truly served if we hold the “Dandupalya gang’ guilty only under the heads of
the above given penal provisions and if not, what are the added legal provisions that we can
include their crime spree under?

The answer to this question is not a simple one. The ‘Dandupalya’ crime spree posed
a twofold problem. Not only were there joint cases of murder, theft and rape but also for a
crime spree like the one caused by the ‘Dandupalya’ gang, the only thing that they functioned
on was their own will and fancy and thus, had little or no regard for any preventive or
deterrent effect any law had on them.

Their social status and poverty could be a major reason for the same but in their cases,
they at times murdered, for the sake of killing. The obsession of theirs with slitting throats is
also sound proof that they were mentally instable. At times they did not even need to kill as
families were readily giving up their money to them but yet they committed murder. Thus,
when one murders for the sake of murdering, without any financial, sexual or substantial
motive, why are the laws not more stringent on them. Agreed that a death penalty is the last
and most devastating resort in such circumstances but the law must come down harder in the
form of, maybe trying to justify harsher methodology in the worst of the worst cases so as to
gain any further information , to such hard willed criminals without motive because the main
aspect of criminal laws is to, at the end of the day, provide a deterring effect on other similar
willed criminals and by taking a step in this regard against such sort of criminals the state
immediately send out a message to other such psycho criminals that when it comes to public
interest, nothing is excusable. The ‘Dandupalya’ gang is definitely not the last of such free
willed merciless criminals and if the state needs to cut such criminals in the bud, much more
harsh laws are required as of now because crime when on motive is understandable but crime
when on free will and fancy, is not and the same message must be sent out by the state while
guarding the interest of the public before more and more criminals adhere to the
‘Dandupalya’ crime methodology.

The Law on Gang Violence

Well, the harsh and bitter truth is that till date there is no such central legislation in
this regard. The need to suppress ‘Gang Activity’ should be the first prerogative of the
legislature today because ‘Gang Crime’ is such a phenomenon that it firstly makes the
criminals involved fearless because of the belief that the other gang members will always
support each other. Secondly, by virtue of this, the entire purpose of having criminal law as a
deterrent is lost and last and most importantly, gang criminal activity is the most influencing
sort of criminal activity that is present today to which the ‘Dandupalya’ case is itself a
witness as more than 75 rowdies claimed loyalty and showed their support to the dangerous
gang of criminals by the time they were caught.
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When functioning in a gang, it is also harder to calculate who and how many
members are the key members of any gang and also, how many members are associated with
them on the whole. This was proved again by the ‘Dandupalya’ gang because even after they
were caught, the then Joint Commissioner of Police (Crime) Suresh Babu (1999) who was
responsible for the capture of the infamous crime gang was threatened by the gang members
he captured that their ‘friends’ outside jail would kill him*®’. Till date nobodly is sure whether
each and every member of the ‘Dandupalya’ gang was captured or not and the fear is that
even today a few members may still be on the loose.

Even after such a reality check on gang violence the legislature fails to take cognizant
of this fact and come up with necessary laws. The only saving grace in this regard is ‘“The
Uttar Pradesh Gangsters and Anti- Social Activities (Prevention) Act, 1986 which looks to
suppress gang activity however, this is applicable to the State of Uttar Pradesh only.

Education and its Rippling Effect

As already proved by the ‘Nurture theory’ stated above that less 1.Q and lack of
education can play an instrumental role in crime causation. Further, The Dandupalya Gang
exposed the existing and alarming gap with regards to education within the urban and rural
areas.

Education was put into the concurrent list of India’® thereby putting substantial
responsibility and a need for action on both the State and the Centre respectively.

Further, Article 21-A in the Constitution of India to provide free and compulsory
education of all children in the age group of six to fourteen years as a Fundamental Right in
such a manner as the State may, by law, determine.®®

However The Dandupalya Crime spree exposed another set of problems. Firstly it
showed the dire need for proper implementation of the law in rural areas. The law and
funding for its implementation does not always penetrate to the lowest level of society. The
rural, who the urban treat as outcasts and who are generally left out, in light of the
Dandupalya event, show the rippling effect it can have. Education itself is the first step to
reduce crime and thus, proper steps must be taken to assure that the youth of today is taught
not to indulge in the crime of tomorrow.

Further, post 14 years, there is a lacuna in the law as to what medium of education is
to be given to the youth. Way back in 1999 also, it was seen that qualitative data from the
PROBE survey suggest that parental interest in education is generally quite high. Most
parents would like their children (particularly sons) to be educated, and favour compulsory
education for all children.

However, they have a dim view of the schooling system. Low teaching standards are
their main complaint and in rural areas this has continued till date with no substantial action
being taken by the government thus resulting in the birth of such hard willed criminals from
the rural region.*®

An individual with a low level of education is left with little or no alternatives to a
livelihood thus being more susceptible to commit a crime than other.***
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The Executive’s Job

Police functions of a state are instrumental in carrying out duties to ensure law and
order in the state. However, when it came to nabbing the Dandupalya gang, the police
efficiency was brought into question.

“The former Police Commissioner, Mr. S.C.Burman, said that as police nabbed more
than a dozen members of the Dandupalya gang earlier and gathered information from them,
it may not be difficult to apprehend the absconding criminals. ~“Despite all these, why police
are not been able to catch them is really puzzling," he observed.

The two former Director-General and Inspector-General of Police, Mr.
B.N.Garudachar and Mr. K.Ramalingam, suggest that getting a thorough knowledge of the
gang and pepping up the crime-detection staff should be the priority of police.

They said the staff should be encouraged and their crime-detection knowledge
enhanced. Police should first ascertain the strength of the Dandupalya gang, deploy
informants and exchange information with public about the gangsters. They should also
compile a list of murders that had taken place in the past three or four years and keep a
watch on the movements of those involved in them,”*%?

The crime branch literally took years to nab this gang thus, clearly showing that
crimes of this nature need to be looked into and the executive must be more ready to take
charge of such issues. Infrastructure, mindset and readiness of the executive officials are
indeed the need of the hour if the society requires a faster action to such situations.

Conclusion

In conclusion, it can only be said that the State should stop sleeping on its duty to
make effective and dynamic laws that keep evolving with the evolving face of crime in order
to protect the society at large. Crime is not anymore about a theft or a murder with a financial
or at times a sexual motive. Crime is no more a singular entity act. Crime is not what it used
to be. It’s time the state wakes up and understands this simple fact. Education in all sectors is
a must if our society needs to develop. Development means developing with society as one
single unit thus leaving no section behind. Further there is also a need to separate a ‘crime
gang’ statutorily and provide a separate set of penal provisions for the same. Lastly, it is the
executives job to ensure the well-being of society. The fact that the police took years to catch
an untrained and uneducated set of criminals speaks volumes for itself questioning the
response of the police to such matters. There is a need for a better and more efficient system
if we are to tackle crimes of such a nature hence forth. Once this is achieved, the average
Indian citizen would feel a lot safer as these provisions are a must to tackle such evolving
crime. Crime never sleeps and hence neither should our law or its makers.

192 The Hindu, K.V.Subramanya, Sunday, Aug 5" 2001
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NATIONAL DEFENCE AND SECURITY
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Abstract

Safety is a condition in which states consider that there is no danger of a military
attack from political coercion or economic compulsion, so it can easily be developed.
Security is actually inherent structural element of the state that the present degree of cultural
and civilization development requires a modern approach to the solution and organization.
When we are talking about national security, usually emphasized that one of the basic
functions of the state is to provide a system of relationships from harmful outside influences.
National security of a country must not threaten the fundamental values of the national
security of all other countries, members of the international community.
The politics of national security is a complex and interdependent set of measures, activities,
plans and programs undertaken by Republic of Macedonia to protect, maintain and enhance
the security of Republic of Macedonia and its citizens, in accordance with available resources
and active cooperation with the international community.

Keywords: Safety, security, national security

Introduction

Each community foundation is striving to achieve their personal and collective
security. In fact it’s a natural tendency to function as its own integrity and life in general. To
achieve this goal it is necessary to achieve and maintain the safety or life.

Defense, security and safety issue of a separate state on the subject of study for
scientists from different fields. It is increasingly the focus of interest of the general public, the
broader aspects, which have great electronic media images of Kkillings, destruction and
suffering from different meridian, and very successfully ,,serve“the public.

Today, we live in a time when issues of peace and war become inseparable from
territorial, racial, religious and nationality of people.

Republic of Macedonia as part of the global community, within their means, must
necessarily participate in efforts to overcome the concept of cooperation and friendship over
power and dominance. Regardless of what we are members of the club of great powers whose
voice in international relations generally means a final decision that they are some relevant
indicators show that we are so insignificant, at least in the region.

Confirmation of this is definite historical experiences, especially newly created
knowledge and confidence in the community about the importance of Macedonia as a
regional entity in the present crisis , summarized in the slogan , stable Macedonia , Balkans
stable , stable Europe. "

National security

The notion of national security is of relatively recent date. Today often used and
basically refers to the independent state which seeks to protect the physical integrity and
territory.

Usually when defining national security offered formulations of the type that it is the
ability of its internal state values to protect against external threats. Or that national security
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is, the absence of baseline risk of the state ", and that national security is the security of a
country, its national security and territorial integrity, sovereignty.

One of the problems tied to the notion of national security is located on the route
home values and the related problems such as vital national interests and values . They are
very fluid, subject to changes in time periods because they are determined exclusively by
objective factors.

If we recall the generally accepted values in international relations and the principles
of international law, subject to the national security of any country is its survival, territorial
integrity and internationally recognized borders its political independence. Of these, usually
joining other such as the right to a separate standard of living, the right to dispose of their
natural resources, traffic law, and respect the right of others. To protect the indicated values
of national security, international law and recognizes each state and the right of self-defense.

There is strong agreement among most authors treat this issue that survival is the right
priority in value to protect national security.

According to A. Grizold, national security is defined as the security of the state and its
content covers the territory of national security, protection of people's lives and property,
maintain national sovereignty and the exercise of the fundamental functions of the state. Then
emphasizes that must be taken for specific activities carried out by the states to protect and
defend before any threats from the environment, that security activities must be in accordance
with the capabilities and should be properly planned and aligned with global and regional
preparing the international community .**

National defense

Based on the current situation in the defense objective possibilities, experiences and
trends in the development of this activity in other states, and respect for the elements that are
universal and general- world significance.

Identification of defense doctrinal views was carried out over the prism and
acceptance of the following requirements:

- Defense Doctrine of the Republic of Macedonia has its foundations to the total so
far is experience the military organization of the Macedonian people.

- Defense doctrine must be directed to the future, to acknowledging the modern
achievements of our country in all areas of social and political life, to be open to any kind of
change to follow the development of the military factor in the immediate environment and the
world.

- The boundaries of fair possible to follow and incorporate international experiences
in preparation for the defense of scientific theory and practical plan, taking into account
doctrinal approach to reflect our reality, adapted to our conditions and developments in
materials, culture and civilization in general terms with a high level of consistency™*.

How and to what extent these experiences are either already built into our theory or
practice depends on many factors. It mainly depends on the quality of the practice and its
similarity to future global military situation and the quality of scientific generalization and
creative transformation of generalized experience in theoretical thinking.

Basically this is a new approach that involves generalization of the theory of NOV
and theoretical aspects of running a modern defensive war, creative transformation of the
elements that correspond to future military situation and practices, while keeping in mind the
time and peaceful experience

19 Nacev., Z., Nacevski R., War, peace and security, treasury Macedonian, Skopje 2000. p.383
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