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ASPECTS OF SUSTAINABLE DEVELOPMENT OF SMALL AND
FAMILY HOTELS

Robert Svetlacic
PhD Student at Faculty of tourism and hospitality management Opatija, Croatia
rsvetlacic@gmail.com

ABSTRACT

Sustainable tourism is getting more and more popular nowadays, and it requires turning to
high quality, responsible and eco-friendly tourism, which can only be achieved if there is a
balance between economic, socio-cultural and environmental aspects of tourism development.
Owners of the small and family hotels are turning more and more to eco tourism, primarily to
achieve their goal, which is the extension of the season and making larger profits. Sustainable
development combines economic development, social responsibility and environmental
protection. This kind of development supports a stable relationship between human activities
and the nature, which would leave the healthy environment for future generations. Modern
trends of returning to nature are often implemented through tourism, which encourages the
development of small, family-run hotels, which generally offer personalized service and warm
atmosphere in the environment of authentic architecture.

Keywords: sustainable development, small hotels, family hotels, business

1. INTRODUCTION

Tourism is a phenomenon which is almost entirely dependent on the environment, so any kind
of distortion of the natural balance and the destruction of ecosystem potentially leads to the
disruption of tourist movements. In the few studies on the cause and the effect relationship of
environment and tourism, t the primary and secondary, and intentional and unintentional
disruption of the ecological balance is being discussed, especially those that sprang from the
tourist movement. While under the primary think of the direct distortion of balance of
ecosystems, the secondary is the result of the complexity of tourist services, and is reflected in
the increased need for water, electricity and oil. To reduce the negative effects of tourism on
the environment, society and the economy, it is important to understand both the sustainable
development and sustainable tourism development. Modern trends of returning to nature and
the original are often implemented through tourism, and they encourage the development of
small, family-run hotels, which generally offer personalized service and warm atmosphere in
the environment of authentic architecture. In the last few years, due to its natural and cultural
heritage and improved transport links with the European source markets, Croatia has become a
hit tourist destination. Small family hotels are increasingly sought after tourist product in
Croatia, with a constant growth in traffic and spending per guest, with the trend of the efforts
of extending the season. In Croatia there were about two hundred of small family hotels with
approximately 15,600 beds, as compared to the number of beds in large hotel companies very
little watching European experience. Small family hotels in Croatia became an absolute trend
as they are filled 180 days a year, and generate a third more nights than traditional hotels and
generate 25% of all hotel overnight stays in Croatia, which indicates their significance,
enhanced quality of business and making the most of the capacity. Small family hotels make
most common form of tourism not only in Croatia, but also globally. Therefore, it is the
hospitality (accommodation) offer that is of particular importance for the destination identity,
international recognition / desirability, and the destination competitiveness of the Republic of
Croatia. Small family hotels in Croatia, should become engines in the process of improving the
overall hotel industry which will be the main part of the economic sectors of tourism through
sustainable development, which should increase economic growth, employment and the
standard of the local population.
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2. SUSTAINABLE DEVELOPMENT IN HOTEL INDUSTRY

2.1. Overview on the development

A development is hard to define, since it raises the question whether it represents economic
growth and human well-being. In the event that the goal of the development is well-being, then
it can be defined as an increase in the economic, ecological, cultural, social and political level
of life. To date, the concept of development marked the acceleration of economic growth, which
caused a huge gap between countries and nations. The distribution of economic and political
power among the countries determines the possibility of influence of each country on economic
developments in the world. Each of them is trying to have as large as possible influence on
politics, in order to become more developed than others. Some countries want to have control
over raw materials, energy and goods of vital importance for human life, and through this the
political control of of certain poor nations. Power consumption is linked to a large number of
factors specific to each area, such as population growth, the development of science and
technology, geography and others. The dependence of the energy of today's society is best
proved by occasional disturbances in its delivery, which causes delays in production, and
therefore large material losses. The problems of energy development can not be studied outside
the context of an overall socio-economic system of a country, even outside the context of the
development of international political and economic relations. The development goals of energy
can not be autonomous, they have to be be drawn from the development goals of economic
policy. Among the many problems that humanity is facing regarding the development, the most
complex problems to solve are those with new technologies that have to worry about the
protection of the environment. The technology requires less and less influence of political
control, but at the same time it puts people in an awkward position by increasing
unemployment, since due to greater automation of work less human labor is required.
Throughout history with the increase in personal and social standards neglecting of the impact
of development on the environment started. This led to significant pollution of air, water, soil
and atmosphere, to reduction of the forest area, and thermal pollution (Udovicic, 2004). It is
obvious that the progress of civilization has brought benefits to humanity on the one hand, while
on the other civilizations risks its own survival through contamination . The synergy between
technology development and environmental protection becomes a priority for a safe future
development. Over the past three decades a lot of practical and technical knowledge has been
gathered and experience that instills optimism in thinking about the possibility of energy supply
in the future and a smaller environmental impact and the man himself.

2.2. The concept of sustainable development

In the last two decades there has been an ever increasing exhaustion of natural resources which
are mostly due to inefficient and poor planning, and not enough time for recovery. Population
growth with resource depletion causes the faster destroying of many parts of the environment.
The hardest hit areas are those of intensive production. The process of air, water, and soil
pollution is constantly speeding up with population growth. Experts Club of Rome concluded
that "an unreasonable use of many important natural resources with many types of pollutants
have already exceeded the measure that is physically viable in nature. No significant reduction
in the use of materials and energy consumption, in the following decades will come to an
uncontrolled fall of the amount of food energy consumption and industrial output per person
"(Crnjar, 2002, pp. 187). Correcting the huge imbalance is only possible by applying the
principles of sustainable development. Sustainable development combines economic
development, social responsibility and environmental protection in order to ensure a high level
of quality of life in the future. The concept of sustainable development contains a combination
of of scientific principles and human values. At a time when human activities began to act on
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natural resources, sustainability takes on social meaning and interpreted in accordance with the
different interests of society or a group in society. Therefore, the concept of sustainable
development must be interpreted scientifically, and not in accordance with the current interests
of certain interest groups. The concept of sustainable development includes three important
elements (Dragicevic, 1996, pp. 189):

The concept of development - which is not identified with economic growth as it relates to the
quantitative elements of the economic system while development relates to qualitative concept
of social development, which in itself includes economic, cultural and social development of
the bands.

The concept of need - refers to the question of allocation of basic resources for the achievement
of quality of life. The term "basic needs" is relative because what was once considered a luxury,
today is a necessity in developed countries.

The concept of future generations - indicates that the essence of sustainability is reduced to the
question: What are we going to leave to future generations? Future generations should not
burden our development and environmental problems, and should get them to convey a better
quality of ecosystems than it is today.

Our present is inevitably the past of the future generations so we have to decided today about
their possibilities. We should build a society step by step, a society which is based on the
individual who lives in harmony with the development of their ethical and professional
awareness of the current and future significance of the environment in all its dimensions.

2.3. The concept of sustainable tourism development

Turning to sustainable tourism implies turning to high quality, responsible, selective and
competitive tourism, which can be achieved if there is a balance between economic, socio-
cultural and environmental aspects of tourism development (Hall and Richards, 2007).
Sustainable tourism development should be implemented in the operations of all businesses in
the tourism business, regardless of their size, number of employees and market position. By
including in the tourism process, each stakeholder, regardless of their role in the process, should
respect the principles of sustainability and ethical standards, in order to maximize the positive
effects of tourism development, and reduce the negative ones. Therefore, sustainable tourism
should (Central portal of the World Tourism Organization, 2005):

use environmental resources optimally as a key element in tourism development, maintaining
essential ecological processes contributing to the preservation of natural heritage and
biodiversity;

respect the socio-cultural authenticity of the local communities, to preserve the culture of
building, life and the traditions and contribute to intercultural understanding and tolerance;
ensure long-term sustainable economic operations, providing evenly distributed socio-
economic benefits to all stakeholders, including secure employment, earnings potential and
social services and contribute to poverty reduction.

Management of tourism development is a complex process in which it is important to set clear
goals and strategies for their achievement, but also the implementation of the monitoring and
control of the entire process. When the sustainability is included in such a process it is important
to reflect on this development for which the starting point and the goal will be to be a man. tis
a lot more humane and balanced development, for whose implementation the cooperation of all
stakeholders of tourism is required, as well as their involvement in the strategy development
and decision making process. The importance of sustainable tourism development is reflected
in the philosophy which is based on preserving the original identity, long-term thinking,
responsibility, cooperation, partnership and providing high value for money. This enables the
extension of the life cycle of tourist enterprises and increasing level of productivity and
competitiveness of the entire tourist system.
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3. SMALL AND FAMILY HOTELS IN CROATIA

3.1. Quantitative determinants of the offer
According to the Croatian Ministry of Tourism, based on the document of the Ministry of
Tourism 'list of categorized tourist facilities: hotels, campsites and marinas in Croatia' in
October 2015, indicates that in Croatia there are about 362 hotel facility of small family hotels
with fewer than 50 accommodation units. Although these hotels are registered as a limited
liability company, it is difficult to say whether it is a family-owned hotel, and facilities managed
by the family, which makes them, in the true sense of the word, regarded as one of the small
family hotels. In Croatia, there are still no official criteria for the distribution of the hotel on
small, medium and large, and therefore each author uses a different criteria. The general criteria
used to define small hotels as the following (Ninemeier, 2005, pp. 25):

- accommodation capacity,

- amount of investment,

- amount of revenue,

- ownership and management,

- method of financing,

- products and markets,

- organization and employment.

According to the above, small and family-run hotels are those with up to 50 rooms, which are
family owned, and whose ownership and control functions are integrated. The owner is also the
manager, and he defines the concept and arrangement of the building. The offer of the hotel is
partially extended in the form of wellness, restaurants or meeting rooms, and attracts mainly
individual guests, and create a personalized relationship of small family hotels with guests. The
organization of work in the hotel is flexible.

Small family hotels in Croatia have around 7,800 accommodation units and 15,600 beds, with
the prevailing buildings of small family hotels with 3 * (53%) and 4 * (32%). At the same time,
very few small hotels are categorized with 5 * (3%), while there are much more of small family
hotels with 2 * (12%).

Chart 1: Hotels - structure in% to the number of stars (Ministry of Tourism, 2015).
(Contact Author)

Finally, 5.5% of small hotels categorized as aparthotel. In terms of distribution, it should be
noted that, unlike the objects of family arrangements that are almost entirely oriented on coastal
counties (about 67%), small hotels in Croatia, are largely located in the continental part of the
country (33% of total accommodation capacity).

Accommodation capacity of small hotels are located primarily in the area of Split-Dalmatia
County (25%), Primorje-Gorski Kotar (13%) and Istria (10%) and the least in Medimurje
County (1%), Krapina-Zagorje County (1% ), Bjelovar-Bilogora (1%) and Virovitica-
Podravina (1%). Accommodation capacity of small hotels in other counties are arranged
according to the following order: Zagreb (9%), Dubrovnik-Neretva County (8%), Zadar County
(6%), Sibenik-Knin County (6%), Osijek-Baranja County (4%), Karlovac (3%), Belize counties
(3%), Podravska (2%) and Brod-Posavina (2%).
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Figure 1: Small hotels - the spatial distribution in% (author ‘according to the Ministry of
Tourism, 2015).

3.2. Quantitative determinants of demand

There is no available statistical data about (registered) overnight in small hotels on the territory
of Croatia.

However, based on unofficial data of the National Association of Family and Small Hotels of
the degree of capacity utilization of their State at the level of about 45% annually, one can speak
of the number of overnights at around 2 million. In other words, the share of small hotels in the
total outturn overnight hotel is at the level of about 15% (Ministry of Tourism, 2015).

3.3. Problems that include small and family-run hotels on tourist market

Before the professionalization of smaller tourist reception capacity, or private renters of rooms
and suites, their inclusion on tourist market was almost undetectable and unsatisfactory,
primarily because of the current share of the gray economy, unregistered guests, employees and
generated revenue. Since they were predominantly offering only accommodation services, as
well as the unorganized arrangements, capacity utilization was unsatisfactory and the average

6
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occupancy rate was very low. With the professionalization of those facilities and converting the
small family hotels, there was an expansion of their supply and they achieved the multiplier
effect (better offer, more employment, higher prices, extension of the season, better capacity
utilization and higher revenue for entrepreneurs), however, their inclusion on tourist markets
and the general placement took place more or less randomly, and without identified and
developed strategic positioning on tourism market. One of the reasons why is the Croatian
tourist offer of small and family-run hotels in a fairly big disadvantage is their appearance on
the tourism market, for which it can be said that, although tourism professionals say a priori
that they have beautifully constructed and decorated hotel complex, a nice aesthetic look and
in addition good, high-quality and fast service, as well as a warm welcome and a warm
atmosphere, courtesy of hotel staff which easily wins the confidence of the guests, they still can
not achieve the target objectives, primarily the extension of the season and making larger
profits.
The main obstacles to the development of small and family-run hotels can be classified into two
groups:

- problems among market players (barrier to cooperation)

- entrepreneurship and human resources.

The lack of the brand:

The largest number of hotels, especially small hotels in Croatia, are independent, ie. is not
holder of the brand. Brand is one way to gain international recognition. As competition
intensifies, it becomes increasingly difficult to maintain its position in the market.

The judicial framework - offer is connected with a range of administrative and legal restrictions,
which does not facilitate commerce and a breakthrough on the market.

Tourist policy- in the past, and now, even though the public authorities aware of the importance
of tourism they still impose decisions harmful for small hotels and tourism in general (0.0 per
mill). Doubling the responsibilities of state and local public institutions and private initiatives.
The current structure of the supply of small hotels, and in particular sector destined for tourism
promotion is dysfunctional. Most of the criticism relates to doubling responsibility
(associations, tourist boards, county, ministry) which leads to a waste of resources. The solution
may be the introduction of more precise delegation of responsibility, that is, the hierarchical
structure which would attributed a single body or person decision-making power in order to
devise a common operating line.

Such origin of the decision-making is transferred from time to time by on county department,
to organization or the external body (a manager or team of experts).

Relations on the market - emphasized individuality as a result of the competitive environment
has resulted in the closure of any possibility of cooperation and skepticism towards the merger.
The biggest problem is the lack of coordination between the public and private sector because
of the different modes of operation, and within both categories there is a significant discrepancy.
System Limitations:

A range of other obstacles are: a lack of entrepreneurial spirit and the participation of support
structures, lack of leadership by those in charge of managing the various components of the
system of the offer, the lack of "tourist culture” of hoteliers (insufficient knowledge of the
mechanism of the tourism market).

The lack of change of generations - in most small hotels managerial class is usually of old age,
while young people are attracted to jobs in better-paid sectors or less demanding business
(mainly in foreign countries). Because of age, hoteliers are being criticized for not being
innovative and dynamic.

Insufficient level of professionalism and entrepreneurship - preparation of hoteliers and their
associates for appropriate promotion and commercialization of large resources of our area is
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very limited. This also applies to the state and local officials in charge of tourism planning and
programming and all those who have a frequent contacts with the visitors (dealers, cops, ...).
As for the private sector, there is a reinvestment of income, fear of risk and too much attention
is devoted to short-term planning of the hotel.

The need for qualification / training personnel - regardless of the fact that the majority of
workers and hoteliers say that they've managed to modernize, and they have no need for specific
courses and seminars, attitude towards this kind of offer is mostly positive, although most
hoteliers do not know for them. Since the offer of courses and seminars is average, this is the
indication that there is a need for better communication about diversity and characteristics of
the course by the organizers.

4. SUSTAINABLE DEVELOPMENT OF SMALL AND FAMILY HOTELS IN
CROATIA

4.1. Eco-certification of small and family-run hotels in Croatia

In Croatia, small family hotels which carry the eco label of small family hotels with the logo of
"heart with a leaf" are recognized as objects that take the best care for the environment in their
area. Croatian eco-label for tourism accommodation in the small and family-run hotels follows
the structure of the European eco-label Eco-flower. Eco certificate confirms that the object is
using energy rationally, and resources for work and that their verification is done by strictly
defined procedures. The construction of the facility must have all the necessary checkpoints
and resources to prevent energy loss. Also, the certificate relates to the sorting, classification
and selective collection of waste that are generated as by-products in the process of
manufacturing in the hotel.

The advantages of eco-sign for hotels are multiple:

Eco-sign indicates and proves the high quality and care of the environment.

Reducing the consumption of resources such as water, electric, energy and waste reduction,
which leads to cost reduction.

Commitment to preserving the environment leads to a healthy accommodation, a healthy diet
and a healthy environment for guests and employees, and therefore directly affects their
satisfaction and contributes to meeting their expectations.

Eco-sign contributes to better quality services and strengthens the position on the market and
distinguishes hotels that have the sign from all the others.

Small family hotels in Croatia have large, but unused opportunities for development. According
to the National Association of Family and Small Hotels of 2016, small and family-run hotels
that have eco-label are: Hotel Srakov¢i¢ from Karlovac (Karlovac), Hotel Vicko Starigrad
Paklenica (Zadar) Hotel Savus Slavonski Brod (Brod Posavina) and hotel Bitoraj in FuZine
(Gorski Kotar County).

4.2. Aspects of the introduction of sustainability in the process of small and family-run
hotels

Sustainable development is a process that small and family-run hotels have to pay attention to
before investing in a business venture, and during the time of the drawing up of a business plan.
It is a process which entrepreneurs should take into account throughout the entire life cycle of
their businesses, which is why it is important to measure the sustainability of their business plan
during the five-year or some other period. A complex process such as the sustainable
development of tourism should be included in the same postulates, as well as the the basic
values of the company. Orientation toward sustainable development should be visible in the
mission, vision, objectives and activities of the company. The importance of including the
principle of sustainability in the business planning process for small tourism businesses is even
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greater, given that the cost of energy and other sustainable elements are smaller if they are part
of the development of their own companies. Sustainable hotels are already known model of
sustainable development in the world, and such a principle of development can be applied to
small family hotels, as well as other small businesses in the tourism industry, such as building
houses. Important issues to be seen in the planning and design of the hotel facilities, and have
a focus on energy efficiency and savings include (Bohdanowicz, Martinac P., I. 2001, p. 5):

- selection of the appropriate location,

- availability of local building materials and (renewable) energy sources,

- implications on consumer behavior, provided services, total costs,

- aspect of the design.

This implies that the facility can start with a sustainable business operations from the very
beginning, in such a way that the site does not distort the perspective of the environment and
that the selection of the appropriate, sunny location affects the energy use of the building and
the possibility of using renewable energy sources. In this phase we may additionally emphasize
the aspects of sustainable business, through the using ecologically acceptable building
materials, minimizing of waste material and maximizing the use of renewable energy and
passive energy sources through the use of sunny and shady parts of the space. With such
planning of energy efficiency all three pillars of sustainability are preswnt-economic,
environmental and social, and they should be a part of the business plan of small businesses in
the tourism industry. Economics is reflected in savings that will bring energy efficiency to
business, while it manifests ecologically through apparent minimizing of the impact of
construction and operation of the facility on the environment. The sociological aspect of
sustainability at this stage of development planning is achieved by employing local suppliers
of building materials, through communication with local authorities and residents of the
building plans, taking into account all aspects of the load capacity of tourist destinations in
which the hotel is built. In addition to paying great attention to quality of thermal and sound
insulation of its buildings, sustainable buildings are energy-efficient because of the interactive
energy systems that are installed in all areas of the facility, especially in the rooms. In fact, such
systems allow turning off of all devices and lights in the room when there is no one inside, as
well as turning off air conditioning when opening a window in the room. To reduce the volume
of their own waste, sustainable hotels and other accommodations, such as the ones in rural
tourism, offer food products in bulk, in a recycling packages and they compost food scraps in
cooperation with local farmers who supply the local hotels with fresh ingredients. In this way
a circle of sustained cooperation between small business owners and stakeholders of the local
community is created, which allows the multiplication of positive environmental, social and
economic effects. The economic benefit of such and similar cooperation tourism stakeholders
enables further investment in the local infrastructure, thus achieving long-term sustainability
principle. The quality of the environment will affect tourism destination and the increase of the
number of guests of the facility, and the long-term compliance with sustainable principles will
contribute to the preservation of environmental quality tourist destination. Hiring local labor in
order to improve the local community is one of the fundamental principles that govern the
operations of each of sustainable small businesses in tourism. This foundation is joined by
rinciples of job security, fair income, participation in decision-making and creating a healthy
working environment. Tourism officials working in such facilities are more productive and
have a lower rate of absenteeism, and are due to involvement in the decision-making more
committed to the realization of the principles and objectives related to the sustainability of the
business hotel. The contemporary guest is highly informed and knowledgeable about all the
trends in the tourist industry, including those related to sustainability. However, today there are
still a lot of tourists who put their own comfort and luxury stay ahead of the sustainability,
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ecology and responsible travel. It is very important to educate all stakeholders in tourism on
what really sustainable facility provides to its guests and therefore is important in all aspects of
the tourist stay to be sustainable. Research trends in the tourist market indicate that the number
of tourist accommodation that operate in a sustainable way will continue to grow, because of
the increased demand of tourists staying in those kind of buildings, which respect and live the
principles of sustainability. The influence of consumers in recent years has increased so much
that now they have their own acronym - Scuppies-socially conscious upwardly mobile persons
(Deloitte, 2009). Such consumers in tourism are eco-friendly and socially sensitive, and they
want to spend their money exclusively in establishments that offer an environmentally,
economically and socio-culturally acceptable solutions for a tourist stay. Research conducted
in 2007 by an American Institute has shown that 19% of the population of the United States for
the purchase of all goods and services take into account their health, healthy lifestyles and
sustainability. Seventeen percent of consumers are guided by other principles of purchase, and
the rest of consumers pay great attention to environmental protection, the use of organic
products, recycling, renewable energy and staying in unpolluted area. Almost 90% of people
who responded to the poll conducted among 2,000 hotel guests in the UK believe that hotels
and tourism companies have an obligation and responsibility to operate in a sustainable manner
that does not endanger the environment, and 54% of them want to make a positive step in
reducing carbon emission during their next stay (Pavlovic, 2008, pp. 2). The results of these
studies show the importance they attach to sustainability tourists when choosing
accommodation capacity where they will be staying. When there is a stay of tourists in a
sustainable building, the staffemployed in tourism have to inform tourists about ways in which
they can contribute to the achievement of sustainable development. The basic principle of all
actions and measures to protect the environment must be of practical use, because none of the
spectacular action would lead to success unless the teamwork has beenset up and implemented
(Persic, 2003, pp. 5):
- introducing guests with possible areas of savings,
- educating guests on the proper disposal of waste,
- open "Green advertisement"” to collect ideas of guests,
- build your own internal catalog of environmental protection measures, print it in
several languages, and make it available to guests,
- encourage the use of public transport,
- popularize the use of local eco-products and publicize information on the eco-
suppliers and partners,
- regular guests informed about the savings achieved on the basis of the measures taken
to protect the environment and to reward accomplished.
The benefits of sustainable tourism businesses can be numerous for tourists who visit such
facilities are are related to the education and dissemination of information on the sustainability
of the practice, which later can be practiced in the home country through obtaining new
experiences and the experience of that tourist destination.

4.3. The statutory legislation

The ruling structures in many countries implement laws, provide subsidies to motivate small
hotels to become sustainable. But Croatia does not have a single law dealing with sustainable
business in the hotel industry. According to the Environmental Protection Act, the state
provides tax incentives and the exemption of payment of fees to all the hoteliers who in any
manner reduce the negative impact on the environment. In the event that the Government can
not motivate hoteliers incentives, however regulatory pressure through fees and prohibition
follows, if any form of business causes damage to the environment. In Croatia, according to the
legal provisions of environmental protection, the hotel settles the damage that has been made,
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and covers the cost of eliminating the pollution. Although legislation is good enough
"motivator"”, some hoteliers are thinking that they cost too much, because they have to hire
experts to design new policies to meet ecological standards.

5. CONCLUSION

The basic problem of introducing sustainable business practices in the small and family-run
hotels is still the lack of awareness of hotel management at the negative impacts that their
business have on the environment. Turning to sustainable way of doing business means
preserving the resource base for future generations, and also making the best of opportunities
offered in the tourism market, related to the growing needs of tourists for sustainable products
and services. Sustainability entrepreneurs reduce their operating costs, become more
competitive and extend the life cycle of their tourism products. To achieve even better
recognition on the market, it is necessary to increase cooperation between the local population,
destination management organizations, local authorities and organizations working for the
protection and improvement of the environment. Hoteliers should be further informed of the
benefits ofthe sustainable way of doing since it would attract a new clientele and thus further
increase their income.

Exposed to numerous information about environmental disasters, modern tourists are becoming
more aware of the effects which humans have on the environment, and sustainable small and
family-run hotels should intensify marketing activities which are proving that tourism could be
a business that minimizes its impact on the environment, encourages the development of local
communities and is economically efficient. In order to differentiate from the competition and
increase their level of competitiveness, small and family-run hotels in the tourism industry
should be involved in the process of marking quality and sustainability, and this philosophy of
business should be implemented in the development of their business plan.
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ABSTRACT
This research thesis is conducted for the reasons of explaining the advantages of having
educated and trained workforce on the environmental safety issue in order to successfully
operate in modern organizations. We made conclusion that there are great advantages in
achieving sustainable development in organizations that pay attention and invest in education
and training programs for increasing awareness on environmental protection. Benefits of
sustainably managed workforce for achieving the sustainable goals we explained through case
studies conducted earlier and a review of numerous research taken by people highly competent
in this area. In this business performance one of the key advantages is to have a quality
competent green human resource management (HR).
Keywords: advantages, development, environmental, goals, quality, safety

1. INTRODUCTION

Sustainability makes references to the continuation of a project’s goals, principles, and efforts
to achieve desired outcomes. Although many grantees think that guaranteeing the sustainability
of a project means finding the resources to continue it “as is” beyond the grant period, ensuring
sustainability really means making sure that the goals of the project continue to be met through
activities that are consistent with the current conditions and workforce development needs of
the region, including the needs of both workers and industry. Thus, sustainability does not mean
simply maintaining the status quo in terms of funding, staffing, and activities

2. SCIENTIFIC BENEFIT

The importance of the study is to explain expected impacts of the skills and abilities of
evaluating influence of HR management to create efficent workforce that participate in
developing engineering project plan that has the special assignement in sustainable projects.

3. SUSTAINABLE DEVELOPMENT

Development is improving the wellbeing of people. Raising living standards and improving
education, health, and equality of opportunity are all desirable and are essential components of
economic development. Sustainable development, on the other hand, is development that lasts,
because in addition to an economic component, there are social and environmental components.
So that sustainable development must be a proactive strategy to develop sustainability. As it
was proposed initially by the World Commission on Environment and Development (1987)
sustainable development must meet “the needs of the present without compromising the ability
of future generations to meet their own needs." Sustainable development requires mobilizing
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governments, the private sector, and the general public toward sustainable communities. And
"sustainable urban development is ultimately a cultural statement about ourselves, how we want
to live, and our ability to manage our needs, desires, and dreams in ways that are effective and
caring.”" Improvement of global quality of life imply the implementation of change that to
provide to every person a life of dignity; or life in a society that respects and helps realize all
human rights. These changes must include the eradication of poverty, unemployment, and
inequitable social conditions. Sustainable development ensures the well-being of the human
person by integrating social development, economic development, and environmental
conservation and protection. Sustainability is also a business strategy that drives long-term
corporate growth and profitability by mandating the inclusion of environmental and social
issues in the business model. Unlike corporate social responsibility, which retroactively
addresses issues, sustainability looks forward by changing the nature of the company. At the
2002 Johannesburg World Summit on Sustainable Development, there was made some
important conclusions. If the concept of sustainable development is to be put into widespread
use, its principles must be integrated in to all disciplines at every level of society. This necessity
was explicitly recognized by Agenda 21, which placed education among its top priorities for
the advancement and implementation of sustainable development. Even in countries with strong
education systems, there is a need to reorient education, awareness, and training to increase
understanding and support for sustainable development (HDRC, 2003).

Innovation
Capital Efficiency
Risk Management

Margin Improvement
Growth Enhancement
TotalShareholder Return

Job Creation
Skills Enhancement
Local Economic Impacts Productsto Services
SocialInvestments
BusinessEthics
Security

Socio-
Economic

o-efficiency /

Sustainability

Socio
Environmental

Environmental

Safety & Health Biodiversity
Environmental Regulations
Global Cimate Change
Access to Portable Water
Crisis Management
Environmental Justice

Figure 1: Sustainable development
(Barnes, P. E., Green standards, B & E Review (Oct/Dec), 1996)
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Social development implies that the basic needs of the human being are met through the
implementation and realization of human rights. Under basic needs we are considering access
to education, health services, food, housing, employment, and the fair distribution of incomes.
Economic development expands the availability of work and the ability of individuals to secure
an income to support themselves and their families. Economic development includes industry,
sustainable agriculture, as well as integration and full participation in the global economy.
Social and economic developments reinforce and are dependent on one another for full
realization.

4. ENVIRONMENTAL NEEDS AND IMPACTS
The most important adverse impacts on the urban environment affecting people and caused by
man and nature are:

e Water pollution and depletion
e Energy use and wastage
e Air pollution:
e OQutdoor, by industrialization and motorization emissions, and indoor, from household
and occupational sources
e Solid waste, especially hazardous waste, when improperly discharged by households
and industries.
e Resource Losses:
v Groundwater contamination and depletion
v Land and ecosystem degradation
v" Degradation of historic structures and cultural resources
e Environmental hazards:
v Natural disasters (e.g. hurricane, earthquake, volcano, flooding, etc.)
v/ Man-made hazards (e.g. chemical spills and other industrial accidents)

We used the definition of sustainable development established in ASCE Policy Statement 418,
“sustainable development is the challenge of meeting human needs for natural resources,
industrial products, energy, food, transportation, shelter and effective waste management while
conserving and protecting environmental quality and the natural resource base essential for
future development”

5. DEVELOPMENT AND SUSTAINABILITY
Economic development could only lead to sustainability if it is decentralized, carefully planned,
environmentally sensitive, locally based, and focused on creating jobs and improving quality
of life in all island communities. Development benefits must be maximized beyond industrial
estates and business centers, while the adverse impacts of development must be minimized in
our residential areas and our parks and beaches. A comprehensive, integrated, and strategic
approach which combines the local government role as a service provider, its regulatory and
legislative powers, and its internal economic policies can have a remarkably positive effect on
moving economic activities and development toward improving socioeconomic quality and
achieving sustainability. This is why it is said that the three core elements of sustainable
development are:

e Environmental considerations must be entrenched in economic policy-making.

e Sustainable development must incorporate an inescapable commitment to social equity.

e "Development™ must not simply mean "growth". It must imply qualitative as well as
guantitative improvement.
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In sum sustainable development must be different from economic development of the past. It
must be a proactive strategy to develop sustainability. And its benefits must last well into the
next generation, and beyond.

6. TRANSITION TO THE GREEN ECONOMY

Climate change is a major driver of technological change and innovation in the search for
measures and policies to mitigate or help adjust to its effects. Sustainable development and the
integration of environmental protection into economic and social development objectives are
among the most challenging issues on the national and international policy agenda. The level
and structure of employment and skill needs worldwide will be affected both by the direct
impact of global warming (particularly in agriculture, fishing, tourism and mining) and by the
policies adopted at the local, national and international levels to reduce carbon emissions. The
meaning of green works has become symbol of a more sustainable economy and society. Jobs
in all economic sectors are could be greener, but six sectors have particular salience in this
respect: energy supply, especially of renewable energy; construction; transportation; basic
industry; agriculture; and forestry. Millions of green occupations already exist worldwide. The
report launching the Green Jobs Initiative counted at least 2.3 million in the renewable energy
sector alone in just six of the G20 countries. The same report estimated that measures to reduce
energy consumption and CO2 emissions in the residential building sector could generate 3.5
million new jobs by 2050. Alarmingly, the lack of relevant skills may turn out to be a bottleneck
in the “greening” of economies. There is an urgent need for training in the full complement of
skills required across a broad range of jobs so that economies can both become greener and
realize the potential growth in employment the process offers. Lessons from previous
experiences of transition suggest that the transition to cleaner energy requires proactive steps
to facilitate the adjustment of labor markets, both to maximize opportunities for new jobs and
to address the problems associated with potential job losses. Skills development will play a
prominent role in both aspects of this endeavor. Several countries have reported that a “skills
gap” already exists between available workers and the needs of green industries. A 2007 survey
of Germany’s renewable energy industry concluded that companies are suffering from a
shortage of qualified employees, especially in knowledge-intensive occupations. The
Confederation of British Industry has likewise expressed concern that sectors going green are
struggling to find technical specialists, including designers, engineers and electricians. In the
United States, the National Renewable Energy Laboratory has identified a shortage of skills
and training as a leading barrier to energy-efficient growth. In Brazil, large biofuell refineries
are constrained in their development by a shortage of highly skilled personnel.

Table following on the next page
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Change Type of skills required
skill profile
Recycling I | New skills | Rapid technological changes in this area are likely to create a growing
waste treatment | created need for new skills.
and recovery
Construction Stronger green | Same generic skills of those already in the building sector but job will
element of | reqguire “add-on” in terms of e.g. renewable energy knowledge,
existing jobs installation, and diagnostic techniques. Industry may experience
increased demand in higher-skilled employees but some jobs created as
a result of Energy Performance in Buildings Directive likely to be low
skilled. Recent documentation has pointed out that IT-literate artisans will
be required in the long-term.
Bio-based New skills | Modern biotechnology likely to require highly-skilled employees with
products created ! | intensive knowledge although still unclear as to whether the skills they
Stronger green | need are “new” or add on to existing skills.
element of
existing jobs
Energy MNew skills | Legislation such as the European Building Performance Energy Directive
efficiency created ! | will create a strong demand for energy assessors (creation of new skills).
Stronger green | Increased energy legislation and building regulation at national and
element of | international level will mean that the building industry will be much more
existing jobs closely regulated. Processes will be managed to avoid the exorbitant
fines that will be levied for energy and environment violations. This shift
will be supported by the emergence of multidisciplinary practitioners who
belong to a single, integrated professional body. These high-calibre
professionals will occupy well-paid positions with roles that extend from
building design to the provision of through-life services
Green Stronger green | Legislation on fuel economy standards will create demand for natural gas
Transport element of | vehicles (NGV), liquid petroleum gas (LPG), biofuels and diesel / electric
existing jobs hybrid vehicle, for which updated skills and knowledge will be necessary.
Renewable New skills | More systems-based approach required where skills related to
energy required { | understanding and applying specifications within the supply chain. Higher
created / and | level and multi-disciplinary skills will be necessary. Specifically,
up-skilling knowledge of renewable energy, energy efficiency, sustainable
construction techniques, legislation, resource management.

Table 1 European Commission “Employment in Europe, 2009 report and ECOR (Cegara
J.G., 13th European Conference on Knowledge Management, Cartagena, Spain, 2012)

7. “THREE LEVELS” APPROACH
This model, developed by the National Research Centre of Alcohol and Other Drugs, clusters
inter-related strategies at three levels of activity:

- systems,

- organizational, and

- team or individual.
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Business T Y Workforce
Strategy Implications

Evaluation/ Workforce
Metrics Analysis

Workforce
Strategies

Workforce Planning Model

Figure 1: Workforce Planning Model (Final Report of the World Conference on Education
for All: Meeting Basic Learning Needs, Jomtien, Thailand, 5-9 March 1990 (New York, Inter-
Agency Commission (UNDP, UNESCO, UNICEF, World Bank) for the World Conference on

Education for All, 1990)

To create a workforce plan begin by identifying the current state of the organization, define
any gaps that exist and determine drivers that will impact your future plans. Successful
utilities have followed the path described below.

Create a core task force or committee comprised of a small number of cross functional team
members.

Develop and conduct an assessment to identify the utility’s needs. The assessment should be
developed in the form of a questionnaire and can be administered via pencil and paper or by
using online survey software. Once the survey is complete, follow up one-on-one interviews
should be conducted to clarify as needed. Assessment questions should focus on:

- ldentifying critical positions that accomplish the core business of the organization
- Defining current workforce demographics and retirement projections

- Determining skills and competencies that will be needed in the future

- Learning what training and knowledge resources are currently available

- ldentifying existing recruiting, selection and on boarding practices

Create a workforce plan that identifies actions to fill the components of the workforce pipeline,
from recruiting to fulfillment to retention that aligns with the utility’s strategic business
direction.
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The structure of organization will partly determine how the process of workforce planning,
including consultation and data retrieval, should be progressed.

The main tasks of workforce planning are:
developing an understanding of the internal and external environment and how those factors

will affect current and future workforce

understanding the makeup of current workforce and the knowledge, skills and competencies
are required to achieve intended business goals in the current and changing environment
linking human resources strategies with business objectives

thinking about future service pressures and needs, and putting in place staffing strategies to
address these.

8. ENGAGEMENT STRATEGIES

Employees who believe that their work is important and that they can make a difference have
much more positive perceptions about their work and their work environment. They find their
responsibilities and work meaningful. Previous studies have demonstrated the positive impact
of meaningfulness on employee engagement (Cohen 2008, Kahn 1990, May et al 2004). Having
a meaningful job is the most important factor influencing levels of engagement. This is true for
all types of worker in all kinds of jobs. Employees who are able to relate their tasks to a broader
context and feel that they can make a difference have higher levels of motivation and are more
likely to be engaged. The nature of the organization might facilitate this process and help
employees find their jobs meaningful. Traditionally, individuals working for public sector
organizations find greater meaning in their jobs, compared with their counterparts in the private
sector. Moreover, meaningfulness is largely attached to the type of work individuals are asked
to carry out in an organization. Managers are essential in helping individuals find meaning in
their work. One way to facilitate this is through regular communication about the organization’s
vision and future objectives. Creating a common framework helps employees to see a bigger
picture in their daily work. Moreover, managers play a crucial role in designing jobs in such a
way that individuals are enabled to experience positive feelings during their work. Job
enrichment with environmental safety concern is just one of the effective techniques that enable
organizations to create meaningful jobs, even for more routine tasks. However, independently
from the type of work, it is important to match people to their jobs according to their
qualifications and skill “levels to raise their level of engagement.

Engagement levels are affected by the working environment. Where employees can see that
they have support from others to help them do their job, there is a sense of teamwork and they
can safely express themselves, then engagement will be higher. This is one area where HR
professionals can play an important role helping line managers design jobs effectively, and
develop selection processes that match individual skills to jobs.

Line managers act as the interface between the organization and the employee, and can do much
to impact on engagement. Another key HR role is therefore to pay close attention to the
selection, development and performance management of line managers to ensure they
maximize their potential to be engaged.

A diverse workforce is a reflection of a changing world and marketplace. Diverse work teams
bring high value to organizations. Respecting individual differences will benefit the workplace
by creating a competitive edge and increasing work productivity. Diversity management
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benefits associates by creating a fair and safe environment where everyone has access to
opportunities and challenges. Management tools in a diverse workforce should be used to
educate everyone about diversity and its issues, including laws and regulations. Most
workplaces are made up of diverse cultures, so organizations need to learn how to adapt to be
successful. Most reviewed associations have understanding of the principles of sustainable
development, but implementations approached in many different ways. Integration across all
business areas such as development, asset management, and housing/community services, and
tackling each aspect of sustainability (social, environmental, economic, organizational) appears
incomplete, and translating broad commitments to action appears less well balanced. Training,
development and learning plans should include programs, workshops and sessions to enable
employees to develop and acquire knowledge in environment management, green skills and
attitude. Job rotation in green assignments should become an essential part of career
development plans of talented green managers of the future. Training contents should be
developed to increase employee competencies and knowledge in environment management.
Extensive use should be made of online and web-based training modules and interactive media
as training tools for not only for environment management training but for other functional
areas as well. Environment- related aspects of safety, energy efficiency, waste management and
recycling can become the focal points of green training.

9. CONCLUSION

Environmental management and sustainability is a multidisciplinary field which focuses on
finding solutions to the world's most pressing environmental problems. Focus on real-world
problem solving and the development of applied solutions to environmental issues at local,
national and international levels. In a green economy, growth in income and employment
should be driven by public and private sector investments that reduce carbon emissions and
pollution, enhance energy and resource efficiency, and prevent the loss of biodiversity and
ecosystem services. The energy, agriculture, tourism, manufacturing, forestry, fishery, and
water management sectors and sub sectors all provide viable opportunities for diversification
with green economic potential. Specific areas targeted under an industrial diversification policy
will be developed and supported. These include: knowledge-based industries; cultural and
entertainment industries; ethnic products; food processing; the maritime industry; services
industries; biotechnology; information technology (IT); high-tech manufacturing;
pharmaceuticals; food production and processing; alternative energy and third and fourth
generation renewable energy industries. A diverse workforce is a reflection of a changing world
and marketplace. Diverse work teams bring high value to organizations. Respecting individual
differences will benefit the workplace by creating a competitive edge and increasing work
productivity. Diversity management benefits associates by creating a fair and safe environment
where everyone has access to opportunities and challenges. Management tools in a diverse
workforce should be used to educate everyone about diversity and its issues, including laws and
regulations. Most workplaces are made up of diverse cultures, so organizations need to learn
how to adapt to be successful. Most reviewed associations have understanding of the principles
of sustainable development, but implementations approached in many different ways.
Integration across all business areas such as development, asset management, and
housing/community services, and tackling each aspect of sustainability (social, environmental,
economic, organizational) appears incomplete, and translating broad commitments to action
appears less well balanced. Training, development and learning plans should include programs,
workshops and sessions to enable employees to develop and acquire knowledge in environment
management, green skills and attitude. Job rotation in green assignments should become an
essential part of career development plans of talented green managers of the future. Training
contents should be developed to increase employee competencies and knowledge in
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environment management. Extensive use should be made of online and web-based training
modules and interactive media as training tools for not only for environment management
training but for other functional areas as well. Environment- related aspects of safety, energy
efficiency, waste management and recycling can become the focal points of green training.
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ABSTRACT

By the beginning of 20" century oil became a more important and essential power factor for
industrial and commercial heating sector, as well as for transportation sphere. Oil has by far
the greatest value of traded primary commodities, making it of interest to exporters and
importers a like. It is a key primary energy source and it is often argued that no other fuel can
compete for many of its uses in terms of price and convenience. As a special commodity, the
formation of oil price should also accord with the basic laws, but because of the particularity
of oil resource, in the analysis of international oil price, except considering supply and demand
this basic factor, there are many other invisible factors need to be considered. The price of oil
at an annual average basis has experienced enormous movements in the past. Researches of
different cases have shown that the variability of the price of oil has significant consequences
related to the economic activity and economic growth. One rule is singled out: oil booms will
always improve nationals' welfare, as long as they do not adversely affect the government
budget. For this reason, control of government expenditure during the increase in oil prices is
crucial, and important for future research

Keywords: oil, oil price, export, import and international market

1. INTRODUCTION

Crude oil is a naturally occurring substance which is found in widely differing amounts in
various countries throughout the world. Oil has by far the greatest value of traded primary
commodities, making it of interest to exporters and importers alike Bacon (1991) . Oil is not
used directly for any important purpose, rather it is refined and split into different products
which are either used directly for final consumption or are in turn further processed. Different
crude oils yield different proportions of these refined products, and since the value is related to
the end uses, those crude oils yielding higher proportions of valuable by-products (petroleum
motor spirit, diesel fuels, jet fuels, petroleum gas etc) will tend to sell at a premium relative to
other crude oils. According to EIA (2011), heavy crudes tend to sell at a discount because of
the negative effects on the efficiency of refining process.

A given crude oil price determined on a particular day varies by location and date of delivery.
Since crude oil is expensive to transport (long distance trade has to take place since most of the
major consumers produce little or no crude oil), the price at the point of production and at the
point of import are quite different. Nakamura (2008) , in a study of oil refining and markets,
shows that the margin for transport cost, insurance and handling cost can be substantial as long
hauls may take several weeks and holding large inventories can be very expensive. Therefore,
firms facing uncertain future demand often wish to purchase ‘forward that is, to pay a price
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determined now for delivery later (e.g in one months’ time). Such a price can be quite different
from the price for immediate delivery (spot) in the same market. However, over lengthy periods
(using quarterly or annual average prices) the whole term structure of prices tends to move
closely together.

Conventionally oil prices are quoted in US dollars per barrel whatever the point of delivery.
According to Fattouh (2007) , the oil pricing regime is based on formula pricing, in which the
price of certain crude is set as a differential to a certain reference price. He outlined three crudes
that have tended to be the reference points, which are explained below.

Arab Light (API 340) : This is crude produced in Saudi Arabia, the world’s largest
producer/exporter of crude oil. Ghanwar, is the primary producing eld for Arab Light Crude
and according to EIA (2011), Ghanwar is the world’s largest onshore oil ...field with estimated
remaining reserve of over 70 billion barrels. Since Saudi Arabia is a dominant producer, the
price of this crude was seen as a key variable in the pricing strategy of the Organization of
Petroleum Exporting Countries (OPEC) 9 and a representative of Middle-Eastern production.
According to Fattouh (2011), Arab Light prices have tended to be replaced by those of the
similar Dubai Light (API 32 0 ) since the early 1990’s as a representative crude price for
Middle-Eastern production. In June 2005, the new OPEC reference basket was introduced. It is
currently made up of the following: Saharan Blend (Algeria), Girassol (Angola), Oriente
(Ecuador), Iran Heavy (Islamic Republic of Iran), Basra Light (Irag), Kuwait Export (Kuwait),
Es-Sider (Libya), Bonny Light (Nigeria), Qatar Marine (Qatar), Arab Light (Saudi Arabia),
Murban (UAE) and Merey (Venezuela).

Brent Crude (API 38 0): Brent crude is sourced from the North Sea. It is used to price two-
thirds of the world’s internationally traded crude oil supplies. 10 According to Platts (2012),
the current API gravity for Brent crude is estimated at 38 degrees and the suppliers’ content at
0.45%, hence it is classified as sweet crude. The nearness of the North Sea to major refining
industries and large market of North West Europe, has given this crude a central role over the
past two decades.

West Texas Intermediate (API 40 0): This crude commonly referred to as WTI, serves as the
reference point for the US market. WTI is light crude, lighter than Brent crude. According to
Platts (2012), WTI contains about 0.3% suppliers and is rated as sweet crude. WTI is expected
to command a higher price than Brent crude - however, starting from late 2010, WTI began to
sell at a discount due to rapid increases in crude oil production from tight oil formation. 11 It is
further reported that Brent has become more representative in the marginal cost of crude oil
which led to the EIA in July 2012 to begin to publish Brent crude spot price forecast as against
the WTI it normally used.

Fattouh (2007) argued that the oil market has undergone structural trans- formation that has
placed oil prices on a new high path, which is due to the emergence of new large consumers
(such as China and India) and the geopolitical uncertainties in the Middle East - hence, the
reaction of the oil market is generally in response to market fundamentals of supply and
demand. As we say, oil has by far the greatest value of traded primary commodities, making it
of interest to exporters and importers alike Bacon (1991). It is a key primary energy source and
it is often argued that no other fuel can compete for many of its uses in terms of price and
convenience. The price of oil even at an annual average basis has experienced enormous
movements in the past.
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2. HISTORICAL OVERVIEW OF THE FKUCTUATION OF OIL PRICES ON THE
INTERNATIONAL MARKET

As it is known from the history of oil production and extraction, the first successfully realized
oil extraction process was done by Edwin Drake in Pennsylvania in 1859. Qil price
shocks According to Chuku (2012) , “oil price shocks are unexpected and unpredictable
changes in global oil prices, caused by exogenous factors, which are likely to impact on
endogenously determined economic variables” . Also as it was stated by Hamilton (2012)
since then oil has started to be one of the most dominant energy resources in the world. It can
be easily noticed that oil price has never been as high as when it was extracted and produced
first time, of course compared to the nowadays value of US dollar. In his another paper
Hamilton (2011) shows that, however, as time passed and demand was never staying at the
same levels, oil prices showed changes as well. For instance, after the period of 1862-1864 US
Civil War oil prices and demand for oil fell essentially. By the beginning of 20™ century the
role of oil in an economy changed slightly. Compared to the 19th century oil became a more
important and essential power factor for industrial and commercial heating sector, as well
as for transportation sphere.

Crude oil prices behave much as any other commodity with wide price swings in times of
shortage or oversupply. In normal terms, oil prices ranged between $1.71 and $2.00 from 1950
through to the end of 1960s. When viewed in real terms (2011 dollar), the price of crude oil
fluctuated between $11 and $14 during the period (BP 2011). As a whole, the price of oil was
relatively stable during this period.

OPEC was established in 1960 with five founding members Iran, Irag, Saudi Arabia, Kuwait
and Venezuela. By the end of 1971, six other nations joined the group: Qatar, Nigeria, United
Arab Emirates, Algeria, Indonesia and Libya. From the formation of OPEC through to 1972,
the price of oil experienced steady decline. However, a little over two years later, OPEC through
the unintended consequence of war asserted its power to influence prices. According to
Seymour (1980), the significant oil price increases of the 1970s convinced many observers that
OPEC had become a cartel that its founders envisioned. In general, Oil price shocks are not a
new phenomenon. it has been a dominant feature in the oil market during the last three
decades (Baumeister and Peersman 2009) . The main shocks have been illustrated in

Figure 1 and reviewed in as following:

Figure following on the next page
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Figure 1 Crude Oil Price Fluctuation (1970-2011)
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3. FACTORS INFLUENCING THE FLUCTUATION OF INTERNATIONAL OIL
PRICE

In accordance with the economic basic theory, price level of some commodity refers to the
continuous adjustment result between the effective supply quantity and the effective demand
quantity of this commodity in the market. As a special commodity, the formation of oil
price should also accord with the basic laws, but because of the particularity of oil resource,
in the analysis of international oil price, except considering supply and demand this
basic factor, there are many other invisible factors need to be considered.

Throughout the several big shocks of international oil price in the history, we can always
see the existence of imbalance between supply and demand in the oil market, therefore,
the relation between the oil supply and demand in the international oil market is considered
as the most direct and most obvious factor that affect the international oil price, and
normally, imbalance of supply and demand would easily become the powerhouse of big
fluctuation of international oil price (Baumeister and Peersman 2009; Giraud 1995) .

From the demand perspective, oil prices are linked, like those of other commodities, to the
level of economic activity in the industrialized countries. Demand, both from consumers and
the industrial sector, increases with economic and population growth, and slow down when
economic growth rates decline. The demand for oil is also affected by factors such as the
exchange rate, depending on the country being a net importer or exporter of crude oil, and the
rate of industrialization in developing countries.

Oil importing countries, such as the US, will increase their oil demand as a result of economic
growth. In oil exporting countries it is likely that an expansion in the oil sector has led to growth
in GDP, as has been the case for countries like Russia and Saudi Arabia. In these countries,

26



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

high oil prices based on rising oil demand create an inflow of oil derived revenue, increasing
economic growth. If oil prices stabilize at too high levels, economic growth in importing nations
might decline, causing a decline in demand and prices of oil (Pirog 2005) . High prices will
also lead to increases in exploration and development budgets leading to new oil discoveries
and increased supply which over time will cause prices to decline. High prices can also make
alternative fuels more competitive; potentially reducing the demand for oil.

From the perspective of oil supply, the major factors that affect the fluctuation of oil supply is
due to firstly, the limited supply capability of international oil. On one hand, as a non-renewable
energy the total amount of petroleum resource is limited, on the basis of a statistic, it doesn’t
exist newfound large oil field in recent 20 years, that’s the reason why the oil proved
reserves is very hard to increase substantially; on the other hand, the oil production capacity,
including the capacity of exploration, development, transportation, refining, marketing and
other stages, isn’t increasing fast enough to keep up with the oil consumption and the capacity
of production increasing in oil producing countries is obviously deficient at present; third,
oil production cost would affect the supply quantity in the oil market by affecting the
interperiod production allocation decisions of producers (Cong et al. 2008) .

Currently the oil producing countries play a more and more important role in the world energy
structure and the oil consumption countries play less and less, therefore, it is widely
believed by the domestic and overseas scholars that OPEC plays an important role in the
factors that affect the fluctuation of international oil price. Since the members of OPEC has
75% the world’s proven oil reserves, especially the oil supply of OPEC in 2004 reached 40%
of the world’s total oil supply, the newly increased supply occupies even 70% of the world’s
newly increased supply. It is such a global oil supply structure that decides OPEC plays
a predominant role in the international oil market. So the policies and measures of oil production
taken by this organization, the instability of under production and production increasing plan
of OPEC would result in rapid rising of oil price and substantial improvement of risk
premium. According to the quantitative analysis of the factors that affect the international oil
price, which was through the concepts of cointegration and error corrective model conducted
by Cheng Wei-li, the crude oil production of OPEC would have a long-term far-reaching
impact on the oil price, in the long run, with each increase by 1% of production in
OPEC drops the oil price by 1.23%.

From the perspective of oil demand, the major factors that affect the fluctuation of international
oil price are as below:

Economic diversification in OPEC countries.

For a long time, the economic structure in OPEC countries is generally single, the petroleum
industry is the most important department in the national economy and the government’s entire
financial revenue relies primarily on the income brought by oil exporting, however, this
single national economic structure is easily affected by the international oil market, to get rid
of the overdependence on oil industry, the OPEC countries has begun to formulate a series of
positive measures to promote the economic diversification, while vigorously developing
the oil industry and petrochemical industry, the countries begin to pay attention to the
development of non-oil industries and make an effort to increase the non-oil Industrial
percentage of gross domestic product. The increase of oil dollars brought by high oil price,
especially before the financial crisis, contributed to enough capital owned by the OPEC
countries for adjustment of economic structure, the diversification in each country
achieved generally substantial results, the single economic structure was broken, the
industrialization in each country accelerated. The energy industrial proportion of gross
GDRP in the gulf countries dropped from 38% in 2000 to 34% in 2005, however, the non-
energy industrial scale increased from 273 billion dollars to 608 billion dollars. From 1996 to
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2006, the number of productive factories in six gulf countries increased from 1390 to 10431,
and the number of industrial workers increased from 110 thousand to 820 thousand (Zhao
2009).

With the continuous promotion of economic diversification and the continuous adjustment
of domestic economic structure, the internal oil consumption in OPEC countries increased
gradually, which caused that the OPEC countries become an important demand side in the
international oil market. Although currently the oil demand in European Union, OECD and
other western developed countries shows a downward trend gradually, but because the oil
consumption in emerging market economies, especially in Middle East, Latin America and
other oil exporting countries, increases rapidly, the world’s oil total consumption increases
constantly. Thus it can be seen that the economic diversification in OPEC countries has a
significant impact on the supply and demand structure of international crude oil and an indirect
impact on the trend of international oil price.

The supply and demand fluctuation of international oil would affect directly the change
of international oil price.

According to the economic theory, demand is one of the basic factors that affect the
international price, thus, the fast-growing oil demand would cause the increase of oil price
inevitably. While reviewing the several big fluctuations and increase of international oil price
in the history, among that it is easy to see the important role the change of oil demand played.
Before the outbreak of financial crisis, the global economy began to show the recovery
growth since 2002, and in 2003 showed a rapid development trend, above all the development
scale of traditional manufacturing industries expanded cease lessly in newly industrialized
countries, as is mentioned above, because of the adjustment of economic structure, the oil
consumption in traditional oil exporting countries had increased, the global oil demand and
consumption also had a big increase and the increase rate was far greater than that of oil
supply, which caused the oil supply was more and more serious. The global economy
suffered a financial crisis in the second half of the year 2008 and its development sank into
stagnation, and even retrogression, under this influence, the global oil demand and consumption
fell sharply and even the international oil price plummeted. For these reasons, the change of
international oil demand should be considered as one of the direct factors that affect the
fluctuation of international oil price.

Change of the crude oil inventories in all countries.

Petroleum inventories include conventional inventory and unconventional inventory.
Conventional inventory refers to the inventory, which can guarantee the world’s petroleum
production, processing and supply system normal running. And unconventional inventory
refers to the commercial inventory, which is mastered by the transnational oil companies.
Although the conventional inventory occupies above 80% of the global crude oil total
inventory, the impact of which is far smaller than the impact of unconventional inventory
on the international oil price. In the long run, as the buffering between oil supply and demand,
oil inventories in all countries play a stable role on international oil price. Normally
when the oil price is low, all countries increase its oil inventories generally in order to
push the oil price upward; in contrast, sell the oil in store when the oil price is high, in order
to push the oil price down. In the short term, oil inventory plays an important role on the
fluctuation of international oil price. The oil in store is often purchased in quantity when the
international oil rises, which pushes the international oil upward in a short time; the reverse
is possible. Thus it can be seen that the oil inventory has a very complicated impact on the
international oil price, it cannot be judged according to the same standard.
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4. EFFECTS OF OIL PRICE SHOCKS ON OIL-EXPORTING COUNTRIES

In this section of the study, several views and studies will be discussed and analyzed related to
the effects of oil price shocks on economic growth of oil-exporting countries. In other
words, a general view on the effects of oil price shocks on economic growth will be provided
through the examples of different oil-exporting countries. According to the previous
researches and works done on the effects of oil prices it can be stated that oil price variability
has significant consequences related to the economic activity and economic growth.
Apparently, these consequences and effects are considered to affect and influence the
oil- exporting and the oil-importing economies in different ways. While oil price increases are
generally accepted to have positive effects on oil-exporting countries, they are expected to
affect oil-importing countries in a negative way.

One of the most popular theories that explains the effects of oil price increases on economic
output growth in an oil-exporting country is the Dutch disease theory. The first time
the term "Dutch Disease" was used was in 1977 in reference to the experience of the Dutch
economy following oil discoveries in the Netherlands, and the subsequent contraction of
manufactured output and expansion of government services (Corden 1984). According to
Corden and Neary (1982) and Neary and Van Wijnbergen (1986) this theory states that higher
oil prices, generally, change the industrial structure of the oil-exporting country making
it more concentrated on oil industry and non-traded sectors. Two real effects, namely,
resource booms and busts have been highlighted by Corden and Neary (1982) and Neary and
Van Wijnbergen (1986) , the first is the spending effect, which is the additional spending on
tradable and non-tradable goods as real income rises during the boom. Since the foreign-
currency price of traded goods (in the non-booming sector) is exogenous for small open
economies and the price of non-traded goods is determined domestically, the spending effect
leads to a rise in the relative price of non-tradable goods. That is, the real exchange rate
appreciates. As a result, production of traded goods becomes less attractive and their output
decreases.  Over time, the capacity to produce traded goods contracts, causing
deindustrialization. The second effect is the resource movement effect, which occurs if the
natural resource sector shares factors of production with other sectors of the economy. The
boom in the oil sector causes factor prices to be bid up in order to attract factors of production
from other sectors. This leads to a further squeeze of the tradable goods sector, causing further
deindustrialization effects. Hence, according to the Dutch disease theory an increase in oil
prices is not a beneficial situation for the economy of an oil-exporting country.

Fardmanesh (1991) tries to explain the stylized fact that oil booms in most oil-exporting
countries expand the manufacturing sector and reduce the agricultural sector. His analysis
employs a three-sector, three-factor general equilibrium model where agriculture uses land and
labor, manufacturing uses labor and capital and non-tradable activities use labor and
capital. It is assumed that capital is sector-specific in the short run, but nationally mobile in the
long run. Given the assumption of a small open economy, prices of oil, manufacturing and
agricultural outputs are exogenously determined. However, he adds the assumption that an
increase in the price of oil results in a rise in the “world-price” of manufactured goods relative
to agricultural products”.

Short-run analysis shows that the spending effect of the boom will expand the non-tradable
sector and undermine the agricultural and manufacturing sectors. But, the "world-price
effect” will expand the manufacturing sector and undermine the agricultural and non-tradable
sectors. This is due to the effect that a rise in the relative price of manufactured goods increases
its supply and causes labor to move from other sectors into the manufacturing sector. On the
demand side, the impact of the world-price effect is ambiguous. However, if the country is
a net importer of manufactured goods, the income effect of the rise in the world (relative)
price of manufactured goods could expand the manufacturing sector. This outcome occurs
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because the world-price effect leads to an excess supply of non-tradable by lowering national
income and the purchasing power of consumers. Thus, in the short run, the oil boom
unambiguously undermines the agricultural sector. The manufacturing sector, on the other
hand, can expand if the positive world-price effect can offset the negative impact of the
spending effect on the sector's output. These results also hold in the long run. However, real
appreciation disappears in the long run, since the spending effect cannot affect factor prices and
the relative price of non-tradable indefinitely.

The asymmetric effect of oil price shocks in oil-importing countries was broadly discussed and
analyzed in previous studies. However, the concept of an asymmetric effect of oil price shock
in oil-exporting countries can be quite different. Moshiri and Banihashem (2012) suggested
that in most oil-exporting countries the revenues from the oil industry are closely connected to
the government, making it the most important influential power in economic activities. On the
other hand, the government‘s size and its role in economy should be taken into consideration.
So an oil price increase in an oil-exporting country meaning the higher oil revenues, leads to
implementation of new projects and investments. Nevertheless, while an unexpected oil price
decrease occurs, those government-based projects and investments stay unfinished.
Consequently, in this situation a government has no choice but to borrow to meet the budget
deficit occurred.

The effects of oil price shocks on economic growth of an oil-exporting country can also be
discussed from the other perspective as it was done by Rautava (2002) , through the example
of the largest oil-exporting country in the world — Russia. It is a generally accepted fact that
the Russian economy is highly dependent and affected by the oil prices. The exports of Russia
in relation to GDP were around 33% and the half of the export revenues was the share of energy.
It was identified that a 10% percent increase in oil prices would lead to a 2.2% increase in the
level of GDP. Another research done on the oil dependency of Russia by Benedictow et al.
(2013), states that the economic recovery of country in 2000 is directly connected to the
high oil prices. During the period prior the financial crisis of 2008, Russia has had a 7%
increase in GDP level since 2001, hence resulting as one of the strongest economies in
the world. In the other research the impotency and the role of the oil prices in case of Russia
was confirmed one more time by Ito (2012) . Moreover, it was stated that the economy of Russia
is highly sensitive to the oil price changes. The results of analysis showed that in a long-term
period 1% increase in oil prices would increase GDP by 0.44%.

One of the researches on the effects of oil price shocks on economic growth of oil-exporting
country was done on one of the main oil-exporting countries — Venezuela by Mendoza et al.
(2010) . One of the main findings of the analysis is that, the oil price shocks that occurred
during the period (1984-2008) the analysis captured, have had a positive effect on the
Venezuelan economy. Moreover, it is mentioned that oil price increases were more significant
and affected economy more intensively than the oil price decreases. Lastly, the asymmetric
effect of oil price shocks on economic growth of an oil-exporting country was determined.
Another good example for explaining and analyzing the effects of oil price shocks on
economic growth of an oil-exporting country is Nigeria. According to the recent analysis by
Oyeyemi (2013), since oil was discovered in Nigeria it has started to be the dominant factor in
the economic life of the country. Oil revenues equaling the large amounts of GDP, exports and
total revenues of the country make the economy very sensitive to the changes in oil prices. So
the analysis confirmed the positive relationship between oil price increases and economic
situation, on the other hand, showing that during the periods of oil price decreases disruption
effects occurred in balance of payments and government finances. Moreover, it was mentioned
that even a small shock in global oil prices will have a long-term effect on the economic growth
of the country. The results of another study in Nigerian context by Umar and KILISHI (2010)
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also confirmed this fact and showed that oil price increases trigger the GDP ratio to
rise and accordingly GDP will fall after the oil price decreases.
One more not less significant research that was conducted by El Anshasy (2009) on 15 oil-
exporting countries and the effects of oil price shocks, showed that unanticipated oil price
increases are not harmful in case of long-term growth. Moreover, it was mentioned that fiscal
policy has a great contribution in transmitting process of oil price shock into economy and the
countries that pay more attention to the public investment share can withstand the oil price
shocks in better way than those who are less public investment concentrated. Four main policy
implications were suggested for improving the growth as a result of high revenues from
an oil price shock:
e government should diversify its policies and expand the non-oil tax base;
e government should pay more attention to the social spending rather than cutting the
capital expenditure;
e government should increase the expenditures to improve the infrastructure and
public services;
e lastly, an autonomous wealth fund can be established to transfer the oil revenues.

Several interesting empirical studies have been published on Arabic Countries. Taher (1987)
studied the impacts of changes in the world oil prices on the different sectors of the
Saudi economy. A macroeconomic model of the economy was developed and estimated using
econometric techniques for annual data from 1962-1983. Taher’s model indicated that that
even under the optimistic price scenario, government oil revenues will fall considerably
short of the estimated 200 billion Saudi riyals suggested by the Fourth Development Plan,
1985-1990. Al-Mutawa (1991) analyzed the effects of oil shocks and macroeconomic policy
changes for the United Arab Emirates. A theoretical model is developed within the framework
of the Dutch Disease literature. It contains four unique features that are applicable to the United
Arab Emirates economy. These are:

the presence of a large foreign labor force;

OPEC’s oil production quotas;

the division of oil profits, and

the important role of government expenditures.

The simulation results show that an oil-quantity boom leads to a higher welfare gains than an
oil-price boom. Moreover, an oil-price or quantity bust always leads to lower economic growth
and have a negative welfare loss.

Al-Mutairi (1993) attempted to identify the sources of output fluctuations, and the dynamic
response of the economy to changes in some economic variables, including policy variables
such as oil prices changes government expenditure and money supply. In this study, several
economic variables reflecting different economic stimuli are used. The variables consist of two
macro-economic variables: GDP and index for price level two policy variables; Ml and
government expenditure, and one external shock measured by innovations in the price of export
petroleum. Al-Mutairi’s empirical results suggest that for short term horizons of one and two
years, shocks to oil price account for more than 40% of the variance of GDP forecast errors.
However, at longer horizons of three years and more, these stocks are seen to be
unimportant in inducing GDP fluctuations, accounting only for less than 10% of the
variance. Shocks of real government expenditure are also found to have a significant role
in causing GDP fluctuations, accounting for more than 20% of the forecast variance of
GDP. As far as the non-oil GDP is concerned, oil price shocks are found to explain a relatively
small fraction of the forecast horizons. Money supply, on the other hand, is shown to play a
small role in inducing both total and non-oil GDP variations. Shocks to money supply
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account only for less than 5% of the forecast variance of total and non-oil GDP at all forecast
horizons, suggesting a limited role that monetary policy can play in influencing the economic
activity in Kuwait.

Al-Mutawa and Cuddington (1994) extend the standard three-sector Dutch Disease model
to capture the main characteristics of a prototypical small Gulf state i.e., U.A.E. In particular,
foreign oil companies and guest workers play large roles in the economy, oil exports are
restrained (to some extent) by OPEC quotas, and oil profits are the primary source of
government revenue. Finally, the government has a policy of providing public services
(health care, education, etc) free of charge to both nationals and guest workers. Al-Mutawa &
Coddington found that the net impact of oil booms (due to higher prices or relaxed OPEC
quotas) on the welfare of nationals is ambiguous. Nevertheless, a rule-of-thumb emerges:
oil booms will always improve nationals' welfare, as long as they do not adversely affect
the government budget. Containing government expenditure during booms is, therefore,
critical. This may be difficult when there is a large inflow of guest workers in response to the
boom and the government is committed to a policy of providing public services to new arrivals.
They concluded that small Gulf states may have the choice, within the context of OPEC
negotiations, to press for either an increase in world prices (with OPEC quotas unchanged)
or a relaxation of their quota (with prices unchanged). Our analysis shows that, assuming
the revenue impact is constrained to be equal under the two scenarios, the optimal choice
depends critically on the same parameters that determine whether a boom causes a 'Dutch
Disease' (i.e. areduction in welfare). In cases where the boom results in an improvement in
the budget surplus (implying that national welfare must rise), an increase in the quota level
is shown to be preferable to an oil price Increase.

Mehrara and Oskoui (2007) found that oil prices are a major source of fluctuations in Iran’s
and Saudi Arabia’s macroeconomy, but not in Kuwait and Indonesia. Kuwait is able to cushion
the effect of oil shocks by using its stabilization and savings fund and the right structural
reforms. While Indonesia's good fiscal policies have helped the country to avoid major
mistakes and allowed structural reforms, leading the country to faster and expanding growth,
away from resource-based production, including oil. Eltony and Al-Awadi (2001) study the
impact of Oil Price fluctuations Macroeconomic Variables of Kuwait economy. Their results
indicate a high degree of interrelation between major macroeconomic variables. The results also
highlighted the causality running from the oil prices and oil revenues, and government
development and current expenditure, towards other variables. The most striking result is that
government fiscal stimuli are the main determinant of domestic prices, while monetary stimuli
have the least results.

More recent study by Al-mulali et al. (2010) examines the impact of oil shocks on Qatar’s gross
domestic product using time series data from the period 1970-2007 covering all the oil shocks.
The Johansen Juselius cointegration test and VECM Granger causality test are employed in this
study. The results indicate that oil price has a positive effect on Qatar’s gross domestic
product, but at the expense of higher inflation. Qatar seems to have suffered from financial
surpluses and rapid economic growth caused by sharp increases in the oil price. At the
same time, with a fixed exchange regime and tight monetary policy to deal with these
events, this has caused the price of assets to increase sharply, leading to high levels of
inflation in Qatar.

5. CONCLUSION

In Libyan context a small number of researchers have attempted to assess the impact of
fluctuation in oil exports on some Libyan economic activities. Abohobiel (1984) tested a
macroeconomic model for the Libyan economy using quarterly data over the period 1962-1977.
However, there was no study regarding shocks in oil prices. Baryun (1981) attempted to assess
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the factors that affected the Libyan balance of payments during the period 1962-1977. He
concluded that the impact of the increase in oil exports, following the oil embargo, on the
Libyan balance of payments had been subject to the adopted monetary and fiscal policies.
However, there was no investigation regarding the impact of fluctuations in oil prices. Elbeydi
et al. (2010) investigates the relationships between export and economic growth in Libya. They
developed and estimated an econometric model in order to determine the direction of causality
in both, short and long run. Using annual data on Libya's exports and GDP over the time
period 1980-2007, they have analyzed the time series properties of these variables in
order to determine the appropriate functional form for testing the hypothesis.

The study finds that GDP, exports, and exchange rate are cointegrated. Based on the model
results, the evidence suggests the strong support for long-run bidirectional causality between
export and GDP. Moreover, they conclude that both export and economic growth are
related to past deviations (error-correction terms) from the empirical long-run relationship.
It implies that all variables in the system have a tendency to quickly revert back to their
equilibrium relationship. This fact means that any rise in export growth would have a positive
influence on economic development in both the long- and short-runs. The results of this study
also suggest that promoting exports via export promotion policies will contribute to economic
growth in Libya.
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ABSTRACT

The decrease of regional disparities represents one of the fundamental objectives of the
regional development policy promoted by the EU, all the more so as the last waves of
enlargement of the EU deepened even more these differences. As a member state of the EU,
Romania is actively involved in reducing the economic gaps by applying some regional
development strategies and policies. If before 1989 interregional disparities had a relatively
low level compared to Western European economies or to other former communist countries
from Eastern Europe, after the abandonment of the communist regime the disparities deepened.
The aim of this paper is to present the results of the labour market analysis from the perspective
of the regional gaps, carried out based on some of its specific indicators. The sinuous evolution
of the standard deviation for the analysed indicators (employed population, average number of
employees, activity ratio, job vacancy rate, and unemployment rate) revealed increase or
decrease of the regional disparities for the entire period. Compared to 1998, however, in 2013
the regional gaps increased. There are significant orientations of the population employment
and the number of employees towards the services sector determining these way changes of the
economic profile for some regions. The regional poles on the labour market have been as
follows: Bucharest-1lfov region for the best values of the studied indicators, and North-East
region and South-West Oltenia region for the lowest values.

Keywords: labor market, interregional disparities, convergence, divergence

1. INTRODUCTION

By the Treaty of Rome (Title XVII, article 158) the legal basis of the regional development
policy (RDP) was established at the European Economic Community (EEC) level which aimed
at ,,reducing disparities between the development levels of different regions and the shortfall of
disadvantaged regions or islands, including rural areas”
(http://www.europarl.europa.eu/transl_es/RO/juri/treaties/tce_consolidat.doc). Until the 1970s
the problem of intranational disparities was among the priorities of the national governments
of EEC. Starting from the middle of the 1970s the foundations of RDP were laid down at
community level (Lutas & Calea, 2005, p.99). The successive rounds of enlargement of the EU
deepened, however, even more the regional disparities in the Community. Currently, the
objectives of RDP aim at three different territorial levels: EU level; member state level,
territorial unit level which include more states. As a member state of the EU, Romania is also
engaged in reducing disparities and strengthening the economic and social cohesion at regional
level. There are 8 development regions in Romania.

If before 1989 interregional disparities had a relatively low level compared to Western
European economies (Zaman et al., 2013, p.21) or to other former communist countries from
Eastern Europe (Diaconu, 2014, p.77), after the abandonment of the communist regime the
disparities deepened. The causes are manifold. Among them we mention the following:
different natural and human resources (Otil & Parean, 2010, p.267; Goschin et al., 2008, p.82),
economic structure of regions (Antonescu, 2012, p.9; Carnu, 2010, p.77), Romania’s reduced
capacity to absorb structural funds for regional development (Zaman et al., 2013, p.21),
different regional attraction of capital in general and direct foreign investments in particular
(Zaman et al., 2011, p.14; Nistor, 2012, p.742; Zaman et al., 2013, p.21), with negative effects
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on economic disparities, advantageous geographic location compared to other EU member
states for some regions (Diaconu, 2014, p.78), differences in infrastructure (Russu, 2014, p.27),
etc. This paper aims at analysing the labour market in Romania from the perspective of
interregional disparities. In this sense we processed some INSSSE and EUROSTAT statistical
data which relate to this type of market. In their analysis we mainly used the method of
dispersion. In order to identify the types of positive/negative influences of the national, sectorial
and regional factors upon the employed population and the number of employees, we applied
the Shift-Share method. For this latter method TEMPO-ONLINE regional statistical data on
employed population and number of employees were used for the three large economic sectors:
agriculture, industry and constructions and total services, in 2013 compared to 1998. The
indicators monitored in the paper were the following: employed population, number of
employees, activity ratio, unemployment ratio, job vacancy ratio. The analysed period included
the years between 1998 and 2013. This period was chosen for two reasons. Firstly, as 1998 is
the year when Law 151 on regional development in Romania (replaced since 2004 by Law 315)
was adopted, by which the establishment of development regions was decided. Secondly, a
longer period of time can offer a better and more complete image on the evolution of regional

gaps.

2. THE LABOUR MARKET IN ROMANIA - CONVERGENCE OR DIVERGENCE?

The 1990s bring significant changes in the volume and structure of the main indicators of the
labour market in Romania (Stanef, 2014, p. 62). In order to follow these changes, which can
highlight regional convergence/divergence, in the following we analyse the following
indicators:

2.1. Population employment

The population employment in Romania has steadily declined after the 1990s, mainly as a result
of the massive economic restructuring. Currently, the population employment rate sets around
60%, under the level 70% established by the National Reform Programme 2015 necessary to
achieve the objective EU2020 in terms of employment and fight against poverty. The
population employment decreased in the period 1998-2013 by 282 thousand persons, from a
total of 8812.6 thousand person to 8530.6 thousand persons. The interregional discrepancies on
population employment can be noticed in the figure below. According to this figure, except for
Bucharest-1fov and West regions, all the other regions registered decrease in population
employment.

Employment by region

thousand persons

enter
1”” m
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Figure 1: Population employment by regions (1998-2013)
(Diagram drawn up by the author based on TEMPO-ONLINE data)
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These disparities are highlighted as well by the influences of the national, sectorial and regional
factors, on population employment decrease. The results of Shift-Share analysis are given
below.

Table 1: Shift-Share analysis by regions — employment (thousand persons)
(Own calculations based on TEMPO-ONLINE data)

Region Absolute change | Breakdown by factor of the absolute change
of population of population employment:
employment National Sectorial Regional

2013/1998 component component component
(AER) (Nr) (Sr) (Rr)
North-West (NW) -15,600 -38,515 -24,476 47,391
Center (C) -47,200 -34,816 8,462 -20,846
North-East (NE) -204,400 -45,059 -51,015 -108,326
South-East (SE) -102,700 -35,411 -5,829 -61,460
South (S) -166,400 -42,726 -54,321 -69,353
Bucharest-1Ifov 376,900 -28,160 150,071 254,988
(B)

South-West (SW) -126,500 -30,672 -38,603 -57,225
West (W) 3,900 -26,643 15,711 14,831

The data presented in the table above indicate a decrease in population employment in 2013
compared to 1998 in the majority of the regions. Only Bucharest-1l1fov and West regions make
an exception. The highest decrease was registered in North-East region (the poorest region in
the country), over 204 thousand persons, and the lowest decrease in the North-West region,
over 15 thousand persons. In Bucharest-IIfov region the highest growth took place, with over
376 thousand persons. The national component affected negatively the absolute change of
population employment in the period 2013/1998 for all of 8 regions. The sectorial component
determined decrease in employment in North-West, North-East, South-East, South, South-West
regions and growth for the other three regions (Central, Bucharest-1lfov, West). The last three
regions are specialized in branches of economy with rapid growth, and this is because the value
of Sris positive. The highest positive sectorial influence can be noticed in the case of Bucharest-
IIfov region. The regional component determined decrease in population employment for
Central, North-East, South-East, South, South-West regions. North-West, Bucharest-Ilfov and
West regions have a positive regional component combined either with a negative sectorial
component (North-West region), or a positive sectorial component (Bucharest-I1fov and West
regions).

Interregional disparities exist as well in terms of population employment structure in the three
big sectors: agriculture, industry and constructions and services. From this point of view
important changes in this structure (see table 2) can be noticed. The first remark would be one
related to the reconfiguration of the economic profile of regions from the perspective of
population employment. In this sense a reorientation of the population employment from
agricultural sector, predominantly in 1998 in the majority of the regions (except for Central and
Bucharest-1Ifov regions) can be noticed towards the services sector. From this point of view the
percentage decrease of population employment in the agricultural sector is significant for some
regions. Thus, North-West region, predominantly agricultural, becomes a region with
population predominantly employed in the services sector. The same happens in the case of
South-East and West regions. The Central region is transformed from an industrial area into an
area dominated by services. However, North-East and South-West regions still remain regions
where more than 1/3 of population employment belongs to agriculture. As such, North-East,
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South-West regions and as well Bucharest-1lfov region continue to keep the economic profile.
In Bucharest-llfov region the majority of the population employment can be found in the
services sector, a sector which attracts in 2013 a greater part of the population (over 71% in
2013 compared to approximately 55% in 1998).

The second conclusion is related, on the one hand, to the downward trend of population
employment in the agricultural and constructions sector, and on the other hand, to the upward
trend of population employment in the services sector.

At Bucharest-Ilfov level both the greatest decrease of population employment (in industry and
constructions: -13.52%) and the greatest increase (services sector: 16.25%) were registered.

Table 2: Population employment by sectors and development regions (%)
(Own calculations based on TEMPO-Online data)

Region Year 1998 Year 2013 +A 2013/1998
1 2 3 1 2 3 1 2 3

NW 4172 | 29.99 | 28.29 | 30.13 | 29.92 | 39.94 -| -0.07 | 11.65
11.59

C 3150 | 38.15| 30.35| 22.89 | 33.88 | 43.24 | -8.61 | -4.27|12.89

NE 47.44 | 2546 | 27.10 | 40.06 | 22.80 | 37.14 | -7.38 | -2.66 | 10.04

SE 41.44 | 27.17| 31.38| 32.26 | 27.16 | 4057 | -9.18 | -0.01| 9.19

S 4437 | 30.65| 2498 | 35.86| 28.23| 3592 | -851| -2.42|10.94

Bl 563 | 39.34| 55.03| 290 | 25.82 | 71.28| -2.73 -116.25

13.52

SW 47.76 | 25.87 | 26.36 | 38.86 | 25.61 | 35.53 -89 | -0.26 | 9.17

w 34.00 | 32.33| 33.67 | 23.78 | 34.25| 41.97 - 192 8.3
10.22

Legend: 1 - Agriculture; 2 — Industry & Constructions; 3 — All services

2.2. Activity ratio

To estimate the level of activity ratio we chose to calculate its variability indicators by total.
The evolution of discrepancies can be observed in fig. 2.
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Figure 2: Variability indicators — total activity ratio
(Own calculations based on TEMPO-ONLINE data)
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With small exceptions, we observe a downward trend of standard deviation until 2004. In the
last part of the analysed period the standard deviation was growing which implicitly meant a
growth of the regional disparities in terms of activity ratio. The highest regional disparity was
registered in 2013 (9.22% standard deviation). Similarly, the increase at regional level of the
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amplitude of the activity ratio can be noticed. The greatest differences between the maximum
and minimum values of the activity ratio are over 30% (in 2013, the difference between the
Bucharest-1Ifov region-83.8% and North-East region-53.1%). From the point of view of
interregional disparities, the indices (fig. 3) represent decrease for the interval 1999-2013 for
certain regions (North-East, South-East, South Muntenia regions). For other regions, however,
fluctuating trends can be noticed. In contract to the rest of the regions, Bucharest-1lfov region
moved away. Starting from 2007 it registered values over 120%. The North-East and South-
East regions register values under the national level during the entire period. Other regions such
as North-West, Central and West reach values over the national average. Gaps between
maximum and minimum values related to the first and last years of the period are 1.2:1 (between
North-West and Bucharest-11fov regions—1998) and 1.58:1 (between Bucharest-llfov and
North-East regions). Similarly, noteworthy is the fact that between 1998 and 2001, Bucharest-
IIfov is the region with the lowest level of activity ratio, while in 2013 it registered the highest
level.

Disparity Index - total activity ratio
140,00%

130,00%

120,00% —#— North-West
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110,00% North-East

b » - ——South-East
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m M_‘\*M_"_"_‘)_‘ Bucuresti - lIfov

South-West Oltenia
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Figure 3: Disparity index — total activity ratio
(Own calculations based on TEMPO-ONLINE data)

2.3. Average number of employees

The average number of employees dropped with 925,119 persons in 2013 compared to 1998.
This decrease was generated both by national, sectorial and regional factors. Their influences
are shown in the table below:

Table 3: Shift-Share analysis by regions — number of employees (persons)
(Own calculations based on TEMPO-Online data)

Region Breakdown by factor of the absolute change of Absolute change of
population employment: population
National Sectorial regional employment
component (Nr) component component (Rr) | 2013/1998 (AER)
(Sn)

NW -118,017 -5,049 29,443 -93,624
C -121,843 -20,506 9,074 -133,275
NE -125,147 1,772 -104,953 -228,327
SE -114,614 947 -52,506 -166,174
S -128,191 -29,434 -58,225 -215,850
Bl -134,756 56,588 211,692 133,525
SW -85,785 -1,747 -48,505 -136,037
W -96,766 -2,571 13,980 -85,357
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According to the data included in the table above, except for Bucharest-1lfov region, decrease
in the number of employment took place all over the places. The highest decrease was registered
in the case of North-East region, over 228 thousand persons, while the lowest decrease in West
region, 85,357 persons. The national component affected negatively the number of employees
in every region. The most significant decrease was registered in Bucharest-1Ifov region. The
sectorial component influenced negatively five regions (North-West, Center, South, South-
West and West), while North-East, South-East and Bucharest-Ilfov regions registered increase
of employees as a result of the influence of sectorial factors. North-West, Center, Bucharest-
IIfov and West regions show regional advantages thus determining growth in the number of
employees. As is can be noticed as well in the results of the Shift-Share analysis, Bucharest-
IlIfov region significantly moves away both in terms of sector and region.

Distribution of employees by the five sectors (agriculture, industry, constructions, trade,
services) within the regions is according to fig. 4. This allows us to point out the following: -
the preponderance of employees in the services sector, especially in the last part of the period
studied (just as in the case of population employment), at a significant difference compared to
the industrial sector for the majority of the regions (North-West region, North-East region,
South-East region, South-West region, South-Muntenia and Bucharest-1Ifov region); - the
employees massive orientation towards the field of services in the case of Bucharest-Ilfov
region and limitation of weight in the industrial sector (specialization of region in the field of
services-over 55% of the employees in 2013); - specialisation of the Central and West region
in the field of industry; - significant limitation of industrial activity in certain regions (North-
East, Bucharest-1Ifov).

Figure following on the next page
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Figure 4: Distribution of employees by sectors and regions
(Calculations and charts drawn up by the author based on TEMPO-ONLINE data)

2.4. Job vacancy rate

In case of job vacancy rate the period analysed included years 2005-2013, explained by the lack
of statistical data. Fluctuating evolution of the rate (average, minimum and maximum values)
can be noticed. Until 2008 inclusively, the regional convergence shows a decrease and increase
the following 4 years. The last 2 years are characterized by the increase of interregional
discrepancies from the perspective of job vacancies in economy. The regional poles are
different from one year to the other. In general, these are the following: South-West Oltenia,
North-West, South-East (for the lowest rates of job vacancies) regions and for the highest rates:
Bucharest-1Ifov and North-East, West (in some years).

In terms of disparity index we can notice the same regional discrepancies. All regions show
fluctuating evolutions. Nonetheless, there are regions of which disparity index exceed, in
general, 100% (Bucharest-1lfov, North-East, West, South-Muntenia), and others with values

41



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

under 100% (South-West Oltenia, Central, North-West, South-East). Extreme values are
registered in 2010: 52.54% (South-East region) and 179.66% (North-East region).

At the same time, the interregional differences in terms of job vacancies can be highlighted as
well in the chart below:

Job vacancies by region
30000
=¢=North-West
& 20000
o)
g == Center
2 10000 ﬁﬁ@“% @
. R A =
0 "\,:"-A North-East
2005 2007 2009 2011 2013
Years =>¢=South-East

Figure 5: Job vacancies by regions (2005-2014)
(Calculations and chart drawn up by the author based on TEMPO-ONLINE data)

As it can be noted, Bucharest-IIfov region significantly moves away from the rest of the regions
in terms of the total number of job vacancies. At the opposite pole we find South-West Oltenia
region. The ratio between the two poles increased from 3.76:1 in 2005 to 5.82:1 in 2014.

The job vacancies were distributed by the three sectors according to the data in the table below:
Table 4: Job vacancies by sectors (2005-2013)

(Own calculations based on TEMPO-Online data)

Sector | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013 | 2014
S

1 2593 | 2,507 | 2,489 | 1,585 | 1,126 629 618 273 299 382
2 30,67 | 2995| 34,33 | 29,59 | 10,39 | 9,445| 11,02 | 9,879 | 11,75| 12,86

7 5 2 4 6 5 1 0

3 40,11 | 48,09 | 59,15 | 61,04 | 27,10 | 14,16 | 14,41 | 14,67 | 1859 | 25,28

8 5 1 3 3 5 4 3 3 1

Total 73,38 | 8055 | 9597 | 92,22 | 38,62 | 2423 | 26,05| 24,82 | 30,64 | 38,52
0 7 2 2 5 9 7 5 3 3

Note: 1 - Agriculture; 2 - Industry& constructions; 3 - Services

We note that the peak economic years ensured the most job vacancies, up to approximately
96,000 jobs. Most of them were offered in the services sector and the fewest in the agricultural
sector.

The situation by regions and sectors of job vacancies was the following: - In agriculture the
most job vacancies were offered until 2009 inclusively, in the Central region, and then the most
jobs were offered in North-East region; - In the industry and constructions sector North-West,
North-East, Bucharest-lIfov or West regions dominated successively. The fewest jobs in this
sector were found in South-West Oltenia region; - Taken as a whole, services dominated the
job vacancy market; - By regions, Bucharest-1lfov significantly moved away from the rest, and
in some years, at national level offered approximately 1/3 of the total job vacancies in services
and sometimes even up to approximately 38% (in 2012) of this total.
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2.5. Unemployment rate

According to fig. 6, except for the year 2002, until 2007, inclusively, we talk about a decrease
of the interregional disparities in terms of unemployment rate. 2008 and 2009 mark, however,
an increase of standard deviation (decrease of regional convergence), in the next two years a
new decrease is registered, while in the last two years we identify an insignificant increase of
dispersion. The same fluctuating evolution was registered as well in terms of the average value
of the unemployment rate. Significant decrease is observed between 1999 and 2007, from
10.14% to 4.05%. In the last part of the period, the highest rate is registered in 2009, that is,
7.86%. In terms of extreme values, per overall period, the lowest value of the unemployment
rate was of 1.7% (2007), registered in Bucharest-llfov region, while the highest value was
reported in 1999 in North-East region, that is, of 14.9%. As expected, Bucharest-Ilfov region
constantly reported the lowest values for this indicator. Concerning the maximum value, until
2004, North-East region registered the maximum value, and starting from 2005, its place was
taken by South-West Oltenia region.
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Figure 6: Variability indicators — total unemployment rate
(Calculations and charts drawn up by the author based on TEMPO-ONLINE data)

Compared to the national average, 2 regions had constantly an index higher than 100% (North-
East, and South regions), 2 regions (North-West and Bucharest-IIfov regions) had constantly
values lower than 100%, and the rest of the regions (Center, South and West) reported either
lower values, or values higher than 100%. The regional poles were Bucharest-l1lfov (for
minimum) and North-East in the first part of the period and South-West (for maximum) in the
last part.
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Figure 7: Disparity index — total unemployment rate
(Calculations and chart drawn up by the author based on TEMPO-ONLINE data)

43



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

3. CONCLUSIONS

The results of the calculations allow us to conclude that the evolution of regional gaps was in
general a sinuous one, marked by decrease and then, by increase. What catches attention is,
however, the fact that in 2013 the interregional discrepancies were more or less high
compared to 1998. As such, we talk in this case about the decrease of regional convergence in
the Romanian labour market.

Another aspect which must be pointed out is related to the regional poles. For the best situations,
for most of the time, Bucharest-llfov region moved away from the rest of the regions. This
region occupied in general the best place. There were, however, situations when it ranked at the
opposite pole for: population employment and activity ratio. Interesting is also the fact that in
the case of population employment, North-East region occupied the best place for a long period
of time. In the case of the lowest values, however, there were more poles. It is mainly the case
of North-East region (activity rate, unemployment rate) and South-West Oltenia region
(number of employees, job vacancy rate, unemployment rate).

We found out, furthermore, the significant orientation of the population employment and the
number of employees towards the services sector determining this way changes of the economic
profile for some regions.

The results of Shift-Share analysis for population employment and average number of
employees pointed out the fact that Bucharest-I1fov region registered the best evolution in terms
of these indicators. Even if the national component influenced negatively their change, the
sectorial and regional factors exercised a positive influence. Other regions which benefited from
regional advantages apart from Bucharest-11fov were North-West, Center and West.
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ABSTRACT

The paper shows how different support programs intended for institutions and organizations
contribute to regional development and cooperation between the countries of the Western
Balkans, as well as to higher economic development and prosperity of the region. Unfavourable
economic and financial situation in most of the countries needs to be managed with more
efficient use of external financial support, which usually in the case of the Western Balkans
implies different EU programs. Such programs include the assistance in applying for CBC
programmes, which further results in the development of the regional competitiveness through
the implementation of joint projects. Such programs (CARDS 2000-2006, IPA 2007-2013
RSEDP2, IPA 11 2014-2020) provide the financial support of the EU to resolve the issues of
common interest (socio-economic, cultural and historical potentials) for neighbouring
countries. The support programs should improve the institutional capacity of Serbia and
strengthen the cooperation with the countries of the Western Balkans, which simultaneously
implies alignment with European Structural Funds Regulations.

Keywords: Regional development, EU programs, Western Balkans countries

1. INTRODUCTION

One of the main aims of the regional policy of the European Union is to contribute to the
regional development, networking and cooperation of the countries in order to reduce economic
and social differences between the member states on the one hand and on the other hand to
encourage their economic development and prosperity. EU regional policy is the most
important instrument for achieving so-called cohesion and involves adjusting to new trends,
and large-scale restructuring (infrastructure development, reducing unemployment, stimulating
industry and all forms of business activities) in order to enhance the competitiveness of local
economy and thus equalize differences in the development of EU regions (Miric, 2009).

Since the creation of the European Economic Community (EEC) in 1958, the regional policy
has had several stages (http://www.regionalnirazvoj.gov.rs/):

The first one lasted from 1958 to 1975 and its main feature was insufficiently focused approach
to regional policy of the Community. The essential features of the second stage (1975-1986)
were the creation of new instruments and strengthening of the existing ones, as well as a small
but constant growth of available funds. The third stage was from 1986 to 1999. The main feature
of the phase is reforming and increasing available funds, as well as improving the efficiency of
the used instruments and resources. The fourth stage presents the period from 2000 to 2006. In
this phase, the Agenda 2000 was prepared, which envisaged the biggest enlargement of the EU
(May 2004), under which 10 countries became EU member states. The enlargement increased
the population of the EU by 20% and gross domestic product (GDP) by only 5%.
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The fifth stage covers the current budget period from 2007 to 2013. It is characterized by the
biggest established amount of the funds intended for the poorest member states and regions and
the focus is on faster economic growth, job creation and innovation.

Considering that EU emphasises regional cooperation as a key factor for economic development
and prosperity of the countries, their political stability and security, in this paper we are going
to show how various support programs intended for institutions and organizations contribute to
regional development and cooperation between the countries of the Western Balkans.

For the Republic of Serbia, as a candidate for the membership in the EU, regional cooperation
should not only be a formal precondition for the EU accession process, but the real indicator of
the country's commitment to regional cooperation. Regional cooperation can be analysed
through three components: economic (trade liberalization, improving the business environment
etc.), safety (especially important for the Western Balkans) and political components (closely
connected with the two previously mentioned ones).

For fast and sustainable economic growth and development, it is essential to consider both
social and economic benefits, but also identify shortcomings and weaknesses. Primarily, one of
the most serious problems is the fact that the Republic of Serbia lags behind EU standard in a
number of aspects (the average GDP per capita, unemployment, infrastructure ...). Additionally,
there is uneven development of individual territories. It is clearly seen between the
underdeveloped (rural, mountain and border areas) and developed areas of the Republic of
Serbia, which directly affect and result in undesirable economic, social and demographic
consequences. The importance of the issue is furthermore stressed in the Constitution - "The
Republic of Serbia develops balanced and sustainable regional growth in accordance with the
law" (article 94 - Balancing development), and article 97 which states that the jurisdiction of
the Republic Serbia is to regulate and ensure "the development of the Republic of Serbia, policy
and measures for boosting balanced development of particular areas of the Republic of Serbia,
including the development of underdeveloped areas as well; organization and the use of area;
scientific and technological development” (paragraph 12 of the Constitution).

The problem of underdeveloped areas as well as critical review of the current policy of regional
development, are presented in the adopted Strategy of regional development for the period
2007-2012 and Strategy of regional development of the Republic of Serbia. In 2009, according
to the Law on Regional Development, a new framework and improved regional development
policy of the Republic of Serbia was created. Actually, at the beginning of EU accession
process, there was the obligation to create a legal framework in which this could be
implemented, as well as to handle the issue of available incentive mechanisms, such as pre-
accession funds (IPA), grant development assistance from the international community and
other international sources of aid, which are in accordance with the law.

2. EU SUPPORT PROGRAMS

In order to support and strengthen the cooperation between the countries of the Western Balkans
and the EU member states, based on the experiences of the countries that have become the EU
member states, participation in EU support programs has turned out not only as a great strategy
for the EU accession process, but also as a great contribution to the economic and political
progress of the countries that use them.

47



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

The significant role of EU regional policy towards the Western Balkans in terms of region
stability and their individual joining the EU, has been confirmed through the Stabilisation and
Association Process, which was particularly emphasised at the EU summit in Thessaloniki in
2003.

During the process of harmonization with the general European standards and norms, the
Western Balkan countries are facing a number of common problems (the return of refugees,
infrastructure reconstruction, economic development and organized crime...) as well as cross-
border issue (http://www.regionalnirazvoj.gov.rs). Therefore, the EU encouraged the countries
of the region to promote regional cooperation by the implementation of Neighbourhood
programs and cross-border cooperation program (INTERREG - Interregional cooperation).

Cross-border cooperation has two modalities. The first one is the cooperation with the member
states and the other one cooperation between the countries of the Western Balkans. The
modalities differ according to the rules of project implementation. The CBC program, which is
implemented between EU member states and candidate countries in the budget period 2007-
2013, implies using also the funds intended for potential project applicants. The financial
resources for the member states are taken from the European Regional Development Fund
(ERDF). The financial resources for the program participants who are candidate countries are
provided from other components - the Instrument for Pre-Accession Assistance
(http://www.regionalnirazvoj.gov.rs).

The Instrument for Pre-Accession Assistance (IPA) combines all the programs to help the
countries that wish to join the EU and has two main aims: to assist beneficiary countries in
meeting the political, economic and criteria relating to the Adoption of the Acquis, and the other
one is to build administrative capacity and strengthen the judiciary and preparation process for
the use of structural and cohesion funds after the EU accession (http://europa.rs/).

Community Assistance for Reconstruction, Development and Stabilisation (CARDS) is the EU
program, also designed for the Western Balkan countries, which were in the stabilization and
association process. The program was used in the period from 2000 to 2006 to develop
institutions and legislation, sustainable economic and social development, regional and cross-
border cooperation among the countries of the Western Balkans and the EU member states.

Regional Socio-Economic Development Programme (RDEPR 2) is the EU technical assistance
program aimed at supporting regional development agencies in the Republic of Serbia.
Technical assistance consists of four key components: the support to regional development
agencies and local and regional participants, inter-municipal cooperation, learning and support
to the Grant Scheme (http://www.regionalnirazvoj.gov.rs/).

In addition to the support programs of the EU, we are going to present the other financial EU
programs in which the Republic of Serbia participates (Bass, Knezevic, Dragojlovic, 2014):
Horizon 2020 / Horizon 2020 is a new EU program for research and innovation. The program

is an instrument for achieving the main goals of the Europe 2020 strategy, and above all its
Innovation Union initiative.

The Programme for the Competitiveness of Enterprises and SMEs / COSME - COSME aims to
encourage competitiveness and sustainability of entrepreneurship in the EU, in particular small
and medium-sized enterprises, as well as support entrepreneurial culture and the promotion of
creativity and the development of SMEs.
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Employment and Social Innovation Programme EaSI / The programme aims to support social
policy and employment policy in the EU. The program supports the efforts of the member states
in the design and implementation of social reforms and reforms in the field of employment at
European, national, regional and local level through the identification, coordination, analysis
and exchange of best practices.

Erasmus+. Erasmus+ programme is aimed at highlighting the skills and employability, as well
as the modernization of education, training and jobs for young people. Erasmus+ can help 4
million European students to be trained, gain professional experience and volunteer abroad.
Erasmus + supports transnational partnerships between education, training institutions and
youth institutions and organizations in establishing co-operation in the world of education and
work to bridge the gap regarding qualifications that Europe is facing. As for sports, basic
projects and cross-border challenges such as the fight against match-fixing, doping, violence
and racism are supported.

Connecting Europe Facility (CEF) / Connecting Europe Facility supports the development of
sustainably, effectively related trans-European networks (TEN) in the fields of energy,
telecommunications and transport exceptional characteristics. CEF enables the construction of
those projects. Without CEF contribution it would not be possible to implement all this. The
aim is also to minimize administrative barriers and maximize participating funds from the EU
budget in order to promote synergies.

Copernicus / Copernicus is a European system for observing the Earth. It is a civilian program
focused on the needs of users, built on the existing national and European facilities. It provides
regular observation and monitoring of the Earth's subsystems - the atmosphere, oceans, and
continental surfaces and provides reliable and verified information to protect the environment
and civil security.

3. PROGRAMS AND DEVELOPMENT OF THE WESTERN BALKANS - ANALYSIS
One of the major political and economic projects of the EU, as a strategic framework [European
Parliament (Article 218 (6) TFEU and Article 49 TEU)]Y, is the integration of the Western
Balkan countries (WBC)? in the EU, through the process of cooperation and support in order to
ensure stability and development in the region.® This is a remarkable project, which is politically
and economically designed to ensure stability and development in the region.

1 In the preamble of the Treaty of Rome (1958) it is outlined that the EU Member States
should "reduce the differences existing between- the various regions and the backwardness of
the less favored regions."

2 Western Balkans include the candidate countries Albania, the Former Yugoslav Republic of
Macedonia, Montenegro and Serbia, as well as potential candidate countries Bosnia and
Herzegovina and Kosovo*. They all have the perspective of joining the European Union.

3 "In order to promote the overall harmonious development, the European community will
develop and perform the activities that lead to strengthening its economic and social cohesion.
The Community will in particular aim to reduce the disparities between regions and the
backwardness of the less privileged regions, including rural areas” (Article 130a, the Single
European Act, 1986)
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The overall cooperation between the EU and the Western Balkan region is reflected through
the following instruments: 1. The Stabilisation and Association Process (SAP) - a strategic
framework that supports the gradual rapprochement of the Western Balkans with the EU, and
is based on bilateral contracts, financial assistance, political dialogue, trade relations and
regional cooperation; 2. The accession process - the candidate countries and potential candidate
countries receive financial assistance to implement the necessary reforms and fulfil the
Copenhagen political criteria; 3. Regional cooperation - encourage countries in the region to
cooperate in a wide range of areas; 4. The visa-free regime - enables the citizens of the region
to travel without visas in the Schengen area. The instruments imply the appropriate financing
methods.

The approach, closely monitored by the EU, implies active defining of national development
strategy, which would adequately combine the regional aspect with the EU regional policy.
This allows more appropriate use of assistance from the Structural Funds, and the willingness
of the other member states to allocate the funds for interregional redistribution as a support
mechanism for alleviating the existing territorial differences and better utilization of
development resources that can be used by entering the EU.# Hence, it is essential that a country
plans the national budget that should be regional and sector-oriented, in the sense that it contains
priority classification and the measures for sectorial and regional implementation strategy, as
well as funding resources. Therefore, there is a significant increase in funding sustainable
development in this area from its own resources (and in accordance with the actual and available
capabilities), especially with the recovery of the economy and a greater degree of
macroeconomic stability.

The main task of all the Western Balkans countries are bilateral resolutions of border disputes,
signing and implementation of the Free Trade Agreement, establishing cooperation in the fields
of energy, transport and other areas. The European Union pays attention that the process takes
place in accordance with the acquis and supports the association process through various
programs.

EU assistance through the IPA program is designed as a unique and coherent assistance
instrument, but the Regulation on the establishment of IPA®> makes a difference between the
beneficiary countries, from the aspect of owning a decentralized system of funds (Turkey,
Croatia, Montenegro and Macedonia through all 5 components) and not-decentralized system
of funds (Serbia, Kosovo®, Bosnia and Herzegovina and Albania through the first two
components). In this context, the assistance is provided through the components IPA 2007-
2013: (1) Transition Assistance and Institution Building; (2) Cross-border cooperation, (3)
Regional Development, (4) Human Resources Development and (5) Rural Development. The
focus of the programme is to assist countries in meeting the political, economic, and criteria
relating to the Adoption of the Acquis, as well as building of administrative capacity and
strengthening the judiciary, as well as to prepare for the use of the structural and cohesion funds
from the EU with full membership in the EU.

In order to provide the possibility of financing from pre-accession funds to the region (PHARE,
ISPA, SAPARD and CARDS), by the European Council Regulation no. 1085/2006 from July

4 Regional Development Strategy of the Republic of Serbia from 2007 to 2012, p. 75.
> http://www.esteri.it/mae/resource/doc/2015/02/reg_ec_718 2007.pdf
® Resolution 1244
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2006, a new pre-accession instrument (IPA - Instrument for Pre-accession Assistance’) was
established. According to the National Strategy for Sustainable Development of Serbia® "funds
from the EU pre-accession assistance (IPA) are also largely directed towards sustainable
development. The resources are mainly allocated to the projects supporting refugees and
displaced persons, regional and social development projects, health care reform, reduction of
greenhouse gas emissions from the power plant Nikola Tesla and the others. The total funds
directed to sustainable development that had already been defined in the IPA 2007 amounted
to EUR 71 million or about 40% of all the funds available from the IPA program. "For the
period 2007-2013 the financial value of the IPA programs amounted to about EUR 11.468
billion, of which the Republic of Serbia received EUR 1.4 billion. During the period the
candidate countries (Croatia and Macedonia) had available funds for all five components from
IPA while potential candidates (Republic of Serbia, Montenegro, Bosnia and Herzegovina and
Albania) had only two out of five components: (1) transition process support and institution-
building in line with the acquis, and (2) regional and cross-border cooperation.®

Table 1. The allocation of IPA funds defined by Multi-annual indicative financial framework
(MIFF), the Western Balkans, 2007-2013, million euros

2007 | 2008 | 2009 | 2010 | 2011 | 2012 | 2013
Albania 61.0 70.7 812 | 941 | 944 | 945 | 981
Bosnhia & Herzegovina 62.1 74.8 89.1 | 105.3 | 107.4 | 107.8 | 111.8
Croatia 1412 | 146.0 | 151.2 | 1535 | 156.5 | 156.1 | 954
'The former Yugoslav Republic of Macedonia 58.5 70.2 81.8 | 916 | 98.0 | 101.8 | 117.2
Kosovo* 68.3 1847 | 106.1 | 67.3 | 68.7 | 68.8 | 73.7
Montenegro 314 32.6 345 | 335 | 341 | 350 | 354
Serbia 189.7 | 190.9 | 194.8 | 197.9 | 201.8 | 202.0 | 214.7

Source: EU Delegation in Serbia

Note: In addition to the Western Balkan countries, a large proportion is for Turkey, then to
multi-beneficiary programs, and a small part for Island.

The EU determined the planning process of funding by a Multi-annual indicative financial
framework (MIFF). Out of all the funds from the IPA pre-accession assistance for the Western
Balkan countries, excluding Turkey and Iceland, the majority of the funds was used for the
programmes in the Republic of Serbia. It is more than %4 of the total funds budgeted.

The idea of the second component of the IPA is to strengthen cross-border cooperation, create
joint local and regional initiatives that aim to promote sustainable economic and social
development in many areas, such as: environment, natural and cultural heritage, public health,
prevention and the fight against organized crime, ensuring efficient and secure borders and the
promotion of joint small-scale actions involving local participants from the border regions. The

" Serbia will be a beneficiary of the IPA program funds from 2007 until EU membership, on
the basis of a decision of the Council in Brussels in June 2006.
Link:http://europa.rs/upload/documents/l_21020060731en00820093.pdf

8 National Strategy for Sustainable Development of Serbia, page 124.

The remaining three components are: (3) regional development - infrastructure investments;
(4) human resources development; and (5) rural development. Serbia, although being a
potential candidate country in 2009, began the preparations to use the remaining three
components.
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Republic of Serbia could use more than EUR 70 million through the projects (just below
Croatia).1°

In the Republic of Serbia, the basis of cooperation with the countries of the Western Balkans
was set in implementation period of EU assistance under the CARDS programme (2000-2006).
CARDS program dates back to 2000 from the idea of support to the Western Balkans in the
Stabilisation and Association Process (SAP). In the period 2000-2006, the program provided
EUR 4.6 billion for investment, institution building, and other measures. The main objectives
of the program were: (1) democratic stability, (2) institutional and legislative development, (3)
sustainable economic development and (4) improving the relations in the region. The entire
program was conducted under the Economic Agency for Reconstruction (EAR), which was
responsible for the program in the Republic of Serbia.

Realized CARDS programs in the Western Balkans contributed to: (1) the construction of
institutions and improved legislation; (2) the development of a market economy, with the
investment in vital physical infrastructure and a higher level of environmental protection, and
(3) democratic stabilization, social development and strengthening of civil society. CARDS
regional and national programmes were supplemented in the areas of institution building,
justice and internal affairs, environment protection, integrated border management, transport,
civil society, etc.

According to data of the EAR, since 2000 when financial support to the Western Balkans region
began, a lot of progress and success has been made.

Table 2. EAR funds, until July 2007

Appropriated | Contracted

(1) @) (2)/(1) | Paid (3) (3)/(1)
Serbia 1,3mirde 1,1mirde 87% 921 mil e 71%
Montenegro 130 mil e 121 mil e 93% 104 mil e 80%
Kosovo* 1,11 mird e 1,07 mird e 96% 998 mil e 90%
The former Yugoslav | 327 mil e 296 mil e 91% 259 mil e 79%
Republic of Macedonia
Total EAR 2,86 mird e 2,6mirde 91% 2,3mird e 80%

Through these funds the Republic of Serbia has managed to improve institutional capacities,
agriculture, energy sector, health care, higher education facilities, as well as human rights.

Chronologically speaking, the Reconstruction Agency in Serbia started activities in December
2000 through emergency program (amounted to EUR 182 million). In 2001 (with EUR 193
million) there were a couple of medium-term and long-term investments in the key sectors of
energy, health, agriculture and entrepreneurship. Such support was deepened in 2002 (with
EUR 168 million) through economic development, improving governance and legislation,
including the projects for recovering weakened infrastructure, the support to small and medium-
sized enterprises (SMEs), the help to the reforms and the support to independent media and
civil society. In 2003 (EUR 216 million euros) the activity of support and improvement of
public finance, justice and internal affairs and administrative decentralization was present. In
the following two years 2004 (EUR 206 million) and 2005 (EUR 152 million) the stress was

10 Serbia in the European integration process, Serbia European Movement
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on the support to European integration, the harmonization of institutions and regulations with
EU standards.

Serbia has participated in numerous projects of the Western Balkans Investment Framework
(WBIF), which was launched in December 2009 as a regional tool for the expansion of the
European Commission. It supports socio-economic development and EU accession across the
Western Balkans by providing financial and technical support for strategic investments. The
framework increases the capacity of the region for financing key infrastructure and priority
investments in line with the priorities of the accession and improves overall coordination
assistance.! Since 2009, Serbia has been connected to the total of 34 projects (6 regional and
28 national). These projects were sector-focused on the transport sector, environment sector,
companies sector and energy sector.

Through the Western Balkans Investment Framework in 2012, further promotion of regional
cooperation and reconciliation in the Western Balkans continued. In addition, the EU assists
countries through advice policy and financial assistance and support to the investments essential
for the boost of economy growth and job creation. In that year WBIF supported 137 projects
with approved grants in the amount of EUR 237 million and the total investment value of EUR
13 billion. The grants were approved in the amount of EUR 54.8 million to Bosnia and
Herzegovina, EUR 44 million to Albania, EUR 34.3 million to Serbia, 30 million to Kosovo*,
EUR 16.9 million to Macedonia and EUR 15.1 million to Montenegro. The largest part is
related to the energy sector (with 55%), followed by society and transport sector (17%),
environment sector (9%) and private sector development (2%). In addition, such projects
benefited all the Western Balkan countries in the region with (49%) - Bosnhia and Herzegovina
(16%), Macedonia (9%), Kosovo * (8%), Serbia (6%), Montenegro (2%).

Slovak experience, after ten years in the EU, has shown that Slovak economy economically
strengthened, but that the absorption capacity of EU funds is rather weak (until 2015 it spent
about 60% of planned EU funds). The key benefit of the membership reflected in the reform of
tax system administration, health care and pension system. It is similar with Hungary, which
strengthened both economically and politically. Without financial support from the EU these
results would not have occurred. However, there is a problem in the distribution of EU structural
funds. The Poles have gone furthest - economic development, unemployment decrease,
standard quality improvement and the increase of social equality of the citizens, as well as the
strengthening of Polish political influence in the EU. The outcome of these results lies in the
creation of adequate administrative capacity, long-term strategic planning, accelerated export
and successful cooperation.

In addition to these programmes, it is necessary to mention the European Instrument for
Democracy and Human Rights, Erasmus Mundus and Tempus programmes.

The Republic of Serbia in competitions through the European Instrument for Democracy and
Human Rights (EIDHR) in the period 2005-2009 gained over EUR 50 million. The objective
of the EIDHR programme is to strengthen the role of civil society in promoting human rights
and democratic reforms, supporting efforts to prevent conflict and consolidate its participation
and representation in politics.

112012 Annual Report, The Western Balkans Investment Framework, page 5.
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The Erasmus Mundus programme is an important programme concerning the support to the
cooperation and mobility in higher education by promoting high-quality European master and
doctoral studies. The programme aims to improve the quality of higher education and
intercultural understanding through the cooperation with partner countries, as well as a greater
degree of regional cooperation in the field of higher education. Erasmus Mundus was in the
first phase implemented in the period 2004-2008, while the second phase lasted from 2009 to
2013.

In addition to the above programs in the field of higher education, it is important to mention the
Tempus programs, which date in the various forms from 1989, all the time aiming to provide
assistance to partner countries in the non-imposed acceptance of the development trends of EU
higher education, and which originate from the Lisbon agenda and the Bologna process. The
last phase, Tempus IV was implemented in the period 2007-2013. One of the main goals of the
program is to improve the higher education system and its correlation with the labour market,
as well as build the capacity of higher education institutions that can maintain the continuous
process of modernization and international cooperation. Tempus programmes have special
domain in the area of the Western Balkans - not only through the process of cooperation, but
also in customizing Lifelong learning programme.

All the activities in the EU have enabled the Republic of Serbia to be proud of successful
analytical review (March 2015) of the acquis communautaire. Furthermore, it can be pleased
with the progress in achieving legal and economic criteria, immense progress has been made
due to the adoption of a comprehensive action plan.*?

4. CONCLUSION

The aim of the regional approach, as a part of the integrated policy is to promote peace, stability
and sustainable development in the Western Balkans. Through the regional support programs,
the EU is trying to simplify the access to loans by pooling and coordinating different sources
of funding and technical assistance.

The idea of EU support programs is the improvement of regional and local networks of basic
infrastructure (transport, energy and environment), including social infrastructure, as well as
the support to the private sector, with more investment in health and education sectors. All the
activities are organized to improve access to financing SMEs, encourage development of the
local economy and regional risk-free capital market, and try to promote the access to finances
through financial engineering instruments. The approach (establishing joint grant and the
possibility of joint loans) is a good basis for further investment in the region in the coming
years, and it enables rapid development of the economy.

The priority of the EU is the integration and maintenance of these regional support programmes.
By raising the efficiency and flexibility, and through active regional stimulation of the others,
first of all, neighbouring countries, the region would give a positive contribution to the overall
EU market.

This kind of cooperation is of great interest to both the EU and the Western Balkans. This is a
key factor for establishing political stability, security and economic prosperity of the region and
it opens the perspective of integration of the Western Balkans into the EU.

12 Serbia Report 2015, European Commission, 10.11.2015. pp. 72-73
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ABSTRACT
Serbia is in serious negotiations with the EU to give evidence concerning the fulfillment of
conditions to join the European Union.
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1. INTRODUCTION
Although the main areas of joint economic policies within the European Union have been
seriously improved recently, it turns out that additional improvements of some joint economic
policies are necessary.

For example, a Bruegel Policy Contribution clearly shows that, within the European semester,
recommendations for the Euro area, as a whole, were poor in 2011 and had deteriorated since
(Darvas Z., Leandro A. (2015), The Limitations of Policy Coordination in the Euro Area Under
the European Semester, Bruegel Policy Contribution, issue 2015, 19.November 2015. p. 01).

The European Semester is not effective at enforcing even the EU’s fiscal and macroeconomic
imbalance rules.

Euro area recommendations issued to member states are not well reflected in the
recommendations issued to the member states.

The establishment of an independent advisory European Fiscal Board could increase
transparency and foster the debate about fiscal policies in the Euro area (Darvas Z., Leandro A.
(2015), The Limitations of Policy Coordination in the Euro Area Under the European Semester,
Bruegel Policy Contribution, issue 2015, 19. November 2015. p. 03). The European Semester
has a legal basis and should be used for policy coordination.

2. CENTRAL BANKS AND QUANTITATIVE EASING

Since the beginning of the Central Bank’s quantitative easing programme, 2015, it became clear
that the original guidelines would have constrained the programmes implementation (Benassy-
Quere A., Ragot X., Wolff, G. B. (2016). Title: Which Fiscal Union for the Euro Area?
Location: Bruegel Policy Contribution, issue 2016, 05.February).

In March 2017 the European Central Bank decided to continue with the asset purchase
programme, until we see a sustained convergence towards our objective of a rate of inflation
which is below but close to a rate of inflation, which is below but close to 2 percent.

3. WHICH FISCAL UNION FOR THE EURO AREA

Fully fledged federations assign fiscal policy stabilization mainly to the federal level based on
a relatively large budget. In the Euro area a large federal budget is unrealistic at the current
level of political and social integration and fiscal stabilization will continue to rely mainly on
national policies.

National fiscal policies could be used for stabilizing with respect of the economic cycle.
Sovereign debt restructuring shall be made possible by strengthening the banking sector and
the European Stability Mechanism. The Stability and Growth pact should be able to shift
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incremental investment and unemployment spending from bad to good times. Federal insurance
for very large shocks should be based on automatic stabilizers.

In 1977 it was suggested to complement the European Monetary Union with a small budget of
around 5 to 7 percent of GDP. In 2010 the European Financial Stability Fund and the European
Stability to correct geographical or historical disadvantages, ensure macroeconomic
stabilization.

Mechanism was established. Those institutions are expected to finance public goods common
to all regions to carry out transfers between regions to correct geographical or historical
disadvantages, ensuring macroeconomic stabilization. The small EU budget has so far been
entirely devoted to the first two objectives.

From the point of view of other countries and the world economy, the European Union
including all countries using the euro, is important in covering and managing one important
part of the world economy and represents a large group of countries important for the world
economy.

The euro area began to equip itself with the Banking union and with the running of fiscal and
macroeconomic surveillance.

A “federal” budget of the European Union is necessary to provide for macroeconomic
stabilization including the member states. Since a federal budget would have to be financed by
the “federal” states, it is not to be expected in the near future. Therefore, macroeconomic
stabilization should be achieved through the smooth functioning of the national budgets
controlled by the national governments. That asks for their agreement about the 19 national
policies. If fiscal policies are loosened, that will trigger monetary policy tightening. In a
situation when monetary policy is constrained, fiscal policy would need to increase demand.
These interrelations ask for coordination of fiscal policy by the euro area member states.

National fiscal policies have to be able to restore the ability of national budgets to be stabilizing
at the country level and to contribute to macroeconomic stabilization at the aggregate level
when needed.

There are strong arguments in favor of fiscal policy by the 19 euro area member states and
between them and the European Central Bank. Until recently fiscal policy coordination used to
be unsatisfactory. The euro area’s fiscal policy has not played its macroeconomic stabilization
role since 2008. There is still no possibility to have a desirable fiscal stance to be distributed to
the member states, and ensure sound fiscal policies.

European unemployment insurance and labor market convergence are also to be taken into
account. The unemployment insurance scheme would intervene only in very bad times only to
extend the duration of the insurance period, with a financing by the state.

It seems that a common currency without a common fiscal policy is not viable. Although
moving the euro area to a fully fledged federation would take a long time, in the meantime it is
urgent to reinforce the single market and to correct the tendency of national fiscal policies to be
pro-cyclical in good and bad times.

4. THE EURO ZONE NEEDS LESS HETEROGENEITY

Misalignments of real exchange rates are typically the most visible and painful symptom of
asymmetric shocks. Deviations of wage growth from labor productivity growth tend to create
adjustment problems in a monetary union and should be closely monitored and corrected before
they become protracted and painful to adjust. The nominal exchange rates could be used to
correct for losses in competitiveness.
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The loss of the nominal exchange rate instrument does not imply that real exchange rates cannot
appreciate or depreciate. The competitiveness adjustment risks being long and painful given the
loss of the nominal exchange rate instrument.

One solution could be to harmonize wage-setting systems which have deep historical, political
and social roots. The alternative is to broadly maintain the existing systems but to constrain
their functioning to ensure that they produce outcomes which are compatible with membership
of a monetary union and the need to avoid persistent real exchange rate misalignment.

A. Sapir makes it clear that the EU has no fiscal instruments capable to correct liquidity
problems of most EU countries since there is not, or not enough fiscal insurance.

The IMF estimates that, Canada, the US, or Germany manage to smooth 80% of local shocks,
with 25% of it in Canada,15% in the US and only 10% in Germany.

The EU established the European Financial Stability facility, replaced by a permanent reserve
mechanism, the European Stability Mechanism. It is still far from sufficient to provide the
necessary adjustment within the Euro zone.
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ABSTRACT

Kuznets (1955) predicted that the changing relationship between per capita income and income
inequality is an inverted-U shaped curve. Kuznets Curve says that as per capita income
increases, income inequality also increases at first and then starts declining after a turning
point. In the 1990s, Kuznets Curve hypothesis is started to apply the relationship between
environmental quality and per capita income. According to this hypothesis which is called
Environmental Kuznets Curve (EKC), firstly as per capita income increases, environmental
degradation also increase and then starts declining after a turning point. Generally, the
relationship between economic growth, energy consumption and environmental degradation
has been investigated for testing EKC hypothesis. However, some sectors stimulate economic
activity. Tourism sector is one of the most important sectors which not only contribute to an
economy, but also other sectors. Tourism development has increased energy demand and
urbanization. These activities cause environmental pollution. As a result, the relationship
between tourism and environmental pollution is significant for policymakers and researchers.
In this study, it is examined the relationship between per capita CO2 emissions, real per capita
GDP, per capita energy consumption, trade openness rate and the number of international
tourists who visit BRICTS countries over the period from 1995 to 2011 in order to test
connection between tourism and carbon emissions using the EKC framework. Pedroni (2009)
cointegration test is used to determine the relationship. The results reveal that there is a
cointegration relationship with between CO. emissions and independent variables. Tourist
arrivals and economic growth have a negatively effects on CO2 emissions. In contrast, trade
openness decreases the emissions in BRICTS countries.

Keywords: BRICTS countries, EKC, Tourism.

1. INTRODUCTION

In recent years, one of the most frequently discussed global issues has been environmental
degradation in the context of global warming and climate change. It is the main cause of global
warming and climate change that rapid rise in gases that causes greenhouse effect in the
atmosphere. The main gas causing greenhouse effect is carbon dioxide emissions (COy) that
emitted into atmosphere by using fossil fuels such as petroleum, coal and natural gas. With the
advents of Industrial Revolution, economic development is first target for many countries. This
aim has increased energy demand and this need has been met greatly from the fossil fuels.
Because of climate change and global warming, the search for relationship between
environmental pollution, economic growth and energy use has been investigated in the
framework with EKC hypothesis. However, there is limited research investigating the
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relationship between environment and economy to specific sector of the economy. Tourism is
one of the most important sectors which not only contribute to the economy, but also other
sectors.

Tourism sector can cause environmental pollution like any other sector. Tourism development
leads to an increase in energy demand. In addition, an increase in tourism activities comes with
an increase demand in infrastructure such as roads, airports, and different tourism services.
Because of these reasons, it is expected that tourism development can induce large pressure on
environment. The economic attractiveness of the tourism sector has caused to be ignored its
relationship with the environment for long years. Because of the impact of income and
employment opportunities in developing countries, government has provided various financial
facilities to investors. As a result of rapid and unplanned investments in tourism sector, natural
and cultural environmental degradation can increase.

In this study, the relationship between economic development, tourism development and
environmental pollution will be examined in the context of the EKC hypothesis for BRICTS
countries. The concept of BRICTS is accepted as countries at a similar stage of newly advanced
economic development. The economies of these countries have been growing more rapidly for
last decade. In addition to economic growth, the number of international tourists' arrivals in
these countries has grown approximately 3 times for last decade. Therefore, the tourism
induced-EKC hypothesis will be analyzed for BRITCS countries by utilizing panel data
analysis.

The rest of the paper is as following; Second section involves the literature review, Third section
describes the data, model, methodology and empirical findings, Fourth section presents the
conclusion and policy implications of the study.

2. LITARATURE REVIEW

Kuznets (1955) predicted that the changing relationship between per capita income and income
inequality is an inverted-U shaped curve. Kuznets Curve says that as per capita income
increases, income inequality also increases at first and then starts declining after a turning point.
In the 1990s, Kuznets Curve hypothesis is started to apply the relationship between
environmental quality and per capita income. In recent years, Environmental Kuznets curve
hypothesis is analyzed intensively due to increasing environmental incidents and economic
crisis. The hypothesis was firstly tested by Grossman and Kruger (1991). Stern (2004),
Coondoo and Dinda (2002), Dinda (2004), Luzzati and Orsini (2009), Halicioglu (2009),
Acaravci and Ozturk (2010) studies provide an extensive literature on EKC hypothesis. In these
studies, the relationship between environmental pollution and economic growth was tested. In
addition, the relationship between environmental degradation, economic growth and energy
consumption was analyzed by Richmond and Kaufman (2006), Soytas et al. (2007), Zhang and
Cheng (2009), Halicioglu (2009), Apergis and Payne (2009, 2010), Ozturk and Acaravci
(2010), Acaravci and Ozturk (2010), Pao and Tsai (2011), Ozturk and Uddin (2012).

In addition to environmental pollution, economic growth and energy, the variables such as trade
openness, urbanization, population, financial development and tourism development included
in the models that are used to analyze EKC hypothesis. For example, Ahmed et al. (2015)
explored the relationship between deforestation, economic growth, energy consumption, trade
openness and population by applying ARDL bound test for Pakistan for 1980-2013 periods.
The results supported EKC hypothesis. Al-mulali et al. (2015) used panel data method to
investigate the relationship between ecological footprint, economic growth, energy
consumption, trade openness and urbanization in 93 countries for 1980-2008 periods. The result
of the study showed that the EKC hypothesis is valid for high income and upper middle income
countries.
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Some researchers utilized various tourism variables to determine EKC hypothesis. For example,
Katircioglu (2014a) investigated the tourism-induced EKC hypothesis using carbon dioxide
emissions, economic growth, energy consumption and tourism variables for Singapore for
1975-2010 periods. The tourism-induced EKC hypothesis is confirmed in the case of Singapore.
Katircioglu et al. (2014) tested the relationship between run equilibrium relationship among
international tourism, energy consumption, and carbon dioxide emissions for Cyprus for 1970-
2009 periods. The results revealed that there is long run relationship between the variables.
Katircioglu (2014b) analyzed the relationship between tourism, economic growth, energy
consumption, and environmental degradation as proxied by carbon dioxide emissions for
Turkey spanning from 1960 to 2010. The results showed that there is a long run relationship
the variables. Zaman et al. (2016) looked at the relationship between economic growth, carbon
dioxide emissions, tourism development, energy demand, domestic investment and health
expenditures with an aim to test the validity of the EKC hypothesis for East Asia & Pacific,
European Union and High income OECD and Non-OECD countries for 2005-2013 periods.
The results validate the hypothesis. de Vita et al. (2015) explored the relationship among tourist
arrivals, economic growth, carbon dioxide emissions and energy consumption for Turkey for
1960-2009 periods. The results provide empirical support to EKC hypothesis. Ozturk et al.
(2016) utilized generalized method of moments (GMM) to examine the EKC hypothesis using
ecological footprint, GDP from tourism, trade openness, urbanization and energy consumption.
The panel results revealed that EKC hypothesis was only present in the upper middle-income
and high-income countries.

3. DATA, MODEL, METHODOLOGY AND EMPIRICAL FINDINGS

Data and Model

The data utilized in this study are annual figures spanning from 1995 to 2011 for BRICTS
countries (Brazil, Russian Federation, India, China, Turkey and South Africa). Following EKC
models, CO- defined as a function of energy consumption, real GDP, the squares of real GDP,
energy consumption, the number of international tourist arrivals and trade openness. the
variables of the study are carbon dioxide emissions (CO.) measured in metric tons per capita,
energy use (E) (kt of oil equivalent), the GDP per capita (YY) is measured in millions of constant
2005 US dollars, squared the GDP per capita (Y?) is measured in millions of constant 2005 US
dollars, total number of international tourists arriving and staying in tourism establishments in
BRICTS countries (T) and trade openness rate (TR) proxied by the ratio of exports plus imports
to GDP. Data were gathered from the WDI (2015). The panel version of model can be shown
as follows:

INCOyi = Boi + PrilnY; + BoiInY?; + ByiInEy + ByyInT, + Bs;InTR, + &

1)

where InCOg, InY, InY?, InE, InT and InTR show the natural log of carbon emissions, real GDP,
the square of real GDP, energy use, the number of international tourist arrivals and trade
openness respectively.

Method and Empirical Findings

In this study, it is utilized the unit root tests and cointegration tests to investigate the relationship
between carbon dioxide emissions, energy consumption, economic growth, tourist arrivals and
trade openness for BRICTS countries in the context of EKC hypothesis. The empirical analysis
consists of three steps. First, the stationary properties of the series were tested by unit root tests.
Then cointegration test was used to test for a long-term relationship. Finally, the long-term
elasticity of the variables is calculated by using panel cointegration estimator.
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Integrated level and stationary properties of the series must be tested with panel unit root test
to investigate cointegration relationship between the variables. Therefore, we used two panel
unit root test such as LLC unit root test developed by Levin et al. (2002) and IPS unit root test
developed by Im et al. (2003). The null hypothesis of both test indicate unit root process. The
results of LLC and IPS unit root tests are shown in Table 1. At a first glance, the null of unit
root can’t be rejected clearly at 1% percent level. When the difference operator is used, the null
of unit root can rejected strongly and all variables become stationary. The variables are
integrated of order one therefore it seems there is possible long-run relationship between
variables.
Tablel: The results of panel unit root test

LLC IPS
Variable Constant Constant&Trend Constant Constant&Trend
InCO2 1.1512 -2.1282 2.3069 -0.5502
[0.8752] [0.0167] [0.9895] [0.2911]
InY -0.2845 0.1918 5.3601 0.5105
[0.3380] [0.5761] [0.9999] [0.6952]
InY? 3.0936 -1.4423 5.6301 1.0261
[0.9990] [0.0746] [0.9999] [0.8476]
InE 2.9941 -1.8759 45114 -0.2732
[0.9986] [0.0303] [0.9999] [0.3923]
InT -2.0432 -5.7857 -0.7974 -3.7919
[0.0205] [0.0000] [0.2126] [0.0001]
InTR -10076 -2.3769 -0.5464 -2.7321
[0.1568] [0.0087] [0.2924] [0.0031]
AInCO3 -7.2190 -5.6647 -5.7854 -3.2717
[0.0000] [0.0000] [0.0000] [0.0005]
AlnY -10.4721 -10.3147 -3.6208 -3.2880
[0.0000] [0.0000] [0.0001] [0.0005]
AlnY?2 -4.4594 -5.1990 -3.4340 -3.3296
[0.0000] [0.0000] [0.0003] [0.0004]
AInE -6.9367 -7.1060 -5.4419 -4.7358
[0.0000] [0.0000] [0.0000] [0.0000]
AInT -7.0016 -8.3664 -5.3765 -5.2173
[0.0000] [0.0000] [0.0000] [0.0000]
AINTR -5.4220 -4.0993 -6.0530 -4.9475
[0.0000] [0.0000] [0.0000] [0.0000]

A is the first difference operator. The maximum lag lengths were selected automatically using with Schwarz
Information Criteria. Numbers in brackets are p-values. Newey-West bandwidth selection with Bartlett kernel is
used for LLC test. Numbers in brackets are p-values.

In order to examine the long-run relationship between variables, the panel cointegration test
developed by Pedroni (1999) is utilized. Pedroni (1999) developed seven statistics to analyze
the possible long-run relation and the test which is based on estmation of Eq 1.with estimation

of 6;&j1_1 + Z',f;l OixAgis_i + vi; regression model. The null hypothesis of test indicates that
there is no cointegration between variables.

The panel cointegration test results are presented in Table 2. The results show that the null of
no cointegration can be rejected for the model. Therefore, it can be said that the carbon dioxide
emissions (COz), economic growth, the squares of economic growth, energy consumption,
tourism volume and trade openness are cointegrated.
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Table2: Results for panel cointegration tests.

Test Constant Constant and trend
Panel o-statistic -0.89 -1.42

Panel p-statistic 1.07 1.51

Panel PP-statistic -5.70™" -9.40™"

Panel ADF-statistic -7.69™ -8.65™

Group p-statistic 2.21 2.63

Group PP-statistic (non-parametric) -6.70™" -14.23™

Group ADF-statistic (non-parametric) -6.40™" -9.48™"

*** and *** indicates statistically significance at 10, 5 and 1 percent level respectively

The next step is to examine the long-run coefficients of cointegrated variables. The long-run
coefficients of variables are estimated with fully modified ordinary least squares (FMOLS)
developed by Pedroni (2000). The estimation of FMOLS can be constructed as BeruyoLs =
N=YYN . Brmors Where Bryows is acquired from individual FMOLS estimation of Eq 1.

The results of panel group FMOLS estimation are reported in Table 3. The panel group FMOLS
estimation results show that the increase in energy consumption by 1% will increase CO>
emissions by 0.96%. The increase in economic growth by 1% will increase carbon dioxide
emissions by 0.87%. The results also showed that the increase in tourism volume by 1% will
increase CO2 emissions by 0.10%. In addition, 1% change in trade openness will change carbon
dioxide emissions by 0.07% in the opposite direction.

Table 3: The results of panel group FMOLS estimation

Variables Coefficients t-istatistic
InE 0.96" 12.16
INnGDP 0.87" 19.02
INGDP?2 -0.02 -0.54

InT 0.10" 1.73

INTR -0.07™ -2.41

*** and *** indicates statistically significance at 10, 5 and 1 percent level respectively.

4. CONCLUSION

This study aims to investigate the relationship between per capita CO, emissions, real per capita
GDP, per capita energy consumption, trade openness rate and the number of international
tourists who visit BRICTS (Brazil, Russian Federation, India, China, Turkey and South Africa)
countries over the period from 1995 to 2011. We applied panel unit root tests, the panel
cointegration test and the panel FMOLS method in order to examine the nexus.

The results of the panel cointegration test reveal that per capita CO, emissions, real per capita
GDP, per capita energy consumption, trade openness rate and the number of international
tourists are cointegrated. In addition, the panel FMOLS estimation results demonstrate that an
increase in energy consumption by 1% will increase CO2 emissions by 0.96%. Furthermore,
the increase in economic growth by 1% will increase carbon dioxide emissions by 0.87%. The
results also showed that the increase in tourism volume by 1% will increase CO_ emissions by
0.10%. In addition, 1% change in trade openness will change carbon dioxide emissions by
0.07% in the opposite direction. The results also indicate that squared real GDP is not
statistically significant in these countries. The results of the present study show that tourism
activities lead to environmental degradation, but inverted-U EKC hypothesis is not valid in
BRICTS countries.

These empirical findings suggest some policy implications. Policy makers should take
appropriate steps aim to sustainable development. It is important to conduct projects that help
to increase energy efficiency and energy saving and also increase the role of renewable energy
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from total energy use. In addition, it is essential a balanced and environmentally friendly plans
and projects in tourism sector. It should be encouraged to use clean energy resources. Moreover,
it is important to conduct programs for tourists to increase their environmental awareness.
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ABSTRACT

Social phenomenon of personal over-indebtedness has emerged in the past thirty years. The
trend of excessive indebtedness of households is not losing but gaining momentum. The problem
of personal over-indebtedness becomes focus of interest of regulators, research community and
the public in general. In Croatia the numbers of citizens whose bank accounts are frozen as
well as the level of their debt are steadily rising. One of the reasons of such trend is easier
access to debt. There is evidence that accessibility and volume of household credit instruments
grows. The literature suggests the influence of new, technologically powered techniques of
screening as one source of broadening of the borrowing capacity of households. Studies also
document the process of ,,credit democratization“, one of the reasons enabling it being the
relaxation of financial regulation. Only few studies can be found that research the role of bank
operations policies in inducing the higher levels of household debt. Bank marketing, specifically
the advertising and promotion are the tools to communicate with clients, and it has been proven
that effective marketing content is as powerful as the interest rate level in deciding upon getting
a credit. This leads the way to the research of possible relation between marketing efforts of
the bank and the level of household indebtedness. This paper focuses on the possible proactive
role of banks, driven by the profitability, and accompanied with the inappropriate quality and
level of regulation, in the rise of the number of over-indebted persons in Croatia. The effect the
economic downturn on proposed relationship is also taken into account. Analysis is based on
the bank financial statements data and selected macroeconomic indicators. The goal of the
paper is to describe how banks impact the consumer behavior, and consequently give incentive
to the rise of personal indebtedness in Croatia.

Keywords: Commercial Banking, Consumer Behavior, Croatia, Personal Over-indebtedness

1. INTRODUCTION

Banks as financial institutions that ensure capital resources to businesses and households are
continuously involved not only in business but also in everyday life of a society. Households
represent for banks currently the most interesting target group that is ready to spend part of their
income on acquisition of bank services.

With the use of the synergy of its different business functions the primary goal of the bank, like
any other business is to maximize profits. Today, in modern and changeable business
environment, that goal is somewhat disguised with the purpose of putting upfront banks' role in
boosting economic growth and prosperity in an economy. Thus, consumers, influenced by their
preferences on one side, and by different factors from the environment, are often being
encouraged through various bank activities, including marketing activities, to regards bank
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services as means to their economic advancement, with no reflection on banks profit
motivation. Household trends in bank business in terms of deposits, loans and purchasing power
in Croatia did not significantly change until 2008, when the global economy was affected by
the financial crisis. The fact is, until then the purchasing power was steadily growing. Not taking
into account the macro-economic aspect and further government borrowing, the household
sector has maintained the upward trend of consumption from year to year, and that resulted in
the growth of the total debt in the banking system. Individuals, families or society as whole,
have maintained adequate lifestyle covered not only by current income, but also by getting in
debt in order to improve the socioeconomic status. Research (Ramsay, 2012) labeled over-
indebtedness as a significant social and economic issue. Person or household is considered to
be over-indebted if it falls behind with payments on the structural basis or is in an immediate
greater danger to be found in such a state. Such issue disproportionately affects lower income
groups (especially where there is no significant modification of financial resources/income)
during the time of neoliberalism and deregulation. Ideology of neo-liberalism is associated with
privatization, regulation downsizing and reduction of government costs.

The whole financial system of institutions, among which the banks are the most prominent ones,
is interconnected and involved in creation of the credit market supply. Contemporary business
environment in which banks operate is characterized by the increase of the level of
competitiveness, deregulation of markets, the increase of the transparency of operation and
despecialization of the business. Following deregulation, not only overall lending increased,
but also bankruptcy rates rose (Dick and Lehnert, 2010). Besides, banking deregulation, the
relaxation of bank entry restrictions in the 1980s and 1990s with technological change in
consumer lending, increased credit market competition and therefore affected on the supply of
credits. New technologies change the way loans are made, allowing for interest rates to better
reflect underlying risk and, thus, facilitating lending to riskier borrowers. Furthermore, Dick
and Lehnert (2010) indicate that increased competition prompted banks to adopt sophisticated
credit rating technology, allowing for new credit extension to existing and previously excluded
households. Another research results (Black and Strahan, 2002) support the thesis that
deregulation increases the rate of business incorporations, thus suggesting an increase in credit
availability for the sector. Both lead to the increase in credit and economic growth.

Banks continue to adapt their business to the changing and specific circumstances on the
market, as well as to the legislative, financial and economic pressures from the environment.
Besides, banks try to develop suitable strategies in a timely manner and manage change in order
to achieve sustainable growth and profitability, regardless of the outcomes on the level of their
clients, notably the households. However, in the banking sector the responsibility of regulator,
when it comes to the growing trend of personal over-indebtedness management encouraged by
irresponsible credit granting, needs to be highlighted. VVan Heerden and Renke (2015) point out
that in the context of the prevention of over-indebtedness, responsible lending practices by
credit providers play a pivotal role in avoiding consumers getting caught in debt trap, which
leaves them locked into a vicious cycle of over-indebtedness. It is thus of importance for a
country and government to ensure that the financial welfare of its consumers maintains on the
healthy credit market with an effective responsible lending regime. That way irresponsible
credit granting may be avoided and debt relief to over-indebted consumers can be provided.

In this paper the causes, effects and implications of growth of personal indebtedness and
household credit availability are examined. The case of Croatia is presented through display of
trends in lending in the last decade, including the years of global financial crisis. Special
attention is given to the analysis of possible active role bank marketing could have in
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contributing to the ever rising trend of personal over-indebtedness. Finally, conclusions are
given with proposal for the future research of the impact banks have on the issue of excessive
personal debt.

2. HOUSEHOLD CREDIT AVAILABILITY AND GROWTH OF PERSONAL DEBT
The last two decades of the 20th century witnessed a dramatic increase in personal bankruptcy
fillings which continued into new millennium. In particular, in the USA, the personal
bankruptcy rate has increased more than three fold in the last two decades of the last
millennium. Livshits (2015, pp. 596, 597) argues that households can quite effectively smooth
transitory income shock over time, as long as they are able to borrow (sufficient amounts and
at good interest rate). The aspiration for higher living standard or at least the maintenance of
the already reached standard pushes households to make unsound borrowing decisions. They
are driven by favorable loan conditions and result in higher levels of indebtedness. Furthermore,
such activities contribute to the development and growth of banking industry. For example, the
borrowing of middle class had increased despite non increased income on the USA market
(Attali, 2009). In his research Ramsay (2012) compares two markets: English and French. By
2010 the majority of debtors in France had net revenues less than the minimum wage. Also,
rapid growth of personal bankruptcy files received (for providing a solution to individual's
financial situation) is noted. According to situation in England, the number of consumer credit
had doubled since 1980s which caused credit expansion. The majority of English bankruptcies
were related to consumer debt rather than the business reasons. Consumer bankruptcies
represent in 2010s over 80 per cent of bankruptcies compared with 39 per cent during the height
of the early (Ramsay, 2012, p. 237). The increased numbers of consumer insolvencies may also
lead to the question if neoliberal ideas and commitment to a ‘competitive social market
economy', for which European Union advocates, contribute to the growth of over-indebtedness
(European Commission, 2008). Ramsay (2012, p. 247) concludes that the law of over-
indebtedness may symbolize the breakdown of social and family sources of solidarity and the
rise in inequality associated with neoliberalism.

The presence of uncertainty on the market led to insolvency, lowered the value of real estate
and had other negative effects on the overall economy. Changes on the market caused financial
crisis, which initially started in the United States. The business of European and other global
banks on the US market were affected by the same consequences which enabled spreading crisis
not only to Europe but also globally.

However the rise in consumer bankruptcies is not primarily driven by the increase in
uncertainty, but rather by changes in the consumer credit market. The information-related
mechanisms which include improvements in information technology (IT) (improved
availability, accuracy and timeliness of information, lower lending and credit processing costs,
lower costs of identifying and targeting pools of borrowers based on their (risk) characteristics
and related combinations) lead to the rise in bankruptcy rates. Causes are twofold: intensive
margin of existing borrowers and extensive margin of new borrowers gaining access to credit.
The latter phenomenon is labeled "democratization of credit" (Livshits, 2015, p. 599) and it
came from lenders. It may be also connected with information content marketing and rising
marketing activities of the banks to promote and encourage borrowers to use their services.

After the occurrence of uncertainty on the market, the overall debt had risen as well as personal
debt per capita. This trend has particularly been influenced by demographic trends of ever larger
proportion of older people who try to maintain the achieved living standard through debt, and
by changing sets of values that favor consumerism and that induce higher levels of consumption
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across all age groups. Banks encourage such behaviors by selective information practices
towards their clients, which in turn have a notable impact on the growing problem of household
indebtedness.

2.1. Consumer behavior and commercial banking

Through the past little attention has been paid to social and psychological aspects of debt.
People attribute their debt problems to their pleasure in consumption (greed and enjoyment in
shopping). Kahneman and Tversky (2000) explained the new progress of cognitive psychology
according to which people in similar circumstances, would rather choose the perceived gain
than the perceived loss. However, the rise of personal debt is causing problems for banks and
other lending institutions as well as for private individuals (Leigh-Pemberton, 1989).

The banks are defining marketing strategies which will not only attract potential, but also retain
existing customers. The digitalization of financial services and the way in which banks adapt
their services to the clients’ needs (with the help of aggressive advertising and promotion)
contribute to the creation of profit and attraction of new bank clients (Westerman et al., 2012).
Successful promotional activities of a bank and availability of credit cards can impact on
encouragement of the consumers to often use credit cards, to increase the demand for bank
services and consequently increase personal indebtedness (Turan et al., 2013). Additionally, the
bank marketing may increase the profitability of the bank, thus, with the proper decisions of the
bank management and with necessary promotional activities, negative effects from the
environment, such as financial crisis, can be bypassed (Jankovi¢, 2009).

The next issue that relates to the uneven exposure of consumers to financial information has to
do with extraordinary gap between the levels of investment into financial education versus
financial industry marketing. In the United States (CFPB, 2013) about 25 times more is spent
on financial industry marketing efforts than on financial education. Approximately 670 million
dollars are spent annually on providing financial education by government and others. At the
same time, the financial services industry spends approximately 17 billion dollars annually on
marketing consumer financial products and services. Besides, Cameron and Golby (1990) noted
that if social comparison processes drive people they consume even more. Those in more debt
are people who take financial risks based on often unreasonable expectations of the payoff.
Also, there is negative correlation between self-control and income. These findings add to the
argument that individuals are overwhelmed by bank selected information and that government
should play a more proactive role in prevention of over-indebtedness.

Based on the well-known life cycle hypothesis of saving (Modigliani and Brumberg, 1954)
consumers attempt to maintain their lifestyle even though their income and wealth may
fluctuate over time. Specifically, older consumers can borrow from their past savings and
consume at levels beyond their current incomes. Conversely, young consumers who expect
future incomes to be higher than their present income can borrow from their future income to
support their present lifestyle. This phenomenon is called intertemporal smoothing. Prior
behavioral research confirmed that consumers are unable to correctly value their present and
future resources, and they lack the cognitive capability to solve the intertemporal optimization
problem required by the life cycle hypothesis. Furthermore, it is argued that consumers use
external information such as the availability of credit to infer their future earnings.
Consequently, there are negative social, psychological as well as economic implications of such
consumer behavior.
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2.2. Credit limit as a factor of indebtedness

Credit limit perceived as measure of credibility has a moderating role on the level of
indebtedness. Specifically, if consumers have easy access to large amounts of credit, and they
believe that the credit limit credibly represents their future earnings potential (typical belief of
a naive consumer who has limited experience with consumer credit) they are likely to infer that
their lifetime income is high and hence their willingness to use credit will also be high. Besides,
as a routine practice, in banking industry credit limit is freely used as a tactical marketing tool.
Credit limits on most accounts have been steadily ratcheted up (Lunt, 1992), and when credit
card users with good payment records reach their limit, their credit line is typically increased
(Punch, 1992). As a result, the presumed rationality of the credit-limit-setting process is called
into question. The weight is put on consumer and it is also up to the person how he or she will
behave. Finally, when card limits for households are increased, this causes a significant rise in
debt (Gross and Souleles, 2002).

The increase of credit cards availability over time had an impact on the growth of consumer
borrowing and over-indebtedness. Research confirms positive relationship between consumer
credit and consumption (Ludvigson, 1999). Such positive relationship had been provided by
the liberalization policies on the credit market (Bilgin and Yavas, 1995). Eventually, the
increased promotion of credit cards induced greater availability of credit which had
considerable impact on growth of the personal indebtedness.

Banking industry deregulation and increased competition in credit markets had an adverse
effect on consumer default (Dick and Lehnert, 2010). That was reflected in a consumer
bankruptcy rate increase. This has occurred via two channels: increase in credit and the use of
new screening technologies introduced after deregulation which allowed credit to be extended
to the new consumers. Although the risk of any given borrower defaulting did not necessarily
rise, the presence of many extra borrowers in the population perforce increased the bankruptcy
rate. Named happenings led to a type of democratization of credits where they became easily
accessible to a large amount of people with both low income and questionable future revenues.
According to Leigh-Pemberton (1989), personal debt has risen sharply in the United Kingdom
because of the removal of restrictions on consumer borrowing, a greater range of credit sources,
and increased amounts loaned in proportion to disposable income or securities.

Walker (2012) and Harper (2003) have articulated that recent practices suggest that personal
debt has arisen largely as a result of structural changes in employment, credit and housing
markets. It is necessary to understand ideology and the complex social systems so that
management, government and its financial framework can ‘cure' the problem of cognitive
financial delinquency. However, the consumption, as a social dimension, integrates people
within the general system of capitalist exploitation and encourages them to realize their "false”
identities, aspirations and interests through a process of ownership of goods (Buri¢, 2010). Also,
the consumer culture and attractive offers on the market give consumers the illusion of freedom,
choice and satisfaction for, in long term, replacement with the actual loss of these qualities.

3. PERSONAL INDEBTEDNESS TRENDS IN CROATIA AND FINANCIAL CRISIS

Even though the demand for household loans has been slightly decreasing on the Croatian
financial market since 2009, the proportion of bad loans has increased. At the same time
government debt has been increasing, and GDP fell precipitously in 2009 (-8,9%), interest rates
increased, the share of non-performing loans of the households increased by 25% and industrial
production fell by 16% (Croatian National Bank, 2009; Bokan et al., 2010).The changing
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structure of the loan allocation by banks in Croatia in the last twenty years can be discerned
from the data presented in Table 1.

Table 1: Structure of loan allocation of Croatian banks (Authors’ calculations according to
the data from Druzic. 2001 and Croatian National Bank, 2007, 2009 and 2015)

Year Corporate loans | Household loans | Other loans
1994 69,9% 28,8% 1,3%
2006 40,0% 39,4% 20,6%
2008 38,1% 49,8% 12,1%
2014 34,2% 45,4% 20,4%

From the changing proportions of the loan allocation that favor households and government
(major part of the column “other loans”) on account of corporate sector it can be concluded that
banks have oriented their business toward household sector. Such shift ensures growth and
development of banking business with the changing value sets that favor consumerism, also
causing a significant increase of personal debt.

The impact of financial and economic crisis on the credit market can be seen from Chart 1
which presents the annual change of growth of retail lending (household and corporate).

=1 Average credit changes (in %)
====Households

— — Companies

Chart 1: Loans of credit institutions in Croatia, 2003-2014, the annual change of growth
(Authors’ calculations based on the data from Croatian National Bank, 2015)

The impact of crisis is obvious and the credit market has still not recovered. The corporate
lending is more sensitive to business cycles than the households, which provides another reason
for banks to prefer doing business with households.

In the same period the trend of bad loans growth can be detected. The data on the dynamics of
bad, non-performing loans in the period form 2010-2014 is presented in Chart 2.

Chart following on the next page
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Chart 2: Share of non-performing loans, 2010-2015
(Authors’ calculations based on the data from Croatian National Bank, 2016)

Even though the economic and financial crisis had an impact on the decrease of total debt, there
had been a considerable increase in the share of bad loans. In the period from 2009 to 2012 the
corporate bad loans increased by about 18 percentage points and in 2014 they reached a level
of over 30%. In 2015 total and corporate bad loans decreased, whereas household bad loans
still demonstrate growing trend, reaching their peak in 2015 at the level of 12,15%. Households
have been faced with the increase in interest rates, raising costs of living, high levels of
unemployment, all deteriorating their ability to repay loans, and resulting in ever growing over-
indebtedness. Total household loans amounted 120 billion kunas at the end 2015, and bad loans
count for 14,6 billion (Croatian National Bank, 2016). The level of non-performing loans means
that almost every 8th household loan might default.

Another trend is aligned with the above stated that of a sizable increase in property foreclosures.
Data shows that there were 319 foreclosed properties in Croatia in 2006, 6773 in 2013, and
more than 1600 in the first two months of 2015. In the last five years 126.378 property
foreclosures were initiated (Zagrebacka banka, 2016, p. 15). This is also a consequence of a
long period of economic crisis, and the fall of the standard of Croatian citizens coupled with
over-indebtedness.

Further evidence of the above is the data on the frozen accounts of individuals in Croatia. At
the beginning of 2015 over 313 thousands persons had a frozen transactions account, with total
debt of over 31 billion kunas. 64% of their debt is to the financial sector (Financial Agency,
2015). By the end of 2015 number of frozen account rose to over 321 thousand, and their debt
rose to over 36,5 billion kunas (an increase of over 17% in just one year). The total debt
increased by 206% in the period from 2012-2015 (Financial Agency, 2016). Most of the
individuals with frozen accounts have been in that situation continuously for longer than a year.

The financial crisis and the growing trend of bad loans caused the decrease of all household
loans except for non-purpose loans which steadily rose from 36,4 billion kunas in 2012 to 39,8
billion by the end of 2015 (Croatian National Bank, 2016). This presents another argument in
line with the growing problem of personal indebtedness. Namely, the non-purpose loans usually
are used as means to pay short term obligations, such as current living expenses or to reprogram
the old debt.
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The line of reasoning that the financial crisis and household borrowing patterns are very much
related is clearly seen from the following data. The level of GDP and total household loans are
presented in Chart 3.

B GDP (current prices, billion croatian
kuna)

in billions kuna

m Total household credits
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Chart 3: Croatian GDP and total household credits 2000-2014
(Authors’ calculations based on the data from Croatian Bureau of Statistics, 2014 and
Croatian National Bank, 2015)

The relationship between the level of household loans from Croatian banks and the level of
GDP is strong. The correlation analysis shows that total household loans are highly positively
correlated with GDP, with Pearson correlation coefficient of 0.96 (p<0.01) (Authors'
calculations based on the data from Croatian Bureau of Statistics, 2014 and Croatian National
Bank, 2015). Finally, the increase in the credit supply should lower the cost of capital and boost
economic growth. Accordingly, a credit growth should represent an increase of supply of the
capital and the growth of gross domestic product of the economy. At the same time, this leads
to an increase in household spending and additional borrowing.

Similar trends have been documented in literature, which proves that the described tends in
Croatia fit into the wider spread trends of rising personal indebtedness. Luckett’s (2002)
research reveals more uncertainty leads to an increase in precautionary savings, or conversely,
a decrease in debt. Lamdin’s (2008) analysis of the US market shows that total consumer debt
as a percentage of GDP has risen from 1960s to 2005. As early as in the 50’s Galbraith and in
the 70’s Simon had highlighted the responsibility of advertising and other sales promotion for
the rising consumption rate and falling savings rate. In Galbraith’s (1958; referenced by
Lamdin, 2008, p. 597) words said: ”Viewing this process as a whole, we should expect that
every increase in consumption will bring a further increase — possibly a more than proportional
one — in consumer debt. Our march to higher living standards will be paced, as a matter of
necessity, by an even deeper plunge into debt”.

In conclusion, the increase of lending to the households, but also to the corporate sector and the
government, affects the increased indebtedness of the whole society. According to the
demonstrated relationship between household lending and the Croatian GDP on can say that
the improvement in the economic situation of the country and eased credit conditions lead to
the increase in personal indebtedness.

4. BANK MARKETING AS CONSUMPTION STIMULATOR

Marketing involves tools and activities that have been considered more as art than science. But
contemporary needs of business call on marketing discipline to be accountable and to link its
contributions to financial performance so it can determine the level of new value it has given to
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the company (Stewart, 2009, p. 636). The implications of marketing activities have been
confirmed in many scientific and professional studies. The CMO Council (2004), states that
marketing has an impact on accelerating drive for greater effectiveness and continuous
improvement of the business. It can reduce business costs and increase returns, increase the
value to the firm and to the consumer and that makes it a cornerstone for continuous
improvement. Stewart (2009) pointed out that its activities may provide a reasonable estimate
of the profitability of the business. More specifically, in banking industry increased spending
on marketing activities (advertising and promotion) causes the profits and market share to
increase significantly (Mullineaux and Pyles, 2010).

Theoretical concepts of psychology of consumption, marketing and consumer behavior are used
in explanation of the emergence of the phenomenon of consumer society and the rise of
consumerism in the postwar period in the developed, western world (Buri¢, 2010).
Consequently, the growth of personal debt has to be examined from the point of view that takes
into consideration the impact of marketing powered by new technology. In banking (as in other
businesses) this has facilitating effect on screening of consumer needs, wishes and possibilities,
it add to the speed of decision-making process and cuts cost with increased efficiency of
marketing investments. Technological improvements in banking that were stimulated by
deregulation and rising market competition, had brought not only more efficient business to the
banks but also a chance to exploit economies of scale in consumer lending, both in terms of
their geographic scope and operations scale (Dick and Lehnert, 2010). It improved possibilities
of credit allocation and made it possible to establish closer communication with costumers, for
example through mobile messaging systems, social network notifications, personalized e-mails
and conventional letters. But on the other hand, the effect of these developments on personal
indebtedness is evident and significant. Data presented by Dick and Lehnert (2010) supports
the theory that the expansion of the availability of credit, following deregulation, may lead to
the expansion of the supply of consumer credit and rising personal bankruptcy rates.

The example of credit limit approval as a type of marketing tool proves its power on boosting
consumer consumption and over-indebtedness. Consumers use the size of the credit limit
available to them as a signal of their future earnings potential, and hence the available credit
limit positively impacts the propensity to spend (Cheema and Soman, 2002). Personalized
advertising (enabled by sophisticated software solutions in banking) makes it more likely that
a person would choose particular personalized special offer for further indebtedness dedicated
just to him or her. The practice of telling consumers that they ‘‘deserve’” increases in their
credit limits are not only non-informative but might also mislead consumers into believing that
their projected future net worth has actually increased. Marketing content can be shown as a
powerful tool of future financial engagements of consumers and therefore of special interest for
banks trying to add more value to their services and increase profits. By development and
improvement of consumer experience and different advertisements and promotion techniques
follow the innovative way of thinking and show the ideas in the content. A scientific direct mail
marketing field experiment conducted in South Africa (Bertrand et al., 2010) tried to determine
how much or how various marketing content techniques affect demand for credit. The results
showed that specific marketing content oriented to consumers, in this case a photo of an
attractive woman, increases consumer loan demand by about as much as a 25% reduction in the
interest rate. Therefore, it has been proven that effective marketing content is as powerful as
the interest rate level in deciding upon getting a credit. These results show that banking
advertising and promotion costs are successful tools of boosting consumption and consequently
an active agent of the worsening problem of private over-indebtedness worldwide.
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5. CONCLUSION

Contemporary business environment in Croatia is affected by dynamic changes in global
business trends. The banks are led by the objective to achieve sustainable profitability and
increase the market share. Trying to do that banks adapt to business changes in the environment
that are focused on service innovation, strengthening of competitiveness and responding to new
challenges on the market. Such development of bank services and innovations on the market
has also contributed to the growth of the indebtedness of households.

The presence of economic and financial crisis in Croatia has encouraged innovation and
diversification of the methods used to approach the consumers, clients of the banks.
Consequently, the aim of the bank’s business in the 21st century is creation of personalized
offers to customers in order to preserve long term bank-client relationship, and induce loyalty.

The latest data shows no relaxation of the trend of rising consumerism. On the contrary, if an
economy is in the phase of recovery, this encourages and motivates customers to borrow
additional funds or use additional bank services. There is further evidence (Drozd and Serrano-
Padial, 2014, p. 21) for the existence of democratization of credit that was spurred by the
revolving credit card revolution and resulted in the extension of credit to new (and seemingly
riskier, but also the most profitable) borrowers in the recent decades. This phenomenon takes
on quite naturally, both in response to various improvements in information technologies and
even in response to lower costs of advancing loans. The mechanism is quite intuitive: as lending
technology improves, it makes lending to riskier types (associated with greater expected
deadweight losses of default) profitable. This means that new loans are relatively more risky
ones. New instruments, tools and opportunities that are offered to the consumers, such as
contactless payment, revolving services, digitalized wallets or payment via mobile phone, allow
consumers easier, simpler and faster (seemingly at lower costs) borrowing, regardless of
socioeconomic status.

The future brings new questions and challenges to both: banking industry and regulator. The
emphasis will certainly be on control of consumption and indebtedness. Even though the lender
should utilize all available information to determine the future potential earnings of the
consumer, the client should also do his part in the process: read carefully the information given
by the bank, as well as participate in an interview with a consumer loan officer. However, there
exist no formal guidelines for banks (set by regulator) to apply in setting credit limits. The
growing problem of personal debt needs also to be considered beyond the discourse of poor
money management (Harper, 2003). It is only through understanding ideology and the complex
social systems that produce people in poverty that we can begin to replace an individualized
approach with an understanding of poverty as a collective trauma and responsibility. Growth of
personal debt, especially due to the influence of escalating credit limits highlighted the need to
address consumer education and credit card regulation issues. Competent institutional
framework would set rules and regulations that would enable the banks and the government to
improve the household quality of life through sustainable levels of indebtedness. This should
be done by efficient control of the operations of all financial institutions that have an impact of
the household indebtedness, especially the most important ones: the banks. The social
acceptability of enormous marketing budgets of banks should be reviewed and adequately
regulated (downsized and/or abandoned).

The rising bankruptcy and over-indebtedness trends seem to have been broken only by the

reforms of the personal bankruptcy system (Livshits, 2015). This research also highlights the
necessity of policy measures to control the seemingly indiscriminate increases in credit limits.
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By paying attention to existing alternatives for over-indebted consumers, such as discharge of
debts and (partially) repayment, it is necessary that the regulator ensures stable, fair, efficient
and transparent financial system (with transparent data) to protect the creditor, saver and
investor who are doing business with the particular bank.

The regulator is also responsible for developing and implementing initiatives intended to
educate and empower consumers to make better informed financial decisions. The financial
literacy should be improved so that people can act more rationally. This extends to the behavior
and rationality of the employees of the bank since no rational lender would advance a loan that
will certainly not be repaid. Households should be aware of the effects that economic downturns
have on the indebtedness and respond by accumulating precautionary savings, and reducing
their debts (Livshits, 2015).

Responsible lending practices cover a wide array of measures that can prevent issuing and
getting a credit with high chances of default and with great impact on elevation of personal
indebtedness. They include consumer education, promotion of financial literacy, responsible
marketing, the cost of credit regulation, pre-agreement screening or assessment of consumers
(Renke, 2012). The focus so far has been much more on irresponsible borrowing, and it should
also shift to irresponsible lending (Wilson, 2004). It is necessary to benchmark efficiency of
lending regimes and make them proactive and responsible. The most important goal is
protection of the consumers from the harms of reckless lending, avoiding over-indebtedness,
including during the financial crises. The lending practices should not be over-restrictive and
should make it possible for individuals, even with low income, to indeed repay loans. This can
be done through appropriate, individualistic credit assessment process and by structured
repayments and loan terms so that borrowers can repay without substantial hardship. The
regulator has a duty to be a vigilant and monitor compliance by credit providers. Evidence
shows (Van Heerden and Renke, 2015) that consumers are more protected and ‘responsibilised’
by such regime.

The treatment of over-indebtedness will certainly reflect the tensions between consumer
protection and the promotion of consumer credit as a perceived engine of growth. Government
should take on a proactive role in ensuring provision of responsible lending, introduce greater
controls on credit, especially revolving and possibly even restrict marketing of banking
services, especially household credit. It remains unclear to what extent would such measures
affect levels of personal over-indebtedness.
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ABSTRACT

Nowadays, due to the globalization of entrepreneurship and the rapid improvements in the
information and communications technology, Chief Executive Officers and Chief Financial
Officers face new challenges. Almost, every business that uses intranet or/and internet is facing
cyber risks. Cyber attacks and data breaches are on the rise. Moreover, according to Ponemon
Institute (Ponemon Institute Releases 2014 Cost of a Data Breach: Global Analysis), the
average cost to a company was $3.5 million. However, market participants mainly assume that
cybersecurity is mainly an information technology issue rather than a cross-organizational risk
management issue. In addition, a large number of scientific articles, approaching the issue of
cyber risk from technological side. This assumption can lead to inappropriate management of
cyber risk and the devaluation of its financial dimensions. The main purpose of this paper is to
highlight the financial aspects of cyber risk, emphasize the key role of Chief Executive Officers
and Chief Financial Officers and present a new taxonomy for the efficient handling of these
risks.

Keywords: cyber risks, financial analysis, taxonomy

1. INTRODUCTION

The evolution of informatics and digital technology have brought substantial benefits to
organizations and have created opportunities and groth prospects. Moreover, the use of
electronic data and internet isamong the daily activities for a large number of organizations. At
the same time, in recent years we have seen an increasing use of digital devices (smartphones,
tablets, PCs, etc.) and cloud computing services by organizations and their executives.
However, the utilization of new technologies not only offers advantages to organizations but
also exposes them to major cyber risks. These risks must first be understood in order to be
effectively managed and limited.

Barak Obama since 2009 had proclaimed (THE WHITE HOUSE Office of the Press Secretary,
2009) that cyber risks are one of the most serious challenges for economic and national security
facing the nation and that the economic prosperity of the United States in the 21st century will
depend on cybersecurity. Indeed, on February 12, 2013 he signed (THE WHITE HOUSE Office
of the Press Secretary, 2013) the Executive Order no. 13636, improving critical cybersecurity
infrastructure.

Cyber risks are included in operational risks to which businesses are exposed. According to the
Basel Committee (Basel Committee on Banking Supervision, 2001) operational risks are
defined as risks arising from inadequate internal procedures or violations of these processes,
human behavior, systems or external factors.

Specifically, cyber risks refer to the possible damage that may arise from unauthorized access
(U.S. Department of Energy, 2012), use, disclosure, disruption, modification or destruction of
data and / or information systems and communications of an organization. To better understand
and manage these risks it is necessary to classify them.
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2. THE NEW ROLE OF CEOs AND CFOs IN THE CYBER ERA

For the successful management of cyber risk, an organization can develop a cyber risk
framework with a sub-framework containing the financial analysis of cyber risk. During the
development of this framework the CEO should coordinate all departments. CEO may ask the
CFO to investigate the potential financial loss that the organization will have in case of a cyber
attack and propose ways of mitigation and overall cost of the investment on information
security. For this task CFO have to recognize the sources of financial impact in case of a cyber
breach. These sources may be loss of future business due to damage to firm’s brand or
reputation, loss of customers, loss of capital due to a drop in the stock price, loss of employee
productivity/morale, suits by customers and suppliers, potential suits by shareholders, fines
from regulatory bodies, recovery of lost/stolen information, hiring a forensic investigator, etc.
Then it should be quantifying the expected loss of each source and estimate the probability of
cyber attack. CFO may also determine the portion of risk that may be undertaken by the
organization itself and the part of the risk will be hedge through a cyber insurance or
outsourcing. However, there are difficulties on the above procedures mainly to quantify the
expected loss. Additional, obstacle to developing an effective strategic cyber risk management
is often the lack of direct communication between Chief Information Officers (CIOs) with
CEOs and CFOs (PwC, 2013).

3. THE SIX PILLARS OF CYBER RISKS

Business executives whowill develop and implement an integrated management framework
should first of all consider the characteristics of these risks and their relationship with the
organization. In order to help this process we propose the use of the taxonomy shown in Figure
1.

This taxonomy is composed of six pillars that refer to actors of cyber risks, motivations, targets,
methods, assets at risk and their repercussions. The analysis of these pillars is described below.

b
;
I
|

Figure 1: Taxonomy of Cyber Risks
3.1 Pillar 1: Actors

First of all, we have toidentify the sources ofcyber risks of anorganization. The threat actors
can be divided in insiders and outsiders. The insidersderivefrom inside of the organization and
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are related to human resources and information and telecommunications systems,while
outsidersderivefrom the external environment where the organization operates.

3.1.1 Insiders

Malicious Human Actions: in this case, a current or former employee intentionally, for reasons
that will be explained in Pillar 2, causes or participates in a data breach incident. In the first half
of 2015,based on recorded (Gemalto N.V., 2015) data breach incidents,12% of them are related
to this case.

Non Malicious Human Actions: in this case, a current or former employee unintentionally
causes or participates in a data breach incident due to human mistake or inadequacy security
training.

Information Systems Glitch: in this case, cyber risks derive from possible system glitches of
the business itself. According to Ponemon Institute research (Ponemon Institute, 2015), 29% of
all data breachesare causedby system glitches.

3.1.2 Outsiders

Criminals: the rapid technological developmentshave evolved the way individuals and groups
commit crimes. Criminals using internet canattack anywhere in the world, without requiring
physical presence.

Hacktivists: persons or groups who usecyberspace to express their ideology

Terrorists: the development of digital economy and the growing use of information and
communication systems in a variety of national infrastructures has forced several terrorists
groups to use cyberspace in order to cause a significant impactor to disrupt national economies
Industrial Espionages: Industrial espionage has always been a risk for businesses. With the
wide use of information systems and internet, industrial espionage has evolved, while access to
business trade secrets can be done remotely and can cause significant impacts very quickly.
States / Governments: Governments utilize new technology to achieve their political and
military objectives. The word ‘cyberwar’ constitutes a point of interest more and more
frequently in recent years,whileworldwide Departments of Defense develope (US Department
of Defense, 2015a) Defence Cyber Security Programmes and sections of cyberwarfare.

Third Party Information Systems Glitch: this is the case of disruption or breach of third party
information systems such as partners, suppliers or providers of other services to the
organization. Special attention has to be paid to the case of breach of cloud service provider
information systems thatorganizations use for storing electronic data. In 2014 Ponemon
Institute examined the use of cloud computing services by organizations in relation to the data
breach incidents and concluded that the use of these services may in some cases have a negative
multiplier effect on both the likelihood of a breach incident and the potentialcosts.

The examination of the first pillar could help the financial planning related to the investmentsin
security. For example, how much to invest in security software, qualified personnel in security
or information programs, staff training etc?

3.2 Pillar 2: Motivations
The Pillar 2 refers to the major motivationsthat have been recorded in various surveys or derived
from recorded data breach incidents.

Financial Gain: one of the main motivation seems to be direct financial gains. As mentioned
above is no longer required the physical presence of criminals to rob eg a bank or customer
accounts. This can be done from anywhere via internet. For example, direct financial gain may
be achieved either through transferring funds from bank accounts or credit cards to accounts of
third parties or through selling to third parties data from data breachesor through extortion etc.
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According to the 2014 US State of Cybercrime Survey (PwC, 2014), in the cases of data
breaches conducted by insiders,among the recorded motivations with the highest percentage
were financial gain (16%), revenge (10%), curiosity (12%) and excitement (6%)

Revenge: former employees who were dismissed or current employees or others who felt
wronged by a business or organization may try to revenge by breachingits information systems.
Protest: this is the main motivationof hacktivists

Gain Strategic Advantage: damage a company’s reputation orsteal confidential business
informations can bring significant benefits to competitors

Excitement / Curiosity: there are insidents where someone or a group of people breach
information systems just for excitement or even curiosity about the information that can be
drawn. This usually occurs in young ages,however older peopleare notexcluding.

Political / Religious: terrorists or governments are progressing in cyberattacks aimed to
promote or impose their political or religious beliefs. According to U.S. Department of Defense
(U.S. Department of Defense, 2015b), in November 2014 North Korea conducted a cyberattack
against Sony Pictures Entertainment as a reprisal for the planned release of the satirical film
The Interview.

Attract Recruiters and Employers:in this case, unauthorized access to information systems
by a person can be done in order to attract the interest of the organization’s administration,
highlighting its hacking abilities for future recruitment for IT security or for industrial
espionage. There are several websites thatpublish advertisementsfor hacking jobs (Goldstein,
2015; Hacker's List, 2015).

Of course there can be combinations of the above motivations.

3.3 Pillar 3: Targets
The Pillar 3 contains the targets of cyber risks.

Public Organizations: In recent years more and more public organizations use IT systems.
This, combined with the fact that public organizations contain a great ammount of personal
data, exposes citizens to cyber risks. In a recent Verizon's research (Verizon Enterprise, 2015),
public sector is at the top of data breach incidents.

Private Organizations: As more and more organizations rely on the information and
telecommunication systems for their development and expansion, they are exposed to cyber
risks especiallywhen the adjustment of the organization's culture in technological development
is lagging behind significantly. Moreover, organizations with personally identifiable
information (PIl) data constitutethe main data breach targets and their data breach cost is
extremely high (Experian Inc., 2015; JPMorgan Chase & Co, 2015;Soma et al, 2009).
Organization Employees/Executives: The widespread use of digital devices (eg smartphones,
tables, etc.) and social media from executives of organizations exposesthem to cyber risks.
Cyber risk actors can use theemployee’s/executive’s digital devices to steal confidential
information or use some of this information to overcome the security of information systems of
theirorganizations.

Critical National Infrastructures: National infrastructures and other critical infrastructures of
a nation (energy supply organizations, stock exchanges (Tendulkar, 2013) etc.) are the main
targets of terrorists and governments,in their attempt to enforce political and religious beliefsor
strategic plans. The majority of these infrastructures is based on information systems
whosedisruption or breach could lead to major problems. A typical example is the cyber attack
(Airport Business, 2014) that took place in the two international airports in Istanbul on July 26,
2013 at passport control system, resulting in long delays.

83



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

3.4 Pillar 4: Methods

The 4th Pillar includes the various methods used forunauthorized access, use, disclosure,
disruption, modification or destruction of data and / or information systems and
communications of an organization.

Stealing or Loss of Digital Devices: while a significant amount of confidential personal or
corporate informations may be stored in digital devices(such as smartphones, tablets, laptops,
usb sticks, external hard drive, etc) used by employees and executives,theftor loss of themmay
expose the organization in high risk.

Malicious Attacks: this is the most common methodfor unauthorized access, use, disclosure,
disruption, modification or destruction of data and IT systems. It can be done by insiders or
outsiders. Some of the most popular (Control Risks Group Limited, 2015) methods are the
following: Distributed Denial of Service (DDoS) attack, Single Purpose Malware, Advanced
Persistent Threat Campaign, Website defacement, Ransomware.

Staff Omissions/ Errors: inadequate staff training on cyber security or omissions can make
the organization vulnerable to third parties actions for unauthorized access to its information
systems. In this case can also be added the careless use of social media by some employees. For
this reason mainly big organizations have started to carry out employee awareness and training
programs (PwC, 2015) for cybersecurity.

Information Systems Glitch: a malfunction of information systems may expose them to
unauthorized access.

Natural Disasters: A natural disaster such as earthquake, fire, flood can cause a malfunction
or even destroy IT systems, exposing them to cyber attacks.

3.5 Pillar 5: Assets
It is crucial for an organization to knowwhich assets are more valuable and exposed to cyber
risks.

IT Infrastructures: these are the IT systems connected to the local network or internet which
support the operation of the organization.

Intangible and Information Assets: Intangible and information assets are also assets which
the organization have to identify and determine their vulnerability to breach incidents. The
disclosure, modification or destruction of employees/customers/supplies details, classified
documents and trade secrets can bring in a very unfavorable and costly situation forthe
organization

Online Presence: the presence on the internet in recent years tends to become one of the major
assets (Radding, 2013) of the organizations. Indeed, as already mentioned above, the denial of
service attack (DoS attack) is one of the most common methods of malicious attacks.

3.6 Pillar 6: Repercussions

The repercussions of cyber risks may be financial, legal, operational (Kaspersky Lab, 2015). In
addition, it may have negative impact to the reputation (IBM Corp., 2013) of the organization
while there are certain repercussionswhich are related to the specific characteristics of the
organization eg healthcare organizations (ANSI, 2012). If an organization understands this
repercusions,the determination of the potential costs ofthose risks may be easier.

Direct Financial Loss: stealing money from an organization through unauthorized access or
other methods of malicious attacks to its information systems is one of the most common
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consequences. Moreover, direct financial loss may have shareholders since the announcement
(Saini et al, 2012) of a breach incident can lead to a decrease in the stock price.

Reputational Damage: the announcement that an organization has experienced a data breach
canharm its reputation because of the loss of consumersand partners trust. This may not only
impact the current and future revenues butmay also lead to staff leaving to other competitors
due tothe reputation damage.

Legal Exposure / Lawsuits: the loss,disclosure, modification or destruction of digital data can
arise lawsuits from shareholders, employees, customers and other third parties. Most States in
U.S (National Conference of State Legislatures, 2015; Baker & Hostetler LLP., 2015) have data
breach laws requiring from the organizations to provide notifications in case of a data breach
event. The potential legal liabilities for organizations that are involved in a breach can reach
thousands of dollars especially for those who handle personally identifiable informations
(PI).The last years there is a similar trend in E.U (European Commission, 2014) legal
framework.

Distruction, Disclosure or Modification of Informations: a direct impact of unauthorized
access to information systems of an organization is the distruction, disclosure or modification
of informations.

IT disruption / IT interruption: another impact of cyber risks is the disruption of IT systems
which may causea negative effect on the overal operationsof the organization.

Productivity Loss /Business Interruption: a data breach incident can lead to productivity loss
either due to IT systemsmalfunction or toemployees negative respond or psychology. This case
can even cause a business interruption (eg a DDoS attack in online businesses).

Cyber Extortion: a data breach insident can lead to blackmail the organization or its
employeesin order to get either financial or other political or operational benefits.

4. CONSLUSION

In this paper we propose a simple and practical taxonomy of cyber risks, based on recent surveys
and data breach incidents, in order to enhancethe ability of organizations to clarify these risks.
The proposed taxonomy can be a reference framework for researchers and practitioners to
evaluate the cyber risks and develope a strategic plan for their effective management. It can be
expanded further in order to include the relevant costsof each repercussion of a data breach
insident. Finally, this taxonomy may provide a useful structure for future surveys to categorize
questionson the preparedness of the organizations on cyber risks.
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ABSTRACT

While mobile penetration was 1% in 1995, this penetration reached 73% in 2014. According
to Turkish Statistical Institute, 96.8% of households have mobile phones and smart phones.
Opening account of social media, messaging and chatting is the first activity in mobile phone
users in Turkey. Consequently, understanding the main determinants of technology acceptance
behavior is an important issue for both academicians and practitioners. Therefore, the aim of
this study is to test of the model on the adoption of mobile messaging applications, especially
fast messaging. We used the framework of Unified Theory of Acceptance and Use of Technology
(UTAUT). For testing our hypotheses, questionnaires were given to people having mobile
devices and mobile internet users. Our data was collected by convenience sampling method.
The research hypotheses were tested by structural equation modeling (SEM). The results
indicated that there were strong relationships among the research variables. Finally,
theoretical and managerial implications of the study findings are discussed.

Keywords: Adoption of Mobile Messaging, Mobile Messaging, Unified Theory of Acceptance
and Use of Technology (UTAUT), Turkey

1. INTRODUCTION

The report! of Centre of Retail Research points that mobile e-commerce is the fastest growing
trade. In 2014, total e-commerce via mobiles in Europe was €23.77 billion, moreover online
retailing as a percentage of all retail sales is now 12.7% but this percentage is expected to reach
21.5%. Mobile application market has a very important position in mobile e-commerce.
According to report? of the MarketsandMarkets, the total global mobile applications market is
expected to be worth US$25.0 billion by 2015; hence the global market is expected to record a
CAGR (compound annual growth rate) of 29.6% from 2010 to 2015. The report® of eMarketer
predicted that mobile phone messaging applications will be used by more than 1.4 billion
consumers in 2015 and the growth in popularity of messaging applications will reach 2 billion
users and represent 80% of smart phone users by 2018 in worldwide. In the light of these
emerging developments, we aim to examine determinants of mobile message adoption and to
work it under the framework of UTAUT. The research question is raised: What factors
influence the behavior intention and the use of mobile messaging adoption?

1 Centre of Retail Research (2016). Online Retailing: Britain, Europe, US and Canada 2015.
Retrieved 29.03.2016 from http://www.retailresearch.org/onlineretailing.php.

2 MarketsandMarkets (2016). World Mobile Applications Market Worth US$25 Billion by
2015. Retrieved 29.03.2016 from http://www.marketsandmarkets.com/PressReleases/mobile-
applications-market.asp

3 Marketer (2015). Mobile Messaging to Reach 1.4 Billion Worldwide in 2015. Retrieved
29.03.2016 from: http://www.emarketer.com/Article/Mobile-Messaging-Reach-14-Billion-
Worldwide-2015/1013215#sthash.Sx3sNjo9.dpuf
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This paper offers three main contributions to the literature. Firstly, UTAUT model 2 has been
considered less than model 1 in diffusion literature. The study contributes to extend UTAUT
model 2. This research tries to complete this gap. Secondly, the determinants of adoption of any
mobile applications in Turkish consumers —emerging economy- can be analyzed as a result it
will provide better knowledge for diffusion and adoption literature. Finally, the study focus on
adoption of specific application that is very intensive in the daily life. So, the results of this
study are important for both academicians and practitioners.

2. LITERATURE

Both academicians and practitioners have interested in understanding the main determinants of
technology acceptance behavior. Venkatesh et al. (2003) proposed UTAUT as an acceptance
model after a comprehensive assessment of eight prominent models used in user acceptance of
technology (Singeh et al., 2013, p.190): (1) the technology acceptance model (TAM), (Davis,
1986); (2) the theory of reasoned action (TRA), (Fishbein & Ajzen, 1975); (3) the theory of
planned behavior (TPB), (Ajzen, 1991); (4) a model combining TAM and TPB (C-TAM-TPB),
(Taylor and Todd, 1995a; 1995b); (5) the motivational model (MM), (Davis et al., 1992); (6)
the model of PC utilization (MPCU), (Thompson et al., 1991); (7) social cognitive theory
(SCT), (Bandura 1986); and (8) the diffusion of innovation theory (DOI), (Rogers, 1962).These
theories were tested on diffusion and adoption of several new products or services. Moreover,
some of these models focus on adoption of information and communication technologies in
particular. Venkatesh et al. (2003) developed a new model by synthesizing eight models
focusing on information and communication technologies in particular. Venkatesh et al. (2003)
named this model as “Unified Theory of Acceptance and Use of Technology”. The UTAUT
model identifies performance expectancy (PE), effort expectancy (EE), social influence (SI)
and facilitating conditions (FCs) as direct determinants of behavioral intention and use
behavior. The four variables (PE, EE, Sl, FCs) directly affect intention and these variables, age,
gender, experience and being voluntary, in directly affect the use (Venkatesh et al., 2003, p.
447). Venkatesh et al. (2012) developed UTAUT. Model-2 is the extended form of Model-1.
Model-2 added the following new variables to the model; its analysis unit focuses on user
acceptance and use; Hedonic motivation (HM), Price-value (PV) and Habit (HB). Venkatesh et
al. (2012) asserted that Model-2 is better than Model-1, as the percentage of variance explained
in both intention and use. The conceptual model of this study based on UTAUT-2 and the
relationship among the research variables is given in figure 1.

Performance expectancy (PE) has been substituted perceived usefulness among the construct
of TAM. PE is defined as the degree to which on individual believes the system would be
beneficial to his/her job performance (Venkatesh et al., 2003). PE is one of the highest
explanatory power of variables on behavioral intention (Bl) (Helena Chiu et al., 2010). Hew et
al. (2015), found that PE had a significant effect on Bl to use mobile applications. Der and
Mutlu (2015) asserted that PE positively affects Bl on mobile shopping.

Effort expectancy (EE) is the degree of ease of technology use (Venkatesh et al., 2012, pp.
159-162). EE is based on perceived ease of use from TAM. There is a positive relationship
between EE and Bl (Martins et al., 2014; Oechslein et al., 2014; Nistor et al., 2014; Escobar-
Rodriguez & Carvajal-Trujillo, 2014).

Social influence (SI) is defined as “the degree to which on individual perceives that important
others (family and friends) believe he or she should use the new system” Venkatesh et al., 2003,
p. 451). Defined as recommendation of the people considered important to use the new
technology (Venkatesh et al., 2012, pp. 159-162), social influence (SI) assumes that these
persons will create positive influence on the adoption through these people’s influencing the
individual.
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Facilitating conditions (FCs) is the degree of belief in the fact that for use of innovation,
individual’s organizational and technical infrastructure system is available/ready to support the
use (Venkatesh et al., 2012, pp. 159-162). Venkatesh et al. (2003, p. 453) defined that FCs are
the degree to which on individual believes that an organization and technical infrastructure exist
to support of the system. FCs affects both the behavioral intention and use.

Hedonic motivation (HM) is the first variable added to the UTAUT-2. HM is defined as »the
fun or pleasure derived from using a technology« (Venkatesh et al., 2012, p. 161). HM means
that the enjoyment or happiness resultant from using a technology. HM plays an important role
in BI for individual's acceptance of a technology (Brown and Venkatesh, 2005).

UTAUT-1 was developed to adopt of a system/innovation in the organizational structure.
However, there are significant differences between the consumer use and organizational use.
Cost and pricing may have a significant effect on individual's acceptance of technology. For
this reason, Venkatesh et al. (2012) added Price value (PV) variable to the model. They defined
PV as “consumers’ cognitive tradeoff between the perceived benefits of the applications and
the monetary cost for using them” (Venkatesh et al., 2012, p. 161).

Habit (HB) has been defined as “the extent to which people tend to perform behaviors
automatically because of learning...”, “...HB is viewed as prior behavior and HB is measured
as the extent to which an individual believes that the behavior to be automatic” (Venkatesh et
al., 2012, p. 161).

By taking into account the framework of UTAUT model 1, the recent paper found out these
results. Yang (2010) tested UTAUT model on 400 mobile services users. He found that PE,SI,
and FCs were positively related to Bl to the use of mobile shopping services. Wong et al. (2013)
showed that PE and EE had a direct and statistically significant positive effect on BI. According
to Deng et al. (2011), PE and EE positively related to BI, on the other hand FCs related to the
actual use on web based question-answer services adoption. Awwad and Al-Mojali (2015)
established that Bl on electronic library services depended on PE, EE, and SI, while use
behavior depended on FCs. While FCs had a significant effect on use behavior, PE and Sl had
a significant effect on Bl but EE did not have significant in the paper of Chang et al. (2015).
Lwoga and Kombo (2015) investigated the major predictors of actual usage of an e-learning
system but they did not found significant positive relationships between the main factors; PE,
EE, FCs and Sl and the actual use.

Given the recent paper on UTAUT model 2, Hew et al. (2015) found that PE, EE, FCs, HB,
HM had significant effect on Bl to use mobile applications. Gao et al. (2015) made an empirical
study on wearable technology acceptance and they showed that PE, HM, EE, SI were positively
associated with individual's intention to adopt healthcare wearable devices. According to a
study made by Wong et al. (2014), EE, SI, FCs, HM, and HB had a significant impact on Bl to
adopt mobile TV. In the light of these researches:

H1: PE has a positive direct effect on Bl in the use of mobile message applications.

H2: EE has a positive direct effect on Bl in the use of mobile message applications.

Hs: Sl has a positive direct effect on Bl in the use of mobile message applications.

Ha: FCs have a positive direct effect on Bl in the use of mobile message applications.

Hs: HM has a positive direct effect on Bl in the use of mobile message applications.

Hs: PV has a positive direct effect on Bl in the use of mobile message applications.

H-: HB has a positive direct effect on Bl in the use of mobile message applications.

Hg: Bl has a positive direct effect on Use.

3. METHOD

The data of the study was collected along with second author's master thesis. Respondents filled
in second questionnaire form. While first form measured adoption of mobile shopping, the
second form evaluated the adoption of mobile messaging applications. Our population had to
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have smart phone, tablet computer or laptop and mobile Internet users, age +18. Convenience
sampling method was used in the study. We collected 344 questionnaires.

The conceptual model based on UTAUT model 2 (Venkatesh et al., 2012). The research
variables in UTAUT model 2 was adapted from Venkatesh et al. (2003; 2012) and applied
double translation process. PE, EE, SI, HM, PV, HB and Bl were measured 3 items and only
FCs consisted of 4 items. Total items were 28. All constructs are measured using multiple-item,
five-point scales with anchors ranging from Strongly Disagree (= 1) to Strongly Agree (= 5).
Reliability of research constructs are sufficient according to Nunnally (1978, p.245) who
suggests that Coronbach's Alpha value of 0.70 or better. All constructs demonstrated acceptable
reliability scores in Table 1.

4. ANALYSES

Table 1 reports the means, standard deviations, Coronbach's Alpha, and bivariate Pearson
correlations of the constructs. We found positive and strong correlations between Bl and
determinants of mobile messaging adoption.

Table 1: Correlation Analyses

1 2 3 4 5 6 7 8 9 10 o Mean SD
FCs PE EE Sl HM PV HB Bl USE Age
1 1 .90 3.77 .93
2 659" 1 .84 3.64 .95
3 786 7027 1 .92 3.78 .97
4 5717 554" 547 1 .85 3.29 .95
5 .626™ 621 607" 492™ 1 91 3.50 .99
6 661" 607" .600™ AT4™ 692" 1 .89 3.62 .99
7 377 416™ 4117 4417 555" 448" 1 .86 285 1.09
8 652" 689  .650"  .550™  .676" 636" 6557 1 .88 3.47 .99
9 393" 324 3497 3407 4877 4137 508" 4647 1 .81 284 101
10 -179™ -199™ -2317 -148" -2317 =224 -3417 -204™ -.308™ 1 29.62 781

Structural equation model (SEM) was used to test research hypothesizes. Hair et al. (2010)
suggested a set of fit indices used to examine the structural model. As shown in Table 2, chi2/df
(the ratio between Chi-square and degrees of freedom), AGFI (Adjusted Goodness of Fit
Index), CFI (comparative fit index), and RMR (root mean square residual) of the model fit
indices exceed the respective common acceptance but obtained value of GFI (goodness of fit
index), NFI (normed fit index), RFI (relative fit index), and RMSEA (root mean square error
of approximation) indices had very closely acceptable level.

Table 2: Model Fix Indices

Model fit indices Threshold Obtanied value
chi?/df (the ratio between Chi-square and degrees of freedom) <3 2.290
GFI (goodness of fit index) >0.9 0.855
AGFI (Adjusted Goodness of Fit Index) >0.8 0.818
CFI (comparative fit index) >0.9 0.939
NFI (normed fit index) >0.9 0.897
RMR (root mean square residual) <0.08 0.070
RFI (relative fit index) >0.9 0.879
RMSEA (root mean square error of approximation) <0.05 0.064

In this study, PE (p=.387, p<0.001), HB ($=.430, p<0.001) and FCs (B=.211, p<0.05) have a
direct effect on BI. BI directly and positively affect behavior use (B=.523, p<0.001). Empirical
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research shows that H1, Hs, H7 and Hg are supported. In sum, the model constructed in this study
is shown in Figure 1.

Facilitating
Conditions 211
(FCs)

.007

Performance
Expectancy 386
(PB

Effort
Expectancy -031

(EE) \/

Social -.049
Influence (SI) 494

Behavior
Hedonic > Intention >
Motivation .026 (BI)

(HM)

Use

Price Value 067
(PV)

Habit (HB) 4307

Figure 1: The Conceptual Model and Structural model results

5. DISCUSSION, CONCLUSION, AND IMPLICATION

This study based on theory of adoption and diffusion of innovation. Among the main models
and theories in the literature on diffusion and adoption of innovation, we preferred to the
framework of UTAUT model 2. UTAUT model 2 is suitable to explain consumer' adoption
process. We found that PE, EE, and HB play a crucial role in the adoption of mobile messaging
applications. Regarding PE and EE, the findings match up with TAM. Mobile message
applications have user friendly features —easy use- and usefulness -simple and hassle-free- for
customer (Teo et al., 2015). HB was found the most important determinant of adoption of
mobile message applications. In literature, HB usually has a significant and positive effect on
adoption of mobile or online innovations (Gao et al., 2015; Wong et al., 2014; Escobar-
Rodriguez and Carvajal-Trujillo, 2014)

This study has several limitations. The first limitation is the direct effects among variables but
has not been discussed in indirect, mediating, and moderator effects. Second limitation is
sample method.
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Since the beginning of the 20th century it is a demographic fact that women represent over half
of the population, while in public sphere they are marginalized. Even Hannah Arendt concluded
that “in modern society women are the biggest minority” there is. In the domain of rights (in
subjective and objective sense of the notion) women of the 20th century have reached an equal
status with men in principle, but in the 21st century between formal and actual right there is
considerable discrepancy. Her right to work is obstructed, in political, economic or cultural
level as well as in any given professional activity, regardles formally and legally ensured
equality and basically accepted reality of the need for an enhanced participation of less
represented gender on decision-making positions. Printed media in Serbia makes clear they are
marginalized, since they appear as expert collocutors almost nine times fewer than men (89.2
: 10.8 percent in favor of men experts).

The effect of “glass ceiling” implies invisible yet efficacious obstacle in advancement to the
highest organizational positions of women. Statistical data clearly shows that there are still no
women in places of actual decision-making, and that they are less paid for the same work in
comparison to men, her unequal position is evident from the insight to the company ownership
structure, as well as remarkably lower representation on leading positions. Moreover, women
have fewer possibilities of advancement in career, and get dismissed more often than men in
the process of transition.

A woman is sometimes in an inequitable position when it comes to earning income for the exact
same work carried out by a man, and she is actually not granted access to all positions and
functions in the organization of a society. Therefore it is often a case of using “woman-alibi”
in practice, that is directing certain women to high and influential public positions in order to
prove there is no discrimination towards women by the society.

Nevertheless, without equal, better and more active participation of women, there shall be no
faster or advantageous social and economic development.

Keywords: woman, glass ceiling, economic and social position, inequality

1. INTRODUCTION

It is a demographic fact in modern period of society’s development that the number of women
is in constant increase in relation to number of men, i.e. for a long time women makes more
than half of population, while been marginalized in public sphere. Today, woman can be found
in production, from factories to administration and managing position. She is not only
irreplaceable support, but an active participant of all changes and movements in modern era.
Since the beginning of 20th century, until today, woman has significant active role on worlds,
social, economical and political stage.

In the area of rights (both subjective and objective meaning of term) women has achieved, in
principle, equal status with men. They were waiting for nearly two centuries that idea of equality
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become truly “human right”. However, up to day, there are still discrepancies between formal
and real rights. Woman’s right to work is been obstructed, as in political, economical and
cultural area, as well as in every other expert acting.

Hannah Arendt affirmed that “woman of modern society is also biggest minority” that exists.
Even though mathematically demographic majority, woman in patriarchal society has minority
status. French writer Simone de Beauvoir wrote how that authentic human being, by time
become “woman” — a victim of tradition in dominant male culture.

As the woman through historical practice generally was excluded from politics, but also from
production and all other important functions of society, both through ages theory was neither
dealing with (nor giving significance) to the status of woman in given social-cultural and
economical environment. Almost whole life of that invisible woman took place inside family,
far away from public eyes and public importance, with strictly defined rules according to sex,
anent gender (Djordjevic, 1975). In short terms, woman as “woman” is a product of social
norms and rules which are male product.

Estimation of a woman as inferior being, formed based on biological and sexual delusions, is
expressed not only in, for woman depreciative sayings and songs, but also in conceptions of
philosophers, psychologists and statesmen. In that respect, famous misogynist Arthur
Schopenhauer is cited, both with Immanuel Kant, Friedrich Nietzsche and Sigmund Freud. For
example, Napoleon Bonaparte his opinion on woman, as an inferior being in relation to man,
legalized for a whole century in “Code civile”, greatest monument of bourgeois law and code
of woman’s imparity.

Therefore, Karl Marx set a thesis, which he took from Charles Fourier, claiming that “level of
woman’s emancipation is natural measure of general emancipation” (Marx, 1964)

Today, the position of woman is complex not only because of her economic, but also her
demographic role. She is not only labour force, but she must give birth as well. She is
simultaneously productive and reproductive power in society (Todorovic-Uzelac, 1987).
Feminists considered that appearance of modern organizations and bureaucratic carriers came
as aftermath of specific gender configuration. They denote on two ways of gender
implementation into structure of modern organizations. First, bureaucracies are distinguished
by gender segregation on work place. When women became significant part of labour force,
they were assigned to poor paid working positions on which they performed routine tasks.
Chances for promotion were minimal. Second, bureaucratical career, by feminists, alluded male
career, in which key part of a woman was giving support. At work place, women performed
routine jobs, so men can focus on getting a promotion. In the sphere of family, women also
supported career advancement of men — by taking care of house and raising children, so men
can focus strictly on work. These two tendencies led to modern organizations become male
reservation in which women were excluded from the government, without a chance to advance,
and that, in addition, become victims of sexual harassment.

A research which had been performed in 21 countries (Davidson, Burke, 2004) showed that
women on managing position are still grouped on lower management levels and in traditionally
women’s sectors of care, education and services, and not in those with highest incomes, like
energy, information technologies (IT) and transport industry. They are still underpaid to male
colleagues on all levels of hierarchy ladder, including board of directors and are hardly make
breach through “glass ceiling” which stops them from reaching top management functions and
positions. That is also the case in the USA where women take 45% of managing positions, but
make only 5% of top management — the percentage with small variations during last quarter of
20th and first decade of 21st century.

Publication of book “Breaking the Glass Ceiling” (Morrison, White, Van Velsor, 1987) in USA,
gave new swing to research of women in management. Women gain level of knowledge and
experience requested by those positions, paying bigger price than men, but are still facing with
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infamous “glass ceiling” (Powell, 1999). So, whilst women, on global level, represent nearly
half of labour force, they still represent weak percentage in high managers structure (Wirth,
2001).

In leadership domain, man remains what he used to be during the evolution of mankind — a
hunter, not only because he brings more food, but contracts.

2. ATTITUDE TOWARD WOMAN AND HER ROLE IN SERBIAN TRANSITIONAL
SOCIETY

During the past millennium, women were subordinated to male domination, witnessed by some
theoretical sources, while affirmative documents about women as driving force of society are
very rare. So, based on myths, customs and current regulations, it can be concluded that
misogyny enjoys long and well established, strong tradition (Kandido-Jaksic, 2001).
Escalation of misogyny (organized, institutionalized hostility or hate toward women) comes
also during the transition process. Phenomenon of misogyny spread is one more symptom of
Serbian society’s “sickness” and culture of 90’s. Crisis of man’s roles and identities is
characteristic for other societies in transition and, on the other side, experience of wars which
increased creation of “men communities” and evocation of “warrior’s memory”, with ritual
exclusion of women, or their inclusion under conditions that brings them down to “servants of
warriors”, created an impulse in Serbia which was, to a certain degree, situational conditioned,
but it’s clear that misogyny itself, as occurrence, is not by no means something instantaneous
or transient, but with (too)long history.

Wars which were led during the 90’s in former Yugoslavia, UN sanctions, followed by
privatization process and transition, brought back women into privacy sphere and distanced
them from politics and public life (Torlak, 2011).

Position of women in our society suggests their marginalization, while stereotype pictures of
gender relationships supports traditional, polarized gender roles, according to which women are
passive, inferior, incompetent to represent official discourse or to offer expert knowledge in the
matter of public interest, whilst their achievements are been ignored. Statistic data clearly
indicates that women are still not to be found where the decisions are really made, and for the
same job they are less paid, have less opportunities to advance, whilst lose their job more often
than men during transition process. All this is confirmed in publication by Statistical Office of
the Republic of Serbia (SORS) called “Women and men in Republic of Serbia” published in
2014: the women makes 51,3% of total population of Serbia, but are underpaid than men, they
work more on wageless jobs than men, they are excluded from decision making processes and
are more subjective to poverty. Besides: women are most common in the category “supported
person” (57,6%) followed by women whose main income is their pension (57,0%), scholarship
(56,5%) and other social incomes (55,5%).

2.1. Unemployment structure

In research by Foundation for the Advancement of Economics (FREN) which was published in
2013, course of employment in Serbia in period 2005 — 2010 has been analyzed, followed by
course of unemployment rate by gender and age.

In mentioned research, the rate of an employment has been considered (15 — 64 years of age)
according to gender and age in five years period and the conclusions are as follows: the rate of
employment of women in April 2010 was 40,2% and is far less than the rate of employment of
men (54,3%) although this difference is reduced in period 2005 — 2010. Furthermore, the rate
of employment of women in Serbia is lower when compared with 27 EU countries (58,6% in
2009), but also from the rate of employment of women in surrounding countries (Croatia,
Bulgaria, Romania).
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Rate of unemployment in April 2013 in Serbia grew by 1,7% in regard to October 2012 and is
at 24,1% at total, or 22,3% for male and 26,5% for female population (Labour Force Survey,
2013).

Gender imparities are considerably expressed in numerous aspects. They are manifested
through insufficient political participation of women, economical imparities, and unequal
distribution of commitments in family, unbalanced rate of power in privacy sphere etc. Only
5% of women are presidents of municipalities/majors, and 29% of women are municipal or city
alderman. Women are rarely on position of manager of a household: 15,9% of women and
84,1% of men (Blagojevic-Hewson 2011, Babovic 2010).

2.1.1. Gender gap in ownership over companies

According to the data from Serbian Business Registrations Agency, in August 2014 active
companies had 217.290 proprietary shares. From that number, only 26,8% (58.205) were owned
by women, while the rest of 73,2% were owned by men. Related to research period on
entrepreneurship of women from 2011, when women had 25,2% of proprietary shares, these
data are showing on extremely small move toward closing of gender gap in ownership over
companies.

2.1.2. Gender gap on positions of company management

In order to get a correct insight on gender gap in the matter of company management, it is
necessary to focus our attention on the highest managing positions, i.e. positions holding most
power in company. Those are usually positions of general manager, and in case of limited
companies (Ltd) positions of member in Board of directors. According to data from Serbian
Business Registrations Agency from 2014, women were holding 25,8% of highest managing
positions, which represents slight increase of share from 22% in 2011.

These findings once again support the fact that women are hard to “breach” to leader position
when competition with men is higher, i.e. when there are more candidates for those positions.
These findings are in order with previous ones which were showing existence of, so called,
“glass ceiling” in vertical mobility of women to highest managing positions in the companies
(Babovic, 2007, 2010, 2012). Differences in ownership of proprietary shares of women and
men were not noticed to a significant extent between regions nor economy sectors. Smaller
changes are registered only in some “typically woman’s” sectors like administrative support
and services, health care and social protection and sector of classic services, in which women
owns between 30% and 40% of proprietary shares, whilst in other branches this percentage is
between 15 and 30% (Babovic, 2012).

Data from 2011 on regional differences, in the matter of persons performing management
functions or holding positions in Board of directors in companies, shows that women outside
Belgrade region are rarer among directors and significantly rare among members in Board of
directors, than in case of companies from Belgrade (Babovic, 2012).

2.1.3. Public agencies

Public agencies are organizations whose founder is the Government and which are founded for
purpose of development, expert and regulatory tasks of public interest, and in Serbia there are
170 different agencies.

Observing the composition of management bodies in eight selected agencies, which has been
selected based on influence they have on social relationships in economy and society in general
and their significance on economical and financial flows in the country (Agency for
privatization, Serbian Business Registrations Agency, Agency for Development of Small and
Medium-sized enterprises of Republic of Serbia, Anti-corruption Agency of Republic of Serbia,
Serbia Investment and Export Promotion Agency, Agency for Energetic Efficiency, Regulatory
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Authority of Electronic Media, Regulatory Agency for Electronic Communications and Postal
Services), we can see that they have only one woman on position of director, and same situation
is with deputy and other higher positions in these institutions.

2.1.4. Public enterprises

When discussing of public enterprises, Serbia follows bad trend present in other parts of the
world, and that is women are represented with only 10% on managing positions in public
enterprises.

When discussing the topic about women on high managing positions inside European Union,
more and more is contemplating the idea of introduction of quota system in order to increase
the number of women in public enterprises’ Boards of director up to 40% by the year 2020
(ec.europa.eu/commision2014).

There is not systematic solution for this problem, not even in Serbia. According to data from
National Strategy for Improving the Status of Women and Promotion of Gender equality (2009
— 2015), women in Serbia participate with 30,5% on managing positions in society and
economy, out of which only 20,8% as directors and as Head of Board of directors only with
14,3% (“Official Gazette of Republic of Serbia”)

3. “GLASS CEILING” - INVISIBLE, BUT STRONG BARRIER

The “glass ceiling” effect points to invisible but strong barrier to advancement on highest
organizational positions of women (and minorities). This term came into use in feministic
economy with an aim to mark gender discrimination in vertical mobility inside organizations,
and later widen to other forms of discrimination. According to Rosabeth Moss Kanter, the
solution is above all in providing numerical strength. When the percentage of women inside an
organization reaches 35%, they become minority group. Then they can form coalitions which
can change ratio and culture inside an organization (corporation). Group becomes really
balanced on 40%, even better on 50% (R. Moss Kanter, 1977).

By analyzing data, | came to the conclusion that a situation is somewhat better in cultural
activities rather than in economy. As for the city institutions, women are usually heads of
libraries, schools, kindergartens, museums and centres for social work. For example, out of 19
theatres in Belgrade, only six of them have woman as a director, and out of 35 directors of
Belgrade’s museums and commemorative collections, nine are woman (Torlak, 2011).

When discussing those employed in education, women are mostly teachers in primary schools,
where they make 71,8% of total employees — almost as men on faculties — 70,6%. Since the
foundation of Serbian Academy of Sciences and Arts back in 1887, no woman has ever been a
president.

4. POLITICS AS CREATOR OF SOCIAL-ECONOMICAL RELATIONSHIPS

It’s a common saying that prostitution is an oldest trade, as women trade. But much older and
longer lasting trade, as a men trade, is politics. It simultaneously conditionate and kept state in
which the woman is, and it (politics) became as limitation as well as mean in struggle for
liberation from that condition and for general emancipation of woman (Papic and Sklevicki,
2003).

In former Yugoslavia, back in the 80’s, 17% of women were chosen into parliaments, and in
period from 1989, after wars and changes, the share of women in political life of whole region
plunged dramatically, so women became invisible in public and political sphere of management
and decision making — in Serbia only 1,6%. After the elections in 2000, the National Assembly
of Serbia and Montenegro had only 10 women, out of 178 deputies.
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Although Electoral Law of Serbia from 2004 introduced quota system which alluded that at
least 30% of women must be on political parties’ candidates list — the woman on leader position
of political party is almost not to be found.

Let’s say, from 1839 until 2011, only two women were Belgrade’s mayor: Dr Slobodanka
Gruden (1993 — 1994) and Radmila Hrustanovic (2001 — 2004).

There are almost no women when it comes to decision making, except where the politics is
been operationalized. So, they take part in the implementation, but not in the making of
decisions. It is significant to emphasize that currently heads of National Assembly of Republic
of Serbia and National Bank of Serbia are women, but this research showed that even in the
highest bodies of the National Assembly, where all the decisions are been made, and those are
Assembly boards and chiefs of Parliamentary groups, is conspicuously smaller presence of
women on managing positions. Most obvious discrepancy is noticeable in the matter of
chairman of the Assembly boards, where we have 26 presidents and only three female
presidents. The same situation is with leaders of Parliamentary clubs, where the ratio is 9:1 in
favour of men (Torlak, 2011).

5. MEDIA AS MIRROR OF THE REALITY

The competence of women is most commonly invisible; neither their needs nor their
achievements are noticed. Judging by the newspapers, women are not asked for any relevant
issue in the society (Milivojevic, 2004). According to the research carried out during 2006 by
the Media centre from Sarajevo, Bosnia and Herzegovina, women in printed media from Serbia,
Croatia and Bosnia and Herzegovina are present five times less than men. By following three
national daily newspapers in all three countries (in case of Serbia those were “Blic”, “Politika”
and “Vecernje novosti”) it has been concluded that as interlocutor — women’s experts are
present nearly nine times less than men (89,2:10,8 percent in favour of men experts). Also, the
media devotes very small percentage of news to women. That percentage never goes over 15%,
except in period of elections or celebration of International Women’s Day, March 8th. Most
present women in the media are the celebrity ones. Women are mostly visible in culture, local
crime and entertainment columns. In local crime column, usually because been a victim of
violence, and almost none in politics, economy, health care or education columns. If we look
more concretely, the journalism is slowly becoming female profession (Jevtovic, 2007). Once,
the number of women in this field was negligible, while today their dominancy is visible with
a naked eye. Because of that, current disbalance is indefensible (mainly in managing structures
and in managing sphere of journalism itself in favour of men) due to its deep roots in more
primitive heads, at those who found themselves at influential positions, but with lower
education level than women. In local media, misogyny has increased simultaneously with
privatization of media and with introduction of political pluralism, which often alluded ruthless
struggle on political market, with women under attack by hatred speech in order to eliminate
political opponent. Holders of misogynous messages in the local mass-media are not only men.
With a feminization of journalistic profession in Serbia, women (a large number of journalists
and editors) become accomplices in misogynous acting. In the women themselves often doesn’t
exist a reflex necessary to recognize misogyny: the woman journalists in media with high
number of copies (mostly in tabloids), as well as journalists and hosts of popular TV shows in
Serbia create an image of a woman as she is expected to be in the primitive patriarchal
environment, or they are been reconciled with certain facts about the place and the acceptance
of a woman in society (misogyny as a part of culture in which we live), but there isn’t much
protest among women due to the expansion of misogyny.
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6. CONCLUSION

The fact is that women are still noticeable minority in political, economical, social and media
life in Serbia, no matter to formally and legally secured equality and generally accepted reality
for need to increase participation of less present gender on decision making positions (Mitrovic,
2012). Due to all above mentioned, the role of a state in improvement of women’s position in
all spheres or living is primary and unchangeable, but big responsibility lies on all members of
the society, as well as on public information bodies, because it is obvious that collective
prejudices and attitudes must be changed. Changes in the world, and especially in our
neighbourhood, unavoidably reflects to our country which is going through transition and
transformation phase. Slowly, and depending on validity of priorities, specific situations and
social circumstances, it is certain that an attitude about woman must be changed, first as equal
sex and gender in every society, including our own. So far, we are witnesses of an asymmetrical
power which — in the society dominated by male point of view — comes from differences
between genders interpreted on woman’s disadvantage. Gender imparity is without a doubt a
systematic question and it needs to be solved as key barrier to development and comprisable
growth (Oxfam, 2014). From a woman’s point of view, all of this is being supported by adopted
inferiority, “good manners”, education and everything that influence on apperception that these
subjects (gender equality) are not to be talked about “because there are more important
subjects”, and that when everybody else gets better, so shall be to the women. This is why the
woman is in unequal position regarding incomes for the same work as a man, without real
access to all positions and functions in organization of the society. There are still work positions
that are “by default” reserved for men. This is why often in practice there is use of “woman
alibi”, i.e. on high and influential public positions and functions (but not all), some women are
been appointed just to show that there is no discrimination by the society towards women.
Frontal confrontation between men’s and women’s qualities is worthless and harmful. There
are qualities of male and female type, but that doesn’t mean that we necessarily find first ones
at men, and the second ones at women. Female management does not exists, management on
women’s way — does. Widely observed, implementation of non-discriminative selection for
leader positions would lead to greater equity and economical rationality, the characteristics
which favour long-term success of organizations. Also, there are results of researches which
unmistakably show that the countries in which smaller presence of women on labour market in
relation to their number in population, are economically under-developed. A study published
by World Bank gives us arguments that gender equality, which allude accumulation of
education, health care and property and usage of these contributions with an aim of exploitation
of economical possibilities and generating an income, can improve economical efficiency and
results in three main ways. First, by removing barriers which restrain women to have same
access to education, economical possibilities and productive incomes as men, resulting in wider
gains in productivity. Second, reclamation of women’s status accelerates many other
development results, including ones on behalf of their children. And third, all of this will most
likely lead to more representative and inclusive institutions and political choices and therefore
to better developing course of one country (Gender Equality and Development, 2012). So it
doesn’t hurt to say again that economical empowerment of a women, including their stronger
participation in labour force, is key for economical growth.
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ABSTRACT

Economists, sociologists, political scientists, development practitioners and a myriad of others
have noted the economic development policies built around the creative class becoming more
prevalent. These policies are often implemented at the city, regional, and country level. While
several studies have demonstrated economic success associated with these policy
implementations, not all countries have benefitted equally. Furthermore, as the level of analysis
gets larger, additional social and economic complexities may challenge a creative class model.
Using a cross-national sample of 59 countries, we examine the quantitative associations
between creative class dimensions (technology, talent, and tolerance) with business
environment. Our findings provide partial support for creative class theory, finding that
technology and tolerance are positively associated with business environment after controlling
for certain social characteristics.

Keywords: creative class, economic development, business environment

1. INTRODUCTION

Richard Florida’s (2002) book the rise of the creative class initiated a paradigm shift in the
development literature. Attention to the creative class has refocused attention for economic
development away from lowering business costs via incentives and towards fostering creative
environments to drive the economy (Florida 2005). Additionally, the creative class approach is
unique compared to other theorized predictors of development such as social capital and even
human capital (Florida 2005). In line with creative capital theory, the regional acquisition or
creation of talent, technology, and tolerance creates economic winners and losers dictated by
the quality of place (Florida 2005).

The idea has gained much attention in terms of economic and social development literature
(McGranahan and Wojan 2007; Wilson and Keil 2008; Hoyman and Faricy 2009). Policy
makers have responded by implementing creative based policies (Hoyman and Faricy 2009,
Currid-Halkett and Stolarick 2011). While Creative class theory has gained significant traction
in the literature, several have challenged the theory based on theoretical and methodological
points (Brenner and Theodore 2002; Maliszewski 2004; Wilson and Keil 2008; Zimmerman
2008). As a result, additional research is needed to clarify the benefits, limitations, and
applications of the creative class approach.
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Our study focuses on talent, technology, and tolerance (the three T’s) of creative class
development (Florida 2005; Florida 2002). We focus our analysis on the relationship between
the three T’s and business environment within 59 countries. We choose to examine creative
class theory at the country level of analysis. Creative class studies often focus on cities and
regions (Florida 2005). By focusing on countries, we wish to test the fit of creative class theory
on a larger level of analysis. Countries, with their additional complexities seem qualitatively
different to their smaller counterparts. Part of what makes application of creative class theory
difficult to apply to a cross-national comparison is the mobility of creative class workers.
Florida (2002) points out how creative people tend to cluster in creative centers. Migration to
creative centers within a country, such as cities, seems to be logistically easier to accomplish
compared to migration across countries’ boundaries. However, given Florida’s creativity
index, we are able to compare variations in technology, talent, and tolerance across counties.
Thus, we see application to the country level of analysis as different compared with previous
studies focused on cities and regions.  Countries may certainly cultivate creativity via
policymaking centered around the Three Ts, giving them a creative comparative advantage.
Therefore, an analysis at the national level is appropriate and necessary to understanding
economic situations. The creative composition of a country may attract or discourage a
different type of investment and internal business climate.

While previous studies have looked at cross national comparisons and the creative class, many
of those studies examine variation with a country or across a small number of countries (Marlets
and Van Woerken 2007; Mellander and Florida 2007; Marlets and Van Woerken 2004).
Additionally, we opt to disaggregate talent, technology, and tolerance from the larger Global
Creativity Index (GCI), created by the Martin Prosperity Institute, in an effort to understand
which aspects offer greater explanations in variation of business characteristics. While studying
the aggregated GCI is interesting, disaggregating the concept into its dimensions makes the
analysis more manageable and telling. We are able to see which creative dimension explains
greater variation in business environment and job satisfaction. Furthermore, the disaggregated
approach may give policy makers a more precise understanding how each relates with business
environment, and thus which to focus on developing.

2. LITERATURE REVIEW

Creative class theory began its ascent with Richard Florida’s (2002) popular and influential
book The Rise of the Creative Class: And How It’s Transforming Work, Leisure, Community,
and Everyday Life. The book transformed academic and practitioner understandings of how
quality of place, with regard to creativity, is an important component to development. Florida
separates the creative class into two distinct groups: The creative core and the creative
professionals. The creative core he defines as “people in science and engineering, architecture
and design, education, arts, music, and entertainment whose economic function is to create new
ideas, new technology, and/or new creative content.” (Florida 2002, 8). The creative
professionals are “people engaged in complex problem solving that involves a great deal of
independent judgment and requires high levels of education or human capital.” (Florida 2002,
8). This includes people from business and finance, law, health care, and similar fields (Florida
2002). The common thread between both groups is a creative ethos which is expected to drive
economies.  Florida (20005) discusses the dimensions of the creative class in terms of
technology, talent, and tolerance.

Several studies have pointed out the economic advantages that are associated with the creative

class (Florida 2002; Florida 2005; McGranahan and Wojan 2007; Gabe, Florida and Mellander
2012). Florida’s theory departs from previous theory of economic development such as
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lowering operating costs of an area for business, social capital, and human capital (Florida 2005;
Florida 2002). While a human capital approach may offer the closest comparison to the creative
class approach, differences exist. Those individuals with human capital and creative capital
tend to overlap, 75% of U.S. college graduates are creative class members (Florida 2014).
However, Florida (2014) points out that 40% of the U.S. creative class does not have a college
degree. Florida, Mellander, and Stolarick 2008 point out this complimentary, yet distinct group
leads to differing outcomes. They find that human capital is more advantageous in generating
income and wealth whereas creative capital is more useful generating wages and productivity
(Florida, Mellander, and Stolarick 2008).

The occupations based creative class approach has been demonstrated much in terms of U.S.
economic development (Stolarick and Currid-Halkett 2013; Gabe, Florida, and Mellander,
2012). After controlling for education (human capital), Gabe, Florida, and Mellander, 2012
found that the creative class was less likely to be unemployed compared to individuals in the
service and working sectors of the economy. Stolarick and Currid-Halkett (2013) studies 369
U.S. metropolitan areas through five distinct economic periods. They found that cities with
higher concentrations of the creative class were more resilient, having lower unemployment
rates during economic downturns. Their models suggested that creative class composition was
better able to explain this resilience compared to human capital approaches (Stolarick and
Currid-Halkett 2013). However, their study conceded high multi-collinearity between human
capital (measures in percentage of BA degrees or higher) and the creative class (Stolarick and
Currid-Halkett 2013).  McGranahan and Wojan 2007 used a more sophisticated
operationalization of the creative class and unique statistical techniques. They found creative
occupations were positively related with economic growth in both metropolitan and non-
metropolitan areas (McGranahan and Wojan 2007). Beyond their methodological refinements,
McGranahan and Wojan (2007) also demonstrate applicability of a creative class framework to
rural areas.

Aside from human capital, social capital has been shown to related with economic development
(Tiepoh, Nah, and Reimer, 2004; Putnam, 2000; Narayan, 1999; Putnam, 1993; Stiglitz, 1996),
more economic equality and stability (Casey and Christ, 2005), successful businesses (Besser,
1999) as well as more socially responsible businesses (Besser, 1998). The social capital
approach is similar to creative class theory in that we can look at social capital as an attribute
of place. The relationship between social capital and the creative class appears to be
conceptually less murky (more theoretically distinct) compared to the relationship with creative
class and human capital. Florida (2005) sees social capital as an alternative viewpoint where
development is based on the strength of social ties in a community. Florida (2005) points out
how certain aspects of social capital (namely bonding social capital) may inhibit economic
development. Florida (2005) argues that creative class theory explains more than social capital
and human capital approaches.

In addition to being applied to rural areas, creative class theory has been applied cross-culturally
and/or cross nationally. Several cross-cultural studies have yielded support for the theory
(Mellander and Florida 2007; Marlets and Van Woerken 2004). In their study of 257 European
union regions, Marrocu and Paci (2012) found educated people working in creative industries
contributed to efficiencies in production. The creative spillover to other industries is not
necessarily equal. Lee’s (2014) study based in the UK found that creative industries related
with both wage and employment growth for rural areas but only wage growth in urban areas.
This may suggest certain declining industries may be pushed out of urban areas (Lee 2014).
Mellander, Florida, and Rentfrow (2011) conducted a cross-national study looking at the
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creative class and perceptions of happiness. They found that after holding GDP per capita
constant, tolerance related with life satisfaction. When they separated high and low income
countries, they found the creative class variable were more useful in explaining variations in
life satisfaction in high income countries whereas GDP per capita (income) was more useful in
explaining happiness in low-income countries (Mellander, Florida, and Rentfrow 2011).

3. Methodology

We opted to conduct our study at the country level of analysis. Using countries for analysis
provides a unique perspective since much of the creative class research has been done focusing
on cities and regions. Our study used a valid N of 59 countries (see table 1).

Dependent variable

Our dependent variable in this analysis is business environment. This variable was created by
the Economist’s Investigative Unit (EIU) and is used in forecasting business environment from
a foreign investment perspective (EIU 2014). The EIU’s business environment model collects
data from 82 countries (EIU 2014). The EIU’s (2014) report on business environment ranking
included an overall business environment score (between 1 — 10, with 10 being the best business
environment). The EIU’s measure for business environment was seen as advantageous because
of its multifaceted composition. According to the EIU (2014), the business ranking model
covers 10 categories/criteria ranging from “political environment, the macroeconomic
environment, market opportunities, policy towards free enterprise and competition, policy
towards foreign investment, foreign trade and exchange controls, taxes, financing, the labour
market and infrastructure.” (8). Each category contains indicators based on the previous and
upcoming five years. In total, the business environment ranking is comprised of 91 indicators.
Each indicator is scored on an ordinal five-point scale where one is “very bad for business” and
five is “very good for business” (EIU 2014: 8).

Predictor variables

Predictor variables in our model center on Florida’s creative class theory. Our predictor
variables are talent, technology, and tolerance at the country level of analysis. Specifically, we
use the creative class indicators created by the Martin Prosperity Institute (MPI). The MPI is a
think tank focused on characteristic of place as it relates to global economic prosperity (MPI
2011). MPI data is advantageous for this analysis because the variables are operationalized
consistent with creative class theory. The MPI examined each of the three Ts and an overall
composite general creativity index for 81 countries. We opted to use their disaggregated
dimensions of creative class theory variables instead of a combined creativity measure. This
was done because the three T’s may work in theoretically different ways or have potentially
differing relationships with economic development. The MPI ranked countries by their levels
of technology, talent, and tolerance. In order to create a normal distribution, we took the log
function of these rankings. Additionally, to establish a time order, we use the 2011 creativity
variables ensuring the predictor variables precede the dependent variable in time.

Control variables

Additionally, we controlled for social characteristics that might explain variations in business
climate. These included variables for median age, percentage of the population which was
female, population density, international migrant stocks, and social support. Social support was
used as a proxy measure of social capital, which had been demonstrated to related with
economic development. By doing so, we are able to see whether the three T’s of the creative
class or social capital (operationalized as social support) explained greater variation in business
environment. We opted to exclude strictly economic/business control variables as not to create
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a tautology whereby we would find that countries with good economic/business positions lead
to good business climates.

4. ANALYSIS

In order to test our hypothesis, we ran descriptive statistics, bi-variate correlations, and multiple
regression models. Bi-variate relationships are located in Appendix A. Table one displays the
descriptive statistics. This includes the control variables, predictor variables, and the dependent
variable. For each of the included variables, we list the N, mean score, and standard deviation.
The descriptive statistics allow us to see roughly how the data is distributed. Despite certain
variables having significantly larger Ns, this chart also displays the valid N (59), meaning the
final number of cases with data for each variable in the analysis. This is important for running
bi-variate and multi-variate statistics.

Table 1: Descriptive statistics

Variable N Mean Std. Dev
Median Age 181 27.76 8.37
% female 190 50.08 2.56
Population density 213 374.96 1791.28
International migration stock 209 10.93 16.15
Social support 151 79.97 12.98
Technology (log) 80 1.88 394
Talent (log) 80 1.91 404
Tolerance (log) 79 1.91 402
Business environment 81 6.57 1.16

Valid N = 59 countries

Something evident in the literature was the potential for high multicollinearity (Lee 2014;
Stolarick and Currid-Halkett 2013). We excluded control variables such as education which
had been shown to overlap with the talent variable (Stolarick and Currid-Halkett 2013). To
ascertain the extent multicollinearity was present in our study, we ran multicollinearity
diagnostics. Multicollinearity is very problematic when VIF statistics are above 10 and/or
tolerance statistics are below .1 (DeMaris 2004; Myers 1986). Our highest VIF statistic was
2.7 and our lowest tolerance statistic was .37 suggesting multicollinearity was not a major issue
in our analysis. Table two displays the multiple regression models. It displays the statistical
relationships between predictor variables and control variables with the dependent variables.
We used the SPSS statistical program to conduct this analysis. The table reports standardized
coefficients (betas) and t-values for each of the relationships. Additionally, the F-statistic and
adjusted R? are reported. Levels of significance as indicated at the .01, .05, and .1 level of
significance. Having a small valid N (59), we opted to follow the lead of Mellander, Florida,
and Rentfrow (2011) and include the .1 level of significance. For purposes of our analysis, we
ran two models. Model one displays the control variables in regards to the dependent variable
(business environment). Model two includes both the control and predictor variables. Each
model also displays the adjusted R? and the F-statistic. The F-statistic explains the overall
significance of each model. The adjusted R? displays the variance of business environment
explained by variables in each model. Something that stands out is the adjusted R? in both
models one and models two. This indicates variables in our models are explaining considerable
variations in business environment. The adjusted R? is high, suggesting a good fit for the
models. The adjusted R? appears consistent with other studies of the creative class (Lee 2014;
Mellander, Florida, and Rentfrow 2011).
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Table 2: Multiple Regression

Dependent variable: EFI 2014
Business Environment Score

Model 1 Model 2

Std. B (t-value) Std. B (t-value)
Median Age 454(4.3) .085 (.671)
% female -.035(-.263) -.135(-1.25)
Population density 167(1.84)" A81(1.76)"
International migration stock .164(1.19) .085(.735)
Social support 259(2.54)* 232(1.99)"
Technology (log) - .354(2.86)**
Talent (log) - .02(.167)
Tolerance (log) - 246(2.12)*
Adjusted R? 49 .66
F-Statistic 16.27** 14.74%*

** = 01 level of significance *= .05 level of significance "=.1 level of significance

When interpreting our findings we found partial support for our hypothesis, namely that two of
the three Ts were significantly related to the EIU’s business environment score for 2014 — 2018
(see model two). More specifically, Technology (B =.354, p <.01) and Tolerance (p = .246, p
<.05) were positively related with business environment whereas talent was not significantly
related. This means as countries in our model gain technology and tolerance, it is related with
more favorable business environments. Moreover, technology and tolerance explained more
change in business environment than did other significant control variables. Of the two
significant predictor variables, technology explained the most variation in business
environment. We also controlled for social support. This variable was included as a proxy
measure for social capital, a concept often associated with economic development (Tiepoh,
Nah, and Reimer, 2004; Putnam, 2000; Narayan, 1999; Putnam, 1993; Stiglitz, 1996).
Consistent with the literature, social capital was positively associated with business
environment (f =.232, p <.1). However, technology and tolerance explained more variation in
business environment compared to social support. Lastly, population density was positively
associated with business environment (f = .181, p <.1). Median age, percentage of the
population female, and international migration stock percentage were not significant in either
model one or two.

5. DISCUSSION, LIMITS, AND CONCLUSIONS

The findings in our analysis are interesting and provide partial empirical support for creative
class theory cross-nationally. This study supports the finding of previous work demonstrating
a link between the creative class and economic development (e.g. Florida 2014; Lee 2014;
Stolarick and Currid-Halkett 2013; Gabe, Florida, and Mellander 2012; McGranahan and
Wojan 2007; Florida 2002). This analysis did not, however, affirm a link between the talent
dimension of the creative class and business environment. More research will be needed to
determine the context talent explains such variation. The authors argue that by disaggregating
dimensions of the creative class, we gain more insight into the relationships (or lack of
relationships) with business environment.
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Aside from the predictor variables, the significant control variables provide interesting findings.
Social support (a proxy measure for social capital) was found to be significantly related to
business environment. This supports social capital’s theorized relationship with economic
development (Putnam 2000). Initially, we planned to control for human capital as well since it
also often relates with economic development, though opted to exclude it due to potential
multicollinearity with the talent indicator (Stolarick and Currid-Halkett 2013). Furthermore,
this study found a positive relationship between population density and business environment.
Perhaps higher population density creates an environment conducive for the development of
technology and tolerance.

There are some limitations in our study that must be addressed. First, our analysis focused only
on direct relationships. It is very possible that relationships between predictor and control
variables which partially explain our findings. For example, while talent was not directly
related to business environment in our model, it is possible that places with more talent (e.g.
high levels of education) are more tolerant. Mellander and Florida (2007) used path and
structural equation models to demonstrate this relationship, however, perhaps more debate can
be had over the causal logic (e.g. does tolerance create talent or visa versa?). Similarly, if places
have high levels of between-group (bridging) social capital, theoretically we would expect those
places to be more tolerant as well (Putnam 2000). Additional research is needed to tease out
the indirect relationships and their relationship with business environment. Additionally, our
study had a relatively small valid N (59 countries) compared to studies conducted at smaller
levels of analysis. While this is true, we believe the N is appropriate for countries level of
analysis. Also, having a small N reduces the chance of statistical significance compared to
studies at smaller levels of analysis potentially containing thousands of cases. In any case,
readers should be careful making generalizations to countries outside our study or different
units of analysis.

In conclusion, this analysis provides insight to the relationship between technology, talent, and
tolerance (the three dimensions of the creative class) and business environment. In doing so,
we provide partial support for the link between creative class theory and business climate.
Through studies such as this, we are able to gain knowledge on the contexts where creative
class theory contributes to favorable economic climates. Aside from the theoretical lessons
gleamed from this study, policymakers may be find its conclusions useful. While countries are
certainly different compared to cities and regions (where migration may be easier), countries
are in a position to develop dimensions of the creative class. Based on our findings, we would
advise policy makers to focus on advancing technology and tolerance promoting initiatives. It
is important to continue the theoretical and methodological refinement of creative class theory.
Through the continued studying of the creative class, we will learn more about characteristics
that relate with economic development, thereby informing academics and policymakers alike.

Appendix following on the next page
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Appendix A: Correlation Matrix

International Business
Median % Population migrant Social  Technolegy  Talent  Tglerapge  environment
Age female density stock % support (Log) (Log) (Log) score
Median Age 1
Population, female (%) 169* 1
Population density 203%* 0.052 1
International migrant -
stock (%) 240%% A96%= 357%= 1
Social support S25%% -0.047 0.008 237 1
TechnologyLog B03%* 0.084 0.136 AHEFH AB8** 1
TalentLog HAGEE 0.156 0.176 337 A50%= WL 1
ToleranceLog 3B4F® -0.023 0.134 273% A94%* 436%* 507+ 1
Business environment B30 -0.024 267 334 535w HBG** SOgw= B3 5E* 1
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ABSTRACT

The paper examines new circumstances in European financial markets, with special amplify on
unconventional measures of monetary policies. After the effective implementation of different
kinds of quantitative and qualitative easing in US market, ECB and other European central
banks try to boost domestic economy and aggregate demand with lowering their major
reference rate at zero level. Additional, number of major central banks in Europe have set key
policy rates at negative levels in order to further encourage lending by making it costly for
banks to hold excess reserves at their central banks. Amid negative policy rates, nominal yields
on some bonds of highly-rated European governments have also dropped below zero. This
paper quantifies the impact of the most important ECB’s non-standard monetary policy
measures on asset prices in the euro area and globally, with effectiveness of Zero Lower Bound
policy - ZLB on transmission channel to asset markets, including a portfolio balance channel
and different risk channels. After the first package of measures, ECB decided to intensify asset
repurchase program, with bigger scale of money liquidity and structure of purchasable
financial instruments.

Keywords: Asset prices, ECB, Financial markets, Monetary policy, Zero lower bound rates

1. INTRODUCTION

After the first indications of the global financial crisis in 2007 and its intensification one year
later (the bankruptcy of one of the largest investment banks — Lehman Brothers), new
circumstances were generated, which called for the implementation of non-standard and
unconventional measures of monetary policy by the most significant central banks in the world.
Addressing the issue of insufficient international liquidity and boosting the weak aggregate
demand implied the establishment of new mechanisms that would be at the central banks'
disposal within the scope of their instruments. After September 2008, in the aftermath of the
mentioned bankruptcy, the financial market, in particular money markets have been hit by a
considerable increase in insecurity and panic.

Effectiveness of transmission mechanism of monetary policy was brought into question given
that the financial market players ended up in the position of a “liquidity trap”. Such
circumstances called for a swift and decisive reaction of monetary authorities. In addition to
carrying out expansionary monetary policy by means of traditional instruments (including, for
instance, reduction of reference interest rates), the central banks presented a set of the so-called
non-standard measures in order to adequately adjust to the current developments. The
mechanism and forms of these measures somewhat differ among the central banks involved,
but, despite this, they all strive towards the same objectives — support to the financial markets
and prevention of the financial systems' disruption, which would in the mid term threaten the
macroeconomic and price-related stability. In the euro area, the economic and financial collapse
escalated into a sovereign crisis in 2010. At that time, markets started questioning the solvency
of countries with large fiscal deficits and high debt, and a feedback loop between banking and
sovereign credit risk started.

Many central banks responded to the global financial crisis in 2008 by setting a substantially
lower trajectory for policy rates. This was particularly true in advanced economies, where the
initial effects of the financial crisis were felt strongest. While Japan already entered this period
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with close-to-zero rates, the Federal Reserve, ECB and the Bank of England, responded by
cutting rates aggressively. By the end of 2012 all four central banks had interest rates below
unity, with Japan and U.S. almost at zero.

2. PHENOMENON OF NEGATIVE INTEREST RATES

When policy interest rates came down to almost zero and central bank balance sheets expanded
due to large-scale market interventions in the wake of the global financial crisis, the consensus
was that this unconventional monetary policy would be temporary. More than seven years later,
the prospect of normalisation seems remote in most advanced economies.

A number of major central banks in Europe have set key policy rates at negative levels in order
to further encourage lending by making it costly for banks to hold excess reserves at their central
banks. Amid negative policy rates, nominal yields on some bonds of highly-rated European
governments have also dropped below zero. Explanations for the phenomenon of negative
yields include very low inflation, further “flight to safety” toward fixed income assets in
Europe’s core, and—perhaps the main proximate cause— the increased scarcity of highly-rated
sovereign bonds eligible for the European Central Bank's asset purchase program. Negative
rates may help boost exports by encouraging currency depreciation and may support lending
and domestic demand by further easing credit conditions. At the same time, they could also
have some adverse consequences for financial stability through an erosion of bank profitability,
through funding problems for some non-bank financial institutions, and through excessive risk-
taking by investors seeking a higher rate of return. Potential implications for developing
countries include a search for yield supportingcapital inflows, which could help offset the
impact of liftoff in U.S. policy interest rates.

As an additional measure to stabilize inflation expectations and stave off the risk of deflation,
a number of major central banks in Europe—including the European Central Bank (ECB), the
Danish National Bank (DNB), the Swedish Riksbank, and the Swiss National Bank (SNB)—
have pushed key short-term policy rates into negative territory. Amid these movements, yields
on some sovereign bonds at relatively short maturities in several European countries—
including Austria, Denmark, Germany, the Netherlands, and Switzerland—have also fallen
below zero. Negative interest rates have been an extremely rare phenomenon: even during the
Great Depression, U.S. short-term rates were never negative, and during the height of the recent
global financial crisis in 2008 some U.S. Treasury bill yields only very briefly fell below zero.
In June 2014, the ECB pushed the policy interest rate applied on its deposit facility below zero,
with an additional cut in September 2014 (Figure 1). In February 2015, the Riksbank also cut
its deposit rate below zero. The main motivation for these decisions was to further ease the
already accommodative monetary policy stance to fight the growing threat of deflation amid
downward pressures to inflation expectations in the second half of last year and into early 2015.
The SNB and DNB have also taken similar actions at different points in the past, albeit for
slightly different reasons. The DNB, which maintains its currency within a narrow fluctuation
band around the euro, was actually the first central bank in Europe to set its deposit rate below
zero—in July 2012, in response to rising capital inflows amid heightened financial stress in the
Euro Area (Global Economic Prospect, 2015, p. 3). It pushed the rate down again to negative
territory in September 2014, following the ECB. The SNB set its deposit rate below zero in
December 2014 amid currency appreciation pressures, and pushed it further down in January
2015 when it abandoned the Swiss franc’s cap against the euro.
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Figure 1: Policy rates on excess reserves (%) (World Bank, Bloomberg)

1.0 -=ECB -—Denmark
0.6 Sweden -=Switzerland
02

_ -

—_— ————— -
02 R N

-0.6
19

I - -t - I ~ wn w

s g ;. T o, g -— - —

L L] . L] 1 J . L ]

T— — > = o -~ = —

3] = ]

(3 3+ o ©
- = = T A = -3 —

The implementation of these negative policy interest rates have a common element.
Commercial banks normally hold deposits at their central bank as settlement balances for
clearing payments, or to meet legal minimum reserve requirements. Central banks normally pay
interest—a “deposit rate”—on commercial banks’ excess reserves (reserves above the
minimum level). During normal times, banks usually minimize holdings in such excess
reserves, because central bank deposit rates are below typical money market rates. In the more
uncertain environment since the global financial crisis, and with money market interest rates at
very low levels, some banks have chosen to hold higher balances at central banks. That is, some
of them have been holding excess reserves because of heightened risk aversion, and because
the opportunity costs of hoarding reserves—in terms of profitable lending opportunities— have
been quite low, given the low returns on assets and the sluggishness of economic activity.

The four aforementioned central banks are now charging (instead of paying) commercial banks
for their excess reserves. Negative deposit rates should provide some encouragement to banks
to buy alternative assets, and hence to put upward pressure on prices of such assets and further
downward pressure on yields and borrowing costs. This would be transmitted through the
economy by a general easing of credit conditions. However, negative policy rates have distinct
implications for sovereign bond yields and, crucially, for financial stability.

2.1. Implications on sovereign bond yields

Negative policy rates in the Euro Area, Denmark, and Switzerland have been accompanied by
negative market rates on government bonds, particularly at the shorter end of the yield curve.
For example, the 2-year bond yields on highly-rated European countries such as Austria,
Denmark, Germany, the Netherlands, and Switzerland have been negative during the first half
of 2015. Besides the role of negative policy rates, there are several potential explanations for
the emergence of negative yields, particularly those beyond the short-end of the yield curve.
These include very low inflation, the persistence of the international “savings glut,” and further
“flight to safety” toward low-risk fixed income assets. In consequence, sovereign bonds of
certain countries in Europe that are deemed risk-free have been in heavy demand.

Key reason for negative sovereign yields in core European countries appears to be technical—
aresult of demand pressures stemming from the ECB’s Extended Asset Purchase Program (look
at Chapter 3), which is in turn a consequence of the design of the program. Over €1 trillion of
purchases will mainly be of sovereign bonds, following a defined allocation, and strict
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eligibility criteria. These criteria prohibit purchases beyond 25 percent of the outstanding
amount of individual securities, 33 percent of any given issuer's debt, and of bonds with yields
below the ECB’s deposit rate, currently set at —40 basis points (ECB, 2016). This lower yield
limit is to ensure that purchases are implemented broadly across eligible bonds, and to curb
speculation on future declines in bond yields. Such speculation would encourage holders,
including banks, to hoard bonds. While the ECB deposit rate might establish a lower bound for
bond yields, rising demand and limited supply of highly-rated sovereign bonds could bring their
yields well below that rate, such as German 2-year bonds (Figure 2). In addition, since bonds
can be used as collateral in repurchase agreements, they have additional value which could keep
them attractive with materially negative yields (Global Economic Prospect, 2015, p. 5).
Investors may hold instruments with negative returns for various reasons, such as for
speculative and arbitrage reasons, institutional and regulatory requirements, or simply for lack
of alternative assets.

Figure 2: German 2-year bonds yields (www.ft.com)
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2.2. Implications on financial activities and stability

Broadly speaking, central banks use policy interest rates to achieve, over the medium term, a
level of real interest rates that is consistent with a rate of inflation in line with policy objectives
and a level of economic activity close to its full potential. Such levels of real interest rates might
be negative in an environment of weak domestic demand. With inflation remaining below
target, they could require maintaining nominal policy rates at or below zero, along with the
implementation of unconventional measures to bring longer-term rates further down, including
asset purchase programs.

Thus, some of the effects of negative rates are qualitatively analogous to those of very low but
non-negative rates. First, insofar as negative nominal rates help keep real interest rates below
the neutral level, they can boost consumption and investment. Second, the positive cash flow
effects of low or negative nominal rates permits increases in spending by liquidity-constrained
firms and households. Third, low or negative policy rates may help stimulate lending, as
evidenced by the recent pickup in credit in the Euro Area. Fourth, declines in domestic interest
rates from any level can trigger a depreciation of the currency, as suggested by the fall of the
euro vis-a-vis the dollar amid negative German yields which boosts exports. Fifth, in countries
concerned about capital flow-driven appreciation pressures (e.g. Switzerland and Denmark),
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they discourage capital inflows. In addition to these effects that are largely intended by policy
makers, negative nominal interest rates may have undesirable side effects on financial stability
and capital market functioning (Keister, 2011).

3. ECB AND UNCONVENTIONAL POLICIES

Since August 2014, ECB has started new turn in monetary policy, from passive monetary
accommodation of the gyration in the demand for liquidity by the banking system to active
expansionary push, a development unprecedented in the short history of this supranational
institution. A number of carefully crafted official statements prepared the ground for the new
monetary policy measures by explaining at length the rationale behind them and the measures
that would be resorted to under different circumstances. Most revealing is the speech delivered
by ECB President Mario Draghi in Amsterdam in April 2014 where he explained that “when
central banks come up against the effective lower zero bound (for short-term interest rates), the
possibility disappears to use current changes in the short rate to signal the policy response to a
changing inflation outlook...Thus, it becomes more important to communicate directly about
future interest rate changes...i.e. to give forward guidance (Draghi, 2014).

In the second and third quarter of 2014 the eurozone economy unexpectedly stalled, with some
peripheral countries falling again in recession. Headline inflation rates continued to creep
downward, with negative rates spreading to more countries and fueling fears of price deflation.
The decisions of the ECB in the ensuing months closely followed the Amsterdam
announcement. Over summer 2014, the interest rates on main refinancing operations - MROs
and on the deposit facility were lowered by 20 basis points, respectively to 0.05% and to -
0.20%, while the rate on the marginal lending facility was reduced by 45 basis points, to 0.30%,
in line with the Governing Council’s forward guidance.

A new series of targeted longer-term refinancing operations - TLTROs were announced in June
2014, with ECB funding tied to the provision of credit to the real economy. This funding was
made available through two windows, in September and December, to be followed by further
windows between March 2015 and June 2016. It was provided for up to four years, initially
with a small surcharge over the MROs rate (10 basis points), which was subsequently
eliminated (in January 2015).

In fall 2014 the ECB also launched two private sector asset purchase programmes, an asset-
backed securities purchase programme (ABSPP, starting in November) and a new covered bond
purchase programme (CBPP3, starting in October), both expected to last for at least two years.
In both cases, the purpose was to encourage greater lending to the private sector by
strengthening the incentive to supply loans that could be securitised at attractive conditions (in
markets still largely impaired) and by facilitating bank funding at comparable terms. The
amounts involved were initially rather small (altogether, about €32 billion by end-2014), but
the purchases were to continue at a stable rate of €10 billion per month (Table 1).

Table following on the next page
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Table 1: The allocation of monthly asset purchases by the Eurosystem (Micossi, 2015, p.30)

Bonds Bondholder Monthly Total Notes
purchases purchases

I;A:fd:’ R ECB €10bn €190 b Risk on ECB
European €6 bn )
institutions ECB (12% of 50) €114 bn Risk on ECB
Euro area central €4 bn

ts and i
goverflmen an ECB (8% of 50) €76 bn Risk on ECB
agencies

NCBs Risk on NCBs;
Euro area central securities plm:ha{ses €40 bn puzchases to be lmited to
governments and allocated according €760 bn ) .
S rencies to the ECB’ ital (80% of 50) 25% of new issues and 33%
&e o the K = capt of total cutstanding debt
ey

Total €60 bn €l.l4tr

Eventually, the continued weakness of the economy and the repeated downward revisions in
the HCPI rate of increase, which in December 2014 turned negative for the eurozone average,
catalyzed a broad consensus in the ECB Governing Council to take the plunge into quantitative
easing (QE). On 22 January 2015, they announced the decision to launch an expanded asset
purchase programme (EAPP) under which the ESCB would purchase every month €60 billion
of private and government securities assets — thus including the two programmes already started
the previous fall — for a period beginning in March 2015 and ending in September 2016.
Expanded asset purchase programme (APP) adds the purchase programme for public sector
securities to the existing private sector asset purchase programmes to address the risks of a too
prolonged period of low inflation. It consists of (Table 2):

e third covered bond purchase programme (CBPP3)

e asset-backed securities purchase programme (ABSPP)
e public sector purchase programme (PSPP)

Monthly purchases in public and private sector securities will amount to €80 billion (from
March 2015 until March 2016 this figure was €60 billion). They are intended to be carried out
until the end of March 2017 and in any case until the Governing Council sees a sustained
adjustment in the path of inflation that is consistent with its aim of achieving inflation rates
below, but close to, 2% over the medium term (ECB, 2016).

Table 2: Eurosystem holdings, in euro million, under the expanded asset purchase
programme (ECB, 2016)

ABSPP CBPP3

Holdings* February 2016 18,571 158,321 597,529 774,421
Monthly net purchases 421 7,819 53,059 61,299
Quarter-end amortisation adjustment 1 -503 -2,565 -3,067
Holdings* March 2016 18,994 165,638 = 648,022 832,654
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4. TRANSIMISSION CHANNELS OF UNCONVENTIONAL MONETARY POLICY
While the non-standard measures introduced by the ECB since June 2014 are relatively diverse
in nature, the broad transmission channels through which they are expected to affect the
economy are similar, albeit activated to varying degrees by the different measures. A large body
of literature, focusing primarily on asset purchase programmes, has identified a number of
possible channels through which non-standard measures might influence inflation and output,
such as direct pass-through, portfolio rebalancing and signalling channels.

First, via the direct pass-through channel, the non-standard measures are expected to ease
borrowing conditions in the private non-financial sector by easing banks’ refinancing
conditions, thereby encouraging borrowing and expenditure for investment and consumption.
This channel is perhaps most prominent in the case of the targeted longer-term refinancing
operations - TLTROs, which are designed to reduce banks’ marginal cost of funding for the
targeted lending activity. The targeting features of the TLTROs incentivise banks to increase
their supply of specific types of net lending to the real economy, which ensures that at least part
of the funding cost benefit is passed on to borrowers. Asset purchases, particularly of the type
included in the credit easing package, can also affect the credit conditions faced by the private
sector. Central bank purchases increase the price of the targeted covered bonds and asset-backed
securities: this encourages banks to increase their supply of loans that can be securitised, which
tends to lower bank lending rates.

Second, via the portfolio rebalancing channel, yields on a broad range of assets are lowered.
Asset purchases by the central bank result in an increase in the liquidity holdings of the sellers
of these assets. If the liquidity received is not considered a perfect substitute for the assets sold,
the asset swap can lead to a rebalancing of portfolios towards other assets. Through a chain of
such portfolio rebalancing attempts, asset prices rise until a new equilibrium is reached,
implying lower yields and costs of external financing. Portfolio rebalancing may support the
expansion of bank lending, as the compression of yields on securities renders lending a
relatively more attractive proposition. The increased supply of bank lending lowers its cost. The
empirical importance of this channel has been tested in works focusing mainly on the financial
market impact of quantitative easing policies. Most of the studies have found evidence
supporting the relevance of this channel (Altavilla et al, 2016).

Third, via the signalling channel, the deployment of non-standard measures, particularly those
that have a sizeable effect on the central bank’s balance sheet, serves to underscore the monetary
authority’s commitment to its mandate. This can have two effects. First, it can trigger a
downward revision of market expectations for future short-term interest rates. In the case of the
ECB’s asset purchase programmes, this is because of the long period of ample liquidity implied
by the maturity profile of the assets purchased. In the case of the TLTROs, this is related to the
fixed rate of the operations and their long maturity, which was four years for the initial
operations. Second, it may anchor or, as the case may be, increase inflation expectations. The
result is that real long-term rates will be lower, thereby supporting investment and consumption.

5. CONCLUSION

Unconventional, zero-lower bound policy, have successfully improved the credit conditions in
the euro area and supported the ongoing recovery in lending activity. Different models of Assets
repurchase programmes — APP have significantly lowered yields in a broad set of financial
market segments. The long-term bank funding and the acquisition of longer-term private and
public sector securities through the APP have had effects on a range of asset prices which
generally increase with maturity and riskiness. Reductions in bank bond vyields, i.e. less
expensive market-based financing for banks, have improved their funding costs, enabling a
more forthcoming bank attitude towards lending. In practice, the elimination of illiquidity and
abnormally high spreads and mark-ups in malfunctioning credit markets has incentivised banks
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and other lenders to pass the funding cost relief on to final borrowers in terms of higher credit
flows and better lending conditions. For instance, a sizeable impact is estimated for long-term
sovereign bonds, with ten-year yields declining by about 70 basis points for the euro area, and
roughly 100 basis points for Italy and Spain. The spillovers to yields of untargeted assets are
significant in the case of euro area financial and non-financial corporate bonds.

There is also easing pressure on other financial market prices, such as the exchange rate and
equity prices. Announcements of the APP are estimated to have led to a depreciation of the euro
by 12% against the US dollar. It is also estimated that there was a positive impact on the euro
stock market index of 3% in the case of the TLTROs and 1% in the case of the APP (ECB,
2015).

Overall, the non-standard measures in ZLB policy have helped push the intended monetary
policy accommodation through the intermediation chain to reach final borrowers, i.e. household
and firms. This contributes to the recovery in lending and economic activity, which is expected
to produce a sustained adjustment of inflation rates towards levels below, but close to, 2% over
the medium term.
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ABSTRACT

Commercial banks in Albania have been continuously the major formal financing source for
the enterprises in Albania. During the last years, due to the impact of the global economic
crises, Albanian business has suffered the lack of liquidity. On the other hand, after a long
period of credit expansion, the non-performing loans in the banking system have been
increased. In 2014, non-performing loans accounted about 23 percent of the total bank loans.
Therefore commercial banks in collaboration with the Bank of Albania, have restricted their
lending criteria. The businesses are suffering the consequences of these measures, having
difficulties in financing and expanding their activity. The paper will analyze the bank lending
activity between several sectors of the economy and several types of business, based on the
secondary type data, published by the Bank of Albania and Institute of Statistics of Albania.
The second part of the paper will present the main factors that affect the business during the
borrowing process such as the interest credit rates, the value of collateral, the bank lending
procedures, their activity, their size, their experience etc., through a questionnaire carried out
in Tirana, where the major part of the enterprises exercise their business activity. Some
conclusions and recommendations in order to improve the business-bank relationships will be
presented in the end of the paper.

Keywords: bank credits, collateral, commercial banks, interest rates

1. INTRODUCTION

Albania is an upper middle income country according to the World Bank classification, with a
GDP of USD 13.21 billion. In 2014 the Albanian economy was estimated to have grown 2.42%
in annual terms. Domestic demand growth is estimated as the main component driving
economic growth. The improvement in terms of the economic activity has not been reflected
yet in the labour market, as the unemployment rate rose to 18% from 17.1% in the previous
year. Developments in the external sector of the economy contributed negatively to economic
growth. After years of a stable inflation rate of 2%, in 2014 annual inflation fell to 0.7%,
reflecting low inflationary pressures from both internal and external economy, which have
imposed to Bank of Albania to pursue an accommodative monetary policy during 2014. During
this period of economy recovery, the business is considered as the motor of economic growth.
Albanian business is experiencing a liquidity crises, while the banking system is reported to
have a lot of liquidity, which can be used to put in motion the business. The aim of this paper
is to point out some of the problems that impede the bank credit access of businesses in Albania.
The second section of the paper describe the profile of the enterprises in Albania, regarding
their size, activity, legal form and ownership. The evolution of bank lending activity is
presented in the third section of the paper. The fourth section discuses finding of a survey,
regarding the factors that affect the Albanian business access to bank credit. The conclusions
are presented in the last section of the paper.

2. BUSINESS PROFILE IN ALBANIA

After the radical political and economic changes in Albania in 1991, the open market economy
replaced the planned centralised one. The country entered toward the road of privatization of
state enterprises. Since the major part of the labour force has been unemployed and there was
no hope of being employed by the public sector, Albanian citizens started their own small
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business, mainly in the trade sector. In 2014, there were operating 112,537 enterprises in
Albania. About 89.77 percent of them are micro-businesses, employing no more than 4 persons,
4.79% are small business employing from five to nine persons, 4.19% are medium-sized
enterprises employing from 10 to 49 persons, and the rest of 1.31% are large companies
employing more than 49 persons. The major part of micro-business in Albania are of familiar
type. The number of enterprises in Albanian has been continuously increasing, despite the
actual non-favourable macroeconomic conditions. Until 2005, there were operating about
27,586 enterprises in Albania. During the last decade the number of enterprises has been in
increased about 15% every year.

The major part of the enterprises in Albania are operating in the trade sector (40%), service
activities (16%), industry and construction, as Figure 1 shows.
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Figure 1: Enterprises by sector of economy (INSTAT)

Regarding the legal form, 76.11 percent of the enterprises are registered as physical person and
only 23.89% are recorded as juridical persons. Among the companies recorded as juridical
persons, 78.69% are limited liability companies and only 3.25% are joint stock companies. The
small number of stock companies in Albania is due to the non-development of financial markets
and the lack of the stock exchange. Tirana stock exchange has been opened in 1996, but due to
non-functioning, it has been closed in 2013.

At the end of 2014, about 3.1% of active enterprises were foreigner companies and 1.57% were
joint venture businesses (64% of them were foreign dominance capital). About one third of
foreigner and joint companies exercise their activity in the trade sector, followed by the industry
and construction sector. 71.55% of companies with foreign capital are micro business, whereas
only 5.61 percent are large companies, employing more than 50 persons. The foreign and joint
venture enterprises comes mainly from lItaly (43%), Greece (12.2), followed by Turkey,
Kosovo, USA etc.

3. BANK LENDING ACTIVITY

Albania has a bank-based financial system. The bank system assets account more than 90
percent of the whole financial system. There is no stock exchange (it has been opened in 1996
and then closed in 2014) and the other financial institutions are not well developed. The bank
loans constitute the largest asset of commercial banks and the main sources of their revenues.
The lending activity nourishes the economy of the country. But if the loans are not repaid, they
threaten the bank performance, and the economy development as whole. According to the
statistics, the bank lending activity, expressed as ratio of the domestic bank credit to GDP, has
been increased especially after 2005. After 2000, foreign capital entered in Albanian banking
system through privatization of existing state commercial banks and opening new branches of
foreign banks. The first main consequence of the foreign bank entrance was the expansion of
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bank loans. As one bank increases its assets by expanding loans, other banks may follow, and
the result may be a global acceleration of credit growth in a country. In December 2014, the
outstanding loans of the banking sector pointed at ALL 595 billions and the annual growth rate
was 4.93%. In 2014, about 74% of total lending was accorded to business. The credit boom in
Albania occurred between 2004 and 2009. The impact of a rapid credit growth on the ratio of
non-performing loans to the total volume of loans is significant and can be observed several
years after the credit boom (Serwa, 2013).

Historically, the bank lending activity is oriented toward the business. Until 2012 the share of
businesses loans to the total loans is increasing, while during the last four years it has stopped
to 74%. The Table 1 shows the loans accorded by branches of economy. The most credited
businesses are those of trade, repair of vehicles and household appliances, followed by
construction and processing industry.

Table 1: Loans by branches of economy in % of total loans (Bank of Albania)

Branches of economy 2008 2010 2012 2014
Business loan 65% 70% 74% 74%
Processing industry 9% 10% 11% 11%
Production and distribution of

electrical energy, gas and water 6% 5% 9% 10%
Construction 14% 14% 12% 10%
Trade, repair of vehicles and

household appliances 22% 24% 25% 25%
Other sectors 15% 17% 18% 18%

The analysis of business loans by purpose of use (Figure 2) shows that business overdrafts had
the largest share, followed by business loans for real estate investment.
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Figure 2: Lending by purpose of use (Bank of Albania)

According to the statistics of Bank of Albania, in 2014, 71% of the loans have been secured
loans. 70 percent of the secured loans had real estate as collateral coverage, 28.1% use cash as
collateral and the rest use other assets as collateral.

The non-performing loans have been significantly increased immediately after 2008, recording
the maximum figure in June 2014, with a ratio of 24.1%. In December 2014, non-performing
loans ratio fell at 22.8%. Stock of non-performing loans fell at ALL 135.7 billion. Non-
performing business loans ratio has been higher than non-performing total loans ratio (Figure
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3). The maximum value of non-performing business loans has been recorded in 2013, with ratio
of 27% of total loans.

The non-performing loans continued to migrate to “loss loans” category, during 2014. In
December 2014, loss loans accounted for about 52% of non-performing loans.

In December 2014, the collateral coverage, an important hedging factor against credit risk, was
73%. Loans with real estate collateral, accounted for 60% of total collateral-based loans.
Notwithstanding at satisfactory covering rate, banking sector continues to remain sensitive to
the well-functioning of the real estate market and the collateral execution process. In 2014, the
non-performing loan collateral coverage ratio was about 74%, almost the same as total loan
collateral coverage ratio.
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Figure 3: Non-performing loans in % of total loans (Bank of Albania)

In order to manage the problem of non-performing loans, Bank of Albania and Government of
Albania in collaboration with International Monetary Fund, have taken several prudential
measures. In 2013, Bank of Albania designed a package of measures consisting of three pillars:
legal pillar, monetary pillar and prudential pillar. Legal pillar - The rapidly increase of non-
performing loans during recent years, reflects a number of problems about collateral execution.
For this reason, the Bank of Albania proposed amendments to the Civil Code and Code of Civil
Procedure, aiming at improving the collateral execution process. Monetary policy pillar — Bank
of Albania has continually pursued a stimulating monetary policy, as long as inflationary
pressure remains weak, using the key interest rate, as the principal instrument of monetary
policy. Prudential pillar — The prudential measures influence directly and swiftly on credit
revival. It includes a number of measures that will release financial resources to banks and
encourages them to channel those resources toward lending. These prudential measures
included the reduction of bank requirements for liquid assets and the changing of risk
coefficients in the investments structure to boost lending. According to the instruction of the
Bank of Albania, the commercial banks have been shown active in the process of written off
loss loans from their balance sheets (non-performing loans which were set no longer than three
years). The government of Albania has been involved in this process too. One of its priorities
has been the payment of the public debt to business. But due to the lack of liquidity, the business
did not fully paid the loans owned to the banks and the non-performing loans were not declined
as excepted. However the improvement of the financial position of the business is expected to
have a positive influence on the business-bank relationships in the future.

123



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

4. FACTORS AFFECTING THE BUSSINESS ACCESS TO CBANK CREDIT

Several empirical studies have shown that Albanian business, especially the small medium one,
is relied on the internal funds as the main financing source. The aim of this questionnaire is to
identify the factors that influence on the business access to bank loans. The survey was
conducted in the city of Tirana, where 44% of enterprises are located. 200 enterprises have been
under survey: 1% were large business, 5 % were medium-sized business and the rest was
composed of micro and small sized business. The questionnaires have been directed to the
owners of the businesses, as they are the persons who apply for the credit financing. According
to the survey results, about 38% of the questionnaire businesses have never applied for bank
credit. Only 23% of the businesses which have applied for the bank credit, have obtained the
loan from the bank. The business which have not provided the credit, were asked to rank the
specific factors that have affected the refusal of their loan application. The maximum scores
(six) are accorded to the most significant factor and the least scores (one) are pointed to the
least significant one. The results of the survey are summarized in the Table 2.

Table 2: Factors affecting the credit access (Author survey)

Factor Collateral Documentation | Experience Interest rate Procedures Size
duration
Scores 741 152 188 588 112 214

Collateral - The requirement for collateral has been reported to be the biggest problem faced
by Albanian business to get a loan from the commercial banks. The banks require to secure
financing with collateral. The most preferred category of collateral is the real estate such as
building or land. As one third of the surveyed business, do not operate at their own
building/store (they have rented it), they find difficulties in providing the collateral. As more
than 80 percent of the surveyed business are family business, they are not likely to risk, pledging
their personal assets, like home. The value of the required collateral is considered very high by
the businesses. The commercial banks require a value of collateral from 140% to 200% of the
total amount of the loan. Therefore, especially the small and mediums sized business,
practically do not have too much access to the bank credit financing. Interest rates - More than
50 percent of the credited business consider the interest paid for the loan relatively high. In
order to stimulate the lending activity, the key interest rate has been continually used by Bank
of Albania as an monetary policy instrument. From 2007, Bank of Albania has undertaken 15
consecutive key interest cuts. The key interest rate is reduced from 9% in 2009 to 1.75% in
2015. However, the banks have been more sensitive to these cuts regarding to the deposit
interest rate. While the lending interest rates have not been proportionally reduced. Size - The
guestionnaire revealed that almost all the medium and large business have obtained at least one
loan from commercial banks. While, only 15% of the micro and small business have been able
to obtain a bank loan. It is obvious that the commercial banks in Albania, regarding their lending
activity, are more oriented toward the large business than small ones. Experience - In general,
in order to get the loan, the business should submit the financial statements of the last three
years. Automatically, the enterprises in the early-stages of business, do not provide such
information. Therefore about 50 percent of the interviewed business, are of the opinion that the
short history of their business, has been one of the factors that has influenced in their credit
application refusal. Documentation - In order to get the loan, the business owner has to prove
that he has the ability to repay the loan. For this reason, the banks require a detailed financial
information for the last three years at least. As the most part of the enterprises are small ones,
the owners dot have financial and economic backgrounds. Therefore they need to hire a
professional accountant in order to prepare accurate balance sheets and cash-flow statements.
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The poor and improper documentation is reported from almost the half of the business as one
of the reasons of not obtaining the loan from bank. Bank procedure duration - One third of the
interviewed business are of the opinion that the bank lending procedures are prolonged and
time-consuming. During the last years, as the banks have tighten their criteria for lending
activity, the lending procedures are taking more time. The maximum reported period is 3
months.

5. CONCLUSION

Despite the unfavourable economic conditions during the last years, the number of enterprises
in Albania is increasing. Within a decade the number of business is quadruplicated. They are
operated more in the sector of trade and service. After 25 years of market economy, the major
part of the business rely on internal funds to finance their activities. Bank credit is considered
as the primary source among the external financing forms. However, as more than 90 percent
of the Albanian business are micro and small sized enterprises, they have difficulties in
obtaining loans from commercial banks, especially during the last years, when banks have
revised their lending criteria. Banks lent mainly to the industry (energy) and services (trade,
hotels and restaurants) sectors. The two most important factors, which impede the business to
get a bank loan, are considered the value and the category of required collateral and the high
interest rates. The government and the Bank of Albania have to stimulate the transparent and
effective financial reporting practices from the businesses. Financial transparency can help
businesses to receive credit as the banks will have more information to which to base their
lending decision. As result the commercial banks will tend to reduce their requirements for high
level of collateral, and small and medium business in particular will benefit more funds from
banks.
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ABSTRACT

The field of competitive dynamics has been actualized in recent years, and there are several
main reasons for this. It sophistically reveals competitive behavior among firms in ,, market
battle” with its rivals. Moreover, competitive dynamics field studies competitive moves and
reactions which are measurable and contribute to cumulative findings. It also examines
interactions among competitors, focusing not only on actions but also on the responses elicited.
Thus, competitive dynamics is one of the few areas of strategy study quintessentially
longitudinal. Also, it has benefited from several frameworks that enrich our understanding of
the forces driving competition. Finally, competitive dynamics is one of the drivers for potential
better connection with other areas of strategy and organization (Chen and Miller, 2012).
Purpose of this paper is to show the antecedents and theoretical assumptions of development
of the stream of competitive dynamics and to give insight of the most relevant authors and
findings in the last 3 decades of this stream, but also give critics on the whole work so far.
Keywords: Competitive dynamics, strategic management, state of the art

1. INTRODUCTION

Several streams of scientific research have emerged in the strategic management field from the
1980s. In contrast to the traditional approaches, competitive dynamics research emphasizes
competitive actions of a firm as the main object of study. The roots of this focus on individual
actions could be found in Schumpeter (1942) work on competition, which he used to describe
the dynamic process by which firms act and react to one another within the market.

Indeed, Schumpeter highlighted the fall of the firms through the process of mutual undertaking
competitive moves and responses. Leaders act and rivals respond, and these actions and
reactions determine survival and long-term performance. The focus was on the process by
which a market moves toward and away from equilibrium. Austrian economics viewed
advantage as transient, with a limited temporal window for exploitation.

After Schumpeter and Austrian school representatives, number of authors begun to conduct
researches on competitive dynamics, exploring new causalities and interdependencies in this
stream by every new study. In those studies many models and concepts were invented which
enriched this stream, and gave new insights on rivalry among firms and their market behaviour.
Regarding that, we are emphasizing the developing process of the competitive dynamics, main
research themes and authors whose work contributed in emerging this scientific stream.

2. THEORETICAL ASSUMPTIONS ON THE COMPETITIVE THEORIES OF
STRATEGIC MANAGEMENT

The area of strategic management, observed in a broad sense, is the basis of the present study.
Strategic management was founded as a consequence of the fact that in the second half of the
20" century the growing influence of the external environment in the process of making long-
term decisions could not be ignored, but had to be extremely respected (Buble, 2005). The
environment in which the firm then existed was becoming more dynamic, complex,
heterogeneous and uncertain, therefore its impact had a crucial importance for the survival of
the firm. Consequently, in the early 1960s systematic research has begun making this area
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relatively young academic discipline. By analyzing the historical development of the scientific
discipline it can be said that after its beginning the discipline intensively develops in the 1970s,
when the strategic management was directed towards the design and implementation of
strategies, and merged the terms "long-term planning", "management of new jobs", “planning,
programming, budgeting™ and "business policy" and thus expanded the approach which led to
changing the name of the subject from “business policy” to “strategic management” (Buble,
2005). Then in the 1980s, attention was focused on identifying strengths and weaknesses and
search for the optimal position of the firm within a specific market or industry in which it
operates.

The last 30 years was characterized by the emergence of a large number of new theories and
approaches to strategic management. Its common characteristic was a deflection from defining
content and processes according to the descriptive view of the process of creating strategies.
The stated descriptive schools were focused on the internal environment of firms and intangible
elements of the processes such as innovation, organizational culture, managerial control, the
ability to acquire new knowledge and skills, business vision, etc.

Given the above, the conclusion is that the theories and schools of strategic management can
be divided into prescriptive and descriptive schools. A detailed analysis of the strategic
approach and theory are presented in the work by Mintzberg et al. (1998) who reported basic
directions and schools of strategic management which had different views on the formulation
of firm strategy, each from its own unique perspective. Thus defined schools according to these
relevant authors represent different stages in the development of strategic management, some
of which have already reached their peak, while others are still developing. It was emphasized
that those schools could be grouped into categories.

First group consisted of schools that were prescriptive in nature, and served as the basis for the
development of two other schools. These are the following (Tipurié, 2014):

e The design school - in which forming of the strategy is seen as a process of imagining
I.e. informal design (concept);

e The planning school - in which forming of the strategy is the formal process of
systematic planning and

e The positioning school - which perceives the forming of a strategy as an analytical
process that is less focused on the process of creation, and more on the questions of
strategy content. It was named such because in the focus of this school there is a
selection of strategic positions of firm.

In the second group includes six descriptive schools of strategic management that consider
specific aspects of creating strategies. These are the following (Tipuri¢, 2014):

The entrepreneurial school - where strategies are formed in the visioning process that
characterizes great leaders,

e The cognitive school - emphasizes mental processes when forming strategies and the
role of cognition in the creation of strategic patterns,

e The learning school - where strategy is formed in the process of emergence: a kind of
adaptive process of gradual organizational adjustments, outside the complete control of
top managers,
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e The power school - unlike the previous school, it stresses the collective processes and
cooperative dimension in forming of strategies,

e The environmental school - focuses on reactive processes as a sources of strategic
creation, i.e. the fact that the initiative strategic action does not lie within the firm but
rather in the external context that surrounds it,

e The configuration school - according to which strategies are formed in the process of
transformation. According to the authors, this school has aspirations to become
integrative school and actually represents the area called in literature as "strategic
change".

Analyses of different approaches towards the strategy refer to the need of defining the
boundaries and the distinction between theoretical approaches. Each strategic process must take
into account various aspects of the developed theoretical models. It is important to stress that
each model is not applicable in all situations, but it must be adapted to the particular situation,
environment, time, etc.

Several researchers pertaining to this school (Barney, 1991; Jenkins et al., 2007; Foss and
Mahnke, 2000), state the basic issues arising in the context of strategic management, such as
the following: why do firms exist? Why certain firms succeed? Why do firms differ? What
determines the limits of a firm? With whom and how firms compete? How firms maintain a
competitive advantage over time, i.e. why some firms are better than others? What firms do and
how they do it? What is the role of a central organizational unit in a complex diversified firm?
What are the determinants of success or failure of firms in international competition?

All answers to questions raised and possible related discussions (in terms of strategy
implementation possibilities, defining the number of the phases, rationality in strategic
thinking, etc.) contributed to the development of approach with a focus on the rationality of
processes, or the opposite, with a focus on visionary approach as a complete contrast. These
two approaches are actually inversely proportional and in complete contrast. Rational approach
is characterized by emphasizing technical rationality, process control and logic as the
fundamental forces, while the lack of innovation and inspiration is considered to be a huge
limitation. Visionary approach gives emphasis to extremely strong organizational values and
long-term view of business, but has a reoccurring problem with the definition of the details
necessary for successful implementation.

Rational approach to strategic management primarily focuses on the content of the strategic
plan, instead of orientation on the analysis and display of processes necessary for the plan
realization. Such approach to the planning of a future is based primarily on an analysis of the
past, in order to recognize and understand the present. Therefore it is logical that such approach
to strategic management puts greater emphasis on the projection of short-term goals rather than
on trying to understand and prepare the organization for attaining long-term goals and
accomplishments.

In contrast, visionary approach to strategic management is focused more on the process.
Visionary approach attempts to develop organizational view of the future that all employees
accept and act in accordance with it through the inclusion of various organizational levels and
employees in the process of strategic thinking. When there is a vision that is common and
accepted by the entire organization it is considered that the implementation of such a strategy
will be efficient and effective.
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Each above explained approaches and directions have their own peculiarities and
characteristics, but of critical importance is to understand the problem of strategic management
and its processes in many ways and from different angles, in order to recognize the advantages
and disadvantages of each approach to be able to choose one approach or a combination of
them, which would help in realization of business plans and objectives in particular market
situation.

In a nutshell, the strategic management as a concept developed over time and additionally
spawned a number of different approaches. Changes in field are frequent, there is no single
paradigm, and theoretical discourses are numerous, with greater or lesser degree of consistency.
Incompleteness is the mark of each current manner of theorizing and eclecticism describes the
current state of the discipline. This implies that the strategy is new, challenging and under-
explored. All categories, structures and models developed within the discipline are incomplete
offering plenty of space for creative, inspired and imaginative researchers (Tipuri¢, 2014).

3. OVERVIEW AND THE PERSENT RESEARCHES OF COMPETITIVE DYNAMICS
Schumpeter in his theory of "creative destruction” (1942) emphasized the importance of the
competitive dynamics. He described this process as a "perennial gale", triggered by the above-
average profits realized through the competitive behavior of the firm which took the first move
compared to its competitors. Retained profits generated by the industry leaders encouraged
competitors to take a move or a response with the aim of attempting to dethrone the leaders and
overtake their position. Schumpeter argued that the result of "creative destruction™ process is
that no one is spared from being attacked in the market competition, and for a good
understanding of the competition it is necessary to analyze in detail the interaction and effects
of competitive behavior (Barisi¢, 2015).

In such a dynamic context, moves and responses taken by firms in the market in search for new
opportunities is actually what determines modes of long-term survival and mutual coexistence
of competitors. In the wake of Schumpeter theory a conclusion was drawn that firms which act
quickly and proactively on the market in a given period obtain extremely high profits thanks to
the delayed response of its competitors (Nelson and Winter, 1982).

Porter (1980) stresses the competition as the central subject of research in the field of
organization and strategy. The focal part of competitive dynamics research is as competition
and relations between firms competing on a certain market (or more). Therefore the rapid
development and popularization of the direction of the competitive dynamics is not surprising
and could be explained on the basis of a number of important arguments. Research of
competitive dynamics can provide valuable data and discoveries explaining the behavior of
concrete firms in the market competing with their direct competitors. Competitive dynamics
studies the concrete and measurable competitive moves and as such gives the cumulative
results. It also examines the interaction among its competitors, focusing not only on competitive
moves taken by one subject, but also examines responses (or countermoves) of other
competitors. Finally, the scope of competitive dynamics shows the potential to create closer
links with other areas of strategy and organization as the main benefit (Chen and Miller, 2012).

Since competition occurs whenever two or more parties seek something that cannot belong to
everybody (Stigler, 1957), it is clear that market development causes building up of competitive
tensions, but also and the interdependence of firms that are competing in certain niche markets.
Researchers in the field of competitive dynamics consequently try to empirically demonstrate
the impact of competitive moves that resulted with benefits due to delayed or untimely response
of competitors (Chen, 1988; Smith et al., 1991). Schumpeter's theory nicely shows "head to
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head" rivalry between the firms, in which competitors compete constantly in order to stay ahead
of their opponents. The market leaders are under constant pressure from new and unforeseen
challenges of competitors who are aggressively imposing themselves in order to reach a better
position in the market. Therefore they must actively seek new business opportunities, channels,
services, products, etc., in order to protect their reputation and leading position (Kirzner, 1973).

Beside the stated basic main components of the model, we can emphasize that competitive
dynamics is also characterized by a number of other "research approaches and topics” which
are dealt by the researchers in this area. Several more prominent ones are given below.

Competitive interaction — researches done at the level of competitive moves (action level
studies). In this approach, studies emphasize the individual competitive moves and drivers
competing responses as the central unit of analysis. The strategy itself is conceptualized as a
series of competitive moves, and their competitive series make-up the repertoire, i.e. wider (or
narrower) range of competitive moves.

Focus on the specific individual competitive move has implications also on the theoretical level,
given the fact that in previous organization and business strategy researches were not embraced
so narrow and specific level of competitive behavior. Previous analysis of the competition was
aimed at wider scope of interest at the level of strategic groups, industries, etc. On the other
hand, through "micro approach™ competitive dynamics reveal finely profiled and specific links
in the interaction among competitors. A valuable contribution of competitive dynamics research
with an emphasis on individual competitive moves reflected in the fact that it shows the core of
each individual activity that makes a competitive interaction. The limitation of this approach is
that individual context sometimes ignores that individual decisions are often actually a part of
a strategy or strategic repertoire and drivers which stand behind these decisions, as well as
answers to them, must inevitably reflect the business policy of the firm.

Research at a firm level - this research topic in the area of competitive dynamics focuses on
the research at a firm level, although it still uses individual competitive move as the basic factor
of competition. Research in this area of competitive dynamics strive to identify organizational
and contextual antecedents that drive competitive behavior and competitive repertoire, while
the achieved business performance is observed as a result of competitive dynamics. Data at the
level of a firm used in this type of research were created on the basis of tests of various
competitive moves firms take to compete with its competitors.

The goal is to understand the behavior of the firm with the help of a systematic analysis of the
characteristics that explain a series of competitive moves and responses. Such analysis focuses
on characteristics of behavior of individual firms such as e.g. propensity for action,
responsiveness, speed of execution and visibility of taken competitive moves. Thus we come
to the conclusion that one of the basic premises in the competitive dynamics research is that the
competitive profile of the firm is reflected by the competitive moves and responds which firm
undertakes in the specific market context when compared to their competitors.

Competitive repertoire - Some of the authors defined the competitive strategy as a repertoire
of micro-competitive behavior (Ferrier, 2001; Ferrier and Lyon, 2004; Miller and Chen, 1994,
1996). Competitive repertoire is made up of a whole series of competitive moves firms take
(e.g., new products, pricing initiatives, new services, etc.). Such a repertoire is view harmonized
with long-term observation of the strategy as a pattern of behavior presented through a series
of decisions (Mintzberg, 1978).
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Certain important features of a firm that were previously ignored were identified and isolated
in the process of competitive repertoire study. Thus concepts such as competitive inertia were
singled out (Miller and Chen, 1994), together with simplicity or diversity in the types of taken
competitive moves (Ferrier and Lyon, 2004; Ferrier, 2001), their non-compliance or departure
from certain industry standards (Miller and Chen, 1996).

Important feature of competitive repertoire is the competitive simplicity, which indicates the
tendency of firms to focus only on several major competitors' activities, where the consideration
of various competitive behaviors is ignored (Miller and Chen, 1996). If the firm decides to take
a narrow range of competitive moves, it can feel the negative consequences of their limited
competition repertoire. The reasons that encourage this approach to competitive bidding may
be varied: good previous operating results, satisfaction with the actual situation (often paired
with the size and age of the firm), lack of fresh ideas, proactivity and the like. (Miller and Chen,
1996).

Another important feature of the competition repertoire is a repertoire deviation from industry
standards (repertoire non-conformity), which refers to firms tendency to deviate the competitive
repertory and from established norms of competitive behavior in a particular industry, which
means undertaking whole set of competitive moves atypical for a particular industry. Repertoire
deviation is composed of different types of competitive moves that competitors rarely used or
are different from the types of competitive moves that are commonly used in a particular
competitive environment (Miller and Chen, 1995). Inertia or sluggishness in competitive
repertoire refers to the level of activity which firm shows when changing its competitive
behavior in terms of number of market-oriented moves taken in an attempt to attract customers
and outsmart competitors.

By using the "repertoire approach™ in their research, authors reached new insights into key
constructs of competitiveness, by integration of the market variables (e.g, diversity and growth)
with those at the firm level (e.g. size and age) that helped to explain the causes of simplicity of
the repertoire, inertness and non-compliance. By series of studies, it was found that the stated
constructs had implications on the performance achieved in the business. For instance, Miller
and Chen (1994) found by analyzing the competitive inertia that unfavorable results of previous
business enterprises can encourage taking tactical moves, but on the other hand inertia
discourages moves at the strategic level requiring serious changes at the level of decision-
making and is more difficult to implement.

Conceptual links - this topic is very important in the research of competitive dynamics since
the literature which deals with the competitive interaction, competitive behavior and
competitive repertoires is very complementary and interrelated. Conceptual links try to present
approach at the level of individual "micro-moves"”, as well as the more complex part that
includes a combinations or repertoires of competitive activities. The original, narrower
approach was closer to the behavioral analysis of researchers prone to use of psychological
analysis. The second, broader approach was studied by scientists who were more prone of using
economic and sociological analysis. Competitive dynamics intends to merge these two
approaches by creating common links and synergy benefits. Studies used to analyze and give
the importance of the concept of path dependence are a good example of linked studies on the
level of competitive moves and the strategic repertoire domain.
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Regarding the behavior and characteristics of firms in the previous period, e.g. structure (Smith
etal., 1991), characteristics of top management (Ferrier and Lyon, 2004; Hambrick et al., 1996),
firm size (Chen and Hambrick, 1995), inertia (Miller and Chen, 1994), simplicity of repertoire
(Ferrier and Lyon, 2004; Miller and Chen, 1996), non-conformity (Miller and Chen, 1996) and
aggressiveness (Ferrier, 2001; Ferrier and Lee, 2002) their impact can be expected on the future
behavior of firms. Every strategic move undertaken by the firm is limited and shaped by its
previous actions hence the firm can create its future moves accordingly.

Investments and activities in the past periods can determine and shape the behavior of the firm
and its strategic options in the future, and also consequently design its ability and efficiency in
creating of added value. An important research implication of the competitive dynamics is that
historical behavior of a particular firm or industry, paves the way for the future competitive
activities of the firm and shape the final outcomes.

Competition across multiple markets - Some competitors compete in multiple markets
through related resources such as technology, skills and competences. Thus firms can compete
in multiple markets within the same industry or compete directly in a particular market segment.
The consequence of such behavior among firms is to compete in different markets with different
competitors (multiple-point competition) or the same firms can compete with each other
simultaneously in several different markets (multimarket competition). There is a growing
interest for research of this field which first spotted by Edwards (1955) by study of mutual
tolerance among competitors (Mutual forbearance). Tolerance represented an idea that firms
operating in the same markets recognize the interdependence and as a result of adapting their
competitive moves, in order to minimize risks and avoid possible escalation and retaliation to
competitors. Baum and Korn (1996) found that close competitors avoid engaging in a very
intense rivalry, moreover, firms that compete with each other in several markets are less
aggressive against each other than those that compete in one or possibly two markets.

Gimeno and Woo (1996, 1999) shown there is a positive relationship between the overlapping
multiple markets and pricing i.e. cost margins of competitors, assuming that the increase in
contacts on multiple markets results in decline of rivalry, while on the other hand strategic
similarity among firms and comparability in their competitive strategies, encourages the
strengthening of mutual rivalry. It was also found that competition in several markets
encouraged reduction of the level of rivalry and leads to increased profitability. This positive
relationship further strengthens when the interrelationships in the markets where it is possible
to share resources. Rivalry among multinational firms is an important factor of competitive
dynamics research which expanded also to the international business relations.

4. COMPETITIVE DYNAMICS CRITICISM

Research in the field of competitive dynamics was conducted in a relatively short period of 30
years, but analysis and conclusions in this period provided many useful insights and scientific
contributions to the field of strategic management. Competitive dynamics field is not a stagnant
one, but is constantly developing and evolving with every new research and contribution.
Research within the competitive dynamics provided insight into the connection of competitive
moves and responses and features that characterize it (speed, intensity, complexity, level of
aggression etc.), mostly in relation to the achievement of business results. Research within the
field of competitive dynamics reveals many conclusions about the links between the
characteristics of internal and external factors that also affect the competitive behavior.
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Despite large achievement in the area of disclosure of assumptions, characteristics and effects
of competitive interactions and the fact that a large part of the findings undoubtedly confirmed
various interesting interconnections, competitive dynamics as a method is subject to certain
criticism based on its shortcomings, but it also offers certain suggestions for overcoming the
identified shortcomings.

In the initial research of competitive dynamics tight sample was criticized which did not allow
sufficient extent of statistical data processing and drawing of conclusions. Although, eventually
use of the method of structured content analysis samples became wider and researches were
conducted on a larger sample of firms in many industries, many authors agreed that even those
samples were still not sufficient and relatively small given the complexity of modern industrial
developments. It is also considered that research is too limited for local firms coming from
particular markets.

The fact remains that a large number of previous studies in the field of competitive dynamics,
published in the most prominent management journal where conducted on the sample of
selected US industries. On the one hand, such choice is clear, considering that the competitive
dynamics has certain idiosyncratic features that make it suitable for research, on the other hand
focusing merely on certain industries within a single market gradually leads to generalization
of research directions while it is necessary to include other industries in the research of this area
(Tipuri¢, 2014). Problem solution could be inclusion of global, multinational players in the
pattern of the research.

When it comes to methodology, it can be stated that the competitive dynamics greatly
contributed to the definition and expression of the competitive behavior of firms through
structured analysis of collected content from various media sources. Such, very demanding
research gives fairly consistent and good results, but is depend on media coverage of individual
industries and firms, and it is possible that certain features of competitive matches were ignored
because of lack of media interest in specific topics, causing problems for researchers in view of
missing data in the databases which could result in missing fragments in particular studies. The
suggestion is to make new ways of collecting data for the research, directly from top managers,
which are responsible for the implementation of competitive moves, essential for further
analysis. Here there is a re-occurring problem of objectivity and precision in answering
individual respondent and ultimate comparability of data collected from management
representatives of various firms. But it is considered that depth interviews are nonetheless very
reliable sources of information for the purpose of further empirical analysis.

Previous studies mainly analyzed the direct and linear connection between cause and effect of
competitive moves (Smith et al., 1991), while in addition to these direct linear relationship it is
suggested for future research, to include the wider context of all those indirect links which
discover relationships between different characteristics and specificities that affect the
competitive activity and competition outcomes.

5. CONCLUSION

Research study of competitive dynamics has emerged as a growing stream of work. Therefore
in last 30 years, competitive dynamics has originated in the field of strategic management
abroad. Competitive dynamics focuses on the characteristics of attacks and counterattacks in
the interaction among competitors. On the basis of the existing research of competitive
dynamics, in this paper we tried to explain its antecedents and defining features, to identify the
major research themes and most valuable authors. We also summarized the theoretical
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background of methods of research of competitive dynamics and analysed the limitations and
future research directions.

After initial researches performed in the 1980s, competitive dynamics researchers have
advanced in many concepts and models, and it evolved even more by implementing some
important frameworks in the research model like awareness-motivation-capability framework
(AMC) framework (Chen, 1996) which emphasized the importance of internal processes in
firms as drivers for taking competitive moves which shaped their characteristics. Also,
researches included movement from dyadic studies of individual competitive moves to
repertoire approach of more richly characterized competitive moves among sets of players
(Chen and Miller 2012). This all lead to the development of the method which still has some
limitations and gaps, especially in the lack of integration and problems with data collecting.

Albeit the number of limitations and deficiencies in the competitive dynamics research, this
area still remains growing new field. Researchers agree that this area has great potential for
future work and interesting new scientific achievements.
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ABSTRACT

Traditional international trade theory expresses that due to comparative advantages, the
countries and firms obtain considerable advantages with product specialization. In contrast to
this view, however, there is an approach suggesting that product diversification (instead of
specialization) in trade makes the countries and firms more resistant against economic shocks
and thus, they became more productive compared to specialized economies. In this study, the
relationship between product diversification in export and productivity will be analyzed by
causality test. In the model, the annual data will be utilized between the years of 1970 and 2010.
Dependent variable is the rate of total productivity, while independent variables are
diversification index and gross domestic product (GDP). The result indicates that there is a
positive directional relationship between productivity and export diversification.

Keywords: Causality Analysis, VECM, Diversification, Productivity

1. INTRODUCTION

Standard international trade theory implies that specialization in a product creates important
opportunities to firms and countries due to comparative advantages. With specialization, the
allocation of the resources becomes more efficient and productive. In contrast to this view,
some economists argue that diversified economies are less vulnerable to economic shocks and
more productive than specialized economies. In literature, the results about the relationship
between diversification and productivity vary according to the methods used and the sectors
and countries selected. Therefore, it is possible to find positive, negative and even no
significance relationship between variables. According to some of these arguments, when the
distribution of product diversifies, GDP per capita and productivity will also increase. So, the
study aims to compare the effect of diversification on productivity according to these different
views for selected countries. In an economy, product diversification is evaluated by means of
indices. According to this, the most important indicator expressing product diversification is
export diversification index. As the value of this index approaches to zero, product
diversification increases, while it approaches to one, the rate of concentrating on products
increases. This index is0.196 for the developing countries in 2013; 0.188 for the developed
countries; 0.479 for Turkey; 0.347 for Germany; and 0.381 for Italy. Hence, it seems that
Turkey becomes specialized on certain products, rather than product diversification,
while the other countries go towards product diversification compared to Turkey.

Due to the reasons mentioned above, the dynamic relationship between diversification and
productivity has been analyzed in this study. The models have been estimated using yearly
data from 1970 to 2010 for selected countries (Germany, Italy and Turkey). Labor productivity
has been considered as productivity indicator. The independent variables are export
diversification index and gross domestic product (GDP). By using the variables above,
relationship between the series has been analyzed with Johansen Cointegration test and Vector
Error Correction Model.
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2. EXPORT PRODUCT DIVERSIFICATION, GROWTH AND PRODUCTIVITY
There are considerable amount of theoretical and empirical studies regarding the strong
relationship between foreign trade structure and size; economic growth and development of a
country; and the effect of trade on the performance of economy in various ways. Grossman
and Helpman (1991), Rivera Batiz and Romer (1991) suggested that there is a relationship
between development and trade resulting from the investment. Other channels also are
described as follows; economies of scale, increase in capacity utilization and ways of effective
gaining created by competitive pressure in world trade (Bagci, 2010, p.2).

There are different arguments about the effects of product diversity and specialization on
growth and productivity. The standard international trade theory states that specialization has
a bigger effect on growth and productivity due to comparative advantages. Smith (1776) and
Ricardo (1817) explains that specialization has a significant role in total productivity and
effectiveness. In this approach, export will trigger economic growth along with specialization
in sectors. Therefore, towards relatively less active sectors resources will be redistributed and
productivity of these sectors will increase. On the other hand, Bernard et al. (2007) states that
product diversity is more effective on growth and productivity. Accordingly, product diversity
provides many advantages like economies of scale and scope, low costs, production structure
compatible with market changes, positive growth caused by innovation and learning process
(Chari, Devaraj and David, 2007, p.184). In his study on transition economies, Shepotylo
(2012) concluded that in cases product diversity is insufficient, foreign trade is more fragile.
At this stage, he states that it is necessary to increase the diversity with supportive economic
policies. Singer (1950) explained that an increase in product diversity in a period has a positive
effect on growth in the following period. In his studies on various countries, Al-Marhubi (2000)
concluded that diversity triggers growth. Similarly, in his panel data study in Latin America
countries, Pineres (2000) indicated that there is a positive relationship between diversity and
income per capita. In their studies for Chile, Herzer and Lehnmann (2007) found that diversity
is significant for economic growth. However, for these increases to occur, it is necessary to
take policy measures like macroeconomic stabilization, removal of entry barriers, increasing
investments in infrastructure and human capital (IMF Policy Paper, 2014, p.36). According to
Imbs and Wacziarg (2003), the sectoral concentration path between export product diversity
and economic development is u-shaped. Countries primarily focus on diversity and they prefer
specialization when the income level goes down to 9000 $. Therefore, according to the results
of the study, specialization may play a preventive role in income complaints in low income
countries. Low growth in countries in Africa, Latin America and Gulf that are based on export
of specific products like petrol, natural gas, banana and cocoa may be an example for this study
(Deger, 2010 p.261).

Although studies on the relationship between product diversity and productivity are rare, as a
result of empirical studies, studies which prove positive relationship between product diversity
and productivity are a lot. In their studies in agricultural sector, Jat et al. (2011) concluded that
product diversity increases the effectiveness in high productivity and use of resources. Bagci
(2010) points out that specialization and diversity is effective on productivity in different ways.
He was unable to find a meaningful relationship between export structure and productivity in
his study that he made GMM analysis for high, medium and low income countries. Acemoglu
and Ziliboti (2001), Parente and Prescott (2000) concluded that effective and productive
diversity has a positive effect on total productivity. Product diversity also has a positive effect
on the profitability of the companies via increase in productivity. Wagner (2014) concluded
that product diversity in production sector has a positive effect on the profitability of product
diversity in his study on Germany.

137



14 International Scientific Conference on Economic and Social Development
Belgrade, Serbia, 13-14 May 2016

The relationship between product diversity in export and economic policies is generally works
as follow (IMF Policy Paper, 2014, p.33):
» Effectiveness and productivity in education and organizational structure in developing
countries increases the product diversity.
* Deeper financial system has a positive effect on product diversity in export in
developing countries.
» Globalization increases product diversity in developed, developing and underdeveloped
countries.
» For the increase in productivity, close markets are significant. For instance, product
diversity in landlocked countries is lower.
» Free trade and agricultural reforms has a significant role in the first stage of development
processes of countries.
« Undervaluation in real exchange rates effects the profitability of companies and causes
increase in product diversity.

3. DATA AND METHODOLOGY

As regards to the data employed in this study, the annual data is collected for the period 1970-
2010 for the Germany, Italy and Turkey. The variables used in this study covers real gross
domestic product (GDP) in billions of constant 2005 US $, Diversification index (DI) and
Productivity (P). The data of real GDP () is sourced from World Development Indicators 2015
(World Bank), Diversification index data is sourced from IMF and Productivity data is sourced
from The Conference Board. All variables are in natural logarithms.

The Model is written as follows:
InDy, = 3, + BInP + B, InY + ¢ 1)

where:

P: Labor Productivity

Y: Reel Gross Domestic Product
DI: Diversification Index

Analysis will be estimated using vector error correction model. By VECM, besides estimation
of short and long term flexibility, determining coefficient of deviation from stability between
variables and fixing these deviations are also possible (Enders, 2003, pp. 365-366). Moreover,
VECM analysis may eliminate the problem of spurious regression that may occur between
dependent and explanatory variables. According to this, VECM model is as follows
(Seviiktekin, 2010, pp. 523-524):

k k

AYy =ay+ Y oy AYy | + D ayAY,  + LECT, + ¢
2)

k k

AYy =Sy + ZﬂleYlt—j + ZﬂZJAYZt—j +A4,ECT; + &5
3)

In the model, ECT; refers to error correction term and A and 72 refers to correction

coefficients. Statistical meaningfulness of error correction coefficient (#4) shows deviation
from long term stability. And size of coefficient shows the approximation to long term stability
(Gujarati, 2004:729). According to that the model is written as follows:

D(Inp) = 4, +iﬂld(lnY)+iﬂ2d(|nd)+ﬂECt4 +¢&

A

(4)
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Engle and Granger (1987) stated that there should be cointegration between variables for the
application of error correction model. Existence of cointegration relationship between variables
will be analyzed using Johansen Cointegration. Before VECM, it should be tested if the
variables in the model are stable or not. Stability test is done using unit root test. Each variable
in the model is analyzed using Augumented Dickey-Fuller (ADF) unit root test. As a result of
unit root test, all variables are expected to be first-degree I (1) stable. If sequences are first-
degree | (1) stable, cointegration test will be done. The unit root test involves testing the

n
coefficient of the least square estimate Bl in Ay, =, + ot + By, , + Z By, isequal to unity
i=1

(Baffoe, 1998, p. 185).

4. EMPIRICAL RESULTS

In this paper, firstly ADF unit root test is used to investigate the stationary properties of
variables. After that, in order to determine the relationship between variables is analyzed with
Johansen Cointegration test and vector error correction model.

4.1.Unit Root Test

Features of the variables in the model need to be checked to determine the suitability of
modeling to be estimated. First, it needs to be determined if the variables are difference static
or level static. This test applied with the help of Null hypothesis shows if the variables in the
model contain unit root or not (Baffoe, 1998, p.185). According to this, to examine the stability
of the series, Augmented Dickey-Fuller Unit Root Test was done. Test results are shown in
Table 1.

Table 1: The Result of ADF Unit Root Test

Countries/ DI PRO GDP
Variables
Constant  Constant&Trend Constant  Constant&Trend Constant  Constant&Trend

Turkey -1.776 -2.083 -1.083 -3.732 -1.796 -2.262
Italy = -1.079 -2.893 -1.041 0.999 -1.714 -0.955
Germany o -0.518 -2.215 -2.551 -0.941 -1.027 -2.272
Greece - 1117 -2.734 -1.898 -1.946 -1.709 -2.866
Turkey -4.829 -4.846 -7.557 -7.538 -5.970 -6.208
Italy » -6.766 -6.719 -4.430 -5.123 -2.741 -5.068
Germany iL -5.594 -5.536 -3.493 -4.673 -2.872 -4.148
Greece -7.455 -4.522 -3.224 -3.253 -3.688 -4.703

Notes. With constant and trend critical values are: -4.20 (1%), -3.52 (5%), -3.19 (10%); with constant critical
values are: -3.61 (1%), -2.92 (5%), -2.60 (10%).

According to the results, variables for all countries are first level static. Therefore, after this
stage, cointegration can be tested.

4.2. Johansen Cointegration Test

Existence of cointegration relationship points the existence of long term relationship between
variables. To confirm the cointegration relationship in the study, Johansen Cointegration
analysis was done.
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Table 2: Results of Johansen Cointegration Test for Countries

Countries Hypothesized Eigenvalue Trace Statistic ~ 0.05 Critical Prob.
No. Of CE(s) Value
r=0 0.526683 43.41077 42.91525 0.0446
>
c
g <1 0.218394 15.73516 25.87211 0.5139
S
© <2 0.163786 6.618206 12.51798 0.3860
r=0 0.431429 34.04828 29.79707 0.0153
- <1 0.261842 13.15704 15.49471 0.1092
S
= <2 0.050670 1.923942 3.841466 0.1654
r=0 0.404939 40.69303 29.79707 0.0019
) <1 0.331739 21.48665 15.49471 0.0055
5
- <2 0.162760 6.572845 3.841466 0.0104
According to the results, it is found that there is Cointegration between variables for all
countries.
Cointegration graphics for all countries are shown in Figure 1, Figure 2 and Figure 3.
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4.3.Vector Error Correction Model

According to Engle and Granger (1987), when there is cointegration that shows the long
relationship between variables, it is possible to define Vector Error Correction Model. It is also
possible to examine short-term causal relationship by Error Correction Model constituted
between variables that have cointegration relationship. That is because short-term dynamics of
the variables in the system are affected by the deviations from stability. Variables fix these
deviations at the rate of the adaptation parameters reflected by the coefficient of the error
correction term in short-term.

4.3.1. Germany

As a result of the model for Germany, variables are defined as stable and existence of
cointegration is revealed. Therefore, VECM analysis can be done. According to that, the
estimation results for Germany are plotted in Table 3.

Table 3: VECM Results for Germany

InP InDI InY
0.719003 0.561703
1.000000 (0.22148) (0.19659)
[3.24643] [2.85723]

InP=0.719InDI+0.561InY
ECv1: -0.620 [-3.456]

For VECM to be valid, EC should be (0<EC<-1) and meaningful. As a result of the analysis,
error correction term is defined as -0,620 and meaningful. According to this, a deviation of 1
unit will be fixed at a rate of 6% in the following period. According to the normalized values,
an increase in diversity index by 1% causes an increase in productivity by 0,71%, and an
increase in GDP by 1% causes an increase by 0.56%.

4.3.2. Italy
The estimation results for Italy are plotted in Table 4.

Table 4: VECM Results for Italy

InP InDI InY
13.480 0.869932
1.000000 (6.67006) (0.32245)
[ 2.02110] [ 2.69785]

InP=13.480InD1+0.869InY
ECvy: -0.030 [-4.845]

Since the error correction term (-0.030) is meaningful, error correction mechanism is valid, and
instability in a period may be fixed in the following period. According to this, about 0.03% of
a deviation from a 1-unit stability can be fixed. When normalized values are examined, an
increase in diversity index by 1% causes an increase in productivity by 13,48%, and an increase
in GDP by 1% causes an increase by 0.869%.
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4.3.3. Turkey
The estimation results for Turkey are plotted in Table 5.

Table 5: VECM Results for Turkey

InP InDI InY
0.257194 0.722075
1.000000 (0.07056) (0.082554)
[ 2.954367] [8.746685]

INED=0.247InLP+0.722InY
ECvy: -0.470 [-4.033]

Error correction for Turkey is -0.470 and meaningful. According to this, about 47% of a
deviation from a 1-unit stability can be fixed.

When the results of the analysis are evaluated, it is seen that an increase in diversity index by
1% causes an increase in productivity by 0.257%, and an increase in GDP by 1% causes an
increase by 0.722%.

5. CONCLUSION

This paper investigates the relationship between export diversification index and productivity
for 1970-2010 in Germany, Italy and Turkey. In order to this the stationary properties of
variables are examined by ADF unit root tests. According to result all variables for countries
are first stationary. After unit root test The Cointegration between variables is investigated with
Johansen Cointegration Test in order to determine long-run coefficients of variables. Finally,
the VECM Granger causality test is utilized to specify the direction of causality. The empirical
results show that export diversification index and productivity are positively correlated with
each other in all countries.

When the results of empirical studies are evaluated, export product diversity statistically
meaningful effect on the increase of productivity in all countries. Therefore, when sectoral
factors are taken into account, and economic regulations such as macroeconomic stability,
removal of entry barriers in international trade, increasing investments in infrastructure and
human capital are actively performed, export product diversity may have a positive effect on
productivity.
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ABSTRACT
Like other oil-producing Arab countries, Algeria has followed a spécific line of development:
that of the rentier State. Its economy has been characterized by dependence on oil income which
account for 98 % of all export earnings. Income from the production of gas and oil make up
40% of GDP and two-thirds of its budget income. The sharp rise in oil prices from 30 dollars
in 2002 to 147 in 2008, has allowed Algeria to acquire foreign exchange reserves estimated at
over $ 200 billion. Oil income was forever the key element of the famous tacit agreement that
the authority has with the company, the contract was to ensure social peace and maintaining
the hegemony of the state over society. This income has served to maintain a consensus around
the government's power.
Algeria has been involved for over twenty years in a process that should lead to the passing of
an economic system administratively directed to a market system. Single in its kind, the
transition of former centrally planned economies to market economy is faltering. We noticed
that the discourse on the transition grows with each fall of hydrocarbon prices. This leads us
to say that there is a clear relationship between oil revenues and state intervention in the
economy. In other words, the transition to a market economy is driven by the decline in oil
revenues. If the financial resources of the state decrease its intervention also reduced.
Therefore, economic liberalization depends on the financial resources of the state. This is the
purpose of our communication.
Keywords: Developpement, liberalization, market, Oil income, State

1. INTRODUCTION

Natural resources, mainly oil, have been and continue to be a major role in the Algerian
economy, in the sense that the revenue generated by the exploitation of these resources
constitutes the bulk of the country's export revenues. Also, the kind of management and
allocation of these resources is a key factor in the evolution of the Algerian economy.
Encouraged by oil revenues, the Algerian state reacts to economic and social problems through
greater intervention in the economic and social field. The state replaces vainly to market it
rejects outright.

The decline in oil revenue challenges the entrepreneur State. The financial difficulties of the
late 80s due to the oil price fall that forced Algeria to negotiate with the IMF and to adopt a
structural adjustment program is a simple indicator of deeper dysfunctions of the Algerian
economy. The interventionist state in the sixties is transformed into a passive rentier state. The
state withdrew in favor of economic reform. This movement between a centralized state and a
state that liberalizes is renewed every fluctuation of oil prices. We believe that the relationship
of the state in the economy is related to the volume of oil revenues. Such is the objective of this
work.
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2. SOCIALISM WITHOUT PLANNING

Even before independence, the problem of hydrocarbons was certainly in mind future Algerian
leaders. The oil sector, which represented in 1962, 45% of Algerian exports is integrated into
the government plan. Except that this sector is owned by foreign companies. Not having the
ability to directly exploit this resource, the Algerian State opts for self-management of
enterprises abandoned by the French settlers.

Workers in a wide spontaneity of movement have taken over the former owners giving rise to
the first socialist experiment. Thus was born the self management that will be legalized later.
This first experience reflecting a popular voluntarism will be supervised by the authorities who
will find the experience of the Yugoslav system, a source of doctrinal inspiration. However, the
popular movement that sees the self-recovery by the people of the national wealth is facing a
state still disorganized and without financial resources. Self-management means for the
workers, the collective appropriation of abandoned businesses and of course, the surplus they
could generate. Conversely, political power legitimized by the national liberation war saw this
system was being set up spontaneously, as a social movement that is developing independently
from the state. The first texts that will regulate self-management aimed at weakening this
autonomy by reducing the property rights that allows them to capture the generated surplus.

3. ABUNDANCE OF OIL REVENUES: THE STATE CENTRAL COORDINATOR

A few years after independence, and following the failure of self-management, state economic
choices were refined and radicalized. The development became state, and centrally planned. If
so was beginning a long nationalization of the sources of wealth process. February 24, 1971,
the Algerian government announced the decision to nationalize hydrocarbons and assign the
State control of French companies producing crude oil. Indeed, in the space of a few years, state
control has become widespread in all sectors; Industry to agriculture through the circuits of
internal and external trade. Companies, banks, insurance companies have all been under
ministerial supervision. It was a massive transfer of wealth from civil society to the state.
Encouraged by major oil revenues following the nationalization of hydrocarbons, the state has
built its strategy on public investment extended to all sectors. Also under development by
centralization, it is the State itself which is responsible for defining the variable adjustment of
flow and ebb of wealth: the price, the interest rate, the rate currency, wages are defined a priori
by the planning body.

Table 1. La part des ressources fiscales en (%).

1963/1 1967/1 1970/1 1974/1 1978/1
966 969 973 977 979
Fisca 66,0 60,0 58,0 32,6 34,3
lité
ordinaire
Fisca 12,0 23,0 31,5 57,2 54,6
lité
pétroliére
Source. A.Dahmani, L’Algérie a ’épreuve...Op.cit. p.35.
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In practice, the intervention of the state has materialized by the establishment of a centralized
economy encouraged by oil revenues, based on the transfer of the sources of wealth to the state.
This submission, by act of public power, of economic society to the state, manifested through
putting under administrative supervision of the activities and economic agents (public or
private), a massive public investment in all sectors activity, including industry, the
establishment of an absolute state monopoly on foreign trade, and finally a monetary power.
The Algerian experience of development was a voluntary attempt to create an economic system
that rejected the market logic in favor of a managed economy and semi-autarkic operating
decisions by the political authority.

The results of this have caused deep structural imbalances, preventing the engagement of the
whole dynamic of accumulation. Structural deficits of public companies have caused the
suffocation of the real economy by the oil income sphere, the concentration of income in the
private sector, development of the informal sector, finally the widespread practices of
corruption and cronyism.

The result of this rejection resulted in the training of economic activity to serious imbalances
whose consequences will permanently mark the future of the Algerian economy. Studies on the
results of the Algerian model of development are unanimous: development strategy has not
only achieved its stated objectives, but it plunged the economy into vicious circles preventing
the engagement of all dynamic growth.

The results of this massive state intervention, highlights the significant and continuing decline
in labor productivity and capital productivity which affect the whole economy. This situation
resulted by a heavy deficit of state enterprises, and the double dependence abroad of the
Algerian economy, both for its supplies for its funding (by the oil market).

To avoid the collapse of the system and ensure his "balance” the state has systematically
resorted to injecting financial amounts increasingly important, thanks to the purchasing power
that gave it oil revenues.

According to the authorities, this is to reduce the pressure of foreign debt (Table N°2) and
advance sectors "late™ while reducing the relative share of investment in resources devoted to
the industry! (Table N° 3).

Table 2: Debt repayments (106 US $)

1979 1980 1981 1982
Outstanding external debt 26.191 |26.537 |22.952 |20.284
Repayment (principal + interest) [2.690 |3.711 |3.879 |4.184

Source : M. Goumiri, « L’offre de monnaie en Algérie », ENAG, Alger,

1993, pp. 202-203

L FMI, « Algérie : Evolution récente de I’économie », Document du FMI ronéotypé, 18 juillet

1985
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Table 3: Capital expenditures in total investments in%
Investisments 1974-1977 | 1978-1979 | 1980-1984

Industry/all investisments 60.6% 62,2% 32,5%

Source : Calculs effectués a partir des tableaux dans « Monnaie, crédit et
financement en Algérie », CREAD, Avril 1987

However this new direction of investment which predicts a new economic policy has been
possible thanks to the increase in external resources and therefore oil revenues. While our
revenues were 113 billion dinars between 1970 and 1979 ten years, they will increase by 87%
in just five years (Table No. 4).

Table 4: Oil Revenues in 10° Dinars

1970-1979 1980-1984

Oil revenues 113 211

Source : Statistics O.N.S

This new policy will be the source of greater dependence of the production system for its
renewal and extension and the tensions generated by the state of development of other sectors,
especially capital goods and property intermediate (cement, iron ...) the importation of these
will increase by almost 60% for the period of the first Five Year Plan (1980-1984). In reality
the crisis of the Algerian company reflects the antagonisms related to appropriation of oil
profits. This appropriation does not involve capital on one hand and the work of the other, but
the State as owner of the annuity and other stakeholders (workers, managers, outside ...). The
problem of the distribution of national income between investment, consumption and
repayment of external debt reflects the nature of the various powers that want to appropriate
rent.

Since the Algerian economy remains subject to planning, we can not talk about institutional
changes insofar official documents including resolutions adopted at the extraordinary congress
of one party reaffirm that economic imbalances and social tensions, "are result of neglect,
carelessness, non compliance with rules of conduct required by the organization and the
building of a socialist economy and the lack of coordination and integration between different
production companies and non-compliance with planning requirements”? and decides that "the
plan must be prioritized and ordered targets requirements which apply to all economic agents

2 Resolutions of the Extraordinary Congress of the party (FLN) in June 1980, RASJEP n°3,
septembre 1980
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and operators, its objectives will be organized into a coherent whole and will be based on
specific indicators definitions"s.

4. DECLINES IN OIL REVENUES AND ECONOMIC REFORMS
The strong external financial instability, born of shock of 1986, was accompanied by the
accentuation of the imbalance in public finances. Revenue from the oil tax had fallen by almost
50% in 1986, while the pace of spending was maintained. As a result, the overall fiscal deficit
had reached record levels in 1986 (13%) and 1988 (13.7%), relative to GDP, financed mainly
by money creation. The centralized allocation of resources and the way oil price volatility
resulted in financial instability that lasted until the mid-1990s, despite the stabilization and
adjustment programs and exceptional financing correlative. It was necessary to reform the state
intervention.
The reform implies a reorientation of state intervention in the sense of removing guardianship
on the actions and the people exercised on public enterprises. In this case, the administration
will have a regulatory role whose mission is to plan, regulate, standardize and promote
activities.
This reform involves a series of measures affecting the economy regulation instruments namely
the planning system, financial regulation, pricing, taxation, wages and the legal and regulatory
framework that requires surgery.
The market is recognized as a regulator but what is its place next to the planning? Later the
same report links this autonomy to achieve the strategic preferences of planning. We understand
that autonomy is part of the planning and is only a decentralized way to achieve the objectives
of the national plan. The plan dominates the market. This is the plan that regulates the market.
Central element of management in the national economy, the authorities seem to retain the
planned character of the national economy. The national plan was the subject of a special law*
which are defined, the central plan and the business plan. However, the arrangements for this
new planning system to introduce the company the concept of adaptation to the application and
use of market values, which is a thinly veiled way to describe the market. It is recognized as a
complementary mode of regulation in the presence of planning. These principles, planning and
market are part of the line of reforms and abandoned in the countries of Eastern and attempted
economic efficiency by market socialism. Before seeing the results of this new approach, we
will first present the content of the planning system.
The plan retains its place in the economic organization, ‘“Planning [...] constitutes the
fundamental instrument for the management and operation planning of the national
economy"®. The planning is based on two levels: the national economic and social development
and that of sectorial planning with the medium-term business plan.
The national plan will ensure economic and social development by:

- The implementation of strategic projects

- The direction and regulation of the national economy

3 Résolutions Resolutions of the Extraordinary Congress of the party (FLN) in June 1980,
RASIJEP n°3, septembre 1980

4 Loidu 12 01 88 relative a la planification

5 L0i 88 02 du 12 janvier 1988 relative a la planification nationale
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- The satisfaction of basic social and collective needs of society

- The organization of national solidarity by ensuring a fair distribution of national income
and social transfers

- The sectorial consistency - The inclusion of the private sector in planning.

The transition to the market economy is often equated with trade liberalization and especially
foreign trade. By the removal of barriers on foreign trade government reduce economic
monopoly by the pressure from imports. If there is some truth in this logic, the state economy
is disappearing as a result more attractive import prices compared to the prices of local products.
As private capital attracted by these prices prefers to place on the market of imported products
instead of investing in productive activities. In reality the trade liberalization is often
accompanied by the proliferation of speculative market activities outside what remains far from
the market economy. The self-regulating market will not install on the basis of the destruction
of the old order®.
Incurred in connection with the rescheduling of external debt in 1994, Algeria engages in the
structural adjustment program (SAP) with the help of the International Monetary Fund (IMF).
This program aims to restore macroeconomic balances (see table 4). This commitment with an
international body means that measures of "self-adjusting™ taken by the Algerian authorities
have not been conclusive.

Table 4: External debt in Billion US $ (1990-1996)
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996

Outstanding MLT 266 | 266 259| 250 28,9 | 31,3| 33,2
Rescheduling - -- - - | 464 | 9229|1271
Short-term debt 1.8 1,2 0,8 0,7 0,6 0,3 0,4
Debt stock 284 | 279 26,7| 257 | 295| 316 | 33,7
Debt service 8,9 9,5 9,3 9,1 45 4.2 43
Debt stock / GDP (%) 46,7 | 62,7| 556 | 515| 70,2 | 76,2 | 73,7

Stock of debt / export. (%) 211,9 | 216,8 | 219,9 | 231,7 | 307,8 | 288,6 | 241,1

Debt service / export. (%) 66,4 739| 76,5| 815 | 47,2| 38,8 | 30,7

Oil price in $ US 23,61 | 20,06 | 19,33 | 17,00 | 15,80 | 17,01 | 20,70

Source : A partir, « la situation économique et financiere » Ministry of Finance Algeria,
2001

® N. Holcblat, « Pays de I’Est : vers le marché réellement existant », Cahier des Sciences
Humaine n°30, 1994
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Table 5: Growth rate of industrial public non-hydrocarbon sector (1991-1995)

year Rate of growth
1991 -7,0%
1992 -2,5%
1993 -1,5%
1994 - 8,5%
1995 - 0,5%
1991-1995 - 4%

These reforms have met with many ambiguities and resistances in their application. Poor
performance, lack of solvency of the Algerian economy on one hand and the resistance to the
other changes made that public authorities, in the absence of a credible alternative, bend the
side of social stability . Those latter oppose their refusal to reschedule the international
monetary institutions proposed by the vision of the time, rescheduling for them (the
government), "is an admission of failure or bankruptcy of the continued economic and social
policy until there. [... .it] Could make the situation uncontrollable because of the social impact
it would inevitably cause™”’.

In our case, the market economy Option is motivated by three reasons:

1/ The drop in oil prices has led the authorities to adjust economic policy based on the
fall in oil revenue that financed all other sectors of the economy?.

2/ A pragmatic vision? is to justify the reforms by the accumulation of public deficits and
increasing public debt. Reduced financial capacity of the state that it can no longer advance
funds to the already heavily indebted companies®®.

3/ The socialist countries and the international movement that made the market economy

a universal reference for efficiency and performance. Through privatization are listed the
objectives'! of increased efficiency, improve product quality and stimulating innovation.
To move from centralized regulation to a market economy, the government began a gradual
liberalization through a series of regulatory measures. These measures affect the institutional
environment that D. North defines as "all political rules, social, fundamental legal constitutes
the foundation on which can develop the production, exchange and production. Rules governing
elections, property rights and contract law are examples. [...]. "In Algeria, these measures
concerned, freedom of pricing and institutionalization of competition, liberalization of foreign
trade, private investment, reform of the monetary and financial market, the labor market and
the privatization of public enterprises.

T CNES, « Les effets économiques et sociaux du programme d’ajustement structurel »,
bulletin officiel n°6

8 B. Decaluwé, J. Cockburn et S. Vézina, « Etude sur le systéme d’incitations et de protection
effective de la production en Algérie », Rapport préliminaire, Associés pour le
Développement Economique International (ADEI), octobre 2001

% Juvin H., « Les répercussions économiques et financiéres », in F. Dion (Coord.), « Les
privatisations en France », La Documentation Francaise, 1995, p. 85-119

10 Griotteray A., « Mieux privatiser — Evolution du secteur public en France et en Europe :
bilan et perspectives », La documentation Frangaise, 1994.

11 Finance et développement, Revue du FMI, mars 1990
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4. THE 2000S: THE RETURN TO STATE INTERVENTION

After the plan of structural adjustment imposed by international institutions, the speech of the
State in economic liberalization is officially maintained, but in fact the state reestablished with
its interventionist conception of the economy. Result: the Algerian economy is highly
centralized internally, but exposed to heightened external competition; on the other, it has
significant financial resources in the form of idle hoarded currency reserves in foreign banks
but the production of its industrial and agricultural sectors is in permanent decline.

The market in favor reforms initiated in the 1990s is questioned. In 1999, there was a
redeployment of state power in the direct management of the public sector by reversing
completely the relations linking the State to economic and monetary sectors. In place and
instead of contractual relationships based on tax and prudential rules governing the monetary
sphere, there is a direct interference of the state in the management and direction of the ebb and
flow of wealth supposed to be regulated only by market forces. State guidelines concerning the
management of the economic and financial sectors confirm the return of state intervention.

In this context the State launches a new model of economic growth through public investment.
Since 2000, the Algerian economy is experiencing unprecedented affluence thanks to the
evolution of international oil prices.

Table 6: changes in taxation (2000-2016) in billion DA
2000 | 2002 | 2004 | 2006 | 2008 | 2010 | 2012

Oil taxes 520 | 916 | 862 | 2714 | 4004 | 2820 | 4054

Ordinary taxation | 505 [ 439 |532 | 745 |984 |1309 | 1944

Ministry of Finance Algeria

Foreign exchange reserves have increased to reach the end of 2009, a total of 149, 1 billion
USS$, the equivalent of three years of importation.

Favorable economic conditions in the wake of the oil price increase gives the opportunity to the
government to embark on a major investment program. Over the period 2000-2009, they
accounted for in Algeria averaged 13% of GDP (19% in 2009 against 7.8% in 2000), the highest
rate among the emerging and developing countries.

Table following on the next page
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Table 7: Structure of budget revenues and expenditures from 2001 to 2012

budget revenue budgetary

expenditures
2001 1 389,70 1321,00
2002 1576,70 1550,60
2003 1525,50 1690,20
2004 1606,40 1891,80
2005 1714,00 2052,00
2006 1841,90 2453,00
2007 1949,10 3108,60
2008 2902,40 4191,10
2009 3275,30 4246,30
2010 3074,60 4466,90
2011 3489,80 5853,60
Source : Ministére des Finances, Direction Générale
des Prévisions et Politiques : Situation économique de
I’Algérie, Année 2011, Aout 2013

Here, we observe that the presence of oil revenues releases the budget constraint. Rising world
oil prices has transformed the budgetary situation in Algeria. The share of revenues generated
by oil and that of capital expenditure in the budget prepared by the government, have increased.
In a Keynesian perspective, public spending is considered a growth factor of aggregate demand,
stimulating the production is economic growth. What exactly these expenses?

Unlike the affluence of the state, the real economy has sunk into permanent stagnation, if not
regression. The hydrocarbons sector continues to contribute to more than a third of national
GDP, more than two thirds to budget revenue and almost all foreign exchange receipts of the
State (97%). Indeed, despite the huge investments of the state under various economic recovery
plans, the real sector of the Algerian economy remains weak.

5. FALLING PRICES, THE RETURN TO LIBERALISM

The revenues of oil and gas fell by nearly 50% in the first quarter of 2015, pushing the Algerian
government to make liberal use of foreign exchange reserves, according to a note from the Bank
of Algeria

The revenue decline was caused by the fall in prices of oil, this energy pertaining to Algeria
more than 95% of its external income and accounting for 60% in the state budget.

Table 8: changes in taxation (2014-2016) in billion DA

2014 2016

Oil taxes 1578 1683

. . 2267 2723
Ordinary taxation

Ministry of Finance Algeria
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In the first quarter 2015, the country exported $ 8.7 billion against 15.6 billion in the first quarter
2014. The average price per barrel of oil, according to notes of the Bank of Algeria, increased
from 109.55 to 54.31 dollars during the same periods.

Because of this, the balance of payments registered a record deficit of 10.72 billion dollars in
the first quarter of 2015 against 0.098 billion in 2014.

To cope with demand, the government drew on the foreign exchange reserves fell by nearly 20
billion dollars in three months, rising to 159.918 billion dollars at end-March 2015 against
178.938 billion dollars late December 2014.

He also delved into the fund of regulation of revenue (FRR), funded by the differential between
the real oil price and the expected price of 37 dollars per barrel.

The impact of public finances, heavily dependent on oil taxes, is reflected in the widening
budget deficit and erosion fastest RIF resources that finance the budget deficit, observes the
Bank of Algeria.

6. CONCLUSION
According to the theory of the oil state, the state has significant budgetary revenues does not
need to establish a real tax system and therefore does not need to compromise with different
social strata. It becomes autonomous in relation to the company. A state that does not require
the society to reproduce it self. The latter, with many advantages can demand accountability
from the state.
This theory that preaches for oil determinism excludes democratic demands and thus any
opening on liberalism. Arab countries are considered refractory to liberalism because of their
hydrocarbon wealth. They do not need the values of freedom and democracy to reproduce their
political and social system. They are an exception to the global movement towards modernity.
In our view, this exception which Algeria is a part, denies that there is a social contract between
the state and society based on historical and cultural values. We would say that the state derives
its legitimacy from these values and keeping with these values. Any questioning of the
established order is considered an attack on the nation. Here, the state is there to defend those
values.
We can say that the growth model driven by the state failed. In wanting to build an economy
from the market, the state has caused a vicious cycle involving SOEs deficits, monetary
expansion / inflation, market segmentation and emergence of the informal economy
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ABSTRACT
We conduct empirical study in order to estimate the impact of naturalization on labor market
integration through comparison of the treatment in labor markets towards naturalized and non-
naturalized first generation immigrants to that of the native population. Moreover, the analyses
were conducted for two European countries that differ in their accessibility to naturalization
through different citizenship-policy characteristics. The study contributes to the existing
migration and naturalization literature by (1) comparing the relationship towards naturalized
and non-naturalized migrants in European labor markets to that of native population, and (2)
trying to estimate the impact of citizenship-policy characteristics on the treatment in labor
markets after naturalization.
The results of the paper suggest the existence of high naturalization premiums and full
socioeconomic integration of naturalized migrants in the observed country with softer
naturalization policies (France), but do not show any naturalization premiums in the country
with strict naturalization policies (Denmark). This finding questions the use of stricter
citizenship policies for better socioeconomic integration of immigrants.
Keywords: citizenship policy, naturalization, naturalization premium, treatment in labor
market, socioeconomic integration

1. INTRODUCTION AND LITERATURE REVIEW

During recent decades, the studies of the determinants, causes and benefits of naturalization
have created a well developed body of research for many countries (Brtsberg, Ragan and Nasir,
2002; DeVoretz and Pivenko, 2004). Some of these studies focus on the impact of various
individual characteristics, as well as origin and destination country characteristics, on the
citizenship obtainment at the destination countries. Others try to estimate the socio-economic
benefits of naturalization through testing for the impact of the destination country citizenship
on the employment probabilities and labor incomes.

In economic literature, the citizenship is defined as a legal status that expresses the state-
individual relationship, and grants some rights to their holders, which include physical and
political protection and the right to vote. These set of rights clearly popularizes naturalization,
which is defined as citizenship acquisition for immigrants in the countries of destination.
Moreover, the act of naturalization of immigrants also serves as a signal for native potential
employers that the applicant intends to stay and work in the country of destination. This signal
together with the direct reduced administrative costs from the employer’s perspective may
increase both the chances of employment for naturalized immigrants and their labor incomes
once employed (Vink, Prokic-Breuer and Dronkers, 2013; Steinhardt, 2012).

During the recent decade many studies of the determinants and benefits of naturalization have
been conducted for countries that serve as the most popular destinations for immigration, like
the US (Brtsberg, Ragan and Nasir, 2002), Canada (DeVoretz and Pivenko, 2004), and many
European countries including Germany (Steinhardt, 2012), Sweden (Mattias, 2011), France
(Fougere and Safi, 2008) and the Netherlands (Bevelander and Veenman, 2008). Most of the
literature showed a strong and significant positive naturalization premiums in the observed
countries even after controlling for individual characteristics (Brtsberg, Ragan and Nasir, 2002;
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DeVoretz and Pivenko, 2004; Fougere and Safi, 2008). However, while there is enough
evidence of this sort of positive relationship between naturalization and economic outcomes,
there is still very limited literature that would conduct cross-county comparisons in order to
determine the effect of citizenship policies on this relationship. One example of a cross-country
comparison study is conducted by Bevelander and Pedakur (2012) for Canada-Sweden couple,
where the authors showed that naturalization has a positive impact on both the employment
probabilities and relative incomes of immigrants, and that this impact is stronger in Sweden
which has very low barriers to naturalization. On the other hand, in their Denmark-Sweden
comparison Helgertz, Bevelander and Tegunimataka (2014) again considered Sweden as the
country with lower barriers to naturalization and obtained very similar naturalization premiums
for both countries, questioning the use of more accessible citizenship laws for better economic
integration of immigrants.

However, to our knowledge, there is still no empirical comparison of the returns to personal
characteristics of both naturalized and non-naturalized immigrants, to those of native
population in labor markets at destination countries. We claim that the latter is very important
for evaluation of actual naturalization premium, since the present findings fail to assess the
level of socioeconomic integration of naturalized immigrants in the countries of destination. In
this paper, we conduct such a study in order to determine the impact of naturalization on the
treatment in the labor markets rather than simply estimate the employment and wage premiums
of naturalization. Moreover, the analyses are conducted for European countries that have
different policies for citizenship obtainment by that also attempting to obtain an estimate of the
impact of citizenship policies on the treatment in labor markets after naturalization.

2. METHODOLOGY

In our analyses we use a version of Mincer (1958) general capital earnings equation in order to
estimate the income structures for individuals belonging to each of the three groups based on
the type of their citizenship and naturalization status (i.e. naturalized immigrants, non-
naturalized immigrants and native population) separately for each country of interest. These
estimates are later used in the income decomposition analyses to measure and test the
significance of differential treatment towards either of the presumably disadvantaged groups.
This identification model is heavily used in the empirical literature in earnings decomposition
analyses. The proposed income equation model may be specified by the following equation:
In(Y) = By + B1E + BT + B30 + B4C + L5 Othery + e, (2)
where Y is the hourly employment income of individuals; E is the years of education; T is the
current job tenure (the age of individuals was used as a proxy); O is the type of occupation
(managers, skilled workers and laborers); C is other job information (size of the firm, number
of subordinates, etc.); Other is a vector of other individual personal characteristics (k) including
marital status, and the number of children; and e is the error term.

After separate estimations of the income structures for each of the three groups in every country
of interest we propose to employ Oaxaca and Ransom (1994) theoretical model for income
decomposition, which is a model heavily employed in empirical literature to evaluate treatment
towards workers in labor markets (Beblo, Beninger, Heinze and Laisney, 2003). According to
this model, we will first construct a “country-equalized” income structure (*) or the income
structure which would have been applicable for all three groups in a particular country in the
absence of any sort of treatment or benefit differences. In our decomposition analyses for the
construction of these “fair” income structures we used the method based on Oaxaca and Ransom
(1994) suggestion that this estimate should be the one obtained from the pooled sample of all
groups.
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Finally, after obtaining the income structure estimates for each group through equation (1) and
the “country-equalized” income structures, the logarithmic decompositions of the labor income
differentials at the means for each country will have the following forms:

InY, — InYy, = X — Xm)' B + Xe(B. — B7) + Xm(B — B,). (2)
InY, — InY, = X — Xp)'B" + Xe(B, — B7) + X (B — B,). (3)
ln?n - lrl?m = (Xn - Xm)’ﬁ* + X;(Bn - ﬂ*) + X;n(ﬁ* - Em) ) (4)

where Y., Y, and Yy, are the mean hourly employment incomes of native population, naturalized
immigrants, and non-naturalized immigrants respectively; * is the “country-equalized”
employment income structure estimated for each country; X, X, and X;,, are the vectors of
mean values of the overall regressors from equation (1) respectively for native population,
naturalized immigrants, and non-naturalized immigrants; and B, B, and f,, are the conforming
vectors of coefficients estimated by equation (1) for the corresponding data samples.

The first terms in the right-hand side of equations (2), (3) and (4) present estimates of
productivity differentials or the income gap caused by different average individual
characteristics between the corresponding groups. Whereas, the second and the third terms
estimate the unexplained components of the difference which are caused by differentiated
returns to individual characteristics. The estimation of the value and the significance of the
latter for each of the country-based (also gender-based) sub-samples is the main aim of the

paper.

3. DATA

The main results of the paper are obtained using the 2010 data samples for France and Denmark
from the Luxemburg Income Study (LIS) database. Among other things, LIS include personal-
level micro-data on demographic characteristics, employment and individual incomes for most
European countries. Remote access to the data use was obtained, and the analyses were
conducted using LISSY web user interface. The collection of LIS database is organized in
regular waves (mainly with a 2-year interval), but it does not follow the same individuals over
years which unfortunately does not allow us to fully control for the observable and unobservable
individual characteristics. However, we consider this data to be appropriate for the proposed
analyses.

As described in the methodology section, the data from each country was divided into three
sub-samples based on their origins and naturalization status, and the analyses were conducted
separately for each gender. The data sample was also limited to include only those individuals
of appropriate working-age and to include only those first generation immigrants who are
eligible for naturalization (have lived at least the minimal required durations in the countries of
destination). The requirement of eligibility for naturalization is crucial for our analyses, since
it allows neglecting some other individual characteristics which may be responsible for
differences in treatment in the labor markets, the main one of which is the experience and the
duration of residency at the countries of destination.

4. RESULTS
The analyses were conducted on the 2010 data samples for two countries of interest (France
and Denmark) using the Luxemburg Income Study (LIS) database. The two countries of interest
were chosen for their differences in the naturalization laws and citizenship obtainment
requirements?, as well as the availability of required variables in the data. The whole data for
both countries was restricted to include only individuals of appropriate working age (25-54)

L Information regarding the naturalization policies of the chosen countries are available upon
request.
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and was divided to groups based on gender as well as nationality and citizenship status of
individuals. Through the latter differentiation we categorized individuals to groups of migrants
eligible for naturalization (migrants with the duration of residence at least as long as that
required for naturalization), naturalized migrants and native population.

Table 1: Employment Status of Individual of Working age by Country, Gender and the Type of
Citizenship Registration.

Not in LF/

Denmark Employed Un-employed House-maker N
o Eligible Migrant 62.93% 6.51% 30.56% 1152
g Naturalized Migrant 68.84% 5.22% 25.93% 1608

Native 84.70% 2.99% 12.32% 29367

= Eligible Migrant 52.29% 6.04% 41.67% 1375

= Naturalized Migrant 64.62% 4.32% 31.07% 1806

L Native 81.29% 2.56% 16.16% 30031
Not in LF/

France Employed Un-employed House-maker N
® Eligible Migrant 60.14% 26.98% 12.88% 567
g Naturalized Migrant 84.38% 10.34% 5.29% 416

Native 87.69% 8.91% 3.39% 5475
2 Eligible Migrant 27.28% 28.06% 44.66% 898
E Naturalized Migrant 61.11% 17.28% 21.60% 486
L Native 74.12% 13.02% 12.86% 6398

We started our analyses by some data descriptive statistics in order to determine the observable
differences between the average characteristics of individuals belonging to each group based
on their country, gender, and citizenship status. Table 1 describes the composition of the data
based on the employment status of individuals belonging to each group.

The data suggests the presence of possible employment selectivity issue within our country
representative data samples. Except for the group of male naturalized migrants in France, all
other migrant groups seem to be positively selected into employment based on the low
percentages of individuals being employed. Such selection may be an issue since it may later
cause some bias in our regression results if the individual characteristics that affect the
employment status also impact the individual incomes once they are employed. In particular,
when estimating the returns to individual characteristics through regression analyses, this
selection bias may cause overestimation of the effects of individual characteristics that have
positive impact on employment, and underestimation of the effects of individual characteristics
that have negative impact on employment. However, despite the measurable differences in the
employment rates, we considered such selection not much an issue, because it may have only
negative impact on the native-migrant difference in returns to characteristics and by that will
provide us with a lower bound of differential treatment not caused by personal characteristics
later in our decomposition analyses.

Table 2: Descriptive Statistics of Average Individual Characteristics of Workers in Paid-
employment Sector by Country, Gender, and the type of citizenship status.

Log of PPP Number Education
Country Person Log of adjusted of (3-level
/ Gender Status Income Income/h. Age  Children  Married ranking) N
~ Eligible
E c% Migrant 12.71 3.31 41.19 1.29 0.68 2.09 377
c = Naturalized
3 Migrant 12.71 3.32 40.86 1.29 0.61 2.25 665
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Native 12.85 3.46 40.63 1.11 0.57 2.23 16047

- Eligible

<o Migrant 12.45 3.05 40.73 1.51 0.70 2.12 485

€ €  Naturalized

= @ Migrant 12.51 3.11 40.38 1.36 0.63 2.33 804

o Native 12.61 3.22 40.73 1.25 0.60 2.35 17469
Eligible

S . Migrant 9.58 2.43 40.33 1.87 0.52 1.56 250

O = .

c © Naturalized

© R

£ S Migrant 9.93 2.78 42.37 1.55 0.61 1.99 280
Native 10.01 2.87 40.84 1.38 0.54 2.10 4040
Eligible

g % Migrant 9.09 1.95 39.69 1.82 0.52 1.60 200

c e Naturalized

©

£ & Migrant 9.55 2.40 42.07 1.57 0.64 2.03 258
Native 9.70 2.55 40.75 1.32 0.49 2.22 4297

We employed the natural logarithms of the hourly net employment income (with the adjustment
to purchasing power parity)? as the outcome variable in our main regression analyses. The
average values of this variable for each group are provided in Table 2 together with the average
values of the main set of explanatory variables.

Unfortunately, when limiting the data to the samples of individuals employed in paid
employment sector® and with non-missing values for all explanatory variables that were used
in the regression analyses, the numbers of observations for each group reduces significantly,
but we are convinced that they are still enough to ensure the robustness of our results. We can
notice some measurable differences in hourly incomes between the three citizenship-status type
groups (citizenship groups), which is especially high for the natives-eligible migrants’ couple.
The groups of native population have the highest hourly wages among the three citizenship
groups for both countries and genders, which may indicate to citizenship-based differential
treatment. However, some measurable differences are also observed in the variables that are
generally considered (and proven) to have impact on the incomes which brings uncertainty in
the source of this inequality. In particular, the groups of natives are prone to have on average
higher level of education and less children. Both these variables are generally considered to
have impact on hourly incomes, which highlights the need for decomposition analyses.

Before going to the decomposition analyses, we first estimated multinomial logit models* in
order to determine occupational attainment probabilities separately for each citizenship group.
We then used these model estimates to predict the occupational allocation probabilities for
individuals with mean individual characteristics of each citizenship group, when being treated
as individuals belonging to another citizenship group. The results of these analyses based of
mean individual characteristics are presented in figure 1 and figure 2. We divided the
occupations to three general groups: managers and professionals, other skilled workers, and

2 The PPP conversion factors for France and Denmark were obtained from the World Bank
official website. The average annual working hours was obtained from the economic research
website of the federal reserve bank of St. Louis.

3 We study only paid employment sector because of the low number of observations of
naturalized individuals employed in self-employment sector, and the possibility that the wage
structure of self-employed individuals may be very different from that of individuals
employed in paid employment jobs (Hamilton, 2000).

4 Multinomial logit model was preferred to ordered probit model because of the absence of
obvious hierarchical order among the occupations.
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laborers and elementary workers. The letters became the reference groups whose coefficients
are normalized to zero in the multinomial logit models. The independent variables in these
models included age, education, marital status and the number of children®.

Figure 1: Multinomial Logit Predictions of Occupational Attainment Models for France for
Individuals with Mean Individual Characteristics of Each Citizenship Group by Gender.
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