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FINANCIAL MARKETS - THEORY AND PRACTICE



FINANCIAL STABILITY IN THE EUROPEAN UNION FROM
THE PERSPECTIVE OF PAYMENT SYSTEMS

Artur Borcuch

ANNOTATION
This article presents payment systems in the European Union from the perspective of financial
stability. It is worth mentioning that payment systems area is emerging as a new discipline in
economics and finance, which was regarded only as a technological infrastructure issue until
recently. The amount of academic studies and researches produced to analyze its effect on
macro and micro economy is quite limited in number. The impact of payment systems on
financial stability remain to be further investigated.

KEY WORDS
Payment system, financial stability, euro, SEPA, TARGET 1, TARGET 2

INTRODUCTION

Presently payment systems area is emerging as a new discipline in economics and finance.
Until recently this was regarded merely a technological infrastructure issue. A payment
system consists of a set of instruments, banking procedures and typically, interbank funds
transfer systems that ensure the circulation of money.

From the European Union perspective, payment systems have been growing in importance
over the past two decades. This is a result of an increase in both the volume and the value of
transactions stemming from money and foreign exchange markets and from financial markets
in general. The introduction of Euro in 1999 fostered their integration in the Euro zone and in
the European Union in general.

AIM AND METODOLOGY
The aim of this article is the analysis of impact of payment systems on financial stability in
the European Union.
This article presents standard methodology for country tables and comparative tables on
payment systems in European Union. The statistical tables comprise data from the European
Central Bank and Bank of International Settlements reports.

RESULTS

Financial stability depends on well functioning payment systems. In 1999 Euro was
introduced as an account currency. Either in 1999 was created large value payment system —
TARGET for large payments in the European Union area. But during this time forgot of
standardized retail payment system. Activated on January 2008 the SEPA system repairs that
oversight. Few months earlier, on November 2007 system TARGET was exchanged to
TARGET?2 that uses a direct payment platform without intervention of any local RTGS. This
direction strengthen financial stability in European Union.

The influence of payment system on financial stability
The country’s payment system is made up of the settlement systems and instruments of
payment available to the citizens and economy. Safe and efficient payment systems are a



major precondition for financial stability in a country'. A safe payment system minimizes the
risks involved in the transfer of monetary value. These risks are often collectively referred to
as payment system risk”.

It is worth mentioning that, the payment systems have been developed significantly over the
last 20-30 years. We might ask, what were the other reasons for this increasing importance in
payment systems?

Answering that questions, we should take into consideration four elements. Firstly, the overall
activity of payment systems has increased significantly because of the rapid development in
the area of information technology. The deepening of payment systems definitely means more
effective allocation of resources. Secondly, together with the deepening of payment systems,
these systems are also undergoing a period of rapid internationalization not only on the
current account of the balance of payments, but also on the financial account. Thus there is a
higher likelihood of contagion from other countries via payment systems, which could be hard
to contain after a crisis arises. Thirdly, the integration of the financial markets and the
development of non-banking financial intermediation means that there is a much wider group
of payment system participants. And finally, much of the increased interest in payment
systems could also be due to the introduction of the euro currency, in many countries, which
has resulted in wider considerations of multinational payment systems”.

It is not a coincidence that the emergence of financial stability analysis appeared at the same
time with the emergence of more sophisticated payment systems. The stability of the payment
system has empirical links to the “quality” of the overall financial system”.

Fig.1: Some of the reasons why the attention paid to payment systems has a similar
motivation to financial stability analysis

An unstable and unsafe payment system can itself represent a source of financial instability.
It is evident that if a payment system allows frauds, it can destroy an otherwise relatively
healthy financial system.

Financial instability can influence otherwise healthy payment systems and eventually destroy
all the positive externalities related to the existence of a well-functioning payment system.
Therefore, analysis of the reaction of payment systems to overall financial system instability
is a valid interest of the central bank

The payment system plays the role of first buffer to potential financial instability. Thus the
set-up and robustness of the payment system has an important signaling effect for overall
financial stability

Source: Own elaboration based on: P. Racocha, The Payments Systems and the Financial
Stability, Keynote Presentation at Conference “Payment Systems in Central and Eastern
Europe”, Prague, July 8-9, 2004, p. 7.

Types of payment systems in EU
There are two main types of payment system: netting systems and real time gross settlement
systems (RTGS), along with a variety of hybrids which combine features of these two main
. . 5 .
types in different ways”. Over the last 20 years, netting systems have been replaced by real-

' N. Jonker, Payment Instruments as Perceived by Consumers — a Public Survey, De Nederlandsche Bank

Working Paper No. 053/2005, September 2005, p. 2.

?'S. Chakravorti, Analysis of systemic risk in multilateral net settlement systems, “Journal of International
Financial Markets, Institutions & Money” 2000, Vol. 10, Issue 1, January, p. 10.

* P. Racocha, The Payments Systems and the Financial Stability, Keynote Presentation at Conference “Payment
Systems in Central and Eastern Europe”, Prague, July 8-9, 2004, p. 2.

* P. Racocha, The Payments Systems and the Financial Stability, Keynote Presentation at Conference “Payment
Systems in Central and Eastern Europe”, Prague, July 8-9, 2004, p. 7.

5 T. Kristinsson, Payment intermediation — evolution and current status, ,,Monetary Buletin” 2000, No. 1, p. 46.
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time gross settlements systems®. Furthermore, in the last 30 years, large-value payment
systems have been revolutionized by electronic fund transfers. The interlinking of computers,
the extraordinary increase in their capacity to store and process data, and developments in
remote transmission techniques have enormously increased the payment flows generated by
financial transactions’.

In many countries large value payment systems have been established to reduce the credit
risk. In an large value payment systems, the largest payments, which are also the most
important ones and carry the highest risk, are handled separately and effective methods are
used to minimize the risk. In most cases the large value payment systems are RTGSs (where
payment is made immediately if there are sufficient funds or secure authorization for lending),
although there are also examples of netting systems which make strict demands regarding
reserve funds aimed at ensuring final settlement. In the buildup to European monetary union,
the central banks of the member countries were required to establish large value transfer
systems, which then were linked into a common system under the name of TARGET. When
the Euro was launched in the beginning of 1999, the system had been extensively tested and it
has largely operated without any setbacks®.

Fig.2: Payment systems in some EU countries

Country System Type of Type of Unit
settlement payment managing
the system
France TBF Transferts Bangue | RTGS Large value Central
de France Bank

PNS Paris Net hybrid Large value Private
Settlement (DNS/ sector
System RTGS)

SIT Systeme DNS Retail Private
Interbancaire sector
de
Telecompensation

Germany | RTGS Real-time gross RTGS Large value Central
settlement Bank
system of the
Deutsche
Bundesbank

RPS Retail Payment DNS Retail Central
System Bank

Great CHAPS Clearing House RTGS Large value Private

Britain Sterling Automated sector
Payment
System Sterling

CHAPS Clearing House RTGS Large value Private

Euro Automated sector
Payment

® A. Martin, J. McAndrews, Liquidity-saving mechanisms, “Journal of Monetary Economics” 2008, Vol. 55, p.

555.

" M. Aglietta, Whence and Whiter Money? [in:] The future of money, OECD, Paris 2002, p. 52.

§T. Kristinsson, Payment intermediation — evolution and current status, ,,Monetary Buletin” 2000, No. 1, p. 46-

47.
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System Euro
BACS BACS DNS Retail Private
sector
Italy BI-REL Bank of Italy RTGS Large value Central
Regolamento Bank
Lordo
BI-COMP | Bank of Italy DNS Retail Central
Compensazione Bank

Source: Prepared on the basis of: Payment and settlement systems in selected countries,
Committee on Payment and Settlement Systems,Bank for International Settlements, April
2003; New developments in large-value payment systems, Committee on Payment and
Settlement Systems, Bank for International Settlements, May 2005.

Fig.3: Relation between year large payment system turnover and GDP volume in some
countries in 2000-2005 year

Country (system) 2002 2003 2004 2005
Germany 58,2 59,5 57,3 61,8
(RTGSPlus)

France (TBF) 58,9 60,4 65,3 71,3
Italy (BIREL) 19,4 18,5 20,2 23,2
Great Britain 45,7 46,1 44,5 42,9
(CHAPS Sterling)

Source: Blue Book Addendum, European Central Bank, Frankfurt am Main 2006.

TARGET and TARGET 2

TARGET was the Trans-European Automated Real-time Gross Settlement Express Transfer
system, which is a mechanism to effect cross-border payments in euro on a real-time gross
settlement basis. The 15 RTGS systems of the (pre-1 May 2004) EU and the Euro Payment
Mechanism of the European Central Bank were linked to form the TARGET system’. In
2003, TARGET as a whole processed a total of 66,4 million payments with a total value of
420 tri}})ion. This corresponds to a daily average of 261,200 payments with a value of 1,7
trillion .

One of key factors in the design of the TARGET was the trade-off between risk and
liquidity in gross and net payment systems. As a liquidity-intensive but safe RTGS
international system, TARGET has been designed to minimize the systemic risk due to cross-
border transactions'".

° P. O’Brien, Role of Payment System Oversight in Financial Stability/Financial Infrastructure, “Financial
Stability Report” 2004, p. 155.

1 P. O’Brien, Role of Payment System Oversight in Financial Stability/Financial Infrastructure, “Financial
Stability Report” 2004, p. 155.

"X, Freixas, B. Parigi, Contagion and Efficiency in Gross and Net Interbank Payment Systems, “Journal of
Financial Intermediation” 1998, Vol. 7, Issue 1, January, p. 22.
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Fig.4: Turnover in TARGETI

Year Average daily value, EUR
billions

1999 950

2000 1020

2001 1250

2002 1500

2003 1650

2004 1700

2005 1850

2006 2200

Source: Financial Integration in Europe, European Central Bank, April, Frankfurt 2008, p.
69.

In October 2002 the Governing Council of the European Central Bank decided on the long-
term strategy for TARGET, the new project named as: TARGET2. TARGET2 is a system
that provides extensively harmonized services via an integrated IT infrastructure and
improves cost-efficiency. It is also prepared for swift adaptation to future developments,
including the enlargement of the Eurosystem'2. TARGET2 was introduced in November of
2007 year. TARGET?2 uses a direct payment platform (the SSP) without intervention of any
local RTGS.

SEPA

28 January 2008 was the first major milestone in the introduction of the Single Euro Payments
Area (SEPA) with the launch of the SEPA Credit Transfer (SCT) - the new file format for
mass euro payment transactions. Four thousand banks throughout 31 countries (The so-called
EU31 comprises the 27 existing members of the European Union plus Iceland, Liechtenstein,
Norway and Switzerland) have committed to delivering the SCT to their corporate clients and
have demonstrated this through the European Parliament Council (EPC) adherence agreement
they have signed. In the six weeks since the launch of the SCT, the pan-European payments
processor, Equens, has processed 500,000 SCT payments while SIA-SSB, which provides the
EBA STEP 2 platform, processed 200,000 European credit transfers with a total value of
€1.36bn in the first week of the SCT's launch .

The SEPA is a domain in which 31 European countries are standardising euro payments and
collections, and the countries of the Eurosystem'?, further, are working to treat them as
domestic transactions. Building SEPA is the largest payments industry initiative ever
undertaken in Europe'’. The EPC stated that SEPA would save the EU economy somewhere
between 50 and 100 billion Euros a year. Half of these savings would be attributed to a
squeeze on bank margins and the other on the effects of efficiencies in liquidity, working

capital and transparency driven into the payments process'°.

12 C. Okay, The Drivers of The Recent Payment Systems Reforms Globally, “Central Bank Review 2” 2004, p.
85-86.

1'S. DeZoysa, Update 2008: The Year SEPA Went Live, “gtnews.com” 25.03.2008.

'* The Eurosystem comprises the European Central Bank and the National Central Banks of those countries that
have adopted the Euro.

> World Payments Report 2007, Capgemini, ABM AMRO and EFMA 2007, p. 10.

1 D. Shannon, The emergence of prepaid cards in Europe, “Card Technology” 2008, Vol. 20, Issue 4, April, p.
11.
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Presently, over 4,300 banks are reachable for SEPA, which means they are able to accept
payment instructions from their clients in the SCT format - an impressive figure representing
more than 95% of total payments volumes in Europe'”.

CONCLUSION
Payment systems play the crucial role in the stability of financial system. The introduction of
the Euro in 1999 fostered their integration in the Euro area and in the European Union in
general. Introduced in 1999 year TARGET is the RTGS system for the Euro, offered by the
Eurosystem. TARGET was used for the settlement of central bank operations, large-value

Euro inter-bank transfers as well as other Euro payments. From November of 2007 operates
TARGET2.

Single Euro Payments Area initiative for the European financial infrastructure involves the
creation of a area for the euro in which all electronic payments are considered domestic, and
where a difference between national and intra-European cross border payments does not exist.
It means that, the SEPA is next step in European financial system evolution.
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ECONOMIC CONSEQUENCES OF USD SUBSTITUTION AS
A RESERVE CURRENCY BY EUR

Libusa Curlejova

ANNOTATION
Many economists predict that the euro could surpass the dollar as the premier international
currency relatively soon. There is just one specific function of the two rival monies — their use
in central bank reserves — ignoring all the many other roles that international currencies play.
Worse, by concentrating purely on economic factors, it ignores the politics involved, which in
practice could prove to be far more decisive.

KEY WORDS

Dollar, euro, reserve currency, foreign exchange reserves

INTRODUCTION

With economic consequences of the dollar by euro substitution, concern many studies,
analysis and papers, mostly prepared by economists and politicians in the USA. The target is
to present loss of U.S. dollar hegemony effect on the world finance market. Among most
widely known papers belong papers Dr. Rona Paula, Michaela Rowbothama, Paula O' Neilla
and others. Their meaning rests especially in theory creation, which attack new world-wide
events, define measure of interest individual economic groups and the way of participation on
all-world wealth. On one hand of the problem, the USA is the economically strongest state in
the world, which meaning, inter alia, is that the currency of the USA is using as reserve
currency. On the other hand, there is Europe, as the credible rival.

AIM AND METODOLOGY

The aim of this contribution is to focus on the problem of consequences of dollar substitution
quantification, on the measurements proposal, which will reduce possible risks and economic
potential utilization.'

RESULTS

At the moment, the world’s biggest foreign currency reserve is the US dollar. This is because,
historically, the American economy has been the most secure and powerful economy.
However nowadays, there is one realistic credible competitor — the euro. Whether the dollar
might eventually follow the precedent of the pound and cede its status as leading reserve
currency and whether the euro and Europe is ready for such step, to replace the dollar’s stand,
is hard to say and predict. Actual state of affairs, from economic as a political point of view, is
very complicated. Therefore, here are the facts and the judgment is on the reader.

" A lot of thoughts are from prognoses, but they are not without foundation. The projections are firmly based on
hard data, formal modelling and a variety of detailed scenarios. But I dare say, that in many papers I miss the
combination of political analysis with economic theory in the study of world economy (International Political
Economy).
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Will the Euro replace the Dollar as the world’s reserve currency?

Since 1971, the USA began to sense first problems in the monetary field and these problems
are progressively strengthened. Record high prices of gold and oil, then the subsequent fall in
prices and decrease of U.S. dollar value lead to increasingly economists and politicians deal
with the idea of substitution dollar by another currency. In case of substitution dollar by euro,
European Union will not need (and also not keep in banks) dollars to purchase oil, because of
paying in their currency. Potentially euro acceptance as a reserve currency will give rise to
economic prosperity in Europe and will strengthen its position at the expense of the USA.>
China and Japan will probably not deny this opportunity as well. It will allow them to reduce
dollar reserves and to more diversify their portfolio. It is assumed that one third of their dollar
reserves are they going to keep, the second third is going to the market and with the third they
are going to pay future payments. Russia also has an interest in transition to euro. The major
oil and gas consumer are European countries; part goes to China and Japan. Euro acceptance
as medium of payment for oil and gas will allow Russia trade with Europe in its own currency
and over time it will lead to simplification the trade with China and Japan. Arabian countries
exporting oil have also interest in the euro acceptance, because it will enable them to
eliminate growing dollar reserves. As well as Russia, trade these countries primarily with
Europe, so they absolutely have an interest in European currency use.’ It will increase their
stability and decrease monetary crisis risk. Complicated problem presents quantification of
positives and negatives of this one to second reserve currency transition. In this field it is
necessary to analyze the problems resulting from economically reasonable facts and their
solution inhere in this plain field, which problems have connection with political situation.

Why the euro may soon replace the dollar:

= the dollar has been very weak in the past years - against the euro, the dollar has fallen
by over 30% since 2001, and also against the yen and other currencies; this means that
countries holding reserves in dollars are seeing a decline in their value (e.g. China has
over $1,400 billion of dollar reserves, 20% devaluation represents a significant loss for
them).*

= the weakness of the dollar may continue - US interest rates have fallen and may
continue to fall by more than the interest rates in Europe; as interest rates in the US are
low, it becomes less attractive to buy dollars, so the devaluation will continue.

» national economic reasons and the exchange rate policy - the central bank of countries
which use the euro as a monetary anchor must hold foreign exchange reserves in
euros, to be able to influence their own exchange rate against the euro over the
intervention in the market.

> Based on the economic fundamentals, the euro certainly has the potential to become the second reserve
currency for the world’s financial system. Together, if and when all the nations of European Union join, the
EMU will be larger than the United States. In some key indicators of international strength (economic power,
capacity value and the functioning of financial market), the euro nations are already stronger.

? The strongest against the dollar reflect the opponents of the U.S. foreign policy as Venezuelan President Hugo
Chavez, Iranian hade of state Mahmoud Ahmadinejad and Russian President Vladimir Putin. All three countries
are major producers of black gold. For the euro, began to sell oil in 2000 Iraqi dictator Saddam Hussein in the
U.N.O Oil- for- Food Programme rather then an act of vengeance against the Americans, than from the business
strategy. Iran has planned to open a stock exchange, on which oil, in contrast to the world markets, would trade
in euros. Venezuela with Iran suggested its partners in OPEC to calculate the prices of black material on the
basis of basket of several currencies and not just the dollar already in November 2007. On the issue of the move
from the dollar to the euro, are the biggest oil exporters still crushed. While Russia, Norway, Iran, Venezuela and
Algeria are sold raw material for the euro, Saudi Arabia, Kuwait and Iraq sold still in dollars. Other exporters
accept in the oil trade dollars and euros too.

4 http://www.economistsview.typepad.com
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= systematic reasons — current international monetary system, so called bipolar
monetary system, based on the dollar and the euro, can be divided into two sub
segments: US - European and US —Asian, and the G7 countries, which are not the
EMU members (USA, Japan, Canada and Great Britain) hold a certain amount of
foreign exchange reserves in euros, to be able to participate in intervention in
EUR/USD market.

= investment strategy — profitability is very important for these central banks, which in
recent years accumulated huge reserves for foreign interventions and they do not have
to hold these reserves in liquid form, but they can invest them into more profitable
assets.

Moreover, the growing appeal on the euro comes from several factors: the euro zone is
comparable to the U.S. economy in terms of GDP and trade openness; the European Central
Bank has kept inflation in check; the EU experiences nothing like America's current account
deficit and external debt’. But still, it can take quite a while for the euro to become widely
used as a reserve currency.
At present, the euro only accounts for a little over a quarter of world reserves, against the
dollar’s share of two-thirds. People accept dollars for the same reason they accept gold,
because they believe that other people will always accept them. There are several reasons for
this belief:
» the size of the U.S. market and its ability to grow larger, which gives people
confidence that they will always be able to buy with dollars valuable things
= faith, based on U.S. political stability and on the relative transparency of American
political and financial institutions
» a large supply of dollars in the world

Reserve growth in recent years has been dramatic, with emerging markets and developing
countries tripling their reserves since 1998. In addition, rising prices for oil and other
commodities have increased foreign reserves in fuel-exporting countries. These reserves come
primarily from U.S. current account deficits. Even a limited shift out of dollar assets, the
researchers say, could result in significant exchange rate movements - in particular, sizable
dollar depreciation. The analysts assess the impact of the euro on international reserve
holdings. The results show an increase in the shares of both the dollar and the euro in recent
years at the expense of other currencies, with the euro gradually becoming more important,
especially in the developing world.

In addition, in recent years the spreads on transactions in the euro have fallen sharply and
have narrowed significantly for industrial countries' currencies as well, thus making
diversification away from the dollar more attractive. The researchers perform some
simulations for four emerging market countries (Brazil, Russia, India, and China) that have
recently accumulated large foreign reserve assets and find larger weights for the euro than the
aggregate estimate for the "representative central bank." This indicates that the euro's
challenge to the dollar might occur sooner than imagined. If we look on the figure 1, we can
note, that all the mentioned countries (BRIC countries®), are all between the top ten countries
by foreign exchange reserves. If we consider Mexico (16.rank with 83,963 millions of $) and
Korea (7.rank with 200,500 millions of $), which are currently the world’s 13" and 14"
largest economies in terms of nominal GDP just behind the BRIC and G7 economies, joining

> www.nber.org
® In economics, BRIC or BRICs is an acronym that refers to the fast growing developing economies of Brazil,
Russia, India and China.
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the BRIC countries with the idea of dollar challenge, or any other country or countries, who
will enthuse over this idea, it can be realistic.’

Figr.1: List of top ten states by foreign exchange reserves

Foreign exchange

Rank Country/Monetary Authority reserves Flg“;'i?s as
(millions of USD)
@5 World (sum of all countries) $ 7,410,757 --

" People's Republic of China

1 (does not include Hong Kong SAR Macau SAR) $2,000,000  Nov 2008
2 ® Japan $977,700  Oct 2008
& Euro zone (EU member states which have adopted the $ 530,173 Sep 2008
euro, incl. ECB)
3 B Russia $ 455,730  Dec 2008
4 " Republic of China (Taiwan) $278,150  Oct 2008
5 s [ndia $ 245,857 Dec 2008
6 Brazil $207,539  Dec 2008
7 ® South Korea $200,500 Nov 2008
8 ™" Singapore $ 168,802  Sep 2008
9 El Hong Kong $ 160,557  Sep 2008
10 B Algeria $ 149,806  Sep 2008

Source: http://www.economicshelp.org

Mark: Foreign exchange reserves in a strict sense are only the foreign currency deposits held
by central banks and monetary authorities. However, the term foreign exchange reserves in
popular usage commonly includes foreign exchange and gold, SDRs and IMF reserve position
as this total figure is more readily available, however it is accurately deemed as official
reserves or international reserves.

CONCLUSION

Governments hold foreign currency reserves to help deal with issues such as depreciation in
their currency. At the moment, the world’s biggest foreign currency reserve is the US dollar;
about 64% of the world’s foreign currency reserves are currently denominated in dollars. This
is because, historically, the US economy has been the most secure and powerful economy.
However, with the continual decline in the dollar, many countries fear that the dollar is no
longer the best currency to use and increasingly countries are switching to other currencies
such as the euro. This means, that the idea of replacing the dollar as the world’s reserve
currency is becoming quite realistic and no doubt, that the euro is one of the real alternatives.
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71 took these two countries because of the popularity of Goldman Sachs thesis ,,BRIC (the acronym was first
used by the bank holding company Goldman Sachs in 2001); and this term has sometimes been extended to
»BRICK* (K for South Korea) and ,,BRIMC* (M for Mexico).
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THE RIGHT INVESTMENT STRATEGY?
Andrea Hendy

ANNOTATION

The paper focuses on a reaction to the present climate in the financial market and deals with
the problems of investing in today’s financial market. The article focuses on two investment
alternatives: low risk and high risk, to demonstrate, with defined conditions in advance, that
the more conservative alternative is in the long term, more lucrative and can better secure
investments in the case of an unexpected situation; such as the one in which the financial
market finds itself currently. Even with a less-riskier alternative, the importance lies on which
type of investment instrument has been chosen. In the model example, property investment
has been chosen to illustrate a lower risk alternative and a combination of investment
instruments: share funds, building savings, pension funds, has been chosen to illustrate the
higher risk alternative. A record of estimation in both alternatives is presented in the paper.
The conservative alternative is the correct choice of investment instrument because, in the
long term, it tends to be more lucrative.

KEY WORDS

Investment strategy, conservative strategy, less conservative strategy.

INTRODUCTION
In today’s financial market, is it possible to plan long term anymore? By constructing a
financial model and showing its progress through a predetermined set of conditions, it is able
to replicate how it would function in a real situation.

AIM AND METHODOLOGY
The aim of the title is to show how to invest money in the current financial climate, and to
secure it against possible collapses of the financial market. The methods used are analytical,
descriptive, comparative and constructive.

RESULTS

The results show the effectiveness of low risk and high risk investments, and their impact on
the final outcome of the investment period.

This article was written due to the current state of the financial market. It deals with the
problems of investing into today’s financial market and whether it is possible to find an
investment instrument that brings a profitable return on the money, which can bring decree
and join risk is adequate. The situation on financial market at present shows that economic
theory in a substandard situation is failing and that the common precepts are increasingly
invalid. For example, shares in monetary funds are a stationary and conservative investment —
the situation is showing that even these instruments can be unprofitable (bank bankruptcy).
The cuts in interest rates should be an incentive for an increase in the demand for bank loans —
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true, but if banks make it more difficult to be granted a loan, which is the situation in today’s
financial market.

Is it possible to find a way out? If you chose the right conditions for your investment strategy,
then yes. Let us create a model situation where a conservative investor, 30 years old with a
monthly income of 40,000 K¢, has 1,500,000 K¢ that he wants to invest over a 30 year period
and then use during his retirement. Two strategies have been chosen for this investor — a low
risk variant and a higher risk variant. In the higher risk strategy the investor will diversify the
risk through the use of different investment instruments by corporations that have been chosen
due to their stability and profitability. Stock funds, stavebni sporeni, pension funds can be
considered as they create the investment mechanism for this instrument.

In the more conservative variant the investor will use money to buying the property to the
value of 2,500,000 K¢ for renting. Because the amount of own money is not large enough it is
necessary to use a bank loan to the sum of 1,000,000 K¢. The type and term of loan chosen is
a bank loan with a maturity of 15 years and an interest rate of 5.02% p.a., 5.95% RPSN.

The property is a 4 room flat, 80m2, with a current market value of 2,500,000 K¢, located in
Brno. The property is bought in December and from January of the following year the
mortgage repayments will start and the property will be rented. The investor has a tenancy
agreement meaning that the flat will be rented for the whole period of the investment. The flat
will be rented to 6 co-tenants at 2,500 K¢ per person, which means a combined monthly
return from the renting fee of 15,000 K¢. Other costs, such as electricity, water, and heating,
are 6000 K¢. All other costs, up to a maximum of 5,000 K¢ per month, are to be undertaken
by the tenants.

After applying the exact details of each variant, the results are shown below:

A comparison of the lower risk variant and the higher risk variant in K¢

Lower risk variant Higher risk variant
Initial investment Initial investment
1500000 150000
Outcome Outcome
3957703 4320560
Profit Profit
2457703 2820560
Profit over 30 years in Profit over 30 years in
% 163,85 % 188,03
Average profit in % p.a. Average profit in % p.a.
vemsep °P 5.46 vemsep °P 6.26
Monthly income in K¢
Monthly income in K¢ in case of selling
10300 property 11800

Source: author
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Despite the use of stricter risk investment instruments, which charge higher interest than
conservative investment instruments, it is the more conservative variant that brings a better
return of profit. The money from renting is used for other investment funds, stavebni sporeni,
pension funds, etc. All the generated money is then placed into these investment instruments
where it is possible to use every possible state benefit and tax relief. These figures take into
account the cost of the bank loan (mortgage), as well as any applicable taxes.

Could it be possible that the lower risk variant provides a better return on investment that the
higher risk variant?

The answer can be found in selecting the right choice of model for investing into today’s
financial market. The stock index could be seen as being on a “swing” and that every
prognoses about reassuring and pacifying the market, in the case of the American government
and others, will encourage investment of the right money into the right companies, is not
always correct and every new day brings yet another surprise.

What happens if the investor is currently at the end of his investment period and his money is
in a position when he wants to take it out of the investment instrument? The progress of the
market and profit which were very good last year can not also make the investment strategy
for this year very good too. If we look at, for example, the Prague stock index, PX, had a
value on 28.12.2007 of 1851.1 but its value after 11 months, on 28.11.2008, was only 863.2.
The London stock index, FTSE 100, had a value on 28.11.2007 of 6306.20 but after 11
months, on 28.11.2008, the value was 4288.00.

And what about the price of the property? We can follow the progress of the prices, for
example through the P-INDEX. The P-INDEX follows the progress of prices on the property
market and it shows a break-even value of the properties, and it is around these prices that the
value of the properties are spiralling.

We have a P-Index for houses and flats for all of the Czech Republic. It shows the prices for
every house and flat in the Czech Republic. The progress of the P-INDEX is set in percentage
points, the index had a value of 100 points on 31.12.2004.
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In the case of investing money into property, when the investor chooses the correct local
market, into which he buys the property, the fluctuation of the price can influence his profit;
but under the right circumstances the risk of loss is very small. Even so, the price of property
does not normally have such rapid fluctuation as shares, or other investment obligations, etc.
If the investor rents the property, the fluctuation of the financial market does not influence his
profit. On the contrary, it can bring him greater profit because when it is not an ideal time to
obtain a bank loan for the buying of property, the demand for renting is higher.

Which is better? Is it better to be an investor that likes to risk or to be an investor that chooses
a more conservative approach to investing money, even if that investment is over a long
period of time?

The course of time might show that having the right investment mix is better than have money
in gold or property, but when I have to choose between a good night’s sleep or better profit,
my choice is obvious.
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ANALYSIS OF DIVERSIFICATION PROBLEMS IN THE
CASE OF HUNGARIAN AND RUSSIAN PENSION
INVESTMENTS

Gabor David Kiss”

ANNOTATION

Funded pillar relieves the state budget from financing the pension system deficit, as benefit
depends on portfolio management and future economic growth. The establishment and reform
of Hungarian second pillar (1998 and 2007) and establishment of three pillar Russian pension
system (2002) allows building diversified portfolios for asset managers. Effectiveness on
integrated global capital market allows conversion between different time and liquidity levels.
Therefore mispricing in one segment could accelerate divergence between fundamental and
market value in other segments too. This analysis with a market risk-based approach suitable
for the idea of long term pension investments, examines these inter-market correlations driven
by special circumstances and leptocurtism.

KEY WORDS

leptocurtism, correlation, diversification, funded pillar

INTRODUCTION — AGEING AND PENSION REFORM

Countries experience population ageing as a result of the steep drop in fertility rates and the
increase in longevity. Longevity here represents the case when a larger proportion of the
population is less economically active and more dependent on others. In the Central and
Eastern European transitioning countries, the problem of aging is accelerated by a labour-
market crisis, with an emerging share of early retired and inactive people despite of the
shorter life expectancy. As result of using the pension system as a ‘transformation buffer’, a
large deficit was caused in the pay-as-you-go pension systems due the gap between the
declined income base and the tightened beneficiaries. Fiscal positions provide little cushion
against population ageing resulting in an increased burden on the working population. [2, 14,
16, 17]

Many European countries diverted their pension systems driven by the World Bank
recommendation summarized in the “Averting the Old Age Crisis” report. This
recommendation identifies three functions of old age financial security programs, namely
redistribution, saving, and insurance. [9].

The quality of a pension system can be described by the following measures: (1) ability to
meet its formal obligations; (2) maintenance of the purchasing power of pension payments;
(3) maintenance of an established ratio of pensions to wages; and (4) adequacy of a target
value of the replacement coefficient or index [7]. In the case of funded pillars (second, third
or fourth) this quality depends on contributions in the past, income accruing from the
investment in the future, and managerial costs and fees during the accumulation period —
besides demographic and labour market conditions [18].

The first systemic pension reform in Central and Eastern Europe was approved in Hungary in
1997 with the introduction of a privately-managed mandatory pension funds (MPF) as second
pillar. MPF assets had increased to 9,7 percent of GDP in 2006, which compares to assets of
2.6 percent of GDP managed by the voluntary pension funds, which has been operating since
1993 (the third pillar). Developments differed from assumptions. Firstly, participation in the

* Useful interactions with P. Kuba, E. Megyeri and K. Botos are acknowledged.
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second pillar was higher than expected. Portfolios were too conservative with slow growth,
while operational costs remained high. [10] After regulatory changes in 2006, government
bonds remained as a dominant component in the portfolio (51%), while shares and investment
funds has an increasing role (33%) at the end of 2007. [4].

The Russian pension reform was implemented in 2002, with a flat social pension in the first
pillar and a mandatory “second pillar” with individual savings account. State owned asset
manager, the Vnesheconombank has a monopolistic role in the first and second pillar. The
Private Asset Managers and Non Governmental Pension Funds (in the third pillar) have only
4% share from the whole pension asset. State managed portfolios remained very conservative
with a share of government bonds at 88,4% at the end of 2007. It is despite of the Government
Resolution #379 of June 30, 2003, which allows holding shares of open joint-stock companies
up to 65 percent. [35, 7]

AIM AND METHODOLOGY
Pension reforms and modifications in these states characterized by a slow and steady shift in
pension investment policy into a direction of capital market-based approach. But how could
market risks influence the growth of pension assets? Is there a real danger, that market turmoil
will put a higher volatility inside the pension system after the reform?
To reduce market risks we could build a well diversified portfolio as CAPM suggests - but in
this case we have to believe in the constant level of cross correlations. Segments of the global
capital market are not independent from each other [8]. Global integration of real economies
and convertibility tend to move together with the financial markets [3]. However, under
extreme bullish and bearish (leptocutric) circumstances, volatility diffuses through market [6]
causing high correlation [15]. Therefore, correlation is unstable and time-series of rates are
non-stationaries [1, 11].
While the extraordinary market events undoubtedly explain the strong rate falls and leaps on
the global capital market between different countries and instruments, its conventional VAR-
based measurement has a number of weaknesses. To focus only on the standard deviation of
one instrument makes us blind on an integrated and effective market. To study the effects of
market integration and extraordinary events (leptocurtism) on pension investments, the
change of cross correlations among the domestic bond-, stock market, global resource-, and
stock markets was measured in this study. The method is based on our former test study, in
which we examined how extraordinary events on one market segment could effect other
segments [12]. GARCH models are used to measure market segment dependency too [13], but
we did not want to give up on our fine parameterization during our modeling.
The examined portfolio represents potential domestic capital markets of these pension funds
(MAX state bond index, BUX stock market index in Hungary and GKO-OFZ long-term sate
bond rates, RTS stock market index in Russia), and main global segments (Dow Jones
Composite stock market index in USA, Brent type Crude Oil price and Gold prices in
London). The logarithmic yield of these instruments was measured on a 698 trading day long
interval (9. January 2006 — 21. November 2008). This time period included quasi zero-sum
bullish and a bearish trend.
This study focuses on the change of aggregated correlation in the portfolio. At first it is
necessary to optimize the length of the period of all partial correlations to avoid distortions
such as too short periods with high fluctuation, weekend-effect, too much smoothing or
aggregation errors coming from positive and negative sides of correlation (black out effect).
During the optimization process, 11, 15, 19, 23, 27, 31, 35, 39 trading day long periods were
examined. As an outcome, the 23 trading day long period with 149 fluctuations was found to
have a local minimum. Black out effect had a global minimum at this case, with 9.05%
probability of common existence of partial correlations under -0.7% and above 0.7%. Partial
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correlation (1) meant in this case the correlation between yields of instruments i and j in ¢,
time from (2) data.

(1) (corr;; = corr; (1))
(2) Vz'(tn—ll): ri(tn—l()): cee l",'(tn), e ri(tn+10)9 ri(tn+11);

ritn11)s 7i(tn-10)s - 5 F(E0)s - s Fi(tur10)s IP(Ent11)

The arithmetical aggregation of partial correlations change (4) of aggregated correlation could
be defined as an adaptation of derivation at continuous functions in the case of R aggregated
correlation (3) in domain of {z, t1, t5, ... , t,, ...} discrete set.

(3) R=R(ta) = Xij | corryy(ta) [/ ([ L[ X ([ I] = 1) x 0,5) = Zy; | corry(t) [ / 21
(4) Dr = Di(t) = (R(t) = R(ts-1))

Turning points were set by Dg(#,) % Dgr(t,+1) < 0 cases, therefore monotone emerging and
declining periods { [}, [, ..., lx. } could be defined.

Change of aggregated yield (5) was generated (6) by the same way, so monotone emerging
and declining periods { m,, ma, ..., m, } between turning points (7) were defined too.

(5)M=M(t,,)=2irl~ /|I|=Zil"i /7
(6) D= Daf(tn) = (M(tn) — M(tn-1))
(7) Dultn) * Dir(t+1) <0

Monotone periods of aggregated yields were longer than monotone periods of aggregated
correlation {/ < m}, therefore finite number of monotone aggregated correlation periods could
be classified under each monotone aggregated yield periods.

The outputs of these processes were row vectors (8), which could classify onto two parts
(“normally” and “extraordinary”) after 2 step clustering and hierarchical clustering.

(8) (rm; I, la’-. DR(tn) x DR(th) < 0; Rld; le-' DR(tn) x DR(tn+1) >0 » Rle)
rm: average decline/emergence of monotone aggregated yield
tm: length of monotone aggregated yield period
lg: numbers of monotone declining aggregated correlation periods inside this
monotone aggregated yield period
Rii: average decline of monotone aggregated correlation level inside this monotone
aggregated yield period
l.: numbers of monotone emerging aggregated correlation periods inside this
monotone aggregated yield period
Ri.: average emerge of monotone aggregated correlation level inside this monotone
aggregated yield period

RESULTS
During the whole 3 year interval, Hungarian and Russian markets were not independent from
the global benchmarks — aggregated correlation was 44.18%. There was a strong connection
between the Russian domestic stock and bond market (75.15%), which was not true in
Hungary (25.6%). The Hungarian governmental bond benchmark (MAX) was only in strong
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connection with gold price (73.26%), while connection %) remained weaker with Brent-type
oil (61.5%), Dow Jones Composite (56.94%) and RTS (46.42. The Hungarian governmental
bond market was more sensitive for the price of oil and gold, than the Russian rate of long-
term governmental bonds — with neutral (-7.43%) and adverse (-24.56%) connection. Dow
Jones Composite strongly moved together with Russian and Hungarian stock and bond market
(above 56%).

Fig.1 Characteristics of “normal” and “extraordinary” events

Yield and correlation at Length at
linear scale logarithmic scale
. numbers of monotone
average decline of declining aggregated
average emergence monotone aggregated correlation periods at
of monotone yield *100 declining yield
aggregated f length of monotone -
correlation level at average decline of 9 declining s ~ numbers of 7
emerging vield monotone g " . “~~._ Mmonotone emerging
omngy .~ aggregated aggregated yield - . B aggregated
“| correlation level at period orrelation periods
declining yield at declining yield
decli ¢ average emergence
average decline of | of monotone numbers of
MENotone = e aggregated monotone emerging -~ length of monotone
aggregated correlation level at aggregated emerg;ng. 1d
correlation level declining yield correlation periods aggregeartie(z)dyle
at emerging yield at emerging yield numbers of P
average emergence of monotone declining
monotone aggregated aggregated
yield *100 correlation periods
at emerging yield
Legend: .oceeeeee Normal” events

LExtraordinary” events

Source: own calcualtions

By applying the fine-tuned, 23 trading day long periods approach (figure 1.), “normal” and
“extraordinary” changes were identified. Under normal circumstances there were quite short
monotone periods at aggregated yields (monotone decline: 3.32 days; monotone emergence:
6,39 days), with weak average change in yields (-0,02%/day —0,05%/day). Average
emergence and decline of monotone correlation periods remained weak (under 11,25%), and
mostly one normal monotone yield period included one monotone correlation period.
Extraordinary changes were longer (more than 35 days) and stronger (-0,17%/day —
0,72%/day), while a monotone aggregated yield period included at least 4 emerging and 4
declining monotone correlation period, which were higher than 23%. Extraordinary growths
of aggregated yield remained smaller but needed more time than in the cases of extraordinary
declines.

CONCLUSION

Extraordinary events could influence pension savings even if they remain inside the domestic
markets, because markets of governmental bonds and shares are integrated in the international
capital markets. Therefore, we cannot avoid market risks by limiting the investment policy by
pushing pension funds into the direction of buying only “risk free” governmental bonds. If a
country with a domestic capital market lacking of instruments, opens its real economy while
maintaining convertibility, it is better to authorise non-domestic, external pension
investments.
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INTANGIBLE ASSETS IN GAINING THE COMPETITIVE
ADVANTAGE BY POLISH BANKS

Monika Klimontowicz

ANNOTATION

Over the two last decades intangible assets has become a crucial factor which is directly
connected with achieving banks’ competitive advantage. Competitive intangibles directly
impact effectiveness, productivity, wastage and opportunity costs within an organization and
finally the general financial results. Banks in Poland are aware that intangible assets are of
great importance in the process of gaining competitive advantage. They use mostly market-
based assets, knowledge-based assets, technology-based assets and customer-based assets in
that process.

KEY WORDS

intangible assets, competitive advantage, banks’ value

INTRODUCTION

Owing to increased competition of the financial service industry, internationalization and
globalization, implementation of new products, changes in consumer needs and technological
progress, banks find themselves faced with the necessity of specifying the determinants of
competitive advantage.

Marketing, over the last two decades, has become a crucial factor which is directly involved
in charting a bank’s future. Strategies oriented towards defining the target mix of future
consumers has become a routine topic of discussion. At the same time better product,
convenience and lower fees are not enough to make the consumers to be loyal.

Undoubtedly the intangible assets are the items that create the loyalty of customers,
competitive advantage and banks’ value in a long-term perspective. Recent studies have
found intangible assets to be large and important but difficult to be measured. Competitive
intangibles directly impact effectiveness, productivity, wastage and opportunity costs within
an organization and finally the general financial results.

This paper presents how banks in Poland use intangible assets in the process of achieving
competitive advantage.

AIM AND METODOLOGY
The purpose of this paper is to indentify the intangible assets which influence the process of
gaining the competitive advantage and to present Polish banks’ experience in using them.
It is prepared combining descriptive theoretical and empirical analytical methods.

RESULTS

Nature and kinds of intangible assets
Nowadays the real worth of bank is based on assets that economists have not always known
how to measure — intangible assets. Current financial statements provide very little
information about these assets. Much of the information that is provided is partial,
inconsistent and confusing, leading to significant costs to companies and investors.' However

''Lev B., ,,Remarks on the Measurement, Valuation, and Reporting of Intangible Assets.”, Federal Reserve Bank
of New York Economic Policy Review, September 1, 2003, http://www.highbeam.com/ [December 23, 2008]

31



the intangible assets are the source of competitive advantage®. They are the claim to the future
benefits and generally they are now worth an average three times more than the physical
assets a company may possess. Fig. 1 presents how many times selected Polish banks’
market value is higher than their assets value.

OPKO BP 4
0O Pekao

OBPH 31
OBZWBK

B BRE 21
OKB

BINGBSK ]
B Millenium

@ Handlowy 045

Fig. 1. Market value of selected Polish banks converted to 1PLN of ownership capital.
Source: Hucik-Galicka S., “Majqtkowa metoda ksiegowa - cz.1”, www.waluty.com.pl

[December 23, 2008]

According to Low and Kalafut research up to 35% investors’ decisions is based on intangible
assets’. There are a wide variety of intangible assets present in today banks’ environment. All
of them have the following attributes:

- are not physical in nature,

- have specific identification and recognizable description,

are subject to private ownership and transferability,

- generate some measurable amount of economic benefit in the form of an income
increase or a cost decrease which may be measured in any of several ways including net
income, net operating income or net cash flow, etc., and

- enhance the value of other assets with which it is associated.’

The question is which intangible asset is crucial for gaining competitive advantage. Among
the types of them that banks increasingly recognise are:

- market-based assets which include brand name, distribution channels, etc.,

- knowledge-based assets which rise from the quality of personnel service,

- customer-based assets which include customer databases,

- technology-based assets which rise from bank’s innovative work.

Other intangible assets include contracts, which became a more-critical management area as
outsourcing increases, and statutory-based assets, more commonly known as intellectual
property: patents, copyrights, trade name, and the like. °

2 Harasim J., Strategie marketingowe w osiaganiu przewagi konkurencyjnej w bankowosci detaliczne;.,
Wydawnictwo Akademii Ekonomicznej w Katowicach, Katowice 2004, p. 62-75

’ Wagner, Cynthia G.. "Making Intangible Assets More Tangible.", The Futurist, World Future Society 2001,
http://www.highbeam.com/ [December 23, 2008]

* Low J., Kalafut P. C.: Niematerialna warto$¢ firmy. Oficyna Ekonomiczna, Warszawa 2004, p. 12

> Green A., ,Intangible Assets in Plain Business Language”, VINE: The Journal of Information and Knowledge
Management Systems, Vol. 37, No.2, 2007, p. 238-239

® Wagner, Cynthia G., "Making Intangible Assets More Tangible.", The Futurist, World Future Society 2001,
http://www.highbeam.com/ [December 23, 2008]

32



Market-based Assets

The first group of intangible assets that surely impact banks’ position at the financial market
is their image. It is important for every bank activity and makes it possible to remain
competitive. The image of the bank is related with people attitudes, feelings and expectations
and it is influenced by many factors.” One of the most competitive image factor is good brand
because it makes the bank and its services recognizable and memorable at the market. The
Ranking of the most precious Polish brands shows the strength of Polish banks’ brands. It is
the first research on Polish market based on financial criteria and verifying in what extend
recognisability, prestige, loyalty and the other quality factors influence the brand value.
According to the ranking the brand strength is the most important factor because it is a
measure of management effectiveness. It shows the relation between the brand value and
annual sales value. The fig. below presents the strongest bank’s brands in Poland.
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Fig. 2. The strongest banks’ brands in Poland.
Source: “The Ranking of the most precious Polish brands”,2008, www.rankingmarek.pl

The next market-based intangible assets are distribution channels and sales strategy. For half
of the millennium most of the banks have worked on the basis of physical distribution.
Nearing the end of the first decade on the new millennium electronic distribution has matured,
works and is proven. Bankers have added automated teller machines, call centres, the internet
and the mobile as an extra layer on the foundation of the branch distribution system. The past
few years they focus on the multichannel sales strategy and transformation project to improve
branch sales®.
Knowledge-based Assets

The expansion of services sector, stronger competition and the emergence of new information
technology have accelerated the shift toward a knowledge-based or innovation-driven
activities which rely largely on human capital and knowledge. Knowledge embodied in
intellectual assets is becoming crucial for firms’ competitiveness and growth. Competition is
forcing many companies to accumulate intellectual assets and use them effectively to produce
profitable innovation. The intellectual assets are not always separately identifiable, but tend to
be complementary and can overlap significantly. They by themselves neither create value nor
generate growth. They need to be combined with other factors. The ability to create economic
value from intellectual assets is highly contingent on the management capabilities of

7 Jagelavicienie A., Stravinskiene J., Rutelione A., Image Factor which Determine Choice of the Bank.,
Engineering Econimics 2006, No 4, p. 87-89

8 Skinner, Chris. "Technology: Shaping Tomorrow - Fundamentally Flawed Thinking - It is High Time That
Retail Banks Stopped Thinking of Electronic Channels as Extensions of the Branch and Started Thinking About
the Electronic Structure as the Foundation upon which All the C." The Banker. FT Business. 2008,
http://www.highbeam.com/ [December 27, 2008]
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individual bank. The role of management is to direct investments to areas of higher expected
returns and develop processes ensuring that those returns are realised. °

Customer-based Assets

The last group of intangible assets relates to effective usage of banks’ databases that is aimed
to attract and retain clients by better identifying their needs. It enables banks to prepare their
customer-oriented strategy, to develop better information about clients, to better serve clients’
needs and reap profits through increased cross-selling and up-selling. The bank services
industry is the consumer-focused one and the good customer service is the goal to which most
of these banks aspire. Document such as Good Banking Practise Code presents principles to
which most banks have agreed and to which they have committed themselves to comply.
Today in Poland a large-scale computer system that stores detailed historical data on customer
transactions is implemented in banks and it is used for client segmentation and preparing
direct marketing campaigns. According to Brzozowska research Polish banks use their
databases mostly for mailings (78% of them) and e-mailings (65%) but during the last decade
the importance of call centres increases systematically.

80
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OCall centre 40
Oe-mailing 20
O mailing
0

The percentage of banks which
use mentioned tools

Fig. 2. Tools used by Polish banks in direct marketing campaigns
Source: Brzozowska 1., Marketing bezposredni w bankowosci detalicznej., Zarzqdzanie
zmianami Biuletyn POU, December 2008, nr 12

Technology-based Assets

Apart from customer-related intangibles, trade names and trademarks current technology is
often the primary intangible asset identified and valued. True sustainable advantage will only
be created by those banks that successfully integrate their use of client information, sales
process across all channels and their technology platforms into a complete and comprehensive
solution for clients.'’ The single euro payment area (SEPA) concept in the European Union is
an example of external factor which may stimulate banks’ technological development. Surely
banks which embrace SEPA as a great opportunity to expand their business will offer add
value to its clients service. But it should be stressed that SEPA activities have to be viewed
within banks’ overall strategy of achieving competitive advantage through optimized
processing in a vastly changing European payments landscape where new entrants are
emerging and the existing providers are consolidating. SEPA is a huge change, but rapid
response to changing business and industry requirements and environment is essential for
gaining competitive advantage. Taking into account web culture which creates a generation of
people who live and work differently from previous generations the next generation of client
will be the most influential factor in the future of banking technology.

° Bismuth A., ,Creating Value from Intellectual Assets”, Journal of Intellectual Capital, Vol. 9, No.2, 2008, p.
228-224
0 ptak L., »Measuring Client vVlue”, CMA Management, June 2001, p.38
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CONCLUSION

Whereas the particular intangible assets are used by Polish banks in the process of gaining the
competitive advantage, the same cannot be said in relation to the application of the complex
marketing strategy to banks in their totality. The market-based assets, knowledge-based
assets, customer-based assets and technology-based assets are thought to be crucial in the
process of achieving competitive advantage. The market-based assets which include brand
name, distribution channels, etc. are commonly used by Polish banks. The brand strength
index shows that banks manage their brands and image. The intellectual assets are not
separately identifiable in Polish banks but they realise that they are becoming crucial for their
competitiveness and growth. The next group of intangible assets relates to effective usage of
banks’ databases that is aimed to attract and retain clients by better identifying customers’
needs. Customer-based intangible assets enable banks to prepare bank’s client relationship
strategy, to develop better information about clients, to better serve their needs and reap
profits through increased cross-selling and up-selling. The last group of intangibles focuses on
gaining competitive advantage through optimizing technological processes. Those banks that
successfully integrate their use of client information, sales process across all channels and
their technology platforms into a complete and comprehensive solution for clients will create
sustainable advantage, but still the integrative perspective of intangible management still
remain the exception.
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SELECTED POSSIBILITIES OF DEFENCE
AGAINST TAKEOVERS

Alois Konecny

ANNOTATION
The aim of the paper “Selected possibilities of defence against takeovers” is implemented
analysis of methods used by defence against takeovers. It will concentrate on methods
connected with the financial market too. Implemented analysis should distinguish selected
forms of defence against takeover; describe all their incentives, features and impacts. It should
describe the possibilities in the terms of Czech capital market and especially Czech
legislation.

KEY WORDS

Financial market, takeover, takeover defence, mergers, acquisitions

INTRODUCTION
In the recent years' there was seen a big wave of mergers and acquisitions. To these mergers
and acquisitions must forego some type of takeover. These can be friendly or hostile. In case
when it is hostile takeover, management of the assumed companies often tries to do
everything to forestall the takeover. They have often a lot of motives that force them to try
to stop the merger. And because these takeovers are often done via financial markets,
we should also concentrate on the techniques that use financial market and its advantages
and disadvantages. Financial market can be used on one hand as a tool for takeover
but on the other hand as a tool for defence against takeover.

Till now we had mentioned that the management tries to protect its company against takeover
due to a lot of (often personally) reasons. But on the other side we should notice that there
is a big effort of contemporary or future shareholders (or stakeholders) to prevent an effective
defence. It is caused by the fact that the successful defence techniques, especially these ones
that use financial market, induce lower spot and share price. And because according to present
financial theories the main incentive for investors is not the share dividend but the growth
of market capitalization of the company (respectively share price) or minimally
the combination of these two incentives (formulated e.g. in the Price earnings ratio — P/E),
they try to prevent it. The main question is if it is privilege of management or of shareholders
to decree whether there will be some prerogative techniques in the statues or whether
the company ever tries any other consequent defence technique. In my opinion,
the management is in its company only stuff and managers should not rule in these important
questions of company life. In real world though we can unfortunately realize
that this privilege does not belong to the shareholders, whose capital is invested
in the company, but to managers who should only “serve” to shareholders. Instead
of this they, due to their personal reasons, approve a lot of defence precautions. Finally —
who is dominant depends only on legislation of particular country and on prevailing ability
of management.

! The first huge wave (not first in order) of takeovers that had caused origination and installation of defence
possibilities into statues was in 80’s in United States of America — more information about waves of mergers and
acquisitions can be found e.g. in Kislingerova, 2007.

36



There are three main types of defence techniques — precautions at the level of company
statues then financial techniques and in the end strategic and structural alterations.

AIM AND METODOLOGY
The aim of this paper is implemented analysis of selected methods used by defence against
takeovers. It will concentrate on methods connected with the financial market too.
In my research I will use these scientific methods: Analysis and comparison.

RESULTS

Implement analysis should distinguish selected forms of defence against takeover, describe all
incentives, features and impacts of these selected forms of defence against takeovers.
It should also describe the possibilities in the terms of Czech capital market and especially
Czech legislation. From the three main types of defence techniques I will occupy myself
due to limited extent of this paper only with the forms came under the first type —
under precautions at the level of company statues and I will probe their admissibility
in accordance with Czech legislation.

PRECAUTIONS INCLUDED IN COMPANY STATUES

These precautions are dependent of the shareholders” agreement. You can see,
because of shareholders”  antipathy to  defence techniques in recent years
(and because the precautions in company statues are approved by shareholders) these types
of defence are not very common in present days. Firstly I would like to say that a lot of types
I will mention in this section are only theoretic concepts too. Secondly at particular concepts
(as in all this paper) I will try to compare these concepts with legislation that regulates
this field.

Other name used for these precautions is “sharks repellent”. The first possibility of sharks
repellent is for example obligation to pay the same price for all gained shares in the company.
This is intended as a defence against bilayer offer. This is for the first time, when I will mean
The Act No. 104/2008 Coll., concerning takeover bids and amending some other Acts
(further only the Takeover Bid Act). This act took effect on 1 April 2008 and from its third
article I infer that this obligation does not have to be in company statues because it
is expressed obligatory in this act. There is said® that persons that have according to this act
some obligations by takeover bid have to provide all shareholders (who hold the equal rights
to takeovered company) with the equal handling unless the act says something other.*

Second expression of obligation mentioned above that support my interpretation can we find
in Article 17 that concerns of restriction of gaining target company shares by the acquiring
company and by other persons. There is said that during the duration of takeover bid
(who and in which cases has to offer takeover bid is said in other part of this Act) must
nor the proposer nor the persons who cooperate with him make any legal transactions directed
to gain shares of target company in other conditions than are incorporated in the takeover bid
except the cases mentioned further. And all the cases mentioned further concern events
when the acquiring company has to break this rule due to commitments that have originated
from the contracts that have been agreed before there has originated the obligation to offer
the takeover bid; or due to legal duties; or due to the fact that acquiring company is some

*LEVY, S.; SARNAT, M., 1999; Proceeding ideas also from ROMANCIKOVA, 2007
3 Translation of all legal acts in this paper is own author’s work.
* Letter a, artikle 3
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special corporate body like e.g. bank; or if the acquiring company becomes permission
from the Czech National Bank.

And the third — and best formulated - expression of this idea contains The Article 20 —
Consideration in takeover bid. This article says that the price or exchange ratio offered
as a consideration in takeover bid® is (in accord with the number 2) the same for all
the recipients who have the same share / right.

Last but not least we should notice the Article 22 — Conditional takeover bid that once again
says that there must not be any condition in takeover bid unless it is condition
its accomplishment is dependent on proposer’s consideration.

In the part above there has been spoken about obligation to pay for all gained shares the same
price and it had to be without any affectable conditions. The next defence that can be
comprehended in company statues is gradually voted board — this type is named staggered
board. Its core is e.g. in prescription of structure of directors” board and in the way
how its members are voted. The aim is to ensure long time stability of company managing
board and to prevent the raiders (acquiring company or natural body) from gaining control
over the acquired company. But it should be mentioned that staggered board is only
theoretical concept because it is used that in company takeover the whole board of managers
of the acquired company resign.

Next concept that is also mainly theoretical is method named fair price. It lies in the fact
that there is stipulated an adequate price for that can be the company sold to everyone.
This fair price is usually derived from the historical prices of company shares from three
to five years time period. The first disadvantage of this concept is though that the three-year
old price does not have any connection to present value of the company. The second
disadvantage is that there is a question whether the share price (gained from the financial
market) ever has any connection to company value’. From these disadvantages you can
deduce that it is not possible to extrapolate or even anticipate present or future share price.

Other possibility of sharks repellent is installation (in company statues) of specific claim —
e.g. that there is need absolute or qualified” majority of all shareholders by approval of non-
standard bilayer takeover bids or other selected company transformations that have not been
ratified by executive company board.

PARTICULAR LEGAL ASPECTS OF PRECUTIONS IN STATUES
When we ask for the possibilities of defence against takeovers, we can concentrate
on the question who makes decision about defence or acceptance of takeover bid according
to Czech legislation. The Act No. 104/2008 Coll., concerning takeover bids and amending
some other Acts, Article 15 — Neutrality obligation of target company board gives
unambiguously preference to the shareholders because it says that from the time
when members of managing board come to know about the fact that shareholders
of their company will be offered with some takeover bid, they are not allowed to take
measures that can cause that their shareholders will not be able to decide about takeover bid
voluntary with all needed knowledge.

> This consideration can be made in cash or in other shares, possibly as a combination of these two possibilities.
® But on the other side market capitalization is often used in computing of merger costs, synergic effects etc.
7 And there can be assesed how high have to be qualified majority — it can be more than two thirds.
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Managing board members should also (number 1, letter b) abstain till publishing of takeover
bid from whichever that can thwart it BUT® in case when such handling is particularly
adopted by the shareholder's meeting.” This shareholder’s meeting can be also summon
in shortened period — in a fortnight — but on the other hand at this meeting there are inefficient
all limitations of voting rights appointed by company statues or by agreement between target
company and its shareholders or between its shareholders mutually. "

In Takeover bid Act we can find next very important Article. It is the Article 32 —
Breakthrough principle. In this article are embraced some rules that can render soever defence
harmless anyway. There is written that the shareholder's meeting of the acquired company can
— when they got takeover bid — choose that they will put some chosen rules mentioned
in paragraphs 2 to 5 into effect. They have to approve this with the same majority that
is required for the change of company statues. But there are some mainly formal barriers
to this proceed. This decision has to be written in Companies register and company have
to inform financial market supervision boards in all countries where its shares are listed
on capital market. And the same procedure has to be accomplished when the shareholder's
meeting takes its decision back. In the next part I would like to describe possibilities
of these legal restrictions of effective defence against takeover.

Firstly in the period when the takeover bid is binding, restrictions of transmissibility of target
company shares that is constricted by the company statues or by agreement between target
company and its shareholders or between shareholders mutually are under the terms
of takeover bid ineffective towards proposer.

Secondly the same condition as in paragraph above is valid also after bindingness of takeover
bid but only if the proposer himself or together with cooperating persons has so big
participation on registered capital that he will obtain more than three quarters of rights to vote
connected with the participation. The only exception for these rules is in paragraph 5 —
these rules are not applicable to prior shares or to similar commercial instruments.

CONCLUSION

In this paper I have occupied myself with the forms of defence against takeovers, but not with
all the forms, only with one big branch - with precautions at the level of company statues.
I described these forms and then probed their admissibility in accordance with Czech
legislation. As we had seen this branch is regulated mainly by two relatively new acts - Act
No. 104/2008 Coll., concerning takeover bids and amending some other Acts and than Act
No. 125/2008 Coll., on Transformation of Companies and Cooperatives.

From the gained knowledge we can conclude that while in some countries (e.g. United States
of America) there are a lot of possibilities in introduction of precautions into company statues,
in the Czech Republic there is strict legal environment that regulates a lot of these possibilities
or even it outlaws them.

The requirement of the same price for the same shares is, as I had showed, unambiguously
expressed in Takeover Bid Act, staggered board is not regulated in any Act, but it is only
theoretic concept, similarly to fair price concept. The only useful possibility of precautions

% and there I apprehend the biggest posibility for the management of acquired company — in legal borders

of Czech legislation
? or when it is its legal obligation; o rit is common step in everyday company life
198 32, number 1, paragraph 3 of the Takeover Bid Act
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at the level of company statues are particular possibilities of restriction of rights to vote.
These restrictions are limited by the Takeover Bid Act too, but in come cases they are allowed
and in my opinion this is in Czech legislation the only effective and allowed way of takeover
defence from the mentioned forms.
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BANKING DEVELOPMENT IN SELECTED SEE COUNTRIES
- EVIDENCE FROM ALBANIA, BOSNIA AND
HERZEGOVINA, AND SERBIA

Tomas Krizek

ANNOTATION
The shortened paper introduces findings of a study conducted during 2008 at University of
Economics, Prague which analyzed banking sectors in selected countries of CEE region, in
particular Albania, Bosnia and Herzegovina, and Serbia. It also compared their development
to the Czech Republic as it is CEE country with one of the most advanced banking sectors in
the region.
General development, development of banking sector as well as banking market and financial
performance of banks were examined and followed by summary conclusions and also
recommendations that should ensure stable future growth as well as recommendations for
potential investors in banking sector of these countries.
The whole study is available upon request in an electronic form.

KEY WORDS

Banking, development, SEE region, Albania, Bosnia and Herzegovina, Serbia

INTRODUCTION

This paper summarizes findings of a recent study focused on banking sector in Albania,
Bosnia and Herzegovina, and Serbia. The study assessed past development and current
situation of their banking in comparison with another post-socialistic country — the Czech
Republic. All three countries belong to the CEE region, or more precisely among the SEE
countries. They have been chosen due to their recent history and political situation. All of the
countries have some issues in common but they also differ significantly. The Czech Republic
has been chosen as one of the most developed transition countries in the CEE region.

AIM AND METODOLOGY

Even though a broad analysis of the selected countries has been conducted it is not possible to
unambiguously say which of the examined countries has the most developed banking system.
As usual each country has it specifics and different way of transition towards a modern
banking system and the assessment also depends on the measures chosen. Therefore the aim
of the paper was to collect the most relevant financial and macroeconomic information about
the countries and consequently to draw conclusions regarding the development, possible ways
for improvement and suggestions for potential investors.

The three mentioned countries were selected due to their concurrent similarity and diversity.
On the one hand all the countries are from the SEE region which belongs to the less
developed ones within the Europe and they also belong to the post-socialistic countries;
furthermore very important economic and political changes happened during the 90's. On the
other hand the countries differ in the way how political and economic changes took place.

The study was based on a financial analysis of the banking system as a whole and also on
financial analysis of individual banks. So that the findings could be interpreted easily, a
comparison with the situation in the Czech Republic was conducted. In order to render the
financial findings in the right way also a qualitative analysis was worked out.
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In general, the main indicators the paper focuses on are the economic growth, country rating
by rating agencies, assessment of banking reforms done by the EBRD, total assets, total
credits to economy, branch banking figures, profitability ratios, and others. Similar indicators
was used also to compare the performance of individual banks.

RESULTS
Macroeconomic Development
Looking at the macroeconomic indicators Albania seems to be going the right direction even
though it is the least advanced country. On the other hand, Serbia is already relatively
developed in comparison with the other countries but its outlook is rather stable. Bosnia and
Herzegovina (BiH) is situated somewhere between. Compared to Albania, BiH had better
starting position but the necessary structural changes have not been happening fast enough.

Fig.1 Macroeconomic indicators (H1 2008)

. . Unem- | CGPPPer | opp | gpp | Monthly
Population Inflation ployment capita (mEUR) growth wage
(PPP) (EUR)
Czech Republic 10 403 100 6.9% 6.6% 20237 127 908 6.6% 781
Albania 3619778 3.9% 13.0% 6300 7922 6.0% 260
Serbia 8032 338 10.1% 24.4% 9621 32100 7.3% 484
BiH 3 842 942 5.0% 29.0% 6 300 14 223 5.8% 416

Source: Statistical offices, Central Intelligence Agency

The situation is also reflected in the country ratings; Albania being quite successful lags only
a few steps behind the Czech Republic. There is almost the same gap in rating is then between
Albania — Serbia and Serbia — Bosnia and Herzegovina. Due to huge problems in mid 1990s
the banking reforms in all the countries started with delay and had different progress;
nowadays the countries are assessed by the EBRD in its Structural Change Indicators Report
similarly but still lagging behind the Czech Republic.

Fig.2 Country ratings of local currency bonds (July 2008)

Standard and Poor's Moody's Fitch
Czech Republic A+ Al AA-
Albania A-* A3 A-*
Serbia BB- Ba3* BB-
BiH B* B2 B*

*Not rated; for comparison reasons figure approximated based on ratings by other agencies

Source: Standard and Poor's, Moody's Investors Service, Fitch Ratings

Banking Market
If we assume that the more concentrated the banking market in transition countries is, the
more consolidated and thus more advance it is, Albania is quite persuasively the leading
country from the group. From this point of view Serbian banking market is quite fragmented.
The concentration indicators such as Herfindahl-Hirschman Index, Top 5 and Top 4 assets
concentration suggest the necessity of further sector consolidation mainly in Serbia and
Bosnia and Herzegovina.
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Fig.3 Country ratings of local currency bonds (July 2008)

HHI Top 5 banks Top 4 banks
Czech Republic* 1300 65.0% 59.8%
Albania 1550 72.0% 64.9%
Serbia 622 46.1% 40.0%
BiH 937 59.3% 52.0%

* Estimations based on own calculations

Source: National banks, company information

All the examined countries are also targets for big European banking groups; Intesa Sanpaolo,
ProCredit, and Raiffeisen being only some of them. All of the main banking groups present in
at least one country are also present in Serbia. Such a fact may be explained by the relatively
large size and consequent attractiveness of the Serbian market. Considering the geographic
origin of the banking groups Bosnia and Herzegovina is clearly dominated by Austrian
banking groups.

Even though Serbia is the country with the biggest market in terms of assets, its size amounts
to only 13% of the size of the Czech banking market. However, the relative capitalization of
Serbian banks is slightly higher and reaches approximately one third of the Czech market.
Both Albania (EUR 6.1 bil. assets, EUR 0.4 bil. capital) and Bosnia and Herzegovina (EUR
10.0 bil. assets, EUR 1.2 bil capital) lag behind Serbia (EUR 18.4 bil. assets, EUR 3.2 bil.
capital). Even though the figures equal more when related to the number of inhabitants,
Albania is still behind the other two countries except loans granted. Annual growth of the
main balance sheet indicators ranged approximately between 20% and 70% and outperformed
the Czech development. However, the assets growth in Albania slowed down significantly to
only 19.6% over 2007.

Fig.4 Main balance sheet indicators (2007)

EUR mil. Assets Loans Deposits Capital
Nominal Growth Nominal Growth Nominal | Growth | Nominal
Czech Republic 142 489 18.6% 82 655 19.7% 91 803 17.0% 9 766
Albania 6 068 19.6% 2401 54.6% 5299 27.7% 435
Serbia 18 393 71.2% 8714 33.7% 11 308 43.7% 3212
BiH 10013 33.3% 5748 29.9% 7 555 34.8% 1190

Source: National central banks, banking associations, and company information

Albania is doing well in terms of balance sheet figures related to the number of employees
and bank branches and even outperforms Serbia in this respect; Bosnia and Herzegovina is at
approximately the same level as Albania. The conclusion may be high employment in Serbian
banking sector and thus low utilization of human resources and potential of bank branches.

Financial Performance
Low utilization of resources in Serbia can be illustrated on the financial performance. Even
though the ROAA for Serbia was 1.9% (0.3% points higher than in Albania and 0.5% points
higher than in the Czech Republic), the ROE was only 8.7% (Albania 19.9% and the Czech
Republic 18.4%). Bosnia and Herzegovina performed even worse with ROAA of only 0.9%
and ROE of 6.4% in 2007.
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Fig.5 Main financial indicators

. Non-
Net profit ROAA ROE Regul.atory Capital performing Loans to
(EUR mil.) capital adequacy loans assets
Czech Republic 1794 1.4% 18.4% 6.9% 11.5% 2.8% 58.0%
Albania 87 1.6% 19.9% 7.2% 18.1% 6.5% 39.6%
Serbia 279 1.9% 8.7% 17.5% 27.4% 5.1% 47.4%
BiH 76 0.9% 6.4% 11.9% 16.4% 1.8% 57.4%

Source: National central banks, banking associations, and company information

Despite the poor financial performance, without any significant reasons, Bosnia and
Herzegovina had the lowest proportion of non-performing loans on total assets of only 1.8%
and thus surpassed not only Albania (6.5%) and Serbia (5.1%) but also the Czech Republic
(2.8%). Capital adequacy was in all the countries well above the minimum legal requirements.

With respect to number of bank employees, branches, ATMs, POS, and payment cards Serbia
is the leading country and is in both absolute and relative figures quite well comparable to the

Czech Republic. Albania is again far behind the other countries.

Fig.6 Bank network extension

Banks | Employees br];?lzll:es ATMs POS Payment cards
Czech Republic 37 41207 1 862 3357 53 265 10 100 000
Albania 17 5168 392 433 1776 616 375
Serbia 34 30 874 2 464 2074 57 000 5700 000
BiH 29 9 895 728 655 14 076 1528 498

Source: National central banks, banking associations, and company information

All the above mentioned findings lead to a conclusion that the three examined countries differ
a lot in the way they progress in the transformation process. Albania had very bad starting
position and is still lagging behind the other compared countries in absolute figures but the
system seems to be well functioning and with a good growth outlook (except assets growth).
With regard to the performance figures, the banks seem to be well managed. Not only has
Albania the best profitability ratios but in general it can utilize its resources quite successfully.

Serbia had very good starting position and still leads the group in the absolute figures. In
some aspects it can even catch up with the Czech Republic as one of the most developed
banking systems in the Central and Eastern Europe. The biggest problem of Serbia is its low
utilization of resources and financial leverage resulting in poor relative performance
indicators. Nevertheless, it is developing in more quantitative than qualitative way in contrast
to e.g. Albania.

Bosnia and Herzegovina is country with quite ambiguous banking system which is hard to
assess. The development seems to be quite chaotic as well as the overall economic situation.
Such a fact is also incorporated in a very poor country rating by international rating agencies.
Nevertheless, the development will rely also on the political development in the country. The
situation in Bosnia and Herzegovina is even more difficult as there are two separate federal
entities and ethnic tensions among the citizens. Even though the banking framework is
comparable to the other countries, the future development is quite uncertain.
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Recommendations

Several steps can be done to improve the overall banking situation in the examined countries
but they have to be adjusted to the needs of each country separately. Albanian banks seem to
be well managed, nevertheless, to ensure stable growth, the citizens should be more
incentivized by the banks to use the banking services. Even though the amount of loans
granted growth quite fast, amount of assets lags far behind. Once interesting services for
reasonable starting prices could make Albanians use the banking services more which would
finally lead to market growth. It is also necessary to broaden the branch network as well as the
network of POS, ATMs and usage of payment cards. This lack of banking infrastructure
seems to be the biggest weakness of Albanian banks.

On the other hand, Serbian banks have already developed sufficient banking infrastructure but
improvements in the strategic and financial management will be the key for future successful
growth. Serbian banks lack operational efficiency due to overemployment and ineffective
work. Decrease in the gap to the Czech Republic would be then just a matter of time.

A combination of the above mentioned approaches is suitable for Bosnia and Herzegovina.
Individual figures as well as particular figures for each bank should be examined and
necessary steps taken. It is not easy to draw recommendations for this country as all the
figures differ quite significantly. The particular recommendation would also differ with
respect to the political division of the country into two separate federal entities.

In general, investing into banking business can be considered as a valuable longer-term
investment. An example of a very successful investment can be the Raiffeisen Bank. It has
branches in all the three countries and it is the market leader on all of them. Acquisition of an
existing bank could be recommended in Albania due to its good management, on the other
hand, it is more desirable to settle a brand new bank in Serbia and to some extent also in
Bosnia and Herzegovina as the restructuring of and existing banks would be probably too
difficult.

CONCLUSION
With regard to the findings mentioned in this paper, both Albania and Serbia would be good
receivers of new banking investment due to their macroeconomic as well as microeconomic
situation and outlook in banking. Nevertheless, different forms of investments would be
suitable. The situation in Bosnia and Herzegovina is very difficult to assess due to unstable
sociopolitical as well as economic situation. Even though the countries seem to be on a right
way of development, they still lag far behind the Czech Republic.

To ensure future growth, incentives for customers to use the banking services more should be
introduced, the quality and range of services increased, the banking infrastructure improved
(mostly in Albania and Bosnia and Herzegovina), and better operational and financial
management implemented.
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CAUSALITY BETWEEN FINANCIAL DEVELOPMENT AND
ECONOMIC GROWTH - EMPIRICAL EVIDENCE FROM
TRANSITION COUNTRIES

Tomas Krizek

ANNOTATION
The paper tries to add some findings to the never-ending economic discussion about the
existence and direction of causality between development of financial sector and economic
growth. Both theoretical and empirical evidences have already been raised supporting either
the dependence of economic growth on development of financial sector or the idea that
financial development is just residual consequence of economic growth.

New statistical approach described in this paper should contribute to the discussion. The
statistical model is based on correlation between two time series — one being the economic
growth rate, the other being financial sector reform index prepared by the European Bank for
Reconstruction and Development (EBRD). Nevertheless, as the discussion is quite complex, it
is really just a piece of a puzzle which absolutely cannot solve the entire lasting feud on the
causality between financial development and economic growth.

KEY WORDS

Causality, dependence, financial development, economic growth, EBRD

INTRODUCTION

Although some well-known economists do not include the development of financial sector in
their papers about economic growth, most of the economists can agree that there is a clear link
between development of financial sector and economic growth. The most important ideas and
evidences have been summarized by Levine (1996). What has not been agreed upon is the
causality of the nexus. Even though many evidences have been raised, they support either of
the causalities — dependence of economic growth on the financial development or the fact that
financial development is just a residual consequence of economic growth. Also empirical
evidences based on statistical calculations have been introduced.

Finding the right way of dependence might help us to understand the economical processes
taking place in transition countries and consequently to support faster development of such
countries.

AIM AND METODOLOGY

The aim of this paper is to contribute with empirical findings to the above mentioned
discussion on the causality between financial development and economic growth. The
statistical model is based on correlation analysis between two time series. The first time series
is the rate of economic growth based on data published by EBRD; the second time series is
based on the structural change indicators for financial sector reform also published by EBRD.
The structural change indicators range between O and 4 indicating the absolute level of
financial reform development in selected transition countries including 28 countries from
Europe as well as from the Middle-East. Even though the time series contain data for only 20
years, it should be enough also with respect to the political and economic changes taken place
in 1989 and lack of relevant data before this year.
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So that the way of causality could be determined, the ship of time series had to be conducted.
Lets assume that the economic growth is caused by development of financial sector.
Consequently, the increase in the financial reform indicator (FRI) should be followed by
additional growth of the GDP. Such a causality may be discovered by correlation analysis of
the shifted time series — i.e. the increase in the financial reform indicator in 1989 would
influence the GDP growth rate in 1990, 1991, 1992 or later. In this paper only the shift
plus/minus three years was considered, i.e. the increase in FRI in 1989 can influence only the
GDP growth rate up to year 1992. Seven correlation analysis for each country has thus been
conducted — one neutral correlation (same time series) and six shifted correlations (+/- three
years). Based on the highest correlation coefficient for each of the correlation analyses
conducted, the conclusions were drawn.

The statistical model is quite simple and lacks any adjustments for other relevant proxies.
Improvement of the model in such respect should be the matter of further discussion. It can be
also argued if different data set would not be more relevant — e.g. the correlation between
changes (deltas) in the selected indicators. On the other hand, the selected indicators seem to
be the most relevant ones also with regard to the irrelevant results when using the deltas in the
correlation analysis in this case.

RESULTS
The results of the shifted correlation analysis are summarized in the following table. The
highest correlation coefficients for each country have been highlighted. If the highest
correlation coefficient is in the left part of the table, the shift is negative which implies that
the banking development depends on the GDP growth. On the other hand, if the highest
correlation coefficient is in the right part of the table, it implies positive shift and dependence
of GDP growth on banking development.

Fig.1 Correlation coefficients for shifted time series

Dependence of Banking No Dependence of GDP growth on
development on GDP growth | depend. Banking development

Country -3 years | -2 years | -1 year 0 +1 year | +2 years | +3 years
Albania -0.065 0.313 0.493 0.478 0.550 0.442 0.148
Armenia 0.575 0.624 0.691 0.639 0.673 0.642 0.348
Azerbaijan 0.861 0.878 0.895 0.822 0.709 0.571 0.401
Belarus 0.428 0.613 0.490 0.231 0.208 0.287 0.238
BiH -0.029 0.004 0.068 0.109 0.217 0.513 0.608
Bulgaria 0.663 0.784 0.879 0.788 0.657 0.638 0.697
Croatia 0.473 0.655 0.789 0.769 0.689 0.532 0.421
Czech Rep. 0.647 0.792 0.808 0.578 0.355 0.347 0.369
Estonia 0.841 0.920 0911 0.635 0.472 0.351 0.463
Macedonia 0.718 0.806 0.868 0.772 0.685 0.532 0.349
Georgia 0.545 0.678 0.787 0.830 0.838 0.754 0.503
Hungary 0.760 0.785 0.874 0.723 0.701 0.615 0.631
Kazakhstan 0.849 0.887 0.887 0.844 0.775 0.697 0.624
Kyrgyz Rep. 0.737 0.858 0.719 0.482 0.304 0.077 -0.149
Latvia 0.779 0.872 0.755 0.517 0.399 0.211 0.212
Lithuania 0.783 0.875 0.866 0.754 0.580 0.470 0.284
Moldova 0.724 0.820 0.577 0.481 0.323 0.227 0.281
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Dependence of Banking No Dependence of GDP growth on
development on GDP growth | depend. Banking development

Mongolia 0.620 0.647 0.707 0.692 0.654 0.679 0.709
Montenegro 0.385 0.426 0.473 0.426 0.394 0.389 0.460
Poland 0.038 0.631 0.762 0.607 0.759 0.619 0.326
Romania 0.167 0.314 0.528 0.749 0.847 0.740 0.508
Russian Fed. 0.811 0.775 0.671 0.511 0.419 0.251 0.199
Serbia 0.251 0.350 0.371 0.396 0.419 0.443 0.270
Slovak Rep. 0.872 0.917 0.793 0.507 0.320 0.351 0.398
Slovenia 0.514 0.743 0.928 0.910 0.742 0.509 0.429
Tajikistan 0.281 0.382 0.452 0.500 0.558 0.625 0.678
Ukraine 0.850 0.880 0.809 0.660 0.519 0.463 0.453
Uzbekistan 0.776 0.802 0.783 0.669 0.525 0.419 -0.019

Source: Own calculations

If the results are summarized, delay of -0.643 years with average correlation coefficient of
0.782 is the final result. It indicates strong dependence of banking development on economic
growth with a delay of about half a year. If only the relevant results (meaning results with
negative delay) are considered (columns rDelay and rCorrelation coefficient), the analysis
indicates even stronger correlation with delay of about 1.5 year.

Fig.2 Maximum correlation coefficients for shifted time series

Results Relevant results

Country Delay Correlation C rDelay rCorrelation C

Albania 1 0.550 - -
Armenia -1 0.691 -1 0.691
Azerbaijan -1 0.895 -1 0.895
Belarus -2 0.613 -2 0.613
BiH 3 0.608 - -
Bulgaria -1 0.879 -1 0.879
Croatia -1 0.789 -1 0.789
Czech Rep. -1 0.808 -1 0.808
Estonia -2 0.920 -2 0.920
Macedonia -1 0.868 -1 0.868
Georgia 1 0.838 - -
Hungary -1 0.874 -1 0.874
Kazakhstan -1 0.887 -1 0.887
Kyrgyz Rep. -2 0.858 -2 0.858
Latvia -2 0.872 -2 0.872
Lithuania -2 0.875 -2 0.875
Moldova -2 0.820 -2 0.820
Mongolia 3 0.709 - -
Montenegro -1 0.473 -1 0.473
Poland -1 0.762 -1 0.762
Romania 1 0.847 - -
Russian Fed. -3 0.811 -3 0.811
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Serbia 2 0.443 - -
Slovak Rep. -2 0.917 -2 0.917
Slovenia -1 0.928 -1 0.928
Tajikistan 3 0.678 - -
Ukraine -2 0.880 -2 0.880
Uzbekistan -2 0.802 -2 0.802
Total -0.643 0.782 -1.524 0.820

Source: Own calculations

Even though there are some countries where the correlation analysis indicates dependence of
economic growth on the development of financial sector, the reverse dependence work in
most of the countries. Moreover, the dependence seems to be quite important due to high
correlation coefficient. The results thus suggest the idea that development of financial sector
is just residual effect of economic growth. Such a conclusion would imply that it is rather
impossible to support the economic growth in transition countries by reforms in financial
sector and that the reforms is rather caused by financial needs of growing economy.

Discussion

Results of the correlation analysis seem to be quite persuasive in this case clearly indicating
dependence of financial development on economic growth. The results should be valid also
across the different countries — European vs. Middle-East countries. It would be interesting to
conduct the same analysis also for different set of countries, e.g. Latin transition economics.
Based on the discussion and reaction to the paper the model might be further improved so that
it is controlled also for the most important dummies. Nevertheless, even now it provides for
sufficient description of the relationship between banking reforms and economic growth
during the past 20 years in one particular region.

Although the findings of the paper suggest that transition countries cannot increase the
economic growth rate by introduction of financial sector reforms, it may not be the whole
truth. The findings rather say what is happening than describe how the causality between the
economic growth and financial development works. Maybe the causality could be the other
way round if the governments tried to actively reform the financial sector before such reforms
are enforced by economic growth.

CONCLUSION
Even though the results of this paper support the idea that the financial reforms just passively
adopt to the economic growth, it may be just a half of the truth. According to the results, it is
absolutely clear that for the time being the economic growth was the cause of the financial
reforms rather than its actively promoted consequence. On the other hand, it is just a
description of the current status which does not tell us how it could be if the governments
tried to promote the economic growth by financial sector reforms.

To obtain such detailed results as to whether the government actively tried to promote the
economic growth by reforms of financial sector would need deep analysis of a particular
country or small group of countries. Statistical analyses can only describe what happens rather
than why it happens.
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Nevertheless, the contribution to the discussion about the direction of the causality is clear.
According to the results, the financial sector reforms are inevitable consequence of economic
growth. As already mentioned, the model should be further improved so that it controlled for
important dummies that the model does not consider and which might influence the results. It
would be also valuable to conduct such an analysis also for another region.
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APPLICATION OF SEPA IN THE CZECH REPUBLIC

Eva Kutova, Dagmar Linnertova

ANNOTATION

This proceeding is focused on the impact of Single Euro Payment Area on the Czech banking
sector. The aim is to analyze effects and consequences on the Czech banking sector and to
analyze current situation of SEPA application in the Czech Republic. At the beginning we
describe SEPA and reasons for establishment. In the following text we analyze the impact of
SEPA on costs and revenues of banks in different phases of this project and we discuss
current situation in the Czech Republic. Method of analysis, synthesis and description will be
used.

KEY WORDS

Single Euro Payment Area, direct debits, credit transfers, payment cards, impact on revenues
and costs, current situation.

INTRODUCTION
Project Single Euro Payments Area (SEPA) or Integrated Retail Payments Market represents
another step towards closer European integration. It is an area in which consumers, companies
and other economic actors will be able to make and receive payments in euro, whether
between or within national boundaries under the same conditions, rights and obligations,
regardless of their location.

The main purpose of this project is to strengthen competition and innovation and to improve
the quality of customer services. Customers face many difficulties when making euro retail
payments to other euro area countries. Cross-border payments very often turn out to be more
time-consuming. Moreover there are various payment instruments, standards and processing
infrastructures for retail payments in different countries. In such an environment, companies
are forced to maintain bank accounts in all countries in which they do business. SEPA will
enable to make and receive payments anywhere in the euro area with only one bank account
and with uniform set of payments instruments. In fact the difference between domestic and
cross-border payments will disappear.

This project was started by the establishment of the European Payment Council (EPC), which
consists of 65 European banks, 3 European credit sector associations and the Euro Banking
Association (EBA). EPC supports and promotes the creation of SEPA and defines new rules
and procedures for euro retail payments. In addition to European Union countries, Iceland,
Switzerland, Norway and Lichtenstein are involved. Eurosystem (the European Central Bank
(ECB) and the national central banks of the euro area) is also involved in this project, because
it is responsible for the smooth operation of payments system in the euro area and therefore
places particular emphasis on the creation of SEPA in the euro area. On the legal side,
payments and related services are currently treated differently in each euro country. Therefore
Payment Service Directive (PSD) was created, which will apply to both SEPA products and to
existing national products. By 1 November 2009 all EU members need to transpose the PSD
into national law.

The aim of SEPA is to advance European integration with competitive and innovative euro
area retail payment market that can bring with it higher service levels, more efficient products
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and cheaper alternatives for making payments and will be conducted entirely electronically.
To fulfill the main goal, new SEPA payments instruments were created - SEPA credit
transfers, SEPA direct debit, SEPA card payments.

AIM AND METHODOLOGY

The reason for writing this contribution is its topicality. The first payment instrument — credit
transfer has been used in the European financial market since January 2008, the second one -
direct debit will be launched on 1.11.2009. The new Payment Instrument Directive will come
in force in the same date. All these events mark the first step in a migration process over the
next few years during which customers will move from existing payment instruments to new
SEPA instruments. In this migration phase clients can use both types of instruments. The
main goal of this phase is to motivate clients to use new SEPA instruments. It is planned that
by the end of 2010 majority of retail payments will be made via new SEPA payment
instruments.

The aim of this proceeding is to analyze current situation of SEPA application in the Czech
Republic and effects of SEPA on the Czech banking sector.

RESULTS AND DISCUSSION

To analyze possible impact of SEPA on Czech banks we divide realization of SEPA into few
phases. In the first phase necessary infrastructure, instruments and rules are made and a trial
run is carried out. In the second phase (migration or coexistence phase) banks offer old
payment instruments, as well as new SEPA payment instruments. In the third phases only
SEPA instruments are used and in the fourth phase all payments are conducted only
electronically (so-called E-SEPA). It is obvious that expected effects on banks’ costs and
revenues arising from realization of SEPA vary according to the different phases.

We assume two opposing effects, which determine the overall SEPA impact: competition
effect and improved cost efficiency. Since January 2008 SEPA credit transfers are used
simultaneously with old payment instruments, so the migration phase is in process. This
duality will lead to higher costs due to the setting-up of the new schemes and their
coexistence with old ones. During this phase the impact on revenues is limited, because the
cross-border competition is not expected to materialize. In the long-run we suppose, that costs
and revenues will be affected. Some banks expect new business opportunities, but the
growing cross-border competition might decrease revenues and squeeze margins. On the other
hand, economies of scale and scope, possible reduction of manual processes and increasing
competition might lead to substantial potential cost savings. The following table shows
possible financial impact on the European banks under the different phases.

Table 1: SEPA impact aggregate results for an average European bank including balance revenues'

Impact SEPA coexistence Ideal SEPA world E-SEPA

Revenue -4,4 (-3,2) -7.6 (-5,3) -9.9 (-8,4)
Cost 4,8 (4,8) -1,3 (-1,3) -6,8 (-6,8)
Net -9,2 (-8,1) -6,3 (-4,0) -3,0 (-1,5)

Source: ECB calculations on the basis of banks’ responses to the fact finding questionnaire

Possible impact of SEPA can be also dealt with from the view of SEPA payment instruments
(table 2, table 3). We assume that owing to SEPA the volume of direct debits will
significantly increase in all phases, which would largely compensate for the downward
pressure on prices caused by cross-border competition. First, the volume of direct debits is

! Figures shown in brackets exclude balance revenues.
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expected to increase due to opening-up of the euro payment market across borders. Second,
owing to consolidation and concentration and growth in payments business banks might be
able to expand their market share for direct debits. Third, customers likely switch from other
payment instruments (e.g. cheques) to direct debits. On the cost side, banks expect a
substantial rise in the short run due to costly adjustments, administrative and commercial
costs, fraud management costs and net losses from fraud. In the medium and long run, costs
will decrease due to efficiency gains in payment processing and more frequent usage of
remote channels by service users.

Table 2: SEPA revenue impact by payment instrument

SEPA revenue impact by payment
instrument Baseline SEPA coex. Ideal SEPA E-SEPA

1. Transaction and processing

1.1. Transaction fees

1.1.1. Cash 3,3 3,3 3,4 3,9

1.1.2.  Direct debits 12,7 12,5 12,5 12,3

1.1.3. Credit transfers 19,3 19,0 17,3 15,0

1.1.4. Card payments 27,7 25,6 26,0 25,7

1.1.5. Cheque payments 3,1 3,0 2,8 2,2

1.1.6. Priority payments 1,5 1,5 1,3 1,1

1.1.7.  Additional/value added 2,2

serv. 2,1 2,2 2,5

1.2. Processing special cases 7.1 7,1 7,1 7.1

2. Distribution and maintenance 14,6 14,5 14,5 14,6
3. Balance revenue 57,9 54,1 51,2 50,6
Total revenue 159,8 152,7 147,7 144,1
Total revenue (% change) -4,4 -7,6 -9,9

Source: ECB calculations on the basis of banks’ responses to the fact finding questionnaire

Revenues from credit transfers would remain stable in the coexistence phase. Like direct
debits, credit transfers would partly benefit from a volume transfer from other payment
means. This positive effect will be probably compensated by downward pressure on prices
due to increased competition. In the short run distribution and production costs will increase
owing to coexistence of the current and SEPA payment instruments. In the long run costs are
expected to be compensated by the expected increased efficiency through the use of more
remote channels and significant reductions in labour-intensive payment process within the
banks.

In the cards business banks, the impact of SEPA is not expected to be material. Banks will
encourage customers to change their payment behaviour and to replace their payment
instruments with more efficient and less costly means. Some banks will have additional costs
related to the issuance of new SEPA payment cards. Payment instrument which is expected to
be phased out in the long run is cheque. Revenues on cheque payments would only be
marginally impaired in the short run. In the long run we assume substantial decrease.
Distribution and production costs savings are likely to arise in some markets due to reduction
of cheque payments. In the migration phase banks expect slight increase in marketing and
communication costs linked to informing and educating banks’ clients about new instruments
and rules. These costs will diminish in the long run. Banks will also face higher IT system and
development costs in the migration phase.
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Banks might expect not only changes in payments system, but also in balance. Clients can for
example choose foreign banks’ account according to more profitable interest rate. This trend
is expected to be in the near future because of internet banking. Easier operating of bank
accounts and more active clients might cause higher volatility of bank revenues. This trend
might lead to concentration on short-term investments.

Table 3: SEPA cost impact results by payment instrument

SEPA cost impact results by payment
instrument Baseline SEPA coex. Ideal SEPA E-SEPA

2. Transaction and processing

2.1.1. Cash 14,7 15,0 14,6 14,0
2.1.2. Direct debits 5,4 5,8 5,5 4,6
2.1.3. Credit transfers 11,3 12,1 10,8 9,6
2.1.4. Card payments 12,9 13,1 13,3 13,3
2.1.5. Cheque payments 5,8 5,8 4,7 4,1
2.1.6. Priority payments 0,4 0,4 0,4 0,3

2.1.7. Additional/value added
serv. 1,8 1,9 1,9 2,0
3. Distribution and maintenance 20,2 21,6 20,2 18,5
4. 1T system and development 10,4 12,0 10,7 10,5
5. Overheads 17,1 17,0 16,7 16,2
Total cost 100,0 17,0 98,7 93,2
Total cost (%6 change) 4,8 -1,3 -6,8

Source: ECB calculations on the basis of banks’ responses to the fact finding questionnaire

Current situation in the Czech Republic
Five Czech banks signed the contract about approach to SEPA. In the field of payment cards,
obligatory usage of chips was approved. The situation in particular countries is different, for
example in the Czech Republic banks managed the transition to chip payment cards without
any problems and most ATM and payment terminals have been adjusted, to the contrary in
the Netherlands and in Norway banks have not started yet.

Another problematic area concerns about direct debits. In the Czech Republic we have
different model of direct debit so-called “debtor’s mandate”. For example in Germany direct
debit works in a different way. You tell your number of bank account to your supplier and he
informs his bank — the bank to which will be paid, that it has an agreement to debt your bank
account. Your bank is without any information. This system is called “creditor’s mandate”.
Our system is more safe, bud it is very hard to persuade banks form other countries to change
their systems. We hope, that it is probable, that both these systems will be used in the future.

CONCLUSION
The SEPA project represents a major step towards closer European integration. SEPA will
become a reality when all euro payments in the euro area are treated as domestic payments,
and when the current differentiation between national and cross-border payments disappear.
SEPA will bring substantial economic benefits and opportunities as it will foster competition
and innovation and improve conditions for customers. The overall impact of SEPA varies
across SEPA phases. It is anticipated, that two opposing effects will determine the benefits
and challenges of SEPA. First, SEPA will increase competition in the banking industry as it
removes the barriers, which protect national markets. Second, SEPA will ensure cost savings
in payment processing and give rise to business opportunities. In the short run the banking
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sector expects initial investment costs and a relatively limited impact on revenues. In the long
term costs are expected to decrease because of potential economies of scope and scale and
innovations. Revenues will be affected by increased cross-border competition and by new
market entrants.

The best advice to banks is to minimize the migration phase, because of high costs related to
implementation of SEPA. Longer migration phase should be as short as possible. Another
important aspect, which affects costs and revenues, is bank’s approach to SEPA. New and
innovative products, new markets and new relationships could bring new sources of revenue
for banks. Banks that embrace new technological developments and opt for additional
services will create new opportunities and increase their benefits.

Czech banks seem to be successful in adopting new SEPA payment instruments. Credit
transfers are used in Czech banking sector without any problems, direct debits is planned to
be launched in November 2009.
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ANALYSIS OF THE CZECH CAPITAL MARKET

Dagmar Linnertova

ANNOTATION
In this proceedings analyzed Czech capital market according to main characteristics of liquid
market. At the beginning there is described liquid market and its characteristics. Then there is
described short history of Prague Stock Exchange. It the end there is chosen Vienna Stock
exchange and implemented comparison of market capitalization and volume of trade in both
Stock Exchanges. There is also implemented comparison of spread only two stocks traded in
both Stock Exchanges.

KEY WORDS
Capital market, analysis, Prague Stock Exchange, Vienna Stock Exchange, the Czech
Republic

INTRODUCTION

Capital market is a market with long term securities. In this market there is trading financial
instruments with maturity at least 1 year. Free financial resources are provided for middle-
and long-term time horizon. In the capital market there is trading financial instruments like
stocks, bonds, etc. Issuers of these securities are for example government, companies or local
government or banks. Level of revenue, risk and liquidity depends on the financial instrument
but compared with money market, the market with short-time securities, there are higher
revenues and risk as well. The liquidity depends on financial instrument and on market where
the instrument is traded. In the Czech Republic the capital market is represented by two main
institutions Prague Stock Exchange and RM — System. Prague Stock Exchange is the most
typical market that is opened especially for big institutional investors. This organization
started in 1993 when was reopened after more than 50 years. It is organization only for
licensed traders. It means that it is based on membership principle. On contrary RM-System is
used typically by small private individual investors. In the proceeding there will by used PSE
as the institution represented by the Czech Capital market. One of the basic functions of the
Stock Exchange is the function of liquidity. It means that proprietor of a financial instrument
has the right to sell the instrument for price that corresponds with current demand and supply.
Liquid capital market is considered to be breadth, resilient and depth.

AIM AND METHODOLOGY
The aim of this proceeding is implemented analysis of the Czech capital market based on its
breadth, depth and resilience. In proceeding are used at most methods of analysis and
comparison.
RESULTS

One of the basic and the most important function of Stock Exchange is its function of
liquidity. In a Stock exchange market participant can sell particular stock in price that
corresponds with the current ask and bid price and the number of security owner are
unlimited. Stock market cares about tradability and liquidity of financial instruments it means
transformation of financial instruments into cash with the lowest transactional costs. If
tradability of financial instruments was not provided by Stock Exchange investors hesitate if
invested their financial resources especially in the case of long term investments with limited
possibility of convertibility in cash. In this negative case the particular parts of free financial
resources were not efficiency used and investors will be also expected higher revenues from

59



their investments. A liquid asset is characterized by having small transactional costs, easy
trading and timely settlement and large trades have only limited impact on the market price.
Level of liquidity of the market and thus if stocks exchange provides trading function can be
reviewed according to particular characteristics.

Liquid market
Liquid market is considered to be breadth, resilient and depth.

e Breadth market: market with a lot of participants and volume of trade is high. Bid-ask
spread of market makers quotations is low. It means that liquidity in this market is
higher and risk lower.

e Resilient market: this market is characteristic by quick supply of bid and offer orders
and their quick projection into quotation. The market resilience is the speed of the
prices to return to their equilibrium after a shock in the market.

e And finally depth market: market that is able to absorb higher volume of transaction
without suffering of transactional volatility. The market depth is measured with the
size of transaction required to change the price of assets. In contrary to depth market
we speak about shallow market. Alternative definition of shallow market says that
shallow market is characterized with smaller number of investors and fewer choices of
financial instruments and less diversified investors'. Aspect of resilience and breadth
of market are harder to measure because of need detailed information about every
single transaction in the market that may not be available.

\ ————————————————————— 1 Spread

Supply

/

. / Demand
A ] Breadth

a
\ 4

Czech Capital Market
Czech capital market was established in 1871. From 1971 to 1938 Prague Stock Exchange
works as a trader with stocks and commodities as well. In interwar period Prague Stock
Exchange was the most important trader with sugar. Activities of PSE * were stopped in 1938
and were related with the Munich dictate. After short PSE recovery after WWII Prague Stock
Exchange has been closed for more than 50 years. In 1991 was established the Committee for
reestablishment of PSE and Prague Stock Exchange as a joint-stock company was established

" In these characteristic there is also added immediacy which defined as the speed whit which orders can be
executed.
2 PSE stands for Prague Stock Exchange
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on 24™ November 1992. Trading in PSE parquet was opened on 6™ April 1993 with 7
issuances of securities.

Czech equity market

Value of issuance increased by 383 % or increased from 42, 6 billion CZK in 1994 to 163.5
billion CZK in 1999. The value and number of issuance was in the first period influenced by
privatization process as well. In 1993 number of 995 issuances from the first privatization
wave was introduced in Stock Exchange market and in 1995 number of 674 issuances were
introduces in Stock Exchange market. In 1997 1301 illiquid issuances were taken off the
Stock Exchange market. In following period from 2000 to 2007 the value of issuance moved
from 264, 1 to 1013.

Market capitalization during the period from 1994 to 2007 has rising trend that was
interrupted only in the middle of 1990°s e.g. in 1997 or at the beginning of the 2000’s. From
the market capitalization was very important year 2002 when first foreign issuance started
trading in Czech Stock Exchange market. Nowadays foreign capitalization represents very
important part of total value of market capitalization of Czech Stock Exchange market. At the
beginning of the 1990’s growth of market capitalization was related with growth of number of
issuance rather then growth in issuance prices. But since 1996 number of issuance is declining
and since 2002 in Stock Exchange market there is rising value of domestic issuance
capitalization because of growth their prices then growth of their number.

Despite the slow growth with regard to the share issuance, share trading activities in PSE
were relative active. Value of quarter transaction is rising from 15 billion CZK in 1999 to
about 245 billion CZK in 2007 (only with interruption in the middle of 2006).

Main problem of limited maturity of the Czech Stock Exchange market is that is shallow and
thin. Implications of these problems are reflected in the risk related with investment. Risk of
every single security can be divided in two main parts. First part represents risk that can be
eliminated by diversification this risk is also known as an unsystematic risk, second part of
risk is represented by systematic risk that is caused by general movement of a market and can
be limited by diversification. This undiversified part represents premium that is composed of
general, local, public or political risk and of specific Stock Exchange market conditions as
well. To see differences between thin and shallow and breadth and depth can be illustrated in
situation in Prague and Vienne Stock Exchange. Although both countries are similar
according to history, culture and social relations in these countries had a different
development in the 20" century.

Comparison of PSE and Wiener Stock Exchange
History of Wiener Stock Exchange
Wiener Bourse was founded in 1771 by Maria Theresia. In the initial years, the exchange
served mainly as a marketplace for trading bonds, bills of exchange and foreign currencies.
Special intermediaries, the Official Brokers were responsible for the smooth operation of
trading. The Official Brokers received a commission for each trade mediated. On some days,
over 2000 persons met on the exchange floor for trading.

The new market segmentation was implemented in the second quarter of 1999. It groups the
diverse market segments by liquidity and market making criteria. A major milestone was the
introduction of the Xetra trading system in November 1999. At the beginning of 2002, the
prime market was created when the new market segmentation was introduced. Transparency
and liquidity on the market in Vienna improved enormously with imposition of compliance
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with the more stringent criteria of the prime market such as accounting in accordance with
IFRS or US-GAAP, heightened disclosure requirements and higher free float.

Vienna equity market

Vienna equity market is represented by main market and mid market. In the main market
there are trading the most liquid stocks call blue chips. This market is represented by 58 titles
in the mid market there are trading less liquid titles number of them is 3. In the Vienna Stock
Exchange the dominant role is same to the Czech Republic represented by prime market but
the number of titles in these both countries is different. In the Czech prime market there is
only 14 titles in the free market (less liquid market same to mid market in Vienna Stock
Exchange) there are 13 titles. Two issuances are traded in both in the Vienna and in the
Prague (Erste Bank, Vienna Insurance Group).

Figure 1 Comparison of title numbers in Prague and Vienna

Comparison of title numbers in Prague and Vienne
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Source: Patria, a.s.

There is also rising trend of market capitalization in Vienna Stock Exchange the value of
capitalization grew about 489 % from 32, 24 billion EURO to 157, 9 billion EURO between
2002 and 2007. The Vienna Stock Exchange market is active as well the trading volume grew
about 927 % between 2002 and 2007 from 19,08 billion EURO to 176,65 billion EURO.
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Figure 2: Market capitalization
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Definition of shallow market is also said that in this market there is higher spread between bid
and ask price. In this article was analyses spread between best bid and ask prices of Erste
Bank and Vienna Insurance Group only two securities trading in both Stock Exchanges.
Although Vienna Stock Exchange is more depth and breadth then Prague the spread between
bid and ask prices in investigated time period was closer in Prague than in Vienne. Erste bank
was examined from 2006 to 2008 and average daily spread between ask and bid price was 2, 9
% in Prague and 3,3 % in Vienne. Vienna Insurance Group was examined only from 2008
and average daily spread between ask and bid price was 3, 4 % in Prague and 4, 8 % in

Vienne.

Figure 3: Daily

spread of Erste Bank
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Figure 4: Daily spread of VIG
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CONCLUSION

If we look in number of titles traded in the Prague Stock Exchange we see that Czech capital
market is still thin and shallow. Although the number of titles is rising the pace of this growth
is slow and insufficient. In the Vienna Stock Exchange that should be comparable with Prague
Stock Exchange is traded 4 times more securities than in Prague. Also market capitalization
and volume of trade of the Czech capital market is insignificant as compared to situation in
Vienna. On the other hand surprisingly one factor that describes market depth of breadth is
spread between bids and asks prices and these two spread in analyzed two stocks traded in
both Stock Exchanges were closer and thus better in Prague than in Vienna.
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SPECIFICS OF THE FINANCIAL ANALYSIS OF THE
COMMERCIAL INSURANCE COMPANIES

Tat’ana Lyckova

ANNOTATION

Theory of the financial analysis of the commercial insurance companies is just at the
beginning of its development and at the moment is quite difficult to find some detailed
information about that problems in professional bibliography. However, continual
development of the insurance market emphasize the importance and necessity of paying more
attention to this issue. The scope of the paper is therefore to consider the specifics resulting
from the nature of the business activities of the commercial insurance companies and to
present an overview of the financial analysis methods of the insurance companies.

KEY WORDS

financial analysis, commercial insurance companies, solvency, profitability, premium,
technical reserves.

INTRODUCTION

Nowadays, the world economy encounters the financial crisis which brings along a new view
of the further economic entities development. For the future, we can expect, among others,
higher investors and creditors coutiousness, pressure on the necessity of the presenting more
detailed information by the companies and thereby even the increasing importance of the
financial analysis methods.

The financial analysis is defined as a systematic analysis of the data included in the basic
financial statements. Its purpose is to assess the financial situation of the company and to
provide the information needed for the management and further planning.' Market economy,
based on a continual competition, drives even the commercial insurance companies to behave
the same as other commercial entities operating on the requisite economic effects. Income and
profits have to be high enough to meet their obligations and enable further development.

However, within the financial analysis of the insurance companies it is necessary to take into
account the specifics resulting from the nature of their business activities. The main objective
of the insurance companies is to provide an insurance protection for the particular price -
premium. The most of the premiums are accumulated in technical reserves that are used for
the payments of the insurance benefits in case of the fourtuitous event. Due to the long-term
time gap between the collection of premiums and the payment of the insurance benefits, the
technical reserves are being invested at the financial markets to achieve its appreciation. In
consequence of those activities, insurance companies have different structure of the basic
financial statements, such as a balance sheet, profit and loss statement and a cash flow
statement, which leads to a necessity of using the different modified financial analysis
methods.

U KISLINGEROVA, E. a kol. ManaZerské finance, 2007, s. 31-32; RUCKOVA, P. Financni analyza — metody,
ukazatele, vyuziti v praxi, 2007, s. 9.
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AIM AND METHODOLOGY
The aim of the paper is to describe modified financial analysis methods that are used within
the assessment of the financial situation of the commercial insurance companies and to
determine the main specifics resulting from the nature of their business activities. For this
purpose it will be used the methods of analysis, synthesis and description.

RESULTS

Financial analysis of the commercial insurance companies as well as of the common business
companies is based, in fact, on the horizontal and vertical analysis of the absolute figures
included in the basic financial statements and its ratios. Horizontal analysis consider the unit
and percentage changes of the absolute figures in time. Vertical analysis monitor particular
items of the financial statements in proportion to some total value (usually total balance etc.).
The main difference resulting from the nature of the insurance companies business activity is
the structure and content of the balance sheet and income statement — see table 1 and table 2.

Table 1: Simplified balance sheet of the commercial insurance company

Assets Liabilities
Long term intangible fixed assets Equity
Financial investments Technical reserves
Unit linked financial investments Unit linked reserve
Debtors Other provisions
- receivables from direct insurance - corporate income tax provision
- reinsurance receivables - other provisions
- other receivables
Other assets Creditors
- long term tangible fixed assets, inventories |- payables from direct insurance
- cash in hand and cash on accounts with - payables from reinsurance
financial institutions - other payables
Prepayments and accrued income Accruals and deferred income

Source: Annual Report 2007 - AMCICO AIG Life (Prvni americko-ceska pojistovna, a.s.),
http.//'www.amcico.cz/web/cz/o_nas/vyrocni_zpravy a_financni_prehled/vyrocni_zpravy/vyro
cni_zpravy.
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Table 2: Simplified income statement of the commercial insurance company

Technical account non-life insurance Technical account life insurance

Earned premiums, net of reinsurance: Earned premiums, net of reinsurance:

- gross written premium - gross written premium

- outwards reinsurane premium - outwards reinsurance premium

- change in the gross amount of unearned - change in the unearned premium reserve, net

premium reserve of reinsurance

- change in the reinsurer’s share of the unearned

premium reserve Income from financial investments

Other technical income, net of reinsurance Revaluation gains on fiancial investments

Claims expenses, net of reinsurance: Other technical income, net of reinsurance

- paid claims Claims expenses, net of reinsurance

- change in reserve for claims - paid claims

Net operating expense - change in reserve for claims
- changes in other technical reserves, net of

Other technical expenses, net of reinsurance reinsurance

Change in the equalisation reserve Net operating expenses

Result for the technical account - non-life insurace [ Expenses from financial investments
Revaluation losses on financial investments
Other technical expenses, net of reinsurance
Result for the technical account - life insurance

Non- technical account

Result for the technical account - non-life insurance

Result for the technical account - life insurance

Other income

Other expense

Income tax on profit from ordinary activities

Profit from ordinaty activities after tax

Other taxes

Profit for the current period

Source: Annual Report 2007 — AMCICO AIG Life (Prvni americko-Ceskd pojistovna, a.s.),

http://www.amcico.cz/web/cz/o_nas/vyrocni_zpravy a_financni_prehled/vyrocni_zpravy/vyro

cni_zpravy.

Financial analysis of the commercial insurance companies is more complicated in comparison
with the common business companies. It is necessary to take into account both underwriting
of the insured risks and financial investments of the technical reserves in dependence on the
risks and its yield. Further, approach to the life insurance companies needs to be strictly
separated from the approach to the non-life insurance comanies.

Another differance of the analysis of the commercial insurance companies consist in the
approach to the total costs. While the common business companies are able to assess their
future costs quite accurately, it doesn’t mean so unique estimator for the insurance companies.
For the calculation of the future costs, insurance company has to build on the costs realized in
previous financial years.
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As seen above, in table 1 and table 2, there are specific items in the balance sheet and income
statement that don’t appear in common business companies but need to be consider within the
financial analysis of the commercial insurance companies, such as for example:

- written premium, net earned premiums,

- deferred acquistion costs,

- claims expenses,

- receivables and payables from direct insurance and reinsurance,

- technical reserves in proportion to the equity or assets, etc.

This fact results to the necessity of using, apart from the standard financial analysis ratios,
even the special modified ratios that put the particular items of the balance sheet and income
statement of the insurance companies in corelation. Table 3, below, shows the most important
ratios applied to the common business companies and to the insurance companies.

Table 3: Financial analysis ratios
Special modified ratios applied to the insurance
Standard financial analysis ratios companies

(1a) Liquidity (current ratio) = (1b) adequacy of current assets = technical
current assets/short term liabilities reserves/current assets

(2a) profitability (ROA) = EBIT/total | (2b) proportion of reinsurance = gross written premium/net

assets written premium

(3a) activity (Total Assets (3b) technical coverage ratio = (technical reserves +
Turnover Ratio) = sales/assets equity)/net earned premium

(4a) debt ratio = debt/total assets (4b) solvency ratio = equity/net earned premiums

(5a) earnings per share = net (5b) reserves investment = financial investments/technical
profit/number of shares reserves

(6b)technical reserves to equity = technical reserves/equity
(7b) asset leverage = investments/net earned premiums
(8b) reserve ratio = technical reserves/net earned premiums
Source: KELLER, J, MESRSMID, J. Finanéni analyza v pojistovnictvi, 1998.
KISLINGEROVA, E. a kol. ManazZerské finance, 2007.

It is necessary to point out that the analysis of the mentioned ratios itself is not sufficient for
the overall assessment of the financial situation of the commercial insurance company. The
conclusions have to be made with regard to the long term performance and also financial
results of other competitors in the sector. Next Table 4 shows the recommended values of the
particular financial analysis ratios.
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Table 4: Recommended values of the financial analysis ratios

(1a)1,5-25  [(1b) <100 %
(2a) 3,28 % | (2b) inexplicit
(3a) 1 (3b) > 150 %
(4a) inexplicit | (4b) 30-50 %
(5a) high (5b) < 350 %
(6b) > 100 %
(7b) high
(8b) 100-150 %

Source: KISLINGEROVA, E. a kol. Manazerské finance, 2007, RUCKOVA, P. Financni
analyza — metody, ukazatele, vyuziti v praxi, 2007, www.standardandpoors.com.

CONCLUSION

The financial analysis of the commercial insurance companies is very specific and variable
activity that requires extraordinary consideration. Due to the nature of the insurance
companies business activity, balance sheet and income statement have different structure and
consist of specific items. Using of common financial analysis methods for the assessment of
the financial situation of the commercial insurance companies wouldn't be wrong but
definetely even not sufficient. The increasing importance of the insurance companies demand
a generalization of the financial analysis methods of the commercial insurance companies that
are currently not so well harmonized. The aim of the paper was to lay the brief foundations
for the future more detailed research of the financial analysis theory of the commercial
insurance companies.
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TECHNICAL ANALYSIS AND ITS PREDICTION OF
FINANCIAL CRISIS

Petr Malek

ANNOTATION
Topic “Technical analysis and its prediction of financial crisis” determines two points of
view. Technical analysis and financial crisis itself. First, we have to speak about the global
financial crisis of 2008. It is a major financial crisis, the worst of its kind since the Great
Depression in 1929. The underlying causes leading to the crisis had been reported in journals
for many months before September 2008. Since September 14th, when Lehman Brothers
announced bankruptcy, many things happened such as the sale of Merrill Lynch, problems
with liquidity in American International Group (AIG), etc.

KEY WORDS

financial system, capital market, financial crisis, the Prague stock exchange, financial
instrument, technical analysis, methods of the technical analysis,

INTRODUCTION
Since the global crisis arose, resulting in a number of European bank failures and declines in
various stock indexes, large reductions in the market value of equities and commodities
worldwide.The world economy is in a recession. My task is to find if it was possible to know
(before September 2008) by the help of technical analysis that the price of financial
instruments would “go down”.

AIM AND METODOLOGY
The technical analysis is defined as an analysis which, by the help of historical development
of financial instruments, determines future. Technical analysis tries to show us if the financial
instrument will grow, decline or will be stable.

The goal of the submitted thesis: “Technical analysis and its prediction of the financial crisis
in 2008 is to analyze issues concerning the technical analysis itself and show technical
analysis as a tool which could (or could not) predict financial crisis. According to these aims
the whole thesis is structured.

Methods of description, analysis, and synthesis will be used for this purpose.

RESULTS
This paragraph must be divided into two parts. First part must present expected results.
Second part must present real results. In this moment I do not have real results yet, that is why
these results will be shown in the part of “conclusion”.

I expect that these methods of the technical analysis will show us, either that these methods
could predict financial crisis (fall of financial instruments) or could not. In this moment I tend
towards they (methods of technical analysis) could not predict financial crisis. But because of
some words' I have to confirm this statement or refuse it. My confirmation (or refusal) will be

! Ludvik Turek, president of ,,CZECH NATIONAL ASSOCIATION OF TECHNICAL ANALY SIS declares
technical instruments can anticipace financial cisis.
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presented in the third part of this essay and partly in the part “conclusion”. I will investigate
some of the financial instruments® by the help of technical analysis methods’.

Theoretical resources
This part must evaluate theoretical resources with special attention given to the stock
exchange, like the Prague stock exchange and other significant capital markets in the world.

The object of an investigation is a capital market where long-term demand for free financial
instruments encounters long-term supply for free financial instruments. Another definition
declares that the capital market is the market for securities, where companies and
governments can raise long-term funds.*

This market consists of a primary and a secondary market. The primary market is the place
where new bonds issues and stock are sold to investors. The secondary market is the place
where existing securities are sold and bought from one investor by another one. It is usually a
stock exchange (the New York stock exchange, the Prague stock exchange and many others).

The stock exchange is highly organized form of the market. This form differs from another
markets by specific features. Mainly, a subject of the business are substituable subjects, which
are standardised and are convertible.” These subjects are not physically in the stock exchange.
The stock exchange has determined minimal acceptable quantity for the business, it is called
“lots”. There is defined a way of doing business, the way of paying and the way of pricing. If
we call market the stock exchange there must be regular time for business.’ Because of this
purpose the stock exchange must be operated in acuratelly determined place. There must be
defined a circle of persons who are entitled to do business.

Before I start with a methodology of technical analysis I have to announce something about
financial instruments.’ Technical analysis is a group of methods which serves to deciding on
buying and selling of financial instruments. For our purpose we will denote financial
instrument as a tool which provides us to do business. It means it is the instrument which can
generate profit, but it is the potencial instrument which can provide our loss.

Methodology
This part deals with methodology of the technical analysis. The methodology includes tools of
the technical analysis, which I use in the last part of my essay. It means, in this part I could
present charts, formation and technical indicators like moving averages, oscillators (Wilder
relative strenght index, On balance volume, ...). These methods could show us if the technical
analysis is method which could predict financial crisis.

Simply, technical analysis tries to find future value of financial instrument. On the basis of
historical development advise us whether the value of technical instrument will grow, will
decline or will be stable. This is a method which is very difficult and almost impossible.

? What is financial instrument is defined below.

’ Something about technical analysis methods is presented in the part “Methodology”.

* http://en.wikipedia.org/wiki/Capital _market.

> ROSE, PETER, S. Penézni a kapitalové trhy. 89th page.

® Accurately given the stock exchange hours and the stock exchange calendar.

"It is neccessary to know basic information about financial instruments to understand technical analysis.
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There are many methods of technical analysis.® Unfortunatelly we have no space to
investigate every one.” So I present just some of them, but firstly I will display basic
characteristic of most of them. Each method shows (or tries to show) us the future direction of
financial instrument on the basis of a primary estimation or a secondary estimation. The
primary estimation recommend us to buy, to sell or to wait. The secondary estimation advises
us in the situation of overbought or oversold. "

Very important part (in my opinion the most important) of methodology are “charts methods”.
We can divide them into two group: charts and charts formation. We have two basic kinds of
charts. First group of charts gives us information about price, second group gives us
information about price and about volume. We can see one chart of second group in the
picture below.
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Charts formation can be applied for the whole market, portfolios or securities. Technical
analysis assumes that there exist charts formations which are regularly repeated. And because
of this repetition we can expect future direction. In the next chart we can see one of them.

Fig.2 Rectangle

obdelnik

"'f._"'.--_.' G -'--:—-"':--"1"‘1

> =

Source: VISKOVA, HANA. Technickd analyza akcii. Publ. I st. Praha: Prepress, 1997. 119 p. ISBN 80-86009-13-0. p.23

Technical indicators are methods which are partly connected with charts. The connection is
following: Technical indicator is a mathematical function which for particular business day
refers particular real number. The function is constructed on the basis of volume, price
knowledge and vector parametres. In order to technical indicator have predicative ability it
must be fitted into the chart. In the essay I will show three indicators (moving average,
moving average convergence divergence — MACD and on balance volume). Also I will use
three financial instruments which were (or still are) affected by financial crisis. Results will be
presented in the next part in the three figures with a small commentary. On the basis of the

¥ In my opinion there is maybe about 500 methods, maybe more, but no less.

° In the world of computers, good software can show us whole technical analysis in seconds. For example I show
some programs like: AMI Broker, Amateur Invest, etc.

' In the situation of overbought we can expect price decline. In the situation of oversold we can expect price
arise.
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results I can judge if technical analysis could predict financial crisis. But firstly I have to write
sth about indicators, which I use.

Moving averages; as a first indicator I will use 30days simple moving average. This moving
average will be connected to DAX index. If technical analysis is predictive, 30days simple
moving average will show us signal to sell DAX before September 2008. DAX is a Blue Chip
stock market index consisting of the 30 major German companies trading on the Frankfurt
Stock Exchange. Prices are taken from the electronic Xetra trading system. This index, in my
opinion, can truly represent German economy in the time of financial crisis.

MACD (moving average convergence divergence); for our purpose we use MAS indicator, it
is quite similar but easier for counting. It is the indicator which presents difference between
short-term moving average (12 days) and one long-term moving average (26 days). If this
indicator is negative (minus) and the second day will grow up positive value, it is an impulse
to buy. Impulse to sell is opposite. This indicator I will present on CEZ chart, I will present it
here because CEZ has the biggest representation in PX index.

RSI (relative strenght indicator); it is the technical momentum indicator that compares the
magnitude of recent gains to recent losses in an attempt to determine overbought and oversold
conditions of an instrument. RSI indicator can reach value from 0 to 100. A financial
instrument is deemed to be “overbought” once the RSI approaches the 70 level. If the RSI
approaches 30, it is an indication that the financial instrument may be getting oversold and
therefore likely to become undervalued. RSI indicator is connected to NYSE composite index
(United States economy).

Prediction of financial crisis
In the last part I use tools (which I present in the paragraph above) and I try to confirm (or
reject) supposition, which declare, that the technical analysis is a tool, which can predict
financial crisis. So technical analysis analyses many indexes, stocks, warrants, etc. On the
basis of this analysis I show possibility of preventing financial crisis in the future. Or not.

In the figure below (Fig. 3 Moving average) we can see some purchase and selling signals. If
the daily price curve cut through moving average curve from below, we would buy financial
instrument. It is a signal for buying. If the daily price curve cut through moving average curve
from the top, we would sell financial instrument. It is a selling signal. From these signals |
chose one, the signal from 4th of September. It is selling signal. If we used this signal we
would save many financial resources. But on the other hand If we followed all of them
(signals) we would lost more.
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Fig.3 Moving average (DAX)
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Fig.4 MAS indicator (CEZ)
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What can you see in the the 4th figure? There are three buy and two sell impulses. Fot the
purpose of our essay | am interested in beginning of september (before financial crisis arose
in the shape of big decline). 8th of September there is sell impulse, on this account I can say
technical analysis can predict financial crisis, but there is “but”. The “but” is buy impulse 8
days before. If we bought CEZ we would lose 10 percent of our invested finances. Another
three instruments are irrelevant for us.

Here I have to say MAS indicator couldn’t predict financial crisis, but if we followed this
indicatot we would lose less than regular investor.

In the last figure there is relative strenght indicator connected to NYSE composite. This
indicator offers us only purchasing signals.'" RSI indicator didn’t reach level of 70, that’s
why we have no signal to sell. That’s why we can say RSI indicator in this case don’t predict
financial crisis.

" This is presented above.
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Fig. 5 RSI indicator (NYSE composite)
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CONCLUSION

In this essay our possibilities were limited. That’s why I used three financial instruments. First
of them, NYSE composite, was connected to RSI indicator. This connection didn’t show us
any possibilities how to anticipate financial crisis. Second financial instrument, simple 30
days moving average, in connection with DAX index showed us more. If we followed some
market signalslz, not whole of them, we could save some financial resouces. To say true, it is
almost impossible to choose right one. That’s why neither in this case we can’t use technical
analysis results to predict financial crisis. Last financial instrument, CEZ share, and technical
indicator, MAS indicator, showed us more than another two before."> There were market
signals which predicted price decline, but there were also signals which didn’t. But if we
followed these signals we would save more than regular investor.

In normal conditions, technical analysis is used by many investors in the equity market,
especially to determine the bullish and bearish stocks. But in this extremely period'*, when
financial crisis withers everything around, almost all principles of technical analysis have
failed, we consider technical analysis is just theory.
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THE EFFECT OF CENTRAL BANK’S AND GOVERNMENT’S
MEASURES IN THE WAKE OF FINANCIAL CRISIS ON THE
RESPECTIVE FINANCIAL MARKETS

Daniela Matovéikova

ANNOTATION
The research paper presents the impact of the recent global financial crisis, describes the
situations in chosen economies and the results prove that monetary and fiscal measures are
not supporting the financial markets well enough and avoided to calm down the emerged state
of affairs.

KEY WORDS

Financial crises, central banks, monetary policy, governmental help, financial markets, stock
exchanges.

INTRODUCTION

In the light of current events related to the financial crises, this paper shortly summarizes the
situation in chosen countries together with the grounds of this state of affair. This
development has been mainly caused by extremely favorable economic conditions in the USA
and the rest of the world, namely low interest rates, low and stable inflation, and sound
growth. The principal factor, low interest rates, transcended to indebtedness and eagerness to
invest mainly into the property markets and when the increased asset prices immediately
followed, this fact amounted to even higher obligations. At the same time, financial markets
became the place of aggressive tactics with desire to gain the highest possible yield. One
driving force behind the development was the large American investment banks with their
highly leveraged new products that had been mispriced. The birthplace of financial crises, the
United States of America, has been due to that heading into colossal hardship. The country’s
lenient credit measures fired back and thereafter got everything in motion. In time of
globalization the domino-effect broadened briskly into Europe and even Asia has not stayed
immune to its undesirable consequences. Central banks and governments of almost every
industrial country are coming to their own assistance and implement specific measures that
should be theoretically helpful. At the same time they cooperate and search for unified
measures. If appropriate tools are used, the economy should respond instantly. Considering
that stock exchanges symbolize the highest organizational form of financial markets, the
attention is focused on them. The American Federal Reserve System, the European Central
Bank, the Bank of England, the Bank of Japan and many more are hoping to slowly benefit
from their painstakingly thought of maneuvers. On the other hand, the fiscal policy is an
additional tool that utilizes both sides of a budget in order to reach the desired effect mainly
through taxes and government expenses. The authorities of almost every country are pumping
extra additional packages into their economies that are primary directed towards saving
financial institutions and indirectly on the whole society mainly thanks to psychological
effect. Hence the issue today is less about the original problems, but rather about general
confidence and methods that can be exercised in case of anytime impending distress.

AIM AND METODOLOGY
The impact of all constructive moves, mainly lowering of discount rates and an additional
government help, is scrutinized on the financial markets of given countries with an emphasis
on the stock exchanges and their paramount indices. Most experts’ claim that used procedures
has not had any effect on the market, so this theory is being tested. Data are meticulously
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collected from NYSE Euronext, NASDAQ, Tokyo Stock Exchange, London Stock Exchange
and Frankfurt Stock Exchange, and their main indices such as Dow Jones, NASDAQ,
Eurostoxx 50, FTSE 100, Nikkei 225 and DAX 30 are looked at. In the end all measures of
central banks and governments and their influence on stock exchanges are clearly
demonstrated with a help of graphs. Trend analysis is used in this paper.

RESULTS
It seems that interference into economy has lost its validity for now. While countries are
taking necessary steps to cushion the impact of the global financial crises, it has not helped to
increase the confidence and observed stock exchanges have not reacted according to the
theoretical principles.
Germany

Germany represents the biggest European economy that produces almost 21% of an eurozone
GDP production'. After financial crises reached Europe, the situation in this country has
become so dramatic that it has been threatening to knock down the country’s banking system.
While it is usual for banks to bail out each other in time of need, the insolvency and problems
with liquidity prevented every financial institution from an access to further additional
funding and banks themselves had been having difficult time to keep afloat. Irony is that
Germany's public-sector banks speculated far more dangerously than private banks and
invested heavily in American sub-prime mortgage securities. There are few reasons for this,
but one stands out the most. The government was requested to withdraw its guarantee of
protection for state-owned banks from July 2005 that had a devastating effect on the public-
sector banks. Earlier they were able to borrow money at basic rates, which in turn allowed
them to offer loans at lower rates than their private competitors. Consequently, funds dried up
and many of the public-sector banks began speculating with high-risk securities.

As soon as the financial crises broke down, the distressed German banks tried desperately to
save their positions. The situation started to be most dramatic at Diisseldorf-based IKB, the
first German bank that was almost driven into bankruptcy. As the insolvency of a bank with
such a high credit rating could have triggered an unprecedented loss of confidence in the
German financial market and in addition a number of other banks had deposits at IKB worth a
total of €18 billion, IKB had to be saved. After 3 bailouts equaling to €5 billion from its main
shareholder KfW, an additional help from the state worth of €1.9 billion and after-tax loss of
€540 million for the first 3 months of fiscal year 2008/09, KfW sold in August 2008 its shares
to a private investor Lone Star. Furthermore the Special Fund for the Stabilization of the
Financial Market (Sonderfonds Finanzmarktstabilisierung — SoFFin) authorized guarantees to
IKB in the amount of up to €5 billion to secure the repayment of bonds to be issued by IKB in
the future. The guarantees were authorized also by the EU Commission.”

Besides IKB, more banks got a financial dose. West LB got €1 billion of financial help
coupled with €3 billion of loan guarantees from the state, Sachsen LB received €2.73 billion
in loan guarantees, HSH Nordbank had to write off €450 million and got €30 billion of a
governmental help. Colossal Hypo Real Estate Holding AG, a company in size comparable to
Lehman Brothers, was offered initially €35 billion, one forth from private banks and the rest
from a German treasurer, but in the end, got a higher 50 billion euro rescue package that
prevented it from toppling over. In December 2008 Hypo Real Estate Group decided upon

'Eurostat statistics
? IKB Deutsche Industriebank web page
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strategic realignment and restructuring to sustainably align the business model to changed
market conditions, to reposition itself as a specialist for Real Estate Finance and Public Sector
Finance, in Germany and Europe, funded through Pfandbrief issuance, to reduce the Group's
cost base, and streamline its structure as financial results are expected to be burdened further.’
This company was replaced in December 2008 in DAX 30 index, the main index of Frankfurt
Stock Exchange and as the results would prove in Figure 2 even the state bailout did not
prevent DAX 30 from falling down in the observed period.

Because Germany is a eurozone member, its monetary policy is not performed by its
Bundesbank but directed from the European Central Bank (the ECB) that is ironically based
in Germany. In theory, a lower discount rate of the ECB should encourage easier access to
money, lead to a decrease of an interest burden and stop a panic on financial market. The
desired effect has not been seen yet, even after few cuts of the ECB discount rate as Figure 1
confirms.
The United Kingdom

The United Kingdom has been greatly affected by the recent development and the government
and the Bank of England has been taking extensive arrangements in order to prevent an
economy from deteriorating. Northern Rock, the first nationalized bank in February 2008 and
the British mortgage lender Branford&Bingley following in October 2008 were wisely
rescued. The British decision was to save the core of the national banking system and create a
more realistic structure than the blanket guarantees offered in Ireland for example. It was
Ireland's emergency guarantee of all deposits which set off the nuclear reaction and large
British deposits were being sucked out, into unreal Irish bank guarantees at an alarming rate.
Lack of lending between banks forced to intervene on an unprecedented scale, offering the
equivalent of hundreds of billions of pounds in ,,emergency* loans to bail out banks. This was
supposed to have the effect of rebooting interbank lending. Contrary, investors responded by
selling off their shares in banks and building societies.

On 8th of October 2008 the British Government announced a bank rescue package of around
£500 billion ($850 billion at the time). The plan consisted of three parts. Firstly, £200 billion
were made available to the banks in the Bank of England's Special Liquidity scheme.
Secondly, the Government increased the banks' market capitalization, through the Bank
Recapitalization Fund, with an initial £25 billion and another £25 billion provided if needed.
Thirdly, the Government decided to temporarily underwrite any eligible lending between
British banks up to around £250 billion.* In addition, the amount of the guarantee of bank
deposits rose from 35,000 pounds to 50,000 pounds and short-selling in 34 financial stocks
was banned by the Financial Services Authority in September 2008 until January 2009.

Starting from October 2008, the UK government carried on in the national process by
injecting £20 billion into the Royal Bank of Scotland. This bank was one of the worst affected
with £6 billion worth of assets being written off. The state gained a 60% stake. Moreover,
Lloyds and HBOS merged in November 2008 with the state having a 43.5 % stake in newly
established Lloyds Banking Group.” What is more, the Barclays bank sought some sort of
private investment and obtained in the end 9 billion of pounds from the government. In the
return for the bailout, the banks agreed to cancel dividend payments until the loans will be
repaid, had board members appointed by the Treasury, and limited executive pay.°

? Hypo Real Estate Group web page
* CRS Report for Congress

*United Press International

® The Economist
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The sums pledged were large enough to meet all the capital required to support the capital of
each major domestic bank. The use of high yielding preference shares and permanent income
bearing securities is likely to mean the government may end up owning some of the troubled
banks, yet its ability to control them all, and their lending, is a certainty. This multiple
approach is already being favorably viewed in other countries; it is speedy, cheaper and turns
the all-important psychology from one of utter despair to merely gloom. It is more effective,
and overall less burdensome on the taxpayer than any other solution.

While Britain is tackling the financial crises in timely fashion, it has not been immune to a
recession which it already entered. As part of the rescue plan, a VAT sales tax were cut from
17.5 % to 15 %, the lowest level allowed by the European Union on 1st of December 2008 ,
in order to boost consumers' spending power before Christmas and defend against the deeper
recession. Foreign dividends were exempted from tax in an effort to allay concerns that have
led several big companies to shift their tax domicile to Ireland.

Furthermore a 45 % income tax rate on individual earnings of over 150,000 pounds up from
the current top rate of 40 % is planned to be launched from 2011.”

Britain is one of the countries hardest hit by the global credit crisis as British banks have
racked up losses bigger than anywhere else in the world. Foreign investors are less willing to
finance the UK because of its record debt burden and slumping economic output. The rush to
sell sterling means prices of imports like clothing and electronic goods will rise, holidays will
cost more and overall living standards will suffer. British companies have already announced
the loss of 38,588 jobs® from October till December 2008 and more job cuts are expected. As
it can be seen in Figure 2 these measures had no an expected effect on London Stock
Exchange and it pivotal FTSE 100 index.

Japan

Japan is only one of many industrialized economies to suffer another financial crisis in the
past 15 years. The country experienced huge difficulties after the bursting of a bubble. Japan’s
five bank bailout packages in the late 1990s may have hold some lessons. Most of the
packages were administered by the Deposit Insurance Corporation of Japan (DICJ) at that
time. The packages had an announced value of $495 billion. The DICJ reported that it had
provided $399 billion to Japan’s troubled financial institutions of which it later recovered
$195 billion. Overcoming the crisis in Japan’s banks took a combination of capital injections,
new laws and regulations, stronger oversight, a reorganization of the banking sector, moderate
economic recovery, and several years of banks working off their non-performing loans.9 It is
something the rest of the world could learn from right now.

Japan has the world’s second-largest economy. While European and American financial titans
fought and some collapsed, Japan’s giant banking groups and smaller banking houses stood
relatively unhurt up until October 2008. The Japanese became very cautious after the bitter
experience of the cleanup. One result was that they seem to have largely avoided the risky
subprime loans that set off the current crisis therefore the growing global credit crisis had not
yet fully appeared there. In Japan, it took a “lost decade” to work through those debts. The

" Reuters
¥ Dunkley, J.
? Nanto, D.
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subprime-related losses at Japanese financial companies have totaled just $8 billion, out of
global subprime-related losses that some say could total $1 trillion.

The problem for years has been that the nation’s banks have too much cash, not too little. And
while the American Federal Reserve System seems to be digging through the entire American
financial sector, the last time this central bank intervened in markets, it did so in dollars
instead of yen in order to help international markets. Therefore it seems Japan has enough
cash to finance its own needs.

The country sits on a $14 trillion pile of household savings, the product of decades of trade
surpluses and frugal lifestyles. This has allowed Japan to finance its immense $8.1 trillion
fiscal deficit and still have enough money left over to be the world’s largest creditor nation for
the last 17 years. The nation’s net overseas assets, the sum of all Japanese investments abroad,
minus what foreigners hold in Japan, reached a record 250 trillion yen or $2.4 trillion in 2007.
That means that Japan’s domestic economy had been largely insulated from global credit
market turmoil because it did not borrow from those markets. At the same time, with so much
money flowing out, usually into safer investments like Treasuries, stability in the United
States clearly matters. '’

On the other hand, Japan is not completely resistant to the global crises. It is reportedly
planning an ambitious scheme to relieve the country's banks of trillions of yen in bad loans.
Apparently the government and the Bank of Japan are considering spending 10 trillion yen
(£76.4bn) on corporate debt, stocks, commercial paper and derivatives. This is a result of
further gloomy predictions that expect Japan to face a period of deflation next year for the
second time in a decade.

The package, which may be in place as early as March 2009, bears the hallmarks of Japan's
last big bank bail-out between the late 1990s and 2005, when the government spent billions of
yen on bad loans to keep the country's banking system afloat. The Bank of Japan will help
firms gain access to new funds by increasing its outright purchase of Japanese government
bonds to 1.4 trillion yen (£10.74bn) a month from 1.2 trillion yen, and temporarily buying
commercial paper, a form of short-term unsecured borrowing, outright. The government,
meanwhile, has unveiled 12 trillion yen in extra stimulus spending and a record 88.5 trillion
yen budget for next year as the export-dependent economy feels the full force of the credit
crisis unfolding in the USA and Europe.

The problems facing the Japanese economy in 2009 were underlined at the end of December
2008 when the Tokyo Stock Exchange closed for the year having recorded its biggest annual
percentage loss on record, with Nikkei average's yearly loss of more than 42%. "'

The United States of America
The background to American current financial problems is that the country as a whole is
highly leveraged. There is too much debt and too little saving. Efficient borrowing and
lending can be very valuable, but too little saving for the whole country and for individuals
during their productive years reduce efficient investment and the income growth it produces
and exposes the economy's vulnerability to shocks. Due to earlier high confidence into the
dollar foreigners were willing to invest in the United States, largely in government and private
sector debt, and consequently helped to finance a large current account deficit. The long-

10 Fackler, M.
' McCurry, J.
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lasting financial turmoil is the symptom of the structural imbalances in the real economy.
Over the long time, expansive monetary policies were coupled with implicit and explicit
bailout guarantees, and this distorted the process of capital allocation. Many debtors reached
their debt limit and creditors decreased that limit. Foreign creditors have been getting ready to
reduce their holding of the USA debt in a drastic way and the Federal Reserve System (the
Fed) and the government came to help in order to prevent the country from further downfall.
The governmental takeover of the mortgage agencies Fannie Mae and Freddie Mac in
September 2008 '* bailed out the monetary authorities of China, Japan, Russia, and other
foreign countries that hold agency debt. As a result the Treasury offered these countries a
leeway to unload their US assets at subsidized prices, all at the cost of the US taxpayer.

The gloomy fate was destined for Lehman Brothers, one of the most prestigious players on
Wall Street. The company filed for bankruptcy protection on 15™ of September 2008 after a
frenzied weekend of negotiations failed to find a way of saving itself. In a separate
development Merrill Lynch was taken over by Bank of America for $50 billion, a move that
redeemed it from Lehman's fate. Both companies expanded aggressively into property-related
investments, including so called sub-prime mortgages, loans to people on low incomes or with
poor credit histories. The bank has lost $14billion in the past 18 months after being forced to
take huge write-downs on the value of those investments. "

The largest government intervention in decades saw a $700billion (£380bn) bail-out of the
banking industry'*. The limit of a federal guarantee on bank deposits was raised from
$100,000 to $250,000 until the end of 2009. Momentarily, there are unlimited guarantees on
deposits in accounts that do not give interest.'” While the Fed and the U.S. government are
making effort to “unfreeze” the banking system, the financial crisis is not over. Neither tax
rebates nor low interest rates nor higher or lower exchange rates can do the job of reviving an
economy that is burdened by debt loads that are too high. The stock exchanges are not
reacting positively to all those moves and the main indices are going steadily down, as Figure
2 display.

The summary of the findings
It is clearly visible from Figure 1 that central banks of the United States of America, the
United Kingdom, the European Union and Japan has tried to lower their discount rates from
April 2007 till December 2008 in order to ease an access to substantially needed funds.
Especially the Fed decreased its rate by more than 85% what has been unheard of so far. As
mentioned previously, all central banks injected every economy with additional liquidity, but
it did not influence the stock exchanges as Figure 2 exhibits.

12 Sweet, K.

13 Wearden, G., Teather, D. and Treanor, J.
' BBC News

Balakrishnan, A.
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Fig. 1: The course in the discount rate changes of observed central banks.
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Figure 2 pictures the evolution of the principal indices of each characterized country, namely
Dow Jones and NASDAQ in the USA, FTSE 100 in the UK, Nikkei 225 in Japan, Eurostoxx
50 in the eurozone and DAX in Germany. The value of Dow Jones went down from 13120 to
8690 points that represents almost 34% decrease and NASDAQ deteriorated by
approximately 41% from 2558 till 1518 points. FTSE 100 decreased its value by 34% (a fall
from 6419 points to 4226), Nikkei 225 fell down by astonishing 52% (a slump from 17377
points to 8400), Eurostoxx 50 lowered its value by 39% (a drop from 4178 to 2553) and DAX
experienced 37% depreciation (from 7369 to 4666 points).

Fig. 2: The trend in the reaction of monitored indices.
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CONCLUSION

Beyond doubt, financial modernization without effective regulation does not work well. In the
world of sophisticated financial markets, it is very easy for financial institutions to hide the
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risk in their portfolios and make them look sounder than they really are. Clearly, some
principal framework is needed in order to prevent any repetition in the future and profound
restructuring of global capital should follow. It will all require enduring diligent work that
should pay an attention to a simple fact that fiscal and monetary policies are not serviceable.
Income multiplier simply does not work and lower interest rates do not efficiently stimulate
spending. Quite the opposite happens; it makes all course of action much foggy and a work of

all

participating much harder. The crisis also confirms that some types of government

involvement in financial markets, especially through backing of financial institutions,
generate not wanted outcomes that inevitably end up with taxpayers footing the bill.
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FUNCTIONS AND DUTIES OF A DEPOSITARY OF
COLLECTIVE INVESTMENT FUNDS

Michaela Mozdiakova, Damian Czudek

ANNOTATION

The purpose of this paper is to analyse the institute of a depositary of collective investment
funds, i.e. to describe and evaluate current state of affairs in the Czech Republic. In particular,
the paper is focused on analysis of primary legal regulations, which are related
to the investigated issues, from which typical functions and principles of activities
of a depositary of collective investment funds imply and which form base for determination
of duties and powers of the depositary of collective investment funds towards the Czech
National Bank, management companies, collective investment funds and, in particular,
to the investors.

KEY WORDS

Collective investment funds, depositary, duties, functions, investment company, management
company, unit trusts

INTRODUCTION

The problem of institute of the depositary of collective investment funds is rather new
in Czech law environment. For that reason authors would like initially introduce the subjects
of collective investment, then the characteristics of institute of the depositary of collective
investment funds, including short historical discursion. The authors would also like to pay
attention to the fundamental functions of the depositary of collective investment funds as well
as to the principles of activities of the depositary. The authors will also pursue duties and
powers of the depositary of collective investment funds, which are set by public law legal
regulations mentioned below and by civil law depositary contract between the depositary and
the collective investment fund, where particular powers and duties of both contracting parties
can be arranged according to current legal regulations framework. Consequently, authors
would like to bring in the overall summary of depositaries undertaking in the Czech Republic,
including their short introduction. In the last part of the paper, the authors will evaluate the
current situation and draw reader’s attention to typical problems causing heated discussions
within professional public.

AIM AND METHODOLOGY

The authors came out with their theoretical analysis from current state of affairs of legal
regulation, which is valid and effective in the territory of the Czech Republic to this date, i.c.
Act No. 184/2004 Coll., on Collective Investment Schemes and Decree No. 115/2007 Coll. on
details on duties performance of depositary of collective investment funds, furthermore from
articles published in professional magazines and monograph related to collective investment,
commercial law and financial law in general. Regarding the practical basis, the authors drew
up overall summary of the depositaries and they mainly used information provided by the
Czech National Bank and by depositaries web sites.

RESULTS

The result of our analysis contains a complex and compact overview of information
and knowledge about institute of the depositary of collective investment funds in the Czech
Republic. The result is coming out from theoretical and legislative regulation framework
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onone hand and from present practice in the field of collective investment market
on the other hand.

Subjects of collective investment
The Act No. 184/2004 Coll., on Collective Investment Schemes defines collective investment
as business whose object consists of collecting financial means through the subscription
of shares of an investment fund or issue of unit certificates of a unit trust, investment
according to the principle of risk spreading, and further management of assets'.

It means that we can distinguish two basic kinds of collective investment funds in the Czech
Republic - these are investment funds and unit trusts; further complex subdividing, as for the
purpose of this paper, is irrelevant. A collective investment fund may entrust on the basis of a
contract the management of its assets to an investment company, called a management
company?, which is third basic subject in the field of collective investing.

The institute of the depositary of collective investment funds
The Act No. 184/2004 Coll., on Collective Investment Schemes determines one of the most
important obligations® of collective investment funds. It says that every collective investment
fund must have its depositary®. The institute of the depositary of collective investment funds
is a problem that the Czech Republic law” and the European Union law® put emphasis on.

The depositary’ of collective investment funds can be only a bank with its registered office
in the territory of the Czech Republic or a foreign bank that has a branch located
in the territory of the Czech Republic, whose banking licence includes the authorisation
to perform activities of a depositary®. The banking licence with authorisation is accorded after
fulfilling of all requirements by the Czech National Bank in the licensing procedure’.

The depositary of a collective investment funds is legally and proprietary independent subject
(the bank) separated from the management company, the investment company or the unit trust
and does not only keeps records of the assets of the collective investment fund, but controls
whether the collective investment funds dispose of their assets in accordance with effective
regulation and with the statute of particular collective investment funds too. This means
the depositary constitutes the first level of supervision inthe capital market supervision
at the present time; the second level is performed by the Czech National Bank. The specific
and actual position of depositary ofa collective investment fund is set by the effective

! Article 2 paragraph 1 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended.

* Specified in article 4 paragraph 6 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended.

* In Spicka, J. Investiéni spolednosti, investiéni fondy : kolektivni investovani a jeho préavni uprava, Praha:
Management Press, 2003, str. 16.

* Article 3 paragraph 1 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended.

> Decree No. 115/2007 Coll., on details on duties performance of depositary of collective investment funds, as
amended.

 D&dig, J., Cech, P. Obchodni pravo po vstupu CR do EU, aneb, Co viechno se po 1. kvétnu 2004 v obchodnim
pravu zmeénilo, 2. vydani. Praha: Ivana Hexnerova - Bova Polygon, 2005, str. 288.

7 Liska, V., Gazda, J. said, that the word depositary comes from Italian word “depositum” which originally
means movable asset deposited to the custody on the base of trust agreement. The function of depositary
is in historical point of view closely associated via unit trusts with Anglo-American collective investment
systems. From the half of 19.century was entire property of unit trusts (regularly) deposited in a bank, which
disposed with that property within given instruction.

¥ Article 20 paragraph 2 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended

? Article 1 paragraph 3 letter j) of Act No. 21/1992 Coll., on Banks, as amended
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regulation and by the civil law contract on performance of activities of depositary concluded
with subjects of collective investment (depositary contract)'’.

Functions and principles of activities of the depositary
The fundamental functions of the depositary of collective investment funds are common
business, control and protective function. These functions are closely related to the specific
duties and powers of the depositary. These will be mentioned below.

The business function lies in provision of services by the depositary to the collective
investment funds on contractual and commercial ground in the market environment. The
competitive background forces the depositary to improve quality and prices of its services.
The control function is one of the most important, therefore it is necessary and desirable to
keep it on high level''. Professionals agree with the fact that only banks have all necessary
instruments to perform depositary activities in accordance with the requirements to carry out
the control in real. The protective function covers protection of investors from the risks based
on the possibility of occurrence of damages on the investors’ property caused by unlawful,

illegal or irresponsible actions of collective investments funds'*.

Knowledge and compliance of principles of depositary activities had been inadequate,
heterogeneous and void from both sides (depositaries and collective investment funds) for a
long time, therefore the Czech National Bank issued a manual called “Zasady cinnosti
depozitate (DEPZ)”" (The principles of activities of the depositary). The main principles are
the following ones: the principle of professionalism, the principle of communication, the
principle of investors’ protection, the principle of professional care and the principle of active
control.

The principle of professionalism lies in professional, personal, economical and technical
preconditions for performing activities of depositaries, which are necessarily guaranteed by
banking licence with special authorization. The communication between the depositary and
a collective investment fund is crucial and it should be open and helpful, preventing from
problems and dealing with existing problems after mutual consultations. A special bank
department is usually charged with performance of function of depositary and is responsible
for the communication with other bank departments and collective investment funds.

The principle of investors’ protection contributes to preservation of economical balance.
Protection has to be reasonable. It means that it should prevent from misusage of entrusted
property or committing a crime, but it should not support investors in frivolous and
irresponsible behaviour. The principle of professional care consists of claim of
professionalism (i.e. having knowledge and ability to resolve problems) and carefulness (i.e.
being active and having the effort). Professional care should be always considered in
accordance with objective criterions as probable and presumable proceeding and routine of
reasonable professional. The principle of active control presents position of depositary in the
first level of the two-level supervision and means that the depositary is obliged to observe

' Article 20 paragraph 3 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended

"' It would be undesirable for collective investment supervision to have nonworking depositary, which charges
low price for provided services due to lower costs reached by derogation from it’s control function and it’s duties
2 More in Liska, V., Gazda, J.: Kapitilové trhy a kolektivni investovani, 1. vydani. Praha: Professional
Publishing, 2005, str. 294.

3 Zasady ¢innosti depozitife (DEPZ); (Principles of activities of the depositary). Available at:
http:/www.cnb.cz/m2export/sites/www.cnb.cz/cs/dohled_fin_trh/dohled kapitalovy trh/download.../metodika

depz 20030523.pdf
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activities of collective investment funds, to get all necessary information, to evaluate the
activities by comparing with set rules and, in case of breach, to take remedies.

Duties and powers of the depositary
Duties and powers of the depositary are settled by legal regulation, especially by Act
No. 184/2004 Coll., on Collective Investment Schemes (primary regulation) and Decree No.
115/2007 Coll., on details on duties performance of depositary of collective investment funds
and by the civil law contract between the depositary and a collective investment fund.

It is obvious that as for the purpose of this paper we can remark only the essential duties and
powers of the depositary. Due to legal regulations mentioned above, the depositary has the
duty to provide safe-keeping of the assets, custody, establishing the accounts required for
keeping records of all its financial means, keeping records of movement of all financial
means, executing instructions of an investment fund, investment company or another entity
that manages the assets of a collective investment fund, providing for settlement of
transactions in the assets of a collective investment fund within usual deadlines. The
depositary is obliged to control certain activities and their accordance with the legal
regulations and the statute of the collective investment fund such as issuing and repurchasing
shares or unit certificates of a collective investment fund, calculation of current value of a
share or a unit certificate, usage of yield and the method of valuation of the assets of a
collective investment fund.

The depositary has power to ask the collective investment fund for its statute and other
documentation required for the performance of activities of the depositary, further for
information about any intended purchase or sale of a movable asset except for securities or
real estates for purposes of collective investment within a stipulated deadline and get the
respective draft contract prior to its execution. If the depositary, within the performance of its
activities, encounters a fact indicating that the collective investment fund has violated legal
regulations, statute, a depositary contract or a management contract (e.g. by instruction given
at variance with legal regulation, the statute, the depositary contract or a management
contract), or finds out about a fact that could significantly influence the value of shares or unit
certificates of the collective investment fund or if a depositary has a justified suspicion of a
potential harm to the interests of the shareholders or unit-holders of this collective investment
fund that could lead to a significant deterioration of the economic position of a collective
investment fund, it is both empowered and obliged to discuss this fact with the investment
company or the investment fund and to notify with no delay the Czech National Bank of this
fact and must not execute the instruction.

The duties and powers settled by the contract between the depositary and a collective
investment fund are, in most cases, more detailed and try to cover insufficient legal
regulations and loopholes. Unless it is civil law contract'®, the cogent legal regulation'
adjusts firm boundaries'® such as 6 months minimum notice period, and deals with case of
cessation of the depositary or the collective investment fund. The contract is crucial for setting
forms of mutual communication, forms, terms and deadlines of all processes. The quality of
the contract depends solely on both contractual sides and their experience.

" Due to Act No. 513/1991 Coll., Commercial Code, as amended
' Article 20 paragraph 3 of Act No. 184/2004 Coll., on Collective Investment Schemes, as amended

' More in Kotasek, J., Pokorn4, J., Raban, P. a kol. Kurs obchodniho prava: pravo cennych papirii, 4. vydani.
Praha: C. H. Beck, 2005, str. 377.
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Depositaries in the Czech Republic
The banking licence including authorisation to perform activities of a depositary of collective
investment funds listed nineteen subjects (banks) at the end of 2008. Nevertheless, it is
necessary to comment upon the current situation. From 19 banks mentioned above, only 8
perform activities of a depositary (they are active depositaries for at least one subject of
collective investment fund). Among three strongest banks belong: Ceska spofitelna, a.s.,
UniCredit Bank Czech Republic, a.s., Komer¢ni banka, a.s. The only criterion for comparison
was the absolute number of clients. Other criterions, e.g. monthly depositary fee, were not
available because of contractual base of relationship between the depositary and its client.

Fig.1 The list of Depositaries

The list of Depositaries

Bank: Management company | Investment company | Unit trust
ABN AMRO Bank N.V. 0 0 0
S.asr.wo Popolare Ceska republika, 0 0 0
Citibank Europe plc 0 1 0
COMMERZBANK 1 0 1
Aktiengesellschaft

(?eské spofitelna, a.s. 3 5 36
Ceskoslovenska obchodni banka,

as. 4 9 14
Deutsche Bank AG Filiale Prag 1 0 20
HSBC Bank plc - pobo¢ka Praha 0 0 0
ING Bank N.V. 1 0 0
J & T BANKA a.s. 0 0 0
Komercéni banka, a.s. 2 1 32
LBBW Bank CZ a.s. 0 0 0
PPF banka a.s. 0 0 0
Raiffeisenbank a.s. 0 0 0
Raiffeisenbank im Stiftland eG 0 0 0
;J.r:.Credlt Bank Czech Repubilic, 3 0 34
Volksbank CZ, a.s. 0 0 0
VSeobecna uvérova banka a.s. 0 0 0
Waldviertler Sparkasse von 1842 0 0 0

Source: The Czech National Bank
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Fig. 2 Graph: The list of Depositaries
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The number of depositaries is small, consequently new collective investment funds have not
enough opportunities to choose, because in the Czech Republic there are only 5 depositaries
with sufficient experience with performing the functions of the depositary of collective
investment funds on high level.

CONCLUSION

The depositary of collective investment funds is legally and proprietary an independent
subject (a bank with its registered office in the territory of the Czech Republic or a foreign
bank that has a branch located in the territory of the Czech Republic with a banking licence
that contain the authorisation to perform activities of a depositary), which is separated from
collective investment subject and constitutes the first level in the capital market supervision.
The fundamental functions of the depositary of collective investment funds (the common
business, the control and the protective function) and the main principles of its activities (the
principle of professionalism, the principle of communication, the principle of investors’
protection, the principle of professional care and the principle of active control) create general
foundation and are closely connected to exactly defined duties and powers of the depositary
set by legal regulations (public matter) and by depositary contract (civil matter) - these
determine specific, actual and unique position of the depositary. The situation on depositaries
market in the Czech Republic is inconsistent; there are both strong banks with years of
experience and banks with no practice, it is quite difficult to analyze deeply the state of affairs
due to insufficient information resources.
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THE FINANCIAL SYSTEM DEVELOPMENT AND THE
FINANCIAL STABILITY IN BALKAN COUNTRIES

Oltiana Muharremi, Luciana Koprencka

ANNOTATION
The political development of last decades specially the 90 years events are accompanied with
a development process end rapid economic growth.
This development is accompanied with financial market growth and strengthening in all the
Balkan countries notably of bank system growth.
The principal factor which influenced the bank system consolidation is their privatization and
the penetration of accredited banks which brings foreign capitals and experience.
So, the financial system is able to accomplish three main functions:

1) To realize in effective way the distribution of the economic resources during the time.
2) To evidence exactly and to administrate the financial risks
3) To absorb calmly the surprises and the knocks from financial markets.

The Central Banks of the Zone had achieved extraordinary progresses. The bank surveillance
is improved; Slovenia and Croatia are the first in this direction, when the bank surveillance is
based on risks and legal frame regulatory is almost complete.

Albania and Bosnia are proceeding with big steps to the regulated bank systems and the
implementing of the surveillance based on risks is in process.

The commercial banks are sophisticated and the foreign proprietorship in the sector is in
common and in some cases is dominating.

Croatia still now has the higher percentage of foreign proprietorship into the bank sectors
followed by Bosnia and Albania.

The capital market development wasn’t the same in the region.

Croatia has achieved extraordinary progress in this field with high growth in pension and
investments funds. The situation is different in other countries because they had some
difficulties in this direction.

The non banking financial sector is not developed so rapidly as the banking system in all the
Balkan.

INTRODUCTION

The Balkans countries had in the last decades a positive development with high economic
growth rates and generally low inflation rates.

Financial sectors in those countries have undergone fundamental changes since the beginning
of transition about two decade ago. In the formerly planned regimes, financial markets were
non-existent, and these sectors consisted almost entirely of so-called mono banks that
collected deposits, remunerating them at regulated rates, and provided loans based on
decisions in planning bureaux.

This positive economic development is accompanied with a high number of financial reforms.
Upon transition, the mono banks were broken up to form a two-tier structure of a central bank
and commercial banks, with the latter being restructured, recapitalized and privatized. In
addition, newly founded private banks entered the market, often supported by fairly liberal
licensing and rather loose regulatory regimes.
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During 1990 those reforms decelerates. The cause was the unfavorable economic and political
developments in the region, but in 2000 this had a high run-up as a result of a stable
environment.

The transformation effects are decisive not only for the financial sector. From the results of a
study of the European Bank for the Development and the Reconstruction the transformation
of banking sector in the economies of the post communist countries is stimulating the
competition in the non financial sector, improving so the entrance of the external financial
resources, in the direction of the growth of the quantity also in the decrease of the borrowing
costs facilitating so the entrance in the merchandise and services markets.

The financial system in those countries before 1990 was a centralized banking system with a
considerable number of commercial banks.

After 1990 commence the privatisation process but the major number of assets of the banks
was state — owned.

METHODOLOGY
The used methodology intends to be in function of the goals placed for the study about
financial stability. The methodology used in this study focus the realization of vision, mission,
goals and functions and the role of the legal frame regulatory. The research, consist in
composition of development strategies and reforms.

THE MAIN ARGUMENT

Legal framework regulatory. Financial system development. Financial stability in Balkan
countries.

KEY WORDS

financial system, banking sector, stability, development, capital market,

CHAPTER 1. THE FINANCIAL SYSTEM DEVELOPMENT IN SOME
BALKANS COUNTRIES

“The financial system is determined like a integral connection, interchange, transfers, intercession in
monies and like a integral flow, operations and financial institutions, wich creates a consecutive chain
and which, only born like an whole, like a logical and functional continuity of each-others, give sense
to financial system itself.”

1. A financial system offers the necessary tools to make possible the movement through time
of economic resources between different subjects and countries.

2.The tools and the techniques assured from him enables the risks management, because each
only movement of financial flow constitutes at the same time also the risk transfers from one
part to another.

3.A financial system facilitates the merchandises and services exchange obtaining the
necessary tools for the compensation and the payments, in each countries in every time
between different economical subjects with a possible lower consumption of resources and
time for the devolutions.

4. Ensures at the same time the resources integration also make possible the proprietorship
division of companies in the concept of the total capital invested, without fragmenting the
fisical complexity of the oneness.
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The three essential functions of a modern banking system are payments settlements and
record-keeping, efficient intermediation between savers and investors, and the provision of
the appropriate system wide liquidity using indirect monetary policy instruments.

The financial system development comes as the answer of the economical system
development of a country. In the centrally planned economy, money served as a unit of
account and played a limited role as a medium of exchange.

A two-track financial system was maintained in which cash was used for transactions
involving house households while transactions within the state sector, including those
between state-owned production enterprises, involved no monetary payment. The passivity of
money was supported by a banking sector in which the mono-central bank was a record-
keeping entity for transactions between production units. In most centrally planned economy
specialty banks existed separately from the central bank and performed specific functions.

A state savings bank with an extensive branch network was responsible for collecting
household deposits.

A foreign trade bank handled all transactions involving foreign currency. An agricultural bank
provided short-term financing to the agricultural sector. A construction bank funded long-
term capital projects and infrastructure development. Hence, banking activities were
segmented along functional lines and played a subservient role to central planning.

Intermediation between savers and borrowers was internalized within the state banking
apparatus basically through a system of directed credits to state to state-owned enterprises for
both investments needs and budgets allocations for working capital necessary to meet the
output plan.

Credit evaluation and risk management was irrelevant.

The employees of the banking sector involved in international arrangements did consider
foreign exchange risk.

The development of the banking sector involved the creation of a two-tier system with
commercial and retail activities carved out of the portfolio of the mono-central bank

The central bank is responsible for the supervision and the monitoring the nascent banking
sector including the monetary policies, exchange rate policy,

The second tier of the banking sector consists of the newly created commercial banks, the
specialty banks foreign banks.

The banking system in Croatia and Slovenia was quite different from countries like Albania,
Bulgaria and Romania.

Both countries were republics of Yugoslavia and as such they inherited the legacies of the
Yugoslavian banking system.

First since the 1950s Yugoslavia had the two-tier banking system in which republic-level
commercial banks had significant exposure to foreign currency flows.

Second Slovenian and Croatian banks were not state-owned as in other economic planned
countries, some of which were owned collectively as were all the enterprises under the
Yugoslavian system of self-management.

Third in Yugoslavia each republic except Serbia had only a main bank, for example,
Ljubjanska Banka operated 13 of 16 banks in Slovenia and held about 83% of all banking
assets in 1980s.

Fourth, the establishment of internal company bank in 1970s led to excessive numbers of
small unhealthy banks in each country.

Fifth, 85% of all foreign exchange deposits collected by republic banks in Yugoslavia were
remitted to the National Bank of Yugoslavia in Belgrade.
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Croatia

In June 1991 Croatia had 26 banks, 6 of which were new private banks and 2 of which were
republic in coverage Privredna Banka Zagreb and Zagrebcka Banka. At that time about 50 %
of banking assets and the bulk of all household deposits were claims on the NBY. The total
cost of bank recapitalization resulting from the blocked foreign exchange deposits at the NBY
amounted to 22.6% of GDP.

In the end of 1990s in Croatia were 50 banks 23 of which were new domestic private banks
and one was a foreign bank Raiffeisen Zentralbank.

The recapitalization of the old banks left the state holding a majority stake in the other 26
banks.

In the end of 996 four of the large banks were in financial distress. Slavonska Banka entered
voluntary rehabilitation in October 1995 while the other three banks were forced into
rehabilitation in 1996 according to the law. In Croatia, bank rehabilitation consists of three
stages: financial restructuring in which debts are written off and bad loans are transferred to a
workout agency, operational restructuring in which management is usually changed and the
privatization to a strategic foreign investor.

All major Croatian banks were state owned after rehabilitation.

The privatization process in the banking sector made that in 2000s in Croatia operated 44
banks from which 21 were domestic private banks, 7 were foreign Greenfield operations, 13
were domestic banks sold to foreigners, and only 3 remained state owned.

Croatia has made the strongest commitment to foreign control of its banking sector of any TE
to date. Growth of foreign Greenfield banks has been dramatic over the last three years of the
decade and the largest domestic banks are now under foreign control. The foreign owners
bring with them banking expertise, but also Croatia is poised to improve its intermediation
effectiveness measures.

Slovenia

After the declaration of the independence in 1991, Slovenia has also to do with the blocked
foreign exchange deposits at the NBY. From around one billion US dollars in deposits which
were collected by Ljubljanska Banka from all the branches throughout Yugoslavia a half of
them were from branches outside of Slovenia almost in Croatia.

In 1993 the bank rehabilitation began with the government assuming responsibility for the
frozen accounts of all Slovenian depositors.

This rehabilitation program also dealt with bank solvency problems caused by the losing of
40% of the enterprises clients markets in the former Yugoslavia.

Unlike the Croatia, bank rehabilitation dealt with the blocked deposits and bad loans
contemporaneously. This program resulted in the effective nationalization of the large banks
so that all major banks in Slovenia became state-owned banks.

In 1995 there were licensed 41 banks to operate in Slovenia, from which 6 were foreign
Greenfield banks.

By 2000, 31 banks were operating from which only 5 banks were foreign owned.

The majority of banking assets was held by domestic private banks.

The foreign banks had made a little impact in Slovenia.

In 2001 Societe General purchased 96 % of SKB bank shares and this transaction represents
the first significant penetration of the Slovenian banking sector of a foreign investor.

The total assets of the three savings banks at the end of 2001 stood at €69 million, implying
that their share in Slovenia’s banking environment remains small at 0.4% of assets.

Savings and loan undertakings have been given time until December 2004 to adapt to the
provisions of EU directives which govern credit institutions. Those which have not declared

98



an intention to wind up businesses are obliged to comply with the provisions of the Banking
Act. As for the future of the savings and loan companies, many of them did not meet the
requirement of the Bank of Slovenia (BoS) to achieve at least half of the required nominal
capital.

During the followers years Slovenia was include in different process of banking system
privatization.

The foreign exchange market in Slovenia is composed of spot and forward markets
(transactions between banks, between banks and enterprises, between banks and nonresidents
and between banks and households; the central bank’s operations are not included) and
foreign currency exchange offices.

Unlike Croatia, Slovenia has not committed to foreign control of its banking sector although
the intermediation effectiveness measures of primary deposit collection are currently
comparable in the two countries.

The main features of Slovenia’s banking system over the past few years have been a stable
market share of the largest banks and a relatively high concentration of banks.

Bulgaria

During most of the communist era, all banking functions were concentrated in the BNB,
which had absorbed through the process of nationalization all existing commercial banks. In
the 1980s in Bulgaria, eight sectoral banks were established, the first of which Minerbank
appeared in 1981, to provide long-term financing to enterprises in specific sectors. At the end
of 1989, following the dramatic political changes that year, the banking system moved to a
two-tier system with a central bank on one tier and the commercial banks on a second tier.
The sector-specific banks were then transformed into universal banks, which provided loans
to all sectors of the economy.

So in 1989 were created 59 commercial banks. Each of their credit branches of the central
bank; Bulgarian National Bank (BNB), was left to do business on its own like an individual
bank.

In 1991 there were 69 commercial banks in Bulgaria consisting of the specialty banks, the
hived off commercial branches and two new banks.

After thel993 a consolidation period began with the formation of the Bank Consolidation
Company following a voluntary merger of 22 of the newly formed commercial branches to
form United Bulgarian Bank.

Unlike in other pre-transition banking system, Bulgarian commercial banks granted foreign
exchange credits to Bulgarian enterprises without holding foreign exchange deposits. This
currency mismatch proved to be a problem for the solvency of the banking system.
Government bonds denominated in foreign exchange were used to recapitalize the largest
banks.

The mid-90s was a period of a significant financial distress for the Bulgarian banking system.
In 1996 the government lunched a program that integrated bank rehabilitation with enterprise
restructuring in an attempt to solve the financial problems of the banks.

In 1997 a full-blown currency crisis erupted as the lev depreciated significantly resulting in a
redistribution of wealth toward holders of foreign exchange assets. A currency board was
established in July with a limited facility for intervention in the banking sector in the event of
the large systematic risk.

The commercial bank had been recapitalized previously with ZUNKs one effects of the
currency crisis was a further improvement of their balance sheets through capital gains on
these assets. In contrast the market shares of the savings banks dropped as its assets and
liabilities were both lev-denominated.

In 1995 there were 46 banks operating in Bulgaria, 5 of which were foreign owned.
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By the end of 1997 28 banks continued to operate in Bulgaria, of these 7 were majority
foreign-owned. In March 2000, the National Bank of Greece acquired a 90 % stake in the
already privatized UBB with the EBRD holding the remaining 10% of the shares.

By 2000, only 19.2 % of bank assets in Bulgaria remained with 5 state owned banks while 25
foreign banks accounted for 74% of total banking assets. Only two of the major Bulgarian
banks had not been sold to a strategic foreign investor.

Since mid-1997, Bulgaria had made a strong commitment to foreign control of its banking
sector; its intermediation effectiveness measures are currently stronger than those of the other
two former Yugoslav republic.

Primary deposits collection is still low, around a half of the ratios in Croatia and Slovenia.
Bulgaria will soon challenge Croatia for the TE with the largest percentage of banking assets
in foreign hands.

Romania

At the end of 1995, there were 24 banks operating in Romania of which 5 were fully state
owned and only 1 was majority foreign owned. The big five state owned banks holding 73%
of the banking assets, were remnants of the planning period.

By the middle of the decade, both Bankorex and Banka Agricola were in financial distress do
to accumulating bad debts from directed credits to the energy and agricultural debts,
respectively. The full nature of their problems became apparent in 1997.

Throughout the decade Casa de Economical si Consemnatiuni lost its monopoly position over
household deposits rapidly due to the competition of private banks that offered higher interest
rates.

The real GDP growth resumed in 1993 despite inflation of 165% raised a bite to 42, 2% in
1999. In 1997, directed credits were terminated and the exchange rate was liberalized as a part
of a program of macroeconomic shock therapy. A recession and bank crisis followed. The
shock therapy program hastened the recognition of the accumulated problems in the banking
sectors.

At the end of 1998, 36 banks were operating in Romania of which 7 were state-owned and 16
were majority foreign owned.

At the end of 2000, there were 33 banks operating in Romania, of which 4 were majority state
—owned, 23 were foreign owned and 6 were domestic private banks. In September 2000,
49.6% of all banking assets were held by foreign banks and 47.7% were held by state owned
banks.

After the privatization of Banca Agricola in April 2001 the percentage of foreign banks in
Romania increase by another 4-5 %.

The Romanian government seems committed to cede control of its banking system to
foreigners.

Currently the intermediation measures are quite high and the ratio of business loans to GDP is
comparable to that in Bulgaria but the measurement of deposits collection is excessively low.

Albania

The two-tier banking system was created in Albania in 1992 with the transfers of commercial
business from the Bank of Albania to the National Commercial Bank.

The state Savings Bank was a monopoly collector of the household deposits and the rural
accounts were held at the Rural Commercial Bank of Albania (RCBA). The first foreign bank
Albanian-Italian bank was opened in 1993. The banking assets to GDP were 61.4%, the total
loans were 5.6% of GDP and the individual deposits were 11.3% of GDP. The qualified loans
were calculated to be 12.5% of total loans. By 1995 the three state owned banks accounted for
95.6% of all banking assets while the three foreign banks held the remained 4, 4%.
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The major financial environmental event of the decade in Albania is the rise and fall of the
pyramid schemes, the collapse of these schemes had a measurable effect on the structure of
the banking sector. In 1996 one year prior to their collapse the three state owned banks still
maintained virtual control of the banking system even though five foreign banks were
operating in Albania.

In the second half of the decade, the Albanian banking system has been actively financing the
fiscal deficit by purchasing high-yield, between 9 and 13% real rates of return, government
securities. Albanian banks are providing little or no intermediation to the enterprise sector.

In Albania about 5% of large enterprises and only 2% of SMEs use bank financing. About 2%
of the SMEs in Albania list foreign banks and 2% list local banks as a source of funds.

The RCBA was liquidated in 1998; most of the deposits were transferred to the Saving Bank
and the bad debts were eventually placed in a loan workout agency.

In the end of 1998 the numbers of banks in Albania were 10, 8 of which were foreign owned.
At the end of the decade 13 banks are operating in Albania.

Much of the bank leading in Albania is undertaken by small foreign banks using sources other
than individual deposits to finance their activities.

The denationalization of the Savings Bank was a turning point in the history of the Albanian
banks, for it used to be the major bank in the country with 65% of deposits in ALL and it
changed the Financial System as it is still today.

The banking system is liquid; the liquid actives comprise 75 % of the total actives.

The level of the banking system crediting of the services sectors has a dropping inclination,
whereas that system has increased crediting for some sectors and activities that do not effect
directly the economic growth but indirectly.

83% of loans are in foreign currency especially in Euro and USD. Nowadays in Albania is
operating 16 banks with a total of 190 branches, 101 agencies and 3 branches abroad.

CHAPTER 2. THE FINANCIAL SYSTEM CHARACTERISTICS.

The most important characteristic of financial system of the countries in the region is the
domination of the banking system and the capital markets are undeveloped.

The region had more success in the banking reform than in the non banking financial
institutions and in the negotiable instruments markets.

Aftermath those countries had supported important reforms in the banking sector.

Those countries had done struggles to improve the legal and regulator frame and so to apply
and reinforce the capability of national banking authorities.

The financial system of those countries is dominated from the banks.

In Croatia around 80 % of all assets of financial system are banking assets, in the others
countries this percentages is generally higher.

This market was profitable. The return of the average capital of the portfolio for the banks on
the average for system but also for the specific banks frequently is 20-25 %.

All systems come across the financial deepening and the concentration growth.

The creation of a big number of powerful players increases the competition.

Albania is a typical example. We found an industry banking which is prepared well to support
the markets growth, while the Central Bank is operating rapidly directly to the system
modernization. The banking sector already is denationalized.

The second important characteristic is that the foreign Banks specially the Banks of the UE
Countries had gained a prevalent position in the local banking system.
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Those foreign banks play a fundamental role in the banking system transformation direct to an
efficient and stable system through the transfer of the techniques and administrative
knowledge offering a leading and organization model inflicting efficient payment systems and
an effective risk analysis.

The foreign banks are contributing to the financial system stability through the expertise
transfers especially in the direction of the loan valuation. The general effects of the reliable
and correct analysis had maximal importance for all the economy and couldn’t be
underestimate.

The role of those banking in the development of financial resources of investments and loans
for big and small enterprises is determinative in the creation of financial stability reducing the
informal economy and funneling more money through the formal system.

Those banks contribute also in the banking sector efficiency. A study done in 2005 in almost
300 banks in 15 ex communist countries indicates that the banking sector where the foreign
bank has the big part of total assets, check in lower costs. In the same contest the
denationalized banks when the foreign ownership is higher are most efficient. And finally the
foreign banks encourage the direct foreign investments in the region.

But the enlargement of the specific banks with foreign ownership in the developing countries
while is advantageous creates at the same time shackles between countries which serve like a
bed for the crisis expansion.

The chain crisis happened when the knowledge or the risk materialization in one of those
countries stimulates a reappraise or a big risk in other countries when the banks signify
similar and endangering exhibition.

From this reason the banks decelerates or changes the loans growth in those countries, think
which influence in the incoming capital flows.

The potential for crisis distress will increase if the banks followed common strategies in the
region, because this delivers to similar types of exhibitions across the countries.
Notwithstanding, most of the major international banks which operates in those developing
economies countries monitoring the risks in large group basis and take strategic decisions in
the central residency. They depute their daily operational decisions to the local managers in
their agencies and branches in relation of the bank and the country.

This centralization help that the capital is diversifying in more productive investments
projects. Notwithstanding this can reinforce also the crisis shackle channels enabling that the
unions of banks with foreign ownership reduce the exhibitions in a countries like an answer of
the losings somewhere else in the region.
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Fig. 1: Ownership Categories: % of Assets

YEAR FOREIGN STATE OWNED
ALBANIA 1995(6)* 4.4(3)* 95.6(3)*
2000(13) 35.2(12) 64.8(1)
BULGARIA 1995(46) 0.6(5) 58.4(12)
1997(28) 18.0(7) 67.1(16)
2000(35) 74.0(25) 19.2(5)
CROATIA 1995(53) 0.2(1) 54.2(13)
1997(60) 3(7) 32.7(7)
2000(44) 83.6(20) 6.1(3)
RUMANIA 1995(24) 1(1) 73.0(5)
1998(36) 27.5(16) 58.9(7)
2000(33) 49.6(23) 47 4(4)
SLOVENIA 1995(41) 3.8(6) 42.8(3)
2000(31) 5.5(5) 43.0(3)

* Number of banks is in parentheses

CHAPTER 3. FINANCIAL INTEGRATION AND FINANCIAL
STABILITY IN THE BALKANS COUNTRIES

3.1 Some characteristic of the financial integration process in Balkans Countries

From historical point of view, different UE countries had overlive in the past some
macroeconomic challenges, which are now present in the Balkans Countries, like the confront
with the capital flows during the entrance and the economic integration of their countries.
Each economic region has its characteristic. The region situation is complex and it is similar
with developing economic countries.

1- In the course of the last decade, the financial sector is shifting to the universal banking
system, when the majority of the banks had foreign capital and when the presence of
UE financial institution is higher. The capital flows funneled through the banking
sector had influenced the rapid growth of domestic credit in almost all the countries.
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Meanwhile those, the non banking sector, the negotiable instrument market and the
stock-market play a little role in the financial intermediation.

2- The presence of the foreign banks is followed with an assured environment for the
credit process, also a governance and better administration of distress, supported from
the approximation process of the domestic standards of supervisory banking with the
regulatory framework of UE. The financial integration with the UE is similar with the
financial integration process of the new member state of the UE. The empiric evidence
on the transition economies indicate that the foreign ownership conduces in the major
effectiveness of banking sector, which implies a lower capital cost.

3- The financial deepening and the progress in institutional environment had preceded
the total opening of the current account, which must be the better way to the financial
globalization. Through the last researches, the creation of minimal conditions in the
aspects of market financial growth, institutional quality, governance and
macroeconomic policies, made possible that the countries with developing economies
can presume more from the financial globalization. The market growth of healthy
financial institution promotes the economic growth. Regardless from all those
developments, the financial deepening and the approximation of institutional and
governance standards with the best international practices is else distant the fulfillment
in the Balkans Countries. The way to a new equilibrium is confronting with enough
risks and a big number of high challenges. Those challenges can be classified in three
categories: institutional, macroeconomic and financial stability. Concerning the
institutional challenges, the legislative reforms are still uncompleted. The important
lines of financial markets- like negotiable instrumental- in some cases are lacking or
are undeveloped. Over all, is important to accept that is not sufficient only the
legislative subject but also the reform implementation. A weakly legal system, delicate
proprietorship rights, the not complete implementation of agreement and the
malversation are all factors which prohibits the efficient growth of the banking and
financial intermediation, and also those hinders the long term crediting for the general
sector.

3.2 The financial stability challenges

Except the macroeconomic challenges, the major capital flows and the rapid growth brings a
succession of risks for the financial stability. When we evaluate those risks, we must consider
that this rapid growth of the loan in the private sector reflects extensively the “catching-up”
effect because all countries of Balkans Countries had a lower level of financial
intermediation.

The rapid growth of credit can conduced in the financial disarrangement, but not necessary.
We can know exactly the current risk that a specific norm of credit enlargement can induced
for the financial stability, but the past experience shows a closely monitoring of the credit
growth development.

We can distinguish three kinds of risks which request closely monitoring.

First, is perceived that a big part of the credit finance the consumption more than the
investments, thing which inflicts the risks of over credit from individuals which had a few
experience in their managing debt.

Secondly, the rapid credit growth made more difficult the credit quality evaluation.

The high capacity of new credits attempt to decrease the reports of bad loans in short run, for
the reason that the potential problems of the portfolio quality generally are materialize with a
considerable retardation. For more the rapid growth of loans should bring also lower
standards for the revision, conducing so to loan those clients which are fewer credible for
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loans. This can conduce in aggravation because the revive ability of the loan portfolio toward
the economic downfall is still untested.

Finally the most part of loans in foreign exchange or loans indexed in banks portfolio shows
for the risks growth of big inconsistency in money values in private non financial sector.

As the local person who receive credit don’t earn the profit in foreign currency is an important
part of credit distress. In Asia, the external short-term borrowing growth, in foreign currency,
in the mid -1990, made that the region countries were exposed through exchange currency
rate distress. When the external value of their foreign currency decrease, the foreign debt,
outspoken in local currency term and as part of GDP increase, conducting so in the expiatory
inability of non protected creditors and contributing in the aggravating of the 197-1998 crisis.
All those distresses ask that the charged authorities with the supervisions banking dedicate a
straitlaced vigilance. The central banks charged with this responsibility in the region are
totally conscientious for the distresses than can meet and had taken already concrete
measures. Meanwhile, the supervision authorities must take in consideration the international
financial integration in their daily activities.

In those countries when the branches of major foreign banks played a main role in the
banking sector of the expectant country, with a big systematic influence, the possibility for the
collaboration between the local and foreign supervisors is stronger.

Certainly the implementation of standards and regulations facilitate the supervisors jobs in
their countries (when had the central residence) and in the expectant country. In consequence
parallel with the general call to create and stimulate institutional agreement, which ensure the
independence, the responsibility and the healthy domestic governance of supervisions
authorities, the financial integration exhibit the additive challenge of the coordination of
supervisions authorities in the international level.

CONCLUSIONS
The economic transition period of the 1990s was very difficult for Balkan countries. Although
the movement to a two-tier banking system was swift, this organizational change masked
many operational difficulties.
Among the Balkan countries with the centrally-planned system Bulgaria was the first country
that undertook changes in the traditional socialist banking system. It introduced two-tired
banking system in 1987, and clearly divided competence of national bank and regional banks.
Banks owned by foreign investors, mainly from the Euro area, have become the dominant
players in all banking sectors of the region, expressed as a share in the number of banks
operating as well as in total banking sector assets. Conversely, the share of state-owned banks
in total banking sector assets has significantly declined in recent years, as governments
realized that bank failures were associated with substantial fiscal costs.
The strong presence of Euro area banks improves the financial sector’s environment in the
region for two reasons. First, it allows the import of “reputational capital” (Hellman and
Murdock, 1998) or “franchise value” (Demsetz, Saidenberg and Strahan, 1996).

In the early years of transition, financial sectors in Balkans Countries were characterized by
relative depth and poor environment, partly due to the socialist legacy and partly to financial
sector reforms that largely failed to address issues related to the quality of financial sectors’
environment.

» After the outbreak of financial crises, financial sectors’ environment has substantially
improved, with harder budget constraints, tighter banking supervision and regulation and the
opening to foreign banks.
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* Since 2000 there have been signs indicating that financial development in a proper sense,
i.e. based on financial deepening and a good environment may have started in the region, with
the strong growth in credit serving as the main indicator.

An interpretation is that it is the quality of the financial sector and its environment that
mattered for growth, rather than financial deepening. Indeed, together with higher
macroeconomic stability, higher creditor right protection and increasing foreign bank
penetration are found to have a positive and statistically significant impact on growth.

Our results suggest that, together with stability-oriented policies, a sound legal environment
and the opening up of the financial sector are instrumental in ensuring that the ongoing credit
expansion in the region goes hand-in-hand with growth.

It is also possible to conclude that the policy regarding foreign dominance of banking assets,
and the consequent dramatic improvements in the stability of that sector, can be largely
explained by the policies themselves and not the economic recovery that began to gather
steam later on in the decade. Finally, is very important the role of foreign banks in the
commercial field versus the comparative advantage of domestic banks at the retail level.
Nevertheless, the adoption of a universal banking structure combined to produce competitive
pressures that benefited the economy as a whole.

The financial sector reform has to include integral and harmonized changes in all its
segments: banking, insurance, and equity market, position of institutional investors and
supply of financial instruments.

Only with successfully synchronized (and not partial) changes in all these segments, can an
efficient financial system be established.
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CONTRACTS FOR DIFFERENCES
Gabriela OSkrdalova

ANNOTATION

The subject of the paper “Contracts for differences” is an analysis of contracts for differences.
The paper includes a contracts’ definition, deals with their advantages and hedging
and speculation using possibilities for investors.
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INTRODUCTION

Contracts for differences (CFDs) belong to interesting modern financial products that have
developed on financial markets in recent years. They present an alternative to direct trading
in underlying assets (for example stocks, commodities) that are appropriate for retail investors
too. Their rising popularity among investors is caused principally by their simplicity, low
charges, financial leverage trading and possibility for using these contracts not only
for the speculation but also for the hedging.

AIM AND METHODOLOGY

The objective of the paper is an analysis of contracts for differences and their using
possibilities and subsequently formulation of conclusions and recommendations for investors.
The positivistic and normative methodologies are used in this paper. The aim is reached
by general-science methods, primarily by the analysis, description, comparison and synthesis.

RESULTS
A contract for differences can be defined as a bilateral agreement — an agreement of a buyer
and a seller — on the financial settlement of the difference between the underlying asset’s price
in the moment of opening this contract and the underlying asset’s price in the moment
of its closing. Underlying assets can be stocks, indices, currencies and commodities.

The rising popularity of contracts for differences is connected with advantages of these
contracts. Advantages of these modern products are:

- financial leverage trading,

- low margins,

- possibility for profits not only on bull but on bear markets too,

- the simplest investment on the fall,

- many underlying assets from around the world,

- not only speculation using possibilities but hedging using possibilities for investors,

- electronic dealing and so a quick and effective direction settlement,

- low charges.

Financial leverage trading
By contracts for differences it is not necessary to have money to the extent of trading
underlying assets in contrast to common trading with underlying assets. It is caused
by the margin. By contracts for differences an investor does not give the total value
of underlying assets, he/she can give only a part of the total value of underlying assets —
the margin. Thanks to the margin an investor can buy with the same invested capital more
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underlying assets than by common trading (for example when the margin is 10 % of the total
value of bought underlying assets, the investor can buy ten times more underlying assets than
by the common purchase way).

Using of the margin leads to the financial leverage trading by contracts for differences.
It is necessary to realize that using of the financial leverage by trading allows to reach
not only higher profits for investors but it brings higher risks for investors too (if contracts
for differences are not used to the hedging). Every change of the underlying asset’s price
leads not only to the higher percentage increase of the invested capital (the margin) but
to the higher percentage decrease too. So the financial leverage allows investors to reach
higher profits with the same invested capital or to use smaller underlying asset’s price
changes to higher increase invested money. But it is very important to understand well
the construction of these products and to weigh run risks.

Amount of margin

The amount of the minimal necessary margin for opening and holding a position ranges
usually from 10 to 20 % of the total trade value. But in some cases it can be 90 % of the total
trade value too (for example by contracts for differences with a small stock title
as an underlying asset). The amount of margin depends on the underlying asset and
the current market situation. Besides this the amount of the margin changes in course of time.
First of all it is influenced by the total market volatility and the volatility of individual
underlying assets.

Mark-to-market

Opening positions by contracts for differences are appreciated in the real time. It means
if an investor reaches a profit thanks to underlying asset’s price changes, the reached profit
will be credited on the investor’s account immediately, if an investor reaches a loss,
the realized loss will be taken off. Unlike the common trade way with underlying assets
investors in the open position have the realized profit disposal immediately and they can use
it wickedly their decision (for reinvestments, for consumption...). It is necessary to realize
that investors can reach profits without closing positions in contracts for differences and
they do not give up subsequent profits.

Interest

By contracts for differences an investor does not invest in underlying assets the total value
of bought underlying assets but only its part by way of a margin (see above). For that reason
interest is credited on an account of an investor in the short position and interest is deducted
of an account of an investor in the long position. It means if an investor is in the short position
(he/she expects a decrease of the underlying asset’s price, he/she is a seller in a contract
for differences) interest will be credited on his/her account every day. If an investor
is in the long position (he/she expects an increase of the underlying asset’s price, he/she
is a buyer in a contract for differences) interest will be deducted of his/her account every day.

Some exception is an intraday contract for differences — an investor opens and closes his/her
position in this product within a day. In this case interest is not credited on an account
of the investor in the short position and interest is not deducted of an account of the investor
in the long position.
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Using possibilities
Contracts for differences can be used as an alternative to an initial direct investment
in underlying assets or as a supplement of the existing investor’s portfolio.

Alternative to an initial direct investment in underlying assets

If an investor decides to substitute by contracts for differences an initial direct investment
in underlying assets, he/she can invest in these contracts the same amount of money as he/she
would use for direct trading with underlying assets or he/she can use only a part of money that
would be used by direct trading. If an investor decides to use the same amount of money
he/she would use by direct trading with these underlying assets for contracts for differences
on chosen underlying assets, the amount of checked underlying assets will be multiplied
thanks to the financial leverage. In this case it will bring the investor a possibility to reach
higher profits and losses than by direct trading. If an investor decides to use only a part
of the amount of money he/she would use by direct trading with these underlying assets
for contracts for differences on chosen underlying assets, he/she can check the same amount
of underlying assets thanks to the financial leverage too. Remaining money can be invested
in other financial assets. Possibly a part of remaining money can be used for an additional
investment in contracts for differences.

Supplement of the existing investor’s portfolio
Contracts for differences can be used to supply the existing investor’s portfolio, and not only
for hedging but for speculation too.

Contracts for differences — speculation and hedging
Investors can use contracts for differences not only for the speculation on the bull and bear
market but for the hedging too.

Speculation on the bear market

By contracts for differences an investor can profit on an underlying asset’s price decrease.
Using contracts for differences is advantageous for the investor because he/she does not have
to look for somebody who would be ready to lend chosen underlying assets for the operation
sell short (sometimes it can be problematic). The investor who expects a decrease
of the underlying asset’s price can simply sell contracts for differences on this underlying
asset and then in the future buy back these products (the investor’s position in these contracts
gets closed). If the underlying asset’s price decreases during this time, the investor
(the speculator on the bear market) will reach the profit of the difference between the selling
price and the buying price of the underlying asset.

Speculation on the bull market

By contracts for differences an investor can profit on an underlying asset’s price increase too.
Instead of the direct buying of underlying assets an investor can use advantages of contracts
for differences. The investor who expects an increase of the underlying asset’s price can
simply buy contracts for differences on the chosen underlying asset and then in the future sell
back these products (the investor’s position in these contracts gets closed). If the underlying
asset’s price increases during this time, the investor (the speculator on the bull market) will
reach the profit of the difference between the selling price and the buying price
of the underlying asset.
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Hedging

It is possible to use contracts for differences not only for the speculation but for the hedging
too. For example: an investor wants to hold the bought underlying assets and he/she is afraid
of a decrease of their price. He/she can hedge his/her position in these underlying assets
by contracts for differences — he/she sells contracts for differences on these underlying assets.
In the whole time when the investor holds these underlying assets in his/her portfolio
and he/she has sold contracts for differences on these assets, price changes of these assets
have no bearing on the investment’s value. As soon as the investor gains back confidence
in the hold underlying assets (eventually he/she sells these underlying assets) he/she closes
his/her position in these contracts for differences.

CONCLUSION

A contract for differences can be defined as a bilateral agreement — an agreement of a buyer
and a seller — on the financial settlement of the difference between the underlying asset’s price
in the moment of opening this contract and the underlying asset’s price in the moment
of its closing. A buyer of contracts for differences (an investor in the long position) expects
an increase of the chosen underlying asset’s price. A seller of contracts for differences
(an investor in the short position) expects a decrease of the chosen underlying asset’s price.
Underlying assets can be stocks, indices, currencies and commodities.

Contracts for differences have many advantages, for example: financial leverage trading, low
margins, possibility for profits not only on bull but on bear markets too, the simplest
investment on the fall, many underlying assets from around the world, not only speculation
using possibilities but hedging using possibilities for investors, electronic dealing and
so a quick and effective direction settlement and low charges.

Contracts for differences can be used as an alternative to an initial direct investment in chosen
underlying assets or as a supplement of the existing investor’s portfolio. The aim of using
of these products can be not only the speculation on the bull or bear market but the hedging
too.
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RELIABILITY OF RATING

Ivana Valova

ANNOTATION

Rating assesses the credit worthiness of a subject. Rating typically tells an investor or lender
the probability of the subject being able to and disposed to pay back a loan. It is calculated
from history of the subject, but current information and financial data too. A poor credit rating
indicates a high risk of defaulting on a loan and therefore leads to higher interest risk or credit
decline by the creditor. External rating of a corporation is a financial indicator to potential
investor of dept securities and is assigned by external rating agencies (e. g. Moody s, Standard
& Poor’s, Fitch Ratings). In connection with the present circumstances on financial market
the external rating agencies are criticized for alleged participation in world financial crisis.
The question of preciseness and reliability of rating is opened again.

KEY WORDS

External rating, Financial crisis, Internal rating, Rating agency, Reliability of rating.

INTRODUCTION
Risks are uncertainties resulting in adverse variations of profitability or in losses. There are a
large number of risks in the banking sector. Most of them are well known. Credit risk is the
most important of risk categories in banking. Hence the regulators insisted on continuously
improving measurement of credit risk in order to quantify the amount of capital that banks
should hold. Traditional measures of the credit quality of debts or debtors are ratings.

AIM AND METODOLOGY
The article gives brief information on credit risk and its measurement and points out the
necessity and interest of measuring, managing and monitoring of the banking risks to each
bank. The aim of the paper is emphasized importance of rating and range of its use in banks.
In terms of those and world financial crisis, the question of preciseness and reliability of
rating will be opened.

The basic method of submitted article is the deduction. It is gone from common pieces of
knowledge and theory to particulars.

RESULTS
Banking risks are defined as adverse impacts on profitability of several distinct sources of
uncertainty. In connection with Basel II, it is very often discussed the credit risks, market
risks and of recent years operational risks too.

The first of all risks in terms of importance is credit risk. Credit risk is the risk of loss due to a

deterioration of the credit standing of a borrower. We may not forget the view of the risk

differs for the banking portfolio and the trading portfolio. Traditional measures of the credit

quality of debts or debtors are ratings. Major feature of rating system are:

e cxternal ratings (made by external rating agencies, e.g. Moody's, Standard & Poor's, Fitch
etc.) or

e internal ratings (most of banks” clients do not have assigned external rating, so banks use
internal rating scale; internal rating scales of banks are customized to banks” requirements,
and usually characterize borrower’s risk and facility s risk).
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Credit ratings are used not only by banks, but also by investors, issuers and governments.
Regulators use credit ratings or permit rating to be used for regulatory purposes. E.g. under
the Basel II banking regulators can allow banks to use credit rating from certain approved
rating agency, when calculating their net capital reserve requirements.

Rating is an inherent part of bank credit process and is used for the determination of:
e Expected loss,

Economic capital,

Regulatory capital,

Reference limits,

Loan loss provision and so on.

Rating is ordinal measures of credit risk, but it is not sufficient to value credit risk. Because of
that there are portfolio models used. Scheme 1 shows an overview of the methods for risk
measurement in accordance to Basel II.

Scheme 1: The methods for risk measurement within Pillar 1 (in accordance to the Basel I1)

Methods of banking risk
measurement
| |

CREDIT RISK MARKET RISK OPERATIONAL RISK
Standardised Standardised Basic Indicator

| Approach | Approach | Approach

Internal Rating Internal Models Standardized
| Based Approach | Approach | | Approach
Advanced
| Measurement Appr.

Source: Self-structure.

Different options for credit risk are:
e Standardised Approach (STA)
It is the simplest method. The risk weights are derived from ratings set by registered
external rating agency, External Credit Assessment Institutions or Export Credit Agencies.
e [Internal Rating Based Approach (IRB)
- Foundation IRB Approach (FIRB)
By the method bank uses own estimates of the probability of default of its client and
banking supervisory determine the other characteristics.
- Advanced IRB approach (AIRB)
All the components are determines by banks.
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The major credit risk components are exposure at default (EAD), probability of default (PD),
loss given default (LGD) and maturity (M). A “risk weight function” converts the risk
components into risk weights for calculating risk weighted assets.

Scheme 2: The major credit risk components

CREDIT RISK
|
I |
Standardised Internal Rating Based
Approach Approach
EAD PDgx EAD PDrs LGD M
Regulatory capital Reguratory capital

Source: Self-structure.
Note: PDgy is probability of default based on external credit assessments and PDpp on
internal rating.

The term “default” can be distinguished from the terms “insolvency” or “bankruptcy”.*

Default can be of two types:

e Debt services default happens, when the debtor has not made a scheduled payment of
interest or principal.

o Technical default occurs, when an affirmative or a negative covenant is violated.

Rating and external rating agencies

Generally, a rating can be defined as the evaluation or assessment of something, in terms of
quality, quantity or combination of both. A credit rating assesses the borrowing power of an
individual, corporation or country. Simplified it is possible to say that credit rating is
calculated from financial history of certain subject and current assets and liabilities. Usually,
credit rating tells creditors or investors the probability of the subject (potential debtor) being
able to pay back a loan during one year. A low (weak) credit rating indicates a high risk of
defaulting (high probability of default) on a loan. In such a case bank sets a high interest rate
or refuses to extent a loan. The credit rating is most frequently assigned by credit rating
agencies. Detailed rating scales of external rating agencies have 20 levels, ignoring the near
default rating levels.

! Risk weights are a function of PD and LGD.

? "Default" essentially means a debtor has not paid a debt which he/she/it is required to have paid.

? "Insolvency" is a legal term meaning that a debtor is unable to pay his debts.

4 "Bankruptcy" is a legal finding that imposes court supervision over the financial affairs of those who are
insolvent or in default
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Tab. 1: Rating scales of external rating agencies

Ratin .
g Rating marks
agency
Standard & AAA AA+ AA AA- A+ A A- BBB+ BBB BBB- BB+

Poor’s BB BB- B+ B B- cce cc c D - -
Moddy’s Aaa Aa1 Aa2 Aa3 A1 A2 A3 Baa1 Baa2 Baa3 Ba1
Investors

Sevice Ba2 Ba3 B1 B2 B3 Caa Ca c . i )

Source: Self-structure.

Criticism of external rating agencies
In connection with the present circumstances on financial market the external rating agencies
are criticized for alleged participation in world financial crisis. The question of preciseness
and reliability of rating is opened again. Agencies have been subject to the criticisms. Here
are presented some of them:

o Credit rating agencies do not downgrade companies promptly enough.

There have been cases of companies” ratings staying at investment grade few days before the
company went bankrupt, despite the fact that agencies had been aware of the company's
problems for some months.

e How is possible that many of American banks had had till their bankruptcy very good or
excellent rating?

Rating agencies bear in mind not only leverage of subject, but also potential support at the

hands of parent company, regulatory institutions or government. If it is expected to the

support, final rating mark of the subject is improved. Practice mostly shows force of rule “too

big to fail”. There is necessary to point out “mostly”.

o Credit rating agencies have too familiar a relationship with management assessed
company.

In opinion of some critics rating agencies meet too often or frequently in person with the

management of many companies. They advise them on measure and actions the company

should take to achieve and maintain a certain rating. Here is evident possibly opening to

undue influence.

o Danger of the weak rating: the low or lowering credit rating by a rating agency can get
assessed subject to a vicious cycle.

Poor rating would go up interest rates for the subject meaning it will be increased loan costs

of the company. In addition other contract with banks may be affected adversely because of

capital requirements. Capital requirements of financial institutions depend on the rating of the

structured assets they hold.

o The financial markets crisis opened another problem: the question of external rating
agencies regulation.

Rating agencies assess subjects of market, but do not inhere in competitive environment and

are not regulated and supervised. These facts along with authority growth of rating agencies

disturb others subjects. Agencies do not object to regulation, but are afraid of forfeiting

independence.
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CONCLUSION

While timing may be influenced by regulatory requirements, many institutions are seeking to
create competitive advantage by implementing best practices in credit risk management. In
pursuit of this objective, many institutions are developing internal rating systems for low
default sectors, including large corporations, banks, project finance, real estate and other
specialized finance.

External rating agencies provide credit assessment temples, containing both quantitative and
qualitative risk factors, for “hard to rate” sector, where historical data or model are lacking.
Because rating agencies are independent agencies and use different survey techniques, final
rating mark of certain subject or instrument may be diverse.

External rating analyses fundamental quality of investment instrument or subject and does not
assess its rate of profit or credit risk. External rating is not possible allowed to be investment
recommendation.

Agencies have been subject to the criticisms because of do not downgrade companies
promptly enough, have too familiar a relationship with management assessed company,
danger of vicious cycle, external rating agencies not regulation etc.

In today’s financial and economic crisis environment, many financial institutions are striving
to improve their risk management methods in order to ensure that they are compliant with
Basel II requirements. The basic prerequisites for managing a credit portfolio and ensuring
acceptable, risk based liquidity require precise assessments of credit risks and collateral. This
is the foundation of successful credit risk management.
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ACCOUNTING AND TAXATION OF PROFIT AND NON -
PROFIT SECTOR



AMENDMENT TO THE VALUE ADDED TAX ACT,
NO. 302/2008 COLL. IN FORCE FROM 01.01.2009

Katefina Randova

ANNOTATION
Amendment to the Value Added Tax Act, No. 302/2008 Coll. which comes in force from
01.01.2009 (hereinafter referred to as the “Amendment”) is the largest since the force of the
Value Added Tax Act, No. 235/2004 Coll (hereinafter referred to as the ,,VAT Act™), which
was approved shortly before the Czech republic had become a member of European Union.
This amendment contains 313 items and some of them have only technical character.
Furthermore, in lots of areas it brings many significant changes.

KEY WORDS
value added tax, VAT act, amendment, directive, harmonization, provisions,
incompatibilities, turnover, deduction, reverse charge services, taxable person, rates,
interests, taxable amount

INTRODUCTION
The aim of the Amendment is to harmonize the provisions of the VAT Act with applicable
Council Directive 2006/112/EC of 28 November 2006 on the common system of value added
tax (hereinafter referred to as the ,,Directive).

AIM AND METHODOLOGY
The main aim of the paper is to focus on some of the main significant changes that the
Amendment contains and compare it with the provisions of the VAT Act, which is in force in
2008. Another aim of the paper is to point out selected provisions that could be still in
contrary with the Directive.

RESULTS

Overview of the most important changes mentioned in this paper:

— definition of the turnover,

— place of supply in case of supply of reverse charge services provided by the taxable person
directly to a foreign person or taxable person from another Member State, who is
established or has its fixed establishment in the territory of the country

— correction of rates and the amount of tax

— transfer of interests in companies and its intermediation

— assessment of taxable amount according to Section 36 (6) of the VAT Act

Definition of the turnover
The Amendment is significantly changing the definition of turnover for the purpose of
compulsory registration for value added tax, so unifies conditions for all taxable persons who
carry out economic activity thereby.
The terms “revenues” and “earnings” have been removed and replaced by the term
“consideration”.
Turnover is going to include consideration for effected supplies and the consideration
obtained before the date of supply (advance payments) will be therefore included into the
turnover at the date of the supply of particular transaction.
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As a result of this change it will not matter whether the taxable person is obliged to keep
accounting records, to keep records for the purpose of tax calculation or only records of
incomes and claims.

The type of accountancy is not decisive anymore, consideration for supplies defined by the
VAT Act shall enter into the calculation of turnover even if it is accounted as the budget
revenue outside the earnings, which relates to the local government authorities.

Another important difference from the rules in force until the end of 2008 fall on the persons
who matched the definition of a bodies governed by public law, for example the states,
regional or local government authorities. Since the beginning of 2009 these taxable persons
includes into their turnover for the purpose of compulsory registration also the transfer and
letting of land, buildings, apartments and non-residential premises exempted from tax
according to Section 56 of the VAT Act, unless those activities are ancillary activities carried
out occasionally.

Unlike the law in force in 2008 the Amendment sets up the rule to include into the turnover
only transactions with its place of supply on the territory of the Czech republic.

Place of supply of miscellaneous services
Amendment brings changes in the provisions of Section 10 (6) and (7) of the VAT Act
regulating application of reverse charge mechanism.

The reverse charge mechanism is for example used in case of supply of the following
services:

transfers of copyrights, the services of consultants, the supply of staff, advertising, banking,
financial, insurance, telecommunications, radio and television broadcasting, electronically
supplied services.

The principle of reverse charge mechanism is that the place of supply of certain services shall
be moved to the state where the customer (recipient) of this services has established his
business or has a fixed establishment for which the service is supplied. While the customer
has to be the foreign person established outside the Community or the taxable person
established in the Community but not in the same country as the supplier.

In this context, there should be noted the general rule which says that if the place of supply of
these services is not in the territory of the Czech republic, this services are not subject to tax
in the Czech Republic. These supplies are charged without any output tax with an entitlement
to a tax deduction.

Since the force of the Amendment for the application of the principle of reverse charge
mechanism may no longer have to be satisfied the condition that the customer (recipient of
supply) or the service supplier, who is a foreign person or taxable person from another
Member State, has no fixed establishment in the territory of the Czech republic.

This provision used to be in contradiction with Article 56 of the Directive.

For the purposes of determination the place of supply of reverse charge services, therefore,
since the 1.1.2009 depends only whether the services are provided to the fixed establishment
placed in the Czech Republic or directly to the registered office, which is located outside the
territory of the Czech republic or whether the services are provided by the fixed establishment
in the Czech Republic or by the registered office, which is placed outside the territory of the
Czech republic..

If the service is supplied by the taxable person directly to the fixed establishment placed in the
Czech republic, it is a domestic taxable transaction.
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Practical examples:

Supplier Customer Services The services are Place of supply
supplied for of transaction
CZ VAT AT VAT advertising services AT registered AT
office
CZ VAT AT VAT with services of Cz Cz
CZ establishment accountants establishment
CZ VAT AT VAT with services of lawyers AT registered AT
CZ establishment office
PL VAT CZ VAT supply of staff CZ registered  CZ
office
SK VAT CZ VAT with services of SK SK
SK establishment engineers establishment
US taxable CZ VAT with telecommunications DE DE
person DE establishment services establishment

The amendment also brings a new provision of Section 10 (14), which regulates the situation
when the Czech taxable person supplies reverse charge services under Section 10 (6) to the
foreign (third country) taxable person, which is also registered for tax in the Czech Republic
or the situation when foreign taxable person or other Member state taxable person supplies
reverse charge services to another foreign taxable person which is also registered for tax in the
Czech republic, if the actual consumption or use of the services by that person (recipient of
service) was in the Czech republic. In case of such situation is the place of supply of
transaction determined in the terriotory of the Czech Republic.

Correction of rates and the amount of tax
According to the VAT Act applicable until the end of 2008, the taxable person was in
accordance with the provisions of Section 49 (1) obliged to make correction of rates and
amount of tax only in case if he applied for chargeable event other than the current reduces or
standard rate or tax exemption and thereby reduced his tax liability. On the contrary,
according to Section 49 (2) of VAT Act he did not have the possibility of correction of
wrongly higher charged tax rate, which was in contradiction with the Directive.
The Amendment regulates the provisions of Section 49 into accordance with the Directive,
which does not restrict the opportunity to make a correction in both directions.
Until the 31.12.2008 is the taxable person or person identified for VAT according to Section
96 of VAT Act, who applied or reported tax in other way than is stipulated in the VAT Act
and increased output tax or his tax liability, entitled to make the correction in the regular tax
return for taxable period in which was the corrective tax document (issued according to
Section (50) of VAT Act) delivered to the customer (the taxable person or person identified
for VAT). Such a situation is considered as an separate taxable transaction.
The costumer will make in accordance with the received corrective tax document the
correction of the tax deduction in the regular tax return for the taxable period in which was the
corrective tax document delivered to him.
This provision is used for example in cases where the taxable person instead of the reduced
tax rate applied the basic tax rate or instead of the exemption with an entitlement to a tax
deduction applied incorrectly the output tax.
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It is possible to make correction no later than 3 years after the end of the taxable period in
which was occurred the original event.

Transfer of interests in companies and its intermediation
According to Section 14 (5) (c) of the VAT Act the transfer of interests of companies or
associations, is not considered to be supplying of the service, and therefore is not subject to
tax.
Here arises a contradiction with the Directive, where under Article 135 (1) (f) is the
exemption applied to transactions, including negotiation, in shares, interests in companies or
associations, debentures and other securities.
Into the calculation of coefficient for tax proportional deduction in accordance with Section
76 (3) of the VAT Act are not included all financial services, if those activities are ancillary
activities carried out by the taxable person occasionally.
Whereas that the transaction of interests in companies is not covered by the VAT Act among
the financial services or other transactions exempted without an entitlement to a tax
deduction, so even though it is not in this case only the ancillary activity carried out by the
taxable person occasionally, despite of the fact that these transactions will not be to enter into
the calculation of the coefficient, because they are not in accordance with the VAT Act the
subject to tax.

Determination of taxable amount according to Section 36 (6) of the VAT Act
Where a taxable person for example exploits the tangible property for purposes unrelated to
its economic activities, the taxable amount shall be determined as the purchase price of the
goods or, in the absence of the purchase price, the cost price, determined at the time when the
supply takes place. In the case of providing services for a similar purpose, the taxable amount
shall be the full cost to the taxable person.

Until 31.12.2008 in these cases, the taxable amount was determined by special law, concretely
the Evaluation of assets and the changes of some laws Act No. 151/1997 Coll., as amended.
The newly modified provisions will cause problems in practice, especially with the
determination of the amount of the full cost price, determined by the taxable person at the
time of supply of goods or services.

The purpose of this change was coordination of the relevant provisions of the VAT Act in
accordance with the Directive.

However, in the provision of Article 72 of the Directive is the “open market value” essentially
defined as the price established between independent supplier or customer in the territory of a
Member State in which is the transaction subject to tax. Only when it is not possible to
determine the “open market value” in this way, it is considered in the case of goods, an
amount that is not less than the purchase price or similar goods or the cost price, and in the
case of services, an amount that is not less than the full cost to the taxable person of providing
the service.

CONCLUSION
In the Section 1 of the Amendment is stated that this law incorporates the relevant provisions
of European Community, in particular Council Directive 2006/112/EC on the common system
of value added tax, as amended by Directive 2006/98/EC and Directive 2006/138/EC. Despite
all the efforts of law-makers some of the incompatibilities with the Directive rules appears in
this Amendment or changes that may are not in the direst contradiction with the Directive, but
can cause problems especially to the taxpayers in their daily practise.

123



The purpose of the Amendment has not been completely fulfilled because of the reasons
mentioned above. Anyway, it is a further important step towards the harmonization of Czech
legislation in the field of indirect taxes with the directives of the European Community.
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GOVERNMENTAL ACCOUNTING IN THE CZECH
REPUBLIC

Michal Svoboda

ANNOTATION
This paper describes the ongoing public sector accounting reform in the Czech Republic, its
assumptions, structure, organizations involved, key issues, new accounting approaches and
timeline. Paper provides an international comparison with the EU regulation, as well as with
the “OECD area” countries.

KEY WORDS

Governmental accounting, Public sector, Accrual basis, Financial statements, Consolidated
financial statements, Heritage assets, Infrastructure assets, Strategic military assets, Strategic
inventories, True and fair view, IFRS, IPSAS.

INTRODUCTION
The current situation in public sector financial management in the Czech Republic is
considerably affected by the absence of well timed and quality data. Mostly, this management
is not connected with accounting system or with financial statements, but with partial and
incomplet records. Also the evidence and control of public finance expenditures is performed
only for purposes of the state budget, which means it is cash based, not accrual based.

In May 2007 the Governmental resolution [6] was approved, that should ensure creating of
new central government accounting system in the Czech Republic. Ministry of Finance of the
Czech Republic is in charge of accomplishing this mission until 2010. This new governmental
accounting will identify, gather and disclose all relevant information on economical and
financial situation of the State including the management of public finance during some
period (accounting period) in comparison with historical indicators. To become more
effective public sector financial management, more effective expenditures and their control,
relevant information at all levels of management and more trustful public resources reporting
is necessary.

In other words, if a private sector company needs relevant information for decision making
and the source of this information is its accounting system and financial statements, it is
doubtless, that the State and its executive bodies (Central and local government and its
agencies) need this kind of information as well.

Gains of whole this reform could not be quantified easily, especially its qualitative
characteristics. Finally, they will lead to public economies because of rationalization and
automation of some control procedures, including oversight of the public. There is no doubt
about self-regulation effect of accounting as a tool of true and fair view of economic situation
and public sector financial management. That is why gains of this new system should
dominate.
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AIM AND METODOLOGY

Subject of this paper are public sector accounting entities in the Czech Republic (“selected”
accounting entities), i.e.:

o departments (ministries),
governmental organizations,
municipalities,
allowance organizations,
state funds and agencies,
Czech television, Czech radio, etc.

It is aim of this paper to analyze proposed set of new financial statements of central
government, which should be prepared fully on accrual basis, for all types of public sector
accounting entities mentioned above. To make the project of Governmental accounting
realizable, partial tasks are necessary to make up (step by step approach):

to analyze and to assess current situation,

to obtain experience from another (mostly European) countries,

to assess the suitability of International Public Sector Accounting Standards
PSAS),

to assess needs and possibilities of public sector accounting entities,

to assess factuality, cohesion and justness of these partial steps,

to create the Conceptual framework of Governmental accounting,

to create a legislative basis for Governmental accounting.

Nonhkrg RN~

Each of these steps is described below.

Analysis and assessment of current situation
Financial statements of public sector accounting entities in the Czech Republic are
traditionally partly cash based (budgetary connected accounts), partly accrual based. It is not
possible for them to give a true and fair view of economical situation of the State, especially
because of these important facts:

J some groups of assets are not reported properly, e.g. heritage assets,
infrastructure assets and strategic reserves (strategic inventories) are not reported at
all,

J some long term receivables and liabilities are reported as current,
J some assets and liabilities are not evaluated properly,
o there is a weak connection between statement of financial position and cash

flow statement (cash flow statement is prepared separately, it is not a part of the set of
financial statements).

It seems obvious, that a new set of fully accrual based financial statements are needed to get a
true and fair view of economical situation of the State.
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Experience from another countries

Nowadays, several European countries are running their own accounting reforms, which very
often lead to fully accrual based financial statements. It is noticeable, how some countries are
coming up with different approaches leading to different conclusions in case of public sector
accounting and financial reporting. In following paragraphs, I am going to describe some of
them. Sometimes a dividing of countries into two groups is made: so called “Anglo-Saxon”
countries and Continental European countries. Professor Chan [1] mentions some
characteristics of each group in case of relationship between accounting and budgeting: In
“Anglo-Saxon” countries, accounting exerts influences on budget and key financial measures
are accrual reported assets (rights) and liabilities (obligations). In Continental European
countries, accounting is very often subordinated to budgeting and key financial measures are
obligations and cash flows, both very typical for Czech Republic. Here comes further
comparison:

Sweden

Fully accrual governmental accounting was implemented in 1993. It was one of many reforms
implemented in 1990’s. The aim was higher flexibility and performance. These factors have
meant increase of accountability for financial and operating results. Monitoring of
performance (total costs of government programmes and activities, etc.) was enabled by this
new accounting model [2].

Switzerland

The Swiss Confederation developed “New accounting model” and used it for the first time in
2007. Firstly, cash or financing aspects remained the key point, because a balance between
revenue and expenditure in fiscal policy management is always required. Secondly, to
produce more meaningful financial statements, to enable comparability with private sector, to
increase transparency and finally to strengthen confidence among the public, as the only
comprehensive and generally accepted set of guidelines for the public sector, IPSAS standards
were used as a base for the “New accounting model” in Switzerland [3].

Netherlands and Norway

After considering all circumstances, responsible bodies in both these countries decided not to
adopt accrual based financial reporting and standards. It is not because there is likely the only
international source of useful accounting standards for public sector — IPSAS, but because
responsible managers realized, that the accrual base is not suitable for their public sector
accounting at all (even in Netherlands some practical testing inside accounting entities was
proceeded). One of reasons was a strong connection between accounting and budgeting,
which was necessary not to disrupt. [4, 5]

New Zealand

This country represents the “Anglo-Saxon area”. New Zealand was the very first country,
which decided to adopt accrual basis for public sector — for governmental accounting. IPSAS
standards were refused as not practically enough tested and not comprehensive enough for
purposes of public sector. However, the accrual base was still treated as the right one. So the
accounting and financial reporting standards of New Zealand are based on IFRS.
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Eastern Europe

During a few last years, Romania developed new fully accrual based accounting standards for
Governmental accounting. They are based on IPSAS. This is similar to some another Eastern
European countries, they decided to reform public sector accounting. It is very often
connected with creating the “Treasury” systems in these countries, e.g. Latvia, Lithuania and
Slovakia.

Suitability of International Public Sector Accounting Standards (IPSAS)
As suggested above, an international comparison is very important step and could provide
much useful information and many interesting opinions. In the Czech Republic, as well as in
most another countries mentioned, IPSAS standards were the first impeached. In spite of the
fact, that moving from cash based accounting to accrual based accounting is more than
desirable, the set of IPSAS standards as a whole were found as not suitable for Czech
Republic governmental accounting. It was mainly because of these factors:

J IPSAS are more conformable with “Anglo-Saxon” law system, rather than with
Continental European law,

. there is no other country using IPSAS as a whole for a longer time,

. important issues typical for public sector accounting entities were not
concerned with by IPSAS until recently (taxes, transfers, subsidies, etc.)l,

o IPSAS do not reflect connection between accounting and budget management

rules, which persists.

IPSAS as a whole were refused, but some approaches were evaluated as useful and
appropriate. It was reporting of heritage assets, infrastructural and strategic military assets and
strategic inventories, typical assets for public sector accounting entities (see below), they were
mostly not reported and accounted for so far. The true and fair view will also be strengthen by
accounting for depreciation and impairment of assets, which is still absent for some of public
sector accounting entities! By this the private sector approach, like in IPSAS, is more obvious.

Assessment of needs and possibilities of public sector accounting entities
Public sector accounting entities like municipalities or governmental organizations dispose of
special assets different from private sector accounting entities. On that account, these assets
should be accounted for and reported separately, e.g.:

Heritage assets

Heritage assets in general could be assets, which have historic, technological, scientific,
artistic, geophysical or environmental qualities and are held by accounting entity because of
their contribution to knowledge and culture [13, 14]. So that could be historic buildings,
archeological sites or collections held by museums or galleries etc.

In case of the Czech Republic, reporting of heritage assets is obligatory for public sector
accounting entities from the year 2009 (accounting period starting on January 2009), with the
possibility of optional lag up to three accounting periods (up to the year 2012). Heritage assets
are historical properties (buildings, bridges etc.) and historical and artistic collections held by
galleries or museums. Their evaluation is almost impossible to measure because of their

! Currently, there are quite new standards concerned with these issues, e.g. IPSAS 23, IPSAS 24, etc.
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historical significance. That is why a “fictitious” evaluation at 1 Czech Koruna® is used, if an
asset was not purchased and thus its evaluation (historical cost) is known.

Infrastructural assets

Roads, highways, water-supply infrastructure or engineering networks are appropriate to
report as infrastructural assets. An exposure draft of governmental financial reports will very
probably contain this type of assets and it will also depend on experts” suggestions, whether
the necessity of reporting infrastructural assets overweight or not. Because also private sector
accounting entities can report them, for example as long term tangible assets.

Strategic military assets

These assets deserve a special “treatment” because very often, their confidentiality is needed.
Like infrastructural assets, all circumstances connected will be discussed during nearist
months.

Strategic inventories

Strategic inventories of oil, gas, vaccines, food tins, etc. are proposed to be reported as well.
In general, they are stocked to be consumed on certain occasion in the future, that is why their
reporting as stocks is proposed, no matter if the accounting entity holds them for a longer time
(longer than for one year).

Impairment and Depreciation of assets

Currently, among all “types” of public sector accounting entities only some of them account
for depreciation of assets. Accounting for impairment of assets is even more exceptional.
These facts mean a serious deface of true and fair view of economic situation of these
accounting entities. That is why these methods are proposed as obligatory.

Conceptual framework of Governmental accounting
By the Governmental resolution from May 2007 [6] basic principles and the Conceptual
framework of the Governmental accounting [11] were approved. Following rules were stated:

o system of legal, technical and other tools will be created in order to ensure
timely, complete and true information of financial situation of the State,

o in frame of Governmental accounting, the ability of the State (or an accounting
entity on its behalf) to present financial statements of the Czech Republic must be
ensured,

J rigorous digitalization and computerization of accounting records
(bookkeeping) incl. EDI® based on XML and higher emphasis on control mechanisms
is necessary to ensure an effective accounting,

J public sector accounting entities will report contingent assets and liabilities to
get better view of net equity of the State,
. financial resources connected with the state pension system and social politics

are desirable to monitor,

2 Czech currency
? Electronic Data Interchange
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J connection between (state) budget and accounting system is necessary,

. to ensure better quantification and evaluation of resources available for
obligations (payables) cover, market price will be used more often as an evaluation
method,

J an effective flow and gathering of information is needed in order to get an
effective financial management of the State.

o reporting of the State will regard rules and demands of ESA 95 *,

o higher level of public expenditures control will be emphasized,

o each step and procedure proposed will be assessed in order to ensure, that its

information gain overweight its induced spending (a confidential regime at
exceptional cases is possible).

To make these rules, which I mentioned above, practicable, it is essential to specify, which
subject or accounting entity is authorized to present financial statements of the State. Next
step is to qualify, which accounting entities are subject to the Governmental accounting, i.e.
how many accounting entities are there in the public sector of the Czech Republic for
purposes of the Governmental accounting (so called “Selected accounting entities”). With
respect to all factors described in this part, amendments to (novelization of) the Accounting
act [7] are necessary. Legislative and substantive procedures and changes are presented in the
next part of the Paper.

RESULTS
Accounting act and financial statements
During the spring 2008 a proposal of Accounting act, including specifying of “selected”
accounting entities and the entity responsible for presentation of financial statements of the
State, were presented by the Ministry of finance. Consequently, the Parliament approved this
proposal so it is forced since July 2008, effective from January 2010.

According to this act, these financial statements will be prepared and presented:

o Statement of financial position (assets and liabilities of the State),
o Statement of income (expenses and revenues of the State),

° Cash flow statement,

o Statement of changes in equity,

. Notes.

Crucial fact is that no special accounting entity or governmental organization will arise (like
an accounting court or a supreme accounting office). On the basis of consultations performed
with law experts, the State will not be an accounting entity as well. Ministry of finance will be
responsible for gathering of all information needed and for preparation and presentation of
financial statements of the Czech Republic.

* European System of Accounts
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Executive ordinances
Accounting act delegates authority to the Ministry of finance to create executive ordinances.
This is the way, how the preparation of above mentioned statements is possible. There will be
three special ordinances about:

. consolidation procedures,
° technical issues,
. inventory taking.

Consolidation procedures

Some special consolidation procedures are being developed, because there are some special
characteristics typical for public sector in the Czech Republic they are necessary to respect.
However, financial statements of the State are consolidated statements, technically very
similar to private sector consolidated statements, e.g. one of most important procedures will
be the bilateral relationships settlement. In case of methods of consolidation, the full method
and equivalence are likely going to be used. For consolidation, some levels of relevance will
be defined. There are further ongoing consultations to specify all conditions and procedures
required.

Technical issues

This ordinance will arrange the form of accounting records (technical form, mixed form, etc.)
their encryption and transfer to the Central system of accounting information of the State,
central information office. It is noticeable that no special unique software will be engineered.
Accounting software ordinarily used by accounting entities will be taken in use.

Inventory taking

No special effective inventory taking legislation was available so far (one was used years
ago). However, it is inevitable for “selected” accounting entities to use some to avoid their
law insecurity and lack of asset register evidence.

A remark procedure for these three ordinances has already started. Final versions are expected
in few following months.

CONCLUSION

Creating of governmental accounting is just a first step. Quality and effective continuous
management of this system is necessary. Accrual based accounting and reporting ensures that
mentioned financial statements give true and fair view of financial situation and financial
performance of individual governmental accounting entities, thus of the whole public sector.
If these mentioned approaches are involved, it will be possible to measure and to assess the
financial position of public sector accounting entities for the first time in history of the Czech
Republic.
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THE INFLUENCE OF TOURISM ON THE ENVIRONMENT

Michaela AntousSkova, Zdeiika Kroupova

ANNOTATION

Tourism is very important part of national economies. It significantly contributes to
economical development of regions and nations. According to the current statistical data,
tourism is defined as one of the most profitable and rapidly developing industries in the
world. Moreover it influences several other areas, beside economical impacts it has also social
and cultural impacts. It helps many regions to start their economical development that may
lead to increase of foreign investment, because the tourist destination may become more
attractive for foreign investors that multiple the economical effects of the development. For
many regions, tourism is the most important source of financial resources, for many regions
the only source. According to the WTTC data the employment in tourism represents more
than 8% of all employment that means 1 job in every 12 jobs in the year 2007. It is also
recognized that travel and tourism economy contributed by 10, 4 % to the world economy in
the year 20007 and it is estimated that this contribution will rise to 10,7 % in ten years. Travel
and tourism industry represents around 12% of total world exports,. WTTC also expects that
tourism generate 7 060,3 bn USD of economic activity (total demand) in 2007, and should
growth to 13 231,6 bn USD in ten years. Total demand is expected to grow by 4,3% per
annum. There are not only positive effects of tourism. Increasing tourism activities bring also
environmental problems, such as pollution, erosion, damage of monument and nature, noise.
This article focuses on these negative effects of tourism and the impacts of tourism on the
environment. One of the methods to express the influence of tourism on the environment is
the Defert function, which is calculated in the paper in the first part. The second part of the
paper focuses on pollution, especially emission of carbon dioxide, and calculate the price of
these negative effects, that is not included in the price of the trip. The paper focuses on the
Southern Bohemian region.

Pieces of knowledge introduced in this paper resulted from solution of an institutional
research intention MSM 6046070906 ,,Economics of resources of Czech agriculture and their
efficient use in frame of multifunctional agri-food systems*.

KEY WORDS

Tourism, Defert function, Emission of carbon dioxide, Negative effects of tourism.

INTRODUCTION

In the past there has not been given such an attention to the environment. Economic policies
were oriented generally on economic grow and liberalization, that can be documented on the
General Agreement on Tariffs and Trade or on the North American Free Trade Agreement. At
that time, increased pollution was considered as an acceptable side effect of production.
However as the countries reached higher standards of living, they paid greater attention on the
environment and so the first legislation in the environment has appeared.

The concept of sustainability has its origins in the environmentalism that grew to the
prominence in the 1970s. Since the late 1980s sustainable development has become a theme
discussed in the field of tourism and has made a part of tourism studies. Since than several
definitions of sustainable tourism has appeared. One of widely used definitions tells
sustainable tourism development focuses on leading to management of all resources in such a
way that can fulfill economic, social, and aesthetic needs, while maintaining cultural integrity,
essential ecological processes, and biological diversity and life support systems. The World
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Tourism Organization adds that sustainable tourism development meets the needs of present
tourists and host regions while protecting and enhancing opportunities for the future.
Sustainable tourism can be defined as every tourist activity that preserves for a long time the
natural, cultural and social resources, contributing to the well-being of individuals living in
those tourist areas.
The sustainability stands on the three pillars:

% Ecological sustainability (ecological processes, biodiversity, biological resources)

*

¢ Social and cultural sustainability

%+ Economic sustainability

Other point of view offers sustainable development based on the three core principles:
% Quality (quality experience, quality of life, quality of environment)
% Continuity (continuity of natural resources, continuity of culture, continuity of visitor
interest)

7

¢ Balance (balance of needs of hosts, guests and environment)

In the literature dealing with sustainable tourism there can be found four approaches:
% Polar opposites concepts with the main idea that alternative tourism aims to replace
mass tourism
¢ Continuum concepts that overcomes the resources degradation and contains the focus
and capability principles
¢ Movement positions, that represents movement to make mass tourism more
sustainable
s Convergence representing by the idea that all forms of tourism aims to become
sustainable
On the other hand, there are authors that argued or find some weak points in the literature and
studies of sustainable tourism development. Many authors promote ecotourism or alternative
forms of tourism, responsible tourism, soft tourism, low-impact tourism, community tourism
as the path of sustainable tourism. But the experiences show that none of these forms means
the way forward for a sustainable tourism industry. Also many organizations have researched
for ways to set the limit to tourism growth through identifying carrying capacities and
indicators of sustainable development, but with the limited success. Many authors also argues
that the social and cultural impacts of tourism are primary negative and any tourism-related
socio-cultural changes should be avoided.

AIM AND METODOLOGY
The paper focuses on the negative effects of tourism. In the first part it express the tourist
activity, in order to find out the stress of tourism on the environment. In the second part it
deals with other negative effect of tourism, which is pollution, especially emission of carbon
dioxide. The paper aims to evaluate these negative effects of pollution.

Tourist intensity
To express the intensity of tourist activity in the region, there was used Defert function in this
paper. The Defert function measures ratio of tourist and residents. It is supposed that there
exist a direct dependence between Defert function and irritation index, it means the higher
Defert function the higher irritation index. Irritation index represents a grudge between
residents and tourist.
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Defert function = A / B *100, where

A ....number of beds for tourists
B...... number of residents

Relation between results from Defert function calculation and tourist activity in the region:

Less than 4 ...... almost no tourist activity

4-10 ...............not significant tourist activity
10—-40............ significant but not dominant tourist activity
40-100 ........... mainly tourist destination

100 —500......... significant touristic destination

Over 500......... hyper tourist destination

Tourist intensity was calculated firstly for the Czech Republic in this paper. After that the
authors focuses on the South of Bohemia. There were compared 7 regions within the Southern
Bohemia in the period 2004-2007. All date used for calculation comes out from the Czech
Statistical Office. To analyze the situation and the stress on the environment from the tourist
activity, the calculated date was compared with the research of Czech Ministry of
Environment from the year 2001. The research should serve as the base date for the purpose
of the law dealing with tourism and environment, focused on the categorization of the
settlements according to their stress on the environment. This law proposed also the payments
according to the stress on the environment.

Emission of carbon dioxide

In the main tourist season in the year 2007 there was made a primary research in the region of
Southern Bohemia. There was given a questionnaire into several tourist information centers
all over the above mentioned region. Through the questionnaire there were investigating
several aims, among them also a part of influences of tourism on environment. The tourists
were asked which means of transport they used in the region and to estimated number of
kilometers of using concrete mean of transport. This information serves to estimate the
emissions produced by tourism. This paper deals also with the economic evaluation of these
side effects of tourism. It evaluates emission of carbon dioxide by the price of emission
permit. As an average emission of carbon dioxide per 1 km were taken the date from Czech
Ministry of Environment and Cesmad Bohemia, where emission of carbon dioxide were
calculated for car transport as 158 g/km and emission for bus transport as 0,0157 kg/km.

RESULTS
The highest tourist intensity in the Czech Republic in the year 2007 in the regions of Liberec
and Karlovy Vary. On the hand the lowest tourist intensity can be recognized in the Moravia-
Silesian region and the Central Bohemia. The Southern Bohemia rank the third position in the
year 2007, so it belongs to the regions with higher tourist activities. All regions (NUTS III
regions) have the index of Defert function about from 2 to 10, that means that in this regions
the tourist activity is significant but not dominant.
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Graph 1: Defert function in the Czech Republic (2007)
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According to the research made for the Czech Ministry of Environment, among the hyper
tourist destinations belong mainly ski areas such as Pec pod Snézkou, Spindlertiv Mlyn, Ri¢ky
v Orlickych Horach, also Hfensko or Modrava. The lowest Defert index may be recognized in
the places with rural or cultural tourism. The Defert index from 10-40 have places with
historical, religious or event tourism. Among significant tourist destination with higher stress
on the environment belong destination with winter, spa, natural, recreational tourism.

Graph 2: Defert function in the South of Bohemia
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In the South of Bohemia, the highest tourist intensity and the highest stress on the
environment can be recognized in the Cesky Krumlov region, that may caused also by the fact
that Cesky Krumlov is listed in the UNESCO heritage list, which caused higher number of
tourist. There is another tourist place listed in the UNESCO heritage in this region, village
Holasovice, situated in the Ceské Budgjovice region. This village is not so often visited such
as Cesky Krumlov, that may be caused by worse tourist infrasturucture. The development of
Defert index in the period of consideration is different in each region. It has increasing
tendency in the Cesky Krumlov, Jindfichiiv Hradec and Prachatice region. The decreasing
tendency may be recognized in the Pisek region.

Emission of carbon dioxide

According to the primary research in the Southern Bohemia, the mostly used mean of
transport was a car, followed by a bicycle and a bus. As bicycles are environmentally
friendly, the analysis focuses only on cars and buses. From the primary research comes out
that on average the tourists use the car for 270 km. That represents by the current prices (data
from 5™ January 2009) of emission permit (15,6 EUR) about 17,5 CZK for a car trip. Number
of persons (tourists) traveling with the respondent was considered as irrelevant information,
taking into account that the car will produce emission no matter how many people is traveling
by the car. In the case of the bus transport, the average kilometrage was 92,5 km during the
stay. This amount of kilometers during the stay represents the cost of 289 CZK. All these cost
are not a part of a price of tourist trips.

CONCLUSION

Tourism has both positive and negative effects. The positive effects are usually connected
with economic growth of destination, foreign investments, and lower unemployment. The
negative effects are connected with emissions, erosion, but also with social problems such as
irritation, employment only in the tourist season. This article calculates the price of one of the
negative effects, which is pollution, especially emission of carbon dioxide. It focuses car and
bus transportation. The price stated in the paper does not represent the real expenditures of
tourist for their trips in the South Bohemian region. This is the price can be considered only
as a price of one of the negative effects of tourism. In the theoretical studies this price should
be calculated into the costs for the trip. In the theoretical model of revenues and costs, this
price should be a part of costs of the region.
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THE IMPACT OF CULTURAL DIFFERENCES IN
ADDRESSING SOCIAL PROBLEMS

Daniel M. Balcha

ANNOTATION

This comparative study analyzes the difference between Czech and Ethiopian cultures and its
significance in addressing particularly HIV/AIDS problems. It mainly focuses on essential
patterns of people’s perception in thinking, feeling, and acting towards the problem. It
analyzes whether these differences are associated to the differences of the two nations’
positions on the Hofstede's scales or if they are primarily associated to other characteristics
like nations wealth. Accordingly, the study comes up with the conclusion that both have
significant contribution to the differences in perception and acting towards HIV/AIDS
problems and its solutions.

KEY WORDS
National culture, social problem, HIV/AIDS, Czech Republic, Ethiopia

INTRODUCTION

“The world is full of confrontations between people, groups, and nations who think, feel, and
act differently. At the same time, these people...are exposed to common
problems...AIDS...”'One of the things challenging development works today is HIV/AIDS
especially in the developing world. Understanding the problem from cultural point of view
contributes to its solution. According to Thompson, “Culture is the total complex pattern of
customary human behavior, social norms and material trait embodied in thoughts, speech,
action, and artifacts and dependent upon the human capacity for learning and transforming
knowledge, and systems of abstract thought. Culture includes also things like beliefs, morals,
laws, customs, opinions, religions, superstitions, and art. 21t is true that there exist significant
differences between Ethiopia and the Czech Republic in these regards. Even they don’t see
the problem in equal terms due to high differences in HIV prevalence rate, number of
population, wealth, etc. For instance, the UN data for the year 2007 shows that there is
significant GDP per capita difference between the two countries, where it is $16,881 for
Czech Republic while it is only $201 for Ethiopia.” Having this in mind, the study explores
the significant cultural traits, which help to see the perception of the people in the two nations
towards the problem of HIV/AIDS.

AIM AND METODOLOGY

The study aims to emphasise the role of cultural differences in addressing HIV/AIDS
problems by identifying the strength, weakness, opportunities and threats of national culture
using Hofstede’s five national cultural dimensions. The essential pattern of thinking, feeling,
and acting towards the problem in the two countries is analyzed. Particularly, the study aims
(1) to analyze data on how people in Czech Republic and Ethiopia perceive the problems
connected to HIV/AIDS and to find out how the nationals of the two countries involved differ
in what they think, how they feel and behave in connection to it; (2) to analyze the data with
the aim to find out if these differences are associated to the differences of the two nations

! Hofstede, G. J. (2005), p. 2
2 Thompson, Herb (2001)
3 UN Statistics Division (2009)
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positions on the Hofstede's scales or if they are primarily associated to other characteristics
like nations wealth etc. It is believed that answering to these questions would contribute to the
understanding and solution of the HIV/AIDS problems in different contexts.

It makes use of data obtained from 20 group discussions (FGDs) 10 in each country and
interviews with key informants from both countries. All the FGDs were conducted with
university students in a class room situation, where students have previous knowledge and/or
having thorough presentation on Hofstede’s five national cultural dimensions. University
students were selected for the study due to two basic reasons. One is to have a representative
group of national culture coming from different parts of each country. This was important
especially in the case of Ethiopia as there exists significant difference between urban and rural
culture. Secondly, the class room environment is preferred because it was the best setting
where students can have clear awareness about the dimensions of national culture.

Hofstede’s dimensions were used due to the fact that it helps to understand cultural variations
in the way people think and behave in more understandable manner. His definition of culture
stresses this fact “the sense of broad patterns of thinking, feeling, and acting, which includes
much more than civilization alone.”* He also shows that there exist strong relationships
between a national wealth and most of his cultural dimensions. Another fact is the issue of
Modernization, in which “...economic development triggers cultural changes that make
individual autonomy, gender equality ...” > Though Hofstede provided the score for the
Czech Republic, there doesn’t exist a particular score for Ethiopia. Rather he gave the same
score for East Africa (Ethiopia, Kenya, Tanzania, and Zambia). This same score is used for
Ethiopia due to the fact that the scores are mainly used as a reference or part of the hypothesis
of the research. And the conclusions made are mainly drawn from the data from the field.

RESULTS The 5D Model of professor Geert Hofstede
The results of the study are presented 5
according to Hofstede’s five national

cultural dimensions. The following graph &0
and table summarizes Hofstede’s scores
for the two countries. a5

Scores

Fig.1 Hofstede’s Comparison between

East African and Czech Culture 30

Country [PDI [ IDV [ MAS | UAI | LTO 15 1 f
]

Czech 57 | 58 57 74 13 DY MAS LUAT LTO

Republic
Bl cast Africa
East o
. 64 | 27 41 52 | 25 Czech Republik
Africa

Source: http://www.geert-hofstede.com/hofstede_dimensions.php?culture1=25&culture2=22#compare

* Hofstede, G., Arrindell, W. (1998), p. 5
> Inglehart, R. and Welzel, C. (2005)
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Power Distance Index (PDI)
Hofstede defined power distance as “the extent to which the less powerful members of
institutions and organizations within a country expect and accept that power is distributed
unequally. Institutions are the basic elements of society, such as the family, the school, and
the community...”® His score for the PDI of the two countries show that most members of the
Ethiopian society exhibit a higher (64) power distance than the Czechs (57). In Ethiopia the
extent to which the less powerful members accept and expect that power is distributed
unequally to a higher extent than in the Czech Republic. The power distance between genders
is also significant. “Women’s contributions are less recognized and they are marginalized in
different spectrums of socioeconomic life.”” On the other hand, most Czechs don’t believe
that there exists inequality of power distribution. There exists uniform health care system for
all Czechs, which also benefits communities affected by HIV/AIDS. The opportunity to equal
access to information and knowledge irrespective of socioeconomic status is emphasized here.

In Ethiopia, it is normal to see significant income differences between top and low
employment positions. It is pointed that “the status matters” to a great extent. Authority is not
challenged. As a result managers, teachers or individuals holding higher position are not
expected to consult. Authoritative figures are not expected to consult or ask for advice as it is
considered to be shameful act and they would like to be perceived as they know everything
and admit no mistakes. One way of communication prevails in most of the teaching learning
process, which is mainly authoritative and confirms “all societies are unequal, but some are

»” 8
more unequal than others”.

In less power distance culture the majority of the citizens are middle class. Accordingly,
“Members of the middle class demand access to decision-making bodies....Consequently,
they do not accept a large power difference between themselves and their superiors.”” Where
as, the more unequally the wealth is distributed within a culture, there will be greater power
distance and the culture tends towards hierarchical societal structure.'” The degree of
inequality among people is higher in Ethiopia than in the Czech Republic, where individuals
value equality. As a result, Hofstede states that “In cultures in which people are dependent on
in-groups, these people are usually also dependent on power figures. Most extended families
have patriarchal structures with the head of the family exercising strong moral authority. In
cultures in which people are relatively independent from in-groups, they are usually also less
dependent on powerful others.”'" The World Values Survey correlation analysis also showed
that secular-rational versus traditional authority dimension corresponds closely to power
distance. In a society in which power distance is large, authority tends to be traditional,
sometimes even rooted in religion.'? Here the data from Ethiopia reveals this fact. Ethiopians
are greatly influenced in their daily life by their spiritual belief in God and religious leaders.
Religious institutions and leaders provide a good medium of communication to an audience
which is generally respectful and receptive to the preachings of such leaders, where as this is
not the case in the Czech Republic.”” In Ethiopia, people respect elders, particularly

® Hofstede, G. J. (2005), p.46

7 Arnett, I. J. (2007), p. 278

¥ Lane, etal. (2000:91)

° House, R. . (2004), p. 525

12 LeBaron, M. and Pillay, V. (2006), p. 46, 47
" Hofstede, G. J. (2005), pp. 83, 84

"2 Hofstede, G. J. (2005), p. 59

13 Cravens, C. S. (2006), p. 23
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traditional and religious leaders and accept their message and orders. So, involving these
groups in the HIV awareness and protection programs is helpful.

Individualism (IDV)

According to Hofstede, individualistic cultures place emphasis on the achievements, initiative,
and goals of the individual, while collectivist cultures subordinate those to group membership
and the goals of the group. Here his score shows that Czech Republic (58) is more
individualistic than Ethiopia (27), a collectivist society. In most African countries “...the
values of extended family and community significantly influence the behavior of the
individual. The behavior of the individual in relation to family and community is one major
cultural factor that has implications for sexual behavior and HIV/AIDS prevention and
control efforts.”™ The degree to which individuals are integrated into groups is reported
higher in Ethiopia than in the Czech Republic. One thing is the extended family structure.
People are culturally expected to show their commitment of support by devoting time and
money more than their individual achievement or goal, whereas, in the Czech Republic
everyone is expected to look after him/herself and his/her immediate family. In Ethiopia,
people from birth onwards are integrated into strong, interconnected in-groups, often extended
families (with uncles, aunts and grandparents) and the widespread pattern of child rearing is
authoritarian.”” But in the Czech Republic children grow to take own opinion and be
independent.

Stigma and discrimination is the major issue associated with HIV/AIDS and the individualism
collectivism dimension. The data from both countries show that there exists stigma and
discrimination in both countries towards people affected by HIV/AIDS, but it tends to be
more severe in Ethiopia. As a result, it has a significant influence in addressing the problem of
HIV/AIDS. In Ethiopia, the people help and depend on each other than care from health
institutions or the state. The extended family structure also helps to care for orphans and
vulnerable children. When someone, who is mostly a bread winner, is ill, it is the problem of
the whole group or family. Most have agreed that it is quite difficult for affected people to
reveal their status and seek care in Ethiopia. As getting infected by HIV is considered to be a
curse, shame or loosing the family’s class in the community. People tend to hide their status
and it will be exposed by the time they are on bed. It has also its own contribution to increase
the prevalence rate due to the fact that people most likely continue with their sexual behavior.

In Ethiopia, harmony with in the group is important. Also due to religious influence,
prejudice, traditional and social values people don’t want to reveal their status as it will result
in shame, while this was contrasted with guiltiness in the Czech Republic. Though there exist
lots of cultural opportunities, to share knowledge about HIV, people are highly ashamed to
discuss on their status or the issue as a whole due to the culture of silence. It was also reported
that due to the culture of silence, issues related to sex or partnership are not discussed among
families, which led the youth to hidden, risky sexual and other behaviors. 16

In the Czech Republic, most agree that due to the interest to protect oneself, ultimately the
general public is protected from HIV/AIDS. People are mainly concerned with the member of
close/immediate family, whom they can easily name. Few people are interested in the
problems of others. Traditions and prejudices are not as such important as in the case in

' Airhihenbuwa, C. O., Webster, J. D. (2004)
5 Arnett, J. J. (2007), p. 280
' Packer, Corinne A. A. (2002), p. 44
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Ethiopian culture. Rather knowledge is stressed and high level of curiosity to find out new
information is reported.

Hofstede found a strong negative correlation between a culture's scores on the power distance
index and its scores on the individualism-collectivism index. High PDI cultures tend to be
collectivistic, whereas low PDI cultures tend to be individualistic. The more people within the
culture, the greater the power distance is likely to be. This is true for Ethiopia and the Czech
Republic with a population of 79.1 and 10.4 million respectively.'” “The growth of the
population did relate to collectivism, but its first correlation was with country wealth-in poor
countries families tend to have more children. There are a number of reasons for this, most
prominent being the poor education of women and the expectation that children will support
their parents in old age. Children in larger families obviously are more likely to acquire
collectivist rather than individualist values.”®

Masculinity (MAS)

Masculinity-Femininity (“fough versus tender”'”) is another dimension Hofstede uses to
compare national culture. His scores show that Czechs (57) are more masculine than
Ethiopians (41). Where masculinity stands for a society in which men are supposed to be
assertive, tough, and focused on material success; women are supposed to be more modest,
tender, and concerned with the quality of life. The opposite pole, Femininity, stands for a
society in which both men and women are supposed to be modest, tender, and concerned with
the quality of life.”’ Here the data shows that there is significant expectation from males in the
Ethiopian society than in the Czech Republic. The culture assumes that females are dependent
on males and they have less say or decision making power in the quality of life, which is not
the case in the Czech Republic, where both men and women are relatively concerned with the
quality of life. And this shows fair distribution of roles between the genders in the Czech
Republic.

For instance, Hofstede’s score for Sweden in particular and the other Scandinavian countries
in general show the list score for MAS, 5 and below 10 respectively. In Ethiopia, though the
state fails to provide adequate social care which is enjoyed in most other nations, people tend
to get some kind of care and support as discussed under collectivism individualism
dimension. That is, they are less concerned in external achievements, but more in helping
others and sympathy for the unfortunate and find motivation in relationships. As a result,
productive citizens lose their time and even their jobs and education when their family
members are sick for they grew up in a society in which the culture imposes a responsibility
to take care of the family members.

Uncertainty Avoidance Index (UAI)
Hofstede’s score for UAI (“rigid versus flexible”*') show that there exists significant
difference between Czech Republic (74) and Ethiopia (52). High UAI cultures tend to develop
many rules to control social behaviors. Low UAI cultures need few rules to control social
behaviors.** That is, Czechs minimize unusual situations by strict laws and rules, safety and
security measures. As a result, they tend to say I can’t be affected by HIV. And they don’t

"7 Population Reference Bureau (2008), pp. 7, 10
'8 Hofstede, G. J. (2005), p. 113

' Hofstede, G., Arrindell, W. (1998), p. 6

% Hofstede (1991), pp.261-262

2 Hofstede, G., Arrindell, W. (1998), p. 6

2 Lustig, M. W., and Koester, J. (2002), p. 122
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take the problem seriously. “Most Czech adolescents have no direct experience with HIV-
positive people, so they feel that the probability of their own contraction of this disease is
little.”*? People in Ethiopia are tolerant of opinions different from what they are used to; and
they are not even expected to express emotions. Uncertainty on issues related to HIV/AIDS
can lead to anxiety in the Czech Republic, while not in Ethiopia, where different views are
taken for granted.

Long-Term Orientation (LTO)

Czech Republic and Ethiopia do not show significant difference and are on one side of the
scale in LTO, where they have 13 and 25 respectively. People in Ethiopia tend to respect both
long and short term values. They have higher expectations from children or their religious
beliefs. Consequently, they give birth to large number of children, believing that it is an
insurance policy for old age.** They tend to suffer in fulfilling their daily needs, which also
contribute to their short-term values. Children are taken as signs of hope and it is quite
difficult to swallow the fact when children are affected by HIV/AIDS. Because it is strongly
believed that if a person is HIV positive he/she is hopeless. The high estimate of adult (15-49)
HIV prevalence in 2007 shows that Czech Republic has less than 0.1%, where as Ethiopia has
2.2%.% This also could be another reason for the difference of perception towards HIV/AIDS
in line with LTO. The data from the groups in the Czech Republic also shows that people
have short-term values, which are reflected in their respect to tradition and fulfilling social
obligations.

CONCLUSION

The study has revealed that there are significant cultural differences between the two
countries associated to the differences of the two nations’ positions on Hofstede's scales,
wealth, number of population and HIV prevalence rate. Especially, the correlation of wealth
with Hofstede’s dimensions makes the difference significant.”® Accordingly, the nationals of
the two countries differ in what they think, how they feel and behave in connection to
HIV/AIDS. The following table summarizes the results of the analysis to the data on how
people in Czech Republic and Ethiopia perceive their cultures’ position on Hofstede’s five
dimensions of national culture.

Table 3. Summary of the comparison on cultural differences

Country PDI IDV MAS UAI LTO
Czech . .
Republic Average High Average High Low
Ethiopia High Low Average Low Low

The fact that there exists relatively lower or average power distance in the Czech Republic
gave comparatively equal opportunity for all. Especially, women are more equal to men and
they are equally educated, which is not the case in Ethiopia, where significant power
difference exists. So, empowering women and recognizing their contribution to the quality of

» Armett, J. J. (2007), p.213
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life and defense against HIV/AIDS is important. In Ethiopia, people respect elders,
particularly traditional and religious leaders and accept their messages and orders. So,
involving these groups in the HIV awareness and protection programs is helpful.

Researches show that culture is often to be a factor in the various ways that HIV/AIDS has
impacted mainly on the African population. As it is stated, “Culture plays a vital role in
determining the level of health of the individual, the family and the community. This is
particularly relevant in the context of Africa, where the values of extended family and
community significantly influence the behavior of the individual. The behavior of the
individual in relation to family and community is one major cultural factor that has
implications for sexual behavior and HIV/AIDS prevention and control efforts.””’ This
research has also revealed this fact, where the factors range from beliefs and values to
individual practices towards the problem.

People in the Czech Republic exhibit more individualistic values than people in Ethiopia. This
contributed to care and support to oneself which in turn leads to safer environment for the
general public. Moreover, the higher values associated to uncertainty avoidance contribute to
the individual curiosity of information. On the other hand, the most collectivist nature of the
Ethiopian society, and dependence on one another has magnified the stigma and
discrimination associated to HIV/AIDS and people’s tendency to hide their status.

To conclude, people in different societies see the world differently and have strikingly
different values. But these values are gradually changing as they are closely linked with
socioeconomic development. Changing values are reshaping religious beliefs, fertility rates,
gender roles, and sexual norms.?® Accordingly, in the two countries value or cultural changes
have also been exhibited through time and mere scores cannot reflect current realities all the
time and do not show variability within each nation as well, the same goes for particular
individuals sampled in the study. As a result, it is attempted to validate the findings beyond
the scores using other relevant works.” Consequently, both the position of the two countries
on Hofstede’s dimensions and other factors like wealth, number of population, and HIV
prevalence rate have significant contribution to the differences in perception and behavior
towards HIV/AIDS problems and possible solutions.
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EUROPEAN SOCIAL FUND MANAGEMENT AND ITS
CONTRIBUTION TO REGIONAL DEVELOPMENT

Lenka Brown

ANNOTATION

The main objective of this paper is to analyze and to compare the European Social Fund
(ESF) programme implementation in the Czech Republic both in the shortened programming
period 2004-2006 and in the new programming period 2007-2013 from the point of view of
the application of “partnership” as one of the key principles of the EU structural policy. The
main hypothesis of the article is that the inappropriate application of partnership causes less
strategic and less consistent focus of the supported operational programmes and that it also
makes the administrative procedures related to the European Social Fund programme
management more complex and more difficult than they have to be. The analyses presented in
this paper, therefore, evaluates the impact of application of partnership at the level of
programme management and also evaluates the experience concerning “partnership” gained
during the ESF programme implementation in the Czech Republic in the shortened
programming period 2004-2006 and the usage of this experience in the implementation of the
new ESF programmes prepared in the Czech Republic for the new programming period 2007-
2013.

KEY WORDS

Economic and Social Cohesion Policy, European Social Fund, European Union, operational
programmes, partnership, programming period

INTRODUCTION
The main objective of this paper is to analyze and to compare the European Social Fund
(ESF) programme implementation in the Czech Republic both in the shortened programming
period 2004-2006 and in the new programming period 2007-2013 from the point of view of
the application of “partnership” as one of the key principles of the EU structural policy.

All the outcomes of the presented analysis were achieved during the realization of the grant
project No. 34/08 provided to the author from the Internal Grant Agency of the University of
Economics in Prague in 2008.

AIM AND METODOLOGY
This paper presents a comparison of partnership approach application in the European Social
Fund programmes realized both in shortened programming period 2004-2006 and new
programming period 2007-2013.

A desk research was applied as a basic method of the presented comparative analyses.

RESULTS
Partnership principle is one of the key principles of the EU economic and social cohesion
policy. It is implemented at three levels: European level, programme level, and project level
[1,3].
At the European level, the partnership principle implies a close co-operation between
national/regional authorities responsible for the programme preparation and management and
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the European Commission as the main EU institution responsible for the Structural Funds
management at the EU level [5, 6].

At the project level, the partnership approach means a close co-operation between several
organizations within the same project. Partnership at the project level can therefore
significantly increase the added value of the project because it puts together important
partners while solving the same problem (e. g. very often a labor office co-operates with a
NGO dealing with the same target group etc.).

At the programme level the partnership principle is to be applied especially during
preparation, monitoring and evaluation of the programme. Preparation of the programme
means the preparation of the programming documentation and its negotiation with the
European Commission representatives. The partnership in preparation usually means in the
conditions of the Czech Republic an establishment of the common working groups for the
programme document preparation under the responsibility of the managing authority of the
programme. The partners invited to participate in these working groups are usually
representatives of other ministries, regions, economic and social partners, universities,
scientific organization, NGOs etc. [5, 6]. Within the programmes financed by the European
Social Fund also the NGOs dealing especially with the equal opportunities between men and
women are represented at the working groups [4, 7].

The monitoring of each programme or of the programmes realized in the same region is
ensured by the Monitoring Committees established also in accordance with the application of
the partnership principle. Therefore, the representatives of other relevant ministries, regional
authorities, economic and social partners etc. as in the case of the preparation of the
programmes are included in the monitoring committees. The main objective of these
committees is to monitor the programme realization at the highest, programme level. The
members of the monitoring committees are therefore informed about any key element or
aspect of the programme implementation, they actively participate on the decision making e.
g. concerning the approval of the selection criteria and appraisal procedures applied during
the assessment of the projects, the approval of the implementation reports, both annual and
final, the approval of the measures planned to be implemented regarding the publicity of the
programme and providing the information to the general public [5, 6].

The partnership in evaluation of the programmes is usually realized not directly through the
sessions of the monitoring committee, although this option is also possible, but through the
evaluation steering groups focused on evaluation and established under the responsibility of
the monitoring committees. This approach concerning the partnership principle application in
the area of evaluation has been used not only in the Czech Republic, but also in other member
states, e. g. the United Kingdom and its programmes financed from the European Social Fund.
A big question appears while discussing the partnership principle applied at the management
of the programmes itself. In fact, there is no such an obligation or requirement in Acquis
Communitaire. However, in the Czech Republic the programmes financed from the European
Social Fund are both in the shortened programming period 2004-2006 and in the new
programming period 2007-2013 often managed not only by the managing authority itself, but
partially also by other public authorities or regions which act in case of programme
management under the responsibility of the managing authority as its intermediary body or
defined final beneficiary [5, 6]. The delegation and the performance of some responsibilities
of the managing authority at the level of intermediary bodies or defined final beneficiaries is
crucial not only for the institutions or authorities acting as these bodies but also for the overall
programme management. These bodies can not only participate in preparation, monitoring
and evaluation of the programmes or its parts (esp. priorities in the programming period 2004-
2006 or priority axes in the programming period 2007-2013), but they also can directly
influence the selection procedures applied while assessing the project application and
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therefore even the list of supported projects. They can also directly manage both individual
calls for proposal, the information campaign realized within “their” priorities or priority axes,
the payment procedures etc.

The application of the partnership approach also at the level of programme management
seems to be the further application of this principle than it is required by the Acquis
communitaire. However, very often these roles in the management of the programme itself
“tie hands” or lower the independency of the representatives of the intermediary
bodies/defined final beneficiaries e. g. in the monitoring committees or the evaluation steering
groups because since these representatives (representatives of relevant ministries or regional
authorities, in some cases even representatives of the NGOs) become a part of the
management of the programme itself, they start to be also fully responsible for the realization
of the part of the programme where they had been appointed as the responsible intermediary
body/defined final beneficiary.

Although the partnership at the programme management was in case of the European Social
Fund programmes of the Czech Republic applied both in the shortened programming period
2004-2006 and in the new programming period 2007-2013, the most evident application of
partnership at the programme management level is in case of the Human Resource
Development Operational Programme realized in the shortened programming period 2004-
2006. Within this programme, there were 3 intermediary bodies and 8 defined final
beneficiaries (excluding the role of regions which also acted in some activities in the position
of final beneficiaries). Consequently, within this programme there were 19 members of the
Monitoring Committee representatives of the implementation bodies of the programme while
the total number of the members was 38. Additionally, when we count together both
representatives of implementation bodies represented at the Committee together with other
representatives of the same organization (however not directly involved in the programme
management), we can see that 24 members of the Committee are either directly involved in
the programme management or represent the same organization which is directly involved in
the programme management. From this analyses we can clearly see that the Monitoring
Committee is mainly composed of the bodies directly involved in the programme
management, and therefore, they cannot at the same time manage the programme and
independently supervise its realization.

What is especially important as for the delegation of the part of the programme management
on the intermediary bodies or defined final beneficiaries is that in fact there is no real
necessity of doing so, because all the key decisions which are nowadays delegated on these
bodies could be taken together in accordance between the managing authority and these
bodies through the proper application of the partnership approach in preparation, monitoring
and evaluation of the programmes. The real needs of the regions and other relevant ministries
could be reflected in the programming documents, the appropriate appraisal procedures could
be ensured at the level of the monitoring committees and their steering groups etc.

From this point of view, the further application of the partnership approach including its
application on the programme management therefore does not seem to be fully adequate and
necessary as for the Acquis communitaire concerning the structural funds management at the
level of the member states and it even seems to weaken the transparency and objective
outcomes of the partnership approach applied in monitoring and evaluation of the
programmes.

Furthermore, the application of partnership in the programme management even culminated
in the new programming period 2007-2013 in the Czech Republic when two programmes
financed by the European Social Fund have been prepared and are nowadays managed (OP
Human Resources and Employment and OP Education for Competitiveness) while the nearly
same supported areas were included only in one OP financed from this fund in the
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programming period 2004-2006. It is clear that the more complicated structure of the
programmes, causes more problems to the member states during management and realization.
The member states cannot change the financial allocations of the programmes during its
realization, they have further obligations while managing an individual programme than
individual priorities or priority axes supported within the same programme etc.

Therefore based on our analyses, we can sum-up that the inappropriate application of
partnership causes less strategic and less consistent focus of the supported operational
programmes and that it also makes the administrative procedures related to the European
Social Fund programme management in the Czech Republic more complex and more difficult
than they have to be.

CONCLUSION

The partnership approach is a crucial aspect of the programmes financed from the European
Social Fund both in the programming period 2004-2006 and in the new programming period
2007-2013. However, at the level of Acquis Communitaire it is required to be applied at the
programme level only within the preparation, monitoring and evaluation. In spite of that, the
Czech managing authorities applied the partnership approach both in the shortened
programming period 2004-2006 and in the new programming period 2007-2013 also at the
management of the programmes. The most evident it was in the case of Human Resource
Development Operational Programme supported in the programming period 2004-2006 where
three intermediary bodies and eight defined final beneficiaries were appointed.

As for the consequences of the application of this principle within the management, it seems
to cause a less strategic and less consistent focus of the supported operational programmes
and it also makes the administrative procedures related to the European Social Fund
programme management more complex and more difficult than they have to be.
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THE CONTRIBUTION OF TRANSPORT INFRASTRUCTURE
TO REGIONAL DEVELOPMENT.
A CASE STUDY OF AN AIRPORT

Sonia Huderek-Glapska

ANNOTATION

Infrastructure beside labour and capital is regarded as one of the productive inputs which
influence economic growth. Investment in transport infrastructure can stimulate private
sector, act as an engine for regional development. Among variety of methods adopted to
measure the impact of transport infrastructure on higher productivity of private production
factors the one used in this paper concentrates on airport as an example of point transport
infrastructure. Direct and indirect changes in income and employment which are induced by
the new opportunities offered by the existence of airport in a region are considered in this

paper

KEY WORDS

regional development, transport infrastructure, airport expansion

INTRODUCTION

Transport infrastructure objectives have effects that extend well beyond their fundamental
transferring function. The main purpose of transport infrastructure investment is change in
generalized transport costs via shorter distance and higher speed which lead to reductions in
production costs [9]. Increase in productivity in firms due to lower labour, capital and fuel
costs manifest itself in the form of change in value added. Another effect of change in
transportation costs is increase in accessibility of locations. Better infrastructure endowment
in the region or country gives rise to more equal distribution of services in space. Moreover
substitution and complementarity relationship between labour, private capital and
infrastructure have effects upon employment. These socio-economic impact that result from
infrastructure investment in some cases may be of long duration. Those long-term impact is
associated with infrastructure operation. Various categories and types of impact expected to
occur in response to transportation system changes. Among benefits there are also costs
especially the environmental one of transport infrastructure. However the aim of this study is
to concentrate on benefits of air transport facilities and it specific role in a regional economy.
Section 2 of this paper provides an overview of the methods adopted to measure the economic
impact of transport infrastructure in general and air transport infrastructure in particular.
Section 3 presents first results of research conducted in Polish regional airports using the
method of long term effect and estimating the economic impact as it is produced (AIIP)
[8].The methodology proposed by U.S. Federal Aviation Administration [6] and developed by
the European Region of Airports Council International [1] is adopted in this paper. The last
section contains the summary and conclusion.

AIM AND METHODOLOGY
The aim of this study is to evaluate the economic significance of existing or proposed air
transport infrastructure or to study the consequences of increased activity at an airport. From
the very beginning air transport infrastructure was run and financed by local or central
government and treated as public utility goods rather than profitable business entity. Facing
the competition for public expenditure governments have underinvested in airports and related
infrastructure. Experiencing the deficit in public finance most OECD countries continue to
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restrict state investment in the air transport sector which caused bottlenecks. Simultaneously
as far as administrative investment allocation is concerned only public sector can invest well
ahead of forecast demand. Since the supply infrastructure is likely to generate demand the
argument is that only the public sector will stimulate the development benefits that inevitably
follow from infrastructure investment [3]. On the other side, change in attitude towards
airports is observed from quasi public utility good to commercial enterprises that are able to
generate a satisfactory return on the investment [7].Developing the methods that measure
external benefits of air transport is important not only as far as choice of public finance
allocation is concerned but also relevant in front of privatization waves that soak the
European airports recent years.

In developing a model to measure the socio-economic effect of transport infrastructure many
macro and microeconomic approach were considered. The literature on the relationship
between transport infrastructure and economic growth has long traditionl. However there
was a lack of literature in measuring the economic impact of air transport infrastructure.
Expansion of transport infrastructure might well have temporary and non-temporary effects
on the demand side and supply side of the economy [9]. The temporary effects on the demand
side relate to the increase in income and employment during the period in which the
investment takes place because of activities of construction firms and their suppliers. Non-
temporary effects of the expansion of the airport in the demand side consist of the operation
and maintenance of the airport facilities. Non-temporary effect in the supply side include the
impact on productivity and the location activities for example reduction in generalized costs,
increase in region attractiveness2. The study of Butler and Kiernan [6] emphasis two main
indicators that measure the airport importance to economy: transportation benefit and
economic impact. The first effect is related to the cost-benefit analysis and indicate benefits in
terms of time savings, cost avoidance, transportation safety etc. [8]. Economic impact is the
regional economic activity, employment and payroll that can be attributed directly and
indirectly to the operation of local airport [8]. Butler and Kiernan [6] identifies input-output
methods as a one way of measuring economic impacts, using Regional Input-Output
Modelling System (RIMS II). This Modelling System was one of the first synthesis of
alternative methodologies to evaluate the economic impact of airports developed by Federal
Aviation Administration (F.A.A.). Multipliers derived from RIMS II can be adopted only to
US airports however similar sub-regional input-output model was developed to UK market
by Batey et.al. [2].

Economic impact of airport in input-output methodology was classified into three categories:
direct, indirect and induced [6]. According to the FAA research methodology direct effect
concerns the consequence of economic activities carried out at the airport by airlines, airport
management, fixed base operations and other tenants with a direct involvement in aviation.
ACI [1] defines the direct impact with the distinction on on/offside activities. In practice there
is slight difference between those two approach. Essential data for measuring the direct
impact are gathered from airport operator income statements together with detailed

' Probably the first studies measuring the increasing returns of public investment were conducted by Dupuit
(Dupuit J. On the measurement of the utility of public works, in: Readings in Welfare Economics, 1969), who
was seeking an economic criterion for the construction of the public works and introduced both the welfare
implications of marginal-cost pricing and the use of consumer's surplus as a measure of benfits. Research on
impact of transport infrastructure on reginal development was conducted since mid-1980's by D.A. Aschauer, D.
Biehl, K. Button, P. Nijakmp, P. Rietveld, R.W. Vickerman.

* Compare Stough R.R., Lall S.V., Trice M.P. (1999) Infrastructure and technology in US metropolitan regions,
Institute of Public Policy, George Mason University, study that examines the impact of infrastructure
availability in a region on the location of high-tech companies.
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information on employees, expenses and revenues and from personal interviews with
companies located at the airport. Survey with business entities helps to distinguish those
activities in the firm that are direct related with airport activities. It is especially important
while conducting research of large companies that have many activities apart from aviation or
operate in several airports. The next effect — indirect impact, measures the employment and
income generated in the economy in the chain of suppliers of goods and services to the direct
activities [1]. This approach requires personal survey with hotels, restaurants, travel agencies,
leisure activities etc. and from practical point of view it is time consuming and cost generating
to measure the total indirect effect. Solution adopted by practitioners3 who measure the
economic impact of airports is to estimate passengers expenses. Resident passenger are asked
to answer the question concerning the amount of money they spent during their stay in the
region and only the off-site expenses of visitors are considered as indirect impact. The third
economic effect of airport activity is induced impact defined as employment and income
generated by the spending of incomes by the direct and indirect employees [1]. In practice
induced impact is the result of the multiplier effect of direct and indirect impact. The
difficulty that occur while estimating the induced impact is the choose of proper multiplier
which should consider only the regional effect and not the leakages of spending outside the
region. The appropriate multiplier factor depends on the degree of economic self sufficiency
of the region not on the level of airport activity [6]. The total effect of airport activity in
region is the sum of direct indirect and induced impacts.

In this paper similar methodological proposal of measuring the effects of airports activity is
considered. Quantitative aspect of airport operation and other activities related with it on
output, income and employment is evaluated. Economic impact is estimated as it is produced,
avoiding the additional complication of the strict differential approach [8]. The AIIP
methodology (measuring the impact as it is produced) does not estimate the economic activity
that would not have occurred in the absence of the airport. The generation of new, additional
and transferred from other sectors economic activity that has been generated due to the airport
business requires additional research.

RESULTS

The study at microanalysis level of main airports in Poland was carried out. Central airport
and four out of eleven regional airports were taken into consideration in this research. The
study period was 2006-2007. Direct, indirect and induced impact based on the methodology
proposed by aviation institution [1;6] was estimated. In measuring the indirect effect
passenger survey methodology was adopted. As far as difficulties in choice of regional
multipliers are concerned only the data of direct and indirect effect are comparable and only
those two impacts are included in this paper. First results of airport economic research are
presented below.

Overview of air transport infrastructure in Poland
For the very beginning air transport in Poland was nationalized and the management of
airports and air carriers was passed on to the state authorities. Network of airports in Poland
consists of one central airport located in capital city — Warsaw and eleven regional airports.
The number of served passenger and the ownership character differentiate airports. Until mid-
1990’s air traffic in Poland was centralized which means that more than 80% of scheduled
flights were realized from central Warsaw airport and market was dominated by national

3Study that addopted passenger approach was conducted in Bordeaux Airport, see L'envol, Special Impact
economique, Aeroport de Bordeaux, Edition Speciale, 2003;
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carrier — LOT. The monopolistic position of the flag carrier in airports, high fares and lack of
opening new direct connections with other European airports have changed after adapting air
regulations to EU standards during Poland accession to the Member States. After 2004
deregulated market started to develop and regional airports reveal their stifled potential.
Expansion of airports activity has increased in productivity, employment and investment of
the region.

Direct effects of air transport infrastructure
Evaluation of the direct impact of an airport on the regional economy has to take into account
the following factors: the number of people employed in on-site enterprises, revenues of these
enterprises, their investment outlays, the sum of taxes and social benefits paid to the state and
the local government. Figure 1 presents direct activities associated with an airport and
employment in Gdansk, Wroclaw and Poznan airports.

Fig.1 Employment in chosen economic entities located in the neighbours of an airport in
chosen Polish airports in 2006.

Number of Num‘t.x?r of economic Employment
Airport | passenger in entities at airport
Business Total Business Airlines* Airport Total
2006 (mln) : :
and services and services operator
Gdansk 1,5 16 53 72 21 172 730
Wroclaw 0,8 15 57 93 17 188 570
Poznan 0,6 13 78 61 25 131 550

* Employment within airlines branch located at the airport
Source: Own research conducted in Polish airports in 2006-2007 supervised by Professor
Marek Rekowski from The Poznan University of Economics.

These data can serve as a first estimation of the direct economic impact of airports in Poland.
It can be estimated that on average million passengers generate 704 direct work places and
this is below the European average which is estimated at the level of 750 direct jobs[1]. The
reason is that aviation market in Poland is has just started to develop, air traffic is increasing
and regional airports that were underinvested have undertaken expansion plans and created
more new job places.

Indirect effects of air transport infrastructure
In order to estimate the indirect effect of an airport passenger survey with question related to
their expenses and length of stay at the final destination was run at each airport. The sample
of questioned passenger reflect the structure of scheduled air traffic at each airport. In order to
avoid double counting the number of scheduled air traffic is divided by two. Only off-site
expenses of visitor were consider as indirect impact.
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Fig. 2 Indirect income generated to the region through Gdansk, Katowice and Wroclaw
airport in 2006.

. Number in Percentage of | Average expenditure Average Indirect income
Alrport 2006 visitor passenger | of visitor passenger length of to the region
(million) p & P & stay &
Gdansk 1,5 63,9% 82 EUR 4,6 day 181million EUR
Wroclaw 0,8 71,3% 109 EUR 3,7 day 115million EUR
Katowice 1,1 56,1% 140 EUR 2,6 day 112million EUR

Source: Own research conducted in Polish airports in 2006-2007 supervised by Professor
Marek Rekowski from The Poznan University of Economics.

On average, one visitor passenger during his stay and through expenses made in region
generates 381 EUR indirect income to the region. Total indirect income generated by a small
regional airport (with 0,5-1,5 million passenger per year) is more than a hundred million EUR
per year.

CONCLUSION

The paper presents estimation of air transport infrastructure impact on the region based on he
methodology proposed by aviation institution [1;6] and adopted to market conditions in
Poland. Microanalysis at airport level were conducted in main Polish regional airports. First
results reveal that there is a great economic and social impact of airport on regional economy
as far as job generation and increasing production effectiveness are concerned. However there
is a need for conducting more in depth study. Effects of air transport infrastructure is
measured as it is produced. Direct and indirect impact do not estimate the economic activity
that would not have occurred in the absence of the airport. Furthermore there is a need to
estimate to what extent air passenger demand is driven by an airport and to what extend by the
attractiveness of the region in which airport is located. Modeling framework based on
extended input-output analysis in which emphasis is placed on regional characteristic like
demographic and economic variables are concerned need to be developed in next stage of air
transport contribution to regional economy research. Finally, bilateral relation between
regional development and investment in transport infrastructure should be investigated.

BIBLIOGRAPHY
[1] ACI Europe, The Economic Impact Study Kit, Brussels, 1993
[2] Assessing The Benefits Of Transport, European Commission Of Ministers Of Transport,
OECD, 2001
[3] Banister D., Transport and Urban Development, Taylor and Francis, 1995
[4] Batey P.W. J., Madden M., Scholefield G., Socio-Economic Impact Assessment Of Large-
Scale Projects Using Input-Output Analysis:A Case Study Of An Airport., Regional Studies,
Vol.27.3, Pp 179-191
[5] Biehl, D. The Contribution Of Infrastructure To Regional Development, European
Communities, Luxembourg, 1986
[6] Butler S.E., Kiernan L.J., Estimating the Regional Economics Significance of Airport,
U.S. Department of Transportation F.A.A., 1992
[7] Doganis R., The Airport Business, Routledge, 1992
[8] Montalvo, Jose G., A Methodological Proposal to Analyze The Economic Impact Of
Airports, International Journal Of Transport Economics, 1998, 25(2), 181-203
[9] Rietveld P., Bruinsma F., Is Transport Infrastructure Effective? Transport Infrastructure
And Accessibility: Impacts On The Space Economy, Springer-Verlag, 1998

157



[10] The Regional Economic Impact of an Airport: The Case of Amsterdam Schiphol Airport,
J. Hakfoort, T. Poot, P. Rietveld, Regional Studies, Vol.35.7, pp 595-604,2001

Mgr Sonia Huderek-Glapska

The Poznan University of Economics
Niepodleglosci 10

Poznan 61-875
sonia.huderek@ae.poznan.pl

158


mailto:sonia.huderek@ae.poznan.pl

AGENDA 21 AND LOCAL AGENDA 21 IN CZECH REPUBLIC
Libor Lnénicka

ANNOTATION

This paper tells about Sustainable development and his process in environmental world. The
basic document of sustainable development is Agenda 21. This document was revealed at the
United Nations Conference on Environment and Development (Earth Summit), held in Rio de
Janeiro on June 14, 1992, where 179 governments voted to adopt the programme. Agenda 21
is a blueprint on how to make development socially, economically and environmentally
sustainable in the 21% century. In this article I would like to show you the most important
principles in process of implementation programme Agenda 21 in common life.

KEY WORDS
Sustainable development, Agenda 21, Local agenda 21, Earth summit, European Common
Indicators.

INTRODUCTION

Sustainable development is a pattern of resource use that aims to meet human needs while
preserving the environment so that these needs can be met not only in the present, but in the
indefinite future. The term was used by the Brundtland Commission which coined what has
become the most often-quoted definition of sustainable development as development that
"meets the needs of the present without compromising the ability of future generations to
meet their own needs.""

Sustainable development ties together concern for the carrying capacity of natural systems
with the social challenges facing humanity. As early as the 1970s "sustainability" was
employed to describe an economy "in equilibrium with basic ecological support systems"*.
Ecologists have pointed to the “limits of growth” and presented the alternative of a “steady
state economy” in order to address environmental concerns.

For Sustainable development can we use more definitions. For example I would like to show
you the most important:

B Means development which satisfies current needs without compromising the
opportunities for future generations to fulfil their own needs. (G. H. Brundland, Our
Common Future, 1987)

B A complex set of strategies, which make it possible to meet human needs, material,
cultural as well as spiritual, through economic means and technology, while fully
respecting environmental limits; to make this possible on the global scale of today’s
world, their social-political institutions and processes need to be re-defined at the
local, regional and global levels. (Rynda, 2004)

The field of sustainable development can be conceptually broken into three constituent parts:
environmental sustainability, economic sustainability and sociopolitical sustainability.

! United Nations. 1987."Report of the World Commission on Environment and Development."
General Assembly Resolution 42/187, 11 December 1987. Retrieved: 2007-04-12

* Stivers, R. 1976. The Sustainable Society: Ethics and Economic Growth. Philadelphia: Westminster
Press.
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Fig.1 Title Scheme of sustainable development: at the confluence of three constituent parts

Bearable Equitable

Environment

Source: http://en.wikipedia.org/wiki/Sustainable developmenticite note-3, 2008

AIM AND METODOLOGY

The basic aim of this paper is presentation of local development possibilities in specific
region in the Czech republic. The discussion about Agenda 21 is from year 1992 very open.
We can speak about many activities and possibilities between local authorities and public
sector. There are many actors in public sector (officials, public community, people of city,
region, deputies of NGO's, etc.). This paper tell about the situation in Czech republic with the
accent in South Moravia region.

RESULTS
Agenda 21

Agenda 21 is a program run by the United Nations (UN) related to sustainable development.
It is a comprehensive blueprint of action to be taken globally, nationally and locally by
organizations of the UN, governments, and major groups in every area in which humans
impact on the environment. The number 2/ refers to the 21st century. A comprehensive plan
of action to be taken globally, nationally and locally by organizations of the United Nations
System, Governments, and Major Groups in every area in which human impacts on the
environment.
The full text of Agenda 21 was revealed at the United Nations Conference on Environment
and Development (Earth Summit), held in Rio de Janeiro on June 14, 1992, where 179
governments voted to adopt the programme. The final text was the result of drafting,
consultation and negotiation, beginning in 1989 and culminating at the two-week conference.
The Earth Summit resulted in the following documents:

e Rio Declaration on Environment and Development

o Agenda 21

e Convention on Biological Diversity

e Forest Principles

e Framework Convention on Climate Change
Agenda 21, the Rio Declaration on Environment and Development, and the Statement of
principles for the Sustainable Management of Forests were adopted by more than 178
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Governments at the United Nations Conference on Environment and Development (UNCED)
held in Rio de Janerio, Brazil, 3 to 14 June 1992.
There are 40 chapters in Agenda 21, divided into four sections. All told the document was
over 900 pages:
= Section I: Social and Economic Dimensions - including combating poverty, changing
consumption patterns, population and demographic dynamics, promoting health,
promoting sustainable settlement patterns and integrating environment and
development into decision-making.
= Section 1l: Conservation and Management of Resources for Development -
including atmospheric protection, combating deforestation, protecting fragile
environments, conservation of biological diversity, and control of pollution.
= Section I11: Strengthening the Role of Major Groups - including the roles of children
and youth, women, NGOs, local authorities, business and workers.
= Section IV: Means of Implementation - including science, technology transfer,
education, international institutions and mechanisms and financial mechanisms.
The Commission on Sustainable Development (CSD) was created in December 1992 to
ensure effective follow-up of UNCED, to monitor and report on implementation of the
agreements at the local, national, regional and international levels. It was agreed that a five
year review of Earth Summit progress would be made in 1997 by the United Nations General
Assembly meeting in special session.
The full implementation of Agenda 21, the Programme for Further Implementation of Agenda
21 and the Commitments to the Rio principles, were strongly reaffirmed at the World Summit
on Sustainable Development (WSSD) held in Johannesburg, South Africa from 26 August to
4 September 2002.
Agenda 21 is a blueprint on how to make development socially, economically and
environmentally sustainable in the 21% century. Governments, non-governmental
organisations (NGOs), industry and the general public are all encouraged to become involved.
Agenda 21 provides a framework for tackling today’s social and environmental problems,
including air pollution, deforestation, biodiversity loss, health, overpopulation, poverty,
energy consumption, waste production and transport issues.

Local Agenda 21

Local Agenda 21 (LA21) is a program that provides a framework for implementing
sustainable development at the local level. LA21 aims to build upon existing Local
Government strategies and resources (such as Corporate plans, vegetation management plans,
and transport strategies) to better integrate environmental, economic and social goals.
To begin the LA21 process it may be helpful to:

e research various approaches and outcomes

o seek political and management commitment

e develop an inventory of existing council strategies and activities

o do a simple assessment of the current state of the area

o tailor the LA21 process to your council requirements

o emphasis that LA21 builds on existing council strategies and resources

e develop a preliminary budget and roles for staff

e provide a report to council on the steps in moving forward
An effective LA21 process should result in:

e astrong partnership between the Local Government and its community

e ongoing community involvement in decision-making.

o integrated decisions which take into account all foreseeable economic, social and

environmental considerations.
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e along term sustainability action plan that is successfully implemented and periodically
reviewed.
o changes which promote greater sustainability and better environmental outcomes for
the community.
Some common initiatives instigated by the LA21 process include increased water and energy
efficiency, the control of land clearing and better road and traffic management.
We can work with this document to as a program of particular municipalities, cities, and
regions which implements the principles of sustainable development, taking into account local
issues. It is designed in cooperation with local residents and organization with the objective of
ensuring a high quality of life and the environment in a given location in the long term.
LA21 is a time consuming process which through improving the administration of public
matters, allowing for strategic planning (management), involving the public and using the
achieved level of knowledge of sustainable development, enhances the quality of life in all
respects and heads towards citizens’ taking responsibility for their lives as well as for the lives
of others.
Many activities and programs leading to a better quality of life and the environment in
cities/municipalities/regions could be called LA21. However, individual activities must be
part of a long term, clearly defined and publicly accepted sustainable development strategy.
Anyone can initiate LA21 (local administration, NGOs, schools, even individuals). The
initiating group should engage as many people as possible in the preparation of an action plan,
which will subsequently have a need of political backing.
LA21 can be implemented by an action within local administration:
o performance and operation of local administration leading to sustainability,
e inclusion of the principles of sustainable development among the priorities of local
self-administrations and in documents,
or performed through other activities within broader communities and units:
e increasing awareness of sustainable development, education,
o advisory, consultancy and information activity,
e engaging the public in decision-making,
e cooperation, partnership,
o creation of a local sustainable development strategy and action plan,
e measuring the efficiency of the LA21 process, informing about and analysis the
progress achieved,
e monitoring other specified indicators (e.g. the ECI set of indicators).

CONCLUSION

A prerequisite on the way towards sustainability is the need to measure impacts of urban
activities and monitor progress on Local Agenda 21. The European Common Indicators
initiative is focused on monitoring environmental sustainability at the local level. The ECI
initiative was started off in May 1999 with the setting up of a Working Group on Sustainable
Indicators (for initiative of and under the supervision of the Expert Group on the Urban
Environment and led by the French Environmental Ministry) with the task to develop
common (harmonised) indicators for local sustainability, in close collaboration with a wider
Group of Local Authorities.

Indicators have been developed according to a bottom up approach since the very beginning
of the project, involving local authorities as main actors in the process and improving
synergies with existing indicators sets. This shows, on the one hand, to what extent its ethos is
actually based upon understanding the real needs of municipalities, and on the other, the
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possibilities of achievement of policy objectives from actions that bridge more than one level
of governance.

The European Common Indicators are a ready to use, self-contained set of indicators that will
help a local authority interested in the quality of its urban environment to begin to monitor
progress. Towns and cities can adapt or add to the 10 indicators to suit local circumstances.
The focus of the initiative is on helping local authorities monitor their own progress.

Fig.2 European Common Indicators

The European Common Indicators

1. Citizens’ satisfaction with the local community
Headline indicator: Average satisfaction with the local community (overall and mean)

2. Local contribution to global climate change
Headline indicator: COz emission per capita

3. Local mobility and passenger transportation
Headline indicator: Percentage of trips by motorized private transport

4. Awailability of local public open areas and servicas
Headline indicator: Fercentage of citizens living within 300 metres from public open areas =5000 m?

5. Quality of the air
Headline indicator: Number of PMi net overcomings

6. Children’s journeys to and from school
Headline indicator: Percentage of children going to school by car

7. Sustainable management of the local authority and local enterprises
Headline indicator: Percentage of environmental certifications on total enterprises

8. Noise pollution
Headline indicator: Percentage of population exposed to L =55 dB(4)

9. Sustainable land use
Headline indicator: Percentage of protected area

10. Products promoting sustainability
Headline indicator: Percentage of people buying sustainable products

Source:http://www.timur.cz/en/vysledky-indikatoru-eci.html, 2008

Indicators chosen by a society to report on it for its own use have surprising power. They
reflect shared values and form common decisions. A society which monitors salmon runs in
its river or tries to solve the security on its streets will make different choices than a society
which only pays attention to the economy growth measured in terms of GDP.

An important group of local indicators of sustainable development is the group of so called
programme indicators applied in strategic (planning) processes. These serve as a control
instrument for the evaluation of the effectiveness and fruitfulness of the planned measures (for
example within the frame of strategic plans of town development). They are elaborated during
the planning processes always for a specific purpose.

The endeavour to observe indicators of sustainable developement is thrived not only on the
local but also on the national and international levels. Apart from the set of European
Common Indicators there are several intents on the standardization of unified indicator sets.
On the local level there are several examples abroad (Germany, Great Britain, USA, Canada,
etc.).
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THE REGIONS’ PROGRAMME DOCUMENTS ON TOURISM
FROM THE POINT OF VIEW OF STRATEGIC
MANAGEMENT

Martin LusSticky

ANNOTATION

Elaboration of the conceptual and programme documents is one of the public administration’s
basic functions. The individual steps leading to determined aims are realised by means of this
documents. The sphere of tourism is no an exception. The development documents of regions
in tourism must respect the basic principles of strategic management and strategic thought
process with respect to increasing competitive pressures and development trends. This is the
only way for destinations to achieve the competitive effect and ensure their long-time
development.

KEY WORDS

Strategy, tourism, strategic documents, development, analysis

INTRODUCTION

Tourism is ranked among the most important economics branches and its importance for
regional development is still increasing. In a number of regions, which have no presumptions
for the development of other economic activities, which are structurally involved, or where
their natural and cultural-historical landmarks have a high rate of quality and uniqueness,
tourism becomes the dominant factor of their development. Tourism has a significant
multiplicative effect — e.g. in the case of increasing of an employment - and as such it should
be accordingly supported by municipal authorities.

The concrete spheres, which are supported by management of the region, are inscribed in the
particular strategic (programme) documents. The problem of tourism is inscribed in the
appropriate part of the regional development programmes and mainly in specific programme
documents, which the sphere of tourism describe in great detail. For example tourism in the
South Bohemian Region is accented not only in development programme of the region, but
also in the Strategy of Development of Tourism in the South Bohemian Region, which results
from the basic region’s priorities in tourism and elaborates them in detail.

The strategic documents are fundamental for a continual development of a territory in a long-
time perspective because of the fact that only high-quality planning can ensure a
fullutilization of its growth potential. Using these documents as an tool of management
significantly contributes to a competitive strength of the region in all strategic spheres. This
fact is most visible in the sphere of tourism, if a quality-elaborated document can ensure a
better managerial-marketing management for the particular area, as an object of strategic
management, and thereby an opportunity to attain a higher value of comparative advantage.

Unfortunately in last ten years an elaboration of the regional’s programme documents wasn’t
combine with modern research in tourism, which can sustain their practical usage. The set of
different approaches was applied during their elaboration. This fact has led to their substantial
disunity in the case of solution of primary questions, different structure, form, range and
quality [9].
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AIM AND METHODOLOGY
The main object of this paper is to refer to the possible application of the basic principles and
methods of strategic management in the regional specific programme documents in the Czech
Republic in the sphere of tourism. The paper is primarily focused on the analytical methods
with a view to evaluate the present situation and suggest the application of new more suitable
methods.

This draft of the new analytical methods is based on the analysis and synthesis of the
information acquired from bibliography, from author’s own research of strategic documents
and also from the experience acquired during doctoral studies at the Jindfichiiv Hradec-based
Faculty of Management of University of Economics Prague.

THE STRATEGIC DOCUMENTS IN TOURISM
The strategic planning is a complex process of creating and enforcement of the region’s unity
of interest. The strategic documents are a tool of the regional development co-ordination and
simultaneously function as an integrating component of the regional policy, which can
guarantee a long-time consistency in influencing of the territorial unit’s development [10].

The basic strategic thought process principles should be respected during formulation of
the strategic documents. These principles can be rank among the most important ones — the
principle of permanency creation of the strategy (tourism intensely responds to the changes in
society and that’s why it is constantly developing branch, this is the reason for continuous
updating of the documents and appropriate corrections with regard to their fulfilment), the
principle of cross-disciplinarity (tourism influences many branches of human activity) and the
principle of global systemic approach (tourism is influenced by many global trends) [8].

One of the most important objects of the strategy in tourism is to help the tourist destination to
compete with the other destinations and be successful in its development. The aim of the
strategy is an acquirement of the comparative advantage [3, 7]. It can lie in existence of
unique tourist attraction (e.g. monument listed in UNESCO World Heritage List, unique
natural landscape, place of famous historic event), in offering the attractive tourist services
and in their quality, or in efficiency and way of the destination’s management.

The main function of the development strategic plan in tourism is to find the answers to the
following questions:

e which aims should be achieved by the tourist destination in long-time perspective

e which way should be used to achieve these aims

e which instruments and resources should be used

With regard to fulfilment of these main functions the strategic documents use the document’s
structure, which is approximately similar to the strategic planning cycle [4, 7], i.e. the
structuring into the analytical part and the part devoted to suggestions. This is the common
content of the documents in detail[9]:

e Introduction and basic information (process of the document’s elaboration and its
main aims, consequence to the other strategic documents etc.)
Short characteristic of the territory from the tourism’s point of view
Analysis and evaluation of the tourist offer
Analysis and evaluation of the tourist demand
System of organization of tourism in the region

166



e SWOT analysis

e Part devoted to suggestions (vision, aims, set of problems, consequential arrangements
and activities)

¢ Financial framework, implementation, time schedule

This paper is entirely focused on the analytical part of the strategic documents, which creates
the information base for the part devoted to suggestions. For an elaboration and post-
realization of the strategies it is necessary to ensure the best possible information. The
analytical part of the strategic documents should deal with the summarization, analysis and
interpretation of the information. Main object of the strategic analysis is to detect the most
important factors affecting the present and future situation of the region [10]. By means of the
analytical part it will be possible to identify the critical future problems for the branch of
tourism, development trends of this branch, present position of the destination, its developing
possibilities, strength of its main competitors, main resources of the destination in tourism,
crucial competences etc. All these elements are necessary to correct determination of the
future strategic intentions, which is the content of the documents’ part devoted to suggestions.

For fulfilment of the objectives described above it is necessary to eke out the currently used
analytical part with another analytical methods modified for the conditions of tourism.

THE EXTERNAL STRATEGIC ANALYSIS

Using of the PEST model, which describes the external factors from the political, economic,
social and technological sphere [7, 8], seems to be suitable for the macro-surroundings
strategic analysis. These factors are very important for this type of analysis — correct selection
of the particular indicators with respect to their impact on tourism, do not use just statical
description of this indicators, but be concerned with their progress in time, and finally
differentiate in any way the intensity of their impact on tourism in given destination (e.g. the
ETOP method). Several suitable indicators are described in the following figure.

Fig. 1 Example of the PEST model in tourism
POLITICAL FACTORS ECONOMIC FACTORS

e stability of the government e GDP trend

e membership of international e nominal wages value
organizations e inflation

e legislature (e.g. tax laws) e unemployment rate

e hygienic and technological e domestic currency exchange rate
regulations development

e foreign investment support e interest rate

e foreign policy

SOCIAL FACTORS TECHNOLOGICAL FACTORS

e demographic development of e progress of information
population technology

e regional breakdown of population e new web application

e consumer activity e development of air and railway

transport
Source: Own proposal.

In the case of the branch analysis it is suitable to use modified models which are standardly
used by entrepreneurial subjects. If the tourist destination means to be successful, it has to
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carry out to great extent just like a firm. The aim of the branch analysis is to identify the
crucial motive forces and factors, which makes the branch attractive for its participants and
customers. It is important to estimate the future development trends of the most important
forces and factors [3, 4].

The analysis of the size and development of the market should be made not only in a local
or national surroundings but also in a global measure. This fact clearly results from the
characteristics of tourism. Furthermore it shouldn’t miss the analysis of the developing
trends in tourism. It’s main aim is to identify these trends and create corresponding tourist
products on their basement. Just these destinations, which are able to react to these trends, can
succeed in the competitors fight.

Both analyses can essentially influence the selection of accordant strategy. It is impossible to
miss out such facts like:
e increasing number of older tourists due to demographic changes in society
travellers greater emphasis on healthy living style and ecology
development of information technology
development of air, railway and individual automobile transport
increasing travellers demands on services in tourism because of their experiences

On the basis of previous analysis it is possible to identify the motive change-created forces
of the branch and try to choose from them 2 — 3 forces with the greatest impact on the
development of tourism in the particular destination.

The analysis of competitive forces has a connection to the branch analysis and it examines
the principle of competition in the branch [7]. Understanding of the competition is very
important for strategic decision-making process, because the competitive forces influence per
saltum the competitive position and success of the destination. Systematic searching of the
competitors and their strategies can essentially facilitate to obtaining the competitive
advantage and fulfilment of the indefinable objectives.

Therefore this part shouldn’t be missed out in the developing strategic documents in tourism.
The destinations should identify their most important competitors in light of number of
visitors, also in light of offered tourist services and appoint herewith their strategic
competitive position in comparison with their competitors. The study of competition should
be primarily focused on the recognition of currently used competitor’s strategy, its strongest
aspects, the analysis of future intentions of the competitor and estimation of their impacts.

The analysis of the strategic groups, which tries to identify the subjects with the same
strategic characteristics or which compete on the same base, can help to identify direct
competitors of the destination [7, 8]. Each destination utilize its own specifics in competitive
struggle for visitor, thus the competitive pressure varies. The results of this analysis can
provide a valuable information about main competitors, competition’s denotation within the
particular strategic groups, eventually they can become a guide for elaboration of the
transmigration’s strategy to the other group.

THE INTERNAL STRATEGIC ANALYSIS

Success of the destination depends not only on external conditions, but also on destination’s
internal sources. The internal surroundings analysis should deal with these sources and make
an answer to the question of correspondence between sources and surroundings in which the
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destination plays on. In the special development documents in tourism the internal analysis is
solved by means of basic characteristic of the region and mainly by the analysis of tourist
offer, attendance and definition of visitor’s profil.

The description of tourist offer, which is focused mainly on evaluation of region’s nature and
cultural-historical determinants for tourism development, dominates to the analytical part of
the documents. Whereas the description of main tourist products is very reduced. Other
important part represents the analysis of tourism development in the destination. It acts as a
basic indicator of destination’s success in the tourist market [9]. The attendance monitoring
shouldn’t be concerned only with present or past situation, but it should contain also the
development prediction — e.g. with the help of some time series analysis methods. The
obtained information should serve to destination as a basis to comparison with the competitors
and identification of its own position in the tourist market. On the basis of this information it
is possible to monitor the geographical structure of the region’s attendance, seasonal
fluctuations of the attendance, eventually other characteristics (e.g. average length of stay).
Recognition of typical visitor of the destination is a crucial process for correct alignment of
the future strategy a it shouldn’t be missed out. It is monitored by means of assorted
sociologic and marketing investigations. Their object is to identify the basic characteristic of
the visitors.

It will be useful to eke the strategic documents with the description and prediction of
development of those characteristics which have significant impact on tourism. It can be the
demographic structure of inhabitants, rate of unemployment, structure of the economy,
environment, safety etc. It is also useful to eke documents with some modified analyses used
in the corporate environment (e.g. verification of the destination’s sources, the key
competences, the analysis of critical factors of success from the visitor’s point of view). These
methods should enable better identification of crucial internal sources of the destination and
main factors, which influence visitors’ satisfaction.

THE SWOT ANALYSIS

The SWOT analysis method stands between the analytical part and the part devoted to
suggestions of the strategic documents. The SWOT analysis should come after finishing of
the external and internal analyses. It identifies from ascertained facts those which are
important for the destination’s development and those which are insignificant. After then it
divides the set of high influence facts according to their character into the Strengths and
Weaknesses of the destination, Opportunities and Threats. That is why the SWOT analysis
becames an initial step for identification of the destination’s main strategic objects, the set of
problems and the arrangements. In the strategic documents in tourism the SWOT analysis
unfortunately represents the sole analytic instrument, which substitutes the analyses
mentioned in this paper, and so it isn’t often evident from which facts its conclusions result.

The indisputable advantage of the SWOT analysis is its simplicity and lucidity. On the other
hand it is considerably subjective and it doesn’t reflect a development of the ascertained facts
(it describes only the current situation). Different standard of the SWOT analyses, which
differ not only in their contents but also in the level of punctuality and complexity, is the
substantial problem of the strategic documents [5].
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It will be suitable to eke out the SWOT analyses with description of their processing (so-
called methodology of an elaboration') and with the tool, which can help to distinguish the
importance of the particual indicators for development of the destination. It is possible to use
the confrontation analysis for better evaluation of the creation of the Strengths and
Weaknesses. The individual indicators are divided into the individual components and it is
possible to observe the reasons of their creation and their effects in the subsequent matrix.

CONCLUSION
The strategic documents became an effective tool of the destinations for reaching required
competitive advantage and thereby for their successful development. Ever-rising travellers
and competitive destination’s pressure sets the increased demands on quality of the strategic
planning and quality of the strategic documents themselves.

The aim of this paper is to point at the fact that the high-quality analytic part of the documents
is the essential condition for successful strategy of the destination. In such way the destination
can flexibly react to the situation in its macro-surroundings, to the current situation and
developing trends of tourism and also to the strategies of the competitors. Definition of the
crucial internal sources of the destination, focus on the future and finally the synthesis of
information into the high-quality SWOT analysis are the others important factors which
influence the success of selected strategy.
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PERCEPTIONS OF LOCAL DEVELOPMENT
Lukas Nevédél

ANNOTATION

The issue of rural governance has started to attract growing interest among the scholar
community, and it has become an important topic recently. This paper is based mainly
on questionnaire surveys conducted with the leaders of rural municipalities, but it
also presents the recent views expressed in rural studies literature which focuses
on community empowerment, and where local municipalities are argued to be emphasising
the importance of ,,endogenous“development, defined as an integrated ,,bottom-up‘“approach
with local actors and communities (e.g. MacKinnon, 2002; Woods, 2005; Ilbery (ed.), 1998).

KEY WORDS

rural development, actor, networking, South Moravia

THE ANALYSED AREA
The area analysed in this paper is situated in the interface between the Brno — venkov and
Bfreclav districts in Southmoravian Region. It composes of 52 cadastral units (the rural
communities) of which 24 units belong to ORP — territory (the district of administration)
Zidlochovice a 28 to ORP Hustopeée (314/2002, and § 64 subparagraph 1, 320/2002).

Fig. 1 Regional authority of Jihomoravsky kraj

Source: hitp.//www.kr-jihomoravsky.cz/ [10.10.2008]
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Fig. 2 The analysed area
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Source: Regional authority of Jihomoravsky kraj, 2004

INTRODUCTION
Any introduction to the paper would be insufficient without a summary of what makes rural
places economically, socially, culturally, politically and environmentally healthy, and how
European and national policies should be brought together to achieve this. “Healthy rural
communities” may be described as having seven key characteristics:
First, they are able to maintain their population i.e. a viable age structure, and a positive rate
of net immigration.
Second, their structure of economic base and poverty and unemployment rates show similar
characteristics to the same ones found in cities and larger towns.
Third, physical and mental health of rural people is as good as it is elsewhere.
Fourth, healthy rural communities put emphasis on their history, culture and environment;
take pride in their identities, and make use of these to enhance the quality of life. The role
of education system in supporting the values is essential.
Fifth, healthy rural communities possess widespread property ownership, clear titles, and
relatively high rates of local financing. Small enterprise is initiated and supported.
Municipalities are part of open and active networks with NGOs, business and public sector,
and good links with the “outside” world are established.
Sixth, public agencies work together to achieve common goals which are set through local
democratic and participatory process and are based on common values.
Last, the communities cooperate on further development (Bryden, 2003, 1 - 2).
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DATA AND SCIENTIFIC METHODS
The majority of the data was acquired by a method of controlled standardized interviews
with open-ended questions. Questionnaire survey was conducted with 52 mayors.
The working hypotheses were used in this open-label pilot case study for dissertation thesis
Development capabilities of rural regions after integration Czech Republic with European
Union in example of selected regions of Jihomoravsky kraj with regard to border regions
of Niederosterreich.

INTERVIEWS WITH MUNICIPALITY MAYORS
The major problems described by most of the municipalities were inadequate legislation
with unexplained concept of rural areas; high financial mandatory expenses which have to be
devoted to long-lasting operations within a cadastral unit and which result in very limited
resources left for local development projects (investment and un-investment ventures).
Unemployment and lack of work opportunities, mainly for women, were also mentioned.
Most of the town mayors pointed out that the most serious barriers to rural development since
the 1990s have been poor quality of roads, absence of pavements or their present
dissatisfactory state, poor infrastructure such as inadequate system of sewers including water
treatment, problems with gas delivery and distribution, and heating by coal. Among other
difficulties are agricultural brown-fields and their disposal or restoration, waste dumps
and their management, lack of experience with leadership of the municipality or problems
with local self-government.
The frequently mentioned ways of improving life standards in rural areas include creation
of new jobs and services, support for local culture, community interaction and alternative
lifestyles, subventing construction of houses instead of apartment blocks, educational services
and mainly continuing presence of schools in the municipalities, support for leisure activities
and recreation, and effort to make the area attractive for tourists who are interested in wine
culture and who can make use of the accommodation capacities of the given municipalities.
State support of municipalities in financial terms is also essential, and creating a clear rural
areas conception, activating local people and building local networks is considered to be vital
in promoting development. Municipalities situated in the north part of the analysed area have
mentioned sub-urbanisation as one of their other concerns.
The answers to the question of “What steps do you think need to be taken to revitalize
the rural life?” Were: support for young people so that they would not leave the communities
i.e. availability of jobs and adequate salaries for educated people who would decide to stay
in the rural areas, support for schooling, guaranteeing sufficient care for retired people
by providing high-quality social services and housing, and finally trying to support younger
generations to take care of the old family members who would stay at home (i.e. advocating
restoration of the former model of transferring farms from one generation to the other.
Success of this plan is, however, questionable). Promotion of economic, cultural, social,
environmental and political stability of rural areas is, according to the interviewees, hindered
especially by the unclear concept of sustainable rural development. The quality of rural life
may be further enhanced by supporting community involvement in local clubs or associations,
supporting cultural activities and/or young people and marginalized groups activities,
development of accommodation capacities and increasing the tourist attractiveness
of the region, which can be based on wine culture and traditions.
All municipalities declare support for the countryside revitalization, and in many cases this is
seen as the most important tasks for the community/municipal partnerships. Problems
with division of grants were also widely mentioned, especially because the system does not
take into consideration the size of a municipality area and questions of financing
the maintenance of municipal rural zones. The town mayors have identified several other
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weaknesses such as poor road system in the countryside, minimal forest coverage, lack
of water in the landscape caused by very high soil evaporation, which results in insufficient
supply of drinking water. These problems are being solved by purchase of the land (in case
that it is allowed by the land law, and that there are no duplicate owners),
and by establishment of wetland ecosystems and flood-plain forests, flood control, protection
of soil from erosion, and vegetation management. A lot of the municipalities experience
problems with abandoned pieces of land, mainly the privately-owned ones situated on steeper
slopes. What needs to be solved in the Czech Republic is a new concept of agriculture which
would promote participation of the private sector in the landscape management in return
for financial benefits from the municipalities and other higher-level government bodies;
revitalization of the landscape; and eventually introduction of such a legislation which would
enable to “use” the unemployed for community services so that there would be guarantees
that the work will be done, and the participants in the scheme will get the unemployment
benefits.

The recent disputes among the municipalities have been initiated by the issue of wind power
plants. There is one municipality where the works have already started, another one which
tries to force the development of a wind power plant because it would help to partially solve
its indebtedness. In these cases the wind power plants are localized along the cadastral borders
of the municipalities which are visually and even acoustically affected.

The cooperation among municipalities is visible mainly on the level of local “clubs” with
voluntary participation. These associations are perceived rather positively. A lot of the
interviewees have agreed that it is important to have own initiative with endogenous strategy,
exogenous impulses and good regional management. Local action groups were also founded.
Other important institutions for rural development were also identified.

The municipalities have problems with filling in and handing in petitions including
assignation of the project solutions to specialized agencies. Further difficulties are necessity
of cooperation among municipalities in order to be able to finance the projects; necessity
to invest own money first before being assigned the grants, and municipality indebtedness.
The most frequent grants are awarded to “soft projects” concerning culture and tourism.
In the Czech Republic it would be advisable to re-think the grant distribution to avoid the top-
down attitude, and to bring the system more towards the municipalities (i.e. changing the tax
revenue system) thus supporting the bottom-up approach. What needs to be considered further
is re-evaluation of the significance of the number of inhabitant living in a cadastral unit,
re-evaluation of landscape management procedures, clarification of the concept of rural
development i.e. whether to support the current structure of relatively small municipalities
or to find a different solution. Initiatives in changes of land distribution and land laws may be
expected as well. Political lobby was mentioned as one of the easiest and frequently financial
favourable ways of promoting rural development.

The interviewed mayors were in general satisfied with the finance available from the regional
resources systems; however, they mentioned that the municipalities having between 1 000
and 1 500 (2 000) inhabitants are discriminated. Rural development programme is considered
to be set up relatively well. Another problem is that only one request, which is actually
realised, can be handed in during a year.

Cooperation in community may be described as rather problematic, and if there is any, it is
usually only in a form of ordinary help. In some municipalities there are visibly negative
relations among the council and the locally important employers (mainly from the agricultural
field). The actors’ willingness to cooperate is small despite the fact that the people usually
know one another well.
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DISCUSSION

Northern part of the analysed area is situated on the international, national, regional
development axis Brno — Bteclav. It may be characterised by high-level of dependency on
Brno. Living conditions in both of the administrative rural regions, namely Hustopece and
Zidlochovice districts, are perceived positively. Local inhabitants are content “with the rural
way of life”. On the other hand, it needs to be pointed out the citizens use the services and
leisure time opportunities provided by Brno. In the northern parts continuing sub-urbanisation
escalates the rivalries between newcomers, frequently from middle and higher-income groups
who can afford to live in newly developed areas outside Brno and commute to work by cars,
and people who have spent all their lives in the rural community and who regard their new
neighbours as negative influence since they are seen as bringing urban life style into
countryside. Younger inhabitants seem to adapt to new conditions faster and often describe
the village way of life as boring.

CONCLUSION

The weakest point of the analysed area as mentioned by the municipalities is the state of the
environment. The main priorities are: increasing the areas covered by forests and grass,
retention of water in the landscape, regeneration of the mining areas. Agriculture is also
perceived as in poor conditions due to the unfavourable economic situation. Natural
conditions for agriculture are very good in the analysed area. All the municipalities seem to be
aware of the fact that increasing number of inhabitants will result in more difficulties with the
services delivery on the different hierarchical levels.

BIBLIOGRAPHY
[1] BRYDEN, J. M. (2003): Keynote research: Rural Development Situation and
Challenges in EU-25. EU Rural Development Conference, 7 pp.
[2] CLOKE, P. - MILBOURNE, P. (1992): Deprivation and lifestyles in rural Wales II:
rurality and the cultural dimension. In: Journal of Rural Studies 8, p. 359 — 371
[3] FURUSETH, O.: Service provision and social deprivation. In: ILBERY, B. (ed.)
(1998): The geography of rural change. Addison Wesley Longmann Limited. p. 233 - 256
[4] ILBERY, B. (1998): The geography of rural change. Addison Wesley Longman,
267 pp.
[5] MacKINNON, D. (2002): Rural governance and local involvement: assassing state
community relations in the Scottish Highlands. Journal of Rural Studies 18, p. 307 - 324
[6] PERLIN, R. (2006): The co-operation of rural municipalities - chance or condition
of achievement - Spoluprace venkovskych obci - moznost nebo podminka tuspéchu.
In: Agriculture economy 52/6. p. 263 — 272
[7] SPISIAK, P. - KOLLAR, D. (1994): Vztah obyvatel'stva ku vlastnej obci a ku
skimanému okoliu. Spolo¢nost’ pre trvalo udrzatel ny Zivot, odbocka Biele Karpaty, 34 pp.
[8] WOODS, M. (2005): Rural Geography: processes, responses and experiences in rural
restructuring. SAGE Publications Ltd. 330 pp.

Mgr. Lukas Nevedél

Geograficky ustav, Pfirodovédecka fakulta, Masarykova Univerzita
Kotlatska 2

611 37 Brno

dodislav@mail.muni.cz

176


mailto:dodislav@mail.muni.cz

THE SPECIFICS OF FINANCIAL MANAGEMENT OF CITY
DISTRICTS IN CORPORATE TOWN BRNO

Irena Oplustilova

ANNOTATION

The aim of this paper is to introduce a way how to finance city districts of corporate towns.
City districts of Brno city will be chosen for such analyzes.

The structure of city districts budgets will be compared to the structure of budgets of
municipalities in the Czech Republic in general. On the bases of this comparison the main
differences will be stated, introduced and explained. The paper will mainly focus on revenues
of city districts.

The financial management of city districts is not solved in general at all. Every corporate
town solve it itself in its statute. The corporate town Brno gives to its districts a part of its
revenues. So the question how to state the amount of revenues and on which principles or
criteria distribute the amount to the districts is solved. Of course, this brings also some
methodological problems, which will be solved in this paper too.

KEY WORDS

Corporate town Brno, city district, management of municipalities, municipal budget.

INTRODUCTION

The municipal establishment is stated by act no. 128/2000 Coll., on municipalities. This act
determines basic barriers for functioning of municipalities, including their management. It
also determines basic conditions for functioning of corporate towns and their relationship to
their districts, and this act also includes the enumeration of corporate towns. At present, in the
Czech Republic exist 23 corporate towns plus capital city Prague (capital city is similar to
corporate towns but with different status). Those towns can (but needn’t) be internal divided
into city districts. Not all Czech corporate towns utilize the possibility to divide themselves.
One of the cities that have any city districts, is corporate town Brno, which is divided into 29
districts. This amount is relatively high, and moreover, it is the highest amount among all
Czech corporate towns.'

The management of city districts is of course conformed by the same legal regulations as
municipalities (primarily act no. 250/2000 Coll., on budgetary rules of territorial budgets), but
the specifics are arranged in each corporate town by own constitution. According to § 130 of
the act on municipalities those specifics are:
e the enumeration of individual city districts, the jurisdiction of bodies of the city and of
city districts in the fields of independent and devolved authority,
e mutual co-operation between the bodies of the city and bodies of the city areas and
city districts,
e sources of monetary revenue of the city districts and forms of expenditure,

' Only capital city Prague is reaching higher amount of city districts, but only in term of independent authority.
Prague is divided into 57 city districts, but in view of devolved authority, the city is divided into 22
administrative districts.
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e the means of discussing proposals for generally binding regulations and decrees of the
city with city districts, and the means of publishing such generally binding regulations
and decrees in city districts,

e the means of discussing the city's planning and zoning documentation and
development plan with city districts, assets of the city which are to be entrusted to city
districts, and the extent of city districts' authorisation to dispose of such assets,

e the extent of city areas and city districts' authorisation to found, establish and abolish
legal entities and organisational units.

From the legal and economic aspect, the important fact is, that city districts are not self-
contained legal entity nor accounting entity. Their budget and accounting are components of
city budget and city accounting.

The constitution of corporate town must be published as a generally binding regulation. The
constitution of Brno is actually presented in regulation no. 4/2008 and is available on web
pages of this city (www.brno.cz).

AIM AND METODOLOGY
The management of city districts is regarded with the viewpoint of budgetary management.
An analysis focused on the importance of city districts’ budgets compared to the budget of
whole city is carried out, also the structure of city budget and city districts’ budgets is
analyzed. Finally, the structure is compared to the structure of average municipal budget.

For such comparison database ARIS-RARIS of Ministry of finance of the Czech Republic is
used. In the case of data about Brno, information available on city web pages (such as budget
documents, closing account, etc.) or other materials offered by Brno city authority, are
employed. The year of comparison is the fiscal year 2007.

On the bases of ascertained facts, greatest differences are selected, subsequently analyzed and
interpreted. The fundamental difference in the budget structure is very high rate of received
transfers which is caused by way of financing of city districts. Such those revenues are in the
center of interest of another analyzes. Data from fiscal year 2007, but also (mainly)
information from accepted budget of corporate town Brno is used for this step.

An important note must be done. Due to distinction of management of corporate town Brno
without city districts and management of whole city including the districts, following
signification will be implemented:

e corporate town Brno — for the whole city,

e city — for the data of the city without city districts.

RESULTS
In the year 2007, the corporate town Brno managed with budget size
e 10.856,9 mil. CZK of revenues,
e 10.641,0 mil. CZK of expenditures,
e 5o the outcome of the budgetary management was surplus in height 215,9 mil. CZK.”

* But this doesn‘t mean, that the management was successful or not. For such evaluation much more information
is needed. Moreover, this surplus was for the most part reached by lower expenditures than was planned
(especially by postponement of investments).
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The results of the city were:

e 9.656,0 mil. CZK of revenues,

e 9.463,5 mil. CZK of expenditures.
And finally, the results of Brno city districts were:

e 2.513,0 mil. CZK of revenues,

o 2.464,4 mil. CZK of expenditures.
The total of revenues of city and of city districts is not equal to the amount of revenues of the
corporate city Brno (the same pays for expenditures), the difference is given by the
relationship between city and city districts (transfers between city and city districts). Those
shifts of finances are deducted from the total, because they present shifts within one
organization (within corporate town) and so they do not heighten real sources or expenditures
of the whole corporate town.

Following fig. 1 briefly summarizes information on budget structure of Czech municipalities
and of Brno city.

Fig 1: Structure of revenues and expenditures of municipal budgets (FY 2007, in %)

Municipalities of | The corporate town fl?e ecc(:?l;f:;ttzlizsw(;f
the Czech Republic Brno
Brno
Tax revenues 56 72 11
Non-tax revenues 10 6 8
Capital revenues 5 3 1
Received transfers 29 19 80
Total revenues 100 100 100
Operating expenditures 70 71 66
Capital expenditures 30 29 34
Total expenditures 100 100 100

Source: database ARIS, closing account of corporate town Brno 2007, author’s calculation.

As fig. 1 shows, the structure of Brno city districts budgets is very different in the part of
revenues. The ratio of operating and capital expenditure does not show any significant
difference from average.

Also the corporate town Brno has different structure of revenues than average municipal
budget structure. While on average the tax revenues made up 56 % of total revenues, the ratio
of tax revenues in corporate town Brno is 72 %. This was caused by high number of its
inhabitants, or more accurately, by system of redistribution of tax yield between
municipalities, which gives higher tax revenues per 1 inhabitant for bigger cities.

On the other hand, Brno city districts have very low ratio of tax revenues. All revenues from
taxes are revenues of city budget. The legal entity income tax paid by municipality is the only
exception. This is tax, which city district pays to themselves. Other tax revenues of city
districts are municipal taxes and administrative charges.

Non-tax revenues are made up mainly by revenues from renting of assets and revenues from
financial settlement (especially resources from the city).

Capital revenues, which are generally made up by revenues from selling of assets, in Brno
city districts almost do not exist. The real property of the corporate town Brno is the asset of
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the city, the city district can only administrate it. This means, that the revenues from the
selling are revenues of the city. But this does not mean, that city districts do not participate on
those revenues. They get a certain part of those revenues in financial settlement, which is
included in non-tax revenues, as was mentioned above.

The most important revenues of Brno city districts are received transfers. This is caused by
the way of financing of city districts. Next subchapter concerns on this system.

The Revenues Ceded to City Districts from the City Budget
City districts’ own revenues (consisting of tax, non-tax and capital revenues) represent only
20 % of their total revenues. 80 % of revenues are received transfers, their important
components are so-called “ceded revenues”, revenues that the city gives from its budget to
budget of its districts. The ceded revenues reach nearly 40 % of total revenues. The structure
of those ceded revenues is illustrated in following figure.

Fig. 2: Structure of the revenues ceded to city districts budgets

The Revenues Ceded to City
Districts from the City Budget

— Transfers from the state budget —1 Transfers from the city budget

For the performance of devolved Purpose transfer

authority - Domiciliary services,

- Building office, - DROM, Romany center,

- Registry office, - Fire prevention,

- Special registry office, - Special registry office.

- Other devolved authority.
Non - purpose transfer, due to criteria
- Number of inhabitants,

For educational system

- Number of pupils in basic schools
and of children in nursery schools,

- The length of local roads,

- The area of public green vegetation.

Specific transfer
(for maintainance and cleaning of
local roads)

Source: author’s elaboration.

As the picture shows, the ceded revenues can be divided into two types. Transfers from the
state budget provided on the bases of the act on state budget, are divided out into budgets of
city districts and city budget according to the extent of devolved authority performed by each
city district authority and municipal authority. The ratio of those ceded revenues is 16 % of
total ceded revenues.

180



The second type of ceded revenues are transfers from the city budget. They represent a part of
tax revenues, that the corporate town gets from the tax yield and are used for financing
especially the operation of city districts. The ratio of those ceded revenues is 84 % of total
ceded revenues. Those transfers consists of three different types.

Purpose transfers are intended for certain purpose in certain city district. Not all purpose
transfers are intended for every district. The ratio of those ceded revenues is 8 % of total
ceded revenues.

Non-purpose transfer is divided into all city districts in accordance with five criteria (as
mentioned in the figure 2). The amount of the non-purpose transfer is created on bases of last
year's amount, while the year-on-year change of tax revenues is taken into account, as well as
the participation of city districts on the indebtedness of the corporate town. This transfer is
most important revenue of each city district. The ratio of those ceded revenues is 74,5 % of
total ceded revenues.

Specific transfer is given only to the Brno-center city district, this resource is designed for
covering specific cost of this city district. The ratio of those ceded revenues is 1,5 % of total
ceded revenues.

But one last note must be done. Although the city district get those resources, they can finance
hardy their operation, they carry out only little investments. Bigger investments must be
carried out by the city.

CONCLUSION

The management of city districts is of course conformed by the same legal regulations as
municipalities, but the specifics such as for example the revenues of the city districts, are
arranged in each corporate town by own constitution.

The specific structure of Brno city districts can cause some methodological problems. Let us
look at two of them. City districts of certain corporate town can be compared only other city
districts of this town. The comparison with other town’s city districts cannot be used for deep
analysis, it can only alert on fundamental differences.

The other problem relates to the evaluation of indebtedness. The indicator of debt service can
not be used on the level of city districts, or better said, the value of this indicator can not be
compared to values of municipalities. The cost of debt service is compared to the sum of tax
revenues, non-tax revenues and transfers from the state budget provided on the bases of the
act on state budget. In average Czech municipal budget tax revenues present more than half of
total revenues, while the ratio of tax revenues of Brno city districts is only slightly over 11 %.
This means, that the value of the indicator would be much higher in Brno city district than in
average municipality, even if they have similar structure of debt service.

The system of financing of the city districts expresses also in their budget structure. That is
why Brno city districts achieve only 20 % of their own revenues, 80 % of revenues are
received transfers. About half of those transfers are so-called ceded revenues. Although the
city Brno provides from its budget around 1 billion CZK to the city districts as their ceded
revenues (but also other transfers and loans during the fiscal year, which are purposefully
bounded), they can finance hardy their operation and carry out only little investments.

181


http://slovnik.seznam.cz/?q=last%20year%27s&lang=en_cz
http://slovnik.seznam.cz/?q=last%20year%27s&lang=en_cz

BIBLIOGRAPHY
[1] Act no. 128/2000 Coll., on municipalities
[2] Act no. 250/2000 Coll., on budgetary rules of territorial budgets
[3] Adopted budget of the corporate town Brno 2009
[4] Closing account of the corporate town Brno 2007
[5] Database ARIS-RARIS, available on <http://wwwinfo.mfcr.cz/aris/>
[6] The decree of the Brno municipal assembly from the meeting of the municipal assembly
11.11.2008
[7] The web pages of the Brno city <http://www.brno.cz>
[8] The web pages of Prague <http://www.magistrat.praha-mesto.cz>
[9] The web pages of online papers Novinky.cz <http://volby.novinky.cz/kv2006_statmesta>

Ing. Irena Oplustilova

Masaryk University, Faculty of Economics and Administration
Lipova 41la

602 00 Brno

oplustii@econ.muni.cz

182


http://wwwinfo.mfcr.cz/aris/
http://www.brno.cz/
http://www.magistrat.praha-mesto.cz/
http://volby.novinky.cz/kv2006_statmesta
mailto:oplustii@econ.muni.cz

A COMPARATIVE ANALYSIS OF THE REGIONAL POLICY
IN THE CZECH REPUBLIC AND AUSTRIA

Vilém Paril

ANNOTATION
The subject of submitted thesis ,, A comparative analysis of the regional policy in the Czech
Republic and Austria” is a comparison and an analysis mainly of the applied instruments and
institutional safeguard and the outline of impacts and efficiency of regional policy on the
development of regions and countries as entities. The first part deals with the analysis of
regional policy in the selected countries; the second one is focused on the comparison of these
countries.

KEY WORDS

Regional policy, comparative analysis, economical and social impacts.

INTRODUCTION
Nowadays there is strong emphasis on regional policy in the European context. Before all that
is due to fact that the implementation of common policy on regional level is key moment for
European Union which is aimed on its sustainable development and on support of mutual
regional cooperation and regional interaction.

AIM AND METODOLOGY
The essential objective of this diploma thesis is to build up a synoptic analysis and an
evaluation of process of implementation, realization and leverage of European regional
policy, or rather to say policy of economic and social cohesion, in the Czech Republic and
Austria and its consequential confrontation.

According to purpose of this work there are following methods that have been used: scientific
description method to acquire frame view on two geographically different ways of
implementation of regional policy, then there is analysis method for evaluation of both
separate countries and method of comparative analysis to compare component results and
finally there is synthesis method to bring out conclusions.

RESULTS
Results achieved in this diploma thesis rest in following defined areas: historical background
of regional policy; scheme of used instruments in both countries concerning institutional view
in the mean of administrative structure (institutional indemnity) and created regional
development legislation, documents and programmes; next area is financial volume given to
individual regions and its accordance to economic performance in each country. All areas

were investigated in two periods according to programme period of the European Union; it
means the period of 2000 to 2006 and the period of 2007 to 2013.

1. Comparison of Historical Background
The regional policy in the Czech Republic and Austria came from completely different
historical situations. In Austria there is long time continuing tradition of modern regional
policy (about thirty years) but in Czech Republic there is no long experience of regional
policy and first contact with modern regional policy emerge from admission of Czech
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Republic to European Union. That is why Czech Republic has less than ten years long
experience with implementation of active regional policy.

2. Comparison of Institutional Indemnity

In institutional schemes there are two different ways in both countries. In Czech Republic
there is Local Development Ministry (with his integral different bodies for each specific areas
of regional policy) as central authority that is responsible for regional policy and for
cooperation with all other subjects interested in. The problem rest in the position of this
ministry that has an superior role above all another participants of regional policy what
opposites one of basic principles of economic and social cohesion principles and it is the
subsidiarity principle. In Austria this problem is institutionally (but it is not obvious that also
really) resolved through the structure of central regional policy authority what is Austrian
Conference for Territorial Development including representative of central government and
all other important participants of regional policy.

In the area of programme documentation both systems (Czech and Austrian) are very similar
and there are not big differences between them because these systems are in accordance to
European approach. Nevertheless there is one little nuance in Austrian regional policy which
is more relied with the policy of territorial development and actually regional policy is one of
its integral parts.

3. Correspondence of Financial Assistance and Economic Effort in Individual Regions
In the following article there is a body of achieved results. Firstly there is presented the figure
with financial subsidiary volumes in Czech Republic in the period after the entrance to the
European Union to 2006 (because in this period there was realized the current way of regional
policy with the current applied programme structure).

Fig.1 Financial Subsidiary Volumes in Czech Republic in the period of 2004 and 2006
(percentage)
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In the figure there can be seen some very controversial facts that could be resume in one

question. Why Prague with its paramount economic position is fourth biggest receiver of
assistance and two another regions in good economic condition (South-East and South-West)
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are on the top instead of problem regions as Moravian-Silesia or Central Moravia (with the
exception of North-West and its hopeful third position).

This disproportion can be explicated by three facts. The first one is that there were no specific
regional operations programmes in this period. In the period of 2000 to 2006 in Czech
Republic there were too different periods which were define by the entrance to the European
Union. Before the entrance the financial assistance from European funds was allocated just
through the criteria of state borders and there was no regional distinction. After the entrance
there was an ambition to distinct among regions but Czech Republic wasn’t really ready to
achieve this distinction because it was beginner in the application of regional policy. The
second factor was a readiness and an ability to gain and use the financial support from
European development funds. But this is a real problem, because more developed regions are
more prepared to achieve on the financial support than less developed regions. The third one
is that all Czech regions except of Prague are belong to the Objective 1 and that’s why in the
view of European Union it isn’t so important, the differences among regions, because it is not
really serious in European view.

If the numbers of financial support are recounted per capita results for Czech Republic are
more favourable than in former case. But there are still not really corresponding with
economic and employment performance of regions.

Fig. 2: Regional Financial Support per capita in Czech Republic in the period of 2000 to 2006
(Euros)
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In opposite the numbers in Austrian regions are more emphasized and the correspondence
between financial support and economic and employment performance is more clear except of
Vienna where exist a real problem of unemployment (in the opposite way, of course — it
means that the most efficient regions are recipients of the smallest financial support). This
feature is reflected in next two figures.
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Fig. 3: Regional Financial Support per capita in Austria in the period of 2000 to 2006 (Euros)
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In the next figure there is comparison of financial subsidiary volumes in individual regions in
Czech Republic and Austria in percentage. The substantial aspect that is figured is the
compared margin of assistance between the most and least developed regions in both
countries (in Austria it makes more than 20 % but in Czech Republic less than 8 %). If we
compare these results also with financial support per capita in individual regions we would
see yet more considerable differences (about more than three thousand euros per capita in
Austria and two hundred euros in Czech Republic).

Fig.4 Comparison of financial assistance in CZ and AT in 2000 to 2006 (percentage)
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Larger scale of differences among financial support to regions in Austria can be caused by the
lack of experience with regional policy in Czech Republic or maybe by lack of courage. But
these results reflect the disability of regional policy in the Czech Republic in the prospected
period.

If we take a look at the period of 2007 to 2013 we cannot see real results of financial support,
but we can see planned financial framework for this period. There is one alarming fact in this
period for Czech Republic. This fact is part of financial support which is not aimed on
specific regions but only to all regions belonging to Objective 1 because this non-aimed part
is about 86, 62 % of whole financial volume. Only 13, 38 % is aimed to the individual regions
in planned framework. Due to this fact there is large space for developed regions that they
capture almost of financial volumes from non-aimed programme and it can be
counterproductive in the mean of regional policy goal that is to support less developed regions
in comparison to more developed regions. Only one very positive fact can be seen in this
period because the financial support for Prague is significantly lower than to other regions
what is closely corresponding with its sovereign position in the Czech Republic.

CONCLUSION

Due to historical background of regional policy in the Czech Republic we cannot see many of
its impacts, but in Austria we can see some long-term positive and negative facts.

In the institutional view there is one key conclusion in the case of institutional indemnity.
This one can be concluded with following question: “Is it really correct organization structure
that realizes implementation of regional policy in Czech Republic through the central
authority with superior position above another participants and is that in correspondence with
the principle of subsidiarity?” In the area of programme documentation there are no radical
recommendations for applied schemes that can accrue from this work.

In the substantial area of this article dealing with correspondence of financial assistance and
economic performance there loom ahead following questions. What criteria are determinant
for regional assistance if not the economic backwardness? Is it almost regional readiness on
the system of subsidies corresponding with its economic performance? Or is this discrepancy,
caused due to absence of regional policy in the past or due to European view for those
differences among Czech regions, inconsiderable? Other question emerging from comparative
part, why differences among least and most developed regions in Czech Republic are nearly
negligible? Last question is: “Can be the system of regional policy that, in the mean of its
realization, opposites its own goal really effective (if it supports almost developed regions
instead of problem regions)?” Many other questions can occur. Is there any control
mechanism that works like feedback for objective framework? Why there are only the
objectives for partial programmes but there are no objectives of financial volumes in the sum?
Corresponding with achieved results it can be note there is no feedback to goals of general
financial support volumes and that’s why these volumes depend on ability of regions to gain
the financial support however the most developed regions are also ready to gain financial
volumes consequently the allocation of financial volumes is counterproductive in the view of
the fundamental regional policy goal (to support less developed regions instead of more
developed) and in long-term application of this policy by this way it can caused series
problems.

What can be recommended to this serious problem? The system of allocation of financial
volumes has to begin with general financial objectives in the mean of clear and concrete
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amount that each region can achieve in all particular programmes. Not just amount of
financial volumes in specific programmes because this is not sufficient. In Austria there is
long-term tendency to diminish the economic performance among regions last nearly twenty
years (in average it does cut-down of difference between most and least developed regions
about 1, 5 % per year). In Czech Republic there is no long-term experience with regional
policy so it is not possible to note conclusions about efficiency of regional policy because
consequences are not yet known but we can see some real shortage of principal instruments
are nowadays obvious.
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REGIONAL DISPARITIES AMONG EU NEW MEMBER
STATES

Lenka Pelegrinova

ANNOTATION'

The paper deals with the impact of economic integration and EU structural policy on bridging
the gap among regions in new EU member states. Socio-economic disparities among regions
are considered to be eliminated by regional policy, which is both an instrument of financial
solidarity and cohesion itself, as well as a driving force for further economic integration. But
it is evident that after decades of regional policy operating, there are still significant
disparities in regional growth and development. These have been even widened after entrance
of 12 Central and Eastern European (CEE) countries. Along geographic remoteness and
socio-economic changes, they brought new regional handicaps, which results from their
former centrally planned economic systems. CEE countries are trying to overcome social
deprivation, poor quality schools, higher unemployment and inadequate infrastructures of
their regions.

KEYWORDS

regional policy, new EU member states, economic integration, regional economic typology

INTRODUCTION

Nowadays, the EU consists of 27 member states and of 268 regions. Reducing great economic
and social gap between them and consequently increase competitiveness of whole EU was the
main reason for establishing European regional policy. In terms of the European regional
concept the whole EU territory is divided into classification NUTS (common nomenclature of
territorial units for statistics), which implicates an entitlement of European regions to draw
financial resources from structural funds. In the period 2007 — 2013 three European funds: the
European Fund for Regional Development (EFRD), the European Social Fund (ESF) and the
Cohesion Fund provide financial help through various projects to three objectives that are
Convergence, Regional Competitiveness and Employment, and European Territorial
Cooperation. Actual financial perspective could be a unique challenge for local and regional
subjects, which may initiate economic growth of regions trough these financial tools.

All new member states are together with Greece and Portugal eligible to draw from the
Cohesion fund as they represent lower GNI (Gross National Income) than 90% of the EU
average. Regions in classification NUTS 2 with GDP (Gross Domestic Product) per inhabitant
less than 75% of the EU average are eligible for funding under the Convergence objective.
Regions (NUTS 1 and NUTS 2) that are not included in first objective can draw financial help
under the objective Regional Competitiveness and Employment. European Territorial
Cooperation objective is addressed to NUTS 3 level for cross-border, trans-national and
interregional cooperation.

New financial perspective for period 2007 — 2013 (the Seventh Framework programme —
7FP) brings some innovations, which are supposed to fit current regional development more

' The contribution is worked as a part of solving the VEGA project n0.1/0780/08 Structural policy of Slovak
Republic as an instrument of solving regional disparities.

[Prispevok je spracovany ako sucast rieSenia projektu VEGA ¢&.1/0780/08 Strukturdlna politika Slovenskej
republiky ako nastroj riesenia regionalnych disparit.]
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than the previous one. The European regional policy leans more to national level, financial
management is more flexible, rules for funds drawing are more transparent, not to mention
higher budgets for programming. Nevertheless, these innovations still can’t eliminate regional
disparities, as it still perceives regions and nation only through few macroeconomic indicators
as GNI or GDP.

To understand the impact of economic integration on regional structural change we need to
analyse economic activities in flouring and poorer regions. This analysis can stand as a main
argument in solving the problem of disparities by finding an accurate composition of regional
economic activities, having in mind different predispositions of each region. The critical
obstructions of further research are still inaccessible data and relevant information from each
region.

AIM AND METHODOLOGY

Main methods employed in this paper are going to be economic analyses and comparison.
Thus, the paper will introduce some possibilities of these tendencies by analysing alternative
economic factors influencing regional development, including regional specialization,
industrial structure and other economic activities, as well as interdependency between
geographical position and economic development.

RESULTS

GEOGRAPHICAL POSITION OF EUROPEAN REGIONS

Seeing that all regions in EU have some geographical and economic specifics, European
Commission should take them into account in regional policy making.

First we can divide European regions in dependence on their geographical position: regions
bordering with non-EU regions (regions bordering with "developed” countries BDC/ post-
socialistic countries BPSC), regions bordering with EU regions (regions bordering with new
EU member states BNEU/ old EU member states BOEU), internal regions (IR) and capital
regions (CR).

This position may be one of the reasons influencing economic performance of regions.
Central metropolitan regions show much higher economic performance and they developed
different composition of economic activities than peripheral regions. Thus, structural aid
would by more efficient if it makes provision for various regional conditions. Support of
European territorial cooperation is only first step towards effective inclusion of all peripheral
regions and regions with different economic activities into common market. Though, the key
of regional competitiveness doesn’t lie in a unification of regional economic activities. With
respect to regional specifics offensive structural change needn’t to be the best way to improve
regional economic performance.

Regional Sectoral Structures

Final report of ESPON project 3.4.2 offers through different indicators simplified view on
European regions typology by economic activities. Authors divide European regions into
seven types of regional sectoral structures: Nonmarket services, agriculture and light industry;
MEGAs advanced services, finances and business; High and medium technological industry;
Textile personal market services; Agriculture nonmarket services, trade, hotels and restaurants
industry; Market and nonmarket personal services with weak industry; Neutral, central
withouth big cities.
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Fig. 1 Economic regional typology with main economic indicators

TYPE Type 2 Type 3 Type 4 Type 5 Type 6 Type 7
Type 1
MEGAs High & Textile Agriculture Market & Neutral
Nonmarket Advanced medium personal Nonmarket nonmarket Central
services, services : technological | market services personal without
agriculture Finances & industry services Trade services big cities
& light Business Hotels & Weak in
industry Restaurants industry
Industry
(construction
& light)
Proportion of 10,7 28,1 17,0 5,0 9,0 8,9 21,1
EU GDP (%)
Proportion of 12,9 19,0 16,2 53 17,9 10,1 18,6
European
population (%)
GDP/cap 2002 83,1 147,9 105,3 94,5 50,5 88,2 113,5
(EU=100)
Evolution of GDP -6,9 2,0 -6,1 -2,2 6,2 0,0 1,6

2002-1995 (°°)
compared to average
EU

evolution

Activity rate 92,6 104,3 96,9 97,9 101,3 95,4 105,3
(Active popul. +

unemployed)/Total

population

EU =100

Unemployment 107 78 74 117 141 141 76
rate
(Unemployed/Active

popul.)
EU=17,9

Migratory balance 0.6 1.1 1.6 4.5 2.0 0.6 1.7
96-99 (%o)
EU=15

Source: ESPON

Regions of type 1 had developed light industrial sector, agriculture and nonmarket services
with lower growth rates. Metropolitan areas of the type 2 have the most advanced service
sector, high level of GDP and low unemployment rates. High and medium industrialized
regions (type 3) are responsive to the conjunction of industrial cycles and their economic
performance is above or matching EU average. Type 4 is characterized by light industry,
agriculture, and services (hotels, bars, restaurants) with lower growth rate than the EU
average. Regions of the 5th type are more peripheral regions dominated by tourism sector,
light industry and agriculture, but they develop also high technological industries or financial
services. Type 5 has higher unemployment rates, but relatively high growth of GDP.
Peripheral 6th type is characterized by nonmarket services with growth rate similar to the EU
average. Types 7 have globally central location with neutral economic structure close to EU
average.

Implications for Regions of EU New Member States
Bulgarian internal regions fall under type 1, while Sofia capital region (CR-BPSC) under type
6 and the rest of the territory (BPSC and BNEU) under type 5. Romanian regions (IR, BNEU
and BPSC) belong by this typology into category 5, except Bucharest capital region, which is
of the second type. Both of these CEE countries show characteristics of peripheral regions
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with dominating tourism and agricultural production, while except Bulgarian internal regions
they signify weak industrial base and services. It is questionable, how long should a
membership in the EU last to take into account consequential effects. However, very similar
economic activities are accumulated in other peripheral regions of EU — 15, namely in
Greece, Portugal or Spain.

Latvia, Lithuania and most of regions in Poland that are bordering with post-socialistic and
new EU member states belong also as peripheral regions to the type 5. Estonia together with
Slovakian regions (BPSC) and few Polish inner regions present exception from this direction
as they fall under type 4. These regions with a mixture or industrial, agricultural and tourism
sectors are typical for northern and middle Italian regions, as well as for eastern regions of
Austria or few Spanish regions.

Czech territory is formed mostly by the type 3, except region bordering with Germany (type
5), region bordering with Poland (type 1) and Prague (type 2). Whole Slovenia and western
Hungarian regions (BOEU and BNEU) fall under the same industrial type 3, while the rest of
Hungarian territory is type 1. These high and medium industrialized regions are typical also
for most of the old EU members as Germany, France, Austria, Italy and Northern countries.
Warszawa, Budapest, Bratislava, Prague or Bucharest belong under type 2 as well as most of
the capitals with high growth rates, low unemployment rates and advanced service sectors
similar to other European capitals. Poland is the only new member country representing all
seven types of regional sectoral structures, which makes it more difficult for decision-making
authorities to distribute financial means into specific sectors.

Significant feature is also the dominance of the type 5 in the EU periphery. Regions of CEE
countries closer to old European member tend to testify more industrial characters than others
and the type 1 often surrounds these industrial regions.

The Commission should examine different combinations of these factors mainly in less
developed regions of new member states. However, it is impossible to separate macro-
economic development from regional development. Current economic crisis influences all
European regions regardless of their former economic performance. Sectoral structure might
protect some regions in greater extend than others. That should be even superior argument to
focus on development in this area.

CONCLUSION

Programming period for the years 2007 — 2013 had brought few essential changes that will
influence the exploitation of operational programmes. These changes concern particularly
multiple-rise of the resource allocation into more concretely specified priorities and
programmes, as well as fixating on society and its active connection with science and
research. Equally important is implementation of new rules for the drawing from structural
funds after reorganisation and restructuring of the EU regional policy. Particularly new
member states with less developed regions, in the sense of lower growth rates and living
standards should carefully monitor the allocation of financial help into specific regions and
sectors.

New member states manifest very similar tendencies in structural policies that differ from the
approach of older member countries. It includes mainly higher investments into hard
infrastructure in the means of improving the physical environment for businesses® instead of
strengthening soft infrastructure, which means improving the commercial environment for

? Hard (or strategic) infrastructure involves investing into projects of building or improving roads, railways,
airports, services, industrial and commercial sites and buildings, telecommunication and energy systems, etc.
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businesses”. This is associated also with different approach to financial investments into
human and social capital, which is quite neglected policy area in most of CEE countries.
However, the conclusion shouldn’t indicate “one-size fits all” approach. When we are taking
into account the connection between economic development, entrepreneurship and
institutions, there are significant differences, or better multiplicity of national and regional
packages of these three factors. Thus, regional policy should focus the attention towards this
strategic nexus that becomes a vital inquiry area.

And at last, we need to distinguish between the disparities that are coming along national
specifics and the real regional disparities. For example, income or employment disparity may
be a feature of particular countries or it may appear among regions within the country. One
has to admit as well an effect of the whole historical context and initial conditions of the states
as of each region. Therefore, we can’t expect that regional policy is leading towards economic
equity among all member states and European regions.
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INNOVATIONS IN REGIONS OF EASTERN SLOVAKIA

Petra PeSakova, Patrycja Pudlo

ANNOTATION

The main goal all the world is situated to the nature of the excellent company. The global
business is orientated to increase the quality of product, to decrease the costs in the company,
to raise productivity, to reduce times between order and delivery etc. Every company can
obtain those conditions by new trends on business. The implementation of the modern trends
brings a lot advantages for the company that the company becomes competitiveable on the
global business. Innovation approach goes out from understanding of innovations as
application of knowledge on creation and realization of new products, services, technologies,
organization and management, which lead to overstaying of the renovation in the closed ring.
This innovation approach respects existence of changes and the growth of their intensity. It
supposes possibility to predict and to analyze these changes and respond to them through the
new products and technologies. Very important factor of this approach is the existence of the
driving forces of innovations. In spite of its obvious importance, innovation has not always
received the scholarly attention it deserves. An innovation strategy has in the future to serve
also as a base for pumping of EU resources for the concrete development activities. Their
result is an increase of an innovation amount in region, an enhancement of qualified labour
force, region competitiveness and a decrease of unemployment. Competitiveness of region
and companies performed wherein direct depends on that to which rate is able to exploit
results of the science and research in practice. Science and research have direct effect on the
innovations development and innovation processes in the economics of each region. Slovakia
prepares on the input of EU resources assigned also at the area of science and research
development and practical utilization of its results. These issues will have in the final result an
impact on the employment and its defensibility as an economics development in region. More
and more perceive many of us an importance and coverage of innovations and capability to
implement results of science and technology for the development of company’s
competitiveness.

KEY WORDS

Innovation, Regional Development, Research and Development, Competitiveness, Innovation
Strategy and Projects

INTRODUCTION
Existing support should strive to utilize the advantages that small and medium-sized
enterprises have: flexibility and potential of growth dynamics as results of innovativeness.
One of the convenient tools for increase of access to the sources represents orientation on the
new funding tools, for example through the risk capital. This example can be an effective tool
of the development of innovation companies, but is limited in some details, mainly in
consequence of capital market malfunction. For the support for small and medium-sized
enterprises in Slovakia, there are several organisations. The most important among them are':

"TAPAK, P. and coll., 2008. Regional Innovation Strategy of Kosice Autonomous Region. [online]. Texinfo ed.
1. [Kosice]: Kosice Autonomous Region, 2008. ISBN: 80-969559-X-X, 114 s. [cited 2008-10-28]. Available on
internet:

<http://www.vucke.sk/APIR/sk/Pre_Podnikatelov/phsr/regionalnainovacnastrategia/Stranky/default.aspx>
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1. NADSME - National Agency for Development of Small and Medium-sized Enterprises,
a) BIC - Business Innovation Centres,
b) RAIC - The Regional Advisory and Innovation Centre,

FCC - First Contact Centres,

RDA - Regional Development Agencies,

SCCI - The Slovak Chamber of Commerce and Industry,

Organizations for the Support of Regional Development, Innovations and Research,

Innovation Centres.

SARRANE el N

NADSME serves as universal information centre for domestic and foreign entrepreneurs, as
an organizer of educational and advisory programmes and as a disseminator for wide
spectrum of the supporting financial programmes for small and medium-sized enterprises.
Very important and inseparable parts of its activity are supporting programs, which are
realized with the finance support from national budget and also from the EU funds. The main
mission of BIC is to accelerate the economic development of regions through the support
from companies and public sector, to help to starting entrepreneurs, to assist in obtaining
financial help for enterprise activities. The goal of RAIC is to support economic and social
development of regions by the complex development support of enterprise activities, mainly
small and medium enterprises. Mission of FCC is to contribute to the improvement of
enterprise climate by given services, to support creation of new job opportunities, to raise
competitiveness of target groups, to support collaboration within the framework of EU and to
promote the regions. There are 29 agencies established in Slovakia in different towns.
Activity of RDA is specialized to preparation and realization of projects supported the
regional development as well as on the creation of business intents on the basis of
entrepreneur’s requirements. These agencies focus their activity on creation of financial plans,
consulting in economics, processing of marketing plans for beginning entrepreneurs,
consulting in tourist trade and grant at the foundation of new companies. SCCI provides an
addresses and information from the company databases and catalogues, domestic and foreign,
as information about potential business partners. It also organizes many seminars and events
focused on increase of its members and other business publicity awareness. Agencies noticed
in the fifth point contribute to more effective and dynamic steady sustainable growth of
Slovak regions by creation conditions and mechanisms in region that allow to solve preferred
problems and to realize goals of the accredited developing documents. Business incubators
are very important element of the supporting infrastructure for small and medium enterprises.
The mission of business incubators is to provide convenient conditions for beginning
entrepreneurs for operation of their company in about three years. This kind of incubators
provides also business places include secretarial infrastructure, complex services or starting
capital. Generally oriented incubators provide places for new companies. The goal of these
incubators is to increase prospect of the growth and survival rate of companies by providing
business places with common infrastructure and consulting services. The main accent is
putted on the local development and creation of working places. Technological incubators
support technological specialized companies with the accent of technology transfer.

AIM AND METODOLOGY
The objective of this paper was to provide a view of the Eastern Slovakia regions in term of
innovation development and regional strategy. We were working with information from the
papers of Regional Innovation Strategy projects of Eastern Regions. In the following part of
this paper you can find results of our research and confirmation of KoSice and PreSov Region.
Transfer of technologies, innovations and know-how is the main tool of innovation
development due to the insufficient production of new technologies in the regions. Data
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shows that the regions have benefited from innovation that comes from foreign multinational
companies operating in the region rather then from local companies, universities and research
institutions. Thus, in case that the companies choose to move their operations elsewhere, their
innovation will depart with them. It is under question whether the culture of innovation will
remain and sustain in the region and for how long time without insufficient financial support.

RESULTS
Eastern Slovakia is categorized as a border region of Slovakia. Internal administrative
division of Slovak territory allows specifying two sub-regions of Eastern Slovakia region:
Kosice Region and PreSov Region. In European classification NUTS, the Eastern Slovakia
sub-regions were classified in NUTS II. Main characteristics of Eastern Slovakia region are
presented in Figure 1.

Fig.1 Main characteristics of Eastern Slovakia sub-regions (census 2005)

Eastern Slovakia region
Categories PreSov KoSice
Area 8 975 6 752
Population 798 596 771 947
Population density 88,70 114,10
Unemployment rate 21,50 24,70
GDP 129103 179077
GDP/per capita 161844 232206
Urban development 49,13 56,17

Source: data excerpted by authors from *

It is necessary to add that some of the indicators have changed in 2008. Very positive change
was observed in the level of unemployment. In mid-2008 the unemployment rate was 11,96 %
in Presov Region and 13,15 % in Kosice Region’. This change can be caused by increasing of
number of foreign investors in area of Eastern Slovakia region. Also since 2005, the increase
of numbers of companies has been noticed. Decrease of the unemployment rate can be also
related with increasing of people migrations. The PreSov Region is located in the north-
eastern part of Slovakia. With around 800,000 inhabitants, it is the most populated region in
Slovakia, and the largest in terms of geographical coverage. It borders Poland, Hungary and
the Ukraine. Administratively, the region is divided into 13 districts which form micro-
regions. The regional economy is dominated by tourism, manufacturing and processing
industries and agriculture. Manufacturing and processing industries are the biggest employer,
occupying 34 % of the workforce, followed by education (19 %), health care (13 %) and
agriculture (9 %). Manufacturing industry is diverse, without a major orientation on a
particular industry. The following manufacturing industries prevail: food production,
chemical and pharmaceutical industries, manufacture of metal products, machinery,
equipment, and transport vehicles, clothes, textile, and leather industries, electrical industry,
wood-processing industry, and paper and printing industries.* The Kogice Region covers
6,752 km? (14 % of the territory of Slovakia) in the south-eastern part of Slovakia and has a
population of 772,000 inhabitants. The region is situated at the centre of Western and Eastern

2 Available on internet: <http://portal.statistics.sk/showdoc.do?docid=20>,
<http://portal.statistics.sk/files/Sekcie/sek _300/330/rev_hdp/reg_rev_hdp 1995 2005.pdf >

? Available on internet: <http://www.e-katalog.sk/spravodajstvo/4894/>

4 [cited 2008-11-05]. Available on internet: <http://www.innovating-

regions.org/network/whoswho/regions_search.cfm?region _id=281>
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Europe, KoSice is an important transit territory for the transport of oil and natural gas. Forest
vegetation and mountains form a large part of the geography of the region, which explains the
scale of the wood processing industry and its importance for the regional economy. Other
industries with a long tradition in KoSice are the chemical, mining, metallurgical, electro-
technical, machine production, textile, and food industries. Emerging economic activities with
growth potential are information and communication technologies, mechatronics,
biotechnology, the plastics industry, and tourism.” With the collaboration of Ministry of
Economy and Ministry of Education, a support system of the Regional Innovation Centres
(RIC) were created and put to practice to support innovations in the regions. Thanks to higher
quality of technological infrastructure (technological parks, centres and centres of excellence),
interconnection of subjects in the area of industry and services improves. Results are in faster
R&D, faster development of industry competitiveness and in the economic growth of regions
in general. The KoSice and PreSov Regions have at the present time very high quality
potential of specialists in technical and scientific areas, widely developed college and
university education networks. There is favourable situation for R&D, production of new
systems, technologies and methods. Elementary condition of the increase region’s
competitiveness of the Eastern Slovak region is to improve links between education, research
and industry oriented on the economic growth, employment and social cohesion.® Both
regions, KoSice and PreSov, have their own visions of regional innovation strategies (RIS).
The project implemented by the PreSov self-governing region (PSGR) is aimed to the
acceleration of economic growth of this underdeveloped region and its gradual transformation
into a developed region on the basis of technology investments acquisition and knowledge
based economy development. This project defines four target areas’:
1. Development of knowledge based economy.
2. Creation of qualified work positions.
3. Human resources development.
4. Implementation of innovations and technology transfers in traditional sectors of
manufacturing and services.

As we can find in publication Regional Innovation Strategy of KoSice Autonomous Region
(NORRIS — North Hungary and KoSice Bilateral Regional Innovation Strategy Project),
transition of the Slovak economics to the economics based on knowledge doesn’t work
without optimally structured and targeted research and development, innovations and of
course without educated human capital. Any lag in this area can have negative impact on the
quality of life in both regions. The KoSice region is becoming internationally competitive
thanks to the educational qualifications of its workforce (80.7 % of workers hold a secondary
school or third-level qualification), the offer of tax allowances by the Slovak State, and the
provision of grants to companies that create new jobs. The Kosice Self-Governing region is
involved in the creation of a technology park to host high-tech companies (‘Hi-tech Park
Technicom’), in the creation of three incubators (Moldava nad Bodvou, Gelnica, and Spisska
Nova Ves), and it has also been active in the development of several projects aiming to
establish number of clusters in the region. The KoSice region and the region of North Hungary

> [cited 2008-11-05]. Available on internet: <http://www.innovating-

regions.org/network/whoswho/regions_search.cfm?region_id=281>

® TAPAK, P. and coll., 2008. Regional Innovation Strategy of Kosice Autonomous Region. [online]. Texinfo ed.
1. [Kosice]: Kosice Autonomous Region, 2008. ISBN: 80-969559-X-X [cited 2008-10-28]. Available on
internet:
<http://www.vucke.sk/APIR/sk/Pre_Podnikatelov/phsr/regionalnainovacnastrategia/Stranky/default.aspx>
"TAKAC, J. and coll., 2008. Regional Innovation Strategy of Presov Autonomous Region. [online]. Texinfo ed.
1. [PreSov]: PreSov Autonomous Region, 2008. [cited 2008-10-28]. Available on internet:
<http://www.vucpo.sk/ganet/vuc/po/portal.nsf/pages/47C52E45F6F36DA8CI125713E0031DB06>

198



co-operated successfully in the NORRIS project which resulted in a bilateral innovation
strategy. The aim of the strategy is to strengthen the regional and economic cohesion and
competitiveness of the two regions and increase the economic significance of the KoSice-
Miskolc (an important educational and scientific centre in the region of North Hungary) axis.®
Transfer of technologies, innovations and know-how is the main tool of innovation
development due to the insufficient production of new technologies in the regions. The more
intensive and extensive technology transfer and successive implementation of new
technologies and innovations, the faster the overall economic development of the region is to
be. The BISS project within the CIP programme (Competitiveness and Innovation
Programme) enabled to create a technology transfer centre in PreSov. The centre will
accelerate technology transfer into the region. Increasing attractiveness and competitive
position of Eastern Slovakia region is possible by innovations and investing into R&D
actions. Decreasing barriers of investing into R&D can be possible by using financial help of
government and getting money from EU funds. Also we can not forget that mentioned region
is a bordered area that is why increasing attractiveness this area is possible by developing
cooperation with bordered countries (Poland, Ukraine) by using transregional funds.

Fig.2 The structure of current expenditures in Slovakia and in the PreSov and KoSice

Current expenditures on research and development
Area Year _
Basic research Applied research Experimental
development
2002 1 645 359 2 746 682 1412 563
2003 2329139 2 790 165 1119 821
SR in total 2004 2 784 042 2250776 1 188 278
2005 3109 960 2129392 1 465 460
2006 3431901 2224 221 1571 346
2002 22 096 81570 70 499
2003 32541 72 681 62772
Presov Region 2004 41287 38776 117 137
2005 45169 43 421 112 028
2006 52 544 38 817 76 487
2002 245 072 61219 205 796
2003 283 958 75 603 172 496
Kosice Region 2004 324 187 107 232 148 259
2005 350 243 136 310 96 965
2006 472 791 194 893 122 286

Source: Own work

Figure 2 shows very positive tendency, which started since year 2002. Data in years shows
that the highest increase of R&D expenditures (more than 40 %) was noted in 2006. In the
Kosice Region, capital expenditures increased very rapidly since 2003, in contrast to the
PreSov Region where increasing tendency dramatically changed in 2005; and presently, the
trend is still decreasing. It is necessary to note that total expenditures in the KoSice Region
were fourteen times higher in 2006 than in the PreSov Region. Fig. 2 shows that in 2006
almost 50 % of all current expenditures were spent on the basic research. Nevertheless
situation in individual sectors was different. In the PreSov Region only about 31 % of all
current expenditures were spent on the basic research in 2006, moreover more than 45 % of

¥ [cited 2008-11-05]. Available on internet: <http://www.innovating-
regions.org/network/whoswho/regions_search.cfm?region _id=281>
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mentioned expenditures were spent on the experimental research. The opposite situation was
observed in the KoSice Region where on the basic research was spent almost 60 % from
current expenditures and on the experimental research about 15 %. It is necessary to note that
the KoSice Region spent almost nine times more money on the basic research then the PreSov
Region in 2006. The assumption is that about 30 R&D organizations exist in Slovakia in the
industry sector. These organizations are concentrated on the development, production, service
activities; they prepare expertises, project activities or services. The demand for R&D outputs
is very weak. Slovak companies are not so much interested on new progressive products or
technologies. This situation can be connected with small participation of products which bring
new extra value in the structure of total production in Slovakia. Moreover, the most of Slovak
exporters run business in the markets with small competition; and usually, they are using
minimal price strategy as an advantage’. We also have to take into consideration the sources
of financing R&D activities. The main sources of financing R&D activities were classified
into five main categories: government, business enterprise, higher education, private non-
profit organizations, and from abroad. In all of these categories, the majority of expenditures
were financed from enterprise sources. This tendency is observed in booth sub-regions. The
second most important source of financing R&D activities is government and next is public
sector. Comparing these two categories in a time scale, we observe increase of using financial
sources from government sector. Comparing booth sub-regions in time, we study that the
government help to R&D activities in the PreSov Region was about 23 % in 2002 compare to
about 44 % in 2006. This positive change was observed also in the KoSice Region where
financial sources from government were on the level of about 52 % in 2002 and this
percentage increased to about 66 % in 2006. This situation can be connected with increasing
company’s experience with usage of programmes and projects financed by government.
Improving communication between companies and government in this area and activity of
agencies (which are helping to companies in finding proper programmes or project for R&D
activity financing) may cause increasing of government financial sources usage, too. It is
interesting that since 2002 we observed increasing of foreign sources on R&D activities. This
tendency is very strongly visible - more in the KoSice Region than in the PreSov Region. The
third category of sources is higher education. Fig. 2 shows in very legible way that source
”high education” is used much more often in the KoSice Region than in the PreSov Region.
This situation can be connected with quantity of universities and projects which were realized
on individual higher schools. In the KoSice Region was observed increasing of researches,
engineers and equivalent personal working in full time on R&D. In 2007 the KosSice Region
had more than 5 times more R&D researchers working full time in R&D sector than the
Presov Region'’. Comparing quantity of R&D workers in time scale, we see that the most
engineers were employed in mentioned sector in 2004 and 2005 year. Presently we are
observing falling tendency. This situation may be connected with emigration of high-educated
experts who are working in Western Europe countries and the USA.

CONCLUSION
Innovation activities and increase of competitive position of regions is stated as the most
important issue of strategic plans of individual regions in Slovakia in general and also
specifically for Eastern Slovak Regions. The status as a low-cost labour base is getting to be
weakened due to significant economic growth, emigration of labour power and subsequently
due to the stronger demand for higher wages. These are the main reasons why innovation in
all its forms (new business models, management techniques, products, and services) is vital to

° Regionalna inova¢na stratégia Kogického Samospravneho Kraja Bilateralny projekt zupy BAZ a KSK, Kosicky
Samospravny Kraj, ISBN 80-969559-X-X
12 Available on internet: <http://px-web.statistics.sk/PX WebSlovak/index.htm>
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the continued economic growth and success of the PreSov and KosSice regions. We have to
note that demand for R&D outputs is very week in the region. Eastern Slovak companies are
not so much interested in creation of new progressive products or technologies. This situation
can be connected with small share of products that brings new extra value in the structure of
total production in Slovakia. Moreover, the most of Slovak exporters run their businesses on
the markets were competition is small; and they use low price strategy usually. Migration of
skilled R&D professionals due to low salaries is the reason why many innovative skills and
ideas are lost for the region. Political environment in total share of expenditures on R&D from
the State Budget and business environment with reduction of expenditures on R&D give the
only mentioned chance to go for personal success. Lack of innovative ideas makes no positive
pressure to encourage entrepreneurship in the region what creates a vicious circle: developed
region — skilled professionals in R&D — more innovative ideas — higher level of
entrepreneurship.
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ALTERNATIVE APPROACH TO HUMAN DEVELOPMENT
MEASUREMENT AT REGIONAL LEVEL: THE CASE OF
THE CZECH REPUBLIC

Ondyiej Petr, Petr Tonev

ANNOTATION

Main target of this study is to evaluate regional differences in standard of living in case of the
Czech Republic, what is based on creating Alternative human development measure (Alt-
HDI). Alt-HDI is a composite index, which consists of six components and twenty-one
variables. The purpose is to incorporate more aspects of human development into the
measurement. Employability of Alt-HDI is checked at NUTS3 level first. Then it is applied at
LAUTI level (77 districts) in order to make deeper regional analysis. According to the results,
the most developed regions are Hl. m. Praha with surroundings and Brno—mésto. The least
developed are Moravskoslezsky kraj and Ustecky kraj, which consists with general perception
and results of other studies.

KEY WORDS

Czech Republic, regional analysis, human development, composite indicator, variable, quality
of life, comparison, measurement, evaluation.

INTRODUCTION

The hunger for complex indicators of quality of life and human development increases in last
few decades, according to Morse (2003, p. 184). This trend mainly rises from the criticism of
standard economic indicators such as GDP or GNP. These measures are not suitable to
express well-being, because they say nothing about the distribution, character or quality of
economic growth. They don’t include activities, which are not priced — e.g. housework or
unpaid services. Moreover, these measures are one-dimensional. They don’t care about
cultural, social, political and other dimensions of life (Agostini; Richardson 1997, p. 17).
Dowrick (2003, p. 502) further highlights, that in the indicators such as GDP or GNP
environmental issues and externalities are not implied. All of these arguments led to looking
for a better human development measure, which would include more dimensions of quality
life, than only the economic growth, expressed by GDP per capita.

That’s why the concept of human development has formed on the ground of United Nations
Development Programme (UNDP). The main effort of this approach is based on inclusion of
different, non-economic aspects of quality of life, but it is not based on rejection of
conventional economic theories. It is a complex approach, which concerns about wider
connections of human life. It considers three opportunities to be a basic life options — the
opportunity to live long and healthy life, the opportunity of education and the opportunity of
access to enough resources to have a decent standard of living. It also emphasizes other
dimensions, especially social, cultural and political area. Very important condition of
development is inherence of freedom, which determines succesfull progression in all areas
mentioned above. The human development approach has a huge potential for political usage.
It can be used to analyze the situation and politics at a variety of regional division levels.
Growing popularity of human development evaluation goes hand in hand with the possibility
of its political usage by policymakers. Such a usage assumes the level of human development
to be measurable. Hence it is neccessary to create a synthetic indicator, which is able to take
into account the situation in all observed fields and merge it all into one result.
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Probably most popular composite indicator of human development is Human Development
Index (HDI), evolved on the ground of UNDP. HDI was created predominantly to express
cross-national differences in the level of human development better than traditionally used
economic indicators.

There exist some other indicators, which were developed under the roof of UNDP too. First
example can be Human Poverty Index (HPI), which exists in two variations (HPI-1 for
developing countries and HPI-2 for OECD countries). Its target is to express the
imperfections in basic dimensions of human development. The second is Gender-related
Development Index (GDI), which includes the inequalities in relationship between men and
women to human development measurement. The third is Gender Empowerment Measure
(GEM) as a measure of inequalities between men's and women's opportunities in a country. It
combines inequalities in three areas: political participation and decision making, economic
participation and decision making, and power over economic resources. However, the most
frequently used indicator is HDI. Although it was developed primarily for UN member
countries cross-national comparison, sometimes it is apllied at subnational level too.
However, this is mainly the case of large countries with significant regional disparities.
Similar application has no sense in case of such a small and homogenous cuntry as the Czech
Republic. Since the possibility of applying most frequently used indicators is very low, this
study suggests creating a new composite indicator of human development, which overcomes
weaknesses of HDI and is able to discover regional differentiation in the level of human
development within the Czech Republic with sufficient sensitivity and precision.

AIM AND METHODOLOGY

Main target of this research is to evaluate regional differentiation of human development in
the Czech Republic, based on creating the Alternative human development measure (Alt-
HDI). According to Booysen (2002, str. 115-151), most important steps, when creating
composite indicator, are selection of variables, scaling, weighting, aggregation and evaluation.
Selection can be based on theory, empirical analysis, pragmatism or intuition, often is
influenced by political interests. The nature of selection often depends on the aim of actual
analysis, on the extent and character of investigated area, and is often limited by data
availability. Scaling lies in transformation of values of variables to a certain scale, what is
based on usage of reference points to express relative distance of values. The next step can be
explicite weighting. Common practice is, however, not to employ explicite weighting, but to
use only equal aggregation based on simple arithmetic average usage. Evaluation represents
important feedback for further improving and development of indicators.

There is quite a lot of composite indices of development. Majority of them is typical for their
ad hoc selection, linear scaling and equal aggregation. The indicators are mostly
multidimensional, quantitative and cardinal. They can be aimed on variables, which represent
means of development, variables embodying development goals or combination of both
possibilities.

HDI can be described as a composite indicator which consist of three components and four
variables overall. Employed method of selection is ad hoc selection. Scaling lies in traditional
linear scaling, which means transformation of values of variables into the linear scale (range
from 0 to 100) with utilization of defined reference points. HDI value is a simple average of
components, just in case of educational component explicit weighting of two relevant
variables is employed.
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Values of variables are transformed to linear scale from 0 to 1 on the basis of minimum and
maximum values of variables (reference points), which are declared by the UN as a goalposts.
Values of reference points are:

e life expectancy at birth — 25 years and 85 years

e adult literacy rate — 0 % and 100 %

e combined gross enrolment ratio for primary, secondary and tertiary schooling — 0 %

and 100 %
e GDP per capita in PPP — 100 USD and 40 000 USD

Standardization is based on usage of this formula:
standardised value of variable = (actual value — minimum value) / (maximum value — minimum value)

In case of GDP per capita there is a difference. Since it is assumed, that from certain level of
GDP per capita its further growth is not as crucial, logarithmic values of GDP per capita are
used in the same formula written above. This approach is suitable in case of cross-national
comparison of countries with huge differences in GDP per capita. The result is, that from
certain level of GDP per capita its continuing growth has decreasing importance.

HDI value is then a simple average of three basic components. In case of educational
component, which consist of two variables, explicit weighting is employed. Two-thirds
weight is given to adult literacy and one-third weight to combined gross enrolment.

HDI values moves in range from 0 to 1. The higher the value, the higher is the level of human
development. Three categories of countries are defined according to HDI values:

e High level of human development (HDI greater than 0,8)
e Medium level of human development (HDI between 0,5 and 0,8)
e Low level of human development (HDI lower than 0,5)

The application of HDI on the NUTS 3 level in case of the Czech Republic (14 NUTS 3
regions overall) showed some imperfections. Czech Republic is presented as highly
homogenous country, with exception of very strong capital Prague. Other 13 regions achieved
almost identical results. HDI value of the worst NUTS 3 region (Karlovarsky kraj) is on the
level of 96,65 % of HDI value for the second-best NUTS 3 region (Jihomoravsky kraj). This
homogenity arises from methodology of HDI calculation. The main purpose of HDI existence
is comparison of high number of countries on different level of human development from the
worst countries to the best. HDI in its original form is then not suitable for human
development measurement at subnational level of relatively small and homogenous state.
Main problem can be seen in usage of UN’s defined reference points, which has no sence in
specific case of concrete country.

However, modification of reference points is not a sufficient solution of the problem. There
are more weaknesses of original HDI, such as logarithmic calculation of GDP per capita. This
proceeding refines regional differences in economic performance, what is unreasonable and
undesirable in case of Czech Republic. Inclusion of literacy (value of 99 % across the Czech
Republic) has homogenizing effects too. Limited number of variables cannot ensure complex
analysis, containing more aspects of human development. The need to find an alternative
approach to discover the nature of human development regional differentiation in Czech
Republic is obvious.
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Construction of Alternative measure of human development (Alt-HDI)
Alt-HDI is based on the same methodology as standard HDI by using the same
standardization formula for all variables:

Li = (Xi—Xi-min) / (Xi-max—Xi-min), Where the higher value of variable X; increases quality of life
Li = (Xiemax—Xi) / (Xi-max— Xi-min), Where the lower value of variable X; decreases quality of life

Ixi — indexed value (standardized value) of variable i
X; — actual value of variable i

Xi-max — maximum value of variable i

Xi-min — minimum value of variable i

This standardization transforms values of all variables to interval <0, 1>. It is refrained from
logarithmic calculation of GDP per capita, because this step is unreasonable in case of small
and quite homogenous state. Reference points Ximax a Xi-min are taken straight from data set of
each variable. It should ensure true distribution of values for all regions within an interval

<0, 1>. Alt-HDI is quantitative composite indicator of cardinal nature. It is quite complex,
multidimensional indicator, which includes more aspects of human development. Alt-HDI is
based on ad hoc selection inspired with previous research activities and influenced by
intuition. Selection is naturally conditional on data availability. Alt-HDI consists of variables,
which are means of development as well as variables embodying development goals. Explicit
weighting is not employed. Components and final Alt-HDI are calculated as a simple
arithmetic average of its parts. Weighting is employed only in case of educational index
calculation.

Categorization of human development is based on Jenks natural breaks method. The Jenks'
natural breaks classification scheme determines the best arrangement of values into classes by
iteratively comparing sums of the squared difference between observed values within each
class and class means. The "best" classification identifies breaks in the ordered distribution of
values that minimizes within-class sum of squared differences. Jenks method is suitable for
classification of statistic sets with abnormal, multi-peak distribution. It is often used when
working with socioeconomic data. The method is implemented in ArcView aplication, which
was used for creating cartograms.

Final Alt-HDI consist of six components and twenty-one variables overall. Components are
aimed on three basic dimensions of human development concept (health, education and
economic performance) and three more dimensions (demoghraphic background, social
background and environment). The structure of Alt-HDI is presented in Figure 1.
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Fig.1 Structure of Alt-HDI

Components of Alt-HDI | Variables

Age index

Demographic : . : .
Natural population growth indicator (live births / deaths)

background component
Migration indicator (immigrants / emigrants)

Average percentage of incapacity for work

Infant mortality (%o)

Health component Population per physician

Life expectancy - women

Life expectancy - men

Component of Education | Educational index

Completed dwellings per 10 000 population

Economic background
Average monthly gross wage per employee (CZK)

component
Entrepreneurial intensity {(employers + self-employed) / Econ. active population}
Registered unemployment rate (%)
Aborts per 100 births
Social background Average monthly amounts of pensions (CZK)
component

Ascertained offences per 1000 population

Average living space area per capita (m2)

Suicides per 100 000 population

Emission of main air polluters (tons/km2)

Component of - .
ATROTTITRET Ecological stability of landscape

Percentage of cleaned sewage

Source: own proposal

Educational index (EI) is calculated according to formula, which gives different weights to
particular level of finished education:

EI = 1x PE + 2,5x HS without graduation + 3x full HS + 3,5x EHS or college + 6x University
population over 15

PE — primary education
HS — high school
EHS — high school with extension (extended HS)

,Emission of main air polluters indicator is calculated as an average of indicators for each
kind of polluters, which are solid emmision, SO,, NOx and CO emmision.

Indicator of ecological stability of landscape' confronts total area of minimally influenced
land with total area of strongly and constantly influenced land.

! Indicator of ecological stability of landscape = (total area of forests, gardens, vineyards, hop-gardens, meadows
and grassland and water surface) / (total area of arable land, built-up areas, other areas, e.g. for traffic, mining).
Methodology was taken from the study ,,Evaluation of regional differentiation inside South-Moravian NUTS 3
region, placed on the web of CSU: <http://www.czso.cz/xb/edicniplan.nsf/p/13-6235-07>
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All the data were taken from database of Czech Statistical Office (CSU). Due to data
availability restrictions it wasn’t possible to fully harmonize time period, when data were
obtained. In case of Age index, Natural population growth indicator, Average percentage of
incapacity for work, Registered unemployment rate, Aborts per 100 birth, Average monthly
amounts of pensions, Ascertained offences per 1000 population and Ecological stability of
landscape, data were obtained in the year 2006. Data for the indicators Population per
physician, Average monthly gross wage per employee and Emission of main air polluters
were obtained in the year 2005. In case of Migration indicator and Completed dwellings per
10 000 population, an average of years 2005 and 2006 was used in order to eliminate time-
fluctuations. The same reason led to use an average of years 2004-2006 in case of Infant
mortality and Suicides per 100 000 population. In case of Percentage of cleaned sewage
indicator there was no other possibility except taking the data for the year 2002. Latest
available data for Average living space area per capita and Educational index comes from
Population and Housing Census 2001.

RESULTS
Application of Alt-HDI at NUTS 3 level regions of the Czech Republic
Main purpose of application of Alt-HDI at NUTS 3 level is to compare its results with
original HDI results and with results of Regional human development index, originated by
Potlicek (2003), and then to consider its contribution for human development research at
regional level. Creating Alt-HDI should solve forenamed shortcomings of HDI apliccation on
subnational level. Alt-HDI should enable deeper regional analysis of human development.

Achieved results open the way to human development analysis on the NUTS 3 level.
According to UNDP categorization, none of czech NUTS 3 regions would achieve high level
of human development. (HDI >0,8). Only three regions - Praha, Stiedocesky kraj a Liberecky
kraj — would find themselves on the medium level of human development (HDI from 0,5 to
0,8). Other eleven regions would fall to low human development level. Since character of Alt-
HDI is completely different from original HDI, there has to be employed different system of
categorization of the results. In this case, Jenks natural breaks method was chosen. On the
grounds of this approach, five categories of human development were defined:

Very high level of human development — Alt-HDI values higher than 0,564
High level of human development — Alt-HDI values from 0,454 to 0,564
Medium level of human development — Alt-HDI values from 0,394 to 0,453
Low level of human development — Alt-HDI values from 0,289 to 0,393
Very low level of human development — Alt-HDI values lower than 0,289

Only the czech capital Praha (Alt-HDI = 0,741) is at very high level of human development.
Group of high level of human development contains five regions, namely StfedoCesky kraj
(0,564), Liberecky kraj (0,508), Jihocesky kraj (0,494), Jihomoravsky kraj (0,486) and
Plzensky kraj (0,480). Medium level group consist of Vysocina (0,453), Kralovéhradecky kraj
(0,446), Pardubicky kraj (0,436) and Karlovarsky kraj (0,420). Low level category has two
members, Olomoucky kraj (0,393) and Zlinsky kraj (0,392). At very low level of human
development there are Moravskoslezsky kraj (0,288) and Ustecky kraj (0,239). Situation is
illustrated on the Figure 2.

207



Fig.2 Alt-HDI at NUTS 3 level

Hodnota Alt-HDI:
I velmi vysoka
I vysoka

[ stiedni

[ nizka

[ Jvelmi nizka

a 50 100 150 km

Source: Czech Statistical Office and own calculations

The comparison of Alt-HDI with Region human development index (Potiicek, 2003) shows,
that Alt-HDI can express regional differences in human development much more strongly
(can be seen in Figure 3). Regional human development index is based on traditional HDI.
The essence of human development paradigm is preserved by concentrating on three main
dimensions of human development — possibilities to live long and healthy life, to achieve
appropriate level of education and to achieve decent standard of living. Internal structure of
these dimensions is however modified according to statistical research requirements in the
Czech Republic. According to Poticek (2003, str. 84-85), Czech Republic is one of the most
homogenous european countries.

Fig.3 Comparison of Alt-HDI with Regional human development index
Alt-HDI % of Reg. HDI - Potiigek | % Of

Alt-HDI | national national

Rank NUTS 3 region value |average Rank NUTS 3 region average
1. HI. m. Praha 0,741 164 % 1. HI. m. Praha 122 %
2. StfedoCesky 0,564 125 % 2. JihoCesky 107 %
3. Liberecky 0,508 112 % 3. Kralovéhradecky 105 %
4. JihoCesky 0,494 109 % 4. Stfedocesky 105 %
5. Jihomoravsky 0,486 107 % 5. Plzerisky 104 %
6. Plzensky 0,480 106 % 6. Liberecky 101 %
7. Vysoé&ina 0,453 100 % 7. Pardubicky 100 %
8. Kralovéhradecky 0,446 98 % 8. Vysoéina 99 %
9. Pardubicky 0,436 96 % 9. Jihomoravsky 98 %
10. Karlovarsky 0,420 93 % 10. Olomoucky 96 %
11. Olomoucky 0,393 87 % 11. Zlinsky 96 %
12. Zlinsky 0,392 87 % 12. Karlovarsky 94 %
13. Moravskoslezsky 0,288 64 % 13. Ustecky 86 %
14. Ustecky 0,239 53 % 14. Moravskoslezsky 81 %

Source: Poticek 2003 and own calculations
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For the evaluation of Alt-HDI, there is a possibility of using a comparison with original HDI
results. While standard HDI is unable to show differences between regions, the ability of Alt-
HDI to express diferentiation is sufficient. Fourteen regions are in the range of five decimals,
what is, with respect to maximum range of Alt-HDI from 0 to 1, favourable enough. The
worst region, Ustecky kraj, achieves 32 % of level of the first region, Praha. If we leave out
Praha, the worst Ustecky kraj achieves 42 % of level of the second-best region, Stiedogesky
kraj. Czech Republic is therefore not as homogenous as presented by HDI. Certain
homogenity however can be seen in case of regions ranked from second to tenth place. Tenth
region, Karlovarsky kraj, achieves 74,5 % of level of the second region, Stfedocesky kraj.
Comparison of results is contained in Figure 4.

Fig.4 Comparison of HDI and Alt-HDI

Nuts3 Ls Ll Stiedo- Jiho- Karlo-

o r;lrzshtz Ser R Plzensky . Ustecky Vysocina Zlinsky

recky hradecky bicky moravsky moucky

Libe- Kralové- Pardu- Jiho- Olo- Moravsko-
slezsky

HDI 0931 0,851 0,864 0,859 0,837 0,840 0,853 0,865 0,856 0,860 0,866 0,851 0,857 0,853
11.- 9.-

Rank 1. 12 4. 6. 14. 13. 10. 3. 8. S. 2. 11.-12. 7. 9.-
ﬁl]t)-l 0,741 0,564 0,494 0,480 0,420 0,239 0,508 0,446 0,436 0,453 0,486 0,393 0,392 0,288
Rank 1. 2. 4. 6. 10. 14. 3. 8. 9. 7. 5. 1. 12. 13.

Source: Czech Statistical Office and own calculations

Application of Alt-HDI at LAU 1 level regions of the Czech Republic

In previous section the utility of Alt-HDI as an istrument for application at subnational level
was checked. On the basis of comparison with commonly used HDI, Alt-HDI was chosen as a
better indicator for human development research at subnational level in case of the Czech
Republic than HDI, standard HDI was found as unsuitable for this purpose. The goal of this
section is deeper analysis of regional differentiation of human development in the Czech
Republic. Achievement of this goal is based on application of Alt-HDI at LAU 1 level of
regional division, represented by 77 districts.

The structure of Alt-HDI remains unchanged, the only change is different time period in case
of Life expectancy. Due to restricted data availability at LAU 1 level the average of years
2001-2005 was employed. Since indicator of Life expectancy evolves fluently, with no rapid
changes, the influence of time period change should be irrelevant.

According to the results of Alt-HDI calculation, five categories of human development were
defined?:

Very high level of human development — Alt-HDI values higher than 0,561 (4 districts)
High level of human development — Alt-HDI values from 0,487 to 0,561 (13 districts)
Medium level of human development — Alt-HDI values from 0,424 to 0,486 (31districts)
Low level of human development — Alt-HDI values from 0,368 to 0,423 (21 districts)
Very low level of human development — Alt-HDI values lower than 0,368 (8 districts)

The rank of all districts with demarkation of boundaries between different levels of human
development is contained in Figure 5.

? For creation of intervals and definition of categories Jenks natural breaks method was employed again.
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Fig.5 Rank of Lau 1 regions according to Alt-HDI value

Rank LAU 1 region Alt-HDI | Rank LAU 1 region Alt-HDI | Rank LAU 1 region Alt-HDI
1. Praha - zapad 0,725 27. Zd'ar nad Sazavou 0,465 53. Ceska Lipa 0,413
2. Hl.m. Praha 0,687 28. Nachod 0,465 54. Novy Ji¢in 0,412
3. Praha - vychod 0,667 29. Ptibram 0,463 55. Kroméfiz 0,412
4. Brno - mésto 0,604 30. Cheb 0,462 56. Sumperk 0,409
S. Ceské Budgjovice 0,561 31. Frydek - Mistek 0,459 57. Bieclav 0,407
6. Mlada Boleslav 0,550 32. Jindfichiv Hradec 0,458 58. Uherské Hradisté 0,401
7. Pardubice 0,544 33. Vsetin 0,457 59. Opava 0,399
8. Hradec Kralové 0,533 34, Havli¢kv Brod 0,454 60. Strakonice 0,398
9. Plzen - mésto 0,529 35. Pisek 0,451 61. Znojmo 0,398
10. Liberec 0,528 36. Klatovy 0,451 62. Sokolov 0,394
11. Beroun 0,519 37. Blansko 0,449 63. Chrudim 0,394
12. Zlin 0,507 38. Plzeit - jih 0,444 64. Décin 0,388
13. Brno - venkov 0,501 39. Usti nad Labem 0,443 65. Domazlice 0,387
14. Jablonec n. Nisou 0,501 40. Trutnov 0,439 66. Rokycany 0,382
15. Olomouc 0,500 41. Kladno 0,436 67. Jesenik 0,380
16. Cesky Krumlov 0,496 42. Tiebic 0,434 68. Pierov 0,379
17. Jihlava 0,494 43. Karlovy Vary 0,432 69. Bruntal 0,375
18. Kolin 0,486 44. Svitavy 0,432 70. Hodonin 0,367
19. Semily 0,480 45, Plzen - sever 0,431 71. Ostrava - mésto 0,363
20. Nymburk 0,479 46. Prostéjov 0,431 72. Litom¢fice 0,357
21. Meélnik 0,474 47. Ji¢in 0,430 73. Louny 0,345
22. Usti nad Orlici 0,473 48. Pelhfimov 0,430 74. Chomutov 0,343
23. Rychnov nad Knéznou | 0,472 49. Rakovnik 0,423 75. Teplice 0,334
24, Benesov 0,472 50. Vyskov 0,423 76. Karvina 0,313
25. Tabor 0,469 51. Tachov 0,423 77. Most 0,310
26. Kutna Hora 0,467 52. Prachatice 0,419

Source: Czech Statistical Office and own calculations

The gap between the first and the last district is 4,15 decimals, which is still wide enough.
First 17 districts lies in the range of 2,31 decimals, other 60 districts is crowded in the range
of 1,76 decimals. The reason is namely domination of first three ,,prague districts*.

The category of very high level of human development contains three ,,prague districts* and
Brno-mésto district. First place is occupied by Praha-zapad district (Alt-HDI = 0,725), while
district of hl. m. Praha (0,687) is second. The biggest advantages of Praha—zapad district are
especially high value of Demographic background component, but also good economic and
social background. It holds its leading position in case of six variables - Natural population
growth indicator, Migration indicator, Completed dwellings per 10 000 population, Average
living space area per capita, Registered unemployment rate and Entrepreneurial intensity.
Extremely strong position in case of Age index, Aborts per 100 birth and Suicides per
100 000 population are the reason of Praha-zapad ranking too. It is possible to say, that in this
district is high concentration of young, succesfull, economically active people, who have
opportunities to realize their dreams, who can afford high-quality housing and who establish
families. They don’t have to solve their problems as drastically as by aborts or suicides. What
is negative in case of Praha—zéapad district, is two indicators — Population per physician and
Percentage of cleaned sewage. The position of the district is on the periphery of the Czech
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Capital Prague. It’s atractivity began to rise relatively later, that’s why certain infrastructure is
not as developed yet. Another reason for absence of certain services is the role of the Capital’s
background and emphasis on its housing function. Services are then in district of capital city
Praha available. The most significant shortcoming rests in indicator of Ecological stability of
landscape. Considering the nature of this indicator and the fact, that Praha-zépad is the part of
the capital city, this shortcoming can’t be surprising.

Previous conclusions can be confirmed also in terms of district of hl. m. Praha (Alt-HDI =
0,687) analysis. Low value of demographic background component and low value of
Completed dwellings per 10 000 population signalize, that more and more people leave the
center of Praha and move to its background. In district of hl. m. Praha stay older people, who
are unwilling to travel everyday, need better infrastructure, wider health services. Lower birth
rate is characteristic too. High density of build-up area and negative influences on the
environment are significant limits of new build-up. Average living space area per capita is
logically smaller than in case of districts of Praha-zdpad and Praha-vychod.

District of Praha—vychod (Alt-HDI = 0,667) looks like combination of other two ,,prague*
districts in certain aspects. Demographic background component and indicators of Completed
dwellings per 10 000 population and Average living space area per capita are reaching lower
values, than in case of Praha-zédpad. Values for Population per physician, Ascertained
offences per 1000 population and Percentage of cleaned sewage are on the other hand higher
in case of Praha-vychod.

The most interesting within the higher category can be comparison of ,,prague* districts and
district of Brno-mésto (Alt-HDI = 0,604). The situation of Brna—mésto is most similar to
district of hl. m. Praha. These districts are quite near in case of components of demographic
background, health, education and environment. The most significant differences can be
found within components of economic and social background. Brno-mésto is higher ranked in
case of indicators of Ascertained offences per 1000 population and Suicides per 100 000
population, Economic background component is much better for district of hl. m. Praha.

The category of high level of human development contains 13 districts (LAU 1 regions) from
10 different NUTS 3 regions. Majority of these districts are regions of significant centers of
NUTS 3 regions.

At medium level of human development is 31 districts. Seven of them belong to NUTS 3
region Stfedocesky kraj. Four representatives in this category has NUTS 3 regions Vyso€ina
and Kréalovéhradecky kraj and three representatives NUTS 3 regions Plzensky kraj and
JihocCesky kraj.

The category of low level of human development consist of 21 districts. The highest number
of representatives in this category has NUTS 3 regions Plzensky kraj, Jihomoravsky kraj,
Olomoucky kraj and Moravskoslezsky kraj. Each of these regions contributes to this category
by three districts.

The category of very low level of human development contains 8 districts. One of them is part
of NUTS 3 region Jihomoravsky kraj, two of them belong to NUTS 3 region
Moravskoslezsky kraj. Five districts of NUTS 3 region Ustecky kraj are found here. The
situation is demonstrated by Figure 6.

Fig.6 Alt-HDI at LAU 1 level (for districts)
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Hodnota Alt-HDI:
I velmi vysoka
B vysoka
[ stiedni

[ Inizka

| velmi nizka

Source: Czech Statistical Office and own calculations

Based on human development research at LAU 1 level, differences in level of human
development within the Czech Republic seems to be quite significant. However, results are
strongly influenced by appearance of extremes, namely domination of the Capital city Praha
or Brno as the second strongest czech city. Second extreme is decadence of several areas,
especially districts of NUTS 3 regions Ustecky kraj and Moravskoslezsky kraj. The weakest
district Most achieves 42,8 % of value for the strongest district Praha-zépad. Situation
changes rapidly with leaving out categories of very high and very low level of human
development. In this case, the worst district would achieve 66,8 % of value for the best
district. Then it is possible to say, that the rest of the Czech Republic is to a large extent
homogenous.

Within NUTS 3 regions, the most homogenous are Vysocina, Karlovarsky kraj and
Kralovéhradecky kraj. In these three cases, the worst district (LAU 1 region) achieves more
than 80 % of level of the best district. Least homogenous NUTS 3 regions are
Moravskoslezsky kraj (the worst district achieves only 68,2 % of level of the best district),
Jihomoravsky kraj (60,8 %) and Stfedocesky kraj (58,3 %). Since the reason in the first case
is quite good ranking of Frydek-Mistek district and decadence of Karvind district, in other two
cases domination of Praha and Brno appears to be the reason.

The Figure 7 contains a chart of best and worst ten districts in case of each particular
component.
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Fig.7 Best and worst ten districts in each component

Demographic " N . Economic background Social background Component of
E background component i v Comp o component component environment
| &
1. Praha - zapad 0,980 || Hl.m. Praha 0,922 || HL.m. Praha 1,000 || Praha - zdpad 0,852 || Praha - zdpad 0,881 || Jablonec n. Nisou | 0,931
2. Praha - vychod 0,810 || Plzen - mésto 0,857 || Brno - mésto 0,917 || HL.m. Praha 0,729 || Praha - vychod 0,760 || Dé&¢in 0,886
3. Ccsk)’l Krumlov 0,688 || Hradec Kralové 0,827 || Plzen - mésto 0,674 || Praha - vychod 0,705 || Plzei - jih 0,751 Ccsky Krumlov 0,817
4. Tachov 0,612 || Brno - mésto 0,816 || Pardubice 0,653 || Beroun 0,425 || Brno - venkov 0,731 || Sokolov 0,812
5. Usti nad Labem 0,563 || Pardubice 0,801 || Hradec Kralové 0,559 || Plzen - mésto 0,421 || Rychnov nad Knéznou | 0,709 || Vsetin 0,798
6. Beroun 0,546 || Ceské Budgjovice | 0,770 || Praha - zapad 0,541 || Brno - mésto 0,419 || Pardubice 0,691 || Jesenik 0,788
7. | Ceské Lipa 0,542 || Jihlava 0,767 || Ceské Budgjovice | 0,514 |[ Ceské Bud&jovice | 0,403 || Pelhtimov 0,679 || Trutnov 0,784
8. Liberec 0,527 || Mladé Boleslav 0,762 || Praha - vychod 0,502 || Mladé Boleslav 0,400 || Zdar nad Sazavou 0,675 || Cheb 0,771
9. Mladé Boleslav 0,522 || Semily 0,749 || Olomouc 0,484 || Benesov 0,365 || Pisek 0,668 || Frydek - Mistek 0,766
10. | Cheb 0,507 || Zlin 0,744 || Ostrava - mésto 0,431 || Pardubice 0,358 || Beroun 0,667 §umperk 0,762
68. | Kroméiiz 0,262 || Tachov 0,434 || Bruntal 0,142 || Jesenik 0,162 |[ Znojmo 0,418 || Litoméfice 0,447
69. | Tabor 0,261 || Prachatice 0,412 || Louny 0,135 || Hodonin 0,160 || Sokolov 0,415 || Rokycany 0,446
70. | Hradec Kréalové 0,242 || Rokycany 0,399 || Bieclav 0,129 || Most 0,159 || Bruntal 0,414 || Pardubice 0,436
71. | Zlin 0,239 |[ Ceska Lipa 0,386 || Znojmo 0,119 §umperk 0,158 || Usti nad Labem 0,410 || Domazlice 0,435
72. | Hodonin 0,222 || Karvina 0,377 || Teplice 0,097 || Svitavy 0,156 || Karvina 0,391 || Ji¢in 0,433
73. | Rokycany 0,207 || Dé&cin 0,366 || Most 0,094 || Chomutov 0,156 || Jesenik 0,362 || Chrudim 0,420
74. | Pisek 0,203 || Most 0,362 || D&cin 0,085 || Bruntal 0,148 || Chomutov 0,361 || Vyskov 0,401
75. | HL.m. Praha 0,202 || Louny 0,343 || Tachov 0,075 || Sokolov 0,147 || Dé&in 0,325 || Pferov 0,377
76. | Brno - mésto 0,176 || Chomutov 0,336 || Chomutov 0,026 || Louny 0,146 || Most 0,322 || Opava 0,364
77. | Plzen - mésto 0,150 || Teplice 0,322 || Sokolov 0,000 || Karvina 0,056 || Teplice 0,291 || Ostrava - mésto 0,226

Source: Czech Statistical Office and own calculations

Among the first ten districts appears most frequently (in case of four components) districts of
Praha—zapad, Praha—vychod and Pardubice. Districts of hl. m. Praha, Beroun, Brno—mésto,
Plzeni-mésto, Mlada Boleslav and Ceské Budgjovice can be seen here very often too (in case
of three components. Components of health and education are dominated by districts of strong
and large cities.

The most frequently ranked districts in the last ten are four times represented districts of Most
and Chomutov. In case of three components districts of Rokycany, Karvina, Bruntél, DécCin,
Louny, Teplice a Sokolov can be found in the last ten.

All previous results discover areas of the highest and lowest level of human development. The
LAU 1 regions with best conditions for living seems to be all three ,,prague* districts, both
Brno-mésto and Brno-venkov districts and districts of Ceské Budé¢jovice, Mlada Boleslav,
Pardubice, Hradec Kralové, Plzen—mésto, Liberec, Beroun, Zlin, Jablonec nad Nisou,
Olomouc, Cesky Krumlov and Jihlava. Mostly we can talk about districts of the biggest cities
of Czech NUTS 3 regions, where a cumulation of high-standard infrastructure, services,
education and economic prosperity appears. At the same time, these conditions embody good
grounds for social background cultivation.

The worst situation can be found in districts of NUTS 3 regions Ustecky kraj and
Moravskoslezsky kraj, but in Hodonin district as well. Major part of these areas suffer from
their past one-sided orientation on heavy industry, which falls out, or agriculture, which is not
able to secure sufficient economic resources or performance by itself. The lack of job
opportunities, inadequate supply of workforce, high unemployment and low incomes — each
of this factors represents, often in combination with damaged environment, serious problem.
What is more, these facts determines negative evolution of other areas, such as migration,
build-up, health and social background. It is very hard to get out of this vicious circle.
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CONCLUSION

Main target of this study was the evaluation of regional differentiation in standard of living
across the Czech Republic. While worldwide most frequently used indicators were not
suitable, the study assumed construction of new composite indicator of human development,
which would be able to eliminate shortcomings of HDI and adequately describe the nature of
regional differentiation of the Czech Republic. Alternative measure of human development
(Alt-HDI) is built-up on similar methodology as HDI. It employes ad hoc selection of
variables as well, scaling is based on the same standardization formula as HDI, but reference
points for each variable are taken straight from particular data sets. Components and final Alt-
HDI as well are calculated as an simple arithmetic average of its elements. Weighting is used
only in calculation of one variable - educational index. Alt-HDI contains more variables than
HDI. It consists of six components and twenty-one variables overall. Alt-HDI was first
applied at NUTS 3 level first. In terms of comparison of its results with results of HDI and
Regional human development index (presented by Potiicek, 2003) as well, Alt-HDI was found
as an appropriate instrument of regional human development analysis. Using Alt-HDI, values
for all NUTS 3 regions were spread in range of five decimals. When taken into account the
maximum range of Alt-HDI values from 0 to 1, these results are sufficient. To categorize
results into five intervals the Jenks natural breaks method was employed. At very high level
of human development appears only Praha NUTS 3 region (Alt-HDI = 0,741). At high level
of human development are NUTS 3 regions Stfedocesky kraj (0,564), Liberecky kraj (0,508),
Jihocesky kraj (0,494), Jihomoravsky kraj (0,486) and Plzeiisky kraj (0,480). The category of
medium level of human development contains NUTS 3 regions Vysocina (0,453),
Kralovéhradecky kraj (0,446), Pardubicky kraj (0,436) and Karlovarsky kraj (0,420). At low
level of human development rank NUTS 3 regions Olomoucky kraj (0,393) and Zlinsky kraj
(0,392). The category of very low level of human development consists of NUTS 3 regions
Moravskoslezsky kraj (0,288) and especially Ustecky kraj (0,239). The Czech Republic is not
as homogenous as presented by HDI or Regional human development index. This results are
however to a large extent the consequence of extremely developing Prague in contrast to
decadent Moravskoslezsky and Ustecky NUTS 3 region, where disadvantages of economic
transformation appear.

Alt-HDI was then applied at LAU 1 (districts) level in order to make deeper regional analysis.
The gap between first and last district is 4,15 decimals, which is still sufficient. The category
of very high level of human development contains 4 districts — three ,,prague® districts,
supplemented by Brno-mésto district. The group of high level of human development consists
of 13 districts. At medium level of human development can be found 31 districts. The
category of low level of human development contains 21 districts. The last category of very
low level of human development consist of 8 districts, where five of them belongs to NUTS 3
level Ustecky kraj. In terms of Alt-HDI application at LAU 1 level, disparities in human
development across the Czech Republic seems to be significant. The main reason is presence
of highly developed (especially prague) districts on the one hand and existence of totally
depressed districts on the other hand. The weakest Most district achieves only 42,8 % of value
for the strongest Praha-zapad district.

The best conditions for living can be found in three ,,prague* districts, districts of Brno-mésto,
Brno-venkov, Ceské Budgjovice, Mlada Boleslav, Pardubice, Hradec Kralové, Plzeii — mésto,
Liberec, Beroun, Zlin, Jablonec nad Nisou, Olomouc, Cesky Krumlov and Jihlava. Districts,
which belong to NUTS 3 regions Ustecky kraj and Moravskoslezsky kraj, and Hodonin
district were found as areas with lowest quality of life. These facts consist with general
perception and results of other studies.
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EASTERN SLOVAKIA - NEW SPHERE OF INTEREST OF
FOREIGN INVESTORS OR A PART OF SLOVAKIA
CONDEMNED TO PERMANENT BACKWARD AND

IMMIGRATION OF LABOUR FORCES. THE ROLE OF
MANAGEMENT IN THIS TIME.

Daniel Rusin
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INTRODUCTION

Eastern Slovakia is a part of Slovakia, which was always on the end of economic
development. In the time of the first Czechoslovak republic was it the poorest corn of the
country.

Many people moved to abroad searching there their bread. Agricultural character was
changing to the industrial in time of communism, but there were built huge plants for
metallurgy, machinery or textile industry to supply our big brother from Soviet Union. After
communism crash it brought empty buildings of production halls, very bad environment and
immigration of labour forces.

The economic situation has been changed in last years. Number of investors coming here to
search new business opportunities. It should be bring new job opportunities for people too.
This is very good message as well as the fact at last. The reality is motivating, many old
factories are re-opened, new plants being built here recently, many newly built shopping
centres. To see this reality more in details is aim of my thesis.

AIM AND METODOLOGY
Aim of this thesis is searching the answer, which hypothesis from title of the paper is more
probable, which course of development will be here continue.
The statistic analyse of migration of labour forces in last three years says - the rate of
unemployment decreased from 21,5 per cent in 2004 to 13,8 per cent in 2007 and 11,4 per
cent till June 2008. It’s very nice, but analyses of the labour exchange affirm - one of the three
factors influencing the unemployment is high mobility of qualified labour to abroad.

Only in the year 2007 more than 52.000 people from the PreSov region worked abroad. This
number covers 30 per cent of the whole Slovakia. Second important factor of employment
decrease is active politics of labour market, national and international projects of European
social fund. This is very important with regard to fact, that 77 per cent of free labour forces in
our region are people with basic or lower education.

This two facts are actually determining in evolution of this part of Slovakia:
1. high mobility of qualified labour forces
2. lower education of worker staying home

1. The first contention I have verified on the questionnaire about planning future of students,

research sample was created by 88 respondent on Faculty of management in PreSov and 65
respondent on Gymnasium J.Raymana in PreSov.
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Most interesting answers were following:

- 68 per cent of respondents planning their long-time future in Slovakia, but

- 78 per cent of respondents will for short time / till 3 years/ working in abroad
- 90 per cent do not believe to find their job adequate their education !!

According to European commission was year 2008 first on decreasing rate in moving east
European workers to west Europe countries. So today’s financial crisis maybe return many
people back home, especially skilful technical specialist.

2. New investors know exactly what they can find here and their new job opportunities are
aimed in this way. A lot of new companies searching easy assembly production that can
people understand and learn in few weeks. They need reduce their costs of production in
comparison with the western Europe, even with western Slovakia.

On the other hand the employees here expect increasing their incomes, when they working in
new foreign companies. This fact is very often sources of tension in relationship in
companies. But people with basic education do not have many possibilities to change their
position.

RESULTS

Let we see what kind of production or services are coming here.

At first are the companies connected with car industry - assembly of cables and accessories
for cars give job only in Presov city for more then 1.500 people. Most often line of business
is electrical industry, metal products, and other part of finished products. Many cities are
preparing new industry parks for potential investors and hope in arrival 1 or 2 main investor,
like Whirpool in Poprad, or Embraco in Spisskd Nova Ves, which have helped recenty with
high unemployment in region. It is very positive for people in region, when there is a big
plant with more then thousand employees. More questionable is it today, in the time of
financial and economic depression. Maybe can government support help inland companies
too. I am convicted that number of small growing companies are for economics of Slovakia
minimal so important as foreign big companies.

Generally we can see here all sort of production by new investors, but they do not need
many people with higher education especially with university qualification. However the
shortage of skilful technical engineer is problem in many companies.

The role of manager in this situation

In the time of higher unemployment was the role of management easier then nowadays. It was
big success to open new company. Buildings, technical equipment or labour forces - it was
not very difficult to obtain, orders are coming from foreign investor together with technical
support. Role of manager was - be responsible for correct and timely output.

Searching for good workers - no problem. People living here were happy, when they can
find some job and they accepted all the conditions in companies. Behaviour to the employees
was not very important feature of manager’s role.

In last few years has got the role of management substantial changed. The shortage of skilful
workers, number of newly opened plants, opening European labour market and high mobility
of qualified labour forces - they all are the factors, that have significant influence to the
change attitude of managers.
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[ am only on begin my research about manager personality and incentive factors of
management, but first results confirm - personality of manager is most important factor of
successful business. Only this personality, which could unite all the intellectual capacity of
all employees, can manage the company in today’s changed situation ( Styblo J. 1993, p.77)

The methodology is established on questionnaire research in 100 production companies and
offices of public administration, minimal 30 per cent of managers were woman manager.

In the first part of questionnaire there are the question about personality of manager -they
must evaluate their personal quality according to offered characteristic. In the second one
managers answer which incentive factors are used, to hold their employees in companies for
longer time and how are the incentive factors changed in last three years.

The results will evaluate under factor analysis. This is not finished yet but I can make a
particular solution:

Manager in eastern Slovakia are:  ( independent of age )

- very often / more then 60 % / the branch specialist or working long time in branch
- know detail technical their job and well technical educated

- very hard - working, responsible and self - confident

- too proud for their position in companies

but they do not have enough time

for further self - education and manager education
for meeting and working with their employees

for strategic decision and planing

for their family, sport and relax

In searching of incentive factors which are used in their companies, managers could choose
from 8 instruments in questionnaire, there was a possibility give more instruments.

To find out the level of manager’s education, there is a question about difference between
motivation, as internal soul state of people and stimulation, as impulse, which evoke change
in people behaviour.

Incentive instruments offered to evaluate:

1. financial allowance - wage, bonus, premium

2. unfinancial allowance - staff share, company car, flat

3. work contents - self-realisation, pride, satisfaction

4. encouragement - casual valuation

5. team atmosphere - emulation between workgroups, vertical and horizontal relationship
6. work conditions - permanent improvement

7. job identification - my work, my company as a part of my personality

8. external incentive instruments - image of company

From broad palette of incentive instruments in today’s literature (Bedrnova, Novy, 1998,

p.270) and praxis, they know and use only few, most used is financial allowance and what
I see as bed and insufficient - they are not changed in last years.
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CONCLUSION

My research need some time to finish completely my thesis about position of Eastern
Slovakia economics. To estimate the secular trend in development today it will be hard
process. What was clearly yesterday is not easy to definite in time of financial and economics
crisis. Neither mathematics a statistics analysis, factors analysis, nor very well question in
best questionnaire do not give correct answer what bring the future for the country and
people.

It is true that Eastern Slovakia is in focus of foreign investors because of cheap labour force,
but for young and educated generation will be very hard to find in this territory job adequate
their qualification and education. Maybe immigration wave culminated last year according to
the official statistics, maybe it will be better with looking for skilful worker.

I believe that Eastern Slovakia will advance when new generation of educated managers will
assume the responsibility for the economy of region, will build new competitive companies
with satisfied employees.
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THE POLITICS OF REGIONAL DEVELOPMENT
Ylldeze Sokoli, Enida Pulaj

ANNOTATION

Regional politics are not the only incentives about capital and labor forces which help the
country's growth, but there are a lot of instruments of regional politics helping the politics
makers to reach their goals.

The participant states of European Union use some politic instruments to stimulate economic
development of poor regions.

In fact, as poor a country is, so much the less is able to afford a regional development politic
which attempt the growth the poorest regions.

Obviously, we can say , rare resources and rare production factors have to be used with
efficiency and efficacy. Regional politics have to be strong and powerful to influence hard
the inequality of regional incomes.

These regional income is the natural result of emigration of capital and labor force toward the
places which offer the high returns.

Practically, regional development politics offer:

v" An integrated trade, large and more attractive than other fragmented, divided trade.
This is the way to eliminate the problems of small trades.

v" The reduction of commercial barriers creates a competitive environment. This
competition helps to allocate with efficacy the recourses and makes more attractive
this country or this region.

v' The reforms, in context of regional integration, increase the politic credibility and
reduce the risk of investments. It is important fact because we live in a complex,
changeable and risk full environment. Albania’s improvements in economic and
politic fields arouse the investitures interest to invest in this country.

Albania offers a lot of opportunities. Summarily the strengths of this country are:

- The low cost of labor force and the flexibility of labor trade.

- The possession of natural reserves.

- A favorite geographic position.

- A prelude or an entrance for an attractive local trade.

KEY WORDS

regional politics, development, foreign investments, reforms, community development,
regional integration, development factors

INTRODUCTION

The evident inequality in the economical development between regions may bring unlikable
consequences and it is a powerful argument for the governmental intervention. That’s why the
governments have the responsibility to accelerate the growth of revenues in the regions with
low revenues. The supporters of regional politics go further. They argument that the
convergence of regional revenues is far from being inevitable and that exist many powerful
divergent processes in the functionality that create obstacles between the zones with low
revenues and those with high revenues causing stability in the inequality of the revenues.
There are considerable indices that support this insistence especially in the developed
economies. India is an excellent example of the fact that the inequality of the revenues has
been increasing during decades. A similar scene appears also for China that has seen an
increasing ditch of the revenues between coastal regions and inner regions.
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AIM AND METODOLOGY
The principal aim of this work is to make an evaluation about “THE POLITICS OF
REGIONAL DEVELOPMENT”.
In this work we will treat the types of politics that might help the undeveloped regions to
ameliorate their economical situation.
The determination of the factors that make a short analysis an evaluation of regional politics
and its evolution.
The review of the used arguments to support the idea of having a regional politics and if it is
applied like it should it is capable to give positive results.
The determination of key politics and instruments that help politics compilers to reach their
objectives.
As considerations for general possible directions we will mention:
- The politics about regional development. The pros and cons of regional politics of
development.
- Methods and instruments of regional development politics.
- Regional development of South-East Europe.
- The community's initiatives in region development.
- The regional development through direct foreign investments.
The used methodology intend to be in function of the goals placed for the study about
regional development.
In the compilation of the methodology of work, the attention is concentrated among others,
by orientating to realize the level and scale of fulfillment of the mission, the functions and
roles that have to play those politics in the regional development. The work is oriented to the
adapted politics, initiated reforms, regional integration, foreign direct investments as a main
index for the regional development, to fulfill the engagements in the international plan.
The research consists in combination of both methods qualitative and quantitative.
The quantities method intend to realize an evaluation and identifies the future tendency.
The qualitative method is used to make an explanation of data. This method is used to make a
reasoning about the stability of regional development politics.

RESULTS
The politics of regional development. The arguments pro and against the politics of
regional development
The arguments pro the regional politics
The first argument pro the regional politic is that the stable and important inequalities in the
revenues are inadmissible in democratic societies. This is an extension of the principles of
inter-personal inequalities. The sensibility towards this inequalities is higher if they coincide
with the cultural or ethnic differences between regions as it happens in many developed
economies.
The principal economical justification for the regional politics is that the creation of places of
work in zones with high unemployment, will incise the national output. The profits of this
growth of output will directly influence the unemployed via the growth of revenues and
taxpayers in the form of the reduction of the transferring payments. According to the long-
lasting economical forecasts of the zones with high unemployment, these zones will
ameliorate if unemployment will be reduced as high unemployment is linked with the low
educational level, reduced skills and the absence of competition.
The reduction of unemployment in the zones where unemployment is high, there are many
social profits. The unemployment not only impoverishes, but also demoralizes so it may have
harmful effects in the health of those who are unemployed for long periods of time. The
geographic concentration of unemployment can also impose serious costs to all the habitants

221



of the zones with high unemployment thanks to the positive effect in the norms of crime and
the low quality of life.

The existence of a cumulative mechanism may enforce the regional inequality of the
revenues. The emigration of the working people from the zones with high revenues to those
with low revenues may not have the expected balancing effects from the economical theory,
and this thanks to the selective fluxes of emigration. The new talented employers are more
flexible which shows that the net fluxes of emigration result in diminution of the level of
capacities of regions with low revenues, meanwhile the level of capacities in regions with
high revenues has been gradually ameliorating. This may act as an inhibitor of internal
investors and as an obstructive of home-brew development. The selection of emigration may
have different consequences in the economical development of the regions with low revenues
in a long-lasting period throughout the heritage of skills from a generation to another.

The internal emigration towards regions that are growing quickly may result with high
economical costs thanks to negative externalities. The internal emigration in a large scale
towards the regions that are growing quickly like for example in principal urban centers, in
relatively short-lasting periods may result in heavy pressure in the fixed infrastructure. The
traditional answer against the high pressure in the fixed infrastructure like transporting lines is
its facilitation by increasing the capacity, but the facilitation is often short life as “the
excessive offer creates its own demand”, by driving to a constant spiral of the extended
demand.

The extension of profits from the economical development in all regions, is necessary if the
purpose of the government is to be politically cohesive. The influence of the great regional
inequalities in the standard of life is evident and may cause non satisfactions because of the
presence of the injustice that create these inequalities. This is more evident in the European
Union, where regional inequalities of revenues seem to be a potential source of the resistance
to the further integration. The unlikable access of the economies in transition of the Eastern
Europe has driven to the strengthening of the political arguments for an effective regional
politics for the European Union as a whole. Governments have been convinced that exists a
powerful economical argument pro the regional politics.

In the years 1980 where the norms of unemployment in Europe reached record values, the
regional politics has been seen as a “game where the result is zero” where the profit of a
region was the loss of another one. The most neophyte version of this point of view is that in
the working places created in the non developed zones simply dispatches the working places
from the developed zones. The only profit of the regional politics in this case is that it
acquires a balanced equilibrium of the opportunities for work places, but there is no efficient
profit for the economy in the totality.

A more positive point of view of the profits of the regional politics appeared in the years
1990, especially as a result of the strengthening of the regional politics of the European Union
throughout the creation of structural Funds in 1989 in answer of the preoccupation of the
effects of the economical and monetary union in the regional inequality of revenues. It is now
know that the poorest regions may give a principal contribution in the competition of a
country. The regional politics is refocused in the economical profits that are expected to result
more than the support in the social and political profits.

The arguments against the regional politics

According to the neoclassic thoughts, regional inequalities of revenues will disappear as the
time passes by. The convergence of the regional revenues is a natural result of the emigration
of the capital and the power of work to those regions that offer high norms of return.
Unexpected traumas may cause regional divergences of revenues, but the process of
convergence will automatically be fixed so the intervention of the government via the regional
politics is unnecessary.
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In fact the intervention of the government may be even harmful at the point to discourage the
enterprises to get placed in zone that normally they won’t prefer.

According to this point of view the regional politics is another way where the intervention of
the government results less efficient.

If inequalities in the regional revenues will automatically disappear in a long-lasting period,
the speed with which will happen this convergence is still an opened question and subject of
many empiric tests and debates.

There exist indices of the convergences of the region revenues inside some developed
economies, even though it has been proved that the speed of this convergence has been quite
low. For more, it seems that the process of convergence has been sensibly slowed in the last
decade, independently from the continuous growth in the flux of goods and factors. In fact the
convergence of revenues is far from being universal. There are few marks of convergences
like for example in India or China and the process of convergences seems that is stopping in
many European countries.

Great fluxes of emigration from the region with low revenues to those with high revenues
may be undesirable because they can influence the geographic balance of the population. In
other words there can be high invisible costs that are the result of the high geographic
concentration of the population in regions that are growing up quickly for example in the
capital.

The critics of the regional politics might ask in a reasonable way why it has failed the process
of diminution of regional inequalities in the revenues in countries with such stable politics
like United Kingdom and Italy.

There are two explanations for this absence of correlation between convergent currencies and
the longevity of regional politics:

First: the regional politics has to be very powerful to have an evident effect in the inequalities
or regional revenues. Germany consists an excellent example that the Gross Domestic Product
per person in non developed regions may augment as a result of an adequate politic. The
massive transfer of revenues and investments in a large scale from both of sectors; that public
and private have helped in the reduction of differences between West Germany and East
Germany.

Second, the inequality of regional revenues it seems to get influenced more from the
macroeconomic performance than from the regional politics. The reason is evident. The
regions get specialized in the production of specific merchandise and the augmentation in the
global demand for these goods will influence in the performance of regional economy.

For this reason we have to come to the conclusion that the long-lasting tendencies in the
convergence of the revenues do not assure information for the effective of regional politic. It
is possible for example that the regional revenues diverge even though the regional politic has
been very effective in the achievement of the objectives. If the regional politics will be
correctly evaluated, it is crucial to start with the measurement of the direct and indirect
influences of individual politics in different periods of time. There have been done many
efforts for the development of an adequate frame for the evaluation of regional politics and
there are these techniques that assure information for those political instruments that have
been successful and those who have not.

Methods and instruments of politics of regional development
The evaluation of the successes and failures of regional politics is not an easy mission. One of
the sharpest problems is that professions and revenues are influenced from many other factors
despite regional politics. Also it has to be added that regional politics often uses different
instruments and it is not always easy to divide the effects of specific instruments.
The methods
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There do exist three different methods for the reduction of the inequalities of regional
revenues: the method based on the market, the interfering method, the method of fiscal
transfers.

The method based on the market focuses in the correction of failures in the market of
employment thanks to the absence of flexibility of salaries, the immobility of working power
and the restriction of the capital.

The interfering method is based in the aims of the government to stimulate the investments in
the non developed regions.

The method of fiscal transfers is based on automatic stabilizers (like for example profits from
unemployment), grants, selective expenses of government. The focus here is done to the
governmental actions to increase the investments in the non developed regions as this is
directly linked with the regional politic. This does not mean that the method based on the
market and the interfering method are unimportant methods to decrease inequalities but it also
gives us the opportunity to focus more directly in the traditional instruments of the regional
politics.

In fact fiscal transfers are very important mechanisms of the redistribution for the decrease of
inequalities in federal states, but they are also based in the consideration of equality,
meanwhile the instruments of regional politics are projected to reach a higher economical
efficiency.

The interfering method arguments that the politics must reach a more optimal distribution of
the economical activity. The low revenues and the high unemployment are explained with the
absence of the competition as it exists a low productivity compared to the concurrent in other
regions or countries.

The regional politics must aim the amelioration of the competition in the non developed
regions by encouraging the new investments in the human and physic capital.

Three types of investments are required:

First, the investment in the physic capital encourages enterprises to invest in non developed
regions not only by internal investments (home-brew or foreign) but also via the stimulation
of the growth inside the region itself. Possible politics include local controls, stimulation of
investments and the assurance of consultancies for small and medium enterprises.

Second, the ability of a region to attract investments will depend from the quality of the public
infrastructure. The purpose of the investing in the public infrastructure is to dislodge those
characteristics that detain potential investors such as non developed circuits of transport, the
absence of adequate zones for the enlargement and in general the low quality of infrastructure.
Other less evident factors that retard potential investors include the absence of an efficient
sector of services, high norms of criminality, difficult conditions of life and the absence of
cultural and creative activities.

Third, the competition of the region depends a lot from the quality of the working power. Is
largely showed up that the educational and qualification level is a great power in the
determination of the competition of a region. This is showed from the big negative correlation
between the norm of unemployment of a region and the percentage of qualified employers.
The augmentation of the educative and qualifying level maybe of a great importance in the
determination of long-lasting forecasts of growth of all economies, independently if they are
local, regional, or national or from the scale of development where they are actually.
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Fig. 1 : Governmental Politics
The mostly used political instruments are:

1 Local controls
Many empirical studies have proved that local controls have been very effective in the
transfer of investments to the zones less developed. These controls have efficiency in the cost,
as the only expense caused from the government is the administration of the politics. Local
controls still exist in the form of planning of the use of the lands but these are linked with the
residential issue and the environmental issue and not with the regional development.

2 The promoters of investments
The promoters of investments have been and are the firs instrument of regional politics. In
different moments those promoters have had three purposes:

a) The encouragement of enterprises (mainly productive ones) to move from developed

zones to those non developed.

b) The encouragement of home-brew enterprises that invest in zones not really developed

c) The encouragement of the enterprise placed on the non developed zones, to enlarge.

3 Direct foreign investments
By watching the increasing importance of the foreign investments like a source of investments
even the governments of many countries have seen it as an important source of investments,
not only to stimulate the growth of the national economy, but also to ameliorate the
competition of the non developed competition. The politics of internal investments are a
significant component of regional politics in many countries and a considerable number of
politics have been used to attract foreign enterprises to the non developed regions. Those
politics include the fiscal promoters, subventions for investments and the creation of internal
investment agencies that compete with each other for mobile investments. The financial
promoters are only one of the many influencers in the decisions of placement of investments,
including the viability of the working power (the cost of work), the access to the market and
the presence of enterprises in a zone, though these promoters have played in important role.
We can say that the seaside zones are very favored for many reasons:

a) The appropriate position in relation with the international market circuit

b) The geographic concentration of employers in seaside cities
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¢) Working power specialized in productive sector
d) The privilege of seaside zones from the government in the amelioration of the
infrastructure etc.

The inequalities in the levels of revenues and the employment opportunities between seaside
regions and inner regions have brought to the immigration of the working power from inner
zones to seaside zones where are concentrated foreign direct investments. To make these
inequalities disappear there are urgently needed politics that attract investments in the poor
regions of the country. This asks from the government an amelioration of the transporting
system and investments in the economical infrastructure of these remote zones.

4 —Regional national development
Regional traditional politics is based in the geographical redistribution of the industry from
developed zones to the non developed ones. The economical crises brings to the retract of
many big enterprises by creating few opportunities to stimulate enterprises to go to non
developed regions. The politics’ compilers must encourage the national growth of non
developed regions, by encouraging enterprises to move from the developed zones to the non
developed ones.
The poor the country is, the less it is capable of affording a regional developing politics that
aims the poor regions. Inequalities of regional revenues are often crucial and stable. Despite
of the actual level of revenues, those who live in the poorest regions have a tendency to
reduce the ditch between them and the richer regions. Private investors will be attracted from
the non developed regions if they believe that the projected zones to get developed will assure
to them the necessary inputs so that their business will be profitable.
More is to be done to reduce regional inequalities. Especially, a convincing argument may be
the reduction of inequalities in efficient bases as the existence of non developed zones bolds
that resources are not used. A way of amelioration of the economical wealth is the placement
of these unused resources in a productive use. Inequalities are inevitable results of the change
of economical conditions and they will always exist, even if it is not in the same form or
scale. If the regional politics is judged as successful, it will be considered as a temporary part
of governmental politics instruments.
The regional politics administrated from a multi-national authority (EU), principal
government, regional or local will go on existing in the future in the same way that we expect
to exist the monetary and fiscal politics. The government should thing in terms of long-lasting
investment’s profits of public funds in the human and physic infrastructure of the regions with
low revenues. This is not a simple objective hereupon there are choices to be done.

The regional development of Southeastern Europe

The process of transition in Central and Eastern Europe has been accompanied with big
regional inequalities. Analysis on Polony, Hungary, Rumania, Bulgaria have drawn out many
similarities, but also many significant differences between these countries. In countries that
have a common frontier with the EU and that have a short distance from the heart of Europe,
regulations have advantaged more the metropolitans and western regions. The countries of
Southeastern Europe since the beginning of the years 1990 have payed a special attention to
the regional economical integration. This fact confirms the point of view that the international
economical integration is a likable strategy for small and medium countries. The economical
politics can add a regulating mechanism to the sub optimal and imperfect situation of the
market.

It is time to conclude that is logic to pretend that the cooperation of the Southeastern Europe
countries with the EU is possible only via a deep cooperation between the different parts
named Balkans. But this matter seems to be quite complicated because geographic and
historic factors do not progress at the same time. The reason is evident. Balkans have never
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been politically integrated because of political and historical issues. It is logic to say that
geographic proximity brings to the creation of marketing relations, but history proves the
contrary.

Part of the regional development is the regional integration. The Western Balkans have some
specific characteristics that make it appropriate for the regional integration. First, Western
Balkans include mostly small economies that would not profit from an individual
participation in a great regional market like the EU. Second, a number of geographic and
cultural factors like common or similar languages, common ethnic minorities and geographic
proximity augments the interdependence between these countries. Third, as most of those
countries have been part of a common national economy before, then there can be assured big
economical profits from the reintegration of the parts of the old regional system, by operating
grids and existing transport systems. Fourth, all countries of the Western Balkans aspire the
entrance in the EU.

We can still notice political and ethnical dissention in the region. The Balkans still suffer from
conflicts of frontiers matters. Bigger problems in region include administrative bureaucracy,
corruptive practices, an amount of strict frontier controls and the absence of cooperation
between authorities.

These challenges must be exceeded via the economical integration and political arrangements.
The profits from the integration are important. They come from the main objective of the
creation of a common economical zone that will offer high competition and enlargement of
the market.

Fig. 1: General indexes of Balkan countries in transition

GDP per GDP growth | Annual | Annual norm of
person (in €) | (in %) Inflation | unemployment
(in %) (in %)

Albania 1,891 5.5 2.0 14.2
Bosnia -Herzegovina 2,095 7.4 4.1 31.2
Croatia 6,972 4.3 33 12.7
Macedonia 2.277 4.1 0.5 37.3
Monte Negro 2,638 4.1 1.9 17.0
Serbia 2,730 6.5 17.7 21.6

Source: SEE Investment Guide, sixth edition, 2007

Actually, the countries of Western Balkans have a similar economical structure so the annual
results are approximate between them. They are a growth of economy with more than 4% and
an inflation norm under 5%. The fiscal politics are ameliorating. The budgeter deficit stays up
to 5% of GDP. From the data the deficit from the current account is about 8% in the countries
of Western Balkans, while the market deficit is about 28% of GDP. However, the real GDP is
much more lower compared to other countries of EU, hereupon it is necessary to initiate
structural reforms to stimulate the economical growth.

The regional integration is a complex and dynamic process. It consists in the harmonization of
the regulative frame and the coordination of reforms with other countries of the region. The
dynamic of this process influences all sectors of economy: transports, telecommunication,
energy, financial services etc.
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- The regional development and foreign direct investments in the region of Southeastern
Europe

The foreign direct investments are a main factor of the economical growth and development
despite the primary impact which is the growth of employment. The idea is that the foreign
investments have important effects in the economy of a country and they take a special
importance for the countries in transition. The foreign direct investments are considered as the
fastest way of transfer of the cultural economy of the market. Between foreign enterprises a
transfer of the most efficient methods of industrial organization and the management of a
business is achieved. Foreign investors have technological, financial and managing
advantages that realize an efficient allocation of resources also in the macro economical plan,
restructuration towards sectors with higher profits.
The biggest problem of the countries of Southeastern Europe has to do with the creeping of
the process of privatization, precisely in the case of big governmental enterprises etc. The
governments of the countries of Southeastern Europe recognize the fact that the foreign direct
investments are very important and have created a favorable legal frame to attract the foreign
direct investments.
Talking about the region the foreign direct investments had an important growth only in the
year 2003 and in two years according also to the important privatizations they tripled by
reaching in 2004 about 11 billion $. Bulgaria and Rumania are countries that have absorbed
more that 70% of the fluxes of the foreign direct investments of the region for the year 2004.
Only Rumania in the year 2004 has attracted the foreign direct investments from five other
countries of the region altogether more than 5 billion $.

The initiatives based on the economical development of the community

The latest instrument of the regional politics is the development of the community. These
initiatives are not new. They have been used as part of the urban politics and they have been
combined with the regional politics for the first time in 1995.

The economical development of the community aims the localities that suffer from the big
economical backwardness like long-lasting unemployment, great dependence from national
profits and low educational levels. Those characteristics are very correlated with social-
demographic factors like minorities, families with only one parent, high norms of crime and
low standards of life. The principal objective is the inclusion of the people who live in these
zones in the amelioration of the standards of life via some initiatives taken from the
inhabitants of these zones themselves. The key of the success of the schemes for the
development of the community is the direct participation of the local community in the
economical development. The primary aim is the brought of those economical excluded
zones in the economy like a whole one so that these localities become more economically
healthy and more capable to support themselves by becoming more appropriate zones for
working and living.

The initiatives of the economical development of the community come along in different
forms and dimensions. They include directed schemes from the local, regional authorities, the
national government and the European Union (EU). The idea is to adapt the existing
instruments so that they can adapt the needs of those schemes. These include the traditional
politics like investment, renovating grants for small enterprises, training schemes for new
employers, subventions given to enterprises that employee long-lasting unemployed as well as
the fiscal promoters.

A specific property of the schemes of the development of the community is that they are
trended to finance several sources. Local organizations acquire funds from different donators
as combinations of local, national government, EU and enterprises placed in the region. Less
conventional politics are used, including the creation of employing marketing that aim to
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create a foot path from the long-lasting unemployed to the formal market of work. These
schemes create the opportunity to learn new workmanships via work schemes projected to
help local communities. There are many people that have lost the contacts with the
employment market because of the disengagement to grow up the children or to be temporary
unemployed or they do not have the ability and the adequate knowledge to come back again
in the employment market. The aim is to include those people in the market of work via a step
by step approach by achieving basic knowledge in a non threatening atmosphere. Other
interesting renovations include the forecast of the financial help in communal volunteer
organizations; and new paying systems have been presented like for example the accreditation
of the hours of work.

But have these schemes been successful? The answer is that it is too early to give an
appropriate judgment. There are to many reasons for this:

- First, these schemes are expected to have a primary influence in the competition of the
undeveloped zones. Those are long-lasting politics that are expected to change the
basic socio-cultural structure of the localities.

- Second, there have been done a few economical evaluations of the schemes of the
communal development, as they are still relatively recent.

- Third, many of the results of these schemes are qualitative hereupon difficult to
measure like for example the amelioration in the collective spirit and a general feeling
in the localities that a better place to live and work is being built.

- Forth, it might be difficult to express with values the results even though they can be
measured quantitatively. An amelioration of the wealth for the old people by assuring
to them greater carefulness thanks to the multiple contacts with the local authorities,
can not be easily converted in monetary values nay even when the profits are radical.

Despite these difficulties, there have been factors that suggest positive effects of the schemes
of the communal development like the augmentation of the output and the places of work.
Over 50% of the businesses helped from these schemes declare that the assistance was
decisive or that the plans of the enlargement were suspended in the absence of the schemes of
the economical development of the community. In the negative side it has been found that the
businesses helped by these schemes are dependent from the local demand and do not enlarge
in new markets. They also lean on local funds. A great number of the places of work are
occupied from employers outsiders to the community. Another problem is also the absence of
an expertise to initiate new business enterprises in non developed zones. The help of the
experts and the outsider survey towards those localities are very necessary.

The only conclusion that comes out in this period is that those schemes offer interesting
opportunities but their efficiency still isn’t proved. They are interesting because they are
rooted in the locality where they exist and their success depends on the participation of the
local inhabitants. These schemes aim mainly in the efficient use of the human capital in the
non developed zones via the link with the economy in general.

The regional development of the country via the stimulation of the foreign direct
investments

The foreign investments have an extraordinary importance for the economy of ex communist
countries especially of a non developed country like Albania. Their importance is observed
not only in the diminution of unemployment, the internal financial generation, but also in the
fact that this is the way of comportment of advanced technology in those branches with long-
lasting perspective, that will make possible the real integration of Albanian economy in the
European economy. The foreign direct investments bring a profit to the national economy, by
contributing via the invested capitals to the growth of the brut internal production, in the
balance of payments and diminution of unemployment.
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Albania is in the realization of the process of many changes in the economical sector. The
changes that are happening in the world economy , have as a primary objective the attraction
of the foreign direct investments with objective the diversification of economy, the transfer of
technology. Radical evolutions have been taken to transform the economical structure of our
country in a structure oriented to the foreign direct investments and to the economical
liberalization. Though the several competitive advantages of Albania like: geographic
position, the low cost of working power, the low level of the foreign direct investments has
come as a result of the problems with property, corruption, the weak judiciary system and the
political risk. The economy has opened the doors to the foreign capitals after 1990, and still
we do not have satisfying levels compared to other Balkan’s countries. During the years 1998-
1999 the foreign direct investments consisted only 1% of the GDP. Their level has sensibly
increased the last years. In the year 2000 the level of the foreign direct investments was 143
million $, three times more than in the year in 1999. In the year 2002 their level reached 180
million §, and in the year 2004 in 341 million $, or 92% more compared to the year 2003.
However the fluxes of foreign investments in Albania have been in constant augmentation,
they are still in low levels compared to the Region. The foreign direct investments during the
last years have had an important growth especially in the year 2004 as a result of the
privatization of the Bank of Savings.
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Fig.3 : The flux of foreign direct investment (in millions USD)

Source: Bank of Albania

The flux of the foreign direct investments for this year reached 341 million $. In the year 2005
the foreign direct investments descended to 255 million $ because of the absence of
privatizations.

The Italian and Greek capital keep a dominating position in the foreign direct investments in
Albania. From the total of common companies in Albania 51% of the direct investment are
with the participation of the Italian foreign capital and 24% with Greek foreign capital, the
other part is composed from 4% Turkish capital, 3% American, French, German, Britannic
etc. But it is also noticed an opening towards the Middle East, associated with the growth of
the flux of the capital from those countries. The domination of the Italian and Greek capital
shows that the foreign direct investments have a proximity character. The Italian capital is
specially concentrated in the western region, while the Greek capital is more concentrated in
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the southern and east southern regions. The northern regions are less preferred. From the
economical point of view of the activities, the principal part of the foreign direct investments
in Albania is concentrated in tourism and in the feathery industry. The foreign companies
have operated more in the sector of marketing and in that of industry. In the sector of
agriculture and construction the foreign companies are less in number.
The factors that have influenced the foreign direct investments in Albania are:
a) The geographic position and conditions are a main factor that has attracted the foreign
direct investments
- Infrastructure in evolution
- Development of tourism
b) The war against corruption
¢) The norm of inflation
d) The governmental stimulation that includes the fiscal reform and the political reform
e) Low cost of working power, flexibility and professional abilities
f) The privatization of national companies
The economy in evolution of Albania is getting oriented toward the absorption of the foreign
direct investments as the most effective way to know an important hitch to a stable
economical growth. In the first years there have been several factors that have influenced in
the low levels of the foreign direct investments like the absence of political stability,
institutional corruption, problems with the law of property, the absence of respect towards the
laws etc. but we have left behind the past and considerable reforms have been taken to reduce
and eliminate different barriers with which foreigner businesses but also national businesses
had to confront to like the double taxation, the creation of a welcoming investing environment
and the promotion of the foreign direct investments. The reduction of the norm of the tax of
the corporate from 20% to 10% from 2008, new laws about concessions and public
procurations, reforms in the administration of taxes, the creation of organizations for the final
resolution of the problem of the property of the land and privatizations, the protection of
investors, many investments in the infrastructure give a clear panorama of the vocation of the
national economy.
The geographic position of Albania is known as strategic from the regional point of view.
Market mariner relations are opened in the entire Mediterranean, while the position of
Albania in the center of the Balkans peninsula turns it into a ground knuckle-joint between the
countries of the Southeastern Europe. So, the regional market is easily reachable as a possible
enlargement starting from the Albanian market.
An element that completely changes the ambiance of the business is that of the regional
integration so the formation of a bigger market where marketing barriers are eliminated.
Practically what offers the regional integration with the attraction of the foreign direct
investments?
- A larger integrated market that will be more attractive than national fragmented
markets, by eliminating the problem of small markets for each country
- As a result of the elimination of the market barriers is created a more competitive
environment that would bring to a more efficient allocation of sources, fact that would
make the region more attractive
- Reforms included in the context of integration augment the politic credibility so they
incline the risk of investments in the country
Albania is in the phase of important privatizations. Albania offers free and educated working
power. The low costs of working power are still continuously an advantage of our country.
The working power is relatively mobile which means that it can move from a sector to
another in research of a better salary. Albania offers free capitals. Our country is close to
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Western European countries by offering to investors the opportunity if penetration in these
markets with a low cost.

We can say that Albania is in a very key moment, as it is that of the progress in the regional
integration and the growth of the foreign direct investments is expected to be of the principal
impacts. But it should also be kept in mind that the integration is a very complex process itself
and so are its impact for consequence. The growth or not of the foreign direct investments in
Albania will depend in our ability as a country in the accomplishments of the expected
changes.

CONCLUSION

» The problems of the regional inequalities in the revenues are inevitable as a result of the
changes of economical conditions, they will always exist.

» It has to be aimed that undeveloped regions to get less dependent. This asks not only
transfers of revenues, but also investments in the physic and human capital, so these
regions will effectively compete in global markets.

» The problems of undeveloped countries and the ability to ensure internal growth.

» Regional development politics on geographic distribution of industries from developed

areas toward undeveloped areas.

The foreign direct investments have become an important component of the regional

politics because of the phenomenal growth in the international fluxes of the direct

investments till the end of the year 1980.

The large influence of regional politics in allocation of direct foreign investment.

Unequal economic development between regions is an incentive for government

intervention.

The reasonability of government to accelerate the incomes growth of non developed

places.

The regional and local inclusion in projects and applications of regional economic

development strategies.

An important element of the development of the regional politics is the initiative of the

economical development of the community. These initiatives reflect the need of a “based

more on the humans” method to calm down the poverty.

The politics of regional development aim basically the growth of productive capacity of

the non developed regions by encouraging the investments of the private sector.

» Public investments are needed not only in the physic infrastructure of the region, but also
in the human capital via the investment in the education and training.

YV V. VYV VYV Y
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DEVELOPMENT OF RURAL REGIONS - ON EXAMPLE OF
HROTOVICKO MICROREGION

Hana Svobodova

ANNOTATION

Development of rural regions is actual topic in the long term period, which is caused mainly
by their extension within the Czech Republic (80 %). Research project of Ministry of
Agriculture of the Czech Republic QH 82249 “SYNERGY in accession to rural areas
development” also deals with aspects of rural regions development. The main goal of this
project is achieving of synergic action by application of chosen procedures and tools to
support higher quality of life in rural areas, development of possibilities of entrepreneurship
in agrarian sector and elimination of negative impacts of business on countryside. One of the
first activities was realisation of questionnaire survey in the Hrotovicko microregion where
activities of involved people and tools of regional development were checked.

KEY WORDS

Rural region, Rural Development Programme, Actor of development, Hrotovicko microregion

INTRODUCTION
Many Czech and foreign authors and institutions are engaged in problems of rural areas and in
their delimitation, no matter if from theoretical-research or practical causes (e.g. delimitation
of rural areas for needs of public administration and local government for aiming of
development programmes). Views on rural areas delimitation differ, with regard on different
perception of rural areas in various countries or regions. To difficulties by rural areas
delimitation contributes also overlapping of conception of “rural” region (space, area) with
conceptions as “peripheral” (marginal, border) or “agrarian” region.

Fig. 1. Typology of rural areas in the Czech Republic

Source: Rural Development Programme, 2007

Rural areas are generally qualified as free un-built countryside and rural settlement which is
possible to allocate as complex of rural seats, agricultural and water areas, forests, local routes
and other areas in this space. Rural areas are usually characteristic by lower density of
population, smaller municipalities, higher unemployment but higher employment in
agriculture (forestry, fishing), co-existence of local inhabitants with nature and countryside,
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specific architectonic style and character of house-building, certain way of life which often
differs from urban. However, some of these typical signs of rural areas could be markedly
suppressed nowadays. Rural seats themselves can be of different character as well. Hamlets,
small colonies and also quite large villages, which sometimes have more inhabitants than
small towns, could be found. Special cases are municipalities in hinterland of bigger towns
which have (thanks to suburbanisation) many signs typical mainly to urban areas. Since
typical characteristics of rural and urban areas are often not fulfilled, explicit delimitation or
rural and urban seats in very problematic (translated from Rozvoj venkova v kraji Vysocina,
2008: 7).

AIM AND METODOLOGY
In principle, it is possible to express that there is not single definition of rural area; there is
also not only one rural area but several rural areas which are characteristic by various
elements. However, definition of rural areas is not the aim of this article. The main
contribution should be in setting of participants and tools or rural areas development and
checking of their competences in model region. Theoretical part of the article is entering part
of project “Synergy”’; materials for case study were obtained on base of questionnaire survey
with sixteen mayors of municipalities in Hrotovicko microregion.

Actuality of problems of rural areas development confirms also number of publications and
scientific articles, such as Hrabankova et. col (1994) who was one of the first of Czech
authors engaged in regional policy in agriculture and rural regions, Perlin (1998) worked up
one of the typologies of Czech rural areas, Slepicka (2006) or Binek et. col. (2007) gave
attention to possibilities of use and revitalisation of rural areas; from foreign authors deal with
agriculture e.g. Spisiak (2002), [Ibery (1998) or Woods (2005).

RESULTS
Actors of Development
It is not easy to appoint all participants of rural development. However, it is possible to divide
them into three basic hierarchical levels — national, regional and local/municipal. Rural areas
development on national level is by jurisdiction not entrust to any resort, it is disintegrated
mainly between Ministry of Agriculture' and Ministry for Regional Development?, influence
have also Ministry of Environment and other ministries; special position has Ministry of
Labour and Social Affairs that controls European Social Fund. On regional level decide about
rural areas development mainly sections of regional development or section of agriculture (it
depends on organisation structure of each regional office); problems or rural areas
development are often equated to development of agriculture. On local level could be

' The Ministry of Agriculture is a central authority of state administration for agriculture excepting preservation
of agricultural land fund, for water management excepting preservation of natural water accumulation,
preservation of water sources and preservation of water quality, and for food industry. It is also a central state
authority administrating forests, hunting and gamekeeping and fisheries outside territory of national parks. More
detailed delimitation of agency is set in Act No. 252/1997, about agriculture. This act entrust activities in area
“settings of conditions for running Common Agricultural Policy and Rural Development Policy of the EU” ro
resort of agriculture.

* The Ministry for Regional Development was established on November 1st, 1996 by the Law No. 272/1996.
This Law specified the scope of powers of the Ministry as the central body of the State Administration of the
Czech Republic in following areas: regional policy, housing policy, development of housing resources, leasing
of residential and non-residential facilities, zoning, building regulations, investment policies and tourism. The
Ministry for Regional Development also provides information and methodology for counties, cities and
municipalities and their associations and supervises the activities associated with the process of integrating
regions into European regional structures.
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considered as main participant of development mayors of municipalities (see later) but
various social groups which live in rural areas as well (denizens, newly moved in people,
cottagers, holidaymakers, farmers etc. — see Slepicka, 20006).

For economical point of view, participants of development could be dividend into public,

private and non-profit sphere. According to Galvasova et. col (2007) could be other division

based on relation of participant to solved problem or prepared project to:

- Shareholders — subjects who are deeply engaged into process of preparing or solving
(e.g. cooperating municipalities and entrepreneurs).

- Stakeholders — subjects influenced by certain activity (e.g. inhabitants and their unions,
visitors etc.).

-~ Placeholders — in spatial principle, subjects in whose interest areas is activity realised
(e.g. Regional authority, Protected landscape area administration, ministry).

Split of subjects into mentioned groups is not absolute; it depends on topic or situation. There

can be also diffusion of these positions. Types and positions of participants relates with

possibilities of support of regional development. Form this view could be divided following

basic types of support:

-  Direct support — direct support through participant’s sources — human, financial,
material sources.

- Role of coordinator — active access to coordination of specific participants’ activities.

- Initiatory role — stimulation of activities of specific participants including support.

Instruments of Rural Development
Development of rural areas in the Czech Republic is laid in strategic document “National
Strategic Rural Development Plan of the Czech Republic for the period 2007-2013” and is
realised by programme document “Rural Development Programme for the period 2007—
2013”. However, nor this Programme clearly defines rural areas.

Rural development policy on European level for period 2007-2013 defines four main axes,
whereas rural development is concerned mainly in third and fourth axis:

L. Improving the competitiveness of the agricultural and forestry sector

II. Improving the environment and the countryside through land management

1. Improving the quality of life in rural areas and encouraging diversification of
economic activity (values for rural areas)

IV. LEADER

The third axis helps to develop local infrastructure and human sources in rural areas with the
main goal to improve conditions to economic growth and set up of new working places in all
branches and for diversification of economical activities. Finances set to diversification of
rural economy and quality of life in rural areas should contribute to main priority which is to
set up new working opportunities. Measures available in axis 3 should be used mainly for
support of capacities building, gaining of skills and organisation of local development
strategies, also for maintaining of rural fineness for next generations. By supporting
professional preparation, knowledge and entrepreneurship is necessary to be aware of special
needs of women and young people.

Method LEADER brings into rural development possibilities of innovation leading through

local based approach from down to up (local action group, LAG). Financial support set for
LEADER should support to priorities of axes 1 and 2 and mainly 3 but also could be
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important for priority “improvement of operating and releasing of endogenous potential for
rural development.”

Except from support from Rural Development Programme, it is possible to use finances from
seven Regional operational programmes (ROP) or eight thematic operational programmes
(OP). Global aim of operational programmes is acceleration of development and reduction of
disparities among regions in the Czech Republic. Specific goals of ROP concern priorities of
smaller town and rural areas, e.g. support of local products, raising of value of natural
heritage, tourism and attractiveness of territory, support of small-scale farming, protection of
landscape etc. On regional level should be rural development defined in Regional programme
of development, on local level in local strategies of development.

Case Study — Hrotovicko microregion
Hrotovicko microregion consists of sixteen municipalities which are located on north-east
side of the Ttebic district. Total 7 119 inhabitants lived on this territory on January 1, 2007.

Management of municipalities in the microregion is very limited — there are only building and
agricultural committees, committees for public affairs, culture, youths, sport and school are
missing, which is closely connected with limited comprehension of development. Only
solving of problems with technical infrastructure (“hard projects”) is considered as
development. Mayor of municipality has very important position — he/she suggests topic of
projects at the most cases, he also prepares projects and cares about their realisation.

A great deal of municipalities of the microregion haven’t applied for any project, more used
are grants of Vysocina region. Five municipalities applied for support from any dotation
programme which was interesting and financially available even though it has not
corresponded with priorities of the municipality. It means that strategy of municipality
development is development tool but it is usually adjusted according to recent needs.

In the most cases municipalities cooperate with unions as an important endogenous activity
which empowers local rurality. However, usually only sport and cultural actions are held.
Municipalities also often cooperate on organisation base with local entrepreneurs (help with
improvement of municipalities’ appearance — mainly farmers). External firms ensure pick-up
of garbage, commerce, transport, green maintaining, applying for grants, social services.

Municipalities are members of available optional unions which are located in the region. The
main contributions of membership in the union could be: better change to obtain any subsidy,
important aspect is also exchange of experience, better access and transfer of information for
municipality and its inhabitants, building-up of tracks for bikes, support of innovation
(broadband internet), possibilities of marketing, propagation of microregion as an unit etc.
Nevertheless, there is still one question — whether the membership in unions is active or if it is
only formal.

CONCLUSION
Possibilities of rural development are limited by many factors, from real dispositions of
people, territory to administrative barriers. Unclear delimitation of rural areas and indefinite
settings of competences of rural development participants will not contribute to rural
development. Limited management of municipalities could be considered as a next barrier;
better integrated are municipalities with full time mayor who has rich experience and wide
social network.
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Mainly investments into infrastructure are considered as development, whereas, according to
mayors, human relations in municipalities became markedly worse. In principle, local
community degrades from the inside, which means deformation or even liquidation of local
communities and their transformation and approach to urban settings.

As it was already noted above, financial budget of municipalities in microregion enable only
formal survivance of local administration. It is necessary to obtain subsidies for any projects,
even for those which could be hardly defined as development ones. Endowment policy is
highly un-transparent and disintegrated. This process has to be formalised, it has to be
transparent and project has to be well understandable for more effective administration
(translated from Holecek et col., 2008).

Cooperation of local subjects and also among regional subjects is in recent time mainly
formal and it is not really active. Cooperation of municipalities and synergy of participant of
and effective use of tools of development are not be only possibilities but necessary condition
of successful development.
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PROCESS OF STRATEGIC PROGRAMME DOCUMENTS
CREATION AND PROGRAMME OF ECONOMIC AND
SOCIAL DEVELOPMENT OF TOWN PRESOV

Viktoria Ali Taha, Jaroslav Dodecky

ABSTRACT

The aim of submitted article is to offer the view over the process of strategic programme
documents creation with emphasis on creation of the Programmes of economic and social
development. This Programme is medium term and open document and contains the survey of
potential of the territory, projection of the opportunities, identification of advancement
directions and specification of its goals. Its part is also assignation of the tasks and needs in
regional development and draft of financial and administrative provision. Particular attention
is given to regional planning which is important part of the regional development
management. The last section of this contribution focuses on analysis of Programme of
economic and social development of town Presov.

KEY WORDS

regional development, regional planning, programme documents, Programme of the economic
and social development, strategic vision.

INTRODUCTION
European regional policy is designed to bring about concrete results, furthering economic and
social cohesion to reduce the disparities between the development levels of the various
regions. The regional policy helps to finance concrete projects for regions, towns and their
inhabitants. The idea is to create potential so that the regions can fully contribute to achieving
bigger growth and competitiveness and to exchange ideas and best practices.
Recently, in Slovakia the attention given to the regional development has been increased due
to the request to provide balanced economic and social development of the Slovakia and to
reduce development disparities between the regions. Regional development is financed from
the public funds — national budget, self-governing region budgets and municipalities budgets,
from the natural and legal persons coffers and also from the European union funds.
The NR SR Act legislative No. 503/2001 Z. z. about regional development support adjusts the
support conditions of the regional development as well as the sphere of actions of the
governmental agencies, self-government regions and municipalities. This act defines regional
development as the sustained growth of the economic potential and social potential of the
region, which increases its economic level, efficiency, competitiveness and living standard of
its inhabitants.

REGIONAL PLANNING
Except private sector is strategic planning process used also in public sector. Planning of
development is inevitable element of systematic management of the regional development,
which facilitates the economic growth of the regions, cities and municipalities and the
increasing living standard of its inhabitants.
Ipso iure the § 3 NR SR Act No. 416/2001 Z z. about transfer of some of governmental
agencies scopes to the self-governing regions — into the sphere of action of the self-
governments belongs regional development area, specifically :
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e running of a regional development strategy
e coordination of tasks associated with the provision of the economic development and
social development of the area
e coordination of conception pursuance of the self-governing region development
e provision of information, numeric data, analysis and reports to governmental agencies
and municipalities pursuant to their requests.
Well prepared planning process can bring advantages and benefits for the municipality and
self-governments. By setting coherent priorities the municipalities and self-governing regions
are able to implement the long-term development based on strategy. Regional development
strategy offers a strategic and long-term perspective on the future development of the region.
It has been prepared in close consultation with the community and seeks to define an agreed
vision for the region and to frame an agenda which will lead to its achievement. The regional
development strategy has a strong influence over where development is placed or should be
placed in future to have maximum economic and social benefit.

PROGRAMME OF THE ECONOMIC AND SOCIAL DEVELOPMENT
One of the substantial instruments exploited in execution of the regional development support
are Programmes of the economic development and social development. In accordance with
the NR SR Act No. 503/2001 Z. z. and 351/2004 Z. z. about the support of the regional
development the principal programme document of the new planning system is the
Programme of the economic development and social development (PESD). These programme
documents of the regional development are elaborated on the self-government level and
municipality level.

In accordance with § 9 of this Act the Programme of the economic development and social
development of the self-governing region is medium-term programme document, which
contains :

a) analysis of economic development, social development, environmental development
and development of the culture in self-governing region area, main advancement
directions and specification its goals and overriding needs

b) determination of the districts and communes, which have need of aid and subvention
owing to assurance of the balanced development of the self-governing region

c) tasks and first-rate needs in the development of technical infrastructure, social
infrastructure, in preservation of environment, of education, of culture and in other
fields

d) draft of financial and administrative provision

Programme of the economic development and social development of the self-governing
region is principal programme document of the implementation phase in support of regional
development in the area. It implies dominant trends of development of the area as well as the
targeted actions taken for stimulation of the economic and social development in the area. It is
medium-term document generally elaborated for the period 7 — 10 years.

PESD of the self-governing region is conceptually oriented as comprehensive economic and
social programme of the self-governing region territory, which includes areas and missions of
financial character development. It also clearly defines availability of financial resources —
including EU coffers as well as non-financial character tasks as are policies, instruments,
political support, references for central public authorities etc.

The PESD consists of three parts — analytical, strategic and implementing. Creation
proceeding of this Programme materializes on regional and local level in the same way.
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According to Coplak' each strategic plan and consequently Programme of the economic and
social development of the self-government or municipality has to primarily answers the
questions :

» Where is our region or town now?

» Where our region or town want to be?

» How can our region or town get there?

These essential question indicate the process of elaboration of the PESD, which materializes
in the following way :

1. At first is important to execute the exhaustive analysis of the situation in the region
which implies description of the present state and information about crucial fields of
living in the region. Furthermore is needful the analysis of the external environment.
One of the most convenient and exploited methods is SWOT analysis which presents
integrated view of situation in the area (region, township).

2. On the strength of analysis is elaborated Strategy of development of the region or
town. Considerable step is creating of strategic vision — that is certain idea of how the
area (region, town) should look like in the future. Likewise is intended the routing of
the further development in the area. From the vision are derived particular strategic
objectives.

3. Consequently, pursuant to elaborated strategy are designated respective operational
plans. The aim of these plans is transformation strategic objectives into respective
steps. Besides description of the project the operational plans contain clarifying the
importance and benefit of the project for the territory, execution date, subjects
responsible for its pursuance as well as the financing manner (financial plan).
Eventual output of this phase is the project intention.

After conduct of development program is important to specify the responsibility for

realization of demarcated objectives — that means to designate the working team which is in

charge of implementation, monitoring and control of performing of the objectives and tasks,

amending and updating of the document.

Essential philosophy of the document consists in concentration on priority development fields

and preferred regional challenges in these fields. PESD respects the subsidiarity principle.

This document is conceived as open document, thus implies proposal for preparation

mechanism of its implementation as well as proposal of process of its monitoring, evaluation

and running up-dating.

Summarily we can say that the mission of the PESD is to map the potential of the territory, to

create strategic document of development of the area, project opportunities, mechanism for

implementation and updating of this strategic document. Part of PESD are objectives,

measures and project intentions which are formulated for purpose of making partnerships and

participation of inhabitants, investors and other local subjects.

At creating Programmes of the economic development and social development of the self-

governing regions is necessary to respect fundamental principles of the regional policy of

European Union which are :

= principle of concentration — necessity of routing of the efforts and coffers on the most
significant problems of the regional policy and on the support of development of the
regions with the lowest economic efficiency and living standard of population
= principle of partnership — necessity of close cooperation and active involvement of

competent authorities on all levels id est European, national, regional and local in

" http://www.ecocity.szm.sk/pro/postup.html [2]
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preparation and realization of development documents and projects and in monitoring of
their accomplishments.

» principle of programming — necessity of conceptual approach in securing of
development of the area, it means the obligation to prepare regional development
documents

= principle of complementarity (additionality) — observance of principle that state (or EU)
coffers are only complementary resource for support of activities in the region

» principle of subsidiarity - provision of functional dividing of competences on central,
regional and local level; responsibility for effective exploitation EU funding moves
along at the closest to administrators of proposed project

» principle of monitoring and evaluation — it means the continuous monitoring and
evaluation of practised arrangements, of implementation of concrete projects and
checking of over-all efficiency of expended funds exploitation.

Programmes of economic and social development of the self-governing regions and of the
municipalities (towns) situated in the region are interconnected one another. In accordance
with the NR SR Act No. 503/2001 Z. z. about the support of the regional development the
PESD of the towns and cities situated in the region are basis of elaboration of PESD of the
self-governing region. According to §17 of this Act every municipality ought to contribute
participation in developing and implementation of PESD of the region where these
municipalities belong to.

Next part of this article is focused on the analysis of development strategies and priority
development areas which are part of PESD of town PreSov for the next period 2008-2015.

ANALYSIS OF PROGRAMME OF ECONOMIC AND SOCIAL
DEVELOPMENT OF PRESOV

Development programme is a new strategy of social and economic development of county
processed in 2001-2002. Due to time gap, it was necessary for this development document to
revalue and formulate new elaborate, plausible and achievable measures, which can enable
town better to make up with running changes of extrinsic surroundings. Predicated PESD of
town PreSov for 2008-2013 replaces Strategic plan of economic development of town PreSov.

Within the scope of analytical phase, there was in the form document of county town called,
The profile of town Presov, processed the brief socio-economic analysis.

This material contains measurable data and objective identifiable facts and it relates to profile
of town from 2001. The aim of processing profile of town was to provide facts for decision-
making about the direction of development document, to describe local characteristics
features and tendencies in context of national and regional development and to determine
singularities which can serve a source of comparative advantages or vice as a of jeopardy. The
stance of the most important employing subjects from industrial sector from the sector of
trade and services towards the town and their plans to the future in are analysed in the Survey
of business surroundings, at which the members oh commission personally participated in the
forms of interviews.

There were except of workers of Town Council contributing into the processing of this
document through form of participated planning, also other authorities of trade, financial,
industrial, academic and cultural sphere who created so called Commission for processing
PESD.
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Based on the analyses of realised survey of business surroundings in PreSov and discussion of
Commission for processing PESD, were chosen three independent but mutually connected
topics as prior areas of town development.

A. Economic development and competitiveness

B. Human resources and education

C. The quality of life and renewable resources
They are included equally into the Programme of economic and social development of town
and they make its core. Infrastructure is covered implicitly in these topics as a horizontal
intersection theme which has the specific characteristics based on the fact whether it is
business infrastructure, infrastructure for human resources development or infrastructure of
the quality of life. Similarly, horizontally, the issue of marginalized and endangered groups is
inserted into the all prior fields of development without highlighting this aspect.
There were discussed the analysis SWOT, strategic vision and global aim at meetings in 2007,
which were then processed and offered to members of commission for commenting. The
members of commission and other people involved formulated specific aims, measures and
activities for improvement of condition in the fields stated. PESD of the town PreSov contains
10 specific aims and 41 regulations in total.
The aim of this initiative was not only the processing of development programme but also the
provision of generally better conditions for development and growth of town, mobilization of
intrinsic potential and deepening the cooperation between self-government and community.
To create the formal document is not the purpose of this process but it is mostly realization of
planned activities.

STRATEGIC VISION

PreSov will be important European regional centre effectively using human, natural and
energy sources. It will be the centre of progressive education and attractive location for
competitive plants developing innovations and production with higher surplus value.

Fusion of healthy environment offer, quality housing and many opportunities for spending
free time will make PreSov into attractive place for valuable life.

To fulfil its strategic vision, town PreSov concentrate its effort on fulfilling global aims:

% ECONOMIC DEVELOPMENT AND COMPETITIVENESS

To create in PreSov favourable surroundings for development of existing and creation of new
competitive business subjects creating new vacancies, the development of which will be
founded on innovations and production with higher surplus value.

s HUMAN RESOURCES AND EDUCATION
To strengthen PreSov as a centre of education with balanced offer of progressive fields of
study and specializations focused on the needs of practice.

s THE QUALITY OF LIFE AND RENEWABLE RESOURCES

To create in PreSov such an offer of housing, social background and spending free time which
together with quality environment will contribute to attraction of town for citizens. To use
progressive vintage technologies and know-how in the areas of effective usage of natural and
energy resources which will contribute to permanent development of town and region.
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REALIZATION OF PESD

Between the creation of programme of economic and social development and its realization is
an important difference. Preparation of plan is creative process, which requires participation
of the widest sphere of citizens with vital knowledge, experience and with different looks on
the future of town. On the other hand, assurance of plan realization is management task,
which requires detailed surveillance over the activities of many individuals, private and public
organizations. For these purposes is necessary to choose smaller group of well-prepared
individuals, who are willing to assert and provide the realization of programme.

AlNova and Berman Group - creators recommend to town PreSov that the above mentioned
group was actually Commission for management of realization PESD. This commission
should be of such a size so to be operative enough and there should be representatives of
public and private sector, who participated to creation of PESD.

For successful realization is recommended:

1. Assignment of Town councillors so the Mayor of town would create the Commission
for management of realization, to which the responsibility for management and control
will be handed over. This commission will realize the regular surveillance over the
fulfilment of regulations in particular key fields of development and will suggest

changes in case of conditions change and some regulations will not be current or will
not be able to be fulfilled,

2. To realize particular tasks of programme through common methods and procedures of
Town Council and other institutions involved, while crucial for success will be
monitoring and coordination of these tasks realized by assigned department of Town
Council or other persons involved,

3. It is recommended to make the widest public familiarize with the PESD including the
explanation that a consensus of representatives of public and private sectors in town
was achieved. By publishing the crucial part of Programme of economic and social
development of town PreSov (specific aims, regulations) in the daily press and by
creation of internet presentation, the development document will gain a support and
possibility of participation of other citizens, institutions and plants in town.

CONCLUSION
The main idea of regional development is to utilize the potential conditions and so the region
could fully contribute to achieving bigger growth and competitiveness and to exchange ideas
and best practices. The first step of regional development of the PreSov was creation of the
strategic programme document — Programme of economic and social development of town
PreSov. Only the future exposes if this strategic document will be implemented and
successfully apply into practice.
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VOUCHER SCHEMES - THREAT OR OPPORTUNITY FOR
THE CZECH HEALTHCARE SECTOR

Zuzana Darmopilova, Marek Pavlik

ANNOTATION

Introduction:

Healthcare markets are traditionally perceived as an arena characteristic by the “rationalized”
state regulations which aim mostly to fulfil four key goals of healthcare systems: equity,
efficiency, effectiveness and patient satisfactions. Typically, for doing so, both the supply and
the demand sides can be regulated. Vouchers schemes can be seen as those instruments
stimulating the demand side; it means that the purchase power is transferred to the client. The
aim of the contribution is to find out whether vouchers schemes could be beneficial to the
Czech healthcare system.

The first part of the contribution presents the theoretical framework for the vouchers schemes
implementation in the healthcare sector. The specificity of the Czech healthcare system is
crucial for the evaluation of the potential vouchers implementation. The possible vouchers
benefits are studied from the quality, equity and efficiency point of view. At the same time the
authors are determining the type of healthcare services for which the vouchers schemes could
be used in the Czech Republic. Another issue discussed in the paper is the question if the
vouchers are or are not some kind of fiscal illusion which could influence the real
performance of the healthcare system. The last part of the contribution summarises the threats
and opportunities related to the potential vouchers introduction to the Czech healthcare
system.

Methods:

The main method used for the analysis is based on relevant literature review. Foreign
experiences are applied to the specific condition of the Czech Republic. The health care
system is divided into several categories according to the type of the healthcare services
(primary, secondary; standard care, etc.). For each of determined categories, the authors are
searching the potential eligibility for the vouchers scheme — for doing so the qualitative
methods are used. Final conclusions are based on aggregation of the partial results; in this part
the simple tools based on SWOT analysis are used.

Results and conclusions:

The results of the contribution are still in progress. Even if the use of vouchers in the
healthcare system presents an appropriate tool while regulating the demand side on the
healthcare markets; the authors presume that vouchers implementation in the Czech
healthcare system represents more threats that opportunities. There is a risk of fiscal illusion
which could cause the implementation deficit too.

JEL classification: H44, 111, 118

KEY WORDS

Healthcare system, vouchers schemes, healthcare markets

247



INTRODUCTION

Healthcare markets are traditionally perceived as an arena characteristic by the “rationalized”
state regulations which aim mostly to fulfil four key goals of healthcare systems: equity,
efficiency, effectiveness and patient satisfactions. Typically, for doing so, both the supply and
the demand sides can be regulated. Vouchers schemes can be seen as those instruments
stimulating the demand side; it means that the purchase power is transferred to the client. The
aim of the contribution is to find out whether vouchers schemes could be beneficial to the
Czech healthcare system.

The first part of the contribution presents the theoretical framework for the vouchers schemes
implementation in the healthcare sector. The specificity of the Czech healthcare system is
crucial for the evaluation of the potential vouchers implementation. The possible vouchers
benefits are studied from the quality, equity and efficiency point of view. At the same time the
authors are determining the type of healthcare services for which the vouchers schemes could
be used in the Czech Republic. Another issue discussed in the paper is the question if the
vouchers are or are not some kind of fiscal illusion which could influence the real
performance of the healthcare system. The last part of the contribution summarises the threats
and opportunities related to the potential vouchers introduction to the Czech healthcare
system.

THEORETICAL FRAMEWORK

Vouchers are typically used in education or social systems. Let’s start by explaining the
voucher scheme principle in education sector. One of the earliest suggestions for government
use of vouchers was put forward by M. Friedman in 1962 as a way to fund education, without
excessive government intervention in the schooling market (Friedman, 1962). Vouchers
typically transfer purchasing power to the client. Rather than supplying tax income directly to
public schools tax is channelled to households as a voucher, roughly equivalent to the cost of
a child-year of education. The aim is to empower the household to pick the school (public or
private) that best suits parental preferences and the child's needs and to allow low-income
families access to private schools. It therefore places the onus on the school to provide quality
education, and to attract the household's voucher. The result is that schools perceived as ‘high
quality’ attract more students, receive many vouchers, and prosper. Inferior schools, avoided
by parents, are stimulated to increase their quality or must close down (West, 1996).
Experiences in many US cities have indeed demonstrated that this strategy forces schools to
be cognizant of customer perceptions, and satisfy customer needs (e.g. special classes, foreign
language training etc.) (Shaw, 1999)".

The vouchers schemes aim to improve the public resources utilization control. As the
increasing cost in the healthcare sectors is one of the most problematic issues all around the
world, it is worth studying whether the voucher scheme could be used in the healthcare sector
as well. Since in the healthcare sector (such as in the education), government intervention
takes often the form of supply-side subsidies, there is generally little control over what care
(service) is provided and to whom. Voucher, in opposite, means that the government subsidy
is directly provided to the service user, so the public resources become more direct and are
purpose related. Moreover, the service user is aware of the service price.

The voucher scheme principle seems to be very elegant and easy. However, in the healthcare
sector, there is at least one fundamental difference that makes the health vouchers scheme
utilisation more difficult than in the education sector. The basic vouchers idea in education is
based on the belief that the service users are able to recognize the quality of the offered
service. The healthcare user is, due to the information asymmetry, less capable to judge the

! Gorter A., Sandiford P., Rojas Z., Salvetto M. (2003)
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objective quality of the healthcare service. This fact complicates the vouchers introduction in
the healthcare sector but does not imply the impossibility to implement them.

In the following part of the paper, the authors present some of the theoretical health vouchers
consequences. These consequences are studied in the Czech healthcare system from the
quality, equity and efficiency point of view; in fact quality, equity, effectiveness and
efficiency are often regarded as main goals of the health policies in general and Czech
Republic is not an exception. The authors focus on the competition issue mainly which is a
tool how to increase the efficiency of the healthcare sector.

The health vouchers schemes can introduce/influence following issues (Gorter A., Sandiford
P., Rojas Z., Salvetto M., 2003):

— the introduction of competition for public subsidies;

— separation of purchaser and provider roles with the introduction of contracting;
— targeting subsidies to the poor and/or high risk/vulnerable groups;

— remuneration of provider in accordance with production;

— increasing choice of provider for patients;

— quality accreditation of providers;

— the introduction of public-private partnerships;

— restricting funding to cost-effective evidenced based best practices;

— event-based program monitoring and evaluation.

THE INTRODUCTION OF COMPETITION FOR PUBLIC SUBSIDIES
Competition can be introduced into vouchers schemes in at least two ways. The first one is to
select only some providers who would be eligible to receive vouchers, the second one is to let
providers to compete to attract the vouchers bearers. For both mentioned possibilities, it is
necessary to know the quality of the healthacare service the providers are offering and to have
reliable methods how to compare the quality of services provided. The quality measuring is a
very complex issue; moreover the objective (medical) and subjective (felt by the patient)
quality could differ.

In the case of Czech Republic there is a tendency to increase the competition among providers
and also among payers. It is possible to claim that the competition introduction is one of the
main goals in the last reform strategy. If the Czech health policy makers choose to use the
vouchers scheme” in order to increase the competition in the healthcare sector, there are many
problematic decisions to make. How to choose the providers for the voucher scheme; how
many providers to choose for the voucher scheme; who would choose them and/or how to
motivate them to integrate the voucher scheme? The main question is for which kind of
service we would use the vouchers*?

From the discussion in the literature, it flows that the voucher scheme is mainly used for
hospital care providers. Let’s accept this assumption. In the Czech Republic there are different
hospital founders’. If the aim of the health policy is to increase the competition in the whole
system via voucher scheme, there is a probability that the voucher scheme should be created
at the national level. But in the Czech reality, it is possible to observe different strategies for
every hospital founder. Thus, who should decide which hospital is going to be integrated to
the voucher net? If the Ministry (founder of the biggest number of hospital beds) introduces
the voucher scheme in its hospital, this decision can create some kind of inequality for the

2 For more details, see Gorter A., Sandiford P., Rojas Z., Salvetto M. (2003)
? The reform strategy does not intend to use the voucher scheme.

* Will be studied in the independent part of the paper

5 Ministry of Health, Ministry of Defence, regions, municipalities, etc
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whole system which is very negatively accepted in the Czech mentality. If the Ministry makes
the decisions for the whole hospital net in the Czech Republic, the other founders will be
dissatisfied because the central level would take them some part of their autonomy. If every
founder has the possibility to choose whether or not to introduce the voucher schemes, the
voucher nets would be rather smalls. Will it still be beneficial for the efficiency of the system?
Other issues related with this choice problem are administrative costs of those voucher
schemes. The authors believe that the management of the voucher scheme (in any of the
above mentioned form) will be relatively costly. The above mentioned arguments constitute a
very important impediment for the voucher scheme introduction in the Czech Republic.

There is another very important problem; this is how to motivate the hospitals to integrate the
voucher scheme. Their motivation is related to the benefit they can reach from the voucher
scheme. Obviously the benefit should be financial but in some cases there are several non-
material benefits (such as publicity, reputation, etc.).

There is also the “quality measuring” problem. We do believe that payers in the Czech
Republic dispose of relevant data, so it would be possible to choose providers for the voucher
scheme according to the quality of their services. As these data start to be published,
healthcare users could consult them. Thus, it would be totally imaginable (and desirable) that
Czech patients become more able to judge the quality of different hospitals, it would help
them to bring the voucher (money) in the right health establishments. From this point of view,
the voucher introduction (respectively the competition increase) could really be beneficial for
the system.

Another tool serving to increase the competition in the health system is i.e. selective
contracting, which is already introduced in the Czech Republic. For this reason, the authors
claim that even if the voucher introduction can increase the efficiency of the system via
competition, it is not an appropriate form for the Czech Republic, it is better to use other
instruments aiming to increase the competition (selective contracting, i.e.).

SEPARATION OF PURCHASER AND PROVIDER ROLES WITH THE
INTRODUCTION OF CONTRACTING

The role of provider and purchaser are separated. The purchaser decides what services are
needed. The provider “sells” the service and is negotiating the price with the purchaser. This
kind of contracting and separation could lead to more rational allocation of resources, so this
tool is one more related to the efficiency and effectiveness aims of health policy.

As already stated above, the selective contracting is a tool which is already used in the Czech
Republic. Voucher scheme is one option how to introduce the selective contracting which is
not used (or chosen) in the Czech Republic.

TARGETING SUBSIDIES TO THE POOR AND/OR HIGH
RISK/VULNERABLE GROUPS

Vouchers enable to focus public subsidies to selected groups in the population (i.e. poor,
people in higher need). This is related to the solidarity and equity increase in the healthcare
system. It is very important to know how to select the disadvantaged groups to which the
vouchers are going to be redistributed. Even if the group is well targeted, there is still the
question whether those vouchers will be really used or whether they will be used in the way
the government expected.

This issue is a very complex one which demands a detailed analysis. It is not discussed in this
paper; it is the subject of independent future research.
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REMUNERATION OF PROVIDER IN ACCORDANCE WITH
PRODUCTION

The healthcare providers are remunerated according to the number of vouchers patients. This
is the real demand-side subsidy, it is expected that the government subsidies will support only
the providers chosen by vouchers bearers (because of their quality) so the technical efficiency
is strengthen.

In the Czech Republic it is the payer who is judging the providers quality and in accordance to
their quality the payer negotiates with the provider the price of their services. So, theoretically
the Czech provider net depends crucially on the quality of care.

The shift of the decision to patient (who will decide whether or not to bring money in
different hospitals) is possible. In the last reform proposal, we plan to introduce the individual
health insurance plans (negotiated between the patient and the payer). The patient would
present his/her requirements to the payer (which provider he/she is willing to use) in
accordance to the quality of care in different hospitals. As in the case of selective contracting,
the voucher scheme is an option how to give more autonomy and more responsibility to the
patient (client) which was not used in the Czech Republic.

INCREASING CHOICE OF PROVIDER FOR PATIENTS
Competitive vouchers introduction can be understood as tool serving to increase the choice of
providers for patients. Vouchers bearers can choose more health establishments; there are
smaller cost barriers. This means that the providers compete for the vouchers bearers so they
are motivated to increase the quality of their services.

In the Czech Republic citizens have the free choice of provider. Nevertheless, the choice
could be strengthen, for doing so we are planning to use the individual health plans. The
vouchers schemes remain an alternative for the health policy makers.

In the next part of the paper, the authors study for which kind of the healthcare services could
be used in the Czech Republic.

THE ANALYSIS OF VOUCHERS SUITABILITY UNDER SPECIFICITY
OF THE CZECH HEALTH CARE SYSTEM®

As we mentioned above the vouchers are doubtless useful tools; however only under specific
conditions. If we want to discuss the vouchers suitability we should answer following
question:

- Who is eligible for vouchers (how is determined target group)?

- Who (and how) should distribute the vouchers to the target group

- Which services or care is suitable for vouchers?

- What is impact of vouchers implementation?
There are two main categories of possible recipient of vouchers: whole population, selected
(vulnerable group). Gorter A., Sandiford P., Rojas Z., Salvetto M.(2003) and other studies
often introduce cases from countries where part of population have limited access to the basic
health care services; generally due to lack of financial resources. E.g. Emanuel, Fuchs (2005)
consider universal vouchers system as a tool of how to resolve current problems in US health
care system. In the system of public insurance, vouchers are usually used as a stimulus for
purchasing additional services (included prevention). Vouchers also seem to be tool for

® Note: Authors assumed that readers have common knowledge about the Czech health care system. Due to
limited extend of the paper, it is impossible to introduce facts about Czech health system.
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increasing involvement of patients on their health. The Czech Republic has public insurance
system with nine Health insurance companies which offer benefits programs’
Considering the vouchers as prospective reimbursement method we necessary need to discuss
of who should distribute the vouchers. We take into account the government, local
municipalities, Health insurance companies, NGOs, charity organizations and also
employers®
All determined categories according previous questions are presented in following table 1
which shows possible advantages and disadvantages of vouchers scheme with respecting of
four main principles of health care”
The third question of suitability of services is analyzed through following categories:
ambulatory care (GP'" specialist), dentists, hospital care and other services (i.e. spa, plastic
surgery, fitness programs etc.). Results of analyses are presented in the table 2.
If we discuss the impact of vouchers; we should take into account two possible outcomes:

- Positive effects (negative effect) — i.e. improving quality of services, improving health

status indicators, etc.
- Positive fiscal illusion (negative fiscal illusion) — change of patients’ (providers’,
payers’) behaviour as a result of “administrative change”.

The real effect is not more important than the perceived one. If the vouchers should stimulus
some groups of patients to the desirable behaviour — without real change of allocation
mechanism — than the vouchers should be considered as a potentially prospective method.
Maly (2006) showed that fiscal illusions are rather growing phenomenon than is expected.
The fiscal illusion is sometimes understand as more negative phenomenon, however if the
illusion leads “players” on health market to the effective behaviour, the potentials of such
illusion should be discussed at least. In short, fiscal illusions have to be considered as a part of
vouchers scheme and apparently should be analyzed deeper in future paper.

7 The health reform increasing competition environment among Health insurance companies and providers could
be considered as postponed, therefore nowadays HIC’s benefit programs have only limited space for
competition.

¥ Employer especially in the US have strong role in the health care system. The analysis of the Czech health
system will abstract form this category

% equity, efficiency, effectiveness and patients’ satisfaction

1% General practitioner
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Table 1: Suitability of vouchers scheme — respecting equity, efficiency, effectiveness and patients’ satisfaction

Target group
Whole population

Low income
families,
Social excluded

groups

Pensioners>

Illegal
immigrants

Vulnerable groups

Possible provider of vouchers
Government (central

Local Municipalities

Represent systematic change; necessary to create and implement

system rules and vouchers delivery system

- expensive implementation

+ stimulation for responsibility of patients

- no equity (not for the whole
population)

+ equity (the same in every region,
health facility, etc.)

+ effort to solidarity

+ removing barriers (healthy
population is  potentially  more
productive — i.e. cost of vouchers may
be returned by the taxes

- expensive implementation

- choice of the right group is difficult,
no efficiency at the national level
- no equity (nmot for the
population)

+ equity (the same in every region,
health facility, etc.)

+ solidarity

+ possible utilization of
distribution system

whole

existing

- no equity (possible
differences in regions

or health facilities)
+ principle of
subsidiarity, the

choice of the right
group less difficult

- expensive
implementation

- no equity (possible
differences in regions
or health facilities)

+ Enabling entrance to the basic health care
There are more social reasons for vouchers than economic

! However the function should have a benefit programs for insurers
? higher demand on health services
3 In fact, demand for hospices is higher than supply, therefore the vouchers wouldn’t have any impact on quality of services
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Health Insurance companies

+ possible as kind of benefit

+ stimulation to the
responsibility and prevention
+ technically possible for
elected services'

- expensive implementation

- lack of knowledge

- no equity — can differ in
every HIC

+patient motivation to behave
as a client (what HIC to
choose in accordance to their
voucher offer)=>better HIC
quality

+ better control of healthcare
services used by vulnerable

group

+patient motivation to behave
as a client (what HIC to
choose in accordance to their
voucher offer)=>better HIC
quality

+better control of healthcare
services used by pensioners

NGO, charity
- technically impossible

+ knowledge of
environment

+ direct stimulus to the
patients (fiscal illusion)

- no real connection to the
healthcare system, lack of
knowledge

- impossible only for
selected cases (impossible
standardized
implementation)

+ direct targeting

- no real connection to the
healthcare system, lack of
knowledge

- possible only for specific
services (e.g. hospices®)



Previous table showed advantages and disadvantages of the vouchers implementation but
there is a question of which kind of health service is more suitable for vouchers than the other
ones. Anyway we have to consider the two types of care — prevention and treatment.
Following table 2 presents results for both types.

Table 2: Suitability of vouchers according the kind of health service

Kind of health Level of Target group Possible benefits Possible risks

care service patients’
co-payments
Ambulatory — Low Vulnerable Removing cost barriers Difficult motivation of
GP, specialist groups Stimulation to prevention  the GP’s to integrate
Better control over the the voucher net
used services Administrative costs
More bureaucracy
Dentists High Vulnerable Removing cost barriers Difficult motivation of
groups; Stimulation to prevention the specialists’ to
theoretically Better control over the integrate the voucher
whole used services net
population Administrative costs
More bureaucracy
Hospital care Low Vulnerable Removing cost barriers Choice of the right
groups Elimination of bad quality group
facilities
Challenge to better Administrative costs
reimbursement system, i.e.
in combination with DRG
Hospital network
adjustment
Other services High Whole Removing cost barriers Expensive
(spa, plastic population Stimulation to healthy life
surgery, ect.) style
CONCLUSION

We conclude that vouchers under specifity of the Czech Republic have very limited potential

to use. There is no definition of standard services (covered by the public insurance) and above

standard services (paid by the patient). Therefore theoretically is each “necessary” service
available for each patient. The patient has a right of free choice of specialist as well as facility.

Because of that we could expect that patient choice of provider would be same with or

without vouchers. Vouchers have no impact of waiting list or other capacity problem.

Vouchers seem to be suitable in three cases:

1. Vouchers for “above standard” and “prevention” care, as a direct patients’ stimulation to
responsible behaviour. However the same function should fulfil “the benefit system”
provided by the Health insurance companies

2. Vouchers for social excluded groups — distributed by the NGO’s in the paper form should
be more simulative than usual “benefit programs”. However this possibility represents
some kind of fiscal illusion.

3. Voucher for illegal immigrant — distributed by the NGO’s (supported by the government)
represent tool for support to the excluded vulnerable group

It is obvious that deeper analysis needs more space and work; however this paper was

conducted as a part of wider project which analyzes the possibility of vouchers scheme

utilization across all parts of public sector.
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PATIENTS’ EXPECTATIONS TOWARDS HEALTH-CARE
WORKFORCE

Anita Morze

ANNOTATION
On one hand, the healthcare centers aim at providing the cutting-edge and optimum treatment
methods but on the other hand, they are dependent on the economic factors (the financing
level incongruent with the incurred costs). Therefore, one should bear in mind that in the era
of self-financing in case of both public and non-public healthcare centers a loyal patient is
a source of income for these units.

KEY WORDS

Health care, market research, marketing.

INTRODUCTION

The reform of the health care system in Poland made public health-care institutions
to become independent centers operating under the rules of free market. As a result
a phenomenon of competition and striving for patient has occurred. It became clear that all in
sudden a numerous number of loyal patients possessed an impressive bargaining power as the
new economic situation depended on them. In order to meet new challenges hospitals ought to
become patient-oriented and focus on medical personnel-patient relations and more
importantly doctor-patient relations. As far as those arguments are concerned, health care
services marketing seems to be crucial.

AIM AND METODOLOGY

The main objective of this article is to indentify patients’ expectations towards clinical
workforce. In order to do that both secondary and primary sources of information have been
used. Primary data is based on the research carried out in the Specialist Hospital in Cracow
from January to November 2008. The diagnostic opinion poll was used as a tool to solve the
research problem with the use of questionnaire survey. The target group constituted randomly
selected patients according to date of discharge from hospital.

Approximately 1300 correctly filled out questionnaires have been returned. As the survey
was conducted around 20 separate wards, the fact of hospitalization fundamentally influenced
the opinions. Moreover it enabled patients to asses all the raised issues as a whole.

RESULTS

The study of patients’ opinions concerning their expectations provides an opportunity to
recognize their needs and the service satisfaction level they are at as far as the service
provided by the inpatient healthcare unit they are in is concerned. The research did not focus
entirely on the satisfaction as it is the resultant of the patient’s initial expectations and the
perception of the provided service. The research concentrated on components
of the frame of mind, psychophysical condition, satisfaction or its lack in case of the
healthcare. The subjective assessment of the medical service components was examined:
medical personnel qualifications, the course of treatment, the feeling of full or partial
recovery.
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In the research tool, namely the questionnaire, there were three sets of questions concerning
three issues: patient’s general satisfaction, concentration on the patient’s needs, treatment
conditions — surroundings.

Figure 1. contains a set of questions and answers devoted to the patient’s general satisfaction.
The results are given as percentages of 1306 properly filled-in questionnaires. The general
quality assessment concerning this set of questions is a very high appraisal: almost 94% of the
researched evaluated the hospital positively; decisively negative opinions were shared only by
1.6% of all subjects.

Fig. 1 The list of questions and answers devoted to the patient’s general satisfaction.

Questions: Definitely | Rather | Rather | Definitely
No No Yes Yes
[%] [%] [Y0] [%]
In case of such a need I would go back to this
hospital 2 5 31 62
The way I was treated here suits me 1 3 31 65
I would recommend this hospital to my closest 3 4 30 63

I think that in this hospital there are bigger
opportunities of getting real help compared

with other medical centers 2 5 29 64
Given the chance, I think patients would like

to be treated in this hospital 1 5 35 59
Generally speaking I am satisfied with the

overall stay and treatment in this hospital 1 4 27 68

(o)}

I come to be treated here willingly 30 63

Source: Own study.

Figure 2. contains a set of questions and answers concerning the Concentration on the
patient’s needs. The results are given as percentages of 1306 properly filled-in questionnaires.
The general quality assessment concerning this set of questions is a very high: 92.7% of the
researched patients expressed their satisfaction concerning the health care provided in the
researched unit, the staff professionalism was positively assessed, yet 2.6% of the surveyed
patients had a negative opinion concerning the way the personnel addressed their needs.
Nonetheless, one should pinpoint that the patients (87%) are more concerned with the
physicians’ expertise and competence than with the attentions and pleasantries.
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Fig. 2 The list of questions and answers concerning the Concentration on the patient’s needs.

Definitely | Rather | Rather | Definitely

Questions: No No Yes Yes
[%] [%] | [%] [%]

Staying in this hospital makes me feel lonely
and helpless 54 31 9 6
I sense hurry whenever I contact the physician 56 32 7 5
I am being approached here as an ailing person,
not like a broken object 5 7 28 60
Anytime I have such a need I can turn to the
nurse or a physician 1 2 27 70
In difficult moments I would gladly talk to the
physician 1 3 32 63
It seems the staff treating me here is interested
in my health condition 2 3 27 68
If I feel bad I need the closeness of benevolent
personnel members who understand me 3 7 29 61
I think that the treatment and medical
procedures are carried out professionally 1 3 30 66
I think that my physician is a benevolent person 1 1 23 75
The physician takes into account my opinion as
far as my treatment in concerned 1 4 35 60
Talking to an understanding and caring
physician makes me feel well 1 3 27 69
Information concerning my illness are kept
confidential 0 2 3 67
I think that the treatment applied is helping me 1 3 35 61

What matters to me more is the physician’s
professional competence rather than his/her

proper behavior 4 9 33 54
The physician has got a sufficient mount of
time he/she can devote to me 2 5 35 58

Source: Own study.

Figure 3. contains a set of questions and answers concerning treatment conditions —
surroundings. The results are given as percentages of 1306 properly filled-in questionnaires.
The general quality assessment concerning this set of questions is a very high: 91.9% of the
researched patients positively appraised the conditions in which they were treated; decisively
negative opinion was shared by 2.3%. Analyzing the questions concerning the treatment
conditions, especially the hospital rooms, one may conclude that reason for such assessment
may be the obsolete hospital infrastructure.
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Fig. 3 The list of questions and answers concerning treatment conditions — surroundings.

Questions: Definitely | Rather | Rather | Definitely

No No Yes Yes
[%] [%] | [%] [%]

The atmosphere in this hospital is unconstraint

and pleasant 1 2 39 58

The hospital rooms are clean and pleasant 4 5 33 58

I think that the climate here is pleasant and it 2 2 33

facilitates my recovery 63

The nurses do their jobs in a professional 1 3 37

manner 59

The patients are treated here in modern 5 21 53

conditions 21

The nurses are understanding and caring 2 5 46 47

The hospital rooms are comfortable 4 10 54 32

The patients in his hospital get professional 1 4 56

medical care 39

Other members of the personnel are benevolent

and friendly 2 5 42 51

I can find peace here as well as experience

kindness from other people 2 5 49 44

The nurses are benevolent 2 4 39 55

Other staff members do their job well 2 3 41 54

Source: Own study.

Basing on the research, one can conclude which directions of change to choose in order to
arrive at improvement i.e. enhancement of the patients’ satisfaction. The medical care market
obliges to provide high quality services as a dissatisfied patient would not lodge a complaint
but would rather turn to a competition. In order to gain a client and retain one, one needs
information concerning the patients’ preferences and satisfaction. To avoid mistake of the
isolated research the results and conclusions of which are not put into practice or carried out
in a chaotic or hardly effective manner, the research should be carried out continuously in the

following way:

The study on patients’ satisfaction

Statistic study of the research results

|

Result analysis — conclusions

\

Designing changes aiming at improvement of service provision
alongside economic analysis

Making necessary changes in case of patients service
so as to improve their satisfaction level

\

Implementing more effective patient service procedures

|

Return to the study on patients’ satisfaction.
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CONCLUSION

Transformations on the healthcare market, resulting both from the medical care service
financing changes and the organizational and legislative ones related to the management,
service quality or human resources formation — have got a significant influence on the way in
which patients form their expectations as far as the expectations towards healthcare centers
are concerned.

The phenomenon of gaining independence by the public medical centers and the change in
their management has brought about fiercer competition. Therefore, more and more medical
centers undertake entrepreneurial activities (restructuring, organizational changes,
outsourcing) as they take into account the patient’s expectations to the biggest extent and thus
putting the emphasis on the patient’s satisfaction.

On one hand, the healthcare centers aim at providing the cutting-edge and optimum treatment
methods but on the other hand, they are dependent on the economic factors (the financing
level incongruent with the incurred costs). Therefore, one should bear in mind that in the era
of self-financing in case of both public and non-public healthcare centers
a loyal patient is a source of income for these units.

In this context, the matter of patients’ expectations towards a healthcare center is of utmost
importance. Especially, when one takes into account the fact that actual operation undertaken
in Polish medical care units aims at adjusting to the new conditions in which they operate.
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OUTSORCING IN STATE-OWNED HOSPITALS AS
A SOLUTION FOR EFFECTIVE COST MANAGEMENT AND
BUDGETING

Stanislawa Morze

ANNOTATION
All the circumstances which determine outsourcing of services as well as facilities bring about
many positive results such as: lower costs, higher-quality service, concentration on key
competences, smoother job organization and last but certainly not least significant
improvement in patient care and employee conditions. As a result competitive advantage
is obtained.

KEY WORDS

Health care, cost management, budgeting, outsourcing.

INTRODUCTION

The study concerns Polish health care system, particularly hospitals. The achievement of
success by a hospital in the market economy conditions depends mainly on the apt cost and
budget policy. The management process requires the application of tools supporting sound
cost policy and maximizing the income at all levels of the medical and auxiliary hospital
operations. In the circumstances of the necessity of cost cutting in hospital accompanied by
shortage of financial resources needed for renovation and replacement of exploited equipment
and apparatuses it is of great assistance to outsource auxiliary operations. Thus, the hospital
need not organize its own departments, invest in equipment and people. Providing
outsourcing services in healthcare is gaining in popularity. Currently, outsourcing is the most
commonly applied restructuring method in the sector. Healthcare centers outsource tasks
which are not related to basic medical treatments as a result of several basic considerations:
they wish to make use of their resources and potential carrying out basic healthcare functions,
prefer to outsource remaining operations to specialist companies as they care about cost
effective realization of their auxiliary services within the scope of laboratory diagnostics,
sanitation, catering or reception services characterized by the best relation of the service
quality to its cost.

AIM AND METODOLOGY
The main objective of this article is to pinpoint possible outsourcing application with its
particular focus on effective cost management and budgeting. The paper covers analysis
of decision-making process in the sphere of logistics based upon interviews and observations
carried out in the Region Lung Diseases Hospital in Jaroszowiec and in the Specialist
Hospital in Cracow between 2005 and 2008.

RESULTS
In healthcare, logistics is, above all, identified with the hospital auxiliary operations. The
holistic analysis of functional, instrumental and structural system features as well as their
interaction effects seem of most crucial importance in the process of logistic systems
(processes) identification and characterization. According to this, logistic system may be
presented as a set of logistic elements the relations of which are specified by means of proper
transformation processes. Among these elements, having specific properties, there are tight
connections also in the organizational sense. It means that the logistic system structure
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is constituted only by these logistic processes which in the systematic manner are
subordinated to appropriate organizational solutions. A complex approach within the concept
of logistics makes the identification of relations among particular elements gain in
importance. In practice, it means a transformation towards the operational approach focused
on logistic activities steering in the direction of logistically-oriented management system
concept.

The following are the outsourced auxiliary services: laundry, catering, sanitation and
cleaning, laboratory diagnostics, imaging diagnostics, transportation, financial and accounting
(invoicing, payment and insurance services). Outsourcing is also applied in the below listed
areas of healthcare operation: waste management, heating system, IT systems optimization/
infrastructure adaptation/ leasing, human resources management/ employee leasing/ HR and
remuneration services, designing internal logistic systems and storages, creation of supply
chain strategy, security services.

Fig.1 Presents decision area concepts for the hospital diagnostics laboratory

Does the hospital have the laboratory?

Yes

v E ]
Who operates the laboratory Is there a competition

on the laboratory service market?

The hospital emplovees

Are the services
provided outside the hospital?
Is the technical condition good?

The lessee

Is there a possibility
of cost reduction
by means of lessee change?

Yes

Is there a possibility
of cosl reduction

No

No Yes by means of service
Yes No v provider change?
es No
Can the costs Yes No
b“f reduced . ; Estimated cost
without any investments?
Is investing possible? Estimated cost
Is there a possibility Yeg: DO No
to expand operations? Yes
No. Estimated
Exploited  No € cost .
production ([ ack of clients, Effectiveness

capabilities  improper analysis
: ; ; location.etc.)

Is investing possible?

Investment
profitability
Yes No analysis

Effectiveness
analysis

Optimum strategy selection

Source: Own study.

Analysis of the decision area in the particular hospital logistic spheres was conducted on the
example of laboratory diagnostics services. Fig. 1. presents decision area concepts for the
hospital diagnostics laboratory. It is of assistance in case of optimum decision making. In case
where there is a possibility in investment, it is required to assess its effectiveness prior to its
execution. In the first stage, it is necessary to determine a long-range aim we wish to achieve
for example cost cutting, quality improvement, possible income from service outsourcing.
Next, one need define possible variants of the solution and carry out calculation as far as their
economic effectiveness is concerned. The calculation process is done for each alternative
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project: prospective total investment expenditure and the amount of expected financial surplus
or cost cutting. In this case, one may make use of the following techniques: return on
investment expenditure period, current net value of financial surplus, investment profitability
rate, and return on investment expenditure rate. It is necessary to pinpoint strong and weak
sides of the owned laboratory, taking into account replacement of exploited apparatuses and
equipment, survey the matter of new technology purchase, undertake actions to rationalize
and adapt space as well as the laboratory diagnostics to meet existing regulations in force,
restructure the lab personnel, survey the possibility to outsource laboratory services, lease the
rooms and the equipment and transfer employees to the external company or look for other
cost cutting methods.

If the hospital does not have its own laboratory one should carry out an in-depth and thorough
analysis of alternative investment projects as well as discern demand for this sort of services.
From the point of view of process improvement possibilities in the diagnostic laboratory, the
costs in the particular approach encompass: fixed assets elements depreciation costs,
remuneration costs alongside surcharges, reagent and other medical material costs, diagnostic
material transportation costs, storage costs and personnel training costs. In case of investment
one need carry out the process of the most profitable project selection.

Depending on the current situation the following decisions concerning the diagnostic
laboratory can be made which are presented on Fig.2.

Fig.2 Decisions concerning the diagnostic laboratory.

The hospital doesn't The hospital has the laboratory

have the laboratory Operated by the hospital employees Operated by the lessee

The decision

Contract termination and | Lease: Contract termination and lessee change

service provider change | a) Former employees take the
laboratory over

b) Selection of external contractor

Investment: We leave the laboratory: Contract termination and
Organization of hospital | a) employment restructuring take the laboratory over
laboratory b) equipment modernization

¢) operation expansion
d) providing services outside

Liquidating and adapting the hospital | Contract termination and liquidation and
structure to make use of the external | adapting the hospital structure to make use
company of the external company

Source: Own study.

The researched unit, due to the character of provided medical services, cannot close down the
laboratory. The possibilities of letting the laboratory to an external contracting party are
looked into. Such a party will take over the costs and duties coming from the laboratory
operation including taking on all laboratory personnel in accordance with favorable working
conditions with full financial and legal responsibility.
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Fig.3 Analysis laboratory costs.

Monthly laboratory costs

direct laboratory costs 84 764,48

costs of laboratory services provided by external units

2 455,27
indirect costs + board cost surcharge 24 581,70
Total 111 801,45
The number of tests carried out per month in the Hospital
The number of tests carried out in the Hospital 10 539
The number of tests carried out per month done by external units
The number of tests carried out done by external units 11

Laboratory tests valuation in accordance with the general market commercial laboratory price list
(September 2008)

according to average amount of monthly carried out and bought laboratory tests in

hospital 113 518,50
Required outlays — location covering 270 square meters in the current building location

construction works excluding the building structure and roof renovation 1028 660,00
equipment 70 000,00
medical equipment and apparatuses 200 000,00
Total 1298 660,00
Required outlays — location covering 73 square meters in the alternative building location

construction project 30 000,00
construction works 154 799,34
equipment 70 000,00
medical equipment and apparatuses 200 000,00
Total 454 799,34

Source: Own study.

Monthly direct laboratory costs amount to circa PLN 85 thousand, indirect costs as well as the
board cost surcharge amount to PLN 24.5 thousand (including 2.5 thousand spent on
diagnostic tests carried out by external parties in case of tests which are not executed by the
hospital laboratory). The total average monthly cost is PLN 190.5 thousand. In the laboratory
until September 2008 there were carried out circa 10 500 tests on monthly basis.

The possible options were investigated.

The foreseeable modernization works in the rooms occupied currently by the laboratory were
valued with the minimum level at over one million zlotys. The removal of the laboratory
operation to a significantly smaller space (about 75 square meters). The foreseeable
construction works and adaptation works of this location alongside with the project were
priced at over 180 thousand zlotys, medical equipment and apparatuses at 220 thousand
zlotys. Adapting these rooms in order to meet sanitary and hygienic requirements will
consume enormous financial resources as well as organizational and technical ones.
Expenditure related to the above mentioned is estimated at 400 thousand zlotys and will
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excess the Hospital financial capabilities as it is a state-owned hospital and the price paid by
the National Health Fund for the medical services provided by the Hospital does not include
the sum allocated for the restoration of equity resources used during such processes. The
required costly modernization of the laboratory rooms as well as the necessary replacement of
the old and obsolete equipment and apparatus forms a financial barrier for the Hospital
impossible to overcome for the next several years.

Taking into account the fact that the amount of the tests carried out in the laboratory is not
that significant and the fact that due to the hospital specifics the lab is obliged to execute tests
24 ours a day in order to secure the optimum application of the lab resources: employees,
equipment, laboratory reagents therefore in order to ensure rational test unit price it was
decided to outsource diagnostic tests to a company which will also renovate the laboratory
space, install new apparatus and will operate the laboratory in accordance with the hospital
needs. Pursuant to the projected contract the outsourced service provider will take over the
costs and duties resulting from the laboratory operation and 18 laboratory employees, the
contractor will let the space and equipment owned by the Hospital and will adapt it to the
sanitary and hygienic requirements as well as the technical ones.

There will be a modern laboratory enabling the execution of tests according to highest
standards in the area of laboratory diagnostics with the application of cutting-edge technology
and expertise of the company specializing in this field.

Liquidation of the laboratory as the organization unit of the hospital will not bring about the
stoppage in providing laboratory diagnostics — the external company will ensure non-stop
service also during renovation works. Separation of this function from the hospital structure is
a result of well-thought strategy: it creates a possibility of cost-cutting relating to its
functioning but also due to outsourcing it is expected to gain access to stat-of-the-art
diagnostic solutions and technology therefore, what is of utmost importance, to improve the
quality of services provided by the hospital, to enhance the work organization and as
a consequence to guarantee stability and improve the situation not only of the organization but
also patients and hospital employees; the possibility of concentration on the key competences
will contribute to the Hospital competitiveness increase on the domestic healthcare market.

CONCLUSION
In order to improve financial profitability one needs to maintain costs on the optimum level.
To reach this goal appropriate cost-accounting ought to be applied. As a result management
staff receives proper feedback and takes right decisions related to amount of resources and the
way those resources are allocated in the process of health service creation.
Searching for cost optimization or better structural solutions hospital managers often decide to
outsource the biggest cost-generators, which makes a hospital much more competitive.
Systematic data gathering constitutes a starting point when it comes down to analysis and
assessment of various development possibilities. It enables hospital managers to make binding
decisions regarding possible development scenarios, concrete strategy and planning things
step by step to make it.
All the circumstances which determine outsourcing of services as well as facilities bring about
many positive results such as: lower costs, higher-quality service, concentration on key
competences, smoother job organization and last but certainly not least significant
improvement in patient care and employee conditions. As a result competitive advantage
is obtained.
The outsourced companies create and provide complementary services which complete the
service package in all areas mostly related to secondary hospital activity. The application of
outsourcing is perceived as a remedy to cost optimization, flexibility boost and constant
pursuit for competitive advantage.
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CORRUPTION, VOTING AND EMPLOYMENT STATUS.
EVIDENCE FROM RUSSIAN PARLIAMENTARY
ELECTIONS

Olga Popova

ANNOTATION

This paper investigates the effect of corruption on the voting behavior of people with different
employment status. While measuring the support for or against political parties, traditional
economic research accounts for such variables as the number of the unemployed and
employed in private and state sectors, and various regional characteristics. Since high level of
corruption perceptions is a prominent feature for most transition economies in general and in
Russia in particular, in this paper I argue that corruption also has to be analyzed as a factor
which influences voting behavior and voting results. Using the data from Russian
Parliamentary (State Duma) Elections 2003, I develop and estimate an econometric model
which takes into account the specific features of the Russian electoral system and includes not
only traditional variables but also a corruption measure. The paper finds that the corruption
indeed changes the voting behavior of people with different employment status.

KEY WORDS

corruption, voting, employment status, Russia

INTRODUCTION

While measuring the support for or against political parties, traditional economic research (for
instance, Rodrik, 1995; Fidrmuc, 1998; Jackson et al., 2003) takes into account such
economic factors as unemployment, the number of workers employed in private and state
sectors, and various regional characteristics which can affect support for or opposition to
particular parties. Various studies also confirm the negative impact of corruption on economic
development and on voting results. Since high level of corruption perceptions is a prominent
feature for most transition economies in general and in Russia in particular (according, for
example, to the Corruption Perception and Bribe Payers Indices of Transparency
International), this paper argues that corruption also has to be analyzed as a factor which
influences voting behavior and voting results.

In this research I use the data from Russian Parliamentary (State Duma) Elections 2003 to
address the following question: does the voting behavior of people with different employment
status depend on the level of corruption? I distinguish between four groups of voters by their
employment status: the unemployed, privately employed, state employed (as it was
traditionally done in the literature on economic voting), and those out of labor force (to my
knowledge, these voters have not been included into the analysis in previous research). I
would like to find out whether corruption in regions changes the voting behavior of people
with different employment status. Such an analysis would help to better understand the factors
influencing voting outcomes in transition countries and take these factors into account while
implementing reforms. For the purpose of this research I modify the SUR framework as
proposed by Tomz et al.(2002) and extended by Jackson (2002). My approach also includes
the analysis of the rate of participation in elections and accounts for a specific feature of the
Russian electoral system, namely the option to vote “against all” candidates.

This research uses the aggregate data on Russian regions from Russian Statistical office and
the data on the results of Russian Parliamentary (State Duma) Elections 2003 from Russian
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Election Commission. Two measures of corruption are used. The first one is traditional
subjective perceptions about corruption, for instance, Corruption Perception Index of
Transparency International. This index is measured for Russian regions. The second one is the
state capture index which has been recently proposed by Slinko et al. (2005) and Yakovlev
and Zhuravskaya (2006). State capture is defined by the authors as legal privileges given by
regional government to largest firms in a region, which take various forms of soft budget
constraints and give political power to these firms. Firms with high political power would
seek the reelection of the current government and, could therefore, possibly influence the
voting choice of workers.

The paper finds that even controlling for corruption people with different employment status
vote differently. Moreover, the corruption indeed changes the voting behavior of people with
different employment status. Using two different measures of corruption gives slightly
different results although the main findings persist.

AIM AND METHODOLOGY

The purpose of this research is to develop and estimate an econometric model which will take
into account the specific features of the Russian electoral system and include not only
traditional variables, such as the number of the unemployed and employed in enterprises with
different ownership, but also a corruption measure, and then derive policy recommendations.

I analyze the return to the parties which during the parliamentary election 2003 either were
elected to the Parliament (received more than 5%) or were close to this share. In total 23
political parties have participated in the election, but only four of them have been elected to
the Parliament (see Table 1 for the detailed results of elections). The option “against all”
received almost enough votes to be “elected” to the Parliament: “against all” received 4.7%,
while a party is required to receive 5% of all votes to be elected.

Table 1. Results of Russian Parliamentary Elections 2003

Votes Received (in per
Political Party cent)
United Russia 37.56
Communist Party of the Russian Federation
(CPRF) 12.61
Liberal Democratic Party of Russia (LDPR) 11.45
National-Patriotic Union "Motherland"
("Rodina") 9.02
Russian Democratic Party "Apple"
("Yabloko") 4.30
The Union of Right Forces 3.97
Agrarian Party of Russia 3.63
Votes for Other Parties 12.76
Votes against All Parties 4.70
TOTAL 100

Source: the Central Election Commission of Russian Federation

In a model for the analysis of voting outcomes I have to account for two electoral data
features. First, each voting share falls within the interval between zero and one, and, second,
all voting shares sum up to one (Katz and King, 1999). It means that voting shares of parties
are dependent on each other. This is important for the choice of estimation method. Tomz,
Tucker, and Wittenberg (2002) based on seemingly unrelated (SUR) method propose a
statistical model which is intended to explain and predict the outcome of multiparty elections.
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The SUR method jointly estimates equations for all parties participating in elections and links
equations only by their disturbances. For the purpose of this research I modify the SUR
framework as proposed by Tomz et al.(2002) and extended by Jackson (2002).
To convert observed voting shares from the unit interval to an unbounded scale, I apply the
multivariate logistic (MNL) transformation of dependent variable which is the each party’s
voting share:

Yi = [ln(Vil/ Vib), ln(Viz/Vib), . ln(Vi(j_l)/V ib)], where
iregions,i=1,2,... I; jparties,j=1,2, ..., J; Yi~ N (W, X).
Vim = Prob (voters in region i choose party m), it is the voting share that party m receives
during the election. Vi, = exp(Yim)/ ijexp(Yik). Vi, 1s the voting share that base party
receives during the election.
I have nine categories to estimate: seven major parties, category “other” and the number of
votes “against all”. The category “other” which stands for the sum of all voting shares of
other parties participated in the election has been chosen as a base party and used as a
benchmark. After the transformation, I construct the SUR system of linear regression
equations and estimate it using the feasible generalized least squares (FGLS) technique. The
system has 8 equations to account for major parties and “against all” option.

Yii= In(Vii/Vip) = f (Corr;, State;, Private;, Unem;, Out;, Interact;, Xii, €i1)

Y= In(Vip/Vip) = f (Corr;, State;, Private;, Unem;, Out;, Interact;, Xi», €i2)

Yis= In(Vio/Vip) = f (Corr;, State;, Private;, Unem;, Out;, Interact;, Xjo, €i9), where

Vi is the voting share that party j receives in the region i; Corr; is the level of corruption in
region i; State; is the number of workers employed in state sector in region i; Private; is the
number of workers employed in private sector in region i; Unem; is the number of the
unemployed in region i; Out; is the number of people out of labor force in region i; Interact, is
the set of interaction terms between Corr; and State; Private; Unem; and Out; ; Xj;is the set of
regional characteristics that may influence the votes for particular parties, such as, the real
income growth, the number of students and pensioners in the region, the share of urban
population, gross regional product per capita, and the size of population in region; and ¢&; is
the error term.

RESULTS

Main estimation results are presented in Table 2. In this section I comment on several
findings.
Corruption and Voting Results

It is found that state capture significantly positively influences the voting results of United
Russia and Communist Party which are the parties (along with the Liberal-Democratic Party
and the party “Motherland”) that were elected to the Parliament in 2003. For Communist
Party this is an expected result: if corruption is associated with the activity of current
parliament (pro-reform party “United Russia”), people are likely to vote for opposition
(Communist Party) during the elections. However, with increase in corruption current pro-
reform party (“United Russia”) also gets support and is reelected. Corruption perception index
also is found to be significantly influencing the voting results of “Against All” option: when
the corruption rises, people are less likely to vote against all parties. This result is intuitive: if
corruption is increasing voters are likely to think that they can change the situation by voting
for some party instead of voting against all parties.
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Corruption, Employment Status, and Voting results

While controlling for corruption I find that the voting behavior of people with different
employment status is different. I do not find a lot of statistical evidence to explain the support
for or opposition to the party of power. Although somewhat surprising results are that
privately employed oppose “United Russia’ and the main supporters of the ‘pro-reform party’
“United Russia” are people who are out of labor force. It is in contrast with the findings

in the literature that the privately employed are likely to support the pro-reform party (Rodrik,
1995; Fidrmuc, 1998; Jackson et al., 2003). However it should be pointed out that in previous
literature corruption has not been taken into account during the analysis of the voting behavior
of privately employed. The voting behavior of people who are out of labor force also have not
been analyzed in the literature on economic voting yet.

Corruption indeed influences the voting behavior of people with different employment status,
although in the same way: for the most categories, privately, the unemployed, and out of labor
force, I find that because of corruption they are likely to support less the party which they
have supported. For the state employed workers I find no changes in voting behavior because
of corruption.
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Table 2. SUR Estimation Results

NPU "Motherland" RDP "Apple"
United Russia Communist Party LDPR ("Rodina") ("Yabloko") URF Agrarian Party Against All
State Integral State Integral State Integral State Integral State Integral State Integral State Integral State Integral
Capture CPI Capture CPI Capture CPI Capture CPI Capture CPI Capture CPI Capture CPI Capture CPI
3.932%* 1.246 2.293* -3.564 -1.775 -2.708 1242 -2.564 -1.800 1.847 1.812 4778 -5.150%* -7.248%* -1.014 | -5.733%*
Corruption (0.047) 0.757) | (0.098) 0.209) (0.356) (0.288) (0.537) | (0.552) (0.168) (0.542) (0.330) (0.186) 0.022) (0.038) 0.471) (0.006)
Privately -1.513%+ 1.029 0.623 -0.021 1.272* 0.279 0.478 1.705 0.756 -0.431 -1.471 -1.028 0.622 -0.029 0.195 0.095
Employed (0.043) 0391 | (0.239) (0.980) (0.080) 0.713) 0.530) | (0.184) (0.125) (0.633) (0.530) (0.339) (0.464) (0.978) (0.714) (0.878)
State -0.234 0.045 | -0.514* -0.867 -0.542 -0.366 0372 | 1.691%* | -0.492* 0.446 -0.105 0.866 -1.330%* -1.115* -0.421 0371
Employed (0.610) 0.954) | (0.100) 0.113) (0.225) (0.456) 0.426) | (0.041) (0.100) (0.444) (0.808) 0.213) 0.011) (0.097) (0.198) (0.353)
-0.070 1.287 0.007 1.126* 0.323 1.230%* 0.111 0.483 0.291 0.241 0.086 0.351 0.023 1.053 0.348 0.785
Unemployed 0.857) 0.194) | (0.979) (0.100) 0.391) (0.050) 0.777) | (0.649) (0.255) (0.747) 0.812) (0.693) (0.958) (0.220) (0.205) (0.125)
Out of Labor 4.396%** 1.930 1.518* 1.587 -3.18%* -1.317 1.261 -0.180 -2.149%* 0.323 -0.465 1.161 -3.600%* -1.897 -0.418 0.626
Force (0.001) 0.299) | (0.100) (0.226) 0.014) (0.263) 0.353) | (0.928) (0.015) (0.817) (0.711) (0.487) 0.018) (0.239) (0.659) (0.514)
groii;ﬁly‘m * 2.280 -2.670 -0.308 1.590 -3.26%* 0.156 -0.448 2,666 | -2.831%%* -0.315 -0.660 2.795 -0.881 1.518 -0.910 -0.306
Employed (0.161) 0.205) | (0.787) (0.286) (0.040) (0.907) 0.787) | (0.238) (0.008) (0.843) (0.666) (0.140) (0.634) (0.407) (0.432) 0.779)
gt‘:;?l’“"“ * 0.250 -0.393 0.975 1.437 0.088 0.137 0.920 | -2.77%* 1.047 -0.601 -0.089 -1.138 1.616 0.814 0.992 1.076
Employed (0.835) 0.765) | (0.246) (0.122) (0.940) (0.869) 0.451) | (0.050) (0.186) (0.544) (0.937) (0.335) (0.236) 0.476) (0.245) 0.113)
Corruption * 0.526 -1.609 0.263 -1.563 -0.668 -1.787* 0359 | -1.134 -1.127* -0.367 -0.872 -0.346 -0.887 -2.399* -0.954 -1.052
Unemployed (0.597) 0.301) | (0.706) (0.155) (0.489) (0.070) 0.723) | (0.497) (0.086) (0.754) (0.351) (0.805) (0.432) (0.076) 0.177) (0.191)
Corruption * -3.183%* 3.580 -0.955 -0.949 3.669%* 1334 -0.341 | 5.549%x | 2.817%** 0.782 0.929 -1.985 0.947 0.539 0.836 0.999
Out of Labor
Force (0.044) 0.160) | (0.389) (0.598) 0.017) (0.409) 0.832) | (0.042) (0.007) (0.684) (0.532) (0.386) (0.599) (0.807) 0.457) (0.448)
Real Income -0.037%** | -0.04** | 0.003 -0.005 0.011 -0.014 -0.019 | -0.029* 0.008 0.002 0.006 0.000 0.003 -0.027%* -0.012 | -0.032%*
Growth (0.002) 0,020) | (0.735) (0.643) (0.340) (0.144) (0.124) | (0.088) (0.290) (0.838) (0.593) (0.992) 0.798) (0.049) (0.144) (0.000)
0.360 0.084 0.092 0.203 0.142 0.158 0.031 -0.031 0.134 -0.030 0.196 -0.146 -0.114 0.309* 0.183 0.199*
Students (0.139) 0.699) | (0.589) (0.189) (0.550) (0.253) 0.902) | (0.896) (0.405) (0.854) 0.392) (0.458) (0.681) (0.100) (0.292) 0.077)
-0.158 0.633 -0.251 -0.820 1.049% | -1.696*** | 1.314** | 0.910 0.144 -0.116 -0.580 0.867 0.470 -1.788*% | 0.934%* -0.255
Pensioners 0.791) 0.525) | (0.546) 0.244) (0.069) (0.007) 0.030) | (0.394) 0.713) 0.877) (0.299) (0.333) (0.486) (0.039) (0.027) (0.620)
Urban 0.019%* 0.018* | -0.004 0.000 -0.007 0.007 0.011 0.008 0.010%* 0.023%=* 0.007 0.025%=* 0.005 0.014%*
Population 0.011) 0.094) | (0.461) (0.996) (0.356) (0.280) (0.143) | (0.472) (0.049) (0.006) 0.322) (0.010) 0.319) (0.013)
Rural 0.045%** 0.019+*
Population (0.000) (0.049)
GRP per 0.052 0.162 -0.136 -0.435%* 0.209 -0.457%* 0.356* | -0.127 0.116 0.069 0.145 0.240 -0.140 -0.854%%% | 0.220% -0.156
capita 0.777) 0.591) | (0.292) (0.041) (0.243) (0.017) 0.057) | (0.694) (0.340) (0.759) 0.403) (0.375) (0.504) (0.001) (0.093) (0.316)
Population in -2.861% -4.25%% | -1.557 -1.595 0.847 1.649 -2.827% | -3.91** 1318 -0.181 1.610 -1.501 3.791%* 3.036* -0.892 -1.528%
Region (0.066) ©0.021) | (0.153) (0.221) (0.576) (0.159) 0.074) | (0.048) (0.199) (0.897) 0.271) (0.365) (0.032) (0.058) 0.420) (0.100)
1.487 0.655 | 3.233** | 9.965%** | -0.401 5.916%* -1.658 4.806 -3.448%* 4518 -6.520%%* -7.316* -4.591* 9.600%* -1.104 | 6.057%**
Constant (0.495) 0.881) | (0.039) 0,001) (0.850) (0.032) (0.455) | (0.304) 0.017) (0.169) 0.001) (0.062) (0.092) (0.022) (0.476) (0.007)

Source: author’s calculations. Note. Two measures of corruption are used: state capture and integral corruption perceptions index (integral CPI). Columns present the results for a particular party for each of two measures of
corruption. Explanatory variables are given in rows. P-values are in parentheses. *,**, and *** stand for 10%, 5%, and 1% significance levels, respectively. Since Rural Population is more likely to vote for Agrarian party, variable
Rural Population has been used as one of explanatory variables for Agrarian Party instead of Urban Population. Number of observations = 72 in case when state capture is used, and 40 when integral CPI is used.
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CONCLUSION

In the line with the previous research I have found that the people with different employment
status, namely the privately, state employed, the unemployed workers, and the people who are
out of labor force, tend to vote differently, even when I control for corruption. I find a little
statistical evidence to explain the support for or opposition to the party of power. Although
somewhat surprising results are that privately employed oppose “United Russia’ and the main
supporters of the ‘pro-reform party’ “United Russia” are people who are out of labor force.

It is found that the corruption itself does not in general have a lot of significant effects on the
voting results in Russia. However, one of the results is that when corruption (state capture)
increases, United Russia and Communist Party which are the parties that were elected to the
Parliament in 2003 are likely to receive more votes than other parties. The paper finds that it
is true for almost all the groups of workers (the privately employed, the unemployed workers,
and the people who are out of labor force) that because of the corruption they change their
voting behavior, i.e. because of the corruption those who support a particular party tend to
support it less and give more votes to the parties that were previously opposed. Using two
different measures of corruption gives slightly different results although the main findings
persist.
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DEMAND FOR PUBLIC SERVICES: IMPACT ON THE
METHODS OF PROVISION AND FINANCING

Markéta ReZzuchova

ABSTRACT

Citizens” preferences and determination of public service demand play the key role in the
process of choice of public service providing and financing methods. The aim of this paper is
to evaluate the influence of demand elasticity on the private financing of public services.
Author verifies the hypothesis, that private financing of public services is possible, when
public services are provided for fee and elasticity of public service demand is sufficiently low.
The first part of the paper determines and discusses the influence of public service demand on
public service providing and financing methods based on the relevant literature review. In the
second part, the influence of selected criteria, demand elasticity and fees, is being analyzed
for different types of public services. Author designs a scheme which determines optimal
financing methods for particular public services. This scheme is tested in the context of the
Czech system of public services provision with respect to foreign experience.

KEY WORDS

Demand for public services, elasticity of demand, public and private financing public service
providing.

INTRODUCTION

Public sector (subjects of public sector) guarantees a wide spectrum of public goods and
services as a result of public choice. Pure public goods present only a minority part. Many of
such guaranteed public goods could be, because of their economic attributes, provided
through the market mechanism. Education, health care, various types of social services, refuse
collection, facility building are good examples of public services, which are guaranteed by the
public subject, but they are equally well provided by private sector in many countries.

“The trend is unmistakably away from government and toward the other institutions — in a
word, privatization... It is the act of reducing the role of government or increasing the role of
the other institutions of society in producing goods and services and in owning property. In
general, both the public and private sectors play important roles, and it is increasingly
common to refer to “public-private partnerships,” a less contentious term than “privatization.”
(Savas, 2000, str. 3)

Even Czech government decided to use PPP concept as the public service providing standard
method. There are many pros and cons of this concept. Many countries use this public service
providing method because of better public service quality, faster facility building, risk
sharing, etc. In other words, by reason of “better value for money”. All at once, the PPP could
add private finance to the limited public resources intended for public service providing. It is
quite difficult for public subject to get the “better value for money” and decide when (for
which public services) PPP could be used. It is possible only through professional decision-
making process of public service providing. According to the results of many researches on
this field (Ochrana (2007), Beblavy (2007)), public sector (especially municipalities) lag
behind in this area.
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AIM AND METHODOLOGY

Author assumes the public service demand playing the key role in this instance. Author
verifies the hypothesis, that private financing of public services is feasible, when public
services are being provided for fee and the price elasticity of public service demand is
sufficiently low.

The aim of this paper is to evaluate the influence of demand elasticity on the private financing
of public services. Author designs a scheme which determines optimal financing methods for
particular public services. This scheme is further tested in the context of the Czech system of
public services provision with respect to foreign experience.

PUBLIC SERVICE DEMAND AS A VALID CRITERION FOR PRIVATE

FINANCING

Each worthy good (publicly financed public service) can be provided by private subject. The
different situation is in case of financing public service providing.

Private (co)financing of the public service providing is realized through some types of PPP
(for example DBFO — design-build-finance-operate, BOOT — build-own-operate-transfer or
concession). In case of concession the fees for public service consumption generate the main
concession income. Licensee shares the demand risk. Demand risk, also known as an
“attendance risk’, is typical for infrastructural projects, mainly for new transport
infrastructure. The wrong estimation of demand for the public service (which is the subject of
concession) leads to additional costs, private subject’s disability to pay for financial
undertaking, resignation from contract, overcharged service, etc. Consequently, public subject
has to look for different way of service providing. Public service demand is not only criterion
for private providing and financing of public services. Of course, public subject must assess
economic character of public service; competition of providers, public service providing costs
and many others. However, foreign experience shows that the public service demand and fee
for public service consumption could be a probable cause of wrecked PPP projects. The
following box shows the experience (warning example) of the wrong demand estimate.

Highway M1/M15 Hungary

The subject of project was building and maintaining of 57 km of highway. This highway
connects three metropolises (Budapest, Wienne and Bratislava). The customer (Hungarian
government) used PPP, concretely BOT (Type of PPP, build- own-transfer. The private
sector builds finances and operates 57 km of highway.) The contract was concluded for
thirty three years with the possibility of prolongation of private operating and owning for
next seventeen years. The costs of this project, 280 mil Euros, were covered by the private
subject. The private subject shared construction, financial, marketing and demand risks.
(Operating is financed by the fee for service, which is collected as a toll.) After finishing
the part of highway and imposing the fees, the public demand for this service plunged. The
intensity of transfer (number of vehicles) hasn’t achieved the opening estimate during the
following two years (after opening the part of highway). In fact, this caused licensee’s
disability to pay for long-term loan. The part of the highway was transferred to Hungarian
government ownership long before the contract term and public sector had to find an

alternative way of providing this service.
Translation, Bernatkova, 2007.

For this reason the public subject must correctly answer following questions: Is the public
demand for specific public service elastic or non-elastic? Is it possible to impose a fee for
service consumption? This decision process could be represented by the following scheme. It
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is not the one right way of decision-making process but recommended. Every PPP can be
characterized by its individuality. Therefore public sector subject should discuss private
(co)financing of extra public services.

Figure 1: Depnendence of the demand elasticity and fee on the financing of public service

Fee for public Fee for public
service — yes service — no
Demand for
public
service
Non elastic Elastic Elastic Non elastic
\, g N !
‘\ A . 7/ . |
AN ) /' P N :
\ N , : S A [
\ 4 v
h 4
Private financing Private Public financing
(co)financing

Source: Author
As it can be seen the demand elasticity and possibility of imposing the fees are main decision-
making criteria for private producing and financing the public services. Different model

situations are evident from the following table.

Table 1: Public demand and user fee impact

Public service Elasticity (high) Non-elasticity (low
demand elasticity)
User fees
Existent (A) High elasticity of public (B) Low elasticity of public
service demand and user fee for service demand and user fee for
public service public service
- transfer infrastructure (There - transport infrastructure
exists a substitute for concrete high | - refuse system ,
way or road), sport centre. - funeral services,
- water supply
Nonexistent (C) High elasticity of public (D) Low (weak) elasticity of
service demand and no user fee for | public service demand and no
public service user fee for public service
- municipal children playground - public electricity, communal
- city park roads and green area
maintenance

Source: Author
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COMMENTARY

(A) In case of services presented in column A, the public service demand is highly elastic and
the public subject collects the fees for service. Under these conditions the private subject is
able to produce these public services. However, the problem emerges with private financing.
Since public service demand is highly elastic, the private subject wouldn’t probably be able to
finance such public service. Higher demand elasticity and charged consumption of public
service is evident in case of new part of highway and new road. The problem of private
financing could be evident in case of foreign experience. (See box 1)

The sport centre could be the illustration. Siemens Arena, Vilnius, Litva (opened in 2004) is a
multi-functional hall (basketball hall, concert hall, ice hockey hall and theatre). There are
luxury restaurants, five bars and ten fast foods in the complex. This hall is owned by the
private sector (Rubicon Group). Building costs have been covered by the private subject. The
municipality has given free the building site and participated in covering the operating costs
(other sources show that municipality has 10 % share of Rubicon Eventus (company operating
the facility and sharing the operating risk).(www.ponava.cz)

(B) Elasticity of public service demand is low and there is no user fee for public service
consumption. For example funeral services and refuse collection represent charged public
services. We can suppose that charged service influence the consumption and the public
demand for this service only weakly. Households will neither accumulate waste because of
heavy odour nor place a black refuse site in because of penalizing. Therefore the private
subjects could manage financing the public service providing through the user fees. Either a
new toll bridge over the river or going into toll road tunnel could be a good example too.
Refuse collection is typical public service provided through the PPP in many foreign countries
as well as in some Czech municipalities.

(C) Elasticity of public service demand is quite high and public service consumption is not
charged. Because of not charged consumption the private financing public service is
significantly limited. Private financing of public service is possible in isolated instance.
Generally private subject co finances the public service (share public service costs). The
instance could be the municipal children playground. If the private subject was licensed to use
free the public area for commercial activities (what enables realizing the profit), it would be
able to share the cost of public service providing. If there is no such possibility for
commercial activities, the public services providing will be probably fully publicly financed
(because of no charged public service).

If there are no fees for public services and demand for these services is relatively high, it will
be (according to Ochrana, 2007) causing ineffectiveness because of over-consumption. This
case was typical for free health care services during the communist system. (Ochrana, 2007)
Therefore such public services should be charged. The question of charged public services is
relatively problematic to deal with in this article.

(D) Low elasticity of public demand for this kind of public services. Consumption of these
services is not charged. This kind of public services could be represented by the public
electricity, communal roads and green area maintenance. These services can be privately
produced and publicly financed.

Transferred public electricity maintenance and operating is the Czech largest project of its
kind. Prague municipal council has concluded the negotiated contract for operating and
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maintenance of public electricity with ELTODO company. The contract has been closed for
fourteen years (1999-2003). The infrastructure has put at public ownership. The public sector
controls the utility and pays yearly payments to the private company for public service
operation and maintenance. As a result of this project, the public service quality is higher and
the intensity of light and availability of this public service is 99, 4 %. (www.eltodo.cz,

www.praha.eu).

CONCLUSION
As arises from above presented model situations, when given service is being charged by the
user fee, exists the possibility of private financing. Whether it is only the case of private co-
financing or the service-related costs are fully covered by the private sector and the user fees,
it depends on the price elasticity of the demand for the particular public service.

1) When the elasticity is low and public service is charged, there exists the possibility of
covering costs solely by the private sources (i.e. on basis of the concession).

When the elasticity is low and public service is not charged, the public service providing will
be probably publicly financed (from public budgets). But there is a possibility of public
service providing by the private subject (i.e. public procurement).

2) When the elasticity is high, the public contribution to the costs covering is desirable (i.e.
shadow toll, etc.).

When the service is not charged and elasticity of demand is high, the possibility of the private
(co)financing is very limited. It is not a “mission impossible”, but only in those rare cases,
when the private subject is allowed to engage into some ancillary (profitable) activities;
however, it’s again necessary to respect the demand elasticity of those activities. The
incentives for participation of the private sector will be probably only negligible. So, in such a
case, we can expect the public financing, or consider the presence of the private co-funder.
Purely private financing is (probably) unthinkable.
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CROSS-CULTURAL COMMUNICATION IN PUBLIC
ADMINISTRATION

Klara Simonova

ANNOTATION
The paper with the help of structured analysis compares two European cultures and shows
that Czech and Danish cultures are considerably different, and focuses on state and public
administration.
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INTRODUCTION

The paper attempts to provide reader with an idea of how diverse and different can be two
European cultures. Cross-cultural communicacion is not an issue of various ends of the world,
but of united Europe as well. Being a member of the European Union, we are very likely to
communicate with other members more often, and it would be convenient to realise that some
basic knowledge on our partners helps to make our communication easier and more efficient.
The paper will compare Czech and Danish cultures with focus on public administration and
will provide some practical examples that may lead to certain misunderstanding while dealing
with our foreign partner.

Most people believe that when meeting members of other cultures, they can naturally
understand the spirit of the particular culture, or that reciprocal understanding will appear
automatically without effort. However, this is not right. Mutual contact without some basic
knowledge on social behaviour or values of other culture usually leads to confusion and
reinforcement in the identity of one’s own culture.

AIM AND METHODOLOGY

The aim of the paper is to compare main differences in Czech and Danish national cultures
and to examine them regarding public administration processes. We will do so in order to
avoid unpleasant misunderstandings while dealing with Danish partners. Moreover, realising
main features of Czech culture will help us simplify communication with every other culture.
The methodology of this paper is a comparative analysis because we will examine Czech and
Danish culture in relation to each other. The analysis is structured according to Hofstede's
five-dimensional model of national cultures.

RESULTS
This paper is based on the structure of Hofstede's five-dimensional model. Each dimension is
using a scale from 0 to 100 (118 respectively'). Positions of countries are not absolute but are
relative to each other, hence this comparative analysis is pointing out only differences
between the two examined countries and does not show convergence in cultures.

Power Distance
“Power distance can be defined as the extent to which the less powerful members of
institutions and organizations within a country expect and accept that power is distributed
unequally.” [3] The Czech Republic scored considerably differently in perceived inequality in
the society. The indices of 57 for the CR versus 18 for Denmark place them at opposite sides

! Replication studies and Long-term orientation dimension that was added later as the last one
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of the scale and that means that citizens” perception of power, authority, and state is almost
contrary.

For the public administration this means differences in stable and predictable environment.
While there is a regularly changing government from right to left wing parties, the Czech
public servants can expect different rules, laws, and working conditions almost after every
election no matter if general or local. Denmark with strong center parties is less likely to go
through such changes. Their tax system is agreed on by all, and no government so far has cut
taxes, not even the parties that go a bit to the right. The Czech Rep. is from time to time
raising or cutting income tax as well as other payments that should fill the state budget.

Their own scandals are usually laughed at by Czech politicians and it is not likely that any of
them would resign. Scandal in Denmark would more likely lead to an end of political career.
Corruption does not practically exist in Denmark, while CR keeps struggling with bribing,
lobbying, corrupting. [7]

Example: When coming to Denmark, a Czech should not be surprised by not being driven by
car but using public transportation. First, Danes insist on equality for all (and do not
appreciate status symbols), and second, trains are popular, reliable, and in Copenhagen faster
than cars.

Individualism and collectivism

“Individualism pertains to societies in which the ties between individuals are loose: everyone
is expected to look after himself or herself and his or her immediate family. Collectivism as
its opposite pertains to societies in which people from birth onward are integrated into strong,
cohesive in-groups, which throughout people’s lifetimes continue to protect them in exchange
for unquestioning loyalty.” [3] Both countries are placed in the individualistic dimension.
However, Denmark is still slightly more individualistic than the Czech Rep. with scores 74
resp. 58.

Denmark is somehow specific in their behaviour within this dimension, because regarding
values connected to family it is individualistic, but what regards state and issues related to
state, it is collectivist. The role of state in the economic system is not restrained but dominant,
and ideology of equality prevails over ideology of individual freedom. The “Janteloven” is in
a nutshell a call for equality and is so deeply fixed in their souls that it must amaze almost
every foreigner. (“You must not believe that you are anybody. You must not believe you are
cleverer than us.” etc. [2])

Masculinity and femininity

“A society is called masculine when emotional gender roles are clearly distinct: men are
supposed to be assertive, tough, and focused on material success, whereas women are
supposed to be more modest, tender, and concerned with the quality of life. A society is called
feminine when emotional gender roles overlap: both men and women are supposed to be
modest, tender, and concerned with the quality of life.” [3] The Czech Republic placed itself
on the opposite side of masculinity-femininity dimension with the score of 57 compared to the
score of 16 for Denmark that is the fourth top feminine country of the world.

This is reflected in results of elections to the parliament. The Czech Rep. has strong parties in
the left and right wing, but parties in the center are weak, and always finally form a coalition
with the winner. Governing parties always fight with opposition and do not seek consensus.
Denmark has strong center parties and weak pole parties. It does not matter who won or lost
this election, in few years it can be reversed. And deputies are more likely to discuss issues
and search for consensus. They look into the future, so that everyone is happy and so that
there is no need to make harsh reforms each electoral period.
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Denmark is famous for its welfare social system. High taxes and absence of total poverty
reflect the feminine soul of Danish society. Even under pressure by the European Union
Denmark decided to keep their system of redistribution of income. The Czech Republic after
last election on the contrary lowered tax burden for the rich. Recently there were debates in
both in the Czech Republic and in Denmark on the issue of declining population growth and
consequent troubles with financing pension funds in the future. The solutions compared are
the products of masculine and feminine countries: the CR rose the age for lodging claim to the
old-age pension, and adviced people to save money in private pension funds; Denmark
suggested to accept more immigrants (who usually have more children as well).

Handling immigrants is another great difference. Assimilation, i.e. aim to completely fit into
new environment and forgetting about old culture, is masculine, and integration, i.e. keeping
both old culture and rules of host country, is feminine. Assimilation of minorities used to be
the objective of the communist regime in our country concerning the Romanies, and in the
past twenty years nothing has really changed. We can see for ourselves that assimilation is not
always the right solution. Denmark with its integration policy has been quite successful,
except worldwide waves of protests against the famous carricatures there were no real
problems with their large Muslim community, and moreover, Denmark was never the subject
of world TV news or newspaper regarding problems with minorities or immigrants. The
Czech Republic is being discussed very often not only in Canadian or British press but also in
worldwide TV channels.

If we take a look at the state budget, we will find another proof of difference in this
dimension: the Czech Republic spends more money on armaments compared to Denmark that
donors more money on international help.

Example: A common Dane is not bragging. If we admire something they had done, they are
not likely to admit their superiority or well-done job, on the contrary, they are likely to
address the success either to the group or to circumstances. If we talk about Dane’s abilities
and skills, we should multiply them by two and only after that compare to a Czech.

Uncertainty avoidance

“Uncertainty avoidance can be defined as the extent to which the members of a culture feel
threatened by ambiguous or unknown situations.” [3] Again, the Czech Republic in relation to
Denmark scored significantly differently. The CR with the index of 74 ranks among countries
that prefer avoiding uncertainty while Denmark with index of 23 falls in uncertainty accepting
cultures.

This difference can be best seen in the attitude of citizens toward authorities and state.
Citizens in the Czech Republic are not very interested in politics except of complaining when
with friends, but unlikely to go and try to change something. They simply think they lack any
power. People do not believe their politicians, not even on the local level. Civil servants are
perceived as enemies who are there to put a spoke in one’s wheel, and vice versa, it is not
very attractive or high status job to work as a civil servant. Moreover, not even the civil
servants consider politicians and political processes as trustworthy or helping. Danes trust
their politicians, the legal system, and civil servants. However, Danish political system has
delegated far more rights and obligations to local authorities compared to the CR, and this is
one of the main reasons why people feel as useful members of the society. Danes believe that
protests bring results and improvement. If they bring their problem to the court, they can
expect fast judicial proceedings and sound judgement.

Civic society is just a ridiculous word for most Czechs. Even the President has only sneering,
taunting words for that. The Czechs prefer to spend their leisure time entertaining themselves
and not coming at meetings of voluntary associations. The Danes, on the contrary, are
members of various voluntary associations, and no matter what is their hobby or point of
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interest, they can be sure there is always a group of people willing to start an association, most
likely with the aim to help others or exchange information or improve their environment.
Detailed rules and thick codes of law are natural in the Czech Republic as it mirrors our need
for predictability. There are laws, ministry public notices, rules, etc. for every sphere of one’s
life. Moreover, once a new law comes in effect, very soon it is being reviewed and reworked.
The Danes do not have so much detailed rules, but they keep them.

Xenophobia and racism are the most striking examples of differences in uncertainty
avoidance. The Czechs think that what is different is dangerous, while the Danes think that
what is different is curious. The Czech Republic from time to time experiences
demonstrations of extreme right-wing parties against the Romanies, immigrants, Jews, and
other minorities. These demonstrations are always monitored by the police, ready to fight if
necessary. Recently even the majority population supported one neo-nazi protest in Janov.
On the contrary, Denmark is an extremely tolerant country and has many different minorities.
Citizens from former soviet bloc are one group of old immigrants, descendants of WW2
immigrants are another group, and the largest group of new immigrants are the Muslims from
various countries of the world but especially from Turkey. A common Dane does not really
understand what happened with the carricatures of Prophet Muhammad in Arab countries.
There are various programmes aimed to help new immigrants integrate into new environment,
there are meetings of organizations ready to help Muslim women with new requirements of
the society that are usually contrary to their old home country, and help them balance their
work with private life. There is no such extensive helping net for new immigrants in the CR,
neither there are developed programmes focused on certain group of immigrants that would
help them with their integration.

Example: A Czech could be surprised at the very beginning of his/her stay by a situation
when meeting a group of people. The Czech would expect his/her Danish colleague to
introduce him/her to the group and will wait until introduced. However, in Denmark this
would mean he/she does not want to be bothered by others; everyone is expected to take the
effort and introduce oneself.

Long-term and short-term orientation
“Long-term orientation (LTO) stands for the fostering of virtues oriented toward future
rewards — in particular, perseverance and thrift. Its opposite pole, short-term orientation,
stands for the fostering of virtues related to the past and present — in particular, respect for
tradition, preservation of “face,” and fulfilling social obligations.” [3] The Czech Republic
scored as the second most short-term oriented society with the index of 13, while Denmark
with index of 46 is the twelfth long-term oriented society of the world.
The Czech Republic prefers short-term investments (usually mutual funds) and immediate
profit. This year’s profit is perceived as more important than virtual profit in ten years” time.
Marginal propensity to consumption is considerably higher than marginal propensity to
savings, and because of that investments are usually funded by loans. Remunerations at work
tend to reflect achieved successes or are calculated as employees” share on profit of the
company.
Denmark on the other hand prefers savings. Investments are financed by both own resources
and bank loans, the preferred investmests are those with longer life span e.g. immovable
property or pension funds. Remunerations to employees are more likely to reflect social peace
and social sympathy.
Regarding political ideology and economic measures, the Czech politicians prefer only short-
time solutions that bring immediate effects, usually within the same electoral period. Reforms
and measures that bring results in the long run are popular neither among politicians nor
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people. Danish changes tend to be slower but persistent, and as agreed on throughout the
whole political spectrum, they are not likely to be changed again in the next electoral period.
Example: When Czechs are meeting new people, the vast majority of new acquaintances only
go through their lives for a short period of time, or certain period during we keep exchanging
information, services, mutual help, no matter if it is a business relation or a friendship. The
Danes, on the other hand, enter a new relationship with the idea that it will last forever if
nothing goes wrong. It is reflected in their work or business contracts and in their approach to
people they meet as well. “Becoming close friends with a Dane is something that requires
both time and patience. ... Once you become friends with a Dane you really do have a friend
for life.” [5]

CONCLUSION
The paper has show that even two European cultures can be far different. Values of a culture
are reflected in its political system, public administration, and common daily life as well. If
we get to know these differences in advance, we would more carefully adopt foreign ideas
into our environment and, of course, we will be able to communicate with our foreign partners
more easily.
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INTERACTION BETWEEN LEADER BEHAVIOR AND
PERSON-ORGANIZATION VALUE FIT ON EMPLOYEE
PARTICIPATION AND TRUST

Kusuma Wijesinghe, Josef Hurta

ANNOTATION

Leadership behavior and person-organization value fit are the critical factors in today’s
management in enhancing employee performance in organizations. As a strategic business
tool, person -organization value fit plays an important role in human resource functions [HR]
in organizations. Companies with strongly, formally articulated values that are focused on the
needs of their constituencies have an important advantage over those without such values.
Many of the past studies have shown that person-organization value fit affect on employee
commitment, job satisfaction, involvement, communication, cooperation, and profit gains in
organizations. As in the literature, leadership behavior is another important factor affects on
employee performance. However research investigated on interaction effect of these criterions
is absent in Sri Lanka and also very rarely empirically tested in every other parts of the world.
Hence this study examined the interactive effect of leader behavior and person-organization
value fit on employee participation for group decision making and trust in their leaders in
plantation sector organizations in Sri Lanka. A questionnaire survey was undertaken to
evaluate employees’ ratings on these variables. Cronbach’s alpha was above the sufficient
level of reliability for all items in the questionnaire. Hypotheses testing were done by using
Analysis of Covariates. Results supported the hypotheses. Theoretical and practical
implications of these results and directions for future research are discussed

KEY WORDS

Leader behavior; person-organization value fit; Employee participation and trust

INTRODUCTION

The differential role demand placed on leaders may vary according to demographic
composition of organizations, organization culture, national culture, regional political
systems, or the strategic requirements of the leader’s in organizations (House et al., 2004).
Leader effectiveness has also been analyzed on the basis of the style adopted by the leader
towards subordinates. Distinguishing between leaders adopting an autocratic, democratic or
laissez-faire style of leadership and it had been concluded that democratic leadership was
preferable from both productivity and behavioral perspective (Hedges, 1995). Other
situational leadership models suggest that leaders should change in their own behaviors in
order to be truly effective. Among these are House’s path-goal model (1971), Hersey and
Blanchard’s situational leadership model (1977) and Vroom and Yetton’s decision making
model (1974) are prominent. The importance of taking into account the difference between
people in different nations when studying management and leadership in any context is
“because of management deals with the integration of people in a common venture and it is
deeply embedded in culture (Hedges, 1995). Drucker, 1988 has written “what managers do is
exactly the same but how they do it may be quite different” (referred by Hedges, 1995).
Successful organizations today must have leaders or managers who motivate and inspire their
employees. A major question addressed by GLOBE study is, in the extent to which specific
leader characteristics and actions are universally endorsed as contributing to effective
leadership, and the extent to which these qualities and actions are linked to cultural
characteristics. They have identified six global leadership characters which are culturally
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endorsed such as, charismatic or value-based leadership, team-oriented leadership,
participative leadership, human-oriented leadership, autonomous leadership and self
protective leadership (House et al., 2004, p.42-48). According to the results of these findings
and Sri Lankan cultural values researcher can conclude that team-oriented behavior with
administrative competencies is the most suitable leadership style for Sri Lanka.

Person-organization value fit is another important issue in management. Even many authors
have studied this issue in many years (e.g. Alstine, 2005; Levesque, 2005; Li. 2006;
McCulloch and Turban, 2007; Parks and Bochner, 2001; Wang, 2004; Wolf, 2007). Also past
research has suggested that person-organization value fit affects job satisfaction, involvement,
cooperation, communication, commitment of the employees and profit gain in companies
(Chatman, 1989; McCulloch and Turban, 2007; Silverhart and Hinchliffe, 1996; Wolf, 2007).
Previous research also suggests that person-organization value fit is related to socialization
and work outcomes (McCulloch and Turban, 2007), positive effect on communication
between leaders and their subordinates (assuming that leaders share the values of their
organization) (Silverhart and Hinchcliffe, 1996). Another scholar has mentioned that if
managers really want to create a successful, productive workplace, the secret is simply to
build trust, a sense of purpose and strong human relationships (Amble, 2007). The greater
communication is likely to result in to greater understanding and trust between leader and his
or her subordinates that create higher person-organization value fit (Li, 2006). Literature says
though person-organization value fit is so important phenomenon in organizational
management, an organization has to keep those employees whose values do not fit its
organizational culture, because of labor shortage or because of the need to remain creative and
innovative human resources (Li, 2006). However only few studies so far have been tested on
interaction effect between leader behavior and person-organization value fit in relation to
employees’ performance. It is worthwhile to study whether leader can enhance person-
organization value fit in organizations in order to enhance employee performance even under
low person-organization value fit. Hence this study investigate the direct effect and interactive
effect of leader behavior and person-organization value fit on employee participation in group
decision making and trust in their leaders in Sri Lankan organizations. Based on these
following hypotheses were formulated:

Hypothesis 1: Team-oriented leader behavior will have positive correlation with

person-organization value fit.
Direct effect of leader behavior and person-organization value fit

Hypothesis 2:a Team-oriented leader behavior can enhance employee participation for

group decision making, and trust in their leaders

Hypothesis 2:b Person-organization value fit can enhance employee participation for

group decision making, and trust in their leaders.
Interactive effect of leader behavior and person-organization value fit

Hypothesis 3: There is an interaction effect between team-oriented leader behavior

and person-organization value fit on employees’ participation for group decision

making and trust in their leaders.

METHODS
The researcher adopted a questionnaire survey methodology for data collection.
Questionnaires were distributed among 250 employees in six organizations in the plantation
sector in Sri Lanka. Respondents were middle managers, junior managers, and clerical staff.
202 complete questionnaires were subjected to analysis.
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Team-oriented leader behavior was measured by six items. The scale included questions such
as “there is a team spirit around here, and people at my level work well together. The scale
showed satisfactory reliability (Cronbach’s alpha ranging from 0.90-0.91). The items for
measuring employee trust in their leaders also were adapted from GLOBE project study and
Li, 2006 study. Items for measuring employee participation in group decision making were
self constructed. All the items were above the sufficient level of reliability (Cronbach’s
alpha). All questions were rated in 7 point Likert scale.

Questions under person-organization value fit, asked employees about the extent to which
they feel their values and organizational values are fit together. There were 19 pairs of items
(38 questions) selected from an instrument developed by House and his team in GLOBE
project (House et al., 2004). Respondents rated the all items on a 7- point reversed scale other
than gender egalitarianism. But the scales of gender egalitarianism were vice versa. The scale
showed satisfactory reliability (Cronbach’s alpha ranging 0.83 - 0.98) (House et al., 2004).

Past research has suggested that demographic attributes may moderate the effect of leader
behavior and person-organization value fit (Chatman, 1991; Li, 2006). As a result age,
gender, work experience of the current job and total work experience were considered as
control variables.

RESULTS AND DISCUSSION

Table 1: Dependent Variable = Employee Participation
Participation = TL+PO+ PO*TL+Sex+ Age+ Co. Tenure+Total Ex.

Variable F value P value
Team-oriented leader (TL) 89.96 <.00071***
Person-organization value f it (PO) 11.64 .0008#**
TL*PO fit 19.23 <.0001***
Sex 0.28 0.5977
Age 0.46 0.4986
Company tenure 0.25 0.62
Total work experience 0.92 0.3379

Notes: * p<.05, ** p<.01, *** p<.001
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Table 2: Dependent Variable= Employee Trust in Their Leaders
Trust in Leaders= PO+TL+PO*TL+Sex+Age+Com. Tenure+Total Ex.

Variable F value P value
Team-oriented leader 171.1 <.0001%**
Person-organization value f it 10.02 001 8%**
TL*PO fit 1.12 0.29
Sex 0.22 0.64
Age 3.05 0.08
Company tenure 1.63 0.20
Total work experience 0.53 0.47

Notes: * p<.05, ** p<.01, *** p<.001

Descriptive statistics explained the correlation coefficient between team-oriented leader
behavior and employee participation for group decision making and trust in their leaders
(Table omitted). They were positively significant. Correlation coefficient between team-
oriented leader behavior and person-organization value fit was negatively significant (r =-.52,
p<0.01 in 2-tailed). But the scale testing person-organization value fit was actually the
difference between personal values and the perceived organizational values. The smaller the
number, the higher the level of person-organization value fit. Therefore, negative correlation
showed positive effects of the leader behavior on person-organization value fit. According to
these findings, hypotheses 1 (H1) can be supported.

To test other hypotheses, Analysis of Covariates (ANCOVA) was conducted. Effect of team-
oriented leader behavior and person-organization value fit was tested with relation to their
employees’ participation for group decision making and trust in their leaders. In table 1, the
last column shows (P value) probability values of 0.0008 and 0.0001 corresponding to PO fit
and TL factors and both are less than 0.001 probability. Hence the main effects of PO fit and
TL are highly significant on employee participation for group decision making. The last
column (p value) in table 2 shows the values of 0.0018 and 0.0001 corresponding to PO fit
and TL factors. Both of these values are significant in 0.001 probability. Hence the main
effect of human-oriented leader behavior is highly significant even on employee trust in their
leaders. Finding of table 1 and 2 provide the answers for hypotheses 2a, and 2b. Two way
interactions between team-oriented leader behavior and person-organization value fit on
participation for group decision making is highly significant. But two-way interaction is not
significant on employee trust in leaders at 0.05 probability. These findings supported for first
part of the hypothesis 3.

Demographic variable such as age, sex, company tenure and total work experience did not
show any significant effect on employee participation for group decision making and trust in
their leaders other than moderate effect of age on employee trust in their leaders. Effects of
these unevenly distributed demographic factors were treated by covariate analysis.

CONCLUSION
According to the findings of this study, researcher can conclude that administratively
competent team-oriented leader behavior can enhance the employee participation for group
decision making, and trust in their leaders. Also person-organization value fit can enhance
employee participation for group decision making, and trust in their leaders. Hence both
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leader behavior and person-organization value fit are powerful predictors for improving
employees’ participation and trust in their leaders in the work place. An interaction term
between leader behavior and person-organization value fit was highly significant on employee
participation for group decision making. It provides a clue that leader behavior and person-
organization value fit make some interactive influence in deciding employee participation in
decision making. When there is an interaction effect between these factors the main effect can
be suppressed in some way. As a result both leader behavior and person-organization value fit
are critical factors in human resource management in organizations. But employee trust in
their leaders mainly depends on the style adapted by the leader only.
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BUSINESS CYCLE ANALYSIS OF THE EMU COUNTRIES

Petra Cernikova

ANNOTATION

The article deals with business cycles of selected European countries. The group of analyzed
countries is represented by the member states of the Economic and Monetary Union. The
analyzed group of countries contains both members sharing the single common currency euro
and selected countries that are members of the EMU but with temporary exception from
adopting the euro (e.g. the Czech Republic). The article examines development of business
cycles during a long period of time. This will be done by the Hodrick-Prescott approach to a
detrending of time series. Symmetries in business cycles are finally analysed by comparing
the business cycles of the EMU member states. Then its possible to analyze whether there is
any core and periphery within the EMU according to the business cycles or not.

KEY WORDS

Business Cycle, Correlation, European Economics and Monetary Union, Eurozone, Hodrick —
Prescott filter

INTRODUCTION

Creation of monetary integration was quite a long-term process in Europe. Eventually it is one
of the most successful processes of the European integration. There were many attempts to
deepen cooperation in the field of monetary policy from the very beginning of the integration
process in Europe. Its was obvious that the project of single european currency couldn’t be
realized without apparent political support. As a historical moment we consider the year 1989
when the European Council decided to create a monetary union in three stages. The decision
was made on the basis of the Delors Report. The creation of the single currency euro became
an integral part of the EU legal system when the Maastricht Treaty went into force, after
difficulties in Denmark, in 1993.

The Economic and Monetary Union was created in three folowing stages. As a turning point
we consider the last third stage, when the exchange rates were irrevocably fixed' and the euro
was introduced in a noncash payment system. Right three countries (the United Kingdom,
Denmark and Sweden) refused to join the third stage and these three EU member states still
use their national currency today. The UK and Denmark negotiated opt-out clause and they
are not obliged to adopt the euro anymore. Sweden has not yet started to participate in ERM II
mechanism and hence does not fulfill the convergence criteria for entering the eurozone.
Special case is Greece. This country wanted to join the third stage of the EMU but did not
fulfil the necessary criteria. Greece fulfiled the criteria subsequently and join the other
countries.” Since 2002 when the twelve national currencies already ceased to exist, three other
member states of the EU adopted the euro. Slovenia was the 13t country that adopted the
single currency (2007) and was followed by Cyprus and Malta in 2008. The next enlargement
of the eurozone happens in January 2009 when Slovakia swaps its currency for the euro.

! The conversion rates between national currencies and the euro were established.
? Later was proved that there were some data manipulation to fit the convergence criteria in Greece.
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This paper deals with the business cycle analysis of the EMU member countries. All member
countries of the European Union are member countries of the Economic and Monetary Union
as well. However some of them have got permanent or provisional exceptions from the euro
adoption and for that reason are not members of the eurozone. This analysis focuses mainly
on the eurozone member countries.

AIM AND METHODOLOGY

The main aim of the paper is to analyze if there is a core and a periphery within the EMU
members according to the business cycles or not. This potential core can be characterized by a
higher correlation of business cycles within countries that form such core. The existence of
such core is important regarding realization of common monetary policy, that could be
oriented more on the development of the core (assuming that the core countries are key
european economies). In addition we assume that potential economic disturbances would
affect these core countries more symetrically than prospective periphery countries. As the
Czech Republic will join the eurozone in future, we also focus on an analysis of the Czech
business cycle and its correlation to the EMU member countries. Used methodology is
specified hereinafter.

RESULTS
The following chapter is divided into three partial chapters. The first one deals with the
business cycle analysis over a long time period — i.e. from 70’s of the 20" century until
nowadays. Then we focus on a detailed business cycle analysis during and after the creation
of the eurozone. The last subchapter assesses a correlation of business cycles of non-mebers
of the eurozone.

Long-term business cycle analysis

A correlation analysis is a frequently used technique for an assessment of a business cycle
likeness. Business cycles will be analysed by the Hodrick-Prescott approach to a detrending
of given time series. This technique allows us to make a decomposition of time series and
separate trend from cycle in such series. Thus when we use a data for a real GDP (at constant
prices) we get detrended output, which we are able to compare. Even it is a common to
analyse GDP on quaterly data, because of data availability for all countries, we are forced to
work with just annual data. In order to find a possible core among the EMU members we will
analyse time series for the twelve original eurozone member countries.” As a benchmark,
allowing us to compare our results with rest of the world, the United States of America were
chosen. Results of the analysis are shown in the Figure 1.

3 Regarding relatively recent entrance of Slovenia, Cyprus and Malta to the eurozone, we dont work with time
series for these countries.
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Figure 1: The business cycle correlation during 1970 — 2007
(detrended by the HP filter for A = 100)

AT BEL FIN FRA GER GRE IRL ITL LX NL PT ES USA
AT
BEL 0,77
FIN 0,14 0,45
FRA 0,74 0,88 0,50
GER 0,82 0,70 -0,06 0,67
GRE 0,50 0,53 0,03 0,57 0,62
IRL 033 041 042 0,54 033 038
ITL 056 0382 047 082 064 043 045
LX 0,67 0,75 032 0,79 0,66 039 0,14 0,65
NL 0,71 0,80 040 0,75 0,65 043 057 0,73 0,67
PT 0,73 0,82 046 0,89 0,068 055 054 0,76 0,67 0,66
ES 065 082 047 083 048 044 031 0,64 081 0,73 0,71
USA 0,24 036 044 043 030 0,48 0,34 044 042 0,56 0,33 0,34
Note: author’s calculation.
Source: United Nations Statistics Division.

On the basis of our analysis we can conclude an existence of the core within the EMU
countries. Austria, Belgium, France and Germany form this core, as their business cycles are
highly cross-correlated (see the Figure 1). Moreover, business cycles of these core countries
are quite lowly correlated to the American business cycle, what could hypotetically imply an
existence of so called European business cycle.

There was a little divergence of business cycles among the core countries during 80’s of the
20™ century. Belgium was an exception as its correlation to other core countries was
becoming higher even in that period of time. The nineties were on the contrary characterized
by a higher correlation of the core countries business cycles.

On the other hand we can also define a group of periphery countries. Results of our long-term
analysis place among this periphery Finland, Greece and Ireland. The lowest correlation to
other countries and to the core as well was founded out for Finland.* If we suppose an
influence of the EU membership on a level of business cycles correlation then we are able to
explain these results. Finland is (together with Austria) a member country of the EU “just”
since 1995 and since that time there is a clear convergence to business cycles of the core
EMU countries. From a long-term point of view, a correlation between the Finish and the
American business cycles becomes higher. Business cycles of Ireland and Finland were the
highest correlated to the American business cycle from the whole analysed group of countries
during the nineties. A convergence of the Irish business cycle to analyzed countries grows
over time, mainly during the nineties, when especially the correlation with the core became
higher. There was also interesting development of the Irish — German business cycle
correlation. During the 70’s and the 80’s the correlation was growing, but during the 90’s
there was obvious divergence. Quite low correlation to the most of the EMU countries is a
characteristic of Greece. On the contrary, the highest values of its correlation coefficient
achieved the country with the core countries. There is also obvious convergence to all

* However, the correlation between the Finish and French business cycles is high.
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analysed countries, mainly to the core countries, in Greece. The strong correlation to the
American business cycle measured for the 70’s, changed over time to almost non-correlation.

Let’s have a look at the business cycle correlation within this periphery. The business cycle of
Finland is quite lowly correlated to the Irish and Greek business cycles. From a detailed
business cycle analysis we found out that there was a significant convergence between the
Finish and Irish business cycles since the 70’s.” A convergence between Finland and Greece
was quite low during the analysed period. There was almost no convergence between the Irish
and Greece business cycles.

Spain and Portugal are often considered to be a periphery in the European Union, but
according to our analysis they are not. The Spanish business cycle is a highly correlated to the
core countries, except for Germany. A long-lasting convergence of the Spanish business cycle
to the Germany one was obvious mainly during the 90’s of the 20™ century. The Portugese
business cycle is correlated both to the core countries and the periphery. We must add that
these high values of correlation to the perifery are result of a convergence process during the
90’s. From a long-term point of view the business cycle correlation with the USA decreases.

The business cycles of the periphery countries and the core are shown in the next Figure 2.
The core was defined as an arithmetic mean of detrended outputs of the countries that form
the core.® Detrended cycles were also figured both for Portugal and Spain, even we don’t
consider these countries as a part of the periphery.

Figure 2: The cyclical component of GDP for selected countries and the EMU periphery
during 1970 — 2007 (detrended by the HP filter for A = 100)

0.1 I
— Core
—+— Finland
0.08- ——Ireland ||
—&— Greece
0.06 —+— Portugal
—— Spain
0.04 _
0.02 —
D —
K
0.027 —
0.04 —
0.06 —
0.08 | | | | | | |
1970 1975 1980 1985 1990 1995 2000 2005

Note: author’s calculation.
Source: United Nations Statistics Division

5 The correlation coefficient of their business cycles was -0,27 during the 70’s, but its value rose to 0,9 in the
90’s what implies strong converge process.
® Austria, Belgium, France and Germany.
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Detailed business cycle analysis from 1995 up to now
Let’s focus our attention on a same analysis but from 1995 up to now, using quaterly data on a
real GDP (at constant prices and seasonally adjusted). This period is specific for the
integration process in Europe, as in that time the Economic and Monetary Union was realized.
We use again the Hodrick-Prescott approach to a detrending of given time series and to get
detrended output. We are interested in finding out whether countries that form the core of the
EMU are the same or not and how is the development of the periphery countries. In order to
find out a potential influence of the EMU on the business cycle correlation of the EMU
members, we decided to divide the analysed period into two. As a turning point we consider
the year 1999, when the euro was introduced in a noncash payment system.

We defined Austria, Belgium, France and Germany as the countries that form the core of the
EMU in the previous chapter. The countries are confirmed as the core by the detailed analysis
of data from 1995 up to now. Data presented in the Figure 3 imply a convergence process
among the core countries during the two analysed periods. Countries that are not part of the
core have proved increasing convergence of business cycles to the core countries. This
convergence can be caused by deepening of the integration process in Europe during the 90°s.

Luxembourg’s business cycle was highly correlated both to the eurozone as a whole and the

core during both analysed periods. However its cyclical component of GDP is quite
fluctuating around a trend that was identified by the HP filter (see the Figure 4).

Figure 3: The business cycle correlation since 1995 (detrended by the HP filter for A = 1600)

AT BEL FIN FRA GER GRE IRL ITL LX NL PT ES EUR

1995-1998
AT 0,54 051 091 053 X -0,12 041 078 0,60 046 089 0,85
BEL 0,89 046 053 059 X 042 061 053 067 007 068 077
FIN 086 089 039 020 X 018 022 028 052 043 036 0,40
FRA 085 091 088 046 X 014 056 0,77 049 043 092 0,87
GE X 0,67 035 025 0,79 -0,08 054 0,78
R 0,65 067 073 0,75
GR X X X X X X X
E 027 -0,08 -0,03 -0,09 -030
IRL 057 061 060 058 044 0,06 0,71 0,14 028 -0,34 0,09 0,66
ITL 055 070 071 0,79 080 -0,03 0,53 0,56 027 -021 047 0,68
LX 075 067 072 069 059 -012 062 055 0,35 039 0,74 0,69
NL 087 081 085 08 083 -028 041 062 0,65 0,34 0,59 0,73
PT 073 061 066 070 071 -030 038 059 0,72 0,82 0,45 0,20
ES 083 079 08 08 074 -004 064 076 069 080 0,67 0,89
EUR 08 08 08 092 093 -017 059 08 070 088 076 0,89
1999-2008

Note: author’s calculation . Data on Ireland are available since 1997. Data on Greece are

available since 2000. Data for the period of 1999 — 2008 are marked grey.
Source: Statistical Data Warehouse, ECB.

Let’s look at the countries that we classified as the EMU periphery. Quaterly data on the GDP
of Greece are available just since 2000, so we are not able to assess a convergence process in
the country. The Greek business cycle correlation has reached the lowest values from all
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analysed countries. We can conclude that this country undergoes a divergent process in
comparison with the eurozone since 2000 (see the Figure 4).The highest value of correlation
reached Greege to other periphery country — Ireland. Even though the correlation coefficent of
Ireland to the eurozone was higher than the ones of Finland and Portugal during 1995 - 1998,
a correlation of these two countries to the eurozone has since that time grown significantly.
The Irish one almost hasn’t changed. The previous analysis included Finland to the periphery,
but the country doesn’t belong there now. Between 1995 and 1998 there was a low correlation
of business cycles to the eurozone countries in Ireland, except for Germany and Italy.
However since 1999 there is a obvious convergence process to the eurozone, again with one
exception for Germany as the correlation to the German business cycle has decreased.

A cyclical component of GDP for selected countries is presented by the Figure 4. These
selected countries are the two that are considered to be the EMU periphery — Grece and
Ireland and the country with high fluctuation of its cyclical component of GDP —
Luxembourg. We calculated the European business cycle (Eurozone — 12)” from the data on a
real GDP of the eurozone and we use this business cycle as a benchmark for comparison. This
European business cycle is very similar to the core EMU countries business cycle.

Figure 4: The cyclical component of GDP for selected countries and the EMU periphery
since 1995 (detrended by the HP filter for A = 1600)

0.06
— Core
—+— Greece

0.05- —=— Ireland 1
—— Luxembourg

0.04 — Eurozone-12 =

0.03

0.02

0.01

-0.02

-0.03

0.0 \ ! \ \ \ !
14995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Note: author’s calculation . Data on Ireland are available since 1997.
Data on Greece are available since 2000.
Source: Statistical Data Warehouse, ECB.

We can summarize that a correlation of business cycles within the almost whole eurozone
(Eurozone — 12) was higher in the second analysed period (since the realization of the EMU)
than in the first one. The analysed period of time is quite short to draw any conclusion about

7 Regarding relatively recent entrance of Slovenia, Cyprus and Malta to the eurozone, we dont work with time
series for these countries.
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the influence of the EMU on the higher business cycle correlation of its members. In addition
we have to take into account a possible influence of deepening of the integration process in
Europe (completion of the single European market) during the 90’s on the higher business
cycle correlation.

The EMU members with their national currencies

Denmark, Sweden and the United Kingdom decided not to join the third stage of the EMU
and they still use national currencies. Let’s focus on their correlation to the eurozone as a
whole and to the core and periphery as well. There is again clear evidence of a higher
correlation of business cycles after since 1999 (see the Figure 5). Founded results for the
United Kingdom imply a strong correlation of its business cycle to the eurozone already
throughout the period of 1995 — 1998. During the following years a correlation has rosen to
Germany above all, but also to the periphery country - Greece. The British business cycle is
more correlated to the eurozone than to the USA. Obvious convergence process to both the
eurozone and the core was achieved in Denmark, in spite of allmost no correlation during
1995 and 1998. The last one of this trio is Sweden. Sweden is the only country whose
business cycle correlation has decreased throughout the last years in comparison with prior
analysed period. In addition to that, its correlation to the USA is higher than the one to the
eurozone. In spite of these facts, we must say that the Swedish business cycle correlation to
the core and the eurozone as a whole is still high.

The abovementioned findings confirm the hypotesis that the higher correlation among the

EMU countries is caused rather by completion of the single market of the European Union
than by the single common currency euro.

Figure 5: The business cycle correlation since 1995 (detrended by the HP filter for A = 1600)

CZE DEN SVK SWE UK @ CZE DEN SVK SWE UK
1995 - 1998 | 1999 - 2008
GER -0,32 0,15 0,46 0,34 0,33 0,57 0,50 0,22 0,52 0,60
FRA -0,65 -0,20 0,66 0,95 0,83 0,59 0,72 -0,22 0,77 0,76
GRE X X X X X -0,04 -0,03 -0,37 0,03 0,27
IRL 0,14 0,24 0,25 0,05 -0,22 0,42 0,64 -0,14 0,64 0,55
EUR -0,61 -0,01 0,68 0,80 0,73 0,66 0,68 0,01 0,70 0,72
USA -0,23 0,64 -0,26 -0,42 -0,12 0,51 0,67 -0,29 0,81 0,56

Note: author’s calculation . Data on Greece are available since 2000. Data on Slovakia are
available since 1997.
Source: Statistical Data Warehouse, ECB; Statistical Database DSI, IMF.

Finally we examine business cycle correlation of two countries that will adopt the euro in a
future. Slovakia is going to adopt the euro in a January 2009, while the Czech Republic has
not fixed the term for euro adoption yet. A correlation of the Slovak business cycle to the
eurozone was higher during the fist period (see the Figure 5) than in the following one.
Unfortunately this could be influenced by data availibility just since 1997. Since 1999 the
Slovak business cycle became singificantly more correlated to both the eurozone as a whole
and its economies. As we can see from the Figure 5 the correlation of Slovakia to the
eurozone is almost none during the last years.

296



Figure 6: The cyclical component of GDP for selected countries and the non eurozone
members since 1995 (detrended by HP filter for A = 1600)

0.06 \ T T T \ \ T \ \ T

Slovakia
0.05— —— UK
—+— Sweden

—=— Denmark
0.04 —

——Czech Republic

Eurozone - 12

0.03

-0.03 ‘ L
19

| | | | | |
95 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008

Note: author’s calculation . Data on Greece are available since 2000.
Source: Statistical Data Warehouse, ECB; Statistical Database DSI, IMF.

The Czech Republic has not decided when to adopt the euro yet. Since the 1999 there is a
clear evidence of the business cycle correlation to the eurozone. The Czech business cycle
developed reversely in comparison to the eurozone during 1995 and 1998. The Czech
business cycle was mainly during 1996 and 1997 was, in comparison to the eurozone,
markedly above its trend identified by the HP filter (see the Figure 6). As we can see on our
data, the last years were characterized by obvious cyclical convergence to the eurozone.

CONCLUSION

We can confirm an existence of the EMU core on the basis of our analyses. This core can be
characterized by a higher correlation of business cycles within countries that form such core.
Austria, Belgium, France and Germany form the core of the Economic and Monetary Union.
We are also able to define the EMU periphery. Business cycles of countries that form such
periphery are lowly correlated to other countries, especially to the core. Greece and Ireland
are the periphery countries of the EMU. The latter one undergoes an obvious convergence of
its business cycle correlation to the eurozone since the end of the 90’s. Our analysis of long-
term business cycles include Finland to the periphery as well. However there was a significant
convergence to the EMU core (to the eurozone as a whole as well) since the end of the 90’s
and now we don’t consider Finland as a part of the EMU periphery. The reason is probably an
entrance to the European Union of the country in 1995. Austria entered the EU in the same
year, but belongs to the core. What is the reason behind it? Tight economic relations with the
core EMU countries probably stand behind.

The Czech business cycle became clearly more convergent to the eurozone during the last
years. It's even more correlated to the eurozone than for example the business cycle of
Slovakia, the country that joins the eurozone in January 2009. On the basis of our analysis we
would classify Slovakia as a part of the periphery while the Czech Republic converge to the
core. Hence we can assume that potential economic disturbances in the eurozone would affect
more symetrically (with the core) the Czech Republic than Slovakia.
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Is there any influence of participation on the Economic and Monetary Union on a higher
business cycle correlation among the member countries? Its almost impossible to answer this
question now, regardig too short period since the EMU was created. So the reason behid
higher correlation among the EMU countries is rather completion of the single European
market than the single common currency euro. This hypothesis is confirmed by the cyclical
development of the countries outside the eurozone, as their business cycles became more
convergent with the eurozone.
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REFORMATIVE ECONOMIC THINKING IN
CZECHOSLOVAKIA IN THE 1960S

Zuzana Hrdlickova

ANNOTATION

The paper is concentrated on forming reformative economic thinking in socialistic
Czechoslovakia in the 1960s. Reformative economic thinking had the direct linkage at
creating the practise economic policy and projected to the composition of the reform concept
at the end of the 1960s. The paper is trying to find the answer to question: “What was the
contribution of significant socialistic economists in the scope of reform economic thinking in
the existent period?” In this context there is outlined the revolution in economic thinking,
which gradually started happen from the middle of the 1960s on the basis of revision of
Stalin’s political economy and the opening space for exercise various non-Marxist theories,
e.g. the education Neo-classic and Keynes economy.

KEY WORDS

Socialistic Czechoslovakia, reformative economic thinking, economic reform, crisis, price
mechanism, market.

INTRODUCTION

At the turn of the 1950s and 1960s, after unsatisfactory economic progression in economy
there was happening refusing basic system components on which there was based socialists
system functioning. After decomposition of the third five-year plan (1961-1965) economic
progression in the CSSR was managed by only operative annual plans. The failure of the third
five-year plan projected unsuccessfully to the socially feeling and made easy enforcement of
various non-Marxist theories and to the weakening trust of central planning. Here there is
necessary to seek one of corporate crisis roots, which culminated several years later. Political
authorities decided in reaction on it to prepare new economic reform. The significant inciting
factor was revision of Stalin’s political economy. From the beginning of the 1960s there was
devoted more attention to studies of Neo-classic and Keynes economy. Reformative economic
thinking had direct impact on formation reform concept at the end of the 1960s.

AIM AND METODOLOGY
The aim of this paper is to analyse the main partial contributions of the Czech economics to
development reformative thinking in the 1960s, which started theoretically the starting point
of the economic reform. The paper has the structure of a basic theoretic research. It responses
the choice of used methods as well as. In the whole paper there will be used the historic
method. The aim of this method is mainly monitored a particular phenomenon in his
progression and involved basic tendency of his development. The substantial role in this paper
plays the work with the special economic literature. Problems will be analyzed mainly on
basic of special publications which are concerning on problems of Czechoslovakia reform in
1968. The basic information will be drawn both from the present and contemporary literature.
Furthermore in this paper I would like to use the analytical approach. On the basis there will
be carried out the analysis of basic ideas of the reformative economists. After that, with using
the synthesis of the knowledge there will be made evaluation of reform thinking concerning
the economic reform. Other suitable method for using is appearing the method of description
which serves as a background for explication of theoretic connections. In the final part of this
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paper there is expressed own author’s position to the investigated problem and there is
suggested the procedure for other work of surveyed problems.

RESULTS
Preparation of reform

As I mentioned at the beginning of this paper, early 1960s Czechoslovak economy passed
development of crisis, which opened the space for the criticism of current mechanism of
controlling economy. The leadership of KSC was refusing the criticism of the system. Over
this disfavour of the leadership there was a number of economists, who reflected unfavourable
economical development, grew and formulated new theoretical solutions of the reform
economical mechanism. Persisting unsatisfactory function of the economical mechanism
compelled the centre to search a solution from this crisis. In the leadership of KSC there were
not well-educated economists, but only ideologically oriented persons. In 1963 some
representatives of the leadership took the view that they cannot dispense with the participation
of economical science. UV KSC entrust directors of two research institute (O.Sik from
Economical institute CSAV and Z. Vergnera from Research institute national-economical
planning) with presentment of subject on process of the reform of economical institutes. Both
directors created the working group (B. Komenda and C Kozu$nik from EU CSAV, R.
Kocanda, L. Maté&jka and L. Riha from VUNP) (Sulc, 1998). The working group worked up
“Proposal of thesis about improvement the system of the planned operating national
economy.” Unfortunately, group didn’t reach the unique proposals and submited two
alternatives of the possible solution. The first alternate assumed creating a new controlled
system based on economical principles. The second alternate was formulated as improvement
of the existent system. The first alternate became the basis for a work on creating new
economical system. In thesis there was demonstrated the above mentioned revision of Stalin’s
political economy, for which gradually happened both on basis of realistic development and
on basis rapid spreading of findings non-Marxist economists. The revision had a lot of forms
and the broad range of authors participated at this.

Economical thinking in CSSR in the 1960s
In the following part there will be carried out a short analysis of contribution of the choices
reform economists. These contributions had become theoretic solutions of reform.

Economical thinking did not focus only on the empiric-analytical direction but also on
abstractedly theoretical. In the first phase there is predominated mainly critical analysis of the
function existing mechanism. This mechanism is based on empiric findings. The great
contribution in this direction was the study of Z. Kodet ”Tangible interest in industry” (Kodet,
1963). The author analysed irrational behaviour of a socialistic company based on planning
indicator (e.g. return, long-term normative of tangible interest, rough production). He took the
view that planned indicator only take effect on the quantitative aspect, but not on the
qualitative aspect.

B. Komenda analysed these empirical findings as a theoretical problem. He managed that the
existence of commodity relationship cannot be derived from the proprietary relationship, but
from the social distribution of labour, which separates producers and get through them the
market. The price plays the important role. Central planning of companies is failing,
companies behave market in fact, monitor their own interests and no plan isn’t able to
schedule their activity. Komenda carried out the analysis of various forms of used systems
“tangible interest”(on profit, on reducing costs, on rough production). This analysis is based

300



on the mathematical formula. He exactly defined the structure of deformations, to which using
these indicators lead.

Later Komenda with Kozu$nik put forward the concrete proposals on change of the economic
mechanism functioning. According to authors the exchange relationships between companies
mustn’'t be regulated by any other instrument than the prices (Komenda, Kozu$nik, 1964).
Flexible prices are the main category of the economic mechanism functioning.

As I mentioned previously, economical thinking did not focus only on the empiric-analytical
direction, but also the abstract-theoretical direction. The abstract-theoretical approach carried
out the revision of Stalin’s political economy through the new interpretation Marx and Lenin.
This approach enabled the legalization of the commodity monetary relations for the socialistic
economy and led to the new conception of central planning. The significant work in this area
was O. Sik’s book “Economy, interests, policy”. He was especially concerned with the
conception of the socialistic proprietorship. Sik refuted Stalin’s idea nationalization of
syndicates in SSSR with the aim of creating non-market centrally planned socialistic
economy. Sik gave reason for causations the existence of markets from the extended
distribution of labour. Significant contribution of Sik to last way of economical thinking was
elaboration the psychological aspect of economy, whose decisive signification had behavior
of an economical subject (especially companies). Sik draw conclusion from these findings for
the functioning mechanism of socialistic economy concerning especially the independent
market position of company. He defined the economical category such as price, costs, return.

Other important reform economist was C. Kozusnik. He characterized the goods production
as a particular social distribution of labor. In study “Problems theory of the value and the
price in socialism” he derived, that planning doesn’t mean abolition of the commodity-
monetary relationships. He focused main attention on creating the price mechanism based on
the balanced price of the realistic demand and supply on the market. Kozusnik evolved this
idea in cooperation with B. Komenda. They didn’t solve only static equilibrium, but also
dynamic, it means the ability of price mechanism to react on changes of the demand and

supply.

The role of prices played the important role in the commodity monetary relationship. There
were started proceed a discussion about the advantages and disadvantages of particular types
of prices. Up to now it was centrally defined price (wholesale and retail prices). The authors
didn’t understand the balanced prices as prices created by the market. It meant about planned
prices, whose equilibrium should been assured by the center with the suitable choice of the
mutual relations of demand and supply.

O. Turek contributed to questions of prices with requirement on objectification value
category, especially the category of prices. He refused the differentiable deliveries from the
rough income, because these deliveries don’t force companies to rational behavior. He
requested objectification of the general terms of companies economy for which uniform
deliveries from the rough income belonged. The other factor influencing the behavior of
companies should be the prices determined by the market.

This idea was accepted in general plane by the most of the reformative economists. They

agreed that free movement of prices cannot be implemented by a single application, but the
changeover must be successive.
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F. Fiser contributed notably to elaboration problems of central planning. He formulated a new
conception of the macroeconomic plan. He elaborated the idea of adequate planning —
planning tools must agree with the elected economic mechanism. O. Turek analysed the tree
models of operating socialistic economy. His conclusion was that market relations in the
economic system play a decisive role. He was engaged with idea of the relation between plan
and price. According to him on the basis of planning decision there is necessary to determine
prices.

Next discussing problems between the reformative economists were the problem with
company managing. This question was discussed by R. Kocanda a P. Pelikan from VUNP or
L. Micoch. Kocanda and Pelikan promoted the autonomous solution. Ml¢och maintained that
management of a decentralized company should be interested in a profit.

The reformative economists were head to foreign knowledge whereby they were overcoming
the isolation of economy from the world economic science. In this area there was significant
Czech publication of Poland economist W. Brus “Models of socialistic economy”. This book
showed that problems of plan and market in the socialistic economy had been solving long
ago in SSSR in the 1920s.

Economic thinking revision meant a radical shift of imaginings of the socialistic economic
system functioning. In general plane the theory formulated also a new conception of the
central plan as a basic for formation the economic government policy. The economic science
in the 1960s was engaged with questions of an economic grow. The significant contribution
for a statistic analytic work was studies from V. Nachtigal. These studies were engaged with
problems of the national income. Nachtigal’s contribution is that the methodology of statistic
returns system based on economic audits was changed into the internationally recognized
methodology based on formation aggregates according to the national accounts system.

CONCLUSION

The described development of reformative economic thinking represented the main trend in
the 1960s, with the direct linkage on formulation of the practise economic policy. Relations
between theoretical data of reformative economic thinking and their practical application were
long-lasting process. This process has not been ended even in time when the Warsaw armies
burst violently into the CSSR in August 1968. During formation of the reform ideas on its
rate and running was changing during the time. The reformative economists were engaged in
mainly questions of pricing mechanism, a relation of market and plan, firm position. There
were opinion disagreements between them. The form of the reform was not influenced only
by the reformative economists, but also by the forceful pressure of the governmental
apparatus. For other work of surveyed problems I think that it would be interesting to analyze
in detail contribution of the one from the reformative economists.
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THE NOTION OF RATIONALITY IN ECONOMIC THEORY

Jana Chmelova

ANNOTATION

The conception of rationality lies in the foundations of modern economic theory. Rationality
of human action presents the general presumption of the theory of decision-making.
Nevertheless the form of conceptualization of the racionality remains questionable. The
generalization of the term of rationality represents an important question from the reason, that
economic theory makes recommendations to the policy. And if the rationality is unreal and
empirical unconfirmed, then realized institutional reforms can tend to another (sometimes
undesirable) ends. The aim of this contribution is to briefly sketch the presumptions of
conventionally recived definition of rational action and classical objections to this notion. The
classical objections lead to emergence of alternative theories of the rationality of action. The
contribution is devoted to evolutional approach (Armen Alchian), another approach represents
limited rationality (Herbert A. Simon) and Austrian school (Ludwig von Mises).

KEYWORDS

rationality; evolutional analysis; behavioural approach; Austrain rationality of human action

The conception of rationality lies in the foundations of modern economic theory. Nevertheless
the form of conceptualization of the racionality remains questionable.' The rationality in
classic economics means the choice of optimal means to attainment given ends.” Many open
questions within problems of grasping the term of rationality concern, in particular, with
empirical relevance. Some economists agree with the attitude requiring the acceptance of the
notion of limited rationality. Simultaneously it is recommended to devote more attentions to
effects and impacts of ever-present element of uncertainty on economic subjects’ decision-
making process. This opinion is not received as universal.

Rationality of human action presents the general presumption of the theory of decision-
making.’ The rational behavior seems to be more profitable: we will be wealthier, if we
behave rational. This argumentation leads to the term of optimalization. The economics also
tries to describe and predict economic behavior. Hence it has a need of some consistency in
behavior of economic subjects. It is assumed that the relationship remains still constant and
the behavior, on which the prediction is engineered, remains consistent in the future with it,
which has been in the past. We believe people act with definite kind of systematic way. If we
find out what this systematic way is, we can improve the science of the positive economics.
The theories based on this line of argumentation have achieved greater success in the past
than theories based on the alternative presumptions.

The aim of this contribution is to briefly sketch the presumptions of conventionally recived
definition of rational action and classical objections to this notion. The classical objections
lead to emergence of alternative theories of the rationality of action. The contribution is
devoted to evolutional approach (Armen Alchian), another approach represents limited

! Gerrard, B.: The Economics of Rationality. London, Routledge 1993. 203 s. ISBN 0-415-06875-4

? Economic behavior consists of subjects‘actions striving after the optimalization with respect to exactly defined
objective function.

3 Hey, J. D.: Rationality is as racionality does. in Gerrard, B.: The Economics of Rationality. London, Routledge
1993. 203 s. ISBN 0-415-06875-4
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rationality (Herbert A. Simon) and Austrian school (Ludwig von Mises). These theories
concern with process of subjects’decision-making process and take account of uncertainty.
The exact delimination and understanding of the rationality of different theoretical approaches
lead to determination of the abstraction level, on which individual economists move.
Morover, the generalization of the term of rationality represents an important question from
the reason, that economic theory makes recommendations to the policy. And if the rationality
is unreal and empirical unconfirmed, then realized institutional reforms can tend to another
(sometimes undesirable) ends. So it is convenient to view on the reality of theories’
asssumptions.

The paper‘s structure corresponds with given aim. The initial introduction in problems of
rationality in classical conception is followed by the estimation of the evolutional approach‘s
presumptions and then the behavioral and subjective approach. Every alternative suffers from
certain shortcomings and these shortcomings lead to the statement that it is not to obtain
logically maintainable rationality, which would be valid for all economic subjects in every
time and in all situations.

This contribution treats the subject matter on theoretical basis. The description of theoretical
view points of different economic schoools will be employed in the paper. Some extent will
be devoted to comparison of economic approaches to find out the different/identical features
related to surveyed issue. The axiomatic-deductive method of Austrian school will emerge in
the contribution, too. The synthesis will be employed to summarize the surveyed issue.

THE CONVENTIONAL NOTION OF RATIONALITY

The proponents of the main approach in economics proceed from the conventional definition

of the rational economic behavior. The term of rational behavior means the action, when a

human being at given preferences maximizes self-profit at constraints of minimal costs.* The

automatic mechanism of classic economics considers the individual always for rational, so the

agent knows what he wants; he wants what he knows.” This hypothesis is characterized by

deviation from reality.

The apt summary of neoclassical presumptions of behavior has brought Sidney Winter®:

[.  the economic world is viewed as being in equlibrium (statical approach)

II. individual economic actors repeatedly face the same choice situations (or sequence of
very similar choices)

III. the subjects have stable preferences — they assess the outcomes of their choices
according to stable criteria

IV. any individual subject could identify and grasp any available opportunity for improving
outcomes (by virtue of repeated situations)

V. hence no equilibrium can arise in which individual actors fail to maximize their
preferences

VI. if the world is in approximate equilibrium, it displays at least approximately patterns
employed by the assumptions that the actors are maximizing

VII. the details of adaptive process are complex and probably actor and situation specific. On
the contrary, the regularities associated with optimalization equilibrium are relatively

* Hindls, R. — Holman, R. — Hronova, S. a kol.: Ekonomicky slovnik. Praha, C. H. Beck 2003. 519 s. ISBN 80-
7179-819-3. str. 331

> Baudin, L: Irrationality in Economics. The Quarterly Journal of Economics, Vol. 68, No. 4 (Nov., 1954), pp.
487-502. [online]. Dostupné z: <http://www.jstor.org/stable/1881874>. [cit. 2008-10-06]

® North, D. C. (1990): Institutions, Institutional Change and Economic Performance. Cambridge, Cambridge
University Press 1990.152 s. ISBN 0-521-39734-0.
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simple. The inquiry of these regularities on the theoretical base infers some advance in
economic theory.

The mentioned presumptions are posssible to summary to the statement, that the actor is
rational if he is able continuous and global consideration devoted to behavior (comprehensive
of wide data‘ scope). In such case, it enables subject to decide and monitor his own action.

It is acceptable assumed about actors that they are rational, because rational entities are more
effective and effective elements dispose of more suitable assumptions to survival.’

The basic objections against the conventional assumptions of rationality are repeated in
history of economic thought all the time. It is possible to say thought the individuals are
confronted with many repeated situations, they face many unique and unrepeteable choices, in
which information is incomplete and outcomes are uncertain. Preferences change in time. And
actors would certainly like to improve outcomes, but the information feedback may be so poor
that the actor cannot identify better alternatives.® The simple notion of utility or profit
maximalization would not be employed to situations, in which optimal action depends on
uncertain events of the environment or actions of other rational subjects.” Also a lack of
explanatory force, that is an inability to explain how are made decisions (due to unrealistic
nature of assumptions), leads to the statement, that rational choice is inadequate.

These and many other objections lead to building of alternative theory of rational action,
which takes account of the uncertainty and incomplete information of economic subjects, or
limited subjects® capacity to treat information. In economics a new branch of thought emerges
which makes use of evolutional arguments for explanation of uncertain and incomplete
information in economic subjects‘decision-making.

EVOLUTIONAL THEORY OF ARMEN A. ALCHIAN"

Armen Alchian has modified economic analysis by incorporation of incomplete information
and uncertain foresight. The suggested approach embodies the principles of biological
evolution and natural selection by interpreting the economic system as an adoptive
mechanism which chooses among explanatory actions generated by the adaptive pursuit of
“success or “profit®.

In the environment of uncertainty it is not posssible quite exactly to estimate the impacts of
decisions for future. Uncertainty arises from two reasons: imperfect foresight and human
inability to solve complex problems containing a host of variables. In uncertainty potential
outcomes are overlapping. The decisions become the choice from set of potential activity
outcomes.

" Hodgson, G. M.: Calculation, Habits and Action. in Gerrard, B.: The Economics of Rationality. London,
Routledge 1993. 203 s. ISBN 0-415-06875-4

¥ North, D. C. (1990): Institutions, Institutional Change and Economic Performance. Cambridge, Cambridge
University Press 1990.152 s. ISBN 0-521-39734-0.

% Simon, H. A.: Rationality as Process and as Product of Thought. The American Economic Review, Vol. 68,
No. 2. [online]. Dostupné z: <http://www.jstor.org/stable/1816653>. [cit. 2008-10-13]

' Gerrard, B.: Beyond the Logical Theory of Rational Choice. In Gerrard, B.: The Economics of Rationality.
London, Routledge 1993. 203 s. ISBN 0-415-06875-4

" Alchian, A. A.: Uncertainty, Evolution and Economic Theory. The Journal of Political Economy, Vol. 58, No.
3. (Jun., 1950), pp- 211-221. [online]. Dostupné Z:
<http://links.jstor.org/sici?sici=00223808%28195006%2958%3 A3%3C211%3AUEAET%3E2.0.CO%3B2-K>.
[cit. 2008-10-12]
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There is no meanigful criterion for selecting the decision that will ,,maximize profits* in the
presence of uncertainty (a necessary condition for existence of profits). The realization of
profits represents the criterion in an economic system according to the successful and
surviving firms are selected. Realized positive profits, not maximum profits, are the mark of
success and viability. Positive profits accrue to those who are better than their actual
competitors. Judgments and opinions of people will differ under condition of uncertainty. The
pursuit of profits is relevant aim whose fulfilment is rewarded by survival.

The author distinguishes two forms of adaptive behavior: imitation and process of ,,trial and
error”. Uncertainty provides an excellent reason for imitation of observed success. Any
innovation comes either as a consequence of imperfect imitation of successful firms or
conscious actors® action. Worse solution is eliminated gradually by process of evolution.
Alchian asserts the process tends not always towards attainment of optimal solution. To
realize an optimal solution, two conditions must be satisfied: a trial must be classifiable as a
success or failure (the position achieved must be comparable with results of other potential
actions) and continuous growth toward some optimum without interventions and external
shocks. Comparability of resulting situations is destroyed by the changing environment.

It seems evolutional theory abondons the idea of deliberation and choice which Robbins and
others had considered as central point (in orthodox biology, evolution is blind and unintended
process).'” It is convenient to answer the question, whether this ,,evolutionary* theory is
applicable to consumers as well as to firms. If evolutional theory depends on the assumpition
of survival, it is applicable to firms becuse some forms survive and others go out of existence.
But what about consumer? If non-rationality simply means inconsistent preferences, there is
no obvious reason to assume that a ,,rational* consumer will have a superior survival value in
socio-economic evolution.'> Morover, ,,evolutional process cannot be an optimizing one
because for evolution to work there must always be a variety from which to select.

Optimaziation implies finality and the attaniment of equilibrium. By contrast, modern
biological idea of evolution involves variety, change, process and an open conception of
unfolding time. It is evident, that evolutional theory is not sufficient for explanation of
rational action of economic actors. Evolutionary argument for rationality has serious
limitations. Thus behavioural analysis represents certain alternative.

HERBERT SIMON’S BEHAVIOURAL ANALYSIS

Herbert Simon emphasizes that economics is the study of rational allocation of scarce
resources.'* The term ,,rational“ has long had in economics a much more specific meaning
than its general dictionary signification of ,agreeable to reason; intelligent, sensible®. In
general it is accepted, the rational man of economics is a maximizer who will settle for
nothing than the best. Even his expectations are rational (John Muth, 1961). What economists
have to export is not rationality, but a very particular and specific form of it: the rationality of
the utility maximizer."

"2 Hodgson, G. M.: Calculation, Habits and Action. In Gerrard, B.: The Economics of Rationality. London,
Routledge 1993. 203 s. ISBN 0-415-06875-4

'3 It seems Hayek has accepted both possibilities: ,,competition will make it necessary for people to act rationally
to maintain themselves ... a few relatively more rational individuals will make it necessary for the rest to emulate
them in order to prevail®. vide Hodgson, G. M.: Calculation, Habits and Action.

' Simon, H. A.: Rationality as Process and as Product of Thought. The American Economic Review, Vol. 68,
No. 2. [online]. Dostupné z: <http://www.jstor.org/stable/1816653>. [cit. 2008-10-13]

> Orthodox theory often assumes the subjects ,,are selected” as optimizers through some darwinian process
,,survival of the fittest*.
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Author beleives almost all human behavior has a large rational component, but only in terms
of the broader everyday sense of rationality, not in economic specialized sense of
maximization. He shows that economics itself has largely been preoccupied with the results of
rational choice rather than the process of choice. As economic analysis devotes much
attention to the dynamics of choice under uncertainty, it will become more and more essential
to consider choice processes.

Simon asserts that we accept values as given and consistent, simultaneously we require an
objective description of the world (as it really is) and unlimited computational ability of
decisionmaker, we do not need to distinguish between the real world and the decisionmaker‘s
perception of it (he perceives the world as it really is).'¢ Moreover, we can predict the choices
of rational decisionmaker entirely from our knowledge of the real world and without a
knowledge of the decisionmaker*s perceptions or modes of calculation.

If we accept the proposition, that the knowledge and the computational power of the
decisionmaker are limited, then we must distinguish between the real world and the
decisionmaker‘s perception of it and a reasoning about it. We must construct a theory (and
test it empirically) of the prosesses of decision. The theory must include not only the
reasoning processes but also processes that generate the actor‘s subjective representation of
the decision problem, his frame.

Simon‘s statement captures the essence why the subjective and incomplete processing of
information plays a critical role in decision making.'” It explains the attitude, based on
subjective perceptions of reality, playing a major part in human beings‘ choices. It brings into
forefront the complexity and incompleteness of our information and the efforts of
understanding. It focuses on the need to develop regularized patterns of human interaction. To
explain the economic subjects® behavior in the face of such complexities, the theory must
describe the subject as something much than monotonous, adaptive organism; it must
incorporate at least some descripton of processes and machanisms through which the adaption
takes place.

Simon requires that we must give an account not only of substantive rationality, that is the
extension which appropriate courses of action are chosen, but also procedural rationality that
is the effectiveness, in the light of human cognitive powers and limitations, of the procedures
used to choose actions.'® As economics concerns with situations of increasing cognitive
complexity, it must take account of ability of actors to cope with the complexity, and hence
procedural aspect of rationality. Procedural rationality supplements substantive rationality.

Substantive rationality assumes that people‘s choices are well informed and directed towards
unambiguous goals involving individual maximands.'” Hence substantive rationality views
the utility function as a simple maximand. It assumes that relevant information is at least
equally accessible to all market participants, if not costless, and does not view decision
making as a constraining input at the individual level. This conception of rationality views

' North, D. C. (1990): Institutions, Institutional Change and Economic Performance. Cambridge, Cambridge
University Press 1990.152 s. ISBN 0-521-39734-0.

' North, D. C. (1990): Institutions, Institutional Change and Economic Performance. Cambridge, Cambridge
University Press 1990.152 s. ISBN 0-521-39734-0.

'8 Simon, H. A.: Rationality as Process and as Product of Thought. The American Economic Review, Vol. 68,
No. 2. [online]. Dostupné z: <http://www.jstor.org/stable/1816653>. [cit. 2008-10-13]

PLey, R. D. — Johnson, L. E.: Both the Orthodox and the Heterodox must be able to explain the Origin and
Significance of Values. American Journal of Economics and Sociology, Vol. 49, No. 4 (Oct., 1990), pp. 469-481.
[online]. Dostupné z: <http://www.jstor.org/stable/3487542>. [cit. 2008-10-13]
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maximizing one‘s self-interest as a proper and descriptive end of human action (Sen, 1987).
Any ends that cannot be explained in terms of self-interest are judged irrational and rejected.

Procedural rationality is satisfied when behavior is the outcome of ,,appropriate deliberation*
rather than impulse.”’ Rationality may refer to any thoughtful, reasoned recommendation or
action. That is, it may refer to anything which is the outcome of a rational process. Procedural
rationality is not irrationality, but recognizing people‘s limited computational capacity (Simon
1985) and the fact that cognition is culturally specific (Hodgson 1985) suggests that human
action may not systematically maximize anything.

Agents follow rules and standard operating procedures which are used to search out an
alternative that satisfies some aspiration level.”' Agents are satisficers rather than optimizers.
The search process comes to an end when a satisfactory alternative is identified. Agents do
not continue to seek indefinitely for the best alternative.

The term of limited rationality is used to determination of rational choice which takes account
of cognitive limitation of decison-maker, that is limited knowledge and computational
capacity.”” For Simon, complexity equals incompleteness of the information.” If agents do
not possess perfect information about situation of choice, then an interpretative problem
arises. Agents must interpret the available information in the context of some set of
presuppositions about the choice situation. Different interpretations are possible. Agents face
a situation of uncertainty. This is another aspect of complexity. Thus agent’s information set
contains knowledge in the form of a set of justified partial beliefs about the possible nature of
the world. This knowledge is not objective but a matter of interpretation. As such it is not
accurate. The partial and not accurate nature of knowledge is the defining characteristic of a
situation of uncertainty.

Simon‘s behaviouralist analysis has also emphasized the functional necessity of decision-
making rules.”* An evolutional approach goes further and considers the origin of those rules
and the combined effects of individual decisions within economic system as a whole.

The central limitation of the behavioural research program is that it focuses almost
exclusively on the decision-making of the given individual agent. Two important aspects are
thus neglected: insufficient attention is given to the prosesses through which actors® rules may
be created or changed through time; nonconforming room is devoted to the unintended
consequences, that result from the actions of agents interacting with one another. Thence it
follows behavioural approach is not convenient as a central base.

2 Ley, R. D. — Johnson, L. E.: Both the Orthodox and the Heterodox must be able to explain the Origin and
Significance of Values. American Journal of Economics and Sociology, Vol. 49, No. 4 (Oct., 1990), pp. 469-481.
[online]. Dostupné z: <http://www.jstor.org/stable/3487542>. [cit. 2008-10-13]

! Gerrard, B.: Beyond the Logical Theory of Rational Choice. In Gerrard, B.: The Economics of Rationality.
London, Routledge 1993. 203 s. ISBN 0-415-06875-4

2 Simon, H. A.: Models of Bounded Rationality: Empirically Grounded Economic Reason — Volume 3.
Cambridge, Mass.: MIT Press 1987. 456 s. ISBN 0-262-19372-8 — vybrané kapitoly.

» Gerrard, B.: Beyond the Logical Theory of Rational Choice. In Gerrard, B.: The Economics of Rationality.
London, Routledge 1993. 203 s. ISBN 0-415-06875-4

* Hodgson, G. M.: Calculation, Habits and Action. In Gerrard, B.: The Economics of Rationality. London,
Routledge 1993. 203 s. ISBN 0-415-06875-4
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THE AUSTRAIN ATTITUDE TO RATIONALITY OF HUMAN ACTION

Each science specifies, implicitly or explicitly, the level of reality in which it is interested.*
»Levels® demarcate the different aspects of what might be considered the same phenomena.
The level of reality, standing in the center of Austrian approach, represents the realm of
purposes, plans, valuations and expectations. That is the realm of subjective meaning. This
world of subjective meaning is inextricably bound up with the world of everyday life.
Recognition of the realm of subjective meaning is therefore a prerequisite for understanding
of human action.

For Austrian approach, the action is purposeful. There is no human action without purpose.”
The Austrain school, in general, positions all human action in the same category, that of
,,conscious, active or creative choice®. Mises re-defines action as that which determines the
course of events.

For Mises the term ,,rational” means the outcome of uses of characteristic human mental
processes through which a man strives to connection all his thoughts deliberately, coherent
and purposeful as it is possible in order to planning of attainment of desired ends.”’
Consequently, all deliberate human action, without no respect of its fitness or unfitness to the
desired ends® attainment, are rational.

Economics is a theoretical science about means employed to choseen ends* attainment, not a
science about the choice of ends. The action equals to use of the means to achievement of the
ends. To do nothing and be idle, it is action too, it determines also a course of events. The
human being proves to supress the emotions and instincts. He proves to rationalise his
behavior. The man arranges his wishes and desires into the scale, choses and acts. The human
action is necessarily the rational action.

The expressions of rational and irrational in the connection of ultimate ends of action are unfit
and nonsensical. Because praxeology” does not judge actions, it is not in a position to regard
any act as ,,irrational“.”” He recognizes that all acts of the choice have their meaning for an
individual decision-maker on the base of some end and purpose, being strange or transient,
which guide his action: ,,The idea of an action not in conformity with needs is absurd*. Mises
very rightly says that a goal is always considered rational by the person who has chosen it,
since it reflects a value judgment; our definition is concerned with the means and not with the
end.”® Praxeology does not address the content of individual preferences or the particular
motives that give rise to those preferences. It is concerned with the the pure logic of choice.

When the expressions of rational or irrational are employed to means to achievement of the
ends, it represents a judgment about fitness or adequacy of used procedures. It is a fact, the
human reason is not infallible and the actor in the process of choice and use of means very
often errs. The action, that is not suitable for achievemnt of pursued end, does not fulfill the
expectations. It stands against its purpose, but it is rational — it means it is the outcome of

2 O Driscoll, Gerald P. — Rizzo, Mario J.: The Economics of Time and Ignorance. London, Routledge 1996. 256
stran. ISBN 0-415-12120-5

® Hodgson, G. M.: Calculation, Habits and Action. In Gerrard, B.: The Economics of Rationality. London,
Routledge 1993. 203 s. ISBN 0-415-06875-4

" Mises, L.: Lidské jedndni: Pojedndni o ekonomii.Praha,Liberalni institut 2006. 959 stran. ISBN 80-86386-45-6
*% Praxeology is a universal theory about logic of human choice.

¥ Selgin, G.A: Praxeology and Understanding: An Analysis of the Controversy in Austrian Economics. Ludwig
von Mises Institute. [online]. Dostupné z: <mises.org/books/prax-and-understanding.pdf>. [cit. 2008-08-22]

3% Baudin, L: Irrationality in Economics. The Quarterly Journal of Economics, Vol. 68, No. 4 (Nov., 1954), pp.
487-502. [online]. Dostupné z: <http://www jstor.org/stable/1881874>. [cit. 2008-10-06]
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reasonable, though erroneous, consideration and attempt of achievement of particular end.
Action is necessarily rational because the notion of purpose carries with it invariably the
implication of requiring the selection of the most reasonable means for its successful
fulfilment.

Even an ordinary man makes a decision. He decides on acceptance of conventional patterns or
patterns of the other people, because he believes this procedure is the fittest alternative for his
well-being. Most of the everyday human behaviour is a routine. The individual obtains some
habits, he creates the automatic reactions. He employs these habits because of their effects.
The fact, the action takes place under normal conditions as if spontaneously, does not mean
that this situation arises in terms of deliberative decisions and intentional choice.

At the root of the notion of human action is the simple assumption that human reason plays a
role in every action.”’ The concept of human action depends on the introspectively valid fact
that there is a form of conduct that is specifically human, i.e., the conduct that is accompanied
by the consciousness of volition.

Economizing consists in the allocation of scarce resources among competing ends. Acting, in
the praxeological sense, consists in selecting a pattern of behaviour designed to further the
actor‘s purposes. A concept of rationality exists for praxeology only as the expression of
human purposes. In the praxeological view, action is rational by definition. Man‘s actions are
not haphazard, but are expressions of a necessity for bringing means into harmony with ends.
It seems that the Austrian approach reflects best the substance of the reality of human action.

CONCLUSION

The most interesting epistemological datum for economic theory is that we actually know that
maximum eficiency is achieved through ideal allocation of allocable resources and we also
know that no individual achieves this maximum.*® This divergence results from the
ignorance, error and ,,prejudice® in the innumerable forms of effect of real choices. There
exist many causes and respects in which neoclassical paradigma is not adequate.” Its
abstraction level is too high and no efforts are taken to reduce it. This reduction might lead to
approximation to reality. The alternative interpretations of rational action lead to the statement
that it is not possible to obtain logical maintainable rationality, which would be valid for all
people in every time and in all situations.
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KNOWLEDGE MANAGEMENT AS A DRIVING TOOL
OF MACROECONOMIC DEVELOPMENT

Sarath Kumara Idirisinghe Idirisinghe Mudiyanselage, Pavel Ondrcka

ANNOTATION

In the world priorities are changing time to time. Earlier material resources played major role
in the development process of the countries. But today it has changed into knowledge bases
and knowledge bases have become as one of the most important resource to the world. The
problem of the world today is the disparity of knowledge distribution among countries due to
the resource gaps. These knowledge gaps and resource gaps were aggravated with different
ruling systems in the world. This has resulted to fail both socialist system as well as capitalist
system. Therefore time has come for us to think different way to find solution for this crisis.
In this process new knowledge based development strategies will help to gear world into
proper direction.

KEY WORDS

Macroeconomic Development, Sustainable development, Aggregate Demand, Aggregate
Supply, Knowledge management, Knowledge society, Resource pool,

INTRODUCTION

Globalization has become a challenge to development policies of individual countries as most
of the activities of those counties are linked with global resources and global market. As these
individual counties have to cater the demand of global customer, individual countries has to
design their policies to match with the requirement of global customer network. In this
process resource management systems have contributed enormously to increase the efficiency
and productivity of individual production processes. The evolution process of management
system marked from process management from input to output and quality control (QC), total
quality control (TQC), total quality management (TQM), business process reengineering
(BPR), Knowledge Management (KM) and outsourcing the production process. As the global
resources are becoming scarcer than earlier these management aspects should be broaden to
address development issues of individual countries.

In the process of development sustainable development as being the global scenario of
development process of present world, almost all the countries are making efforts to
contribute for that. The World commission on Environment Development (Brundtland
Commission) in 1977 has defined the sustainable development as "meets the needs of the
present without compromising the ability of future generations to meet their own needs"’.
The United Nations 2005 World Summit Outcome Document, refers to the "interdependent
and mutually reinforcing pillars" of sustainable development as economic development, social
development, and environmental protection”'’. This has become as very important issue to the
present world as world has faced crisis situation due to resource shortage such as fuel, foods,
drinking water, space to live, and most of basic needs for the people due to the increasing
population. The world poverty line accepted by World Bank, the reference level for per day
spending range for consumption is $1 and $2. According to the estimates in year 2001, 1.1
billion people had a consumption level below §1 per day and 2.7 billion lived on less than $2
per day for their consumption’. According to the report of World Vision, more than 26,000
children under the age of 5 die every day due to preventable poverty, disease and due to
hunger. In year 2006 estimated child death (under 15 years) was 380,000 and also has been
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estimated that 15.7 million children will be orphaned by AIDS in sub-Saharan Africa’.
Further to the United Nations Environmental Centre, the global population will be 10 billion
in year 2050 and process managers have to produce four to ten times as much food and 10 to
30 times as much energy requirement for the expected population’. Also Millennium
Development Goals (MDGs) have been targeted to reduce extreme poverty to halting the
spread of HIV and AIDS and providing universal primary education, all by the target date of
2015 and a blueprint agreed by the entire world’s countries and leading development
institutions’.

Although production process management of some countries has achieved considerable
improvement in the management level they have not contributed to address the needs of the
people of the above category. It is true that increase of resource use efficiency contributes to
protect world resource base but the knowledge distributions to different locations have not
been satisfactory. Therefore to strengthen the process there should be mechanism to share
available knowledge and to manage the knowledge to address the development issues.

OBJECTIVES OF THIS PAPER

1. Is to identify the mechanism to share the available knowledge bases among countries for
the betterment of each countries

2. To stress the possibilities of using knowledge bases to govern fiscal policies and achieve
sustainable development of the countries

METHODOLOGY AND DATA

Paradigm will be developed using literature based evidences through inductive approach.

RESULTS
Knowledge management and production process

Known history of management process goes back to six thousands years. In this era
civilization existed known as Sumarians in Sothern part of Mesopotamia above the Persian
Gulf. This culture was rich with the knowledge of stars and planets, an enormous
mathematical knowledge, agriculture, the art of building aqueducts, knowledge about how to
control community, manipulating, town and other matters and how to build gold mines®.
Knowledge is defined as purposeful coordination of actins”'’. Knowledge can be data, simple
facts or figures. These data can be transformed in to information and information can be
transform into knowledge, wisdom. In the process of knowledge management the structure of
knowledge management should be sufficiently broad to cover customer value management,
quality improvement through knowledge management, change management process and
benchmarking as a specific tool’.

Figure 1 depicted the basic product, process and possible networks in the production process.
In this network from supplier network to customer network improvement of efficiency of each
chain is very important. If knowledge bases provide the incentives to make easier this links it
will enhance the efficiency of the system.

314



Economic performances
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An important issue in
growth economics is the contribution of different factors such as capital, labour and
technology to drive the economic growth. Robert Solow and Meade J E (1956) developed the
neoclassical growth model with two factor production function with capital and labour
determinant of output. Besides it added exogenously determined factor, technology into
production function of a country'. The long run aggregate output or real Gross Domestic
Product (GDP) of an economy depends on mainly three factors viz; a. the quantity of
available labour (L), b. the stock of capital (K), and c. the state of technology (A).

Aggregate production function is written as Y = AF(K, L)

As mentioned in the equation, there are three main forces which can shift the aggregate output
of an economy. Labour is an important resource of production. Over time, given capital stock
and the state of technology potential GDP will increase as full-employment quantity of labour
force increases leading to shift the aggregate supply curve to the right. Similarly human
capital and physical capital brings about increase in potential GDP and causes shift in the
long-run aggregate supply curve.

At present most important consideration in the world is resource limitation. Progress in
technology enables firms to produce more from given resources. Empirical research studies
have shown that technological progress is by far the most important source of increase in
GDP over past two centuries'. This is due to the advances in technology that a modern
worker, both industrial and agriculture produce many times output than the older times. Even
with fixed quantities of labour and capital, progress of technology raises potential GDP and
causes in shift in the long run aggregate supply curve to the right'.

Above literature has clearly emphasized the importance of new technologies or new
knowledge for a country to improve their performance of an economy. Specially, these
knowledge bases are very important for developing nations to adjust their economic activities.
Therefore it is worth to share the knowledge with other countries to create playing field
environment to the producers to play their role without disturbances. Fiscal policy
frameworks should be varied from country to country depending on the needs of particular
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country and they have to select appropriate policies to handle their resource levels. In this
process knowledge generated in the outside can play significant role to drive economies in
correct direction.

Benchmarking and establishment of knowledge bank
“The mission of science is not only to know the objects but to form a system of knowledge
about objects that are transformed through knowledge into the complexes of individual
sciences; but to use the acquired knowledge in favour of the long term sustainable

development of human society” *.

According to the model developed by Professor I Nanaka, explains the path of transferring
tacit and implicit knowledge into explicit knowledge through externalization and explicit
knowledge transfer into tacit knowledge thorough internalization’. Also he has further
explained the improvement process of explicit knowledge as consolidation. At present this
knowledge transformation process has become the main concern of most of leading
institutions in the world and literature revealed that this has created favourable environment
inside and outside those institutions. “Knowledge is the currency of Hewlett-Packard and
faster we can acquire knowledge and move it around our organization, the better we will

create extraordinary value for our clients™.

The main problem in this proc