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ECONOMIC DOCTRINES AND THE EU CRISIS

ABSTRACT

From the beginning of the world financial crisis in the autumn of 2008, the EU started
to slide into increasingly complex economic, monetary, sovereign debt and formal
functioning crises. What at first looked just as »imported« financial market crisis from
the USA, gradually developed into a complex crisis of the EU functioning and of its
future development. The impacts of the EU crisis created strong unemployment growth
in a number of EU member states. Further it is characterized by low, decreasing, and
even negative growth rates in some member countries. The crisis is combined with
sovereign debt crisis which is spreading from the PIIGS group to some other EU
member states, like Slovenia and Cyprus. Increasing danger of a financial default of
same EU members started to create doubts about the credibility of € as the EU
common currency and about its future use as the international payments and reserve
currency.

The policies and proposals to solve the EU growth, employment, monetary, financial,
and integration functional problems are based on strategies developed and advocated
mostly by central EU nations, predominantly by Germany, France, and Great Britain.
The vision how to handle the crises was partially amended after the 2012 presidential
election in France. None the less, the major concept of the economic policies proposed
for solving the complex EU crisis is based on the so called neo-liberal ideas. In the
paper we assess the nature and specifics of the EU crisis. On such grounds we suggest
the need for strategic change of the present leading policy concepts used to overcome
the EU crisis. Instead of further implementing the neo-liberal approach in the
implemented economic actions to overcoming the EU crisis, we suggest implementation
of the new strategy and policies which should be based on the ideas and concept
developed in the so called economic innovation doctrine.

Key words: The EU, crisis, indicators of the crisis, economic doctrines, technology and
innovation importance

JEL classifications: Al, O1



1. INTRODUCTION

From the beginning of the world financial crises in the autumn of 2008, the EU started
to slide gradually into increasingly complex economic, monetary, sovereign debt and
formal functioning crises. What looked at first only as financial markets crisis
»imported« from the USA had gradually developed into a complex crisis of the EU
economy and of its functioning efficiency. In the second part of 2012 the crisis was still
present in its full and even growing potential. The negative impacts of the EU crisis are
shown in growing unemployment in a number of EU member states. The crisis
generates low and negative economic growth rates in the EU and in its member states.
The number of member states has problems with too high level of their sovereign
debts. Increasing possibility of a potential financial default of some EU member states
with their high sovereign debt level started to create doubts about the € credibility as
common currency and as a currency being increasingly used as an international-global
currency.

The complexity of EU crisis creates different concepts and proposals how to get EU
and € out of the present unstable and negatively connoted economic, financial and
general functioning position. In the EU from the beginning of the crisis official
suggestions how to dill with problems were closely related to political assessments and
decisions which were basically coordinated between Germany, France and partially
with GB and less with some other member states. Unfortunately the past economic and
political suggestions and implemented economic measures based on economic
strategies of leading EU nations have not produced substantial and generally
appreciated positive results yet. For that reason we would like further to concentrate on
two major aspects of the EU crisis with intention to evaluate adequacy of the major
vision and economic policy of the EU member states in handling the impacts of the
crisis.

The first aspect of the crisis to be analyzed is based on assessing the background and
data about the economic performance of the EU and it members. Using data and past
EU developments related to the deepening and enlargement processes will help us to
show that some elements of the crises — especially structural unemployment started to
develop well before the 2008 crises. In fact the deepening of the EU with creating
increasing competitive pressures inside the internal market were further accelerated by
growing impacts of the process of the economic globalization. These developments
caused in the EU in general and in some member states specifically problems of
structural nature with slow economic growth and protruded problems of growing
unemployment.

The second part of our paper discusses the EU crisis from the aspect of the major
policies used to overcome the crises. The policies which are often defined as neoliberal
are compared to the achievements in controlling the crisis and towards the official
strategies EU has used in the past to become more competitive and with batter growth
and jobs creating results. Combination og globalization drivers and EU development
achievements will serve to show some potential advantages of changing present
neoliberal policies for policies based on so called Innovative Economic Doctrine.



2. EUCRISES IN RETROSPECT — BACKGROUNDS AND DATA

EU crisis has formally started in 2008 with the global financial crises. In fact some root
elements of the present crises date well back in the EU deepening and enlarging
processes. Accumulation of the past EU development specifics together with the
economic globalization impacts, and with the international financial crisis of 2008
impacts, have created the entirely new environment in which the traditional polices and
economic measures used might not bring positive results soon or at all.

2.1. EU development backgrounds

Presenting the backgrounds and data related to the past EU economic and formal
developments can help us to understand why EU approach in crisis elimination is not
really effective up to now. Additionally it might help to understand better why the
general crisis elimination approach is so much based on the neoliberal believes and
practices used by the leading political and economic elites through the major part of the
all EU member states.

From 2007 EU with its 27 member states is a complex and unique structure never to be
seen in the up to now know political or economic history of the World. The EU
complex formal structure, together with its economic and political performances has
grown from its beginning in 1957 when the “Treaty of Rome,” establishing the
European Economic Community, was signed. The EU complexity consists of a
numerous different and influential structural elements. They start with cultural,
historical, language (see Figure 1) and a number of other “soft” but highly influential
differences among societies and economies of the EU member states.

Figure 1: Increasing EU complexity related to languages and cultures from 1957-
2012*

Note: *The number of member states and different language complexity is the same in 2012 as was in 2010,
but it will be increased in 2013 with expected enlargement of the EU by Croatia. The language
complexity is just a symbol of all other complex differences among the EU member states, ranging
from culture, religion, history, ethical standards and other differences affecting all aspects of
cooperation and decision making among member states, among companies and individuals from
different nations.



The EU complexity further extends to differences in economic and formal institutional
specifics among the member states. Beside differences in, for example having € as
national currency (17 members of the EMU out of 27 EU members), the differences
among EU members extend to the diverse nature of their formal-contractual- relations
among them and among them and the other non- EU European states. Just to make an
easy grasp of that part of the EU complexity we use the following picture (Figure2). It
shows contractual interstate relations between EU members and other European states.
The picture clearly explains that not all EU member states are in the same
formal/contractual and/or functional position among themselves or towards the rest of
the European states.

Figure 2: Complexity of interstate contractual relations in the EU and in Europe

European Union

Eurozone

Agreement
~% withEU to \
mint Euros

Source: http://en.wikipedia.org/wiki/Member_state_of_the_European_Union Note: Schengen Treaty 2012:
EU with ought GB, Ireland, Bulgaria, Romania and Cyprus. Outside of EU “Schengen” countries
are: Swiss, Norway, Island, Monaco, Vatican, San Marino

The complexity of the interstate contractual relations in Europe and within the EU
creates difficulties in the process of present searching, accepting, and implementing the
effective common policies measures, necessary to overcome the EU crisis. One of the
examples of the seriousness of the above problem could be illustrated by the fact the
only 25 of the 27 EU member states took part in signing the “Treaty on Stability,
Coordination, and Governance” (TSCG)." It is an important document which should to
be part of the general acceptance in the entire EU; otherwise the EU is fragmented and
weakened in its efforts to implement measures for getting out of the present crisis.

The past enlargements of the EU and past EU integration deepening processes created
not only the complex relations among EU members and among them and other states in
Europe and globally but have created some additional elements of complexity. Among

! Treaty on Stability, Coordination, and Governance in the Economic and Monetary Union; http://european-
council.europa.eu/eurozone-governance/treaty-on-stability. Treaty was signed during the European Council
meeting on 1-2 March 2012. Ratification is still in progress.
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them is complex and permanently changing structure of and relations among the EU
institutions. Beside new institutions created, new relations among them are created
periodically. Process of deepening and process of enlarging the EU created a number of
changes in the voting and other positional “strengths” of the member states in the past.
The number and frequency of the past institutional changes created difficult and non-
effective structure for accepting necessary EU legal acts and decisions to combat the
crisis effectively.

The institutional “rigidity” is evident in the development of the present EU crises
through the way how EU Commission together with member states and other EU
institutions formulates and how slowly implements proposals needed to cope with the
crises?. The EU crisis, where a big part of it is related to banking sector, is in progress
from autumn of 2008. However after close to four years from the beginning of the
crisis the EU Commission was able to make only the following proposal and not a
solution of the problem. “On 6 June 2012, the Commission adopted a legislative
proposal for bank recovery and resolution. The proposed framework sets out the
necessary steps and powers to ensure that bank failures across the EU are managed in a
way which avoids financial instability and minimizes costs for taxpayers.”® Evidently
the process to create the Commissions banking regulating proposal was taking far too
long. Additionally the eventual implementation of the banking regulatory proposal is
still part of further negotiations between member countries, before it could be accepted
and after that implemented.

2 Crisis Management; document of the EU Commission,
http://ec.europa.eu/internal_market/bank/crisis_management/index_en.htm#maincontentSec3
® EU framework for bank recovery and resolution (June 2012), source:
http://ec.europa.eu/internal_market/bank/crisis_management/index_en.htm#maincontentSec3
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Figure 3: Basic structure of the EU institutions — one of the reasons for too long
and too complicated procedure of accepting EU decisions necessary for coping
with the crisis

EUROPEAN COUNCIL
27 Heads of state or Government, President of the European Council and
President of the Commission

COUNCIL EUROPEAN PARLIAMENT
27 Ministers (one per Member State) 751 Members”

EUROPEAN COMMISSION
27 Members (until 2014)

COMMITTEE OF THE REGIONS EUROPEAN ECONOMIC AND
350 Members (maximum) SOCIAL COMMITTEE
350 Members (maximum)

COURT OF JUSTICE OF THE EUROPEAN UNION
27 Members (until 2014)

EUROPEAN CENTRAL COURTOF AUDITORS EUROPEAN
BANK 27 Members (one per INVESTMENT BANK
Member State)

Note: *When the Lisbon Treaty came into force on 1 December 2009, the number of Members was increased
temporarily to 754. However, the maximum of 751 must be restored by the next elections of 2014.

After Lison Treaty Dec. 2009. two additional “institutions” were introduced:

e President of the European Council; a principal representative of the European
Union (EU) on the world stage,

e The High Representative of the Union for Foreign Affairs and Security Policy
(HR) is the main coordinator and representative of the Common Foreign and
Security Policy (CFSP) within the European Union (EU).

The structure of EU institutions in Fig. 3 is no doubt really complex. Decisions are
taken step by step with time consuming activities. The implementation on the
members’ level takes additional time. Beside, long “reaction” time of the Commission
to make legislative proposals, the institutional and voting structure of the EU make the
process of accepting policies and measures, affecting EU and national levels, too much
time consuming. Beside time consuming procedures adopted proposals are often
additionally *“adjusted” based on interstate compromises reached during the
negotiations. EU decisions making process in relation to the crisis solving activities is
further burdened by the so called EU “democratic deficit”. The deficit makes the
actually accepted EU measures often less appreciated in the individual member stets or
among their citizens. In spite of a number of changes made by different EU Treaties
including the Lisbon Treaty, EU Institutional structure is not effective enough to react
fast and properly in the relation to the protruded crisis environment. The last increase in
the number of the EU institutions, with the creation of the two individual positions (see




Fig. 3) is not actually proving to be a substantial contribution to the improvement of the
EU institutional effectiveness in the process of the crisis solving.

2.2. EU economic performance indicators

Economic data on the EU during the years of the crises show increasing economic and
cohesion divergence among member states. The processes of economic cohesion
development and of “catching up” of the less developed regions are losing their
momentum. The debates in the EU bodies about financing cohesion policy objectives
for the next years are characterized by more and more divided objectives, visions, and
interests among the EU member states. Difficulties in setting commonly accepted
objectives and finances for the next years’ cohesion policy realization are based on
growing economic difficulties of all EU member states, caused by the complex and
protruding EU crisis.



Table 1: EU and EU member states main economic indicator 2011 and forecast to 2014

Real GDP, Autumn 2012 forecast Inflation, Autumn 2012 forecast Unemployme?érrezttz,stAutumn 2012
COUNTRY 2011 2012 2013 2014 2011 2012 2013 2014 2011 2012 2013 2014
Belgium 1.8 -0.2 0.7 1.6 35 2.6 1.8 1.6 7.2 7.5 1.7 7.8
Germany 3.0 0.8 0.8 2.0 2.5 2.1 1.9 1.8 5.9 5.5 5.6 5.5
Estonia 8.3 2.5 3.1 4.0 5.1 4.3 4.1 3.3 125 10.5 9.8 9.0
Ireland 1.4 0.4 1.1 2.2 1.2 2.0 1.3 1.4 14.4 14.8 14.7 14.2
Greece -7.1 -6.0 -4.2 0.6 3.1 1.1 -0.8 -0.4 17.7 23.6 24.0 22.2
Spain 0.4 -1.4 -1.4 0.8 3.1 2.5 2.1 1.3 21.7 25.1 26.6 26.1
France 1.7 0.2 0.4 1.2 2.3 2.3 17 17 9.6 10.2 10.7 10.7
Italy 0.4 -2.3 -0.5 0.8 2.9 3.3 2.0 1.7 8.4 10.6 115 11.8
Cyprus 0.5 -2.3 -1.7 -0.7 3.5 3.2 15 1.3 7.9 12.1 13.1 13.9
Luxembourg 1.7 0.4 0.7 15 3.7 2.9 1.9 1.8 4.8 5.4 6.4 6.4
Malta 1.9 1.0 1.6 2.1 2.5 2.9 2.2 2.2 6.5 6.3 6.3 6.2
Netherlands 1.0 -0.3 0.3 1.4 2.5 2.8 2.4 1.6 4.4 5.4 6.1 6.2
Austria 2.7 0.8 0.9 2.1 3.6 2.4 1.8 1.9 4.2 45 4.7 4.2
Portugal -1.7 -3.0 -1.0 0.8 3.6 2.9 0.9 1.3 12.9 15.5 16.4 15.9
Slovenia 0.6 -2.3 -1.6 0.9 2.1 2.8 2.2 1.6 8.2 8.5 9.3 9.6
Slovakia 3.2 2.6 2.0 3.0 4.1 3.7 1.9 2.0 13.6 13.5 13.5 13.1
Finland 2.7 0.1 0.8 1.3 3.3 3.0 2.5 2.2 7.8 7.9 8.1 8.0
Euro area 1.4 -0.4 0.1 1.4 2.7 2.5 1.8 1.6 10.1 11.3 11.8 11.7
Bulgaria 1.7 0.8 1.4 2.0 3.4 2.5 2.6 2.7 11.3 12.7 12.7 12.5
Czech Republic 1.9 -1.3 0.8 2.0 2.1 3.6 1.1 1.1 6.7 7.0 7.3 7.1
Denmark 0.8 0.6 1.6 1.3 2.7 2.4 2.0 1.7 7.6 1.7 1.7 7.6
Latvia 5.5 4.3 3.6 3.9 4.2 2.4 2.2 2.3 16.2 15.2 14.3 12.7
Lithuania 5.9 2.9 3.1 3.6 4.1 3.4 3.1 3.0 15.4 13.5 12.4 10.9
Hungary 1.6 -1.2 0.3 1.3 3.9 5.6 5.3 3.9 10.9 10.8 10.8 10.6
Poland 4.3 2.4 1.8 2.6 3.9 3.8 2.6 2.4 9.7 10.1 10.5 10.3
Romania 2.5 0.8 2.2 2.7 5.8 3.5 4.9 3.3 7.4 7.4 7.3 7.3
Sweden 3.9 1.1 1.9 2.5 1.4 1.0 1.3 1.8 7.5 7.5 7.4 6.9
UK 0.9 -0.3 0.9 2.0 45 2.7 2.1 1.9 8.0 7.9 8.0 7.8
EU 15 -0.3 0.4 1.6 3.1 2.7 2.0 1.8 9.7 10.5 10.9 10.7

Source: European Economic Forecast; EUROPEAN ECONOMY 7]2012, Economic and Financial Affairs, autumn 2012
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Crisis has increased the differences between rates of economic growths among the EU
member states. That implies growing difficulties with all efforts intended to improve
economic cohesion among the EU members and their regions even more during the
period of crisis.

Figure 4: Multi-speed real GDP growth in the EU, annual growth rates (weighted)
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Source: European Economic Forecast; EUROPEAN ECONOMY 7|2012, Economic and Financial Affairs,
autumn 2012

After the beginning of the global financial crises EU growth rates are low or in some
members states even negative. In 2012 EU growth rate is actually lower as was
expected. Surprising is the fact that the € zone members are having growth rates even
below the EU average growth rates.

Fig.5: Real GDP growth rates in the EU with forecasts; 2007- 2013 (spring 2012;
in September 2012 forecasts were even further reduced)
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Source: European Economic Forecast, EUROPEAN ECONOMY 1j2012, EU Commission, spring 2012,
ISBN 978-92-79-22818-6.
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The prospects for next two years as stated by OECD and by EU Commission are not
bright. Eight members of the EU 27 have negative growth rates forecasts, with the
highest negative for Greece — 4, 7% (European Economic forecast, p. 10). Among the
black signs for the economic future development in the EU is the forecast for German
economic growth. Europe's largest economy is likely to expand by just 1% or less
based on CB projections next year, down from an earlier projection of 1.8% growth,
according to a biannual forecast published by Germany's Economy Ministry (source:
Germany Slashes 2012 Growth Forecast). Similarly to large surprise of many slowing
down is evidenced as well in some other “core” EU member countries. Netherlands for
example has a prosperous and open economy, which depends heavily on foreign trade.
The economy is noted for stable industrial relations, moderate unemployment and
inflation, a sizable current account surplus, and an important role as a European
transportation hub. But still the growth rate has a negative tendency.

Figure 3: Decreasing GDP growth rate in Netherlands 2008-2012
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Source: www.tradeingeconomics.com, Dutch Statistic Office

Slowing down in Germany, Netherlands and in some other core EU member countries
creates new questions about the nature and roots of the EU growth and general
development crises. The major economic policy direction used in the core EU
members, together with their policies suggested to the “peripheral” EU countries, is
based on the concept of strong and fast reduction in the public spending and of the
public deficits. Additionally such policy concepts suggest implementing of the massive
deregulation (flexibility) of labour markets, tax cats, and general privatization as a
measure of the state retreat from the economy. Such neoliberal policy concept probably
contributed to rising reductions in demand for German and other core EU countries’
sales to other EU or Eurozone member countries. Declining EU economies as a result
of used neoliberal concepts and policy measures create negative impacts for the future
growth of German economy together with some other core EU countries already.
Germany's central bank projects that German GDP will grow 0.6% in 2012 which is
even lower than the above mentioned Finance Ministry’s projection. The low growth
projection is a reflection of the worsening of the euro-zone financial crisis placing the
financial burden on Germany. It is as well a result of falling demand for German
exports caused by generally falling national aggregate demand in the group of over
indebted EU member countries, together with falling demand in all EU countries based
on permanently decreasing of their already low levels economic growth rates. German
domestic demand is therefore becoming increasingly significant driver of Germany's
economic growth performance in the future. That puts the present neoliberal policy
concept under the serious questions and test. The dilemmas and concerns about the
adequacy and efficiency of the practiced neoliberal policy approach in the process of
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coping with the negative impacts of the EU crisis are actually not a novelty at all.
Actual doubts about the adequacy and efficiency of the neoliberal policy
implementation to cope with the effects of crisis are voiced even by some of its past
most respected advocates and practitioners. Among them we may mention Mr. Alan
Greenspan the former US Federal Reserve Chairman who conceded that he had made a
fundamentally flawed assessment: »I made a mistake in presuming that the self-
interests of organizations, specifically banks and others, were such that they were best
capable of protecting their own shareholders and their equity in the firms.«* Evidently
Mr. Greenspan is not any more convinced into the efficiency of the banks and other
institutions’ to act properly only on the bases of their “self-interest”. The necessary
freedom for the actions of banks and other economic subjects is on the other side the
main concept advocated by the neoliberal policy paradigm. Following such
“disappointments” as was expressed by Mr. Greenspan there are growing discussions
about the potentially needed more effective and broader government intervention into
the economic and market developments. Such discussions point out that establishing an
»appropriate balance between the market and public interest«® might be helpful for
overcoming of the crisis. Further we will show that such balance could be well created
by implementing the concept and ideas contained in the so called Innovation Economic
Doctrine, which is becoming a matter of growing interest in last few years. It is
interesting to note that such new doctrinal attitude has its actual roots in the J.
Schumpeter’s classic published already in 1942.

Before showing potentially more effective - alternative to neoliberal attitude -
economic development policy orientation for better future coping with the crises, we
would like to show some other dimensions of the present crises. They show together
with already shown growth problems perhaps even better how the neoliberal policy
approach is not able to effectively eliminate and control economic and social problems
created by EU complex and lasting crisis.

2.3. Structural nature of EU unemployment growth and globalization effects

Economic globalization as a process of opening of the markets, of increasing
competition and economic and other growing interdependence, has started to show its
characteristics in the first part of eighties of 20™ century. Theodor Levitt with his article
“Globalization of Markets” in Harvard Business Review published May 1983 was the
first to show the changes on markets and in nature of competition worldwide. To
understand some roots of present crises and some reasons of unemployment problems
in the EU in the era of globalization is good to repeat what Levitt in his article said
among the other topics. “The new commercial reality is the emergence of global
markets for standardized consumer products on a previously unimagined scale of
magnitude. Technology, by proletarianizing communication, transport, and travel
drives the world toward a converging commonality. Well-managed companies have
moved from emphasis on customizing items to offering globally standardized products

4 Quoted from “The Guardian”, 24 October 2008.
% As stated by the governments in the Final Document of the UN Summit on the Global Economic and
Financial Crisis (UN General Assembly, 2009: para. 9).
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that are advanced, functional, reliable, and low priced. They benefit from enormous
economies of scale in production, distribution, marketing, and management”.

EU started to deepen its integration with preparing for internal market in second half of
eighties last century. Globalization impacts growth and opening of national markets in
the EU internally were affecting the member states economies parallel. Both processes
created pressure on unemployment growth following the product standardization
effects. Standardization effects created growing migration of production capacities for
“standard” products within the EU and towards the third countries. Growing global
(Chinese and of other BRIC nations) competitiveness started to press down the
production costs. The solution was to introduce new technologies and new products
combined with the effects of economics of scale. Where some of these elements were
not available the pressure on salaries and employment has started to develop. The
present EU crisis has a long structural background following the impacts of
globalization and deepening of the integration on some EU members’ economies.
Where were not enough knowledge and not enough investment capital to create new
products, to develop and implement new technologies and to effectively utilize
economics of scale effects, the companies and economies have started to slow down
and to increase unemployment. Before 2008 the process of slowing down and of
connected structural problems was well hidden by unprecedented international growth
of financial markets, making financing even of not perspective producers and nations
cheap and easy. After 2008 such financing was not available anymore and short term
loans given to companies, banks, and national budgets were not any more prolong
automatically. The growth, unemployment, and sovereign debt crises have started to
develop.

The fact is that the EU has realized the danger of growing unemployment following
globalization and internal integration impacts rather early. Additionally, on formal
level of agreed common policies, and in some aspects of their national economic
policies, EU member states recognized the importance of the major economic
globalization process drivers like: importance of technology development and its
impact on production and competition, importance of innovation and creating of the
new consumer products, need to reduce production costs for standard products, creating
effects of economy of scale and scope, etc.

The problem of increasing unemployment in the EU was realized and directed to the
potential solution with the ideas contained in the White paper of 1993. The document
was titled “Growth, competitiveness, employment. The challenges and ways forward
into the 21st century.”® Evidently economic growth was a solution to increased
employment levels and growth challenges were linked to expected successful growth in
competitive position of the EU and its business entities. The concepts and ideas were
unfortunately not realized adequately in a number of that time EU member states.
Growing globalization impacts, with more and more evident role of the technological
progress and of the new products development, created the second reaction of the EU
in its coping with the growing unemployment problem caused again by increasing
global competition on open EU and member states’ markets. When the Heads of States

® White paper; Supplement 6/93: Growth, competitiveness, employment. The challenges and ways forward
into the 21st century, COM(93) 700. 5 December 1993.
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met at the Lisbon summit in March 2000, European Union leaders set out a new
development strategy, based on a consensus among Member States, to make Europe
more dynamic and competitive. The initiative became known as the “Lisbon Strategy”
and came to cover a very wide range of policies. The Strategy was re-launched in
spring 2005 after initially moderate results and became more focused on growth and
jobs. Moreover, the Commission launched a major Recovery Plan for growth and jobs
in November 2008, to drive Europe's recovery from the negative impacts of the
economic crisis. Unfortunately 1993 White Paper strategy and the Lisbon Strategy with
all its amendments were mostly not successful in the EU generally and especially not in
a number of the EU member states. Following modest results of the EU growth strategy
on the level of member states created the background for the present problems of the
high and even increasing unemployment level in a growing number of the EU member
states. EU members have nowadays major problems with high unemployment and
often combined with the problems of too high sovereign debt levels. Often the group of
the EU member states with such excessive problems is called the PIIGS group
(Portugal, Ireland, Italy, Greece, and Spain).
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Figure 4: Change in the number of unemployed persons (compared to previous month, in thousands), seasonally adjusted, January
2006 - July 2012.
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In 2012 the number of unemployed persons grow faster in the EMU (17) member
countries. In the years 2006-2012 the number of unemployed persons the EU was
increasing on the average. As data show (Fig.4) the number of unemployed persons is
growing from the second half of 2011 to the thirty quarter of 2012. The data suggest
that all past concepts and strategies in combination with the practiced neoliberal
economic policies have not been creating results of reducing unemployment or
resolving the growth problems. In fact the concept and the measures contained in the
both EU strategic documents together with the present EU development strategy’
“Europe 2020” are in conceptual and logical opposition with the practical
implementation of the present neoliberal policy. All mentioned documents presume
“intervention” on the bases of EU financial support and following the nationally
coordinated government policies. Actual EU and national governments policies based
on neoliberal paradigm are in essence in conceptual and logic opposition to the major
economic policy concepts contained the past and present EU strategic development
documents.

Figure 5: The EU member states sovereign debt levels as percent of GDP
(2010-2011)
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In 2012 17 members of the EU are already over 60% of the national GDP, being an
agreed mark in the Maastricht Treaty or in the Pact on growth and stability. It is
necessary to note that among such formally over indebted EU members are even
Germany and France. The amounts of sovereign debts of some most indebted EU
member states are not really substantial when one looks to the total amount of the
sovereign debts in the EU.

" Europe 2020
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Figure 6: Sovereign debts in the EU and country structure (2002-011)
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Total sovereign debt of Ireland, Greece, and Portugal together, if one takes EU as a
single entity, is just a small fraction of the total EU sovereign public debt. The debt of
the three countries is small even in comparison to the amount of the German’s
sovereign debt. Obviously such comparisons are not correct by the fact that each
nation, although part of the EU, is still sovereign in the area of national debts. On the
other side for a number of economic issues all members are having limited economic
sovereignty following the system of qualified majority voting in the Council of the EU.
That kind of conceptual contradiction is one of the formal reasons for difficulties in the
EU finding the way out of the crisis. The other part of the problem is in the
misunderstanding of the long term structural nature of the crises. The EU and it
member stets’ crisis is in fact substantially related to the long term problem of the—
structural — unemployment. Unemployment problem is accelerated by the impacts of
the increased global competition on the EU and its members’ markets. The neoliberal
policies used to overcome the crises in fact are not effectively dealing with the both
major EU problems.

3. CHALLENGES AND LESSENS OF GLOBALIZATION AND EU CRISIS

The Economic crises of thirties of last century (The Great Depression) was deepening
for some time because the diagnoses of it characteristics and its roots were mostly
wrong. The economic policy measures taken to overcome the crises were on such
grounds wrong too. The basic assumption was that the crisis is result of the too big
aggregate supply. The reason for such assumption was in the fact that many states tried
to introduce again the gold standard monetary system, where the quantity of money in
national circulation automatically varies in response to the balance of payments’
deficit/surplus levels and to the related change of the central bank gold reserves level.
On the other side economic historians usually attribute the start of the Great Depression
to the sudden devastating collapse of US stock market prices on October 29, 1929,
known Black Tuesday some dispute this conclusion, and see the stock crash as a
symptom, rather than a cause, of the Great Depression. However till the new economic
policy approach had been introduced by USA president Roosevelt with his New Deal,
following the Keynes suggestion of aggregate demand level importance, there was no
success in controlling and overcoming the crisis. Comparing such historic facts with
the present crisis specifics discovers a number of similarities which could help in the
efforts to find proper economic policy attitudes in solving of the EU present crisis.

Both crises were related to financial market collapse. In both cases old methods of
economic policies were used to overcome the crises. In the Great Depression liberal
concepts of automatic (gold based) regulation of the quantity of money in national
circulation. In the present EU crises neoliberal policy approach of reducing public
spending is used, combined with privatization and reducing government regulation of
the economy. As in the past equally today the “old” liberal approach is not offering
positive solution for the crises. Present neoliberal attitude is “old” because it was
introduced as a new paradigm in eighties of last century in the US and Great Britain so
well before present crises started. The economic policy concept develop that time was
liberal stressing the supremacy of the supply side of the economy. Such liberal, or
neoliberal approach (neo- due to the conceptual adjustments necessary because of
national and international market changes) is named “reganomics” or supply side
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economics. Supply side economics attitude in fact replaced mostly used economic
policy concept till then. The economic policy approach used from the Great depression
till the introduction of the supply side attitude was mostly based on neo-Keynesian
doctrine. It was the policy or doctrine developed by Lord Keynes who suggested that
the level of aggregate demand creates growth and employment. After the New deal
success, the “Keynesian” and “Neo-Keynesian” policy or doctrine was focused on
creating adequate aggregate demand level and more or less full employment as to
support properly high level of aggregate demand. High employment and higher level of
aggregate national demand were created or at least consistently supported by different
forms of the government intervention activities, including deficit public spending
increases. As it is evidenced such economic policies were implemented in a big number
of countries all around the world after the WW Il and up to the eighties of the last
century. Neo-Keynesian policy approach was practiced in a number of states, including
USA, Germany, and other countries. Parallel with the development of the economic
globalization impacts the neo-Keynesian policies were in great number of states
replaced by the policies similar to those used before the Great depression. Obviously
these policies were adjusted to the new economic environment and are so called
neoliberal policies.

To make it simple in overcoming of the negative impacts created by the Great
depression liberal policy was not effective. We can see similarities of these
developments in the present crisis. In the case of both crises the generally accepted
beginning of the crisis was the collapse of the financial market. In both cases liberal or
neoliberal policies were used to overcome the crises. In the Great depression only the
new policy approach made successful way out of the crisis. Could we believe that the
same may happen today? If it is so, what new policy approach could be acceptable?
The answer must probably be related to the new characteristics of the today’s markets
and competitive developments. Before further explaining the new approach let us try to
compere different historic economic policies or doctrines, to see which could be a good
choice for present crises in globalized and open competitive economic environment.
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Figure 7: Differences among selected contemporary economic doctrines

Conservative Neoclassical

Liberal Neoclassical

Neo-Keynesian

Innovation Economic Doctrine (IED)

Factor Doctrine (supply-side) Doctrine (Rubinomics)* | Economic Doctrine

Locus of Economic Supply-side (individuals Supply-side (individuals Demand-side Supply-side (organizations, enterprises,
Growth and organizations) and organizations) and “prosumers”)**

Sources of Economic | Accumulation of capital Accumulation of capital Spending Productivity and Innovation

Growth

Ultimate objective of | Consumers Consumers Workers All residents

policy

Principal economic

Growth and managing the

Efficiency and managing

Fairness and managing

Growth and innovations

policy goal business cycle the business cycle the business cycle
Key economic Allocation efficiency Allocation efficiency Consumer demand, full | Productive efficiency and adaptive
processes employment efficiency

Principle means

Lover top marginal tax
rates, lover tax rates on
capital, and reduce
regulation

Financial discipline,
reformed economic
regulation

Public spending,
progressive taxes,
Stronger regulation

Tax, expenditure and regulatory policies
to boost innovation, skills, investments
in new equipment, competition and
entrepreneurship

Trade theory

Free market boost locative
efficiency and consumer
welfare

Free market boost
locative efficiency and
consumer welfare but
government policies
should compensate those
hurt by trade

Trade can hurt the
workers and lower
consumers demand

Trade can bring gains principally
through competition and learning but for
it to be more effective policy must fight
mercantilist distortions and actively
promote innovation at home

Organization of Limited Limited, focused on the Large and powerful Reinvented government increased

Government basics government reliance on quasi-public organizations
and public private partnership

Note: * “Rubinomics” — was originally used to collectively describe the economic policies of President of the United States Bill Clinton. It is named after Robert E. Rubin,

former United States Secretary of the Treasury.

** “Prosumers”; interactive subject comprised of producers’ and consumers’ specifics.

Source: Robert D. Atkinson and David B. Audretsch; Economic Doctrines and Policy Differences: Has the Washington Policy Debate Been Asking the Wrong Questions?,
The Information Technology & Innovation Foundation, September 2008; p.13.
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Comparing the different historic doctrines with concepts contained in the relatively
new Innovation Economic Doctrine shows reasonable relevance of the new doctrine in
relation to the global economic environment characteristics and in relation to the roots
of the present EU crisis.

After the WW 1l the concepts of different national economic policies were based on
Keynes doctrine, or on the adapted neo-Keynesian doctrine. It is generally accepted
that policies which were following general concept of state regulation in the economy,
as suggested by neo-Keynesian doctrine, created welfare state effects in the USA,
Western Europe and in many other developed countries around the globe. The concepts
of state intervention in the economy were more or less followed and used till the mind-
eighties of the last century. That was the time of a change in governments’ practices by
introducing the “supply side economics” or “reganomics”® with growing concept and
practice of economic neo-liberalism. All of which include reducing; the role of state
(development) regulation, taxes (for rich) reduction, limiting social transfers, and
increasing military expenses. The change of the economic vision —doctrine — how to
run best national economic police was changed to neo-liberal approach because of
different reasons. Among them were accumulated economic inefficiencies during the
long periods of more or less intensive government intervention into the national
economies performance. General change of technology and its increasing dynamic,
together with more open national markets based on multilateral liberalization
introduced by agreements among the World trade organization members and among
different regional economic agreements, created and environment where neo-
Keynesian doctrine was replaced by neo-liberal doctrine. In the USA in Great Britain
and in some other countries the neo-liberally based economic policies produced
positive growth results for a number of years. On the other side neo-liberal policies
started to create growing unemployment and growing wealth differentiation within
many nations. We mentioned development of unemployment problems created within
the EU in the period of neoliberal doctrine implementation already. Growing
unemployment, different tax reforms and general neoliberal policy attitudes developed
among other effects increasing social and wealth differentiation in the EU states and in
number of states around the globe. Social and economic stability of the EU and a
number of other nations around the globe was increasingly threatened with the most
severe negative impacts created by the crisis started in autumn of 2008.

Neoliberal economic policy practices were not yet showing positive results in solving
unemployment and growing social differentiation problems. The dilemma about
introducing and using eventually some new doctrinal and practical approach, for better
solving of the present economic crisis, is evidently widely open. One of the options
could be to go back to some form of neo-Keynesian doctrine and policy. It is probably
not the best solution for a number of reasons. Among others reasons for limited chance
to go back to neo-Keynesian practices are the essential changes which are developed
during globalization and fast technology development in last 20 to 25 years. State
intervention focused on increasing of employment in neo-Keynesian form probably
could be successfully only in combination with some form of national or regional
protectionism. As it is known from economic history, protectionist approach could gain

& See: http://www.investorwords.com/4052/Reaganomics.html
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positive employment and growth results in short run mostly. But it is dangerous for
long term growth of the nation practicing protectionism. If such reasoning is adequate
then Innovation Economic Doctrine (IED) offers some solutions which might better
support creation of economic policies on national and EU levels to overcome the crisis
and its problems. The IED approach follows concepts related to the essence of
successful development of market based capitalistic societies.

The IED approach in fact follows the concepts and ideas contained in Joseph
Schumpeter’s classic 1942 book Capitalism, Socialism, and Democracy.® Writing
around the same time as Keynes, Schumpeter’s work had a decidedly different take on
the economy and on economics. For Schumpeter it was institutions, entrepreneurs, and
technological change that were at the heart of economies and economic growth.
Schumpeter explained: “The essential point to grasp is that in dealing with capitalism
we are dealing with an evolutionary process...the fundamental impulse that sets and
keeps the capitalist engine in motion comes from the new consumers’ goods, the new
methods of production or transportation, the new markets, the new forms of industrial

organization that capitalist enterprise creates”.*

Not going into detailed commenting of different doctrinal approaches used in recent
past national economic practices (Figure 7) we believe that for the EU to get out of the
crises probably Neo-Keynesian Economics Doctrine or IED approach or a combination
of the two, could be better suited solution as is the presently generally practiced neo-
liberal approach. One of the facts supporting the use of IED in future EU policy
practices is based on the EU past formally accepted economic policy approaches
contained in both development strategic documents of the EU.™ Both in fact are at list
to some extend in conceptual opposition with the practices used to overcome the EU
crisis in the last few years. Additional argument supporting considering IED approach
or its combination with Neo-Keynesian approach in coping with the crisis is generally
proclaimed support to the use of the solidarity rules among the EU member states. The
EU accepted and proclaimed social and interstate relation standards are in fact part of
attitudes offered in the context of the neo-Keynesian or of the IED approaches.
Comparing neo-Keynesian and the IED approach suggests that the last approach is
probably better suited to deal effectively with the contemporary structural
unemployment problems, with the growing openness of the economies and with the
global growth of competitive pressures.

4. CONCLUSIONS

EU and its member states are part of the global economic development problems which
has started to develop with the financial market crises in autumn of 2008. Globally and
in the EU individual states are differently hit by the crisis impacts. States are as well

® Schumpeter, Joseph; Capitalism, Socialism, and Democracy , New York: Harper, 1942

1% bid., 82-83

" The so called Lisbon EU development strategy (http://en.wikipedia.org/wiki/Lisbon_Strategy ) and present
EU strategic development document (http://en.wikipedia.org/wiki/Europe_2020 ), both containing proposals
and suggested instruments how to support R&D activities and how to take care of growth and unemployment
by some EU and national economic policies.
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differently successful in dealing with the problems of unemployment growth, growing
amounts of sovereign debts and declining or even negative economic growth rates.
Activates and decisions collectively accepted on the EU level, to make EU and €
stronger, and to bring them out of the crisis, are unfortunately not too effective and are
generally too slow in their acceptance and implementation processes. Some of related
EU crisis problems are additionally tribute to the history and nature of the EU
development and of its past decisions taken in the process of enlargement and
deepening of the integration. Beside of a number of the “objective” problems like
national, historic, cultural, and other differences, complex, and changing institutional
structure, etc., make EU objectively slower and less efficient in coping with the crises.
Additional problem of the EU in handling the crisis is probably related to not the best
selected economic policy orientation. Generally appreciated and implemented
neoliberal background of economic proposals and actions unfortunately has not been
creating good growth results or increased employment. Historic experience with
overcoming the Great depression and the lack of positive results in overcoming present
EU crisis suggest a reasonable need for introduction of a new economic doctrinal
approach.

To improve success in coping with the crises one of the acceptable options for the EU
could be to concentrate more on effective use and respect of all institutional and
procedural environments which are already in place. Permanent searching for new
institutional and formal EU environment (examples are: the president Barros proposal
of creating a federation of national states'? in June 2012, or a numerous suggestions
about Lisbon Treaty adjustments and changes, etc.) eventually take to much energy and
interest from actual problems related to the crises solving. Beside suggestion to develop
more pragmatic approach and practice in utilizing all formal and institutional options
which the EU has already in place, there is additionally a need to change the
understanding and dealing with the crisis on national and on the EU levels.

The present, mostly neoliberal economic policy approach to dill with the crisis in the
EU and the in most of the member states is probably not best suited to the real roots,
nature, and specifics of the present crisis. Comparing different practiced and known
approaches in selecting the best economic policies in dealing with the crisis, we reason
that IED approach could be one of the most effective. Reasons for such estimate are
related to the fact that IED approach considers most of the present “novelties” related
to the impacts of globalized competition, of the increasing number of standardized
products, and of huge technological progress impacts on changes in all societies and
economies. Focusing on new solutions in handling the economic and social aspects of
the crisis, could be additionally supported by historic experience. In the last century the
Great depression was overcome in fact only on the bases of the new approach
contained in the proposals of Lord Keynes and which was practically implemented by
the USA President Roosevelt’s New Deal.

IED approach eventually offers ideas and concepts for the EU development of a
specific European “New Dead” for crisis overcoming. Debates and evaluations of such
proposal probably should not be rejected without serious and standing arguments.

12 http://www.euractiv.com/priorities/barroso-seeks-public-space-launc-news-514761
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CONVERGENCE OF CORPORATE GOVERNANCE PRACTICE
IN EUROPE - EVIDENCE FROM SEE COUNTRIES

ABSTRACT

Corporate governance is one of the most important themes of debate in today’s modern
business world. Understanding the impact of governance principles on business
efficiency and competitiveness is of crucial importance. Hence, harmonization of the
rules relating to company law and corporate governance, as well as to accounting and
auditing, is essential for creating a single market for financial services and products —
one of the key elements of EU agenda. Focus of this paper is insight to convergence of
corporate governance practice in selected countries of SEE (Bosnia and Herzegovina,
Croatia, Serbia and Montenegro) with the EU action plan. In order to determine
course of development of corporate governance institutions in selected countries we
have observed specific corporate governance codes, as indicators of development of
corporate governance practice. By understanding convergence processes and level of
convergence it will be possible to recommend trajectory for future development of such
kind of legal regulative in observed countries and diminish the gap between current
state of affairs and EU practices.

Key words: corporate governance, SEE, convergence, EU

JEL classification: G34, 052

1. INTRODUCTION

Economic growth in transition countries was in last 20 years quite lower than expected
at the beginning of transition period (Gregori¢, Prasnikar, Ribnikar 2000, Tipuri¢ et all,
2012). Transition countries of South and Eastern Europe (SEE) can significantly differ
according to present institutional framework but they still share historical context as
well some other common characteristics. All countries have or they have had big
number of corporations in state ownership which needed to go through process of
restructuring. Besides that, it was important to introduce changes in dysfunctional legal
system as well as to build fundamental institutions from the beginning (Berglof, von
Thadden, 1999). According to Stieglitz lack of good corporate governance is one of
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most important reasons why in many transition countries new owners of privatized
companies found it more profitable to tunnel out valuable assets than to invest in
development (Stieglitz, 1999).

Convergence in corporate governance across countries has been a subject of interest
and controversy in a variety of disciplines. Despite the vigorous intellectual position of
the proponents of convergence, there is only limited evidence to indicate that such
convergence is actually occurring. Even when there is ostensible convergence, much of
it is convergence in form rather than substance, and governance convergence is not a
context-free phenomenon (Yoshikawa, Rasheed 2009.).

The nature and content of the corporate governance framework varies from jurisdiction
to jurisdiction depending on the different legal traditions across the SEE countries.
Nevertheless, these laws need to comply with international standards and best
practices as they give a perception of the soundness of the legal framework and
the degree of investors’ protection in a given country.

Focus of this paper is insight to convergence of corporate governance practice in
selected countries of SEE, namely Bosnia and Herzegovina, Croatia, Serbia and
Montenegro. As a reference point we have used the EU action plan in addition to well
known OECD principles of corporate governance and EBRD Core Principles of a
Corporate Governance Framework. In order to determine course of development of
corporate governance institutions in selected countries we have observed specific
corporate governance codes, as indicators of development of corporate governance
practices and consequently their convergence.

2. IMPORTANCE OF CORPORATE GOVERNANCE IN TRANSITION
ECONOMIES OF SEE

Corporate governance should give answers to questions about who supervises the
corporation and why (Kaen, 2003), how the corporation is managed and in whose
interest (Blair, 1995) and in which manner changes in corporate control positions occur
(Tipurié, ed., 2011).

Good corporate governance is composed out of rules and practices that govern the
relationship between the managers and shareholders of corporations, as well as
stakeholders like employees and creditors - contributes to growth and financial stability
by underpinning market confidence, financial market integrity and economic
efficiency.

Corporate governance encompasses the mix of internal and external factors that build
the relationship among owners and professional managers who have mutual
responsibility for the corporation and for the stakeholders. Since it provides the
structure through which the objectives of the company are set, and the means of
attaining those objectives and monitoring performances (OECD, 2004), corporate
governance thus can be defined as a kind of management of the management or meta-
management (Tipuri¢, ed., 2011).
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Way in which country regulates relation between shareholders and managers
significantly differs, mostly on the level of different economic situations and national
traditions. That is especially correct for nations of south and eastern Europe that in the
period of last twenty years went though fundamental political and economic changes
(Mallin, Jelic, 2000). Corporate governance systems of these transition countries share
several common characteristics (Pucko, 2005). Firstly, supervisory and executive
functions are rarely separated due to the fact that executive managers are often most
influential shareholders. Secondly, even in case when managers do not have significant
ownership of the company they try to establish significant level of control though
concentration voting rights. Thirdly, there is significant influence of workers in
corporate governance structures. And finally, supervisory boards of companies in
transition European economies are rarely composed of experts.

Recent and current legal and regulatory reforms have improved the corporate
governance institutional framework of many SEE countries by providing better
protection against abuse. Several national initiatives to issue guidelines, statements of
best practice or to set up specialized good corporate governance tiers on the stock
exchange have contributed to raising awareness and improving practices. Investors
have become more aware of the issues and have pressed for change, while some large
corporations have changed their practice for the better. Finally, stock exchanges and
securities regulators have reinforced their monitoring of companies’ conduct and have
taken the lead in corporate governance reforms.

3. THE PROSPECTS FOR GLOBAL CONVERGENCE IN CORPORATE
GOVERNANCE

The increasing economic globalization has fuelled vivid debates on the similarities of
and differences between national corporate governance systems and the barriers to the
development of a single system of corporate governance (McCahery et al. 2002). The
key questions are whether a particular national corporate governance system has a
competitive advantage over all other systems, and if yes, whether other systems ought
to move towards it. These are important questions as the choice of corporate
governance regime has an impact on the availability and cost of capital, corporate
performance and the distribution of corporate value in a country (Goergen, Martynova,
Renneboog, 2005).

Some 15 years ago comparative research has shown that, even at the level of the largest
firms, corporate ownership structure tends to be highly concentrated, with dispersed
ownership structures characterizing only the Anglo/American context. More recently,
economists working on the privatization of transitional economies have focused on the
difficulties in establishing viable securities markets. They have concluded that common
law regimes vastly outperform civil law regimes in fostering the development of equity
markets. That way of thinking led to an alternative "legal" hypothesis for the observed
dichotomy between concentrated and dispersed ownership: namely, only those legal
systems that provide significant protections for minority shareholders can sustain active
equity markets (Coffee, 1999). This "legal" hypothesis is the mirror image of the earlier
noted "political” theory of corporate finance: under the "legal" hypothesis, dispersed
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ownership evidences not the overregulation of institutional investors, but the law's
success in encouraging investors to accept the status of minority owners (Hruska,
2010).

These two contrasting theories yield very different predictions about the likelihood that
globalization will produce significant convergence in corporate governance (Coffee,
1999). Emphasizing the inertial impact of path dependency, proponents of the former
political theory have focused on the barriers to formal convergence and been skeptical
of the prospects for legislative change. Proponents of the "legal" hypothesis have yet
advanced no logical corollary to their arguments, but this article examines an
alternative and more likely route to significance convergence in corporate governance:
namely, functional convergence attained, first, through the migration of foreign issuers
to the U.S. securities markets and, second, through international harmonization of
securities regulation and disclosure standards.

Since the mid-1990s, there has been much talk of the convergence of corporate
governance systems to Anglo-American standards, and several trends have pointed in
this direction. However there is even some evidence that US/UK corporate governance
is also converging to European standards through the concentration of ownership,
increasing levels of insider ownership, the separation of management and control in
more independent boards, the deregulation of the banking system and the increasing
importance of stakeholder concerns (Thomsen, 2003). Support for the mutual
convergence hypothesis is found in a statistical study on the evolution of ownership
concentration in 2,238 companies during the 1989-1998 period. Ownership
concentration, which is substantially higher in Continental Europe than in the United
States and the United Kingdom, has been increasing in the United States and the United
Kingdom and decreasing in Europe. However, the process is slow, and even if the
observed trends were to persist, differences in corporate governance between Europe
and the United States would persist for decades.

La Porta, Lopez-de-Silanes, Shleifer and Vishny argue in a series of papers (La Porta et
al. 1998, 1999) that diversity in corporate governance around the world results from
attempts by stockholders to overcome poor legal investor protection (Guillén, 1999).
Thus, ownership concentration is a frequent way in which investors try to gain power
in order to protect their interests. Using detailed data from nearly 50 countries, La Porta
et al. (1998) identify four legal traditions—French (which includes the French, Spanish
and Portuguese spheres of colonial influence), German (Central Europe and Japan),
Scandinavian, and Common Law (the Angloamerican world)—which help explain
patterns of variation.

There are at least three arguments that provide a rationale against the assumption that
the American governance system—characterized by its shareholder-centered corporate
governance model with weak financial intermediaries and well-developed capital
markets—is unlikely to take over the world any time soon. First, corporate governance
systems are tightly coupled with regulatory traditions in the areas of banking, labor, tax
and competition law that are unlikely to be modified in the near future. Second,
corporate governance systems do not exist in isolation of other institutional features
directly related to the ways in which firms compete in the global economy. Third,
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global pressures on corporate governance practices are mediated by domestic politics in
ways that make convergence across countries rather unlikely (Guillén, 1999).

4. CONVERGENCE POINTS OF REFERENCE FOR CORPORATE
GOVERNANCE IN SEE COUNTRIES

As it is well known there are two polar systems of corporate governance: the market-
based system and the blockholder-based system. The former prevails in the UK, US
and the Commonwealth countries, and relies on legal rules largely resulting from case
law and on the effective legal enforcement of shareholder rights. The blockholder-
based system of Continental Europe relies on codified law and emphasizes rules
protecting stakeholders such as creditors and employees (Goergen, Martynova,
Renneboog, 2005).

Between those two antipodes there is a myriad of possibilities for every country to
organize its own system of corporate governance. SEE counties have a specific
historical context, determined with recent struggles for independence and economic
downturn. Question that each transition country had to think about at the beginning of
its market economy path is which way to go? In what way should a country develop its
market economy institutions — from legal system to capital market system?

Also an important question in this regard is how far the economies of south-eastern
Europe resemble or differ from other emerging markets, and indeed how far they
resemble each other. Economies that we observe in this paper vary in political and
security contexts, stages of development, and financial maturity. But they have
elements in common that suggest a potential for cross-country learning. They have
been progressing towards a common goal of EU accession, they share legacies of
transition and they have been experiencing a rapid opening to capital (Herzberg,
Watson 2007).

In order to facilitate development of consistent corporate governance frame in their
areas of influence many institutions have published their own recommendations and
trajectories of development. We are presenting three most influential reference points
for corporate governance system development in SSE countries — OECD’s Principles
of corporate governance, EBRD’s core principles for a Corporate governance
framework (CGF) and an EU action plan - Modernising Company Law and Enhancing
Corporate Governance in European Union.

The OECD provides a forum in which governments can work together to share
experiences and seek solutions to common economic, social and environmental
problems. During the last decade, the OECD has taken the lead among international
organizations to promote good corporate governance. The OECD Principles of
Corporate Governance has become the global benchmark, accepted in OECD and
nonOECD countries alike.

The OECD Principles of Corporate Governance provide specific guidance for
policymakers, regulators and market participants in improving the legal, institutional
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and regulatory framework that underpins corporate governance, with a focus on
publicly traded companies. They also provide practical suggestions for stock
exchanges, investors, corporations and other parties that have a role in the process of
developing good corporate governance. The OECD Principles were originally issued in
1999 and have since become the international benchmark for corporate governance,
forming the basis for a number of reform initiatives, both by governments and the
private sector. The Principles were revised in 2003 to take into account developments
since 1999, through a process of extensive and open consultations, and drawing on the
work of the Regional Corporate Governance Roundtables for non-OECD countries.
The new Principles were agreed by OECD governments in April 2004.

The Principles cover six key areas of corporate governance - ensuring the basis for an
effective corporate governance framework; the rights of shareholders; the equitable
treatment of shareholders; the role of stakeholders in corporate governance; disclosure
and transparency; and the responsibilities of the board.

Another reference point for development of corporate governance in SEE countries are
the EBRD’s recommendations. As a major lender and investor in enterprises domiciled
in the countries of south and Eastern Europe the European Bank for Reconstruction and
Development (EBRD) made an effort to improve corporate governance standards. This
need has led the EBRD to define a set of 10 core principles for a corporate governance
framework (CGF). These principles are based on international standards and best
practices, and therefore can assist in assessing a country’s CGF in identifying the need
for reform. These principles are meant as guidelines only and identify the results to be
achieved rather than the process by which to achieve them.

The major corporate governance principles set for by the EBRD are (1) A CGF should
aim promote business ethics, fairness, transparency, accountability, responsibility and
market efficiency, (2) A CGF should be flexible and enforceable (3) A CGF should
ensure clear division of tasks, rights and responsibilities between management and
shareholders, (4) Shareholders should have easy access to their rights. (5) Shareholders
of the same class should be treated equally, (6) Stakeholders should have the
opportunity to obtain effective redress for violation of their rights, (7) A CGF should
ensure timely, accurate and verified information disclosed to all Stakeholders, (8) The
shareholding structure of a company should be transparent, (9) A CGF should put in
place a structure able to independently verify and safeguard the integrity of a
company’s financial reporting (10) the management should act at all time in the
interests of the company and the shareholders.

Document named Modernising Company Law and Enhancing Corporate Governance
in European Union — A Plan to Move Forward was issued in 2003 by the Commission
of the European Communities in order to enhance and converge corporate governance
practice in the European Union.

The main objectives of the Action Plan are to strengthen shareholders' rights and

protection for employees, creditors and the other parties with which companies deal,
while adapting company law and corporate governance rules appropriately for different
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categories of company; to foster the efficiency and competitiveness of business, with
special attention to some specific cross-border issues.

The European regulatory framework for company law and corporate governance was to
be modernised for the following reasons: the growing trend for European companies to
operate cross-border in the Internal Market, the continuing integration of European
capital markets, the rapid development of new information and communication
technologies, the forthcoming enlargement of the EU to 10 new Member States, and
the damaging impact of recent financial scandals (e.g. Parmalan in Italy and Enron in
USA).

The Action Plan was prioritized over the short-term (2003-2005), medium-term (2006-
2008) and long-term (2009 onwards), and indicated which type of regulatory
instrument should be used for each proposal, with approximate timescales.

The Action Plan is based on a comprehensive set of legislative and non-legislative
proposals, under the following headings: corporate governance capital maintenance and
alteration, groups and pyramids, corporate restructuring and mobility.

Most important corporate governance issues proposed by Action Plan are: (1)
introduction of an Annual Corporate Governance Statement. Listed companies should
be required to include in their annual documents a coherent and descriptive statement
covering the key elements of their corporate governance structures and practices; (2)
development of a legislative framework aiming at helping shareholders to exercise
various rights (for example asking questions, tabling resolutions, voting in absentia,
participating in general meetings via electronic means). These facilities should be
offered to shareholders across the EU, and specific problems relating to cross-border
voting should be solved urgently; (3) adoption of a Recommendation aiming at
promoting the role of (independent) non-executive or supervisory directors. Minimum
standards on the creation, composition and role of the nomination, remuneration and
audit committees should be defined at EU level and enforced by Member States, at
least on a "comply or explain" basis; (4) adoption of a Recommendation on Directors'
Remuneration. Member States should be rapidly invited to put in place an appropriate
regulatory regime giving shareholders more transparency and influence, which includes
detailed disclosure of individual remuneration; (5) creation of a European Corporate
Governance Forum to help encourage coordination and convergence of national codes
and of the way they are enforced and monitored.

Other corporate governance initiatives proposed in the Action Plan cover: achieving
better information on the role played by institutional investors in corporate governance;
giving further effect to the principle of proportionality between capital and control;
offering to listed companies the choice between the one-tier and two-tier board
structures; and enhancing directors' responsibilities for financial and key non-financial
statements. The Action Plan notes that there is a strong medium to long term case for
aiming to establish a real shareholder democracy and that the Commission intends to
undertake a study on the consequences of such an approach.
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5. NATIONAL CODES OF CORPORATE GOVERNANCE ASA TOOL FOR
CONVERGENCE

The EU Action plan pronounces that the EU Commission does not believe that a
European Corporate Governance Code would offer significant added value but would
simply add an additional layer between international principles and national codes.
However, a self-regulatory market approach, based solely on non-binding
recommendations, is not sufficient to guarantee sound corporate governance. In view of
the growing integration of European capital markets, the European Union should adopt
a common approach covering a few essential rules and should ensure adequate
coordination of national corporate governance codes. This directive also moves
corporate governance framework towards voluntary disclosure trough national
corporate governance codes.

Corporate Governance Codes contribute to raising national corporate governance
standards and practices by adding voluntary requirements to the national framework’s
statutory provisions.

One of the essential differences between corporate governance codes and traditional
company law is that even if the code is binding as a requirement — which is rarely the
case — it is not binding as to substance. This feature lies at the basis of the famous
“comply or explain” principle. Firms subject to the code are invited or obliged to
adhere to the code: in practice, they cannot “just say no”. However, they are not bound
to follow the provisions of the code on any given item.

If the company do not want to it may comply to specific part of the code they state their
reasons. This is the “explain” alternative. According to the “comply” principle, by
stating the objectives that a company wants to achieve, codes introduce significant
flexibility in the system, and allow them to take account of the myriad of individual
situations Codes are an incentive for companies to grow towards better governance
practices, without having to revolutionise their internal structures and procedures.

There are a number of advantages to the ‘comply or explain' approach. Its inherent
flexibility means that it is possible to set more demanding standards that can be done
through hard rules. Experience has shown that the vast majority of companies attain
these standards. In addition, requiring companies to report to shareholders rather than
regulators means that the decision on whether a company's governance is adequate is
taken by those in whose interest the board is meant to act.

There are different types of codes: they can be the product of private or public
initiatives, they can be endorsed by the government, a Securities Commission or stock
exchange; they can be incorporated into secondary legislation or listing requirements;
they can have the form of mere recommendations or include a “comply-or-explain”
clause, requiring companies to issue statements with their Annual Report.

The basic requirements of the institutional and legal/regulatory framework needed to

support effective corporate governance are an integral part of the corporate governance
codes. They include principles for developing such a framework and address the need
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for laws and regulations which are both enforceable and are backed by effective
enforcement agencies. Experience around the world shows that although the powerful
concept of a listed company has been successfully introduced in many countries, the
accompanying legal and regulatory system has often lagged, leading in some cases to
abuse of minority shareholders and to reduced growth prospects when financial
markets lose credibility - or fail to achieve it in the first place.

Code of corporate governance in Croatia was first issued in 2007 by the HANFA —
Croatian Financial Services Supervisory Agency and Zagreb Stock Exchange. Updated
version was put into effect on 1 January 2011. Serbian Code was introduced by the
Belgrade Stock Exchange in 2008. In Republika Srpska, part of the Bosnia and
Herzegovina, first Code named Standards of Corporate Governance was adopted by the
Securities Commission of the Republika Srpska in 2006 and updated version was
enacted in 2011. In Montenegro the Code adopted in 2009 by the Montenegro Stock
Exchange. Actually the Code was the result of cooperation between the Montenegro
Stock Exchange and the IFC. IFC, a member of the World Bank Group, has been
implementing a Corporate Governance Program in Southern Europe, covering Albania,
Bosnia and Herzegovina, Macedonia and Serbia. The overall financing has been
provided by the State Secretariat for Economic Affairs of Switzerland (SECO). All
these standards of corporate governance are set on the basis of the principles of
corporate governance adopted by the OECD.

Additional note should be made about corporate governance in Boshia and
Herzegovina. Corporate governance is enacted at the Entity level. In practice, two
distinct corporate governance regimes exist and each Entity has its own Securities
Commission and framework of primary and secondary legislation. According to the
results of the EBRD’s 2007 Corporate Governance Sector Assessment, the FBiH
recently made important amendments to this act to align it with EU legislation.
According to this law, joint stock companies are organised under a two-tier system,
where the general shareholders meeting appoints the supervisory board and the latter
appoints the management board (EBRD, 2010).

6. MAJOR DIVERGENCE ISSUES WITHIN SELECTED SEE COUNTRIES

The purpose of this Comparative Study is to further the understanding of
commonalities and differences in corporate governance practices among SEE countries
through an analysis of corporate governance codes and - to a limited extent - relevant
elements of the underlying legal framework. This Study identifies and compares
existing corporate governance codes in four SEE countries that may affect the
operation of companies within the area.

Although there are many similarities we have identified several major divergence

points. They are the segment of shareholder rights and participation mechanics; board
structure; disclosure and finally in the area of board committees and responsibilities.
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6.1. Shareholder rights and participation mechanics

The laws and regulations relating to the equitable treatment of shareholders, including
minority rights in take-overs, squeeze-outs and other transactions controlled by the
company or the majority shareholders, vary significantly among observed SEE
countries.

Notice of and participation in shareholder general meetings, and procedures for proxy
voting and shareholder resolutions also vary significantly. Such variations in laws and
regulations, especially as relates to shareholder participation rights, likely pose barriers
to cross-border investment, and may cause a not-insignificant impediment to eventual
successful blending in to a single unified capital market in the European Union (Clark
2007). To the extent that codes address these issues, they generally call for
shareholders to be treated equitably; for disproportional voting rights to be avoided or
at least fully disclosed to all shareholders; and for removal of barriers to shareholder
participation in general meetings, whether in person or by proxy.

Table 1: Comparison of participation mechanics in observed SEE countries

National CG code One share-one vote
Croatia Yes
Bosnia & Herzegovina Yes
Serbia No
Montenegro No

6.2. Board structure

Major corporate governance difference embedded in law relates to board structure —the
use of a unitary versus a two-tier board. However, notwithstanding structural
differences between two-tier and unitary board systems, the similarities in actual board
practices are significant. Both types of systems recognise a supervisory function and a
managerial function, although the distinctions between the two functions tend to be
more formalised in the two-tier structure. In making this decision, general perspective
should consider what is best for that particular company. For example, a unitary board
may be more suitable if investors of the company understand the unitary board system
better (Clark 2007). Whichever system is adopted, the board should ensure that it
explains the structure to investors so that they can understand and appreciate how the
system works and how the board sees its role.

Generally, both the unitary board of directors and the supervisory board (in the two-tier
structure) are elected by shareholders although, as explained above, in some countries
employees may elect some supervisory body members as well. Typically, both the
unitary board and the supervisory board appoint the members of the managerial body -
either the management board in the two-tier system, or a group of managers to whom
the unitary board delegates authority in the unitary system (Tipuri¢ et al 2011). In
addition, both the unitary board and the supervisory board usually have responsibility
for ensuring that financial reporting and control systems are functioning appropriately
and for ensuring that the corporation is in compliance with law.
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Table 2: Comparison of board structure in observed SEE countries

National CG code Board structure
Croatia both
Bosnia & Herzegovina two-tier
Serbia one-tier
Monte Negro one-tier

6.3. Disclosure

Disclosure requirements continue to differ even among EU Member States (EC, 2002).
However, across the EU Member States, the amount of disclosure about corporate
governance practices is increasing and there is a converging trend regarding the type of
information disclosed. In part, this is due to efforts to promote better regulation of
securities markets and broad use of International Accounting Standards. Consolidation
and coordination among listing bodies may encourage further convergence.

The code movement has also played a role in heightening awareness about the
importance of disclosure to shareholders. There appears to be a developing “hardening
of norms” concerning disclosure of individual executive and director remuneration
across the EU Member States. As an example of disclosure efforts we can empathizes
calendar of important events that certain national codes propose as important and other
do not.

Table 3: Comparison of disclosure practice

National CG code Calendar of important events
Croatia Yes
Bosnia & Herzegovina Yes
Serbia No
Montenegro No

Board committees and responsibilities. It is fairly well accepted in law that many
supervisory body functions may be delegated, at least to some degree, to board
committees. The codes reflect a trend toward reliance on board committees to help
organize the work of the supervisory body, particularly in areas where the interests of
management and the interests of the company may come into conflict, such as in areas
of audit, remuneration and nomination. While recommendations concerning
composition of these committees may vary, the codes generally recognize that non-
executive and, in particular, independent directors have a special role to play on these
committees.
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Table 4: Comparison of comities that a board should form

National CG code Comities that a board should form
Croatia Appointment commitie
Renumeration commitie Revision commitie
Bosnia & Herzegovina | Appointment commitie
Renumeration commitie

Serbia Appointment commitie
Renumeration commitie
Montenegro Appointment commitie

Renumeration commitie Revision commitie

7. CONCLUSION

Changing governance structure might be slow except in times of financial crisis,
increased public scrutiny and reforms (Bozec, Dia, 2012). EU Accession — with its
potential for trade and investment integration, and an acquis-based strengthening of
institutions — improves the chances of good outcomes. But deep structural reforms, as
well as sound fiscal and prudential policies, are essential to foster sustainable growth
and to avoid financial stress.

The credibility of SEE corporate governance practices, the development of financial
markets and the improvement of the investment climate will depend on further reforms
of the corporate governance institutional framework, the reinforcement of
implementation and enforcement by the regulatory authorities and eventually,
improvements in private sector practices. Momentum has to be maintained to deepen
the scope and impact of recent reforms, to complete them and, more importantly, to
make them enforceable.

Governance changes seem to be primarily attributable to the quest for greater
efficiency in governance and enhanced legitimacy in capital markets. However, local
forces such as institutional embeddedness and politics can hinder governance changes
or create “hybrid” practices (Yoshikawa, Rasheed 2009.). Asking “what is the best
corporate governance model” could seem like a futile endevour. Rather, countries
develop corporate governance models that fit their legal, institutions, political
circumstances, and position in the global economy. Moreover, convergence is unlikely
because any process of change, whether induced by globalization or not, takes place in
a political context, which is in the observed countries quite complicated.

We can conclude that the debate as to the worldwide convergence of corporate
governance regimes is still ongoing. A growing number of studies predict global
convergence of corporate governance regimes either via changes in the regulatory and
institutional framework or via contractual arrangements. However, the predictions of
these studies depart substantially from each other with respect to the motives for and
the direction of convergence (Goergen, Martynova, Renneboog, 2005). While
regulatory and institutional convergence may be driven by motives of economic
efficiency, contractual convergence may be driven by other motives such as managerial
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entrenchment (Tipuri¢ et al, 2011). Given the infancy of our efforts to understand the
impact of convergance on corporate governance, it seems sensible to ask for more
studies using a comparative approach. The differences and similarities across different
settings ought to give us a handle on the patterns according to which the causes and
effects of convergence change from one setting to another. Without a comparative
approach, the literature on convergence of corporate promises to remain puzzling and
contradictory.
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ADMINISTRATIVE ABSORPTION CAPACITY FOR THE EU
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ABSTRACT

The paper examines the problem of absorption capacity in Croatia, namely extent to
which it is able to fully spend the allocated financial resources from the EU funds in an
effective and efficient way. While the absorption capacity has restrictions on both
demand and supply side, the paper focuses predominantly on the supply side of
absorption capacity, moreover on the administrative absorption capacity. Namely,
looking at the supply side the absorption capacity is determined by following three
main factors:

1. Macro-economic absorption capacity is defined and measured in terms of GDP e.
g. the upper limit for EU. For the Structural funds (SF) and Cohesion Fund (CF) is
defined as (4) % of the GDP of the respective country;

2. Financial absorption capacity is defined as the ability to co-finance EU supported
programs and projects;

3. Administrative absorption capacity is defined as the ability and skill of central,
regional and local authorities to prepare suitable plans, programs and projects in
due time, to decide on programs and projects, to arrange the co-ordination among
partners, and to finance and supervise implementation properly.

The administrative absorption capacity is determined by design of the whole

implementation system and also by its functioning.

Taking into account the absorption capacity definition it is confirmed that it is
influenced mainly by the administrative-managerial capabilities. Problems of
administrative absorption capacity depend heavily on national institutional factors
related to the real structure of the economy, the administrative capacity, the political
system, and the economic policies. Analysis of the administrative absorption capacity
of EU pre-accession programs includes several factors, namely structure (relates to the
clear assignment of responsibilities and task of legal body), human resources (relates
to the ability to detail tasks and responsibilities for all relevant actors in the system),
systems and tools which relate to the availability of instruments, methods and
procedures.
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The precise measurement of the effectiveness of pre-accession programs, as well as of
the absorption capacity is often hampered by the unavailability of indicators. The
impact of EU assistance aimed at strengthening the public administration is more
difficult to assess, because structural changes take longer to generate and more often
suffer from the lack of systematic evidence. Therefore, using the questionnaire on the
level of the Croatian municipalities the adequate indicators of the administrative
absorption capacity were defined. The effectiveness of absorbing EU funding on
national level was also presented in different ways such as: the share of committed
funds, the share of signed funds (contracting rate) etc.

Key words: absorption capacity, pre-accession programs, structural funds,
administrative absorption capacity

JEL classification: F3

1. INTRODUCTION

Absorption of the European Union (EU) financial assistance is of the exceptional
political, financial and economic importance not only for the candidate countries, but
for a Member States as well. Croatia, as candidate country is confronted with the
challenge to ensure high absorption of the EU assistance, currently from the pre-
accession programs while with EU membership from the Structural Funds and
Cohesion Fund. The ability to use EU financial assistance, defined as ‘absorption
capacity’ are needed at all levels in order to improve overall functioning of the system,
as well as to be prepared for the EU funding that will greatly increase (almost tenfold).
The EU financial assistance in the pre-accession phase totaled approximately EUR 1
billion while with the full membership is expected to secure another EUR 8-12 billion
over the 2014-20 period®. Capturing the post-accession assistance would depend on the
Croatia’s absorption capacity to effectively disburse and use allocated future funds.
From the several dimension of the absorption capacity, the administrative absorption
capacity, if not adequately tackled, can be of a major obstacle to Croatia’s absorption
of post-accession funds. Therefore, the analysis of the administrative absorption
capacity seems to be adequate field of the research. The aim of the paper is to analyzed
administrative absorption capacity, having a special emphasis on the municipality
level.

The paper is divided in four parts. Firstly it proceeds with the short description of the
EU financial assistance. Basic characteristics of the pre-accession programs and
Structural Funds are presented. Second part is devoted to the concept of absorption
capacity and contains short overview of the literature on absorption problem. Third part
deals with administrative absorption capacity in Croatia. Croatia is due to become the
EU’s 28" Member on July 1, 2013 so not much time is left to address issues of

! The ultimate financial outcome depends on the conclusion of the overall EU budget talks for the next
financial perspective, 2014-2020.
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absorption and management of the Structural Funds. At the end of the paper is
conclusion with some suggestions for the possible future work.

2. EUROPEAN UNION FINANCIAL ASSISTANCE

Financial assistance of the EU is aid from the EU budget given to the certain countries.
If it is a case of a Member State that the assistance is coming from several funds
funding a special type of intervention and region, while during the period before a
membership the country is eligible to get assistance from different types of programs.

2.1. Pre-accession programs

Pre-accession programs are part of the accession process with the main purpose to
support the negotiation process and enable candidate countries for the membership in
the EU. The aim of the EU pre-accession programs is to prepare candidate countries to
adopt the EU laws and policies in order to achieve full economic integration and social
cohesion. The European Union has been established pre-accession programs to support
a preparation of the candidate countries in order to fulfil the membership criteria,
including a financial management of Structural Funds.

In the pre-accession period EU financial assistance is received from the several
financial instruments so called PHARE, ISPA, SAPARD and IPA programs. PHARE
(Poland and Hungary Aid for Reconstruction of the Economy) was created in 1989 to
assist Poland and Hungary, but later on it was extended to cover all other candidate
countries. ISPA (Instrument for Structural Policies for Pre-accession) and SAPARD
(Special Pre-accession Assistance for Agriculture and Rural Development) were
introduced within the framework of Agenda 2000 which set strategic and financial
directions of the EU in the period of 2000-2006. All three instruments were intended to
support candidate countries in adoption of the acquis, institutional building and
preparation for the future participation in the EU’s structural and cohesion policy. IPA
(Instrument for Pre-Accession Assistance) was introduced in 2007 for the
programming period until 2013 and it replaced all three pre-accession programs. IPA
brings together for the first time in a single framework EU financial assistance to
candidate countries while having the main objective to help the beneficiary country to
implement the reforms needed to fulfil the EU requirements. Institutional framework
under IPA is similar to the institutional framework in the Cohesion/Structural Funds so
IPA presents for the candidate and potential candidate countries kind of ‘training field’
for membership. Therefore, the sound management of IPA under decentralized manner
gives assurance that the country is ready to manage and implement EU funds. IPA is
structured into five components of which potential candidate countries could benefit of
two components only, while the candidate countries have access to all five IPA
components. IPA financial assistance model is similar to the one of Structural Funds,
namely to European Regional Development Fund (ERDF) and the European Social
Fund (ESF). Transition from the pre-accession to post-accession EU financial
instruments is presented in the Figure 1 below.
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Figure 1: Transition from pre- to post-accession EU financial assistance
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2.2. Structural Funds

The EU funds are allocated to the Member States and designed to play a crucial role in
improving their social and economic cohesion within the European Union. Structural
Funds? are focused on regions with a low per capita income, and regions with a level of
GDP per capital below 75 per cent of the EU average (Kandzija, Cveci¢, 2011).
Therefore, in strictly financial terms the EU Structural Funds represent a system of
side-payments from the governments of richer EU countries to those of less-developed
EU countries (Marks et al., 1996). Structural Funds are aimed to help regions that
represent significant part of the total EU (22 percent of the population) and receive
about 70 percent of total funding (European Union, 2007).

The three funds underpinning the EU regional policy contribute differently to the
policy’s main three objectives. They have distinct territorial outreach, determined in
accordance to the policy objectives. The main objectives and territorial eligibility of the
EU Structural Funds and Cohesion Fund is summarized below.

2 Structural Funds are the European Regional Development Fund (ERDF) & the European Social Fund
(ESF).
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Figure 2: EU Structural funds and Cohesion fund in the financial perspective
2007-2013 by objectives and territorial eligibility
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From the relative modest beginnings, the EU structural policy has grown to become the
EU’s second most important spending policy after the Common Agricultural Policy.
The EU spends about one third of its budget on supporting cohesion by assisting
member states and their regions in efforts to promote catching-up. The policy has a
distributive dimension as the significant net transfers are headed to the poorer member
states with the aim primarily to enhance efficiency and growth. Therefore, the main
goal of the Structural Funds and Cohesion Fund is to support the main determinants of
caching-up.

In the current financial perspective (2007-2013) Structural Funds and Cohesion Fund
represents 38% of the EU budget (in the Figure 3.). ‘Structural funds regions’ are those
very often characterized by a number of economic problems such as a low level of
investments, a higher than average unemployment rate, a lack of services for
businesses and the poor quality of the basic infrastructure.

Figure 3: The EU Budget in financial perspective 2007-13 by allocations and funds
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The difference between the pre-accession programs and Structural Funds is not only in
their aim and purpose, but also in eligible amounts allocated to them. Becoming EU
Member State a candidate countries become recipients of significant funds from the EU
budget, while the total receipts as a percentage of the GDP of recipient countries vary
inversely with the level of GDP.

2.3. Main characteristics of the EU financial assistance

European Union financial assistance is a grant money (aid), meaning that the purpose is
that should be spent it. It could lead to the situation in which is more emphasis on its
quantitative side, neglecting the quality effects of the financial assistance.

The EU financial assistance is project-related. There is probability that some projects
will not go through for different reasons, therefore in reality net transfers are going to
be smaller than the appropriations. Grants are allocated to projects within the
framework of a program, subject to specific conditions regarding the nature of
expenditure eligible for a grant (either from pre-accession programs or from a
Structural Funds).

Project goes through several phases so called project cycle starting with programming,
implementation, financial management, monitoring etc. For SFs monitoring operations
and verifying their execution are parts of the demanding requirements by the European
Commission posed to the beneficiary country. Member States should have an ability to
establish convincing programs, involve local and regional authorities as well as social
and economic partners. Furthermore, countries are responsible for creation of
environment for potential beneficiaries (mostly local and regional authorities) to apply
and submit applicable projects. Therefore, the administrative capacity is necessary at
the central government level and local/ regional levels during all phases of the project
cycle.

EU projects/EU-funded operations should be co-financed to a large extent by
beneficiary country that could pose a significant burden on a government budgets.

Another important characteristic of the EU programs/funds is that they take place
within the multi-level policy networks that involve a various actors from the EU to the
national and sub-national authorities, as well as social and economic partners, NGOs
etc. Such co-operation implies multiple horizontal and vertical interactions between
actors across different layers of decision-making process. Even the legal provision® of
the Structural Funds requires creation of a effective association of all relevant bodies in
Member States, explicitly stating the need for the participation of regional/local
authorities and economic and social partners (European Commission, 2004).

Another characteristic is complexity, not only at the policy level, but also in
management and implementation of the EU financial assistance. Lang (2003) stated
‘Policy model of the EU Structural Funds is more elaborate and demanding than of the
most domestic regional policies. It requires the co-operation of several actors and

® Council Regulation 1260/1999, European Commission, 1999.
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demands more efforts than domestic regional policies in terms of the time and
resources of the participants involved in implementation.” As the regional policy in a
national state is usually implemented within a uniform framework of national and sub-
national relations, the EU structural policy are divergent in its nature and involve wide
range of scope within different territorial actors.

Brusis (2002) pointed out a challenge of EU accession states as they have been
subjected to essential changes in order to employed and empowered sub-national actors
and regional administration while seeking to join the EU. In some cases states spent
some time in order to restore the partnership arrangements as a necessary precondition
for a successful implementation of the EU structural policy.

The major challenge issue derives from the inability of the country or lack of capacity
to utilize that grants/financial assistance. Country needs to establish institutional
framework and build up administrative capacity for the utilization of the allocated EU
funds. The experience so far has showed that there is no unique recipe but the build
system is country specific.

Another set of issues are in regard to the effects, results and impacts of the EU financial
assistance. Last couple of year’s literature was focused mostly on the impact of
structural funds on economic growth and convergence. In general, the research so far
does not lead to clear-cut results.

Some authors do find empirical evidence for a positive impact of EU Structural Funds.
The based conclusions on different sample size like EU-15 or EU-8 etc. Some studies
concentrate on single country. In spite of different opinions it is evident that interest on
studying the impact of the EU funds is growing. Others have criticized the Structural
Funds as having — if any — only a marginal impact on real convergence in Europe.
However, most of these studies use growth regressions subject to methodological,
econometric and data weaknesses. Standard growth regressions testing for convergence
cannot as such provide any evidence on the impact and effectiveness of the EU
cohesion policy. No causality can be inferred from either the occurrence of the lack of
convergence or from its speed which may result from many economic, social and
policy factors other the EU assistance.

Still a number of different models and approaches are taken in order to calculate the
efficiency and impact of the funds. Aiello and Pupo concluded (2012) “Macro and
micro economical modelling do not offer convincing evaluations on the cohesion
policy because of the lack of information on steady state level, where there would be
no EU funds invested in the convergence.”

Experience with so-called ‘cohesion countries’ has showed that the implementation of
the EU structural funds can be a powerful driver for the institutional and policy change
as it promotes adoption of rules and principles while involving the stakeholders in the
decision-making process and multi-level co-operation.

* Those are Ireland, Portugal, Spain and Greece.
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3. ABSORPTION CAPACITY

3.1. Broader meaning of absorption capacity

The absorption capacity in broader context at EU arena was firstly mentioned at the
beginning of the Eastern enlargement when the European Council absorption capacity
introduced as condition in order to accept new members. The concept was related to
implementation of institutional reforms enabling a functioning of the enlarged EU,
adoption of the budget and reform relevant sector policies - e.g. structural policy, a
common agricultural policy etc. With the Eastern enlargement also the absorption
capacity of the Union came to be questioned. In order to integrate new Members two
factors were determined by European Commission. First one was oriented to the
functioning of the enlarged EU, while the second one was aimed towards the
obligations of the candidate countries. The European Union’s capacity means the
capacity of good and service markets to absorb new Member States, capacity of EU
budget to absorb the new member states, capacity of EU institutions to function with
the new member states etc. (Emerson et al., 2006). Capacity of country is focused on
issues to fulfill all conditions of the future membership. OECD defines absorption
capacity as the accumulation of adequate information dissemination, capacity building
in local governance and civil society for the conception and implementation of
development projects (OECD, 2006).

2.2 Absorption capacity for the use of EU financial assistance (funds/programs)

Literature on the absorption capacity of the EU funds does not offer a unique
definition. Herve and Holzmann (1998) define the absorption capacity as a lack of
institutional and administrative capacity. Most definitions state that it represents
capacity to absorb the allocated EU funds/programs. Sumpikova et. al. (2004) see
absorption capacity as the extent to which a country is able fully used all allocated
financial resources from the EU funds/programs in an effective and efficient way.
Oprescu et al. (2005) state that the absorption capacity stands for the degree to which a
country is able to effectively and efficiently spend the financial resources from the
Structural funds to make a contribution to economic and social cohesion. For European
Commission absorption capacity means capability of state (or region, unit) to use
allocated funds on efficient way (European Commission, 2004).

A review of academic literature indicates the absence of a conceptual framework to
comprehensively assess the issue of absorption problems related the EU assistance. The
existing literature on the EU financial assistance establishes the lack of an in-dept
analysis of the implementation process, given that the vast majority of authors have
been more concerned with the policy-making process or the final economic impact of
the resources to the economic and social structure of the country (Milio, 2007).

Absorption capacity is broadly depended on two groups of factors that are usually
categorized as those on the supply and demand side. The first one is usually connected
with programming and managing of EU funds and it is essentially within the
responsibilities of the national/government level. The demand side of the absorption
capacity is in connection with recipients. In the case of pre-accession programs final
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beneficiary and recipients are bodies at the government level, while in the case of
Structural Funds recipients are mostly at local level. One could also speak about two
distinct characteristics of the absorption capacity for the EU funds Horvat (2005).

The absorption capacity of the supply side has according to Horvat (2003) three
different categories:

1. Macroeconomic absorption capacity;

2. Financial absorption capacity;

3. Administrative absorption capacity.

1. Macroeconomic absorption capacity is defined and measured in terms of the ratio
of the GDP levels to the EU funds allocated. The EU system foresees the upper
limit for the Structural and Cohesion Funds as maximum four percent of the GDP
of the respective country. This is not so relevant in the case of candidate countries
as the amount is significantly limited compared to the volume of the funds
provided to the member countries.

2. Financial absorption capacity is defined in terms of co-financing ability by the
national authorities including from planing these contributions in the national
multi-annual budgets to collecting these contributions from several public and
private partners.

3. Administrative absorption capacity is define as ability and skills of central,
regional and local authorities to do the all functions during the EU project cycle. In
other words that includes all activities starting with the preparation of acceptable
programs consisting of the project proposals in a due time. Then to make decide on
programs and projects, to arrange co-ordination among the partners, to do the
proper reporting to the EC, to implement adequately projects in line with the EU
requirements, to finance adopted programs, to supervise and evaluate projects.

The problem with the administrative absorption capacity emerged for the fist time with
the implementation of Structural Funds at the new Member States countries from
Central and Eastern Europe. Administrative capacity, including absorption capacity of
candidate countries, has not been a key issue before the EU enlargement in 2004. States
that acceded previously (e.g. 1995 enlargement with Austria, Finland and Sweden)
traditionally had well-established and functional administrative system.

Factors explaining the administrative absorption capacity of EU funds for Kalman
(2002) are exclusively related to inadequate institutional framework and issues in
connection to the area of human capacity development. She pointed out need to have
adequate number of staff in administering EU funds. If it is shortage of staff in the EU
system the whole process could be delayed and cause problem in contracting. Besides
quantity of staff dealing with EU funds she pointed out question of quality. Qualified
staff working on EU projects should have adequate skills and knowledge to implement
projects on time. On the other hand lack of specific knowledge and rules in connection
to the programming could slow down the whole process and at the end resulted with
the low absorption.

Papadopoulos (2003) argues that administrative absorption capacity is determined by
the design which includes:
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1. Structures - consists of precise designation of responsibilities, tasks and functions
within the bodies designated for the management of EU funds.

2. Human resources (HR) — number and quality of staff is essential, than process of
recruiting, training, system of promotion, as well as to retain skilled staff.

3. System and tools — manuals, checklists, management information system (MIS),
risk management tools etc.

The proper design (structure, HR and system) for him is an input for managing
Structural funds that are in relation to the EC requirements. The ratio between design
and requirements determines the actual functioning of a system (throughput), or the
supply side of administrative absorption capacity. He produced study carried out
between July 2002 and March 2003 according to the thorough analysis come up that
Estonia, Slovakia, Hungary and Slovenia are of the best scoring and ready to
administer the future Structural Funds.

Administrative absorption capacity for EU funds includes skills and ability for
planning, programming coordination, management and implementation. Administrative
absorption capacity has to be equally developed in all levels from central to local
authorities. Higher administrative capability would result with more successful
absorption of the pre-accession programs measured by the contracting and absorption
rates.

4. ABSORPTION CAPACITY FOR THE USE OF EU PRE-ACCESSION
PROGRAMS IN CROATIA

Macroeconomic absorption capacity in Croatia could be measured by total value of the
EU pre-accession programs (PHARE, ISPA, SAPARD and IPA) in relation to the
GDP. For the period 2005-2011, the total amount of the pre-accession programs is
EUR 749 million®. Therefore, the macroeconomic absorption capacity bears a great
potential as the right now available amount is very limited.

Financial absorption capacity is measured as a percentage from the total allocated
amount of the pre-accession assistance. It differs in accordance to the programs
(PHARE, ISPA etc.), as well as to the type of the project within the each of the pre-
accession programs. Calculating for co-financing an average percent (approximately
20-25%) it comes up to about EUR 187 million for the given period of time. Most of
the amounts for co-financing are secured in the state budget, while for some the co-
financing was obtained through the loans from the international financial institutions
like European Bank for Reconstruction and Development (EBRD) and European
Investment Bank (EIB).

Administrative absorption capacity started to develop with the first EU assistance
program that had been provided to Croatia® but actual progress was made after

®* CARDS program is not included. It amounts EUR 260 million.
® The assistance was initially provided through the Community Assistance for Reconstruction, Development
and Stabilization (CARDS) program.
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receiving the status of candidate country (June 2004) and later on with the introduction
of the PHARE program in 2005. PHARE was complimented by the Instrument for
Structural Policies for Pre-Accession (ISPA) and the special accession program for
rural development (SAPARD). The purpose of the pre-accession assistance in Croatia,
as well as for other candidate countries was to support the adoption and implementation
of the acquis communautaire and to help strengthening the administrative capacity in
preparation for managing the larger amounts of EU funding available once it becomes a
Member State. From 2007 these three instruments were replaced by the Instrument for
Pre-Accession (IPA), which provides funding of approximately EUR 150 million per
annum (totalling EUR 1071 million for the 2007-2013 period).

Decentralized management of PHARE/IPA funds in Croatia are based on established
institutional system with the internal rules and procedure with defined responsibilities
of the all actors within the system. Manuals of procedures were developed for each
body within the system, with clear description of all processes and procedures, as well
as with audit trails developed. The accredited decentralized’ system with ex-ante
controls represents a basis for future implementation of SF funds.

Absorption problems of EU pre-accession programs are mainly caused because of
insufficient administrative capacity including the number and quality of staff, as well as
continuity. Key risks for the absorption capacity are: understaffing of the Managing
Authorities (MA), Implementing Bodies (IB), discontinuity of staff, lack of bodies for
some Operational Programs (OP), lack of experience in project preparation by Final
Beneficiaries, lack of experience of NGOs and companies, lack of awareness in regions
and NGOs, implementation problems (so called N+2 rule) etc.

Absorption of pre-accession programs measure with contracting rates shows relatively
good results. Contracting rates for PHARE and IPA (most of the components) are
significantly exceeding 90%. The different situation was with SAPARD and later on
IPARD (fifth component of IPA) that was accredited later than expected and where
absorption is still at the low level. Contracting rates are presented in the Table 1 as of
March 2011. It is evident that in some IPA components, besides IPARD rates results
are relatively low. The reason is that contracting deadline is still not due.

" Decentralized Implementation System, DIS.
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Table 1: EU pre-accession programs in Croatia — budget (in EUR million) by
programs and contracting rates and payment rates in percentage
(as of March 2011)

Programs in Croatia . Budge_t . Contra_lcting Payr_nent
(in EUR million) | rates (in %) | rates (in %)*
CARDS 260 97 % 92 %
PHARE 147 86 % 78 %
ISPA 59 96 % 63 %
SAPARD 25 62 % 48 %
IPA 1 2007 45 90 % 57 %
IPA 12008 42 27 % 20 %
IPA 12009 42 11% 11%
IPA 11 2007-09 8 64 % 36 %
IPA 111 2007-09 (of which) 143 29 % 7%
- OP transport 54 20 % 4%
- OP environment 54 25% 2%
- OP regional competitiveness 35 48 % 20 %
esources development 38 % 9%
o) s | ww | o

Note: * Excluding advanced payments of 30% for Components 111, IV and V.

Source: European Court of Auditors, 2011

Good results of absorption of pre-accession programs should be interpreted with
cautious. Court of Auditors (2011) as one of the main concern in regard to absorption
capacity see the insufficiently strong capacities, especially on the local level and
pointed out that the potential beneficiaries of future post-accession funds (Structural
Funds) do not posses even sufficient knowledge of EU funding opportunities and
procedures.

The analysis of the administrative absorption capacity at the level of municipalities
covers management of pre-accession programs and readiness for Structural Funds.
Questionnaire was sent to all municipalities to obtain information on different aspects
of the administrative absorption capacity. Questionnaire consists of different set of
questions covering all areas of the administrative absorption capacity including staffing
issues, organizational and management capability, communication and co-operation
with other actors, participation in decision-making process and engagement in
programming with the national level, development of partnership relations with all
stakeholders, flow of information on project opportunities, availability of trainings etc.
The questionnaire was structured into five main groups of questions that are relevant
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for assessment of their administrative absorption capacity. Special attention was given
to the questions related to the strengthening relations with other actors in the system as
it is important for the implementation of the future Structural Funds.

The questionnaire-based survey was conducted in early spring 2012, after new
Government announced changes in the organizational structure for the pre and post-
accession EU assistance, but it was not yet engaged in the restructuring of the functions
and organizations involved in the EU fund management.

Last section of the questionnaire covered data about programs and projects contracted,
as well as information regarding type of projects (grants, supply, work etc.) as well as
duration of projects, project components, categories etc.

Assessment shows that municipalities have high perception on their success in regard
to the implementation of pre-accession programs, much more above average.
Readiness for the management of the pre-accession programs in their opinion is even
higher. Majority of municipalities have established structures for management of EU
funds for quite some time.

Importance of the EU funds were also assessed with relatively high scores while
participation of municipalities in the process of planning and drafting strategies and
priorities to be financed was stated as much more than average (even low). It
reconfirms a fact that in spite of the perception of the importance of the EU funds they
can not put forward their ideas and project priorities at the national level. Almost all
answered that with pre-accession programs a great amount of knowledge was
accumulated that are necessary Structural Funds. ‘Institutional knowledge’ and skills
are also rated with high importance. Almost half of municipalities are of opinion that
projects financed from the pre-accession programs did not have development impact. It
is partially understandable because of the nature of the pre-accession programs, as well
as relatively modest amounts. Lastly, most of the IPA projects are sill not finished and
it is still too early to capture the impact and results.

Most of municipalities stated problem in cooperation with the national level and
reported that as one of the major obstacle. On contrary, availability of information on
the EU matters they do not see as a problem.

Survey includes all municipalities in Croatia which is still relatively small sample. The
research could capture more units — like for instance cities etc., but as they were not
much involved in the management of the pre-accession programs it was no reason to
include them into study. Second major limitation is connected to the matter of
subjectivity. Their perceptions of factors including in the analysis of administrative
absorption capacity also could be questioned. All of that could be reasons to continue
work on absorption capacity and broader research which seems to be quite relevant and
accurate.
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5. CONCLUSION

The paper focuses on the administrative absorption capacity in Croatia. The absorption
capacity concept is undertaken in accordance to its three major dimensions; namely,
macroeconomic, financial and administrative. In regard to the objective the analysis of
administrative absorption capacity were carried out at the national and municipality
levels in Croatia. The work is based on data collecting from all municipalities, as well
as from other secondary documents and analysis.

An introspection of the literature regarding the absorption of EU funds reveals a lack of
adequate conceptual framework. As the explanation could not be related to the lack of
interest in studying such a problem, the reasons are essentially linked to its relative
novelty, to the difficulties in assessing the impact of EU funds, to construction of
appropriate indicators, including for the measurement of the absorption capacity.

The paper contributes to the literature of the absorption capacity by introducing and
implementing an analytical approach for analyzing the performance of the EU pre-
accession programs in municipalities in Croatia.

Further research could focus on the several improvements in theoretical framework,
methodology, as well as on developing measurable indicators for the administrative
absorption capacity.
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NIC-NAMED TIGER INDUSTRIES IN EMERGING COUNTRIES

ABSTRACT

Since about half a century, tiger economies have generated a copious literature on the
sources of their sustained growth. At regular times, the notion of a tiger economy has
been copied to any growth process, even when the growth process softened in the
aftermath of an initial boom. In the EU, these booms are well-known in the pre-access
period of new members in the many enlargements since the initial EEC-6 club. There
are, of course, many corollaries to the literature on the grail of development where
real sources of development ask for a comprehensive format. For West-Balkan
countries, the record is not simple. Some previous conferences contributions in Rijeka
and Vitez focused on the low trade-intensity in the region. Often, gravity-models are
used in order to obtain comparative settings related to distance and the size of the
related economies. Depending on the actual way to implement the basic model, the
conclusions are unanimous in pointing at a low trade-intensity. The regional reality
supports this thesis. Though traffic keeps growing in ports, on highways and for
Danube navigation, the current level remains below the peaks of the belle époque in
the eighties.

As opposed to the geographical gravity setting, this paper aims to introduce a kind of
tiger notion in view of a traditional price equation, linking a particular market share of
any (international) sales flow (g) in its relevant EU market (Q) to the relative
competitive world price (PRC). This simple approach from managerial economics: q =
f(p, p (competition), Q), can be simplified in a market-share setting: Ing/Q =a+ b In
PRC, which allows for a wide range of applications from the finest detail of about
10,000 products in the CN nomenclature up to both industrial or country aggregates.
This "procedure’ is applied to the wood & furniture industry in three Balkan countries,
i.e. our guest country and two main neighbours. The results are quite promising. First,
the rough wood and paper sections of the trade classification reveal a sharp growth
towards the EU with marked upgrades for BIH, compared to Croatia and Serbia.
Second, since overall production volume remains below the reforestation capacity,
export growth-strategies remain valid, including a value-added capacity in the
furniture business. Therefore, the NIC (New Industrialized Country) status of tiger
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countries can also be applied as a nickname to (NIC-named) sectors and industries. On
top of the nice results for detailed products, the method also allows a wider macro-
regional comparative analysis. On the one hand, the method invites to compare
economic sectors such as rough wood (including sliced and peeled) and (half) finished
products (e.g. furniture and their components). On the other hand, the traditional price
equation may suggest aggregated research-based expansion tracks, either in the pure
sense of macro-economic models or the more encyclopaedian setting of European and
global business-environment.

Key words: development, regional trade, wood & furniture industry

JEL classification: F1, R1

1. THE SETTING

The notion of ‘tiger nations’ is backed by a copious literature, ranging from a pure NIC
status (Newly Industrialized Country) to any combination between real eco nomic
growth and genuine sustained development. Apart from the initial Nic-club (Taiwan,
Hong Kong, Singapore & South Korea), the tiger notion often proliferates to any kind
of revealed growth. On the one hand, the last decades itemized a series of the “happy
few’ of which the BRIC is the latest. On the other hand, every EU enlargement sparked
off growth effects in the concerned countries, fueled by both the inward FDI and the
larger EU-market access. Often the initial acceleration slowed down in the aftermath of
EU-accession, once the honeymoon was over.

The pending accession of Croatia generates a curious BiH-geography, half-pinched in a
kind of Croatian ‘horseshoe’ designed by the circuitous borders the ancient Ottoman
empire, with one EU TEN-corridor (5b, Budapest-Ploce) linking the Adriatic coast to
the Danube by crossing the river valleys of the Drava, the Sava, the Bosha and the
Neretva. We cannot predict that there will soon emerge a BiH-tiger, but one may point
at certain emerging industries which offer a chance to lead the recovery process. As
forests cover most of the region and wood production capacity still falls below the
reforestation capability, all the concerned industries present a relevant case-study for
value-added ventures and sustained growth. (FIFA, 2011, ERDF, 2008 and Junginger,
Sikema & Faaij, 2009).

2. THE MODEL*

As opposed to more traditional macro-economic models, a purely managerial-
economic approach has been selected, based on the basic price equation: q= f(Q, p,
pcomp), in which:

e ( stands for sales, viz. exports to the EU,

! We here use a traditional textbook approach in Managerial Economics , such as Douglas’ fourth edition
(1992), o.c. (chapter 4 on price and demand equations)
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Q stands for the ‘relevant market’ , i.e., EU world imports,

p stands for price, viz average value of exports,

pW stands for world price, viz. average value of EU imports,

pcomp stands for price of the competition, i.e. pW in which the trade specific
partner has been omitted. Normally, as in this paper, pW=pcomp, except when the
trade partner has a quite important market share at a differrent price.

All the above variables may have subscripts for:
e i (partner country of origin for imports),

¢ j (EU member state of first import clearance),
e Kk (product category);

3. TIME SERIES VERSUS CROSS-SECTIONS

Since a few years ago the Eurostat has reconstituted trade statistics of the EU-27 down
to the previous EU-15 enlargement of 1995 or 1999 (the split-trade statistics for
Belgium & Luxembourg) such that a some kind of homogeneous series is available
over more than a decade, with a due distinction between external trade and internal
traffic. This limited time span allows already some basic pooling exercises between the
EU market as-a-whole and the major ‘importing gates’, whether in EU-transit or for the
home market of member states. Table 1 summarizes six options for estimating the price
equation, on the one hand, linear versus log-linear and on the other hand, equilibrium
or trend-corrected.

Table 1: OLS estimation suggestions

Models 1. Neutral equilibrium 2. Trend related 3. Fading time impact
Specification | Ms =f (rp) Ms =" (rp, 1) Ms = (rp, 1/t)

Linear Ms=a+h.rp Ms=a’+b’rp +c’t Ms =a’’+b”’rp+c”’ L/t
Log-linear Inms = a+ B. In.rp Inms=o’+f’Inp +3’ t| Inms=a+B”’Inrp + 5" 1/t

4. ABASIC EXAMPLE FOR WOOD AS A RAW MATERIAL
(HS CHAPTER 44)

The basic neutral model (Inms = a+ S.In.rp) is presented by the generic HS 44 of wood
with:

EU Trading partner constant elasticity R2

EUR vol. EUR vol. EUR vol.
Bosnia Herzegovina | -0.136 | -0.134 -0.79 -1.77 0.72 0.94
Croatia 0.83 0.83 -0.57 -1.53 0.72 0.95
Serbia -0.067 | -0.066 -255 | -3.54 0.76 0.86

Source: excerpts from annexe 1: model nr. 1
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It can be proven mathematically (Claessens & Goessens, 1994) that the price
elasticities differ by one unit when market-shares are expressed in € versus volume
(tonnes or kg), as is herewith approximately sustained by the empirical results. Croatia
features the highest constant and the lowest price elasticity, which might indicate a
mature industry. The high elasticity in Serbia may point at the current overcapacity in
the wood processing sector, with a total stock of 204 million m3 of which an annual
production of 2.6 million m3 and a reforestation potential of 5.2 million mé p.a.
Nevertheless, the highest wood potential is found in Bosnhia with more than half a
billion m3 with an annual production capacity of 7 million m3. On top of the wood
production, the joint-output of pellets is considerable too, with most factories around
the border regions between B&H, Croatia and Serbia, between Croatia and Slovenia
and some in central Bosnia. Calculations reveal that one kg of pellets produces almost
5 kWh, about the equivalent of half a litter of heating fuel (Junginer, e.a. 2009). It is
evident that the reproduction of the whole business cycle from the woods to the final
market products is possible, but this falls beyond the scope of this paper. Instead a
typical wood product bracket is selected, in order to compare the relevant parameters
on the EU market.

5. SNAPSHOT ANALYSIS

The basic model can be visualized in a graph plotting over time the relation between
relative price and market shares (both in € and volume terms). The teaching version of
this paper portrays six alternative snapshots which correspond to three specific brackets
of the B-elasticity in the neutral equilibrium version, each with two price moves (up or
down) (Claessens, 2007).

5.1. Price elasticity

On price-elastic markets, economic theory suggests price decrease. Volume grows
faster than the price drop which produces a net value increase. We call this snapshot
lucky girl for ‘evident’ reasons. The wrong decision (price up) decreases both volume
and value market shares, the latter being softened a bit by the increased value. This
situation is labeled next-time-better with, however, one considerate statement. It may
happen indeed that the lower € market-share hides a net increase in real €-terms (i.e. a
latent cream skimming effect).

5.2. Price inelasticty

When markets are price inelastic, raising the price reduces volume but improves the
value component by a clear cream skimming. This situation is labeled happy boy, the
male equivalent of the lucky girl. The wrong decision (price down) is called tricky
gambler, suggesting that the price cuts are gambling on market expansion, initially
however at the cost of losing value. This situation can be clarified in time-related
models. Sometimes indeed these models produce a lower B-elasticity (by lowering
price) because the trend-effect absorbes the progressively rising market share. When
price drops in international trade because of currency devaluations, this situation is
close to the well-known J-effect.
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5.3. Wrong sign

Economists often call a “perverse relation’ when the parameter happens to produce the
wrong sign, such as a positive price effect. The snapshot of the snobby girl combines
rising market shares (both volume and value) with rising prices. Rather than a real snob
effect for specific products, it especially stands for a clear upgrading of the product
basket, either by better products or by a swith from low-value sub-products to a higher
scala. At the opposite, when lower prices fail to produce any market response (i.e.
lower market shares in both € and volume terms) a tragedy of price erosion looms over
the concerned trade.

Figure 1 summarizes these six generic snapshots, whereas the actual plots are portrayed
in annexe 1, for the selected case studies.
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Figure 1: Six basic snapshots relating relative price to market share
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5. COMPARATIVE PRODUCT STUDIES: 44 48 & 94.01, (94.03 & 94.06)?

Apart from the lucky girl situation for the basic wood products (HS 44), our limited
study compares more valuable wood-related products, such as paper (49) and pulp (48).
For furniture a 4-digit scale (94.04) was necessary in order to get wooden furniture.
This can be specified down to the 8-digit CN-nomenclature, e.g. including the type of
furniture (office, kitchen or sleeping room). The results are presented in annexe 1,
which also compares the pure model 1 with both the linear trend (model 2) and the
fading-trend option (model 3).

Only in the reported case of pure wood (HS 44) from Croatia, the elasticity of - 0.57
(model 1) drops to -0.28 when a trend is added (model 2) proving that an initial price
effect fades out. Consequently, the fading trend in model 3 produces again a higher
elasticity of -0.63. All this is plus one for the volume case. A similar situation is found
in Bosnia Herzegovina, with an elasticity of about -0.8 for the pure model 1 and the
fading trend (model 3) which drops even down to -0.04 when a (quite strong) linear
trend is added. For Serbia, the linear trend seems without influence and therefore the
elasticities are almost equal in models 1 and 2. Now, however, the fading trend
activates model 3, which invites to analyze the relevant events behind this process.

Pulp and wood produce a positive elasticity for Croatia and Bosnia, indicating a clear
room for product upgrading within the broad class of HS 47. A similar situation is
portrayed for paper and paperboard (HS 48) but only for BiH-based imports, with
Croatia keeping a price-elastic behaviour. Serbian statistics do not yet seem ready for
this straightforward analysis, partly because of the shorter time-span of relevant data.

It is possible to discuss these results in further detail with the graphs, reproduced in
annexe 2. Nevertheless, it shows that this type of rough-and-ready price models are
well tuned to an initial desk research, preparing a more detailed field research including
some tracking of facts and events. Eventually, the same price model can be applied to
the finest product detail at six (HS-6) or eight (CN-8) digits, such that average value is
a good proxi for price.

6. SECOND THOUGHTS AND CONCLUSIONS

The model is simplified both in terms of specification as in data coverage, which is
confined to the EU market. This means that trade flipping from EU entries to other
non-EU destinations of the partners concerned, are not taken into account. This may
especially apply to Serbia with relatively good access to non-EU markets. We had a
similar experience with the textile trade from Uzbekistan (switching to China) and
Kazakstan for steel traffic.

Also the ‘price’ definition is a matter of concern. On the one hand, the €/kg is a good
proxi when the finest product detail is used. Otherwise, the analysis is confined to
analyzing the upgrading or downgrading of the average trade basket, which is valuable
information too.
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Finally the definition of an industry ought to be specified in a broader context, such
that both intra-industry B2B-company deliveries, transfers pricing can be addressed in
a proper network.
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ANNEX 1: Results

Table Al: Bosnia and Herzegovina

Product

44: wood and wood

47: Pulp of wood or other

48 : paper and

9401: Seats, whether or

products fibrous cellulosic material | paperboard not convertible into beds
and parts thereof
Explanatory | Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var.
variables share EUR | share volume | share EUR | share vol. share EUR | share vol. | share EUR | share vol.
Model 1 c -0.136** -0.134** -1.267** -1.267**
In_PRC -0.79** -1.77*%* 3.24** 2.24%*
adj.R? 0.72 0.94 0.8 0.65
Model 2 c -0.23** -0.23** -3.31** -3.31** -2.62** -2.62**
In_PRC -0.04 -1.03* 1.69** 0.7* 1.82** 0.82**
t 0.04 0.04 0.14** 0.14** 0.15** 0.15**
adj.R? 0.76 0.93 0.82 0.7 0.95 0.91
Model 3 c -0.17 -0.17 -2.27** -2.27** -1.14** -1.14** 1.13** 1.14**
In_PRC -0.84** -0.18** 1.22** 0.22 2.47%* 1.49* 0.22 -0.77**
1t 0.07 0.07 -2.67** -2.67** -1.13 -1.14 -2.68** -2.6%*
adj.R? 0.7 0.93 0.96 0.94 0.8 0.67 0.96 0.88
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Table A2: Croatia

Product

44: wood and wood

47: Pulp of wood or other

48 : paper and

9401: Seats, whether or

products fibrous cellulosic material | paperboard not convertible into beds
and parts thereof
Explanatory | Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var.
variables share EUR | share volume | share EUR | share vol. share EUR | share vol. | share EUR | share vol.
Model 1 c 0.83** 0.83** 0.55** 0.55**
In_PRC -0.57** -1.563** 0.87* -0.12
adj.R? 0.72 0.95 0.18 -0.08
Model 2 c 0.77** 0.77** -0.69** -0.69** -0.434 -0.43 1.169** 1.69**
In_PRC -0.28 -1.24** 1.09** 0.09 -0.576 -1.55%* 0.764** -0.2
t 0.017 0.017 0.05** 0.05** 0.04** 0.04** -0.11** -0.11**
adj.R? 0.73 0.95 0.92 0.9 0.52 0.36 0.57 0.95
Model 3 c 0.8** 0.8** -0.413 -0.41 0.323** 0.323** 1.13** 1.137**
In_PRC -0.63** -1.58** 0.76** -0.23 0.11 -0.873** -0.07 -1.05**
1/t 0.07 0.06 -0.62** -0.62** -0.55** -0.546** -0.54 -0.55
adj.R? 0.7 0.95 0.6 0.51 0.81 0.75 0.16 0.9
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Table 3: Serbia

Product

44: wood and wood

47: Pulp of wood or other

48 : paper and

9401: Seats, whether or

products fibrous cellulosic material | paperboard not convertible into beds
and parts thereof
Explanatory | Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var. Dep. var.
variables share EUR | share volume | share EUR | share vol. share EUR | share vol. | share EUR | share vol.
Model 1 c -0.067 -0.066 -0.33 -0.33 -0.56* -0.6* -0.89** -0.9**
In_PRC -2.55** -3.54** 2.24 1.24 441 341 1.63** 0.64*
adj.R? 0.76 0.86 -0.098 -0.17 0.3 0.16 0.85 0.4
Model 2 c -0.022 -0.02 -7.62%* -7.6%* -1.6** -1.6%* -1.11%* -1.1**
In_PRC -2.66 -3.66* -1.56** -2.65** -0.83 -1.82 0.56 -0.43
t -0.0066 -0.0066 0.49** 0.49** 0.312** 0.31** 0.11 0.11
adj.R? 0.7 0.83 0.98 0.976 0.87 0.85 0.89 0.6
Model 3 c -0.107 -0.11 0.268 0.26 0.28 0.28 -0.67** -0.67**
In_PRC 0.06 -0.93 1.89 0.89 0.87 -0.12 1.28** 0.28
1t -1.089** -1.09** -2.94** -2.93** -1.92** -1.92** -0.4 -0.4
adj.R? 0.93 0.96 0.84 0.83 0.93 0.92 0.89 0.58
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ANNEX 2: Graphical Representation of the Time Series per Country and Product
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Croatia
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Serbia
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UNRESOLVED MONETARY ISSUES, IN AN ASYMMETRIC
FINANCIAL INTEGRATION

ABSTRACT

The process of the European integration has been evolving trough some very complex
roads map. The Treaty of Rome, as signed in 1958, after some long initial efforts, was
compacted into the small Europe following a path of incremental steps convergence
and entered into the financial single market promoting a monetary union, the EMU,
which was endorsed by the issuance of a single currency in the year 1998, the ECU.
This incremental step did not at all consider the protective CRA (Community
Reinvestment Act) provision®.

Provision that was envisaged in the US when adopting a loose attitude towards the
interstate banking asking all the banks doing business over the border to supply
evidence of a reallocation of funds within the areas of inception, in order to avoid a
financial transfer of funds from weak less developed States toward stronger financial
areas. Furthermore, underlying real economy issues, linked to the huge shift of the
world financial order from the English speaking world communities to the Asian
reemerging Countries, as changed after the monetary disorders following the
demission of the gold exchange standard, announced by President Nixon on the 15"
August 1971 (Ferguson, 2008).

We are now living trough one of the most astonishing shifts there has ever been in the
global balance of financial power, from the English-speakers to the Asian continent,
from the monetary or fiscal policies to the supply side economics, the booming China is
tracing her final own asymmetric path to prosperity according to the Wealth of Nations
principles, as outlined by Adam Smith. The European economic integration process
must take in serious consideration such an event. The financial turmoil is just a side
effect and financial globalization has aggressive activities like predatory banking and
destructive take over by banks in search of new larger critical sizes. As free banking
over the border activities have been deregulated in both Europe and North America,
the Central Bank functions have been necessarily substituted by larger institutions as
the BCE, the FMI and the World Bank, while a global Authority is not yet available or
likely to be soon operating.

Key words: interstate banking, financial imbalances, community predatory banking.

JEL classification: G210

! <http:/ivww.consilium.europa.eu/ueDocs/cms_Data/docs/pressData/en /ec/ 032a0006.htm>
2 <http:/ivww.occ.gov/news-issuances/bulletins/2011/bulletin-2011-41.html>
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1. INTRODUCTION

Along the implementation of the single currency the euro, three major stock market
bubbles burst in the international financial arena: the dot.com bubble in the year 2000,
after the market closed at 10.395 on 27 September 1999, on October 2002 it was at
7.286, the related and consequent subprime rate bubble in the year 2007, few months
after the Standard & Poor regained its 2000 value and, thirdly the derivative bubble in
the year 2008, as a likely final consequence of the monetary policies adopted by the
FED in those years. Meanwhile, the sovereign massive debt reached unbearable levels
in many Southern Countries, challenging all the convergence criteria and reaching the
annual GDP level in several countries:
e  price stability, inflation should not to be over 1.5% of the average

percentage points of the three best-performing Member States;
e the annual government deficit: it should not have exceeded 3% of national

GDP;
e government should have never exceeded the limit of 60% of national

GDP.

Since the Keynesian revolution, the economic theories and economic policies,

prevailing during these years were:

e ageneral opinion that the 20" century Great Depression should have been
managed with monetary, rather than fiscal policies, (MUNDELL, 199)

e hence any fiscal policy, according to Milton Friedman and the Chicago
School, were commonly perceived as doomed to failure,

e thirdly, the trade off between inflation and unemployment was accepted as
an unavoidable final effect of a monetary expansion, lately defined
guantitative easing, without too much concern for the purchasing power of
money. (FISHER, 1997)

"We used to think," James Callaghan told the Labour party conference in 1976, "you

could spend your way out of a recession and increase employment by cutting taxes and
boosting spending. I tell you in all candour that this option no longer exists.......”*

2. CONCURRING EVENTS

During the period in which the European Union, surfacing out of the Rome Treaty, was
shaped into the final Maastricht EU frame, the following events changed the global
economic perspective:

e on the 15™ August 1971 the gold exchange standard and the dollar gold parities,
were temporarily suspended by President Nixon, with the demise of the Bretton
Woods pact when he invited Secretary Connally to suspend temporarily the
convertibility of the American dollar®. As a consequence, a loose monetary policy

® <http://www.newstatesman.com/search/google/Callaghan%20%20and %20candour? query=
Callaghan%20%20and%20candour&cx=014587529549946006773%3Ag0ke2unon2y&cof=FORID%3A11
&sitesearch=>

* <http://www.wtffinance.com/2011/08/when-did-the-us-get-off-the-gold-standard/ >
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started during the seventies and eighties turbulences and after the black Monday’s
DJ fall in October 1987, when the index slipped 23% to 1.738; credit facilities
systematically endorsed by Alan Greenspan were supplied trough all the roaring
nineties, bringing the D.J. index to an unexpected level up to 10.500 in the year
2000;

the Berlin wall, the cold war and the Warsaw Pact were eventually dissolved,
introducing new instability after the last order established lastly at Yalta. The new
landscape emerging from the new era disrupted all the social welfare basic
working social relations with the unprecedented competition of low labour Asian
costs;

major Asian economic areas, the South East Asian Nations, China, India Korea,
the Philippine, Indonesia and many other previously emerging Countries started to
resurface hosting Western Countries firms outsourcing their production to the
Eastern world as a consequence of some important economic resource,

the BCE became an issuing authority receiving some monetary policy powers in
year 1998. The EU second banking directive opened a new era of interstate
banking in a market opened to credit, financial services and banking merger and
acquisition deals all trough European State adhering to the European Union with
the free financial market directive Council Directive 88/361/EEC of 24 June 1988
for the implementation of Article 67 of the Treaty®,

in United States, the Clinton’s modernization act and the monetary easing policies
as a financial remedy, induced an irrational financial euphoria and a huge assets
inflation alongside a commodities and goods stable pricing path. The WorldCom
and Enron devastating bankruptcies, as the technology dot-com first bubble
erupted as unavoidable consequences, and the 9/11 World Trade towers attack,
prompted a downward push in interest rates to an unprecedented 1%, which
promoted new financial assets bubbles with the sub prime and derivative crisis as
interest rates were first lowered, then raised in the year 2005, to offset some CPI
inflation tendencies,

Minsky spent much of his career advancing the idea that financial systems are
inherently unqualified to control speculation and irrational euphoria behaviors. At
a time when many economists were coming to believe in the efficiency of markets,
Mr. Minsky stressed their excess and upheaval, as a predictor of the oncoming
markets crisis, which started in the year 2000 and is still a prevailing issue in most
general discussions. (MINSKY, 1993)

The supply side economics as envisaged in an 1978 article by Arthur Laffer, at
The University of Chicago, who linked an increasing taxation rates to potential
decreasing tax revenues®, promoted lowering British and North American taxing
rates towards a flat rate during the eighties and nineties, consequently enlarging
the public debt. The tax issue, has become nowadays the only left path to reduce
the internal sovereign growing debts as an unparalleled recession appeared at the
opening of the world markets to the lower costing Asian new productions.

The deregulation of financial and banking markets have allowed a global activity
in reallocating capitals, promoting foreign branches and financing activities in the
whole global arena.

% <http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX: 31988L03 61 :EN:NOT>

6

<http://www.laffercenter.com/arthur-laffer/the-laffer-curve/ >
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Under these actual preconditions and structural framework, the Euro and the European
banking sector have undergone a concurrent structural reform, from an operational
point of view and within a limited set of possible local alternatives in a very
fragmented market.

From a general and global point of view, the world economy has been presenting a
huge shift from a prevailing western industrial production to a large scale Asian
delocalization process, which has fundamentally changed the financial structure of the
world economy.

Such shift has interested all the last twenty years and has started with the Japanese
recession and the saving banking sector crisis, up to the European Euro crisis, under
strict parameter rules and the huge financial assets inflation, as the world GDP was
progressively by and large increasing. It is strange to focus on the fact that generally
the present economic recession in Western industrialized countries and in most
Mediterranean area are commonly treated as being under specific conjuncture crisis
transitory conditions while most of local problems are commonly linked to the vast
general structural conditions where scale mass production and low Asian costs are
globally affecting all local industrial production facilities. The grounds lie mainly on
the two factors, limited market, local or continental and strict labor rules.

Figure 1: World GDP from year 2000

Year 2000 2005 2007 2008 2011
i 32,001.93 | 45,232.14 | 54,891.06 | 60,587.02 | 81,172.27
(current US$ bill.) i 1696, 091 ,087. 172,
GDP growth
(annual %) 41 35 3.8 2.0 1.7
Inflation, GDP
deflator (annual %) a7 4.9 5.4 8.1 4.0

Source: http://www.worldbank.org/

These factors explain and show clearly and definitely the huge shift to the Asian
industrial centers. Meanwhile, the world financial markets have actually been unified in
a single interest rates market as most major banks are nowadays operating globally.
The general monetary perspective universally adopted have progressively reduced the
cost of money almost to zero, not considering essential for the business activity the
Keynesian marginal efficiency of capital or, better said the profit expectations. The
trend in interest rates, according to the prevailing monetary and fiscal policies adopted,
have shown a common shift to the lower interest rates values: after the Japanese
applied even zero rates, the US 10 years bond, according to the schedule below, looks
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decreasing progressively in the following schedule, pulled towards the zero value from
over 6% :’

Figure 2: US 10 years bond interest rates

10YHOTEYLD Morthly — S 1000 —

4.5

= - — 4.
8.
3.
2.9
2.0
il
; ]

Source: http:/online.wsj.com/mdc/public/ npage/2 3050. html?symb= 10Y Note YId&sid=1224 11/09/2012

@«

(=1

Accordingly same has been the European 10 years euro bonds outlook.

Figure 3: European 10 years euro bonds rates
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Source: http://sdw.ecb.europa.eu/browseSelection.do?DATASET=0&sf_A&sfI5S=4&DATA _
TYPE_FM=PY_10Y 1M&node = 3570581

Assuming a common general suggestive definition, the present financial and banking
market crisis may look like the final effect of an originating global deregulation of most
financial markets, as started in the USA trough the Depositary Institution Deregulation
and Monetary Control Act passed in 1980, the Garn-St. Germain Depositary Institution
Act, deregulating the Savings and Loan industry in 1982, finally and disruptive, the
Gramm - Leach - Bliley Act 1999, known also as Commodity Futures Modernization
Act, a general unleashed control over banks and a widely spread abuse of management

7 <http:/online.wsj.com/mdc/public/ npage/2 3050. html?symb= 10Y Note Yld&sid=1224 11/09/2012>
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compensation trough generous stock options programs and common leveraged buy out
and take over and by some management recurring misbehaviours culminating with the
eloquent Enron and WorldCom financial disasters.

On the other side, the market bubbles eruptions in the years 2000, 2007 and the last
2008 derivative toxic financial bubble and connected stigma, might be seen as the
natural consequence of all worsening monetary scenarios, or the grounds final effect of
very deep rooted series of monetary mistakes, like a tsunami in an recent phase of
severe global monetary bubbles.

The traditional inflation values, as connected to the money supply growth, were since
then divided into two separate paths: financial assets inflation on one side and consumer
price inflationary index on the other; they split and started to move along separate value
paths. The financial assets expansion were strictly linked to the monetary expansion
policy, while the CPI was restricted from the progressive substitution of Western
productions with cheaper Asian goods and not linked to the productivity growth, as
Alan Greenspan was continuously telling the media and the Senate Banking
Committee: “..... productivity explained it all. Companies felt good, analysts felt good
— all was well because increasing productivity was promoting a new era.” (Fleckentein,
Sheenan, Greenspan, 2008)

The main deregulation, since the introduction of the Glass and Steagall Act, during the
great depression, with the devaluation of the dollar and the establishment of the new
$35 gold price parity in the year 1933, has been terminated when the United States took
the dollar off the gold convertibility for foreign Central Banks, with the Nixon’s
announcement stating in 1971: "l have directed Secretary Connally to suspend
temporarily the convertibility of the American dollar except in amounts and conditions
determined to be in the interest of monetary stability and in the best interests of the
United States™.

3. THE CONSEQUENCES

The unavoidable transition from the gold-exchange to the flexible exchange rates
system, with the subsequent outbreak of massive inflation and stagnation during the
1970's, the huge interest rates volatility, the hedging derivative innovation and the new
supply — side economics in the 1980's, may be considered connected consequences.

Finally, the return to some monetary stability, is mostly based on the oil standard and
the EMS plan. Since its suggestion in 1978, the European Monetary System (EMS) as
outlined by the Luxembourg Prime Minister Pierre Werner, was designed as a
framework for monetary policy coordination to overcome the long lasting unsettled
turmoil among European and World currencies with the final project for a single
currency. As Fisher wrote in uncertain and fluctuations® similar times, “Instead of
resisting in a monetary fatalism, some economists, bankers, and statesmen have come
to recognize that nearly all inflation and deflation are man-made, and why should we
not therefore have a man-made stabilization?” (Fisher, 2009).
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Disillusioned by the uncertain attempts to restore a global monetary reform, likely due
to cold war grounds, trough the Gold Commission appointed by President Carter and
chaired by Donald Reagan in 1982, which minutes were not published, and by the
devastating floating exchange rate system, the EMS founding fathers wanted to restore
a system of fixed - but - adjustable exchange rates within most of the European
Community, which finally brought to the issuance of the Euro at the end of the 1990's.

At Bretton Woods in New Hampshire in the year 1944, the gold reserve problem was
eluded by the establishment of the new platform leading to the gold-exchange standard,
supported by Harry Dexter White, from the U.S. Treasury Department, a necessary
compromise between gold supporters and gold contrarians, based on the circulation
coverage by both gold and dollars. The IMF with the linked gold parities system, lived
up to its dismissal by the President Richard Nixon in August 1971. In that year the gold
standard was unquestionably and unconditionally definitely abandoned and we entered
the present cycle of ever growing financial and monetary turbulences, likely primary
precondition to an oil standard first and to the more or less deep pretentious fine tuning
of most of the monetary policies implemented by the issuing Central Banks up to the
wrong presumptions of Mr. Greenspan. (Fleckentein, Sheenan, 2008).

An other set of adverse deregulations is linked to the cross border banking activity,
with the abolition of some of the Mc. Fadden Act provisions, the 1994 Riegle Neal
Interstate Banking and Branching Act, the 1999 Gramm-Leach-Bliley Act and the EU
mutual recognition principle, as expressed in the EU Directive 646/89, furthermore
have all brought new problematic issues. The most recent legislation provided a
complex new framework of limits, in order to avoid predatory deposit acquisitions and
prescribed compulsory reinvestments paths, aimed to restrain excessive capital
attraction toward regional overdeveloped areas.

Modern technology, the progress in the telecommunications sector and the end of the
cold war, have all promoted the deregulation of most of the banking activity, in order to
create a looser framework of rules able to widen the globalization banking process. The
economic crisis, traditionally and in previous periods, even if originating in the USA,
were generally affecting the peripheral emerging countries and distant areas of the
world, like the Asia crisis of 1998-1999, the Russian default of 1998 and similar
numerous different cases in those years, nowadays, with a terrific astonishing shift in
the normal financial behaviour, the crisis hits the core countries: Europe and most of
the English speaking countries, scarcely affecting the BRICS, (Big, Rapid,
Industrializing Countries), which have been increasing their GDP along a trend above
the level of the previous developed countries “Capital, by its votaries’ accounts, was
outpacing outmoded structures, breaking the binds that had tied it, and taking the path
of least resistance as it spread across the globe, digging in and taking root wherever it
could.”(Brittain-Catlin, 2005)

In the rapid growth of new markets and industrial areas, as well as for the financial
disparity existing among different regions, powerful forces drained originally sensitive
funds and available resources for the investments from less developed areas to more
developed regions, which most of the times took advantage of the offshore or special
industrial areas outside the EU, like Turkey or the free industrial’ special zones within
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the Moscow region, or several other free zones around the world. (Brittain-Catlin,
2005).

The resulting huge process of delocalization has surfaced only as a recent force
attracting capitals and skills which have been transferred only in present times and
under specific globalization asymmetries, to the high financial risk and less developed
areas, from already developed ones, downsizing the spread between the less developed
and the industrialized zones. “When my publisher asked me to write a book on
outsourcing, | immediately jumped onto the internet to see whether | could pay a guy in
Calcutta to doo it. Too many choices popped up on the screen, so | did it
myself.”(Buchholz, 2004)

This process, for instance, was one of the main reasons of the everlasting
underdevelopment of some southern Italian agricultural insulated regions, after the
Italian State unification, ratified in year 1860. The South, once industrially developed,
became all of a sudden and for mostly Northern a source of investment initiatives
attracted Northward despite recurrent announcement of financial and fiscal facilities for
all Southern areas were always announced by all Italian governments.

When the US adopted the interstate banking legislative, a remedy was adopted trough a
strong review of the Community Reinvestment Act, enacted according to the Riegle-
Neal Interstate Banking and Branching Efficiency Act of 1994, which repealed
restrictions on interstate banking, stressed the Community Reinvestment Act ratings,
received by the out-of-state banks as a consideration and compulsory operating base,
when deciding whether to allow interstate branches mutual financial relations or not.

According to Bernanke, a surge in bank merger and acquisition activities followed the
passing of the act, therefore: “... the CRA affirmed the obligation of federally insured
depository institutions to help meet the credit needs of communities in which they are
chartered, consistent with safe and sound operations”,® and supporting groups
increasingly used the public comment process to protest bank applications refusals on
Community Reinvestment Act grounds. When applications were highly contested,
federal agencies held public hearings to allow adverse comment on bank's lending
records. In response many institutions established separate business units and subsidiary
corporations to facilitate CRA-related lending. Local and regional public-private
partnerships and multi-bank loan consortia were formed to expand and manage such
CRA-related lending. In 1999 the Congress enacted and President Clinton signed into
law the Gramm-Leach-Bliley Act, also known as the Financial Services Modernization
Act. This law repealed the part of the Glass—Steagall Act that had prohibited a bank
from offering a full range of investment, commercial banking, and insurance services
since its enactment in 1933. A similar bill was introduced in 1998 by Senator Phil
Gramm, but it was unable to complete the legislative process into law. Resistance to
enacting the 1998 bill, as well as the subsequent 1999 bill, centered around the
legislation's language which would expand the current types of banking institutions into
other areas of service but would not be subject to CRA when shifting to the new
financial areas. The Senator also demanded full disclosure of any financial "deals"

8 <http:/iwww.federalreserve.gov/newsevents/speech/Bernanke20070 330a. htm>
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which community groups had with banks, accusing such groups of “extortion". The
Community Reinvestment Act was intended to encourage depository institutions to
meet the credit needs of the communities in which they operate, including low- and
moderate-income neighborhoods, consistent with safe and sound banking operations. It
was enacted by the Congress in 1977 (12 U.S.C. 2901) and was implemented by
Regulations 12 CFR parts 25, 228, 345, and 563e.°

4. THE PRESENT TREND

Apart from the CRA provision and compliance requirements, the second pillar
enforcement against the fund transfer from producing to savings and investment areas is
represented by all the instruments created in order to avoid some predatory banking
products, as the credit securitization.

Credit securitization is a new age structured process whereby loans and other
receivables are packaged, underwritten, and reshaped in the form of transferrable
securities. Often these instruments, called asset-backed securities, provide capital to
companies in financial stress, therefore qualifiedly predatory and this circumstance is
one of the central motivations of securitization. (Kravitt, 2002)

Most of the sub prime mortgage collateralizing activity might be placed under this
perspective, often with consequence a sophisticated path towards cheap take over of
minor or stressed banks, financial companies, industrial concerns and similar local
operating entities.

On the other side, banks on an interstate environment are moving from the traditional
individual prime rate to the new, more volatile base rate, like LIBOR or EURIBOR
which, sometimes, the banks themselves control. They may agree to fix, raise, maintain
and stabilize such rate, using it as a benchmark for commercial loans to so-called
middle-market and smaller borrowers, and thereby suppress or eliminate competition
between themselves. So, they may forecast the onset of worldwide inflation and raise
commercial interest rates, which might increase their profits: they raise and standardize
the spread points charged above the new base rate for commercial borrowers. So they
may move away from fixed-rate loans toward floating, variable-rate loans, linked to the
new prime, and adjust those rates to fluctuations in short-term interbank basic rates.
This reduces bank competition and lead to noncompetitive, higher rates for middle-
market borrowers, while set banks free to make prime loans to their preferred,
multinational corporate borrowers.

“The hypothesis that acquisitions serve to transfer resources from less efficient to more
efficient uses receives substantial support from our results, as do a number of other
relevant hypotheses” (Timothy, Hannan, Steven, Pilloff, 2006). In specific researches
made within the FED research department, the predatory banking addressed to the
funds reallocations from less efficient areas to developed segments and regions, appear
to be substantiate by many factors surfacing as a result of such studies.

® <http:/ivww.ffiec.gov/cra/history.htm>
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From an other point if view, the predatory activity reflects the desire to assume a global
configuration with local crossed worldwide activities, “We also find a robust
relationship between the proportion of local deposits (sometimes called “core
deposits™) that a bank has and the hazard of being acquired. Banks with higher ratios
of local deposits to assets are more likely to be acquired, no matter the type of acquirer
examined. This may reflect a preference for local customers as a result of some synergy
associated with acquisitions of banks with substantial local deposits, such as the ability
to cross sell to local depositors” (Timothy, Hannan, Steven, Pilloff, 2006, 29).
Actually, the simple evidence of present rapid globalization has become obvious and
undisputable as the volume of Eastern handled containers has dramatically growing in
a depressed Western progressive recession.

Figure 4: Overall TEU Traffic: First 20 ports year 2002

Geographic Area TEU %

Asia 84.951.148 65,89%
North Europe 22.448.422 17,41%
Nord America 14.381.242 11,15%
Middle East 4,194.264 3,25%
Mediterranean 2.954.571 2,29%
Total 128.929.64 100,00%

7

Figure 5: Overall TEU Traffic: First 20 ports year 2011

Geographic Area TEU %

Asia 214.130.458 79,10%
North Europe 29.586.043 10,93%
Nord America 14.001.610 5,17%
Middle East 13.000.000 4,80%
Mediterranean - -%
Total 270.718.111 100,00%

http://www.ci-online.co.uk

The globalization process has taken advantage of low Asian work direct and indirect
costs, low taxation and transportation improvements, associated to the near
technological era in telecommunications, production innovation and fall of any barrier
to the world trade as empathized by Adam Smith.

5. CONCLUSIONS

This new perspective has mixed up recession, depression and growth angles on a global
scope, too new to be faced trough classical 19 century monetary and fiscal policy
models, “... for the first time in two generations, failures on the demand side of the
economy — insufficient private spending to make use of the available productivity
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capacity — have become the clear and present limitation on prosperity for a large part
of the world.” (Krugman, 2008) Furthermore “As | noted in chapter one, globalization
has also brought huge benefits — East Asia’s success was based on globalization,
especially on the opportunity for trade, and increased access to markets and
technology.”(Stigliz, 2002)

So was commenting Stiglitz, just after the first dot.com bubble outbreak shocked most
of the Western markets, already at the beginning of the new century, forecasting the
potential huge impact of the technology mobility and the falling out of World’s
asymmetric social frameworks. In this general picture, the EU decided to issue a single
currency unit, the Euro, and opened the banking markets to the uniform mutual
recognition all over Europe, on a mostly universal bank operating model. The
consequent large scale merger ad acquisitions and change in operating models,
products, technology and critical bank size, has boost amalgamations and over the
border operations, that most of the times violate the community protection principles, as
already stated in the US model of the CRA, and has become in Europe predatory
banking when the final result is the reallocation of funds, fiduciary deposits and capitals
to the most developed areas, generally in northern Europe.

As the mutual operating agreements, the widening of the local EU market are now
unavoidable, there must be a concern in ruling the local activities and consider the
potential drainage of funds and consequent damage of the peripheral regions. At same
time, only remedies against the general economic depression seem to be a restructuring
of the unbearable conditions of the welfare state, when supported by widening income
taxation or growing sovereign debt, which have not been of help in any similar previous
social condition and promote a general open attitude to the unavoidable global market,
which is promoting and requiring competition, quality and a wide range of new cheap
productions.
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(POTENTIAL) CANDIDATE COUNTRIES

ABSTRACT

Tourism is very important sector of the European economy. According to the research
of World Travel and Tourism Council EU tourism industry generates directly nearly
3% of the EU GDP and 3,3% of total workforce are employed in the EU tourism
sector._ However, the EU does not lead to a common tourism policy.

The importance of the tourism sector is even higher in the candidate countries. Since
the candidate countries forecast high growth rates of tourism, the tourism industry can
be considered one of the most important sectors of their economy.

The process of EU enlargement highlights the need for more economic and social
cohesion. After enlargement in May 2004 when the EU access regions and also
countries whose the GDP per capita is 40% below the average for the EU-25, concepts
of solidarity and cohesion become more important than ever. For this purpose EU
provides focused pre-accession financial aid to the acceding country, candidate
countries and to the potential candidates. One of the main instruments which are
available to the candidate countries is Instrument for Pre-Accession assistance — IPA,
which continues to support measures in areas that have been funded through the pre-
accession assistance programs CARDS, PHARE, ISPA and SAPARD. The main
objective of the IPA assistance to candidate and potential candidate countries in their
harmonization and implementation of the acquis communautaire is to prepare them for
the use of Structural Funds of EU.

The purpose of this paper is to analyze the possibility of funding projects in the field of
tourism for both the candidate and potential candidate countries for EU accession. As
a candidate country progress in the accession process, and exploit less funding for
harmonization and implementation of the acquis communautaire, gets more
opportunities to fund projects from different areas including tourism. While on the one
hand, the experience of the former candidate countries that have already joined or will
join EU has shown a low degree of exploitation of pre-accession funds, and on the
other hand there is a limit to the amount of financial resources for the projects in the
field of tourism, candidate countries should learn as much from the experiences of
former candidate countries in order to better utilize the provided funds.
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1. INTRODUCTION

Tourism as an economic, social, and cultural activity is one of the most important
activities of modern society and economic development in the world, especially has
become significant in many European countries (Vukovi¢, 2006).

Often emphasized the phrase that tourism is one of the largest and fastest expanding
sectors of the European economy, confirms the fact that tourism in its narrow definition
(traditional travel and tourism providers — hotels, restaurants, cafes, travel agencies,
car rentals and airlines, that supply goods and services directly to visitors) contributes
to 2,9 % of the EU’s gross domestic product in 2011 (WTTC, 2012). Direct
contribution of tourism to gross domestic product varies among EU countries, ranging
from 1,4 % in Romania and 2,3 % in Slovakia, up to 14,5 % in Malta. Since the
analysis based only on the direct contribution to GDP underestimate the importance of
tourism for economic development, it is necessary to take into account the indirect and
induced impact of tourism. When related sectors are taken into account, the total
contribution of tourism to the EU’s gross domestic product is 7,9 % in 2011, varying
from 4,5 % in Romania and 6,0 % in Slovakia to 27,7 % in Malta in the same year.

Another essential aspect of the impact of tourism on economic growth is generating a
large part of the labour force. In 2011 tourism sector in European Union directly
supported 7.281.000 jobs (3,3% of total employment). On the other hand the total
contribution of tourism to employment, including jobs indirectly supported by the
industry, was 8,5% of total employment (18.769.500 jobs).

In addition to direct effects on economic growth and employment, tourism plays an
important role in the development of many European regions. Taking into account the
current enlargement of the European Union, the importance of tourism for the
economic development potential candidate countries becomes even more obvious.

Table 1 shows the tourism’s relative contribution to GDP and employment in 2011 for
the candidate countries (Island, Montenegro, Macedonia, Serbia, and Turkey) and
potential candidate countries for EU accession (Albania and Bosnia and Herzegovina)
and the data in Table 2 show the average annual growth rate of long-term growth of
tourism’s contribution to GDP and employment for candidate and potential candidate
countries for the period 2012 — 2022 estimated by World Travel and Tourism Council.
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Table 1: Tourism’s relative contribution to GDP and employment in (potential)
candidate countries in 2011 (%)

Tourism's Tourism's Tourism's Tourism's
direct total direct total
Country contribution contribution | contribution to | contribution to
to GDP to GDP employment employment
Island 5,2 17,4 52 18,8
Montenegro 7,5 15,4 6,5 13,7
Macedonia 1,3 4,8 1,2 4,3
Serbia 1,7 6,0 15 5,5
Turkey 4,3 10,9 2,1 8,1
Albania 6,2 21,8 55 19,8
B&H 2,0 7,4 1,8 6,7

Source: World Travel & Tourism Council (WTTC) (2012), The Authority on World Travel & Tourism,
Travel & Tourism Economic Impact 2012, Country Report for Albania, Bosnia and Hercegovina,
Iceland, Montenegro, Serbia, Turkey, (adapted by author)

From the data presented in Table 1 can be seen that the most tourism’s direct
contribution to GDP and employment have Montenegro, Albania and Iceland. If you
take into account the tourism’s total (indirect and induced) contribution to GDP and
employment, tourism contributes the most to the GDP and employment in Albania,
Iceland and Montenegro. As can be seen from the above data, indirect and induced
effects of tourism in Iceland and Albania are three times larger than the tourism’s direct
contribution to GDP and employment, which additionally emphasizes the importance
of tourism for the economic development of these countries. On the other hand, tourism
direct and also in total contributes at least to GDP and employment in Macedonia,
Serbia and Bosnia and Herzegovina.

If we take a look into the data on the expected long term growth rate tourism’s (direct
and total) contribution to GDP and employment, we see an impressive high expectation
of growth in tourism’s contribution to GDP in Montenegro (about 12 % per annual to
GDP and about 8 % per annual to employment). It is important to emphasize that (with
the exception of Montenegro) is expected among these countries the highest growth of
tourism’s contribution to GDP and employment in Bosnia and Herzegovina (about 6 %
per annual to GDP and about 2 % per annual to employment). World Travel and
Tourism Council expects the tourism’s contribution to GDP and employment to grow
at a rate greater than 5% per annual in Serbia and also in Albania.

From the data shown above it can be concluded that tourism has great significance for
the development of the candidate and potential candidate countries for EU accession.
Specifically, in those countries where tourism has a relatively small contribution to
GDP and employment, the expected high growth rates will strengthen the role of
tourism in economic development.
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Table 2: Long term growth of tourism’s contribution to GDP and employment in
(potential) candidate countries, 2012-2022 (% growth pa)

Tourism's Tourism's Tourism's Tourism's
Countr direct total direct total
y contribution | contribution | contribution to | contribution to
to GDP to GDP employment employment
Island 3,6 3,4 2,6 2,1
Montenegro 11,8 12,4 8,3 8,8
Macedonia 47 5,0 1,6 1,8
Serbia 53 52 0,8 0,5
Turkey 2,9 3,0 2,6 14
Albania 5,4 53 2,7 24
Bosnia _ and 5.9 6.2 19 20
Herzegovina

Source: World Travel & Tourism Council (WTTC) (2012), The Authority on World Travel & Tourism,
Travel & Tourism Economic Impact 2012, Country Report for Albania, Bosnia and Hercegovina,
Iceland, Montenegro, Serbia, Turkey, (adapted by author)

For this reason it is necessary but also very attractive to analyze the tourism policy of
the European Union. In the framework of tourism policy and also in the context of EU
accession and the possibilities of financial assistance for candidate and potential
candidate countries for EU accession, it is important to explore the possibility of
financial support for tourism-related projects that could ensure sustainable development
of tourism and support the overall economic progress of these countries.

2. TOURISM POLICY IN EUROPEAN UNION

Although the European Union does not lead directly to a common tourism policy,
European policies in a number of areas have a considerable impact on tourism.

European Union has recognized tourism’s role in creating new jobs and regional
development until 1990’s, however, EU did not follow a sectoral approach. EU has
tried to promote tourism with transport, social policy, environment, taxation, education,
competitiveness, government subsidies, consumer protection, regional development,
employment policy, research and statistics, SMEs and inception of the Single Market,
although it hasn’t set up any tourism policy on union level. However, in the beginning
of 90’s, with the pressure of institutional organizations, EU has started to follow a
sectoral approach. The European Commission, the Council, the European Parliament
play an important role in tourism activity (Purnar and Miral, 2008).

In 2006 the European Commission presented its communication “A renewed EU

Tourism Policy: Towards a stronger partnership for European Tourism” (Commission
of the European Communities, COM(2006) 134 final). This policy is complementary to
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national tourism policies and does not purpose to replace national policies but to
provide added value at European level. The main aim of renewed policy is to improve
the competitiveness of the European tourism industry increasing awareness of
economic, social and ecological importance of tourism and create more and better job.
The renewed tourism policy emphasizes the importance of reinforcement the
partnership of all stakeholders involved in tourism development at the international,
European, national, regional and local level. One initial area for stakeholder
partnerships is better regulation. All tourism stakeholders should actively participate in
the effort to improve the regulatory framework related to tourist activities. At the same
time, the European Commission is aiming to integrate tourism in all the related
common policies of European Union in way to secure satisfied coordination between
the various policy initiatives that have impact on tourism industry. To enable effective
achievement of the objectives of the renew tourism policy, the European Commission
has allowed the use of financial resources from European funds to support the tourism
industry.

Tourism-related projects can be funding trough four structural funds and EU
Framework Programme (for more information please see Web portal of European
Commission). European Regional Development Fund (ERDF) supports tourism-related
projects to enhance cultural and natural heritage, develop accessibility and mobility
related infrastructure as well as to promote ICT, innovative SMEs, business networks
and clusters, higher value added services, joint cross-border tourism strategies and
inter-regional exchange of experience. European Social Fund (ESF) co-finances
projects targeting educational programs and training in order to enhance productivity
and the quality of employment and services in the tourism sector. The new European
Agricultural Fund for Rural Development (EAFRD) that integrates the development of
rural tourism and farming activities in rural economy will provide support for:
improving the quality of agricultural production and products, improving the
environment and the countryside, encouraging tourist activities as part of the
diversification of the rural economy objective and studies and investments associated
with the maintenance, restoration and upgrading of the cultural heritage. The European
Fisheries Fund (EFF) in the aim to restructure of the fisheries sector and to regenerate
fisheries-dependent supports projects in field of eco-tourism, as employment
alternatives of fishermen. Overview of the projects that are partially or fully EU funded
is given in Table 3.
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Table 3: EU funding of tourism-related projects

lagging rural regions

Share of
. . EU
Project . Project EU .
acronym Project name cost (€) funding (€) funding
in total
cost
Integrated e-service for
ISAAC advanced access to heritage in 2.080.707 | 1.579.700 75,92 %
cultural tourist destination
r(]'5reen Integrating s_elf supply |_nto end 3.690.005 | 1.250.000 33.88 %
otel use for sustainable tourism
REST | Renewable energy and 814471 | 379393 | 4658 %
sustainable tourism
Capitals | Capitals prov@mg mtegrated 4972307 | 2474997 49,78 %
ITTS travel and tourism services
Aladdin | Mobile destination - 1800768 | 1.299.199 | 72,15 %
management for SMEs
E-organizational methodology
Hi-touch | and tools for intra-European 572.000 286.000 50,00 %
sustainable tourism
Pro-active management of the
Picture impact of cultural tourism upon 1.750.000 | 1.500.000 85,71 %
urban resources and economies
Tourism, culture and the
Ciutat | Production of urban space: 129.644 |  129.644 | 100,00 %
changing images, shifting
meanings?
Multimedia geo-information for
REGEO | e-communities in rural areas 3.250.000 | 2.054.097 63,20 %
with eco-tourism
Supporting and promoting
Sprite integrated tourism in Europe's 2.266.135 | 1.881.840 83,04 %

Source: European Commission, Research EU, Competitiveness & sustainability in European tourism, No 1,
September 2008 (calculated by author)

As we can see from the data shown in Table 3 share of EU funding for tourism-related
projects ranged from 34% to finance the full amount of project costs. That suggesting
although the EU does not lead directly to a common tourism policy, EU supported
tourism-related projects not only indirectly by the legal regulation but also financial in
a significant proportion.
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3. EINANCIAL ASSISTANCE FOR (POTENTIAL) CANDIDATE
COUNTRIES

European Union not only supports tourism-related projects of member countries.
Within the pre-accession strategy EU provides specific and targeted financial aid,
named pre-accession instruments, for candidate countries, potential candidate countries
and acceding countries. Although the primary goal of these instruments to support
candidate countries in order to enhance political, economic and institutional reforms
needed to fulfill EU membership criteria, candidate country, as they advance in the
accession process, have the ability to fund projects from different areas including
tourism.

During the time, European Union has developed several pre-accession instruments

intended for the candidate and potential candidate countries:

e PHARE, whose purpose is to support the implementation of the acquis
communautaire in the form of institution building and investment in economic and
social cohesion and cross-border cooperation,

e ISPA, was founded to support investment in the environment and transport
infrastructure and prepare the beneficiary countries to use funds from the Cohesion
Fund

e SAPARD, which supports rural development through the adoption of the acquis
communautaire of the Common Agricultural Policy and investment in
improvement of productivity and competitiveness, create jobs, and raise living
standards of rural areas

e CARDS, intended for the Western Balkans countries.

However, in late 2004, the European Commission in trying to provide better
performance and greater efficiency with the available resources creating a new
integrated instrument for pre-accession assistance, named IPA. The main objective of
IPA is supporting institution-building and the rule of law, human rights, including the
fundamental freedoms, minority rights, gender equality and non-discrimination, both
administrative and economic reforms, economic and social development, reconciliation
and reconstruction, and regional and cross-border cooperation.

It is important to emphasize that IPA was created as a flexible instrument which

consists of the following five components:

e Transition Assistance and Institution Building which promotes direct continuation
of PHARE programme activity, with the exception of economic and social
cohesion component

e Regional and Cross-Border Cooperation which finances common cross-border
activities between beneficiary countries as well as member states

¢ Regional Development which promotes integral part continuation of ISPA
programme and economic and social cohesion component of PHARE programme
and finances infrastructural projects of larger extent on the field of environmental
protection and transport

e Human Resources Development which promotes social cohesion projects aiming at
European Employment Strategy
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e Rural Development which directly continues on SAPARD programme and
allocates financial means for projects which implementing agricultural acquis
communautaire.

The total pre-accession assistance to candidate and potential candidate countries was in
the accounting period 2007 — 2013 11,5 billion €. Structure of funds allocated to the
candidate and potential candidate countries shown in Chart 1.

Chart 1: EU’s pre-accession assistance allocated to (potential) candidate countries
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Source: European Commission: http://ec.europa.eu/enlargement/how-does-it-work/index_en.htm (calculated
by author, in 000 €)

It is easy to see that the amount of pre-accession aid from year to year increases for
each of these countries. The greatest amount of pre-accession funds in this period was
allocated to Turkey, than to Serbia. With the exception of Iceland, at least pre-
accession funds in this period were allocated to Montenegro, and potential candidate
countries, Bosnia and Herzegovina and Albania. However, the potential candidate
countries can expect a significant increase of allocated funds of pre-accession
assistance when they get official candidate status and when they are advanced in the
process of EU accession. For comparison, to Croatia, as the only acceding country, in
this period was allocated less than 1 billion € which represents a significantly lower
amount of funds than was allocated to Turkey and also poorer amount compared with
pre-accession aid allocated to Serbia.

Keeping in mind that the primary goal when designing the IPA was to modernize all
the pre-accession instruments and combine them into one single instrument available to
candidate and potential candidate countries, it is important to emphasize that there are
differences in the exploit of allocated funds for pre-accession assistance between
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candidate and potential candidate countries. The new instrument also had to feature a
real differentiation between the two groups of countries, in order to take account of the
political decision which “promotes” a country from potential candidate to candidate
status, and address the differences between potential candidates and candidates in terms
of their administrative, programming and management capacity.

Chart 2: Funds allocation of pre-accession assistance under IPA components

TURKEY MACEDONIA
2007 2008 2009 2010 2011 2012 2013 2007 2008 2009 2010 2011 2012 2013
MONTENEGRO SERBIA
100% -
99% -
0B8% -
97%
96%
95%
94%
93% -
92% -
91%
90%
2007 2008 2009 2010 2011 2012 2013 2007 2008 2009 2010 2011 2012 2013
BOSNIA AND HERZEGOVINA ALBANIA
2007 2008 2009 2010 2011 2012 2013 1007 2008 2009 2010 2011 2012 2013
W Transition Assistance and Institution Building M Cross-border Co-operation
W Regional Development M Human Resources Development

MRural Development

Source: European Commission: http://ec.europa.eu/enlargement/how-does-it-work/index_en.htm (calculated
by author)
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The main difference in the allocation of pre-accession funds is reflected in the fact that
the candidate countries use the funds within all five IPA components, while in the
potential candidate countries the pre-accession assistance focused only on two IPA
components (Transition Assistance and Institution Building and Regional and Cross-
Border Cooperation).

The structure of allocated funds to candidate and potential candidate countries by
purpose of the IPA components in budget period 2007 — 2013 has shown Chart 2.

As shown in Chart 2 Bosnia and Herzegovina and Albania, potential candidate
countries, using pre-accession funds only through the two components of the IPA:
Transition Assistance and Institution Building and Cross-border Co-operation. The
same holds true for Serbia, which has been granted status of candidate country for
membership in March this year. On the other hand, Montenegro became a candidate
country in 2010, and from 2012 year allocated to it the funds of pre-accession
assistance through all 5 categories of the IPA. At the same time, the candidate countries
are typically reduced funds of pre-accession assistance proposed to Transition
Assistance and Institutional Building in favour of Rural and Regional Development.

This suggests that to the potential candidate countries, as they progress in EU accession
process and obtains the status of candidate country for EU membership, will be
available more pre-accession funds for regional and rural development. And these are
the two components of the IPA, for which may apply tourism-related projects.

4. EU FINANCIAL ASSISTANCE FOR TOURISM-RELATED PROJECTS -
LESSONS FROM CROATIAN’S EXPERIENCE

Croatia is a traditional tourist-oriented country. According to the World Travel and
Tourism Council more than a quarter of Croatian GDP comes from tourism industry.
Specifically, the contribution of tourism to GDP is estimated in 2011 year to 26.5%,
almost double the world average. That same year, the tourism sector was 311 000
employees, which makes 28.3% of total employment, and more than double the world
average (WTTC, 2012). Tourism investment in 2011 consisted of 11.4% of total
investment in Croatia. It is estimated that they should grow in the year 2012 by 14,2 %
and grow by 5,2 % per annual over the next ten years. The growth of the tourism
product in recent years confirms that Croatia is on its way to tourism an active
generator of economic development (Republic of Croatia, Ministry of Tourism, 2010.)

Croatia in recent years has experienced significant changes related to process of joining
the European Union, both on political and economic level. Although the status of
official candidate for the full membership Croatia received in June 2004, today Croatia
has the status of acceding country after five and a half years of negotiations on the
conditions under which Croatia joining the EU.

The experience, which Croatia has in recent years from a very dynamic relationship

with the European Union and the importance, which tourism has for the Croatian
economy has sufficient reason to analyze how much Croatia has managed to exploit the
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possibility of financing tourism-related projects for pre-accession funds of the
European Union. Croatian’s good and bad practice can be of great assistance to
candidate countries and potential candidate countries in finding the best ways of using
financial assistance from the European Union.

According to the Ministry of Finance of the Republic of Croatian shown in Table 4, it
is easy to observe remarkable percentage of contracted funds of total allocated pre-
accession funds. CARDS 2003 and CARDS 2004 assistance programs were contracted
in a very large amount of 97,68 % and 94,61 %. Percentage of contracted funds under
accession program PHARE 2005 and 2006 exceeds 85%, the lowest percentage of
contracted funds generated through the SAPARD program, only 61,7 %.

Table 4: Financial overview of pre-accession programs CARDS, PHARE, ISPA,
SAPARD on the day 31.12.2010 (000 €)

CARDS | CARDS | PHARE | PHARE

2003 | 2004 | 2005 | 2006 | 'SPA | SAPARD

Allocated funds 29.367 | 46.574 | 73.141 | 64.149 | 59.000 | 25.000

Contracted funds 28.686 | 44.065 | 63.910 | 54.669 | 56.052 | 15.426

Contracted/allocated | 97,68% | 94,61% | 87,38% | 85,22% | 95,00% | 61,70%

Source: Republic of Croatia, Ministry of Finance (2010.) Izvje$ce o koristenju pretpristupnih programa
pomo¢i Europske Unije za razdoblje od 1. srpnja do 31. prosinca 2010.

Unfortunately, the good practice of contracting a high percentage of the first generation
of pre-accession funding is not continued in the next two years. Table 5 gives a
financial overview of the pre-accession program IPA components per its components.
Comparing data from Table 5 with data from Table 4, it becomes clear that the
percentages of contracted funds of IPA program significantly lower.

Table 5: Financial overview of pre-accession program IPA, components | - V on
the day 31.12.2010 (000 €)

IPA I | IPA I |IPA I |IPA 1l | IPA 11l [ IPAIV |IPA V

2007 2008 2009 07-09 07-09 07-09 07-09
Allocated funds 44.554 | 41.374 | 42.101 | 5.359 142.350 | 38.277 | 102.900
Contracted funds 41.119 | 9.930 5.068 2.722 33.781 | 25.389 | 6.075
Contracted/allocated | 92,29% | 24,00% | 12,04% | 50,79% | 23,73% | 66,31% | 5,90%

Source: Republic of Croatia, Ministry of Finance (2010.) Izvjes¢e o koristenju pretpristupnih programa
pomo¢i Europske Unije za razdoblje od 1. srpnja do 31. prosinca 2010.

The largest percentage of the contracted funds has program IPA | in 2007 and to
92.29%. More than 50% of allocated funds are contracted just under programs IPA Il
and IPA IV, while the other components of the IPA have a very small percentage of the
contracted funds, even less than 25%. One of the reasons for low exploitation is the fact
that the Central Finance and Contracting Agency (CFCA) that is responsible for cash
management, tendering, contracting, payments, accounting and reporting on funding
the entire procurement system in a decentralized implementation of EU funds in
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Croatia, founded only in 2007. The delay in construction of infrastructure has
significantly contributed to the slowdown. (Bilas at al., 2011)

Table 6 provides an overview of tourism-related projects in Croatia
financed by the European Union. The data presented in Table 6 also confirmed
significantly lower realized projects under IPA program compared with the first
generation of pre-accession assistance. However, it is evident that the tourism-related
projects not funded only by funds of pre-accession assistance. Even three of these

projects were financed under the Community Initiative INTERREG IlIA.

Table 6: Tourism-related projects financed by the European Union in Croatia

Share of
Fundin Project EU EU
Project name sourceg cost funding funding
(€) (€) in total
cost (%)
Institutional strengthening
and implementation of
Natura 2000 network in PHARE 2005 1.600.000 | 1.300.000 | 81,25
Croatia
Trout and Tourists PHARE 2005 630.222 472.667 | 75,00
Parenzana - the path of INTERREG
health and friendship 1A 174.170 153.126 | 87,92
Restoration railways
Vinkovci - Tovarnik - State | ISPA 75.761.000 | 28.789.180 | 38,00
Border
Culturevive IPA 2007 99.694 84.760 85,02
BASTION - CI'.[IES along the | INTERREG 184.416 162.416 | 88,07
Drava open their fortresses A
CIVITAS ELAN FP7 5.140.000 | 2.981.200 | 58,00
Muljufunctlonal sports and PHARE 2005 2725 525 981.189 | 36,00
tourism hall Delnice
INFI - Adriatic cities in INTERREG 812.296 100.080 12,32
flowers 1A
Biodiversity of subterranean | )\ ge 9005 94.895 75.916 | 80,00
fauna of Karlovac County

Source: Zajedno za europsko danas i sutra, Hrvatski projekti financirani sredstvima Europske unije (2009) i
Zajedno za europsko danas i sutra 2, Projekti financirani sredstvima Europske unije u Hrvatskoj
(2011), Delegation of the European Union to the Republic of Croatia, European Union Information

Centre

If you look at the share of total costs of tourism-related projects in Croatia funded by
the European Union, as shown in the last column of Table 6, it can be seen that a great
percentage of the total cost for a large number of projects financed by the European
Union. In more than half of the presented projects funded even more than 85% of total
costs by the European Union. And less than 40% of total costs financed by the
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European Union only three of these tourism-related projects in Croatia. Such
percentage should be satisfied with keeping in mind that the more the total cost of
tourism-related projects financed by the European Union, Croatia remains smaller
amount that should be funded from other sources.

5. CONCLUSION

The experience of Croatia as a country that has already passed the long way towards
the full membership in EU can be of great help for countries in status of (potential)
candidate for EU membership.

In times of financial crisis the importance of tourism, as a sector in which exists a
potential of resolving one of the crucial economic issues-unemployment, all financial
help should be considered as a possibility to make economic break true. That is the
reason why the (potential) candidate countries need to put some extra effort in
providing skills and knowledge to access financial means from EU funds. Example of
Croatia shows that, although there is no unique European policy for development of
tourism as a sector, tourism related projects can be successfully financed from
accessible EU funds.
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BUILDING OF A NEW EUROPEAN ECONOMIC AND
POLITICAL HORIZON: THE UNITED STATES OF EUROPE
AFTER THE EUROPEAN UNION?

ABSTRACT

The current crisis of the European project is so strong that it is already talking about it
in binary options: reform or disintegration of the EU (with a new grouping). When
considered in the framework of reforms emphasizes the idea of strengthening European
unity through fiscal and political unification. In the end, to unite at new levels led to to
the emergence of the United States of Europe. Fiscal unification is already
implemented through the harmonization of taxes (tax on financial transaction, european
VAT) and control of public spending in the states, and a package of penal measures for
disobedience (eg. Euro plus pact, Pact of competitiveness, Pact of stability and growth,
single supervision of banks). However, already at the level of these partial measures
targeting the saving appear first major obstacles the project of European federalisation.
The fiasco of the European financial sector pushed the states toward economic policy
which works to the interests of banking sector and stop the economic growth and
development. In terms of market orthodoxy it is necessary means continuation of
dismantling welfare states. The lack of economic growth and socialization of debts are
the most powerful forces of disintegration. Because of fiscal consolidation, economic
stagnation and impoverishment of the population boost national protectionism and
political forces that have, say the least, democratic deficits. The same kinds of criticism
have long been referred to the EU institutions. However, this insufficiency up to now
justified with an economic and market reasons sufficient for the survival of European
unity.  During the construction of political unification problem of lagging
democratization of the EU political space gets the sharpness and importance. Future
transfer of the political sovereignty of the nation-state to the European federation would
lead to a sharp left and right opposition. Hardest will oppose those who believe that EU
has never created enough clear worlviews, and political and democratic basis for union.
Because, as it known, federalism has no inherent political values or by itself can
achieve defined policy objectives. Not at all did not matter which political party, left or
right, dominated the parliament of a European federation. As can not resolve the
economic and political problems the federalization not do much to overcome recent
cultural (eg. behavior toward «southern» countries) and other european split. But
uncertain fate of european market project and mentioned problems in the way of
building political union are at the same time call for a new and stronger commitment to
build some form of federation. It's foundation should be placed on strengthening
democracy and social solidarity, both within the member states and within their
borders, rather than solely on «bank accounting». Therefore, in this paper, through
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political and economic analysis and critique of proposals for the reform of EU,
examines the radical changes that will for decades strongly influence European
unification (or detachment), but also to the general dvelopment of countries in
southeastern Europe which want to become EU members.
Key words: crisis, fiscal federalism, political unification

JEL classification: E62, F15

1. INTRODUCTORY NOTES AND CONSIDERATIONS

Despite all the invested efforts, it is not difficult to observe that the eurozone and the
rest of Europe are struggling under the burden of three crises. These are the banking,
world debt and economic growth crisis. Due to them and all the negative consequences
thereof, it has come to rigorous restrictions of budgets in the public sector,
discouragement of investments and avoidance of shops by consumers. All of the three
crises have appeared as a result of the American financial-economic crisis of 2008,
though they would have emerged later anyway, regardless of their transatlantic
incentive. As far as known, these crises have actually resulted from the creation of a
monetary union, followed by the development of necessary economic and political
institutional infrastructure without which the euro as a common European currency
would be doomed. The issues related to the three-dimensional nature of the European
crisis will gain additional importance if the fact that the search for and implementation
of respective solutions might lead to eruption of crisis hot spots is taken into
consideration. As one could expect, four years of the financial-economic crises have
generated favourable conditions for emergence of a severe political and social crisis.
Due to the seriousness of the crisis, numerous scenarios, including some black ones,
pertaining to the survival and future development of the eurozone and the European
Union as well as of the entire world are being considered these days. In spite of the
prevailing gloomy atmosphere, many intellectually and politically influential
participants have started to discuss about a more comprehensive and integrated way to
combat the crisis. Thereat, enhancement of European integrations implies development
of a European banking, fiscal and political union, also open, in the principle, to those
countries which will not, at least in a near future, join them. Basically, this is an
attempt to utilize the crisis for enhancement of the European project and prevention of
renationalization of a number of policies. These structural reform interventions are
aimed to raise the level of the European unity and to, in the end, facilitate establishment
of the United States of Europe through cohesion processes.

The commencement of contemplations about this exceptionally interesting, great and
far-reaching idea means that the EU have begun to prepare itself for historical decisions
which should thoroughly change and turn it into a federal European community. If
sovereign European countries accept this initiative as their common political goal and
assignment, development of the United States of Europe will represent a certain
revolution in the long run. Of course, the way to a federation or some other special
form (sui generis) of association of European countries is long, curvy and full of
obstacles and mysteries since the EU has not even become a confederation yet. Despite
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its joint currency, the EU cannot be called a confederation because it has neither a
single monetary nor fiscal policy and it lacks a common foreign policy and an army.
Nevertheless, irrespective of the troublesome categorization of the existing form from
the perspective of constitutional law and of the level of European integration, the EU
and its currency simply have no future without a harmonized monetary and budget
policy. If and when they are adopted, this will represent not only the first step towards
a (con)federation but also completion of a fair share of the quest for a solution for the
current crisis and prevention of future crises. Moreover, this could be a good
foundation for political unification and establishment of a real federation in which the
European Parliament would be granted powers of a common legislative body and the
Commission powers of a real government.

Due to the importance and complexity of the idea and project of the development of the
United States of Europe, this paper provides for a short overview of their major origins,
reasons, levels and features as well as for an explanation of their most serious
drawbacks which might block further economic-political unification or even make the
process reverse. Not to mention how the economic recovery of Europe depends on the
success or failure of the wider banking, fiscal and political integration, but it sholud be
noted that without running fast and strong growth across Europe banking and fiscal
union do not make sense, and the idea of the future federation.

The introductory considerations are followed by a search for real causes of the still
unresolved European crisis. The third part of the paper deals with the critiques of the
(semi)official European austerity policy and caters for an explanation of its devastating
economic, political and social consequences. The fourth part offers comments and
proposals for economic and political measures which should be agreed upon by the
Commission, European Central Bank and other international institutions in order to
finally overcome the crisis and to reinforce the European integration. After highlighting
the major insights into the sources and dimensions of the European crisis as well as
quasi- and real solutions for dealing with it, the fifth part, which is also the concluding
part of the paper, exposes the idea of the United States of Europe, its justification and
plans for its realization to various forms of criticism which, more than less, denies the
possibility of further development of the European (con)federation. Such critiques can
be perceived as warnings with respect to issues that may slow down or stop the
development of the (con)federal United States of Europe.

2. REAL CAUSES OF THE EUROPEAN BANKING-DEBT-ECONOMIC
CRISIS

A noble experiment, the essence of which refers to thesearch for a reform solution
which would provide Europe with permanent peace, economic growth and political
democracy, has been being conducted in Europe for almost 60 years now. The
integration of European countries began in 1951 when the European Steel and Coal
Community was founded, which gave Germany and France the green light to free
cross-border trade in coal and steel. The respective Treaty did not only cater for
economic benefits but it also set grounds for mutual understanding and peaceful
coexistence between countries and nations which had often been in armed conflicts
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through the history. An even higher level of European integration was reached in 1957
when six European countries founded the European Economic Community. The new
Community was a customs union, enabling free trade between the member states and
introducing common customs tariffs regarding import from non-member states. During
the 1970s, the EEC was joined by the UK, Ireland and Denmark. In the meantime, the
Community expanded the list of its missions and started to provide undeveloped
European region with assistance and promote a democratic form of government. The
membership in the EEC grew in the 1980s too with the accession of Spain, Portugal
and Greek after these countries had overthrown their dictatorships. The decades to
follow were characterized by the accession of socialist countries which abandoned
command economy and undemocratic regimes.

Harmonization of economic regulations, elimination of cross-border barriers and free
movement of work force have gradually brought to deepening of mutual economic
integration. Every higher level of economic integration implies firmer political ties
between the member states. The long-lasting economic and political integration and
unification were symbolically crowned in 1999 when the euro was introduced (i.e. the
emission of coins and banknotes in 2002) and promoted in the official currency of
more than 300,000,000 million citizens of the newly created eurozone, i.e. monetary
union. The birth of the euro lead to the expected simplification, price fall and
expansion of safe business between the eurozone member states. However, some
painful conclusions came to light in 2008 when the effects of the financial-economic
crisis reached the coasts of Western Europe. The euro is unfortunately linked with the
outbreak of the three-dimensional crisis which is still tearing apart the economy and
society of a large number of European countries (Krugman, 2012, 167-169). The
European integration is not intact any more since the long-lasting economic, political
and social crises are being mutually stimulated. What makes us think that the
emergence and expansion of the European crises can be attributed to the introduction of
the common currency?

Soon after the introduction of the euro and raising trust and expectations, investors
from leading European countries commenced with major investments into southern
European countries. Such a volume of pecuniary investments had not been possible
prior to the introduction of the euro since the lending interest rates in southern Europe
were much higher than those in, for instance, Germany due to the fear of devaluation
and state bankruptcy. The combination of a lack of experience and knowledge and the
greed of European banks (particularly of German and French banks, still the extent of
their greed was not so great as in case of American banks) created an atmosphere in
which the cheapest loans ever could be easily granted in southern European countries.
In some countries (not in all of them), these loans facilitated boom times in
construction industry which were to be turned into a construction bubble in a relatively
short time (Krugman, 2012, 174). However, before this bubble burst, vast capital
flowing from the north of Europe to its south had encouraged a salary growth, a 35 %
increase within the period of ten years. Unlike Germany in which salary grew by 9 %
in the same period, huge salaries in southern countries made their industry
uncompetitive with respect to the, for example, German or Chinese one. This was the
reason why Europe’s uncompetitive south (Greece, Portugal, Spain, Italy plus Ireland)
accumulated trade deficits while it came to a trade surplus in Germany. In Krugman’s
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opinion (2012, 175), this rising competitiveness and trade balance gap represents only
the core of the European issues since one of its effects included asymmetric economic
shock. Due to the burst of the construction bubble, which, to a fair extent, resulted from
the American crisis reaching the European soil in the meantime, the economy of
southern Europe did not only go down with the recession but were also affected by the
banking crisis and growing budget deficits. In fact, countries suffering from budget
deficits are often forced to induce fiscal deficits in order to maintain their domestic
aggregate demand. Without a fiscal deficit, such countries would face a high
unemployment rate and the severe social and economic consequences thereof would be
hardly swallowed by the politics (Stiglitz, 2010, 326). Cumulative shocks started to
push national outputs and employment rates downwards and increased the expenses of
the states both for the unemployed and social programmes and for rescuing banks and
returning their debts. The tangled knot of the issue — recession, banking debts, budget
deficits and public debts — enticed the growth of interest rates which, at a certain
moment, skyrocketed and thus threatened indebted states with bankruptcy and
economic collapse arising from the termination of the inflow of fresh (too expensive)
capital.

The Greek crisis does not fully resemble crises in other countries since Greece was not
affected by the overblown construction bubble. Prior to the outbreak of the crisis,
Greece had suffered from the deficit of 5.1 % (2007). Although its unemployed rate (10
%) fitted into the European average, its deficit of 13.6 % was the second largest (next
to Ireland) in Europe already in 2009. The external debt of the country amounted to
115 % of its GDP. Like other countries, Greece could not avoid huge import and trade
deficits and was forced to cover the state income fall with foreign credits (about 80 %
of the Greek debts refer to German and French banks) and huge public expenditure
which supports aggregate demand and employability. Like many other governments
and banks, the Greek Government used to cover up its financial status for a number of
years and was thereby provided active assistance by foreign banks (especially by
American banks such as Goldman Sachs which used to sell their knowledge of
accounting policies and financial products to foreign governments for the purpose of
deficit cover-up, e.g. derivatives) and ignorant credit rating agencies as well as the
European Central Bank and the International Monetary Fund. After the elections held
in October 2009, the Greek Government disclosed their own falsification, but financial
markets decided to give it no credit for such a decision. On the contrary, they punished
Greece undertaking a well-planned attack in 2010, probably due to the fact that Greece
is a small country which can be raided with relatively little money (Stiglitz, 2010, 323-
324). The attack against Greece is just an example of numerous attacks against
developing countries. The financial sector, saved throughout the world by government
interventions (including the Greek Government!), turned itself against their savers.
Having noticed large deficits and state needs for financial products, the financial sector
grabbed a new chance for making profit. Anticipating that due to the refinancing of
debts and financing of deficits (this makes a huge deficit a huge problem), Greece
would turn to capital markets and face problems in being granted expensive loans,
banks simply sold it short-term bonds. This way, the bankers made the bet that these
bonds will experience value decrease and hence they will make profit by buying them
off later at lower prices. Banks actually utilized a new weapon for mass financial
destruction against Greece - credit default swaps (CDS) (Stiglitz, 2010, 322-323).
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While the good sides of the euro made the bankers, investors and governments
unvigilant and thus indirectly enabled outbreak of the European three-dimensional
crisis, the bad sides of the euro are directly deepening the crisis and making it longer
and immune to anti-crisis measures. Namely, at the moment of the adoption of the euro
as a common currency, the eurozone states got a currency with a fixed exchange rate. It
means that all of them gave up on devaluation as an important instrument for
adjustment to asymmetric economic shocks. If Greece, Spain or a third country was
able to devalue its own currency as it had been possible before the introduction of the
euro, the appertaining economy would competitively adapt itself to the crisis and
commence with economic recovery. The recovery would be facilitated by devaluation
which would be aimed at reduction of production costs (wages and other labour-related
costs), creation of price advantage over more productive competition and enhance
export. Raising its own competitiveness by cutting down on production costs when
other solutions are only useful in the long run (e.g. technological advancement)
contributes not only to larger export but also indirectly to protection of domestic
producers and workplaces from excessive import and its bad sides. The current issues
have gained even more importance due to the fact that the introduction of the euro
made the member states to abandon devaluation and their own monetary policies.
Monetary sovereignty and jurisdiction over the monetary policy was transferred to the
European Central Bank (ECB). If the member states had not done this, countries
affected by the crisis would be able today to, at least in theory, influence the decrease
of interest rates and encourage investment which would then enhance production and
create workplaces. Instead, countries affected by the crisis are not in position to do
anything concerning encouragement of their own production since they do not have
classical instruments of foreign currency and monetary policy under their control
(Stiglitz, 2010, 322-323). It can be anticipated that in the future, countries like Greece,
Portugal and Spain, regardless of the assistance provided and general socialization of
debts and banking losses, will still be facing the same structural problem: how to
achieve the competitiveness of their economies and start economic growth without
monetary sovereignty and the possibility of exploitation of major pillars of economic
policy?

3. AUSTERITY POLICY AS A QUASI-SOLUTION AND ITS ECONOMIC,
POLITICAL AND SOCIAL CONSEQUENCES

Substituting devaluation with an instrument euphemistically called internal devaluation
has been introduced as a solution, or it is deemed so, for the crisis. This is basically a
second type devaluation, but it also effectively reduces the price of a labour unit.
However, reduction of labour costs in one country urges other countries to implement
internal devaluation too unless they want to lose their competitive advantage and face
economic problems. The spiral decline of salaries leads to, naturally, to the issue of
inadequate effective demand. Unfortunately, internal devaluation has an additional flaw
which does not usually accompany classical devaluation. In fact, internal devaluation
can be hardly embraced by those who make a living from their workplace, particularly
if they are not so sure that this instrument will not affect all the workers equally and
that a significant fall in their personal income will make their life easier by the time.
While trying to break the resistance to the relative decrease of salaries and deprivation
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of workers’ rights, governments have to deal with workers and trade unions and they do
it with varying success. Such government interventions cause social riots since the
government cannot convince the employed that they have to carry the heaviest burden
in overcoming the crisis. This has recently incited the Commission to unsuccessfully
impose restrictions of the right to strike throughout the Union. The labour-dependant
part of population and those whose existence depends on state transfers are directly
demanding that the greatest share of the crisis costs are borne by the rich minority who
in the last decades have made profit by the finalization of economy and society and thus
seized the entire material advancement. In case the European crisis also originates from
the neoliberal economic policy which deregulated banks, brought the irresponsible
conduct of the financial sector in the whole world to the surface and supported financial
speculations and profit growth putting the burden thereof on the back of the
impoverished majority (trickle-down economy), politics should not blame ordinary
people for big salaries, undeserved privileges and excessive personal consumption. The
figures undoubtedly suggest that the living standard of app. 65 % Greek citizens fell
down during the strong economic growth from 1993 to 2009 while life got better only
for a small population who was firmly bonded with the German and French financial
sector. Similar ratios characterize other European countries as well.

Instead of diverting attention and directing the anti-crisis measures towards diminishing
uncompetitiveness and trade imbalance of southern European states, the response of
European institutions wrongly focused on the Greek case and budget deficits as the
main sources of the multidimensional European crisis. Still, apart from Greece and
partially Portugal, other crisis-affected countries had not been featured by any major
budget deficit or had been efficiently working on its reduction prior to the emergence of
the financial crisis in 2008. These countries faced financial problem only after having
taken foreign credits to save their own banks and banking systems. Taking inadequate
account of the real genesis of the crisis, crisis-affected countries are forced to decrease
their deficits by strict reduction of public expenditure and tax increase (Krugman, 2012,
177-179).

Strict austerity and financial consolidation compelled countries to adapt themselves to
the European fiscal framework which does not allow a deficit exceeding 3 % of the
national GDP, i.e. public debt exceeding 60 % of the GDP. Although it is a common
fact that strict austerity has a negative effect on employability and aggregate demand,
preferring austerity as a way of dealing with the economic crisis means following the
neoclassical recipe for economic recovery based on return of confidence in business
transactions (Stiglitz, 2010, 320-321). According to this doctrine, confidence and
economic growth are restored after reduction of the public expenditure and budget
deficit, accompanied with a simultaneous increase of taxes. However, similar IMF
programmes implemented in east Asia, Latin America and Russia have provided
evidence that this model of combating economic crises simply does not function in
practice. Accordingly, reduction of public expenditure weakens the economy and
decreases growth rates, which is followed by a rise of the unemployment rate, a fall in
salaries and public revenues. The application of this model in Greece has brought to the
fact that one fourth of the population of working age are unemployed whereas in terms
of people under 35 years of age, the unemployment rate has hit the 50 % limit. The fall
of economic activities causes a fall in country’s tax revenues (which cannot be

103



compensated by the increasing rigorousness of the state concerning tax collection),
which makes mitigation of the tax deficit even more difficult. Cutting down on public
expenditure cannot restore business confidence and economic activism. Furthermore,
an undesired effect thereof can be a decline in investment and public expenditure. What
awakes concern is that most European countries, lead by Germany, prefers the
neoclassical model of dealing with the crisis. Except for favouring interests of large
financial institutions (smoother short-term collection of taxes), this failed model in the
macroeconomic sense represents a threat for the society since it puts the recipe for
resolving the crisis on the back of the broadest layers of population. In Greece, this
model can be linked to a rise in the suicide rate, proneness to diseases, homelessness
and divorce. The official European austerity, social stratification and monetary unity
policy deprived of necessary mechanisms for more equal redistribution of economic
surpluses is not only dangerous because it destroys the concept of social state and
welfare but also since it, on an international level, produces national stereotypes such as
the one suggesting that Greek people are lazy. Making a bad picture of particular
nations is aimed at justification of the difficult economic situation and at galvanization
of national protectionisms and creation of a political space for gaining popularity of
extreme political parties and populist options. Unfortunately, even those countries
which opted for Keynesian measures such as Greece and Spain are aware that they have
no other option but autonomously reduce their deficit and public debt. These countries
assess that otherwise they will not be in position to get necessary capital on financial
markets and will finally be forced to primary reduction of the deficit and debts. The fact
that these countries will face deepening of the economic crisis is of less concern to
European leaders and institutions than the successfulness of the collection of bank
receivables and satisfaction of their appetites considering profit-making.

For the sake of truth, one should point out that austerity programmes may lead to
economic recovery, but only under unrealistic conditions and these are successful
implementation of internal devaluation and decrease of interest rates. Nevertheless,
even in case these conditions are fulfilled, there is still a serious problem since fiscal
consolidation deteriorates the ratio of the national debt and gross domestic product,
which then has a negative effect on the confidence of the market and investors. Even if
the austerity measures efficiently do their job, it seems that the respective economic
benefit is inferior to vast damages to the society. Therefore, it might happen that
numerous and various social groups throughout the EU start to challenge their benefits
from inclusion into European integrations.

4. THE NEW ECONOMIC POLICY, THE BANKING AND FISCAL UNION
AS THE ROAD TOWARDS EXITING THE CRISIS AND THE BEGINNING
OF THE FEDERATIVE EUROPE

The European banking, debt and growth crises can only be solved by applying several
packages of various measures and instruments, all of which have in common that they
would mean a systematic reform of both the Union and the euro zone. First, it sholud
start with eliminating major systemic flaw of the eurozone, which stems from the
failure of timely upgrades monetary union by creating a fiscal union. Due to this
omission, the asymmetric economic shock has resulted in more severe consequences
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than they could have been. Namely, each common currency zone can arrive at its
optimal results only when three conditions are met: the existence of strong trade
relations between the countries sharing a single currency, high workforce mobility and
the fully-built fiscal union institutions. While in the euro zone's case the first condition
has been met (about 60% of the trade is carried out between the Member States), the
other two have yet to be fulfilled. Even though the Union has declared the freedom of
employment, for a number of reasons the European workforce mobility is still poor.
Because of that, the workforce from regions affected by the crisis and unemployment
does not shift in any significant way to regions with economic growth and rising
workforce demands.

The lack of the fiscal union poses another kind of a problem. Despite being a member
of the monetary union, each state must in the case of a crisis solve its issues alone and
isolated from others. No central government and common budget will stand behind it,
and without that, banks cannot be rehabilitated, pensions and social benefits cannot be
paid, nor can bank deposits be guaranteed for (Krugman, 2012, 171-172). If there is a
crisis, a member of the monetary union can only get help by insecure non-institutional
solutions such as ad hoc solidarity funds. It is exactly for this reason that the European
Financial Stabilisation Mechanism (EFSM) and the European Financial Stability
Facility (EFSF) have been formed. The EFSM allows the Commission to borrow in the
financial market in the name of the EU and for the account of its budget. The borrowed
funds are loaned to Member States with the payment of interests. The EFSF can emit
highest credit rating (AAA) bonds, which are guaranteed for by the euro zone members
up to the amount of 440 billion euros. The funds collected by bond sales can be used
for lending money to euro zone members. Meanwhile, a long disputed permanent
mechanism for crisis solving (ESM — European Stability Mechanism) has finally been
established, as well as approved by Germany. This mechanism, also known as the
"European rescue fund”, has about 500 billion euros at its disposal and partially
assumes the functions of a joint budget and central government body.

Having finally understood (after four years of crisis) that the majority of the problems
come from the non-existence of a fiscal union, the EU has recently sped up its
development. In the future, fiscal unification will be implemented by tax harmonisation
(introducing taxes on financial transactions and the European VAT), public spending
control in Member States (the Fiscal Pact and the Parliament Directives), and by
implementing a package of sanction measures for undisciplined members (e.g. Euro-
Plus Pact, Competitiveness Pact, Stability and Growth Pact). The so-called Fiscal Pact
of March 2012 (coming into force in 2013, fully named Treaty on Stability,
Coordination and Governance in the Economic and Monetary Union), requires from all
the EU Member States (it has not been signed by Great Britain and Czech Republic) to
balance their national budgets or bring them to surplus. Otherwise, any state that
breaches the permitted limit will be fined up to 0.1% of its GDP. The future public
spending control has also been increased by the adoption of two directives by the
European Parliament, giving new powers to the Commission in respect of controlling
the euro zone members' budgets. Although yet to be confirmed by Member States,
these two directives have been presented as the "core of the fiscal union". They provide
the Commission with the authority to demand new budget drafts to be developed in
those states where national budgets fail to respect public debt limitations.
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In the year 2013, a Single Supervisory Mechanism (SSM) for banks should be set in
motion, this being another step closer to establishing not only the banking and fiscal
union, but political union as well. This mechanism proposal puts the European Central
Bank (ECB) into the position of a "supervisor" in charge of authorising or withdrawing
authorisations of credit institutions in the euro zone, assessing acquisition and disposal
of holdings in banks, making saving deposit guarantees etc. The central supervision
would be financed by taxing financial institutions and transactions, with the aim to
protect the financial stability of the euro area which has over 6,000 banks doing
business in its territory. Their business activity has previously been regulated by
national legislations, despite them actually having been (irresponsibly) active all over
the world (Gligorov, 2012). The centralized banking supervision means that national
supervisory bodies would lose virtually all of their powers in terms of shutting down or
restructuring troubled banks. The central supervisory body will represent a crucial
change in governing the euro zone because it introduces shared risk distribution. This
will at the same time fulfil the precondition for the European Stability Mechanism
(ESM) to directly finance troubled banks. In this way, it would no longer be necessary
to first loan to countries in order to save their banks, which used to result in national
debt increases, growth of loaning costs and decline in production (especially in the case
of Spain). The budgetary issues of countries with bankrupted banks will be mitigated in
the future, and the direct saving of banks and financial sector is the first condition for
solving the financial crisis.

With regard to the debt crisis, the countries that are affected the most would be mostly
aided by issuing special euro-bonds for which the euro zone members would bear joint
responsibility. This federalisation of liabilities is not acceptable to Germany unless
followed by the federalisation of powers, which in turn is not acceptable to France.
Still, it is clear that joint euro-bonds would be a safer form of assets for banks than
national bonds. So far, only the programme for purchasing national bonds of countries
facing high borrowing costs has been successfully agreed upon.

In spite of everything that has already been done or is intended to be done, the crisis
will not pass unless the current economic policy based on drastic saving is substituted
by a Keynesian model to stimulate growth. A sustainable solution, that would not push
country after country into a situation such as that of Greece, consists of changing the
goals and the purpose of public spending aiming to generate high economic returns
(Stiglitz, 2010, 319). Therefore, regardless of the size of its current debt, a country in
crisis should keep borrowing, in order to be able to invest in the development of
technology, infrastructure and education. This should, with a 5-6% annual growth,
reduce its debts in a long term, but also increase its tax revenue that will pay for loan
interests. Tax structure can also be influenced to stimulate economic growth, increase
tax revenue and reduce deficit. Simply, corporate taxes should be increased for those
who do not reinvest and reduced for those who do. Also, taxes should be increased for
high earnings and reduced for low earnings. Further, governments should provide loan
incentives for private entrepreneurship and citizens, and if old banks do not want to aid
them in this, establish new banks. Only a fraction of money spent on saving old banks
can support the emergence of a series of new financial institutions unburdened by bad
decisions from the past. Although ECT has so far lent 1 trillion euros of cheap loans to
commercial banks, encumbered by their own problems, the banks have largely kept the
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money for themselves. Unfortunately, there has been no recovery of spending and
investment, but not because the growing deficits diminish consumers trust (as
neoliberals claim), but because governments rely on the trickle-down doctrine. They
hope that non-restrictive injections of money into banks will lead to a rise in
borrowing, which would be enough to start a more significant economic growth. Such
policy has not brought many results for the time being and employment rates are not
growing. The trust in the economy has weakened rather than recovered in respect of the
neoliberal policies and promises given by governments. The adopted European package
of approximately 120 billion euros intended to stimulate economic growth is only
enough for introducing a different economic policy.

Among numerous proponents of European economic recovery measures, Jay
Shambaugh has brought out some interesting ideas (The Economist, 2012, 36). He
proposes that countries with high deficits should reduce their labour costs by reducing
income taxes and increasing VAT to discourage imports. Countries with surplus should
do exactly the opposite. In such case, Germany could help the most by stimulating its
own economy and/or slowing down the process of consolidating its own budget. The
ECB should permit a higher inflation rate, especially in Germany, and stand firm
behind solvent countries. The EFSF/ESM funds should be used to recapitalise bad
banks, and the joint protection of bank deposits would reduce entrepreneurs' fear from
risk, re-establish interbank lending and prevent the outflow of money from problematic
southern banks towards northern banks.

5. CLOSING CONSIDERATIONS

The banking, debt and economic growth crises have occurred as the result of the
incompetence and irresponsibility of the American and European financial sectors, the
disproportion in competitiveness between the euro zone members and the lack of a
single monetary policy and common fiscal policy. These crises are not the consequence
of overspending by Europe's social states and their over-indebtedness, as is commonly
thought. Other than in the case of Greece, the deficits, debts and recession in the euro
zone member countries have taken place after the outbreak of the crisis induced by the
trans-Atlantic financial and economic breakdown of 2008. However, the same thing
would have happened by some other turn of (mis)fortune, since the real reasons for the
crises are related to the introduction of the euro as the common currency and the
structural flaws of the European monetary policy. In addition to some major benefits,
entering the euro zone also meant waiving the option to use own currency and monetary
policy instruments for all its members. Without these instruments of quick adjustment,
the euro zone members affected by economic shocks were unable to react to aggravated
economic conditions. However, even this disadvantage would not pose a particular
problem had all the euro zone members found themselves in the same set of problems.
In that case, these problems could have been efficiently addressed by changing the
common currency and monetary policies. Unfortunately, the euro zone member
countries were struck by an asymmetric economic shock, due to which their various
problems cannot be addressed by unified economic policy measures, i.e. such measures
would in some countries result in an even worse economic situation.
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Something along these lines happened after the most influential euro zone countries
imposed an anti-crisis policy based on strict saving on all the others, while non-
competitive countries were forced to internal devaluation as well. For the most
competitive countries, such policy brings no harm in the long run, while facilitating the
collection of receivables and balance rehabilitation on the part of their banking sectors.
In this way, the economic future of the countries that are in crisis is being sacrificed in
the interest of the most developed ones and their financial sectors. Their national
products and budgetary revenues are in decline, while their unemployment rates grow.
In the long run, such anti-crisis policy will ultimately lead all European countries into
contraction and double-dip recession.

The duration of the crisis, saving policy, internal devaluation, disassembling of the
social state and the confrontation of national interests have created doubts as to the
legitimacy of the idea of the European community and the survival of the euro zone.
The concepts and powers advocating leaving the Union, change of boundaries,
protectionist measures to preserve national industries and jobs etc. have become
stronger. On the other hand, an idea has emerged aiming to preserve and even further
deepen the European unity by correcting previous mistakes. It is a political project of
strengthening European cohesion through the completion of building the monetary
union and adding a fiscal and political union to it. These processes would ultimately
result in the creation of the Unites States of Europe, whose federal institutions and
functions could prevent the devastating effects of economic shocks in the future.
Although it seems that this is not the best time for developing and implementing the
idea of further European federalisation, the historical example of the United States of
America shows that it was exactly the crises and bankruptcies of individual states that
the federal government exploited for the successful centralization of authority.

It appears that, despite of all the current problems, naked economic calculations speak
in the favour of the survival of the euro and the integrity of the euro zone. Should
Spain, Ireland, Portugal, Cyprus and Greece (whose joint debt presently amounts to an
enormous 1.15 trillion euros) leave the euro zone, this would mean a cost of 500 billion
euros incurred by Germany alone, i.e. twenty percent of its national GDP. This would
lead to other costs induced by market disruptions, higher borrowing costs and national
market closures. It costs less to save the euro currency and its zone than to destroy it.
The necessity of solving the debt, banking and growth crises at the same time makes the
saving effort even more difficult. For the purpose of exiting the banking and debt crisis,
European solidarity aid funds have been formed, programmes for purchasing bonds
issued by indebted countries have been approved by the ECB and the grounds of joint
responsibility for business and funds of European banks have been established. The
banking union, the development of which will cost between 300 and 400 million euros
is complemented by fiscal union elements, such as control of public spending in
Member States, sanctioning undisciplined members, introducing taxes on financial
transactions and European Vat. There is a growing number of federal economic
instruments that could strengthen the euro zone in handling future shocks, as well as
further the level of integration of the euro zone.

The key issue remains the lack of a single agreement on mitigating the saving policy
and accepting the economic reinvigoration and strong growth. Spain is a good example
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of how bad the policy of saving is, since layoffs and salary cuts have reduced the ability
to pay off debts, deepened the problems in the financial sector, increased the number of
bankruptcies and unemployment rate and caused politically destabilising social
tensions. Because of this, Spain and other highly indebted countries urgently need, in
addition to systematic reforms, funds that would enable a rapid rise of their economies.
Even though this would in relation to the prevailing developmental policy imply
accepting the Keynesian model of exiting the crisis, sufficient funds for the
development within the euro zone must promptly be secured. However, the most
developed euro zone members are currently not interested in a different economic
policy, seeking to maintain their high saving rates, competitiveness and export, and
running away from joint obligations, money printing and stimulating demand in
indebted countries.

It is a paradox that instead of leading to an improved cohesion the problem of initiating
a strong economic growth in the entire Europe results in disagreements and threats to
dismantle the euro and euro zone. There is simply a lack of understanding and vision
that the absence of economic growth and the national socialisation of debts are the
strongest forces of disintegration. Due to the fiscal consolidation, economic stagnation
and impoverishment of parts of the population in all the euro zone members (both in the
North and the South), individual national interests are on the rise, as well as the
political forces opposing further transfer of sovereignty to central European institutions.
Despite being referred by the concrete crisis situation and its causes toward a higher
level of federalization, in the atmosphere of economic stagnation successful countries
hesitate in fear of taking new commitments, while the countries in crisis are frightened
by the loss of their remaining economic policy instruments. Political doubts and
resistances in regard of transferring fiscal, executive and legislative government from
the national levels to the Union would be far less significant if a different economic
policy would prevail, one that can secure economic growth, a more fair distribution and
the credibility of the seriously shaken European project. This credibility, in truth, is not
the only factor related to economic growth (there are numerous other areas, such as e.g.
the democratic and environmental legitimization of the Union), but it remains its key
determinant. Establishing the banking union, permanent aid fund and the introduction
of central control over national budgets are only the first and reversible steps toward the
United States of Europe. But the survival of the existing integrations and the
continuation of fundamental changes along the lines of the Union's federalisation
primarily depend on the speed and strength of the economic recovery of the entire
Europe.
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SERBIA ON THE ROAD TO THE EUROPEAN UNION

ABSTRACT

The cooperation between Serbia and the European Union has lasted for more than
twelve years and its main goal is that Serbia becomes a fully-fledged EU Member
State. A general legal framework for cooperation is the Stabilization and Association
Agreement and the Interim Agreement on Trade and Trade-related issues with the
European Union. In this way, Serbia has become an Associated State that has officially
started preparing for and fulfilling the conditions of EU membership while promoting
stabilization in the Balkans at the same time.
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1. INTRODUCTION

With the end of war in Boshia and Herzegovina and the signing of the Dayton
Agreement, the legal conditions for stabilization in the Balkans were created. At the
beginning of 1996, the European Union formulated so called Regional Approach,
which included the Balkan states of Albania, Macedonia, Serbia, Montenegro, Croatia
and Bosnia and Herzegovina. A basic characteristic of the Regional Approach was a
development of bilateral relations and mutual cooperation of states in the region. The
European Council meeting in Santa Maria da Feira on 20 June 2000 emphasized that
West Balkan countries are potential candidates for EU membership and, consequently,
the European Union initiated the enlargement process in the Balkans.

In 1999, the European Union changed its system of regional policy towards Balkans
and it started perceiving the enlargement process in the Central and Eastern Europe in
its broader context, as the Balkans showed an interest in becoming member states of
this large international grouping. The negotiations between the EU and Serbia on
conclusion of the Stabilization and Association Agreement started on 10 October 2005
and they were finalized on 10 September 2007. Upon the resolution of the problems in
cooperation between Serbia and the International Criminal Court, the Council of the
European Union decided that it was necessary to continue the ratification process of the
international agreement in question. European accession agreements belong to
important sources of international law because they establish a basic framework for
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coordination and cooperation of the contracting parties. The agreements in question are
concluded in accordance with the principles of the public international law. *

After ratification of the agreement in question in the Member States and considering all
circumstances the European Commission confirmed that the status of an associated
state could be granted to Serbia. Thus, Serbia follows Croatia, which has already
completed the process of preparation for EU membership. The strategy towards the
Balkan states suggests that EU enlargement process has not been stopped and that there
are other European states wishing to participate in the unification of the European
continent. Upon completion of the negotiation process and the Accession Treaty’s
entry into force, Serbia will have to fulfill its commitments resulting from its
membership in the EU. A new member state has a right to delegate its representatives
to the institutions. The membership is also connected with an obligation to contribute
to the EU budget in accordance with the legislation in force as well as repayment of a
required amount of share capital in financial institutions and funds.?

2. INTERNATIONAL ASSISTANCE TO SERBIA

In the beginning, the cooperation between Serbia and European Union was focused on
international assistance in the form of humanitarian aid that was designed for the
following population groups:

o refugees from the conflicts in Bosnia and Herzegovina and Croatia

o displaced persons from Kosovo and

e the most vulnerable groups in Serbia (disabled persons, dependent children).

The total amount of aid given to Serbia in 2011 from the European Union was 2.2
billion EUR. Various projects were realized in the following areas: transportation,
energetics, civil service reforms, local government aid, support for political reforms,
strengthening the rule of law, protection of minority and human rights, development of
the civil society, better regional cooperation, education, poverty eradication, etc..
States that provided Serbia with individual assistance were, among others, the
following: Germany, Italy, Sweden, Norway, Switzerland, the Netherlands and Great
Britain.

From among the EU Member States, Serbia has the best cooperation with Germany and
since 2000, this country has given aid to Serbia in the amount of 1 billion EUR. In
addition to this aid, Serbia has received also approximately 400 million EUR of aid
from EU funds. It concerns provision of soft loans and subsidies for power plants and
enhancement of energy efficiency, provision of assistance to small and medium
enterprises, support of legislative reforms in the area of economy and improvement of
business environment.

! Novagkova,D.: Zaklady eurdpskeho prava a vnitorny trh Eurépskej Gnie, Eurounion 2004, Bratislava ,
ISBN 80-88984-58-0, pp.51

2 Novagkova, D.,Stachova,P.,Hoffmann P.: Medzinarodné organizacie I Kapitola : Clenstvo v medzinarodnej
organizacii, Skalica 2010, Zapadoslovenské tla¢iarne Skalica, s.r.o, [ISBN 978-80-89391-18-9, pp. 26
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3. ASSISTANCE UNDER THE IPA PROGRAMME

In order to establish transparent procedures and effective use of pre-accession financial
instruments, the European Union adopted Council Regulation No 1985/2006, which
constitutes the IPA — Instrument for Pre-Accession Assistance of the Union to
candidate and potential candidate countries.

The total budgetary funding under the IPA programme for the years 2007 to 2013 is
11.468 hillion EUR. The goal of the pre-accession assistance IPA is to provide support
to candidate or potential candidate states for the EU membership in fulfilling the
Copenhagen criteria.

Funds under IPA may be drawn for the following areas:
e institution building,

support of regional and cross-border cooperation,
regional development,

development of human resources and

rural and agricultural development.

Since 2007, Serbia has received financial aid from the EU under IPA in the amount of
1.183 billion EUR. The following sectors have the most important share in the total
approved non-refundable development assistance for the period of 2007-2011:
education (10.1 %), local development (9.82 %), economy (8.58 %), civil service (6.21
%), transportation (5.82 %), direct budgetary support (5.47 %), jurisdiction (4.58 %),
energetics (4.53 %), etc.

4. ECONOMIC DEVELOPMENT OF SERBIA

The country, destroyed by war, as well as the economy needed to be restored and new
reforms had to be introduced to start up the economy. With the support of EU Member
States, many production processes, services and economy as a whole were successfully
revitalized. However, the inflow of foreign investment can be regarded as the most
important step. International investments are the engine of the world economy. It is
transnational corporations that play a key role in development of investments.®

Serbia has been one of the countries that have recorded an inflow of foreign
investements of about 17 billion EUR since 2001, out of which around 60% are
investments from EU Member States and European Economic Area countries. This
confirms a high degree of economic ties of Serbia with the EU.

The table 1 shows an analysis of foreign direct investments

® Novagkova, D.: Medzinarodné ekonomické pravo, Eurounion 2011, Bratislava ISBN 9788089374120 pp.
89
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Table 1: Foreign direct investments, netto, from 2005 to 2010 according to countries,
where the payment was made (in thousand EUR)

Nr Country of origin 2005 2006 2007 2008 2009 2010 Total

1 Austria 168,864 409,815 848,627 330,567 234,149 145,850 2,137,872
2 Norway 24 1,296,061 2,326 4,025 -526 1,567 1,303,477
3 Greece 183,137 672,010 237,108 33,338 46,724 24,450 1,196,766
4 Germany 154,868 645,370 50,516 59,572 40,101 32,921 983,348
5 Italy 14,759 49,087 111,504 333,665 167,386 42,296 718,697
6 Netherlands 80,387 -176,560 -24,199 336,711 172,267 200,100 588,707
7 Slovenia 149,854 154,529 64,033 70,659 34,290 80,859 554,224
8 Russia 11,722 12,713 1,700 7,903 419,751 6,993 460,782
9 Luxembourg 88,331 4,839 185,226 48,576 6,002 6,739 339,713
10 Switzerland 45,922 -4,223 70,458 82,319 62,883 50,643 308,001
11 Hungary 24,613 179,260 22,901 21,891 17,787 15,488 281,941
12 France 34,816 79,087 61,458 53,810 7,150 17,089 253,410
13 Croatia 30,356 17,446 26,802 100,428 19,938 37,928 232,899
14 Great Britain 51,444 77,977 -21,054 10,122 51,842 53,344 223,675
15 Montenegro 10,466 152,631 54,078 -3,608 -64,947 148,620
16 USA 16,067 -20,593 23,536 35,624 12,583 54,779 121,997
17 Bulgaria 651 42,034 34,350 14,605 1,291 9,745 102,676
18 Slovakia 21,578 15,959 2,320 935 24,512 32,531 97,835
19 Belgium 10,306 4,160 17,276 12,000 2,366 3,536 49,643
20 Israel 11,588 3,681 19,397 -494 52 1,703 35,926
21 Latvia 5,208 8,178 2,645 482 1,065 80 17,657
22 Lichtenstein -32,839 -14,595 -1,916 3,375 174 814 -44,988
23 Cyprus 56,697 -300,382 99,901 1,795 26,348 44,953 -70,689
24 Bosnia & Herzegovina 3,599 -13,582 -622,496 -47,327 340 -22,000 -701,466
25 Other 30,317 89,571 83,081 21,355 -39,895 53,066 237,495

Total 1,162,268 3,242,306 1,448,132 1,590,013 1,304,973 830,525 9,578,216

Source: Office for European Integration www.sieo.gov.rs (2012-03-03)
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This was more than in Croatia (834 million) and Slovenia (538 million). In 2011, 1.6
billion EUR was invested in Serbia, which was again more than in Croatia and
Slovenia.*

In addition to investment cooperation, business environment with market economy
principles is currently being developed. Serbia has also become a sought-after
destination for corporations that choose to carry out their business objectives in the
country’s territory. The following table displays business entities executing their
activities in Serbia.

The most important companies coming from the EU are in table 2.

*Office for European Integration www.sieo.gov.rs (2012-03-03)
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Table 2: The most important companies in Serbia coming from the EU

Nr|Name Country Sector Municipality Value|Jobs
1 |(Telenor Norway Telecomunications Novy Belehrad (Belgrade) 1602 |1200
2 |Gazprom Neft - NIS Russia Oil & Gas Novy Sad 947 112000
3 |Delhaize Belgium Retail 933 |5814
4 |Stada - Hemofarm Germany Pharmaceutical Vriac; Sabac 650 |2100
5 |Mobilkom - VIP Mobile Austria Telecomunications Novy Belehrad (Belgrade) 633 [700
6 |Philip Morris DIN United States Tobacoo Ni§ 630 (560
7 |InBev — Apatinska pivara Belgium Food & Beverage, Agriculture  |Apatin 530 |900
8 |Bancalntesa - Delta Banka Italy Financial Stari Grad (Belgrade) 508 |[3000
9 |Salford Investment Fund United Kingdom |Food & Beverage, Agriculture  [Palilula (Belgrade); Subotica; PoZarevac 500 |3300
10 |Eurobank EFG Greece Financial Stari Grad (Belgrade) 500 |1622
11 |Raiffeisenbanka Austria Financial 500 |1890
12 |Agrokor Croatia Food & Beverage, Agriculture  [Palilula (Belgrade); Novy Sad; Zrenjanin 450 |7000
13 Nat_iona_l Bank of Greece -|Greece Financial Novy Sad 425 |2400
Vojvodjanska Banka

14 |Merkator Slovenia Retail Novy Sad; Novy Belehrad; Ni$§ 320 (3714
15 |Fiat Automobili Serbia Italy Automotive industry Kragujevac 300 (1100
16 |US Steel United States Metallurgy & Metalworking Smederevo; Sabac; Kuéevo 280 |5700
17 |CréditAgricoleSrbija France Financial Novy Sad 264 1000
18 |Fondiaria SAI Italy Insurance & Pension Novy Sad 220 (2200
19 [Lukoil - Beopetrol Russia Oil & Gas Novy Belehrad (Belgrade) 210 {1150
20 |Pepsi Co Marbo United States Food & Beverage, Agriculture  [Novy Sad 210 {1000

Source: Serbia Investment and Export Promotion Agency
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5. TRADE RELATIONS OF THE EUROPEAN UNION WITH SERBIA

Through its rules, the European Union creates a fair environment for development
of international trade exchange of goods and services and, with this aim, it introduces
common rules applied by the Member States. Under the Stabilization and Association
Agreement and the Interim Agreement on Trade and Trade-related issues, favourable
conditions for development of commercial cooperation have been created and several
barriers have been removed, especially quantitative measures and measures with
equivalent effect to customs duties.

Mutual relationships are developed according to the internal market rules of the EU.
“Atrouble-free functioning of the internal market requires, inter alia, a correct
application of EU legislation and technical rules on products and services. A well-
functioning internal market contributes to enhancement of European business’s
competitiveness on world markets and advances the fulfillment of common
objectives.””®

In the pursuit of this aim Serbia has started eliminating customs barriers to industrial
products and to the majority of agricultural products. Advantages for exporters from
Serbia and EU resulting from customs duty reduction and preferential export also
increase from year to year. In the period from 2009 to 31 December 2011, European
exporters yielded 439 million EUR from export to the Serbian market. On the other
hand, Serbian exporters exported goods worth 1.488 billion EUR.

Table 3: Advantages for exporters resulting from the application of the SAA in
the years 2009 to 2011 in million EUR

Year Advantages for European exporters | Advantages for Serbian exporters
2009 78 404
2010 147 522
2011 214 562
Total 439 1,488

Source: Office for European Integration®

The most important products imported from EU are: diesel fuel and natural gas, copper
products, personal vehicles and components, pharmaceuticals, machines for material
processing by temperature variation methods, iron semi-products, coal, telephone
devices, chemical products (detergents), toilet paper, and electricity.

The most important products exported to the EU are: steel and steel products (strips,
plates, tinplate), corn, frozen fruit (raspberries, cherries, blackberries), wires, cables,
electric wires, automobile tires, textile products, aluminum products, sugar, shoes,
copper and copper products, pharmaceuticals, polyethylene, and electricity.

® Novagkova, D.: Ekonomické slobody vnatorného trhu Eurépskej dnie, Bratislava 2010,Eurounion, ISBN
978-80-89374-09-0, pp. 11
® Office for European Integration



As for the structure of the exchanges with EU countries, Serbia exports mostly to Italy,
Germany, Romania and Slovenia and the imports mostly from Germany, Italy and
Hungary. Serbia has surplus only in exchange with Cyprus, Lithuania and Latvia;
however, the exchange with these countries is negligible given the proximity of the
market.

For comparison, exports from Serbia to Italy (844 million EUR), Bosnia and
Herzegovina (822 million EUR), Germany (760 million EUR) or Montenegro (610
million EUR) in 2010 were greater than the sum of exports to Russia, China, Turkey
and USA (528 million EUR).

Table 4: Trade exchange Serbia — EU (2002 — 2011, million EUR)

Year Exports Index Imports | Index Exports dlv.'ded by
imports in %
2002 1,304 118 3,527 129 36.9
2003 1,316 101 3,842 109 34.2
2004 1,604 122 5,001 130 32.0
2005 2,116 132 4,577 91 46.2
2006 2,932 139 5,696 124 51.4
2007 3,603 123 7,438 131 48.4
2008 4,028 112 8,253 111 48.8
2009 3,196 79 6,528 79 48.9
2010 4,235 1325 7,069 108.2 59.9
2011/10m 4,052 118.8 6,598 114.4 61.4

Source: Office for European Integration

These particular forms of cooperation document that there is an interest not only on the
side of Serbia, but on the side of EU Member States as well, to further develop
cooperation in the area of investments and trade that has a European dimension. The
economic cooperation between Serbia and EU Member States will continue deepening
as within the process of adoption of acquis communautaire, Serbia is obliged to
harmonize the legal environment in the area of commercial law, tax law, and customs
and in other areas.

6. CONCLUSION

Serbia’s process of preparation for the European Union is quite lengthy and
demanding. Serbia fulfills the assignments responsibly and it makes effort to
effectively use financial instruments provided by the EU. With its activities, market
liberalization and support of foreign investment inflow, Serbia proves its interest in
belonging to the big European family. Serbian citizens wish to live in a stable Europe
and not to experience war, poverty and misery ever again.
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ABSTRACT

This paper highlights the connection between business success and QMS based on
business process orientation. The role of TQM is shown in enhancing business
performance with an emphasis on modeling and analyzing, or on controlling of
business processes, and this results as a reduction in operating costs, accelerate
processes and continuously improving the quality and overall customer satisfaction.
Goal is to achieve business excellence through QMS. It’s necessary to implement a
BPMS with an emphasis on controlling of business processes, to define the mission,
vision, values and strategic goals. In the strategic phase creating a BPM strategy
classifies business areas and processes according to their impact on the realization of
the key success factors and the quality of performance. The challenge is to implement
this system in organizational and in the technological sense. It is continuous and
integrated and it includes organizational and technological approach to BM. The
results of the survey conducted in large Croatian companies on the impact of process
maturity and implementation of the 1SO system to business performance show and
confirm that the impact of the QMS can be seen only through a holistic approach.

Key words: quality management, business success, business process management
system, process orientation, holistic approach

JEL classification: M1

1. INTRODUCTION

For a company to be successful in today's market environment of strong competition,
globalization, technological innovation and rapid social change, it is crucial to have a
vision of development, defined goals to be accomplished (development and strategy
design), but also to have certain projects and programmes by which the defined goals
will be met (strategy implementation), as well as metrics for the measurement of the
level of achievement of those elements (strategy control) (Buble et al., 2005).
Regarding company's level of success, it is fundamental to compare its goals to its
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vision. Certain surveys have shown that only 5 per cent of companies are really
successful due to a clearly defined vision, mission and goals (Osmanagic¢-Benedik,
1998:19). Proper definition of goals considerably influences a company’s future
success and that's why the goal must be: clear, attainable, measurable, divisible and
time-restricted. But, without the implementation of a business strategy (strategic goals
operationalization) that success is rather questionable due to the fact that strategy
implementation itself is part of the process of strategic management, which represents
the imperative of attaining business success (Mankins and Steele, 2005:65-72). The
monitoring of business system performance, i. e. Business Performance Management
(BPM), is nothing but the monitoring of business strategy implementation. Key
performance indicators (KPI)" are indispensable examination and research instruments
of a company's business operation efficiency, i.e. its business strategy (Vrdoljak Raguz,
2010:116). Company leadership and management are often crucial links on the path to
success. “In every country, product quality and productivity of the work force are
dependent on the management* (Peters and Waterman, 1994:34).

There are a number of analytical and systematic business management methods and
techniques used by managers in decision making, efficiency improvement and
especially as a planning and control functions support. Methods of business
management need to be distinguished from skills like coordination, delegation and
such, as well as procedures and activities, for methods are their integral part and as
such ensure greater efficiency realization. One of them is TQM (Total Quality
Management), a technique related to production management, developed in Japan and
accepted worldwide.

Standards and norms of business management have an increasing influence in modern
business operations. Their application and importance increased in the 1980s when
Japanese products flooded the American market. It came to be seen that quality not
only pays off, but is necessary for survival (Blazey, 2003). This caused the emergence
of Total Quality Management (Dale, 2003), which differentiated from earlier practice
of quality control inspection in demanding top-level management to be involved in
increasing the quality level of products and business operation as well.

Each of business management methods, in terms of respecting certain norms and
standards, has its advantages and disadvantages. Each of these methods is devised for a
specific company or industry branch (except for 1SO standards, devised for broad
employment, which is their principal disadvantage due to their overly general nature),
so the company must choose which one suits it the most. It is a clear fact that during
the last couple of years more and more companies are embracing 1SO standards. But,
what matters is that it’s both desirable and necessary for the company to choose at least
one standard, and using it constantly improves its business and increases its business
efficiency.

"The word “indicator* derives from Latin, generally denoting an index, address, sign, symptom, feature or
proof. An indicator reflects a process taking place in reality. It is a rational number consisting of a measure
unit and measurements of the amount of quality of particular economic phenomena and processes which, in
the whole of a process devised to achieve goals and obtain results, in an existing work environment of a
company, arise and develop in accordance with the appreciation of the principles of rational activity.
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2. QUALITY MANAGEMENT SYSTEMS

2.1. Quality management

Quality management is a process which recognizes and manages activities necessary
for the attainment of quality goals of an organization (Gryni, Juran 1999). TQM is a
concept and a system based on the philosophy that it provides a comprehensive way of
quality and performance improvement through research and continuous improvement
of each process, in turn ensuring that work is carried out systematically, integrated,
consistently, and at a company level.(Skoko, 2000). TQM refers to management quality
as well. It is one of the most important roles of contemporary management which
gains more and more significance, due to harsher competition of products on the
market. Organizations that systematically cultivate and develop working climate and
healthy relations towards its employees can expect high quality of products and
services, ensuring longevity and satisfaction among customers. TQM seeks to ensure,
i.e. create conditions in which all the employees will work together with maximum
efficiency in reaching their goal: providing the product and services when, where and
how the customer and the consumer want and expect for the first and each consequent
instance (Avelini-Holjevac, 2002).

Basic strategic tasks of every organization which seeks to improve the quality of their
products and services, in turn increasing their profits and improving their position on
the market are as follows:

e to ensure complete engagement of the company's leadership

to foster culture of quality

to attain effective participation of the entire work force

to establish partnership with the supplier’s and the customers

to develop and implement effective system of quality

to develop strategy of continuous improvement

The key role of management today is contemplation of models and construction of
quality systems. Even the smallest part of that role cannot be transferred to “someone
on the side*. For it is the management that determines the quality policy for future
periods. From this the duties and responsibilities of everyone are derived, according to
the matrix of responsibilities. In order for TQM to be successful, management must be
trustful and must regard attaining quality for customers and buyers its principal
organizational goal.

After reviewing the existing system, management is obliged to analyze values,
effectiveness and cost-effectiveness of the quality system and consequently express
their stance. Also, the management cannot delegate to others its responsibility for, e.g.
systematic corrective actions, complaints, plans for improvement, motivation and the
improvement of the employees, optimization of expenses etc. Actually, management
can delegate work, but it cannot delegate responsibility.

Implementation of the quality management system is a project and its execution

requires a project approach. During the realization of the project it is necessary to use
positive experience of organizations and competitors. However, this brings about a
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serious disadvantage. By adopting competitors' practices, organization is due to fall
behind. Actually, competitors' practices need to be supplemented and adjusted to
specific conditions using one's own experience and know-how. In fact, each
management system is different and there is no such thing as an ideal, generally
accepted quality management system. TQM requires development, application of
education, implementation of programmes for more efficient business management and
the know-how in specific tools and techniques, including continuous business operation
improvement, while benchmarking and business process reengineering belong to
discontinuous approach to the improvement of organizations (Zdrili¢, 2000). In short,
TQM embodies continuous improvement.

2.2. 1SO quality management system

Quality management system directs an organization towards the achievement of set
goals in terms of business quality and services. This system consists of organizational
structure, responsibilities, processes and resources necessary for its management. It is a
system in which “who*, “what“, “when“ and “how" are precisely defined. Today's
prevalent quality management system is that of International organization for the
standardization (ISO). The word “ISO” derives from the Greek “isos“, meaning equal,
thus explaining the purpose of the standard: “for all of us to conduct business in
approximately the same manner, equally and rightly“. That concept incorporates
knowledge as to how to determine the minimum set of requirements a business system
needs to fulfil. The purpose of 1ISO 9000 system is to ensure the production of each
product in the most efficient and the most effective manner. External causes of its
implementation are crucial for such organizations in which the ISO system stands as a
prerequisite for its survival on the market. Internal causes for ISO implementation are
as follows: the improvement of the existing labour organization, increasing of product
and services quality, increased efficiency and work with continuous improvement, the
establishment of the liability system, increasing contentment of customers, the
establishment of a prevention system, work records, increasing contentment of the
workforce, etc. (Mihanovi¢, 2007)

I1SO 9000 consists of:

e SO 9000:2000 — quality management systems; basics and glossary

e IS0 9001 — quality management systems; requirements

e ISO 9004 — quality management systems; instructions for capacity improvement

1SO 9000:2000 encompasses the basics of the quality management system and contains
a glossary of the 1SO 9000 set of standards. 1SO 9001 is intended for the use at any
organization designing, developing, producing, introducing and maintaining a product
or providing any form of service. It holds demands an organization needs to fulfill in
order to achieve contentment among customers through coherent products and services,
meeting the customers’ expectations.

The ISO 9004 standard represents constant improvement. It offers consults on how to

advance an already existing system. It lies on eight principles: customer orientation,
leadership, people involvement, process approach, systematic approach to
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management, continuous improvement, factual approach to decision making, mutually
beneficial relations with suppliers.

Implementation of an 1SO system improves the quality of an entire organization, cuts
down costs through complaint reduction, increases accountability and facilitates
management, improves relations with business partners, gains market advantage and
enables capturing of new markets. It allows survival on both the domestic and
international markets, as well as continuous development and improvement, increasing
customers’ trust.

2.3. Implementation of quality management systems (ISO norm)

The implementation of quality systems is decided by the top-level management. It is
introduced by employees assisted by expert advisers, while the established quality
system is verified by an internationally certified organization. (Mihanovi¢, 2007)

The implementation of a quality management system is a project and it is thus
preferable to take a project approach in its execution. In other words, project realization
needs to be systematic in the sequencing of steps and activities necessarily ensuing.
The method is devised as to block successful transition to one of the consequent
activities unless the results of current activities have not been realized. Regarding the
complexity of the preparation of a quality system for accredited certification and the
influence of numerous factors, the time needed for the entire process — from decision-
making to the issuing of the certificate — can last from at least several months up to
several years.

The duration of the entire process depends upon the initial state, attitudes and conduct
of the management, available resources, market demands, etc. Regulations set by all
accreditations state that the system cannot be certified unless it has been in use for at
least three months. This means that the previously established and documented system
has to provide records for at least three months. Besides, it is hecessary to complete the
full cycle of internal evaluation, as well as the top-level management’s assessment
afterwards. All in all, the organization needs to set deadlines for the system
implementation because certain organizations’ experiences have shown that perpetual
implementation of the system results in great expenses and poor effects of certification.
Basic activities of the quality system preparation for accredited certification are as
follows:®
e decision of top management, who need to know what 1SO 9000 is and why it is
necessary to implement it, and time and resources specification required for a
quality system;
¢ the choice of an advisory/consulting organization;
e appointment of a person responsible for quality — a quality manager to conduct the
process of application and maintenance of the quality system;

2 In the Republic of Croatia, the majority of certifications are conducted by five major certification
organizations and nine minor.
®adapted from: Dujanié¢, M.(1995)
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e appointment of a steering committee that will operatively direct activities towards
the implementation of the system, as well as strategic decision-making aimed at
system acceleration;

e forming a quality team or a number of teams, organizing the education of
personnel involved in documenting and implementing the system;

e creation of Quality System Documentation — writing of the Rules of Procedure for
quality to define the establishing of policies depicted in the Rules of Procedure, as
well as the way of establishing the system;

o development of procedures and work instructions (manuals) which should facilitate
the understanding and unambiguous use;

o application of procedures and instructions — it is advisable to alter practices

regularly because people tend to put up passive as well as active resistance to

change;

implementation of internal audit of system efficiency;

system audit carried out by top management;

contacting the accredited agency — the certification organization that will carry out

the certification audit;

carrying out precertification audit by the accredited agency;

the organization eliminates corrections within set period;

auditing the quality of claimed corrections by the accredited agency;

issuing a certificate.

There are three characteristic periods within the project (Kondi¢, 2000):

e the preparatory work encompasses: problem detection, problem orientation,
problem definition, detection of the pre-existing condition of the system

o effective work on the project encompasses: education, records, quality system
implementation

o final part encompasses: internal audit of the quality system, system certification
carried out by an independent certification agency

3. BUSINESS PROCESS MANAGEMENT SYSTEMS

As quality management systems are, in most cases, based on process approach, prior to
the implementation of a quality management system, it is desirable for a company to be
process-oriented, that is, for it to have a business process management system already
implemented.

Based on practice, a number of scientists and experts emphasize the key role of
business processes in all fields of business, consequently in the efforts to improve
business success. (Ivandi¢ Vidovi¢, 2012)

In their book Strategy Maps: Converting Intangible Assets into Tangible Outcomes
(2004), R. S. Kaplan and D. P. Norton give business processes the central place in
measuring a company’s prosperity. By that the authors wanted to stress the fact that, in
the course of transition towards process orientation, managers should carry out deep
analyses based on which the aspects of process successfulness would be defined
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through certain indicators most tightly linked to the achievement of overall
organizational goals (Hammer and Stanton, 2001:8).

Processes involved in creating products and services (core processes) are directly
involved in creating a company’s value. The goal of management (managing processes)
is the acceleration of value creation, while support function (support processes) sustain
value-creating activities, as they must not result in the loss of value in the course of
action.

The imperative of today’s business systems is the identification of business processes,
their categorization, design and the introduction of monitoring and measurement of
business processes according to critical factors of success (CFS) and key performance
indicators (KPI). For that purpose every organization develops a business process
management system (BPMS), which enables continuous management and supervision
of business processes. The management can use the results of monitoring and
measuring of the success of business processes in order to draw comparison with the
competition, to define strategic portfolios of a company, but as well as to monitor the
level of success in pursuing the company’s strategy. Furthermore, process owners
undertake corrective actions and propose improvement to business processes (Willaert
and Williams, 2006).

Business process management appears to be quite a simple process (Scheer, 2005):
e business process strategy;

business processes design;

business process implementation;

business process control (analysis).

The control of business process is nothing but measurement and supervision of
business process performance through defined key performance indicators.

Figure 1: The life cycle of business process management

Business process

Business process strategy Business process design implementation

Business process control

improvement/innovations

Source: IDS Scheer, 2005.

There are certain problems in the introduction of a process approach to an organization.
One of them is the lack of awareness of the overall process, complicating a more
efficient transition of operations between departments and individuals.

Business processes are often inflexible due to poor understanding of the whole process

by individuals participating in them. Understanding of the whole is a key prerequisite
for the opportunity to improve the process.
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3.1. Process definition

In order to meet the customers’ demands for a certain product or service, the
organization needs to perform a sequence of actions to create a product or a service
with minimum operating costs, maximum gain and content workers. In other words,
business processes need to be elaborated, stable and adjustable to customer demands.
That is — efficient.

Every company needs to recognize the course of business processes, their internal rules
and backed up by theoretical knowledge of processes, define such processes. It is the
only way to conjure up a clear image of business processes in a company.

It is particularly important to emphasize that, by defining a process which implies the
documenting of processes using an unambiguous graphic language, we avoid a series
of obstacles towards the unification of a business process. Such obstacles result from
different viewings of the same process from different fields or different professional
segments. Furthermore, people fail to see the difference between desired, prescribed
and real practices. Without an actual understanding of the functioning of processes
without their definition it is impossible to build an efficient company.

There is a number of business processes viewed from different segments. One of the
basic definitions says: “The set of activities using one or more inputs and achieving a
valuable result for the customer.” (Hammer, Champy, 1993). According to 1ISO 9000
norm* , a process is a set of measures and activities mutually influencing one another,
transforming entries into results.

Most definitions basically include the same elements: entries, the transformation of
entries, set of activities and process outputs (in relation to serving interest for the user
or the attainment of a goal). All these definitions have a common denominator — a set
of logically linked activities necessary to undertake in order to attain a goal.

3.2. Identification — categorization of business processes in a company

Company’s processes can be divided following a number of criteria. The most general
division follows the type of work conducted by a company. Thus, the business
processes are divided into:

e management business processes by which the management runs a company

core business processes — customer oriented processes

operational business processes

support processes, oriented towards internal customers and suppliers.

Depending on the type of company, there are different forms and types of business
processes, as well as their quantity. The most general business processes within a
company are here shown in a process map:

* Lloyd's Register Quality Assurance - Auditor/lead auditor training course based on 1SO 9000:2008 series of
standards
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Figure 2: Global model of a company’s business processes

MANAGEMENT BUSINESS PROCESSES

and implementation controlling management complience managem ent
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CORE BUSINESS PROCESSES

Vel ] Production marketing and Sales Distribution Services
development

SUPPORTING BUSINESS PROCESSES

Human resources T Legal and general Acco.untmg and e e e et
management processes financial processes

Source: http://www.ids-scheer.com/ARIS Business Architect for SAP, Company process landscape (10. 01.
2012.)

During identification and analyses of business processes, it is necessary to use
appropriate methods and programme tools in order to model them and display them
uniquely.

3.3. Life cycle of business process management
3.3.1. Business process strategy

In the strategic phase, alongside with the business strategy of a company, the strategy
of business process management within a company is also being created — various
business areas (products/markets) are being classified, as well as company’s business
processes according to their influence on the realization of key success factors and the
quality of their execution (Paladino, 2007).

3.3.2. Business process design

Business processes need to be modelled on the basis of a defined management strategy.
First of all, one should choose a methodology, means and tools to describe and record
business processes within a company.

In today’s market, there are various tools for modelling and analysing business
processes which, in most cases, generate process maps (activity maps), displaying
events (orders and payments of customers), activities (order processing and invoice
issuing) and activities (a customer waiting to be served, waiting for a delivery).
Information (data) runs through processes in which resources (people, machines, and
computers) also take part. All these elements are interconnected. Apart from them,
there is significance in elements and operators, that is operations displaying the logical
sequence of process execution, whereas the previously undertaken operation serves as a
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prerequisite for the next. Moreover, logical operators display the probability of
conducting an activity within the process.

Current information technology enables the models of business processes to be
“stored” in data bases adapted for the storage of business process models in the so
called business process repository. Such a data base (“storage™) is the management’s
key resource in making strategic decisions in their organizations.

3.3.3. Business process implementation

Model implementation of future processes is a very demanding and complex process.
In most cases, it is organizational, as well as technological changes that are being
introduced. For this purpose, detailed records on procedures and business regulations
are developed, while new activities and organizational structure develop accordingly. It
is highly important to educate and prepare the employees and their leadership, in order
to implement the change successfully.

3.3.4. Business process control

After phase three, in which all models designed in phase two have been implemented,
the weak spots in AS-1S processes are visually detected so the advanced process To-Be
is proposed and implemented. At the same time, one should take a step further,
quantitatively and qualitatively analysing and proving their increased efficiency. It is
only on doing so that it is possible to get an independent opinion on whether the
proposed change is justified. Certain phases of the process should be measured, for
example physical safety function, that is the examination of individuals, objects and
means of transport performed on entry and exit from a safeguarded area. Time and cost
of execution are measured, as well as the number of guards etc. After a certain number
of measurements and the input of parameters in different analytic tools and procedures,
one should get an independent answer to which alternative of the business process is
better. Regardless of the comparison, business processes need to be controlled and
monitored continuously. Beginning with the process of static control accompanying
process stability and a number of dynamic analyses such as:

simulation

what-if analyses

analyses of time spent of certain activities

analyses of business costs

analyses of under capacity/overcapacity of resources

determining contentment of internal and external customers and determining
contentment of process owners, employees and process distributors

3.3.5. Continuous advancement of business processes
A great number of companies follow the principle of design and implementation of

business processes. Analyses and optimization parts of the process have been
neglected.
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The basic task of each process organization is continuous monitoring and advancement
of business processes.

There are two basic ways of continuous business advancement:

e step-by-step continuous advancement

e audit and improvement project of existing processes and/or implementation of new
processes.

In a stable organization continuous advancement is done in small steps within pre-
existing processes carried out by employees as part of their regular activities. Analyses
and optimization of business processes are a corner stone of continuous advancement.
So, design and implementation of business processes are followed by monitoring.
Based on analysis results and set criteria for process assessment, the process as a whole
and/or its parts are then evaluated. The data are then used to proceed with prevention
and correction activities, if necessary. In other words, part of the process that failed to
meet the assessment criteria is redesigned, implemented, analysed again and again.

The said procedure refers to continuous advancement in small steps. Gradual
continuous improvements need to be controlled and documented for their effect to be
comprehensible to all. (Ivandi¢ Vidovié, 2002).

4. PROCESS MATURITY, QUALITY MANAGEMENT SYSTEMS AND
BUSINESS SUCCESS IN LARGE CROATIAN COMPANIES

On the subject of process maturity research has been conducted in Croatian and
Slovenian companies in 2005 and 2008, some in insurance companies in Croatia,
Bosnia and Herzegovina, Macedonia and Serbia in 2012 (Ivandi¢ Vidovi¢, 2012).
Respondents were asked questions representing dimensions necessary for measuring
process maturity. Idea derives from the concept of capability maturity model (CMM)® ,
a model devised to assess maturity of software processes, but also overall business
processes and the identification of key steps necessary for the improvement of process
quality in an organization. CMM is applied in a number of areas (Skrinjar, 2010:92)
including process management area. Since in most cases the questions (statements)
were closed-ended with a list of answer choices, a discreet seven-point Likert scale: 1 =
entirely incorrect, 2 = incorrect, 3 = more incorrect than correct, 4 = neither correct nor
incorrect, 5 = more correct than incorrect, 6= correct, 7 = entirely correct, x = | don’t
know. Examinees were asked to choose to express the level of compliance with the
statements on the scale from 1 to 7.

Process management maturity has defined phases. Each of the phases has its known
characteristics upon which company’s maturity, in the sense of process management,
can be evaluated. Each phase has a defined range of assessments. According to the data
displayed in Table 1, it can be concluded that the results of 2012 exceed results of the

5 Capability Maturity Model (CMM) originated under the patronage of the Software Engineering Institute
(SEI) in 1987. It was developed by the research centre of the American government at the Carnegie Melon
University. CMM model was initially developed as a tool for comparison of process maturity of software
organizations. Today, it's regarded as an internationally accepted tool of maturity evaluation in various
business fields, regardless of the type of company. (source: Hernaus, 2006:140)
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previous two examinations. Also, it can be deduced that the implementation of a
quality management system will be easier, since an organization’s increase in maturity
facilitates the introduction of QMS, its implementation and sustainability.

Table 1: Studies of process maturity in Croatian companies

Result — average

Author Year Sample value of process
maturity
Bosilj  Vuksi¢, V., 2005 202  Croatian and 203 347
Indihar Stemberger, M. Slovenian companies '
Bosilj  Vuksi¢, V., 2008 200 Croatian  and 129 4,88%*

Indihar Stemberger, M. Slovenian companies

o 62 insurance companies from
Ivandi¢ Vidovic, D. 2012 | the basic set (Croatia, Serbia, 4,97

B&H and Macedonia)

Source: the authors

Note: * displayed process maturity value refers to Croatian companies only (Skrinjar 2010, Hernaus, 2006)
** displayed process maturity value refers to Croatian companies only (Milanovi¢, 2009)

Examination of the quality management system's influence on competitiveness and
business success of large Croatian companies was conducted in 2006 through a
questionnaire based on a sample drawn from 49 major Croatian companies. (Mihanovi¢
D., 2007). Survey questionnaire consisted of 17 questions, grouped in 7 parts. In order
to simplify the survey and reduce the time needed for its execution, the questions were
closed-ended, with enumeration answers (the first part of the survey) or intensity
answers offered (other parts of the survey). Because most of the questions contained a
number of secondary questions, there were 57 questions or claims altogether to be
answered or assessed.

The first part of the questionnaire referred to general information concerning the
company, such as ownership structure, type of business, number of employees,
revenues, profits before tax, the estimated market position and the (non)possession of
an ISO certificate. The second part referred to customer orientation, the third to top
management’s activities, the fourth to employee participation, the fifth to systematic
management approach, the sixth to the manner of decision-making and the seventh to
supplier relations. The said segments are structured as input in considering the
influence that quality management system has on competitiveness and business
successfulness of major companies, since those are generally accepted management
principles, emerging from quality management. The company’s competitive position
assessment data, revenue and profit after tax data, both identified through the survey,
were used as output (competitiveness and business success measure).

In all segments of Croatian economy, there is strong competition among products and
services, so the implementation of the quality management system becomes one of the
key tasks of modern management. Comparing the indicators between companies which
have implemented, or are in the process of implementing, the quality management
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system in accordance with the ISO norm, and those which haven’t done so, it can be
deduced that all companies, especially those without the 1SO certificate, are still failing
to nurture and develop favourable working environment climate and relations towards
employees. Firms with ISO certificates focus more on customer satisfaction and have
increased profits and market share. Moreover, they are leading the way in improving
the efficiency of related business processes, long-term planning, company’s vision
forming, etc. Management, a prerequisite for the success of a quality system, yet not
sufficient on its own, must lead the way and believe in the attainment of quality for
customers and clients, not forgetting that it is its principal goal and that its attainment is
only possible through complete synergy of the entire work force. Improvement of the
quality of products and services is a prerequisite of a secure future, thus ensuring the
satisfaction and loyalty of the customers.

If a company implements a quality system for certification purposes only, it often fails
to build or implement it. This does not mean that such a company cannot be successful.
There are, in fact, companies holding a certificate, but still performing poorly, as there
are those which do not possess it, but are doing well.

The impact of quality management systems on the improvement of managerial
practices should deeply reflect the more serious understanding of the requirements for
the implementation of a quality management system. The inclusion of all employees
and their additional training will affect the continuous improvement of companies
which will, in turn, ultimately cause the quality management system to become part of
everyday practices of large Croatian companies.

5. CONCLUSION

For a norm to be implemented into a company, it is necessary to describe business
processes (As-1s), their interconnection and to show how all the elements work
together, forming a single system. ISO 9001:2008 does not require the use of process
sketches and flow diagrams but requires a way of identification of the processes needed
in quality management. This in itself implies that the most efficient manner of
establishing this system lies in defining and documenting databases of business
processes. Characteristics of today's QM documentation architecture are as follows:

e QM documentation is done in a word processing software

e Processes are described in graphics software

e Maintaining such documentation is tedious and expensive.

Development of the 1SO 9000 documentation process in a standard way (graphics
software and word processor) often results in a failure to recognize the costs of
maintaining such documentation, which often exceeds the so-called "cost of
certification". In order to improve this kind of architecture, it is necessary to have:

e Process-oriented QM architecture

e Continuous Process Improvement

e TQM.

Companies that have a defined database of business processes, metrics and analyses of
these processes may easily be awarded an 1SO 9000 certificate. It is only necessary to
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include standard specifications in the defined base of business processes. In this way,
costs of certification, including the maintenance of a quality management system, are
substantially reduced.

Today's computer technology enables the creation of links between different elements
of modelled processes (e.g. business functions, data, units of organizational structure,
etc.) and the existing documentation available in any other electronic form (text
processor, another IT application, etc.). Benefits of implementing this technology are
the answer to the core of the request contained in the basic principles of a hew norm
which requires the QM teams to focus on a study of processes and their continuous
improvement, in which maintenance of QM documentation becomes of secondary
importance because its role is taken on by an appropriate IT support.

Successful global companies are under constant pressure to create the greatest possible
profits and claim the larger share of the market. In order to succeed, they must change
their business models frequently, and their business processes accordingly. If Croatian
companies want to become competitive in the global market, they must change their
business approach. Managements of Croatian companies are facing an increasing and a
more aggressive competition, more public pressure, finding themselves in an
extraordinary struggle for successful business performance and their market share.

The basic business model is the same in all environments: there are processes in
progress, people who generate them and, eventually, the technology that supports them.
The question is: what is the organizational structure of the company and are the
companies process-oriented? If the prevailing organizational structure is traditional,
vertical and based on functions and structures, it is important to have a vision of
establishing the process organization. From the vision then stems strategy, followed by
tactics and finally, operationalization occurs.

For a company to be competitive and successful, it is essential that top management
recognizes the need for quality business processes organization, develops a clear
strategy for the establishment of the process approach and implements one of the
methods and techniques for enterprise management, namely, the quality management
system. To achieve this, it is necessary to give the highest priority to the project of
establishing a unified system of business processes management, not just because of
the results set forth in this paper but also for the opportunity to make their business
process management the basis of existing projects, as well as positive developments of
the future.

Establishment of a unified business process management system enables the
management to implement, train and manage change within a company more easily. It
produces better process efficiency, better utilization of the existing work capacity,
reduces operating costs, strengthens the interconnectivity of employees and intensifies
business relations with customers and suppliers. All this leads to an increase in market
competitiveness and profitability of business.
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ENTREPRENEURSHIP:
THE KEY TO GLOBAL COMPETITIVENESS

ABSTRACT

For more than a decade, the United States has lost manufacturing employment to low
wage nations such as China and others on the Pacific Rim. While the Western
industrialized nations can no longer compete in many of the lower skilled
manufacturing sectors, they have maintained their status as incubators of new ideas
and products. While a lack of access to financing has often been viewed as a key
reason for a reduced level of new business starts in the West, public policy, and how it
is perceived by the entrepreneurial community, can be an even larger obstacle to
growth in this important sector. This paper examined policies that affect
entrepreneurial vibrancy. The research identified policy consistency (a.k.a.
“visibility””), financial stability, and global trade issues including insufficient
protections for intellectual property, and household income as factors that influence
entrepreneurial activity. Further study is needed to quantify the impact of policy
uncertainty on entrepreneurial expansion, the number of jobs related to those
decisions, the correlation between household income, entrepreneurial activity, and the
universality of their impact across national borders.

Key words: entrepreneurship, global competitiveness, intellectual property, policy

JEL classification: L26

1. INTRODUCTION

The key to a nation’s economic growth is the nurturing and unleashing of its
entrepreneurial talents. Whether in developed nations such as the United States or in
emerging democracies, the development and stimulation of a culture of
entrepreneurship can create jobs, opportunity, and a burgeoning middle class. The
challenge cannot solely be met from top-down strategic planning from a central
government, but through the development of a more entrepreneurship-friendly
environment in such areas policy visibility, financial stability, global trade and
associated intellectual property issues, and household income.

The fostering of entrepreneurship is important to every nation, emerging or enduring,

because of its symbiotic link to liberty. As Blassingame (2012) noted, “over time ...as
the ideals and values of entrepreneurship acquire critical mass, it will be discovered
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that liberty has flourished on the foundation of entrepreneurship.” Entrepreneurship is
not a modern phenomenon, and is present in all cultures, albeit to varying degrees of
intensity. As Crowley noted by his description of entrepreneurs in Liberty and
Entrepreneurship, humans in all states reap the ubiquitous benefits of entrepreneurship
on a daily basis. “Just as the ubiquity of the air we breathe masks its indispensability to
life, so too the workaday character of the entrepreneur’s contribution passes
unremarked” (Crowley, 1994).

While this paper is focused on the policies and economic climate in the U.S., the
significant drivers of entrepreneurship - necessity, independence, and wealth creation -
can be generally found across national boundaries (Hessels, van Gelderen, and Thurik,
(2008). Entrepreneurs have faced, and surmounted, challenges throughout history.
Today, in the United States and around the globe, entrepreneurs face a complex set of
obstacles to their creativity that can be ameliorated by enlightened public policy that
celebrates private sector initiative and unleashes the job- and wealth-creating
dynamism of entrepreneurship. The short-term policies of debt, deficit, and government
intervention following the 2008 global financial crisis will not make the solution to
those challenges easy. In fact, at a time when entrepreneurship should be blossoming,
the U.S. experienced a 5.9% decline in new business creation (Kaufman Foundation,
2011), indicative of the headwinds faced by the entrepreneurial community.

There are many factors that influence entrepreneurship, including “economic and
political to socio-cultural. Therefore, when discussing entrepreneurs as the agents of
change, it is at least as important to discuss the environment in which they want to, or
have to, create these changes” (The Entrepreneurs’ Ship, 2012), as is the focus of this

paper.

2. THE IMPACT OF GOVERNMENT POLICY ON ENTREPRENEURIAL
GROWTH

From early Mesopotamians to the present world of globalized opportunity,
entrepreneurs have stimulated commerce and prosperity for society. In today’s
environment of record levels of financial stimulus, accommodative monetary policies,
and myriad free trade agreements, a first impression would be of friendlier environment
for entrepreneurship. That, however, is not what many entrepreneurs are facing in the
post-2008 financial crisis environment.

Governments, especially in the U.S. and Europe, are struggling to reignite their
economies while faced with immense economic imbalances. As fiscal policy makers
struggle with measures to address these imbalances, as well as high unemployment and
a disgruntled electorate, fiscal policy from the U.S. Federal Reserve (Fed) and
European Central Bank (ECB) is being employed to keep struggling economies afloat.
The cost to the financial credibility of the nations involved is significant, and credit
downgrades of pillars of strength, such as the U.S. Treasury, are taking their toll on the
clarity of the economic landscape for entrepreneurs and small businesses. Coupled with
political gridlock and growing calls for higher taxes that will impact the entrepreneurial
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and small business class, the difficulty of future planning, or visibility, is hindering
startups (Hatch, 2012).

2.1. Limited Visibility in the Post-2008 Environment

Entrepreneurs and small businesses have a lesser incentive to develop and grow in an
environment shrouded in policy uncertainty (Patterson, 2011 and Barnes, 2012), such
as the current, highly-contentious climate that remains deeply impacted by the 2008
financial crisis. Governments around the world were faced with extraordinary
challenges following the failure of Lehman Brothers and the near-collapse of the global
financial system. In the United States, the federal government increased spending from
21.4% of gross domestic product (GDP) in 2007, to a high of 27.3% in 2009, including
the historic budgetary legislation in the Troubled Asset Relief Program (TARP), an
expenditure of $860 billion. With TARP and additional measures, U.S. government
“stimulus spending over the past five years totaled more than $4 trillion” (Laffer,
2012).

Those extraordinary expenditures have done little to boost GDP in the U.S., now
hovering in the 2% arena and running well-below potential. The impact of attempting
to solve a crisis caused in large part by excessive spending and debt by applying even
greater levels of spending and debt has not achieved a significant growth in jobs and
output. In fact, the recovery from the recession that ended in 2009 has been the weakest
since World War Il (Wiseman, 2012). As noted in Figure 1, the growth of nonfarm
employment in the U.S. is the most muted of any post-recessionary period since 1981,
despite the record federal spending and stimulus programs.

Flooding the market with a consumer-focused, debt-funded stimulus in an economy
with high individual debt levels from the pre-recession period had little chance to
succeed. Consumers with fragile balance sheets, homes with less value than their
mortgage, and fearful of unemployment are loathe to take on additional debt (Mutikani,
2012). Businesses, cognizant of consumer recalcitrance, limit expansion, debt
acquisition, and the hiring of new staff. Banks, aware of the fragility of the recovery
and cognizant of the fallout from their past willingness to extend credit to questionable
risks, are often recalcitrant in their lending to entrepreneurs and small businesses
((Ozanian, 2011).

The policy uncertainty, a polarized electorate, and the potential “Fiscal Cliff,” where
myriad taxes are scheduled to rise and budget cuts are implemented in January 2013
are, in juxtaposition, negatively impacting consumption and small business expansion.
According U.S. Federal Reserve Board member Jeffrey Lacker, the “significant fiscal
adjustment ahead of us...is going to create uncertainty that’s going to impede growth
for some time” (2012). The non-partisan U.S. Congressional Budget Office recently
added to concern by announcing that, if the Fiscal Cliff occurred, the U.S. would
quickly fall into recession, with a negative 2.9% GDP in the first half of 2013 and
unemployment would rise to 9.1% by yearend (Murray, S. and Paletta, 2012).

In addition to the issues of policy uncertainty, this has been the first recession in the
post-war period that combined U.S. federal, state, and local government employment
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has fallen. Most of that employment loss is at the state and local level, where budgets
must be in balance and deficits are not allowed. As a result of the myriad headwinds in
the current cycle, such as falling housing prices and weak tax revenues, states and local
governments have been a significant drag on the U.S. economy. Figure 2 shows the
plunge of public sector jobs since the 2009 recovery began in the U.S., compared to the
1990 and 2001 recessions.

Figure 1: Percent Change in Nonfarm Employment since the Start of Recession
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Source: Center for Budget and Policy Priorities, from Bureau of Labor Statistics Data

The rise in bankruptcies of U.S. cities, despite the public sector budget cuts and layoffs,
is casting a further pall on consumer confidence, small business investment, and an
increase in economic uncertainty. With 706,000 jobs lost by state and local
governments from May 2009 through June of 2012 (Dewan and Rich, 2012), those
important sectors of the economy are creating another large obstacle to economic
recovery and a deterrent to new business creation. According to Nayab (2011), unstable
political conditions and uncertain government policies suppress entrepreneurship. The
historic financial problems of this important sector in the U.S. economy exemplify that
instability. With state and local budgets highly dependent upon the health of the
housing market, their problems are expected to continue (“How State,” 2012).

Although the large reduction in employment in state and local government is having a
chilling effect on the current economic recovery, lessons can be learned from the
retrenchment. According to Mitchell, “from 2000 to 2009, state and local government
spending grew nearly twice as fast as the private sector” (2009), commanding a larger
proportion of national income. Accommodative Fed policy that fueled the housing
boom also spiked state tax revenues, as did rising house prices at the municipal level.
Instead of returning those windfalls to the citizens in the form of lower taxes, thence
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available for investment and business development, most state and local governments
expanded their workforces and programs. Now, as they’ve had to learn quickly that
they must live within their reduced revenue streams, a smaller portion of GDP could be
absorbed in the public sector and made available, in part, for private sector
entrepreneurship and small business creation.

Figure 2: Total Job Change for Public Sector Workers since Start of Recovery
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2.2. Monetary Policy and Impact on Entrepreneurship

Another element of federal policy that is inhibiting entrepreneurship and small business
formation is monetary policy. Four years after the financial crisis, policy makers at the
Fed are still unclear about the cause of high unemployment. The Fed opines that it is
principally due to a shortage of consumer demand, which they argue can be resolved by
ultra-low interest rates and multiple rounds of quantitative easing. Other economists
argue that unemployment is caused by structural factors, such as the inability of
workers to sell their homes and move to a new geographic area, as well as the
mismatch between skills and job openings (Hilsenrath, 2012). As Nayab noted in
Factors Having an Impact in Starting and Operating a Business, the availability of
qualified human assets is a key enterprise success (2011), and these structural factors
are having a chilling impact on startups and small businesses.

The structural factors that are impeding job growth in the U.S. are compelling. Housing

and worker training can be, in part, attributed to government policy. Failed housing
policies fueled by an overly-accommodative Fed policy and geared to support bubble-
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era home prices, congealed the housing market while costing taxpayers hundreds of
billions of dollars in support of government sponsored enterprises (GSEs) Fannie Mae
and Freddie Mac.

According to the U.S. Congressional Budget Office (CBO), the Executive Branch of
the U.S. Government has woefully underestimated the true costs of bailing out the two
GSEs. The Obama Administration estimated the cost at $130 billion, while CBO states
the real cost as $317 billion through mid-2011, and is likely to rise further as the
backlog of foreclosures enter the marketplace. As stated by Cover, “this merely
transfers the risk to the taxpayer” (2011). Such an immense disparity in programmatic
costs, on public display, is contributing to the expanding federal deficit. It is also a
clear signal to business creators that the future economic landscape could soon be
affected by corrective action in the form of higher taxes, having a chilling impact on
new business creation (Nayab, 2011).

If policy had allowed housing to resolve by market forces, the temporary pain of lower
prices would have been followed by a better-functioning market. It would be an
environment in which workers would be free to choose new work opportunities — and
fill the skills void for budding new businesses - without the burden of an unmarketable
home and attendant geographic limitations.

The failure of federal policy to adequately support worker training programs that target
needed skills for new and existing businesses further exacerbates structural
unemployment and make it more difficult for small businesses to staff their enterprises.
According to U.S. Senator Coburn of Oklahoma, the duplicative and ineffective
training programs of the federal government “lack of demonstrable results” and are
“outrageous examples of examples waste, fraud, abuse and graft” (2011). According to
Coburn:

Washington can encourage an economic environment that attracts and retains
investment and productivity in the United States. This can be accomplished in part by
reducing the national debt, opening foreign markets to U.S. goods and services,
reducing unnecessary regulatory burdens on small businesses and employers, and
ensuring stable and predictable government policies so employers can make short- and
long-term investment and management decisions. (2011)

The most salient element of Fed policy that has severely impacted the entrepreneurial
activity and small business growth is their attitude toward the formation of financial
“bubbles” in the economy. Their willingness to stimulate economic growth with often
less-than-zero real interest rates provided major banks with the ability to market new
and creative highly-leveraged financial instruments that spiked earnings and market
share. However, the subsequent collapse of many of those instruments has led to the
present environment where wounded financial institutions are unable or unwilling to
lend to all but the soundest risk, leaving incipient businesses starved of capital. The
Organization for Economic Cooperation and Development (OECD) noted in their
“Better Financing for SMEs for Job Creation and Growth,” (2010), that entrepreneurs
and small businesses face many challenging years ahead. They note that the low
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interest rates of most central banks have led commercial banks to focus their lending on
larger companies where risk is easier to assess than at new business formations.

It is clear that the most accommodative monetary policies in the history of the U.S.
have failed to stimulate GDP growth and job creation. As can be seen in Figure 3, they
have also failed to stimulate real median household income. In that figure, we find an
apparent tight correlation between a declining share of young firm activity and a drop
in median income. While the full meaning of that correlation is beyond the scope of
this paper and will require additional research, entrepreneurs seem to perceive the
impact of failed policy and falling incomes and act accordingly in their business
activity.

Figure 3: Declining Share of Activity, Firms Age Five Years or Less & Real
Median Household Income (thousands of U.S. dollars)
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2.3. Entrepreneurs Disadvantaged in Global Trade Policy

According to the U.S. House of Representatives Committee on Small Business,
entrepreneurs and small businesses face a variety of barriers that significantly inhibit
their ability to compete in the export market. Those barriers include higher tariffs, and
anti-competitive technical standards. Adding to the global issues, some nations,
including the U.S. create complex domestic rules regulating international trade.
Entrepreneurs must navigate multiple federal agencies to obtain that license. With their
limited resources, entrepreneurs and small businesses rely on free trade agreements to
navigate the complexities of international trade (2012).
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Despite the agreements in place, their complexity and lack of enforcement have
deterred entrepreneurial activity in international markets. Unfair trade practices,
especially the theft of intellectual property (IP), deter small business engagement in
that arena. According to the U.S. House of Representatives, China is the preeminent
offender, including dumping, intellectual property theft, and market access. In total,
domestic firms lost an estimated $48 billion from this theft. As a result, only one
percent of the 27 million small businesses are engaged in export (2012).

The U.S. Government has been a failure in ensuring that trade agreements with nations
like China have been “fair” as well as “free.” Large enterprises have the scale and clout
— for the present — to limit intellectual property theft. The U.S. could impose penalties
on certain Chinese manufacturers and products where IP theft was known. The lack of
strong action by the U.S., as some allege, may be due to fear of losing the nation’s key
source for its debt-fueled economy. To stimulate entrepreneurial development and to
restore manufacturing jobs in the U.S., the nation must take a stronger stance against
global IP theft.

In a positive signal for entrepreneurs and a possible shift toward a tougher posture on
violators, on February 29 of this year the Obama administration signed an executive
order to target the unfair trade practices of nations such as China. Commerce Secretary
John Bryson, who will appoint the deputy director, said his department "is committed
to making it as easy as possible for U.S. businesses to build things here and sell them
everywhere.” (Barklay, T. and Favole, J., 2012).

3. CONCLUSION

The role of governments can be quite helpful in the fostering of entrepreneurship and
the growth of small businesses. Most efforts to stimulate such business creation have
been in the form of tax incentives. While preferential taxation, such targeted capital
gains reductions and investment tax credits can be helpful, other, sometimes more
subtle policy factors noted in this paper may more enticing. Chief among them is an
environment in which a medium- to long-term assessment of government policy is
possible. In the U.S., for example, the lack of policy visibility in a politically divided
nation, and fear of new regulations, taxes, and government control is having a chilling
effect on new business creation.

Adding to the downbeat dialogue, statements from the U.S. president about who
actually should take credit for a successful business (Gardner, 2012). Some Western
nations are recognizing the value of providing a more positive viewpoint from
government, and one that can diminish policy fears harbored by entrepreneurs. The
U.K.’s Department of Business, Innovation, and Skills recently announced the
elimination or modification of 3,000 rules that impacted small companies. The U.K.’s
Business Secretary noted that “in these tough times, businesses need to focus all their
energies on creating jobs and growth not being tied up in unnecessary red tape” (Vina,
2012).
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Perhaps the most important element in the need for improved policy visibility is fiscal
and monetary policies that are sustainable. The post-Internet bubble recession in early
March of 2001, followed by the September 11 attacks, were the spawning grounds for
deficit spending and fiscal stimulus of the economy. That was quickly followed by the
Fed with massive doses of accommodative monetary policy. While both were well-
intended, they sowed the seeds for housing bubble and 2008 global financial crisis.

Notwithstanding the intentions of policy makers, entrepreneurs and small businesses
realize that a nation that has incurred more debt in just four years than in its entire 200
year history, as is the case for the U.S., is on an unsustainable trajectory. As a result,
their job creating and GDP enhancing efforts are tempered. Many of these same issues
are an impediment to business formation elsewhere, such as the European Union. Until
a more stable environment, built on policies that engender private sector growth and
investment is visible to the entrepreneurial cadre, we can expect sub-par growth in this
important sector. Further study is needed to quantify the impact of policy uncertainty
on entrepreneurial expansion, the number of jobs related to those decisions, the
correlation between household income, entrepreneurial activity, and the universality of
their impact across national borders.
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THE IMPORTANCE OF CULTURAL DIFFERENCES IN
INTERNATIONAL NEGOTIATIONS

ABSTRACT

Researchers analyzing cross-cultural communication processes tend to simplify the
complexity of the challenge of knowing and understanding different cultures. Cultures
are created, developed and regenerated under the influence of different environmental
factors. When doing business abroad, clients, employees and business partners share
their home culture, which may be quite different from the beliefs and lifestyle of their
peers, the clients, employees and business partners in the host country. The key
elements of establishing a successful communication process are the sensitivity
towards and the understanding of the negotiating context differing from one’s own. In
many cases, insufficient preparation and lack of knowledge on cultural and business
practices of the partner country may result in business failure. Therefore, the authors
analyze the essential determinants of successful negotiation based on the awareness of
the significance of knowing cultural differences, communication styles as well as the
importance of verbal and nonverbal communication. The main goal of this research is
to explore the relevant features and cultural differences in business negotiation
processes of selected European and other countries. The focus is directed towards
determining the significance and the affirmation of business behavior which applies to
almost all human activities. The authors analyze the basic cultural communication
styles and communication problems that may arise during negotiations taking place on
the foreign market due to these differences. The research aims to prove the major
premise that the interactions between cultures of individual countries have a crucial
impact on the success and failure of business performance on both domestic and
international markets.

Key words: negotiation, European countries, cultural differences, communication
styles, verbal and nonverbal communication

JEL classification: Z13, D83, F51
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1. INTRODUCTION

Negotiation is a social process within a wide context. The higher the number of
cultures and nationalities involved in the negotiation process, the more complex the
context, making thus international negotiation extremely challenging. Effective
communication within the framework of one's own culture is demanding per se, and
even more so, when there are several different cultures involved. The similarities
between individual countries do not imply the same manner of negotiation. Negotiation
strategies are not equally successful in all negotiation processes. Culture is one of the
most commonly analyzed aspects in international negotiations, and the number of
papers researching the cultural impact has been on the increase.

In today’s environment, competencies and skills in effective negotiation represent a
very important guideline of the company’s business success. Globalization has
succeeded in integrating a major part of companies into the global market. However,
dimensions, such as cultural and business aspects of countries, remained unchanged.
Therefore, within this research, the authors try to identify the differences among
cultural customs which lead to effective international negotiations.

Moreover, the significance of communication styles in achieving negotiation goals is
also an aspect that should not be neglected, as the verbal and nonverbal communication
skills of negotiators contribute to the company’s added value. As a result, the
mentioned dimensions should be incorporated into the negotiator's training and
education. The negotiator should (must) know what to expect and what is expected of
him/her within in a certain cultural context. Adequate preparation and increased
awareness of the cultural differences and their impact on the success of negotiations
with foreign business partners increase the chances of job realization.

The paper also elaborates on the opposite, as well as related features of the low context
and high context countries. These notions are complemented by the specific features of
verbal and nonverbal communication styles of selected countries.

The fundamental hypothesis underlying the research is that there is a strong correlation
between a country’s culture and its impact on business performance and success on
domestic, as well as on international markets. The main goal of this research is to
explore the relevant features of business negotiation, the cultures of selected countries,
including several European countries. The authors’ attention is focused on determining
the significance and the affirmation of behavior within the business system that is
applied in almost all human activities. The authors analyze the fundamental cultural
communication styles, and communication problems that may arise during negotiations
on the European market.
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2. AWARNESS OF THE DIVERSITY OF CULTURAL CONTEXTSAS A
CRUCIAL GUIDELINE TO SUCCESSFUL INTERNATIONAL
NEGOTIATIONS

Communication between cultures implies the process of sending and receiving
messages among people of different cultural contexts (Rouse, 2005, p.256). Authors
involved in researching cross-cultural communication tend to simplify the complex
challenges of knowing different cultures, and in doing so, group analyzed countries
into larger groups and categories, lead by different criteria. One of the dimensions used
to explain the differences in different international environments is "contextuality™ i.e.
the degree of explicitness in presenting and providing information. According to this
criterion, there are two cultural groups: the high and the low context cultures. Between
the two mentioned extremes of cultural communication types, there are some countries,
such as France, whose culture is a combination of these two cultural groups.

Table 1: Fundamental features and differences
among low and high context cultures

LOW CONTEXT CULTURES

HIGH CONTEXT CULTURES

Information is provided explicitly and
very little remains unsaid

Information is very often implicit and is
almost left out from explicit utterances

Directness is appreciated, and attention is
rarely paid to “"saving the face" of the
other party

Indirectness is valorized, and the issue of
"saving the face" is important

Personal relationships are less relevant.
Relatively little time is spent on getting to

Personal relationships are very important,
and therefore a lot of time is spent on

know one another getting to know one another

The responsibility is individual The individual is responsible for the
entire group as well as the group values

and rules

Success is reflected in overcoming others.
Competitiveness is emphasized.

Success depends on the individual’s
contribution to the group. Cooperation is
emphasized.

Source: DeVito, J.A. Human Communication, Longman, New York, 1998, cited in Jackson, R.W. Hissrich,
R.D., Newell, S.J.: Selling and Sales Management, NPC — North Cost Publishers, 2007, p. 5.

The low context culture is individualistic and the majority of information is provided
by means of the written or spoken word i.e. directly. In high-context cultures, most of
the information is provided indirectly and can be understood only in the light of
previous communications, perceived perceptions of the other party and on the basis of
shared experiences. The high context cultures are more collectivistically oriented
(Tomasevi¢ LiSanin, 2010, p.141).

In high context cultures, the obtaining of information relies on interpersonal
relationships and broad social networks. Members of these cultures do not require and
do not expect to receive extensive background information considering business
decisions as they believe that they themselves need to obtain this information
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previously. They thus have extensive information on everyone who is involved in the
discussion, business or the negotiation process.

They usually use more culturally marked signs when interpreting messages within the
communication process, and do not rely solely on the words used. The members of this
culture observe their superior; they intuitively try to predict his/her expectations,
reactions and acceptance of previous experience. In such cultures, it is very difficult for
a foreign business partner to adapt as he/she lacks the knowledge of the certain code,
i.e. the knowledge of a number of indirect and unwritten rules of conduct which lead to
successful communication (Buble, 2009, P.289). The national cultures of Japan, China,
Vietnam and Arab countries are generally high context cultures.

On the other hand, in low context countries, it is considered that words have weight and
carry meaning in communication. Such cultures require a lot of background
information and data on which to make decisions. Their members prefer to receive
first-hand information, and even then, only if these are directly relevant for the current
problem. Such low context cultures include the Germans, Canadians, Australians, the
Dutch, the Swiss, Scandinavians, Americans and the British. They expect the
information to be analyzed to be segmented so that they could deal with each segment
individually at a specific and pre-allocated time.

The members of the low context cultures have a great affinity for planning; they act in
accordance with the planned and agreed; they encourage and reward initiative; they
tend to accumulate knowledge, capital and material goods; they tend to channel and
adjust the environment according to their needs and rely on written rules and
regulations.

Even the advertising in these cultures is mainly focused on facts. The conditions and
clauses of certain transactions are considered to be extremely important, and at
meetings little time is given to chatting. However, all cultures have elements of high
and low contexts. In negotiations, for example, Americans (low context) insist on the
presence of a lawyer at the very early stages of negotiations to make sure that the
words/wording and its meaning are precise. Japanese negotiators will interpret such a
request as proof of distrust. Even though the American reaction, from the Japanese
perspective, seems unreasonable, it is the Japanese symbolic interpretation that will
prevail. The presence of the lawyer might lead to a break up in negotiations resulting in
the non-closure of the agreement. The Japanese believe that the "first round" of
negotiations serves to build relations.

This is not the time to conclude contract details (Rouse, 2005, p. 225-226).
Identification and encoding of high and low context symbols in a culture presents an
efficient means of communication. The transition from low context types of
relationships, in which only relevant information is exchanged, to the high context
relationships, in which communicators exchange detailed, extensive and peripheral
contextual information indicates increase in confidentiality. This transition marks the
integration of communicators into an interpersonal confidential network. Once the
income of contextual information ends, the relationship cools down.
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3. THE SIGNIFICANCE OF VERBAL AND NONVERBAL
COMMUNICATION IN MULTICULTURAL ENVIRONMENTS

All cultures have words for the most relevant terms; most of the words in each
language express culturally colored terms which can be defined only in accordance
with the particular culture. Studies analyzing the English language show that men use
mostly imperative forms to give instructions, whereas women use indirect questions
and question tags. According to some other research, women are generally more
cooperative within the communication process.

Moreover, when management is concerned, women are more likely to use an
interactive style, i.e. they share information and power, encourage cooperation and
incite feelings of self-importance in their associates. Contrary to them, men prefer to
use the control over resources and authority positions to motivate their subordinates.
However, it was found that the differences in the use of a language derive from the
imbalance in the distribution of social power. In other words, all those who have social
power, regardless of sex, use "strong" or "male" language. It is well known that verbal
behavior follows certain patterns and limitations called rules (Fox, 2006, p.135-138)

There are between 8,000 and 10,000 spoken languages in the world. Most of the
companies use just a few of these languages. Some markets that are officially bilingual
such as Canada (English and French) require both official languages to be used within
the organizations. This practice is also evident in the European Union. Different
languages reflect different views of the world. This is noticeable when learning a
foreign language, as one becomes aware of the differences in the organization of “one’s
own" and “the foreign" world.

Effective communication does not solely depend on the knowledge of the vocabulary
and grammatical rules, but also on a wide spectrum of inborn assumptions common to
native speakers, which are not so obvious to a foreigner. Therefore, it is almost
impossible to translate a text word for word as the meaning of sentences changes
according to the use of different structures, dialects and idioms. Idiomatic expressions
are common phrases or sayings unique to a language and culture. They are
combinations of words that convey meaning to a native speaker, but lose meaning to a
foreigner, if they are translated or taken literally, word by word.

Moreover, in order to communicate successfully one must be aware that his/her own
assumptions about the world and the understanding of one’s own experience are not
absolute and constant, but relative (Rouse, 2005, p.70). When negotiating, one must
make sure that his/her words, in addition to having a specific, generally accepted
meaning, also convey a psychological, experienced meaning as they are burdened by
emotions and attitudes.

On the other hand, we should also emphasize the role of nonverbal communication in
international negotiations. Namely, in a multicultural environment one should be
especially attentive to various forms of nonverbal communication, because it is in this
area that misunderstandings occur more easily as there are fewer rules and standards
than in verbal communication or written correspondence.
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Nonverbal communication refers to the communication by facial expression, body
movements, gestures and physical contact that make up for more than 50% of the
message content (Buble, 2009, p.293). Nonverbal communication primarily expresses
attitude. While, it is relatively easy to judge emotions, agreement, interest etc. based on
the nonverbal signals, it is quite difficult to make conclusions about the ideas and
concepts based on the other person’s behavior. Successful nonverbal communication
requires a complete, complex knowledge of the foreign culture. As a result,
corporations organize courses developing cultural sensitivity for their international
managers. The purpose of these courses is twofold: an individual acquires an
understanding of their own nonverbal behavior and learns to properly interpret the
behavior of others. (Dobrijevi¢, 2009, p.194-195)

All communication is based on signs; languages are just sign systems. A sign system
has its structure. It consists of a list of elements and rules that regulate the combing of
these elements in order to produce a meaningful way of communication. This system
can be opened and closed. In a closed system, signs can not be linked together to create
a new sign, and each sign operates independently. Human communication is almost
entirely symbolic. Symbols are arbitrary signs having arbitrary meanings. Different
symbols can mean different things, and one symbol can have more than one meaning.
In human communication, unlike most other types of communication, the meaning of
the symbols is rarely genetically programmed i.e. interpretation of symbols is learned.

As symbols are arbitrary, different words in different languages may have the same
meaning, e.g. items like flags, medals, logos or traffic lights. The success of any
communication lies in its ability to convey a message from one person to another. As
symbols are arbitrary, the interpretation of messages does not only involve decoding,
but also putting messages into their proper context i.e. assigning them the meaning. For
example, there is a difference between a wink and a twitch. Although they physically
look the same, their meaning is different. Observers ought to interpret this gesture in
relation to the context of the communication. In interpreting the meaning of a sign or
symbol, one should be aware of the subtle cultural cues embedded in the context
(Rouse, 2005, p.68-69)

Communicating without using words is mostly founded on gestures and signs, but also
on the cultural relations towards time, space, things, friendship, gifts and agreements.
Generally speaking, verbal communication is more used in the West whereas non-
verbal communication in the East. An American business partner will probably feel
uncomfortable and threatened by the presence of Arabs who tend to stay quite close to
the people they are talking to. He or she will therefore have a need to move a bit
backwards, which the Arabs will interpret as a negative reaction. Moreover, the people
from the West will, at the least, be surprised to see that in Slavic countries business
partners kiss each other on the cheek, regardless of gender. Some elements of non
verbal communication are universal and thus certain facial expressions will be similarly
or equally interpreted in different cultures.

According to some authors, interpretation of facial expressions may be one of the basic
criterion according to which cultures are grouped based on the similarity in their
interpretation. For example, a Portuguese will more easily understand the facial
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expressions of a Spaniard than those of an Asian. Apart from culture, there are other
factors affecting the non-verbal communication. The gender and the age of a person
more closely determine the use and interpretation of non-verbal signs e.g. women are
more likely to smile; men use different non-verbal signs when speaking to a woman
than when speaking to another man. In addition, situational factors and the mere
personality of the person also affect the non-verbal communication (Dobrijevié, 2009,
p.194-195).

In the following segment we will present and analyze four main categories important
for communication: Kinesics, proxemics, chronemics and chromatics (Buble, 2009,
p.295-296).

Kinesics includes analyzing communication through body language and facial
expressions. The primary areas of interest include eye movements, body posture and
hand movements. The Italians and the Greeks are known for using their arms to give
special, additional expression to words whereas the Chinese and Japanese do not use
their hands but keep them crossed (one over the other). The Americans are known for
scratching their heads or touching their earlobes when speaking, while other gestures
are rare. The Germans consider negligent posture to be uncivilized, while Americans
prefer informality. The left hand is considered unclean in the Muslim culture and the
people belonging to these cultures not only avoid touching the others with this hand,
but use their right hand for many movements - for eating, opening the door, greeting
friends and other (Buble, 2009, p.293-294).

The understanding of body language is intensively related to cultural/anthropological
sensibility. There is a great number of culturally marked ways of saying “yes” or “no”.
In most European cultures nodding one’s head means "yes" and moving one’s head
from left to right or vice versa, means "no". In Ethiopia, the sign for "no" is putting and
turning one’s head towards the right shoulder, while the sign for "yes™ is tossing one’s
head and raising one’s eyebrows. A serious problem arises when two different cultures
use the same gesture but which denote different meanings. For example, a raised head
and chin in Sicily is a negative answer, whereas in the Moorish culture, it is a sign of a
positive response. This leaves room for misunderstandings, and the only means to
prevent it, is the knowledge of the other cultures’ features.

When talking about non verbal behavior, regional differences are also noticeable. There
is also a similarity of nonverbal behavior within the geographic region among
languages belonging to different language families. The vertical movement of the head
as a sign for "no" is recorded in Greece, Turkey, Arabia, and almost all of North Africa.
The only exception is Israel, where the horizontal head movement is used as is typical
of Northern Europe. Some elements of nonverbal communication are associated with
gender. The Western people, especially Europeans generally shake hands regardless of
gender. In Mali, men shake hands, whereas women do not. When greeting men, a
woman may kneel, whereas a man never. The right of women to look into a man’s eye
is limited.

Proxemics, is a study of how people use physical space to transmit messages. The
distance between the interlocutors is conditioned by culture. The normal distance in the
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U.S. is about half a meter, while in the Middle East, South America and some
European countries it is quite less. The distance zone in human interaction,
characteristic for a particular society, provides information on the status and
relationship of the participants. In western cultures, the intimate distance zone (very
close relationships) is up to 45 cm, the personal zone (rather close) 45-130 cm, socio-
consultive zone (impersonal relationship) 3-4 meters, and the public zone (public
events and people holding public functions) over 4 meters. The tolerance of physical
contact is also a cultural category. Some societies (South America, Arab countries) are
prone to body contact, whereas others (Northern Europe, India) are extremely reluctant.
All communication, verbal and nonverbal, is conditioned by the participants’ social
classes, networks and groups (Fox, 2006, p.140-143)

Alternatively, chronemics refers to the way in which a culture perceives and uses time.
There are two types of time systems: monochronic and polychronic. In monochronic
time schedules things are done linearly. Managers will first name problem A and only
then turn to problem B. In such societies, timetables are important, and time is
perceived as something that can be controlled and should be wisely used. In some
cultures such as the U.S., UK, Canada and Australia, as in most cultures in northern
Europe, managers remain faithful to schedules. This is rather contrary to the
polychronic scheduling of time common in Latin America and the Middle East and
characteristic of those trying to do several things at once. These cultures put higher
value on personal involvement than on what is done on time i.e. in these cultures
relations are above schedules.

Chromatics refers to the use of color to communicate messages. Every society uses
chromatics, but a color might mean one thing in America and something quite different
in Asia. In Croatia, it is common to wear black as a sign of grief, whereas, in some
places in India, people wear white in these situations. In Hong Kong, red is worn as a
sign of good luck or success and thus, traditional wedding clothes are red, while it is
common for the bride to be in white in USA. In most Asian countries, shampoos are
dark, because the consumers want it to match the color of their hair. In America, they
tend to be light, because people perceive light colors as a sign of cleanliness and
hygiene.

To conclude, within the framework of international negotiations, it is necessary to
thoroughly investigate every feature of a particular culture. Not knowing cultural and
business customs of the business partner’s country can result in business failure.
Business success requires investment of time and financial means in the preparation
prior to negotiation. Preparation, as an unavoidable activity in any -effective
negotiation, represents a major step towards a successful ending of international
negotiations.

4. THE IMPACT OF CULTURAL DIFFERENCES ON NEGOTIATIONS

The business world is systematically becoming an integral part of the globalization
process. Globalization gives the perception of the world that is, in terms of space,
completely interconnected and finite, but still provides endless opportunities for growth
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and renewal. Globalization is a result of the development in information technology
and an unimaginable growth of industry and commerce. It is associated with both
cooperation and competition at global level. The companies cooperate and have joint
responsibility going outside the boarders of their country, self-responsibility and the
responsibility towards the environment and that what remains for future generations.

Whereas in the past misunderstandings mostly stayed within the local context, in
today's "global village" where messages immediately reach all corners of the world the
consequences of misunderstanding and poor communication are much higher and
wider (Dobrijevic, 2009, p 189-190). Communication has become global and
multicultural, the world a global village where everyone interacts and communicates
with everyone thus resulting in the need to learn the patterns of fast, consistent
communication without borders, but with respect to cultural differences (Spanjol-
Markovic, 2010).

In conditions of increasing globalization, the numerous research and studies on
organizational and managerial culture being conducted in the world, are gaining on
importance. Wendy Hall conducted such an empirical research in which she grouped
managerial and organizational cultures into four categories: northern, western, eastern
and southern. It should be emphasized that in many cases these cultures are intertwined
not only within national economies but also within multinational corporations
(Poslovni forum, 2011).

Globalization processes and overall internationalization of business, which is
particularly prominent in the recent decades, impose the need for a greater individual
awareness for sellers and other people from the business world. This especially
concerns respecting cultural characteristics and preferred ways of doing business in
different parts of the world, different countries, and even regions within the same
country. Awareness and knowledge about such differences, which contribute to the
cultural richness of the world, make it easier to acquire the trust of partners coming
from foreign countries, and to create the preconditions for simpler and long-term more
secure business activity.

The success of corporations that operate globally depends on several factors such as
competitive environment, political and legal context, economic forces, differences in
climate and geography, and the differences in cultures. The key element of success,
which connects and enables the mentioned factors, is the communication between
cultures. Global corporations are faced with foreign legal and political systems,
differences in the nature of the competition and relationships with competitors,
relations with employees, suppliers, customers and other stakeholders in foreign
countries. Finally, in order to create an international brand, corporations need to
effectively advertise and implement successful marketing in foreign countries. The
same way that communication is crucial to the domestic business, it is equally
important in the global market (Rouse, 2005, p.255). International organizations and
companies that intend to go global should carefully consider their communications
networks and the way in which receiving and sharing information can become a
competitive advantage.
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In order to overcome the cultural differences that may emerge as obstacles in reaching
effective negotiations, one should have in mind specific moments. Specifically, we
need to develop an awareness of the negotiator about the social and cultural barriers in
communication, the clashes in values and beliefs, stereotypes and ethnocentrism,
language and jargon as well as culture shock.

Taking part in a culture, consciously or unconsciously, a person complies with the
social norms. Social norms are tacit or informal "rules" about what, how, when and
where is something being done. There are also norms of communication including
gestures, various meaning expressed by colors, tone of speech and symbols. From a
communicative perspective, it should be pointed out that the social norms and cultural
characteristics are not just important because they enable better communication, but
also because these same standards and qualities may present an obstacle in
communication.

Key social and cultural elements that can become obstacles include among other: group
thinking, clashes in values and beliefs, stereotypes and ethnocentrism, language and
jargon. Group thinking is a social phenomenon that occurs when group behavior
dominates and suffocates the process of decision making (Janis, 1982). It happens in
cases when social norms or the desire of the group to reach a consensus overwhelm the
desire to reach decisions that are in the best interest of the group i.e. when the common
values and conformity get out of hand.

Furthermore, culture is based on common beliefs and values. When communication
takes place across cultural boundaries, the possibility of misunderstanding increases.
Cultural and social norms are so ingrained that people act on the basis of them, without
even being aware of it. The people involved in unsuccessful business ventures which
were conducted within different cultures often do not understand why the deal fell
through. The failure is mainly due to communication failure caused by mutual
ignorance of the basic values and norms.

In most cases, one of the protagonists desecrates someone values without being aware
of it, thus causing tension and conflict. In some cultures, a successful business
relationship is always preceded by the establishment of personal relationships, while in
other cultures work is just a commercial transaction. Organizations need to be aware of
the possible cultural differences before trying to expand their business across cultural
boundaries. Knowledge of values, beliefs and norms of the other culture can help avoid
communication problems that may cause unpleasant consequences.

Being aware of the beliefs and values of other cultures is not the same as having
stereotypes about the members of that culture which are founded on one’s own
assumptions cultural members. A stereotype is an attempt to predict a person’s
behavior on the basis of their pertinence to a particular group. Stereotypes are usually
associated with superficial behavior and inaccurate information, and not, with deeply
rooted beliefs and norms. They represent a barrier in communication because the
person involved in the communication process does not look at the person he/she is
talking to as an individual and thus does not listen openly to their messages. They are
considered dangerous as they may lead to prejudice, discrimination and racism.
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Stereotypes which are usually subconscious can discriminate, overshadow reason and
relations, and create barriers to communication and should thus be avoided. Creating
stereotypes becomes a problem when they are used as a basis for prejudice or for
condemning certain individuals even if one has not communicated with them. A
stereotype is a mental representation of an "average social person" based solely on the
person's exposure to selected information about a specific group. Stereotypes are
inevitable and they are a form of cultural information. Ethnocentrism is associated with
stereotypes. Ethnocentric people see their own culture as the only valid. They tend to
assure persuade others according to the standards of their own culture for which they
believe superior. Like stereotypes, ethnocentrism leads to prejudice and discrimination.
The communication impacted by ethnocentrism, even in its mildest form, becomes
patronizing and courtly (Rouse, 2005, p. 51-54). Therefore, it is essential that the
participants involved in cross-cultural negotiations are open to different social values
and norms of conduct so as to avoid ethnocentrism. (Dobrijevic, 2009, p.194)

Language can become a barrier within the communication in several ways. The most
obvious is the attempt to communicate the message between the sender and recipient
whose languages differ greatly. Language is a culturally specific way of encoding the
meaning of the message to be communicated. Anyone who speaks more than one
language is aware of the fact that translation is not a direct process. Idioms and dialects
in the language are difficult to translate and often lead to misunderstanding

Language may represent an obstacle in communication, even when all the interlocutors
speak the same language. Status and class differences impact the different usage of the
language thus often identifying or excluding entire groups. Jargon can have the same
effect. Many professions, such as medicine or engineering, can have their own jargon
which defines the boundaries between professionals and their clients. Jargon reveals
the existence of the two groups, those who belong (insiders) and those who do not
belong (outsiders) to the group. For the communication in a business context to be
successful, it is necessary to avoid technical and scientific jargon wherever possible
(Rouse, 2005, p. 51-54)

Culture shock occurs when people consciously and especially subconsciously realize
that everything that has to do with the host country and the way in which people live
there are different from their home culture. People are not sure what the symbols mean
and how to interpret them. A number of symbols and behavioral patterns cannot be
determined. Communicating a message in any direction, to and/or from others is thus
not always clear and without obstacles.

Negotiators on their business mission to a foreign country feel excitement in the first
few weeks. Then they realize that differences between cultures are deeper. They
become anxious and may have a sense of nostalgia, frustration, alienation and isolation
sometimes leading to depression. As a result, the negotiators become unable to do their
work i.e. they are faced with the culture shock. However most of them overcome
depression and learn to accept and adapt to the host culture. The reason for culture
shock lies in the deeply rooted features of one’s own culture (Rouse, 2005, p. 51-54).
Diagram 1 illustrates the phases of culture shock and its outcomes.
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Figure 1: Transition from culture shock to adaptation
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Source: Rouse,S., Rouse, M. J. 2005, Poslovne komunikacije (Business Communication), MASMEDIA,
Zagreb, p.257

The impact of culture shock is easily reduced, thus improving acceptance and
adaptation, by understanding the culture and by being aware that the painful process of
transition from culture shock to cultural adaptation is a normal process through which
one passes while working in another culture.

In order to reach successful and efficient negotiations, negotiators must be aware of the
possibility of the occurrence of culture shock. Culture shock does not result in cultural
acceptance of and adaptation to international negotiators. A potential problem may be
overcome by adequate preparation before the negotiation process where the negotiator
is introduced to cultural diversities, different communication styles etc. Preparation has
a preventive effect on the development of culture shock and increases the probability of
meeting the set negotiation goals.

5. CONCLUSION AND RECOMMENDATIONS

In line with all of the above, it is important to note that lack of awareness and
knowledge on cultural diversity can negatively affect the outcome of negotiations. The
negotiator should have knowledge about the various aspects of cultural contextuality
and the main differences between high and low context cultures. At the same time, it is
impossible to ignore the importance of communication styles. Verbal and nonverbal
communications are an effective tool in achieving negotiation goals abroad. Ignoring
such aspects can lead to counterproductive effects.

In view of the fact that the Croatian negotiators mostly operate within the European
environment it is necessary to have insights into the European business practices and
management culture. In general, Europeans have a sense of reality and are patient in
negotiations demonstrating a high appreciation of tradition and corporate history.
Furthermore, the European negotiating style is marked by the following components:
cynical realism, the belief that the individual is the center of social and business
systems, social responsibility, suspicion in formal authority, desire for certainty, belief
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that maximum profit is not the main goal of business. The above mentioned features
are common to a number of European countries, but there are also significant
differences among them, primarily as a result of historical heritage. Each country has
built up a system of values and practices that are partly different in relation to such
systems in other countries.

As previously mentioned, in order to reach successful communication between cultures
it is necessary to teach and raise the awareness of the specific features of the host
culture as well as, at least, the elementary language competences and skills. A
negotiator or a global company abroad is the foreigner in the host country, which
means that they are the ones who must change in order to achieve their negotiating
objectives.

To improve the effectiveness of communication at international level, among the
numerous options, the authors emphasize the following; enhancement of feedback
systems, acquisition of foreign languages, raised awareness and knowledge of specific
cultural features and development of interpersonal communication skills.

Enhancement of feedback systems. One of the most important means of enhancing
effective communication in the international context lies in the open system of
feedback. This type of feedback is especially important between the company and its
subsidiaries (branches). There are two basic feedback systems: 1. Personal (e.g. face to
face meetings, telephone calls and e-mail), 2. Impersonal (e.g. reports, budgets and
plans). These systems help maintain the connection between the branches and the
headquarters. They provide the necessary support to the main office in its monitoring
and control of the effects of the branch as well as in setting goals and standards. It has
been noted that there are different degrees of feedback between the local offices of
international companies and their subsidiaries. There is a difference in the manner in
which American companies communicate with their subsidiaries and the ways in which
this is done by European and Japanese companies. The American companies tend to
both systems of feedback more often then the latter two.

Acquisition of foreign languages. Learning a language definitely contributes to better
cross-cultural communication. The corporate managers and representatives do not
necessarily need to be fluent, but the more they know the better they’ll understand the
culture. The hosts look benevolently on a person who is sincerely trying to speak their
language. By doing so, the guest shows his/her willingness to understand the culture
and respect. Negotiators, who are not native speakers, should thus learn the language at
least to the degree that they can talk face to face, make telephone calls and send e-mail
messages. This applies to both spoken and written communication.

Raised awareness and knowledge on specific cultural features. It is very hard to
communicate with people coming from other cultures if communicators do not have at
least some knowledge about the other person’s culture. It is possible that this could lead
to a break up in communication. This is particularly important for companies operating
worldwide. Learning about the culture can be at national, regional or even at the level
of only a part of the country. One of the best ways to learn a foreign culture is through
experience. By becoming aware of and by learning about cultural features, one
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becomes an effective communicator in foreign countries and is thus able to make
informed business decisions.

Development of interpersonal communication skills. Negotiators who are skilled in
making connections and friendships facilitate the integration into the host country as
they posses both sensibility and communication skills. Friendships are important for
building trust and they facilitate the exchange of ideas all resulting in better
coordination and control. A sense of humor also helps. It is usually a quality innate to
those who possess interpersonal skills, and it helps confront the difficult period of
culture shock. Interpersonal dialogue is the best way to eliminate interference in the
communication between people and groups at the same organizational level (horizontal
boundaries), as well as between those at different hierarchical levels in an international
company. This is the best way to develop effective relational networks that are typical
of international companies in which collaboration intertwines operations around the
world. This could not be achieved without an effective communication system, in
which individuals have the ability to understand one another through shared messages
(Buble, 2009, p. 302-303)

Cultural differences among negotiators are always present in cases when conducting
business in foreign countries or when receiving partners from abroad. However, these
differences also exist when negotiating with people from the same country, but with a
different origin. In fact, culture is a phenomenon that changes as soon as the one
crosses national, regional, organizational and other boundaries. Specifically, human
groups have culture as a framework within which communication is enabled (Segetlija,
2009, p.113).

Culture plays a major role in communication. Members of a culture generally transmit
messages to each other by using appropriate symbols and behavioral patterns, often
subconscious. As a result, foreigners may encounter problems in encoding and
decoding these messages. Lack of knowledge about another culture leads to wrong
assumptions and interpretations, especially about the behavior of foreigners.
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SUPPLY CHAIN MANAGEMENT AS A FACTOR OF
COMPETITIVE ADVANTAGE OF STRATEGIC ALLIANCES

ABSTRACT

Contemporary economic trends are moving in the direction of reindustrialization based
on high technology and the integration of the global economy. Firms function in an
environment characterized by the globalization of business, growing competition,
accelerated technological development and increasingly diverse demand of the ever
more informed and demanding consumers. Small and mid-size enterprises, a
characteristic of all small countries in transition (including Croatia and B&H), do not
have capacity for the competitive contest through their own development of high
added-value products for the consumers in the globalized market. Creation of strategic
alliances is a path to the development of competitive small and mid-size Croatian and
B&H firms as participants in the production of ,,common* products that enable them a
target-integrated development of specialization (flexibility) and utilization of the effects
of the volume economy (adaptibility) in the global market. Supply chain management,
as a model of the integrated processing management of the participants' added-value
creation flows, from the raw material sources, through the transformational processes
of the strategic alliance's specialized participants, to the final consumer, is a problem
solving area for the development of competitiveness of the Croatian and B&H
economies in the European Union's integrated market, and respectively the globalized
world market.

Key words: globalization, integration, competitiveness, strategic alliances, supply
chain management

JEL classification: M21

1. INTRODUCTION

The Republic of Croatia and B&H have not yet completed a full transformation from
the centralized-command to the market oriented economy, although the date of the
accession to a full membership of the European Union is approaching. The European
Union represents a market characterized by a high level of capital concentration,
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developed forms of communication and information, high level of competitiveness,
high mobility of the labor force and work skills, as well as reduction of various forms
of trade barriers. Convergence of the EU market also connotes a radical reorganization
of supply chains in the Republic of Croatia and B&H, as well as the establishement of
new ones. Reorganization and development of supply chains is indispensable, since the
Croatian and B&H enterprises are intensely facing the consequences of globalization
and therefore have to adapt in a way that they cooperate with the members of supply
chains outside their own country more intensively. Successful companies have
recognized the strategic role of suppliers and agents, all the way to the final consumer,
in the realization of long-term success, whether it be for the firm itself or an entire
supply chain to which it belongs. This manner of mutual cooperation promotes
strategic alliances and is one of the growing trends in the contemporary global
economy. Small and mid-size companies in Croatia and B&H represent a growth
generator of the national economy, so their mutual connection, as well as strategic
association in alliances with the firms from the EU are essential for the development of
competitiveness. Strategic partnership enables more efficient control of the
commitment of limited resources, as well as more effective mastering of the change-
susceptible environment. The state has to create stimulating institutional and other
prerequisites for the target-organized cooperation between firms, which also includes
the introduction of the concept of supply chain management in the entrepreneurial
practice, as well as in the education system, since the basic knowledge concerning the
possibilities of this concept of running of companies, cooperations, industries and the
entire economy is acquired in this manner. Knowing the rules of the concept of supply
chain management is of great significance to the managers in firms and strategic
alliances, as well as to the political leaders of the state. In the Republic of Croatia and
B&H, it is necessary to raise the degree of organizational knowledge at the macro and
micro levels concerning the possibilities and applicability of the concept of supply
chain management in order for small and mid-size companies, a characteristic of its
economy, to engage more efficiently in the marketplace contest in the EU area.

2. THE IMPACT OF GLOBALIZATION ON MODERN BUSINESS
ENTERPRISE

Globalization is a very complex and, it can be said, controversial concept introduced in
the 1980s. However, unfortunately, there does not exist a universal definition or
adequate empirical values to measure it. At the beginning, expectations from the effects
of globalization used to be exclusively positive, but have lately grown to become more
uncertain and pessimistic (Kahler, 2004). Globalization changes the accepted ideas of
the market, marketplace contest and competition. Expansion and the ever growing
importance of information and communication technologies, decrease of the role of
classic physical factors in the creation of value, with augmented power of the role of
knowledge and intellectual capital, growth of segments of the virtual economy — make
the global economy entirely different from what it used to be twenty, or even ten years
ago. Fast technological changes, increase of competition, market deregulation, digital
convergence, rise of the Internet and other contemporary phenomena completely
change the rules of marketplace contest, so the old models and theories are not able to
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help anymore in a significant measure in the course of explaining the economic and
management problems.

It can be said for the multinational companies that the markets in foreign countries are
their domestic markets, too, and that it is difficult to connect them with any state, since
the majority of their business activities and revenues are realized outside their domicile
state. For the majority of them, it is hard to claim that they even ,,belong* to any kind
of state, since they function entirely globally. Multinational companies operate in a
dynamic, uncertain and challenging environment (Maitland and Sammartino, 2012). As
a representative model there can be taken an example of the company Husqvarna AB,
originally from Sweden, which is a leading global producer of small machines for work
in the open air. According to the data for 2011, Husqvarna AB realizes more than 92%
of its revenues in the foreign markets. Currently Husqvarna AB has subsidiaries in
more than 100 countries and sells its products through the network of more than 18,000
certified dealers (www.husqvarna.com). From the afore-mentioned example, it can be
inferred that the multinational company optimizes the location of networks most
efficiently at the international level. Multinational companies develop supply chains
that include enterprises in many countries, so that, for example, raw materials can be
obtained in one group of countries, production of components can be organized in
another group, and production of finished products in yet another group, while
distribution of the components can be realized in the fourth or fifth group of countries.
Their comparative advantage is constant investment in knowledge, especially the
managerial knowledge in the administration of supply chains. In only few years
Husqvarna AB opened private universities in Brazil and Sweden, where the experts of
specialized knowledge are educated. Specialized knowledge is directed to the education
of experts that have been predetermined to hold managerial roles at Husgvarna AB in
the future.

The previously mentioned changes of the economic system create a completely new
context in the strategic attitude of the company. The trend of merging and strategic
interconnection is intensified, through which mega-companies and/or groups of
enterprises are created on the global scale. Strategic collaboration and integration have
affected almost all economic activities: from banking, insurance, tourism, to various
manufacturing industries — steel, automobile, oil, pharmaceutical, wood and timber,
food industry, etc.

Over the last few decades, contemporary business records the creation of numerous and
very different relations between enterprises. Companies collaborate in various forms
that include licensing agreements, strategic alliances, joint ventures and networking
(Bernardo et. al 2012). Although there is an increasing rivalry between firms, the
number of various cooperative agreements grows constantly at the same time. The
network of corporate agreements is intensifying, as well as global coalitions of firms
which — combining their assets and other potentials — create revenues that are higher
than revenues of many states (Freidheim, 1999). This is confirmed by the results of the
research conducted by a group of systemic theoreticians from the ETH Institute in
Zurich, studying 43,060 global companies and their ownership shares, as well as
looking for the compatibilities that might connect them. The scientists selected a core
sample of 1,318 firms with the intertwined ownership structures, that is, with relations
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in more than two companies, and after a completed research they came to the
conclusion that the global economy is lead by 147 closely linked firms, three quarters
of which are in fact banks (www.popsci.com).

Marketplace competition changes forms: the firms simultaneously both compete and
cooperate in order to gain competitive advantage. It is not rare that the companies
competing in the marketplace are collaborating in the research and development
activities. Perhaps the best examples of mutual cooperation can be found in the auto
industry, where once-upon-a-time great competitors now collaborate (Toyota-BMW,
Citroen-Peugeot-Toyota, BMW-Renault-Peugeot). In contemporary industries marked
by fierce competition, it can be noted that the immediate rivals are not individual
companies, but alliances of firms. The strategic alliances of firms are competing
between themselves. In such situation, the company has to join in a certain form of
strategic alliance in order to develop competitive abilities and ensure its survival in the
global market. By entering into strategic alliances, companies establish mutual long-
term business relations in order to, as efficiently as possible, compete against the firms
outside the alliance (Shahanaghi and Yavarian, 2010).

Externalization of secondary business activities by the participants of global strategic
alliances is an area for opening new business opportunities for the small and mid-size
Croatian and B&H firms. Small and mid-size companies are flexible, so they can react
quickly to marketplace changes and gain specific competitive advantages within a
certain industry. By entering into strategic alliances with other companies, small and
mid-size enterprises can compete even with the organizations larger than themselves,
since together they have access to a larger number of resources (O Dwyer et. al 2011).
Small and mid-size Croatian and B&H firms, which are in close functional relations
with their partners, domestic and foreign, as well as with global manufacturing
networks, ought to develop a strategy of joining strategic alliances. The Republic of
Croatia and B&H, through various programming areas, fosters the development of
small and mid-size entrepreneurship, since precisely this represents the most significant
and vital segment of the Croatian economy (www.croenergo.hr). The program areas
(competitive entrepreneurship, favorable financing and warranties, education for
entrepreneurship and crafts, improvement of the entrepteneurial infrastructure, EU
programs and projects, institutional support for the development of entrepreneurship
and crafts) are directed at the growth and development of entrepreneurial initiative in
order to revitalize the Croatian economy and propel the industrial production. The
animation of industrial production and future development of the small and mid-size
entrepreneurship are also influenced by some limiting factors, such as: high cost of
capital, inadequate structure of the labor force, lack of information, high taxes,
restrictive access to the funds of the European Union, etc.

The Republic of Croatia and B&H, with the aid of the appropriate instruments and
institutions has to create conditions so that the small and mid-size companies can easily
integrate into the EU market. With a clear and stimulating legislative framework, it is
also necessary to work on the improvement of entrepreneurial climate, which will have
an encouraging effect in the development of companies, both in Croatia, B&H and of
the potential partners from the European Union. Precisely this entrepreneurial climate,
which guarantees transparency, legal security, clear tax policy and reduction of the
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bureaucracy to a minimum, creates prerequisites for the strategic cooperation of firms
within the borders of the Republic of Croatia, B&H and the European Union. With the
clearly defined rules, it is possible to expect the increase in the number of domestic
corporations — the all encompassed supply chains — small and mid-size firms, but also
of entering of the Croatian and B&H firms in the global supply chains — strategic
alliances with the companies from the European Union. The accession to strategic
alliances represents one of the most efficient strategies through which small and mid-
size Croatian and B&H enterprises successfully integrate into the EU economic system.

3. STRATEGIC ALLIANCES - MODEL OF THE MORE EFFICIENT
INTEGRATION OF THE CROATIAN ECONOMY IN THE EU

Strategic alliances are one of the fastest growing trends in the global industry today. In
certain industries, for example, information, auto, wood and timber or pharmaceutical,
the entire groups of companies of various characteristics and means of mutual
connection are competing against each other. Alliances between firms have a long
history and originate from oil, mining and gas industries, and in Croatia and B&H
primarily from the shipbuilding and auto industries. During the 1980s, the alliances and
partnerships between companies ceased to be solely an auxiliary method in achieving
the individual goals of the firm, but became a precondition of competitive success at
the global marketplace. In the contemporary globalized economy, it is impossible to
achieve market success without involvement in the activities of at least one alliance.
The 1990s entirely changed the characteristics of the alliances. Numerous
organizational transformations took place, in which more companies based their future
on strategic collaboration. The number of implemented strategic alliances almost
doubled in number over the last ten years, and experts predict an even higher rate of
growth in the coming period (Booz et.al 1997). Both global and local companies enter
into various forms of strategic alliances. Today, the alliances are being created in all
industries — from the information technology, transport, manufacturing,
telecommunications, electronics, pharmaceuticals, food industry, finance, to
professional services. Strategic alliances are the firms' response to intense changes in
the economic activity, technology and globalization. An increasing number of
companies is uniting into different forms of strategic alliances in order to augment the
competitive ability and growth of the market share. Difficulties in the actualization of
access to the international market, realization of the volume economy and advance in
manufacturing and technology lead companies towards the mutual collaboration.
Partnerships become, by themselves, effective strategies for overcoming the gap in
skills, resources and abilities in order to achieve competitive advantage in the global
markets. Contemporary global economy is characterized by the interconnection and
interweaving of the firms' interests in the contest of acquiring the market share.
Strategic alliances are counted as the most important components of the contemporary
global economy, so the accession of firms to such alliances does not have any
alternative in the development of competitive abilities. The competitiveness of Croatian
and B&H companies in the EU market is impossible to achieve without the creation of
at least one strategic alliance and the participation in the activities of at least one other.
Through involvement in them, the firms can achieve much better results in the
strengthening of competitiveness than through the implementation of the internal

166



strategies, such as cost reduction, price reduction, reingeneering, etc. (Rackham et.al
1996).

Strategic alliance can be defined as the association with a competitor, supplier or a
customer, in which the company, through the combination of partners' advantages and
strengths achieves a better competitive position in the global market. However, a great
number of the formed strategic alliances fails (Das and Teng 1998). Being a part of
strategic alliance means being at the origin of the construction of key advantages at the
present and future markets. The companies enter into strategic alliances with others in
order to improve their own competitive position by using the resources possessed by
others and/or which are possible to build in cooperation with other business subjects.

Main reasons for the creation of strategic alliances can be (Tipuri¢ and Markulin:

2002):

e Globalization and an overall increase in the level of industrial concentration
require a pooling of means, knowledge and skills, which a single firm can rarely
provide independently. This revolution is built on large standardized systems. The
standards are established in all types of business activities. Those who institute the
standard accepted in the entire world achieve an exceptional competitive
advantage.

e Today the markets are ruled by great uncertainty and business risk. This
uncertainty is a prerequisite in the merger of strengths of more companies, not just
in order to aggregate their complementary capabilities, but also to combine their
knowledge and decrease the uncertainty and risk, and accelerate the process of
learning. The existing markets are becoming obsolete increasingly fast today and
their participants have to find new areas of business as soon as possible.

e A shortage of resources for everything the company would like to carry through is
growing fast every day. Globalization, new technologies, dissolution of boundaries
between industries, emergence of new industries, and an increasing competition
constantly impel companies to improve their efficacy. For the constant
improvement of efficacy there is necessary an ever larger amount of resources,
which the firms can not procure independently.

e A development of the information economy is in the function of creating a new
post-industrial paradigm. The increasing importance of virtual reality and internet
connections completely transform the course of business processes. Information
becomes the most important resource and transactional costs become the key to
understanding the business.

In the function of realizing mutual goals, the firms have at their disposal various forms
of collaboration, depending on what kind of competitive advantage they want to
achieve. Unplanned collaboration can not provide stability and cost savings for the
involved partners, so strategic alliances rise as a perspective form of cooperation for
the countries in transition, including the Republic of Croatia and B&H. The firms
involved in strategic alliances can realize the benefits such as implementation of the
volume economy, acquisition of know-how, transfer of technology, brand
strengthening, capacity of product distribution in the new markets, etc. Equally, the
state itself has advantages from such alliances as it employs local population, collects
various forms of taxes, acquires new management knowledge, gains access to new
technologies, and generally the prerequisites for economic growth are being created.
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The countries in transition, among which the Republic of Croatia and B&H can be
counted, need to develop a positive attitude towards strategic alliances and
systematically support their foundation, as this is one of the most efficient models with
the aid of which it is possible to develop the competitive capacity of domestic
manufacturers and the economy in general. The state that openly upholds accession of
the domestic companies into strategic alliances, but has previously not created
preconditions for their equal entrance to the marketplace contest can seriously harm its
economy. In many cases, this kind of scenario leads to a loss of control over its own
strategic resources and an excessive exploitation of resources by the foreign
companies, as well as the exploitation of local population. Potential disadvantages of
entering into strategic alliances from the company viewpoint can be the following

(Dragomir, 2011):

e Loss of managing function, concerning the inability of full cost control, personnel
policy management, influence over the product quality, planning of future
activities, etc. By participating in the activities of the alliance, firms do not possess
the power of independent decision making anymore, and they have to subordinate
their own goals to the goals of the alliance.

e Poor communication between the firms in the alliance. If the strategic alliance has
a supply chain with a large number of companies (links), there exists the possibility
of poor communications, which most often results in the poor connection of
business processes between firms. Absence of a shared information system
integrating business systems in a single process results in a poor allocation of
available resources.

o Poor allocation of resources. It can be a consequence of disconnection of business
processes between the firms, but also the consequence of poor decisions of the
alliance management. In some cases, the alliance management can make decisions
against the interest of individual companies in the alliance.

e Loss of flexibility. By participating in the activities of the alliance, firms partially
lose their flexibility and can not independently and timely react to market trends as
they would if they were outside the strategic alliance.

e Difficulty retaining company's individual goals. Participation in the activities of the
strategic alliances implies subordination of the individual goals with the goals of
the alliance. In some cases this connotes that the firm's individual goals do not
coincide with the goals of the alliance (this may apply to strategy, budgets,
personnel policy, etc.).

The above mentioned difficulties are faced by all enterprises in strategic alliances,
particularly firms in transitional economies.

The strategic alliance represents a supply chain that includes all participants in the
business process, from the raw materials phase to the consumption phase. Croatian and
B&H firms, which in general do not have sufficiently developed competitive capacity
concerning their technological, marketing, financial and managerial aspects, by
participating in the activities of strategic alliances can not in the initial phase influence
the politics and strategy of the alliance activities in a significant measure, so they have
to subordinate to the decisions of the alliance top management. The alliance top
management exercises control of the entire supply chain which includes all subjects in
the production of the final product. Precisely the understanding of the strategy and the
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concept of supply chain management is of a great significance for the company
management in transitional countries, since it represents one of the effective models
through which the development of the firm's competitiveness can be achieved.

4. SUPPLY CHAIN MANAGEMENT - AKEY FACTOR IN THE
DEVELOPMENT OF THE COMPETITIVENESS OF BUSINESS SYSTEMS

Outstanding changes in the business environment at the end of the 20™ and the
beginning of the 21st century have contributed to the more intense development of
supply chains as organizational models of the competitive capacity development of
business systems. Supply chains started developing as a response to globalization and
the consequential expansion of multinational corporations, which have also been
affected by technological changes that reduced their business costs in a significant
measure. The supply chain is a term which encompasses all activities included in the
manufacturing and distribution of the final product from ,,the supplier's supplier to the
consumer's consumer“. American Production and Inventory Control Society (APICS)
defines the supply chain as a cluster of interdependent processes that connect the flows
in the company through an array of activities in an integrated process. The supply chain
comprises of all activities inside and outside the firm that enable the creation of
products or services for the final consumer. Contemporary firms aim at the creation of
partnership relations with the customers in a way that they develop solid relationships
between the final customer and the supplier. The characteristics of these relationships
are trust, loyalty and long-term cooperation. Supply chain as a chain of value creation
is achieved through the realization of revenues, innovation and creation for customers.
The supply chain can also be defined as the global network that delivers products and
services using the material, financial and information flows (Alber and Walker, 1998).
The concept of the supply chain does not imply only financial, material and
information flows anymore, but there is also a pronounced need for intellectual capital,
whose task is to manage these flows. Intellectual capital became a key resource on
which the supply chain management is based. Its task is to optimize the flow of the
supply chain from the first to the last link.
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Diagram 1: Supply chain management
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Supply chain management is comprised of minimally three or more firms directly
involved in the downstream or upstream flow of materials, information and finance
(Mentzer et. al. 2001). In the contemporary highly competitive globalized environment,
there does not exist an alternative to the supply chain management. Its implementation
and strategic development become indispensable to remain competitive in the market.
Supply chain management has over the last twenty years become an area of great
interest in the academic community, and among consultants and managers, primarily in
Japan and the United States. With the aid of supply chain management, the resources
are coordinated and activities optimized in order to gain competitive advantage over
the competitors (Gunasekeran et. al. 2008). Today, a large number of companies
recognize the supply chain management as a key competitive advantage that enables
the competitiveness of their own products and services in the demanding EU market.
According to a survey conducted by the Deloitte group, 91% of North American firms
consider supply chain management as being crucial for the success of their business (A
Deloitte Research Global Manufacturing Study, 2003). Dell, Wal-Mart and Hewlett
Packard are examples of American companies, and Peugeot, Siemens, Novartis,
Vodafone, Nestle and Shell, firms from the European Union which have successfully
implemented the strategy of supply chain management in their business activities.
Supply chain management is based on the development of long-term relationships with
the suppliers and customers, and on the continuous improvement of the quality of
products, as well as the reduction of costs.

Companies are aware that they have to keep developing the efficiency of supply chains
in order to be able to compete in the global market. Delivery of the right product at the
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right time to the consumer became essential in order to survive in the market (Towill ,
1997). Over the last couple of decades, globalization and advance of the information
technology enabled many companies to successfully build solid collaborations into the
supply chains, in which each specialized business partner is focused solely on a few
key strategic activities.

Such organization is defined as a group of semi-independent organizations, each with
their own capacities, which cooperate in order to achieve a certain business goal
specific for this partnership. Strategic alliances are made by minimally three firms,
while the upper limit is not set. In some cases, strategic alliance can include even more
than ten thousand members (the Estonian wood cluster). As a rule, strategic alliance is
made of a single large company (has access to the resources based on which it has
established dominant position at the market/markets), and small and mid-size
enterprises that represent links in the supply chain. For successful management of the
supply chain, it is necessary to connect all the activities of participants in a single
process. These activities can be easily coordinated if the supply chain has a small
number of participants, however, if the supply chain has a few tens, or even thousands
of subjects, there arises a need for top management, whose main task is creation and
synchronization of the activities of supply chain. The size and complexity, as well as
the uncertainty of the environments determine the need for the supply chain top
management.

5. PERSPECTIVE AND THE DRIVING FORCE OF IMPLEMENTATION OF
THE CONCEPT OF SUPPLY CHAIN MANAGEMENT

Design and management of the supply chain presents a great challenge for the Croatian
and B&H economy in the contemporary highly competitive environment.
Globalization, deregulation, integration, and increasingly demanding customers,
induced by the development of the new information-communication technology
contribute to this complexity. Traditional information systems oriented towards the
processing of historical internal data and information do not allow any more the
efficient management of the development of contemporary firm's business activities
(Zeki¢, 2012). Modern supply chains have to respond to challenges brought by the
contemporary market through the fast development of a large number of products with
the high added-value, as well as the ever shorter time in which it is necessary to deliver
a product or service to the final consumer. Organizations therefore need to be
innovative in order to meet these challenges. Inability for the independent compliance
of small and mid-size companies, characteristic for the Croatian and B&H economy, to
such conditions simply forces independent firms to join the appropriate contractual and
proprietary strategic alliances.

Through the opening of national borders, the same rights are guaranteed to the
companies from the European Union as to the domestic enterprises (firms in transition)
at the domestic market, which, concerning their available technology, work force and
financial capacity, renders the domestic firms inferior. Croatian and B&H companies
will also have to face a much higher environment uncertainty in the EU market, in
which they will compete with foreign companies that have a much higher bargaining
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power, more developed management and more competitive resources (labor force,
technologies, support from the banks). In order to bridge the existing gap, domestic
firms have to start mutually cooperating and forming supply chains in their respective
business areas and/or collaborate with foreign companies by participating in
international supply chains. Strategic cooperation also implies implementation of the
concept of supply chain management in the organization, which constitutes the
responsibility of top management. It is of the upmost importance to understand all the
laws and phenomena of supply chain management in order to create conditions for its
optimal management. Croatian and B&H managers at all levels have to master these
methods, activities and constructs of the supply chain management, as in this manner
the preconditions are made for the construction of the competitive supply chain that
develops competitive and cooperative abilities of the participants, as well as of the
chain in general. Environment uncertainty and top management support represent the
driving forces for implementation and development of the concept of supply chain
management.

5.1. Environment uncertainty — external driving force in the implementation of
the concept of supply chain management

Environment uncertainty is defined as an unpredictable sequence of events and trends
that create opportunities and threats for businesses (Turner, 1993). In recent
surroundings, the marketplace is global, dynamic and oriented towards the customer's
needs. Contemporary consumers ask for an increasingly fast delivery, higher quality,
diversified supply, and higher level of reliability, which forces producers to face an
array of challenges that they have to meet, such as (Thomas and Griffin, 1996): lower
life span of the product, dynamic development of high technology and increase of the
investments in research and development. In order to minimize the level of
environment uncertainty, it is necessary to implement the strategies of externalization
of the firm's business activities and partnerships. These strategies are used in order to
better respond to the following challenges (Gupta and Wilemon; 1990): 1) increased
competition 2) continuous investment in new products (implies rapid obsolence of the
existing products) 3) fast changes in consumers' preferences (shortens the lifespan of
the product) 4) increased need for involvement of external organizations, such as
suppliers and consumers. Environment uncertainty implies the uncertainty of the acts
of consumers and competition, and of technology development. Consumer uncertainty
is defined as the level of change and unpredictability of consumer's demands and tastes.
Consumers' preferences for products and services become more variable and uncertain,
and are reflected in the frequent changes of product volume, time and location of
delivery (Burgess, 1998). Consumers want a greater selection of products, higher
quality, faster delivery and personalized products and services to meet their needs.
Competition uncertainty is defined as the inability to predict the actions of competitors.
Globalization, consumer needs, technology development make the action of
competitors more intense and uncertain. Globalization opens the doors to new markets,
and those companies that focus solely on the domestic market will have its market
share reduced or will be liquidated. For the emersion at the global market it is
necessary to ensure globally competitive resources, which in many cases individual
companies do not have, so they engage in various forms of cooperation, combining and
developing individual competitive advantages in a competitive supply chain.
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Uncertainty of technology is defined as the rate of change of technology development
depending on the industry in which the company operates. The development of
information technology opens up great opportunities for further development of the
organizations. The development of technology has enabled great progress in the
implementation the concept of supply chain management, but also in the process of
enterprise cooperation. Information management is of great importance for the efficient
cooperation of enterprises. Information management occupies a crucial role in the
supply chain. Information is like a source of competitive advantage, often not available,
and shared in a controlled environment. In order to achieve competitive advantage, it is
necessary to establish and coordinate the supply chain in the proper way, so to create
an information-intensive environment. Technology and competition develop in today's
environment as never before in history, enabling and intensifying the need for
managing the entire supply chain of formally independent participants, creating
maximum added value for customers, which results in a maximum added value for the
participants in the supply chain.

5.2. The support of top management - internal driving force for application of the
concept of supply chain management

Consideration of the entire supply chain as of a single system is the task of the
company's top management involved in the chain, that is, supply chain management of
a system. Top management has different agreed levers through which it helps to target
coordinate the company in the supply chain, applying business technology
management. A considerable number of authors consider precisely the support of top
management as the most important factor affecting the efficiency of the supply chain of
companies in the strategic alliance (Hamel and Prahalad, 1989). The vision of top
management plays a key role in the design of the organization as well as in the
allocation of the resources needed to achieve the intended goals of the supply chain -
alliance. Supply chain management is an integral part of the strategy of each company
in the supply chain. Integrated planning and common, unifying strategies are essential
for the successful implementation of supply chain management in any form of firm's
strategic alliance. The strategy represents a target-organized way of using limited
resources to take advantage of supply chains and thereby achieve the desired effects of
the supply chain for all its members.

6. CONCLUSION

Globalization as a concept was introduced in the 1980s and implies a fall in the
importance of traditional factors of production, with simultaneous increase in the
importance of factors of virtual economy. Factors of virtual economy have, along with
intense reduction of mechanisms for the protection of national economies, had an
important influence on the change of the global economic environment. The trends of
globalization have affected the market of the European Union, and have manifested in
the deregulation of markets, rapid technological change and convergence of capital
markets, labor, goods and services. With these changes in the economic environment,
individual appearances on expanding EU market have been difficult or impossible for
many companies. In order to adapt to new market conditions, companies have begun to
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enter into various forms of cooperative agreements. The strategic alliance is a form of
cooperative agreement based on which the companies adapt to new market changes.
Companies are, through the accession into a strategic alliance, connecting with
suppliers, and combining their advantages and strengths in order to achieve the best
possible competitive position in the market. This form of mutual cooperation between
companies meets the needs of countries in transition. In the Republic of Croatia and
B&H, the greatest number of business subjects are small and medium enterprises which
are not sufficiently capacitated to independently appear in the EU market. Through
accession into the alliance they can participate in the production of the final product
and be competitively involved in the economic system of the European Union.
Mutually process-connected companies contribute to the transformation of raw
materials into a finished product, forming a supply chain. The management of the
supply chain coordinates material, financial and information flows of the participating
companies, through which goods and services are delivered to the final consumer.
Management of the supply chain holds a special significance in the conditions of high
uncertainty of the environment, where companies must quickly adapt to: the activities
carried out by competition, changing preferences of consumers and the rapid
development of technology. For the successful implementation of the concept of supply
chain management in the strategic alliance, the key factor is the support of top
management, which involves the implementation of activities for design of the
organization and optimal allocation of available resources.
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ANALYSIS OF FACTORS INFLUENCING BANK SELECTION

ABSTRACT

The crisis that struck global economy in 2008 is still present in Croatia. Besides
spillover effects, Croatia is facing many accumulated and structural problems of its
own like the decline in manufacturing and processing industry, high unemployment and
ambiguity regarding future. In these surroundings the traditional way of preserving
value by keeping savings in banks gained on importance since riskier alternatives seem
too risky to many. But even the banks are not all the same as they differ in size,
business effectiveness, accessibility and offered services. Therefore, the aim of this
research is to establish variables that could influence rational economic subjects
(individuals or firms) in their bank selection process, and test these variables through
the of multiple regression method. The results showed that some of the selected
variables displayed statistical significance as expected, but also, that some of the
theoretically important variables proved unusable as predictors of the banks’ ability to
attract deposits.

Key words: bank selection, decision making, bounded rationality, SMEs, multiple
regression analysis

JEL classification: D11, D12, D22, G21

1. INTRODUCTION

The economic crisis struck the world’s economy in 2008 and is still very vivid in
Croatia. GDP has been declining since 2009*, and according to last projections it will
decline even further this year. Perhaps even more indicative is the continuous decline
in the industrial production volume index that has also been decreasing since 20082,
Besides the spillover of global problems, the fragile Croatian economy is faced with an

! Hrvatsko gospodarstvo 2011. godine (url: http://www.hgk.hr/wp-
content/files_mf/Hrvatsko%20gospodarstvo%202011.%20godine.pdf)

2 Industrial Production Volume Index And Indices Of Stocks, Persons Employed and Labour Productivity In
Industry, September 2012, First Results (url: http://www.dzs.hr/Hrv_Eng/publication/2012/02-01-
03_09_2012.htm)
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escalation of many log-term problems of it own: privatization success/failure of
previously state owned firms, decline in manufacturing, lack of export competitiveness,
recovery from the Independence War, increasing domestic market competition brought
on by foreign products, and problems with bureaucracy, corruption and slow and
infective legal system. All these factors together created a situation in which
entrepreneurial and investment activity is riskier than ever. Therefore, the global
economic crises can possibly be viewed as a trigger or catalyst of many of Croatian
long standing structural difficulties. Moreover, the small and developing Croatian
capital market still attempts to recover from the strong blow-off at the beginning of the
crisis. This raises issues on how to not only increase but also retain value of firms’ and
citizens’ savings.

A popular alternative for retaining value in Croatia, prior to the crisis, was by investing
into real estate. However, in recent years, due to the above mentioned problems, in
addition to high unemployment rate and uncertainty in keeping current employment,
liquidity of real estate assets has gone down considerably. The struggling construction
sector, with thousands of unsold units, further emphasizes the lack of liquidity of real
estates. Constructing investors are facing an inability to pay high interest-rate
mortgages back to the banks and are at the same time under constant pressure for price
depreciation. Besides that, there is an active public debate in process regarding the
introduction of the new real estate tax that raises fears about the sustainability of the
investment model of preserving and creating value through real estate.

In described conditions, the traditional way of accumulating firms’ and citizens’
savings in bank deposits becomes even more important than usual. Keeping savings in
banks is faced with the to risk of depreciation and the exchange rate risk, which should
not be neglected, especially due to the current concerns of the instability of Euro.
Although preservation of value in foreign currencies could be risky, it is still often
considered less risky than the above mentioned alternatives of investing. Moreover,
there is a safeguard (state guarantee) for banks’ cash flow problems for amounts up to
400,000 HRK (approximately 53,000 EUR) which applies to private citizen and small
firm deposits. The collapse of a small Croatian bank in the winter of 2011, proved the
efficiency of this guarantee in the fast response of the Croatian National Bank in
paying back the deposit holders in just a few weeks.

An important question regarding bank selection should arise for those who, due to the
perception of safety and the lack of other investment opportunities, decide to keep their
savings in the traditional manner, in the form of bank deposit and savings accounts. At
this moment, Croatia has 32 commercial banks. Once Croatia gains full EU
membership (currently set for summer of 2013) the few remaining barriers for dealing
with banks operating in the EU but not in Croatia will diminish. This means more
choices for Croatian citizens, but the choice itself is about to get exacerbated
considering possible differences in various policies, state guarantees, accessibility etc.

Within this research we have isolated variables for which we had expected to be of

significant importance in generating the total amount of banks deposits. Further on, we
have applied the method of multiple regression to establish which (if any) of the
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selected variables can be used to predict banks’ success in attracting private and
business subject to entrust them with their savings.

2. THEORETICAL FRAMEWORK

In economics and especially in business the idea of basic economic subject being a
homo economicus is automatically implied. The term homo economicus was introduced
by J.S. Mill (Persky, 1995:222). The presumption of homo economicus presents
humans as deliberate maximizers: rational self-interested subjects with the ability to
make judgments toward their subjectively defined ends. Using these rational decisions,
homo economicus attempts to maximize utility as a consumer and economic profit as a
producer. The idea is in compliance with even older economic writings as Adam Smith
introduce the term invisible hand, with the explanation that self interest seeking makes
people involve in various economic activity. Therefore, a subject deciding between
alternatives is expected to choose the one that maximizes her utility, and in this sense,
individuals and firms should deliberately choose a bank that will allow them
maximization. This maximization does not have to be limited to profit (interests)
because the utility can be further comprised of needs for security, accessibility and
many others. However, according to the rational choice presumption, it should be
expected that a consumer is not indifferent to choices that offer different levels of

utility.

There has been much criticism toward the idea of rationality and there is vast amount
of empirical literature questioning human behavior. Perhaps the most influential in this
area is the work of Kanheman and Tversky (1979, 1982, 2012). They conducted
experiments on human behavior (descriptive analyzes) mostly by questioning students
about their choices in various hypothetical situations. The results pointed out that in
some sorts of decisions people make systematical mistakes or, al least, that their
answers significantly differ from expectations of normative theory. Furthermore, they
pointed out and explained reasons for these discrepancies which included insensitivity
to prior probability of outcomes, sample size and predictability, misconceptions of
chance, biases of imaginability, biases due to anchoring and many other. Although this
empirical evidence shows that rational choice theory cannot strictly explain individual
behavior, detailed elaboration is not necessary for the scope of this research. The
exception is the insensitivity to predictability that will be explained by example. The
people in the sample were asked to make predictions regarding future profit of a firm
on the basis of its given description. If the description of the firm was very favorable,
the predictions of future profit were mostly very high, and if the description was
mediocre, predictions were also mediocre. This example is of importance for this
research because “if people are predicting solely in the terms of favorableness of the
description, their predictions will be insensitive to the reliability of the evidence and to
the expected accuracy of the predictions” (Kanheman and Tversky, 1982:8). This led
us to conclude that marketing and public relations efforts made by competing
companies could and probably will heavily influence the decision making even in high-
stake decisions such as bank selection. Moreover, a vast quantity of various
commercials could make an impression that the competing firms are all similar and that
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the decision is trivial. This could lead towards indifference; a situation with blurred
differences and consequently, no clear preference between options.

Insufficient information, mental capacity and/or limited time to make decisions are the
core determinants of bounded rationality; the concept proposed by Herbert Simon
(Hastie and Dawes, 2001:238). According to this widely accepted theory, bounded
rationality is characterized by a wide range of choice processes that do not adhere
precisely to rationality but may or may not approximate them. A typical situation of
bounded rationality is when it is not possible to specify all alternatives, their attributes
and their consequences in advance so it seems rational to collect all possible data in
some period and make a choice seeming best at that moment. This concept copes with
some criticized presumptions of the rational choice theory; primarily the presumption
that the decision maker is or can be aware of all consequences and involved ambiguity.
The decision maker in the bounded rationality context tends to be rational but does not
always succeed in being so.

The decisions regarding bank selection could be seen as trivial, especially among those
who do not posses significant amount of cash, but, on the same time can be very
important to others. Therefore, individuals and firms in the later group should make
some effort in deciding who will take care of their belongings. These individuals might
try to indentify factors of importance in deciding. In this research, we have attempted
to isolate some of the obvious criteria (or factors) and statistically distinguish between
those which can be used to predict deposit and savings allocation among banks, and
those who show less or no significance. Furthermore, as we already implied, all
explanations of decision making behavior applies on, not only individuals, but also
small and some medium sized firms, i.e. firms who can be characterized as
noncomplex. The noncomplex firm is a firm in which *“specific information relevant to
decisions is concentrated in one or a few agents” (Fama and Jensen, 1983:6).

3. VARIABLES

The depended variable is the total amount of deposits in bank accounts and includes all
business and personal, foreign and domestic currency accounts, and all savings
accounts. The success in attracting deposits can be seen as a result of the perception of
the bank’s security, accessibility and ability to create new value to its customers. We
have selected 12 indicators that are representative of these three basic criteria, and
those indicators are independent variables. Independent variables have been selected
using common sense and some informal brainstorming among colleagues and friends.

3.1. Security

The first set of variables was chosen because they should, or at least could, be taken
into consideration when addressing concerns towards the security of deposits and
savings. As it was noted earlier in this paper, the Croatia State guarantees for all
deposits and savings accounts for individuals and SMEs up to 400,000 HRK.
Therefore, to some, the security issue is not existent. However, there are few strong
arguments why it should still be considered:
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e Risk aversion — humans are considered as mostly risk averse. Saving money in
banks instead of investing into various stocks, funds or other alternatives is
considered to be safer or conservative option. Therefore, it can be implied that that
those who choose this way for preserving value are among security seekers rather
than profitability seekers.

e State guarantee is a significant safety net. However, it does not cover all groups
and all amounts of deposits, and therefore, the risk of bank going bankrupt is still
not totally negligible.

e Although the state guarantee has proven to be efficient in the recent case of bank
insolvency, it should be noted that this was a case of a single bank, and that this
bank was too small to endanger Croatian banking system. One should be
reasonably worried if this occurred with a bigger bank or a cascade of banks
encountering cash flow problems in the same time.

Variables chosen to represent security aspirations of bank’s customers include: total
assets, equity and liabilities, earning before tax, debt ratio, years since founding, and
whether it is publicly listed on the Zagreb Stock Exchange. The selected basic financial
indicators require little or no explanation considering that if one is interested in
checking how a firm is doing, these indicators would probably be among the first thing
one would look into. It can be expected that banks with greater assets, equity capital
and earnings, and favorable debt ratio would be considered less risky. Years form
founding can be seen as a security indicator since older financial systems are perceived
to have a higher degree of knowledge. Moreover, a longer operating period indicates
fulfillment of the survivor principle (Stigler, 1958:54), where younger firms can be
seen as unproven. The information whether the bank is listed is important primarily in
Anglo-Saxon point of view where market reaction is found as the best indicator of
firm’s success in creating value. Although in the continental Europe’s bank-centric
system the importance of stock markets is perhaps somewhat neglected, this indicator
could be relevant to some decision makers.

One could argue that some more specific indicator of security could be used, but these
indicators offer simplicity and availability as they consist of publicly accessible data
which is easy to retrieve to almost any bank curious account holder. Therefore, we
found them more appropriate than perhaps better suited financial data that is harder to
reached by an average customer.

3.2. Accessibility

Set of variables concerning accessibility is selected primarily due to their importance in
satisfying the needs of bank costumers in terms of speed and comfort when retrieving
basic services and varieties of offered services. It can be expected that when comparing
a few banks that seem similar in most criteria, the customer will tend to choose the
bank which is easier to access, or which offers better or a wider range of additional
services. The variables chosen for presenting accessibility in this research are: number
of branches and ATM-s, number of offered credit cards, amount of granted loans and
internet banking services.
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Number of branches and ATM-s is a clearly important accessibility criterion. It is a
common case that banks present in smaller towns where there are few or no
competitors have a much higher market share when compare to their share in wider
market. This can also be said for the numbers of ATM-s considering that they shorten
the long waiting in queues for basic services of cash withdrawal or deposit. The
importance of ATM-s is clearly seen in banks’ practices to install them as a response to
competitors ATM installation. It should be noted that the price of an ATM and the cost
of its maintenance are considered to be rather high so banks have strict cost
effectiveness calculations. However, the response to an ATM installation of another
bank is rather fast.® Therefore, even though there is a rise in e-banking and m-banking
usage, the proximity of the bank and ATM is still factor of the great importance in bank
selection process.

Internet banking (or e-banking) was the next accessibility variable for basically very
similar arguments as the number of ATMs or the number of branches. In recent years,
the share of individuals, homes and firms that have access to broadband internet is very
significant. Consequently, internet banking has become a substitute for visiting banksas
it allows customers to use a wide range of bank services. According to HACOM?, in
August 2012, there were more than 1.25 million ports for broadband internet in Croatia
or 3.5 persons per one port. Considering that more than one computer can be connected
to a port, and that more than one person can use one computer, the availability of
internet in Croatia can be described as wide. It can be expected that e-banking will
become even more important in the near future because not only does it offer faster and
more comfortable service for banks customers, but is also very economical for banks
itself.

Among other bank services credit cards were selected as one of most popular. A few
credit card brands are broadly used in Croatia, and most banks offer at least one of
them. Credit cards are not only a way of paying without cash in almost any store, most
restaurants and other paying spots, but they are also an opportunity for short, and
sometimes even long term crediting without any paperwork. There are various kind of
credited paying possibilities from charge options, revolving credits to special kinds of
offerings. However, they are hard to compare and if some credit card brand, for
example Visa, offers several kind of cards, these cards will mostly be offered in all
banks having Visa. Therefore, instead of focusing on services, we have focused only on
offered credit card brands.

Granted loans are an independent variable that needs some explanation. It is widely
known that loans are being granted from the sum of savings and deposits. This link
does not need to be tested as it is certain that there is a proportional connection.
However, we have questioned if the relation goes both ways, i.e. if granted loans can
attract savings and deposits. This relation could be expected since banks usually require
at least a part of the client’s finance i.e. some form of income of the person requiring

® For example, citizens of small Croatian town called Ivani¢-Grad (~15,000 habitants) frequently asked
various banks to install the ATM considering that the nearest ones were 20 km away. Banks have for long
refused to do so because they found installment unfeasible. However, after the first bank finally installed
ATM, 4 other banks have followed in less than a year.

* Url=http://www.hakom.hr/default.aspx?id=150
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the loan goes through that bank. Automatically, granting more loans should increase
bank’s sum of deposits. Moreover, most people do not have reason to deal with more
than one or two banks, so it could be expected that they will deal with the bank that
granted them the loan. Therefore, even if it is theoretically neglected, we believe that
this connection should be taken into account.

3.3. Ability to create new value

There is only one variable used to represent bank’s ability to create new value to its
customers: savings interest rate. However, whether decision makers are considered as
being homo economicus or bounded in rationality, the interest rate should be of strong
importance when deciding where saving are kept. It is true there are others forms of
increased utility, but the pure financial aspect is always present.

3.4. Un-included variables

There are numerous others variables that could be used in this research. Some of them
were excepted because they were unreachable to us or we found them unreachable to
an average bank customer (like detailed financial data). Others are either hard to
explain or hard to measure (like marketing efforts, patriotic feelings or any social
conduct). One of the obviously excepted variables is the fee that the banks are charging
for managing accounts. However, this variable would be hard to compare as there are
various different options. In our paper we do not state that some of the excluded
variables are of no importance, we solely try to establish if the included variables are.

4. SAMPLE AND DATA

The research was conducted on the data gathered from all 32 commercial banks
currently active in Croatia. The data for the bank that bankrupted in the fall of 2011
were not included because it is not longer active and its data is no longer present in
Croatian National Bank Bulletin®. Moreover, the data for Croatian Bank for
Reconstruction and Development were not included because it is not a commercial
bank.

All financial data was extracted from the Croatian National Bank Bulletin because it
offers methodologically monotonous and trustworthy data. The data includes: granted
loans, total assets, equity, liabilities and earnings before taxation. The debt ratio is a
derivative and was calculated as a ratio between total liabilities and total assets. It could
be argued that granted loans should be additionally analyzed through a number of deals
instead of only through total value of deals but that data is not included in publicly
available financial reports or any other known publication.

Other data was not analytically available through the Bulletin so it was mostly
manually gathered from banks’ own web pages. This could open questions regarding
the trustworthiness of banks’ web page data because certain banks might for instance

% Bilten 0 bankama 24, Godina 12, kolovoz 2012
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falsely note more favorable data about their number ATMs. However, although banks
could forge this kind of data on their web sites, we have to rely on such info as we are
unable check it.

The selected credit cards brands are the ones that are noticeably present in Croatia:
MasterCard, American Express, Visa and Diners. As explained earlier, we did not
include different versions of the same card brand in our counting but only counted, for
simplicity, the credit card brands. The dummy variable regarding internet banking had
no variance (because there is only one bank that does not offer this service) so it could
not be statistically analyzed in the regression model. We found that banks have
recognized that easy and relatively cheap way to approach their customers so internet
banking has become ““a must have” service.

One of variables that were expected to be of biggest importance: the savings interest
rate, wasn’t so easy to note because the banks do not have a single savings interest rate
but rather have all sort of saving packages with different interest rates and short term
special offers that are hard to compare. Therefore we decided to look at the basic rates
and to ignore the short term special offers. Our variable was calculated on the basics of
the interest rate for one year plus one day and for a rounded amount of 10.001 Euros®.
The interest rate for Euros was chosen because most of Croatian savings are in this
currency’ and the amount and the time period were chosen arbitrary for sole purpose of
comparability.

For the purpose of establishing if they are listed on the Zagreb Stock Exchange, we
used an e-trade web site of one of Croatian broker firms.® This is also a dummy
variable which could have only 0 orl values.

All gathered data on the selected variables are presented in two tables in Appendix 1 at
the end of the paper.

5. REGRESSION ANALYSES

Before conducting the analysis, some issues needed to be addressed. Firstly, the
independent variables must be independent among themselves. This created a problem
with some interdependence among the values of assets, equity, liabilities and granted
loans. Equity and liabilities are two integral parts of the firms’ balance sheets and their
sum equals the value of the firms’ total assets. From a theoretical and financial point of
view, this is the base for many calculations and ratios. However, in this multiple
regression analysis, they are supposed to be independent variables showing different
aspects of security in entrusting customers’ savings to banks and this pose a problem
because their interdependence doesn’t allow them to be in the analyses together. The
same problem occurred with the granted loans variable: theoretically and empirically it
is clear that one customer might choose a bank with big assets because of her safety

® One year +one day and 10.000+one Euro were used because it was expected that interest rate would differ
for less and more than a one year period, and because it could also happen on 10.000 Euros limit.

" According to Croatian National Bank vice-governor, 80% of Croatian savings is in Euros (url:
http://www.hnb.hr/dub-konf/predavanje-cicin-sain/ACS2011-prezentacija/files/h-lecture.html).

& url: https://etrade.fima.com/ (15.9.2012)
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considerations, and the other might choose to deal with a bank that has previously
granted her a mortgage and this person prefers to deal with only one bank i.e. the same
bank. However, granted loans are being granted from banks’ asset that consists of
banks’ equity and liabilities, so statistically, these variables aren’t independent.
Therefore, we made several analyses with other variables but each time used only one
of these variables that if combined could alter the results. All of these variables showed
high significance in models that they were used in. At the same time, other financial
and non-financial variables that were considered to be of importance regarding savings
security appeared insignificant and was among those excluded from the model. This
was the case with: earnings, debt ratio, years since founding, and the presence of their
shares on the Croatian stock exchange.

Among the variables concerning availability, the number of ATMs showed significant
in all variations® and number of branches in some. The number of offered credit card
brands proved insignificant but was close to significance. Other variables showed
statistical insignificance in this analysis. This is especially interesting because savings
interest rate, which is commonly regarded as a factor of mayor influence on savings
allocation, showed statistical insignificance in all iterations of this analysis.

The internet banking variable had to be excluded from the analysis because it showed
no variance so its influence on the dependent variable could not be determined. The
lack of variance is the result of modernization of bank services in recent years that
resulted with internet banking as a common service of all but one bank in Croatia.*

Appendix 2 shows two variations of the statistical regression model conducted in this
research that differ in the usage of an independent variable that could not be in the
model together: granted loans and total assets. Due to the fact that they both showed
significance when used separately, showing both models seemed reasonable.

6. DISCUSSION

There are a few notable findings in the conducted analysis that needed additional
attention. Firstly, it is interesting to note that among the variables that were chosen due
to their expected impact on decision making for those subjects concerned with their
money savings safety that some of them showed high significance and some showed
none. One could argue that perhaps the statistically insignificant variables are those
which actually bear no significance to decision makers when addressing these issues,
i.e. the assumption of those variables influence on bank selecting process could be
flawed. As a result, decision makers could think that value of assets, equity and even
liabilities mattered, but that debt ratio and profit does not, as well as the non-financial
information like years since founding or capital market listings. Although for some
individual decision makers this could be the case, it seems reasonable to address this
seemingly illogical evidence in another perspective. If we accept the idea of bounded

® As explained, variations were necessary because of various variables concerning banks’ size that needed
separate use

0 In similar data gathering 4 years ago we established that 18% of the banks still doesn't offer internet
banking service, so reduction to just 3%, and lack of variance for that variable is possitive sign.
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rationality that was introduced earlier, we can also easily accept the fact that most
subjects do not check bank’s financial information prior to deciding, even though this
data is publicly available. They, for example, could but probably do not know if some
particular bank has better or worse debt ratio in comparison to others except in cases
when this information appears in a newspaper headline or on evening news. Moreover,
when this happens, if the news is bad, it could be the start of the bank run as witnessed
in the past.

Among security related variables, statistical significance is shown only among
variables that are also related to the bank’s size. The size of the familiar firms (banks)
can be perceived even without looking at its financial data (for instance, we perceived
that Renault is bigger than Volvo although we do not know the precise financial info).
Bigger firms are often regarded as safer because of the “too big to fail” premise.
Subjects, therefore, might tend to choose to deal with bigger banks as they perceive
them as being more secure and stable. **

The granted loans variable is also a representative of banks’ size because bigger banks
are able to achieve higher total value of all granted loans. However, this variable
wasn’t regarded of importance for safety concerns. As explained earlier, banks’
customers with active loans are commonly obligated to route at least part of their
revenues (or wages) through that bank. Therefore, granting loans automatically
influence the bank’s deposits in some extent. As dealing with several banks can be seen
as inconvenient and unnecessary to some (or most) people and even to some firms, the
influence of granted loans to banks deposits will surpass the effects of requested
automatism. Apart for the reasons of inconvenience, keeping savings in the same bank
where someone is obligated to route her wages can be argued through saving time
(waiting in one line) and transaction costs (switching money between one’s accounts
within same bank is commonly free of charge). Therefore, the statistical significance of
this variable was expected and these expectations proved to be right.

The unexpected result of the regression analysis is the lack of statistical significance of
the savings interest rate variable. Except for the reasons of physical safety and
convenience of dealing with money without usage of cash, the main reason for keeping
money in banks is expected to be the savings interest rate that allows some value
creation. There could be two obvious reasons explaining this anomaly. The first reason
could be due to the data collection restraints: in publicly available data there was no
way of finding out which share of deposits is in savings and which is in regular current
accounts (a-vista). It can be presumed that the savings interest rate is of importance for
savings, but it is not of impact on a-vista deposits. Therefore, in terms of the interest
rate on savings, the statistical significance will vary depending on the share of savings
in total deposits. The other reason could be in the subjects’ irrational (or bounded)
behavior if they neglect the importance of seemingly small differences in interest rates
among banks. According to the used criterion, banks’ interest rates vary from 2.6 to 4.5
percent, which leads to difference of €190 a year for €10.000 deposit or almost ¥ of an
average monthly wage in Croatia. The lack of statistical importance of some important

! There are more than few other possible advantages in choosing to deal with bigger banks (like accessibility
or additional services) but those issues were addressed through separate variables.
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variables concerning safety is probably due to the state guarantee safety net, but the
lack of interest for savings interest rate could be a clear sign of irrational behavior.

The importance of variables concerning accessibility shows one interesting finding: the
number of ATMs seems more significant than the number of branches. The sole
importance of this two variables is almost self-explained because although many
subjects tend to avoid waiting in lines when ever is possible, it is not always possible.
Therefore, the bank with more nearby ATM-s/branches is still in an advantage. But in
relative terms, the number of ATMs seems more important. We find this logically to be
connected to the previously mentioned widespread of internet banking service offer. As
most firms, and more-and-more individual subjects use the benefits and comfort of
current services of e-banking and credit cards, all contact to deposit accounts can in
most cases be done through ATMs. Therefore, physical accessibility still bears some
importance but emphasis is now more on ATMs than on nearby branches.

7. CONCLUSION

The scope of this paper is to find which of the presumably important variables are
statistically significant in explaining, and maybe predicting decisions regarding the
bank selection process. The importance of this decision lies in the differences among
banks in terms of safety, accessibility and additional services. Moreover, especially in
time of economic crisis, the differences in value creation should be of importance. This
is additionally interesting knowing that this normative reasoning is not necessary fully
in compliance with a real, descriptive subjects’ behavior.

The results of the conducted analysis showed that variables concerning the banks size
like value of assets, equity or granted loans are of statistical importance, as well as the
accessibility variables such as the number of ATMs or in the lesser extent, the number
of branches. Other variables like banks profitability, tradition, debt ratio, offered credit
card brands and even savings interest rate showed less or no significance. To some
extent, the bounded rationality was expected because most subjects do not browse
through banks financial results, although they are publicly available, and are make
decisions according to the limited information that they have. This is probably the case
for most subjects with limited info (or limited founds which makes decision of less
importance) like individuals or small firms. But, better judgment in the bank selection
process can be lucrative to subjects’ level of comfort, security and value creation.
Therefore, the lack of deliberate rational thinking in the bank selection process can be
seen as a signal of irrational behavior. However, the sole definition of instrumental
rationality shouldn’t be neglected, as it emphasizes actions that lead to a desired goal,
but not the goal itself. Therefore, an economic subject that tries to choose a bank in
order to maximize profit, security or reach additional services will be rational if she
spends some time on information gathering and decision making. But if the subject,
due to small personal funds or undemanding personality, finds the level of savings
security and offered services homogenous among banks, perhaps the rational behavior
could be to choose a big bank, or a bank granted them a loan and that has an accessible
network of ATMs.
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Appendix 1: Gathered data

Table 1: Financial data (extracted from Croatian National Bank bulletin)

Earnings
Granted before | Debt

Bank Deposits loans Assets Equity Liabilities tax ratio

depl ik im kap obv dpp dug
Banco popolare Croatia d.d. 2.093.276 | 1.714.502 2.684.411 331.892 | 2.352.519 11.449 | 0,88
Banka brod d.d. 460.734 220.832 528.920 45,774 483.146 -8.123 | 0,91
Banka kovanica d.d. 834.982 783.336 1.121.377 89.353 | 1.032.024 -28.691 | 0,92
Banka splitsko-dalmatinska d.d. 272.172 236.971 342.245 52.049 290.196 540 | 0,85
Bks bank d.d. 577.047 697.227 1.073.474 134.582 938.892 451 0,87
Centar banka d.d. 879.793 | 1.205.839 1.600.295 193.684 | 1.406.611 3.285 | 0,88
Croatia banka d.d. 1.301.574 974.580 1.884.678 115.369 | 1.769.309 -8.032 | 0,94
Erste & steiermdrkische bank d.d. 42.384.927 | 39.522.729 | 57.222.955 | 6.413.148 | 50.809.807 803.106 | 0,89
Hrvatska poStanska banka d.d. 11.392.930 | 9.574.121 | 16.453.547 | 1.255.403 | 15.198.144 82.396 | 0,92
Hypo Alpe-Adria-bank d.d. 27.400.527 | 29.786.855 | 41.085.768 | 5.456.405 | 35.629.363 54.911 | 0,87
Imex banka d.d. 1.549.053 | 1.269.379 1.904.906 140.026 | 1.764.880 25.328 | 0,93
Istarska kreditna banka Umag d.d. 2.164.201 | 1.444.895 2.540.871 248.242 | 2.292.629 23.292 | 0,90
Jadranska banka d.d. 2.205.560 | 1.513.297 2.878.558 323.808 | 2.554.750 3.517 1 0,89
Karlovacka banka d.d. 1.401.171 847.107 1.857.535 57.392 | 1.800.143 -33.546 | 0,97
Kreditna banka Zagreb d.d. 2.064.985 | 1.575.457 2.705.450 280.274 | 2.425.176 15.104 | 0,90
Medimurska banka d.d. 2.340.941 | 1.389.116 2.842.708 368.046 | 2.474.662 40.751 | 0,87

188



Nava banka d.d. 225.601 206.331 287.165 25.140 262.025 -14.561 | 0,91
Otp banka Hrvatska d.d. 10.237.378 | 8.708.916 | 12.836.729 | 1.390.187 | 11.446.542 124.811 | 0,89
Partner banka d.d. 828.577 970.801 1.318.008 175.446 | 1.142.562 261 | 0,87
Podravska banka d.d. 2.256.956 | 1.707.494 2.922.063 368.457 | 2.553.606 15.635 | 0,87
Primorska banka d.d. 131.877 57.186 185.720 28.015 157.705 -9.624 | 0,85
Privredna banka Zagreb d.d. 46.371.491 | 46.889.380 | 68.000.594 | 11.193.677 | 56.806.917 | 1.379.030 | 0,84
Raiffeisenbank Austria d.d. 24.001.799 | 25.192.421 | 38.805.436 | 5.630.772 | 33.174.664 382.513 | 0,85
Samoborska banka d.d. 314.592 174.504 409.914 86.015 323.899 1.420 | 0,79
Slatinska banka d.d. 1.050.667 668.160 1.331.201 173.469 | 1.157.732 4,577 | 0,87
Societe generale-splitska banka d.d. 14.079.751 | 18.027.345 | 26.870.168 | 3.459.284 | 23.410.884 181.774 | 0,87
Stedbanka d.d. 841.115 952.652 1.304.010 311.392 992.618 30.375 | 0,76
Tesla Stedna banka d.d. 5.940 8.116 34.823 23.718 11.105 -8.394 | 0,32
Vaba d.d. Banka Varazdin 849.916 784.252 1.236.257 129.331 | 1.106.926 -13.456 | 0,90
Veneto banka d.d. 620.471 565.750 1.147.189 162.637 984.552 -30.218 | 0,86
Volksbank d.d. 5.198.079 | 5.132.559 7.513.770 | 1.568.794 | 5.944.976 2.405 | 0,79
Zagrebacka banka d.d. 75.052.461 | 70.320.391 | 104.006.887 | 15.507.674 | 88.499.213 | 1.628.270 | 0,85




Table 2: Other data (gathered from banks' web sites and from Zagreb Stock Exchange)

Years Credit | Savings
Listed No. of No. of since E- cards interest

Bank on ZSE | branches | ATMs | founding | banking | brands rate

zse posl bank god ib kk kam
Banco popolare Croatia d.d. 1 36 30 6 1 1 3,8
Banka brod d.d. 1 8 11 14 1 1 4,25
Banka kovanica d.d. 1 16 12 15 1 1 3,6
Banka splitsko-dalmatinska d.d. 1 11 6 10 1 2 4,4
Bks bank d.d. 0 2 - 19 1 1 4,05
Centar banka d.d. 1 7 19 20 1 1 4,5
Croatia banka d.d. 0 21 14 23 1 0 3,6
Erste & steierméarkische bank d.d. 1 192 588 58 1 3 3,4
Hrvatska poStanska banka d.d. 1 48 320 21 1 2 34
Hypo Alpe-Adria-bank d.d. 0 74 247 16 1 2 3,55
Imex banka d.d. 0 18 13 20 1 1 4,45
Istarska kreditna banka Umag d.d. 1 25 32 56 1 1 3,4
Jadranska banka d.d. 1 21 33 50 1 0 3,4
Karlovacka banka d.d. 1 9 36 58 1 1 4.3
Kreditna banka Zagreb d.d. 1 22 71 18 1 1 4,5
Medimurska banka d.d. 1 16 44 58 1 1 3,25
Nava banka d.d. 1 1 - 17 1 0 4,25
Otp banka Hrvatska d.d. 1 99 217 10 1 1 3,5
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Partner banka d.d. 1 8 8 21 1 1 3,5
Podravska banka d.d. 1 28 30 138 1 1 3,2
Primorska banka d.d. 1 1 - 12 1 1 3,8
Privredna banka Zagreb d.d. 1 162 598 46 1 3 3,55
Raiffeisenbank Austria d.d. 1 73 132 8 1 1 3,3
Samoborska banka d.d. 1 12 12 23 1 1 3,7
Slatinska banka d.d. 1 24 8 20 1 1 4,2
Societe generale-splitska banka d.d. 1 130 244 47 1 2 3,2
Stedbanka d.d. 0 - - 16 0 0 4,0
Tesla Stedna banka d.d. 0 - - 1 0 0 3,8
Vaba d.d. Banka Varazdin 1 11 11 7 1 1 4.4
Veneto banka d.d. 0 7 8 20 1 1 43
Volksbank d.d. 0 22 31 15 1 1 3,3
Zagrebacka banka d.d. 1 134 827 35 1 2 2,6
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Appendix 2: Regression analysis details

Regression 1

Table 1:
Model Summary
Adjusted Std. Error of

Model R R Square | R Square | the Estimate
1 ,9972 ,994 ,994 | 1384174,035
2 ,908P ,995 ,995 | 1281376,020
3 ,998° ,996 ,996 | 1145911,576
4 ,998¢ ,997 ,996 | 1130268,267
5 ,998° ,997 ,996 | 1135270,499
6 ,908f ,997 ,996 | 1156536,363
7 ,998Y ,997 ,996 | 1182330,844

a. Predictors: (Constant), im

b. Predictors: (Constant), im, bank

c. Predictors: (Constant), im, bank, posl

d. Predictors: (Constant), im, bank, posl, kk

€. Predictors: (Constant), im, bank, posl, kk, dpp

f. Predictors: (Constant), im, bank, posl, kk, dpp, kam

g. Predictors: (Constant), im, bank, posl, kk, dpp, kam,

dug
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Table 2: ANOVA

Sum of
Model Squares df Mean Square F Sig.
1 Regression | 84624884511 84624884511
’ 29150,000 1 20150,000 | 4416.891 | ,000(a)
Residual | 47898444008 | . | 19159377603
589,000 43,508
Total 85103868951 | .
37740,000
2 Regression | 84709807070 42354903535
19520,000 2 09764,000 | 2279:589 | ,000(b)
Residual | 30406188118 | , | 16419245049
211,510 25,480
Total 85103868951 | ¢
37740,000
3 Regression 84801852883 28267284294
17720,000 3 39243,000 | 2152:692 | ,000(c)
Residual | 30201606820 | - | 13131133400
013,650 00,594
Total 85103868051 | ¢
37740,000
2 Regression | 84822817553 21205704388
09350,000 4 27338,000 | 1699929 | ,000(d)
Residual | 28105139828 | . | 12775063558
389,380 35 881
Total 85103868951 | .
37740,000
5 Regression | 84833212738 16966642547
’ 98920,000 5 79784.000 | 1316428 | ,000(€)
Residual | 27065621238 |, | 12883391066
816,740 10,321
Total 85103868951 | .
37740,000
6 Regression | 84836353679 14139392279
38460,000 6 89744,000 | 1057090 |,000(f)
Residual | 26751527199 | - | 13375763599
274,980 63,749
Total 85103868951 | ¢
37740,000
7 Regression 84838266768 12119752395
71560,000 ! 53081,000 | 866:993 | ,000(g)
Residual | 26560218266 | o | 13979062245
172,880 35.415
Total 85103868951 | ¢
37740,000
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Table 3: Coefficients

Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) -157936 | 309818,4 -,510 ,615
im , 703 ,011 ,997 66,460 ,000
2 (Constant) -277620 | 291597,3 -,952 ,351
im ,631 ,033 ,896 19,236 ,000
bank 8888,926 | 3908,538 ,106 2,274 ,032
3 (Constant) | 143220,6 | 305396,4 ,469 ,644
im ,632 ,029 ,897 21,528 ,000
bank 14186,051 | 4027,444 ,169 3,522 ,002
posl -24849,1 | 9385,536 -,072 -2,648 ,014
4 (Constant) | 681522,6 | 517022,2 1,318 ,201
im ,625 ,029 ,887 21,254 ,000
bank 15748,279 | 4155,436 ,188 3,790 ,001
posl -20944,4 | 9746,287 -,061 -2,149 ,043
kk -655360 | 511584,7 -,026 -1,281 ,214
5 (Constant) | 722325,9 | 521294,1 1,386 ,180
im ,610 ,034 ,866 17,885 ,000
bank 14396,919 | 4436,778 172 3,245 ,004
posl -19630,8 | 9898,093 -,057 -1,983 ,061
kk -615795 | 515733,8 -,024 -1,194 ,246
dpp 1,497 1,667 ,035 ,898 ,379
6 (Constant) -340157 2255957 -,151 ,882
im ,614 ,036 ,871 17,200 ,000
bank 14720,628 | 4568,985 ,175 3,222 ,004
posl -18512,3 (10344,281 -,054 -1,790 ,089
kk -734429 | 579632,0 -,029 -1,267 ,220
dpp 1,308 1,742 ,030 , 751 ,462
kam 292921,2 | 604477,7 ,008 ,485 ,633
7 (Constant) 1727293 6045812 ,286 , 778
im ,611 ,037 ,868 16,469 ,000
bank 15628,847 | 5276,790 ,186 2,962 ,008
posl -18249,8 (10598, 788 -,053 -1,722 ,101
kk -835720 | 652760,5 -,033 -1,280 ,216
dpp 1,099 1,868 ,026 ,588 ,563
kam 389535,7 | 670880,5 ,011 ,581 ,568
dug -2681125 7247504 -,006 -,370 , 716

a. Dependent Variable: depl
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Regression 2

Table 4: Model Summary

Adjusted Std. Error of
Model R R Square R Square the Estimate
1 ,9972 ,994 993 | 1481983,158
2 ,998P ,995 ,995 | 1328884,575
3 ,998¢ ,997 ,996 | 1107860,208
4 ,9994 ,997 997 [ 1017676,498
5 ,999¢€ ,998 ,997 | 1004032,868
6 ,999f ,998 997 | 1028814,062
7 ,9999 ,998 ,997 | 1055507,215

a. Predictors
b. Predictors
C. Predictors
d. Predictors
€. Predictors

. (Constant), ik

: (Constant), ik, bank

: (Constant), ik, bank, posl

: (Constant), ik, bank, posl, kk
: (Constant), ik, bank, posl, kk, dpp

f. Predictors: (Constant), ik, bank, posl, kk, dpp, kam

g. Predictors: (Constant), ik, bank, posl, kk, dpp, kam, dug
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Table 5: ANOVA

Sum of
Model Squares df Mean Square F Sig.
1 Regression | 845548004313 84554800431
’ 8030,000 1 38030000 | 5049920 | ,000(3)
Residual | 549068519997 | 21962740799
02,700 88.110
Total 851038689513 |
7740,000
2 Regression | 846800447397 42340022369
9960,000 2 89982000 | 2397599 | ,000(b)
Residual | 423824211577 | , 17659342149
76,330 07,347
Total 851038689513 |
7740,000
3 Regression 848215774759 28273859158
7060,000 3 65688,000 | 2303643 |,000(c)
Residual | 282291475406 | 12273542408
77,390 99,017
Total 851038689513 |
7740,000
2 Regression | 848760225513 21219005637
5970,000 4 83993000 | 2048:828 | ,000(d)
Residual | 227846400017 | 10356654546
68,620 25 846
Total 851038689513 |
7740,000
5 Regression | 848921717314 16978434346
’ 2020,000 > 28405000 | 1684231 | ,000(e)
Residual | 211607219957 | ,; 10080819997
16,600 96,029
Total 851038689513 |
7740,000
6 Regression | 848921772764 14148696212
7520,000 6 74588000 | 1336727 1,000(f)
Residual | 211691674902 | 10584583745
12,400 10,620
Total 851038689513 |
7740,000
7 Regression 848921908100 12127455830
0020,000 / 00004000 | 1088547 1,000(g)
Residual | 211678141377 | 1o 11140954809
12,440 32.234
Total 851038689513 |
7740,000
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Table 6: Coefficients

Unstandardized Standardized
Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) |58182,435 | 3299812 176 861
ik 1,025 017 ,997 62,048 ,000
2 (Constant) -112358 | 3027423 -371 714
ik 902 ,049 877 18,503 ,000
bank 10586,074 | 3975,055 126 2,663 ,014
3 (Constant) | 411322,7 | 2957739 1,391 178
ik 907 041 881 22,304 ,000
bank 16843,628 | 3791,788 201 4,442 ,000
posl -30833,0 | 9079,725 -,089 -3,396 ,002
4 (Constant) 1270622 | 462902,0 2,745 ,012
ik 894 ,038 870 23,714 ,000
bank 19062,378 | 3615,049 227 5,273 ,000
posl -24502,0 | 8785,788 -071 -2,789 011
kk -1049917 | 4579155 -041 -2,293 ,032
5 (Constant) 1302557 | 4573925 2,848 ,010
ik 868 043 844 20,367 ,000
bank 17231,779 | 3848,684 ,205 4477 ,000
posl -22783,3 | 8773,725 -,066 -2,597 ,017
Kk -987751 | 454438,4 -,039 -2,174 ,041
dpp 1,851 1,463 ,043 1,266 219
6 (Constant) 1346715 1985377 ,678 ,505
ik 868 ,045 844 19,471 ,000
bank 17216,137 | 4002,454 ,205 4,301 ,000
posl -22830,0 | 9219,499 -,066 -2,476 ,022
3 -982675 | 5157725 -,039 -1,905 ,071
dpp 1,859 1532 043 1,213 ,239
kam -12226,4 | 534172,1 ,000 -023 ,982
7 (Constant) 1520928 5397561 282 ,781
ik 868 047 844 18,578 ,000
bank 17293,002 | 4661,055 ,206 3,710 ,001
posl -22805,8 | 9484,157 -,066 -2,405 ,027
kk -991131 | 582132,6 -,039 -1,703 ,105
dpp 1,841 1,648 043 1,117 278
kam -4030,865 | 596347,6 ,000 -,007 ,995
dug -226338 6494007 ,000 -,035 973

a. Dependent Variable: dep1
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CHANGES IN PERCEIVING AND DEFINING ORGANIZATION
DEVELOPMENT FROM MID 20™ TILL EARLY 2157
CENTURY

ABSTRACT

Organization development (OD) is an interdisciplinary field that includes insights from
various scientific and professional disciplines, such as, organizational (industrial)
psychology, human resource management, communication management, sociology, etc.
as well as from business practice. Many scientists tried to reach a viable and holistic
framework and definition of OD. Thus in the last fifty years various definitions of
organization development arose as a result of the difference in the professional interest
and field of researchers involved, as well as adjusting theory to the fast changing
business environment.

The purpose of this paper is to show that the changing market conditions, human
resource development and other factors relevant to business performance caused the
supplementing and improvement of key elements of organization development, which
subsequently influenced the changes in the perception of the term.

The paper begins by reviewing the field of organization development from its
beginnings, by analyzing its roots, definitions, and assumptions on which it is based,
including the environment by which it is surrounded, and than proceed with the
determination of its present state of art.

Key words: organization development, change management, HR management,
education, organizational behavior

JEL classification: D21, L29, O30

1. INTRODUCTION

Efforts to improve organizational performance have been present as long as the first
establishment of organizations. However, based on the contemporary knowledge of
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social and behavioral sciences, the term organization development (OD) came into
wide use in literature only in the second half of the 20th century. The term was
introduced as a specific way of improving company performance by relying primarily
on people and their interaction.

Thus, the basic premise of OD is related to people. The starting point of organization
development is the definition of the concept of organization through people i.e. an
organization consists of at least two people working together to achieve one or more
common goals. In this context, the opinion that an organization can become more
efficient over time motivated scientists and practitioners to seek for different ways to
accomplish such a goal outside the technical field of economics (i.e. implementing
process efficiency improvement based on cost cuts, productivity increases, etc.).
Accordingly, organization development has its roots in the sociological and
psychological studies most of which were and still are closely related to the theories of
change, crises management, organization behavior, behavioral economics, etc..

The beginning of OD was inspired by the changes that occurred during and after the
Industrial Revolution (early 20th century), and was related to human resources. Efforts
made in this period were oriented towards both improving working conditions, and
increasing work productivity and effectiveness of the organization. Some of the
developed methods of that time can be considered as the first steps in developing the
idea of OD. One of these is the Hawthorne Studies (Waihrich et al., 1998), a research
conducted by E. Mayo and associates after World War I, whose results showed that
psychological and social factors greatly affect work productivity.

After World War I, there was a boom of creative energy, and many scientists,
researchers and practitioners focused their attention on addressing the challenges and
issues related to the functioning of industrial organizations. Some of them, such as K.
Lewin, C. Agyris, A. Maslow, D. McGregor, E. Shein, R. Likert as well as others,
taking into account the importance of science for the development of society, promoted
the value of learning from experience and the importance of linking theory with
practice, which path the way for exploring principles on which organizations grow,
behave and develop.

Most of the earlier scholars dealing with organization development were psychologists.
Therefore, the development of OD was significantly influenced by prominent scientists
from that field such as S. Freud, C. Jung, C. Rogers, B.F. Skinner, etc. Their impact is
still present in the theories on the group dynamics, open interviews, etc. However,
other disciplines, such as economic theory, quality management, sociology,
anthropology, etc. also contributed to the development of OD theory. Nowadays,
organization development uses knowledge from a broad spectra of different theories
and scientific disciplines form behavioral economics through networks towards the
systems theory, and many other not mentioned here (McLean, 2006:24).
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2. ORIGIN AND TECHNIQUES OF ORGANIZATION DEVELOPMENT

The purpose of defining and analyzing organization development, as a notion and
theory, was a practical one: to improve the functioning of the system (in early
economic theory this term implied the organization). Among many, three most relevant
techniques have been singled out as they are believed to be the forerunners of OD:
sensitivity training (laboratory training, T-group), sociotechnical systems and survey
feedback (Gallos, 2006:1).

The first known studies on organization development are the Lewin’s experiments on
managing change. In 1946, quite by accident, Kurt Lewin and his group at MIT, while
developing leadership skills of local governments and increasing racial tolerance in
New Britain, Connecticut, developed a technique that was later given the name
sensitivity training, lab training or T-group. This is considered to be one of the first
forerunners of today's OD (Mirvis, 2006:61). Specifically, Lewin and his associates
tried to raise sensitivity to racial issues of the participants through specially designed
workshops which included lectures, role-play and group discussions. However, a few
participants attended, up to then closed, subsequent evaluation of previous workshops
and researchers' discussion about the noticeable behavior of workshop participants. It
was discovered that the researcher perceptions are quite different than those of the
participants and that valuable information about their behavior was only later obtained
through the three-way communication. Moreover, the experiments proved that
feedback information provided by the researchers analyzing their behavior were of
more use in upgrading the participants' knowledge and awareness than the lectures or
thematic group discussions. The participants were becoming more sensitive to their
own behavior, especially the way they were perceived by others and the way their
behavior impacted others. In this way, sensitivity training, T-groups, and laboratory
training became synonyms for the same process or technique. The training consisted of
a range of discussions organized in small groups in which the primary and most
important source of information from which to learn was actually the behavior of the
participants itself. Participants mutually received feedback on their behavior within the
group which become the source of new knowledge on their functioning and which
inevitably lead to personal growth. In addition, the participants gain knowledge on
group behavior and relationships within. Consequently, T-groups became a change
mechanism, which is one of the key OD features. Although in this case we talk of
individual changes, in the 1950s the same methods began to be used in industrial
psychology in order to influence i.e. incite changes within the organization making thus
T-groups one of the earliest OD interventions. According to Lewin, a managed change
process in the company that included a consultant and a company with a problem
consisted of three steps: planning, acting and measuring results (Burnes, 1999:127-
140). This is considered to be the forerunner of action research, one of the basic
elements of organization development. Initially, the main objectives to be achieved by
this method included encouraging teamwork and cooperation as well as the
reorganization of the organizational structure in such a way to enable and facilitate
decision-making at lower hierarchical levels, i.e. at the source of information. Today
similar techniques are often used in the corporate world, usually under the modern
names like team building, etc.
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At about the same time when T-groups began to develop in the US, in the UK Eric
Trist and Ken Bamforth at Tavistock Institute independently developed the so-called
sociotechnical systems (Burke, 1987:7). The need for intervention arose as a result of
the significant technological changes that consequently affected the patterns of work,
responsibility and compensation systems. Researchers at Tavistock Institute
contributed to the development of OD with their conclusions that organization is an
umbrella system with the social and technological systems as its subsystems.
Moreover, they concluded that although OD is primarily concerned with the social
subsystem of the organization, it is necessary to take into account both subsystems and
their mutual interaction while carrying out changes in the organization.

Survey feedback is considered to be the third forerunner of OD. The novelty in relation
to traditional research is that, instead of the researcher’s interpretation and presentation
of results, gained feedback gives the possibility of recipients’ immediate reaction, i.e.
participation in the design and implementation of change. One of the first such studies
was carried out by Likert and Mann in the late 1940s (Burke, 1987:7). The method
involves two steps: the first step consists of designing and conducting research and
collecting data which is done usually through questionnaires aimed at determining the
perceptions and attitudes of employees on a number of factors mainly related to
managing organizations. The second step includes reporting on achieved results which
are distributed to all study participants, starting systematically with the highest
organizational instances and descending vertically within the (functional)
organizational units. The reporting is then followed by group discussions on the
meaning and implications of the collected data, first among the top management and
their direct subordinates, and then, by the same descending principle, at lower levels.
At the end, each included group, after analyzing and discussing the results for the
organization as a whole as well as for the group itself, develops action plans to improve
its efficiency and contribute to overall development of the system.

3. DEFINING ORGANIZATION DEVELOPMENT

3.1. Early OD Definitions

One of the earliest generally accepted definition (and perhaps the most commonly
cited) was offered by R. Beckhard in 1969. According to Beckhard, organization
development is a planned set of activities implemented across the entire company, on
the top-down principle, and is aimed at increasing company's effectiveness and health.
Operationally, it is implemented through planned interventions into processes, and is
founded on the notions of behavioral sciences (Beckhard, 1969:9).

Popularization of the concept and the term can be seen in fact that lots of researchers
offered their definitions and concept designs that same year. Bennis (1969) defines
organization development as a complex strategy intended to change the beliefs,
attitudes, values and organizational structure of organizations so that they can adapt
better to new technologies, markets and challenges. Bennis’s definition sets OD in a
reactive, rather than the Beckhard’s proactive approach towards change. By defining
OD through attitudes, beliefs, values and structure, Bennis introduced yet another
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concept, the organizational culture, which is crucial in understanding OD in modern
theories. Later on, this notion was upgraded by Edgar Schein, in the elaboration of his
idea of the Cultural Iceberg (Shein, 1980).

Figure 1: Schein's Cultural Iceberg

Behavior, norms
Visible organizational structure
and processes (easy to see, hard to
explain)

Beliefs, values
Strategies, goals,  philosophy
(acknowledged harmonization)

Assumptions
Unconscious beliefs, attitudes,
thoughts and feelings (ultimate
source of values and actions)

Source: Schein, Organizational Psychology, 1980

According to French, OD is a comprehensive effort to improve the possibilities for
solving problems within the organization and developing its ability to cope with
changes in its external environment with the help of internal or external advisors,
experts in behavioral sciences (the change agent) (French, 1969:23-24).

Through their managerial grid, Blake and Mouton, see OD as the development of an
entire organization or its self-sufficient parts, from top to bottom and horizontally
through the organization which must encompass individuals, teams, and other
organizational units as well as management, and as an academic discipline, business
logic and behavioral system (Blake et al., 1969).

Lippit defines OD as strengthening those human processes in the organization which
contribute to the functioning of the system aimed at achieving its goals. The processes
of initiating, creating and confronting necessary changes enable the organization to
become and remain sustainable, adaptable to new conditions, able to solve problems,
and capable of learning from experience and moving towards greater organizational
maturity (Lippit, 1969).

French and Bell (1972) define OD as a long-range effort in improving the

organization's ability to become stronger, more resourceful, and able to learn and solve
problems. Later on they added that this should be done through a constant and
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collaborative management of the organizational culture, led and supported by top
management aided by advisors and could be founded on the knowledge and
technologies of applied behavioral sciences and action research (French et al., 2005).

All early definitions of OD were focused only on the internal components of the
company's business success. Some of them went as far as to exclusively emphasize the
human component of the organization. Thus, according to McLagan (1989), OD is
focused on ensuring healthy inter and intra group relationships and on aiding groups to
initiate and implement change i.e. the emphasis of OD lies on the relationships and
processes between individuals and between individuals and groups (McLagan, 1989).
OD's primary aim is to influence the relationship of individuals and groups in a way
that this influence has an effect on the organization as a system.

3.2. Contemporary OD concepts

Starting from the 1960's, when the concept of OD began to evolve in literature, practice
and theories based on practice have evolved as a response to rapid and dramatic
changes in the organizations and labor relations, both in local and global business
environments. This has lead to significant changes in defining and interpreting OD.

According to Dyer, OD is a process where actions are taken in order to release the
creative and productive force in people and simultaneously achieve certain legitimate
organizational goals such as profit, competitiveness and sustainability (Dyer, 1997: 29-
34).

Another contemporary definition (Cummings & Worley) describes organization
development as the application of the knowledge of sociological sciences in the
planned development and reinforcement of strategies, structures and processes across
the entire company (system) to enhance organizational effectiveness. The same authors,
almost ten years later, due to the inability to define the precise meaning and extent of
the term, modify their initial definition of organization development and define it as a
process that by means of social and behavioral sciences, increases the capability and
capacity of the organization in order to cope with change and facilitate the
achievements of its goals in the long run (Cummings, 2005).

According to McLean (2006), OD is any process or activity within the organizational
framework, based on behavioral sciences, that, either in its beginning or after some
time, has the power to develop and increase knowledge, expertise, productivity,
satisfaction, income, interrelation or some other outcome, for personal or group gain or
for the benefit of the organization, community, nation, region, or, finally, the entire
human race. This is a very broad concept which by far encompasses boundaries of the
firm in accordance with modern network and/or open system theories.

The concept keeps changing, but the primary subject of its application remains the
same - people (human resources, personnel). Personal and professional development is
closely connected to the acquisition of new knowledge, skills and abilities that allow an
individual to take on more complex, new jobs and positions and prepares him/her for
the future and requirements still to come (Marusié, 2006). To conclude, OD is about
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managing human resources to absorb change and teach them how to interact more
efficiently; it is about putting people and knowledge in the first place with the intention
to improve business results.

In contemporary definitions, apart from the human component, new indicators of the
healthy functioning of the organization, as a complex organism (such as internal
processes, financial indicators etc.), have emerged.

Many of today's definitions cautiously stress similar elements and features of
organization development. Today's OD, contrary to the initial ideas, is based on the
application of behavioral science within the theory of open systems. Moreover, even
though it still has a largely humanistic orientation, the social component is no longer its
only determinant. It is a comprehensive process of planned changes aimed to improve
the overall organizational effectiveness through an increased harmony among key
organizational dimensions such as the external environment, mission, strategy,
leadership, culture, structure, information and compensation system and labor policies
and procedures (Bradford, Burke, 2005:12). Finally, organization development is not
just any action that improves the company's efficiency, but a specific process of change
designed to yield specific results.

The fundamental idea of organizational development has not changed significantly over
the years, but the methods, techniques and interventions to achieve it have been altered
and upgraded. A typical OD process begins by identifying and analyzing the problems
and ends in self-analysis, opening thus up a new round of the process.

In the first phase, the research starts; data is gathered and the system is analyzed. In the
following phase the process changes are planned and people are trained, rendering a
smooth introduction of change. The next phase is the realization of changes by the
implementation of interventions; interventions are intentional and led, budgets and
deadlines are set. Finally, through the process of OD, new realities are introduced or
invented, incorporated in day-to-today activities in order to raise the level of efficacy
and competitive capability of the people and the system as a whole.

Theorists report on a wide range of activities included in and pertaining to organization
development. Among the ones agreed on by most of them are: action research,
organizational diagnosis at different levels, feedback mechanisms, and the design of
interventions at the different process, techno-structure, human resources and strategic
levels. Although there is no clear definition of what organization development includes
and covers, it is should be emphasized that it is applicable in practice.

4. IMPORTANCE OF EDUCATION IN ORGANIZATION DEVELOPMENT

As already pointed out, human resources (HR) are the fundamental pillar of OD.
Modern companies have been allocating their resources, more and more, into education
and continuous training of employees. Management is increasingly becoming aware of
the fact that continuous education and training of employees is one of the most
effective ways of achieving competitive advantages. This is a result of the vast and
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rapid changes in the external and internal environment that have put knowledge,
constant innovation and learning in the forefront of economic development. This is true
both for the company and for the society as a whole. Therefore, it can be inferred that
OD depends on proper HR management, especially related to personnel education in
the broader sense, and organizational learning. Thus, education is extremely important
for organization development.

Contemporary forms of education, such as lifelong learning, include acquiring and
upgrading all types of skills, interests, competencies and qualifications. Promoting and
developing competencies and skills enables the adjustment to knowledge society and
active participation in all spheres of social and economic life thus changing and
impacting one's own future. In the context of lifelong learning all forms of education
are appreciated: formal education (a faculty course), non formal education (training of
skills needed at the workplace), and informal learning (intergenerational learning e.g.
exchange of knowledge within the family or among friends).

Figure 2: Education and learning continuum

Formal Non formal Informal
Formal Non formal Participatory Informal
education education education education

Source: Rogers, A.: Non Formal Education: Flexible Schooling or Participatory Education?, Springer
Science, SAD, 2005.

Formal education is an activity that is carried out according to preset formally certified
programs in order to acquire professional knowledge, skills and competencies. Upon
completion of such a program participants receive an official certificate. Non formal
education includes organized learning processes such as workshops or trainings aimed
at developing social activities and leading to personal development. This type of
education is carried out at educational institutions for adults, in companies,
associations, unions, political parties, sport associations, different centers etc. and is
conducted independently from the official educational system. Usually it does not lead
to the issuance of official documents. Informal education includes activities leading to
acquiring opinions, positive values, skills and knowledge by interacting with other
people and acquiring other influences and sources from their environment while
performing daily activities. These new experiences occur naturally in everyday life,
and, as opposed to formal and non-formal education, are not necessarily intentional.

Formal, non-formal and informal forms of education are complementary and constitute
the framework of lifelong education. Figure 2 shows the continuum of all forms of
education in lifelong education.

Rogers (2005) emphasizes the importance of less formal forms of education and their

relation with formal education: the formal system acknowledges and accepts non
formal teaching methods, and the openness of non formal forms enhances the
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development of participatory and informal education. Within participatory education
the responsibility is shared among both teachers and students involved in the education
program and it is believed that modern education is impossible without this two-way
teacher student relationship. In informal forms of education this responsibility is on the
student him/herself. Non formal and informal education takes place independently of
the official education system. Non formal and informal education play a role in creating
and promoting effective participation of every individual in addressing and dealing
with various social, professional, family and individual problems through the
acquisition and use of knowledge.

As competition in almost every field of economy sharpened, physical boundaries
between states and firms became irrelevant and doing business became global, HR
became the source of distinctive competitive advantage of business entities. As a result
formal education became insufficient to meet the ever rising needs of the business
sector demands, and consequently, the labor market. Therefore, while the formal
education niche should be constantly updated, a more and more important role is
played by the non formal and informal education segment which is continuously being
developed and upgraded in accordance with the needs on the market (Karaman
Aksentijevi¢ et al., 2012). Thus, all forms of education become important in the overall
education as the mean of HR improvement, paving the way for the development of the
concept of lifelong education, and integrating it as an integral part into the concept of
organization development.

Capability of rapid acquisition of competencies and skills is becoming increasingly
important. Everyday work requires coping with ample knowledge and interests,
knowledge of foreign languages and the active use of computer applications. Designing
education and training in organizations is a complex activity developed and conducted
as a part of human resource management (Marusi¢, 2006). Education signifies
broadening of notions, knowledge, skills and abilities of the person trained for certain
tasks, decision-making and/or action-taking in different situations. It qualifies the
person to perform new tasks and represents the basis for further development.

Training and development of employees have numerous effects on the entire
organization as well as on its distinctive levels: they increase the knowledge of
employees understanding of competitors, cultures, etc. which is of crucial importance
for the success on the domestic and international markets; they provide employees with
the fundamental knowledge and skills necessary to work with new technologies; they
help employees understand how to successfully work in teams and contribute to the
quality of products and services; they ensure an organizational culture that emphasizes
innovation, creativity and learning, and they nurture a better understanding among
employees and their collaboration. Not only does educating human resources have
direct effects on the individuals, but also it has an effect on the entire organization as
well. The effects of education can be grouped into four categories: individual effects
(better performance, continuous employability, career development, etc.), group effects
(team work and cooperation, better quality relations, etc.), organizational effects
(higher employment, lower costs, greater flexibility, etc.), and final effects (increase of
organizational and individual gain, development, etc.) (Figure 3).
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Figure 3: Individual, organizational, group and final effects of the education

process on the company
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Source: Bahtijarevié, Siber, F.: Menadzment ljudskih potencijala, (HR Management) Golden
marketing, Zagreb, 1999, p. 725

Therefore, it can be concluded that investment in education is becoming a key indicator
of the understanding of what is happening in the contemporary business and
competitive world. Thus, in an economy where the only uncertainty is certain,
knowledge is the stable source of constant competitive advantage. Knowledge is the
capital and the leverage of development (Bahtijarevic Siber, 1999:717).

In Croatia, mostly due to limited household resources, non formal forms of education
are usually carried out on the initiative of the companies. In more developed countries,
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individuals are increasingly recognizing the importance of investing in oneself and are
increasingly focusing on the development of their careers. They believe that the
development of their career does not depend only on their employer but also on their
effort to become more competitive on the labour market.

5. DISCUSSION

All definitions of organization development are founded on changes in human behavior
within organizations. Those changes are brought about by the notions from humanities
and social sciences which consequently lead to the modification of business processes.
Moreover, the improvement in processes is based on carefully thought out and planned
interventions which ought to result in increased organizational effectiveness.

Earlier OD theories were focused on implementing human ideals at the workplace.
Emphasized values included personal development, interpersonal relationships,
participation, commitment, satisfaction, and democracy at the workplace (French, et al.,
1999).

Through time, the focus has shifted from the workplace to the work environment.
Contemporary OD is focused on aligning the organization with the wider environment
in which it operates, in order to help it achieve strategic goals (Church, et al, 1994:5-
50).

For example, Beckhard's (1969) definition is a reflection of the time in which it was
introduced and, as such it is based on the belief that changes come from the inside of
the organization and that they can be planned. A planned introduction of changes is
possible in a stable environment and is characteristic of closed market systems. The
companies operating in such conditions face relatively few unforeseen threats in the
environment which require a prompt response, or which could endanger or even stop
the implementation of changes, and thus neutralize OD efforts. More recent definitions
of OD often do not share Beckhard's attitude towards change management which was
based on the meticulous planning of changes as they are often unpredictable. Yet, in
Beckhard's (1969) definition, there are many elements that are still valid and accepted
today, including the focus on organizational effectiveness, the use of notions from
behavioral sciences, and the inclusion of planned intervention in the functioning of an
organization.

Furthermore, recent definitions criticize the older belief that changes are almost
exclusively conducted through top management since many changes in today's
organizations are implemented at different levels. This is especially visible because of
the trend of decreased vertical complexity of organizational structure of enterprises and
the increased decentralization of decision making (Anderson, 2009:3).

Moreover, earlier approaches paid greater attention to individual and group
development, and although they used the term entire organization, the types of changes
that were encouraged within the organization were mainly focused on the groups (e.g.
team building) or smaller organizational units. There are many reasons why traditional
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views on OD become inadequate in the modern business environment. Even though
Lawrence and Lorsch introduced the notion of contingency theory in organizational
theory and practice as early as in the late sixties, to stress the fact that different
environments place different demands on the companies (Lawrence, et al., 1967:1-30),
the prevailing belief at the time of OD's development was that all organizations are
largely similar, and are thus similarly managed - a belief which was later on
vehemently disputed (Gallos, 2006).

As the organizational environment changed so did the approaches to OD. In the 1980s,
as image of global business environment started to change rapidly, due to the
comprehensive, fast pacing, unpredictable and frequent changes, less and less attention
was given to the individual and group approach, unless the consequences of change
impacted a context of entire organizational framework and its alignment with the wider
environment. Later on, the term transformation of the organization came into common
use for such processes of radical changes within the organization, which include a
significant departure from the organization's current business strategy.

Nowadays, changes that are initiated and implemented within the framework of OD are
future oriented, have a clear aim and purpose, based on information and experience and
oriented towards value creation; moreover, they are action-oriented, founded on
theoretical notions and focused on learning (Bazigos, Burke, 1997; Church, Burke, Van
Eynde, 1994; French, Bell, 1999; Worren, Ruddle, Moore, 1999; Carter, Giber,
Goldsmith, 2001).

In the era of growing customer expectations, rapid commercialization of new
technologies, high investor demands etc., the fundamental interest of organization
development management becomes the identification, development and management of
changes and the assessment of their impact on employees and other stakeholders, all
with the aim of creating a successful organization .

The basic goal of organization development has not undergone major changes;
however, it changed in scope. Thus, unlike the initially predominant internal
orientation, OD today, encompasses efforts whose basic purpose is to develop
organization's abilities to manage both its internal and external functioning and
relations. This includes improving and developing interpersonal and group relations,
ability to cope with various organizational problems, more efficient decision-making,
appropriate leadership style, effective communication, ability to resolve destructive and
conflict situations and achieving a higher level of trust and cooperation within and
between organizations. These goals are the result of the belief that, in a motivating
environment, a person as an individual but also as a group or entire organization is able
to achieve a higher level of (personal or organizational) growth and greater
effectiveness leading to better overall (business) results. The foundation of this
development lies in education.

In line with the above said, we can conclude that organization development is founded
on continuous questioning of organizational performance, causes and effects in its
functioning, experimental testing of hypothesis and finally the analysis of results on
which to base further action. Its goal has remained unaltered since its beginning: to
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improve the effectiveness of the organization by leaning on people. In the 21 century,
this is achieved by combining social and psychological skills such as training,
leadership development, conflict management, but contrary to the past, alongside with
objective determinants of technological processes (i.e. determining and analysis of
strategies and their implementation and monitoring by introducing, for example, the
balanced scorecard, key financial indicators, information systems, quality management
like TQM, Six Sigma, etc).

6. CONCLUSION

A typical organization development process begins by identifying the problem,
determining possible actions, change implementation through interventions, measuring
results, documenting changes and archiving lessons learned with the purpose of
accumulating knowledge. The cycle ends with self-analysis which often opens up a
new round of the process therefore making OD continuous activity within an
organization.

Etymologically, the term organization development developed as a parallel term for
personal development. Thus it is logical that, parallel to the growth in the level of
individual awareness of his/her capabilities and on business opportunities, possibilities
of exploiting resources, techniques in motivating and psychological manipulation of
human resources, and other achievements of modern business and scientific world, the
notion on OD has significantly changed both in scope and meaning.

Conditions in the business environment changed rapidly in the last 50 years. Contrary
to the determinacy of the system in which the concept of organization development was
first introduced in the mid 20" century, at the turn of the century, the global business
situation changed severely causing adjustment of the theories and terms that define it.
Moreover, different market and business environments in which the companies operate
caused different internal structure (size, organizational structure, technology, the ratio
of direct and indirect labor, vertical and horizontal complexity of the organization, etc.)
and put more emphasis on external relations. Thus, the term organizational behavior
differs significantly in the way it is perceived in the present conditions of open market,
business system networking and free movement of resources.

Consequently, the methods and scope of OD have been adjusted and moderated to meet
the changes in the clients' needs and demands, the changes in social assumptions,
beliefs and norms, the advances in theory and the growing complexity of business, and
to the changes in the demands and expectations of employers, owners, customers and
other stakeholders. As a result, starting from the 1960s till the end of the first decade of
the 21st century, OD had several major turning points.

Not so long ago, only half a century away, the dominant opinion was that all
organizations can be managed in the same way with the generic management skills and
instruments. But organizations are unique systems with distinctive internal
characteristics and external environments. The external context, or in other words, the
business environment in which the organization operates, places different requirements

210



upon the organization and it is therefore logical to conclude that there is no one best
way of organizing companies, nor universal criteria for achieving effectiveness.
Consequently, based on the historical research on OD it is evident that its definition
depends on the context in which the organizations operate, i.e. on the identification of
the key factors within and outside the organization.

Finally, organization behavior lies on people. Thus, companies are allocating more and
more of their resources into education and continuous training of employees.
Management is increasingly becoming aware of the fact that continuous education and
training through formal, non formal and informal education is one of the most effective
ways of managing organizational development and, consequently, achieving
competitive advantages.

To conclude, most definitions of organization development have in common the
emphasis on changes founded on a systematic implementation of notions from
humanities and social sciences, and the improvement of processes through carefully
thought out and planned interventions with the final result being increased
organizational effectiveness. The traditional approach has, in time, become both too
broad (e.g. encompassing the discipline under the name of global welfare, but also
many others such as cultural change, talent management, leadership development,
change management, etc.) and too narrow (e.g. neglecting the process features and
power relations, and hard data such as financial ratios). Contemporary OD, with the
aim to improve the organization's activities, has to incorporate sociological,
psychological factors but cannot neglect relevance of technological and financial data,
procedures and methods in organization decision making. Thus, the term OD has
become appropriate for a broad set of tools, methods and techniques whose main
purpose is improving the management and analysis of complex systems.

Even tough here is no universally accepted definition that would suit the evolution of
the term of OD, it can be concluded that some of the key features of contemporary OD
management are oriented towards developing (positive) changes based on information,
value creation, experience and theoretical notions and are aimed at increasing the
knowledge within the system.
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ABSTRACT

Since discriminatory procurement which favors domestic suppliers may constitute a
barrier to trade and international competition, the opening up of public markets to
facilitate free trade on the basis of comparative advantage has become a target of
regional trade agreements. The creation of a Single European Market allows to realize
the idea of free movement of goods and services in order to increase transnational
competition in public procurements. The idea of integrated market is not only a mean
to increase trade exchange in the community, but also to stimulate innovations in
Europe. Polish accession to European Union in 2004 opened new perspectives to both
national enterprises abroad and foreign contractors on domestic market. The objective
of the article was to verify how companies from different EU countries perceive the
perspectives offered by integrated market for public contracts. In spite of the fact that
Poland has adjusted its legal system to EU directives the companies still consider it too
formalized and unfriendly for suppliers. Unclear formal requirements, contract terms
hard to accept and problems with communication remain obstacles for cross-border
procurements. Moreover, companies neither considered EU membership as a factor for
economic expansion nor for increasing innovations.

Key words: public procurements, public contract, single market, free trade,
liberalization of trade, tender

JEL classification: F15, F59, H50, H57

1. INTRODUCTION

Innovations and the quest to become more and more competitive as the economy has
become a major factor for political and legal decisions which are made nowadays by
the governments. European Union can be perceived not only as an organization
gathering countries from the region and imposing own — superior in a way - decisions,
but also as a tool founded by them in order to realize their common goals. One of them,
a crucial element of EU is certainly the single market, embodiment of economic
integration. The idea is to guarantee the free movement of goods, services, labor and
capital so that a well-functioning market amongst members of states is created.
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The market embraces not only the private sector activities, but also public contracts.
Since a state is a specific and fragile contractor that is exposed to all kinds of corrupt
practices menaces, it is supposed to order any kind of goods in accordance with public
procurements regulations that constitute formalized procedures of purchase (Auriol,
2006). However, there is still a strong temptation to create a national procurement
system that would be home biased, allowing the authorities to promote internal
exchange over foreign. Since discriminatory procurement which favors domestic
suppliers may constitute a barrier to trade and international competition, the opening up
of public markets to facilitate free trade on the basis of comparative advantage has
become a target of regional trade agreements (Gordon et al., 1998; Schnitzer, 2010).
Public procurements agreements elaborated under the auspices of World Trade
Organization during the Uruguay round of negotiations contribute to liberalization of
international trade, liquidation of discrimination of foreign contractors and
transparency of key elements of proceedings. Likewise, the creation of a Single
European Market allows to realize the idea of free movement of goods and services in
order to increase transnational competition in public procurements. EU regulation of
public procurements is the extension of the single market logic to the public sector
contracts (Cox, 2003).

Promotion of effective cross-border competition among suppliers is supposed to
maximize value for money in the public sector. With regard to public procurement, this
can be best reached on the basis of legally binding international agreements on public
procurement, which have as their purpose the dismantlement of trade barriers between
national procurement markets (Schnitzer, 2010; Madras et. Al, 2008). Detailed EU
rules cover large value procurement to attract interest from nonlocal suppliers (Uttley
and Hartley, 1994). The idea of single market is though not only a mean to increase
trade exchange inside the Community, but also to stimulate innovations in Europe in
order to become more competitive against United States and other technologically
advanced economies (Kattel and Lember, 2010). Polish accession to European Union
in 2004 opened new perspectives to both national enterprises abroad and foreign
contractors on domestic market. Polish companies need to contest with some more
innovative companies from other EU countries, and improve own quality of products or
technology which may become to be or not to be for them. It is noteworthy that Poland
and other newly accepted to EU Community countries entered not only the single
market zone, but also got into the scope of GPA agreement. Although legal change was
indispensable, the question of its practical realization remains.

It seems worth investigating whether public procurements are no longer home biased
despite existing legal framework, especially that many studies question the compliance
of national rules with EU procurement directives (Gelderman et al., 2010).
Furthermore, it is crucial to take into consideration public procurements law impact on
companies decisions. The objective of the article was to verify how business practice
responds to theoretical framework, in other words, to analyze how companies from
different EU countries perceive the perspectives offered by single market for public
contracts. Is the existence of legally integrated market an incentive to export products
to new countries or to stimulate technical advancement in the company, on the whole,
is it really working in the way it was meant to? In order to put some light on those
issues, a few selected companies with great experience in innovations were questioned
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about their experience with public procurement in 3 groups of countries: EU15, Poland
and EU12 other “new Member” countries. The survey considered such matters as
comparability of proceedings in different member countries or the influence of single
market on company’s innovations. Companies experiences from public procurement in
“old” and “new” EU countries have been compared. The results of the survey were
analyzed in the perspective of statistical data on European public procurement in years
2010-2011.

2. EUPUBLIC PROCUREMENTS SINGLE MARKET REGULATION

Public procurements term stands for the acquisition of goods, services and construction
works by governments and public sector organizations (Uyarra and Flanagan, 2010). In
a broader sense it is also defined as the designated legal authority to advise, plan,
obtain, deliver, and evaluate a government’s expenditures on goods and services that
are used to fulfill stated objectives, obligations, and activities in pursuant of desired
policy outcomes (Prier and McCue, 2009). It is therefore recognized as an important
policy tool that can help to achieve outcomes in society that are consistent with broader
policy goals (Brammer and Walker, 2011; Nijaki and Worrel, 2012; Murray, 2009;
Kattel and Lember, 2010; Arrowsmith, 2010; Snider and Rendon, 2008). In terms of
the single market it is expected to stimulate public sector to source from producers
from all over EU. The creation of borderless procurements is supposed to decrease the
importance of physical location of suppliers’ operating center in order to concentrate on
price and quality issues (Gelderman et al., 2010). Competitive tendering is considered a
tool to guarantee positive effects in terms of cost and price reduction and improved
quality (Cox, 2008; Hansson and Holmgren, 2011; Schnitzer, 2010). Therefore, public
and academic interest for public sector management has intensified during the last
decade in order to learn how the public sector can be more effective (Stentoft Arlbjern
and Freytag, 2012).

Moreover, creating high technical requirements for the subject of contract in the
procurement procedure that either does not exist at all or has not been yet introduced to
the market can stimulate innovations (Laffont and Tirole, 1996; Rolfstam et. al., 2011;
Arrowsmith, 2010). A major advantage of public procurement in innovation policy is
that the government specifies a desired output and leaves it to the creativity of private
businesses to achieve this result with the most effective and efficient technologies
(Aschhoff and Sofka, 2009). Governments gain the opportunity to receive better supply
or construction work for less money and companies are rewarded for innovations and
mobility (Uttley and Hartley, 1994). Nevertheless, realization of that idea meets a lot of
obstacles, especially since public contracts have been traditionally and nationally
protected. The “buy national” habit which aims at favoring domestic suppliers is not
easy to quit.

The problem of public procurements hindering the idea of competition on the single
market has been recognized and first treated in 1970s. Since then on, European Union
through number of directives tries to impose the common scope of procedures on the
Member States (Uttley and Hartley, 1994). Although, procurement by public
authorities is not a subject to the EC Treaty itself, it does establish a number of
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fundamental principles that are of general application in the European Union. The most
relevant in terms of public procurement are the prohibition against discrimination on
grounds of nationality, the free movement of goods, the freedom of establishment and
the freedom to provide services. Also some general principles of law, which have
emerged from the case law of the European Court of Justice, are applied in the field of
public procurement. They are equality of treatment, legal certainty, transparency,
mutual recognition and proportionality. Finally, to underpin the Treaty principles series
of procurement directives have been adopted by the Community. In 2004 these were
consolidated in two new directives, one for the public sector and one for the utilities
sector (Dorn et al., 2008). Directive 2004/18/EC provides the EU procurement
provisions applicable to public sector procurement. According to the norms embodied
by this act, public sector procurement must follow transparent, open procedures that
ensure fair conditions of competition for suppliers (OECD, 2011). The awarding of
contracts in an open and transparent competition free of discrimination procedure, is
required and thus the publication of notices and contracts information are compulsory.
It is also worth mentioning, that Community law is interpreted according to the pattern
of competition in cases of doubt (Cox, 2008).

The first directives on public sector works and supply contracts are considered to have
been largely ignored in practice. The scope of regulations was widened with the
2004/18/EC Directive elaborated by the Council and Parliament in a co-decision. It
extended the regime to services and utilities sector (Gelderman et al., 2010). The rules
established by directives allow several kinds of procedures, such as: open, restricted,
negotiated and competitive dialogue. They require universal access to the procurement,
open to public selection of the bidders and the award of the contract. Publication of
notice, changes to notice and the award of the contract in the official EU journal are
compulsory. An entity that fails to follow these rules becomes subject to legal
challenges. The article is focused on the open procedure, since its most commonly used
alleged procedure, the normal way to proceed the purchase (Carayannis et. al., 2005).

The compliance with European directives remains a questioned issue. The reports
elaborated in the 1990s as well as recent studies report ineffectiveness of their
functioning in the Member States. Since no wider data base on European Union cross-
country is accessible and the collection of quantitative data rises problems there are not
enough empirical evidence on how and why the procurement single market works. The
other problem is that the norms expressed in the directives are open enough to allow
the adoption of different specific rules to national legal systems. The optimal rule
depends on a country’s characteristics (Auriol, 2006; Commission, 2011a). Because of
that, the details of procedure may vary in every country, even if formally the directive
had been implemented.

Although the compliance with existing rules tend to be questioned, European
Commission extends the horizon of the expected effectiveness of the procurement
directives. Their influence in specific economic areas and certain positive
consequences also in the social and environmental issues are expected through
sustainable procurement (Brammer and Walker, 2011; Preuss, 2009; Nijaki and
Worrel, 2012; Arrowsmith, 2010). The green paper on the modernization of EU public
procurement policy towards a more efficient European Procurement Market on public
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procurements published in 2011 sets the goals towards green procurements, social
procurements and stimulation of SMEs. Public procurements are considered to play a
key role in Europe 2020 strategy for smart, sustainable and inclusive growth
compatible with a vision of Europe's competitive social market economy that rests on
three interlocking and mutually reinforcing priorities: to develop an economy based on
knowledge and innovation, to promote a low-carbon, resource-efficient and
competitive economy and to foster a high-employment economy delivering social and
territorial cohesion (Commission, 2011d). The practical examination of the realization
of those targets in 2020s will show to what extent the declarations meet with the
economic reality.

3. IMPLEMENTATION OF PROCUREMENT DIRECTIVES IN POLAND

European integration influences not only legal systems of countries inside the
community, but also of the countries that apply for the membership. Poland as well as
other Central- Eastern Europe and Balkan countries that had chosen to integrate with
EU15 after the transformation had to enter in number of agreements concerning trade,
including public procurements (Madras, 2010; Mardas and Varsakelis, 2000). EU
procurement directives had to be implemented into their legal systems. Polish
procurement law has been evolving in order to meet those requirements (Engelbrekt,
2011). The Public Procurement Act of 1994 has been replaced in 2004 by a new
regulation, that was supposed to adapt to EU system and decrease formality of national
procedure. The idea underlying the act was also to create more balance between the
purchaser and suppliers through strengthening their position and assuring grounds for
appeal. The 2004 Public Procurement Act as well as executive regulations to this Act
have been amended several times.

According to the Act, technical specifications cannot discriminate any contractor by
indicating a supplier through trademarks or specific details of specification that would
point one company, unless there is an objective reason for that. However, the good that
is procured must be explicitly and clearly defined in the tender documentation, i.e. in
the task description and the requirement specification (Cox 2005). Those requirements
embody the non-discrimination rule imposed by EU directives. Once the product that a
company offers meets the requirements of procedure, the company has to prove its own
capacity to perform the public contract. Although Polish regulations in this matter are
in compliance with EU directive, they remain specific for the system. EU allows to
choose whether certain circumstances should be proved by official documents issued
by authorities or by statement under oath. That raises an issue of formality of a
procedure. A company that in fact fulfills the requirements in European Union may
have to get different documents while bidding in different countries. Polish legislator
chose to create rather formal system. Companies have to submit inter alia official
documents of evidence of absence of conviction for natural persons, evidence of
absence of conviction for legal persons, evidence of compliance with fiscal obligations,
evidence of compliance with social security obligations, proof of the tenderer's
identity'. The companies from abroad are allowed to submit a statement under oath

! Optional below EU thresholds, mandatory above EU thresholds.

219



only when equivalent to required certification is not issued in their country of their
registered office (KIO, 2011a; KIO, 2011b). That creates another problem of
conformity of institutions, records held by them and equivalence of documents in
general (KIO, 2011b). Not only a foreign company may have difficulties to resolve
what kinds of documents it needs to submit, but in case it decided wrong, also the
procedure of documents complement is rather restricted.

Therein lies the dilemma of the EU procurement system. Although the general idea of
the system is common, the scope and margin left for national system regulations allows
a lot of differences that may result in home biased procedures, even if no direct
favoritism is intended. The procedure does not need to be home biased on purpose to
make the participation in the procedure for foreign companies much harder than for
national ones. The peculiarity of the tax or social security system, changes in national
commercial law, the scope of information gathered in different records are not easy to
resolve. If a country, like Poland, gives a priority for documents issued by public
institution, the doubts concerning their equivalence between states remain. Unless a
solution of statement under oath is a main procedure, like in most Western European
countries, there exists an important obstacle to participate in tenders.

Despite the formality, Polish institutional purchasers are obliged to use the electronic
European system for public procurements to enhance competition among entrepreneurs
from all over the Community. Polish authorities are rather scrupulous to realize this
obligation, especially when the financing comes from European Union funds and the
supervision over public expenses are under special surveillance. Websites for public
procurements created under the auspices of EU, Tenders Electronic Daily and e-Certis,
help to promote cross-border procurements, but in a limited way. E-Certis system
shows what kind of documents are normally accepted in Poland and in other countries,
but it is only with regard to national companies (information on national official
documents required). Furthermore, the system shows what kind of documents can be
demanded and how often statistically it happens. Such an information has a restricted
importance while bidding for a certain procedure. TED database more commonly used,
allows to search for notices and shows the requirements for every procedure. However,
usually the detailed information here is available only in national languages.

3. PUBLIC PROCUREMENT MARKET 2010-2011 IN EU AND IN POLAND

In ordinary times public procurement in OECD member countries accounts for 16% of
GDP on average (OECD, 2012). According to detailed data concerning tenders that
were published in Official Journal of EU, their estimated value for EU was over 447
billion Euros in 2010 (Commission, 2011b). The value of calls for tender published in
the Official Journal as a percentage of total expenditure on public works, goods and
services amounted for 18% in EU and 42% in Poland, whereas the value of calls for
tender published in the Official Journal as a percentage of GDP was respectively 3,6%
for EU and 8,7% for Poland (Commission 2011b). Hence, in comparison with Western
and Southern European countries, Poland and other Central, Eastern and Balkan
European countries represent rather higher value of public procurement which is
openly advertised through TED.

220



Public procurement legislation pursue to increase the share of international exchange
and cross-border competitiveness on that market. However, import penetration on
public markets, according to 2010s statistics, was around 7% (in the private sector
around 19%), so purchase made by authorities remains domestically oriented in
practice. Empirical analysis conducted by DG Internal Market and Services showed
that the economies of large countries exhibit lower import penetration than the
economies of small countries (Commission 2011c). According to the data displayed by
the Commission for 2006-09, direct cross-border procurement accounted for 1.6% of
awards or roughly 3.5% of the total value of contract awards published in TED, while
contracts concluded indirectly through affiliated company subsidiaries accounted for
11.4% of awards published in TED and 13.4% by their value during 2006-09
(Commission 2011a). An interesting comparison between EU15 and EU12 showed that
the share of direct cross-border procurement in the new Member States is 0.6
percentage points higher than in EU15. However, the share of indirect cross-border
procurement through affiliates is 9.2 percentage points higher in the old Member States
(Commission 2011c). It is however important to say that small import penetration may
be explained by the structure of public expenditures, where public administration,
education, health and social services make up most of it (Commission 2011a). The
report by DG Internal Market and Services shows that the difference between the
public and private sectors is largely due to differences in the kinds of goods, services
and works procured. If the public sector were to purchase the same proportion of each
product as the private sector, import penetration in the public sector would increase to
comparable level (Commission 2011c).

In 2011, nearly 400.000 notices has been published in the Official Journal of EU, 2%
less than in preceding 2010. Almost 90% of them concerned the call for tender and
contract awards. Most of the 172.620 procedures were open (99,12%). Old European
Union member countries predominated over newly accepted and 76% of the notices
were launched by EU15. It is worth saying that over a half notices from EU12 were
Polish and the total of 21.287 notices meant that Polish tenders were 12% of all tenders
published.

The market of public contacts in Poland was estimated on 144 billion PLN,
approximately 9,5% GDP (UZP, 2012b). Most of the tenders considered supplies
(53%), than services (41%) and construction (6%). What can be noted as a movement
towards more compliance with European directives is the growing number of Polish
tenders in the open procedure (Figure 1).
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Figure 1: Share of open procedure in public procurements in Poland 2007-2011
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The total of 24.729 contracts were concluded and published in TED in Poland in 2011.
Most of them in the open procedure (85%). As shown in Figure 1, public procurements
published in TED (above EU threshold) are slightly more often in open procedure than
the national tenders. The contracts of estimated value above EU threshold, on which
the article concentrates on, are usually time consuming. It is estimated that the time to
complete the procedure is about 81 days (31 days in the national procedure). When
comparing the number of tenders submitted to a procedure in construction, supply and
services, usually the biggest competition is in construction (average in 2009-2022 over
5) than in services (average in 2009-2022 around 3) and supply (average in 2009-2022
2,3) (UZP, 2012b).

What is worth noting, 2,51% of contracts in 2011 was awarded to foreign contractors
(UK - 25%, Germany - 23%, Czech and Switzerland - 8%, Spain - 5%, Netherlands
and ltaly - 4%). This number however not impressing and rather pessimistic in the
context of philosophy of single market is still less depressing than the 50 contracts that
were won by Polish contractors abroad (in 2010 — 38, in 2009 — 57, in 2008 — 52, in
2007 — 54). It shows clearly that there is still discrepancy between the rhetoric and the
practice of borderless public contracts market. Also the data collected since the
beginning of 2012 until the end of June shows similar pattern. In this period 307
contracts were awarded to external companies and 27 companies from Poland
succeeded on other European markets. Most of the supplies outsourced by Polish
authorities from abroad were in the high technology sectors or related to intellectual
property rights, whereas Polish companies were most often offering transportation
means. The value of foreign companies contracts was about 12,3 billion PLN in 2011
and Polish companies have received contracts for 168 million Euros.

In order to complete the statistical context for the study, the Eurobarometer study on

corruption in EU allowed to draw some general conclusions on public perception of
procurement policy in Community. According to their outcomes, only 14% of people
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would rather have none foreign companies on their domestic public contracts market.
More than a half agreed that suppliers from all foreign countries should have an access
to tenders and one forth that it should be reserved for the EU companies. It shows
rather open attitude to cross-border bidding and seems a good sign for new
international agreements and further opening of the markets (Figure 2).

Figure 2: Support for cross-border procurements in Europe

Do you think that foreign companies should be able to
compete forpublic contracts in your country?
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Source: Impact and Effectiveness of EU Public Procurement Legislation 2011.

The public has also been addressed with a question concerning the problem with
corruption in public procurements. According to the data, almost 70% of questioned
agreed that common EU-wide rules for public authorities on procurements helps to
combat favoritism and corruption. That shows some serious support for the system
itself. It is interesting especially while some researchers claim that EU directives are
useful in the development of the European Single Market rather than in reducing fraud
risks (Dorne et al., 2008). The studies on the conditions and possibility of corruption in
public contracts proceedings are an important part of procurement literature (Buchner
et al., 2008; Auriol, 2006). Some data shows that not only lack of knowledge or
complexity of procedures may be a reason for deviation from procurement rules but
also an intention to favor local companies (Hansson and Holmgren, 2011). In that
context it is important to realize that establishing rules may not be sufficient to avoid
home biased procurements if a certain entity has an intention to favor one contractor
over another for nationality reasons.

4. COMPANIES PERCEPTION OF SINGLE PROCUREMENT MARKET

The analysis of existing rules on the European and national level and the study of
procurement statistics give general idea of the functioning of procurement single
market. However, that image should be supported by the actual observations and
evaluations of companies that operate on it to verify whether the adapted norms are
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used in practice and if that allows realization of the goals undermining the normative
system of EU public procurement.

In order to gather the information from the participants of the system a questionnaire

has been prepared. The study concerned three groups of countries: EU15 — the old EU

countries, EU12 — new EU countries accepted after 2004 and Poland. Poland has been

extracted because it represents a half of the share of the procurements published in

TED by EU12 and also it served as a reference for the objectives of the study. The

companies were asked questions concerning three general issues:

o Does membership in EU influence foreign company’s decision to bid for public
procurements?

e What are the main constraints on different markets?

e Are common rules in EU procurements an incentive to innovate?

Companies were also asked to express their general remarks about the public
procurement system and to comment on any detailed issued if desired.

Companies have been chosen according to sector and experience criteria. Six
companies from Germany, Finland, Austria, Switzerland and Poland operating in the
technology & equipment and research & development sectors with an experience in at
least two of the studied markets had been selected. For the purposes of the article, the
emphasis had been put on the suppliers of advanced technology and equipment since
this sector is considered not as fragile for a state and rather international (Mardas and
Varsakelis, 2000). It was done due to three main reasons. First, companies that produce
technologically advanced equipment tend to have experience on several markets and
thus are capable to compare different legal systems and procurement procedures.
Second, those companies are strongly involved with innovations which can give an
important information about the incentives to innovate that raise from the idea of single
market. Lastly, the author has professional experience with public procurements
contracts concerning this kind of supplies. It is also worth stating that the investigation
was kept anonymous on request of the companies involved.

In general, the suppliers agreed that they do not concern membership in EU as an
important factor for a decision whether to submit tender on public market in a country.
Moreover, they claimed that their expansion on markets of EU12 countries had nothing
to do with their accession to the Community. None of the included companies stated
separate opinion on that matter. One possible explanation for that could be that they do
not realize the importance of EU rules and their scope of application. However, more
probable is that since EU regulations allow national specifics in procurement law, a
company still has to adapt to national rules and procedures, not important if from EU or
from outside.

Despite the fact that companies do not appreciate membership in EU as sales expansion
incentive, they do recognize serious competition in the studied branch of operation on
all 3 markets especially from companies from EU15 countries. Asked weather
entrepreneurs from "new" EU countries are serious competition for the company, none
of questioned has answered “yes”, including Polish companies. Only one company has
answered that there is a competition, but less important than in "old" EU countries. It
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shows that although companies may not consider local competition in EU12 as a threat,
but they still think that the overall competition in the branch makes it difficult to submit
offer. That also confirms the presence of entrepreneurs from different countries on all
EU public markets in the sector.

Companies do not disagree that public procurements are very formalized, however
while half of them considers that necessary, the other half would rather say it is not
necessary and only makes it harder to participate in tender. Most of the companies state
that EU regulations do not facilitate submissions of offers in any country. However one
company, with a lot of experience on EU12 (25 contracts in 2010-2012) and EU15 (15
contracts in 2010-2012) experience has answered that EU directives help on those
markets but do not help on Polish market (8 contracts in Poland in 2010-2012). The
second exception was a Polish company that agreed it was easier to submit offers
abroad because of the existence of EU regulations. This may show, that the evolution
of rules may be more visible for a company originating from very strict legal system.
Most companies do not recognize the influence of the EU regulation, because local
systems remain very specific with local customs and order. Since Polish system is
considered especially formalized, even for a Polish company, other systems may
appear less formalized and more supplier friendly. The formality of Polish procurement
system is often considered to unnecessarily extend the procedure and complicate the
award of contract. Formal and exogenous institutions of public procurement law may
hence be potentially discouraging for the suppliers from foreign innovative companies
(Rolfstam et al., 2011).

The study allows to state that one of the main constraints for suppliers to compete
abroad remains language. It considers both the language of communication used by
authorities and the required language of an offer. One of the surveyed found it strange
to be forced to do international business transaction in Polish and the time to prepare an
offer in foreign language too short. It is noteworthy that problems with communication
may occur not only on the international level, but are generally a problem of public
procurement due to the formality and obligatory written form and may also concern the
national level (Cabras, 2011). Existence of communication and language difficulties in
procurements are also confirmed by a wider study conducted by European Commission
on a broad group of different kind of companies, where lack of experience and
language barriers were surveyed the most relevant obstacles for cross-border
procurement between Member States (Commission 2011c). A tool desired to ease the
European flow of information in procurements is the electronic service for notices in
European Official Journal. All companies investigated in the research confirmed to use
the http://TED.europa.eu website in order to find suitable public contracts to bid for.
This utile is most commonly recognized as an EU help for integration of public
procurements.

According to companies opinion there are no difficulties while collecting official
documents concerning personal capacity to participate in procurements in EU15. That
is probably due to the fact, upraised by one of them, that in most cases a self-
declaration is sufficient to prove capacity to perform. At the same time, difficulties on
Polish and EU12 have been recognized by all entrepreneurs. They concern first, unclear
conditions for submission of criminal records for operating members of managing
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bodies, and second, other personal requirements, such as proving no arrears with social
security and taxes. Polish procurement regulations had been severely criticized,
especially the lack of possibility to complete the documents issued after the date of
opening the offers and the possibility to lose warranty because of that. Moreover, very
strict rules of communication with public contractor leading to unnecessary formality
were mentioned as an obstacle to participate in the procedure. Even more disturbing,
companies signaled that the problem of Polish procurement system is the existence of
diversified interpretation of the rules by the administration institutions. That certainly
creates unsecure conditions for the entrepreneurs and buying institutions and definitely
is not an incentive to bid on Polish market.

The main constraints for submitting an offer in the old EU public markets mentioned
by a few companies were national language of procedure and contract terms hard to
accept (high penalty, short delivery time), however most of companies did not find any
difficulty concerning those countries. On the public markets of new Member States,
including Polish, the difficulties were recognized by all questioned companies.
Companies are discouraged by changing exchange rates, formality of procedure and
high guarantee. The most severe opinions concerned Polish market. Beside the already
mentioned difficulties, also contract terms hard to accept (warranty, delivery time, no
possibility to negotiate terms) were an important obstacle found by entrepreneurs. One
of the companies has complained about the Polish market also because of the:
“attempts to burden the supplier with the whole contractual responsibility” and “lack of
possibility to freely contact the authority while preparing an offer”. It was very clear
that companies have worse experiences from Polish market than from other EU12
countries, which supports the thesis, that Polish public procurement remains highly
formalized and not-supplier-friendly.

Asked directly if they need to increase innovations in order to gain possibility to offer
equipment in procurements, companies denied it. That may seem quite surprising, since
it is one of the fundamental assigned function of procurements. Orders made by public
universities and research facilities (especially in the studied sector of technology and
equipment) are typically large and reliable, which should in practice create a beneficial
promise for a company to enter into such a contract and thus it should try to offer the
most innovative product to gain it (Aschhoff and Sofka, 2009). However, there are
some possible explications for such a situation. First, that the companies create
innovations on the demand of private markets, where negotiations are regular custom in
sales, and afterwards they do not feel the need for more improvements to fulfill the
needs of public sector. Also, it is probable that people answering questions from the
sales departments did not realize company’s politics in this matter. It is worth to
underline that since informal negotiations by authorities in an open procedure are
forbidden, in practice specifications are based on what is already available on the
market. Researchers may not be aware of technical possibilities of equipment - they use
equipment, not construct it, so while they are not allowed to negotiate, they order what
they know, leaving no place for innovation. In consequence, universities are limited in
their choice of equipment by the strict rules of public procurements. Companies on the
other hand have less incentive to innovate for that market. Those findings may be an
argument to rethink an obligation for research facilities to use procurement procedures
while purchasing technologically advanced equipment for research purposes.
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Companies were asked also about the quality/price element of procurements. In some
previous research in the UK, the author has found that despite the whole idea of
procurements as a mean of improving the price quality ratio, the companies complain
that most tenders are focused on lowest price (Cabras, 2011). The present research
confirmed those findings. All questioned companies claimed that in EU12 and Poland
the most common criteria for selection of an offer is lowest price or lowest price
accounted for more than 50% of wage for the award. Only in EU12 criteria stated in
specification tend to be more than 50% in old EU. What is important, asked about their
preferences, all the companies agreed that they prefer when technical criteria influence
the award. While companies prefer that the technical criteria influence who wins a
tender, authorities prefer lowest price. Although the institutional framework for
increasing technological advancement exist, the ease of procedure remains a strong
motivation for institutions. Since technical criteria have limited meaning, it is also
easier to explain, why procurements do not influence innovations.

5. CONCLUSIONS

Single market regulations of public procurements is supposed to create incentives for
companies to sell their goods and offer their services for public entities abroad. The
idea is to stimulate cross-border competitiveness and facilitate trade. It is especially
important in the area of innovative equipment and technology offered for research
facilities, institutes and universities, to spread high standards of science all over
Europe. That is why in this article, the companies that specialize in
technology&equipment sector have been chosen for investigation. Their opinions and
perception of the single market should be an important indicator of implemented
procurements solutions.

The results of the research depict that the EU procurement directives impact on
facilitating cross-border bidding in the opinion of entrepreneurs is limited, especially
on Polish market. Despite the fact that in general, directives have been formally
implemented to the legal system of procurements institutions in Poland, the public
market is reputed as hostile for entrepreneurs from abroad. Some difficulties such as
language, exchange rates, contract terms are commonly recognized in all public
markets. However Polish procurements system is recognized as more complicated than
EU15 systems and other EU12. Entrepreneurs find it difficult to bid on Polish market
due to formal criteria, like proving personal capacity to participate in procedure, that
they found complicated, formality of communication and terms of contracts difficult to
accept.

What was quite surprising, companies generally do not notice the influence of
directives on national procurements systems. That of course does not mean that the
directives are not implemented, however that means that the changes are not advertised
sufficiently or their relevance for the business practice is limited. None of the
companies considered membership in EU as an important factor for extending sales
market, most of them do not think that Polish legal system has adopted European
procurement rules. Despite the fact that Polish notices account for a comparably large
share of European notices and that more foreign companies acquire public contracts in
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Poland than Polish suppliers abroad, the market is considered hostile and too
formalized. Polish public market would probably be better perceived if some changes,
like reduction of formal documents required, obligatory English language in
proceedings and allowing less formal communication would be carried out. That,
however, is not easy to pursue since formality is one of a tools to fight corruption and
allowing English could impose considerably high costs. The experiences of companies
from different legal systems inside the Community may though serve as an reference
for countries applying for EU membership in order to choose own way to adapt to
procurement directives and decide on a level of formality of the procedures.

REFERENCES

Aschhoff, B., Sofka, W. (2009) Innovation on Demand--Can Public Procurement Drive Market Success of
Innovations? Research Policy, 38(8), 1235-1247. doi:http://dx.doi.org/10.1016/j.respol.2009.06.011

Auriol, E. (2006) Corruption in Procurement and Public Purchase, International Journal Of Industrial
Organization, 24(5), 867-885. doi:http://dx.doi.org/10.1016/j.ijindorg.2005.11.001

Buchner, S., Freytag, A., Gonzalez, L. G., & Guth, W. (2008) Bribery and Public Procurement: An
Experimental Study. Public Choice, 137(1-2), 103-117. doi:http://dx.doi.org/10.1007/s11127-008-9315-
9.

Caldwella N., Walkera H., Harlanda C., Knighta L., Zhenga J., Wakeley T. (2005) Promoting competitive
markets: The role of public procurement, Journal of Purchasing & Supply Management 11 (2005) 242—
251.

Carayannisa E.G.,Popescu D. (2005) Profiling a methodology for economic growth and convergence:
learning from the EU e-procurement experience for central and eastern European countries,
Technovation 25 (2005) 1-14.

Cox, H. (2003) Questions about the Initiative of the European Commission Concerning the Awarding and
Compulsory Competitive Tendering of Public Service Concessions, Annals Of Public And Cooperative
Economics, 74, 1, pp. 7-31, EconLit with Full Text, EBSCOhost, viewed 2 July 2012.

Cox, H. (2008), Public Enterprises and Service Providers in Institutional Competition and Undergoing
Structural Change: New Challenges to the Theory of Public Economics and Public Services in
Germany, Annals Of Public And Cooperative Economics, 79, 3-4, pp. 527-547, EconL.it with Full Text,
EBSCOhost, viewed 2 July 2012.

Gelderman K., Ghijsen P. and Schoonen J. (2010) Explaining Non-Compliance with European Union
Procurement Directives: A Multidisciplinary Perspective, Journal of Common Market Studies, Wiley
Blackwell, vol. 48, pages 243-264.

Hansson, L, & Holmgren, J (2011) Bypassing Public Procurement Regulation: A Study of Rationality in
Local Decisionmaking, Regulation And Governance, 5, 3, pp. 368-385, EconL.it with Full Text,
EBSCOhost, viewed 31 July 2012.

Gordon, H., Rimmer, S. and Arrowsmith, S. (1998), The Economic Impact of the European Union Regime on
Public Procurement: Lessons for the WTO, World Economy, 21: 159-187. doi: 10.1111/1467-
9701.00125.

KIO (2011a), Wyrok KIO z dnia 22 sierpnia 2011 KIO 1670/11 s.24-25.
K10 (2011b), Wyrok KIO z dnia 9 listopada 2011 r. KIO 2250/11.

Laffont, J.-J., Tirole, J., (1996) Pollution permits and environmental innovation, Journal of Public Economics
Volume: 62, Issue: 1-2, October, 1996, pp. 127-140

228



Mardas, D. (2010), Stabilization and Association Agreements (SAAs), Europe Agreements, and Public
Procurement, Atlantic Economic Journal, 38, 3, pp. 331-343, EconLit with Full Text, EBSCOhost,
viewed 31 July 2012.

Madras D., Papachristou G., Varsakelis N.C. (2008) Public Procurement and Foreign Direct Investment
Across France, Germany Italy and the UK, Atlantic Economic Society 2008 36: 183-193.

Mardas, D 2005, 'The Latest Enlargement of the EU and 'Buy National' Rules', World Economy, 28, 11, pp.
1633-1650, EconLit with Full Text, EBSCOhost, viewed 31 July 2012.

Mardas, D., & Varsakelis, N. (2000) Public Procurement Policy and the Czech Industry, International
Advances In Economic Research, 6(3), 488-497.

OECD (2011) Centralised Purchasing Systems in the European Union, Sigma Papers, No. 47, OECD
Publishing. http://dx.doi.org/10.1787/5kgkgqv703xw-en

OECD (2012) http://www.oecd.org/governance

Schnitzer J. S. (2010) Regulating Public Procurement Law At Supranational Level: The Example Of Eu
Agreements On Public Procurement, Journal Of Public Procurement, Volume 10, Issue 3,301-334 Fall
2010.

Urzad Zamowien Publicznych UZP (2012a) Informacja o polskim i europejskim rynku zamowien publicznych
w roku 2011 (na podstawie ogloszen publikowanych w Dzienniku Urzedowym UE) stan na 31 grudnia
2011 r., Departament Informacji, Edukacji i Analiz Systemowych, Warszawa.

Urzad Zamowien Publicznych UZP (2012b) Sprawozdanie Prezesa Urzedu Zamoéwien Publicznych o
funkcjonowaniu systemu zamowien publicznych w 2011 roku, Warszawa.

Commission of the European Communities (2011a) Evaluation Report: Impact and Effectiveness of EU
Public Procurement Legislation, Brussels, 27.6.2011 SEC(2011) 853 final

European Commission (2011b) Public Procurement Indicators 2010, Brussels.
http://ec.europa.eu/internal_market/publicprocurement/docs/indicators2010_en.pdf

European Commission, DG Internal Market and Services (2011c) Final Report Cross-Border Procurement
Above Eu Thresholds, Copenhagen
http://ec.europa.eu/internal_market/publicprocurement/docs/modernising_rules/cross-border-
procurement_en.pdf

European Commission (2011d) Green Paper On The Modernisation Of EU Public Procurement Policy
Towards A More Efficient European Procurement Market, Brussels, 27.1.2011, COM(2011).

Brammer S., Walker H. (2011) Sustainable procurement in the public sector: an international comparative
study, International Journal of Operations & Production Management, VVol. 31 Iss: 4 pp. 452 — 476.

Uyarra, E. and Flanagan, K. (2010) Understanding the innovation impacts of public procurement, European
Planning Studies, Vol. 18 No. 1, pp. 123-43.

Preuss,L. (2009) Addressing sustainable development through public procurement: the case of local
government, Supply Chain Management: An International Journal, Vol. 14 Iss: 3 pp. 213 - 223

Rolfstam M., Phillips W., Bakker E. (2011) Public procurement of innovations, diffusion and endogenous
institutions, International Journal of Public Sector Management, Vol. 24 Iss: 5 pp. 452 — 468

Dorn N., Levi M., White S. (2008) Do European procurement rules generate or prevent crime?, Journal of
Financial Crime, Vol. 15 Iss: 3 pp. 243 — 260

Nijaki L.K., Worrel G. (2012) Procurement for sustainable local economic development, International
Journal of Public Sector Management, Vol. 25 Iss: 2 pp. 133 - 153

Stentoft Arlbjgrn J., Freytag P.V. (2012) Public procurement vs private purchasing: Is there any foundation
for comparing and learning across the sectors?, International Journal of Public Sector Management,
Vol. 25 Iss: 3 pp. 203 - 220

229



Cabras I. (2011) Mapping the spatial patterns of public procurement: A case study from a peripheral local
authority in Northern England, International Journal of Public Sector Management, VVol. 24 Iss: 3 pp.
187 - 205

Uttley M.R.H., Hartley K. (1994) Public Procurement in the Single European Market: Policy and Prospects,
European Business Review, Vol. 94 Iss: 2 pp. 3 -7

Kattel, R., Lember, V. (2010) Public Procurement As An Industrial Policy Tool: An Option For Developing
Countries? Journal Of Public Procurement, 10(3), 368-404.

Prier, E., McCue, C. P. (2009) The Implications Of A Muddled Definition Of Public Procurement. Journal Of
Public Procurement, 9(3/4), 326-370.

Arrowsmith, S. (2010) Horizontal Policies In Public Procurement: A Taxonomy, Journal Of Public
Procurement, 10(2), 149-186.

Engelbrekt, K. (2011) EU Enlargement and the Emboldening of Institutional Integrity in Central and Eastern
Europe: The 'Tough Test' of Public Procurement, European Law Journal, 17(2), 230-251(accessed
August 9, 2012).

Snider, K. F., & Rendon, R. G. (2008) Public Procurement Policy: Implications For Theory And Practice,
Journal Of Public Procurement, 8(3), 310-333

230



Ana Lovrinéevi¢ Selamov

University of Mostar, Faculty of Law, Mostar, Boshia & Herzegovina
Ivana Hrstié

University of Mostar, Faculty of Law, Mostar, Boshia & Herzegovina
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ABSTRACT

By endorsing the Companies Act in 1993 and its changes and supplements in 2003,
2007, 2008 and 2009, the Republic of Croatia has started the process of harmonizing
its national legislation with the regulatory environment of the European Union and the
international principles of corporate governance. The Companies Act was modeled
after the modern legislation of Central Europe, German corporate governance codes in
particular, and as such represented a departure from the Croatian socialist heritage.
Changes and supplements of the Companies Act that followed, as well as the adoption
of many new acts, brought Croatian legislation to a level that meets the requirements
of the contemporary economy of Croatia as the future member of the European Union.
In this report we emphasize the most important modifications made to the Croatian
national legislation in order to provide an adequate disclosure of management as well
as the organizational structure of public joint stock companies, underlying the
introduction of Disclosure and Transparency principles as powerful tools for providing
a better insight into the work of public joint stock companies and their governing
bodies. Harmonization of Croatian national legislation with the regulatory
environment of the EU will serve the purpose of better corporate governance practice
and support Croatia’s entrance into the club of developed economies of Europe.

Key words: corporate governance, Republic of Croatia, transparency and disclosure,
corporate governance code

JEL classification: K20, K22

1. INTRODUCTION

Corporate governance can be defined as a system of supervisory mechanisms by which
all suppliers of crucial inputs should ensure the returns on their investments in the
corporation, without affecting its long-term survival and prosperity (Tipuri¢ et al.,
2008). It is a key element in improving economic efficiency and growth as well as
enhancing investor confidence (OECD Principles, 2004). Harmonization of the rules
relating to company law and corporate governance, as well as to accounting and
auditing, is essential for creating a Single Market for Financial Services and products.
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Therefore, corporate governance has become a dominant issue in developed market
economies in recent years. Equally, it has become an important topic in transition
economies. Current problems of corporate governance include better disclosure by an
annual corporate governance statement, helping shareholders to exercise their rights,
independent directors and committee work, director’s remuneration, responsibility of
board members to investors for financial statements, voting policy disclosure by
institutional investors, choice between the one-tier and the two-tier system (board), and
generally more shareholder democracy.

The authority in the public joint stock company lays in the hands of its organs, and not
its shareholders. Shareholders may or may not be members of that organs, so the only
way they can actually exercise their management rights is through their participation in
the general assembly. One shareholder, or a small number of them, that have
insufficient number of shares have practically no influence when it comes to regulation
of the relations inside the company. In order to prevent fraud and abuse of some
shareholders, especially when the company has a large number of shareholders,
Croatian Companies Act contains provisions that are mostly of coercive nature, leaving
the company with very little autonomy, especially when it comes to organization,
competence and organ activities. If the company was left with the greater autonomy
then the majority shareholders could arrange the relations inside the company in a way
that protects only their interests, which could damage other shareholders, or even leave
them without any influence in the company (Barbi¢, 2010). The main reason for the
emphasis on disclosure standards and transparency is that disclosure and transparency
are the twin cornerstones to protecting shareholders rights.

Good governance in the public joint stock company is not only important to its
shareholders, but also to a large number of stakeholders such as its employees,
creditors, suppliers as well to the whole society in which the company operates. There
is also the interest of potential buyers of the securities to obtain the necessary
information about the issuer in order to decide whether to invest in that company.
When it comes to issuers whose securities are admitted to trading on the regulated
market, that interest is even wider, because the prices of one issuer’s securities can
indirectly affect the prices of other issuers securities.

All these different interest groups have the right to access information regarding the
company. Therefore, Croatian Companies Act has implemented the rule on the
availability of information on the status and operations of the company, which is
particularly expressed in the European company law (Barbi¢, 2008).

2. SUPRANATIONAL REGULATION OF THE DISCLOSURE AND
TRANSPARENCY PINCIPLES OF CORPORATE GOVERNANCE

2.1. OECD Principles of Corporate Governance
The legal framework is a postulate of good and functional system of corporate

governance. In order to evaluate and improve the legal, institutional and regulatory
framework of corporate governance, on 27-28 April 1998, Organization for Economic
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Cooperation and Development (OECD) adopted ,,Principles of Corporate Governance®.
The Principles were revised in 2003 in accordance with the latest development and
experiences of OECD countries, including consultation of interested parties, such as the
business sector, investors, professional groups, trade unions and civil society
organizations. The new Principles were agreed by OECD governments in April 2004,
They represent a set of rules focusing on publicly traded companies, both financial and
non-financial, in order to accomplish "best practice" in corporate governance. They
also provide practical suggestions for stock exchanges, investors, corporations and
other parties that have a role in the process of developing good corporate governance.
Furthermore, the Principles represent common elements of OECD and non-OECD
countries that underlie good corporate governance. They are principles-based and non-
prescriptive so that they retain their relevance in varying legal, economic and social
contexts. Their purpose is to serve as a reference point in order to develop legal and
regulatory frameworks for corporative governance. Governments and market
participant decide freely how to implement these Principles in developing their own
frameworks for corporate governance. The OECD Principles cover six key areas of
corporate governance - ensuring the basis for an effective corporate governance
framework; the rights of shareholders and key owner